MEMORANDUM

April 8, 2011

TO: Stephen B. Farber, Council Staff Director

FROM: Karen Orlansky, Director
Office of Legidative Oversight

SUBJECT: County Executive’s FY 12 Recommended Budget:
Overview of Proposed Changesto County Gover nment Employees’ Retirement, Health,
and Life Insurance Benefits

This memorandum responds to your request for an overview of changes in the County Executive’s FY 12
Recommended Operating Budget to retirement, health insurance (including medical, prescription drug,
dental, and vision coverage), and life insurance benefits for County Government employees.

Part A, Policy | ssues, summarizes the key policy issues and related questions raised by the County
Executive’s proposed changes to the retirement and health benefits of County Government employees.

Part B, Summary of County Executive’s Proposals, describes the Executive’s recommended changes
to retirement, health, life insurance, and long-term disability benefits. It highlights changes from the
status quo and provides the Executive’s estimated FY 12 savings associated with specific changes.

Part C, Impact on Employees, containsillustrative examples of the financial impact the Executive’s
recommended changes to retirement and health benefits would have on individual employees.

A. Policy Issuesand Related Questions Raised by the Executive’s Proposals

The Executive’s proposed changes to the benefits of County Government employees raise multiple policy
issues and related questions for the Council to consider as part of its budget deliberations. Staff recommends
that the Council’s review of the Executive’s proposed changes include explicit discussion of:

e The policy issues underlying the Executive’s proposals; and

e TheFY12 and future year fiscal impact of the proposed changes on individual County Government
employees as well as on the County Government’s costs.

The Council may want to consider dividing its discussion of employee benefit changes into two phases. The
first phase would address where the County should “land” with respect to the parameters of employee
benefits, e.g., level of benefits, division of costs between the County and its employees. The second phase
would address whether to implement the changes all at once or over amultiple year time period. (The
Executive’s FY 12 budget assumes that all benefit changes are implemented as of July 1, 2011.)

The table on the following page contains an initial list of the underlying policy questions that staff
recommends the Council consider during its review of the County Executive’s budget.



POLICY ISSUESAND RELATED QUESTIONS

General

1. Should employeesin all County agencies be
offered a comparable package of retirement and
health benefits? If not, then what factors should
determine how the benefits differ?

OBSERVATIONSON THE CE’S PROPOSALSFOR
CHANGING COUNTY GOVT. EMPLOYEES’ BENEFITS

Unless similar changes to employee benefits are
implemented by the other agencies, the CE’s proposals
(if implemented) would increase the disparity among
benefit packages provided to employees across the
County-funded agencies.

2. Should changesimplemented in FY 12 be part of a
multi-year plan designed to achieve an explicitly
stated policy goal, e.g., limiting benefit coststo a
set percent of personnel costs; modeling County
benefits after those of the federal government?

The CE states that his proposals to restructure
employee benefits will reduce costs. The CE does not
indicate how these changesfit into along-term
compensation policy.

3. Should there be a limit established on the
increased costs of benefits shifted to employeesin
one year? Over time?

In FY 12, under the CE’s proposals, an employee will
pay between $370 and $3,700 more for the same
health insurance coverage. In addition, defined benefit
plan members will be required to contribute an
additional 2% of their salaries towards their pension.

4. Should a portion of the County’s structural budget
problem be addressed by changing the
compensation package for new hires?

5. When considering changes to retirement benefits,
should the County seek equivalent savings from
employees in the defined contribution plan, which
currently costs the County substantially less than
the defined benefit pension plans?

6. Intotal, what portion of health insurance benefit
costs (medical, prescription drug, dental, and
vision) should the County Government cover for
its employees?

Retirement/Pension Benefits 7

Health Insurance Benefitsfor Active Employees

The CE’s FY 12 budget does not include any proposals
for modifying either the salaries or the benefits for
employees not yet hired.

The CE’s proposal would result in an annual 2% salary
“loss” for al employees. Defined benefit plan
members would contribute 2% more of their salary;
RSP & GRIP plan members would lose a retirement
account contribution equal to 2% of salary.

The CE’s proposed changes to health insurance would
reduce the overal share paid for by the County from
about 80% to about 60% of the total cost in FY 12.

7. Should all employees pay the same percent share
of their health insurance costs? If not, should an
employee’s cost share vary by higher:

e Annual salary?
e Level of coverage (e.g., single, family)?

¢ Plan choice (e.g., HMO, POS)?

Under the CE’s proposals, the actual cost share of
health insurance paid by employees would range from
30% to 58% of the combined premium. Further, for
most employees (because of the added salary-based
premium), the CE’s pricing results in higher cost
shares paid by those enrolled in the least expensive
health plans, i.e., single or HMO coverage.

8. Should the cost of health care to County
Government retirees be more, less, or the same as
that for active employees?

Today, most retirees pay ahigher cost share than
active employees. Under the CE’s proposal's, most
active County employees would end up paying more
than retirees for group insurance.




B. Summary of County Executive’s Proposed Changes to Employee Benefits

The Executive proposes a series of modifications to County Government employee benefits. The table
below summarizes the Executive’s proposed changes and shows his estimated FY 12 savings that would
result from implementation of the proposal. The proposed changes, if implemented, would produce
recurring savingsin future years. The Executive recommends implementing all changes on July 1, 2011.

Table 1. Summary of Executive’s Proposed Changesto County Gover nment Employees’ Benefits

Benefit Type

County Executive’s Proposal

CE Estimated
FY 12 Savings

Retirement

Pension (Defined Benefit) Plans. Employees would contribute an
additiona 2% of salary towards their pensions.

$6,044,180

Retirement Account (Defined Contribution®) Plan. The employer’s
contribution to employee retirement accounts would be reduced by 2%.

$4,860,290

Health
(Medical/
Prescription/
Dental/Vision)

Minimum 30% Cost Share. Employees’ cost share of medical,
prescription drug, dental and vision insurance premiums would increase
from aminimum of 20% to a minimum of 30%.

$8,229,530

Additional Salary-Based Charge. Employees with an annual salary
between $50,000 and $89,999 who enroll in a medical and/or prescription
drug plan would pay an additional $910 per year. Employees with an
annual salary of $90,000 and above who enroll in amedical and/or
prescription plan would pay an additional $1,560 per year.

$7,418,000

Prescription
Drug

Generics. Employees who buy a brand name drug when a generic
equivalent is available would always pay the generic drug copay plus the
difference between the cost of the brand name drug and its generic
equivalent. Currently, this requirement is waived if a physician prescribes
abrand drug and writes “dispense as written” on the prescription.

$1,200,000

Lifestyle Drugs. The County would eliminate coverage for medications
used to treat erectile dysfunction.

$400,000

Mail-Order Copays. The copay for mail order prescriptions (up to a 90-
day supply) would increase from one time to two times the copay for a
30-day supply purchased through aretail pharmacy.

$200,000

Life Insurance

30% Cost Share and Benefit Level. Thelife insurance benefit provided
to all employees would be reduced from two times to one time annual
salary. Employees’ cost share would increase from 20% to 30% of
premium.

$1,200,000

Long-Term
Disability

30% Cost Share. Employees’ cost share for long-term disability
insurance would increase from 20% to 30% of premium.

$48,000

1 In this memo, the term, “defined contribution” plan, includes both the Retirement Savings Plan (RSP) and the Guaranteed
Retirement Income Plan (GRIP).
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The next three pages provide further detail on the two proposed changes that would have the greatest effect on
the cost of benefits to County Government employees: retirement and health insurance benefits.

1. Executive’s Proposed Retirement Plan Changes

The County Government will pay $124 million (from tax supported and non-tax supported funds) for
employee retirement benefitsin FY 11: $105 million for the defined benefit plan and $19 million for the
defined contribution plan. Currently, the defined benefit and the defined contribution plans have
approximately the same number of enrollees. While defined benefit plans are more generous to employees
and cost the County significantly more than defined contribution plans, the Executive proposes that employees
in both plan types forego identical amounts (2% of salary).

a. Defined Benefit Plans: The County Executive has proposed that all employeesin a defined benefit
plan contribute an additional 2% of salary annually. As shown in the table below, the impact of the
Executive’s proposal varies among different employee groups.

Table 2: Executive’s Proposed I ncreases in Employee Defined Benefit Contributions

CE Proposed
Employee
Contribution
(% of salary)

% Increase
in Employee
Contribution

Current Employee
Employee Group Contribution
(% of salary) 2

Non-Public Safety (hired before 10/1/94) 4% 6% +50%
Police and Deputy Sheriff/Corrections 4.75% 6.75% +42%
Fire & Rescue 5.5% 7.5% +36%

b. Defined Contribution Plans. Currently, the County Government contributes 8% of salary into a
retirement account for most employees in a defined contribution plan.® The Executive proposes reducing the
employer contribution to 6% of salary, a 25% reduction in the employer’s contribution. Unlike the proposed
defined benefit changes, the Executive’s defined contribution proposal would not reduce take home pay but
would reduce the amount of money available upon retirement.

Table 3: Executive’s Proposed Reduction in Annual Retirement Account Contributions

Current CE Proposed % Reduction in
Employee Group Employer Employer Employee
Contribution Contribution Contribution
(% of salary) (% of salary)
Non-Public Safety (hired after 10/1/94) 8% 6% -25%
Non-Represented Public Safety (hired after 10/1/94) 10% 8% -20%

2 Employees in the ERS who earn more than the Social Security Wage Base ($106,800 in 2012) contribute a higher percentage
toward their pensions for salary earned above the Social Security Wage Base.

3 A small number of non-represented public safety employees participate in a defined contribution plan in which the

employee contributes 3% of salary and the County contributes 10% of salary.
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2. Executive’s Proposed Health I nsurance Benefit Changes

In FY 11, the County Government will pay about $90 million (from tax supported and non-tax supported
funds) for employee health (medical, prescription drug, dental, and vision) insurance premiums.

a. Proposed Cost Share Changes: Currently, County Government employees pay at least 20% of health
benefit premiums.* The Executive proposes a new two-part health care pricing approach.

(1) All employeeswould pay at least 30% of medical, prescription drug (standard), dental, vision, life,
and long-term disability insurance premiums; AND

(2) Most employees who enroll in amedical and/or prescription plan would pay an additional salary-
based charge.

Table 4. Executive Recommended Changesto MCG Employee Health Benefit Cost Share

Current Minimum , -
Per cent of Employee Health CE’s Proposed Minimum
Salary Level . . Annual Employee Health
Workforce Premium Premium Contribution
Contribution 4
Under $50,000 20% 30% of premium
20% of i .
$50,000 - $39,999 65% o Of premium 30% of premium + $910
$90,000+ 16% 30% of premium + $1,560

" Source: Personnel Management Review, Montgomery County Office of Human Resources, April 2011.

b. Actual Cost Share: If the Executive’s proposals are implemented, employees will pay an actual cost
share ranging from 30% to 58% of the total combined premium for medical, prescription drug, dental, and
vision coverage. Because the salary-based charge proposed by the Executive does not vary based on plan
choice (e.g., HMO vs. POS) or level of coverage (e.g., single vs. family), employees subject to the added
charge will pay ahigher percent of the total premium if enrolled in aless expensive plan (e.g., single
coverage, HMO plans).

Table5: Employee Cost Sharefor Combined Health Insurance Premium*
Current vs. Executive’s Proposal

% of Annual Premium Paid by Employee5
Salary Level
Current Range Range Under CE’s Proposal
Under $50,000 30% to 37%
$50,000-$89,999 20% to 32% 34% to 49%
$90,000+ 37% to 58%

*ncludes costs for medical, prescription, dental, and vision coverage using calendar year 2011 premium rates.

* Non-represented employees hired since 10/1/94 (“Select” plan members) pay 24% of premiums. Also, an employee who
chooses the “high option” prescription plan pays an additional 8% of total health insurance premium costs.

® The highest employee cost share under current pricing and as proposed by the Executive reflects the cost of high option
prescription coverage.
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c. Cost Sharelncreases Trandated into Dollars: The Executive’s proposal will require County
Government employees to pay more to retain their current health care coverage. Employeesin ahigher cost
plan (e.g., Carefirst High Option POS) could mitigate their additional cost of health insurance by switching
to alower cost plan (e.g., Kaiser HMO).

The following table shows the dollar amount of employee health benefit cost under current practice and as
proposed by the Executive. The table shows the range of increase in employee health costs if employees stay
in their current choice of health and prescription drug plans. The data include costs for medical, prescription
drug, dental, and vision coverage using calendar year 2011 premium rates.

Table 6: Annual Employee Health Insurance Premium Costs
Current vs. Executive’s Proposal

Annual Employee Health I nsurance Premium Costs*
Salary Level
Current Range Range Under CE’s Proposal Increase
Under $50,000 $1,855 to $8,587 $371t0 $2,163
$50,000-$89,999 $1,237 to $7,290 $2,765 to $9,497 $1,281 to $3,073
$90,000+ $3,415 to $10,147 $1,931 to $3,723

*ncludes costs for medical, prescription, dental, and vision coverage using calendar year 2011 premium rates.

Currently, employees pay different costs for their health benefits based on their plan choices (e.g., HMO vs.
POS, standard vs. high option) and level of coverage (e.g., single vs. family). The changes proposed by the
Executive would continue price differentials based on plan choices and level of coverage, but would add an
employee’s annual salary as afactor that determines the actual cost share and dollar amount paid for health
benefits. The final section of this memo (beginning on the following page) illustrates how the changes
proposed by the County Executive would impact individual employees.



C. Impact on Employees— Illustrative Examples

This section provides five examples to illustrate the effects of the Executive’s proposed retirement and health
care benefits changes on five hypothetical employees at different salary levels as listed below.

Salary-Based Health

Example Job Title Annual Salary Care Charge Category
1 Ride On Bus Operator $45,000 Under $50,000
2 Code Enforcement Inspector $55,000 $50,000 - $89,999
3 Police Sergeant $85,000 $50,000 - $89,999
4 Senior Information Technology Specialist $95,000 $90,000 +
5 Assistant County Attorney 11 $115,000 $90,000 +

The examples on the following pages show how the Executive’s retirement proposal would increase
employees’ pension contribution costs (for defined benefit plan participants) or retirement account
contributions (for defined contribution plan participants). For health care benefits, the examplesillustrate the
effects of the Executive’s proposals on employees with either single or family coverage enrolled in a
relatively low cost plan (Kaiser HMO) and enrolled in relatively high cost plans (Carefirst point of service
medical combined with Caremark high option prescription).

In reviewing the examples, please note:
e All health care premium costs reflect Calendar Y ear 2011 rates.
e The cost changes assumes that the employees retain their current health care choices.

o Employee"actua" cost share includes combined health premium costs plus the additional salary-
based charge for employees earning $50,000 or more.

o The County provides two different high option prescription plans with different premiums and
copays. Employees represented by MCGEO or |AFF are offered a plan with $4 (generic) or $8
(brand) drug copays while FOP and non-represented employees are offered a plan with $5 and $10

copays.

e The examples shown on the following pages do not encompass al the possible combinations of
health plan choices available to County Government employees. Table 5 of this memo (page 5) of
this memo shows that if the Executive’s proposed changes were implemented, employees would pay
a cost share ranging from 30% to 58% of the total combined health insurance premium. The high
end of this range, 58%, would apply to an employee earning $90,000 or more, who opts for single
coverage in the United Healthcare HM O and the Caremark High Option prescription plan.



GO/PS Committees #2
June 21, 2011
Discussion

MEMORANDUM

June 17,2011

TO: Government Operations and Fiscal Policy Committee
Public Safety Committee

FROM: Leslie Rubin, Legislative Analyst, Office of Legislative Oversight 6~>
Aron Trombka, Senior Legislative Analyst, Office islative Oversight AT
Robert H. Drummer, Senior Legislative Attorney ‘
il
SUBJECT: Retirement Benefits for New Public Safety Employees

At today’s meeting, Councilmembers will discuss employee retirement benefits for new public safety
employees. This discussion stems from the Council’s review of the FY12 operating budget including the
Council’s decision to re-examine the structure and level of employee benefits. This worksession on public
safety defined benefit retirement (pension) plans affords the Council the opportunity to assess the current
system’s costs and level of benefits and to consider alternative retirement plan structures.

Public safety employees include Police Officers, Firefighters, Correctional Officers, and Sheriff’s Deputies.
This memorandum focuses on the pension benefit for new public safety employees because only new public
safety employees are eligible to join the County Government’s defined benefit pension system. In 1994, the
Council amended the County Code to close the pension system to new non-represented and non-public safety
employees.' The current pension benefit is significantly more expensive to the County Government than
other retirement benefits.

This packet is organized in three sections.

e Section A poses policy questions regarding employee retirement benefits.
e Section B summarizes past changes to the County Government’s pension system.
o Section C summarizes four alternative ways to structure employee retirement benefits.

At today’s worksession, Councilmembers will discuss policy questions related to the structure of the
retirement benefit for public safety employees. At the conclusion of the policy discussion, staff will ask
Councilmembers to provide guidance about the preferred characteristics of retirement plan(s) for new public
safety hires. Based on this guidance, staff will prepare specific retirement plan options for the Committees to
consider at the next worksession.

! New non-public safety and non-represented employees have the option to participate in the defined contribution Retirement
Saving Plan or the hybrid cash balance Guaranteed Retirement Income Plan (see below).
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A. Policy Framework
This section poses three policy questions to frame the Committees’ discussion of public safety retirement benefits:

o What retirement benefits do current public safety employees receive?
o What do these retirement benefits cost?
s What is an “appropriate” retirement benefit?

1. What retirement benefits do current public safety employees receive?

All non-represented public safety management employees hired before October 1, 1994 and all represented
public safety employees hired on or after that date are eligible for a pension under the Employees’
Retirement System (ERS). The specific plan provisions governing an employee’s retirement benefit are
determined by when the employee was hired and which public safety group the member belongs to. This
section describes the retirement benefits for employees hired after June 30, 1978. The table below identifies
key current pension plan provisions for the different public safety groups.

Public Safety Pension Plan Provisions and Examples of Modifications
(employees hired after June 30, 1978)

Provision Current Plan Provision
Police/D 7 Sheriff, ions:
Minimum Years of Service? olice/Deputy Sheriff/Cortections: 25 years
Fire: 20 years
Average Final Earnings (AFE) All: Average of highest three years” salary
Pension Multiplier Police/Deputy Sheriff/Corrections:  2.4% of AFE3?
(per year of credited service) Fire: 2.5% of AFE4
Police: 86% of AFE
Maximum Pension Fire. % of £
(as percent of Average Final Earnings) e 74% of AFE
Deputy Sheriff/Corrections: 76% of AFE
Vesting Period All: 5 years of service

After 20 years of service, firefighters can retire with a pension of 50% of their average final salary. If they
stay for 30 years, they receive a pension of 70% of their average final salary. Police Officers, Deputy
Sheriffs, and Corrections Officers are eligible to retire after 25 years with a pension of 60% of their average
final salary. After 30 years of service, Police Officers receive a pension of 72% of their average final salary
and Deputy Sheriffs and Corrections Officers receive 70% of their average final salary.

The table on the next page shows the annual and lifetime pension payments that public safety employees
currently receive if they retire at age 54 after 30 years of service with average final earnings (AFE) of $85,000.

Annual and Lifetime Pension Payments:

? This is the minimum vears of service needed to be eligible to receive a pension (without an early retirement penalty)
regardless of age. For all public safety bargaining units, an employee currently is eligible to receive a pension (without an
early retirement penalty) at age 535 with 15 years of service.

* The Sheriff and Correction multiplier is 2.0% for each year after 25 years of service.

* The Fire multiplier is 2.0% for each year after 20 years of service.
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Retiree with 30 Years of Service and $85,000 Final Earnings

) Lifetime Pension Payments
Position Annual Pension®
Total Inflation Adjusted’
Fire/Sheriff/Corrections $59,500 (70% of AFE) $1.85 million $1.18 million
Police Officer $61,200 (72% of AFE) $1.91 million $1.21 million

In 1978, the County Government “integrated” its pension system with Social Security for employees hired after
1978. This means that once a retiree reaches Social Security retirement age and receives both a monthly pension
payment and a monthly Social Security payment, the amount of the pension payment is lowered to account for
the retiree’s additional income from Social Security. The ERS integrates with Social Security by using a
separate, lower multiplier to calculate annual pension amounts when employees reach Social Security retirement
age. Integrating defined benefit plans with Social Security lowers the long-term cost of pensions for employers.

For a more extensive discussion of current County Government retirement benefits, see OLO’s memo
discussing Additional Information about Current Retirement Benefits at ©1.

2. What is the cost of current public safety retirement plans?

In the past decade, the County Government has seen the overall annual cost of funding public safety defined
benefit pensions rise 227%, from $25 million in FY02 to $82 million in FY11.® County Government pension
costs for all employees are projected to rise another 32% by FY16. By comparison, the County
Government’s FY 11 cost for retirements benefits for employees in the County Government’s defined
contribution (RSP) and cash balance (GRIP) retirement plans is approximately $14.7 million. At the same
time, the RSP and GRIP had approximately 900 more members than the public safety groups in the ERS.

Another way to look at retirement costs is to measure the percentage of an employee’s salary the employer
must contribute to fund a pension benefit — often referred to as the “load.” The table below compares public
safety employees’ retirement load in two specific years — 2002 and 2011. The table shows that
approximately half of the annual cost of County Government employee pensions pays for unfunded liability.

County Government Contribution for Public Safety Pension Benefits, 2002 and 2011*

(Percent of Salary)
Police Fire Deputy Shetiff/ Corrections
2002 2011 2002 2011 2002 2011
Normal Cost 14.06% 19.03% 13.22% 17.95% 11.75% 18.16%
Unfunded Liability 3.49% 16.82% 5.68% 20.05% 0.50% 13.74%
Total 17.55% 35.85% 18.90% 38.00% 12.25% 31.90%

*For employees hired after June 30, 1978
Source: 2000 and 2009 Mercer ERS Actuarial Valuations, OLO calculations

The term “normal cost” refers to the amount an employer pays for pension benefits earned by employees for

accrued years of service. As shown in the table above, normal costs have grown significantly over the past decade.

® When a retiree becomes eligible for Social Security, his/her annual pension decreases by an amount approximately equal to
his/her annual Social Security payment.
® Lifetime pension payment assumes the employee lives until age 84, the current average life expectancy for male ERS

members.

7 The calculation of the lifetime pension benefit in 2011 dollars assumes an annual inflation rate of 3.0%.

¥ Source: 2000 and 2009 Mercer ERS Actuarial Valuations.




At the same time that the County Government is paying for pension normal costs, it also is paying down the
pension system’s “unfunded liability,” the difference between what the system is projected to owe retirees
and the amount of money available. As of December 2010, the County Government’s pension system had a
liability of $3.6 billion and $2.8 billion in assets, which means that the pension system has an unfunded
liability of $854 million. The ERS currently faces this unfunded liability because:

¢ Employees received multiple retroactive pension benefit enhancements that were not fully funded
(see page 5);

o The pension system, on average, did not earn the projected annual rate of return on investments over
the last decade due to market downfalls, earning on average 4.11% annually from 2001 to 2010; and

¢ The County Government revised actuarial assumptions in 2005 and 2010 used to calculate the
system’s liability, which subsequently increased the total liability.

Even if the Council changes employees’ pension benefits to lower costs, the County Government will still
have to fund the outstanding liability.

3. What is an “appropriate” retirement benefit?

The adequacy of a retirement benefit is a subjective matter. Creating an “appropriate” retirement benefit
requires establishing a balance between what a retiree needs to meet his/her financial needs and what the
employer can reasonably fund.

When assessing a retirement benefit, Councilmembers should note the concept of the “three-legged stool.” This
decades-old doctrine states that a worker’s income in retirement should come from three separate sources:

s Social Security benefits;
¢ An employer-provided pension plan; and
e Personal savings.

No “leg” of the stool is intended or expected to provide 100% of an employee’s retirement income, but all
are expected to contribute a portion.

As employers have switched from defined benefit plans to defined contribution plans, retirement planners have
questioned the doctrine of the three-legged stool because defined contribution plans often do not provide an
amount of retirement income comparable to defined benefit plans. The doctrine is still applicable for County
Government public safety employees with employer-provided pension plans, however, the pensions of
employees hired after June 30, 1978 are integrated with Social Security.

With respect to additional retirement and/or personal savings, Councilmembers should consider whether it is
reasonable to expect that public safety retirees can earn additional employment income (and retirement and Social
Security benefits) for several years after leaving County service. Public safety employees retire much earlier than
non-public safety employees because they are required to work fewer years to receive full retirement benefits.

In addition, as average life expectancies increase, the number of years that retirees receive pension benefits
increases. Since the ERS was established in 1965, the average life expectancy in the United States has
increased by nine years for men, to 76 years old, and by seven years for women, to 81 years old.’

%2010 projections, U.S. Census Bureau (2011).



According to the latest calculations from the County Government’s actuary, the average life expectancy of
ERS members is 84 years for men and 86 years for women. By comparison, the average life expectancy in
Montgomery County is 81 years for men and 85 years for women.'”

Identifying an “appropriate” retirement benefit joins together questions about the level and cost of the benefit.
It does not serve the residents of the County or the County Government to create a retirement benefit that the
County cannot fund in a sustainable fashion. At the same time, it does not serve employees well to develop a
retirement benefit, simply because it is “less costly,” that cannot effectively contribute to an employee’s
retirement. Developing an “appropriate” retirement benefit requires balancing the cost to the County and the
benefit received by the retiree both for the current year and into the future.

B. Past Changes To Coimty Government’s Pension System

To provide additional context for the Committees’ discussion, this section summarizes some past changes to
the County Government’s pension system to provide some historical perspective. The County Government
established its current defined benefit pension system in 1965. Over the years, the County Government has
changed pension benefits many times — in recent decades primarily through the collective bargaining process.
These changes affected the retirement benefit received by both public safety and non-public safety employees.

Retroactive changes and associated costs. Changes to the ERS often have been “retroactive” enhancements
to employees’ pension benefits — meaning that an enhancement applies back to when an employee began
County Government service. Retroactive enhancements increase the pension system’s unfunded liability
because the cost of the enhanced benefit for all past service was not paid when the service was performed.

In contrast, two out of the three times the County Government scaled back pension benefits since 1965 to
lower pension costs, the decreased benefit was applied only to new hires — limiting the amount of savings
from the changes. The two changes that applied only to new hires were:

e In 1978, when the County Government integrated its pension system with Social Security; and

o In 1994, when the County Government closed the pension system to new non-represented employees
and to new non-public safety employees.

Last month, the Council enacted Bill 11-11, modifying the cap on pension cost of living adjustments for
future service for all current and future employees and increasing contributions for all ERS members. These
changes take effect on July 1, 2011.

Retroactive pension enhancements increase ERS liabilities and result in higher costs for the County
Government. In the past, the County Government amortized the cost of pension enhancements over 40 years
— the equivalent of taking out a 40 year mortgage for each enhancement. The table on the next page shows
that the ultimate cost of retroactive enhancements amortized over 40 years is over three times as much as the
initial cost of an enhancement.

"% Institute for Health Metrics and Evaluation, University of Washington.
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Examples of Amortized Costs of Retroactive ERS Pension Benefit Enhancements

Ultimate Cost

Change Initial Cost (amortized over 40 years)
I N ——
2001 pension multiplier increases $121.9 million %378.6 million
2005 20-year retirement for firefighters $27.5 million $85.4 million
Total $149.4 million $446.0 million

Note: Beginning in 2012, the County Government will recalculate the amount of time to pay its
remaining unfunded liability — lowering it to 18 years.
Source: 2009 and 2010 Mercer ERS Actuarial Valuations

Changes to Pension Multipliers. When the County established its pension system in 1965, all employee
pensions were calculated using the same multiplier. While different employee groups were required to work
for different periods of time to qualify for a pension (e.g., 25 years for public safety vs. 30 years for non-
public safety employees), all employees earned the same percent of salary for each year of service. Since
1965, however, multipliers for public safety employees were increased on two occasions.

As a direct result of increased pension multipliers, employees’ pensions increased. Since the inception of the ERS,
a public safety employee’s pension after 25 years of service increased from 43.75% of salary to 60% of salary.

Changes in County Government Pension Multipliers

Employee Group 1965 1978 2011
Non-Public Safety 2%
Police/Deputy Sheriff/Corrections 1.75% 2% 24%
Fire 2.5%
Pension at Full Retirement (" v of average final salary)
Public Safety at 25 years* 43.75% 50% 60%

* In 2007, firefighters’ pension benefits were changed to allow them to retire with full benefits and 50%
of salary after 20 years of service.
Source: Montgomery County Code

C. Alternative Retirement Plan Structures for New Public Safety Hires

This section discusses ways to reduce retirement benefit costs for public safety employees through four
alternative retirement plan structures:

1. Defined Benefit Retirement Plan

2. Defined Contribution Retirement Plan

3. GRIP-Type Plan

4. Hybrid Retirement Plan

NOTE: Any change to a benefit that affects new hires alone will achieve relatively small savings in the
initial years after implementation. The full fiscal impact of changes (referred to in this memo as “ultimate
savings ") will be realized only after new employees have replaced all current members of the workforce.



Structure #1: Defined Benefit Retirement Plan

One option to reduce retirement costs is to retain a defined retirement benefit for new hires, but with less generous
benefits. The Maryland General Assembly adopted this approach earlier this year when it reduced benefits for
new employees hired into State-run employee pension plans, including plans for public safety officers.

Each specific provision of a defined benefit plan impacts a plan’s cost. For example, decreasing a pension multiplier
decreases the benefit and therefore reduces the employer’s costs. Increasing the minimum retirement age reduces
costs because employees must work more years before collecting a pension and will collect a pension for fewer years.
The table below lists several current public safety plan provisions and examples of modifications that would

reduce the long-term costs to the County for these benefits. The Council could consider modifications

different from the examples listed in the table.

Public Safety Pension Plan Provisions and Examples of Cost Sharing Modifications
(employees hired after June 30, 1978)

Provision Cutrent Plan Provision Example of Modification
—
Minimum Years of Service!! P?hce/ Sheriff/ Corrections: 25 years Require minimum of 25 years of service
Fire: 20 years
Minimum Retitement Age None Establish minimum retirement ages
Average Final Eamings (AFE) All: Average of highest 3 years Change to average of highest 5 years
. sy - - . ) iy 4 12 —
Pension Multipher , Péhce /Shenff/Corrections: 2.4% of AFE Reduce 10 2.0% of AFE
(per year of credited service) Fire: 2.5% of AFE!
Masximum Pension Police: 86% of AFE
Fire: 74% of AFE Reduce to 70% of AFE
{percent of AFE) - :
Sheriff/Corrections: 76% of AFE
Vesting Period All: 5 years of service Increase to 10 years of service
» . : : : . 0/.14
Employee Contribution P?hce/ Sheriff/Corrections:  6.75% Tncrease to a higher percent of salary
(percent of salary) Fire: 7.5%14

Effect on Employees. As shown on page 3, an employee who retires after 30 years of service with average
final earnings of $85,000 would receive a pension benefit of approximately $60,000 per year. Over the
retiree’s lifetime, the stream of annual pension payments would total about $1.9 million, or about $1.2
million when adjusted for inflation. Adopting less costly pension provisions would result in new hires
receiving a lower pension benefit. The actual amount of the reduction in the pension benefit for new hires
would depend on the changes made.

Impact on Employer. Calculating the savings from modifying current pension benefits requires actuarial
analyses. For example, the County’s actuary previously calculated that modifying new hire pensions to require a
minimum of 25 years of service combined with a 2.2% multiplier would ultimately reduce County pension costs
by $4.5 million annually. In considering changes to pension plan provisions for new employees, Councilmembers
could ask staff to work with the County’s actuary to develop a combination of modifications that achieve a
targeted level of savings (for example, a 10% reduction in annual County payments to the ERS trust fund).

! Minimum years of service need to reach full retirement regardless of age. For all public safety bargaining units, an
employee currently is eligible for retirement at age 55 with 15 years of service.

2 The Sheriff and Correction multiplier is 2.0% for each year after 25 years of service.

'* The Fire multiplier is 2.0% for each year after 20 years of service.

" Police/Sheriff/Corrections employee contributions will be 5.75% of salary in FY12 and will rise to 6.75% of salary in
FY13; Fire employee contributions will be 6.5% of salary in FY 12 and will rise to 7.5% of salary in FY13. The employee
contribution is greater for salary earned above the Social Security Wage Base ($106,800 in 2011).
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Structure #2: Defined Contribution Retirement Plan

Another option to reduce retirement costs is to establish a defined contribution plan for new public safety
hires. This would mirror the Council’s actions in 1994 when it closed the defined benefit system to new
non-represented employees and new represented non-public safety employees and created the defined
contribution Retirement Savings Plan (RSP).

Under this approach, public safety employees would become members of the RSP and both the County
Government and an employee would contribute a fixed percent of the employee’s salary to an individual
self-directed retirement account.

Effect on Employees. The table below shows examples of the savings an employee would have
accumulated at retirement based on different combinations of employee and employer contributions. The
County could establish a defined contribution plan with any combination of employee and employer
contribution rates.

The examples assume the employee retires after 30 years with a final salary of $85,000 and eams a 7.25%
annual rate of return from retirement fund investments."”” Actual account earnings depend on the
performance of employee investment selections.

Examples of Defined Contribution Savings:
Employee with 30 Years of Service; $85,000 Final Salary; 7.25% Annual Return

Contribution (% of salary) )
Account Balance at Retirement
Employer Employee
8% 4% $536,000
8% 6% . $625,000
10% % $714,000
12% 6% $804,000
12% 8% $893,000

An employee who leaves County Government service can transfer his/her retirement account balance to another
qualified account (either an account sponsored by another employer or a private account) without penalty.

Impact on Employer. The County Government would save money by instituting a defined contribution
benefit for new public safety hires as long as the County Government’s contribution rate was lower than the
current contribution rate for public safety pensions — currently about 18% to 20% of salary.'®

The table on the following page shows estimates of the ultimate annual savings from replacing an 18%
defined benefit employer contribution with lower employer contributions under a defined contribution plan.
An actuarial analysis is required to more precisely calculate the multi-year fiscal impact of moving to a
defined contribution retirement plan.

"% The current guaranteed rate of return under the Guaranteed Retirement Income Plan (see below) is 7.25%
' This refers to public safety pension “normal costs” and excludes costs for the pension system’s unfunded liability.
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Estimates of Ultimate Savings from Creating a Defined Contribution Retirement Plan
for New Public Safety Employees

Employer Contribution Ultimalt? Kt::li;:llastzvings"
8% of Salary $21 million
10% of Salary $17 million
12% of Salary $13 million

Unlike defined benefit plans, defined contribution plans do not place market risk on the employer. The
employer’s cost of a defined contribution benefit is a fixed and knowable percent of an employee’s salary
that can be budgeted with a high level of certainty. In contrast, employer’s pension trust fund costs are a
function of multiple risk factors beyond the employer’s control (such as actuarial trends, retirement rates, life
expectancy, and investment performance).

Structure #3: GRIP-Type Plan

A third option is to include new public safety hires in the Guaranteed Retirement Income Plan (GRIP).

Similar to the RSP defined contribution plan, the County Government also offers non-represented and represented
non-public safety employees the option of participating in the GRIP. The GRIP is an example of a cash balance
plan in which both the County Government and the employee contribute to an employee’s retirement account.
Under the GRIP, the County guarantees the employee a 7.25% annual return on the contributions rather than the
employee investing the funds.

Effect on Employees. As with a defined contribution benefit, in a cash balance plan, employee and
employer contributions would be deposited into individual retirement accounts. The table on the previous
page shows the amount of money that would accrue in a GRIP account of an employee who retires after 30
years with a final salary of $85,000.

As with a defined contribution plan, in general, an employee who leaves County Government service can
transfer his/her retirement account balance to another qualified account (either an account sponsored by
another employer or a private account) without penalty.

Impact on Employer. Similar to a defined contribution plan, the County would save money (compared to
the cost of the current pension benefit) by implementing a cash balance retirement plan as long as the
employer’s contribution rate fell below current normal pension costs.

The risk in a cash balance retirement plan is shared between an employer and the employee, but with more
risk borne by the employer. Like a defined contribution plan, an employer’s annual contribution to a cash
balance plan is fixed and knowable. The employer, however, is responsible for guaranteeing a fixed rate of
return on each account. If the employer falls short of its investment goal, the employer is obligated to make
up any difference. In practice, the risk to the employer associated with a cash balance plan is lower than the
risk associated with a defined benefit plan. An actuarial analysis is required to calculate the multi-year fiscal
impact of moving to a cash balance retirement plan for new public safety employees.'®

"7 The estimate of the ultimate annual savings is based on salary data included in the December 2010 Actuarial Valuation
Report for the Employees’ Retirement System.

" For a discussion of these issues, see, 4 Role for Defined Contribution Plans in the Public Sector by the Center for State and
Local Government Excellence at ©29.
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Structure #4: Hybrid Retirement Plan

A fourth option is to create a mandatory hybrid retirement plan for new public safety hires. A hybrid
retirement plan includes both defined benefit and defined contribution components. Hybrid plans can take
different forms. The County Government’s GRIP retirement plan with a fixed employer contribution rate
coupled with a guaranteed annual return is one type of hybrid plan.

In a “stacked” hybrid plan, the employer provides a defined benefit for an employee up to a specified salary

level (for example, $50,000). In addition, the employer makes defined contributions to a retirement account
for any portion of an employee’s salary that exceeds the maximum defined benefit salary level (for example,
the portion of an employee’s salary that exceeds $50,000).

In a “parallel” hybrid plan, the employer funds a defined benefit pension and also contributes to an employee
retirement account based upon the employee’s full salary. Because the employee receives two separate
retirement benefits, the benefit level for each part of a hybrid plan generally is less generous than the benefit
for a stand-alone defined benefit or defined contribution plan.

Effect on Employees. If the County adopted a hybrid retirement plan for new hires, new employees would
receive a less generous pension than current employees but would also accumulate savings in a retirement
account. The table on the next page shows examples of a parallel hybrid plan and a stacked hybrid plan. The
table shows the annual pension payment as well as the amount of money that would be in the account of an
employee who retires after 30 years of service with average final earnings of $85,000. Other options could
also be considered.

Examples of Hybrid Retirement Plan Benefits:
Employee with 30 Years of Service and $85,000 Final Earnings

Pian Type Defined Benefit Component Defined Contribution Component

Pension Formula: Contribution Rates:
1.2% of average final earnings for each year of Employer: 6% of salary

Parallel Hybrid | credited service Employee: 4% of salary
An?ual Pension Amount: $30,600 Retirement Account Balance: $446,000
(36% of salary)
Pension Formula: Contribution Rates:
2.4% of annual earnings up to $50,000 for each Employer: 20% of salary above $50,000

Stacked Hybrid | ear of credited service Employee: 8% of salary above $50,000
Anzlual Pension Amount: $36,000 Retirement Account Balance: $105,000
(42% of salary)

Impact on Employer. An actuarial analysis is required to calculate the savings that would be achieved
through shifting new public safety employees into a hybrid retirement plan. The savings achieved will be a

function of the specific design of the hybrid plan.

Comparison of Different Plan Structures

The table on the following page compares the characteristics of the four different retirement plan structures
described above.
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Characteristics of Retirement Plan Structures

Defined Benefit Plan

Defined Contribution Plan

Cash Balance
GRIP-Type Plan

Hybrid Plan

Amount of Benefit

The benefit a retiree receives depends on specific plan provisions. No one plan structure is inherently more or less generous than another.

Cost to County

The cost of a retirement benefit depends on specific plan provisions. No one plan structure is inherently more or less costly than another.

Assumption of
Financial Risk

Employer

Employee

Employer

Shared by employer and
employee

Portability of Benefit

Not transferable between jobs
(with exception of some other
public sector jobs in Maryland)

Transferable between jobs

Transferable between jobs

Defined contribution portion
transferable between jobs

Consistency with
Retirement Benefits

Structure similar to current

Structutre similar to current non-
represented and non-public

Structure similar to current non-
represented and non-public

New type of benefit

for Other Employees public safety benefit safety benefit safety benefit
Partially predictable. Fixed
- > i 1 f
Budget Predictability Not fixeci or anwable. .A Partially predictable. Fflxed annugl en}ployer defined
funcuon of multiple variables o annual employer contribution. contribution. Annual employer
for Employer . I Fixed and knowable. . o .
including investment Risk of guaranteed rate of return | contribution to pension trust
performance. borne by employer. fund 1s a function of multiple
variables.
Compatibility with A . .
Cutrent Disability Compatible Would require amendment of Would require amendment of Would require amendment of

Retirement Benefit

disability retirement structure.

disability retirement structure.

disability retirement structure.
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MEMORANDUM

March 17, 2011

TO: Councilmembers

FROM: Aron Trombka, Senior Legislative Analyst
Leslie Rubin, Legislative Analyst
Office of Legislative Oversight

SUBJECT: Follow-up to OLO Report on Achieving a Structurally Balanced Budget:
Additional Information about Current Retirement Benefits

This memorandum responds to Councilmember Elrich’s request for additional information about retirement
plan benefits currently provided to employees of the County Government and Montgomery County Public
Schools (MCPS). It is organized as follows:

¢ Part A provides an overview of defined benefit, defined contribution, and hybrid retirement plans;

e Part B summarizes the current retirement plans for County Government and MCPS employees;

e Part C presents calculations of the income from retirement benefits for four hypothetical
examples of employees who elect to retire on July 1, 2011; and

o Part D contains a series of questions and answers that explain the different retirement benefit
amounts illustrated by the examples presented in Part C.

In sum, the primary factors that drive the amount of an employee’s retirement benefits are the structure of the
retirement plan the employee belongs to and the amount of time an employee has been enrolled in the plan.

A. Overview of Defined Benefit, Defined Contribution, and Hybrid Retirement Plans

Defined Benefit Plans. A defined benefit plan provides a retired employee with a sum of money paid
regularly as a retirement benefit (i.e., a pension) from the time of retirement until death. A retiree’s annual
pension is determined by a formula that takes into account the employee’s final earnings, years of service,’
and a pension “multiplier.*? In addition, defined benefit plans often include a provision to annually increase
the dollar amount of the pension (post-retirement) with a cost-of-living adjustment (COLA).

! Defined benefit plans often allow members to count earned sick leave toward their years of service for retirement purposes.

* A pension multiplier is the percent of wages used to calculate an annual pension.
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To fund defined benefit plans, employers make annual contributions into a retirement trust fund® based on
the projected funding needed to pay promised pensions to both current and future retirees. Plans often
require employees to contribute a set percent of salary each year to help fund their future retirement benefits.
The money in the retirement trust fund is managed by the employer (often at the direction of an independent
board). A combination of employee contributions, employer contributions, and the trust fund’s investment
earnings pay for employees’ pensions.

In defined benefit plans, employees are required to work a minimum number of years before they become
eligible to receive a pension (called “vesting™). If an employee separates from the employer before vesting, the
employer typically refunds the employee’s contributions to the plan. If an employee vests but separates from
the employer before qualifying for retirement, typically the employee can either receive a refund of his or her
own contributions plus interest or receive a pension at a later date — when the employee would have been
eligible for retirement from the employer.

Defined benefit plans place the financial risk for funding pensions on the employer. The employer
remains responsible for paying participating employees an annual pension amount upon their retirement,
regardless of the balance in the retirement trust fund.

Factors that Affect Pension Benefits. In most defined benefit plans, the following factors determine the
amount of a retiree’s annual pension:

¢ Final salary: An employee’s final salary is one of the three main components in calculating a
pension.

e Multiplier: The multiplier, which reflects a percent of wages used to calculate an annual pension, is
the second of the three main pension formula components.

o Length of service: The length of an employee’s service with an employer is the third of the three
pension formula components.

o Social Security integration: Social security integration refers to whether a pension plan lowers the
pension amount that a retiree collects when the retiree reaches Social Security retirement age
(SSRA). In an integrated plan, the pension amount decreases when an employee reaches SSRA. Ina
non-integrated plan, the pension amount does not decrease.

The equation below shows one example of how an employee’s final salary and years of service are combined
with a multiplier to calculate the amount of an employee’s pension.

Annual Pension

$42,000

Final Earnings x Multiplier x Years of Service

$70,000 X 2% X 30

H

Defined Contribution Retirement Plans. In a defined contribution plan, an employee contributes a set
percent of his or her salary to a retirement account. Often an employer also will make contributions to the
employee’s retirement account — either contributing a set percent of an employee’s salary or matching a
percent of an employee contribution. The employee guides investment of the funds in the retirement account
and bears the entire risk of changes in investment returns. The employer’s financial responsibility ends after
making any required contribution to an employee’s retirement account.

* The amount of the annual contribution required by the employer typically is determined by an actuary.
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Unlike defined benefit plans, defined contribution plans are portable. This means that upon separation,
employees can take retirement funds in a defined contribution plan with them and transfer the funds to a new
retirement account. Upon retirement, the employee’s benefit is the total of the employee and employer
contributions and any investment income earned on the joint contributions.

Factors that Affect Defined Contribution Retirement Benefits. The following factors determine how
much money an employee will accumulate in a defined contribution retirement account.

¢ Annual salary: Employer and employee contributions to defined contribution plans are often

calculated as a percent of an employee’s annual salary.

¢ Emplover/employee contribution rate: Employer and employee contribution rates determine the
amount of money (e.g., percent of salary) deposited annually into an employee’s retirement account.

o Length of service: Length of service affects both the total amount contributed to an employee’s
retirement account and the length of time to earn investment income for the account.

¢ Investment choices and market performance: The size of a defined contribution account is a function
of the market return of the investment choices selected by the employee.

Hybrid Plans, Hybrid plans have characteristics of both defined benefit and defined contribution plans.
Some hybrid plans have a defined benefit component and a defined contribution component, while others
have different structures entirely. With a hybrid retirement plan, the financial risk is shared between the
employer and the employee, with the specific division of risk varying by the details of the funding and
benefit structure of the hybrid plan.

B. Summary of County Government and MCPS Retirement Plans

1. County Government.
The County Government provides all three types of retirement plans, and County law outlines which
employees are covered by which plans. The table below summarizes each plan and the employees covered.

Participation is required for full-time employees, and optional for part-time employees.

Summary of County Government Retirement Plans

. Acti

Retitement Plan Plan Type Mer(x:ltll)‘;is * Covered Employees
Employees’ Retitement Defined 4.635 » Employees hired before October 1, 1994
System (ERS) Benefit ’ o Represented public safety employees regardless of date of hire
Employees’ Retirement Defined . . .
Saviags} Plan (RSP) Contribution 3,272 + Non-public safety employees hired on or after October 1, 1994

- » Non-represented public safety employees hired on or after

Guaranteed Retirement Hvbsid 942 October 1. 1994 ’
Income Plan (GRIP) ¥ - ’

* Thus 1s the number of active MCG employees enrolled in the retirement plan as of October 2010.



Employees’ Retirement System (ERS) — Defined Benefit. As shown in the table above, employees hired
before October 1, 1994 and all represented public safety employees belong to the County Government’s
defined benefit pension plan. These employees are divided into seven different pension groups determined
by their bargaining unit and date of hire. Each group has a separate set of variables used to calculate
pensions (e.g., multiplier, average final salary, etc.) and different requirements for retirement eligibility
(combination of age and/or years of service).

The ERS is integrated with Social Security, meaning that retirees receive a smaller pension (determined by a
formula that varies by group) once they reach Social Security retirement age. The County Government’s
Board of Investment Trustees manages and invests ERS funds.

Retirement Savings Plan (RSP) — Defined Contribution. The County Government opened its defined
contribution plan in 1994 when it closed its defined benefit plan to non-public safety and non-represented
employees hired after October 1, 1994. For most employees in the RSP, the County currently contributes 8%
of salary and the employee contributes 4% of salary annually.* Employees in this plan direct the investment
of the funds in their retirement account and can take their funds with them when they leave County
Government service.

Guaranteed Retirement Income Plan (GRIP) — Hybrid. The County Government created its hybrid plan,
the GRIP, in 2009. The GRIP is open to all employees who are eligible for the RSP. New hires must choose
between the two plans and existing RSP members were given a one-time option to transfer to the GRIP.

Like the RSP defined contribution plan, the County currently contributes 8% of salary and the employee
contributes 4% of salary to an employee’s GRIP account for most employees. Like a defined benefit plan,
the County guarantees a fixed rate of return (currently 7.25% annually) on funds in employees GRIP
accounts. If GRIP investments earn less than the guaranteed return annually, the County is responsible for
making up the difference. Investments that earn more than the guaranteed return offset part of the cost of the
County’s annual contribution to the GRIP accounts.

Summary of Retirement Plan Factors. The table on the next page summarizes the key provisions that
determine the amount of pension/retirement benefits for the different County Government’s retirement plans.

* A small number of non-represented public safety employees participate in the RSP and GRIP. For these employees, the
County contributes 10% of the employee’s salary and the employee contributes 3%.
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Key Provisions that Determine the Amount of an Employee’s Pension/Retirement Benefit

Summary of County Government Retirement Plans:

Defined Benefit Plans

Defined Contribution Plan / Hybrid

) FY11 Contribution
Employees hired on ot (percent of salary)
after October 1, 1994
Employee Employer
Non-Public Safety 4% 8%
Non-Represented Public Safety 3% 10%

Source: Montgomery County Code Chapter 33; Montgomery County Employees’ Retirement System 2009 Actuarial Valuation Report

FY11 Contribution Minimum Age / . Social
(percent of salary) Years of Service Multiplier Final Sal.a Yy Security
Calculation :
Employee Employer Any Age Ot Integration
Non-public safety hired pre 10-1-94 4% 24.9% 30 years 60 years Old/. 2.0%
5 years of service
Police 4.75% 31.9% 25 yeats 55 years old/. 2.4% Average of | Integrated for
15 yeats of service highest 3 employees
o _ 55 yeats old/ consecutive hired aftet
(¢] [s] o]
Deputy Sheriff/Cottections 4.75% 35.85% 25 years 15 years of service 2.4% years July 1, 1978
Fire 5.5% 38% 20 years 35 yeats old/ 2.5%
15 yeats of service




2. Montgomery County Public Schools

All MCPS employees participate in a defined benefit retirement plan. Approximately three quarters of
MCPS employees participate in a defined benefit plan funded and administered by the State of Maryland.
All other MCPS employees participate in a locally-funded defined benefit plan that is identical to the State
plan. MCPS refers to these plans (whether State-funded or MCPS-funded) as the employees’ Core Pension.

In addition to the Core Pension, State law requires MCPS to provide a Pension Supplement to employees in
the State pension plan.” MCPS provides the Pension Supplement to all MCPS employees, regardless of
whether they are in the State- or locally-funded plan. The Pension Supplement that MCPS provides is 150%
higher than required by State law. The Core Pension multiplier of 1.8% combined with the 0.2% Pension
Supplement provides MCPS employees with an overall 2.0% pension multiplier.

The table below summarizes the key factors that determine the amount of an MCPS employee’s pension benefits.

Summary of MCPS Pension Plans:
Key Provisions that Determine the Amount of an Employee’s Pension*

Core Active FY11 Contribution Minimum Ag'e / Final Sala Social
pension (percent of salary) Years of Service Multiplier ary Security
X Employees+ Calculation .
paid by... Employee MCPS Any Age Or Integration
-
State 16,923 5.5% 1.92% 60 yeats Average of Non-
30 years old/ 0/, highest 3 Integrated
. . 5 years consecutive for service
MCPS 4956 | 55% 20.49% o pears Afrer 7103

* For employees hired on or after July 1, 1998
+ This is the number of active MCPS employees enrolled in the pension plan as of September 2010
Source: MCPS’ Understanding Your Retirement (October 2009)

C. Income from Retirement Benefits — Four Examples

OLO calculated the pension/retirement income that four hypothetical employees who elect to retire on July 1,
2011 would receive under current retirement plan designs. OLO calculated retirement benefit income for
one MCPS employee and three County Government employees (listed below) who were chosen to illustrate
(1) differences between MPCS and County Government pension plans, (2) the impact on retirement income
from retiring after 20 years compared to 30 years, and (3) the difference in retirement income from a defined
benefit plan compared to a defined contribution plan.

Example (1): MCPS Teacher with Master’s Degree and 30 years of service
Example (2): Master Firefighter with 30 years of service

Example (3): Firefighter III with 20 years of service

Example (4): Child Welfare Case Worker with 30 years of service

To calculate the income from retirement benefits, OLO needed to make certain assumptions about the
hypothetical employees. For the four calculations, OLO assumed the employees:

¢ Had similar starting salaries;
¢ Began employment with the agency (County Government or MCPS) at age 24; and
e Retired at the maximum salary for their grade.®

® State law requires MCPS to provide a Pension Supplement of a 0.08% multiplier. MCPS adds an additional 0.12%, for a
total multiplier of 0.2%. Montgomery County is the only Marvland county required to supplement State teacher pensions.

S Based on past pay adjustments, employees who work in the same job class until they are eligible for normal retirement will

have reached the maximum salary for that grade.
.



In addition, the calculations:

e Assume Social Security benefit amounts based on the scenario that a retiree does not take another paid
job after leaving County service and will be eligible for benefits beginning at age 62; and
e Present all dollar amounts in pre-tax, current year dollars.

With the exception of the Firefighter III example, OLO calculated benefits for an employee who retired after 30
years of service. Because firefighters are eligible for normal retirement after 20 years of service,” OLO
calculated the retirement benefits for a Firefighter III who served 20 years.

A complete list of assumptions used to calculate retirement benefit income appears on page 11. Of course,
changing the assumptions would alter the calculations.

Example (1): Teacher with Master’s Degree. Teachers participate in the State retirement system and
receive a supplemental pension benefit from MCPS. As shown in the table below, a teacher who retires after 30
years of service on July 1, 2011, would receive an annual pension equal to 48.5%" of average final salary.” At the
current maximum salary of $96,966, the teacher would retire with an annual pension of $47,009.

At age 62, the retiree would begin receiving an annual Social Security benefit of $17,724. Because MCPS’
pensions do not integrate with Social Security, the Teacher receives a Social Security benefit of $17,724 in
addition to his/her annual pension of $47,009, for a total retirement benefit of $64,733. Under current law, the
Teacher’s pension and Social Security benefits are both adjusted annually to account for inflation.

Annual Pension Payments for an MCPS Teacher with Master’s Degree
Retiring at Maximum Salary in July 2011

(Current Year §)

Years of Service 30

Age at Retirement 54

Final Salary $96,966

Annual Retirement Benefit (until age 62) $47,009
Pension $47,009
Soctal Security $0

Annual Retirement Benefit (age 62+) $64,733
Pension $47,009
Social Security $17,724

The table above shows that the amounts of the annual pension ($47,009) and of the Social Security benefit
($17,724) remain constant over time. The amounts remain constant because they are shown in current year
dollars and OLO assumed that future cost of living adjustments will approximate the future rate of inflation,
canceling each other out. For example, future cost of living adjustments will raise the Teacher’s annual
pension income above $47,009. However, the increases will be offset by inflation, keeping the value of
future payments equal to $47,009 when measured in current year dollars.

" Firefighters at age 55 or older are eligible for normal retirement with 15 years of service.

¥ Teachers receive an annual pension equal to 1.28% of average final salary for each year of service before FY99 and 2.00%
of average final salary for each year of service from FY99 onward.

® Average final salary equals the mean of the employee’s highest three consecutive years of salaries.
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Example (2): Master Firefighter. Firefighters participate in the County Government’s Employees’
Retirement System. After 30 years of service, a firefighter receives an annual pension equal to 70% of
his/her average final salary. At the current maximum Master Firefighter salary of $87,422, the
employee would retire with an annual pension of $58,382.

Because the County Government’s pension integrates with Social Security, when the retired Master
Firefighter reaches age 62, s’he will receive a Social Security benefit of $17,028 and will receive a reduced
pension of $40,138 per year. Under current law, the Master Firefighter’s pension and Social Security
benefits are both adjusted annually to account for inflation.

Annual Pension Payments for Master Firefighter
Retiring at Maximum Salary in July 2011

(Current Year $)

Years of Setvice 30

Age at Retirement 54

Final Salary $87,422

Annual Retirement Benefit (until age 62) $58,382
Pension $58,382
Social Security $0

Annual Retirement Benefit (age 62+) $57,166
Pension 840,138
Social Security $17,028

The amounts of the annual pre-Social Security ($58,382) and post-Social Security pensions ($40,138) as well
as the Social Security benefit ($17,028) remain constant over time. The amounts remain constant because
they are shown in current year dollars and OLO assumed that future cost of living adjustments will
approximate the future rate of inflation, canceling each other out. For example, future cost of living
adjustments will raise the Master Firefighter’s annual pre-Social Security pension income above $58,382.
However, the increases will be offset by inflation, keeping the value of future payments equal to $58,382
when measured in current year dollars.



Example (3): Firefighter II1. Firefighters who retire after 20 years of service receive an annual
pension equal to 50% of average final salary. At the current maximum Firefighter 111 salary of $74,272, the
employee would retire with an annual pension of $37,318.

Because the County Government's pension integrates with Social Security, when the retired Master
Firefighter reaches age 62, s/he will receive a Social Security benefit of $12,336 and will receive a reduced
pension of $25,656 per year. Under current law, the Firefighter’s pension and Social Security benefits are
both adjusted annually to account for inflation.

Annual Pension Payments for Firefighter 111
Retiring at Maximum Salary in July 2011

(Current Year $)

Years of Service 20

Age at Retirement 44

Final Salary $74,272

Annual Retirement Benefit (until age 62) $37,318
Pension $37,318
Social Security $0

Annual Retirement Benefit (age 62+) $37,992
Pension $25,656
Social Security $12,336

The amounts of the annual pre-Social Security ($37,318) and post-Social Security pensions ($25,656) as well
as the Social Security benefit ($12,336) remain constant over time. The amounts remain constant because
they are shown in current year dollars and OLO assumed that future cost of living adjustments will
approximate the future rate of inflation, canceling each other out. For example, future cost of living
adjustments will raise the Firefighter’s annual pre-Social Security pension income above $37,318. However,
the increases will be offset by inflation, keeping the value of future payments equal to $37,318 when
measured in current year dollars.



Example (4): Child Welfare Case Worker (Grade 23). Non-public safety County Government
employees hired since 1994 participate either in the Retirement Savings Plan (RSP) of the Guaranteed
Retirement Income Plan (GRIP). RSP and GRIP participants do not receive an annual pension. Instead, the
County Government and the employee both make annual contributions to a retirement account. Currently,
the County Government annually contributes 8% of salary and the employee contributes 4% of salary to the
employee’s RSP or GRIP retirement account.

The current maximum salary for a Grade 23 County Government employee is $88,027. In this example, the
Child Welfare Case Worker participated in the GRIP and received an annual guaranteed return of 7.25% for
the entirety of his/her County employment.'® Under current terms of the GRIP, the Child Welfare Case
Worker would have accumulated a.retirement account balance of more than $536,000 by the end of his/her
30 years of service.

In addition, the retiree would be eligible for a Social Security benefit of $17,076 per year beginning at
age 62. The receipt of Social Security benefits does not alter the retirement benefit for employees in the RSP
or GRIP.

Retirement Account Balance for Child Welfare Case Worker
Retiring at Maximum Salary in July 2011

(Current Year $)
Years of Service 30
Age at Retirement ‘ 54
Final Salary $88,027
Social Security Benefit (age 62+) $17,076
Retirement Account Balance $536,132

A table summarizing the income from retirement benefits for the four positions appears on the following
page. The assumptions used in the calculations are listed below the table. The table on the following page
also includes a present value calculation of the retirement income for each of the four employee examples
(see question #4 on page 13).

' Neither the RSP nor the GRIP existed 30 years ago. A Child Welfare Case Worker (or other non-public safety County
Government employee) who retires in July 2011 after 30 years of service would receive a pension as a member of the
Employees’ Retirement System (ERS). The County closed the ERS to non-public safety and non-represented employees hired
since 1994 and the majority of current non-public safety County Government employees participate in the RSP or GRIP.

The Child Welfare Case Worker example in this memo is a hypothetical case intended to illustrate the retirement benefit for
an employee who retires after 30 years in the GRIP. A similar example for an RSP participant could be calculated based on
assumptions of the market performance of the employee’s investment selections.



Summary of Income from Retirement Benefits

Four Examples of Employees Retiring at Top of Salary Grade in July 2011

Teacher Master Firefighter Child Welfare
(MA Degree) Firefighter I Case Worket
Years of Service 30 30 20 30
Age at Retirement 54 54 44 54
Final Salary $96,966 $87,422 $74,272 $88,027
Annual Retirement Benefit (until age 62) $47,009 $58,382 $37,318 $0
Pension $47,009 $58,382 $37,318 -
Social Security $0 $0 $0 $0
Annual Retirement Benefit (age 62+) $64,733 $57,166 $37,992 $17,076
Pension $47.009 £40,138 $25,656 -
Social Security $17,724 $17,028 $12,336 $17,076
Retirement Account Balance - . - $536,132
Present Value of Retirement Benefit
excluding Social Security $1,363,264 $1,291,709 $1,198,851 $536,132
including Social Secutrity $1,753,192 $1,666,325 $1,470,243 $911,804

- All dollar amounts represent current year dollars.

- Pension payments and retirement account withdrawals are subject to Federal and State income tax. All dollar amounts shown are pre-tax dollars.

—  All employees worked full time, were hired into their positions at age 24, and retire on July 1, 2011 with no unused sick leave.

- All employees retired with a top of grade salary for the position (including longevity awards).
—  The Social Security Administration’s online “Social Security Quick Calculator” is the source for annual Social Security benefits.

- Social Security pension amounts assume that retirees do not take another paid job after leaving County service and will be eligible for benefits beginning at age 62.
- The Child Welfare Case Worker’s retirement account balance assumes a starting salary of $25,000; an annual employer contribution of 8% of salary; an

annual employee contribution of 4% of salary; and participation in the GRIP with an annual guaranteed return of 7.25%.

—~  Present value calculations assume that pension and Social Security cost of living adjustments equal the future rate of inflation.

—  Present value calculations assume an average life expectancy of 84 years (the current average life expectancy assumption for ERS plan members).
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D. Retirement Plan Questions and Answers

This final section adopts a question and answer format to explain the major variations between/among the
retirement benefits received by the four employee examples presented above.

1. Why does the Teacher’s annual pension payment remain unchanged after age 62, while the two
Firefighters’ pensions from the County Government decrease at that age?

Social Security Integration: Since FY79, the County Government’s pension plan has “integrated” with Social
Security. Social Security integration means that an employer reduces a retiree’s annual pension payment when
the retiree becomes eligible for Social Security.!! When a Firefighter becomes eligible for Social Security, the
County Government’s integrated plan reduces the annual pension payment to 68.75% of the initial annual
pension amount.

Neither the State’s pension plan nor the MCPS pension supplement integrates with Social Security for
service after July 1, 1998. Therefore, for all service after that date, a Teacher’s pension is not reduced when
a retiree becomes eligible for Social Security.

2. If the Teacher’s final salary is greater than the Master Firefighter’s final salary, why does the
Teacher receive a lower annual pension (up to age 62) than the Master Firefighter?

Pension Multipliers: As described earlier in this memo, a retiree’s annual pension payment is based on both
average final salary and a multiplier. The Master Firefighter who worked for 30 years earned a pension
equal to 2.5% (the multiplier) of average final salary for the first 20 years of service plus 2.0% of average
final salary for the next 10 years of service. The multipliers result in the Master Firefighter receiving a
pension equal to 70% of final average salary after 30 years of service.

Teachers receive an annual pension equal to 1.28% of average final salary for each year of service before
FY99 and 2.0% of average final salary for each year of service from FY99 on. A Teacher retiring this
summer after 30 years of service would have a pension equal to 48.5% of average final salary. In future
years, a Teacher retiring after 30 years of service will have worked additional post-FY99 years (with those
years subject to the higher 2.0% multiplier), and so, will have a higher pension.

3. The Firefighter III retires with a final salary that is about 85% of the Master Firefighter’s final
salary. Why is the annual pension for the Firefighter I1I only equal to about 64% of the Master
Firefighter’s annual pension?

Years of Service: One of the primary factors that determines a retiree’s final pension is years of service. In
the examples shown in this memo, the Master Firefighter worked for 30 years while the Firefighter III worked
for 20 years. Based on current Employee Retirement System plan provisions, a firefighter’s annual pension
equals 50% of average final salary after 20 years of service and rises to 70% of average final salary after 30
years of service. Working ten additional years results in the retiree receiving a higher annual pension.

"' For the examples in this memo, OLO assumed that the retirees would not take another paid job after leaving County service.
As such, these retirees would become eligible for Social Security benefits beginning at age 62.
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4. The Teacher and the Firefighters receive annual pension paymenfs while the Child Welfare Case
Worker leaves employment with a retirement account. Is there a way to compare these different
types of retirement benefits?

Present Value Analysis: Pensions offer a stream of fixed payments from the time of retirement until the
end of life; retirement accounts provide a cash balance that is available for withdrawal or re-investment
during retirement.? The two plan types offer different benefits that make them difficult to compare.

Nonetheless, a present value analysis offers one means of comparison. Present value is a calculation of the
current value of future cash payments. These calculations allow for a comparison of a current year cash
amount (such as a retirement account balance) with a stream of future cash payments (such as pension
benefits). Present value analysis also can be used to compare the relative value of different pension plans.

OLO calculated the present value of the Teacher, Master Firefighter, Firefighter III pension benefits shown
as examples in this memo."? For this analysis, OLO assumed that retirees would receive benefits through age
84, the current average life expectancy for members of the County Government’s Employees’ Retirement
System. For the Child Welfare Case Worker, the cash balance of his/her retirement account at retirement
equals the present value of this benefit.

As shown in the table below, the present value of the retirement benefits (excluding Social Security benefits)
for the four examples shown in this memo are:

Position Type of Retirement Years of Present Value of
Benefit Service Retirement Benefit
-
Teacher (MA) Pension 30 $1,363,264
Master Firefighter Pension 30 $1,291,709
Firefighter III Penston 20 $1,198,851
Child Welfare Case Worker Retirement Account 30 $536,132

5. Are retirement plan benefits and Social Security the sole source of income for retired County
employees?

Post-Retirement Employment and Savings: The amount of income (other than retirement benefits and
Social Security) available to retirees varies depending on the life and financial circumstances of the retiree.
Depending on age, skill sets, and health, a person could take a new job after leaving County employment.

In addition, employees who are able and choose to set aside additional retirement savings during their
working years have additional resources available to them during retirement. The County Government and
MCPS provide employees the option of making additional pre-tax contributions (capped under federal law)
annually to deferred compensation accounts.

¢. Steve Farber

"2 ERS and GRIP account withdrawals are subject to IRS penalties if made before the retiree reaches the age of 59%.

Y Present value analyses commonly discounts future payments to account for inflation. The present value calculations in this
memo do not discount future pension or Social Security payments because both of these benefits include annual cost of living
adjustments. The present value calculations in this memo assume that pension and Social Security cost of living adjustments

approximate the future rate of inflation.



MEMORANDUM

March 14, 2011

TO: Councilmembers

FROM: Karen Orlansky, Director
Office of Legislative Oversight

SUBJECT:  Follow-up to OLO Report on Achieving a Structurally Balanced Budget:
County Government and MCPS Data on Employee Recruitment, Hiring, and Turnover

This memorandum responds to questions from Councilmember Riemer related to County Government and
MCPS employee recruitment, hiring, and turnover. The agency information summarized below reflects data
that were either already published or that the human resources offices of County Government and MCPS were
able to compile at OLO’s request with relative ease. While more refined information may be possible to gather,
it would require substantial additional agency staff time to extract it from various data sets.

If you have any questions about the information in this memo, please contact Leslie Rubin at x77998.
1. Employee Recruitment and Hiring
The County Government and MCPS provided OLO with summary data related to employee recruitment and

hiring, including data on the number of applications received annually, the number of minimally qualified
applicants, and the number of individuals hired for certain positions. These data are presented below.

County Government. Between FY05 and FY10, the County Government received, on average, 74
applicants for every posted job announcement, including postings for public safety and non-public safety
positions. The table below summarizes the average number of resumes (or applicants) received per job
posting for each of the past six fiscal years.

Average Number of Applicants per Job Posting, FY05 - FY10

Annual
Average

FY05 FY06 FYo07 FYO08 FY09 FY10 FY05-FY10

Average number of applicants per
job posting
Source: MCG Office of Human Resources, Fall 2010

69 68 69 72 87 81 74

Note that these data reflect averages for all job postings. Because these are averages across many different
types of jobs, the data do not reflect the number of applications received for jobs that historically either
receive an unusually large number of applicants or jobs that are considered “hard to fill.”



The County Government’s Office of Human Resources (OHR) also provided data specific to the recruitment
and hiring of police officer candidates and fire rescue recruits between calendar years 2008 and 2010.
During these three years, a total of approximately 4,700 individuals applied to be a police officer candidate
and approximately 9,000 individuals applied to be fire rescue recruits.

Each year, 80-86% of the police officer candidate applicants and 98% of fire rescue recruit applicants met (or
exceeded) the minimum qualifications for these entry-level public safety positions. Over these three years,
the County Government hired a total of 2.8% of the police officer candidate applicants who met minimum
qualifications and 1.4% of the fire rescue recruit applicants who met minimum qualifications. The table
below summarizes the data on the number of applicants who met minimum qualifications and the number
eventually hired.

Summary of Police and Fire Recruitment and Hiring for
Applicants Meeting Minimum Qualifications, Calendar Years 2008-2010

A I;qc :ﬁ:;ﬁiﬁn Number of Percent of Qualified
Calendar Year pphicant g Qualified Applicants who
Minimum Applicants Hired were Hired
Quualifications
CY08 993 .55 5.5%
Y09 1,813 16 0.9%
CY10 1,069 36 3.4%
Police Total 3,875 107 2.8%
CYO08 106 1.6%
6,347

CY09 18 0.3%

CY10 2,536 0 0%
Fire Total 8,883 124 1.4%

* Total number of police office candidate applicants: CY08 =1,217. CY09 =2,264. CY10= 1,240
** Total number of fire rescue recruit applicants: CY08 and CY09 combined = 6,479. CY10 =2,591
Source: MCG Office of Human Resources

Montgomery County Public Schools. MCPS’ Office of Human Resources and Development provided data
on MCPS’ recruitment and hiring of teachers between school years 2007 and 2011 (SY07-SY11). During
this five-year period, the number of teacher applicants each year ranged from a low 0f 6,387 (S§Y08) to a
high of 9,984 (SY10). During this same time period, the number of applicants interviewed by MCPS each
year ranged from 1,126 (SY11) to 3,556 (SY08). As MCPS hired fewer teachers, the percent of total
applicants hired declined. Specifically, in SY07, MCPS hired 17.6% of all applicants; and in SY10, MCPS
hired only 6.4% of all applicants.

Before the current school year, MCPS staff report that they had received more teacher applications annually
than they had the capacity to review. To select applicants to interview, MCPS staff first identified specific
qualifications being sought and used a database to pull out a subset of the entire pool of teacher applications
that met those qualifications; a cohort of individuals for interview was then selected from this subset.
Beginning in SY11, a new data management system allows MCPS to review all applications to identify

individuals to interview.
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Summary of MCPS Teacher Recruitment and Hiring, School Years 2007-2011

, Applicants
School Year
# # Interviewed # Hired % Hired

SY07 7,250 3,220 1,279 17.6%
SYO08 6,387 3,356 976 15.3%
SY09 6,545 2,493 779 11.9%
SY10 9,984 1,984 641 6.4%
SY11 6,738 1,126 493 7.3%

Total 36,904 12,379 4,168 11.3%

Source: MCPS Office of Human Resources and Development

2. Employee Retention/Turnover Data

OLO obtained employee retention/turnover data for the County Government and MCPS and corresponding
national data for comparison.

County Government. Between 2001 and 2009, the County Government’s turnover rate — the percent of
employees who separate from County Government employment — was 6.6% of the workforce (or less) each year,
as shown in the chart and table below. During this time period, County Government turnover rates remained
substantially below national turnover rates (which ranged from 40% to 50% annually) as well as below the
average turnover rates for all state and local government (which ranged from 16% to 19% annually).

Comparison of Employee Turnover Rates
County Government vs. National and State/Local, 2001-2009
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2006 2007 2008 2009

| National (all nonfarms) m All State and Local Government
0 Montgomery County Government

2001 2002 2002’.)_1 2004 2005 2006 2007 2008 2009
I
Montgomery County Gov't 6.0% 6.1% 6.2% 6.2% 6.1% 6.6% 6.5% 6.4% 4.4%

National (non-agricultural jobs) 49.8% | 46.3% | 44.5%  454% | 465% | 46.0%  45.1% | 43.6% | 41.0%

All State and Local Gov’t 185% | 17.9% | 17.3%  183%  17.6% | 18.1%  17.6% @ 162% | 16.1%

Source: Bureau of Labor Statistics Job Openings and Labor Tumover Survey; MCG Personnel Management Review



According to information compiled by the Office of Human Resources, between 74.6% and 84.1% of County
Government turnover over the past decade was classified as “voluntary,” as opposed to other types of
turnover such as involuntary, management/fiscal, and medical. During this same time period, the percent
of turnover classified as “retirement” ranged between 24.5% and 41.6%. (See table below.)

County Government Employee Turnover Rates, Voluntary and Retirement-Based, 2001-2009

L 2001 2002 2003 2004 2005 2006 2007 2008 2009
Voluntary 74.6% | 80.8% | 76.7% | 794% | 823% | 79.0% | 795% | 84.1% | 69.3%
Any Type of Retirement 24.5% | 365% | 41.6% | 324% | 289% | 28.2% | 26.9% | 38.6% | 33.2%

Source: Bureau of Labor Statistics Job Openings and Labor Turnover Survey; MCG Personnel Management Review

Montgomery County Public Schools. MCPS’ historical turnover rate is also low compared to national
turnover rates at all levels of education. Between 2002 and 2009, MCPS’ turnover rate ranged between 4.7%
and 8%, while the national turnover rate for all education levels during the same time period ranged from
23.5% to 29%. The chart and the table below illustrate this data.

Comparison of Employee Turnover Rates
MCPS vs. National, 2002-2009
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2002 2003 2004 2005 2006 2007 2008 2009

All Education 1 MCPS

2002 2003 2004 2005 2006 2007 2008 2009

MCPS* 8.0% 6.9% 7.6% 7.9% 7.7% 7.6% 6.4% 4.7%
All Education™* 23.5% 28.7% 25.1% 26.6% 28.8% 29.0% 27.6% 27.7%
*Fiscal year data

**Includes entire education sector {e.g., elementary, secondary, college, post-graduate, technical)
Source: Bureau of Labor Statistics Job Openings and Labor Turnover Survey;, MCPS Staff Statistical Profile, 2006 and 2009



The table below contains additional data on MCPS’ overall turnover rate compared to its teacher turnover
rate, and data on the percent of all turnover attributable to teacher separations and to retirement. The data
show that between FY02 and FY09, the turnover rate for teachers was very close to MCPS’ overall turnover

rate. Teacher turnover ranged from 4.6% to 8.1%, while all turnover for MCPS employees ranged from

4.7% to 8.0%. Turnover from teacher separations ranged from 51.8% to 60.7% during this time period and
turnover due to retirement ranged from 28.7% to 37.9%.

MCPS Turnover Trends, FY02 - FY09

FY02 | FY03 | FY04 | FY05 | FY06 FY07 | FY08 | FY09
Teacher Turnover Rate* 8.1% 6.7% 7.9% 7.7% 7.4% 7.7% 7.4% 4.6%
Opverall turnover rate 8.0% 6.9% 7.6% 7.9% 7.7% 7.6% 6.4% 4.7%
% of Turnover
Due to Teacher Separations 54.7% | 53.1% | 55.4% | 51.8% | 531.3% | 535% | 60.7% | 52.0%
Due to Retirement 20.2% | 31.1% | 33.2% | 33.0% | 28.7% | 324% | 31.9% | 37.9%

*Does not include transfers or promotions

Source: MCPS Staff Statistical Profile, 2006 and 2009

FY10 data on turnover in the County Government and MCPS will be available in April as part of the
Council’s review of agency budgets and with the publication of the County Government’s latest Personnel

Management Review.

¢: Steve Farber



Summary of FY12 State Pension Changes in House Bill 72 — the Budget Reconciliation and Financing Act:

¢ Employees’ Pension System
¢ Teachers’ Pension System
e State Police Retirement System

* Correctional Officers Retirement System
e Law Enforcement Officers Pension System

Area

Cost-of-Living Adjustments

Current Provision

Linked to CPI, capped at 3%

New Provision

Linked to Consumer Price Index (CPI) with the
following caps: 2.5% if the State Retirement and

Employees Affected

Current

Hired After

July 1, 2011

62 y.0./5 years svc. to

Rule of 90 — age plus years of service must equal 90

v v

{for all service credit eamed after July 1, 2011) per year or unhimited* Pension System achieves 7.75% rate of return in
prior year; 1% if 7.75% rate of return not met
Average INinal Compensation Highest three consecutive years Highest five consecutive years+ v
Vesting Pertod 5 years 10 years v
oves
Employee Contributions 5% of salary 7% of salary v v
Mulupher 1.8% 1.5% v
larly Retirement e 55 €ars SVC. ears old anc ears of service

Farly Reti Age 55/15y 60y id and 15y f servi v
Full Service Retirement 30 years service; or from 65 years old (v.0.) and 10 years of sexvice; or v

{for all accounts opened after July 1, 2011)

Law Enforcement Officers Pension System

Eligib. up to 28 years svc

Eligibility up to 29 years of service

65 y.0./2 years svc.
State Police Retirement System
At least 50 y.0,; At least 50 1d;
Full Service Retirement east Y y.0 or tleas yearf‘; o o v
22 years sve. 25 years of setvice at any age
o
Deferred Retirement Option Program (DROP) fn/g;?ﬁ;eﬁ compounded 4% nterest compounded annually v

{for all accounts opened after July 1, 2011)

Eligib. up to 28 years svc

Eligibility up to 29 years of service

i . 6% of salary in FY12
Empl “ontributi Y% of _ v v
mployee Contributions 4% of salary 7% of salary in FY13 and after
" . 6% mterest compounded .
Deferred Retitement Option Program (DROP) monthly 4% interest compounded annually v

* COLAs for retirees in the State Police Retirement System and the Correctional Officers Retirement System are based on the CPI and are not capped.

+ Pension calculations for the State Police Retirement System and the Correctional Officers Retirement System based on the highest five years (not consecutive).

Source: Retirement Reform, MD Department of Management and Budget
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Bolton Partners was asked by the MACo to provide a survey of pension benefits for local governments in
Maryland. Many of these plans are our clients and the timing was such that we thought that a quick
survey would be of interest. Why now? Almost all governmental employees in Maryland are covered by
mature defined benefit plans. Mature plans with common investment approaches have suffered material
investment losses over the last few years. Those losses are being reflected in gradual (but significant)
contribution increases often covering the period FY10-FY15. At the same time tax revenues have been
hard hit. Some employers have responded already by raising both employer and employee contributions
(e.g. Anne Arundel County, Baltimore County and City of Baltimore).

If an employer wants to change benefits it needs to consider whether they will be competitive after the
change. In a time like now it might not take as much to be competitive but a pension (even a defined
contribution pension) is a long term plan that needs to be competitive over the long term. The balance
between being competitive and prioritizing fiscal needs is one that elected officials must decide.

Attached are three charts. The first is a basic comparison chart of plans for police officers. The second is
a similar chart for general employees. The third is a graphic representation of the value of employer and
employee provided benefits for police officers. Each of these is described below:

Benefit Comparison for Police Officers

We compared the benefits offered by the following nine jurisdictions. All provide defined benefit plans
for their police officers:

Anne Arundel County

Baltimore County

Calvert County

City of Baltimore

Howard County

LEOPS (State administered plans for local governments covering police officers)
Montgomery County

Prince George’s County

State Police

e e A -l

One thing to understand about a survey like this is that we almost always focus on the benefit offered to
new hires. Many of these groups have higher benefits for “closed” groups of employees. However, if the
question is whether or not what you offer is going to attract new employees, only the new “tier” of benefit
is relevant. So for example, City of Baltimore just changed its benefits 7/1/2010 and these changes are
reflected in this chart.

&
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Features Surveyed:

1. First we looked at how many jurisdictions also have Social Security coverage for their police
officers. The answer is mixed but most are not covered by Social Security.

2. Next we looked at the basic benefit formula. All groups have benefits tied to an average of pay
over their last few years of credited service (CS). The period of time over which the average final
compensation (AFC) is determined varies but 36 months is the most common,

3. All of the plans only consider base pay; None include overtime (which avoids the types of large
“spiking” issues found in other plans). However, the exact definition of base pay does vary some.
For example, some include shift differential and some do not.

4. The “Normal Retirement Age” varies from plan to plan. In every case a police officer age 50 with
25 years has reached his’her Normal Retirement Age. However, some officers can reach this age
in their 40’s under the plans’ “20 and out” or “25 and out” benefit (the State Police have a “22 and
out™). <

5. All of these plans require employee contributions. Generally these contributions are made on a
pre-tax basis. As noted above, many plans have been increasing these amounts recently. Those in
Social Security would also be contributing an additional 6.2% of their salaries up to the Social
Security Wage Base (SSWB).

6. All of the plans have some type of COLA provision. The variation in the COLA designs is mate-
rial.

7. The final item is the “Form” of payment. This is the normal form of payment. Often the benefit
produced by the pension formula is paid just for the life of the retiree. However, in some cases
(particularly when the officers are not covered by Social Security) the normal form comes with a
survivor benefit. When this is not provided, there is almost always an option to take a reduced
benefit in order to provide a survivor benefit.

These are some of the key features employers and unions would want to compare. However, they are not
the only important features of plans. Other factors which might be important include disability benefits,
DROP provisions, credit for pre-employment military service and early retirement/vesting provisions.

@)
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Benefit Comparison for General Employees

We did a similar chart comparing benefits for general employees. Two of the counties (Calvert and Mont-
gomery) provided defined contribution plans and not defined benefit plans for their general employees.
This probably parallels the national situation where (1) defined contribution plans are more common for
general employees than public safety employees but (2) even for general employees coverage under a
defined benefit plan is still more common. In the private sector, defined contribution plans are more
common. :

Value of Benefits for Police Officers

Is there an easy way to combine all of these key features into a simple comparison of benefits? Ideally
you probably need to look at combinations of age and service when people would retire since not every-
one is hired at the same time nor do they all retire at the same time. However, we can look at one reason-
able retirement age. Attached is a chart comparing police officer benefits based on retirement at age 50
with 25 years of service. The blue portion of the bar is the employer provided portion of the benefit and
the red portion of the bar is the employee provided portion of the benefit. The bars include Social Security
for those covered by Social Security. The table is ranked from the highest employer provided benefit
(State Police) to the lowest (City of Baltimore). The largest total benefit is probably Howard County but
employees pay for a large share of the benefit.

As we noted at the beginning, many employers are looking at the benefits they are offering. The Govern-
mental Accounting Standards Board (GASB) accounting rules are also changing. It is unclear whether
these changes will lead to benefit changes. But GASB is a subject for another article.

The following abbreviations are used in the benefit comparison charts found on the next four pages:

AFC = Average final compensation

CPI = Consumer price index

CS = Credited service

J&X% = Joint and survivor benefit with percentage (X%) continued to spouse upon retiree’s death
SS Integration Level = IRS-prescribed average of the last 35 years of social security wage bases
SSNRA = Social security normal retirement age (67 for people born after 1959)

SSWB = Social security wage base ($106,800 for 2010)

* The information contained in this survey was obtained from publicly available sources and/or documentation provided directly to Bolton \
Partners by a jurisdiction. If any information is incorrect or out of date, please forward corrections to the author. %

Actuarial@boltonpartners.com Baltimore, Maryland Washington, DC Boca Raton, Florida
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Benefit Comparison for Police Officers
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Yes

No

Yes

Plan Formula 2% x AFC x CS up
to 20 plus 2% x AFC

x CS above 20

24% x AFC x CS up
to 20 plus 2% x AFC
x CS from 20 to 25
plus 3% x AFC x CS

24% x AFC x CS up
to 20 plus 2% x AFC
x CS above 20

214% x AFC x CS up
to 20 plus 2% x AFC
x CS above 20

2.5% x AFC x CS up
to 20, graded thereaf-
ter based on chart
(75% after 25 years,

Earnings Include

Average Period
(for AFC)

consecutive months

consecutive months

Maximum: 70% x above 25 for each | Maximum: 27 yrs CS 80% after 30 years)
AFC year above 25 earned
after 2007
2% is used if less than
20 yrs
Base Pay Base Pay Base Pay Base Pay Base Pay
High 3 of last 5 years | Highest 12 months Highest 36 Highest 36 Highest 36

consecutive months

When Full Benefits
Paid

(Normal Retirement Age)

20 years of service or
age 50 with 5 years

25 years of service or
age 60 with 10 years

20 years of service or
age 55

25 years service or
age 55 with 13 years

20 years service or
age 62 with 5 years

Employee
Contributions

5% of pay (7.75% for
some)

8.0% of pay
(effective 07/10)

8.5% of pay
(effective 07/11)

8% of pay

Effective % of pay
07/10 7%
07/11 8%
07/12 9%
07/13 10%

11.6% of pay, up to
30 years of service

60% CPlto a
maximum of 2%

Cost-of-Living
Increases

Depends on  invest-
ment  performance,
3% maximum

(0% if service <20)

100% of CPIL up to
3%

0% pre 55, 1%/year
from 335 to 65, 2%
after 65

100% of CPI up to
2%

Unreduced J&100%
benefit with 5 vear
guarantee

Form Valued

Benefit is J&50% for
married employees
with 25 years of

service

Life Annuity
(guaranteed return of
employee contribu-
tions)

Benefit is J&50% tfor
married employees

Life Annuity

Actuarial@boltonpartners.com

www.BoltonPartners.com

Baltimore, Marylan

d

Washington, DC
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Benefit Comparison for Police Officers (cont.)

Social Security

Depends on Employer

Plan Formula 2.3%x AFCx CSup

to 30 plus 1% x AFC

Pre 67 (SSNRA):
2.4% x AFCx CS up

3% x AFCx CSupto
20 plus 2.5% x AFC x

255% x AFCx CS

Earnings Include R:ENgAy

Average Period

{for AFC) consecutive months

consecutive months

x CS above 30 to 36 CS above 20 Maximum: 28 yrs CS

Post 67 (SSNRA):

1.65% x (AFC up to

SS Integration Level)

x CS up to 36 plus

2.4% x (AFC above

S8 Integration Level)

x CSup to 36

(slightly different

after 36 yrs)

Base Pay Base Pay Base Pay
Eaming increase of Eaming increase of
over 20% (non over 20% (non
promotion) may not promotion) may not
be counted without be counted without
Trustee approval Trustee approval
Highest 36 Highest 36 Highest 2 years Highest 36

consecutive months

When Full Benefits
Paid

(Normal Retirement Age)

25 years of service or
age 50

Age 55 with 15 years,
or 25 years of service

Age 55 or 20 years of
service

Age 50 or 22 years of
service

Employee
Contributions

4% of pay

4.75% of regular base
to SSWB, plus 8.5%
in excess

8% first five years,
7% next 5 years,
5.5% thereafter

8% of normal salary

Cost-of-Living
Increases

Form Valued
married employees

(guaranteed return of
employee contribu-
tions)

100% of CPIup to 100% first 3% of CPL,| $35 per month unless | 100% CPI
3% plus 60% in excess, | assel return is greater
not to exceed 7.5% than 8%
Benefit is J&50% for | Life Annuity Life Annuity Benefit is J&80%

Actuarial@boltonpartners.com
www. BoltonPartners.com

Baltimore, Maryland

Washington, DC

Boca Raton, Florida
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Benefit Comparison for General Employees

Social Security

Plan Formula

Earnings Include

Average Period
{for AFC)

When Full Benefits

Paid

{Normal Retirement Age}

Employee
Contributions

Cost-of-Living:
Increases

Form Valued

Actuarial@boltonpartners.com

wwiw.BoltonPartners.com

Yes

Yes

Yes

2% x AFCx CS

Maximum: 60% x
AFC

1/70 x AFC x CS
(1.43% per year)

Defined Contribution
plan. Employer
contributes 5% of
pay

1.6% x (AFC up S8
Integration Level) x
CS up to 30 plus
1.85% x (AFC above
SS Integration Level)
x CS up to 30 plus
1.85% x AFCx CS
above 30 yrs

Base Pay Annual Earnable - Base Pay Base Pay
same as Base Pay for
all but AFSCME
employees
High 3 of last 5 years | Highest 36 months NA Highest 3 years
(January 1 rates)
30 years of service or | 35 years of service or | NA 30 years of service or
age 60 with 5 years | age 67 with 10 years age 65 with 5 years
4% of pay 6.5% of pay 3% of pay None
(effevtive 7/10)
7.0% of pay
(effective 7/11)
60% CPI to a maxi- [Depends on investment | NA Minimum of 1.5%.
mum of 2.5% performance, 3% max Additional increases
(0% if service < 20 yrs) depend on investment
performance
Life Apnuity Life Annuity Lump Sum Benefit is J+40% for
(guaranteed return of (guaranteed return of | or married employees
employee contribu- | Rollover

employee contribu-
tions)

tions)

Baltimore, Maryland

Washington, DC

Boca Raton, Florida
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Benefit Comparison for General Employees (cont)

Social Security

Plan Formula

Earnings Include

Average Period
(for AFC)

When Full Benefits
Paid

{Normal Retirement Age)

Employee
Contributions

Cost-of-Living
Increases

Form Valued

Actuarial@boltonpartners.com

www.BaltonPartners.com

age 62 with 2 years
and sum of age and
service equals at least
67

age 62 with 5 years
(grading up to 65/2)

Supplemental Plan:
Age 55 with 15 years
or State plan NRA

AN R i i faas Lt el
Yes Yes Yes Yes
1.55% x AFC x CS Defined Contribution |In State pian (non- 1.8% x AFC x CS
(some at 1.66% plan. Employer contributory system)
effective 7/1/2011) contributes 8%
0.8% x (AFC up to S8
Limited option to put | Integration Level) x
money in defined CS plus 1.5% x (AFC
benefit plan and be above S8S Integration
credited with 7.25% | Level) x CS
(cash balance style
benefit) Supplemental Plan:
1% x AFC x CS up to 30
Base Pay Base Pay Base Pay Base Pay
Supplemental Plan:
All Pay
Highest 36 months NA Highest 36 Highest 36
consecutive months consecutive months
30 years of service or | NA 30 years of service or | 30 years of service or

age 62 with S years
(grading up to 65/2)

2% of pay (some at
3% effective
7/1/2011)

4% of pay up to S8
wage base and 8% of
pay in excess of SS

5% of pay in excess
of SS wage base

5% of pay

wage base Supplemental Plan:
3.24% of pay
100% CPLupto a NA 100% CPlup to a 100% CPI to a maxa-
maximum of 3% maximum of 3% mum of 3%
(based on inijtial
benefit)
Supplemental Plan:
None
Life Annuity Lump Sum Life Annuity Life Annuity
or
Rollover =

&}

Baltimore, Maryland

Washington, DC

Boca Raton, Florida
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Value of Benefits at Retirement for Police Officers
(Blue = Employer Provided, Red = Employee Provided)
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hat are the facts about defined contribution plans in the public sector?
‘ )\ ; As you’ll read in this issue brief, three new plans studied in Georgia,
Michigan, and Utah combine elements of both defined benefit and defined
contribution plans.

We know that state and local employees place a high value on retirement security
and that a good benefit package is an asset to government recruiters, as salaries in the
public sector tend to be lower than for comparable jobs in the private sector.

Unlike private sector employees, public employees typically contribute to their
defined benefit plan. The authors remind readers that “in states where employees are
covered by Social Security, the median contribution rate is 5 percent of earnings. In
states without Social Security the median employee contribution rate is 9 percent.” Many
also participate in supplemental retireinent savings plans when given the opportunity to
do so.

The authors point out that “risk, cost, and human resource considerations are the
real issues” to consider when making decisions about retirement plans. They suggest a
novel alternative to the current hybrid plan designs: a “stacked” plan that would pro-
vide a defined benefit plan as the base, but would cap the benefit level at a fixed dollar
amount. A defined contribution plan would be layered on top of the defined benefit plan
for additional retirement savings, including for more highly compensated employees.

At the end of the day, policy leaders should focus on their human resources goals as
they contemplate changes in the benefit plans that they offer,

The Center for State and Local Government Excellence gratefully acknowledges finan-
cial support from the ICMA Retirement Corporation to undertake this research project.

Slsfifn 1C ladla;

Elizabeth K. Kellar
President and CEO
Center for State and Local Government Excellence



A Role for Defined
Contribution Plans in the
Public Sector

Introduction

In the wake of the financial crisis, policymakers have
been talking about shifting from defined benefit plans
to defined contribution plans in the public sector. Three
states-Georgia, Michigan, and Utah-have taken action,
joining the 10 states that had introduced some form of
defined contribution plans before 2008. Interestingly,
these new plans are “hybrids” that combine elements
of both defined benefit plans and defined contribution
plans. Such an approach spreads the risks associated
with the provision of retirement income between the
employer and the employee. This brief provides an
update on defined contribution initiatives in the public
sector and then discusses whether the hybrids that
have been introduced are the best way to combine the
two plan types.

The brief proceeds as follows. The first section dis-
cusses the issues involved with moving from a defined
benefit plan to a defined contribution arrangement. The
second section recaps the role that defined contribution
plans played in the public sector before the financial
crisis. The third section describes the new hybrid plans
recently adopted in Georgia, Michigan, and Utah. And
the fourth section suggests that a better type of hybrid
might be one where defined contribution plans are
“stacked” on the state’s defined benefit plan rather
than placed alongside of it. The fifth section concludes
that defined contribution plans have a role in the public
sector, but that role is supplementing, not replacing,
defined benefit plans.

* Alicia H. Munnell is director of the Center for Retirement Research
at Boston College (CRR) and the Peter F. Drucker Professor of Man-
agement Sciences at Boston College’s Carroll School of Management.
Jean-Pierre Aubry, Josh Hurwitz, and Laura Quinby are research
associates at the CRR. The authors would like to thank Beth Almeida,
David Blitzstein, lan Lanoff, David Powell, and Nathan Scovronick
for helpful comments,

By ALICIA H. MUNNELL,
JEAN-PIERRE AUBRY, JOSH HURWITZ,
AND LAURA QUINBY*

Defined Benefit vs.
Defined Contribution

A defined benefit plan provides employees with lifetime
retirement income based on a formula that accounts for
service and final average salary. Most defined benefit
plans in the public sector adjust benefits, at least par-
tially, for inflation after retirement. Both employees and
employers generally contribute to public sector plans.
Defined benefit plan assets are held in trust and man-
aged by professional investors.

In contrast, defined contribution plans are like
savings accounts. The employee and employer both
contribute money to the account, and the employee
selects the investments from a list of options provided
by the plan. The benefit at retirement depends on the
value in the account and how employees elect to take
receipt of the money-lump sum, periodic payments, or
an annuity.

Evaluating whether to shift from a defined benefit
to a defined contribution plan involves consideration of
risks, costs, and human resource goals.

Risks

The defining characteristic of defined contribution
plans is that they shift all the responsibilities and all
the risk from the employer to the employee. In terms of
responsibilities, the employee must decide whether to
join the plan, how much to contribute, how to allo-
cate those contributions among different investment
options, how to change those allocations over time,
and how to withdraw the accumulated funds at retire-
ment. Under a defined benefit plan, the sponsor retains
these responsibilities. The plan requires participation,
sets contribution rates, invests the assets, and pays an
annuity at retirement.

Leaving the responsibilities in the hands of employ-
ees means that they are exposed to the risks of saving
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too little, losing funds when financial markets fluctuate,
seeing the value of their retirement income eroded by
inflation, and outliving their resources since payment is
generally not in the form of an annuity.

In a defined benefit plan, the sponsor bears the
investment risk during the accumulation phase and
then absorbs longevity risk and much of inflation risk
after retirement. This arrangement means that if finan-
cial markets collapse, the sponsor-in the public sector,
taxpayers-must come up with additional funds to cover
promised benefits.! Public plan sponsors also face the
“moral hazard” that benefit promises will not be funded.
Participants, who believe that they will be paid regard-
less of funding, may not push for government contri-
butions. And politicians are all too happy to address
short-term priorities rather than put money aside for
long-term funding needs. Similarly, legislatures some-
times make unfunded benefit improvements in good
times that further aggravate the funding shortfall. As a
result, future taxpayers and employees will be required
to contribute not only to cover the accruing cost of
benefits for current workers but also to cover benefits for
retirees for whom insufficient funds have been put aside.
A defined contribution plan avoids this type of “moral
hazard,” as the plans are fully funded by design.

Costs

For any given level of benefits, defined contribution
plans, which maintain individual accounts and typi-
cally update these accounts daily, have higher adminis-
trative expenses than defined benefit plans. In addition,
most defined contribution plans use mutual funds or
similar instruments as investment options-with an
average expense ratio payable to the fund manager

of about 0.60 percent for bond funds and about 0.67
percent for stock funds.? In contrast, defined benefit
plans involve professionally-managed large investment
pools with no individual account reporting. As a result,
the annual cost of a defined contribution plan generally
exceeds that of a defined benefit plan (see Figure 1).

Human Resource lIssues

Defined benefit plans are designed to attract and retain
qualified employees. As such, these plans become more
valuable the closer the employee gets to the full retire-
ment age, because accrual rates often increase with age,
and the salary base is usually an average of the last three
to five years of earnings. Vested employees who leave
early forfeit significant retirement income because their
accurnulated credits are applied to their salary at termi-
nation rather than their salary at retirement.’

Figure 1. Administrative and Investment Expenses as a
Percent of Assets, by Plan Type, 2009

1.0%

0.95%

0.8%

0.6%

0.43%

0.4% ..

0.2% |

0.0% _

Defined contribution
{public & private plans)

Defined benefit
{public plans}

Sources: U.S. Census Bureau {2008); and HR Investment Consultants
(2009).

With a few exceptions, defined contribution plans
were not initially created as retirement vehicles but
rather as supplementary savings accounts.® Since the
value of these plans increases more evenly over an
employee’s worklife, they provide no incentive to stay
on the job. Similarly, they do not penalize employees
who leave early. Mobile employees can take the funds
in their account with them when they leave employ-
ment and roll them over into a new defined contribu-
tion plan ot individual account.

Other Arguments and Counterarguments

Risk, cost, and human resource considerations are the
real issues relevant to deciding whether to shift from

a defined benefit to a defined contribution plan. But
other assertions also arise in the debate. Some support-
ers highlight the magnitude of the unfunded liabilities
in public sector defined benefit plans as justification for
switching to a defined contribution plan. The reality is
that even with a new defined contribution plan, states
and localities are still left to deal with past underfund-
ing. A new plan only addresses pension costs going
forward; it does not help close the current gap between
pension assets and liabilities.’

Similarly, some contend that switching to a defined
contribution plan would save money in the future.® But,
as noted above, for any given level of benefits, defined
contribution plans cost more. :

Advocates may think that even if total costs
increased, taxpayers could gain by shifting contribu-
tions from the government to the employee. Transfer-

2
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ring the burden to the employee provided a major
economic incentive in the private sector to move from
defined benefit plans (where employees make no
contributions) to 401(k) plans {where employees make
the bulk of the contributions}. But, in the public sector,
many employees already make substantial contribu-
tions to their defined benefit pensions. In states where
employees are covered by Social Security, the median
contribution rate is 5 percent of earnings. [n states
without Social Security, the median employee contribu-
tion rate is 9 percent (see Figure 2). Therefore, state
and local governments might meet significant resis-
tance from public empleyees if they attempted to shift
more of the cost to participants. Of course, moving to
a defined contribution plan could be used as a mecha-
nism to cut retirement benefits and thereby lower total
employee compensation.

The main issue appears to be one of risk. From the
perspective of sponsoring governments, shifting to a
defined contribution plan would eliminate investment,
inflation, and longevity risk from these entities and,
thereby, taxpayers. These plans would be funded by
definition and, when things gc wrong in financial mar-
kets, the taxpayer would not be responsible for cover-
ing the shortfall. The other side of alleviating risks for
taxpayers is that public employees must face the risk of
saving too little, the risk of poor investment returns, the
risk that inflation will erode the value of their income,
and the risk that they might outlive their assets.”

Figure 2. State and Local Employer and Employee Median
Contribution Rates, 2009

14%

12.2%

12%

8.9%
8% |

6% _|

4% |

2% |

0%

With Social Security  Without Social Security

‘ i Emfloyer D Employee !

Source: Public Plans Database (2009).

Pre-2008 Defined
Contribution Activity

The fact that defined contribution plans put employees
at such risk may help explain why before the financial
crisis only a smattering of states had intrcduced these
plans on a mandatory basis.® Importantly, only two
states-Michigan and Alaska-required all new hires to
participate solely in a defined contribution plan (see
Figure 3).? The mandate applied only to new hires,
because most states are constrained by their constitu-
tion or case law from reducing benefits for current
employees. Two states-Oregon and Indiana-adopted
“hybrid” plans, where employees are required to par-
ticipate in both a defined benefit and a defined contri-
bution plan. Another six states retained their defined
benefit plan and simply offered the defined contribu-
tion plan as an option to their employees. '

The time line of the introduction of these defined
contribution plans is interesting {see Figure 4). Some of
the changes may have been a response to economics or
politics, but much of the activity occurred in the wake
of the fantastic performance of the stock market during
the 1990s.

Figure 3. Defined Contribution Plans, by State, 2011

D Mandatory defined
! contribution plan

i Mandatory hybrid plan

i

' D Choice of primary plan

. Choice of primary plan

Note: For specific definitions of the classificatons used in this tigure,
see {ootnote 11.

Seurces: Various retirement systems’ annual reports and websiies of
state legislatures,

(3)
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Figure 4. Introduction of State Defined Contribution Plans,
by Year
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. Mandatory defined contribution plan
. Mandatory hybrid plan
D Choice of primary plan

Note: For specific definitions of the classifications used in this figure,
see footnole 11,

Sources: Vanous retirement systems’ annual reports and websues of
state legislatures.

Since the plans are relatively new, the compul-
sory plans apply ouly to new hires, and the others are
optional, the number of participants and amount of
assets in defined contribution plans are modest {(see
Appendix).” To date, participants account for less than
S percent of all state and local workers, and assets
amount to less than 1 percent of total state and local
pension assets.'* (“Fact Sheets” on each of the manda-
tory defined contribution plans discussed in this brief
are available at http://slge.org.)

Post-Crisis Developments

In the wake of the financial crisis, three states (Michi-
gan, Georgia, and Utah) have introduced mandatory
“hybrid” plans for new employees. Interestingly, none
of the three has followed the Alaska-Michigan (SERS)
model of relying solely on a defined contribution
plan. Rather, each has adopted a plan where new
employees accumulate retirement income under both
a defined benefit and a defined contribution plan. An
additional nine states are discussing defined contribu-
tion options.'*

Today’s hybrid plan model could
be redesigned to work better.

Georgia

General state employees covered under Georgia’s
Employee Retirement System (ERS) hired after January
1, 2009, are covered under the new hybrid plan; exist-
ing ERS members had the option to join the new plan.
New hires are automatically enrolled in the 401 (k) plan
{unless they affirmatively elect not to participate) and
contribute 1 percent of salary with additional contribu-
tions up to 5 percent eligible for an employer match.'¢
The match is 100 percent of the automatic contribution
and 50 percent of optional contributions, for a maxi-
mum match of 3 percent of salary. Employees can con-
tribute up to the Internal Revenue Service (IRS) limit,
but will receive no further employer match.

The defined benefit plan will pay 1 percent for each
year of service on the annual average of the highest 24
months of earnings.!” Members contribute 1.25 percent
of salary to the defined benefit plan, and the state con-
tributes an actuarially-determined rate, which was 6.54
percent of payroll in 2009.

System communiqués indicate that the change was
driven primarily by the preference of young workers, who
constitute 62 percent of the state’s workforce, for wages
over benefits. In response, the State raised wages and
introduced the smaller hybrid plan, with a 401(k) compo-
nent so that young mobile workers would have some-
thing to take with them when they left state employment.

Michigan

As discussed above, since 1997 all new Michigan general
state emplovees have been enrolled in a 401 (k) plan. But
when the time came to revamp the system for public
school employees, the State decided to adopt a hybrid.
Employees hired after July 1, 2010, automatically contrib-
ute 2 percent of salary to the 401(k) (unless they affirma-
tively elect not to participate), with optional contributions
up to the IRS limit. The sponsor matches 50 percent of
the employee’s first 2 percent of contributions.*®

The defined benefit plan for new hires will pay 1.5
percent for each year of service on the annual average
of the highest 60 months of earnings. Employees will
contribute 6.4 percent of salary to the plan. Whereas
the accrual rate is the same as it was under the two
existing defined benefit plans for school employees, the
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age and service requirements for this plan have been
increased and the cost-of-living adjustment eliminated.

Press reports suggest that future employer costs
(including required contributions for retiree health
insurance) were a major motivation for the new plan.*’
Essentially, the new plan reduces the benefits compared
to the existing defined benefit plan, and the defined
contribution plan involves an extremely modest contri-
bution from the employer.

Utah

State and local government employees hired after July
1, 2011, will have the option to participate in either a
defined contribution plan or in a hybrid. [n the case of
the defined contribution plan, the employer will auto-
matically contribute 10 percent for most public employ-
ees and 12 percent for public safety and firefighter
members.?’ Employees can contribute up to the IRS
limit. Employee contributions vest immediately, and
employer contributions vest after four years. Members
can direct the investment of their contributions imme-
diately, and those of the employer after four years.

Under the hybrid plan, the employer will pay up to
10 percent of an employee’s compensation toward the
defined benefit component; employees will contribute
any additional amount to make the required contribu-
tion. The defined benefit plan for new employees is
less generous than the former plan: the accrual rate is
reduced from 2.0 percent per year to 1.5 percent; the
period for calculating final average salary was increased
from high three years to high five; and the employee
contribution increased from zero to the cost above 10
percent. For the defined contribution component of the
hybrid plan, employers will contribute 10 percentage
points minus the amount contributed to the defined
benefit plan. For example, if they contribute 10 percent
to the defined benefit plan, they will contribute nothing
to the defined contribution plan.

Table 1 summarizes the provisions of the new
hybrid plans, The pattern is quite similar in several
respects. First, the combined cost of the new plan is
significantly less than the pre-existing defined benefit
plan. Second, the commitment to the defined contribu-
tion plan is minimal. Experience with 401{k)s in the
private sector suggests that participants tend to stay
where they are put.? So if automatic contributions are
set at 1 percent or 2 percent of earnings, participants
are likely to keep their contributions at that level. Low
saving in the defined contribution component means
that employees will be forced to rely primarily on the
now-reduced defined benefit plan in retirement.

Table 1. Provisions of New Hybrid Plans

Georgia | Michigan Utah
Defined benefit plan
Accrual rate 1.0% 1.5% 1.5%
COLA Ad-hoc None CPlupto 2.5%
Contributions: 6.54%
Employer {2009) TBD 10% cap
Contributions:
Employee 1.25% 6.4% DB cost > 10%
Defined contribution plan
Automatic
contribution 1% 2% 10% — DB cost
100% on
first 1%,
Employer 50% on 50% on
match next 4% first 2% None

Note: Michigan Public Schools® 2010 Actuarial Valuation Report has
not yet been released.

Sources: Various retirement systems’ annual reperts, legislation, and
websites of state legisiatures,

A Better Mousetrap?

The emergence of hybrid plans reflects an attempt to
balance employee and taxpayer risk. But, to date, states
are achieving this goal by reducing the government’s
contribution across the beard rather than considering
how best to use each plan type.

Defined benefit plans provide the most secure
income for long-service employees. While some public
sector employees leave in the first 10 years, many tend
to remain for a full career.?* Therefore, defined ben-
efit plans are an effective mechanism for public sector
employers to attract and retain employees. Defined ben-
efit plans, however, put the taxpayer at risk if financial
markets drop, inflation takes off, or retirees live longer
than expected.

A fair question is how much risk should taxpay-
ers bear? Utah answered that question by capping
emplover contributions at 10 percent of payroll. Such a
cap, however, places lower paid and higher paid partici-
pants at equal risk of having to increase contributions.
A better approach to limiting taxpayer risk is to cap the
income covered by the defined benefit plan. Such a cap
would prevent the situation where the typical taxpayer,
earning $50,000, is forced to pay higher taxes when the
stock market plummets to cover benefits for highly-
paid public employees, such as university presidents.

Therefore, the proposal would be to limit coverage @
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Figure 5. “Stacked” Hybrid Fian versus “Paraliel” Hybrid Pian

Earnings
of typical
taxpayer
> DE
“Stacked"” “Parallel”
hybrid plan hybrid plan

Source: Authors' illustration.

under the defined benefit plan to earnings below, say,
$50,000 (indexed for inflation}.** Many public sector
workers would still be covered in full under the defined
benefit plan,

Earnings above $50,000 would be covered by a
defined contribution plan. Thus, someone earning
$100,000 would receive benefits based on the first
$50,000 from the defined benefit plan and benefits on
the second $50,000 from the defined contribution plan.
That is, instead of “parallel” plans where employees
contribute to both a 401(k) and a defined benefit plan
from the first dollar of earnings, “stacked” plans would
maintain the defined benefit plan as a base and provide
defined contribution coverage for earnings above some
cutoff (see Figure 5). The stacked approach is a sugges-
tion for a “better plan design” and could be wed with
any desired size of the plan.

The advantage of the “stacked” approach is that it
allows employees with modest earnings to receive the
full protection of a defined benefit plan. This group
would be the most vulnerable if required to rely on a
401(k) for a portion of their core retirement benefit.
Indeed, the private sector experience with 401(k)s illus-
trates the concern. The typical private sector taxpayer
approaching retirement (ages 55-64) had accumulated
only $78,000 in 401{k) assets before the financial
crisis.* So maintaining a full defined benefit plan for
public employees such as elementary school teachers
would be preferable. More highly-paid public employ-
ees would still have the protection of a defined benefit
plan as a base and would then rely on the 401 (k) for

earnings replacement that exceeded the earnings of a
typical private sector worker.?’ This overall arrange-
ment offers a reasonable balance by providing adequate
and secure benefits targeted to public employees who
need them most while limiting the risk to taxpayers of
covering large pension shortfalls.

One question is whether such a stacked approach
would violate [RS non-discrimination rules. The legal
answer is that tax-qualified governmental plans are
generally not subject to non-discrimination provi-
sions.?® On a substantive level, the government contri-
bution for the defined contribution plan could be less
than for the defined benefit plan, so that the two plans
taken as a whole do not favor higher-paid workers.

Conclusion

Defined contribution plans may well have a role in
the public sector, but in combination with, not as

an alternative to, defined benefit plans. The hybrids
introduced in Georgia, Michigan, and Utah reflect
sponsors’ recognition of the need to balance the risks
to employees and the risks to taxpavers. These hybrids
consist of slimmed-down defined benefit plans and
defined contribution plans operating in “parallel.”

A preferable approach may be a “stacked” arrange-
ment. Meaningful defined benefit plans could remain
as a secure base for the typical public employee, and
defined contribution plans could be “stacked” on top
to provide additional retirement income for those at
the higher end of the pay scale. Such an approach
would ensure a more equitable sharing of risks and
would also prevent headlines generated by the occa-
sional inflated public pension benefit.

Endnotes

L. Although, in theory, laxpayers bear the tisk, in the wake of the
recent financial collapse employers and employees have shared
the burden. From 2008 to 2011, 20 states ihcreased pension con-
tributions for either new or existing employees, while five states
reduced benefits for current emplovees and an additional three
elimmnated or reduced the cost-ol-living adjustment for current
retirees. In several instances-Colorado, Minnesota, and Scuth
Dakota are widely-publicized examples-the siate’s actions have
been taken to court. See National Conference of State Legisla-
tures (2008-2011) for more details.

The estimates of investment management expenses are from

Lipper {2008).

3 Under many state plans, vesting does not occur for 10 years, and
employees who leave recelve only their contributions and some
minimal amount of crediled interest.

4. TIAA-CREF is a nolable exception.

&
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10.

1L,

12.

In many cases, closing an existing defined benefit plan to new
hires and switching to a defined contribution plan increases
short-term costs. The Governmental Accounting Standards Board
(GASB) Statement Number 25 states that closed plans using

the level percent of payroll method for calculating the annual
required contribution (ARC) must acknowledge that covered pay-
roll is decreasing. This recognition frontloads costs. As a result,
most closed plans use the level dollar method of amortizing

the unfunded liability. However, the ARC under the closed plan
is still frontloaded relative to the ARC under the ongoing plan.
Moreover, market gains from future new hire contributions that
would have been used to offset the unfunded liability are now
sequestered in the new defined contribution plan. See California
Public Employees’ Retirement System (2005); Michigan House
Fiscal Agency (2009); Retirement Systems of Minnesota (2011);
and The Segal Company {2010} for more information.

For a more detailed discussion of the cost efficiencies of defined
benefit pension plans, see Almeida and Fornia (2008).

The defined contribution aspects described-individual invest-
ment direction, high expense compared to defined benefit
plans, flexibility over payout, and lack of annuitization-reflect
how most defined contribution plans are currently designed. A
defined contribution plan could be designed to address many of
the current downsides. For example, MyFRS in Florida is a low-
fee defined contribution fund, while the Texas Municipal Retire-
ment System is a cash balance plan that annuitizes the balances
of individual member accounts.

Public sector workers often have optional 403(b) and/or 457
defined contribution plans that allow them to put aside a portion
of their pay on a tax-deferred basis to augment their public pen-
sion. These supplementary plans are not the topic of this brief.
Rather, the focus is on states where the nature of the primary
plan has changed. For a discussion of early defined contribution
activity, see Munnell et al. (2008).

In Nebraska, the primary Public Employee Retirement System was
a defined contribution plan from 1967 to 2002. 1t was closed to
new employees and replaced with a cash balance plan on January
1, 2003, over concerns that the defined contribution plan was pro-
ducing lower returns than the defined benefit plans (see Nebraska
Public Employees” Retirernent Systems, 2002, for more details). A
cash balance plan is a defined benefit plan that maintains notional
individual accounts throughout the asset accrual phase. Similarly,
the West Virginia Teachers plan, which became a primary defined
contribution plan in 1991, switched back to a primary defined
benefit plan in 2005. The Texas Municipal Retirement System
maintains a cash balance plan. The District of Columbia requires
its general government employees to join a primary defined contri-
bution plan, but our analysis is limited to states.

These states were Colorado, Florida, Montana, Ohio, South
Carolina, and Washington. Except in Washington and Ohio, the
options are either a traditional defined benefit plan or a defined
contribution plan. Washington offers a choice of a defined benefit
plan or a hybrid plan. Ohio employees can choose from a defined
benefit plan, a defined contribution plan, or a hybrid plan. In all
cases, the defined benefit plan is the default for those who do not
actively make a selection.

Mandatory defined benefit plans are primary plans that require
employees to join. Mandatory defined contribution plans are
primary plans that require employees to join. Mandatory hybrid
plans require employees to join a plan with both a defined
benefit and a defined contribution component. “Choice” plans
typically allow employees to pick either a primary defined contri-
bution plan or a primary defined benefit plan.

For example, from January 1, 1995, to December 31, 1999, the
S&P 500 had an average annual return of nearly 30 percent. For

13.

14,

15.

16.

17.

18.
19.

20.
21.

22.

23.

24.

25.

26.

a discussion of early defined contribution activity, see Munnell
et al. (2008). This study looked at the effect of economic and
political factors on the probability of introducing a defined contri-
bution plan for public employees. It found that Republican lead-
ership-with its emphasis on individual control over investments
and plan portability-was the leading predictor of plan changes.
In the private sector, when a new plan is adopted, the existing
defined benefit plan is generally frozen. Existing employees can
retain the benefits earned but are not permitted to accrue any
further service credits. In the public sector, when a new plan

is adopted, existing employees generally have a legal right to
continue to participate in the previous plan and only employees
hired after the date the plan is adopted are required to participate
in the new plan.

Authors’ calculations from the U.S. Census Bureau (2008) and
Public Plans Database (2009).

The issue is under discussion in Alabama, Connecticut, Nevada,
North Carolina, Tennessee, and Wisconsin. Legislation to intro-
duce a defined contribution plan for new hires recently passed
the Kentucky Senate, but has not yet been acted on by the
House of Representatives. Similar proposals are currently under
consideration in Tllinois and Oklahoma, while a defined contribu-
tion bill was defeated in North Dakota. See Frazier (2010); Fehr
(2010); National Conference of State Legislatures {2011); Steyer
(2010}; and Preston and McNichol (2010).

In the public sector, the only 401(k}s are grandfathered plans
that were established 5/6/86 or before, so Georgia had originally
established a 401(k) plan before 1986 as an optional supplement
to its primary defined benefit plan. See PlanMember Financial
Corporation (2010).

The Board of Trustees can increase the benefit factor in the future
up to 2 percent if funds are available,

Michigan House Fiscal Agency (2010).

Governor of Michigan (2010) and Michigan Association of School
Boards (2010).

Liljenquist {2010).

Madrian and Shea {2001); Choi et al. (2004); and Gale, Iwry, and
Orszag (2005).

Authors’ estimates from the Actuarial Valuations of the 14
largest plans.

The Internal Revenue Code contains a maximum compensation
limit for defined contribution plans. This limit is $245,000 in
2011. Tt is indexed for inflation and increased in $5,000 incre-
ments. A similar procedure could be used for stacked plans.

This figure, which comes from the Federal Reserve's 2007 Survey
of Consumer Finances, also includes IRA assets as they typically
come from 401 (kjrollovers during a job switch.

A well-designed defined contribution plan would set the com-
bined employee-employer contribution at a level to achieve, in
combination with a defined benefit plan, a targeted replacement
rate. It would also have the default payment at retirement be

an annuity, with the ability of participants to opt out if such an
arrangement did not meet their needs. One reviewer also sug-
gested that the plan might guarantee the employee’s contribution
regardless of investment performance to encourage participation.

Most of the public sector defined contribution plans are 401(a)
money purchase plans with mandatory employee contributions.
As noted earlier, governments generally cannot have 401 (k)
plans, and since 457(b) plans are subject to contribution limits,
sponsors may be reluctant to crowd out supplemental saving. See
Powell (2011} for a more thorough discussion of the nondiscrimi-
nation tax rules for governmental plans.
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Appendix. Primary Defined Contribution Plans

Table Al. Characteristics of Primary Defined Contribution Plans, 2009

Participants
Legislative date 2007 2009

Mandatory defined contribution plans

Alaska PERS

Alaska TRS

Michigan SERS

Mandatory hybrid plans
Georgia-GSEPS

Indiana PERF-ASA

indiana TRF-ASA
Michigan-MPSERS

Oregon PERS-IAP
Utah-Tier Il Contnbutory Hybrid
Cholce of primary plan
Colorado PERA-PERAChoice
Florida RS-PEORP

Montana PERS-DCRP

Ohio PERS-Combined Plan
Ohio PERS-Member Directed Plan

Ohlo STRS-Member Directed and
Combined Plans

South Carolina-ORP

Utah-Tier || Defined Contribution
Washington PERS- 3
Washington SERS-3

Washington TRS-3

Total

2008
2005
1996

2008
1997
1997
2010
2003
2010

2004
2000
1999
2002
2002

2001
2000
2010
1999
1998
1998

2,862
646
24,043

0
213,984
122,107

0

43,541

0

489
98,070
1,913
6,905
8,579

11,863
26,873
0
27,605
37,854
57,667
685,001

7,516
1,997
26,044

2,105
223,561
164,590

11.617
59,073
0

3,039
121,522
2,345
7,354
9,824

12,829
31,968
0
31,123
38,585
60,146
815,238

Assets ($ in millions)

2007

2,547

2,707
4,605

1,877

3
3,687
41
157
124

283
502

0
1,348
1,052
3,971
22,916

2009

41
27
2,207

311
2,669
3,901

2,109

37
4,075
44
223
201

297
561

0
1,188
918
3,419
22230

11

Note: Michigan SERS 2009 assets reflect 2008 levels. MPSERS has not yet reported 2009 asset levels. Ohio STRS does not separate assets for the

Member Directed and Combined Plans in its financial reports.
Source; Public Plans Database (2007 and 2009).
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New Pension Math

Nationwide, public officials scramble to change new-hire benefits formulas.

In most states, the benefits formulas for active employees are untouchable. The only way to chip away at pension-funding
problems is to fiddle with formulas for new employees, partly because unions are more willing to give way on benefits for
new hires. Newbies don't vote on today's contract and don't pay dues yet--and union leaders may figure they'll get the
benefits restored when the economy improves.

For most pubilic officials, there is great confusion about what would be a fair benefits formula for new employees. Here are
some pension math basics:

Cost-sharing. Let's assume the pension fund requires employees to contribute 5 percent of their salary, the national
average, to the pension plan. A good case can be made that new employees should pay half of their pension benefits’
normal costs, which helps assure they have skin in the game when it comes time to talk about future benefits increases.
One of the first issues to address is the employee contribution rate. If the rate is less than half of what the actuary says
would be the normal cost of new hires' benefits, it's time to put that issue on the table.

Retirement age. Public employees in many states receive lifetime pensions and sometimes medical benefits long before
Social Security's normal retirement age-and usually much earlier than their private-sector counterparts who pay the taxes.
Putting aside the special cases of police officers and firefighters whose exposure to danger would justify an earlier
retirement age, there's little reason for new hires to begin full pension benefits before reaching the Social Security
retirement age (now 66 or 67 for baby boomers). Benefits formulas for new employees should start there and allow an
earlier retirement with actuarially reduced benefits--just like Social Security requires of early retirees.

Multiplier math. During the Internet bubble years of 1999-2000, many public plans awarded generous increases in the
"multiplier"--the percentage used to calculate pension benefits. (For example, a 2 percent multiplier times 30 years of
service times a $50,000 final average salary equals a $30,000 annual pension.) Today many pension plans and employers
are finding that their multipliers are unsustainable and often unjustified.

If employees are eligible for Social Security, as most are, a multiplier of 1.7 percent would provide a 30-year employee with
a pension of one-halif of his or her final salary. When that is combined with Social Security and income from personal
savings, average retirees will be able to replace their earnings because they no longer will be making pension and Social
Security contributions or putting money into a savings account. And hopefully they pay off the mortgage early in the
retirement years, thereby reducing living costs. The usual rule of thumb is 85 percent replacement income will sustain a
retiree, as long as the retiree has some inflation protection from the pension plan and Social Security.

For public employers outside of Social Security, a multiplier of 2.5 percent is a reasonable benefit level as long as
employees pay at least 10 percent of salary into the plan. After all, they're not paying Social Security taxes of 6.2 percent,
which makes 10 percent a bargain for them. Many such public employees still find a way to qualify for some Social Security
benefits through side jobs and prior or post careers.

As for public safety employees, a multiplier of 2.3 percent plus Social Security and personal savings will generally provide a
sufficient replacement ratio--again depending on how early the employee becomes eligible for retirement. At this level, the
employee's matching share of normal costs will likely be in the high single digits, if not greater.

Retiree medical benefits. An equally important issue to address with new hires is their retiree medical package. Some
employers are now limiting that benefit to post-Medicare supplements only and putting a consumer price index or dollar cap
on the benefit to prevent future runaway medical costs. Limiting retiree medical benefits this way reinforces the higher
retirement ages needed to sustain pension plans past 2030.

With these reforms, most plans can provide a sufficient benefit. Only a financial analysis can determine if the benefit /\
package would be sustainable and affordable to both the employer and the new hires. @

http://www.governing.com/templates/gov_print_article?id=91052104 6/17/2011
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States Want More in Pension Contributions

By STEVEN GREENHOUSE

First came the pay freezes and unpaid furloughs. Then came the higher contributions for health insurance.
Now, in the most definitive sign yet that the era of generous compensation for public-sector employees is
ending, workers in more than half the states face the prospect of paying more of their salary toward their
pensions.

So far this year, eight states, including Wisconsin and Florida, have decided to require government employees
to contribute more, sometimes far more, to their pensions. Governors and legislators in 10 other states,
including California and Illinois, are proposing their own pension changes as they grapple with budget
deficits and underfunded pension plans.

Government employees’ unions are not accepting these changes without a fight, complaining that the
increased pension contributions often amount to a significant cut in take-home pay.

A burst of labor opposition in New Jersey is threatening a tentative deal between the Republican governor,
Chris Christie, and Democratic legislative leaders that would require government employees to contribute at
least one percentage point more of their pay toward their pensions. One powerful union warned Democratic
lawmakers not to join Mr. Christie’s “war on the middle class.”

But even many of labor’s traditional allies are demanding pension changes. Last week, New York’s governor,
Andrew M. Cuomo, a Democrat, proposed that all future state and New York City employees pay 6 percent of
their salary toward their pensions, double the current 3 percent. Oregon’s Democratic governor is pushing
state and local employees to contribute as much as 6 percent of pay, up from zero at present. Twelve states,
including Arizona, Michigan, Minnesota and Virginia, imposed higher employee contributions in 2010. That
leaves just a handful of states where employees do not contribute toward their pensions.

“You can call this an exponential increase in activity to have state employees contribute more,” said Ronald

@
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Snell, a pension expert with the National Conference of State Legislatures. “Before 2010, this hardly ever
happened.”

States are demanding the higher contributions as they reach for new ways to cut budget deficits. The easy
savings, like furlough days, have been achieved, and now lawmakers are tackling more complicated cost
issues like the long-term shortfalls in their pension funds.

The Pew Center on the States estimates there is a more than $1 trillion funding gap for government workers’
retirement benefits in the 50 states. At the same time, many voters resent that public employee pensions are
generally better than their own.

“States have less revenues coming in and higher bills for their pensions, and it’s really focused their
attention,” said Susan K. Urahn, managing director of the Pew center, a nonpartisan research group.

Alabama, Arizona, Kansas, Maryland, Mississippi and Oklahoma have all acted this year to require employees
to pay more.

In one of the most extreme proposals, a legislative committee in Illinois, daunted by the state’s estimated $80
billion pension shortfall, voted to have state workers either contribute 17 percent of their pay toward their
pensions or accept less generous pension benefits.

According to the Pew Center, actuarial reports say the 50 states should have contributed $117 billion in 2009
toward their pension plans to help bring them to full funding, two and a half times more than they
contributed a decade ago and well over the $73 billion they actually contributed in 2009.

Requiring employees to divert 3 to 6 percent of their paychecks toward funding their pensions will help,
though it will not come close to solving the short-term budget problems in most states, Ms. Urahn said. But
every bit helps. In Wisconsin, for example, Gov. Scott Walker said the state government would save $226
million a year from state employees’ paying a 5.8 percent contribution previously paid by the state.

Over time, the budgetary savings can be substantial. Because of New York’s constitutional limits on changing
current workers’ pensions for the worse, Mr. Cuomo is proposing increased pension contributions for new
employees only. But even so, his office says this change would save New York State and public employers
outside New York City $50 billion over 30 years.

“The pension system as we know it is unsustainable,” Mr. Cuomo said last week. He added that his proposal
would “bring government benefits more in line with the private sector while still serving our employees and

4s)
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protecting our retirees.”

Many government employees and their unions are fuming about these pension changes, saying that they have
become scapegoats for state fiscal problems. Denis M. Hughes, president of the New York State A.F.L.-C.1.O.,
said Mr. Cuomo should consider other alternatives before demanding higher pension contributions.

“It would be fairer to raise taxes on the rich than to hit struggling middle-class workers like that,” he said. He
argued that it would be awkward and bad for employee morale if a group of employees hired on a given day
had to pay 6 percent of salary toward their pensions, while a group hired the week before had to pay just 3
percent.

Increased pension contributions are just part of the hit that many public sector workers have been asked to
take. Wage freezes, unpaid furlough days and higher health insurance contributions are common, and many
states have taken steps beyond raising worker contributions to cut their pension obligations. Those include
delaying the age for full retirement, adopting a less generous formula for pension calculations and requiring
more years of work before pensions are vested.

Heather Conroy, executive director of Oregon’s largest local of the Service Employees International Union,
estimates that her members’ take-home pay could be cut by 12 to 20 percent if workers were required to begin
paying 6 percent toward their pensions above and beyond other concessions being demanded.

“This is going to be very painful to our members,” Ms. Conroy said. “Not many workers can afford to
contribute 6 percent of their pay toward their pensions.”

Unions have long argued that government employees contribute more toward their pensions than the public
believes. They note that workers often gave up raises or made other concessions in previous years in exchange
for having the state pick up their pension contributions.

But with tales of six-figure pensions and public employees comfortably retiring in their early 50s, many
lawmakers say it is outrageous that some of these workers pay nothing out of pocket toward their pensions.

Oregon’s governor, John Kitzhaber, defended his proposal, saying he wanted to negotiate a pact that shared
responsibility for health and pension benefits in a “fair and affordable total compensation package.” He
added, “It’s about shared responsibility within a very limited budget.”

http://www.nytimes.com/2011/06/16/business/16pension.html?pagewanted=print 6/17/2011
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associated with government employment.

Public employees are facing a backlash that has intensified with the
nation's economic woes, union leaders say, because of their good job
security, generous health-care and pension benefits, and right to retire
long before most private-sector workers.

'SUBMIT A QUESTION NOW

In California, where an estimated 80 cents out of every government dollar goes to employee pay and benefits, Gov.
Arnold Schwarzenegger (R) has proposed a two-tier system of pensions that offers new state workers reduced benefits
with tighter retirement formulas. He also wants state workers to kick in higher pension contributions to help deal with
California's staggering deficit.

New Jersey Gov. Chris Christie (R) calls reform of public employee pensions essential to fixing the state's enormous
fiscal problems. Michigan Gov. Jennifer M. Gran-holm (D) recently signed a change to her state's teacher pensions that
increases employee contributions. Illinois has pushed back the retirement age for new employees. Detailing his agenda
for New York, Democratic gubernatorial nominee Andrew M. Cuomo has said, "We simply can't afford to pay benefits
and pensions that are out of line with economic reality."

Locally, a special commission is scheduled to meet Thursday in Annapolis to examine options for Maryland's $34
billion pension fund, which is just 65 percent funded and has been called a "credit challenge” by Moody's. The state
has not yet gone after public employees; neither has Virginia, where the state pension fund is projected to be
underfunded in the near future.

Here in Philadelphia, Mayor Michael Nutter has proposed ending a popular pension enhancement called the Deferred
Retirement Option Plan, which has allowed many city workers to walk away from their jobs with six-figure payments
in addition to their pensions.

"Government workers are the new privileged class," said James E. MacDougald, a retired business executive who
formed a research and activist group, Free Enterprise Nation, to call attention to the financial burden posed by
government workers.

Benefits to envy

The move to curtail retirement benefits for public-sector workers is fueled both by stark budget realities and by the
resentment felt by private-sector workers who have seen their pay diminish in recent years.

Public employment was once viewed as less rewarding than work in the private sector, but that has changed. State and
local government employees earn an average of $39.74 an hour in wages and benefits, about 45 percent more than
private-sector workers, whose total compensation averages $27.64 an hour, according to the Labor Department.



The difference reflects the higher proportion of professional jobs in the public sector, the Labor Department says. -
Government workers tend to be better educated than private-sector workers, unions add. And public employees
typically receive better retirement benefits than their private-sector counterparts.

The vast majority of private workers rely on defined-contribution retirement plans such as 401(k)s, while 84 percent of
public-sector workers have access to guaranteed pensions, which are more expensive to employers.

Mayors, governors and other political leaders have long avoided cutting the benefits of government workers, whom
they often rely on for political support. But now the benefits are often seen as overly generous in a time of scarce
resources.

Studies have found the nation's 2,500 public employee pension plans to be underfunded by as much as $3 trillion.
Steep investment losses during the recession have left less than half of the state retirement systems adequately funded,
according to a recent report by Bloomberg.

Even as they trim vital services, state and local governments are devoting an increasing share of their budgets to paying
for employee retirement costs.

Meanwhile, a long-running series of Gallup polls has found slowly eroding support among the public for labor unions,
which represent many government employees. That support dipped markedly in the past two years, a decline that
Gallup analysts attribute to a belief that President Obama's policies preserved public-sector jobs while private-sector
workers endured punishing cuts.

"A lot of people are saying: 'Wait a minute. I lost my benefits, and these guys who work for the city still have theirs,' "
said Bill Rubin, an adviser to the president of the American Federation of State, County and Municipal Employees
District Council 33 in Philadelphia and a vice chairman of the city's pension fund. "We have to educate people.”

Union leaders say their members are being asked to pay for the mistakes made by politicians who chose not to
adequately contribute to pension plans and by Wall Street firms whose disastrous bets led to big investment losses.

Philadelphia's problems

Philadelphia's pension plan is only about 45 percent funded, a shortfall that has caused Nutter to question the viability
of the guaranteed pensions enjoyed by the city's 24,000 employees. "We can no longer sustain a defined-benefit
pension program,” he said last month at a conference in New York. "We're trying to move to a defined-contribution
plan.”

In the meantime, he wants to end the Deferred Retirement Option Plan (DROP), a proposal being weighed by the City
Council. A recent study - disputed by Philadelphia’'s municipal worker unions - found that the program has cost the
city's already dangerously depleted pension fund $258 million since its inception 11 years ago.

DROP allows employees to pick a retirement date up to four years in the future. That decision freezes workers' pension
benefits but allows them to begin accumulating payments that are set aside in an account that pays 4.5 percent interest
while they continue working. When they retire, they get the money in the account and start collecting their monthly
pensions.

Many Philadelphia retirees see the payouts as compensation for a career of mediocre pay and raises.

"This allows the working-class and middle-class person to get a little something before they retire,” said Dianne
Gatson, who retired this year after 24 years, most of them as an analyst in the city's AIDS program.

Gatson, who has a master's degree and is working on her PhD, said her top salary was close to $60,000 a year. When
she retired, she received a DROP payment of about $100,000 to go along with her $2,000-a-month pension. O
46



Union leaders say many Philadelphians developed a dim view of the program after learning that some top officials had
received or were in line for exorbitant payouts. Half a dozen City Council members are in the program and are eligible
to collect a total of $2.3 million, according to local news reports.

Those extreme cases may rile the public, union leaders say, but they do not reflect the benefits received by most
workers, whose DROP payments average just over $100,000.

Chuck Donaldson, 62, a retired recreation supervisor who started out as a middle-school English teacher, retired three
years ago. He received a DROP payment of $176,000 and a $3,300-a-month pension after a 37-year city career in
which he earned a top salary of $63,000 a year.

"I remember a lot of years when we got zero as a raise," he said. "It's all relative. This is nothing like the golden
parachutes all those executives get. Although it probably looks pretty good to someone who is not working."

; Post a Comment

View all comments that have been posted about this article,
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Key Elements of State Hybrxd Retirement Plans
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National Association of State Retirement Administrators, November 2010
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Key Elements of State Hybrid Retirement Plans
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Key Elements of State Hybrid Retirement Plans
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See also:

Hybrid and defined contribution plans as the primary or optional state retirement benefit, NASRA <www.nasra.org/resources/hybriddc.pdf>

For questions or comments, contact Keith Brainard keithb@nasra.org 512-868-2774

National Association of State Retirement Administrators, November 2010 v.2



AGENDA ITEM #13

May 17, 2011
Worksession
MEMORANDUM
May 16,2011
TO: County Council
FROM: Stephen B. Farber, Council Staff Directo

Karen Orlansk$Director, Office of Legislative Oversight

SUBJECT:  Group Insurance and Retirement Benefits for All Agencies

At this worksession the Council will review two major benefits issues that affect FY12
and beyond. The first issue is structural changes to employee group insurance and
retirement benefits. The discussion will focus on the Council’s alternative to the Executive’s
proposal. See Council President Ervin’s memo on ©1-19.

The second issue is pre-funding retiree health benefits, or OPEB {(Other Post
Employment Benefits). The discussion will focus on ways to develop a more coherent and
consistent approach for all County agencies. See Council President Ervin’s memo on ©20-21.

The Council’s proposal on group insurance and retirement benefits concentrates on the
two largest tax supported County agencies, Montgomery County Government and Montgomery
County Public Schools. The Council’s continuing work on these issues will also include the two
other tax supported agencies, Montgomery College and M-NCPPC.

The College has long had a more restrictive employer-employee premium split (75/25)
than the other agencies, its plan design is also more restrictive, and it recently adopted a more
restrictive policy on eligibility for retiree health benefits. In addition, College employees who
participate in the State pension system will be affected by the State’s recent changes to
retirement benefits,. M-NCPPC, a bi-county agency, is also reviewing its group insurance and
retirement benefits. At the May 12 bi-county meeting the two Councils requested the
Commission to “explore making changes...that are comparable to the two counties’ changes.”



On May 9 the Council supported a series of recommendations on compensation and
benefits for all agencies made by the Government Operations and Fiscal Policy Committee. See
©22-23 for a summary of the Committee recommendations.' As the summary noted, final
Council action on the issues under review at this worksession may affect the FY 12 funding level
of certain County retirement programs and non-departmental or other accounts. We will work
with Executive staff to make whatever adjustments the Council’s decisions require.

The Government Operations and Fiscal Policy Committee will continue to take the lead
as the Council reviews these issues. Assistance will also come from the Task Force on Employee
Wellness and Consolidation of Group Insurance Programs. See ©24-26 for Council Resolution
No.17-107, which established the task force.

Attachments Be:)g;ns
Memorandum from Council President Ervin on Council’s Alternative to the Executive’s o1
Proposal on Employee Benefits, 5/16/11

Memorandum from Council President Ervin on Pre-funding Retiree Health Benefits,

5/16/11 ©20
Summary memorandum from Council Staff Director Farber on Compensation and e
Benefits for All Agencies, 5/9/11

Council Resolution No. 17-107, Task Force on Employee Wellness and Consolidation 04
of Agency Group Insurance Programs, adopted 4/26/11

! Qee hitp://montgomerveountymd. granicus.com/MetaViewer.php?view _id=6&clip_id=1329&meta_id=20316 for
the complete packet.

2 On May 5 the Government Operations and Fiscal Policy Committee unanimously approved a technical adjustment
included in the Executive’s April 25 budget adjustments. The adjustment is a cost decrease of $1,036,280 in the
Employee Health Benefits Self-Insurance Fund. The decrease results from aligning the fund with proposed
prescription drug plan design changes.




MONTGOMERY COUNTY COUNCIL

ROCKVILLE, MARYLAND

OFFICE OF THE COUNCIL PRESIDENT ‘MEMORANDUM
May 16, 2011
TO: County Council
FROM.: Valerie Ervi%uncil President

SUBIJECT: Council’s Package: An Alternative to the Executive’s Proposal on Employee Benefits

The budget decisions before the Council this year pose difficult trade-offs. This Council is committed to
balancing the budget while treating our valued public employees fairly and equitably, funding high priority
services for our residents, protecting taxpayers, and taking decisive action to address the County’s structural
budget deficit. :

Employee compensation accounts for the largest portion of agency spending. The Council’s decisions regarding
employee pay and benefits are some of the most significant ones before us this year. I commend the County
Executive for addressing the rising cost of benefits by recommending changes to retirement and group insurance
benefits for County employees in his FY12 Recommended Operating Budget. However, the Council’s review of
the Executive’s proposal raised concerns about a number of his recommendations; specifically:

» The Executive’s proposal disproportionately increased the cost of benefits paid by County Government
employees, which further increased the disparity in benefit packages across agencies.

o The Executive’s proposed July 1, 2011 implementation date for health benefit changes would have
required a rushed (off-cycle) open season, disrupted employees’ current year health plan choices, and
caused abrupt and large reductions in take-home pay for most County Government employees.

o The Executive did not propose changes in the package of retirement and retiree health benefits offered to
new hires, such as those adopted this year by the General Assembly for State-run plans.

On behalf of the Council, this memorandum presents a package of changes to employee benefits that
addresses concerns raised about the Executive’s proposal while producing savings from structural changes
that exceed those identified by the Executive. The table below shows estimated FY12 and cumulative FY12-
FY17 savings for the Council’s package vs. the Executive’s budget proposal.

Savings from Executive’s Proposal vs. Council’s Package

Executive’s Proposal Council’s Package
FY12 FY1L2-FY17 FY12 FYR-FY17
$29.60 $214.83 $33.15 $273.10
SrEnla B.OWIRNIR CoUNCIL OFFICE BUILDING * 100 MARYLAND AVENUE » Rooxyiuls, MaRyYLanD 20330

240/777-7900 ¢ TTY 240/777-7914 « FAX 240/777-7588
WWW MONTGOMERYCOUNTYMD. GOV

‘&I. PRINTED ON RECYCLED PAPER @



Specific characteristics of the Council’s package are described below.

1.

Achieves greater equity among agency employees. The Council’s package proposes structural changes to
employee benefits that reflect a more equitable sharing of costs beyond the cohort of County Government
employees.

Postpones implementation of all group insurance changes from July 1, 2011 to January 1, 2012. This
modification to the Executive’s proposal avoids disrupting employees’ current year health benefit plans and
allows time for agency staff to plan for an unhurried open season this fall, adhering to the County’s regular
schedule. Employees will now have ample opportunity to study their alternatives and make informed choices.

Mitigates the large group insurance cost increases proposed by the Executive for County Government
employees and introduces a pricing incentive for lower cost plans. In comparison to the Executive’s
proposal, the Council’s package eliminates the salary-based surcharges, reduces the proposed premium cost
share increases, and adopts incentive pricing for lower cost HMO plans, a proven cost containment practice
already used by MCPS.

Modifies the Executive’s proposed design changes to the County Government’s stand-alone
prescription drug plan. The Council’s package maintains the current copay structure for mail-order drug
purchases (to promote mail-order use) and directs the Executive to implement a program offered by
CVS/Caremark that provides favorable copays for maintenance drugs purchased at CVS retail pharmacies.
The Council’s package also adds a waiver provision to the Executive’s proposal regarding mandatory generic
drugs and limits (as opposed to eliminate) coverage for drugs that treat erectile dysfunction.

Follows the lead of the General Assembly to tighten the eligibility requirements and adjust the cost
share for retiree health benefits for new hires. The Council’s package includes this structural change for
new employees, hired on or after July 1, 2011. This change will reduce the County’s OPEB liability
beginning in FY13. In contract, the Executive did not propose changes to retiree health benefits for new hires.

Reduces the impact on County Government employees who receive a defined contribution retirement
benefit. Recognizing that defined contribution retirement plans cost the County substantially less per
employee than defined benefit plans, the Council’s package applies the 2% reduction in the County’s
contribution to an employee’s defined contribution retirement account only in FY12. This contrasts to the
Executive’s proposal, which would have reduced the County’s contribution by 2% permanently.

Follows the lead of the General Assembly in making structural changes to the defined benefit pension
benefits, but phases in higher employee contributions over two years. Similar to the changes adopted by
the State, the Council’s package modifies the cost-of-living adjustment provision for the County’s defined
benefit pension. The Council’s package similarly adopts a 2% increase in employee contributions, but phases it
in over two years. This year the General Assembly also changed the structure of the defined benefit pension for
new hires. In June, the Council will consider changes to the structure of the County Government’s defined
benefit plan for new hires, to become effective by October 1, 2011.

The Council fully recognizes that decisions regarding the benefits offered to MCPS employees are the
Montgomery County Board of Education’s to make. The Council’s package identifies the savings that
would result if the Board of Education takes certain actions regarding the structure of employee retirement
and health benefits. Specifically, the Council’s package identifies savings associated with implementing
changes to MCPS’ locally-funded pension plans (Core and Supplement) that parallel those made by the State
to the teachers’ pension plan, and potential savings from adjusting the current 95/5 and 90/10
employer/employee health premium cost shares by five points.

: O



The first attachment to this memo (©4-6) summarizes the FY12 and cumulative six-year savings (FY12-17)
associated with each component of the Council’s package compared to the Executive’s budget proposal. Other
attachments:

e Show year-by-year savings estimates for the Council’s package and the Executives’ proposal;
¢ Provide further details about the Executives’ proposal and the Council’s package; and
e Summarize actions required to implement the Council’s package of changes to benefits for County

Government employees.
Attachments Begins on
Summary Comparison of Executive’s Proposal and Council’s Package ©4
Council’s Package: Estimated Six-Year Savings (by year) ©7
Further Details of Council’s Package ©8
Examples of Health Benefit Changes for County Government Employees: Executive’s Budget o11
Proposal vs. Council’s Package
Examples of Retirement Benefit Changes for County Government Employees: Executive’s

o1 ©16

Budget Proposal vs. Council’s Package
Further Details of Executive’s FY12 Budget Proposal and Estimated Six-Year Savings (by year) ©17
Actions Required to Implement the Council’s Package of Changes to Benefits of County ©19

Government Employees




Comparison of Executive’s Proposal and Council’s Package
Agency: County Government

GROUP INSURANCE
Implementation Date: Executive’s estimates assumed July 1, 2011. Council assumes January 1, 2012

Savings ($ in millions)

Benefit Executive’s Proposal Council’s Package Exec. Proposal ] Council’s Package
FY12- FY12-
FYi2 EY17 FY12 FY17
Increase from 80/20 to 70/30 for all Keep HMOs at 80/20; change POS
1% g
Health Insurance — medical, dental, vision, & standard (Carefirst), dental, vision, & standard $15.65 | $12072 | $2.10 $30.29
Employee Cost Share | Prescription drug; add salary-based prescription drug plans to 75/25; o ’ ) )
surcharge. eliminate salary-based surcharge.
Mandate the use of generic instead of
brand name drugs when generic equivalent . .. .
. . ‘ . Add waiver provision for medically
o is available (or employee pays generic drug . brand e drues: limit (not
Prescription Drug copay plus the difference between brand fecessary Brand name drugs, ( $1.60 $12.34 $0.70 $9.71
Coverage name and generic drug costs); eliminate eliminate) coverage for erectile
. » dysfunction medications.
coverage for erectile dysfunction
medications.
Increase copay for mail-order Maintain current copays for mail-order
Prescription Drug | rescriptions from one time to two times | Prescriptions; add provision to allow $020 | $1.54 - -
Copays the copay for retail purchase purchase of maintenance drugs at CVS
pay ) retail pharmacy for mail-order copay.
Reduce coverage from two times to one Adopt Executive’s proposal for coverage
Life Insurance ?jg;a; S;:aijzlgg’ ;r;c;:;z;(:t share reduction; limit cost shift to 75/25. $1.20 $9.26 $0.60 $8.66
0 .
Long-Term o 0
Disability ;‘r’z;‘j‘j;”“ share from 20% to 30% of | 5 i cost shift to 75/25. $0.05 | $0.37 | soo1 | $0.09

(continued on next page)




Comparison of Executive’s Proposal and Council’s Package
Agency: County Government (continued)

RETIREMENT
Implementation Date: July I, 2011

Savings ($ in millions)

Benefit Executive’s Proposal Council’s Package Exec. Proposal Council’s Package
FY12- FY12-
FY12 FY17 FY12 FY17

o L o
Defined Contribution | Reduce employer’s contribution by 2%. Reduce employer contribution by 2% in

Reti X FY12 onl $4.86 $31.47 $4.86 $4.86
etitemen y.

Defined Benefit -

R _— o
Employee Increase employee contribution by 2%, Phase in higher employee contribution,

1% in FY12, 2% in FY13 and beyond. | S004 | 33913 | §3.02 ) $36.11

Contribution

Cap future COLAs for new hires and
current employees (for years not yet - - $3.15 $18.90
served) at 2.5%.

Defined Benefit - No recommendation in Executive’s
COLA Provision FY12 budget.

No recommendation in Executive’s In June, consider changes to structure of

l Defined Benefit -

New Hires defined benefit plan for employees hired - - TBD
FY12 budget. on or after 10/1/11.
RETIREE HEALTH
Implementation Date: Changes apply to employees hired on or after July 1, 2011
) No recommendation in Executive’s Change eligibility and cost share for new R;(ilg;?orgm .OP.EB
Retirce Health FY12 budget. hires. : B - tlzyf%m sia

COUNTY GOVERNMENT SUBTOTALS $214.83 $108.63

(continued on next page)



Council’s Package
Agency: MCPS

The Council recognizes that decisions about MCPS employee benefits are the Board of Education’s to make. As stated in his

March 15 budget transmittal memo, the Executive recommended that all agencies adjust employee health insurance and retirement
benefit structures “to promote equity among locally funded public employees.” This page identifies savings that would result if
the Board of Education takes action to modify employee benefit structures according to the examples described in the table below.

Savings ($ in millions)

Benefit - Examples of Change Exec. Proposal Council’s Package
FY12 FY12-FY17 FY12 FY12-FY17
_ Beginning on January 1, 2012, change the employer/employee cost
II;I;aIII; I:esgr;l;c;hare share for HMOs from 95/5 to 90/10; change the cost shate for all . - $7.00 $91.06
“mpoy other plans from 90/10 to 85/15.
Change locally-funded pension plans (Cote and Supplement) to
Locally-Fm}ded Defined parallel changes made by the State to the teachers’ pension plan that
Benefit Retitement: : . - - %11.70 $73.41
Core and Supplement increase employee contributions and cap future COLAs for new
hires and current employees.
MCPS SUBTOTALS - - $18.70 $164.47

COMPARISON OF TOTAL SAVINGS
($ in millions)

FY12 FY12-FY17

Executive’s Proposal: $29.60 $214.83
Council’s Package: $33.15 $273.10




Council’s Package: Estimated Six-Year Savings (By Year)
($ in millions)

Retirement changes take effect on July 1, 2011

All group insurance changes take effect on January 1, 2012

Council’s Package

Health Insurance — Employee Cost Share:
Keep HMOs at 80/20; change POS (Carefirst),
dental, vision, & standard prescription drug to
75/25; eliminate surcharge.

FY12

$2.10

FY13

$4.62

FYl4

COUNTY GOVERNMENT

$5.08

FY15

$5.59

FY16

$6.14

FY17

$6.76

6-Year

$30.29

Prescription Drug Coverage / Copays:
Maintain current copays for mail-order
prescriptions; add waiver provision for mandatory
generic requirement; limit (not eliminate) coverage
for erectile dysfunction medications.

$0.70

$1.47

$1.62

$1.79

$1.97

$2.16

$9.71

Life Insurance:
Adopt CE proposal for coverage reduction; limit
cost shift to 75/25.

$0.60

$1.32

$1.45

$1.60

$1.76

$1.93

$8.66

Long-Term Disability Cost Share:
Limit cost shift to 75/25.

$0.01

$0.01

$0.01

$0.02

$0.02

$0.02

$0.09

Defined Contribution Retirement:
Reduce employer contribution by 2% i FY12 only.

$4.86

$0.00

$0.00

$0.00

$0.00

$0.00

$4.86

Defined Benefit Retirement — Empl. Contribution:
Phase in higher employee contribution; 1% in
FY12, 2% in FY13 and beyond.

$3.02

$6.21

$6.39

$6.60

$6.82

$7.07

$36.11

Defined Benefit Retirement — COLA Provision:
Cap future COLAs for new hires and current
employees (for years not yet served) at 2.5%.

$3.15

$3.15

$3.15

$3.15

$18.90

Defined Benefit Retirement — New Hires:
In June, consider changes to structure of defined

benefit plan for employees hired on or after
10/1/11.

To be determined

Retiree Health:
Change eligibility and cost share for new hires

Reduction in the County’s OPEB liability begins in FY13

County Government Subtotals

Health Insurance — Employee Cost Share:
Decisions about MCPS employee benefits are the
Board of Education’s to make. See example of
changes on page ©6.

$14.45

$7.00

$16.78

$14.47

$17.70

$15.62

$18.75

$16.86

$19.86

$18.21

$21.09

$18.90

$108.63

$91.06

Defined Benefit Retirement (Locally-funded
Core and Supplement Plans):

Decisions about MCPS employee benefits are the
Board of Education’s to make. See example of
changes on page ©6.

$11.70

$11.89

$12.09

$12.32

$12.57

$12.84

$73.41

MCPS Subtotals

$18.70

$26.36

$27.71

$29.18

$30.78

$31.74

$164.47

TOTALS

$33.15

$43.14

$45.41

$47.93

$50.64

$52.83

$273.10

<D,



Further Details of Council’s Package
Implementation dates: All group insurance changes take effect on January 1, 2012. Retirement changes take effect on July 1, 2011.

Benefit Type

Council’s Package

Comparisons to Executive’s Proposal &
General Assembly’s Actions

Estimated
FY12 Savings

County Government

Health Benefits
for Active
Employees

Premium Cost Share. Adopt preferential pricing for lower
cost plans by maintaining employee cost share at 20% for
HMOs; and increasing employee cost share for the POS
medical plan (CarcFirst) as well as dental, vision, and stand-
alone standard prescription drug plans from 20% to 25%.
Maintain the current practice of allowing employees to
“buy-up” and purchase high option prescription coverage.

The Council’s package reduces the Executive’s
proposed cost share increase to employecs,
eliminates the salary-based surcharge, and adopts a
cost containment strategy - already used by MCPS
- of preferential pricing for lower cost HMOs.

$2,100,000

Prescription Drug
(plan design

changes)

Coverage changes. Employees who buy a brand name
drug when a generic equivalent is available pay the generic
drug copay plus the difference between the cost of the
brand name drug and its generic equivalent, unless the
physician supplies a letter of medical necessity. In addition,
employees would receive limited coverage of erectile
dysfunction drugs.

The Council’s package modetates the Executive’s
proposal by including a generic drug watver
provision based on medical necessity and limiting
(not eliminating) erectile dysfunction drug
coverage. This modification results in a plan
design that parallels MCPS’ current practice.

$703,000

Mail-Otder Copays. Maintain the current copay for mail
order prescriptions up to a 90-day supply (instead of
increasing from one time to two times the copay for a 30-
day supply purchased at a retail pharmacy). In addition,
apply mail-order copay to direct purchase of long-term
maintenance drugs (up to a 90-day supply) at CVS retail
pharmacies.

The Council’s package eliminates the Executive’s
proposal to double the copay for mail order
prescriptions, and adds the provision on
maintenance medication purchased at CVS retail
pharmacies (not included by the Executive).

None

Life Insurance

Cost Share and Benefit Level. The life insurance benefit
provided to all employees is reduced from two times to one
time annual salary. Employees’ cost share increases from
20% to 25% of premium.

This structural change in benefit level was
proposed by the Executive; the Council’s package
reduces the Executive’s proposed cost shate
increase to employees.

$600,000

Long-Term
Disability

Cost Share. Employeces’ cost share for long-term disability
insurance increases from 20% to 25% of premium.

The Council’s package reduces the Executive’s
ptoposed cost share increase to employees.

$12,000

(continued on next page)




Further Details of Council’s Package (continued)

Benefit Tvpe . Comparison to Executive’s Proposal & Estimated
yp Council’s Package General Assembly’s Actions FY12 Savings
Retirement: The Council’s package modifies the Executive’s
Defined Contribution. The County reduces its proposal by making the defined contribution
I?Cﬁ“?d . contribution to employee retirement accounts from 8% to reduction a pne-time as opposed to a permanent $4,860,000
(_),ontubutlon 6% in FY12 only. change. MCGEQO included this one-time change in
Plan its last best final offer.
Defined Benefit - employee contribution. In FY12, The Counfzﬂ s package phgses in the Executive’s
: gy proposed increase of 2% in employee
employees contribute an additional 1% of salary towards o .
. . . N . contributions over two years. This year, the $3,022,090
their pensions; in FY13 employee contributions increase o .
another 1% for a total of 2% General Assembly similarly increased employee
' ' contributions to State-run pension plans by 2%.
This year, the General Assembly adopted a
. Defined Benefit - COLA provision. The County caps reduced COLA provision for new hires and
Retirement: future COLAs for new hires and for current employees (for | current employees (for years not yet served) who $3.150,000
Defined Benefit years not yet served) at 100% of CPI up to a maximum participate in the State-run pension plans. This e
Plan annual increase of 2.5%. structural change was not proposed by the
Executive.
Defined Benefit — structure of benefit for new hires. In | This year, the General Assembly adopted changes FY12and
. o . . future year
June, the Council will also consider changes to the structure | to the structure of the defined benefit pension for savines will
of the defined benefit plan components (e.g., vesting period, | new hires enrolled in State-run pension plans. ";V Iglz on
pension formula) for new public safety hires, with the goal | This structural change was not proposed by the iien es
of having changes in place by October 1, 2011. Executive. a dip%e d

Eligibility and Cost Share. For employees hired after July
1, 2011, eligibility for retiree health benefits increases to a

This year, the General Assembly adopted changes

Reduction in

Retiree Health minimum of 10 years of setvice for a cost share of 50/50, to retiree health eligibility and cost share. This the Com‘mt.y's
S . : . OPEB liablity
Benefits and 25 yeats of service to receive the maximum cost share structural change was not proposed by the begins in
of 70/30. For each year of service in-between 10 and 25, the | Executive. cgis
, : 0 FY13
County’s share increases 1.33%.
Subtotal: FY12 MCG Savings | $14.45 million

(continued on next page)




Further Details of Council’s Package (continued)

The Council recognizes that decisions about MCPS employee benefits are the Board of Education’s to make. As stated in his
March 15 budget transmittal memo, the Executive recommended that all agencies adjust employee health insurance and retirement
benefit structures “to promote equity among locally funded public employees.” This page identifies savings that would result if
the Board of Education takes action to modify employee benefit structures according to the examples described in the table below.

Estimated
Bencfit Type Examples of Change FY12 Savings
Montgomery County Public Schools
Health Benefits Premium Cost Share: Employees’ cost share for HMOs increases from 5% to 10%; employees’ cost share for
for Active all other plans increases from 10% to 15%. This structural change assumes a continuation of MCPS’ cost $7,000,000

Employees

containment practice of preferential pricing for IMOs.

Retirement:

Locally-Funded
Plans (Core and
Supplement)

Defined Benefit. Board of Education adjusts pension benefits in the locally-funded Core plan to parallel
changes made by the General Assembly to the State-run pension plans (increase employee contributions and cap
future COLAs for new hires and current employees), and increases the employee contribution to the locally-
funded Supplement to maintain the same proportion of employee contributions for the Supplement and for State
and local Cote plans. This structural change is consistent with the Board of Education’s past practice of applying
changes made by the State to the Teachers’ Retirement/Pension Systems to the MCPS-run and locally-funded
pension plans.

$11,700,000

Subtotal: FY12 MCPS Savings

$18.70 million

COMPARISON OF TOTAL SAVINGS
($ in millions)

FY12 FY12-FY17
Executive’s Proposal: $29.60 $214.83
Council’s Package: $33.15 $273.10




Examples of Health Benefit Changes for County Government Employees:
Executive’s Proposal vs. Council’s Package

The table below summarizes the range of health cost increases to employees from the Council’s
package compared to the Executive’s proposed health benefit changes.

o The Council’s package maintains the HMO cost share at 80/20; increases the cost share for
POS medical (Carefirst), dental, vision, and stand-alone prescription drug plans to 75/25; and
eliminates the proposed salary-based surcharge.

o The Executive proposed shifting to a 70/30 cost share for all plans plus an additional salary-
based surcharge.

Examples of FY12 Additional Cost to Employees from Health Benefit Changes
Compatrison of the Executive’s Proposal to the Council’s Package

Increase to Health Benefit Costs from....
Employee Salary
Executive’s Proposal Council’s Package
$45,000 $400 to $2,359
$55,000 $1,310 to $3,269
$24 t0 $1,180
$85,000 $1,310 to $3,269
$95,000 $1,960 to $3,919

To demonstrate the dollar impact on individual employees based on health plan choices, the tables
beginning on the next page contain examples for the following four scenarios:

Example #1 — $45,000 annual salary with Kaiser HMO medical and prescription coverage;

Example #2 — $55,000 annual salary with Carefirst High Option POS and Caremark High Option

prescription coverage;

Example #3 — $85,000 annual salary with United Healthcare HMO and Caremark High Option

prescription coverage; and

Example #4 — $95,000 annual salary with Carefirst Standard POS medical and Caremark High

Option prescription coverage.

Data Notes (applicable to both the summary comparison and the illustrative examples)

All health insurance costs are based on projected 2012 premium rates (for medical, prescription,
dental, and vision coverage) and assume employees stay in their current choice of plans.

Cost to employees is calculated in pre-tax dollars. The reduction in take home pay would vary
depending on the employee’s income tax rate.

The dollar increase and the “actual” employee cost share under the Executive’s proposal include
the salary-based surcharge (if applicable).

>



Example #1: Ride On Bus Operator
Annual Salary - $45,000

Medical & Prescription Plan: Kaiser HMO

Single Coverage

Medical

Prescription Drug $1,237 3619 50
Salary-based surcharge 0 30 30
Dental $86 $43 $22
Vision $9 $5 $2
Health Benefit Total $1,332 $667 $24
Employee "Actual" Cost Share 20% 30% 20%

Medieal $3,662 $1,831 30
Prescription Drug
Salary-based surcharge $0 $0 $0
Dental $276 $138 $69
Vision $22 $11 $5
Health Beﬂgﬁt Total $3,960 $1,980 $74
Employee "Actual” Cost Share 20% 30% 20%




Example #2: Code Enforcement Inspector
Annual Salary - $55,000

Medical Plan: Carefirst POS High Option / Prescription Plan: Caremark High Option 4/8

Single Coverage
Projected.FY12 Cost to Employee.

Medical $1,204 $603 $301
Prescription Drug $1,116 $160 $80
Salary-based surcharge $0 $910 $0
Dental $86 $43 $22
Vision $9 35 $2
Health Benefit Total $2,415 $1,721 $405
Employee "Actual" Cost Share 7% 7% 32%

rojected FY12 Cost to Employee
ncrease under So e
TURER Executive's Proposal ‘Council's Packag
Medical $3,508 $1,754 3877
Prescription Drug $3,201 $456 $228
Salary-based surcharge 30 $810 %0
Dental $278 $138 $69
Vision $22 311 $5
Health Benefit Total $7,007 $3,269 - $1,179
Employee "Actual” Cost Share 27% 40% 32%




Example #3: Police Sergeant
Annual Salary - $85,000

Medical Plan: United Healthcare HMO / Prescription Plan: Caremark High Option 5/10

Single Coverage

Medical $1,027 $514 $0
Prescription Drug $1,085 $160 $80
Salary-based surcharge 30 $910 30
Dental $86 $43 $22
Vision $9 $5 $2
Health Benefit Total $2,207 $1,632 $104
Employee "Actual” Cost Share 28% 48% 29%

Family Coverage

Projected FY12 Cost to Employee
ncrease under - | - Increase under
. cutive's Proposal | Council's Package °
Medical $1,570 $0
Prescription Drug $3,112 %456 $228
Salary-based surcharge $0 $910 $0
Dental $276 $138 $69
Vision $22 $11 $5
Health Benefit Total $6,550 $3,085 $302
Employee "Actual" Cost Share 28% 40% 29%




Example #4: Senior Information Technology Specialist
Annual Salary - $95,000

Medical Plan: Carefirst PQS Standard Option / Prescription Plan: Caremark High Option 5/10

Single

Coverage

rojected FY12 Cost to Employee

's Proposal

Medical $1,344 $336 $56
Prescription Drug $1,149 396 $16

Salary-based surcharge 30 $1,560 $0
Dental $103 $26 $5
Vision $11 $3 50

Health Benefit Total

$2,021

$77

Employee "Actual” Cost Share 31% 55% 32%
Family Coverage
Projected FY12 Cost to Employee ,
“Current Cost | - Increase under - '} Increase under .
L "~ "'Share | Executive's Proposal | - Council's Package
Medical $3,915 $979 $163
Prescription Drug $3,295 $273 345
Salary-based surcharge 30 $1,560 30
Dental $331 $83 $14
Vision $26 $7 $1
Health Benefit Total $7,567 $2,902 $223
Employee "Actual” Cost Share 31% 43% 32%




Examples of Health Benefit Changes for County Government Employees:
Executive’s Proposal vs. Council’s Package

The table below summarizes the range of health cost increases to employees from the Council’s
package compared to the Executive’s proposed health benefit changes.

¢ The Council’s package maintains the HMO cost share at 80/20; increases the cost share for
POS medical (Carefirst), dental, vision, and stand-alone prescription drug plans to 75/25; and
eliminates the proposed salary-based surcharge.

o The Executive proposed shifting to a 70/30 cost share for all plans plus an additional salary-
based surcharge.

Examples of FY12 Additional Cost to Employees from Health Benefit Changes
Comparison of the Executive’s Proposal to the Council’s Package

Increase to Health Benefit Costs from....

Employee Salary

Executive’s Proposal Council’s Package
$45,000 $400 to $2,359
$55,000 $1,310 to $3,269
$24 to $1,180
$85,000 $1,310 to $3,269
$95,000 $1,960 to $3,919

To demonstrate the dollar impact on individual employees based on health plan choices, the tables
beginning on the next page contain examples for the following four scenarios:

Example #1 — $45,000 annual salary with Kaiser HMO medical and prescription coverage;

Example #2 — $55,000 annual salary with Carefirst High Option POS and Caremark High Option

prescription coverage;

Example #3 — $85,000 annual salary with United Healthcare HMO and Caremark High Option

prescription coverage; and

Example #4 — $95,000 annual salary with Carefirst Standard POS medical and Caremark High

Option prescription coverage.

Data Notes (applicable to both the summary comparison and the illustrative examples)

All health insurance costs are based on projected 2012 premium rates (for medical, prescription,
dental, and vision coverage) and assume employees stay in their current choice of plans.

Cost to employees is calculated in pre-tax dollars. The reduction in take home pay would vary
depending on the employee’s income tax rate.

The dollar increase and the “actual” employee cost share under the Executive’s proposal include
the salary-based surcharge (if applicable).



Further Details of Executive’s Proposal

Implementation date: Executive recommended that all benefit changes take effect on July 1, 2011,

. CE Estimated
»
Benefit Type County Executive’s Proposal FY12 Savings
Minimum 30% Cost Share. Employees’ cost share of medical, prescription drug, dental and vision
. . ) . p - " $8,229,530
insurance premiums would increase from a minimum of 20% to a minimum of 30%.
Health Benefits for
Active Employees Additional Salary-Based Chatge. Employees with an annual salary between $50,000 and $89,999
who enroll in a medical and/or prescription drug plan would pay an additional $910 per yeat. $7,418 000
Employees with an annual salary of $90,000 and above would pay an additional $1,560 per year.
Generics. Employees who buy a brand name drug when a generic equivalent is available would
always pay the generic drug copay plus the difference between the cost of the brand name drug and :
. . . . ) L - . $1,200,000
its generic equivalent. Currently, this requirement is waived if a physician prescribes a brand drug and
Prescription Drug writes “dispense as written” on the prescription.
Insurance
(plan design changes) | Lifestyle Drugs. The County would eliminate coverage for medications used to treat erectile $400.000
V dysfunction. ’
Mail-Order Copays. The copay for mail order prescriptions (up to a 90-day supply) would increase
. . , . $200,000
from one time to two times the copay for a 30-day supply purchased through a retail pharmacy.
30% Cost Share and Benefit Level. The life insurance benefit provided to all employees would be
Life Insurance reduced from two times to one time annual salary. Employees’ cost share would increase from 20% $1,200,000
to 30% of premium.
Long-Term Disability | 30% Cost Share. Employees’ cost share would increase from 20% to 30% of premium. $48.,000
Retirement Account (Defined Contribution) Plan. The employer’s contribution to employee
. $4,860,290
tetitement accounts would be reduced by 2%.
Retirement
Pension (Defined Benefit) Plans. Employees would contribute an additional 2% of salary towards §6,044,180
their pensions. 7
TOTAL FY12 MCG Savings | $29.6 million




Executive’s Proposal: Estimated Six-Year Savings (By Year)
(in $ millions)
Executive recommends all benefit changes take effect on July 1, 2011

Executive’s Proposed Changes FY12 | FY13 | FY14 | FY15  FY16 | FY17 | 6-Year

COUNTY GOVERNMENT
Health Insurance - Employee Cost Share:

Increase medical, dental, vision, and stand-alone
prescription drug employee cost share to
minimum of 30%

Additional Salary-Based Charge for Medical
and/or Prescription Drug Plan Enrollment:
Additional charge of $910/year for employees
with annual salaries of $50,000 and above;
$1,560/year charge for employees with salaries
$90,000 and above

Prescription Drug Coverage:

Mandatory generics

$8.23 $9.05 $9.96 = §10.95 $12.04 | $13.25 $63.48

$7.42 $8.16 $8.98 $9.87 | $10.86 | $§11.95 $57.24

$1.20 $1.32 $1.45 $1.60 $1.76 $1.93 $9.26

Prescription Drug Coverage:

Elimination of erectile dysfunction drug coverage $0.40 §0.44 $0.48 $0.53 $0.59 $0.64 $3.08

Prescription Drug Coverage:

Doubling mail-order copay $0.20 $0.22 $0.24 $0.27 $0.29 $0.32 $1.54

Life Insurance:

Reduced coverage/increase to 30% cost share $1.20 $1.32 $1.45 $1.60 $L76 $1.93 $9.26

Long-Term Disability Cost Share:
Increase to 30% cost share

Defined Benefit Retirement:
Additional employee contribution (2% of salary)

$0.05 $0.05 $0.06 $0.06 $0.07 $0.08 $0.37

$6.04 $6.21 $6.39 $6.60 $6.82 $7.07 $39.13

Defined Contribution Retirement:
Reduced employer contribution (2% of salary)

TOTALS | $29.60 | $31.76 | $34.16 | $36.79  $39.68 | $42.86 | $214.85

$4.86 $4.99 $5.

L3t
o
N

$5.31 $5.49 $5.68 | $31.47




Actions Required to Implement the Council’s Package for Changes to
Montgomery County Government Employee Benefits

Benefit Type

Relevant Documents

Implementation Process

Group Insurance
Benefits for Active

Group insurance plan
documents provided
to employees

Council: Include changes in the
FY12 Budget Resolution

Executive: Amend the group

Employees Collective bargaining | insurance plan document(s)
Agreements provided to employees
Retirement plan, Council: Amend the County
documents provided Code
Retitement to employees
Benefits County Code, Chapter i’;ﬁ:;t::f: ﬁ?iﬁiiﬁ;m 9
33, Article ITI (§ 33-34 rovided topem loyees (
to 33-61J) P PO}
Group insurance plan
documents provided
to employees Council: Adopt Council resolution
Retiree Health Council Resolution Executive: Amend the group

No. 10-2233
(10/16/86)

Council Resolution
No. 14-1168 (3/5/02)

insurance plan document(s)
provided to employees




MONTGOMERY COUNTY COUNCIL

ROCKVILLE, MARYLAND

OFFICE OF THE COUNCIL PRESIDENT

MEMORANDUM
May 16, 2011

TO: County Council
"
FROM: Valerie Ervin\! Council President

SUBJECT:  Pre-funding Retiree Health Benefits

Starting in 2003, the Council has focused on the importance of pre-funding retiree health
benefits, or OPEB (Other Post Employment Benefits). Actuarial advisers for the four County tax
supported agencies have estimated the total liability associated with providing these benefits for
current and future retirees at $3.6 billion. As both health care costs and the number of retirees
continue to rise sharply, the agencies will not be able to cover the annual expense on a pay-as-
you-go basis, as they have done to date.

To meet the Annual Required Contribution (ARC) needed to meet future obligations, pre-
funding through a trust vehicle is essential. The agencies have all established retiree health
benefits trusts, but the severe fiscal pressures of the past several years have sharply restricted
funding for the trusts. For FYO08 the Council set a five-year schedule for the agencies to phase in
their pre-funding and budgeted $31.9 million for the first year. For FY09, in view of growing
fiscal pressures, the Council extended the phase-in schedule to eight years. For FY10 the only
tax supported OPEB appropriation was $12 million for MCPS. For FY11, an extremely difficult
year, there was no tax supported contribution for any algency.l

For FY12 the Executive proposed to resume tax supported funding at a total level of
$49.8 million: $26.1 million for County Government, $20.0 million for MCPS, $1.0 million for
Montgomery College, and $2.7 million for M-NCPPC. This funding would represent a start
toward returning to a clear phase-in schedule for all agencies.

" If the County had followed the five-year phase-in schedule that was approved four years ago, the total FY'11 tax
supported contribution for all four agencies would have been $149 million. Non-tax supported cortributions from
proprietary funds and participating outside agencies, however, have consistent!ly been made. On May 9 the Council
supported $12.1 million in FY 12 funding for this purpose.

SreLLa BOWERNER COUNCIL OFFICE BULDING 100 MARYLAND AVENUEI » RICKYIL 20830
7

TOoRVILLE, MarvianD ZOB50
7300 2 TTY 24G/777-7814 ¢« FAX 248/777-7589

WWW MONTGOMERYCQUNTYMD.GOV
)

‘U' PRINTED ON RECYCLED PAPER



Based on the Council’s recent discussions of this issue, I suggest two steps:

First, to provide a more coherent and consistent approach to pre-funding retiree health
benefits starting in FY12, [ will introduce legislation to enable MCPS and Montgomery College
to participate in a consolidated County retiree health benefits trust> Many jurisdictions,
including Baltimore, Frederick, and Howard County, have adopted a consolidated approach to
achieve economies in administration and investment of funds, including lower fees and access to
investment managers with minimum asset requirements. Such an approach will also make the
Council’s annual OPEB funding decisions clearer and more transparent. This will benefit both
the agencies and their retirees.

Second, I suggest that we place the proposed FY12 OPEB contributions for MCPS ($20.0
million) and the College ($1.0 million) in separate County Government Non-Departmental
Accounts, one on behalf of each agency, for transfer to the consolidated trust after the bill has
been enacted.

I believe that these steps will help all agencies meet their commitments to their retirees in
a fiscally responsible way.

? The legislation would provide representation on the consolidated trust’s governing board and would base each
agency’s share of trust assets on its contributions and on earnings on the contributions. The existing trusts of both
agencies would continue to be a source of future funding of retiree health benefits. Since M-NCPCC is a bi-county
agency. its participation would require collaboration with Prince George’s County.

2 Ci /
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AGENDA ITEM #6
May 9, 2011

MEMORANDUM

May 5, 2011

TO: County Council

FROM: Stephen B. Farber, Council Staff Directori‘)e»/__I
SUBJECT: Action — Compensation and Benefits for All Agencies

This memo outlines recommendations on compensation and benefits made by the Government
Operations and Fiscal Policy Committee on May 5. For ease of reference, the updated packet from the
April 25 Committee briefing is attached to this memo. Since the Committee is still working on health
and retirement benefit issues, the recommendations in these areas are not yet complete.

1. FY12 Pay Changes (see pages 1-5)

The Committee reviewed the FY12 budget and compensation context on pages 1-3. The
Committee also reviewed the information on pay changes in the region on pages 3-4, including the
original agency pay change requests outlined on page 5. (Pay changes at WSSC and M-NCPPC will be
reviewed with the Prince George’s County Council at the bi-county meeting on May 12.) Committee
recommendations:

e In view of the County’s severe fiscal constraints, do not support General Wage Adjustments
(COLAs) or service increments (step or merit increases) for any agency in FY 12.!

» For MCG, approve the proposed FY 12 salary schedules listed on ©34-46. These schedules are
(in order) for Non-Represented Employees (General Salary Schedule), Management Leadership
Service, Medical Doctors, Seasonal Workers, MCGEO, Sheriff Management, Deputy Sheriffs,
Fire/Rescue Management, IAFF, Police Management, FOP, Correctional Management, and
Correctional Officers.

2. FY12 County Government Retirement Program (see page 6)

The Committee reviewed a range of issues concerning the MCG retirement program, including
the actuarially determined County contribution to the defined benefit Employees’ Retirement System
(ERS) and the amount for the defined contribution Retirement Savings Plan (RSP) and the cash balance
plan (GRIP). The Committee also reviewed the budgets of the Deferred Compensation Plan, the Retiree
Health Benefits Trust, the ERS, and the RSP. Committee recommendations:

' For County Government (MCG), the arbitrated awards for the FOP, IAFF, and MCGEO do not include GWAs.
The FOP award alone includes a 3.5% step increase that would cost $1.4 million. The total cost of a step increase
for all tax supported agencies would be $36.5 miilion: $3.6 million for MCG. $28.0 million for MCPS, $2.0 million
for MC. and $0.9 million for M-NCPPC,

N
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» Approve the recommended FY12 County contribution of $104.1 million for the ERS, $10.8
million for the RSP, and $3.0 million for the GRIP, subject to the Council’s final action on the
Executive’s retirement proposals.

» Approve the FY 12 budgets of the four plans on ©23.

3. FY12 County Government Compensation-Related NDAs (see page 7)

The Committee reviewed six Non-Departmental Accounts, as outlined on page 7 and ©47-50.
Committee recommendations:

¢ Approve the first three NDAs, which reflect annual County obligations: Judges’ Retirement
Contribution ($3,000), State Positions Supplement ($77,270), and State Retirement Contribution
($1,081,690).

* Approve the Group Insurance for Retirees NDA ($32,462,450), subject to the Council’s final
action on the Executive’s group insurance proposals.

¢ Approve the Compensation and Employee Benefits Adjustment NDA ($1,030,850), subject to
the Council’s final action on the Executive’s group insurance and retirement proposals.

 Approve the Retiree Health Benefits Trust NDA ($26.1 million) for the General Fund, subject
to the Council’s final action on the agencies’ pre-funding contributions (OPEB). Approve
the non-tax supported contributions from proprietary funds and outside participating agencies
($12.1 million) outlined on ©18.

4. FYIZ Group Insurance (see pages 7-10)

The Committee reviewed the Executive’s proposed group insurance changes and related issues
outlined on pages 7-10. Committee recommendations:

# Support the normal start date of January 1, 2012 (rather than July 1, 2011) for the next group
insurance plan year. Also support the principle of equitable treatment of all agencies’ employees
in the design of any changes to current plans.

When the Committee has completed its review of group insurance issues, it will decide whether
to support (1) the Executive’s proposed agency OPEB contributions (in addition to $26.1 million for
MCG): $20.0 million for MCPS, $1.0 million for MC, and $2.7 million for M-NCPPC; and (2) the
recommended funding for the MCG Employee Health Benefits Self Insurance Fund ($191,567,580) and
for the other agencies’ requests for hoth active employees and retirees outlined on page 10.

S. Other Compensation Issues (see pages 10-12)
The Committee discussed the personnel management reviews and similar reports prepared by the

agencies. The Committee also reviewed funding requests for the agencies’ FY 12 employee awards and
tuition assistance programs. Committee recommendation:

» Approve the requests outlined on page 12 of the April 25 packet as a ceiling.

fuarber  Zcompensationigo recommendations ce 3-9-11.doc
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Resolution No.: 17-107
Introduced: April 12,2011
Adopted: April 26, 2011

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: Councilmember Leventhal, Councilmember Elrich, Council President Ervin, Councilmember
Navarro, Councilmember Berliner, Councilmember Rice, and Councilmember Riemer

SUBJECT: Task Force on Emplovee Wellness and Consolidation of Agency Group Insurance

Programs '
Background
L. The Council has historically provided strong support for the employee group insurance

programs of the five County and bi-County agencies: Montgomery County Government,
Montgomery County Public Schools, Montgomery College, the Maryland-National
Capital Park and Planning Commission, and the Washington Suburban Sanitary
Commission. The Council has also encouraged multiple measures to reduce costs. The
Courncil recognizes that for the two bi-County agencies, M-NCPPC and WSSC,
coordination with Prince George’s County is required.

2, On December 9, 2003 the Council adopted Resolution No. 15-454, Policy Guidance for
Agency Group Insurance Programs. The resolution endorsed a series of cost-reduction
proposals made by the Council’s 2003 Task Force on Health Benefit Improvements and
by the Council’s actuarial consultant, Bolton Partners. The agencies have followed
through in several areas. For example, to achieve economies of scale, the agencies have
jointly bid components of their group insurance programs. For new contracts that took
etfect on January 1, 2011, all five agencies jointly bid their medical, dental, vision, and
life insurance programs. ‘

3. Efforts to further contain increases in group insurance costs must remain a high priority
The combined FY11 group insurance budgets for all agencies (excluding WSSC) total
$393.6 million, $314.6 million for active employees and $79.0 million for retired
employees. (Funding for retired employees is the annual pay-as-you-go amount only and
does not include the much larger cost of pre-funding these benefits.) These costs are
projected to continue to rise significantly in future years. The County Executive’s FY12
Recommended Operating Budget projects that costs could increase an average of 10
percent annually through FY17.
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4. The Cross-Agency Resource-Sharing (CARS) Committee, established in 2010, included
employee benefits in its review of potential cost savings. Three components under
review by a CARS subcommittee address consolidation and streamlining of agency group
insurance programs:

¢ Consolidate agency employee benefit plan offerings under fewer vendors;
¢ Consolidate the offerings under one administrative unit; and
¢ Consolidate the offerings under a uniform plan design.

5. The CARS subcommittee estimates that the potential annual savings from the first
component is $2-4 million, depending on the degree of consolidation. The second and
third components have the potential for additional savings, also depending on how they
are constructed and implemented. One example of current agency consolidation is the
Montgomery County Self-Insurance Program, which is administered by the Finance
Department. The program provides comprehensive property and casualty insurance for
the County and participating agencies and is funded through actuarially determined
contributions they provide.

6. The Council strives to improve the health of all residents of Montgomery County and
believes that health care plans should not just focus on how an employee’s health care
costs are paid for but how our health plans and programs can be used to improve the
health and well-being of our employees. In addition, experts have told the Council that
the cost of providing health care can also be reduced by increasing employee wellness,
which will decrease the dollars needed for treatment and medications.

Action

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

Access to affordable health care for all employees and all residents of Montgomery
County is a primary goal of the Council.

A Task Force on Employee Wellness and Consolidation of Agency Group Insurance
Programs is established by the Council to identify as much cost containment in employee
health coverage as possible.

1. Members of the Task Force will include, but are not limited to, representatives
from County Government’s Office of Human Resources and Department of

- Health and Human Services, Montgomery County Public Schools,
Montgomery College, M-NCPPC, WSSC, and bargaining unit representatives
from the County and bi-County agencies. The Council will also seek
members who are public health experts and representatives from County
businesses with employee wellness programs. The Council will appoint a
Chair and Vice Chair.

e
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2. The Task Force will submit a report to the Council not later than November 1,
2011. The report should contain a plan including:

a. A review of employee wellness programs currently in place in County and
_bi-County agencies.

b. Information on models of employee wellness programs in both the public
and private sector, including the success and outcomes of programs and
whether there is evidence that health care costs have been reduced over
time.

c. Recommendations for establishment of or improvements to employee
wellness programs in the County and bi-County agencies. These
recommendations should be developed in a framework that minimizes
administration and the number of vendors that might be required.

d. A comparison of the major provisions/benefits of the health plans
currently offered to employees and retirees and an analysis of why costs
may vary.

e. Recommendations on how to streamline and reduce the_ current cost of
administration, including how to:

o Consolidate agency employee benefit plan offerings under fewer
vendors;

o Consolidate the offerings under one administrative unit; and
o Consolidate the offerings under a uniform plan design.

f. Recommendations regarding other cost containment strategies and
options.

In order to best use the time and expertise of Task Force members, the Task Force
may be organized into committees to focus separately on the issues of:

(1) employee wellness and disease prevention programs, and, (2) consolidation of
plan design and administration. :

If, in its November 1 report, the Task Force identifies issues requiring further
study, the Council may extend the time for the Task Force to conclude its work.

The Council acknowledges that employee benefits are subject to bargaining for
each bargaining unit.

This is a correct copy of Council action.

Lmda M. Lauer Cl r‘( of the Couneil 7




TO:
FROM:

SUBIECT:

GO Committes #1
May 5, 2011

MEMORANDUM

May 3, 2011
Government Operations and Fiscal Policy Committee
Office of Legiglative Oversight, Budget Project ;Leam @:
Karen Orlansky, Aron Trombkec T.'lraig Howaré, Leslie Ruh%r% Sarah Downie

County Executive’s FY12 Recommended Budget:
Follow-up: Proposed Changes to County Government Employees’ Retirement, Health,
and Life Insurance Benefits

This memorandum provides follow-up information related to the GO Committee’s discussion {(4/25/11) of
the County Executive’s proposed changes to retirement, health insurance, and life insurance benefits for
County Government employees. 1t also includes OMB’s explanation of the Executive’s FY'12 Budget
Adjustment {transmitted 4/26/11) related 1o proposed prescription drug plan changes.

Committee members are asked to bring GO Committee #3, 4/25/11. Copies are available from OLO’s
office or at htip://www.montgomerveountymd.gov/content/council/pd/apend a/cm/2011/110423201 10425 GO3.pdf

The information in this memo is organized as follows:

Topic | Begins on Page
A. Aetion Item: Executive Recommended Budget Adjustment 2
B. Savings Estimates of Alternatives (received since the 4/25/1 1 meeting)
|. Retiree Health Benefits 2
2. Prescription Drug Plan Design 3

3. Life Insurance

C. Additional Information Requested by Councilmembers
1. Retirement

a. Defined Benefit Plan Provisions 4
b. Savings from Changes to MCPS’ Locally-Funded Pension System 8
c¢. Effect of State Pension Changes on Montgomery College 8
d. Level of Retirement Benefit 9
2. Health and Prescription Drug Benefits
a. Cost Comparison — Health and Prescription Drug Alternatives 16
b. Taft-Hartley Plans 11
c. Generic Drug Waiver Provision 1

3. County (Government Average Salary Data 11




A. Action Item: Executive Recommended Budget Adjnstment

The Executive’s package of FY 12 recommended budget adjustments includes a cost decrease of $1,036,280
i the Self-Insurance Fund. This cost decreasc resuits from three proposed prescription drug plan design
changes — mandatory generics, increased copays for mail order drugs, and eliminating coverage for lifestyle
drugs. (For descriptions of these proposed changes, see GO Committee #3, 4/25/11, page 22}

OMB reports that this budget adjustment is a technical change to the FY12 recommended budget for
the Health Insurance Self-Insurance Fund to align that budget with the savings from prescription
design changes. This budget adjustment does not change the savings estimated by the County
Executive from the prescription drug plan design changes in his FY12 Recommended Budget (§1.8
million out of the total $29.6 million in compensation-related savings).

The March 15" budget for the Self-Insurance Fund was based on an October multi-year valuation from the
County’s actuaries and therefore did not reflect the prescription plan design changes. Revised multi-year
actuarial projections that reflect the plan design changes were not obtained until after March 15™.

The value of the budget adjustment ($1.036 million) is different from the Executive’s original savings
estimates for the prescription drug changes ($1.8 million}. This is because the budget adjustment ($1.036
million) measures the savings from the prior year’s approved total, i.e., the difference in the FY 12
recommended total for prescription drugs vs. the FY 11 approved total for prescription drugs. The
Executive’s March 15™ savings estimate ($1.8 million) measures the difference in the FY 12 recommended
total for prescription drugs vs. the projected FY 12 total if no changes were made.

Staff recommends approval of this budget adjustment.

B. Savings Estimates of Alternatives
This section provides fiscal impact information that OLO received since the April 25" worksession.
1. Retiree Health Benefits

The Executive’s Recommended FY 12 Budget did not propose any changes to retiree health benefits. For the
two alternatives included in the packet (GO Committee #3, 4/25/11, pages 18-19}, OLO had requested
estimates from the County’s actuary (Aon) for savings that would result from applying these alternatives to
all employees hired on or after July 1, 2011

County actuaries calculate an Annual Required Contribution or “ARC” that the County would have to set
aside to fully fund the County’s OPEB liability for current and future retirees. The current ARC of
approximately $156 million inciudes a pay-as-you-go portion (approximately $32.5 million) plus a pre-
funding portion (approximately $123.5 million). The Executive’s Recommended Budget includes $32.5
million in pay-as-you-go funding and $26.1 million in OPEB pre-funding for FY12.

Aon reports that neither alternative would provide any savings in pay-as-you-go costs {i.e., the amount the
County pays each year to provide retiree health benefits in that year). However, each altemative would
reduce the County’s overall future OPEB liability beginning in FY 13, the first vear after adoption of the
change.



Alternative #1. Changing Eligibility Reguirements for New Hires. Aon estimates that the OPEB
savings (i.e., a reduction in the overall OPEB liability) under this alternative would be 1% in FY 13, and
the percent savings would gradually increase each year as new hires acerue more years of service, Based
on the County Government’s current OPEB annual required contribution of $123.5 million (excluding
the pay-as-you-go portion}, this alternative weuld reduce that amount by about §1.2 million in FY 13 and
progressively higher amounts in future years.

Alternative #2. Eliminate Retiree Health Benefits for New Hires. Aon estimates that the OPEB
savings {i.c., a reduction in the overall OPEB Hability) under this alternative would be 3.8% in FY 13,
and the percent savings would gradually increase each year as new hires accrue more years of

service. Based on the County Government’s current OPER annual required contribution of $123.5
million (excluding the pay-as-vou-go portion of the recommended contributien), this alternative would
reduce that amount by about $4.7 million in FY 13 and progressively higher amounts in future years.

2. Prescription Drug Plan Design

On April 25", OLO had outlined two alternatives to the Executive’s proposals for a mandatory generic
requirement with no exceptions and to eliminate coverage for lifestyle ED drugs. (GO Committee #3,
4/25/11, page 26)

Alternative #1. Add Strict Waiver Provision fo the Executive’s Mandatory Generic Requirement:
Caremark estimates that adding a letter of medical necessity waiver provision, as is done in MCPY’
Caremark prescription plan. would reduce the estimated savings from this mandatory generic change by
up to 3%. This alternative would reduce the Executive’s estimated $1.2 million in FY 12 savings to
approximately $1.14 million, a $60,000 decrease.

Alternative #2. Limit Coverage for Lifestyle Drugs: Caremark estimates that limiting coverage of
medications that treat erectile dysfunction to six doses per month, as is done in MCPS’ Caremark
prescription plan, would reduce the estimated savings from this change by one-third. This alternative
would reduce the Executive’s estimated $400,000 in FY 12 savings to approximately $266,000, a
$134,000 decrease.

3. Life Insurance

The Exceutive’s proposed changes to basic life insurance benefits would reducc the benefit level for most
County Government employees (from two times to one time annualized salary) and change the cost share
split te achieve an estimated $1.2 million in FY12 savings. OLO had described one aliernative to the
Executive’s proposal, which was to keep the life insurance benefit at twice an employee’s salary. (GO
Committee #3, 4/25/11, page 36)

Alternative: Keep Life Insurance Benefit at Two Times Annualized Salary, OHR staff report that
the estimated savings from life insurance changes only reflects the change in coverage from two times to
one time salary. The estimate does not include savings from the proposed cost share change as those
savings would likely be canceled out by other factors. As a result, this alternative would eliminate the
Executive’s estimated $1.2 million in FY 12 savings.




€. Additional Information Requested by Councilmembers

At the GO Committee’s April 25™ session, Commitiee members asked staff te provide additional information
relating to employee benefits. This section responds to Committee members” information requests.

1. Retirement
a. Defined Benefit Plan Provisions

The GO Committee requested that OLO provide details on current and potential alternative plan provisions for
County Government defined benefit plans. The table on the next page summarizes pension plan provisions for
the groups in the Emplovees’ Retirement System. The table on pages 5-7 compares current plan provisions to
the changes proposed by the County Executive (2% increased employee contribution} and by OLO’s
alternatives (GO Committee #3, 4/25/11, pages 13-15).



Summary of the County Government Employees” Retitement System (ERS) Provisions

for Employees Hired after June 30, 1978 (Mandatory Integrated Plan)

Employee Group

Non-public safety

Empioyee
Contribution
(% of salary)

4% up to SEWE

Yesting

Mandutory Integrated {(emplovees hired after June 38,

Average
Final Salary

Highest 34

Full Retiremient

30 years sve. /55 y.o.

Early Retitesnent

50 y.0./15 years sve

Multiplier

Pre-SSRA: 2.0

COLAs

100% of the Consumer Price
Iodex {CFL) up to 3%, plus 60%

of TP over 3% with a maxumum

1-20 {1.37% for yrs. 21-31)

hired pre 10/1/94 5% over SSWB  years co;s;ﬁive 5 vears sve. /00 voo, | 45 7.0./20 years sve, At BSRA: 1.25 annual inctease of 7.5%; no cap
' over age 65 or for diszbled
retirees
100% ot the Consumer Price
. Qi A . ¢ | Index {CFPE up to 3% plus 60%
. -3SRA 2.4 { 5. 12! ‘
Deputy Shenff 4.75% up o SSWE 5 cear ji;gs}-js{j? 25 vears sve. /46 y.o. | 45 v.0./15 years sve Pre ?2.2?&31 }*IS.H;(&};} ’ of CPI over 3% with a maximim
Corsections 8.5% over S5WH years m{);;:{" 15 vears sve. /30 vo. | 41 v.o. /20 years sve, SERA 1.65 ’ annual inctease of 7.5%; no cap
' ) AtSoRA: 16 over age 65 or for disabled
tetirees
100% of the Consumer Price
dpen S q, ~ ST
) 7 Highest 36| 5 vears sve fany age | 45 v.0./15 yeass sv Pre-S5RA: 2.4 [ﬁ'dmv{‘{d.}?ﬁ uop to 3%k plus -
Police 4.75% up 10 ‘SS\XB 5 cears concerntive years sve./ any ag v /10y <. P2 of CPI over 3% x;\a*i_t'h 4 magimum
8.5% over 55WB y sonths 15 vears sve./55 y.o, | 41 v.0./20 years sve. A1 SSRA: 1.65 anmmalincrease of 7.5%; no cap
pver age 65 or for disabled
retiees
100% of the Consumer Price
Hiehest 36 Pre-SSRA: 2.5 for yrs. 1-20 | Index (CPI) up to 3%: plus 60%
i 5.5%, un to SSWEH _ ERCS. 20 years sve fany age (2.0 for yrs. 21-31 yrs.) of CPL over 3% with 2 mexmum
Fire and Rescue et A et 5 years consecutive , n/a . . e of 7 5%
$.25% over S5WB! months 15 yesrs sve. /55 v.o. At SER AL 171875 for yrs, annual mcrease of 7.5%; 0o cap

over age 65 of for disabled
retirees

P AL2S years, 4.75% up to SSWB; 8.5% over SSWB




Summary of FY12 Pension Alternatives for Montgomery County’s ERS Mandatory Integrated Plan

(for employees hired after June 30, 1978)

Non-public Safety Employees H

Current

ited pre-10/1/94

Alternative

Employeces Affeeted
Hired after
Cutrent June 30,
2011

6% up to SSWB

- . o 4% up to Social Security Wage Base (SSWB) v v
Employee Contribution 6% over SSWB 8% over SSWB
Vesting 5 years 10 years v
Average Final Salary Hiphest 36 consecutive months Highest 5 consecutive years v
1. 100% of CPI up to a maximum annual increase of 2.5%; or
100% of the Consumer Price Index (CPI) 5 100% of CPL:
up to 3%; plus 60% of CPI over 3% with a ’ Yo 0 ’ v v

Cost-of-Living Adjustment

maximum annual inctease of 7.5%; no cap
over age 65 ot for disabled retirees

» Up to 2.5% 1f the County Government meets its annual
investment return assumption (7.5%); or
» Up to 1% if the investment return assumption not met.

Police; Deputy Sheriff; Corrections Employees

6.75% up to SSWB

. . 4.75% up to SSWB
B ; 'd 'd
Emplogee Contribution 8.5% over SSWB 10.5% over SSWB
Vesting 5 years 10 years v
Average Final Salary Highest 36 consecutive months Highest 5 consecutive vears v
1. 100% of CPT up to a maximum annual increase of 2.5%, or
% of 1l E - Ind P
100% 00 .tle Conc;umet Price In e;( (CPI} 5 100% of CPI.
. . . up to 3%, plus 60% of CPI over 3% with a _ v v
Cost-of-Living Adjustment maximum annual increase of 7.5%; no cap ¢ Up to 2.5% if the County Government meets its annual
over age 65 or for disabled retirees investment tetutn assumption (7.5%); ot
¢ Up to 1% if the investment return assumption not met.
Deputy Sheriff/ Corrections
Pre-Social Security Retirement Age (SSRA):
2.4 for yrs. 1-25 (2.0 for yrs. 26-31) Pre.SSRAL 2.2
Mulaplicr At SSRA: 1.65 re e v
. At SSRA: 1.65
Police
Pre-SSRA: 2.4 up to 36 yrs.
At SSRA: 1.65




Summuary of FY12 Pension Alternatives for Montgomery County's ERS Mandatory Integrated Plan
(for employees hired after June 30, 1978) (cont.}

Employees Affected

Current Alternative Hired after
Current June 30,
2011

Fire aned Bescue Emplovees

. . 5.5% up o SEWE 7.5% up to SEWEB v s
Employee Contribution 9.25% over SSWB 11.25% over SSWB
Vesting 5 years 10 years v
Averape Final Salary Highest 36 consecutive months Highest 3 consecotive years v

1. 100% of CPLup to 4 maxunum annul increase of 2.5%, or

100% of the Consumer Prce Index {CPT) 3 100% of CD1.
- [ - .

up 1o 3%, phas 50% of CPL over 3% with a

Cost-of-Laving Adpistment maximum annual increase of 7.5%; no cap * Upto 25% 1f the County {;}:wemment meets its annual v v
over age 65 or for disabled retitees mvestment reburn assumption {7.5%); or
» Up o 1% o the wvestment returm assumption not met.
Pre-35RA: 2.5 for yrs. 1-20 Z0 foryis. 21-31)
. ] " | Pre-SSRA 2.2 v
Multipliex AtSSRA: L7875 foryrs. 120 (1375 for | ay SR 1.65
yrs. 21-31)
Migimum Service for Hull Y

20 yeass 25 years

Retirement

Source: Momgomery County Code



b. Savings from Changesoto MCPS” Locally-Funded Pension System

The GO Committee requested information on the savings that would result from implementing changes to
MCPS’ locally-run and locally-funded pension system that correspond to pension plan changes recently
adopted by the General Assembly for the Teachers® Retirement System. The Council’s actuarial advisor,
Thomas Lowman of Bolton Partners, estimates that MCPS could expect savings of approximately $9 million
in FY 12 from such changes — specifically, from implementing a parallel increase in employee contributions
and parallel changes to the COLA provision.

Note that all MCPS employees receive a locally-funded pension supplement in addition to their core pension and
contribute an additional amount for the supplement (regardless of whether an employee receives histher core
pension from the State plan or MCPS’ locally-funded plan). If the Board of Education also increased employee
contributions for the local pension supplement {corresponding to the State-required increase in employee pension
contributions), Mr. Lowman estimates an additional savings of approximately $2.7 million in FY 12,

AIIMCPS emplovees currently contribute 5% of salary for their core pensions. Employees in the State
pension plan make their contributions to the State pension system and employees in MCPS” locally-funded
pension plan contribute directly to the local plan. Based on the State’s recent pension plan changes, MCPS
employees in the State plan will contribute 7% of salary for their core pension beginning July 1, 201},

In addition, all MCPS employees currently contribute an additional 0.5% of salary to MCPS’ locally-funded
plan to fund the local pension supplement (for a current total employee contribution of 5.5% of salary). Mr,
Lowman’s estimated $2.7 million in savings related to the pension supplement assumes a parallel increased

employee contribution for this component, increasing from 0.5% of salary to 0.7%.

The table below summarizes Mr. Lowman’s estimates of FY 12 savings if the Board of Education applied the
changes to the State pension system to MCPS” locally-funded core pension (#13, and the additional savings if
the Board of Education were to make corresponding increases in the required employee contributions to
MCPS’ locally-funded pension supplement (#2}.

Estimated FY12 Savings from Changes to MCPS’ Locally-Funded Pension Plan

MCPS Pension State Pension Changes Applied to Local

Component MCPS Plaus beginning in FY12 FY12 Estimated Savings

Increase employee contributton from 5% of

b Core salary to 7%; change COLA provision

$9.0 millson

Increase emplovee contribution from 0.5% of

2 185 fement
upp ? salary to 0.7%

$2.7 mullion

Source: Thomas Lowman, Bolton Partners, Inc.

c. Effect of State Pension Changes on Montgomery College

The GO Committee asked for information on how the recently adopted changes to the State-run pension plans
apply to Montgomery College. Currently, Montgomery College pays annually for 285 employees to participate
in State-run pension plans. The State pension system sets the rates paid by participating governmenta!l units,
like the College, for their employees 1o participate in State retirement plans. Accerding to Montgomery

College staff, the State pension system has not recalculated the FY [2 contribution rates for participating
governmental units to reflect savings from the General Assembly’s changes to State pension plans.

Accordingly, Montgomery College does not anticipate any savings in 'Y 12 based on the State pension changes.



d. Level of Refirement Benefit

Four docurents are attached for reference in response to the Committee’s discussion on the “adequacy of'a
retirement benefit.” The first document, 4 Role for Defined Contribution Plans in the Public Sector, is an
Issue Brief from the Center for State & Local Government Excellence (see © 1 - 13}, This April 2011 Issue
Brief describes the costs of and risks to both employers and employees associated with defined contribution,
hybrid, and defined benefit retirement plans. The Issue Brief also considers the plans’ adequacy in the public
sector.

The lssue Brief acknowledges the relatively higher costs associated with defined benefit pension plans and
asks “how much risk should taxpayers bear for public employee retirement plans?” Taking into
consideration a balance between employer and employee risk and the adequacy of retirement benefits, the
author encourages public employers to examine “stacked” hybrid plans as an alternative to a purely defined
contribution retirement plan.

The second document is a copy of OLO’s March 17, 2011 memorandum, Additional Information about
Current Retirement Benefits (see © 14 - 26). This OLO memo analyzes the primary factors that impact the
level of employee retirement benefits in the County Government and Montgomery County Public Schools
and includes retirement benefit calculations for four example employees.

For the example of the four retired emplovees with similar salaries and years of service, OLO found that the
present value of a pension plan is worth more than twice as much as the value of a defined contribution plan.
OLO also found that among the County Government and MCPS pension plans compared in the examples, a
plan’s value at retirement varies based on whether: a plan is integrated with Social Security; the plan™s
pension multiplier for years of service; and an employee’s years of service.

The last two documents highlight the decades-old concept of the “three-legged stool,” the idea that
retirement income is based on three legs: an emplover pension, Social Security, and private savings (see ©
27 - 29). Recent writings on this topic emphasize that the applicability of the concept has diminished over
the decades for many workers as more and more employers move away from providing defined benefit
pension plans -- one of the three foundations of the stool.

For County Government (and for other employers that provide traditional pensions), however, the concept is
still relevant for the half of the workforce that still participate in defined benefit plans. Under the traditional
“three-legged stool” concept, pension income is meant to provide workers with one source of retirement
income. The pension is not meant to be a retiree’s sole (or even majority) source of retirement income.
Social Security provides 4 second source and workers themselves are expected to provide the third source
through personal savings.



2. Health and Prescription Drug Benefits
a. Cost Comparison — Health and Prescription Drug Alternatives

The GO Committee asked for a comparison of the projected cost increase to County Government employees
for medical, prescription, dental, and vision coverage in 2012 under the Executive’s proposed changes and
under the alternatives outlined in OLO’s packet from the GO Committee’s meeting on April 25. (See GO
Committee #3, 4/25/11, pages 20-29.)

In comparing the cost impact of each proposal, it is important to keep in mind that the cost of health benefits,
both for the County and its employees, is projected to increase by 9-10% annually even with no changes to
plan design. Before taking into consideration any changes to the cost share structure, County Government
employees, who in 2011 pay between $1,237 and $7,290 towards the cost of their health benefits, will see
premium cost increases in 2012 ranging from around $111 to $656.

The 1able below shows the range of increase in employee health benefit costs (using projected calendar year
2012 premium rates) if employees stay in their current choice of medical, prescription, dental, and vision
coverage under the Executive’s proposal and each of the three altematives presented by OLO to the GO
Committee on April 25.

COMPARISON OF EMPLOYEE COST INCREASES UNDER HEALTH BERKEFIT PRICING OPTIONS *

Range of Cost Increase to MCG Employees in 2012 From...
3E;npi§ieel CE’s Proposal Alternative #1 ~ | Alternative #2—~ | Alternative #3 —
alary Leve {(updated with 5 point {max.} 10 point (max.) Fixed employer
projected 2012 rates?) cost shift cost shift conttibution
Under $50,000 $400 1o $2,359
$50,000-$89,999 $1,310 to $3,269 $24 10 §1,180 $00 to $2,359 $24 to 83,109
$90,000+ $1,960 to $3,919

* The range of cost increases under each propozal would be in addition to the 9-10% inflationary increase in health
care costs projected by County actuaries,

The current range for the actual percent of annual health insurance premiums paid by County Government
employees’ 1s 20% to 32%. The table below shows the actual cost share ranges (based on projected 2012 rates)
under the Executive’s proposal and the alternative options.

COMPARISON OF EMPLOYEE COST SHARE UNDER HEALTH BENEFIT PRICING OFTIONS
(Based on Projected 2012 Rates)

Alternative #3 ~

Alternative #1 — Alternative #32 -

CE’s Proposal . \ Fixed employer
5 point {max.} 10 point {max.) contribution
30% to 56% 20% 0 32% 25% to 37% 20% to 40%

? The range of cost increase under the Executive’s proposal differ from those shown in the April 25% GO Committee packet
because OLO updated the data using projected calendar year 2012 premium rates. This allows {or a more accurate
coraparison with Alternative’s #1-#3 that also use projected 2012 premium rates.
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h. Taft-Hartley Plans

At the April 25 worksession, the GO Committee discussed “Taft-Hartley™ health insurance plans. A Taft-
Hartley Plan is a multi-employer health plan for the private sector. According to AFSCME, Taft-Hartley
plans have five basic characteristics:

One or more emplovers contribute to the plan;

The plan is collectively bargained with each participating emplover;

Assets are placed in a trust fund;

The plan and its assets are managed by a joint board of trustees made up of labor and management
representatives;

¢ Mobile employees can change employers without losing health or pension coverage if the new job is
with an employer who participates in the same Taft-Hartley fund.®

¢. Generic Drug Waiver Provision

The GO Committee asked for information about how MCPS implements the waiver provision in its generic
vs. brand name drug coverage policy.

The MCPS Caremark prescription drug plan requires that a doctor provide a letter of medical necessity for
coverage of a brand drug when a generic equivalent is available. According to MCPS’ 2011 Employee
Benefit Plan Summary, the letter must be written on the doctor’s official letterhead and provide details on the
medical reason for prescribing a brand name drug over its generic equivalent. Simply stating that in his/her
medical opinion brand name drugs are better than generic drugs is not sufficient medical documentation.
The prescription and the letter of medical necessity must be sent to Caremark’s Department of Appeals,
which will determine whether to approve coverage of the brand drug. Caremark requires yearly updates of
medical necessity.

MCPS has had this provision for the past eight years. MCPS staff report that this proviston has increased the
use of generic drugs compared to the plan’s previous practice (which was similar to the County’s current
practice of covering the brand name drug when a physician checked “dispense as written™ on the
prescription). MCPS staff also report that following initial emplovee concerns about the change, they have
not received many complaints from employees about the current practice.

Over 40,000 employees and dependents are enrolled in MCPS” Caremark plan. In 2010, Caremark received
107 requests for exception to MCPS™ mandatory generic provision. Of these, 98 were approved (92%).

3. County Government Average Salary Data

At the April 25 GO Committee meeting, Committee members asked for information on average salaries
of County Government employees. The Office of Human Resources’ Personnel Management Review
{PMR)} provides average annual salary data (excluding overtime, shift or holiday pay) for full-time
employees overall by grade level. PMR data on 2010 average County Government salaries by grade
level appears on © 30 - 31.

* AFSCME website, hitp://afscme.org/publications/9727.cfm, “All for One and One for All; Taft-Hariley Health Insurance
Plans,” 2000, accessed 57272011,
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hat are the facts aboul defined contribution plans i the public sector?

As you'll read in this issue brief, three new plans siudied in Georgia,

Michigan, and Uiah combine elements of both defined benefit and defined
contribution plans,

‘We know that state and local employees place a high value on retirement security
and that a good benefit package is an asset to government vecruiters, as salaries in the
public sector tend to be lower than for comparable jobs in the private sector.

Untike private sector ermplovees, public ernployees typically contribute to their
defined benefit plan. The anthors remind readers that “in states where employees are
covered hy Social Security, the median contribution rate is § percent of earnings. In
siates without Social Security the median employee contribution rate is 9 percent.” Many
also participate in supplemental retirement savings plans when given the opportunity to
do so.

‘The authors point out that “risk, cost, and human rescurce considerations are the
real issues” to consider when making decistons ahout retirement plans. They suggest z
noved alternative to the current hybrid plan designs: a “stacked” plan thatl would pro-
vide & defined benefit plan as the base, bnt would cap the benefit level at a fixed dollar
amount. A defined contribution plan would be layered on top of the defined benefit plan
for additional retirernent savings, including for more highly compensated employees.

At the end of the day, policy leaders should focus on their luman resources goals as
they contemplate changes in the benefit plans that they offer.

The Ceanter lor State and Local Government Exceltence gratefully acknowledges finan-

cial support trom the IOMA Retirement Corporation to undertake this research project.

Slopfn IC lllas

Flizabeth K. Kellar
President and CEQ
Center for State and Local Governmeryt Bxcellence
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A Role for Defined
Contribution Plans in the
Public Sector

Introduction

[n the wake of the financiat crisis, policyinakers have
been talking about shifting from defined benefit plans
to defined contribution plans in the public secter, Three
states-Georgia, Michigan, and Utah-have taken action,
joining the 10 states that had introduced some form of
defined contribution plans before 2008. Interestingly,
these new plans are “hybrids” that combine elements
of both defined benefit plans and defined contribution
plans. Such an approach spreads the risks associated
with (he provision of retirement income between the
emplover and the employee. This brief provides an
update on defined contribution initiatives in the public
sector and then discusses whether the hybrids that
have been introduced are the best way to combine the
two plan types.

The brief proceeds as follows. The first section dis-
cusses the issues involved with moving from a defined
benefit plan o a defined conuibution arrangement. The
second section recaps the role that defined contribution
plans played in the public sector before the financial
crisis. The third section describes the new hybrid plans
recently adopted in Georgia, Michigan, and Utah. And
the fourth section suggests that a hetter type of hybrid
might be one where defined conltribution plans are
“stacked” on the state’s defined benefit plan rather
than placed alongside of it. The fifth section concludes
that defined contribution plans have a role in the public
sector, but that role is supplementing, not replacing,
defined benefit plans.

= Alicia H, Munnell s director of the Center [or Relicement Research
at Boston College {(CRR) and the Peter F. Drucker Professor of Man-
agement Sciences at Boston College’s Carrolt School of Managemenl.
Jean-Pierre Aubry, Josh Hurwilz, and Laura Quinby are research
associates at the CRR. The authors would like 1o thank Belh Almeida,
David Blitzstein, lan Lanofi, David Powell, and Nathan Scovronick
for helpful commenls.

By ALICIA H. MUNNELL,
JEAN-PIERRE AUBRY, JosH HUrRWITZ,
AND LAURA QUINBY?

Defined Benefit vs.
Defined Contribution

A defined henefit plan provides employees with lifetime
retirement income hased on a formula that accounts {or
service and final average salary. Most defined benefit
plans in the public sector adjust benefits, al least par-
tially, for inflation after retirement. Both employecs and
employers generally contribute to public sector plans.
Defined benefil plan assets are held in trust and man-
aged by professional investors.

In contrast, defined contribution plans are like
savings accounts. The employee and employer both
contribute money o the account, and the emplovee
selects the investments from a list of opticns provided
by the plan. The benefit at retirement depends on the
value in the account and how employees elect to take
receipt of the money-lump surn, periodic payments, or
an annuity.

Evaluating whether to shifl from a defined benefit
to a defined contribution plan involves consideration of
risks, costs, and human resource goals.

Risks

The defining characteristic of defined contribution
plans is that they shift all the responsibilities and all
the risk from the employer to the employee. In terms of
responsibilities, the employee must decide whether to
join the plan, how much to contribute, how to allo-
cate those contributions among different investrnent
options, how to change those allocations over lime,
and how to withdraw the accumulated funds at retire-
ment. Under a defined benefit plan, the sponsor retains
these responsibilities. The plan requires participation,
sels contribntion rates, invests the assets, and pavs an
annuity at retirement.

Leaving the responsibilities in the hands of employ-
ees means that they are exposed to the risks of saving

@



4 A ROLE POR DEFMED CONTRIBUTION PLANS IN THE PUBLIC SECTOR

100 litite, losing funds when financial markets fluciuate,
seeing the value of their retirement income eroded by
inflation, and outliving their resources since payment is
generally not in the form of an annuity.

In a defined benefit plan, the spoensor bears the
mvestment risk during the accumulation phase and
then absorbs longevity risk and much of inflation risk
after retirernent. This arrangement means that if finan-
cial markets collapse, the sponsor—in the public sector,
taxpayers-mmust come up with additional funds to cover
promised benefits.” Public plan sponsors alsu face the
“moral bazard” that benefit promises will not be funded,
Barticipants. who believe that they will be paid regard-
less of funding, may not push for government conlri-
butions. And politicians are al too hoppy to address
ghort-term priorities rather than put money aside for
long-term funding needs. Similarly, legislatures some-
times make uniunded benefit improvements in good
times that further aggravate the funding shortfall. As a
result, {nture taxpavers and employees will be reguired
1o contribute not only to cover the accruing cost of
benefils for current workers but also 1o cover benefits {or
retirees {or whem insufficient funds have been put aside.
A defined contribution plan aveids this type of “moral
hazard,” as the plans are fully funded by design.

Cosis

For any given level of benefits, defined contribution
plans, which mainlain individual accounts and typi-
cally update these accounts daily, have higher adminis-
trative expenses than defined benefit plans. In addition,
muost defined contribution plans use mutual funds or
similar instruments as investment options-with an
average expense ratio payable to the fund manager

of about 0.60 percent {or bond funds and about 0.67
percent for stock funds.® In contrast, defined benefif
plans involve professionally-managed large invesinent
poots with no individual account repotting. As a resul,
the anmual cost of a defined contribution plan generally
excecds that of a defined benefit plan {sep Figure 1},

Human Resource Issues

Defined benefil plans are designed to attract and retain
gualified employees, As such, these plans Decome more
valuable the closer the employes gets to the {uil retire-
ment age, because accrual rates often increase with age,
aned the salary base is ysually an average of the last three
t0 five years of earnings. Vested eraployees whe leave
early forfeit significant retirement income hecause their
accumulated credits are apyplied to thelr salary at termi-
nation rather than their salary at retirement

Figure 1. Administrative and invesiment Expenses as &
Percent of Assets, by Plen Type, 2009

1.0% 0.95%
0.8% I
0.6%
0.43%

0.4% | ] :
% NN ... —
0.0% ; Bl J (

Defined henefit Defined contribution

{public plans} fpublic & private plans)

Sources: LS. Census Bureaw (20081 and HY Investment Consultants
LAnngl.

With a few exceptions, defined contribntion plans
were not intally created as retirement vehicles but
rather as supplementary savings accounts.” Since the
value of these plans increases more evenly over an
employee’s workiife, they provide no inceniive to stay
on the job. Similarly, they do nof penalize employees
who leave early. Mobile employees can take the funds
in their account with themn when they leave employ-
ment and roll them over inte a new defined contribu-
tion plan or individual account.

Other Arguments and Counterarguments

Risk, cost, and human resource considerations are the
real issues relevant to deciding whether to shift from
a defined benefit to a defined contribution plan. But
pther assertipns alsc arise in the debale. Some support-
ers highlight the magnitude of the unfunded liabilities
in public sector defined benefit plans as justification for
switching to a defined contribution plan, The reality is
that even with a new defined contribution pian, states
and localities are still lefl to deal with past undeyfund-
ing. A new plan only addresses pension costs going
forward; it does not help cloge the current gap between
pension assets and liabilities ®

Sirpilarly, some contend that switching to a defined
contribution plan would save money in the future.® But,
as noted above, for any given level of benefits, defined
contribution plans cost more.

Advacates may think that even if total costs
increased, taxpayers could gain by shilling contribu-
tions from the government to the employee, Transfer-

o
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rirg the burden to the emploves provided & major
ceonomic incentive in the private sector to move [rom
defined benefit plans (where employees make no
contributions] to 401{k} plans {where employees make
the bullk of the contributions). But, in the public sector,
many employees already make substantial contribu-
tions to their defined benefit pensions. In stales where
employees are covered hy Social Security, the median
cantribution rate is 5 percent of earnings. In states
withaut Social Security, the median employee contribu-
tion rate is 9 percent {see Figure 2}. Therefore, state
and local governments might meet significant resis-
tance from public emplovees if they attempted to shift
more of e cost 10 participants. OF course, moving o

a defined contribution plan could be used as a mecha-
nism to cut retirernent benefits and thereby lower 1otal
employee compensation,

The main issue appears to be one of risk. From the
perspentive of sponsoring governments, shifting to a
defined contribution plan would eliminate nvestment,
inflation, and longevity risk from these entities and,
thereby, taxpavers. These plans would be {unded by
definilion and, when things go wrong in financial mar-
kets, the taxpayer would nat be responsitile for cover-
ing the shortfall, The other side of alleviating risks for
taxpayers is that public employees must {ace the risk of
saving too little, the risk of poor investment returns, the
risk that inflation will erode the value of their income,
and the risk that they might outlive their assers.”

Figure 2. State and Loeal Employer and Emplovee Median
Cantribution Rates, 2009

14%

12.2%

10%

4% .

2% |

%

With Social Security Without Social hecwurity

IR Employer [ Employee

Sowrre: Public Plans Darabase (20091,

Pre-2008 Defined
Contribution Activity

The fact that defined contribution plans put employees
at such risk may help explain why before the financial
crisis only a smattering of states had introduced these
plans on a mandatory basis.* mpariantly, only two
states-Michigan and Alaska-reguired all new hires to
patticipate solely in a defined contribution plan (see
Figure 3).” The mandate applied only to new hires,
hecause most states are consirained by their constitu-
tion or case law {rom reducing benefits for current
employees. Two states-Uregon and Indiana-adopted
“hybrid” plans, where employees are required o par-
ticipate in boith a defined benefit and & defined conui-
bution plan. Angther six states retained their defined
benefit plan and simply offered the defined conteibu-
tion plan as an option to their employees. ™

The time line of the introduction of these defined
coniribution plans is interesting (see Figure 4}, Some of
the changes may have been a response (o economics or
pofitics, but much of the activity occurred in the wake
of the fantastic performance of the stock market during
the 1950s."

Figure 3, Defined Conliribution Plans, by State, 2011

[: Mandatory defined
contribidion plan

Mandatory hybrid plan

Chulce of primary plan
- Cholee of primary plan

Note: For specsfic defiutions of the dassifications used s figore,

ser jootnole 11,
®)

Soptres Varous retrpment systems’ arnngd repors and websites of
staie legistaturas,
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Figure 4. introduction of State Defined Contribution Plans,
by Year

3

Number of Statss

T Y

ig H o O PP P
RARCISCIC ST g gt gt

E I Mandatory defined contribution plan |
Mandatory hybrid plan

22 Choice of primary plan

Note: For specific definitions of the classifications used bt this figure.
see fooinots 11

Sources: Varous redirement systems’ onnuad reports and websites of
state tegislatires

Since the plans are relatively new, the compul-
sory plans apply only 1o new hires, and the gihers are
optional, the number of participanis and amoeunt of
assels in defined contribution plans are modest (see
Appendix).” To date, participants account for less than
5 percent of all state apd lacal workers, and assets
amount Lo less than | percent of total state and local
pension assets.** (“Fact Sheets™ on each of the manda-
tory defined coniribution plans discussed in this brief
are available at hitp://slge org.}

Post-Crisis Developments

In the wake of the financial crisis, three stajes (Michi-
gan, Georgia, and Utah) have introduced mandatory
“hylrid” plans [or new employees. Interestingly, none
of the three has followed the Alaska-Michigan (SERS)
model of relying salely on a defined conlribution
pian, Rather. each has adopted a plan where new
employees accumulate retirement income under both
a defined henefil and a defined contribution plan. An
additional nine states are discussing defined contribu-
tion options.*?

Today’s hybrid plan model could
be redesigned to work better.

Georgia

Geperal state employees covered under Georgia’s
Employee Retivement System (ERS) hired after January
1, 2009, are covered under the pew hybrid plan; exist-
ing ERS members had the option to join the new plan.
MNew hires are automatically enrolled in the 401 (k) plan
{unless they affirmatively elect not to participate} and
conptribute I percent of salary with additional contribu-
tions up to 5 percent eligible for an emplover match,'®
The match is 100 percent of the antomatic caniribution
and 50 percent of optional contributions, for @ maxi-
murn match of 3 percent ol salary. Employees can con-
tribute up to the Internal Revenye Service {IRS} Hmit,
but will receive no further employer matgh.

The defined benefit plan will pay 1 percent for each
year of service on the annual average of the highest 24
months of earnings.” Members contribute 1.25 percent
of salary to the defined benefit plan, and the state con-
Lributes an actearially-determined rate, which was 6.54
percent of payroll in 2009,

System commumués indicate that the change was
driven primatily by the preference of young workers, who
constitute 62 percent of the state’s workforce, for wages
over benefits. Tn response, the State raised wages and
introduced the smalier hivhrid plan, with a 481k} compo-
nent 50 that young mobile workers would have some-
thing to take with them when they lelt state employment.

Michigan

As discussed above, since 1997 all new Michigan general
state employees have been enrolled in a 408 (k) plan, But
when the time came (o rovamp the system for public
school employees, the State decided to adopt a hybrid.
Employees hired after July 1, 2000, awtematicaily contrib-
ule 2 percent of salary o the 401(k} {uniess they affirma-
uvely elect nol 1o participate}, with optional contributions
up to the IRS limit. The sponsor matches 50 percent of
the employee’s first 2 percent of contributions.'®

The defined henefit plan for new hires will pay 1.5
percent or each year of service on the annual average
of the highest 60 months of earnings. Emplovees will
contribute 6.4 percent of salary to the plan. Whereas
the accrual rate is the same as it was undey the two
pxisting defined benefit plans for school emplovess, the

®
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age and service requirements {or this plan have been
increased and the cost-of-living adjusunent eliminated.

Press reports suggest that future employer cosis
{including required conuibutions for retiree health
insurance} were a major motivation for the new plan.’?
Essentially, the new plan reduces the benefits compared
to the existing defined beneht plan, and the defined
cantribulion plan involves an extremely modest contri-
bution from the emplover,

Utah

State and local government employees hired after July
1, 4011, will have the option o participaie in either a
defined contribution plan or in a hybrid, In the case of
the defined contribution plan, the emplover will aute-
matically contribute 10 percent for most public employ-
ees atd 12 percent for public safety and Hrefighter
members. ! Employees can contribute up 1o the IRS
Limil. Employee contributions vest immediately, and
employer contributions vest after four years. Members
can direct the investimeni of their contributions imrme-
diately, and those of the employer after four vears.

Under the hybrid plan, the employer will pay up o
10 percent of an employee’s compensation toward the
defined benefit component; employees will contribute
any additional amount to make the required contribu-
tion. The defined benefit plan for new employees is
less generous than the former plan: the accrual rate is
reduced from 2.0 percent per year ta 1.5 percent; the
period tor calculating final average salary was increased
{ram high three years 1o high five; and the emplayee
contribution increased from zevo te the cost above 10
perceni. For the defined contribution componer of the
hybrid plan, employers wiil contribute 10 percentage
puinis minus the amouni contributed to the defined
benefit plan. For example, if they contitbute 16 percent
to the defined benefit plan, they will contribute nothing
o the defined coutribution plan.

Table 1 summarizes the provisions of the new
hyvbrid plans, The pattern s guite similar in several
respects. First, the combined cogt of the new plan is
significanly less than the pre-existing defined benefit
plan, Second, the commiiment (o the defined contribu-
tion plan is minimal. Experience with 40i{k}s in the
private sector suggests that parlicipants tend to stay
where they are put.”’ So if automaltic contributions are
sef at | percent or 2 percent of earnings, participants
are likely to keep their contributions ar that level. Low
saving in the defined contribution component means
that emplovees will be forced 1o rely primarily on the
now-reduced defined benefit plan in retirement.

Table 1. Provisions of New Hybrid Plans

Puovsion | Georga | Michigan | _utan |

Defined benefit plan

Acerual rate 1.0% 1.5% 1.5%
COLA Ad-hoc Neng CPlupto2.5%
Contributions; 6.54%
Employer {2009 T80 10% cap
Contributions:
Employee 1.25% B.4% D8 cost » 10%
Befined centribution plan
Audtomatic
contribution 1% 2% 10% — BB rost
i00% on
first 1%,
Emnployer 50% on 50% on
maich nexl 4% first 2% MNong

Noter Mickigan Public Schools’ 2010 Actuarial Valuation Repogt hes
5ol vef beon released.

Scarmes; Vanois rehirement sysiems’ granal repors, legisiation, and
uighsttes of stare legislntures.

A Better Mousetrap?

The emergence of hvbrid plans reflects an altempt to
balance emplovee and taxpaver risk. But, to date, states
are achieving this goal by reducing the government’s
coentribution across the board rather than considering
how best 1o use each plan type.

Defined benefit plans provide the most secure
incorne for long-service employees. While some public
seclor employees leave in the first 10 vears, many terd
to remain for a full career.?? Therefore, defined ben-
efit plans are an effective mechanism for public sector
gmployers (o attract and retain employees. Defined ben-
efit plans, however, put the 1axpayer at rigk i financial
markets drop, inflation takes off, or retirees live longer
than expected.

A fair question is how much risk should taxpay-
ers bear? Utah answered that question by capping
empioyer confributions at 14 percent of payroll. Such a
cap, however, places lower paid and higher paid partici-
panits at equal risk of having to increase contributions.
A better approach to Hniting taxpayer risk 18 1o cap the
income covered by the defined benefit plan. Such a cap
would prevent the situation whete the typical faxpayer,
earning $50,000, is forced to pay higher taxes when the
stock market plurmmets to cover benefits {or highly-
paid public emplovees, such as university presidents.
Therefore, the proposal would be Lo limit coverage

€
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Figure 5. “Stacked” Hybrid Plan versus "Parailet” Hybrid Flan

Earnings
of typical
taxpayer

:
“Stacked”
hybrid plan

*Paraliel”
hybrid plan

Sourcer Authors” illastralion.

under (e defined benefil plan to earnings below, say,
$50,000 {indexed for inflation).* Many public sector
workers would still be covered in full nnder the defined
benefit plan.

Earnings above $30,000 would be covered by a
defined vontribution plan. Thus, somecne earning
$100,000 would receive benefiis based an the first
$50,000 from the defined benefit plan and berefits on
the second $50,000 from the defined contribntion plan,
That is, instead of “parallel” plans where employees
cowtribute to hoth 2 401{k) and a defined benefit plan
from Lhe first dollar of earnings, “stacked” plans wonld
maintain the defined benefit plan as a base and provide
defined contribution coverage for earnings above some
cutel] {see Figure 5). The stacked approach is a sugges-
tion for a “better plan design” and could be wed with
any desired size of the plan.

The advantage of the "stacked” approach is that it
allows employees with modest earnings to receive the
full protection of a defined benefil plan. This group
would be the most vuinerable if requited to rely an &
4 (k) for 3 portion of their core retirement benefil.
Indeed, the private sector experience with 401 {k)s illus-
trates the concern. The typical private secter taxpayer
approaching retirement {ages 55-64) had accunmulated
only $78,000 in 401{k} assets before the financial
erisis.”? $o maintaining a full defined benefit plan o
public employees such as elementary school teachers
would be preferable. More highly-paid public employ-
ees wouwld still have the protection of a defined benefit
plan as 2 base and would then rely on the 401(k} for

earnings replacement that exceeded the earnings of a
typical private sector workern® This overall arrange-
ment offers a reasonable balance by providing adequate
and secure benefits targeted to public employvees who
need them mos) while limiting the risk 1o taxpayers of
covering large penszion shortfails,

One questicn is whether such a stacked approach
would violate [RS non-discrimination rules, The legal
answer is that tax-qualified governmental plans are
generally nol subject to non-discrimination provi-
stans.”® On a substantive level, the government contri-
bution for the defined contribution plan could be less
than for the defined benefit plan, so that the two plans
taken as a whole do not favor higher-paid workers,

Conclusion

Defined contribution plans may well have a role in
the public sector, but in combination with, not as

ap alternative (o, defined benefit plans, The hybrids
introduced in Georgia, Michigan, and Utah reflect
sponsors” recognition of the veed to balance the risks
to employees and the risks to taxpavers. These hybrids
consizt of slimmed-down defined benefit plans and
defined coniribution plans operating in “parallel.”

A preferable approach may be a “stacked” arrange-
ment. Meaningful defined benefit plans could remain
as a secure base for the typical public employee, and
defined contribution plans could be “stacked” on lop
to provide additional relirement income for those at
the higher end of the pay scale. Such an approach
would ensare a more equitable sharing of risks and
wolld also prevent headlines generated by the occa-
sional inflated public pension benefit.

Endnotes

1. Although, in theory, laxpayeis bear the risk, in the wake of the
recenl financial collapse employers and employees have shared
the Burden. From 2008 (o 2011, 26 states increased pension con-
tributions for cither new or existing emplovees, while five states
regucad henefils fo currend employees and ap addiional three
elininated or reduced the cost-of-living adiustmuent for current
reiirees. In several instances-Colorads, Minnessta, aud Soath
Dakols are widely-publicized examples-the state’s actions have
een taken (o court See National Conference of State Legisla-
tures (2003-2011) (or mare details.

The estimales ol investrment manggeineni expenses are {fom

Lipper {2008).

3. Under nany slate plans, vesting dees not ooeur for 10 years, and
ewmplovess who leave receive only their contributions and sune
minimal amnount of credited interest,

4, TIAACREF is a notalde esception,

[
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ot

In many cases. closing an exising defined benefil pian 1o new
hizes and switching 1o a defined contrbution plas smcreases
shari-form costs, The Govermmental Accounting Sandards Board
{CASB] Siaternent Number 25 states that Gossd plans wsing

the loved percest of pavroll methiod for calouialing the annocal
required comribution {ARL) must acknowledge that covered pay-
roll ks decreasing. This rerognition Trontloads cosis. As a resull,
most closed plans use the hovel dollar method of amortizing

the unfunded lishility. However, the ARC gmder the closed plan
iz s4# frontloaded refative 1o the ARG under the ongeing plan.
Moveover, market gaing from fure new hire contributions that
would kave been ased 1o uifset the onfunded labiily are now
sequestered in the new dehned contribubion plan, See Colilorss
Public Employees’ Betirement Bystem [2008); Michigan House
Fiscal Agency (2009]; Rebirement Systems of Minnesola 2001}
angd The Segal Company {2010} for more information.

For g more detailed discussion of the cost eficioncies of debned
neneflr pension plans, sec Almeids and Pornls (2008},

The defined corgribution aspects descoibed-ndividual nvest-
wenl dirgction, high expense compared 15 detinad benefy

plans, Hexshility over payout, and lack of annutization-reflect
how most defined contribagion plans are currentdy designed A
defined contribution plas could be designed 10 address many of
the current dowsnsides, For example, MyFRS i Florida s s low
fee defned contridetion lungl, while the Texas Municipal Redre-
ment Sysiem 15 a ash balance plan thal annoitizes the halances
of indevidual member aceounts.

Poblic sector workers ofles have optional 403{b] and/or 457
defined corirtbution plans that alfow thetn (o put aside a portion
of their pay on a 1ax-deferred basis o augment their public pes-
sion. These supplementary plans age not tbe topic of ims bref.
Rather, the focus is an states where the natuse of the primeny
plan has changed. Yor a discussion of sarly defined contribution
activity, sce Munuell et al. {2008}

[n Nebraska. (he primary Poblic Einployee Relitement Symem was
a defined contribution plan from 1967 (o 2002, |t was closed (o
new emplovees and reptaced with a cash balagee plan on January
1. 2003, over coneerns that the defined contribwlion plan was pro-
ducing lower rewirns than the defined beaefit plans {see Mebraska
Public Employees’ Retrgment Systerns, 2002, for more details). A
vash balance plan is a defined henefit plan thal mamtains notional
wdividual accounts throughout the asset accrual phase. Similarly,
the West Virginia Teachers plan, which hecame a pnmary defined
coniihution slan in 1991, switched back to a primary defined
hepeliy plan in 20085, The Texas Municipal Rethrement Sysiem
mamiaing 2 cash balance plan. The Digtrict of Columbia requires
s general government empioyees 0 join & primary defined conli-
buton plan, but var anatysis 15 limited 1w states,

These siates were Colorade, Flurida, Montana, Ohig, $outh
Carpling, and Washinglon. Except in Washingion and Ohie, the
oplions am¢ vither 3 raditional defined benefit plan or a defined
coniribunon plan. Washinglon offers a ohoice of a deflined beneil
plan or a hybrid plan. Oblo employees cap choose {rom a defined
benefil plan, & defiogd conributon plan, or 3 bybnd plan, in ali
cases, the defined benefit plan s ihe defauli for those who do aot
actively make 4 selection,

randatory defined benefit plang are primary plans that reguure
emplovess ook, Mandatory defined coniribution plans are
primary plans thal require employvess o fofn. Mandatory hyhrid
plans require snplovees o ol a plan with both a defined
henefit and 3 defined contribution component. ~Choice” plans
tyiacally allow cmplovess o pick cither a primary defined comin
butian plan or 3 primary defined benefit Pan.

. §or egample. from Janoary 1, 1995, to Devernber 31, 1999, U

S&P SO0 kad an average annual retury of searly 30 percont, By

—
G

16,

18.
19.

24

21

24,

2 discussion of early defined contribution activity, see Munnell

et al. {20083 This siudy looked at the effect of cconomic and
poiitical factors on the probability of intreducing a defined conin-
butien plan for public employees. Tt found that Republican lead-
ership-with its emyphasis on individual control uver investments
and plan portahility-was the leading predictor of plan changes.

. i dhe private secior, when a new plan i3 adoped. the exisling

detined benefit plan is generally frozen. Existing employees can
relain the benefits sarned bui are not permitted 1o accrue any
further sorvice eredils. fn the public secler, when a new plan

15 adopled, existing erployees generally have a legal right o
conditiug 10 parizipate m the previous plan and only empiovees
turad afier the date the plan i3 adopted are required W parlicipate
1y the new plan,

. Authors” calcolations from the U 5. Census Burgau {2008) and

Public Pluns Database (2009).

. The issue iz under discussion :n Alabsma, Connecticut. Nevads,

MNorth Carclina, Tenuesses, and Wisconsin, Legislalion o intro-
duee a defined vantrilution plan for new hires recently passed
the Kepiucky Senale, bi has not yel been acted on by the

House of Representatives. Similar proposals arse currenty uader
consideration in llinois and Oklahoma, while g defined coninbu-
tion bill was defeated in North Dakota. See Frazier {2010} Fehr
{2010}, National Conference of Siate Legisialures {2611, Stever
{200y angd Presion and MeNichel 2010

In the public sector, the only 401{k}s are grandlathered plans

ihat wese astablished 578786 or hefore, su Georgia had Qrﬁginai! Y
established 7 4014k) plan before 1986 as an optional supplement
1o its primary defmed benefit plan See PlanMember Financial

Curporaton (2016},

7. The Board of Trustees can inctease the benefit facior in the futyre

up 10 2 percent if funds are avallable.

Michigan House Fiscal Agency {20103,

Goversor of Michigas (2010} and Michigan Association af Schogl
Boards (2010

Lijenguist {20104

Madsian and Shea (2001); Cluy 2t al. {2004} aad Gale, Twry, and
Orszag (2005).

. Awhors® eslinates from the Acluarial Vaiuations of the 14

targesl plans.

. The internal Revenue Code contains a maximum compensation

firmi for defimed conlribuiton plans. This limit s $245,60G in
2011, it 1w indexed for inflalion and increased in $5,600 inere-
e, A simitar procedure could be used for sracked gans

This Ggure, which comes from the Federal Reserve's 2607 Survey
of Consurmer Finances, also includes IRA asseis as they iypically
come from 401 (kjrotiovers dunng a iob swilch.

A well-designed defined contribotion plan woukd sel the com-
bined emplayee-employer contribution art a level {o achieve, in
combination with a defimed benefit plan, a targeled replacoment
raie, 1t would also have the default paynrens at retireinent be

an antuity, with the ability of participants to opt out i such an
arrangement dul not meet thewr needs. One reviewer also sug-
gesied that the plan might guarantee the employee's contribution
regardiess of investmen performance 16 engourage participation,

. Most of the pubiic sector defined contribaiion plans are 401 (a)

mosey purchase plans with mandatory employee conlrihniions,
As noted cardier, governinenis generally cannol have d)14k)
plans, and sunce 45740} plans are subjec 1o contribution Hmus,
sppusors may be reluciant 10 crowd oul sapplemenial saving. See
Pawell {20111 for a more (orough discussion of the nendisonnn
nalion lax rules for governmental plans.

¢
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A ROLE FOR DEFINED CONTRIBUTION PLANS IN THE PUBLIC SECTOR

Appendix. Primary Defined Contribution Plans

Yable Al. Characteristics of Primary Defined Contribution Plans, 20089

Participants
Pian name Legislative date 2007 2009

Mandatory defined contribution plans

2008
2005
1896

hybrid plans

2008
1897
1997
2010
2003
2010

2004
2000
1989
2002
2002

2001
2000
2010
1984
1998
1998

2.862
643
24.043

0
213,984
122,167
o
43,541
0

AZG
98,070
1,913
6,308
8,572

11,863
26873
0
27,605
37,854
BIBET
685,001

7,516
1.897
26,044

2,105
223,561
164,550

11.617
58,073
G

3,035
121,522
2,345
7,354
8.824

12,828
31,968
o
31,123
38,585
603,146
815,238

Assels {3 in milHons)

2007

2,547

2,767
4,655

1,877

3
3,887
41
187
124

283
502

0
1,348
1,052
3,971
22,916

2009

41
27
2,207

311
2,669
3,501

2,108

37
4,075
44
223
201

207
561,

0
1,188
918
3,419
22,230

Member Directed and Combined Flans in its financual reports.

Source. Pubhc Plons Dutabase {2007 and 2009).
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MEMORANDUM

March 17, 2011

TO: Councilmembers

FROM: Aron Trombka, Senior Legislative Analyst AT
Leslie Rubin, Legislative Analyst Faw? gan
Office of Legislative Oversight

SUBJECT: Follow-up to OLO Report on Achieving a Structurally Balanced Budget:
Additional Information about Current Retirement Benefits

This memorandum responds to Councilmember Elrich’s request for additional information about retirement
plan benefits currently provided to employees of the County Government and Montgomery County Public
Schools (MCPS). It is organized as follows:

» Part A provides an overview of defined benefit, defined contribution, and hybrid retirement plans;

¢ Pari B summarizes the current retirement plans for County Government and MCPS employees;

¢ Part C presents calculations of the mcorne from retirement benefits for four hypothetical
examples of employees who elect to retire on July 1, 2011; and

¢ Parl D contains a series of questions and answers that explain the different retirement benefit
amounts illustrated by the examples presented in Part C.

In sum, the primary factors that drive the amount of an employee’s retirement benefits are the structure of the
retirement plan the employee belongs to and the amount of time an employee has been enrolled in the plan.

A. Overview of Defined Benefit, Defined Contribution, and Hybrid Retirement Plans

Defined Benefit Plans. A defined benetit plan provides a retired employee with a sum of money paid
regularly as a retirement benefit (i.e., a pension) from the time of retirtement until death. A retiree’s annual
pension 1s determined by a formula that takes into account the employee’s final earnings, yvears of service,'
and a pension “multiplier.”™ In addition, defined benefit plans often include a provision to annually increase
the dollar amount of the pension (post-retirement) with a cost-of-living adjustment {COLA).

' Defined benefit pians often allow members to count eamed sick leave toward their years of service for retirement purposes.

* A pension multiplier is the percent of wages used 1o calculate an annual pension.

| “



To fund defined benefit plans, emplovers make annual contributions into a retirement trust fund® based on
the projected funding needed to pay promised pensions to both current and future retirees. Plans often
require employees to contribute a set percent of salary each vear to help fund their future retirement benefits.
The money in the retirement trust fund is managed by the emplover (often at the direction of an independent
board). A combination of employee contributions, employer contributions, and the trust fund’s investment
earnings pay for employees” pensions.

In defined benefii plans, employees are required to work a minimum number of years before they become
eligible to receive a pension {called “vesting”}. If an employee separates from the employer before vesting, the
employer typically refunds the employee’s contributions to the plan. 1f an employee vests but separates from
the employer before qualifying for retirement, typically the employee can either receive a refund of his or her
own contributions plus interest or receive a pension at a {ater date - when the employee would have been
eligible for retirement from the employer.

Defined benefit plans place the financial risk for funding pensions on the employer. The employer
remains responsible for paying participating employees an annual pension amount upon their retirement,
regardless of the balance in the retirement trust fund.

Factors that Affect Pension Benefits. In most defined benefit plans, the following factors determine the
amount of a retiree’s annual pension:

» Final salarv: An emplovee’s final salary is one of the three main components in calculating a
pension.

¢ Multiplier: The multiplier, which reflects a percent of wages used to calculate an annual pension, is
the second of the three main pension formula components.

s Length of service: The length of an employee’s service with an employer is the third of the three
pension formula components.

+ Social Security integration: Social security integration refers to whether a pension plan lowers the
pension amount that a retiree collects when the retiree reaches Social Security retirement age
(SSRA). In an integrated plan, the pension amount decreases when an employee reaches SSRA. Ina
non-integrated plan, the pension amount does not decrease.

The equation below shows one example of how an employee’s final salary and years of service are combined
with a multiplier to calculate the amount of an employee’s pension.

Annual Persion
$42,000

il

Final Earnings x Multiplier x Years of Service
$70,00C X 2% X 30

Defined Contribution Retirement Plans. In a defined contribution plan, an employee contributes a set
percent of his or her salary to a retirement account. Often an employer also will make contributions to the
employee’s retirement account — either contributing a set percent of an employee’s salary or matching a
percent of an employee contribution. The employee guides investment of the funds in the retirement account
and bears the entire risk of ehanges in investment returns. The employer’s financial responsibility ends after
making any required contribution to an employee’s retirement account.

* The amount of the annual contribution required by the employer typically is determined by an actuary.
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Unlike defined benefit plans, defined contribution plans are portable. This means that upon separation,
employees can take retirement funds in a defined contribution plan with them and transfer the funds to a new
retirement account. Upon retirement, the employee’s benefit is the total of the employee and employer
contributtons and any investment income earnad on the joint contributions.

Factors that Affect Defined Contribution Retirement Benefits. The following factors determine how
much money an employee will accumulate in a defined contribution retirement account.

« Annual salary: Employer and employee contributions to defined contribution plans are often
calculated as a percent of an employee’s annual salary.

¢ LEmplover/femplovee coptribution rate: Employer and employee contribution rates determine the
amount of money (e.g., percent of salary) deposited annually into an employee’s retirement account.

s Length of service: Length of service affects both the total amount contributed to an employee’s
retirement account and the length of time to eamn investment income for the account.

+ Investment choices and market performance: The size of a defined contribution account is a function
of the market retumn of the investment choices selected by the employee.

Hybrid Plans. Hybrid plans have characteristics of both defined benefit and defined contribution plans.
Some hybrid plans have a defined benefit component and a defined contribution component, while others
have different structures entirely. With a hybrid retirement plan, the financial risk is shared between the
employer and the employee, with the specific division of risk varying by the details of the funding and
benefit structure of the hybrid plan.

B. Summary of County Government and MCPS Retirement Plans

1. County Government.
The County Government provides all three types of retirement plans, and County law outlines which
employees are covered by which plans. The table below summarizes each plan and the employees covered.

Participation is required for full-time emplovees, and optional for part-time emplovees,

Summary of County Government Retfirement Plans

. Acti
Retirement Plan Plan Type Mcmbters " Covered Employees
A — —
Employees’ Retirement | Defined 4635 = Employees hired before October 1, 1994
Swstem (ERS) Benefit ’ « Represented public safety employees regardiess of date of hire
Employees’ Retirement Defined . . .
' vii gsy;i an (RSP) Contribution 3,272 . I\ion-pubfic safety cmg?iﬁyefrs mred on or :sz:er October 1, 1994
G roed Retirement « Non-represented public safety employees hired on or after
uarantec UTME . Oct b 13 1994

Income Plan (GRIP) Hybrid 2 cober

* This is the number of active MCG employees enrolled i the rearement plan as of October 2510




Emplovees’ Retirement System (ERS) — Defined Benefit. As shown in the table above, employees hired
before October 1, 1994 and all represented public safety employees belong to the County Government’s
defined benefit pension plan. These employees are divided into seven different pension groups determined
by their bargaining unit and date of hire. Each group has a separate set of variables used to calculate
pensions (e.g., multiplier, average final salary, etc.) and different requirements for retirement eligibility
(combination of age and/or years of service).

The ERS is integrated with Social Secunty, meaning that retirees recetve a smaller pension (determined by a
formula that varies by group) once they reach Social Security retirement age. The County Government’s
Board of Investment Trustees manages and invests ERS funds.

Retirement Savings Plan (RSP) — Defined Contribution. The County Government opened its defined
contribution plan in 1994 when it closed its defined benefit plan to non-public safety and non-represented
employees hired after Qctober 1, 1994. For most employees in the RSP, the County currently contributes 8%
of salary and the employee contributes 4% of salary annually.! Employees in this plan direct the investment
of the funds n their retirement account and can take their funds with them when they leave County
Government service.

Guaranteed Retirement Income Plan (GRIP) ~ Hybrid. The County Government created its hybrid plan,
the GRIP, in 2009, The GRIP is open to all employees who are eligible for the RSP, New hires must choose
between the two plans and existing RSP members were given a one-time option to transfer to the GRIP.

Like the RSP defined contribution plan, the County currently contributes 8% of salary and the employee
contributes 4% of salary to an employee’s GRIP account for most employees. Like a defined benefit plan,
the County guarantees a fixed rate of return (currently 7.25% annually) on funds in employees GRIP
accounts. If GRIP investments earn less than the guaranteed return annually, the County is responsible for
making up the difference. Investments that earn more than the guaranteed retumn offset part of the cost of the
County’s annual contnibution to the GRIP accounts.

Summary of Retirement Plan Factors. The table on the next page summarizes the key provisions that
determine the amount of pension/retirement benefits for the different County Government’s retirement plans.

* A smal] number of non-represented public safely employees participate in the RSP and GRIP. For these employees, the
County contribules 10% of the employee’s salary and the employee contributes 3%.
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Key Provisions that Determine the Amount of an Employee’s Pension/Retirement Benefit

Defined Benefit Plans

Summary of County Government Retirement Plans:

Defined Contribution Man / Hybrid

Plan

_— pired I'Y11 Contribution

mployees onor f

after October 1, 1994 (percent of salary)
Employee Employer

Non-Public Safery 4% 8%

NorrRepresented Public Safety 3% 10%

Source; Montgomery County Cede Chapter 33; Montgomery County Employees’ Retirement Systemn 2009 Actuarial Valuation Report

FY11 Contribution Minimum Age / . Social
(percent of salary) Years of Service Multiphier fjamlal ?{:éary Security
culation %
Employee Employer Any Age Or Integration
i ) 60 years old/
Non-public safery hired pre 10-1-94 4% 24.9% 30 years 5 ?eaif of service 20%
) 55 years old/ Average of | Imtegrated for
4.759 1.9% . 49 , &
Police 75% 31.9% 25 vears 15 years of service 2.4% highest 3 employees
. : : 55 years old/ consecutive hired after
Depury Shenft/ Corrections 4.75% 35.85% 25 years 15 years of service 24% years July 1, 1978
. ~ 55 years old/
Fire 5.5% 38% 20 years 15 years of service 2.5%




2. Montgomery County Public Schools

All MCPS employees participate in a defimed benefit retirement plan. Approximately three quarters of
MCPS employees participate in a defined benefit plan funded and administered by the State of Maryland.
All other MCPS emplovees participate in a locally-funded defined benefit plan that is identical fo the State
plan. MCPS refers to these plans (whether State-funded or MCPS-funded} as the employees’ Core Pension.

In addition to the Core Pension, State law requires MCPS to provide a Pension Supplement to employees in
the State pension plan.® MCPS provides the Pension Supplement to all MCPS employees, regardless of
whether they are in the State- or locally-funded plan. The Pension Supplement that MCPS provides is 150%
higher than required by State law. The Core Pension multiplier of 1.8% combined with the 0.2% Pension
Supplement provides MCPS employees with an overall 2.0% pension multiplier.

The table below summarizes the key factors that determine the amount of an MCPS employee’s pension benefits.

Summary of MCPS Pension Plans:
Key Provisions that Determine the Amount of an Employee’s Pension®

Core ) FY11 Contribution Minimum Age / . Social
pension Active (percent of salary) Years of Service | Multiplier FinalSalary = o urity
. Employees+ Calculation ;
paid by... Employee | MCPS  Any Age Or Integration
S 16,923 5 50/ 1.970 60 YEars A\‘:ﬂragﬁ Of Non-
rae " © 30 years old/ 20, tughest 3 Integrated
- 5 years consecutive for service
MCPS 4,956 5.5% 20.49% service years after 7-1-98

* For employees hired on or after july 1, 1998
+ This is the number of active MCPS employees enrolled in the pension plan as of Septernber 2010
Source: MUPS® Undersianding Your Retirement (Qctober 2009)

C. Inconie from Retirement Benefits —~ Four Examples

OLO calculated the pension/retirement income that four hypothetical emplovees who elect to retire on July 1,
2011 would receive under current retirement plan designs. OLO calculated retirement benefit income for
one MCPS employee and three County Government employees (listed below) who were chosen to illustrate
(1) differences between MPCS and County Government pension plans, {2) the impact on retirement income
from retiring after 20 years compared to 30 years, and (3) the difference in retirement income from a defined
benefit plan compared to a defined contribution plan.

Example (1):  MCPS Teacher with Master’s Degree and 30 years of service
Example (2): Master Firefighter with 30 years of service

Example {3): Firefighter I1I with 20 years of service

Example (4).  Child Welfare Case Worker with 30 years of service

To calculate the income from retirement benefits, OLO needed to make certain assumptions about the
hypothetical employees. For the four calculations, OLO assumed the employees.

« Had similar starting salaries;
e Began employment with the agency (County Government or MCPS) at age 24; and
« Retired at the maximum salary for their grade.®

¥ State law requires MCPS fo provide a Pension Supplement of a 0.08% multiplier. MCPS adds an additional 0.12%, for a
total multiplier of 0.2%. Montgomery County is the only Maryland county required to supplement State teacher pensions.

® Based an past pay adjusiments, employees who work in the same job class until they are eligible for normal retirement will

have reached the maximum salary for that grade.
ﬁ (19




In addition, the calculations:

« Assume Social Security benefit amounts based on the scepario that a retiree does not take another paid
job after leaving County service and will be eligible for benefits beginning at age 62; and
s Present all doilar amounts in pre-iax, current year dollars.

With the exception of the Firefighter 1l example, OLO calculated benefits for an employee who retired after 30
years of service. Because firefighters are eligible for normal retirement after 20 years of service,” QLO
calculated the retirement benetits for a Firefighter 111 who served 20 years.

A complete list of assumptions used to calculate retirement benefit income appears on page 11. Of course,
changing the assumptions would alter the calculations.

Example (1): Teacher with Master’s Degree. Teachers participate in the State retirement system and
receive a supplemental pension benefit from MCPS. As shown in the table below, a teacher who retires after 30
years of service on July 1, 2011, would receive an annual pension equal to 48,5%" of average final salary.” At the
current maximum salary of $96,966, the teacher would retire with an annual pension of $47,009.

At age 62, the retiree would begin receiving an annual Social Security benefit of §17,724. Because MCPS®
pensions do not integrate with Social Security, the Teacher receives a Social Security benefit of $17,724 in
addition to his’her annual pension of $47,009, for a total retirement benefit of $64,733, Under current law, the
Teacher’s pension and Social Security benefits are both adjusted annually to account for inflation.

Annual Pension Payments for an MCPS Teacher with Master's Degree
Retiring at Maximum Salary in July 2011

(Current Year §)

Years of Service 30

Age at Retirernent 54

Final Salary $96,966

Annual Retirement Benefit (untif age 62) $47,009
Pension $47.009
Social Securty $0

Annual Retirement Benefit (age 62 +) $64,733
Pension $47.005
Socal Security $17,724

The table above shows that the amounts of the annual pension (347,009) and of the Social Security bepefit
($17,724) remain constant over time. The amounts remain constant because they are shown in current year
dollars and OLO assumed that future cost of living adjustments will approximate the future rate of inflation,
canceling cach other out. For example, future cost of living adjustments will raise the Teacher’s annual
pension income above $47,009. However, the increases will be offset by inflation, keeping the value of
future payments equal to $47,009 when measured in current year dollars.

? Fircfighters at age 35 or older are eligible for normal retirement with 15 vears of service.

¥ Teachers receive an annual pension equal to 1.28% of average final salary for each year of service before FY99 and 2.00%
of average final salary for sach vear of service from FY99 onward.

? Average final salary equals the mean of the employee’s highest three consecutive years of salaries.
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Example (2): Master Firefighter. Firefighters participate in the County Government’s Emplovees”
Retirement System. After 30 years of service, a firefighter receives an annual pension equal to 70% of
his/her average final salary. At the current maximum Master Firefighter salary of $87,422, the
employee would retire with an annual pension of $58,382.

Because the County Government’s pension integrates with Social Security, when the retired Master
Firefighter reaches age 62, s’he will receive a Social Security benefit of $17,028 and will receive a reduced
pension of $40,138 per vear. Under current law, the Master Firefighter’s pension and Social Security
benefits are both adjusted annually to account for inflation.

Annual Pension Payments for Master Firefighter
Retiring at Maximum Salary in July 2011

(Current Year %)

Years of Service 30

Age at Retirement 54

Final Salary $87,422

Annual Retirement Benefit (until age 62) $58,382
Pension $58,382
Social Secunty $0

Annual Retirement Benefit {age 62+) $57,166
Pension $40,138
Social Security $17,028

The amounts of the annual pre-Social Security (858,382) and post-Social Security pensions (340,138} as well
as the Social Security benefit ($17,028) remain constant over time. The amounts remain constant because
they are shown in current year dollars and OLO assumed that future cost of Iiving adjustments wiil
approximate the future rate of inflation, canceling each other out. For example, future cost of living
adjustments will raise the Master Firefighter’s annual pre-Social Security pension income above $58,382.
However, the increases will be offset by inflation, keeping the value of future payments equal to $58,382
when measured in current year dollars.



Example (3): Firefighter III. Firefighters who retire after 20 vears of service receive an annual
pension equal to 50% of average final salary, At the current maximum Firefighter I salary of $74,272, the
employee would retire with an annual pension of $37,318.

Because the County Government’s pension integrates with Social Security, when the retired Master
Firefighter reaches age 62, s’he will receive a Social Security benefit of $12,336 and will receive a reduced
pension of $25,656 per year. Under current law, the Firefighter’s pension and Social Security benefits are
both adjusted annually to account for inflation.

Annual Pension Payments for Firefighter I11
Retiring at Maximum Salary in July 2011

{Current Year §)

Years of Service 20

Age ar Retirement 44

Final Salary $74,272

Annual Retirement Benefit (until age 62) $37,318
Pension $37,318
Social Security $0

Annual Retirement Benefit (age 62+) $37,992
Pension 825656
Social Security §12,336

The amounts of the annual pre-Social Security ($37,318) and post-Social Security pensions ($25,656) as well
as the Social Security benefit {$12,336) remain constant over time. The amounts remain constant because
they are shown in current year dollars and OLO assumed that future cost of living adjustments will
approximate the future rate of inflation, canceling each other out. For example, future cost of living
adjustinents will raise the Firefighter’s annual pre-Social Security pension income above $37,318. However,
the increases will be offset by inflation, keeping the value of future payments equal to $37,318 when
measured in current year dollars.



Example (4): Child Welfare Case Worker (Grade 23). Non-public safety County Government
employees hired since 1994 participate cither in the Retirement Savings Plan (RSP) of the Guaranteed
Retirement Income Plan (GRIP). RSP and GRIP participants do not receive an annual pension. Instead, the
County Government and the employee both make annual contributions to a retirement account. Currently,
the County Government annually contributes 8% of salary and the employee contributes 4% of salary to the
employee’s RSP or GRIP retirement account.

The current maximum salary for a Grade 23 County Government employee is $88,027. In this example, the
Child Welfare Case Worker participated in the GRIP and received an anmual guaranteed return of 7.25% for
the entirety of his/her County employment.'” Under current terms of the GRIP, the Child Welfare Case
Worker would have accumulated a retirement account balance of more than $536,000 by the end of his’her
30 years of service.

In addition, the retiree would be eligible for a Social Security benefit of $17,076 per vear beginning at
age 62. The receipl of Social Security benefits does not alter the retirement benefit for employees in the RSP
or GRIP.

Retirement Account Balance for Child Welfare Case Worker
Retiring at Maximum Salary in July 2011

{(Current Year $)
Years of Service 30
Age at Reurement 54
Final Salary $88,027
Social Security Benefr {age 62+ $17.076
Reurernent Account Balance $536,132

A table summarizing the income from retirement benefits for the four positions appears on the following
page. The assumptions used in the calculations are listed below the table. The table on the following page
also includes a present value calculation of the retirement incotne for each of the four employee examples
{see question #4 on page 13).

'* Neither the RSP nor the GRIP existed 30 years ago. A Child Welfare Case Worker (or other non-public safety County
Government employee) who retires i July 2011 after 30 years of service would receive a pension as a member of the
Employees’ Retirement Systemn (ERS}, The Counly closed the ERS to non-public safety and non-represented employees hired
since 1994 and the majority of current non-public safety County Government employees participate in the RSP or GRIP.

The Child Welfare Case Worker example in this memo is a hypothetical case intended 10 illustrate the retirement benefit for
an employee who retires after 30 years in the GRIP. A similar example for an RSP participant could be caleulated based on
assumptions of the market performance of the employee's investment sclections.

[
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Assumptions

Summary of Income from Retirement Benefits

Four Examples of Employees Retiring at Top of Salary Grade in July 2011

Teacher Master Firefighter Child Welfare
{MA Degree) Firefighter III Case Worker
Years of Service 30 30 20 30
Age at Retirernent 54 54 44 54
Final Salary $96,966 $87,422 $74,272 $88,007
Annual Retirement Benefit {until age 62) $47,009 $58,382 $37.318 $0
Pension £47 009 $58,382 337,318 -
Social Security 50 $0 30 $0
Annual Retirement Benefit {age 62 +) $64,733 $57,166 $37,992 $17,076
Pension $47,009 $40,138 $25,656 -
Social Security $17,724 $17,028 $12,336 $17,076
Retirement Account Balance - - - $536,132
Present Value of Retirement Benetir
excluding Social Security $1,363,264 $1.291,709 $1,198,851 $536,132
wnchuding Social Secuarity $1.755,192 $1,666,325 51,470,243 $911,804

—  All dollar amounts represent current year dollars.

- Pension payments and retirement account withdrawals are subject to Federal and State income tax. All dollar amounts shown are pre-tax dollars,

~  All employees worked full time, were hired into their pesitions at age 24, and retire on July 1, 2011 with no unused sick leave,

—  All employees retired with a top of grade salary Tor the position 4ncluding longevity awards).

~  The Social Security Administration’s online “Social Security Quick Caleulator” is the source for annual Social Security benefits.

— Social Security pension amounts assume that retirees do not take another paid job after lcaving County service and will be eligible for benefits beginning at age 62.
- The Child Welfare Case Worker's retirement account balance assumes a starting salary of $25,000; an annua! employer contribution of 8% of salary; an

annual employee contribution of 4% of salary; and participation in the GRIP with an annual guaranteed return of 7.25%.

- Present value calculations assume that pension and Social Security cost of living adjustments equal the future rate of inflation,

—  Present value calculations assume an average life expectancy of 84 years (the current average life expectancy assumption for ERS plan members).
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D. Retirement Plan Questions and Answers

This final section adopts a question and answer format to explain the major vaniations between/among the
retirement benefits received by the four employee examples presented above.

1. Why does the Teacher’s annual pension payment remain unchanged after age 62, while the two
Firefighters® pensions from the County Government decrease at that age?

Social Seeurity Integration: Since FY79, the County Government’s pension plan has “integrated” with Social
Security. Social Security integration means that an employer reduces a retiree’s annual pension payment when
the retiree becomes eligible for Social Security.!! When a Firefighter becomes eligible for Social Security, the
County Government’s integrated plan reduces the annual pension payment to 68.75% of the initial annual
pension amount.

Neither the State’s pension plan nor the MCPS pension supplement integrates with Social Security for
service after July 1, 1998. Therefore, for all service after that date, a Teacher’s pension is not reduced when
a retiree becomes eligible for Social Security.

2. If the Teacher’s final salary is greater than the Master Firefighter’s final salary, why does the
Teacher receive a lower annual pension (up to age 62) than the Master Firefighter?

Pension Multipliers: As described earlier in this memo, a refiree’s annual pension payment is based on both
average final salary and a muliiplier. The Master Firefighter who worked for 30 years earned a pension
equal to 2.5% (the multiplier) of average final salary for the first 20 years of service plus 2.0% of average
final salary for the next 10 years of service. The multipliers result in the Master Firefighter receiving a
pension equal to 70% of final average salary after 30 years of service.

Teachers receive an annual pension equal to 1.28% of average final salary for each year of service before
FY99 and 2.0% of average final salary for each year of service from FY99 on. A Teacher retiring this
summer after 30 years of service would have a pension equal to 48.5% of average final salary. In future
vears, a Teacher retiring after 30 vears of service will have worked additional post-FY99 vears {with those
years subject to the higher 2.0% multiplier), and so, will have a higher pension.

3. The Firefighter kI retires with a final salary that is about 85% of the Master Firefighter’s final
salary. Why is the annual pension for the Firefighter IH only equal to about 64% of the Master
Firefighter’s annual pension?

Years of Service: One of the primary factors that determines a retiree’s final pension 1s years of service. In
the examples shown in this memo, the Master Firefighter worked for 30 vears while the Firefighter I1I worked
for 20 vears. Based on current Employee Retirement System plan provisions, a firefighter’s annual pension
equals 50% of average final salary after 20 years of service and rises to 70% of average final salary after 30
years of service. Working ten additional years results in the retiree receiving a higher annual pension.

" For the examples in this memo, OLO assumed that the retirees would not take another paid job after leaving County service.
Ag such, these retirees would become eligible for Secial Security benefits beginning al age 62.
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4. The Teacher and the Firefighters receive annual pension pavments while the Child Welfare Case
Worker leaves employment with a retirement account. Is there a way to compare these different
types of retirement benefits?

Present Value Analysis: Pensions offer a stream of fixed payments from the time of retirement until the
end of life; retirement accounts provide a cash balance that is available for withdrawal or re-investment
during retirement.'* The two plan types offer different benefits that make them difficult to compare.

Nonetheless, a present value analysis offers one means of comparison. Present value is a calculation of the
current value of future cash payments. These calculations allow for a comparison of a current year cash
amount (such as a retirement account balance) with a stream of future cash payments (such as pension
benefits). Present value analysis also can be used to compare the relative value of different pension plans.

OLO calculated the present value of the Teacher, Master Firefighter, Firefighter III pension benefits shown
as examples in this memo."” For this analysis, OLO assumed that retirees would receive benefits through age
84, the current average life expectancy for members of the County Government’s Employvees’ Retirement
System. For the Child Welfare Case Worker, the cash balance of his/her retirement aceount at retirement
equals the present value of this benefit.

As shown in the table below, the present value of the retirement benefits (excluding Social Security benefits)
for the four examples shown in this meme are:

Position Type of Retirement Years of Present Value of
Benefit Service Retirement Benefit
Teacher (MA) Pension T 3C $1,363,264
Master Firefighter Pension 30 $1291,709
Firefighter II1 Pension 0 $1,198.851
Child Welfare Case Worker Retirement Account 30 $536,132

5. Are retirement plan benefits and Social Security the sole source of income for retired County
employees?

Post-Retirement Emplovment and Savings: The amount of income {other than retirement benefits and
Social Security) available 1o retirees varies depending on the life and financial circumstances of the retiree,
Depending on age, skill sets, and health, a person could take a new job after leaving County employment.

1n addition, employees who are able and choose to set aside additional retirement savings during their
working vears have additional resources available to them during retirement. The County Government and
MCPS provide employees the option of making additional pre-tax contributions {capped under federal law)
annually to deferred compensation accounts.

¢. Steve Farber

'? ERS and GRIP account withdrawals are subject to IRS penalties if made before the retiree reaches the age of 5914,

1* Present value analyses commonly discounts future payments to account for inflation. The present value calculations in this
memo do not discount future pension or Social Security payments because both of these benefits include annual cost of living
adjustments. The present value caleulations in this memo assume that pension and Social Security cost of living adjustments

approximate the future rate of inflation.
” &
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Office of Retirement Policy: Retirement Security Page | of |

Retirement Security

Why is Social Security's work on retirement issues important?

Retirement income used {o fit the model of the three-legged stool—
Social Security, a defined benefit pension from an employer, and a
personal savings.

For better or worse, it is no longer that simple for a number of
reasons:

« The increasing reliance on defined-contribution pension plans
shifts financial risks from employers to employees.

+ The increasing life spans and lower personal saving rates can
lead to people outliving their personal retirement savings.

« Despite longer lives, most workers continue to take their Social Security benefits at age 62 even though
that may permanently reduce the monthly benefit, A 2007 suryey found that only 19 percent of workers
can correctly identify the age at which they will be eligible for unreduced benefits from Social Security.

Building a financially secure retirement has become much more complicated, especially with falling
contributions from employers and lower rates of personal saving. Everyone, from workers and employers to

researchers and policymakers, is trying to figure out how to build retirement security in the 215 century.

Workers can educate themselves about how to plan for retirement and when to claim Social Security
benefits. That is why Social Security has developed a special initiative to encourage saving by improving
financial iileracy and education.

For policymakers and researchers, Social Security is studying ways 1o develop retirement security that
addresses 21st century challenges, Keeping Social Security sound for future generations is at the heart of
work on frust fund solvency and in the research that we support through the Retirement Research
Congortium.

)
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4 Retirement Pillars Have Serious Cracks

By Philip Moeller
Posted January 31,2011 11:31 AMET

Something not-so-funny has happened to millions of Americans, including me, on the way to retirement. The rules
have changed. This is hardly news, but much of the debate over retirement security is still shaped by the traditional
view of retirement supports. That long-held view was that retirement was a three-legged stool, supported by an
emplover pension, private investments, and Social Security.

[See 10 Sepior-Smart Community Ideas. ]

One of the major legs of the stool—employer pensions-—began weakening in the 1980s as employers began moving
away from traditional, defined benefit pension plans to defined contribution plans, How's that working out for us? Not
so good. As employees, we were not very responsible in taking advantage of these new contribution-based plans. As
investors, we often sell low and buy high. Important reforms enacted in 2006 put badly needed improvements in
place—just in time for the market crash of 2007 and 2008. Most 401(k) plans have since recovered a lot of ground, but
not enough {o reverse life-altering declines in nest eggs that weren'i big enough even before the Wall Street collapse.

Private investments were never a real strong leg of the stool for most Americans. We didn't save enough and, of course,
those assets got hammered during the Great Recession along with 401k(s) and IRAs.

Social Security has continued paying all of its benefits, and has assumed an importance in retirement income well
beyond its mitial role. Even here, however, a slowly widening funding shortfall has raised questions about Social
Security's long-term viability. It needs a fix.

So much for the three-legged stool. Out with the old, as they say. Meet the four pillars of retirement. Four is more, and
thus betier than three, right? And pillars are more substantial and stronger than the legs of a stool, aren't they? Late last
year, | interviewed a retirement policy expert who talked naturally about the four pillars. When I asked what they were,
he seemed surprised. This is a well-known concept, he said, and has been in use for a long time.

Don't be embarrassed if you cannot name the four pillars. They have not exactly become the Mt. Rushmore icons of
retirement security.

While doing some superficial research, | came across an outfit called the Geneva Association in Switzerland, which
bills itself as the international think tank of the insurance industry, The association began a rescarch effort into what it
called the Four Pillars Program (or Programme, for Eurocentsic readers). Here was its rationale:

"The (Geneva Association launched its Four Pillars’ Research Program with a view to identifying possible solutions to
the issue of the future financing of penstons and, more generally, to organizing social security systems. Demographic
trends-especially increased life expectancy-could be seen as positive if we were able to devise ways of enabling
‘aging in good-health populations’ to make a valid economic and social contribution to the functioning of our service
economies over the decades to come.”

2%
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Not bad, and cspecially insightful, given that the program began in 1987! The three legs of the traditional stool were
retained, although the pension component was shifiing into defined contribution plans. The fourth pillar, the association
said, was "the need for a flexible extension of work-life, mainly on a part-time basis, in order to supplement income
from the three existing pillars for futare years." So, the fourth pillar was continued employment. What may have
seemed an optional solution in 1987 is, of course, a necessity in 2011,

More recently, in 2005, Prudential Financial unveiled a new framework, [t was called the Four Pillars of U.5.
Retirement. Again, the legs of that traditional stool were still there. Now, they were supplemented with a fourth pillar
the company called "Retirement Choices.” It was different than the Geneva Association's pillar. In fact, it sounded a lot
like Prudential's product brochure;

"There are aspects of retirement planning that fall outside of "saving.' Many Americans may choose to continue
working in retirement, while others may consider the equity they've built in their homes as a potential retirement
income source. In addition, protecting retirement income through annuities and loeng-term care insurance, and providing
wealth transfer through life insurance, are other choices individuals should consider.”

[See Social Sceurity, Medicare a Bargain for Many. ]

Others have weighed in with their own views of the Four Pillars. In 2007, AARP came up with a version that lumped
pensions and retirement savings into a single pillar, picked up supplemental income as a third pillar, and added
affordable healthcare as its fourth pillar. Given that healthcare is the largest uncontrollable expense faced by retirees,
therc is logic for viewing affordable care as a pillar of retirement security. Here were AARP's objectives in 2007:

"Social Security: We must protect this essential program from destructive changes that would undermine the goal of
Social Security solvency. The public must be educated about their need for additional income because too many
Americans are relying upon Social Security as their chief source of retirement income.

"Affordable Health Care: Health care is one of the most pressing issues facing American seniors today. Without
affordable health care, a person's entire retirement security could be hanging in the balance—left vulnerable to an
unplanned illness or other health concern.

*Pensions/Retirement Savings Plans: Too many Americans have suffered recently as an increasing number of
businesses have dramatically scaled back retirees' pension and benefits plans—putting retirement security at risk for
countless Americans.

“Supplemental Earnings: Many seniors can't afford to retire when they wish. More employment opportunities must be
created for American seniors who want to work, and age discrimination should be kept out of the workplace."

So, perhaps the Four Pillars haven't quite settled into their new roles. Maybe your fourth pillar is having a roof over
your head. Or that hoped-for inheritance from Uncle Sid. Works for me.

Twitter: @iPhilMoeller

Why We're Not Wired for Successtul Retirements
Senior Villages Take Root as Movement Matures
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Montgomery County Office of Human Resources
Personnel Management Review
2010 Average Annual Salary by Grade (Full-Time Employees)

Number of | Average Annual
Grade Category Employees Salary
Overall Weighted Average 1,873 $70,424
Al 133 $98,460
A2 Police Management 32 $116,167
A3 21 $135,961
B1 100 $88,382
B2 139 $108,553
B3 Fire Management 24 $123,606
B4 13 $134,447
B6 3 $152,308
C1 20 $92.726
c2 3 $103,377
C3 COII'eCt-i(‘)nS-aIld 7 $40,538
. Rehabilitation
4 Management 65 $50,176
C5 161 $60,361
Cé 43 $80,379
D1 29 $96,755
D2 Deputy Sheriff 11 §97.409
D3 Management 4 $117,642
D4 0 --
F1 1 $41,613
F2 _ 254 $50.493
Firefighter/Rescuer
F3 372 $64,120
F4 206 $81,618
G2 3 $45.170
G3 Deputy Shenft 20 $50,990
G4 70 $68,812
H3 o 0 -
Physician
H4 1 $101,682
J3 o 2 $173,732
Psychiatrist
J4 1 $172,494
M1 _ 20 $146,679
M2 Management 'Leadershlp 103 $127.736
Service
M3 226 $107,093




Montgomery County Office of Human Resources
Personnel Management Review
2010 Average Annual Salary by Grade (Full-Time Employees)

{Continued)

Gude | Cuegy | Nemberol [ Avemge
1 33 $47,383
P2 37 $49.881
P3 Police 133 $35,380
P4 708 76,138
P5 64 §88.318

5 $37.534
F $38 834
8 23 $38,997

9 28 $36,690

14 39 $36,5806

11 18 $44.563

12 36 345,770

13 263 $47 818

14 187 $44 180
15 782 $46,213

16 438 $54 684

17 179 $34,856

18 469 $61,041

19 Cseneral 121 $64,522
20 Government 254 $65,404

21 331 $69,566

22 132 $72,243
23 509 877,161
24 35 $32.105
25 352 $89,629
26 88 $93,738
27 46 $96,509
28 123 $105,075
29 2 $106,765
31 1 $127,511
32 32 $120,307
34 2 $119,754
40 1 $136,372

Source: Montgomery County Office of Human Resources, Persannel Management Review, Apnl 2011



Agenda Item #3B
June 14, 2011
Action

MEMORADUM

TO: County Council

FROM: Michael Faden, Senior Legislative Attorney
Karen Orlansk%fDirector, Office of Legislative Oversight

SUBJECT:  Action: Resolution to Approve County Policy on Group Insurance Benefits for
Retired County Employees

The attached resolution, introduced on May 26, is scheduled for final Council action on
June 14. The resolution implements changes to the eligibility requirements for retiree group
insurance benefits for employees hired on or after July 1. The Council approved these changes
in principle during its review of employee benefits issues on May 19.

The gist of these changes is that any employee hired (or re-hired) on or after July 1, 2011
will need ten years of County service (up from five years) to qualify for retiree health benefits,
and 25 years (up from 16 years) to receive the maximum health premium subsidy. The premium
cost share percentages will remain at a minimum of 50% County/50% retiree and a maximum of
70% County/30% retiree.

These structural changes to retiree health benefits will reduce the County’s OPEB
liability beginning in FY13.



Resolution No.:
Introduced: May 26, 2011
Adopted:

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By County Council

Subject: County Policy on Group Insurance Benefits for Retired County

1.

Employees

Background

On October 16, 1986, the County Council adopted Resolution No. 10-2233. That

resolution established the Council’s policy for insurance benefits for retired County

employees, which applied to any employee hired on or after January 1, 1987. The

resolution included the following cost-sharing formula for retiree health insurance:

¢ 50% County/50% retiree for each employee with 5 years of plan participation as
an active employee;

o for each additional year above 5, the County’s share was increased two
percentage points up to a maximum County share of 70%.

On November 23, 1999, the Council adopted Resolution No 14-348. That resolution
issued policy guidance regarding group insurance benefits. The resolution stated that
all County agencies should link eligibility and cost-sharing decisions regarding retiree
group insurance benefits to years of service, rather than the number of years of plan
participation.

The 2011 County Government Group Insurance Summary Description lists the
following requirements for a retired employee to be eligible for group insurance
benefits:

e If an employee is a member of the optional or integrated plan under the
Employees’ Retirement System and retires under normal, early, disability or
discontinued service retirement, the employee is eligible for group insurance
benefits.

¢ If an employee is a member of the Elected Officials’ Plan, the Retirement Savings
Plan, or the Guaranteed Retirement Income Plan, the employee is eligible for
group insurance when the employee separates from County service if the
employee’s age and credited service under a County Retirement Plan at the time
of separation from service meet the following requirements:



. And you have credited | And your age is
If you belong to Group: service of at least: at least:
RN, RM RC; or CN, CM, CC, > years 60
. 15 years 50
CZ;or ZK
20 years 45
RP, CP - Police, Corrections, 15 years 45
Sheriffs 20 years 41
RP, CP - Fire 20 years Any age

If an employee qualifies for a disability benefit and does not meet the minimum
age and credited service criteria in the preceding table, the employee is eligible
for group insurance continuation as follows:

- If the disability is non-service connected, the employee is eligible for group
insurance benefits for the duration of the initial and continued disability if the
employee had 5 years of credited service before becoming disabled.

- If the disability is service-connected, the employee is eligible for group
insurance benefits for the duration of the initial and continued disability.

4. The 2011 County Government Group Insurance Summary Description contains the
following description of the cost share arrangement for retired employees:

The cost share arrangement for each eligible employee hired after December 31,

1986 for medical, dental, discount vision, standard option prescription, term life,

and dependent life insurance is:

- 50% County/50% retiree for each employee with 5 years of eligibility under
the group insurance plan as an active employee;

- 70% County/30% retiree for each employee with 15 or more years of
eligibility under the group insurance plan as an active employee;

- For each year between 5 and 15 years that the employee is eligible under the
group insurance plan as an active employee, the County’s share increases 2%.

At the time of retirement, each employee hired before January 1, 1987 may choose
between the cost share arrangement for employees hired after December 1, 1986 or
an 80% County contribution for medical, dental, discount vision, standard option
prescription, term life, and dependent life insurance, effective for the period of
time after retirement equal to the number of years the employee is eligible under
the group insurance plan, beginning from the employee’s retirement date. After
this time period expires, the retiree must pay 100% of the group insurance costs.

Each retiree (regardless of when the retiree was hired) must pay a higher cost
share of the plan cost if the retiree enrolls in the high option prescription plan.

Regardless of an employee’s cost sharing arrangement, at age 65 a retiree’s term
life insurance becomes 100% County paid. Also, if an employee retires on a



disability, the employee’s term life insurance is 100% County paid until the
employee reaches the normal retirement date. From that time until age 65, the cost
sharing arrangement in effect for that employee’s other benefits apply to the cost
of term life insurance if the employee is eligible for term life insurance at the time
of the disability. If the employee had not met the special eligibility requirements
for term life insurance at the time of the disability, the term life coverage ends at
the employee’s normal retirement date.

If an employee retires on a service-connected disability either under the
Employees’ Retirement System, the Elected Officials’ Plan, the Retirement
Savings Plan, or the Guaranteed Retirement Income Plan, to calculate the
employee’s cost share, 5 years must be added to the employee’s years of eligibility
under the group insurance plan.

5. The 2011 County Government Group Insurance Summary Description contains the
following provision:

The County expects to continue the Plan, but it is the County’s position that there is no
implied contract between employees and the County to do so, and reserves the right at
any time and for any reason to amend or terminate the Plan, subject to the County’s
collective bargaining agreements.

The Plan may also be amended by the County at any time, either prospectively or
retroactively, to conform with the Internal Revenue Code.

Action

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

1. With regard to retiree group insurance benefits for any employee hired or rehired as a
permanent employee on or after July 1, 2011, the Council’s policy is:

Each employee hired or rehired as a permanent employee on or after July 1, 2011,
including any employee awarded a non-service connected disability, and who is a
member of a County retirement plan must have at least 10 years of County service
to be eligible for group insurance continuation when the employee leaves County
service. All other eligibility criteria remain the same as applied before that date.

The cost-sharing formula for each employee hired or rehired as a permanent

employee on or after July 1, 2011, for medical, dental, discount vision, standard

option prescription, basic life, and dependent life insurance ($2,000/$1,000/$100

tier), is:

- 50% County/50% retiree for each retiree with 10 years of eligibility under the
group insurance plan as an active employee;



- 70% County/30% retiree for each retiree with 25 or more years of eligibility
under the group insurance plan as an active employee; and

- for each year between 10 and 25 years that the employee is eligible under the
group insurance plan as an active employee, the County’s share must increase
1.33 percentage points to the maximum County share of 70%.

o If an employee retires on a service-connected disability under the Employees’
Retirement System, the Elected Officials’ Plan, the Retirement Savings Plan, or
the Guaranteed Retirement Income Plan, and the employee does not have 10 years
of eligibility under the group insurance plan, for group insurance eligibility and
cost-sharing purposes the employee must be treated as having 10 years of County
service.

2. Any other retirece group insurance benefit provision that applies to all or some
employees hired before July 1, 2011, or that applies to an employee regardless of
when the employee was hired, is not affected by this resolution.

3. The Council recognizes the County Executive’s authority at any time and for any
lawful reason to amend or terminate the County’s group insurance benefits and
policies for retired employees. However, any material change in any part of this
resolution or its application to any retired or active employee or group of employees,
including any premium holiday or other waiver of premiums for County-provided
health or life insurance, is subject to Council approval.

This is a correct copy of Council action.

Linda Lauer, Clerk of the Council
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MEMORANDUM
April 21, 2011
TO: General Operations and Fiscal Policy Committee
FROM: Office of Legislative Oversight, Budget Project Team (&

Karen Orlansl!‘}e Aron Trombka, Craig Howar8PLeslie Rubin & Sarah Do&

SUBJECT:  County Executive’s FY12 Recommended Budget:
Analysis of Proposed Changes to County Government Employees’ Retirement, Health,
and Life Insurance Benefits

This memorandum provides the Office of Legislative Oversight’s analysis of the proposed changes in the
County Executive’s FY12 Recommended Operating Budget to retirement, health insurance (including
medical, prescription drug, dental, and vision coverage), and life insurance benefits for County Government
employees. It includes review of the fiscal impact and policy issues raised by the County Executive’s
proposed changes, and offers some alternatives for Committee discussion and consideration. The
memorandum is organized into six parts as follows:

Part Topic Begins on Page
A Overview of County Executive’s Proposed Changes 2
B Retirement Benefits 6
C Retiree Health Benefits 16
D Health Benefits for Active Employees 20
E Life Insurance, Long-Term Disability, Accidental 36
Death and Dismemberment Insurance
F Future Increases to Salaries 37

This memo focuses on the County Executive’s proposed FY12 changes to County Government
employee benefits and potential alternatives for the Committee to consider. As background and
reference, the memo also includes information on: MCGEO’s last best final offer regarding retirement and
health benefits, as included in the arbitration award; pension and retiree health benefit changes recently
adopted by the State of Maryland; and employee benefit changes either under discussion (or already adopted)
by the governing boards of the other tax supported County agencies: Montgomery County Public Schools,
Montgomery College, and M-NCPPC.

Changes to the structure of the County Government’s retirement plans would require changes to County law.
Retirement and group insurance benefits for active employees are mandatory subjects of collective
bargaining between the Executive and employee unions. For a discussion of legal issues surrounding
collective bargaining and modifications to employee benefits, see Mr. Drummer/Mr. Faden’s packet

(GO Committee #4, 4/25/11).



As the Committee takes up the employee compensation issues raised by the proposals contained in
the County Executive’s Recommended FY12 Budget, the Committee is reminded that similar
discussions are occurring in other state and local governments across the country. For examples of
the changes being considered and implemented in other jurisdictions, see the Appendix to OLO’s Part I1
Report on Achieving a Structurally Balanced Budget in Montgomery County, pages ©119-147.

A. OVERVIEW OF COUNTY EXECUTIVE’S PROPOSALS

The County Executive’s Recommended FY12 Operating Budget includes proposals for making a number of
structural changes to the benefits of County Government employees. In his budget transmittal memo to the
Council, the Executive writes:

My recommended changes to the County’s benefits structure is the beginning of a continued effort
fo better structure our benefits to provide savings for both the County and its employees. 1 believe
that over time, working together, we can develop additional cost efficient ways to further reduce
benefit costs, while still maintaining a highly competitive benefits package for our workers.

The County Executive’s Recommended FY12 Budget includes proposed changes to:

¢ Pension (defined benefit) plan employee contributions;
s Retirement account (defined contribution') employer contributions;

o The employee cost share for group insurance premiums (medical, prescription drug, dental, vision,
life insurance, and long-term disability insurance); and

o The design of the prescription drug benefit and the amount of mandatory life insurance coverage.
The County Executive’s Recommended FY12 Budget does not include proposed changes to:

¢ Pension benefits for new hires or for years not yet served by current members;
* Retiree health benefit cost share or eligibility, either for current or future retirees; or

* Medical insurance plan design, e.g., copays, deductibles.

The Executive’s FY12 budget assumed a July 1, 2011 effective date for all of his recommended changes
to employee benefits. On April 15, 2011, the Council President notified the County Executive that the
Council intends to set a date that is later than July 1* for implementing whatever changes to group insurance
are approved by the Council. For more on the implementation date issue, see Mr. Farber’s packet (GO
Committee #1, 4/25/11).

The Executive’s specific recommendations are limited to the benefits for County Government employees.
With regard to employee benefits in other tax-supported agencies, the Executive’s FY12 budget
transmittal memo states that:

To promote equity among locally funded public employees and produce sustainable savings across
the entire government, I recommend that the governing boards of the other County funded
agencies support a similar approach to compensation in FY12.

" In this memo, the term “defined contribution” plan includes both the Retirement Savings Plan (RSP) and the Guaranteed
Retirement Income Plan (GRIP).



The table below summarizes the Executive’s proposed changes to County Government employee benefits and
shows his estimated FY12 savings that would result from implementation of the changes.

Summary of Executive’s Proposed Changes to County Government Employees’ Benefits

CE Estimated

b 3
Benefit Type County Executive’s Proposal FY12 Savings

Pension (Defined Benefit) Plans. Employees would contribute an

additional 2% of salary towards their pensions. $6,044,180

Retirement Retitement Account (Defined Contribution) Plan. The
employer’s contribution to employee retirement accounts would be $4,860,290
reduced by 2%.

Minimum 30% Cost Share. Employees’ cost share of medical,
prescription drug, dental and vision insurance premiums would $8,229,530
Health increase from a minimum of 20% to a minimum of 30%.

(Medical/
Prescription/
Dental/Vision)

Additional Salary-Based Charge. Employees with an annual salary
between $50,000 and $89,999 who enroll in a medical and/or
prescription drug plan would pay an additional $910 per year. $7,418,000
Employees with an annual salary of $90,000 and above would pay an
additional $1,560 per year.

Generics. Employees who buy a brand name drug when a generic
equivalent is available would always pay the generic drug copay plus
the difference between the cost of the brand name drug and its
generic equivalent. Currently, this requirement is waived if a physician
prescribes a brand drug and writes “dispense as written” on the
Prescription prescription.

Drug

$1,200,000

Lifestyle Drugs. The County would eliminate coverage for

medications used to treat erectile dysfunction. $400,000

Mail-Order Copays. The copay for mail order prescriptions (up to a
90-day supply) would increase from one time to two times the copay $200,000
for a 30-day supply purchased through a retail pharmacy.

30% Cost Share and Benefit Level. The life insurance benefit
provided to all employees would be reduced from two times to one

Life Insurance time annual salary. Employees” cost share would increase from 20% $1,200,000
to 30% of premium.

Long-Term 30% Cost Share. Employees’ cost share for long-term disability $48.000

Disability insurance would increase from 20% to 30% of premium. ’




Six-Year Fiscal Impact. The Executive’s proposal changes the structure of employee compensation and, if
implemented, would produce recurring savings in future years. As shown in the table below, the Office of
Management and Budget (OMB) estimated the savings for each of the next six years that would result from

implementing the proposed benefit changes. OMB’s estimates of FY 12 savings reflect the assumption of a
July 1, 2011 implementation date for all proposed changes.

OMB Estimate of Savings from Executive’s Proposed Changes in Employee Benefits
(§ in millions)

Executive’s Proposed Change FY12 | FY13 | FYl4 | FY15 | FYl6 FY17

Defined Benefit Retitement:

Additional employee contribution (2% of salary) 36.04 $6.21 $6.39 $6.60 $6.82 $7.07

Defined Contribution Retirement:

Reduced employer contribution (2% of salary) $4.86 $4.99 $5.14 $5.31 $5.49 $5.68

Health Insurance Cost Share:

Increase to minimum of 30% $8.23 $9.05 $9.96 | $10.95 | $12.04 | $13.25

Health Insurance Cost Share:

Additional salary-based charge $7.42 $8.16 $8.98 $9.87 | $10.86 | $11.95

Prescription Drug Coverage:

Mandatory generics $1.20 $1.32 $1.45 $1.60 $1.76 $1.93

Prescription Drug Coverage:

Elimination of ED drug coverage $0.40 $0.44 $0.48 $0.53 $0.59 $0.64

Prescription Drug Coverage:

Doubling mail-order copay 020 | $0.22 | $0.24 | $0.27 | §0.29 | $0.32

Life Insurance:

Reduced coverage / increased cost share 3120 | $132 1 $145 ) §1.60 | 3176 | §1.93

Long-Term Disability Cost Share:

Increase to minimum of 30% $0.05 $0.05 $0.06 $0.06 $0.07 $0.08

Totals | §29.60 | $31.76 | $34.16 | $36.79 | $39.68 | $42.86

OMB’s estimates represent combined savings from both tax supported and non-tax supported funds. To
calculate the future year fiscal impact, OMB assumed that:

e County Government employee salaries will increase in future years at the projected consumer price
index growth rate. (Future year retirement savings are a function of assumed growth in salaries).

e Health, life, and long-term disability insurance costs will increase about 10% annually through FY17
(based on projections provided by the County’s actuary).

Note that OMB applied the health care inflation rate to the additional salary-based health benefit charge. In
other words, OMB assumed that the salary-based charge increases annually by the same rate (about 10%) of
overall health benefits.



Combined Cost to Employees in FY12. The Executive’s proposed benefit changes represent a structural
change in the form of a cost shift of retirement and health benefit costs from the County to County employees.
The combined effect of the proposed cost shifts would vary based on an employee’s income, bargaining group,
and health insurance plan selections.

The table below shows four examples of the annual cost to employees” — measured in dollars and percent of

salary — of the Executive’s proposed retirement and health benefit changes. Additional details on these
changes are provided later in this memorandum (Parts B, D, and E). As shown in the table below,

implementation of the proposed changes would cost employees an amount equal to between 2.8% and 7.6% of

annual salary.

Executive’s Proposed Retirement and Health Benefit Changes

Examples of FY12 Additional Cost to Employees?

Employee Salary

$45,000 $55,000 $85,000 $95,000
Retirement
$ Amount $900 $1,100 $1,700 $1,900
% of Salary 2.0% 2.0% 2.0% 2.0%

Health Insurance

$ Amount

% of Salary

$371 to $2,163
0.8% to 4.8%

$1,281 to $3,073
2.3% to 5.6%

$1,281 to $3,073
1.5% to 3.6%

$1,931 to $3,723
2.0% to 3.9%

Combined

$ Amount

$1,271 to $3,063
2.8% to 6.8%

$2,381 to $4,173
4.3% to 7.6%

$2,981 to $4,773
3.5% to 5.6%

$3,831 to $5,623
4.0% to 5.9%

% of Salary

? Cost to employees calculated in pre-tax dollars. The reduction in take home pay would vary depending on the employee’s
income tax rate. For employees in a defined benefit retirement plan, retirement cost represents a reduction in earnings. For
employees in a defined contribution retirement plan, retirement cost represents a reduction in retirement account contributions.



B. RETIREMENT BENEFITS

In FY11, the County Government will pay $124 million (from tax-supported and non-tax supported funds)
for County Government employee retirement benefits: $105 million for the defined benefit plans and $19
million for the defined contribution plans.' Currently, the defined benefit and the defined contribution plans
have approximately the same number of enrollees.

This part of the memorandum analyzes the County Executive’s proposed FY12 changes to County
Government retirement plans and outlines some alternatives that the Committee may want to consider. It is
organized as follows:

Section Begins on Page
1 | Summary of Executive’s Proposed Changes 6
2 | Description of MCGEO Retirement Benefit Changes from Arbitration Award 8
3 | Description of Retirement Changes in Other County-Funded Agencies 8
4 | Summary of Retirement Benefit Policy Issues 11
5 | Committee Discussion of Retirement Benefit Alternatives 12

1. Summary of Executive’s Proposed Changes

The County Executive proposed structural changes for employees in both the County Government’s defined
benefit plans and defined contribution plans. The Executive proposed that beginning July 1, 2011:

* Employees in the Employee Retirement System (ERS) defined benefit plans would contribute
2% more of their salary toward their retirement benefit; and

¢ The County Government would contribute 2% less to retirement accounts for employees in the
Retirement Savings Plan (RSP) defined contribution plan or the Guaranteed Retirement Income
(GRIP) hybrid plan.

The table below summarizes the Office of Management and Budget’s estimate of tax supported and non-tax
supported costs and savings from the Executive’s proposals.

OMB Estimate of Costs and Savings from Executive’s Proposed Retirement Plan Changes
FY12-FY17 Tax Supported and Non-Tax Supported Funds

(8 in millions)
- Estimated FY12 County Cost Estimated Savings — CE Proposal
an
No Plan Changes CE Proposal FY12 FY13 FY14 FY15 FYle FY17
ERS $110.2 $104.1 $6.0 $6.2 $6.4 $6.6 $6.8 $7.1
RSP/GRIP §187 $13.8 $4.9 $5.0 $5.1 $5.3 $5.5 $5.7
Total $128.8 $117.9 $10.9 $11.2 $11.5 $11.9 $12.3 $12.8

Source: 3-29-11 OMB Fiscal Impact Statement — FY 12 Labor Agreements; OMB data

" In this memo, the term “defined contribution” plan includes both the RSP defined contribution plan and the GRIP hybrid
plan.




The Executive’s proposed retirement changes would impact employees differently based on the retirement
plan they belong to.

Impact on Employees in Defined Benefit Plans. Under the Executive’s proposal, employees in the County
Government’s defined benefit plans would contribute an additional 2% of salary toward their pensions,
employees would see a reduction of their take-home pay by less than 2%.> The Executive’s proposal would
not change the benefit that employees in the defined benefit system receive when they retire.

The table below summarizes employees’ current contribution rates in the defined benefit plans and the rates
under the Executive’s proposal; all contributions are a percent of the employee’s salary.

Executive’s Proposed Inctease in Annual Employee Defined Benefit Contributions

Employee Contribution
Employee Group (“6 of salary) % Increase
Current? CE Proposed
Non-Public Safety (hired before 10/1/94) 4% 6% +50%
Police and Deputy Sheriff/Corrections 4.,75% 6.75% +42%
Fire & Rescue 5.5% 7.5% +36%

Impact on Employees in Defined Contribution Plans. Under the Executive’s proposal, the County
Government would contribute 6% of salary to an employee’s retirement accounts for most employees in the
defined contribution plans, down from the County’s current 8% contribution.*

The Executive’s proposal would lower the benefit that employees in the defined contribution plans
receive when they retire by reducing the County Government’s retirement account contributions by
25% annually and by eliminating the opportunity to earn investment income from the contributions.
The Executive has advised that employees could make up for the decreased employer contribution by
contributing an additional 2% of their salary to a deferred compensation account.”

The table below summarizes the County Government’s current contribution rates and the rates under the
Executive’s proposal, as a percent of employees’ salary.

Executive’s Proposed Reduction in Annual Employer Retitement Account Contributions

Employer Contribution
Employee Group (Yo of salary) % Reduction
Current CE Proposed

Non-Public Safety (hired on or after 10/1/94) 8% 6% -25%

Non-Represented Public Safety (hired on or after 10/1/94) 10% 8% -20%

* Employee contributions to retirement plans are paid in pre-tax dollars. A payment of 2% in pre-tax dollars would result in
less than a 2% reduction to an employee’s take-home pay.

* Employees in the ERS who earn more than the Social Security Wage Base (SSWB) ($106,800 in 2011) contribute a higher
percent of salary toward their pensions for salary earned above the SSWB (non -public safety — 6%, Deputy Sheriff/Corrections
and Police — 8.5%, Fire and Rescue — 9.25%). These contribution rates would also increase 2% under the Executive’s proposal.
The SSWB is the salary amount above which the federal government no longer withholds Social Security taxes.

* The County Government contributes 10% of salary for non-represented public safety employees in the defined contribution
plans. Under the Executive’s proposal, the County’s contribution for these employees would fall to 8% of salary.

* Employees can take advantage of this option only if an additional 2% contribution to their deferred compensation account
would not put their annual contribution over the maximum amount allowed under federal law (816,500 in 2011).
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2. Description of MCGEO Retirement Benefit Changes from Arbitration Award

UFCW Local 1994 MCGEOQ, (Municipal & County Government Employees Organization) is the certified
collective bargaining representative for certain groups of County Government employees in the defined
benefit and defined contribution retirement plans.® During collective bargaining, MCGEO proposed one
change to the County Government’s defined benefit plans and a different change to the defined
contribution plans. Both changes proposed by MCGEOQO would provide primarily one-time savings in
FY12.” Specifically, MCGEO proposed that:

o Defined benefit: The County Government would withhold its annual contribution to the defined
benefit plans in FY 12 for certain groups of employees, and those employees would not receive
service credit for work in FY'12. Employees would still make their required contributions; and

o Defined contribution: The County Government would contribute 6% of salary to employees’
retirement account in FY12, rather than 8%.

An arbitrator chose MCGEQ’s last best final offer as the more reasonable offer (including its proposed
retirement plan changes). The Executive, however, did not include MCGEQ’s retirement proposals in his
recommended budget.

According to the County’s retirement plan actuaries, MCGEOQ’s proposed changes to the defined benefit plans
would yield $28 million in savings. It is important to note that $11 million (or almost 40%) of the total
savings would come from non-represented employees.

For a complete description of MCGEQ’s proposal and the associated savings, see GO Committee #4, 4/25/11, on
the collective bargaining agreements, prepared by Council Attorneys Mike Faden and Bob Drummer.

3. Description of Retirement Changes in Other County-Funded Agencies

Montgomery County Public Schools. Approximately 75 percent of Montgomery County Public Schools’
(MCPS) 21,000 employees belong to a State-run and currently State-funded pension system. The remaining
MCPS employees belong to an MCPS-run and locally-funded pension system. Currently, employees in the
State-run and locally-run systems receive the same pension benefits. This month, the Maryland General
Assembly altered the structure of pension benefits for current and future employees in most State-run
pension plans, including the Teachers’ Retirement System.

For current MCPS employees, the State changes require a higher annual employee contribution and alter the
formula used to calculate annual cost-of-living adjustments to retiree pensions for all service on or after July
1,2011. For employees hired on or after July 1, 2011, the State also altered the retirement benefit received,
the required years of service for full retirement, the minimum vesting period, and several other pension
provisions. The table on page 10 summarizes the changes for current and future MCPS employees in the
State system (and to other State pension systems).

§ MCGEO represents non-public safety employees hired before October 1, 1994 and represents employees in the Department
of Corrections and Rehabilitation and in the Sheriff’s Office in the defined benefit plans and all union employees in the

defined contribution and hybrid plans.

7 OMB estimates that MCGEO’s defined benefit proposal would save $17.3 million in FY12 and potential recurring savings of
$0.4 to $1.2 million annually thereafter. All of the direct savings from MCGEQO’s defined contribution proposal would occur in
FYiz2.
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In FY'11, MCPS contributed $41.2 million to fund retirement benefits for employees in the locally-funded
defined benefit plan, contributing 20.49% of employees’ salary. If the Board of Education made
corresponding changes to MCPS’ locally-funded defined benefit plan, based on FY11 data, MCPS
employees would contribute approximately $4.0 million more toward retirement in FY12, resulting in
reduced costs for MCPS.

Montgomery College. All Montgomery College employees participate in State of Maryland-administered
retirement plans. The State funds the retirement of faculty, administrators, and professional staff, who may
choose between a defined benefit plan and a defined contribution plan. Montgomery College fully funds the
cost for support, paraprofessional, and technical staff to participate in a State defined benefit plan.

The changes summarized in the table on page 10 also apply to Montgomery College employees in State

pension plans.

Maryland-National Capital Park and Planning Commission. M-NCPPC currently is in the process of
bargaining with its employee unions.



Summary of FY12 State Pension Changes in House Bill 72 — the Budget Reconciliation and Financing Act

¢ Employees’ Pension System
e Teachers’ Pension System
e State Police Retirement System

¢ Correctional Officers Retirement System
¢ Law Enforcement Officers Pension System

Area

Cost-of-Living Adjustments

Current Provision

Linked to CPI; capped at 3%

New Provision

Linked to Consumer Price Index (CPI) with the
following caps: 2.5% if the State Retirement and

Employees Affected
Current Hired After
e July 1, 2011

All Systems

Emplovees’ Pension System and Teachers® Pension System

. ) . . . : v v
{for all service credit earned after July 1, 2011) per year or unlimited* Pension System achieves 7.75% rate of return in
prior year; 1% if 7.75% rate of return not met
Average Final Compensation Highest three consecutive years Highest five consecutive years+ v
Vesting Period 5 years 10 years v

State Police Retirement Svstem

62 v.0./5 yeats svc. to
65 v.0./2 years svc.

Atleast 50 y.0; 01

Rule of 90 — age plus years of service must equal 90

At least 50 years old; or

Employee Contributions 5% of salary 7% of salary v v
Multiplier 1.8% 1.5% v
Early Retirement Age 55/15 years svc. 60 years old and 15 years of service v
Fuall Service Retirement 30 years service; ot from 65 years old (y.0.) and 10 years of service; or v

{for all accounts opened after July 1, 2011)

Law Enforcement Officers Pension Svstem

Eligib. up to 28 years sve

Eligibility up to 29 years of service

Full Service Retirement ] v
22 years svc. 25 years of service at any age
. . % 1 S .
Deferred Retirement Option Program (DROP) fng;?ﬁ;%t compounded 4% 1nterest compounded annually v

(for all accounts opened after July 1, 2011)

Eligib. up to 28 years svc

Eligibility up to 29 years of service

o 6% of salary n FY12
Empl C b 4% of sal v v
mployee Lontributions ? o salary 7% of salary in FY13 and after
o
Deferred Retitement Option Program (DROP) fn/oo;lgf;%t compounded 4% interest compounded annually v

* COLAs for retirees in the State Police Retirement System and the Correctional Officers Retirement System are based on the CPI and are not capped.

+ Pension calculations for the State Police Retirement System and the Correctional Officers Retirement System based on the highest five years (not consecutive).

Source: Retirement Reform, MD Department of Management and Budget
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4. Summary of Retirement Benefit Policy Issues
The Executive’s proposed retirement plan changes raise two primary policy questions.
Policy Question #1: Should the Council seek equivalent savings from employees in the
defined contribution plans, which currently costs the County
substantially less than defined benefit pension plans?
The Executive proposed that all County Government employees — regardless of their retirement plan —
forego a similar amount in FY12 (2% of salary). However, the County incurs substantially higher costs

for employees in the defined benefit retirement plans than for those in the defined contribution plans.

The table below summarizes the percent of salary that the County Government would contribute to fund each
group’s retirement in FY'12 without the Executive’s proposed changes.®

FY12 Retirement Plan Employer Contributions Excluding Executive’s Proposed Savings

Retitement Plan FyL2 Em(g(l)ooyfe :aﬁtz;;tribution
Defined Benefit
Public Safety 36.88%
Non-Public Safety 25.17%
Defined Conttibution? 8%
Hybnd — GRIP 7.27%

Source: 2010 Actuarial Valuation Report; Montgomery County Code

Taking into account the Executive’s proposed retirement changes, the Office of Management and Budget
estimates that the defined benefit plans would cost the County Government $104 million in FY'12, or about
88% of the total cost for employee retirement benefits. OMB estimates that the defined contribution plans
would cost the County Government $14 million (or 12% of the total) in FY12. At the same time, the Executive
has proposed that 55% of the projected FY 12 savings from retirement changes ($10.9 million) come from
employees in the defined benefit plans and 45 percent from employees in the defined contribution plans.

Policy Question #2:  Should a portion of the County’s structural budget problem be addressed
by changing the defined benefit package offered to employees?

The Executive did not propose any changes to the benefit provided by the defined benefit plans for current
employees or for new hires. Even if the Council approves the Executive’s proposal, County Government
defined benefit pensions will continue to require large annual contributions. As of December 2010, while the
County Government’s pension liability for current employees and retirees is $3.6 billion, the ERS pension
system is underfunded by $854 million.

As detailed above, to address the underfunding of its defined benefit plans, the State of Maryland made two
changes to the defined benefit package for current employees in State-run pension plans and numerous
changes to the defined benefit package that will be offered to new employees beginning July 1, 2011
(including most new employees hired by MCPS and Montgomery College beginning in FY12). The County
Government could make similar changes to its defined benefit plans.

¥ For employees hired after July 1, 1978. The County Government contributes substantially more to the defined benefit plans
for employees hired before July 1, 1978 — between 46% and 425% of salary.
® The County contributes 10% of salary to retirement accounts for non-rep. public safety employees in the RSP or GRIP.
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5. Committee Discussion of Retirement Benefit Alternatives
a. Defined Contribution Plan Alternatives

The Executive’s proposed retirement plan changes raise a question of fairness because the changes
achieve disproportionate savings from the County Government’s less expensive retirement plans. As
mentioned above, under the Executive’s proposed changes, the cost of contributions for members of the
defined contribution plans account for about 12% of the County Government’s annual retirement costs, while
these employees contribute almost half of the Executive’s estimated savings from retirement plan changes.

Defined contribution plans are less expensive than the defined benefit plans because they provide a less generous
retirement benefit. As detailed in OLO’s memorandum of March 17, the pension benefit for an employee who
retires after 30 years of service is worth about 2 %2 more (in present value terms) than the defined contribution
benefit provided an employee who worked the same number of years.'

To address the question of fairness raised by the Executive’s proposed changes to the defined contribution
retirement plans, below are three alternatives that the Committee may want to consider:

ALTERNATIVE #1: Retain current contribution. The Council rejects the Executive’s proposal and
retains the current 8% contribution to employees’ defined contribution retirement accounts.

ALTERNATIVE #2: Reduce contribution by 2% in FY12 only. The Council approves a 2% reduction in
the contribution to employees” defined contribution accounts for one year only, FY12.

ALTERNATIVE #3: Reduce in proportion to employee cost. The Council approves a decrease in the
County Government’s contribution to employees’ defined contribution retirement accounts by 0.5%,
which is an amount more proportional to the members’ FY12 costs to the County.

The table below summarizes the projected savings between FY12 and FY17 from these alternatives.

Projected Savings from Defined Contribution/Alternatives, FY12-FY17

($ in millions)
Alternative Description FY12 FY13 FYl4 FY15 FY16 FY17
#1 Retain current 8% contribution $0 $0 $0 %0 $0 S0
#2 Reduce contribution by 2% in FY12 only $4.9 $0 $0 $0 $0 $0
#3 Reduce contribution in proportion to cost $1.2 $1.2 $1.3 $1.3 1.4 $1.4
Executive’s | Reduce contribution by 2% permanently $4.9 $5.0 $5.1 $5.3 $5.5 $5.7

Note: Savings calculated by comparing cost of each alternative to what the cost would be each year if the current policy continued unchanged.
Source: OMB 3-29-11 Fiscal Impact Statement — FY 12 Labor Agreements, OLO calculations

10 http://www.montgomerycountymd.gov/content/council/olo/reports/pdi/3-17-1 1 AdditionalInformationaboutCurrentRetirementBenefits.pdf

12



b. Changes to the Structure of the Defined Benefit Plans

The Executive’s proposed retirement benefit changes shift some of the cost of defined benefit plans to
employees but do not lower costs by altering the structure of the benefit that employees receive when
they retire. Many jurisdictions around the country, including the State of Maryland, have changed the
structure of the defined benefit offered to new hires and, in some cases, to current employees for years not
yet served. The State’s changes will apply to employees in MCPS and Montgomery College.

Each of the four alternatives described in more detail below would change the structure of the County
Government’s defined benefit plans. The first three apply only to new hires. The fourth would change the
benefit both for new hires and current employees for future years of service. The table at the end of the
options compares the relative savings from alternatives 1, 2, and 4.

ALTERNATIVE #1: Change defined benefit components for new public safety hires.

This alternative would change three components of the defined benefit plans, the:
e Defined benefit vesting period,
e Calculation of employees’ average final earnings, and

e Structure of retirees’ annual cost-of-living adjustment.

These changes would be similar to the changes recently made to State-run pension plans and would apply to
pensions for all represented public safety employees hired on or after July 1, 2011. The table below
compares the current provisions and the changes in this alternative.

Provision Current!! Alternative #1
Vesting — Years Required 5 years 10 years
Average Final Earnings — Calculation | Highest 3 consecutive years of salary Highest 5 consecutive years of salary

Cost-of-Living — Calculation up to 3%; plus 60% of CPI over 3% with a

* 100% of the Consumer Price Index (CPI) 100% of CPI up to a maximum

increase of 2.5%

maximum annual increase of 7.5%.

" For employees hired on or after July 1, 1978.
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ALTERNATIVE #2: Adjust pension formula for new public safety hires. This alternative would
make the required years of service and the minimum pension the same for new public safety hires.

Under this alternative, to receive full retirement, all represented public safety employees hired on or after
July 1, 2011 would be required to work 25 years and would receive a minimum pension of 55% of their
average final salary.

Currently, deputy sherift/corrections and police employees must work at least 25 years to earn full retirement
and receive a minimum of 60% of their average final salary. Fire and Rescue employees must work 20 years
to earn full retirement and receive a minimum of 50% of their average final salary.'? The table summarizes
the changes in this alternative.

Current Provisions Alternative #2
Police, Represented Public Safety
Deputy Sheriff, Fire and Rescue Employees Hired
Corrections, on or after July 1, 2011
Minimum Years of Service 25 Yeats 20 Years 25 Years
Minimum Benefit at 60% of Salary 50% of Salary 55% of Salary
Full Retitement (24 multiplier13) (2.5 multiplier) (2.2 multiplier)

This alternative shows one example of modified pension provisions for new hires. The Council could
consider other combinations of minimum years of service and salary multipliers for new hires.

ALTERNATIVE #3: Create a hybrid retirement plan. This alternative would establish a retirement
plan for new public safety employees with defined benefit and defined contribution components.

Under this alternative, all new represented public safety employees hired on or after July 1, 2011 would be in
a new hybrid defined benefit/defined contribution retirement plan. A hybrid plan could be structured in a
number of ways, such as a “stacked” hybrid plan or a “parallel” hybrid plan.

“Stacked” hybrid plans provide a defined benefit for employees up to a certain salary level — say $50,000.
Salary above the set level would be covered by a defined contribution plan. A “parallel” hybrid plan would
provide employees a less generous defined benefit plan based on the full amount of their salary plus a
supplemental defined contribution plan.'*

Savings under this option would come from establishing a less generous pension than employees currently
receive. The defined contribution portion could also be structured in a number of ways. A defined
contribution option could be structured like the RSP (mandatory, set employer and employee contributions)
or it could be made optional, with the employee choosing a contribution level within a range (e.g., 0-5% of
salary) with the County Government matching a portion of that contribution.

The savings under this option would depend on the structure of the plan.

2 Employees receive a higher percent of salary as a retirement benefit for each year worked beyond the minimum number of
years required for full retirement.

" The “multiplier” is one of three main components used to calculate an employee’s annual pension when s/he retires
(Annual Pension = Average Final Salary x Years of Service x Multiplier).

" For a good description of retirement plan structure, see Issue Brief A Role for Defined Contribution Plans in the Public
Sector, Center for State & Local Government Excellence (April 2011).

http://www.slge.org/index.asp?Type=B_BASIC&SEC=%7B6B5SD32FD-C99D-41F7-9691-4F1B1D11452B%7D&DE=%7B6EE4FB32-
1CE3-49C6-9CA9-6FC3E8B51D12%7D
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ALTERNATIVE #4: Lower cost-of-living adjustments. This alternative would set a lower cap on
annual cost-of-living adjustments for retiree pensions for current and future employees.

This alternative shows two ways to alter the structure of the cost-of-living adjustment that retirees receive.

Alternative 4b mirrors the COLA provision recently adopted by the State of Maryland for most employees in
State-run pension plans. This alternative would apply to all service on or after July 1, 2011, both for current
County Government employees and for new hires.

Alternative Provision

Current!s

Alternative

4a

Cost-of-Living -
Calculation

4b

100% of the Consumer Price
Index (CPI) up to 3%; plus 60%
of CPI over 3% with a maximum
annual increase of 7.5%.

Does not apply over age 65 or for
disabled.

100% of CPI up to a maximum annual
increase of 2.5%

100% of CPI:

*  Up to a maximum of 2.5% if the County
Government meets its annual investment
return assumption (7.5%); or

*  Up to a2 maximum of 1% if the County
Government does not meet its annual
investment return assumption.

The table below summarizes estimates of savings calculated by the County Government’s retirement plan
actuaries. Given the time constraints under which the actuary was developing estimates, these numbers
demonstrate the general magnitude of savings from these alternatives. The actuaries were not asked to
estimate savings from Alternative #3 because savings would depend on the structure of the retirement benefit

offered under the alternative.

Estimated Savings from Defined Benefit Alternatives

(8 in millions)

. L Estimated Savings
Alternative Employees Affected Description
FY12 Ultimate
1 Future Hires Change defined benefit components $32,000 $5,500,000
2 Future Hires Adjust pension formula $21,000 $4,500,000
4a Cutrent Employees and iy . $3,150,000 $3,700,000
P Hir Lower cost-of-living adjustments
4b uture Hires $6,080,000 $7,200,000

Source: Magnitude of savings estimate, Mercer

'* This calculation applies to COLAs for employees hired on or after July 1, 1978.
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C. RETIREE HEALTH BENEFITS
1. Summary of Executive’s Proposed Changes

The Executive’s Recommended FY 12 Budget impacts retiree health benefits only insofar as the proposed
changes to the prescription drug plan design will apply to both active and retired employees enrolled in the
Caremark Prescription Drug plan. The design changes include:

¢ A mandatory generic provision;
¢ Eliminating coverage for medications used to treat erectile dysfunction; and
e A doubling of the copays for mail order prescriptions.

For more information on these proposed changes and some alternatives for the Committee’s consideration,
see page 18 of this memo.

The Executive’s Recommended FY 12 Budget did not propose any changes to the eligibility requirements for
retiree health benefits or the premium cost share paid by retirees.

2. Recently Enacted Changes to Retiree Health Benefits by the State and Montgomery College

Recent changes made by the State of Maryland and Montgomery College to the structure of retiree health
benefits are summarized below.

Note: On April 12, 2011, the Board of Education’s Fiscal Management Committee’s agenda included a
discussion on retiree health benefits. OLO has requested that MCPS forward information on the specifics of
any proposed changes as soon as it is available.

a. State of Maryland

The changes made by the State of Maryland are summarized in the table on the next page and further
described below.

Eligibility. Employees hired after July 1, 2011 will have to work for 10 years (up from 5 years) to qualify
for any retiree health benefits, and 25 years (up from 16 years) to receive the maximum health premium
subsidy. The maximum subsidy will range from 80%-85% of medical plan premiums, depending on the type
of plan; 75% of the prescription drug premium; and 50% of the dental plan premium. Employees who work
between 10 and 25 years will receive proportionally smaller subsidies from the State.

Prescription Drug Plan Design and Premium Cost Share. Currently, the State’s active employees and
retirees are in the same prescription drug program. For FY12, the State will create a separate prescription
drug program for current and future retirees. The retiree plan will have increased copays (mirroring the
copay increase for active employees, see page 17) and the out-of-pocket maximums will increase to $1,500
for an individual and $2,000 for a family.

In addition, the State changed the cost share percent for retiree prescription drug premiums from 80/20 to
75/25, which reduces the State’s cost share by five points.

Elimination of Prescription Drug Coverage for Medicare-Eligible Retirees in 2020. Beginning on July 1,
2020, Medicare-eligible retirees will no longer receive prescription coverage from the State. Instead, they
will have to enroll in Medicare Part D coverage. Spouses and dependents under age 65 will continue to
receive coverage through the State.
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Summary of the State of Maryland’s Changes to Retiree Health Benefits (Effective July 1, 2011)

Area Current Provision New Provision
Retiree Health Benefits

e 5 years of service to qualify for e 10 years of service to qualify for
s . minimum subsidy minimum subsidy
Eligibility for new hires ¢ 16 years of service for maximum | e 25 years of service for maximum
subsidy subsidy

Prescription Drug Benefit

e Range of $5 to $50 for retail e Range of $10 to $80 for retail

Copays e Range of $5 to §20 for mail order | ¢ Range of $10 to $80 for mail order

e $1,500 for individual coverage

Annual out-of-pocket cap $700 per family unit « $2,000 for family coverage

Premium Cost Share 20% of premium 25% of premium

b. Montgomery College

The table below summarizes Montgomery College’s recently adopted changes to retiree health benefits for
employees hired on or after July 1, 2011. In sum, similar to the State of Maryland, the College increased
the number of years an employee has to work before being eligible for retiree health benefits and
before they can receive the maximum subsidy. The College also added a provision that retirees cannot
add new dependents after they retire. This would apply only to new dependents who were not previously
eligible when the retiree was employed by the College. (MCPS already has a similar restriction;
Montgomery County does not).

Montgomery College Changes to Retiree Health Benefits for FY12

Ac Future retiree health benefit for...
ea
Cutrent Employees Employees Hired on or after 7/1/11
ey e * When eligible to retire under state * When eligible .to. retire under state
Eligibility svsterm system plus minimum age of 55 and
¥ minimum 15 years of service
» If fewer than 10 years of service, * If fewer than 20 years of service,
Premium Cost Share 40% of premium pald by Coﬂege 40% of premium paid by College
* If 10+ years of service, 60% of * If 20+ years of setvice, 60% of
premium paid by College premium paid by College
Coverage of Dependents J Ab'le to add new dependents after J N9 adding new dependents after
retitement retirement
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3. Committee Discussion of Retiree Health Benefit Alternatives

Below are two alternatives to achieve savings in the area of retiree health benefits for County Government
employees. If the Committee is interested, there are other ways to make changes to retiree health benefits
that staff could further develop and bring back for Committee consideration. For additional options, see
OLO’s Part 11 Report on Achieving a Structurally Balanced Budget in Montgomery County, Chapter D,
Health Benefits for Retired Employees and items 19-23 listed in the Appendix titled “Additional Options.”

Both of the alternatives below would apply only to newly hired employees. Although making
structural changes to the benefits of new hires does not generally yield large savings in the short run, it
does leads to substantial savings in the long run. For both of the alternatives, OLO has requested that the
County’s actuary provide an estimated amount of FY12 and future year savings of implementation for all
County Government employees hired on or after July 1, 2011. OLO will forward this information to the
Committee as soon as it is received.

ALTERNATIVE #1: Changing Eligibility Requirements and Cost Share for New Hires

This alternative parallels the changes recently adopted by the State of Maryland to change eligibility
requirements for retiree health benefits for employees hired on or after July 1, 2011,

While some employees currently qualify for retiree health benefits after a minimum of 5 years of service, this
alternative would raise that minimum to 10 years. Also, a retiree’s health benefit cost share is based on the
number of years they were eligible for benefits as active employees. Under this alternative, the cost share
would remain the same, but the years of service would change.

Retirees who qualify for retiree health benefits with the new minimum of 10 years (up from 5 years) of
credited service would receive the minimum County subsidy of 50% of the premium cost (i.e., a 50/50 cost
share). Employees would need 25 years or more of credited service (up from the 15 years) to qualify for the
maximum County subsidy of 70% of the cost (i.e., 70/30 cost share). For each year between 10 and 25 years,
the County’s share would increase by 1.33 percentage points.

Retiree Health Benefit Alternative 1: Changes to Eligibility Requirements/Cost Share

Area Current Alternative
ERS Participants: employees eligible ERS Participants: employees eligible
for retirement, with minimum 5 years for retirement and minimum 10 years
o, of service of service

Eligibility - . o .
RSP Participants: varies based on RSP Participants: varies based on years
years of service and age, with of service and age, with minimum of
minimum of 5 years of service 10 years of service
5 years of service: 50/50 cost share 10 years of service: 50/50 cost share
15+ years of service: 70/30 cost share 25+ years of service 70/30 cost share

Cost Share For each year between 5 and 15 For each year between 10 and 25
years of service, the County’s share years of service, the County’s share
increases 2% increases 1.33%
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ALTERNATIVE #2: Eliminate Retiree Health Benefits for New Hires

This alternative would eliminate retiree health benefits for new employees hired after July 1, 2011 or some
other specified date in the future. It would maintain existing eligibility and benefit levels for current
employees and retirees.

While not included in the County Executive’s FY 12 Recommended Budget, the Last Best Final Offer
(LBFO) that the County submitted for its arbitration hearings with both MCGEO and IAFF proposed
eliminating retiree health insurance for employees hired after July 1, 2011.

Since this alternative would only apply to employees hired after a specified future date, the County
Government would continue to pay health care costs for current retirees and for the cohort of already hired
employees once they retire. Over the course of many years, the County Government’s cost for group
insurance for retirees would be vastly reduced and eliminated. To date, the County Government has funded

a relatively small portion of its long-term liability related to group insurance for retirees. If retiree health
benefits were eliminated for new hires, the OPEB liability for current employees and retirees would still have
to be paid. However, the County would not accrue any new OPEB liability related to newly hired employees.
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D. HEALTH BENEFITS FOR ACTIVE EMPLOYEES

In FY11, the County Government will pay about $90 million (from tax supported and non-tax supported
funds) for health insurance premiums for active employees. This includes coverage for medical, prescription
drug, dental, and vision insurance. The cost of health benefits, both for the County and its employees, is
projected to increase by 9-10% annually over the next six years.

This part of the memorandum is organized into six sections as follows:

Section Begins on Page
1 | Summary of Executive’s Proposed Changes 20
5 Description of MCGEO Proposed Health Benefit Changes for Arbitration 23
Award
3 | Recent Changes to Prescription Drug Plan Benefits for State Employees 23
4 | Update on FY12 Health Benefit Changes in Other County Agencies 24
5 | Summary of Health Benefits Policy Questions 24
6 | Committee Discussion of Health Benefit Alternatives 26

On April 12,2011, the Council introduced a resolution to establish a Task Force on Employee Wellness and
Consolidation of Agency Group Insurance Programs. Additional discussion about the role of this Task Force
is in the final section on alternatives, beginning on page 27.

1. Summary of Executive’s Proposed Changes
The table below summarizes the Executive’s proposed changes to health insurance for active employees and

the estimated FY 12 savings associated with each change. All of the Executive’s estimated savings for health
benefit changes assume a July 1, 2011 implementation date. More detail on each change follows the table.

Benefit Type County Executive’s Proposal gf{ll;sg::]?;eg:
Health (Medical, Prescription, Dental, Minimum 30% Cost Share $8,229,530
and Vision) Additional Salary-Based Charge $7,418,000
Mandatory Generics $1,200,000
Prescription Drug Eliminate ED Lifestyle Drugs $400,000
Increase Mail-Order Copays $200,000
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a. Executive’s Proposed Changes to Active Employee Premium Cost Share

Currently, County Government employees pay at least 20% of health benefit premiums.’ The Executive
proposed a new two-part health care pricing approach.

(1) All employees would pay at least 30% of medical, prescription drug (standard), dental, and vision
insurance premiums; AND

(2) Most employees who enroll in a medical and/or prescription plan would pay an additional salary-
based charge.

Executive Recommended Changes to MCG Employee Health Benefit Cost Share

Current Minimum | op, p, 0osed Minimum
Percent of Employee Health
Salary Level : Annual Employee Health
Wotkforce* Premium . o
oo Premium Contribution
Contribution !
Under $50,000 22% 30% of premium
20% of premi .
$50,000 - $89,999 58% o of premium 30% of premium + $910
$90,000+ 20% 30% of premium + $1,560

*Source: Montgomery County Office of Management and Budget, April 2011.

Actual Cost Share. If the Executive’s proposals are implemented, employees will pay an actual cost share
ranging from 30% to 58% of the total combined premium for medical, prescription drug, dental, and vision
coverage. Because the salary-based charge proposed by the Executive does not vary based on plan choice
(e.g., HMO vs. POS) or level of coverage (e.g., single vs. family), employees subject to the added charge
will pay a higher percent of the total premium if enrolled in a less expensive plan (e.g., single coverage,
HMO plans).

Employee Cost Share for Combined Health Insurance Premium: Current vs. Executive’s Proposal

% of Annual Premium* Paid by Employee 2
Salary Level
Current Range Range Under CE’s Proposal
Under $50,000 30% to 37%
$50,000-$89,999 20% to 32% 34% to 49%
$90,000+ 37% to 58%

*Includes costs for medical, prescription, dental, and vision coverage using calendar year 2011 premium rates.

Cost Share Increases Translated into Dollars. The Executive’s proposal would require County
Government employees to pay more to retain their current health care coverage. Employees in a higher cost
plan (e.g., Carefirst High Option POS) could mitigate their additional cost of health insurance by switching
to a lower cost plan (e.g., Kaiser HMO).

' Non-represented employees hired since 10/1/94 (“Select” plan members) pay 24% of premiums. Also, an employee who
chooses the “high option” prescription plan pays an additional 7-8% of total health insurance premium costs.

? The highest employee cost share under current pricing and as proposed by the Executive reflects the cost of high option
prescription coverage.
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The following table shows the dollar amount of employee health benefit costs under current practice and as
proposed by the Executive. The table shows the range of increase in employee health costs if employees stay
in their current choice of health and prescription drug plans.

Annual Employee Health Insurance Premium Costs: Current vs. Executive’s Proposal

Annual Employee Health Insurance Premium Costs*
Salary Level
Current Range Range Under CE’s Proposal Increase
Under $50,000 $1,855 to $8,587 $371 to $2,163
$50,000-$89,999 $1,237 to0 §7,290 $2,765 to $9,497 $1,281 to $3,073
$90,000+ $3,415 to $10,147 $1,931 to $3,723

*Includes costs for medical, prescription, dental, and vision coverage using calendar year 2011 premium rates.

b. Executive’s Proposed Changes to Prescription Drug Plan Design

The Executive proposes three changes to the design of the County’s prescription drug plan. These changes
would affect both active and retired employees enrolled in the County’s Caremark prescription plans (both
the Standard and High Option plans) but would not apply to those enrolled in the Kaiser prescription plan.

Mandatory Generic Drugs. Currently, employees who buy a brand name drug when a generic equivalent is
available pay the generic drug copay plus the difference between the cost of the brand name drug and its
generic equivalent. However, this requirement is waived if a physician prescribes a brand drug and writes
“dispense as written” on the prescription. For FY12, the Executive proposes eliminating this exception
process. Therefore, regardless of what the prescribing physician recommends, the County would not cover
the cost of a brand drug when a generic is available and employees would have to pay the difference.

Lifestyle Drugs. The County’s Caremark Prescription Plans would no longer cover medications that treat
erectile dysfunction. Currently, the County’s Kaiser Prescription Drug Plan does not cover these
medications, but the Caremark Plan does.

Mail-Order Copays. The copays for mail order prescriptions (up to a 90-day supply) in the County’s
Caremark Prescription Plans would increase from one time to two times the copays for a 30-day supply
purchased through a retail pharmacy as detailed in the table below.

Caremark Rx Drug Plan Current Copay Copay Under CE’s Proposal
$10 Generic $20 Generic
Standard Option $20 Preferred Brand $40 Preferred Brand
$35 Non-Preferred Brand $70 Non-Preferred Brand
High Option 4/8 $4 Generic $8 Generic
$8 Brand $16 Brand
5G i 10G {
High Option 5/10 $5 Generic $ eneric
$10 Brand $20 Brand
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2. Description of MCGEOQO Proposed Health Benefit Changes for Arbitration Award

The last best final offer from MCGEQO, Local 1994 included two provisions related to health insurance
benefit changes. An arbitrator chose MCGEO’s last best final offer as the more reasonable offer (including
its proposed health benefit changes). The Executive, however, did not include MCGEQO’s health benefit
proposals in his recommended budget.

Transfer of Employee Medical Coverage. The MCGEO proposal would require that all bargaining unit
members currently enrolled in the Carefirst High POS or Carefirst Standard POS medical plans be moved to
the United Healthcare HMO medical plan.

The Office of Management and Budget’s Fiscal Impact Statement (FIS) for the FY 12 Labor Agreements
between Montgomery County and MCGEO estimated that this change would achieve up to $2,096,348

million in FY12 savings.” The FIS projected that the savings from this proposal would increase to
$3,376,724 million in FY16.

Health Care Cost Management. The MCGEO proposal would require the County and the union to work
with United Healthcare to develop a health care cost management strategy. The cost management strategy
would be designed to impact the medical cost drivers to lower medical trend and plan costs by:

Reducing health risk factors prevalent in the Montgomery County employee population;
Improving treatment compliance of employees with chronic conditions;

Improving medication adherence of employees with chronic conditions;

Decreasing the prevalence of obesity in the population;

Increasing the number of people exercising and eating nutritious meals;

Exploring more cost efficient prescription, dental, and vision programs.

Neither the MCGEO proposal nor the Office of Management and Budget’s Fiscal Impact Statement included a
specific dollar savings associated with health care cost management for FY 12 or future years.
3. Recent Changes to Prescription Drug Plan Benefits for State Employees

The State of Maryland recently made two changes to the prescription drug plan design (copays and out-of-
pocket maximums) for State employees, beginning in FY12.

Increased copays. The State increased the prescription drug copays for both active and retired employees
beginning in FY12 as detailed in the table below.

Current Copay Range New Copay Range
Type of Drug (varies by amount purchased) for Retail and Mail Order
Retail Mail Order | (varies by amount purchased)
Genetic $5-%10 $5-$10 $10-$20
Preferred Brand $15-$30 $15-%$20 $25-$50
Non-Preferred Brand $25-%$50 $20 $40-$80

3 Assumes that all MCGEO members enrolled in Carefirst at the end of 2010 will move to UHC. The estimated savings is
the difference between the cost of the two plans in calendar year 2011 (County portion) multiplied by the enrollment at each
coverage level (individual, individual plus one, and family).
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4. Update on FY12 Health Benefit Changes in other County Agencies

Under current practice, County Government, MCPS, and Montgomery College separately structure and
administer the group insurance benefits offered to each agency’s respective employees and retirees.

Montgomery College staff report that the College is considering the introduction of a high-deductible
medical plan that would be offered to employees beginning in FY12. The College currently has a 75/25 cost
share split for health benefit premiums.

M-NCPPC currently has an 85/15 cost share split for health benefit premiums. The Commission (which
provides the same package of benefits to all employees of this bi-County agency) is currently reviewing its
structure of group insurance benefits.

5. Summary of Health Benefit Policy Questions
The Executive’s proposed changes to active employee health benefits raise two primary policy questions.

Policy Question #1:  Should employees in all County agencies be offered a comparable
package of health benefits? If not, then what factors should determine
how the benefits differ?

Currently, each agency structures employee health benefits differently in terms of the plan design, plan
administration, and employee eligibility. Additionally, the current premium cost share arrangements for
health benefits vary among County agencies. Using medical plans as an example, MCPS employees pay
either 5% or 10% of the annual premium; M-NCPPC employees pay 15%; County Government employees
pay either 20% or 24%; and Montgomery College employees pay 25%. Further information on premium
cost comparison among agencies, including both total premiums and cost to the agency, is included in the
February 1, 2011 memorandum attached at ©5.

The Executive’s proposed changes would increase the portion of the premium paid by County Government
employees to a minimum of 30% and add a salary-based charge for most employees.

On April 12, 2011, the Council introduced a resolution that would create a Task Force to examine
consolidation of agency group insurance programs and employee wellness. If the resolution is approved as
introduced, one of the options for the Task Force to consider is to consolidate the agencies’ health benefit
offerings under a uniform plan design.

Policy Question #2:  Should changes implemented in FY12 be part of a multi-year plan
designed to achieve some explicitly-stated policy decisions regarding the
health benefits offered to employees?

To answer this broad policy question, there are at least four key “sub-questions™ that should be addressed:
the share of total group insurance costs paid for by the County; the factors that determine the pricing
structure of group insurance; the cost paid by retirees compared to active employees; and whether to
implement structural changes for future hires.

What is the share of total group insurance costs that the County should pay for its active employees?

Currently, the County pays approximately 80% of total group insurance costs for its active employees while
employees pay the remaining 20%. The cumulative impact of the County Executive’s proposed changes,
including the additional salary-based change, would change the overall cost share between the County and
employees from 80/20 to 60/40. For comparison, the overall split in group insurance costs for MCPS is
approximately 92/8, meaning MCPS pays 92% of the overall costs while employees pay the remaining 8%.
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What factors should determine the pricing structure of group insurance, i.e., type of plan, level of
coverage, employee’s salary?

Currently the County pays 80% of the premium cost for Choice Plan enrollees (represented employees and
non-represented employees hired prior to 10/1/94) and 76% of the premium cost for Select Plan enrollees
(non-represented employees hired after 10/1/94). There are several other factors that the County could
consider when determining the premium cost share arrangement with employees:

e Type of coverage (medical, prescription, dental, and vision)
e Type of plan (HMO, POS, PPO)

e Level of coverage (single, single + 1, and family)

e Employment status (Part-time vs. full-time)

There are many examples of other places that consider one or more of these factors to determine cost share.
For example, the State of Maryland and MCPS vary cost share based on coverage and plan type. The State
of Maryland pays a medical plan cost share ranging from 80%-85% depending on whether an employee is
enrolled in a PPO, POS, or EPO medical plan, and pays a 50% cost share for dental coverage. MCPS pays a
medical plan cost share ranging from 90%-95% depending on whether an employee is in a POS or HMO
plan and a prescription plan cost share of 90%.

Fairfax County and Fairfax County Public Schools vary cost share based on level of coverage. For full-time
employees, Fairfax County pays 85% for individual medical coverage, 75% for two-party and family
medical coverage, and 50% for dental coverage. Fairfax County Public Schools has the same cost share
arrangements for medical coverage and pays 70% of the premium for dental coverage.

Currently the County does not price any health plan based on an employee’s salary; the Executive’s proposal
to charge an additional salary-based premium would be a notable policy shift for the County. According to a
2010 survey of public and private sector employer-sponsored health benefits by the Kaiser Family
Foundation and the Health Research & Educational Trust, 13% of covered workers are in firms that vary
worker premium contributions by wage level. OLO was able to identify only one public sector example of
this practice, the State of West Virginia, which has had a salary-based premium structure for its employee
health benefits since 1991.

Should retirees pay more, less, or the same for health benefits as active employees?

Retirees who are not yet eligible for Medicare pay the same health benefit premiums as active employees
because retirees are included in the same “pool” for calculating premiums. As a result, active employees in
County Government pay a higher premium than they would if they were in a separate pool. However,
retirees currently pay a higher share of their premium than actives; retirees have a cost share ranging from
50/50 to 70/30 (depending on years of service) while most active employees have an 80/20.* The Executive
has not proposed any change to retirees’ cost share. If the Executive’s FY 12 proposed changes to cost share
are adopted, some active employees could have a less favorable cost share than some retired employees.

* Employees hired before 1/1/87 have the option to receive an 80/20 cost share for the number of years they were eligible for
insurance as an active employee or a lifetime cost share of 70/30.
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Should a portion of the County’s structural budget problem be addressed by changing the health
benefits offered to new hires?

The Executive’s proposal does not offer any changes in either active employee or retiree health benefits that
would affect new hires. As described above, the State of Maryland and Montgomery College are
implementing changes to future retiree health benefits for new employees.

6. Committee Discussion of Health Benefit Alternatives

Below are alternatives to the County Executive’s proposals in the area of active health benefits for County
Government employees. If the Committee is interested, there are other ways to make changes to active
health benefits that staff could further develop and bring back for Committee consideration. (For additional
options, see OLO’s Part I Report on Achieving a Structurally Balanced Budget in Montgomery County,
Chapter C, Health Benefits for Active Employees and items 12-18 listed in the Appendix titled Additional
Options.)

a. Discussion of Alternatives to the Executive’s Proposals for Prescription Drug Plan Changes

This section presents alternatives that would modify two of the Executive’s proposed prescription drug plan
design changes.

ALTERNATIVE #1. Add Strict Waiver Provision to Executive’s Mandatory Generic Requirement

As described earlier, the Executive has proposed that employees who buy a brand name drug when a generic
equivalent is available would pay the generic drug copay plus the difference between the cost of the brand
name drug and its generic equivalent with no exceptions.

As an alternative option, the County could adopt this requirement but include a waiver provision that
is stricter than the current process (where the physician only has to check “dispense as written” on the
prescription) but that still allows for some coverage of brand medications with a generic equivalent under
special circumstances. One possible model is MCPS’ Caremark Plan, which requires that a doctor
provide a letter of medical necessity for coverage of a brand drug when a generic is available.

Adding a waiver provision would likely lower the savings estimates associated with the Executive’s
proposed change.

ALTERNATIVE #2, Limit Coverage for Lifestyle Drugs

The County could choose to limit coverage of ED drugs, rather than eliminating coverage altogether, as the
Executive has proposed. The coverage limits could mirror how these drugs are handled in other County
agencies. For example:

e MCPS’ Caremark Prescription Plan limits ED drugs to 6 doses per month.

e  M-NCPPC charges a 50% copay for ED drugs and limits coverage to 6 pills per month.

+ Montgomery College limits ED drugs to 6 doses per 25 day period (retail) or 18 doses per 75 day
period (mail order).

Limiting instead of eliminating coverage for lifestyle drugs would likely lower the savings estimates
associated with the Executive’s proposed change.

26



b. Discussion of Alternatives to the Executive’s Proposals for Pricing Group Insurance
Benefits

This section presents a number of alternatives to the Executive’s proposals for FY 12 changes to pricing
group insurance benefits. Additional alternatives can be developed upon Committee request.

The Committee may want to evaluate any alternatives to the Executive’s proposals within the context
of the Council Resolution (introduced 4/12/11) to establish a Task Force on Employee Wellness and
Consolidation of Agency Group Insurance Programs. A copy of the resolution is attached at ©1. As
introduced, in addition to researching and making recommendations on employee wellness programs, the
Task Force is being asked to:

o Compare the major provisions/benefits of the health plans currently offered to employees and
retirees across the County agencies, and analyze why costs may vary; and

¢ Make recommendations on how to streamline and reduce the current cost of health benefit
administration, including how to: consolidate benefit plan offerings under fewer vendors;
consolidate the offerings under one administrative unit; and consolidate the offerings under a
uniform plan design.

The Resolution calls upon the Task Force to report back to the Council by December 15, 2011. If the
Resolution is approved by the Council, the scope and timing of the Task Force’s work suggest that the
Committee may want to look at changes implemented in FY12 as an interim step towards a more
comprehensive restructuring of overall plan design and administration of group insurance benefits
across the agencies.

THREE GROUP INSURANCE PRICING ALTERNATIVES FOR FY12

To begin the Committee’s discussion of potential alternatives to the County Executive’s proposed changes to
health benefit pricing, OLO has developed three alternatives that are outlined on the next page. For each,
OLO provides estimates of FY12, FY13, and FY12-FY 17 cumulative savings; and scenarios that show the
impact on individual employees.

The policy issues related to pricing health benefits were discussed earlier in this memo. (see page 24). All
three alternatives developed by OLO adhere to the following guidelines:

Assume an implementation date of January 1, 2012;

Provide a pricing incentive for the lower cost HMO medical plans;

Do not include differential pricing based on an employee’s salary;

Eliminate the cost share distinction between Choice vs. Select employee groups; and
Maintain the current structure of differential premiums but uniform cost share by level of
coverage, i.e., single, single+1, family.

In addition to the three alternatives listed below, the Council may want to request more information on the
feasibility of adding a high deductible health plan to the plans offered to County Government employees. A
high deductible health plan usually includes the following features: catastrophic coverage with a higher
deductible that a typical plan; an employer-funded account that employees can use to pay out-of-pocket
medical costs on a pre-tax basis; and full coverage for in-network preventive care.
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s+ ALTERNATIVE #1: Maximum 5 point cost shift

This alternative maintains the HMO cost share at 80/20 and changes the cost share to 75/25 (a S point
shift) for all other plans. The Kaiser HMO (including the bundled Kaiser prescription plan) and United
Healthcare HMO medical plans would have an 80/20 cost share for all employees. The cost share for the
Carefirst POS medical plans, Caremark Standard Option prescription drug plan, and all dental and vision
plans would change to 75/25 for all employees. The current practice of allowing employees to “buy-up” and
purchase the Caremark High Option prescription plan would be maintained.

e ALTERNATIVE #2: Maximum 10 point cost shift

This alternative changes the HMO cost share to 75/25 (a S point shift) and changes the cost share to
70/30 (a 10 point shift) for all other plans. The Kaiser HMO (including the bundled Kaiser prescription
plan) and United Healthcare HMO medical plans would have a 75/25 cost share for all employees. The cost
share for the Carefirst POS medical plans, Caremark Standard Option prescription drug plan, and all dental
and vision plans would change to 70/30 for all employees. The current practice of allowing employees to
“buy-up” and purchase the Caremark High Option prescription plan would be maintained.

s ALTERNATIVE #3: Fixed Employer Contribution

Under this alternative, the County’s contribution for medical and prescription coverage would be
fixed at 80% of the lowest cost plan. The cost share for dental and vision benefits would change to
75/25 (a five point shift). The County would pay a fixed contribution for each employee’s health and
prescription coverage that is fixed at 80% of the lowest cost plan (currently Kaiser). Employees would have
the option to “buy-up” and purchase any coverage that exceeds the fixed employer contribution by paying
the additional amount. In effect, this alternative would establish an 80/20 cost share for the lowest cost
medical and prescription plans and progressively higher cost shares for other plans. The cost share for dental
and vision benefits would change to 75/25 for all employees.

Projected savings under health benefit alternatives. For each alternative, the table on the next page shows
the projected cost savings to County Government in FY 12 (half-year savings), FY 13 (full-year savings), and
the cumulative six-year projected savings from FY12-FY17. The savings for FY'12 are half-year savings
based on a January 1, 2012 implementation date. All projections under each alternative include tax
supported and non-tax supported savings.
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Projected Savings to County Government under Alternative Options for
Changes to the Structure of Health Benefits

Projected Savings*®
New Structure as of ] g

Alternative January 1, 2012 FY12 FY13 Cumulative
v 5 (half-year) (full-year) FY12-FY17

15{ I:ioint (max.) Cost Shift ) 80,/20 HIMO 2.1 il 4.3 el 6275 il
educe current agency cost share $2. on . on 27. on
by a maximum of 5 points * 75/25 All Other

10 Point {max.) Cost Shift . 75/25 HMO N - -
Reduce current agency cost share AL Oth $5.2 million $10.9 million || $69.4 million
by a maximum of 10 points » 70/30 All Other

Fixed Emplover Contribution
Fixed contribution for medical

¢ 80% of Kaiser plan cost

and prescription coverage set at for Medical and Rx $6.0 millon | $12.6 million | $81.1 million
80% of lowest cost plan, reduce o
» 75/25 Dental and Vision

agency cost share for dental and
vision by a maximum of 5 points

*The calculation for projected savings under each alternative assume current plan designs, no enroliment changes, and annual
increases in health care costs averaging approximately 9% per year (actual increases vary by benefit type and plan).

Impact on employees. In general, under all three alternatives, the preferential pricing for HMOs means that
employees who select HMO coverage (Kaiser or United Healthcare) would experience the smallest cost
increases while employees who select a Point-of-Service plan (Carefirst Standard or High Option POS)
would experience the largest cost increases.

The tables beginning on page 30 illustrate how each alternative would impact an individual employee’s cost
of family coverage (the most commonly selected level of coverage) in the following three different medical
plans, assuming an employee chooses to stay with his/her current plan choice:

« Kaiser HMO - the lowest cost plan that includes a bundled prescription drug benefit;
» United Healthcare HMO - County Government’s highest enrolled HMO plan; and
« Carefirst High Option POS plan — the County Government’s highest enrolled POS plan.

Except for the Kaiser example, where the prescription drug plan is bundled with the medical plan, the
examples use the Caremark Standard Option prescription plan.” All examples use the same dental (United
Concordia PPO) and vision (National Vision Administrators) coverage for each employee. The projected
employee costs, both under the “no cost share change” and alternative scenarios, are based on projected
premium rates as of January 1, 2012.

* If a County Government employee chooses to “buy-up” and purchase Caremark High Option prescription coverage, the
employee’s “actual” cost share shown in the examples (under both the “no change” and the alternative) would be
approximately 6-8% higher. The total increase in projected costs to the employee in 2012 would not change.
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Pricing Alternative #1: Maximum S Point Cost Shift
Illustrative Examples of Impact on Employees (premium rates projected as of 1/1/12)

Kaiser HMO Example — Family Coverage

¢  Maintains Kaiser HMO medical and prescription plan cost share at 80/20
¢ Shifts cost share for dental and vision plans from 80/20 to 75/25

Projected Cost to Employee in 2012

Health Benefit Type and Plan No Change in 5 Point (max.) Increase
Cost Share Cost Shift
Medical: Kaiser HMO $3.662 $3,662 $0
Prescription: Kaiser HMO
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators $22 $27 $5
Health Benefit Total $3,960 $4,035 $74
Employee "Actual” Cost Share 20% 20% 0%

United Healthcate HMO Example — Family Coverage
e  Maintains HMO medical plan cost share at 80/20

o  Shifts cost share for prescription, dental, and vision plans from 80/20 to 75/25

Health Benefit Type and Plan

Projected Cost to Employee in 2012

No Change in

5 Point (max.)

Cost Share Cost Shift Increase
Medical: United Healthcare HMO $3,140 $3,140 $0
Prescription: Caremark Standatd $913 $1,141 $228
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators $22 $27 $5
Health Benefit Total $4,351 $4,653 $303
Employee "Actual" Cost Share 20% 21% 1%

Carefirst POS Example — Family Coverage

¢  Shifts cost share for POS medical, prescription, dental, and vision plans from 80/20 to 75/25

Health Benefit Type and Plan

Projected Cost to Employee in 2012

No Change in

5 Point (max.)

Cost Share Cost Shift Increase
Medical: Carefirst High POS $3,508 $4,385 $877
Prescription: Caremark Standard $913 $1,141 $228
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators §22 827 %)
Health Benefit Total $4,719 $5,899 $1,180
Employee "Actual" Cost Share 20% 25% 5%
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Pricing Alternative #2: Maximum 10 Point Cost Shift
Illustrative Examples of Impact on Employees (premium rates projected as of 1/1/12)

Kaiset HMO Example — Family Coverage

¢  Shifts Kaiser HMO medical and prescription plan cost share from 80/20 to 75/25
o  Shifts cost share for dental and vision plans from 80/20 to 70/30

Projected Cost to Employee in 2012

Health Benefit Type and Plan No Change in 10 Point (max.)
X Increase
Cost Share Cost Shift
ical: 18
Medical: Kaiser HMO $3.662 $4,578 $916
Prescription: Kaiser HMO
Dental: United Concordia PPO $276 $414 $138
Vision: National Vision Administrators $22 $33 $11
Health Benefit Total $3,960 $5,025 $1,065
Employee "Actual" Cost Share 20% 25% 5%

United Healthcare HMO Example — Family Coverage
¢ Shifts HMO medical plan cost share from 80/20 to 75/25

¢ Shifts cost shate fot prescription, dental, and vision plans from 80/20 to 70/30

Health Benefit Type and Plan

Projected Cost to Employee in 2012

No Change in

10 Point (max.)

Cost Share Cost Shift Increase
Medical: United Healthcare HMO $3,140 $3,925 $785
Prescription: Caremark Standard $913 $1,369 $456
Dental: United Concordia PPO $276 $414 $138
Vision: National Vision Administrators $22 $33 $11
Health Benefit Total $4,351 $5,741 $1,390
Employee "Actual" Cost Share 20% 26% 6%

Carefirst POS Example — Family Coverage

o  Shifts cost shate for POS medical, prescription, dental, and vision plans from 80/20 to 70/30

Projected Cost to Employee in 2012

Health Benefit Type and Plan No Change in | 10 Point (max.) I
Cost Share Cost Shift nerease

Medical: Carefirst High POS $3,508 $5,262 $1,754
Prescription: Caremark Standard $913 $1,369 $456
Dental: United Concordia PPO $276 $414 $138
Vision: National Vision Administrators $22 $33 $11
Health Benefit Total $4,719 $7,078 $2,359
Employee "Actual" Cost Share 20% 30% 10%
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Pricing Alternative #3: Fixed Employer Contribution (80% of Kaiser)
Illustrative Examples of Impact on Employees (premium rates projected as of 1/1/12)

Kaiser HMO Example — Family Coverage

e Fixed contribution for medical and prescription plan set at 80% of lowest cost plan (Kaiser)
e Shifts cost share for dental and vision plans from 80/20 to 75/25

Health Benefit Type and Plan

Projected Cost to Employee in 2012

No Change in

Fixed Employer

Cost Share Contribution Increase
ical: Kaiser HM

Medica aiser O $3.662 $3.662 $0

Prescription: Kaiser HMO
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators $22 $27 $5
Health Benefit Total $3,960 $4,035 $74
Employee "Actual" Cost Share 20% 20% 0%

United Healthcare HMO Example — Family Coverage

e Fixed contribution for medical and prescription plan set at 80% of lowest cost plan (Kaiser)
o  Shifts cost share for dental and vision plans from 80/20 to 75/25

Health Benefit Type and Plan

Projected Cost to Employee in 2012

No Change in | Fixed Employer Incre
Cost Share Contribution ase

Medical: United Healthcare HMO $3,140 $3,981 $841
Prescription: Caremark Standard $913 $1,634 $722
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators $22 $27 $5
Health Benefit Total $4,351 $5,988 $1,637
Employee "Actual" Cost Share 20% 28% 8%

Carefirst POS Example — Family Coverage

e Fixed contribution for medical and prescription plan set at 80% of lowest cost plan (Kaiser)
e  Shifts cost share for dental and vision plans from 80/20 to 75/25

Projected Cost to Employee in 2012
Health Benefit Type and Plan No Change in | Fixed Employer
Cost Share Contribution Increase

Medical: Carefirst High POS $3,508 $5,821 $2,313
Prescription: Caremark Standard $913 $1,634 $722
Dental: United Concordia PPO $276 $345 $69
Vision: National Vision Administrators $22 $27 $5
Health Benefit Total $4,719 $7,828 $3,109
Employee "Actual" Cost Share 20% 33% 13%
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MONTGOMERY COUNTY PUBLIC SCHOOLS
POTENTIAL SAVINGS AND IMPACT ON EMPLOYEES FROM TWO ALTERNATIVE CHANGES IN COST SHARE

The County Executive’s group insurance proposals (as well as the alternatives beginning on page 28) show
changes for County Government employees only. The County Council appropriates funds to MCPS in broad
categories established under State law. One of the categories includes funding for employee group insurance
benefits. The issue of equity among agency employees is addressed in Mr. Farber’s packet (GO
Committee #1, 4/25/11).

MCPS already uses incentive pricing for HMO medical plans. The current employer/employee premium
cost share is 95/5 for HMOs and 90/10 for all other plans.

The table below shows the estimated FY 12 (half-year savings), FY13 (full-year savings), and cumulative
FY12-FY17 cumulative agency savings that would accrue from two alternatives. The first alternative isa 5
point shift in cost share and the second is a 10 point shift in cost share for MCPS employees. The estimates
of savings assume a continuation of MCPS’ current practice of incentive pricing for HMO medical plans.

Projected Savings to MCPS from Changes to the Structure of Health Benefits

Projected Savings*

Alternative New Structure FY12 FY13 Cumulative
(half-year) (full-year) FY12-FY17

Reduce current agency cost shate by $7.0 million $14.5 million $91.0 million
5 points for all benefit plans * 85/15 All Other
Reduce current agency cost shate by $13.9 million | $28.9 million | $182.0 million

10 points for all benefit plans 80/20 All Other

*The calculation for projected savings under each alternative assume current plan designs, no enrollment changes, and annual
increases in health care costs averaging approximately 8% per year (actual increases vatry by benefit type).

Impact on MCPS employees. The tables beginning on page 34 illustrate how each of the alternatives
summarized above (a 5 point cost share shift and a 10 point cost share shift) would impact an MCPS
employee’s cost of group insurance (family coverage) in two different medical plans:

e United Healthcare HMO — MCPS’ highest enrolled HMO plan; and
¢ United Healthcare Open POS plan — MCPS’ highest enrolled POS plan.

All examples use the same prescription (Caremark), dental (Aetna PPO), and vision (National Vision
Administrators) coverage for each employee example. The projected employee costs, both under the “no
cost share change” and alternative scenarios, are based on projected premium rates as of January 1, 2012.
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MCPS Example #1: 5 Point Cost Shift

Illustrative Examples of Impact on Employees (premium rates projected as of 1/1/12)

United Healthcare HMO Example — Family Coverage

o  Shifts cost share for the HMO medical plan from 95/5 to 90/10
e  Shifts cost share for the prescription, dental, and vision plans from 90/10 to 85/15

Projected Cost to Employee in 2012
Health Benefit Type and Plan No Change in 5 Point I
Cost Share Cost Shift ncrease

Medical: United Healthcare HMO $768 $1,537 $768
Prescription: Caremark $451 $676 $225
Dental: Aetna PPO $120 $180 $60
Vision: National Vision Administrators $3 $4 $1
Health Benefit Total $1,342 $2,397 $1,055
Employee "Actual" Cost Share 6% 11% 5%

United Healthcare Open POS Example — Family Coverage

e Shifts cost share for the medical, prescription, dental, and vision plans from 90/10 to 85/15

Projected Cost to Employee in 2012
Health Benefit Type and Plan No Change in 5 Point I

Cost Share Cost Shift nerease

Medical: United Healthcare Open POS $1,552 $2,328 $776
Prescription: Caremark $451 $676 $225
Dental: Aetna PPO $120 $180 $60
Vision: National Vision Administrators $3 $4 $1
Health Benefit Total $2,126 $3,189 $1,063
Employee "Actual" Cost Shate 10% 15% 5%
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MCPS Example #2: 10 Point Cost Shift

Ilustrative Examples of Impact on Employees (premium rates projected as of 1/1/12)

United Healthcate HMO Example — Family Coverage

o  Shifts cost share for the HMO medical plan from 95/5 to 85/15
¢  Shifts cost share for the prescription, dental, and vision plans from 90/10 to 80/20

Projected Cost to Employee in 2012
Health Beneﬁt Type and Plan NO Change in 10 Point I
' Cost Share Cost Shift nerease
Medical: United Healthcare HMO $768 $2,308 $1,537
Prescription: Caremark $451 $902 $451
Dental: Aetna PPO $120 $240 $120
Vision: National Vision Administrators $3 $6 $3
Health Benefit Total $1,342 $3,452 $2,110
Employee "Actual" Cost Share 6% 16% 10%

United Healthcare Open POS Example — Family Coverage

o  Shifts cost share for the medical, prescription, dental, and vision plans from 90/10 to 80/20

Projected Cost to Employee in 2012
Health Benefit Type and Plan No Change in 10 Point I

Cost Share Cost Shift nerease

Medical: United Healthcare Open POS $1,552 $3,105 $1,552
Prescription: Caremark $451 $902 $451
Dental: Aetna PPO $120 $240 $120
Vision: National Vision Administrators $3 $6 $3
Health Benefit Total $2,126 $4,252 $2,126
Employee "Actual" Cost Share 10% 20% 10%
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E. LIFE INSURANCE, LONG-TERM DISABILITY, ACCIDENTAL DEATH AND DISMEMBERMENT INSURANCE
1. Summary of Executive’s Proposed Life Insurance Benefit Changes
The County Executive proposed changes to life insurance benefits that would reduce the benefit level for

most County Government employees and would change the cost share for all employees, as detailed in the
table below.

County Government Current Basic CE’s Proposed
Employee Group Life Insurance Benefit Basic Life Insurance Benefit

Non-Represented Employees
hired prior to 10/1/94 and
Represented Employees

» Benefit level = 2x annualized salary
Employee pays 20% of premium

¢ Benefit level = 1x annualized salary
¢ Employee pays 30% of premium

Non-Represented Employees ¢ Benefit level = 1x annualized salary
hired on or after 10/1/94 o Employee pays 24% of premium

The Executive estimates that the proposed changes to life insurance benefits would achieve $1.2
million in FY12 savings, assuming implementation on July 1, 2011. Employees would still have the
ability to buy up to higher levels of coverage by paying the full cost of optional life insurance. The
Committee may want to consider the following alternative to the Executive’s proposed changes to life
insurance.

ALTERNATIVE: Keep Benefit at Two Times Annualized Salary

Rather than reducing the benefit to one times annualized salary, this alternative would maintain the benefit at
two times annualized salary for most employees and increase the benefit to two times annual salary for non-
represented employees hired on or after 10/1/94. The cost share arrangement for this benefit would track any
changes made to the health benefit cost share arrangements.

Note: OLO has requested data from the Executive that would allow for calculating the savings associated
with this alternative.

2. Summary of Executive’s Proposed Long-Term Disability Insurance Changes

The County Executive proposed changing the cost share for long-term disability insurance so that all County
employees would pay 30% of premiums. Currently, represented employees and non-represented employee
hired prior to 10/1/94 pay 20% of premiums, and non-represented employees hired on or after 10/1/94 pay
24% of premiums. The Executive estimates that this proposed change would achieve $48,000 in FY12
savings, assuming implementation on July 1, 2011.

3. Summary of Executive’s Proposed Accidental Death and Dismemberment (AD&D)
Insurance Changes

Under the County Executive’s proposed FY12 budget, the AD&D benefit for represented employees and
non-represented employees hired prior to 10/1/94 (i.e., current Choice plan participants) would not change.
The AD&D benefits for non-represented employees hired on or after 10/1/94 (i.e., current Select plan
participants) would be increased to the same level as the current Choice plan participants, so all employees
would receive the same AD&D benefit. This change is consistent with the Executive’s package of group
insurance proposals that would eliminate the distinction between Choice and Select employee groups. OMB
staff note that this change will have a negligible fiscal impact.
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F. FUTURE INCREASES TO SALARY
1. Overview of Spending on Salaries

In FY'11, County agencies collectively will spend about $2.1 billion on tax supported employee salaries.
The amount spent on salaries (excluding benefits) represents about 62% of all tax supported spending
for the four agencies combined.

While the FY 11 budget did not fund any pay increases for employees, agency salary costs have grown
substantially over the past decade. Salary increases have a recurring fiscal impact because they shift the base
of spending upwards and increase the cost of benefits that are a function of an employee’s salary, i.c.,
retirement, social security/FICA, life insurance, and LTD insurance.

The table below shows salary expenditures by agency for FY02 and FY11. During this 10-year period, the
rate of inflation was 29% and tax supported agency spending on employee salaries (in aggregate) increased
by 50%. This percent change in agency salary expenditures reflects multiple factors such as salary increases,
change in workforce size, turnover, promotions, position reclassifications, special pay, and overtime.

Tax Supported Salary Expenditures by Agency

Agency FYO02 FY11 FY(;Z-FYll Incrc:)zse

Montgomery County Government $364 million $518 million $154 million 42%
MCPS $878 million $1.3 billion $422 million 53%
Montgomery College $79 million $141 million $62 million 79%
M-NCPPC $40 million $53 million $13 million 33%
Total $1.4 billion $2.1 billion | $651 million 50%

The table on the following page shows annual salary increases received by the three County Government
bargaining units and non-represented employees between FY02 and FY11.

In most years during this time period, employees received two types of salary increases: steps (also
referred to as service increments) and general wage adjustments.

¢ A step increase (or service increment) is an increase to base salary granted to employees
who are below the maximum for their pay grade and who meet minimum job performance
requirements. An employee typically receives a step increase on the anniversary of his/her
original hire date.

¢ A general wage adjustment (GWA) is an increase in pay granted to all employees on a
specific date, usually the beginning of a new fiscal year. Historically, the practice of County
agencies has been to grant general wage adjustments as increases to base salary. The general
wage adjustment is often referred to as a cost-of-living adjustment (COLA).

Employee salary levels and adjustments fall under the authority of the governing body for each
agency. In addition, GWAs and step increases are included in agency personnel regulations
and/or in collectively bargained agreements between agencies and their respective employee
unions.
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FY02-FY11 Annual County Government Step Increases and General Wage Adjustments
By Bargaining Unit

FY(2 FYo03 FYo04 FY05 FY06 FYo07 FYo8 FY(9 FY10 Fyn

Step 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 0.0%
MCGEO GWA 3.25% 3.5% 3.75% 2.0% 2.75% 4.0% 4.0% 4.5% 0.0% 0.0%

Total 6.75% 7.0% 7.25% 5.5% 6.25% 7.5% 7.5% 8.0% 3.5% 0.0%

Step 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 0.0%
IAFF GWA 3.0% 5.0% 3.5% 3.5% 4.0% 5.0% 5.0% 4.0% 0.0% 0.0%
Total 6.5% 8.5% 7.0% 7.0% 7.5% 8.5% 8.5% 7.5% 3.5% 0.0%
Step 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 0.0%
FOP GWA * 4.0% 2.0% 2.0% 2.75% 4.0% ok 4.0% 0.0% 0.0%
Total * 7.5% 5.5% 5.5% 6.25% 7.5% *k 7.5% 3.5% 0.0%
Step 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 3.5% 0.0%
II;}:}:esen ted GWA 3.25% 3.5% 2.0% 2.0% 275% 4.0% 4.0% 4.5% 0.0% 0.0%

Total 6.75% 7.0% 5.5% 5.5% 6.25% 7.5% 7.5% 8.0% 3.5% 0.0%

Source: Memorandum from Council Staff Director to Management and Fiscal Policy Committee, April 20, 2010,

*  The FY02 general wage adjustment for FOP members was a flat doliar amount of $3,400.

* * The FY08 agreement with the FOP included a salary schedule adjustment and a general wage adjustment that resulted in a $3,151 increase to
the starting pay for police officers.
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2. Alternatives to Moderate the Rate of Future Salary Growth

As part of an overall strategy for addressing the structural budget deficit, the Council may want to
consider establishing a policy for moderating the rate of future salary growth. Because salary increases
are recurring costs that have a compounding effect on future year budgets, a structural change that addresses
the rate of salary growth going forward could make a significant contribution to the sustainability of annual
compensation decisions.

While the Executive’s Recommended FY 12 budget freezes County Government employee salaries (meaning
no General Wage Adjustment and no steps/increments), it is generally accepted that increases to employee
salaries will be recommended and funded at some point in the future. Towards that end, the Council may
wish to consider establishing policies that would moderate the salary increases that result from either General
Wage Adjustments and/or steps/increments.

Three alternative policies to consider are listed below.

1. Set a maximum percent increase: The Council could establish a policy that sets a maximum
annual rate of employee salary increases that is sustainable over time. Such a policy could place
a ceiling on pay increases (for GWAs and/or steps) that employees would be able to receive in
any one year.

2. Award salary adjustments on a biennial basis: When revenues allow for the return of employee
pay increases, the Council could establish a policy that encourages agencies to award GWAs
and/or step increases every other year rather than annually.

3. Award lump sum payments in lieu of increases into base: This alternative would be to set a
policy to encourage County agencies to consider lump sum “bonus” payments to employees in
lieu of GWA or step increases. Lump sum payments provide employees additional compensation
during the year of the award but do not add to base salary costs in future years.

If the Committee is interested in pursuing any of the above (or other) alternatives, staff
recommends the Committee seek advice from the Council’s Senior Legislative Attorneys about the
different ways the Council could establish these types of parameters on salary growth.
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Resolution Introduced 4/12/11

Resolution No.:
Introduced:
Adopted:

COUNTY COUNCIL
FOR MONTGOMERY COUNTY, MARYLAND

By: Councilmember Leventhal, Councilmember Elrich, Council President Ervin, and
Councilmember Navarro

SUBJECT: Task Force on Emplovee Wellness and Consolidation of Agency Group Insurance Programs

Backeround

The Council has historically provided strong support for the employee group insurance programs
of the five County and bi-County agencies: Montgomery County Government, Montgomery
County Public Schools, Montgomery College, the Maryland-National Capital Park and Planning
Commission, and the Washington Suburban Sanitary Commission. The Council has also
encouraged multiple measures to reduce costs. The Council recognizes that for the two bi-County
agencies, M-NCPPC and WSSC, coordination with Prince George’s County is required.

On December 9, 2003 the Council adopted Resolution No. 15-454, Policy Guidance for Agency
Group Insurance Programs. The resolution endorsed a series of cost-reduction proposals made by
the Council’s 2003 Task Force on Health Benefit Improvements and by the Council’s actuarial
consultant, Bolton Partners. The agencies have followed through in several areas. For example,
to achieve economies of scale, the agencies have jointly bid components of their group insurance
programs. For new contracts that took effect on January 1, 2011, all five agencies jointly bid
their medical, dental, vision, and life insurance programs.

Efforts to further contain increases in group insurance costs must remain a high priority The
combined FY11 group insurance budgets for all agencies (excluding WSSC) total $393.6 million,
$314.6 million for active employees and $79.0 million for retired employees. (Funding for
retired employees is the annual pay-as-you-go amount only and does not include the much larger
cost of pre-funding these benefits.) These costs are projected to continue to rise significantly in
future years. The County Executive’s FY 12 Recommended Operating Budget projects that costs
could increase an average of 10 percent annually through FY17.

The Cross-Agency Resource-Sharing (CARS) Committee, established in 2010, included
employee benefits in its review of potential cost savings. Three components under review by a
CARS subcommittee address consolidation and streamlining of agency group insurance
programs:

» Consolidate agency employee benefit plan offerings under fewer vendors;
* Consolidate the offerings under one administrative unit; and
» Consolidate the offerings under a uniform plan design.



The CARS subcommittee estimates that the potential annual savings from the first component is
$2-4 million, depending on the degree of consolidation. The second and third components have
the potential for additional savings, also depending on how they are constructed and
implemented. One example of current agency consolidation is the Montgomery County Self-
Insurance Program, which is administered by the Finance Department. The program provides
comprehensive property and casualty insurance for the County and participating agencies.and is
funded through actuarially determined contributions they provide.

The Council strives to improve the health of all residents of Montgomery County and believes
that health care plans should not just focus on how an employee’s health care costs are paid for
but how our health plans and programs can be used to improve the health and well-being of our
employees. In addition, experts have told the Council that the cost of providing health care can
also be reduced by increasing employee wellness, which will decrease the dollars needed for
treatment and medications.

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

Access to affordable health care for all employees and all residents of Montgomery County is a
primary goal of the Council.

The Council will begin to work immediately to identify as much cost containment in employee
health coverage as possible.

A Task Force on Employee Wellness and Consolidation of Agency Group
Insurance Programs is established by the Council.

1. Members of the Task Force will include, but are not limited to,
representatives from County Government’s Office of Human Resources and
Department of Health and Human Services, Montgomery County Public
Schools, Montgomery College, M-NCPPC, WSSC, and bargaining unit
representatives from the County and bi-County agencies. The Council will
also seek members who are public health experts and representatives from
County businesses with employee wellness programs. The Council will
appoint a Chair and Vice Chair.

2. The Task Force will submit its report to the Council not later than December
15,2011, The report should include:

a. A review of employee wellness programs currently in place in County
and bi-County agencies.

b. Information on models of employee wellness programs in both the public
and private sector, including the success and outcomes of programs and
whether there is evidence that health care costs have been reduced over
time.

¢. Recommendations for establishment of or improvements to employee
wellness programs in the County and bi-County agencies. These



recommendations should be developed in a framework that minimizes
administration and the number of vendors that might be required.

d. A comparison of the major provisions/benefits of the health plans
currently offered to employees and retirees and an analysis of why costs

may vary.

e. Recommendations on how to streamline and reduce the current cost of
administration, including how to:
¢ Consolidate agency employee benefit plan offerings under fewer vendors;
¢ Consolidate the offerings under one administrative unit; and
 Consolidate the offerings under a uniform plan design.

In order to best use the time and expertise of Task Force members, the Task
Force may be organized into committees to focus separately on the issues of:

(1) employee wellness and disease prevention programs, and, (2) consolidation of
plan design and administration.

The Council acknowledges that employee benefits are subject to bargaining for
each bargaining unit.

This is a correct copy of Council action.

Linda M. Lauer, Clerk of the Council



County Government Health Plan Enrollment Data
Active Employees (Select + Choice Groups) as of January 4, 2011

Medical Plan Enrollment
# %
Choice Group 7,014 89%
Select Group 868 11%
Total Active Employees 7,882 100%
Distribution of Enrollees Distribution of Enrollees by Level of Coverage -

By Plan

Carefirst High POS

Carefirst Std POS 4%

Kaiser HMO 13%

UHCHMO 20%
All Medical 100%

Caremark High 4/8 40%
Caremark High 5/10 19%
Caremark Standard 41%

All Prescription 100%

3%

100%

Source: Office of Human Resources

Single, Single +1, or Family

Single  Single +1

3% 23%

Family

46%

100%

first High POS

Carefirst Std POS 39% 27% 34% 100%
Kaiser HMO 38% 23% 39% 100%
UHCHMO 28% 24% 48% 100%

All Medical 32% 24% 45% 100%
Caremark High 4/8 35% 26% 39% 100%
Caremark High 5/10 31% 24% 46% 100%
Caremark Standard 27% 21% 52% 100%

UCcad PPO

45%

100%

ucd DMO

40%

100%

Note: Due to rounding, numbers in the tables may not add to exactly 100%.




MEMORANDUM
February 1, 2011

TO: Councilmembers

FROM: Karen Orlansﬁ?g Director
Office of Legislative Oversight

SUBJECT:  Follow-up to OLO Report on Achieving a Structurally Balanced Budget:
Answers to Questions about the Cost of Health Benefits for Active Employees

This memo responds to Councilmembers’ requests for additional information on the current costs of
agency health benefits, including a comparison of health premium costs in County Government and
Montgomery County Public Schools. It addresses the following questions:

« What is each agency’s average annual premium cost per health plan enrollee'?

« What are each agency’s annual total health premiums by plan and level of coverage?

« What are the major factors that affect an agency’s health benefit costs?

o What is the impact of the County Government’s practice of including retirees in the employce
“pool” for calculating health plan premiums?

Summary of Findings on Premium Comparisons Among Agencies

An updated analysis of agency premiums and enrollment using FY11 data shows that:

¢ County Government and MCPS both have higher average health plan premiums and higher per
enrollee costs compared to M-NCPPC and Montgomery College.

o In2011, MCPS pays $557 (or 5%) more per health plan enrollee compared to County Government.
Specifically, given current employer/employee cost share arrangements, MCPS pays an average
annual health plan premium of $11,701 per enrollee while the County Government pays $11,144.

e In 2011, the annual total health premium per enrollee in County Government (agency plus employee
share) is $2,203 (or 17%) higher compared to MCPS. Specifically, the total average health premium
per enrollee in County Government is $14,866 compared to $12,663 in MCPS.

¢ A factor that complicates a comparison of premium rates between MCPS and County Government is
that the County Government includes retirees in its calculation of premiums, while MCPS does not.
Data from the County’s actuaries show that if retirees were excluded from the County Government’s
active employee pool, the difference between the County Government’s and MCPS’ total average
annual health premium for active employees would be lowered to $595 (or 5%). In other words, the
inclusion of retirees “explains” about 73% of the County Government’s higher total premium.

! Throughout this memo, “enrollee” refers to each active employee enrolled in an agency’s health plan, not including

dependents who are also covered by the plan.
| ®



Note on Health Benefit Cost Data. OLO’s Part I appendix includes a document (beginning on page
99), prepared by CountyStat in March 2010, that lists average monthly employer-paid premiums for
health benefits across nine local government organizations, including County Government and MCPS.
These data showed that the employer portion of the average monthly premium for plans offered by
County Government was higher than the average premium for plans offered by MCPS.

In response to questions generated by these data, OLO researched their source and learned that the
information (which had been initially compiled for the County Government’s Office of Human
Resources by a consultant) relied upon 2010 rate data from the County Government and 2009 rate data
from MCPS. Due to the steady annual increases in health care costs experienced in recent years, a
comparison that uses cost data from two different years is problematic.

OLO apologizes for any confusion that including the CountyStat report in the appendix may have
caused. Please note that OLO did not use these data for any of our issue paper calculations of projected
costs or savings. Further, because we were able to access 2011 data for both County Government and
MCPS, this follow-up memorandum serves as a more up-to-date and reliable comparison of the average
health premium costs for each agency. As summarized above, the more current data indicate that the
County Government’s total average premium is higher than MCPS’, but that the dollar amount paid per
enrollee by the County Government is actually lower than that paid per enrollee by MCPS.

A. Multiple Variables Influence an Agency’s Annual Health Premiums

When looking at health plan premiums, there are three components to examine: the total premium; the
share of the premium paid by the agency; and the share of the premium paid by the employee. As
reviewed in OLO’s Part II report (page C-1), there are differences among how each agency currently
structures their employee health benefits. Variables that influence the total health care costs paid by the
agency and employee include:

e Plan Design and Administration. Each agency offers multiple health plans and contracts out plan
administration to multiple insurance carriers who have a network of doctors an employee can use for
care, Each plan structures features such as co-pays, deductibles, and out-of-pocket maximums
differently. As a result of plan design, two health plans with similar names in different agencies are
not the same plans.

« Employee Eligibility and “Pool” of Enrollees. Each agency establishes eligibility criteria for
access to health benefits based on factors such as the number of hours worked, e.g., full-time vs.
part-time. Based on the eligibility criteria and workforce demographics, each agency has a different
“pool” of employees who choose to enroll in health benefit plans. Additionally, Montgomery
County Government and M-NCPPC include retirees and active employees in the same “pool” for
calculating the premiums, while MCPS and the College do not.

o Levels of Coverage. Each agency generally allows employees to choose among three different
levels of insurance coverage: self (covers only the employee); self+1 (covers the employee and one
eligible dependent); and family (covers the employee and all eligible dependents). Montgomery
College does not offer the self+1 coverage option.

¢ Premium Cost Share Arrangements. On an annual basis, agencies determine the health care costs
for their particular “pool” of employees in each plan and calculate per person charges, or premiums,
that cover these costs. The annual premiums calculated for each agency vary by plan and level of
coverage. The employer/employee cost share arrangements also vary by agency, and in some cases,
by employee group or health plan within the agency.

, ©



B. Average Annual Premium per Health Plan Enrollee

For each of the four tax supported agencies, Table 1 (on the next page) shows the average annual
premiums for medical and prescription plans per enrollee. This table uses 2011 premium rates and
January 2011 enrollment figures.” In sum, the data indicate the following;

e County Government and MCPS both have higher average health plan premiums and higher per
enrollee costs compared to M-NCPPC and Montgomery College.

e In2011, MCPS pays $557 (or 5%) more per health plan enrollee compared to County
Government. Specifically, given current employer/employee cost share arrangements, MCPS
pays an average health plan premium of $11,701 per enrollee while the County Government
pays an average health plan premium of $11,144 per enrollee.

¢ In2011, the annual total health premium per enrollee in County Government (agency plus
employee share) is $2,203 (or 17%) higher compared to MCPS. Specifically, the total average
health plan premium per enrollee in County Government is $14,866 compared to $12,663 per
enrollee in MCPS.

Inclusion of retirees in active employee “pool” for health premiums. A factor that complicates any
comparison of premium rates between MCPS and County Government is that the County Government
includes retirees in its calculation of premiums, while MCPS does not. As a result, active employees in
County Government pay a higher premium than they would if they were in a separate pool.

In order to provide a more “apples-to-apples” comparison of Montgomery County Government and
MCPS average premiums, the County’s actuaries were asked to estimate what the premiums for each
County Government plan would be if they were calculated for active employees only, without including
the County’s retirees. The data show the following:

¢ Ifretirees were excluded from the County Government’s active employee pool, the average
annual total premium for active employees would be reduced from $14,866 to $13,258, a
reduction of $1,608.

e An average total premium of $13,258 is still higher than MCPS” average total premium of
$12,663, but the difference would be $595 (5%) instead of $2,203 (17%).

In other words, these data from the actuaries suggest that the County Government’s practice of including
retirees in with the active employees’ pool for calculating premiums “explains” about 73% of the
difference in average annual premiums between MCPS and County Government. More analysis by the
agencies” health experts would be required to discern what other factors (for example, details of plan
design or use experience), explain the rest of the cost difference.

2 To calculate the average premium for medical and prescription plans, OLO calculated a total premium cost for all
enrollees based on actual enrollment in different health plans and levels of coverage (i.e., self, self+1, family), and then

divided by the total number of enrollees.



Table 1. 2011 Average Annual Premium per Enrollee

Premium
Cost

County Government — Choice and Select

Agency
Share

Employee
Share

Medical Plan* $10,871 $8,641 $2,230
Prescription Drug Plan $3,995 $2,503 $1,492
Medical and Prescription Combined $14,866 $11,144 $3,722

Montgomery College

Medical and Prescription Combined

$10,730

$7,999

MCPS**

Medical Plan $9,748 $9,077 $671
Prescription Drug Plan $2,915 $2,624 $291
Medical and Prescription Combined $12,663 $11,701 $962

$2,731

M-NCPPC

Medical Plan $7,295 $6,201 $1,094
Prescription Drug Plan $2,284 $1,941 $343
Medical and Prescription Combined $9,579 $8,142 $1,437

*Although the Kaiser medical and prescription drug plan is combined for County Government,
OLO’s calculation uses a separate premium so it is comparable to the averages in other agencies.

**MCPS average does not include Closed POS Plan.

Source: OLO calculations using Calendar Year 2011 premium rates and January 2011 enrollment

data provided by each agency.

C. 2011 Annual Premium Costs by Plan and Level of Coverage

Table 2, beginning on the next page, lists each agency’s calendar year 2011 medical and prescription
plans, current cost share arrangements, and enrollment and total premium data for each level of
coverage, showing both the cost paid by the agency and the employee. These are the data used to
calculate an estimate of the average annual premium shown in Table 1 (above).

The data show that the cost of medical and prescription plans vary both across and within the agencies
by plan type and level of coverage.

®



Table 2. 2011 Annual Premiums by Plan and Level of Coverage (per enrollee)

Current Cost . Agency Employee
Agency and Plan Share 2011 Enrollment Premium Cost Cost
County Government (Choice)*
Cacefirst High POS 80% Agency mcél?gial 1,349 $5,500 $4,400 $1,100
N 20% Employee elf+1 1,036 | $9,513 $7.611 $1,903
Family 2,008 | $16,019 | $12815  $3,204
Carefirst Standard POS | 80% Agency Iniljlfia: ! 187 §5,114 34,092 $1,023
Medical 20% Employee © 7 $8,847 §7,078 $1,770
Family 89 $14,897 | $11,918  $2,980
. Individual 361 $5.728 $4.583 $1,146
. 0 b s b
gra;s?:; }iff Medical & gg;: ’g‘i‘;‘gﬁe Self+1 209 | $10769 | $8615  $2.154
P Family 372 | $16955 | $13,564  $3,391
UHC Select HMO 80% Agency Ind“’lfuall ;gz 34,691 33 ’ZS 3 §938
Medical 20% Employee Self + $9,019 | §7.215  §1,804
Family 684 | $14,338 | $11470  $2,868
Caremark Standard 80% Agency Incélvllgi i:a}l ?gz S;’;ﬁl S1, igg 5292
Prescription 20% Employee © $2,702 52, $541
Family 1,252 | $4,187 $3,350 $837
. Individual 934 $2,193 $1,168 $1,024
0 ok % b ’ 2
I(ff;:é?iartli‘oglgh 48 i;:’,é: gi‘;‘igyee Self+1 698 | $4,056 | $2.162  $1.895
P Y Family 1,063 | $6,286 $3350  $2,936
. Individual 277 $2,164 $1,168 $996
0 £ 2 3 £ »
gfg:;ga?;?gh 5/10 igoﬁ giquee Self+1 224 | s4004 | $2.162  $1,842
p P Family 452 | $6,205 $3350  $2,855

MCPS

90% Agency Individual 547 $5,021 $4,519 $502
Carefirst POS Medical | 0o/ Employee Self+1 369 $10,044 $9,039 $1,004
Family 664 $13,666 | $12,299 $1,367

Individual 1,511 $5,281 $4,753 $528
g{}:ﬁczfen POS ?g;/,z ﬁi;’igee Self+1 1,194 | $10564 | $9.507  $1,056
Family 2315 | $14,373 | $12,936 $1,437

95% Agency Individual 1,017 | $3,520 $3,344 $176

Carefirst HMO Medical 5% Employee Self+1 662 $6,614 $6,284 $331
Family 1,320 | $10,837 | $10295 $542

959 Agency Individual 1,051 $4,722 $4,486 $236

Kaiser HMO Medical | o,/ Employee Self+1 896 $9,417 $8,946 $471
Family 1,418 | $13,645 | $12,963 $682

95% Agency Individual 1,605 | $4,623 $4,392 $231

UHC HMO Medical 59 Employee Self+1 1,696 | $8,684 $8,250 $434
Family 2,679 | $14,227 | $13,516 $711

90% Agency Individual 4,933 | $1,685 $1,516 $168

Caremark Prescription 10% Employee Self+1 4,203 $3,367 $3,030 $337
Family 7,144 | $4,155 $3,739 $415

90% Agercy Individual 1,043 $736 $662 $74

Kaiser Prescription 10% Employee Self+1 894 $1,469 $1,322 $147
Family 1413 | $2.127 $1,914 $213

5
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Table 2, continued. 2011 Annual Premiums by Plan and Level of Coverage (per enrollee)

Agency and Plan Cur;;::.eCost 2011 Enroliment Prg::;xm “;%‘:? Elg}:;?;ee
Montgomery College
CIGNA PPO — Medical | 75% Agency Individual 163 $5,862 $4,397 $1,466
& Prescription 25% Employee Family 137 $15,831 $11,873 $3,958
CIGNA POS — Medical | 75% Agency Individual 263 $6,157 $4,618 $1,539
& Prescription 25% Employee Family 413 $16,568 | $12,426 $4,142
Kaiser HMO — Medical | 75% Agency Individual 214 $4,367 $3,275 $1,092
& Prescription 25% Employee Family 233 $11,790 $8,843 $2,948
85% Agency Individual 112 $3,516 $2,989 $527
UHC POS Medical 15% Employee Self + 1 81 $7,032 $5,977 $1,055
Family 141 $10,548 $8,966 $1,582 -
85% Agency Individual 30 $3,804 $3,233 $571
CIGNA EPO Medical 15% Employee Self + 1 23 $7,608 $6,467 $1,141
' Family 43 $11,412 $9,700 $1,712
85% Agency Individual 90 $3,444 $2,927 $517
UHC EPO Medical 15% Employec Self + 1 57 $6,888 $5,855 $1,033
Family 91 $10,332 $8,782 $1,550
85% Agency Individual 228 $1,104 $938 $166
Caremark Prescription 15% Employee Self+1 158 $2,208 $1,877 $331
Family 273 $3,312 $2.815 $497

*The table shows enrollment and premium rates for the County Government Choice Group members, which represent
approximately 90% of active employees enrolled in the County Government’s health plan. For Select Group members, the
available plans and total premium cost remain the same, but the agency share is 4% lower and the employee share is 4%
higher due to a 76/24 cost share arrangement.

**For the Caremark High Option plans, the County pays the same amount as for the standard plan and the employee pays the

rest of the premium.

¢: Steve Farber



List of OLO Reports and Follow-Up Memorandums on
Achieving a Structurally Balanced Budget in Montgomery County

OLO web site: www.montgomerycountymd.gov/olo

11/23/10

OLO Report 2011-2, Achieving a Structurally Balanced Budget, Part I: Expenditure and Revenue Trends;
http:// www.montgomerycountymd. gov/content/council/olo/reports/pdf/2011-2.pdf

12/7/10

OLO Report 2011-2, Achieving a Structurally Balanced Budget, Part II: Options for Long-Term Fiscal
Balance; http://www.montgomerycountymd.gov/content/council/olo/reports/pdf/201 | -2Part-I1.pdf

12/17/10

Follow-up to OLO Report on Achieving a Structurally Balanced Budget: Potential Savings for Part II Options,
Sorted by Year; http://www.montgomerycountymd.gov/content/council/olo/reports/pdf/12-17-

10PotentialSavingsforPartilOptionssortedbyYear.pdf

1/19/11

Questions related to the County Government’s retirement plans;
http://www.montgomerycountymd. gov/content/council/olo/reports/pdf/1-19-

1 1QuestionsrelatedtotheCountyGovernmentsRetirementPlans. pdf

2/1/11

Answers to Questions about the Cost of Health Benefits for Active Employees;
http://www.montgomerycountymd. govicontent/council/olo/reports/pdf/2-1-
1 1 AnswerstoQuestionsaboutthecostofHealthBenefitsforActiveEmplovees.pdf

2/9/11

Comparison of the Governor’s Proposed Pension Changes and Options Identified by OLO,;
http://www.montgomerycountymd. gov/content/council/olo/reports/pdf/2-9-
1 1ComparisonofGovernorsProposedPensionChanges.pdf

2/11/11

Recap of Recent Studies on Private vs. Public Sector Pay and Benefits;
http://www.montgomerycountymd. gov/content/council/olo/reports/pdf/2-11-
1 IRecapofRecentStudiesonPrivatevsPublicSect.pdf

3/2/11

Estimated Savings from Alternative Health Insurance Cost Share Scenarios and Summary of Prescription
Drug Copay Structures; http://www.montgomerycountymd. gov/content/council/olo/reports/pdf/3-2-

11 EstimatedSavingsfromAlternativeHealthInsuranceCostShareScenariosSummaryof
PrescriptionDrugCopayStructures.pdf

3/14/11

County Government and MCPS Data on Employee Recruitment, Hiring, and Turnover;
http://www.montgomerycountymd.gov/content/council/olo/reports/pdi/3-14-
HIMCGandMCPSRecruitmentandRetentionv. 3.pdf

3/17/11

Additional Information about current Retirement Benefits;
hitp://www.montgomeryvcountymd. gov/content/council/olo/reports/pdf/3-17-
1 1AdditionallnformationaboutCurrentR etirementBenefits.pd{

3/22/11

Consolidation of Agency Group Insurance Programs;
http://www.montgomervcountymd. gov/content/council/olo/reports/pdf/3-22-

11ConsolidationofAgencyGrouplnsurancePrograms.pdf

4/8/11

Memo from K. Orlansky to Steve Farber, Council Staff Director, Overview of Proposed Changes to County
Government Employees’ Retirement, Health, and Life Insurance Benefits (Memo included in S. Farber’s
4/12/11 Council Packet, Agenda Item #8);

http://www.montgomerycountymd. gov/content/council/olo/reports/pdf/4-8-11-
QOverviewofProposedChangestoCountyGovernmentEmploveesRetirementHealthandLifelnsuranceBenefits. pdf
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