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November 27, 2006

MEMORANDUM
November 22, 2006
TO: Management and Fiscal Policy Committee
FROM: Stephen B. Farber, Council Staff Directom

SUBJECT:  Update — GASB Statement on Other Post-Employment Benefits (OPEB)

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

Starting in FYO08, jurisdictions with more than $100 million in annual revenue must
disclose their liability for OPEB. Most governments now fund these benefits on a pay-as-you-go
basis to cover the annual expense for current retirees. The accrual standard in GASB 45 requires
disclosure as well 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 agencies expect
that AAA jurisdictions like the County will do so. Full pre-funding for the four tax-supported
agencies would cost $240.0 million in FY08. Ramping up to full funding over a five-year period
would cost $31.9 million in FYO08 above the pay-as-you-go expense and a somewhat larger
increment each year until full funding is achieved in FY'12.

The focus of this update is on the November 13, 2006 report of the Multi-Agency
OPEB Work Group on ©A-G. The Committee will hear from representatives of the four
tax-supported agencies — County Government, MCPS, Montgomery College, and M-
NCPPC, and also from WSSC — and from its consultant on this issue, Thomas Lowman of
Bolton Partners, Inc. His comments on the report are on ©H-K.

Previous Work by the Committee and County Agencies

- 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. At the Committee’s
request, the agencies’ finance, budget, benefits, and legal staff met three times in 2003 to
develop a common understanding of relevant questions. They also took an important step by
obtaining valuations of their retiree group insurance obligations as of July 1, 2003.
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On November 28, 2005, the Committee reviewed the agencies’ further progress and
agreed that the agencies should: :

¢ Update the actuarial valuations as of July 1, 2006.
* Create a trust ~ perhaps effective July 1, 2007 - if the agency has not already done so.

o Assess the costs and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding,

» Assess the full range of options for limiting liability, including collective bargaining
implications that may vary by agency.

e Use consultant assistance for these tasks that can draw on the growing body of
experience from other jurisdictions.

e Provide updates to the Committee at least twice in 2006 — for example, in June and
November — and regularly in 2007 until implementation begins on July 1, 2007.

¢ Design and implement a communications plan to keep agencies, employees, and the
public informed of developments on this issue.

June 2006 Agency Updates

On June 26, 2006 the Committee received an update on the agencies’ work. See ©1-12.
Mr. Firestine’s memo on ©1-5 outlines the efforts of County Government as of that date. These
include developing a project timeline, formalizing a Multi-Agency OPEB Work Group,
preparing for an updated actuarial valuation, and participating in the MDGFOA Affinity Group.

Mr. Bowers’ letter on ©6-7, Mr. Campbell’s letter on ©8-9, Ms. Barney’s memo on ©10-
11, and Mr. Traber’s memo on ©12 discuss their agencies’ work as of late June 2006 on updated
actuarial valuations, trusts, and other issues.

Further Background Information

For the benefit of readers who have not followed day-to-day developments on this matter,
this packet also contains three pieces from the last two Committee update packets that provide
excellent background information:

¢ On ©13-16, a November 23, 2005 Wall Street Journal summary of efforts that some
governments have already made, ranging from attempts to limit or even eliminate retiree
health benefits to the issuance of “OPEB bonds”.

e On ©17-21, a June 2005 special report by Fitch Ratings on the credit implications of
GASB Statement 45.



¢ On ©22-27, a July 2005 special comment by Moody’s Investors Service that addresses
a broad range of funding issues.

Two additional articles provide further important background information:

* On ©28-32, a December 1, 2005 New York Times review of how the city of Duluth,
Minnesota, the State of Alaska, and other jurisdictions are addressing this issue.

¢ On ©33-35, a January 30, 2006 Washington Post review of how this issue affects state
and local governments in this region. '

An especially useful reference document is the November 2006 report of Anne Arundel
County’s GASB45 Task Force. The following key excerpts from this report are attached:

® On ©36-37, a discussion of alternative trust funding vehicles.
* On ©38-48, a detailed review of options for addressing the County’s OPEB liability.
¢ On ©49-50, a useful glossary of terms.

* On ©51, a January 1, 2006 bulletin on the County’s revised policy on employee
eligibility for retiree health benefits, including a minimum of 15 years of credited pension
service.

Multi-Agency OPEB Work Group Report

The Work Group report on ©A-G reflects the significant progress the agencies have
made on-the issues identified by the Committee (see page 2). Agency representatives, together
with Mr. Lowman, will discuss these issues point by point. His comments are on ©H-K. Key
items in the Work Group report and Mr. Lowman’s comments include the following:

¢ The tax-supported agencies all have actuarial valuations as of July 1, 2006. (WSSC’s
valuation is as of June 2005 and is being updated.) The Annual Required Contribution
(ARC) for the tax-supported agencies is $240.0 million. The Actuarial Accrued Liability
(AAL) is $2.6 billion. Both figures significantly exceed those developed in the valuations \
of three years ago. Mr. Lowman accepts these figures.

¢ The FYO8 budget impact of a five-year phase-in approach for the tax-supported
agencies is $31.9 million plus $7.0 million for increased pay-as-you-go costs. For details
see ©C-E. Mr. Lowman supports the five-year phase-in approach and says that he
understands and supports the methodology outlined on ©C-E.

* M-NCPPC has a trust in place. The other agencies plan to establish one by July 1, 2007.
See ©F-G. Mr. Lowman raises questions about the purpose, limits, and number of trusts.
See ©I-J. See also the excerpt from the Anne Arundel report on ©36-37.



e The agencies have started to examine options for limiting liability, including collective
bargaining implications that vary by agency. See ©F-G. Mr. Lowman notes that some
other jurisdictions have done more specific work in this area. See, for example, the
excerpts from the Anne Arundel report on ©38-48 and ©51. He also suggests that
agencies’ benefits be harmonized to a greater extent. Some of the current differences
among agencies are clear from the descriptions on OF-G.

e The agencies continue to work on these issues with their actuarial consultants. Mr.
Lowman notes that by July 2007 much more information about trusts and options for
limiting liability will be available from other jurisdictions.

» The agencies have focused on the work outlined above and have not yet addressed the
Committee’s request that they “design and implement a communications plan to keep
agencies, employees, and the public informed of developments on this issue.” Mr.
Lowman notes that “it will be important to share this information and what it means.”

Next Steps

At least two follow-up Committee meetings with the agencies before the July 1, 2007
effective date of GASB 45 would be useful — perhaps one in early March and one in mid-June.
These meetings should focus on the following questions: :

¢ Have the agency budgets all included the FY08 phase-in expense outlined above?

¢ Will trusts be in place at all agencies on July 1?7 . How have the agencies resolved the
issues about trusts raised by Mr. Lowman on ©I-J?

¢ What further progress have the agencies made in exploring options for limiting liability,
as outlined on the top of this page? '

e What progress have the agencies made in developing a communications plan, as
outlined above? The prompt involvement of the Interagency Public Information Working
Group (IPTWG) will be important in this regard.

{\arber'\06mfp\gasb-opeb update 11-27-06_doc



MEMORANDUM

November 13, 2006

TO: Management and Fiscal Policy Committee
FROM: Multi-Agency OPEB Work Group
SUBJECT:  Update for November 27, 2006 MFP Committee Meeting

The purpose of this memorandum is to provide an update of County agencies’
activities related to implementation of Governmental Accounting Standards Board
(GASB) Statement 45, Financial Reporting for Other Post-employment Benefits (OPEB).

At the June 26, 2006 Management and Fiscal Policy Committee meeting on this
subject, the Committee identified areas it would like to be updated on periodically. The
areas identified and the current status of progress in those areas is covered below.

Status Report

 Update the actuarial valuations as of July 1, 2006, three years later than the
current valuations.

Attachment A provides a summary of the updated actuarial valuation results for
the tax-supported agencies. WSSC valuation results are as of June 2005 and an
updated valuation is being prepared. '

- The updated results show that, assuming pre-funding, the Annual Required
Contribution (ARC) for the tax-supported agencies is $240.0 million and the -
Actuarial Accrued Liability (AAL) is $2.6 billion. In the 2003 valuation, the pre-
Junding ARC was 8190.5 million and the AAL was $1.8 billion.

e Assess the costs and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

Attachment A displays the budgetary impact of a five-year phase-in approach.
The rating agencies have indicated that a phased-in approach is acceptable.
While they have not specifically indicated the acceptable time frame, recent
statements from the rating agencies focus on a five year period.

Assuming a five-year phase-in approach, the budgetary impact in FY08 Jor the
tax-supported agencies would be 338.9 million. This includes $31.9 million to
meet the OBEB phase-in obligation and $7.0 million related to increased retiree
benefit costs. '



Management and Fiscal Policy Committee
November 13, 2006

Page 2

Create a trust — perhaps effective July 1, 2007 — if the agency has not aIready
done so.

Attachment B provides an update for each agency on the work related to
establishing OPEB trusts.

M-NCPPC already has a trust in place. All other agencies are working with legal
counsel to have a trust established effective July 1, 2007.

Assess the full range of options for limiting liability, including collective
bargaining implications that may vary by agency.

Attachment B provides an update for each agency on the work related to
exploring options for limiting liability.

Use consultant assistance for the tasks that can draw on the growing body of
experience from other jurisdictions.

The agencies continue to work with their actuaries, each of which are providing
OPERB consulting and related actuarial services to a number of governments, to
address the requirements and options associated with implementation of the
OPERB standards. The Council's consultant, Mr. Tom Lowman, attended the last
meeting of the multi-agency OPEB work group and has been sharing his
experiences with other jurisdictions. Several conferences held in Maryland
recently by statewide groups like the Maryland Government Finance Officers
Association, and by various actuarial, accounting, law, and investment banking
firms have addressed and presented examples of activities going on in
Jurisdictions in Maryland and around the country related to plan design changes.

Design and implement a communications plan to keep agencies, employees and
the public informed of developments on this issue.

Agencies are currently focusing their work on developing the specific facts

related to GASB 45. Once the factual foundation is developed, it can serve as the
basis for communication with employees and the public.

Representatives from each agency will be present at the November 27, 2006

Committee meeting to answer questions about the material provided.

Attachments
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MEMORANDUM

DATE: November 20, 2006
TO: Management and Fiscal Policy Committee
FROM: Thomas Lowman, Bolton Partners, Inc.

SUBJECT: Comments on the Multi-Agency OPEB Work Group Report

Background:

As you know, there is a new accounting standard (GASB 45) for employer provided retiree
health and life insurance benefits. This standard will apply for the first time in FY2008. The
standard includes a change from determining plan expense on a *“pay-as-you-go” cash basis to an
accrual standard. Under an accrual standard there is not only an expense for current retirees but
also for employees who may one day be entitled to a benefit. The exact amount of the higher
expense will depend on whether or not this extra expense is funded during an employee’s career.
Whether or not additional cash payments are made by the County, the increase in the expense
from an accounting perspective is very large (e.g. no less than $159 million in FY08 for County
tax-supported agencies).

Other large counties in Maryland also have material increases in their expenses for FY08. The
State of Maryland estimated an increase of over $1 billion in its annual expense for State
employees. Public employees in Maryland generally have better benefits than employees in
other states outside of the northeastern part of the country. In Virginia, some of the counties in
Northern Virginia have benefits comparable to those offered in Montgomery County but as you
move away from the DC area the expenses may be only 20% of what they are in Maryland on a
per-capita basis. In some states many jurisdictions offer no retiree health or life insurance
benefits.

We have reviewed various documents provided by the Multi-Agency OPEB Work Group and
attended their recent meeting. This includes a review of their November 13, 2006 memorandum
and the accompanying documents. That memo addressed areas on which the MFP Committee
asked them to comment. Below are our comments on each of these seven areas requested by the
MFP Committee, taking into account information presented by the Work Group:

Update the actuarial valuations as of July 1, 2006, three years later than the current
valuations. This will allow adjustments for those current cost figures and for changes such
as the inception of the new Medicare Part D prescription drug benefit.

As stated in the November 13™ memo, all of the valuations have been updated and (except for
WSSC) all are as of June 30, 2006. These 2006 valuations can serve as the basis for the FY08
expense determination. Overall, the increases seem to be about 30%. Since the 2003 valuations
showed the equivalent of FY04 results, this 30% increase can.be thought of as 7.5%/year. We
would note that the percentage increase for the County government alone was higher. Overall,
the increase seems reasonable given the increase in health insurance cost. Our expectation is that
once the expense begins to be fully prefunded, the percentage increases in the expense will not
be as high but will remain highly dependent on the increase in age adjusted per-person health
care cost.

()
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These new numbers reflect Medicare Part D. However, the impact of Medicare Part D is not
material. As the County drug plans are currently designed (similar to the design in most
counties), the accounting rules do not let us anticipate the continuation of the Medicare
reimbursement.

Assess the cost and benefits of different pre-funding options and make specific
recommendations on the extent, timing, and phasing of pre-funding.

The Multi-Agency OPEB Work Group is proposing to eventually fund the full accrual expense
for these benefits. They are proposing to do this over a five-year period starting with FY08. We
support the five-year approach and expect many other Maryland counties to do the same. Some
entities with smaller increases in expense are expected to immediately fund the increase. We
have reviewed the details of the three page summary on Attachment A to the November 13%
Memorandum and understand the methodology and support it.

For FY08 the increased budget request for tax-supported agencies includes $6,978,758 that
would have been requested under the existing pay-as-you-go approach plus $31,896,900 as the
first 20% installment under the 5-year phase-in. For each of the following four years you should
expect increases of $31,896,900 plus something approximating normal increases in the Annual
Required Contribution (ARC). For tax-supported agencies the ARC (if fully funded) for FY08 is
$240 million and annual increase in.the ARC might range between $8 million and $24 million
per year depending on health care cost increases above what was assumed in the valuations.

While something of a detail, it should be understood that during this five-year period the

difference between the annual expense and the cash contribution will show up as an unfunded

liability. This unfunded liability will exist even after the five-year period is over. Also, the
expense calculated during the first five years will be higher than it would be if full funding of the
ARC started in FY08. While all of these things are true, they should not be a material concern
and we mention them only so that you are not surprised later.

* Create a trust — perhaps effective July 1, 2007 — if the agency has not already done so. As
Mr. Firestine noted, the advantage is a higher rate of investment return, on an actual and
actuarial basis, and thus a lower annual required contribution in FY08.

We have read attachment B to the November 13™ memorandum. As a general matter this is an
administrative issue for each agency to deal with. I have shared some detailed thoughts with

members of the Multi-Agency OPEB Work Group that involve issues they should consider. The -

issues that could be discussed at the Council level include:

1. Understanding the purpose of the trust and limits on its contractual significance: We believe
that the purpose of the trust is to collect and invest funds to cover future potential employer
obligations for the retiree benefits covered under GASB45. As such, the set aside funds will
reduce the current employer expense (ARC). Others may wish to view the trust like the
pension fund and have it collect both employer and employee/retiree funds. We want to be
sure that this trust in no way increases the local government’s obligation to provide benefits
nor restricts its rights to change benefits. For this reason, we also would be concerned if any
employee contributions were added to the fund. There may also be a concern if retiree funds
are added to the trust. The role of employees in the trust could be discussed.

D
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2. Should MCPS have its own trust fund or be combined with the County? In most other
Maryland counties, school boards do not currently manage retirement funds and it is likely
that some of these county governments and their schools will combine funds at least for
investment purposes. Since MCPS does currently manage a large retirement fund, we have
no objection to this being managed separately, which appears to be the direction being taken.
We have discussed whether the amounts budgeted for funding these obligations can be
redirected for other uses. We have been told that there are restrictions on how parts of the
budget can be spent as well as political problems if these funds are not spent as intended. We
would still suggest that this be at least briefly discussed at the meeting.

Assess the full range of options for limiting liability, including collective bargaining -

implications that may vary by agency.

We read the description of “Plan Design Change Considerations” in Attachment B to the
November 13® Memorandum. It appears that most of the agencies are looking at possible
changes to the benefits. '

Many other counties in Maryland (including Howard, Frederick, Baltimore and Anne Arundel)
have a list of several dozen potential changes that could be made and their impact on the
employer’s expense (and sometimes the retirees’ cost). While I would describe these other
counties as further along in their review process, most are not committed to making any changes.
Many will likely wait until mid to late 2007 to decide on benefit changes. Only Baltimore
County has been vocal about their need for material changes. It remains to be seen what the new
GASB rules will do to plans in Maryland and what it will take to be competitive in the market
place in the future.

We would recommend that consideration be given to.try to make the benefits more similar in all
of the agencies. Even the agencies with lower than average benefits have features that are very
generous compared to other agencies. Some of these differences do not seem to have a purpose
that would outweigh their cost.

If we look outside of Maryland or in the private sector, we see more examples of benefit changes
in response to increasing health care expenses. In the private sector we also see a trend to reduce
retirement benefits in order to maintain employee health care benefits which are more
appreciated by employees and have better tax advantages.

We are not totally clear on the collective bargaining limitations in the various Montgomery
County agencies and would note that in most other jurisdictions these benefits are not subject to
collective bargaining.

Use consultant assistance for these tasks that can draw on the growing body of experience
from other jurisdictions.

The November 13" memo from the Multi-Agency OPEB Work Group summarized what has
been done. We know that the benefits offered vary widely between counties and between
agencies within most counties. Given the level of benefits that are offered by the Montgomery
County agencies, we know that the basic actuarial assumptions and methods used by the County
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agencies are similar to those used elsewhere. This includes an assumption that the rate of
increase in health care cost will slow down (which may or may not happen).

Many jurisdictions are watching to see how others react to the new rules and the higher expense.
We expect that more will be known about how much others will prefund as we get closer to the
final FY08 budget decisions. We recommend that this be tracked as we get closer to the Sprmg
of next year.

As we get closer to July 2007, more trust documents will be written. We suggest looking at how
others are setting up their trusts.

As we get to the end of 2007 it might be appropriate to look at benefit changes that others decide
to make.

Anne Arundel County recently released their GASB45 report and Howard County may release a
report early next year. We will share these documents and other documents if and when they
become public.

Provide updates to the Committee at least twice in 2006 — for example, in June and
November - and regularly in 2007 until implementation begins on July 1, 2007.

Our comments on the prior questlon outline some of the non-routine issues to be followed up on
through at least the end of 2007.

Design and implement a communications plan to keep agencies, employees, and the public
informed of developments on this issue. :

We understand that since the revised expense calculations were only recently completed, the
attention of the agencies has not been on these activities. It will be important to share this
information and what it means. For example, if retirement ages under the retirement plan were
to be lowered, there now will be an immediate impact on the retiree medical expense that may
need to be factored into the bargaining process and fiscal impact statement. Also, the
. establishment of trusts will bring with them a discussion of roles and flow of funds.



DEPARTMENT OF FINANCE
Douglas M. Duncan Timothy L. Firestine
County Executive Director

MEMORANDUM
June 13, 2006

TO: Stephen B. Farber, Council Staff Director
Montgomery County Council

FROM: Timothy L. Firestine, Director

Department of Financwﬁ ‘%

SUBJECT:  OPEB Update

The purpose of this letter is to respond to your request for an update on the
County Government’s activities related to GASB Statement 45, Financial Reporting for
Other Post-cmployment Benefits (OPEB).

in order to assure timely implementation and coordination, the Department
of Finance has created a project timeline that includes tasks and milestones related to the
administrative aspects of the OPEB project. The major task categories include actuarial
valuation process, trust creation, budgeting/funding, plan design options/considerations,
accounting. and coordination/communication. The steps necessary for completing each
major task are identified and the timeline for completing those steps is mapped. A copy
of the project timeline is attached.

In addition to creating the project timeline, an internal County
Government workgroup was formalized. The work group includes representatives from
the Department of Finance, Office of Human Resources, Office of Management and
Budget, and Office of the County Atorney. The work group has met several times since
the November MFP Committee meeting. The work group has focused its agendas on
ensuring the completeness of, approving, and periodically updating the project timeline.
organizing work relaied to updating the actuarial valuation, identitying issues for legal
consideration, and ideatifying opportunities for County multi-agency coordination and
collaboration. The workgroup has also actively participated in the MDGFOA OPEB
Affinity Group, through which we share information between other local Phase |
governments (those required to implement by the same deadline as the County agencies)
on approach, issues, and internal progress toward implementation. Another focus of this

work group has been to stay abreast of clarifying guidance being issued by GASB and to
work to determine its impact on the County’s efforts. '

Office of the Director

101 Monroe Street. 15th Floor * Rockville, Manvlzad 20850 + 240.777-8860. FAX 240.777-883
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In response to your request for information on progress related to the steps
identified at the MFP meeting iast November, the most substantial progress relates to
updating the actuariat valuation. The County has selected an actuary to provide the
OPEB valuation and held tnitial discussions to tdentify the scope of an initial updated
valuation and identify issues that have required follow-up. For example, issues arose
during the planning processes that have required additional clarification from GASB. As
part of planning for the valuation, the workgroup has identified scenario options that are
being incorporated into the valuation process, such as alternative funding phase-in
options and alternative actuarial assumptions and methodologies. The updated valuation
will also include expanded information beyond that included in the original valuation,
such as a breakout of the annual required contribution attributable to County government,
as plan sponsor employer, vs. the other agencies that participate in the County plan. The
County is currently working with the actuary to finalize the assurnptions the actuary is
using in the valuation. i is expected that the updated valuation will be available later this
summer. This timing is currently several months later than the originally planned goal;
however, the workgroup is working with the actuary to wdentify opportunities for work

relating to plan design and legal considerations to be conducted simultaneously, rather
than sequentially, over the summer.

Also. to continue the interagency coordination on this subject you started
several years ago, a multi-agency OPEB workgroup has been formalized. This group met
a few weeks ago and was attended by 12 representatives from the various agencies of the
County. The objectives covered at this-first meeting included:

« Communicating agencies’ status and planned next steps;
' Identifying information needed for FY 08 and multi-year fiscal
planning/budgeting;
e Ideatifying opportunities for comparability of data based on consistency
of valuation assumptions; and., _
¢ ldentifying next steps, including multi-agency coordination.

As 'm sure you will see from the responses from the various agencies to
your request for an update for the MFP Committee meeting, most agencies have been
working on updating their actuarial valuations. One of the results of the recently held
meeting was to identify areas where agencies could try and achieve consistencies in the
assumptions and funding scenarios incorporated into its updated valuations, and to start
to identify areas where there may be valid reasons for inconsistencies. The group plans
on meeting again in late August to start to review agencies’ updated valuations from a
fiscal planning perspective, and further identify thosc areas where there are valid reasons
for different assumptions used across the agencies.
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The County looks torward to working with the Council on this topic of
significant impact to state and local governments, and suggests that future updates to the

Council be accomplished in a single multi-agency report coordinated through the
Workgroup. ‘

Attachment
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June 12, 2006

Mr. Steve Farber, Staff Director
Montgomery County Council
100 Maryland Avenue
Rockville, Maryland 20850

Dear Mr. Farber:

This letter is in response to your May 3, 2006, request for an update on the Governmental
Accounting Standards Board (GASB) Statement Number 45, Financial Reporting for Other Post-
employment Benefits (OPEB) which requires governmental agencies to disclose the liability for
the cost of heaith benefits current employees and retirees will reccive during retitement. This
disclosure requirement was originally targeted for implementation in FY 2006: however,
tmplementation has been delayed to FY 2008.

At the November 28, 2005, meeting of the County Council’s Management and Fiscal Policy
(MFP) Committee, it was agreed that several steps would be taken by County agencics over the
coming months. We welcome the opportunity to update the MFP Commiltee on the status of
these efforts. :

The Montgomery County Public Schools (MCPS) is working with its actuary to prepare a new
valvation, effective July 1, 2006. The valuation will include analysis of current demographics,
plan design, and cost-sharing arrangements. MCPS has been working with other county and bi-
counly agencics to ensure there is consistency across agencies in methodology, . process,
timelines, and assumptions used. Agencies will consider common funding options and
amortization methods, and will, to the extent possible, use a common approach for evaluating
trend data. The agencies also are developing a plan to share data and report back to the MFP
Commuittee.

The valuation also will fook at the impact of the Medicare Part D prescription drug benefit that
went into effect January 1, 2006. It should be noted that MCPS has opted to receive a subsidy
from the Center for Medicare and Medicaid Services (CMS) as reimbursement for providing
prescription drug benefits to Medicare eligible retirees. We have been advised that the GASB
voted last week to finalize GASBs proposed technical bulletin, which will not allow MCPS to
net out the subsidy payments and report reduced retiree medical liabilities when we adopt GASB
Statement 45,

Finally, MCPS has begun discussions with {egal counsel to explore options with respect to the
possible need to establish a trust arrangement to manage funding our GASB liabilities.
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Montgomery County needs to address the issues of Other Post-employment Benefits funding as
part of its overall financial planning. MCPS continues to work closely with the County Council
and county agencies to address this issue cooperatively. MCPS stafl’ will be present at the June
26, 2006, Management and Fiscal Policy Committee meeting.

Sincerely,

At

Larry A. Bowers
Chief Operating Officer

LAB:

Copy to:
Members of the County Council
Members of the Board of Education
Dr. Weast
Mrs. DeGraba
Mr. Doody
Mr. Girling
Dr. Spatz
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Montgomery County Councii Staff Director
100 Maryland Avenue
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Dear Mr_Farber:

This letter is in response to your request of May 3, 2006 for an update on the Governmental Accounting
Standards Board Statement Number 45. Financial Reporting for Other Post-employment Banefits (OPEB).
This statement requires governmental agencies 1o disclose the fiability for the cost of health benefits current
employees and retirees will be eligible to receive during retirement. At the Management and Fiscal Policy
Committee meeting in November 2005, it was agreed that the following steps appeared to make sense:

» Update the actuanal valuations as of July 1, 2006, three years later than the cument valuations.
This would allow adjustments for curent cost figures and for changes such as the inception of the
new Medicare Part D prescription drug benefit.

» Create a ust - perhaps effective July 1, 2007 - if the agency has not already done s0. As Mr.
Firestine notes, the advantage is a higher rate of investment return, on an actual and actuarial
basis. and thus lower annual required contributions in FY08.

+ Assess the costs and benefits of different pre-funding options and make specific recommendations
on the extent, iming, and phasing of pre-funding.

» Assess the full range of options for limiting liabiity, including collective bargaining impiications that
may vary by agency.

+ Use consulting assistance for these tasks that can draw on the growing body of experience from
other junisdictons. (Apart fram the consultants used by the individual agencies, the Councit hias in
the past received expert assistance on interagency health benefits issues from Bolton Partners.}

» Provide updates to the Commitiee at least twice in 2006 ~ for example. in June and November —
and regularly in 2007 until implementation begins on July 1, 2007,

» Design and implement a communications plan to keep agencies. employees. and the pubiic
informed of developments on this issue.

As you are aware, the College had previously decided to comply with FAS106 beginning in FY94. As 3
result funds had been set aside to the extent possibde until FY04, We have continued to have annual
valuations to defermine our accrued actuarial fiability since then. We will be having a FAS106 cakulation to
determine our June 30, 2006 Accumulated Post-Retrement Benefit Obligation (OPBO) as well as an
estimate of what our fability might be under GASB standards. We also have met with AON Consultants o
discuss the impiications of establishing a trust effective July 1, 2007. While there are st some questions
to be answered, i appears there are many favorable aspects o be gained by the establishment of a frust
for the GASB funding.

Cetrai Adreinisiration Germantows Campus soxeilie Campus
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We continue to support the posiicn that pre-funding fo the greatest extent possible is the mast prugeni
approach to take. In light of this expectation. the College hopes to be able to set aside some budgeted
FY006 benefits funds that might be available as of June 30, 2006.

We also are reviewing our current retiree group insurance coverage eligibility requirements to determine
what changes might be made to limit cur future iiability. We believe there are some options to consider.
Gur Office of Human Resources has been working with our consultants as well as participating in several
informative educational opportunities on the implications and impact of GASB Statement 45 We also find
the continued communication among all of the agencies benefits professionals 1o be extremely beneficial
for assessing alt aspects of the effect GASB 45 will have on all of us.

We look forward to-our confinued discussions and will be present at the June 26 worksession with the MFP
Committee and our colleagues from the County-funded agencies.

Sincerely.

o ;;’," P A g
(G AT (gt 4
Witliam £. Campbeli

Execufive Vice President
for Administrative and Fiscal Services

ce: Ms. Lawyer
Mr. Moore
Mr. Mutiinix
Ms. von Bargen
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THE MARYLAND-NATIONAL CAPITAL PARK & PLANNING COMMISSION
Department of Finance, Office of Secretary-Treasurer

PCB06-35
June 14, 2606
TO: Management and Fiscal Policy Committee
FROM: Patricia Colihan Barney, Secretary-Treasurer m .

SUBJECT:  Update on M-NCPPC Other Post Employment Benefits (OPEB) -
response to GASB Statement No. 45

BACKGROUND: Per your request, this memo provides an update of the status of work
related to implementing the Governmental Accounting Standards Board Statement
Number 45, Financial Reporting for Other Post Employment Benefits. These benefits
include medical, dental, and life insurance benefits at the Maryland-National Capital Park
and Planning Commission.

One of the action items discussed at the November 2005 Management and Fiscal Policy
Committee meeting related to the creation of a trust. The Commission established a 115
Trust in July of 1999. At the end of fiscal year 2005, after various contributions and
withdrawals, the fund was almost depleted. The Commission decided to retain a small
balance to keep the 115 Trust Fund open and ready to receive pre-funding contributions
at a future date,

CURRENT STATUS: The Commission has been working with Aon Consulting to
comparec Commission OPEB with benefits offered by other govemnmental agencies. This
study includes looking at alternatives offered to retirees by other agencies, examining
possibilities of different levels of OPEB based on years of service, and benchmarking
these various alternatives to estimate cost impacts. Commission Management is currently
reviewing the consultant’s report. Any proposed changes will be presented to the
Commissioners in late fall.

Concurrently, we are pursuing the engagement of an actuary by riding a current contract.
The sclected actuary will perform a valuation as of July 1, 2006 to include the tmpact of
Medicare Part D (if GASB’s pending Technical Bulletin allows) and the requirement for
consideration of implicit subsidies not included in the prior study. We will also look at

/o)



recording of a liability on the entity-wide financial statements of an amount equal to any
unfunded required annual contribution beginning in fiscal year 2008. We are aware that
the rating agencies will be looking for plans to be ‘in place to address the pre-funding
issue. It should be noted that the Prince George's County side of the Commission has
factored in full annual pre-funding requirements in its long-term fiscal plan. The
Commission will continue to work with the Montgomery County agencies to review a
series of recommended strategies for pre-funding retiree medical,

The Commission’s Finance Department has briefed the Commissioners on GASB
Statement No. 45 so they will be informed as we move forward with both counties in
determining how to establish a plan to address this issue. The Commission has not
adopted a formal policy on pre-funding strategies. A series of recommendations will
likely proceed to them after staff review of the Aon study. )

V:AUpdate on MNCPPC OPEB-6 2006

v



WASHINGTON SUBURBAN SANITARY CO-MMISSION

Memorandum

TO: STEVE FARBER
MONTGOMERY COUNTY COUNCIL STAFF DIRECTOR

FROM: TOM TRABER :
WSSC CHIEF FINANCIAL OFFICER

DATE: JUNE 13, 2006

SUBJECT: GASB 45 STATUS

Since last November, we have done the following with regards to
implementing GASB 45:

¢ Our Commissioners were briefed on GASB 45 in February. This briefing was a high-
level view of the pronouncement and its implications for WSSC and other
governmental agencies.

* Aon prepared a June 30, 2005 actuarial valuation of OPEB in March. We are
currently evaluating its results. ' -

* A legal opinion as to whether WSSC can establish a trust under the current provisions
of Article 29 of the Annotated Code of Maryland has been requested from outside
counsel. If we do not have legislated authority, and the Commission determines that
a trust is the appropriate vehicle for compliance, we would be submitting legisiation
in the upcoming legislative session. '

* Wchave continued to participate with the Montgomery County Working Group in
sharing information. It is very beneficial to have a feel for the specific plans that
local agencies are making, ‘ '

* Staff has also attended several briefings on GASB 45 by Aon, the Maryland
Government Finance Officers’ Association, and others.

Looking ahead, we anticipate having our implementation plan ready for
Commissioner review by September and incorporating OPEB funding into the FY 2008
Spending Affordability process.

We look forward to continued participation with the Working Group and
sharing our progress with the MFP Committee on June 26",
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State, Local Officials Face
L.ooming Health-Care Tab

Rule Requiring Disclosute
Of Obligatioas to Retirees

Cauld Force Painful Choices
By DEBORAH SOLOMON

Staff Reparter of THF. WALL STREET SJOURNAL

November 23, 2003; Page Al

A looming accounting change is forcing state and focal governments to fess up to
something that's been lurking on their books for years: Many have made costly retirement
health-care promises without planning how to pay for them.

Under a new accounting rule, goveraments soon must start recognizing their long-term
obligations to pay for retirees’ health benefits -- and, for the first time, publicly disclose
what it would cost each year to fund that liability.

For many governments, the promised amount is likely to be sizeable enough to prompt big
changes such as cutting retiree benefits, borrowing money and diverting tax dollars from
other spending prioritics -- or risk a credit-rating downgrade that could significantly boost
borrowing costs. Estimates ol obligations for some states range from $500 million to as
much as $40 billion.

"This 15 going to be a big jolt to many state budgets, and this problem is one that is not
immediately resolved,” said Cecilia Januszkiewicz, secretary of Maryland's department of
budget and management.

In many ways, the problem facing state and local governments mirrors that which has.
faced some companies, especially in labor-intensive, unionized industries such as autos
and steet, which made big promises on pensions and health care that they ultimately
couldn't afford to fund. Many governments are expected to respond io much the same way
as corporations, which have slashed benefits since being forced in 1990 to recognize their
retiree hicalth-care obligations in financial statements.

But the dilemma for governments may be even thoraier. Most states are legally required to
provide some form of employee and retiree benefits for government workers, and changing
or doing away with those benefits usially requires legislative action. While some local
municipalities have more flexibitity to change benefits, others must work through their
state legislatures. (n contrast, most public companies can easily trim benefits, especially
those with weak or no union representation.

Cutting benefits for government workers is especially tough given that many employecs
are protected by strong untons that will chatlenge any such efforts. While unions 7 3
representing workers in the pnivate sector have lost significant clout, the municipal and ).



state untons remain quite strong. Additionally, while public companics can fall back on the
Peasion Benefit Guaranty Corp., which insures corporate pension funds, for some of the
burden, governments have no such option.

So far, no state or local government has actually defaulted on any of its benetit plans. Aad
the new rule doesn't require govemments to set aside any money to fuad the long-tcrm
obligations -- only to report what thosc obligations are.

But the change will shed new light on their long-term liabilities. And credit- ~-ratings
companies have told governments they expect the retiree health-care liability to be dealt
with i soaic fashion. "We're looking to see that governments don't ignore it and look to
coutrol the growth of the obligation," said Richard Raphacel, an-analyst with Fitch Ratings.

How the ratings agencies respond will have big consequences for local and state
governments, which borrow heavily from the public markets and need to maintain good
ratings to keep borrowing rates low.

The accounting change will affect most big governments starting in fiscal 2008, which
generally begins on July 1, 2007. [t stems from a rule passed last year by the Government
Accounting Standards Board the independent advisory board that sets accountmg,
standards for state and local govemments.

With less than two years until the rule takes effect, governments already are scrambling to
determine what they've promised to pay for reticee health care over the next 30 years -- and
how to fund that liability. Until now, health-care benefits have been recorded on a pay-as-
you-go basis, with budgets reflecting only the actual expense of benefits paid to employees
and retirees cach year.

Some already have gotien a taste of the bad news. Last mouth, Maryland disclosed a
tetiree-health-care liability of $20 billion, and said it must put aside $1.6 billion annually
to fund the obligation. That's about 13% of the state's $12 billion general fund and comes
on top of the $770 million Maryland shells out each year to pay for employee and retiree
health-care benefits.
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number [ was in shock,"” said Ms. Januszkiewicz, adding that "there are a limited number
of things we can do." A task force created by the state General Assembl y earlier this year
is examining the obligation and will make recommendations on how to deal with it.

The change comes at a time when many state and local governments already are struggling
with other costs, such as fully funding their employee pension plans, which face shortfalls
of as much as $300 billion nationwide. Some are still recovering from the recession carly
this decade, which dented capital-gains and income taxes and caused a shortfall in revenuc.
In fiscal 2002, states suffered their steepest revenue drop since the Depression, said Mr.
Raphael.

"States are coming off their worst fiscal crisis in decades," satd Sujit CanagaRetna, a
senior fiscal analyst with the Council of State Governments. "They're not really flush with
funds and it's stilf a dire revenue picture as far as expenditures neceded down the road."

Indecd, the situation is similar to the problems facing government-employee pension plans.
Offlicials often promised big benefits but failed to set aside enough money to fund them,
preferring during the 1990s to focus on outsized investment gains which eventually
disappcared. The city of San Diego, for instance, is facing a $1.1 billion pension shortfall
in part because of agreements it made to sweeten benefits in exchange for reduced
payments into the pension fund.

The problem has been years in the making. State and local governments began heavily
expanding in the 1960s for a number of reasons, including the need for more schools as the
Baby Boomers grew up and a heavier foad of federal mandates, such as the 1965 Medicare
faw. As the number of employcees grew, so did the cost of providing them benefits.

At the same time, the strength of public employees grew in tandem with the power of the
Amencan Federaton of State, County and Municipal Employees, which represents public
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workers. By the end of 1965, AFSCME had won collective-bargaining rights in sevecal
states, which translated into better and more gencrous benefits. And even with some recent
cutbacks, costs are expected to swell over the next few years as the Bab y Boomers begin to
retire and collect both pension and health-care benefits.

tor local officials, the latest dilemma could mean taking some politically unpopular stands.
In Nevada, a proposal by Republican Gov. Kenny Guinn to discontinue retiree health-care
benetits for any state govermnment cmployee hired after July 1, 2006, tgnited a firestonn.

The proposal was estimated to save the state $500 million per year, but the state's
employee union lobbied aggressively to scotch the legislation, and it failed in the
Democratic-controlled state assembly. Nevada has estimated its retiree-health-care
obligation (o be as high as $4.4 biflion and says it will need to pul aside about $200 million
annually to fund the liability. '

Scott Mackenzie, exccutive director for the State of Nevada Employees Association, said
unions understand that governments need to cut costs, but that ending benefits will tumn
people away from civil service, where robust benefits often make up for lower salaries.

"Govemment attracts people because they have a bit of a cushion there when they retire,"
satd Mr. Mackenzic.

Other states have been unable to reach consensus on how to address the tiability. A
commiltec established earlier this year by Delaware Gov. Ruth Ann Minncr, a Democrat,
explored various ways to address the state's estimated $3 billion obligation and the $185
miltion it needs to set aside annually. The committee looked at a range of options,
including reducing the state's agreement to pay 100% of health insurance for retirees, but
was unable to agree on a plan. "Without exception, the options presented to the Committec
included difficult and unavoidable policy trade-offs," the report concluded. "There are no
straightforward 'win-win' solutions.” - :

Some governments are opting to sell debt to finance their health-care obligation. For
instance, Gainesville, Fla., issued bonds earlier this year to help finance its $30.6 million
liability.

Others are trimming benefits, despite the political ramifications. The city of Arlington,
Texas, recently did away with retiree health benefits for any employee hired after 2006 and
trimmed the perccatage of health-care costs that the city covers. Arlington Chief Financial
Officer Donna Swarb said the moves cut the city's health-care obligation to $150 million
from $ 196 million. However, a more controversial plan to charge premiums based on age
wasn't adopted and the city is still facing costs that Ms. Swarb called “unmanageable.”

Alabama, Utah and Ohio also have taken steps to scalc back benefits, including raising
health-care premiums for retirees and increasing the length of time employees must work
before being eligible for retiree health care.

Other states, such as California and New York, have yet to officially determine their
liabilities but policy watchers and credit-ratings analysts expect those numbers will be
significant. Some have predicted that California's obligation could be $40 billion or more.
The state controller's office has requested money from the govemnor and Legislature to
perform an assessment of the liability.

@)
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Speciat Report The Not So Golden Years
Credit Implications of GASB 45

Analysts ® Summary

Joseph 1. Mason A new public sector accouating standard touches on three hot topics:
1703 245-3068 skyrocketing health care costs, the ongoing national debate over
joseph.masond@fischratings com retirement -security, and the recent emphasis on grcater (inancial

. disclosure. Govemmental Accounting Standards Board (GASH) Staternent
Amy 5. Doppeil -

1415 732.5612 Ng. 45 rt?lalcs to qlhcr post-employment benefits (QPLB) — paymients
amy doppeltatitchratings con anq services provided for retirees other than peasions. OPEB consist

mainly of retiree health care benelits. GASB 45 applies the accounting
Amy R {askev methodology used for pension liabititics (GASB 27) to OPEB and is
1212 908-0363 similar in concept to -an accounting standard adopted for the private
amy laskey(@fitchratings com sector in the mid-1990s.

H

The new standard, to be implemented beginning in fiscal 2008 for
many large govecnments, is timely given the aging demographics of
the governmental work force. It also refiects the consistent efforts of
The authors wish to thank finance departnent the GASD to improve financial statement transparency and align
staff at Montgamery County. MDD} for sharing  public accounting more closely with that of the private sector.
the resuits of a preliminary study of the
county's OPER linbdities. which provided  GASB 45 does not increase costs of employment, but attempts 1o more
vatuable context to this report. fully reveal them by requiring governmental units to inciude future
’ . OPEB costs in their financial statements. Under current practice,
Related Research neacly aft governments pay only the cost of OPEB due in the current
+  “Heversal of Fortune: The Rising Cost of  year, with no effort made to accumulate assets to offsét future benefit
Public Scctor Pensions and (hher Post-  costs. While not mandating funding, GASR 45 does establish a

Employment Benefits,” Sept. 18, 2003 framework for prefunding of future cosls.

*  “Local Govermments Pressured by Rising
Employee Health Care Costs” Dec. 13,
2004

David T. Litvack
[ 212908-0593
david litvack@fitchratings.com

Amounts required to prefund OPEB on an actuarially sound basis are
likely to significantly exceed annual pay-as-you-go outlays for these
benefits. Many actuaries believe, bolstered by preliminary studies done
on behalf of a few proactive governments, that actuarially determined
annual contributions could be five to 10 times higher than current
expenscs in many cascs.

Fitch Ratings views GASB 45 as a positive step toward more fully
dluminating governmental obligations to retirees, but acknowledpes
the inherent tension between aflocating scarce resources toward critical
government services today and meeting the funding requirements for
reticement benefus that might not be duc for decades. Fitch anticipates
that governments will thoroughly review reticee benefit programs and
that responses to OPEB funding challenges will vary counsiderably.
However, Fitch expects many governments will approach GASS 45 in
much the same way they respoaded to the adoption of pension system
actuarial and accounting standards, by steadily ramping up annual
contributions 1o actuarially determined levels, altering benefit.plans, or
taking other actions to ensuce long-teom plan solvency.

June 22, 2005

www fitchratings.com
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'-;nct OPEB obllgatlon in the short tcrm may be'a

‘Credit Highlight§

Governmental = Accounting Standards Board
(GASB) Statement No. 45 will be the accepted
accounting practice for governments as of its
implementation . dates. Failure to comply’ would

‘prevent” auditors from. reicasmg a “clean”

audit opinion.

The -switch o acuarial funding from a pay-as-
you-ga practice may f have a sizable fiscal impact.
However, Fitch Ratmgs believes that - meeting
actuarial funding requirements : for other .post-

-employmcnt benefits (OPEB) will be.a stablllzmg

factor and protective of credit over time.

: Fuch expects a w1de range of. unﬁmded_l:ablhty -

i

. with those adGPWd fOf the p[an sponsors

;such obi(gatwus«l a s:gn -of ﬁ_scal stress that will
“be: mﬂected.m ratm.gs'. o '

by-product. Such an increase, taken in the context
of a sound OPEB funding plan, will aot by itself
affect credit ratings. )

Fitch daes aot-expect OPEB plaa funding ratios
to reach the generally high levels of pension
systems for many years, but steady progress
toward reaching the actuarially determined
annual contribution fevel will be critical to sound
credit quality.

Assumptions play a crucial role in calculating
plan assets and liabilitics. As actuarial standards
for OPEB-plans become clear, Fitch will review
the underlying assumptions and wili view
negatively any that’are overly aggressive. When
applicable, assumptlous should” be consistent

pahty dictates that an
PI:.B fundmg in tlmcs

Failure to make actuariaily determined OPEB plan
contributions will most likely result in rising net
OPEB obligations, which like rising net pension
obligations are a deferral of financial responsibility.
Therefare, over time, a lack of substantive progress
in funding and managing OPEB fiabilities or a failure
to develop a realistic plan to meet annual OPEB
contributions could adversely affect an tssuer’s credit
rating. Conversely, in Fitch's opinion, the prudent
accumulation of assets in a trust account outside the
general fund and well in advance of pay-as-you-go
cost escalations can avoid or forestall liquidity
problems or tax capacity concerns that might lead to
credit deterioration.

implementation Schedule

GASD 45 will be phased in, beginning with the largest
governments, effective:

Fiscal periods beginning after Dec. {3, 2007 for
governments  with ancual revenue  between
$10 million and $100 miltion.

Fiscal periods beginning after Dec. 15, 2008 for
governments with revenue under §10 million.

Exploring GASH 45

GASB 45 furthers the effort to disclose the total cost
of compensation eamed by public sector employees.
Some of this cost, specifically the salaries and related
benefits of active workers, is already recogmized on
the statement of revenues, expenditures, and changes
in fund balance (income statement) prepared annually.
Similarly, the cost of pension benefits for current and
retired workers is recognized through the implementation
of GASB 27, which requires income statement
recognition of annual employer contributions to pension
systems and balance sheet recognition of net pension

*  Fiscal penods beginning after Dec. 15, 2006 for
governments with annwal revenue greater than
$100 million.

obligations (most often as a liability, but theoretically
an asset). GASB 45 largely adopts the accounting, and

The Mot So Gotden Years
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actuarial valuation methodologics used for pensions,
making nunor adjustinents to reflect the different nature
of OPEB and the reality that very few governments
tave funded OPEB plans.

OPEB primarily relate to retiree health care, but can
also include life insurance and other benefits. OPEB
coatributions by employers generally take the form of
direct indemnity payments or full or partial cost-
sharing of annual insurance premiums, but can also
take the forin of an implicit subsidy. This occurs
when retirees pay a health insurance premium that is
based on a latger risk pool, thereby benefiting from a
lower premium rate than if they had to pay the full
age-based premiuen.

Under GASB 43, governments providing benefits to
more than 200 plan members are required o have an
actuarial valuation of theic OPEB plans done every
two years. Most govemments accessing the capital
markets fall under this requirement. The OPEB plan
is defined as whatever constitutes the “substantive
plan,” incorporating written and documented plan
elements, as well as nondocumented elements that
have been communicated and understood between
the employer and employees. The actuarial vatuation
determines the actuarial presemt value of future
liabilities — in essence, the amount that. if invested
at the valuation date, would be sufticient to meet all
liahilitics, assuming embedded assumptions hold true.

From the actuarial valuation, an annually required
contribution (ARC) is detenmined. The ARC is the
portion atlocated to the current year of the amount
needed o pay both the nommal costs (current and
future benefits earned) and to amortize the unfunded
liability (past benefits eamed but not previously
provided for). GASB 45 -requires amontization of
unfunded liabilitics over a maximum of 30 years.

GASB 45 requires an accounting of a govemment’s
compliance in meeting its ARC. Contributions in an
amount less than the ARC result in a net OPEB
obligation, which is ta be recorded as a liability on the
govermmentwide financial stateroents and full accruai-
based fund statemeats. Only the employer’s payments
count toward the ARC; employec matching payments
do not, The direct payment of benefits counts as a
contribution toward the ARC. However, since nearly
all plans will have some past service liability to
amortize, simply continuing with pay-as-you-go funding
i3 likely to result in rising net OPEB obligations.

JUnlike GASH 27, which covers employer accounting

for pensions, under GASE 45 there will be no net
OPEB obligations reported at transition (unless a
government volunteers to record one). Unfunded
OPEB plan liabilitics will be present as govermnments
begin to implement the standard, but povernments
will be required to disclose thetr compliance in
meeting the ARC only on a gotng-forward basis. The
foototes 10 the financial statements will include
information on compliance in meeting ARCs, the
cumulative net OPEB obligation, and the aciuarial
fuading ratio of the OPEB plan (assuming a trust
accound is established).

® OPEB Trust Funds

& critical element to making OPED plans affordable
and actuarially sound is GASB 45's requircment that,
in order for actuaries to permit the use of a long-term
investment retum assumplion, govemments must sci
astde plaa assets in an irevocable trust. Funds
accumulated or ecarmarked but held outside an
irevocable trust are limited to an investment return
assumption consistent  with general government
investments, which are typicalty shorter in duration
and lower in yield Partially funded plans are required
1o use a blended rate, based on the proportion of
contributions being used for asset accumulation versus
payment of cutrent benefits. '

The ramifications for OPEB plan valuation are
enortmous, as tang-term return assumptions ace usually
at least twice those of short-term investments. The
higher the investunent retum assumption {discount
cate), the lower the present value of future liabilities
and the corresponding ARC will be.

Governments and actuaries are currently exploring
different types of trust mechanisms, with no clear
consensus emerging to date. Options include 401t(h}
accounts, voluntary employee benefit accounts,
section [15 governmental trusts, and others. The type
of trust account used may vary depending on the design
of the OPEB plan. One consideration for governments
may be weighing the financial benefits of establishing
a trust against the legal and human resources
management implications. Many governments reserve
the right to unilaterally revoke OPEB. Establishing a
trust fund may be seen as conferring a permanency to
the benefit plan that might not be intended.

& Role of Assumptions

As they do for pension systems, economic and
demographic assumplions will play a critical role in

The Not So Golden Years
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determining the magnitude of OPEB plan liabifities
{and eventually assets). Beyond the discount rate
assumption discussed in the previous section, projections
of health care costs and retirement rates and ages will
be crucial to OPEB plans.

Health care costs have risen rapidly since the mid-
1990s, with double-digit growth rates in some years.
The pace of health care cost growth outstrips the
salary and general inflation assumptions embedded in
pension plan vatuations, making OPEB Hability growth
poteatially more volatile. Fitch expects initiat variability
in medical inflation assumptions, with actuarics making
adjustments over time based on expericace.

Retirement rate assumptions project how many plan
members will leave active service and begin coliecting
OPEB during the valuation period. Studies have shown
that the public sector work force is disproportionately
made up of baby boomers, who are nearing retirement
age. The pace at which they retite will have a
significant effect on Hability valuations and could
even affect investment performance, as plan managers
may have to adjust investment allocations to maiatain
fiquidity sufficient to meet current benefit expenses.
Retirement age is also important, given the existence
of Medicare. In most cases, OPEB health care costs
would be at least partially offset by Medicare. However,
retirement age rules vary significantly among and
within governments, with some ptans having to carry
OPEB for 10-15 years until Medicare eligibility is
reached, and others facing much shorter exposure.

® Implementation Issues
GASB 45 potentially creates legal, techinical, and policy
issucs for the public sector.

Defining the “Substantive Plan™ Determining the
precise definition of an OPER plan is the task of the
employer, in consultation with the actuary. Written
documentation of the benefit plan may or may not
accurately reflect the currently understood version
of the plan. Employers have a financial interest in
wmore narowly defining the substantive plan, which
may put them at odds with employee groups. Legal
chaltenges or labor grievances can be eavisioned.

Legal Status of QPEB: [n many states and localities,
pension benefits are constitutionally protected, statutority
defined, or otherwise codified. While OPED may
have the same status in somie jurisdictions, many
governments have greater administrative control over
OPES. If employers seck to modify or eliminate

OPEB for some workers or retirees, legal clanfication
may be required.

Medicare Pact D: The implementation of the new
prescription deug benelit under Medicare (s under
way and scheduted to go nto effect Jan. 1. 2006.
lategration with government OPEDR plans will take
time and will be complex. i is not clear at piesent
whether this federat programi will provide a {inancial
benefit to or lmpose additional costs on state and
local governments.

Labor Relations: Faced with potentially large costs to
prefund OPER plans, govemments may seck concessions

from active and retired employees. Coaflicts could

lead to work stoppages or recruitment and retention
problems. Fitch expects such difficulties to appear in
the more heavily unionized areas of the couatry.

® Potential Funding Solutions
Governments will likely explore switching employees
to a defined contribution system for OPEB. Once the
government makes its scheduled contribution 0
employees or beneficiaries, al risk is transferred
to the employee. While an attractive option for
employers, it is likely achievable only for new hires,
as existing beneficiarics have an interest in retaining
the current system. Prolonged resistance by employee
groups to defined contribution peasion  funding
underscores this difficulty.

Governments facing large untunded liabilities and
steep ARCs may coasider OPEB (unding bonds.
However, state laws arc generally not explicit regarding
issuing bonds for this purpose, creating a potential
impediment to capital financing for OPEB. If legally
allowable, OPER funding bands may be structured in
the same manner as pension obligation bonds, which
atempt o take advantage of the interest rate
differcntial between taxable municipal bonds and the
assumed investment return on plan assets. Bonds
could be issued to fund all or a portion of a sponsor’s
unfunded OPER liability, with the hope that the debt
service on the bonds woutd be less than what the
sponsor would otherwise have to pay in annual
OPEB ARC costs over the long term.

Fitch believes that OPEB funding bonds, if used

" moderately and in conjunction with 3 prudent approach

to investing the proceeds and other plan assets, can be
a usefud tool in asset-liability management. However,
a failure to follow balanced and prudent investment
praciices could expose the plan sponsor i market losses. )
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Because a sponsor’s unfunded OPEB lability will be paid on time and in full, rather than a softer hiability
factored into the rating, boad issuance would simply that can be deferred or rescheduled from time o time
move the obligation from onc part of the govemmentwide during periods of fiscal stress. Consequently, issuing
or full accrual-based fund financial statcments to bonds to fund an OPEB plan coutd have a significant
another. However, Fitch notes that OPEB or pension effect on financiat flexibility over time.

funding bonds create a true debt, one which must be
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Other Post-Employment Benefits fOPEB)

New Accounting Requiremeﬁts to Shed Light on Cost of State and Local
Retiree Health Benefits; Funding Pressures Expected to Vary Widely

Summary

Justas U.S. local and stace governments are emerging from one of the most difficult fiscal pediods in recent memaory,
they face a new hurdle in die form of accrued retiree health-care Liabilitics. The costs associated with retiree healtls
benefits, though they have beea magnified by growth in healtheare spending, are not a new phenomenon. Govern-
ments in coming years will have to improve their measurerment and disclosure of QPEB costs and liabilitics uader
statements 43 and 45 of the Government Accounting Standards Board (GASB). For many state and local governments
rated by Moody's, the rules will apply to fiscal years starting after Dec 43, 2006. A wide cange of previously unmea-
sured labilities will be reported as a consequence, and the expected drive to address these liabilides will add to the fis-
cal pressures governments aleeady face from programs such as public education, Medicaid, and employee peasion
funding. : .

Moody's daes not anticipate that the liability disclosures will cause immediate rating adjusanents on a broad scale.
In fact, certain positive long-term effects seem likely to stem from the new requirements. This special comment
describes the GASB stacements and how they may affect the state and local goverament credit radng process. For
municipal issuers, the ceedic impact of the new statements probably will depend on the following factors:

*  The absolute size of unfunded actuarial accrued kabitity (UAAL) and UAAL size relative to key financial measures
such as size of payroll, budget and rax base

*  The plan for UAAL amortization as well as ongoing funding of new OPEB costs as incurred, on an acerual basis

*  Actuarial assumptions, including discount and medical cost inflation rates, used to determine values of liability and |
pledged assets

* Redrement benefits promised o current workers and retivees as well as the ability (under coneract or statute) 10
modify benefit offerings

¢ The impact of full funding an the issuec's financial flexbility and strength, based on measures such as debt or
reserve levels ' ‘

*  The current credit assessment of the isster and other factors affecting financiat flexibility

. N
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NEW RULES ARE INTENDED TO IMPROVE DISCLOSURE OF PUBLIC PAYROLL COSTS

Satements 43 and 45 wall tinprove disclosure of costs dhag, atang widh salarics, pension benefits and pre-redrement
health insurance, make up goverament employees’ wtal compensation package. Like peasions, QPER are a form of
deferred pay, pact of an exchange of salacies and benefits for employees’ service. Their costs to employers accrue over
“the period of employment, even though the benetits are not provided undl later. GASB's new standards require gov-
emauents o measure and report OPER costs as they are incurred, during the employment period. This maadate will
force significant changes in government practice. Most governments, by messuring 25 expense only the outlays associ-
ated with current retirees’ OPEB, have failed to caprure the accrued cost and liabilities of promising retirement bene-
fits to active workers. The actuarial methods used w estimate the cost of OPEB will be similar o those already applied
to pensions. Bienaial acruarial valuatons of OPER assets and liabilicies will be required under the new accounting rules
tor state and local governments with 200 or mare benefic plan participants; smaller plans will have o conduce valua-
uons every three years and in some cases may be able t use an alternative method not requiring use of an actuary.

OBLIGATIONS COVERED BY THE STANDARDS CONSIST PRIMARILY OF HEALTH INSURANCE

OPEB refers to retirement benefits besides pensions and early-retirement incentive {or terminarion) payments. These
tinclude various health-related benefits, as well as disability, life and long-term care insurance provided outside of
defined-benefit peasion plans. The largest component will be health insurance for which the emptoyer pays some or
all of retirees’ premiums. The magnitude of this obligation will reflect the increases in prescripdon drug and other
medical costs that have accounted for much of the recent growth in Medicaid, the joint state-federal health program

for the poor.

GASB's new standards alsa require the inclusion in OPEB liability calculadons of any tplicit rate subsidy pro-
vided to redrees whose coverage is decived from a pool serving current employees (see box). It is because of this subsidy
that even those state and local governments that do not explicitly pay part of their reticees’ premium costs will likely

have OPER lablites.

The rules apply w state and locat governments and to government-sponsored enterprises, as well as government-
owned hospitals, universiues, and urilitics. Noa-profit organizations are covered by standards issued by GASR's sister
organization for the private sector, the Financial Accounting Standards Board (FASB). Statement 43 applies to Anan-
cial reports prepared by health insurance or other OPEB plans, and 45 applies to the governments themselves.

STANDARDS ARE PART OF BROADER EFFORT T0 IMPROVE ACCOUNTING FOR PENSIONS AND RELATED
COosTS '

The new accounting standards are part of a long-running effore in which GASB and FASE have mandated more dis-
closure of pension and other reticement benefit costs. FASB's Statement No. 81, issued in 1984, oudined disclosure
practices for post-retiremnent health care and life-insurance benefits; Smtement No. 87, in 1985, did the same for pen-
ston costs. Further clarification of OPEB cost repordng procedure followed when FASB issued Statement No. 106, in
1990. The same year, GASB published Statement No. 12, providing for disclasure of OPEB-related data in notes wo
governments’ financial statements. These disclosures generally were 1o include the covered year's OPEB expense; the
groups receiving (and the eligibility requirements for) the benefits; the respective contribution requirements for bene-
ficiaties and employers; the statutory, contractual or other basis for the benefits, and a description of funding policy
{cither pay-as-you-go or paying in advance of future costs}. Statement No. {2, which was intended as an interim mea-
sure, did aot require the caleulation of an actuarial accrued liability (AAL) or the recoguition of current employees'
accrued benefits. GASB in 1994 issued Statement No. 25 and Statement No. 27 to darify how governmeats should
report pension costs. Also at that dme, it released Satement Nao. 26, providing interim guidance on financial repocting
practices for post-etnployment healthezre plans administered by defined-benefit pension plans.
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INCREASED BENEFIT PRE-FUNDING, OPEB-BOND {SSUANCE AMONG LIKELY GOVERNMENT RESPONSES

Undei the new rules, a government will determine the anaual required conribution (ARC) needed to amortize its
acruatial lability (in no more than 30 years) and to cover the “normal cost” associated with services rendered by
employces during the current year. The UAAL will appear in dhe notes to financial statements and in a required mulu-
year schedule of funding progress. But to the extent that a government in a given year fails to make the full ARC, that
yeat's funding deficit will create (or add o) a fiability called the net OPER obligation, which will appear in the state-
ment of net assets. The rules requice calculation of an annual OPEB cost that differs from the ARC once this net obli-
gadon is recorded. This cost, which musc be recognized as an expense in acceual-basis financial statements, will he
derived from the ARC plus interese on che net OPEB obligadon. :

Because failure to pre-fund benefits will cesult in new balance-sheet liabilides, governments may begin ta set aside
assets for future OPER abligations to an increasing extent. Moreover, the rules allow a higher assumed discount rate
(and hence a lower present-value acnuacial Liabilicy) for plans with assets set aside in a trust for OPEB obligations than
for those with no (or insufficient) assets sct aside. Governments may scek to address lacge, unfunded Uabilities for
retiree healtheare through the issuance of taxable bonds similar to pension-obligadon bonds. An early example of this
practice s the city of Gainesville, Florida, which has issugd bonds to address a $30.6 million liability i ics sel-insured
Retiree Health Care Plan. The credit impact of borrowing to address a cetiree health plan funding deticie will depend,
as it does with pension-obligation bonds, on the extent to which the debt is part of a cealistic plan to address these lia-
bilines, and on its effect on dhe issuer's overall debe burden. :

GOVERNMENTS HAVE BEGUN TO ADDRESS OPEB COST GROWTH

Some state governments, pardy io response to the new standards, have already taken steps to reduce growth rates of
their OPER costs. Moody's expects this trend will contnue, in part because improved OPEB informartion will encour-
age restraint in legislative debates and contract talks where benefits are determined. Alabama {rated Aad on watch for a
possible upgrade) has enacted legislation increasing the premium payment obligauon for various types of employees,
including smaokers and those who retre after a relatively short period of service. Ohio (Aal) has modified its retiree
health plan so chat full coverage is available only to the cmployees with at least 30 yeacs of service (sec box).

]
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Utah (Aaa) passed legislation this session to change its practice of providing retirees a month of health insurance
for every day of unused sick leave. This policy, which was initiated when hcalth insurance costs were substantally
lower, will be modified so thar the wages for each day of unused sick leave are placed in retiree health Savings acCounts,
which retirees will then be able e use to purchase their own health coverage. The state still wili have to address the lia-
bility accumulated through its exisang policy, which remains in effect through the end of calendac veatr 2005, Other
states that have wken steps to prepare for compliance with the new OPEB accounting rules include Delaware (raced
Aaa), which in May of this year formed a committee to oversee an actuarial assessment of reticee health liahilities. In
2003, Delaware performed an actuarial analysis of its retiree health benefits using a preliminary version of the GASB
standard. Georgia (rated Aaa}, also in May, enacted a taw creating the Georgia Retiree Health Benefit Fund o receive
annual contributions based on the state's ARC.

Local governments also have begun to scale back retrement health-benefit offerings for new employees. After
performing actuarial assessments of liabilities, Orando, Florida (Aa2), and Ardington, Texas (Aa?), modified the per-
centages of employees healthcate premiums diat are cavered, as well as length-of-service requirements for eligibility.
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RETIREMENT HEALTH BENEFITS VARY WIDELY AMONG STATES AND LOCAL GOVERNMENTS

Redree health benetits offered to public employees vary dramatically among state and local judsdictions. Sates such as
[owa (Aal) and Mississippi (Aa}) offer little or no health-care coverage o retired workers. Some, such as Wiscoasin
(Aa}) and Montana (A3}, offer post-emplayinent health wsurance but require reticees to pay most of the cost. Sull
other states, such as California (A3), fully cover many reticees” health-insurance premiums as well as the aujonity of the
premium costs for reurees’ dependents. New Jersey covers retiree health insurance costs of local school teachers and
college and univessity professors in addigon o those of its regular employees. As a resuly, its OPED expendituces tor
existing reticees already account for more than 3% of its general fund budget. A Kaiser Family Foundation survey of
state gavemments found that in 2002, monthly premiums ranged from as litde as $105 per month for the Indiana
(Aal) Medicare complement plan to as much as $668 pec month in an indesnnity -style plan provided by Alaska (Aal). !

State and local governmenus are turther disdnguished by benefit eligibility requirements, the legal measures that
pravide for the henefics, and the demographic characteristics of covered employee and reticee groups. As a resul, there
is likely to be great variation in the relative sizes of OPEB liabilities reporied.

OPEB FUNDING STATUS WILL BECOME A MORE VISIBLE FACTOR IN CRED[T RATING PROCESS, SIMILAR
TO PENSION OBLIGATIONS

As governments and their retireinent benehie plans begin issuing financial reponts in complmncc with the new rules,
OPEB funding status will become more visible among the many ataibutes Moody's assesses in the municipal eredic
ratng process. While it will most closely resemble pension funding stanus, there are differences between the two types
of obligadons. OPER obligations reflect medical cost trends, while those for pensions are based on salaries, over which
a government's management has more control. On the other hand, retiree health benefics may be somewhat casier to
modify than pensions, which may have swonger legal or contractual protection. Moady's views both OPEB and pen-
ston obligations as less binding thau bonded debt, because they tend to zllow some flexibility to alter die ters of the
benefits (such as eligibility requirements), the assumptions used to derive the actuarial values of plan assets and liabili-
ties, the Lability amornzavon schedule, or ather variables.

Moody's therefore will exclude OPEB liabilities from calculations of saate or local debt burdens, but include them
as a factor in the overall credit assessment of an issuer. This praauice is consistent with Moody's approach w municipal
pension liabilides. Some governments provide post-retirement health benefits through pooled programs known as
cost-sharing, muluple-employer plans. For these governments, the new standards will require ceporting af OPED pay-
ments in reladon to the amount contractually mandated by their cost-sharing plans. Moody's may have wo rely in these

cases on the financial reports of the plans, rather than of the governments pardcipating in them, for actuanal inforna-

don on OPER funding.

IMPORTANCE OF OPESB TO RATING PROCESS WILL DEPEND ON ISSUER'S OVERALL CREDIT STANDING

The extent to which OPEB funded status becomes an influendal or decisive credit factor will depend o an issuer’s
current rating and how consistent its other attributes are with that radng. State and local governments' liabihides may
be large in many cases, given the lack of prefunding in the past For some issuers, it 1s possible that efforts to satisfy
OPEB funding requirements wilf exacerbate fiscal pressure. Even so, Moody's does not anticipate that che disclosures
required by the new cules will cause immediate and widespread rating adjusunents. 1t is more likely that rating levels
will be affected by observations of changes in OPEB funding measurements over dme. Statstics such as the UAAL-to-
covered payroll will be made available under the new rules, and Moody's expects 1o use these in the rating process.
Plans for UAAL amortzation, amortization periods, use of debt, and differences heoween actual and required conun-
butions will also figure into the analysis, along with actuanal assumptions about medical costs and other variables key
o estimating OPEB liabilites. [ssuers’ flexibility under relevant statutes or contracts to maodify their post-enployment
health benefit offerings will likely be another focal point. Moody's also will monitor financial reserve, liquidity and
debt levels that will be affected as issuers begin to set aside funds for OPEB. Ia general, a state or local government’s
effectiveness and initiative in QOPEB liability management probably will influence cur overall assessient of the gov-
ernment's management strength.

t.  Hoadiey, Jack: ~How States are Responding to the Challenge of Financing Heatth Care for Retireas™, The Hervy J. Kaiser Famdy Foundation, Septamiber 2003.
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LONGER-TERM IMPACT OF REPORTING REQUIREMENTS WILL BE LARGELY POSITIVE

Even though compliance with the new accounting rules is expected to exert financial stress and to bring o light previ-
ously unknown liabilities, Moody's expects the disclosure effects will be largely positive over the long teom. As previ-
ously mendoned, the rules will require governmeats to disclose and record the full current cost of benefits provided to
employees. Governments will have a strong inceative, though not an obligadon, to set aside funds for benefic obliga-
nons as they are incurred, which is in keeping not only with accounting principles but also wich prudent financial man-

agement. Any cesulting fiscal strain is likely to be aore than offset in most cases by the positive unplicadons of

management pracuce improvements under the accounting rules.

Undil the release of audited repons subject to the standards, the lack of actarally derived QOPER liability informa-
tion limits Moody's ability to make a more detailed assessment of how these future costs will affect state and local gov-
emmeat credit. Fxpenditures on current retirees’ healthcare costs are already incorporated in the raung process.
GASB's schedule for compliance with the new OPER reporting rules is staggered, with smaller-revenue governments
afforded additional tme (see Appendix §). For states, the first financial reporting perickls subject o Statement No. 45
will be those ending during calendar year 2008. A comprehensive overview of states’ OPEB funding status is therefore
not likely undil early 2009, when published comprehensive annual financial reports covering fiscal 2008 become avail-
able. Ac that time, Moody's will focus on the OPER factoes listed earlier, including the UAAL size relatve to key
financial indicatars and the plan for UAAL armortization. Before compliant financial statements become available,
Moaody's may request information from issuers on various aspects of health plans and other retiree benelits that factor

inco OPEB liabilitics (see Appendix I,
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The Next Retirement Time Bomb

By MILT FREUDENHEIM
and MARY WILLIAMS WALSH .

SINCE 1983, the city of Duluth, Minn., has been promising free lifetime health care to all of its retired workers, their
spouses and their children up to age 26. No one really knew how much it would cost. Three years ago, the city decided
to find out. ' :

It took an actuary about three months to identify all the past and current city workers who qualified for the benefits. She
tallied their data by age, sex, previous insurance claims and other factors. Then she estimated how much it would cost

to provide free lifetime care to such a group.
The total came to about $178 million, or more than double the city's operating budget. And the bill was growing.

"Then we knew we were looking down the barrel of a pretty high-caliber weapon,” said Gary Meier, Duluth's human
resources manager, who attended the meeting where the actuary presented her findings.

Mayor Herb Bergson was more direct. "We can't pay for it," he said in a recent interview. "The city isn't going to
function because it's just going to be in the health care business.”

Duluth's doleful discovery is-about to be repeated across the country: Thousands of government bodies, including
states, cities, towns, school districts and water authorities, are in for the same kind of shock in the next year or so. For
years, governments have been promising generous medical benefits to millions of schoolteachers, firefighters and other
erployees when they retire, yet experts say that virtually none of these governments have kept track of the mounting
price tag. The usual practice is to budget for health care a year at a time, and to leave the rest for the future.

Off the government balance sheets - out of sight and out of mind - those obligations have been ballooning as health
care costs have spiraled and as the baby-boom generation has approached retirement. And now the accounting
rulemaker for the public sector, the Governmental Accounting Standards Board, says it i1s time for every government to
do what Duluth has done: to come to grips with the total value of its promises, and to report it to their taxpayers and

bondholders.



Message

T'he board has issued a new accounting rule that will take effect in less than two years. It has not yet drawn much
ittention outside specialists’ circles, but it threatens to propel radical cutbacks for government retirees and to open the
way for powerful economic and social repercussions. Some experts are warning of tax increases, or of an eventual
lecline in the quality of public services. States, cities and agencies that do not move quickly enough may see their
credit ratings fall. In the worst instances, a city might even be forced into bankruptcy if it could not deliver on its
yromises to retirees.

'It's not going to be pretty, and it's not the fault of the workers," said Mayor Bergson, himself a former police officer
from Duluth's sister city of Superior, Wis. "The people here who've retired did earn their benefits.”

T'he new accounting rule is to be phased in over three years, with all 50 states and hundreds of large cities and counties
‘equired to comply first. Those governments are beginning to do the necessary research to determine the current costs
ind the future obligations of their longstanding promises to help pay for retirees' health care. Local health plans vary
widely and have to be analyzed one by one. No one 1s sure what the total will be, only that it will be big.

Stephen T. McElhaney, an actuary and principal at Mercer Human Resources, a benefits consulting firm that advises
states and local governments, estimated that the national total could be $1 trillion. "This is a huge liability," said Jan
Lazar, an independent benefits consultant in Lansing, Mich. "If anybody understands it, they'll freak out.”

Last spring, the state of Alaska was the scene of a showdown over retirement benefits that those involved said was a
precursor of fights to come. Conservative lawmakers who supported scaling back traditional retiree health care and
pension benefits squared off against union lobbyists, advocates for the elderly and the schools superintendent of
Juneau, the state capital, who defended the current benefits.

After saying that Alaska's future combined obligations for pensions and retiree health care were underfunded by $5.7
billion, Gov. Frank H. Murkowski called a special session of the Legislature and pushed through changes in pension
and retirement heaith care benefits for new state employees. (The state Constitution forbids changing the benefits of
current employees.)

[nstead of having comprehensive, subsidized medical coverage, new public workers will have a high-deductible plan
and health savings accounts. The changes cleared the State Senate and passed by a one-vote margin in the House.

Even the White House weighed in on the Alaska problem. Ruben Barrales, President Bush's director ot
intergovernmental affairs, lobbied wavering Republican legislators, arguing in favor of replacing pensions and
traditional retiree health benefits with private savings accounts for new employees. Mr. Barrales noted that the
president was seeking similar changes in Social Security, including a plan for private accounts.

The union that represehts state employees in Alaska said the narrower benefits would make it harder to recruit qualified
teachers and government workers. "They keep chiseling away" at school employees’ pay and benefits, said Julia Black,
a single mother and union activist who earns $11 an hour as an aide in classes for disabled children in Juneau.

Actuaries say that about 5.5 million retired public employees have health benefits of some kind - and accountants joke
that there are not enough actuaries in the country to do all the calculations necessary to estimate how much all these
retirees have been promised.

Though it may seem strange after a decade of double-digit health cost inflation, hardly any public agencies have been
tracking their programs' total costs, which must be pald out over many years. The promises seemed reasonable when

they were initially made, officials say.

In Duluth, Mayor Bergson said the city actually offered free retiree health care as a cost-cutting measure back in 1983.
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At the time, Duluth was trying to get rid of another ballooning obligation to city workers: the value of unused sick ‘
eave and vacation days. Public workers then were in the habit of saving up this time over the course of their careers
ind cashing it in for a big payout upon retirement. Compared with the big obligations the city had to book for that
anused time, substituting free retiree health care seemed cheap. "Basically, they traded one problem for another,"
Mayor Bergson said.

WITH some exceptions, most states and cities have set aside no money to pay for retiree medical benefits. Instead, they
Jse the pay-as-you-go system - paying for former employees out of current revenue. Agencies did not have to estimate
ihe total size of their commitment to retiree health care, so few did so.

Under the new accounting rule, local governments will still not have to set aside any money for those promises. But
they will be required to lay out a theoretical framework for the funding of retiree health plans over the next 30 years,
and to disclose what they are doing about it. If they fail to put money behind their promises to retirees, they may feel
the unforgiving discipline of the financial markets. Their credit ratings may go down, making it harder and more
expensive to sell bonds or otherwise borrow money.

Parry Young, a public finance director at Standard & Poor’s, the credit rating agency, said his analysts look at total
liabilities, including pension and now other "post-employment" obligations. Many governments, he added, have
already been grappling with big deficits in their employee pension funds.

A few agencies are wrestling with the daunting task of estimating their total retiree health obligations and coming up
with a way to slice it into a 30-year funding plan. They are finding that under the new method, the benefit costs for a
particular year can be anywhere from 2 to 20 times the pay-as-you-go costs they have been showing on their books.

Maryland, for example, now spends about $311 million annually on retiree health premiums. But when that state
calculated the value of the retirement benefits it has promised to current employees, the total was $20.4 billion. And the
yearly cost will jump to $1.9 billion under the new rule, according to an analysis for the state by actuaries at Aon
Consulting, which advises companies on benefits.

That is because Maryland would not be recording just its insurance premiums as the year's expense, but instead would
report the value of the coverage its employees have earned in that year as well as a portion of the $20.4 billion they
amassed 1n the past. After 30'years, the entire $20.4 billion should be accounted for.

Michigan says it has made unfunded promises that are now valued at $17 billion for teachers, part of a possible $30
biilion total for all public agency retirees. Other places that have done the math include the state of Alabama; the city of
Arlington, Tex.; and the Los Angeles Untfied School District. New York City has not yet completed an actuarial
valuation of its many retiree benefit plans. But in its most recent financial statements, the city said it expected that the
new rule would "result in significant additional expenses and liabilities being recorded” in the future.

The numbers can vary wildly by locality, depending on how rich its benefits are, what assumptions its actuary uses
about future demographlcs and investment earnings, and that great unknown: the cost of health care 30 years in the

future.

"Fifteen years ago, who would have projected 10 years of double-digit increases in health care costs?" said Frederick
H. Nesbitt, executive director of the National Conference on Public Employee Retiremént Systems, an advocacy group
in Washington. Mr. Nesbitt pointed out that when the accounting rulemakers began requiring a similar change in
financial reporting for companies in the 1990's, it was followed by a shalp decline in the retiree medical benefits

provided by cmporate Amez‘tca

Today, only one in 20 companies still offers retiree benefits, according to Don Rueckert Jr., an Aon actuary. The rate
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or large companies is less than one in three, down from more than 40 percent before the private-sector accounting
*hange, according to Mercer Human Resource Consulting. General Motors and Ford are among the big companies that
still offer retiree health benefits. But both automakers recently persuaded the United Automobile Workers union to
1ceept certain reductions. :

'We expect the same thing in the public sector, unless we help employers do the right thing," said John Abraham,
leputy research director for the American Federation of Teachers.

The Governmental Accounting Standards Board, known by the acronym GASB {pronounced GAZ-beg), is a nonprofit
drganization based in Norwalk, Conn., and a sister to the Financial Accounting Standards Board that writes accounting
rules for the private sector. Karl Johnson, the project manager for the retiree-benefits rule, said GASB began hearing
from public employees' unions as soon as it issued a first drafi of its new standard. The unions said that 1f governments

were forced to disclose the cost of their plans, they would probably cut or drop them, just as companies have done.

Mr. Johnson said the accounting board had no interest in trying to reduce anyone's benefits, and no power to dictate
local policy even if it wanted to. "Accounting is just trying to hold up a good mirror to what's happening,” he said. -
“These are very expensive benefits."

Under the new rule - outlined in the board's Statement No. 45 in June 2004, and known widely as GASB 45 - large
public governments and school boards with large health care obligations to retirees will have to start reporting their
overall benefits cost in 2007 - gither on Jan. 1 of that year or, for most big governments, on the start of the fiscal year
beginning June 1, 2007. Smaller governments will start using the new method in the two years after that.

The change comes at a rough time for state and local governments. Spending on Medicaid and education has been
spiraling, and Congress continues to cut federal taxes and shift burdens of governing away from Washington. In some
areas, including parts of Michigan, governments are also suffering from the financial difficulties of important local
industries. Max B. Sawicky, an economist at the Economic Policy Institute, a liberal research group in Washington,
called the new requirement "another straw on the camel's back" for state and local governments already straining under
their budget burdens.

Mr. Johnson said the accounting board had tried to issue the retiree health care rule 10 years ago, when the economic
picture was rosier. It did succeed then in issuing an accounting standard for government pension plans, but before it
could turn to the related issue of retiree health care, other urgent accounting issues crowded onto its agenda. The board
finally cleared its decks and voted to address retiree benefits in 1999. Coming up with the new methodology took five
years.

Now that it is here, “the general sense in the marketplace is that GASB 45 is going to lead to a watershed in public-
sector health benefits,” said Dallas L. Salisbury, president of the Employee Benefit Research Institute, a nonpartisan
research center in Washington.

Indeed, the handful of states and cities that have already calculated their obligations to retirees have concluded they
must also rein in the costs. Michigan, for example, with its possible $30 billion in largely unfunded health care
promises, is already considering legislation that would shift "a considerable amount of the cost for health insurance to
the retiree,” said Charles Agerstrand, a retirement consultant for the Michigan Education Association, a teachers union.
The legislation would require teachers retiring after 20 years to pay 40 percent of their insurance premiums, as well as
co-payments and deductibles, he said. :

The pressure is greatest in places like Detroit, Flint and. Lansiﬁg, where school systems offered especially rich benefits
during the heyday of the auto plants, aiming to keep teachers from going to work in them. Away from those cities,
retiree costs may be easier to manage. In the city of Cadillac, 100 miles north of Grand Rapids, government officials
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sald they felt no urgent need to cut benefits because they promised very little to begin with. Instead, Cadillac has started
sutting money aside to take care of future retirement benefits for its 85 employees, said Dale M. Walker, the city
finance director.

Jhio is one of a few states to set aside significant amounts. Its public employee retirement system has been building a
1ealth care trust fund for years, so it has money today to cover at least part of its promises. With active workers
>ontributing 4 percent of their salary, the trust fund has $12 billion. Investment income from the fund pays most current
retiree health costs, said Scott Streator, health care director of the Ohio Public Employee Retirement System. "It doesn't
mean we can just rest,” he said. "It is our belief that almost every state across the country is underfunded.” He said his
system plans to begin increasing the employee contributions next year.

[n Duluth, Mayor Bergson grew quiet for a moment at the thought of a robust trust fund. "There was not a nickel set
aside" in Duluth, he said. "The reason was, if you set money aside, you'd do less ‘pretty projects.' Less bricks and
mortar. Fewer streets. Fewer parks. So no one set the money aside. "If the city had set $1 million aside every year for
those 22 years" since the promise was made, he added, "we'd be in really good shape right now.”

Mayor Bergson said his city intends to start setting aside money for the first time in 2006, but he is also trying to rein in
the growth of new obligations. He raised to 20 from 3 the number of years that an employee must work for the city in -
order to qualify for retirement benefits.

He also imposed a hiring freeze and pledged not to lift it until Duluth could hire employees without promising them
free lifetime health care. As the city has lost police officers, firefighters, an operator of its huge aerial lift bridge and
other workers, the remaining employees have racked up more than $2 million in overtime. But Mayor Bergson says
that this is still cheaper than dealing with free retirement health care once the new accounting rule takes effect,

Most recently, he reached out for what may prove a political third rail: he took issue with the idea that once a public
employee has retired, his benefits can never be reduced. This idea, as applied to pensions, is rooted in the constitutions
of about 20 states, and unions argue that it also protects retiree health care.

Active employees in Duluth have had to start paying more for their health care under the city plan, Mayor Bergson -
satd. If active workers must make concessions, he said, retired workers should make concessions, too. Otherwise, in
relative terms, they are pulling ahead of the active work force. :

"That's not a popular fhing to say," Mayor Bergson said. "I'm getting kicked hard by retirees. I'm getting beat up by
active employees. The people who are kicking me are the ones I'm trying to protect.”

ATTEMPTS to balance the competing interests of retirees, active workers and taxpayers are building tension. Ross
Eisenbrey, a former Clinton administration official who is now at the Economic Policy Institute, said that "when
taxpayers wake up to these obligations, their first inclination is often to escape them or reduce them."

The problem is that people have counted on those benefits, and many have accepted lower salaries in exchange for
better retirement benefits, said Teresa Ghilarducci, an economics professor at the University of Notre Dame. If they are
close to retirement, said William R. Pryor, a firefighters' union official who is an elected board member of the Los
Angeles County Employees Retirement Association, it may well be too late for them to make up for the loss with their

own savings.

The clock is ticking. In Duluth, a city official approached the actuary who made the city's estimate in 2002 and asked
her to refine and update her numbers because economic conditions had changed and the new accounting rule had been
announced. This time the obligations worked out to $280 million, a 57 percent increase in less than three years.
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Costly Change Looming for Retiree Benefits
Rule Aims to Force Public Sector To Tally Future Health Spending

By Bill Turque
Washington Post Staff Writer
Monday, January 30, 2006; BO1

State and local governments in the Washington region will soon be forced to show for the first time how much it will
cost to provide health care benefits to their current and future retirees, a commitment with a price tag in the tens of
billions. :

The disclosures will be the result of a rule handed down in 2004 by the Governmental Accounting Standards Board
(GASB), a little-known but influential private body formed to improve financial practices in the public sector. The rule,
which takes effect at the end of this year, carries no legal weight. But the board's findings are closely watched by Wall
Street and the bond rating agencies that assess the financial health of state and local governments.

That means the rule s likely to have far-reaching consequences, finance experts and local officials say. Governments,
school boards and other public bodies throughout the country will be compelted to report what they owe retirees for
health care over the next 30 years -- and to begin setting aside additional millions of dollars to pay for it.

It will take two to three years for the full effects of GASB 43, as the rule is known, to play out. But officials say it
could lead to reduced benefits for retirees. Governments that don't have a plan for fully funding their obligations could
have their bonds downgraded, limiting their ability to borrow at favorable rates and costing taxpayers millions in
additional interest payments for new schools, roads and other capital improvements.

“It's a big deal, and it will have a big impact on our financial statements," said Gail Francis, deputy finance director for
Prince George's County.

Parry Young, public finance director for Standard & Poor's Corp., said many governments will be able to absorb the
effects of GASB 45 with relative ease. Some, he wamned, especially those providing extensive health benefits, will face
"painful decisions," forced to choose between funding critical services now and investing in needs that will have to be
met decades down the road.

It 1s no secret that many states and localities face huge obligations -- above and beyond pensions -- to former
employees, mainly in the form of medical coverage, including for prescription drugs, and life insurance. The long-term
cost of these benefits, however, has traditionally been treated as a fiscal "don't ask, don't tell," missing from official

financial statements.
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Most jurisdictions cover such costs year to year on a "pay as you go" basis. Maryland, for example, will spend about
5300 million on health care in the fiscal year that ends June 30 for its 66,400 active employees, 53,600 retirees and
thetr dependents. Fairfax County has budgeted about $10 million for its 32,000 government and school employees and
the 2,100 retirees enrolled in its health program.

Under GASB 45, governments have until July 1, 2007 (the beginning of fiscal 2008), to start carrying on their books
the full cost of retiree health benefits over the next 30 years. They must also have a plan for meeting those obligations.

Some state and local governments have started to calculate what they owe, and the numbers are enormous: $20 billion
in Maryland, $5 billion in Virginia (which offers workers more modest post-employment benefits), $2 billion in
Montgomery County and $826 million in Fairfax. The District, which didn't assume responsibility for pension and
health benefits from the federal government until 1997, faces a relatively tame $509 million.

These figures are only snapshots, officials caution. As health care costs increase, so will the numbers. In 2000, for
example, Maryland's "unfunded liability" for retiree health care was $3 billion.

"The numbers start to get very large very quickly,” Young said.

So quickly, finance experts say, that it will be virtually impossible for most jurisdictions to meet the requirements of
GASB 45 under the pay-as-you-go method. Maryland, with one of the nation's more generous packages of health
benefits, would have to increase its annual payments from $300 million to $1.9 billion.

Most jurisdictions are likely to "pre-fund" their obligations by placing money in a trust and letting it grow over time
through returns on investments. Fairfax has set aside $10 million. Last year, the District took $138 million from its
healthy $1.2 billion surplus to begin meeting the GASB rule. In his proposed budget for fiscal 2007, Maryland Gov.
Robert L. Ehrlich Jr. (R) includes $100 million for compliance.

Some officials say the other probable consequence will be cuts in benefits. A Maryland task force that studied the issue
concluded in its report last month that reduced benefits -- most likely for younger workers -- are all but inevitabie.

"It will be very difficult for the state to sustain the current level of retiree benefits for all employees and retirees into the
future,” said the report by the panel, co-chaired by state Sen. Edward J. Kasemeyer (D-Baltimore County) and Del.
Mary-Dulany James (D-Harford). The General Assembly is likely to appoint a commission to study the matter more
closely, almost certainly kicking the whole politically sticky issue past the November elections.

Ehrlich administration officials said they are prepared to do what is necessary to comply with GASB 45 and maintain
the state's top bond rating. "We are a Triple-A state, and we intend to keep that rating," said Cecilia Januszkiewicz,
Maryland secretary of management and budget. "We'll have to decide what can and should be done.”

Maryland state employees, smarting from steep increases in prescription drug co-payments last year, worry that GASB
45 will eventually prompt the kind of wholesale reduction in benefits that private sector workers began experiencing in
the 1990s -- triggered, at least in part, by a similar change in accounting procedures.,

"As public employees, we felt we would be immune from that," said Curtis Johnson, president of the American
Federation of State, County and Municipal Employees Local 266. Johnson, an admissions coordinator at Spring Grove
Hospital Center in Catonsville, Md., has 32 years of state service.

The current heaith plan, which pays between 50 and 90 percent of covered medical and hospital costs, depending on the
package selected, costs Johnson $90 a month from his annual salary of $30,000. Much more than that would be a

hardship, he said, espectally as a retiree with a projected $913 monthly pension. O
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"'l be in a world of trouble," said Johnson, 53.

'We're infuriated that they would even consider it," said Royce Treadaway, 46, also a union leader and a market analyst
for the Maryland Port Authority in Baltimore. Treadaway, who makes $44,000 a year, said one of the attractive trade-
bffs of the comparatively low salaries in government service are benefits that are more secure than those in the private
sector. Should that change, she said, it would be "degrading and appalling.”

Gino Renne, president of United Food and Commercial Workers Local 1994, which represents about 6,000
Montgomery and Prince George's employees, said changes in accounting standards were used as "an excuse" by the

private sector to cut benefits. Rather than focus on cuts, he said, the issue for state and local governments should be
how to contain the growth of health care costs.

"All the parties have to be more creative," Renne said.

© 2006 The Washington Post Company
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What are the choices for and legal questions related to funding OPER?

1.

GASB 45 does not require or create a legal obligation for pre-funding. Indications are
that, if OPEB are not funded on an actuarial basis, bond ratings may be affected. The
County may continue to pay for OPEB on a Pay-Go basis, if it so desires.

OPEB Bonds are a pre-funding option.

Bond obligations would have to be within debt limitations of Article 25A, § 3(P)
of the Maryland Code, Section 719 of the County Charter, and § 4-10-101 of the
County Code, or would require modification of these limitations.

Does the pre-funding.of OPEB make OPEB bonds “pension liability funding

. bonds™ within Article 31, § 32 of the Maryland Code? (This applies to bonds

funding a pension or retirement plan under which the County is obligated to pay
retirement, disability, death, or other benefits.)

3. GASB 45 requires that any trust set up to fund OPEB obligations be Irrevo-cable, be
dedicated to providing benefits under the plan, and be protected from the creditors of the
employer and plan administrator (like a pension trust).

Does funding in an irrevocable trust that is like a pension fund create a contractual
or other property right to receive the benefits? '

» Changes to State law (Article 95, § 22F of the Maryland Code) defining “public

funds™, setting fiduciary standards for their investment, and limiting investment
options may be needed to exclude funds for OPEB. This would allow broader
investment options for a greater return (as with pension funds).

The State could legislatively create a local government investment trust
specifically for OPEB.

Three trust funding vehicles have been identified to the County thus far.

(Please note that the County’s Office of Law does not have expertise needed to identify
alt available investment vehicles or their attributes and consequences. This discussion of
funding options is based on information that has been provided to the Working

- Committee by third parties. It is intended as an overview only. When and if the decision

is made to use a trust as an investment tool, the Office of Law recommends obtaining the
advice of experts in this area.)

Section 401(h) Account
o This has been described as a separate account within the pension account
that is tracked separately. The assets may be combined with pension
assets for investment purposes. It can be set up on an individual basis
(defined contribution for each employee) or a pooled basis (defined
benefit for each employee).
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o The GASB 45 Annual Required Contribution may be greater than the
annual contribution limit for this type of account under IRS law.
o Employee contributions are permitted on a pre-tax basis.

¢ Voluntary Employees’ Beneficiary Association (“VEBA™) (Internal Revenue
Code § 501(c)(%9)
o The trust is a separate entity from the pension plan, with its own plan and
trust fund.
o No limit to the amount of annual contributions.
o Employee contributions are allowed only on an after-tax basis.

+ Section 115 Trust
o This is a trust established to provide an “essential governmental function.”
o No limit to the amount of annual contributions.
o Employee contributions are allowed only on an after-tax basis.

» There are no restrictions on disbursements from any of the three types of trusts. A
combination of trusts could be used to obtain tax benefits for participants and
avoid the limitation of a Section 401(h} trust.
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Defined Benefit Plans

What is it?

County law provides that, at the time of retirement, retirees may participate in the County’s
health care plan. At the current time, the County offers a defined benefit plan. The County
contracts with plan providers for specific health care plans (currently, HMO, POS, and Triple
Choice — combination POS and PPN). The plan is based on the defined benefits that are offered
to employees. The County and the participants share in the costs of the plan based on
percentages of cost. The County agrees to pay its percentage share, regardless of the cost of the
plan.

@hat factors may affect the amount of the County’s OPEB liability? >

Cost Share

Obviously, if the County contributes less toward the cost of the health plan, the County’s liability
decreases. The percentages paid by the County and the participants could be adjusted based on
the years of service and the employee group applicable to each participant in order to decrease
the share paid by the County. :

Plan Design

Over the years, the County has studied and adjusted the design of the health care plans offered in
response to the rising cost of health care. There are countless combinations of plan attributes
that can be changed and combined to affect the ultimate cost of the health care, including the
types of plans offered, co-pays, out-of-pocket maximums, and limits on certain types of service.
Some of the traditional approaches to reducing costs by changing plan design include increasing
co-pays, increasing the employee portion of co-insurance levels and increasing deductibles and
out of pocket maximums. The impact of increasing co-pays varies because the basic premise of
this philosophy is to illustrate the differences in the costs associated with options in the plan
provisions. For example, the average cost of a primary care visit and a specialist visit may have
a differential in cost which can be addressed by setting appropriate split co-pays (co-pay for
primary care physician visits, separate co-pay for specialist visits). Increasing co-insurance
levels has a direct financial impact because this philosophy would facilitate the employee paying
a higher percentage of the costs of certain services (ie employee pays 10% of inpatient visit
instead of paying 0%). Increasing deductibles/out of pocket maximums means the employee
would pay slightly more prior to accessing the certain levels of the benefit offering.

Plan ofterings are part of the plan design. The County continues to evaluate the number of plans
offered and the types of plans offered. These evaluations include physician network access,
discounts and provider reimbursements. In addition, the County benchmarks these offerings
against other public jurisdictions also taking into account retention and a shrinking workforce for
recruiters.

Consumerism, disease management and wellness initiatives are examples of other approaches,
which are being incorporated and evaluated in the market place. Health enhancements
incorporate behavioral change programs with the leadership of case managers and emphasis is

Cop
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placed on “preventive” care to alleviate more serious outcomes. These approaches encourage the
employee to become a partner with the County with regards to health care. These philosophies
increase the employee awareness of the total cost of health care and invite the employee to
become better stewards of the monies spent and encourage them to become actively involved in
maintaining a healthy lifestyle and making informed decisions to assist the County in reducing
health care costs. :

It is the consensus of the Task Force, in consultation with the actuaries, that it will be very
difficult in today’s heaith care environment to decrease the overall cost of health care in this
manner by any more than 5%. Therefore, such a change would reduce the ARC by about $6
million (assuming a discount rate of 8% and a level percent of pay amortization). Alternatively,
offering a single low cost HMO may result in more savings.

Eligibility Requirements

Another option may be to limit liability by limiting the persons eligible to receive the benefit.
This may include only providing post-employment health benefits to employees who attain a
certain level of County service, to employees who retire directly from County service, to retirees
who attain a certain minimum and/or maximum age, to retirees only and not to their dependents,
or to retirees and dependents but without survivor benefits for dependents.

Changes to such eligibility requirements could be based on the employee group applicable to
each employee. For instance, the County has already instituted a new structure for eligibility for
retirement benefits that applies to employees hired on or after January 1, 2006. This change was
discussed on page 1t of this report.
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Examples

The factors just identified can be combined and adjusted in a myriad of combinations and
permutations. The following pages represent a suite of options to reduce the liability. Itis
impossible to present all of the possible combinations of factors and related changes. The
evaluation and final determination of how to adjust and combine these factors, if at atl, will be
decided by the next Administration. '

. The reductions shown for any particular option cannot be added to the reductions associated with
another option due to the possibility of duplication. Four specific combinations of options have
been calculated whereby the actuaries have adjusted for any such duplication.

Pages 29 and 30 present the reductions in the Annual Required Contribution associated with each
option. Pages 31 and 32 represent the reductions in the Normal Cost associated with the same
suite of options. These four pages represent a scenario whereby an 8% discount rate is assumed.
The scenarios whereby 6% and 4% discount rates are assumed are included in appendix C.

While most of the options are seif-explanatory, a few require additional explanation.

Hard and variable caps are based on an established published base rate upon which the cost
share percentage is applied. While the published rate increases each year due to medical cost
inflation, claims experience, plan design changes, etc., the base upon which the county cost share
percentage is applied only goes up by the cap percentage. So, assuming the published rate base is
$100 and an 80-20 cost share applies, the employer pays $80 and the employee pays $20. Using
a hard cap of 5%, if in the following year the published rate goes up 10% to $110, the employer
cost share percentage of 80% would apply to the base of $103 (base rate plus 5%) yielding an
employer contribution of $84 and an employee share of $26. The capped base is cumulative, so
in year 3, the base rate would increase from $105 to $110.25. These options effectively shift all
of the market risk onto the employee. If this type of option is chosen, a number of design details
{e.g., the published rate used as the base, catch-up provisions in years where rates go up by less
than the cap percentage, etc.) would need to be defined and might affect the savings shown. The
option shown on the following tables assume the current published rate is used as the base rate.

The minimum age options assume that if an employee retires prior to reaching this age, they are
ineligible to participate in the County’s health plans at any point in time. The options which
defer coverage until a certain age provide retirees with access to future coverage once they reach
the specified minimum age. '

It is also important to note that the reductions shown for each option or specific combination do
not take into consideration potential behavioral changes which could impact the actual resultant
reduction in cost. For instance, the option whereby a graduated scale is used would lessen the
value of the benefit for those with fewer years of service. Therefore, the number of such eventual
retirees that actually choose to participate in the plan may drop. This would increase the amount
of actual reductions in cost. Another example would be in the options involving minimum years
of service or minimum age. Given such a change, employees may remain.employed longer than
they otherwise would in order to meet the new threshold. This would decrease the amount of
actual reductions in cost. When, and if; a specific option is chosen for F Y2008, the actuaries will
need to analyze these potential behavioral changes and incorporate them into the final valuation
for FY2008.

&
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Reductions in Annual Required Contribution (ARC)
at 8% Discount Rate and Level Percent of Pay Amortization
(numbers expressed in millions)

. 3 ‘,W ‘i}\‘%&e‘% “Em R S

Baseime Cost [12 5% hcalth care trend in 2006, end of year

Cost Share |Access only (100% share, implicit subsidy only) -4.1 -34 -2.1 -0.7 -10.3
Graduated Scale (e.g., 2.5% vear, max at 75%) info info info info 0.0
Hard Cap of 4% : -1.8 -i4 -0.9 -0.3 -4.4
Variable Cap based on CPI (3.5%) -2.0 -1.6 -1.0 -0.3 -4.9
Eliminate Implicit Subsidy -1.8 -1.5 -0.9 03 -4.5
70%-30% Employer-Emplovee Share -0.5 -0.4 -0.3 -0.1 -1.3
60%-40% Employer-Employee Share -1.0 -0.8 -0.5 -0.2 -2.3
50%-50% Employer-Employee Share -1.3 -1.2 0.7 -(1.2 -3.6

Cost Share |Access only (100% share, implicit subsidy only) -0.3 N/A N/A 0.0 -0.3
Graduated Scale (e.g., 2.5% year, max at 75%) info N/A - N/A info .0

Eligibility |Eliminate -0.3 N/A N/A 0.9 -0.3
Retiree Only (no spouse or dependents) info N/A N/A info 0.0

Cost Share |Access only (100% share, implicit subsidy onty) -14.0 -7.4 -8.2 216 -3132
Graduated Scale (e.g., 2.5% year, max at 75%) 4.0 =34 -4.1 -.9 -14.4
Hard Cap of 4% 7.0 -3.9 -4.2 -1.8 -16.9
Variable Cap based on CPI (3.3%) -1.8 -4.4 -4.7 -2.0 -18.9

Eligibility |Eliminate -19.1 -11.2 -12.2 -5.2 -47.7
Chiminate Term Vesting -0.3 0.0 0.0 -0.1 ~0.4
End Drug Benefits at Age 65 -6.8 =24 -3 -1.2 -123
End All Benefus at Age 65 -12.5 -3.9 -4.3 222 2231
Retiree & Spouse Only (no dependents) 1.1 -1.1 -1.1 -0.4 -3.7
Retirge Ouly {no spouse or dependents) -8.9 -5.9 -6.4 -2.4 -23.6
Minimum of 10 Yrs of Service -2.7 0.2 -0.4 -1.2 -4.5
Minimum of 15 Yrs of Service -4.4 0.8 0.9 2.4 -8.3
Minimum of 20 Yrs of Service 6.5 -2.0 - -1.8 -33 -13.6
Minimum Age of 50 vears old ‘ -0.6 -1.6 -3.9 -0.5 2.6
Minimum Age of 55 years old 43 -9.9 -9.7 -3.5 -27.4
Minimum Age of 60) years old -6.4 -11.0 -12.1 -4.3 -33.8
Minimum Age of 65 years old ' -157 -1l -12.2 -5.2 -44.2
Defer Coverage until Age of 55 years old -0.6 -2.4 -2.2 -0.6 -5.8
Defer Coverage until Age of 60 years old -2.0 -4.4 -44 -1.4 -12.2
Decrement of 5% per year if retiree participates at
an age younger than age 65 (modeted after -1.5 -2.4 -24 -0.8 A
pension plan approach)

Combo I [Min. of I5 Yrs of Service & Graduated Scale -10.4 4.1 -4.9 -3.2 -22.6

Combo 2 \“f;:la Elre' é;‘;%"gi‘;”"‘" Graduated Scale & -126 .59 6.6 a7 2288
Min. of I3 Yrs of Service, Graduated Scale,

Combo 3 1y rable Cap (3.5%), and Min. Age of 55 yrs 144 -10.6 -t 48 -40.9

Combo 4 M?n. of 15 Yts-ofScrvice. Graduated Scale and 126 105 108 n ' 386
Min. Age of 35 yrs

Plan DesigniChanges to save 5% -1.3 -0.8 -0.8 -0.3 -3.1
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4

Access only (100% share, implicit subsidy only) . , .
Graduated Scale (¢.g., 2.5% year, max at 75%) 0.0 info info info 0.0
Hard Cap of 4% -4.4 -6.0 -0.1 -0.2 -10.7
Variable Cap based on CPI (3.5%) -4.9 -6.6 0.1 -0.2 -11.8
Eliminate Implicit Subsidy -4.5 0.0 0.1 -0.1 -4.7
70%-30% Employer-Employee Share -{.3 -2.6 N/A 0.0 -3.9
60%-40% Employer-Employee Share -2.5 -5.3 N/A -0.1 -7.9
" 150%-50% Employer-Employee Share -3.6 -7.9 N/A -0.1 -11.6
Cost Share ]Access only (100% share, implicit subsidy only) -0.3 N/A N/A N/A -0.3
Graduated Scale (e.g., 2.5% year, max at 75%) 0.0 N/A N/A N/A 0.0
Eligibility |Eliminate -0.3 N/A N/A N/A -0.3
Retiree Only (no spouse or dependents) 0.0 N/A N/A N/A 0.0
Cost Share_|Access only {100% share, imiplicit subsidy only) -33.2 -30.1 -2.6 -t.6 -67.3
Graduated Scale (e.g.. 2.3% vear, max at 75%) -14.4 -4.,2 N/A -0.6 -19.2
Hard Cap of 4% ' -16.9 -14.1 -0.9 -0.7 -32.6
Variable Cap based on CPI (3.5%) _-189 -15.8 -1.1 -0.8 -36.6
Eligibility |[Eliminate -471.7 -30.1 -3.7 -2.0 -83.3
. Eliminate Term Vesting -0.4 N/A N/A 0.0 -0.4
End Drug Bencfits at Age 65 123 -13.0 L1 -0.8 272 |
End All Benefits at Age 635 -23.1 -20.6 =27 -1.4 -47.8
Retiree & Spouse Only {no dependents) =3.7 N/A -0.1 0.0 3.8
Retiree Only (no spouse or dependents) -23.6 -12.1 -1.4 -0.7 -37.8
Minimum of 10 Yrs of Service -4.5 N/A N/A -0.3 -4.8
Minimum of 15 Yrs of Service -8.5 N/A -0.2 -0.6 -9.3
Minimum of 20 Yes of Service -13.6 -4.8 -0.8 -0.9 -20.1
Minimum Age of 50 years old -9.6 N/A 0.0 0.0 9.6
Minimum Age of 55 vears old -27.4 N/A 0.0 -0.2 -27.6
Minimum Age of 60 years old -33.8 6.2 -L.i -0.4 -41.5
Minimum Age of 65 years old -44.2 -15.8 -2.5 -1.6 -64.1
Defer Coverage until Age of 35 years old -5.8 N/A 0.0 0.0 -3.8
Defer Coverage until Age of 60 years old -12.2 N/A -0.2 . -0.1 -12.5
Decrement of 5% per year if retiree participates at
an age younger than age 65 (modeled after -7.1 -4.6 0.1 -0.1 -11.9
' pension plan approach}
Combo 1 . \Min. of 15 Yrs of Service & Graduated Scale -22.6 -4.2 0.2 -1.2 -28.2
Comba 2 vﬂ'a‘l’)fel é;’?ﬂ;‘;w‘“’ Graduated Scale & 288 -17.7 13 .14 -49.2
. Min. of 15 Yrs of Service, Graduated Scale,
Combo 3 Variable Cap (3.5%), and Min. Age of 55 yrs -40.9 177 13 o135 614
Combod M_in. of I5 Yrs_of Service, Graduated Scale and 386 42 02 3 43
Min. Age of 55 yrs
Plan Design|Changes to save 5% -3.1 -2.4 -0.2 -0.1 5.9

()
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Reductions in Normal Cost
at 8% Discount Rate
{numbers expressed in millions)

e e e e B Pl e T T e
) R A A B N, Sk SeTotilzer
9.8 5.2 5.1 3.0 231
Cost Share | Aceess only (100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% year, max at 75%) N/A N/A N/A N/A N/A
Hard Cap of 4% N/A N/A N/A N/A N/A
Variable Cap based on CPI (3.5%) N/A N/A N/A N/A N/A
Eliminate Implicit Subsidy N/A N/A N/A N/A N/A
70%-30% Employer-Employee Share N/A N/A N/A N/A N/A
60%-40% Employer-Employee Share N/A N/A N/A N/A N/A
30%-30% Emplover-Employee Share N/A N/A N/A N/A N/A
Cost Share | Access only {100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% vear, max at 75%) N/A N/A N/A N/A N/A
Eligibility |Eliminate N/A . N/A N/A N/A N/A
Retiree Only (no spouse or dependents) N/A N/A N/A N/A N/A
Cost Share | Access only (100% share. implicit subsidy only) -7.2 -3.4 -34 -2.0 -16.0
Graduated Scale (e.g.. 2.5% year, max at 75%) -2.6 -1.5 -1.5 0.5 -6.1
Hard Cap of 4% -3.6 -1.9 -1.8 -1.0 -8.3
Variable Cap based on CPI {3.5%) -4.0 -2.1 -2.1 -1.2 -9.4
Eligibitity |Eliminate -9.8 -5.2 5.1 -3.0 -23.1
Lliminate Term Vesting 0.2 0.0 0.0 0.1 -0.3
End Drug Benefits at Age 65 -3.6 -0.9 -0.9 0.7 -6.1
End All Benefils at Age 65 -6.6 -1.7 -1.7 -1.2 -11.2
Retiree & Spouse Only (no dependents) -0.5 -0.3 -0.5 0.2 -1.7
Retiree Only (no spouse or dependents}) -4.3 . =27 -2.5 -1.4 -t
Minimum of 10 Yrs of Service -2.0 -0.1 -0.3 -8 <132
Minimum of 15 Yrs of Service . -3.2 0.4 -0.6 -1.5 -5.7
Minimum of 20 Yrs of Service -4.4 -1 -1t -2.0 -8.6
Minimum Age of 50 years old -0.3 -2.3 -1.9 -3 -4.8
Minimum Age of 53 years old -1.7 -4.8 -4.2 -2.0 -12.7
Minimum Age of 60 years old 2.7 -5.2 -5.1 . =25 -15.5
Minimum Age of 63 years old 19 -5.2 -5.1 -3.0 -21.2
Defer Coverage until Age of 55 vears old 0.3 -1.2 -1.0 -0.4 -2.9
Defer Coverage until Age of 60 years ofd -0.8 -2.1 -2.0 0.8 -5.7
Decrement of 5% per year if retiree participates at
an age younger than age 635 (modeled after -0.7 -1.1 -1 -0.3 -3.4
pension pian approach)
Combo | |Min. of 15 Yrs of Service & Graduated Scale -5.8 -1.9 -2.0 -1.9 -11.6
Combo 2 %‘23 gf; é;;’;‘_’sf;c)”""e’ Graduated Scale & 68 2.7 2.8 22 145
Min. of 15 Yrs of Service, Graduated Scale, )
Combo 3|y ariable Cap (3.5%), and Min. Age of 55 vis 73 30 47 28 -20.0
Combo 4 Min. of |5 Yrs of Service, Graduated Scale and 66 4.9 46 27 -18.8
Min. Age of 55 yrs

Plan Design{Changes to save 5%
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Reductions in Normal Cost
at 8% Discount Rate
(numbers expressed in millions)
Eiploye Giops iy EBa AT Gty e Pl AT
k] Féadr?%ﬁf()ﬁtlonm’: TR S s e B ""L"&m}mu’w ; meaban = Call > i 39.;.- g h&"i‘t ey
Baseline Cost (12.5% health care trend in 2006, end ot‘_vear 23.1 9.8 1.7 1.1
Cost Share | Access only {100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale {(e.g., 2.5% year, max at 75%} N/A N/A N/A N/A N/A
Hard Cap of 4% N/A N/A N/A N/A N/A
Variable Cap based on CPI (3.5%) N/A N/A N/A N/A N/A
Eliminate Implicit Subsidy N/A N/A N/A N/A N/A
70%-30% Employer-Employee Share N/A N/A N/A N/A N/A
60%-40% Employer-Employee Share N/A N/A N/A N/A N/A
30%-50% Employer-Employee Share N/A N/A N/A N/A N/A
Cost Share |Access only (100% share, implicit subsidy only) N/A N/A N/A N/A N/A
Graduated Scale (e.g., 2.5% year, max at 75%) N/A N/A N/A N/A N/A
Eligibility |Eliminate N/A N/A N/A N/A N/A
Retiree Only (no spouse or dependents) N/A N/A N/A N/A N/A
Cost Share | Access only {100% share, implicit subsidy only) -16.0 -9.8 -1.2 -0.8 -27.8
Graduated Scale (¢.g.. 2.5% year, max at 75%) -6.1 -0.1 N/A -0.3 -6.5
Hard Cap of 4% -8.3 -52 0.4 -0.4 -14.3
Variable Cap based on CPI (3.5%) -9.4 -5.9 -0.5 -0.4 -16.2
Eligibility |Eliminate -23.1 -9.8 -1.7 -1.1 -35.7
Eliminate Term Vesting 0.3 N/A N/A 0.0 -0.3
End Drug Benefits at Age 65 6.1 -4.3 -0.5 -0.4 -11.3
End All Benefits at Age 65 -11.2 -6.7 -1.2 -0.8 -19.9
Retiree & Spouse Only (no dependents] -1.7 N/A -0.1 0.0 -1.8
Retiree Only {no spouse or dependents) -1 -3.9 -0.6 -0.4 -16.0
Minimum of 10} Yrs of Service -3.2 N/A N/A -(.2 -3.4
Minimum of 135 Yrs of Service -5.7 N/A 0.1 -0.4 -6.2
Minimum of 20 Yrs of Service -8.6 -2.2 -0.5 0.6 -11.9
Minimum Age of 50 vears old -4.8 N/A 0.0 0.0 -3.8
Minimum Age of 35 vears old -12.7 N/A 0.0 -0.1 -12.8
Minimum Age of 60 vears old -15.5 -1.2 -0.5 -0.2 -17.4
Minimum Age of 65 vears old -21.2 -4.9 -1.1 -0.8 -28.0
Defer Coverage unlil Age of 55 years old -2.9 N/A 0.0 0.0 -2.9
Defer Coverage until Age of 60 years old -5.9 N/A 0.1 -0.1 -5.9
Decrement of 5% per year if retiree participates at
an age younger than age 65 (modeled after -34 6.0 -0.1 0.0 -35
pension plan approach)
Combo | [Min. of 15 Yrs of Service & Graduated Scale -11.6 0.1 -0.1 -0.6 -12.4
Combo 2 y;‘m ‘l’):e‘ é;rf;;i‘;“"“' Graduated Scale & -145 5.5 0.6 0.8 214
Min. of 15 Yrs of Service, Graduated Scale,
Combo 3 |y riable Cap (3.5%), and Min. Age of 55 yrs -20.0 53 06 08 -26.9
Combo 4 Min. of 15 Yrs of Service, Graduated Scale and 188 0.1 ot 07 199
Min. Age of 55 yrs
Plan DesignjChanges to save 5% -1.2 -0.5 -0.1 -0.1

-1.8
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Defined Contribution Plans

Another change that may be considered is to switch from a defined benefit plan to a deﬁned
contribution plan.

What is it?

Defined contribution plahs involve the County providing a fixed dollar amount toward employee
and retiree health care. The County’s contribution can be defined in respect to an actual amount
of dollars or a percentage of pay, with or without maximum dollars.

Defined contribution plans vary widely in design. The responsibility for selection of and
payment for health care is generally shifted to the employee. The employer may provide access
to the health plans or may require the participant to obtain the insurance in the market place. [t
should be noted that the administrative and distributive costs of individual policies are much
greater than under group policies.

[n the simplest form, and the form that has been most commonly used, employers provide the
plans and pay a fixed dollar amount to each participant for the health care. This may be
fixed as the cost of the lowest priced health care option or based on some other basis or
calculation. If the employee wants to participate in a plan that offers more beneﬁts then the
employee pays the difference out-of-pocket.

Some of these plans are also called “cafeteria plaas,” in which the employer provides a fixed
amount of benefit dollars, and the employee purchases available benefits, like health care,
disability insurance, and life insurance, with those dollars. The employee chooses how to spend
those dollars and whether to contribute employee dollars based on factors important to the
employee. With the cafeteria plan, the employer generally continues to make health care plans
available to participants.

Another approach to defined contribution plans is called the individual market approach. The
employer continues to make a defined contribution toward the benefits. The employee is
responsible for obtaining insurance in the market place. It has been noted that, if a large number
of employers adopt this approach, health insurance may be more portable. Employees would not
have to change their health plan merely because they changed employers. They could continue
to used the defined contribution toward the plan they obtained on their own in the market place.

Effects of Use of Defined Contribution Plans on GASB 45 Liability -

Defined contribution plans can be used to fix the County’s liability for employee and retiree
health care. Many considerations go into calculating and choosing the County’s contribution,
however, rather than the County’s contribution being an based on an annual plan cost, the
contribution would be under the control of the County. This would lead to more stability and
predictability of the County’s liability over time. It may also increase the employee and retiree
share of the premium for certain plans.

In calculating the County’s ARC, the trends in health care costs would not be as relevant to the
increased cost to the County over time. The County could calculate its liability based not on

(4
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projected health care costs, but on an amount it is willing to contribute toward health care. That
amount could increase over time based on projected increases in payroll costs or other price
indices, and not necessarily on the rising cost of health care.

Account-Based Health Plans

Another option for funding health benefits for employees and retirees is the implementation of
some type of account-based health plan. The County already offers one type of account-based
plan, a Flexible Spending Account, to its employees. This allows employees to pay certain
health care expenses not covered by insurance with pre-tax dollars deducted from pay and put
into an account with an outside administrator. There are IRS.limits on the amount that can be
placed into the account, and funds that are not used during the plan year are lost by the
employee.

There are other accounts that can be used to pay for health care expenses that are used in place of
other defined benefit and defined contribution plans. The following summarizes some of the
features of two of the available types of plans. It should be noted, however, that more detailed
analysis and advice would be required to determine the tax qualifications and implications, as
well as the eligibility requirements and all plan features.

Health Savings Accounts (“HSA”)are tax exempt accounts that are used to pay health care
expenses. The HSAs are actually owned by the employee, and, therefore are portable between
employers. Funds not used are not lost, but roll over for future use. At this time these accounts
are not widely used, but it is anticipated that because of recent IRS rulings these accounts will
become more common. To qualify for the tax exempt status, contributions to HSAs must be
made while the participant is enrolled in a health plan with a high annual deductible. Deductions
can be made at any time, even when the participant is no longer in the high deductible plan.
Employers can contribute to the HSA, but the maximum contribution to a plan cannot exceed the
plan deductible. Medicare beneficiaries are not permitted to contribute to HSAs, but they can
make withdrawals for certain expenses. Individuals older than 55 can make limited “catch-up™
contributions.

Health Reimbursement Arrangements (“HRA”) are employer funded health plans that
reimburse employees for qualified medical expenses. A high deductible health plan can also be
used, but is not required. Ifan HRA is offered with plans with high deductibles, it can be used to
assist the employee with meeting that deductible. HRAs can also be used to allow employees to
purchase benefits, including for long-term care and health care during retirement. HRAs are '
paper accounts only, and no expense is incurred by an employer until there is a claim. Unused

. “funds” can be rolled over for use in subsequent plan years. 1f an employee leaves employment,
the employer is not required to make unused amounts available to the employee.

Like defined contribution plans, account-based plans may result in a somewhat more predictable
and controllable future liability for the County. These account plans can be used in combination
with certain defined benefit and defined contribution plans, again resulting in numerous possible
combinations and resuiting options. ' :
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The purpose for this section of the report is to identify the potential funding gaps, provide some
context for the various funding options, and address the implications of doing nothing.

Identification of the Funding Gap

The difference between the total Annual Required Contribution (ARC) and the current “pay-as-
you-go” tunding for retiree health benefits is the initial funding gap. The chart below shows this
calculation in total as well as for the County government itself and the three component units.
Similar calculations can be made under the other two discount rate scenarios. The total ARC gap
using a 6% discount rate is $97.7 million, and using a 4% discount rate is $137.2 million.

Identification of Initial Funding Gap
Discount Rate of 8%
{dollars expressed as millions)
Board of Community
County  "Education College Libraries Total

Baseline
Amortized AAL $39.7 $38.3 $2.5 $1.5 $82.0
Normai Cost $23.0 $9.8 $1.7 $1.1 $35.6

Total ARC $62.7 $48.1 $4.2 $26 . $1176
Pay-as-you-go -~ $15.0 $25.1 $1.3 $0.8 $42.2
Total ARC Gap $477 3230 $2.9 $18| $754

% of whole 63% 31% 4% 2% 100%

This initial funding gap can be broken down into two different components as shown in the chart
below. The “Amortized AAL Gap” represents that portion of the funding gap that is due to
liabilities incurred over many years in the past. It can be thought of as a “backlog” of sorts. The
“Normal Cost” component represents that portion of the funding gap that is attributable to the
budget year in question (i.e., FY2008). This should be thought of as a “recurring” cost.

Two Components of Initial Funding Gap
{dollars expressed as millions)
Discount Amortized Normal Totat ARC
Rate AAL Cost Gap
8% $39.8 $356 $75.4
6% $43.3 $54.4 3977
4% $48.2 $89.0 $137.2

County financial policy dictates that one-time funds should not be used to fund “recurring costs”
such as the Normal Cost gap. However, it may be prudent to apply one-time funds to fund a
“backlog” such as the Amortized AAL gap. :
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if none of the previously presented options to reduce the liability are chosen and the ARC is not
otherwise reduced, then the final funding gap would be as shown on the previous page. If the
ARC is reduced by some combination of options totaling $75.4 million, then the final funding
gap would be reduced to zero. [fthe ARC is reduced by some combination of options totaling
half of the initial funding gap, then the final funding gap would be $37.7 million.

Similarly, under the 6% discount rate scenario, the final funding gap would range from $0 to
$97.7 million, with $48.9 being the midpoint. And, under the 4% discount rate scenatio, the
final funding gap would range from $0 to $137.2 million, with $68.6 million being the midpoint.

Putting the Final Funding Gap in Context

I options are sought to fund the final funding gap, they can be broken down into three broad
categories: increasing revenues, decreasing expenditures, and other sources. While it’s not
within the scope of this report to make recommendations as to funding approaches, it is useful to
view these possible final funding gaps in the context of specific areas within these three broad
categorres.

Increasing Revenues

¢ A one-cent increase in the property tax yields about $5 million annually.

* A 25% increase in the income tax from 2.56% to 3.20% would be the maximum allowed
under state law and would yield about $80 million annually. This tax rate is comparable
to Howard, Prince George’s, and Montgomery Counties.

¢ A 10% increase in the income tax from 2.56% to 2.82% would yield about $32 million
annually and is comparable to the Baltimore County tax rate.

* A 5% increase in the income tax rate from 2.56% to 2.69% would yteld about $16 million
annually,

Decreasing Expenditures

e One percent of all salaries (including component units, and FICA and pension where
- applicable) equals about $7.3 million annually.

« In order to provide a departmental context for any potential changes in expenditure
levels, a departmental breakdown of the FY2007 Approved General Fund operating
budget is shown in Appendix D. Overall, the total ARC of $117.6 million is
approximately equal to 10% of the General Fund operating budget.
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Accrual Accounting — A term used to describe the method of recognizing costs when ecotiomic
events occur regardless of when cash will be needed to satisfy obligations.

Actuarial Accrued Liability (AAL} — This is the portion of the Total Present Value of Projected
-Benefits (TPV) attributable to service provided to date. For example, if an individual is expected
to have 25 years of service upon retirement and has 10 years of service at the valuation date, the
AAL is 10/25ths of the TPV. For someone that is already retired at the valuation date, the AAL

is equal to the TPV, '

Actuarial Present Value of Total Projected Benefits — This represents the total projected
benefits to be paid to employees / retirees discounted back to current dollars.

Actuarial Valuation Date — This is the date as of which the actuarial evaluation is performed.
The evaluation uses employer data as of this particular date to calculate liabilities, etc.

Actuarial Value of Assets (AVA} — The market value of assets that have been set aside
exclusively for funding retiree healthcare. For plans that are not funded, the AVA = $0.

Amortization Period — The time period used to amortize the Annual Required Contribution
(ARC) related to past service costs. -

Annual Required Contribution {ARC) — The annual contribution required to conform 10 GASB
45 standards and avoid a liability from appearing on the balance sheet. The ARC consists of two
parts: (1) a payment against the previously unfunded actuarial accrued liability (UAAL) which is
equal to the UAAL amortized over a set number of years (maximum allowed is 30 years), plus
(2) the Normal Costs.

Blended Premium — A healthcare premium that does not take into account the age of the
individuals covered, as when a single premium is used for both active and retired employees.

Governmental Accounting Standards Board (GASB) — GASB is a nationally established board
that sets standards for accounting and reporting for State and local governments and their
component units. Governments follow these standards in order to fairly present financial
information and to receive an unqualified audit opinion on their annual financial statements.

Implicit Rate Subsidy — The de facto subsidy of retirees by permitting them to pay lower than
age-adjusted premiums through the use of a single common or blended premium for both retirees
and active employees. '

Normal Service Costs — The portion of the Total Present Value of Projected Benefits (TPV)
allocated to the current year (i.e., the amount attributable to services provided to date by current
employees). For example, if an individual is expected to have 25 years of service upon
retirement, this is 1/25th of the individual’s TPV. There is no Normal Service Cost for retirees.

Other Post Employment Benefits (OPEB) — This term is used to describe any benefit (separate
from a pension plan) offered to employees after employment is severed.
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Past Service Costs — The portion of the Total Present Value (TPV) that relates to services
rendered by employees in past years.

Pay as you go — A term to describe the method of recognizing costs as bills are due. This
method is based on when cash will be needed to pay the bills. When used in reference to OPEB,
this term refers to the actual costs incurred by the government to pay for retiree healthcare in a
given fiscal year.

Total Present Value of Projected Benefits (TPV) — An amount calculated by actuarial methods
to estimate the amount of benefits (in current dollars) both former and current employees will be
paid during retirement. The calculation estimates the required future pay outs and then
determines what those pay outs are valued in today’s dollars. For an individual person, this
would be the value of all benefits expected to be paid from the date of retirement until death
discounted back to the valuation date.

Total Projected Benefits — An amount calculated by actuarial methods to estimate the amount of
benefits both former and current empioyees will be paid during retirement.

Unfunded Actuarial Accrued Liability (UAAL) -This represents the amount of the AAL for
which funds have not been set aside. It is calculated as the actuarial accrued liability (AAL)
minus the actuarial value of assets (AVA). For plans that are not funded, the UAAL is equal to
the AAL. '
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BULLETIN NO.: 05-04-13 [X] DEPARTMENT HEADS
SUBJECT: Eligibility for Health Insurance :
As A Retired County Employee  [X] PLEASE POST UNTIL
December 31, 2006

DATE: January 1, 2006 | | GENERAL DISTRIBUTION
TO ALL EMPLOYEES

[X] PERSONNEL OFFICE

This policy supercedes all previous written policy statements and is effective January 1, 2006
unless otherwise indicated.

Policy:
1. Eligibility for Benefits

a. Employees of the County government who are participants in the County Pension
plan and were hired prior to January I, 2006, are eligible to participate in the
County-sponsored post employment health benefit programs upon their
retirement. . . . '

b. Employees hired or re-hired after January I, 2006 must retire directly from Anne
Arundel County Government and must have a minimum of 15 years of credited
pension service as defined by Section [-205 (a), Article 5 (old Article 7), Anne
Arundel County Code to be eligible to participate in the County—sponsored post
employment health benefit programs upon retirement.

~ ¢. Dependents of a retiree will be eligible for coverage as long as the retiree is
receiving pension payments. Survivors who continue to receive pension payments
after the death of the retiree are eligible to continue coverage, but may not add
additional dependents unless there was a prior dependent relationship between the
original retiree and the covered dependent.

d. Those employees of the Anne Arundel Economic Development Corporation who
are participants in the County Pension Plan and who were hired prior to January
1, 2006 are eligible to participate in County-sponsored post employment health
benefit programs upon retirement.
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