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Introduction

Legacy costs are commitments made in the past that will local governments taken to manage the OPEB liability? Are
be paid by future generations. Defined-benefit pensions there statewide public policy implications of potentially
and other postemployment benefits (OPEB), such as retiree =~ unmanageable legacy costs?

healthcare, are examples of legacy costs. Traditionally,
public employers have measured and funded pension
obligations as employee service is rendered; this ensures
that funds are available when it is time to pay those
benefits. In contrast, very few local government employers
fund the OPEB commitment during an employee’s tenure.
In fact, municipalities were not required to measure

OPEB until an accounting standard was issued in 2004
with implementation beginning in 2007. Now that local
governments have calculated OPEB, many local officials
are faced with the overwhelming reality of a massive
commitment. This issue becomes especially challenging
when the liability is owed to those who are currently
retired.

To better understand these potential issues, we reviewed
the fiscal year 2011 annual audit reports filed with the
Michigan Department of Treasury for each city, village and
township. OPEB, pension and related financial data were
compiled and analyzed. This frequently asked questions
(FAQ) publication presents key findings from that research.
The primary purpose of this document is to create
awareness of OPEB commitments and funding pressures.
Further, this document and related materials are designed
to foster proactive discussion among stakeholders, present
a method for benchmarking OPEB across local units and
identify opportunities that may lead to viable alternatives
to the continuing erosion of local government services that
will continue if the problem is not addressed.

A review of Michigan cities facing severe fiscal stress
revealed that each was confronted with a significant
unfunded OPEB liability. Several questions followed:
How many other local units face similar structural budget

Eric A. Scorsone,
Michigan State University Extension specialist, state and
local government

imbalances? To what extent does OPEB play a role in that Nicolette N. Bateson,

scenario? What is the amount of unfunded local government CPA, MPA, visiting specialist’

OPEB in Michigan? How many public employees and ! The authors would like to thank Traci Taylor and Christina Plerhoples,
retirees are affected by unfunded OPEB? What steps have Ph.D.c., for their time and assistance with this research project.

Disclaimer: The following information is provided as a public service and is intended
for research and educational purposes only. The following is not intended as legal advice or
counsel, and it should not be construed as such to any of its readers. If you are in need of legal
advice, you should contact a licensed attorney. In addition, this information is introductory
and written to familiarize the reader with the issues surrounding employee benefits. Where
clarification is needed, it may be useful to consult the original sources cited in this text. D
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What are the Key Findings?

Overall, it is clear that OPEB merits a cohesive discussion.

Though a few local units have made significant effort in data, the average liability per member is $136,854.
addressing OPEB, the aggregate total unfunded liability,

regional concentration, fragmented efforts and inherent Budget impact

difficulty in predicting healthcare costs expose taxpayers >

» For the 98 units that provided total plan participant

and OPEB plan members to long-term financial risk. Key
findings from the FY 2011 audited financial reports:

The scope of the OPEB liability

»

Of 1,773 local units of government in Michigan, 311
(representing 67% of Michigan’s population) were found
to provide some level of OPEB at the end of FY 2011.

The total OPEB liability for Michigan’s cities, villages
and townships is $13.5 billion. This liability is funded at
6 percent, resulting in a net unfunded liability of $12.7
billion.

One city, Detroit, has an unfunded liability of $4.9
billion on the basis of actuarial data from June 30, 2009.
This equates to 39 percent of the total for all local units.

The amount of net unfunded OPEB ($12.7 billion)
for local units is 1.6 times the combined amount of
unfunded pension ($3.1 billion) and governmental
activities debt ($4.7 billion) for the 284 units that
provided complete data.

Almost $11 billion, or 86 percent, of the unfunded
OPEB liability is attributable to local governments in
southeastern Michigan - Genesee, Lapeer, Lenawee,
Livingston, Macomb, Monroe, Oakland, St. Clair,
Washtenaw and Wayne counties.

In some municipalities, OPEB liability is higher than
unfunded pension and governmental bonded debt
combined.

Actuarial data lags behind fiscal year reporting. In
FY 2011 reports, 42 percent of the units had relatively
current information. The remaining valuations (58
percent) were dated 2009 or earlier or subject to
calculation utilizing an alternate method.

The number of units that have begun prefunding OPEB
is 138, or 47 percent, of the 284 units studied. The
majority of the units that have begun prefunding fall in
the 30,001-200,000 population range.

Cities account for 63 percent of OPEB providers;
townships, 29 percent; and villages, 8 percent.

The annual required contribution (ARC) to fund OPEB
is an average of 3.18 mills for all local units excluding
Detroit. Detroit’s OPEB ARC is equivalent to 35.6 mills,
using 2010 taxable values for FY 2011.

OPEB ARC equates to 15 percent of governmental
entitywide revenues; pension ARC is 8 percent. The
general fund bears more of the brunt of the cost burden,
and OPEB ARC equates to 20 percent of general fund
revenues; pension ARC is 10 percent. All amounts are
based on aggregate totals.

Very few entities fund the OPEB annual required
contribution at 100 percent. In aggregate, the local units
are funding the OPEB ARC at 58 percent; the pension
ARC is funded at 103.5 percent.

For the 73 units that provided current retiree participant
data, the average annual benefit cost per current retiree
is $8,887.

Benefit plan design

»

Twenty-two local units, or 7.7 percent, offer a retiree
healthcare savings plan in combination with other plans
or for employees hired after a certain date. Three local
units were found to offer a defined-contribution plan as
the only plan option for all employee groups.

Eighty-five percent of the plans are open to new plan
members. Of the remainder, 7 percent have closed the
defined-benefit style of OPEB to new members, and 8
percent have closed OPEB to some employee groups but
not all.

Most employers (52 percent) do not require employee or
retiree contributions for retirement healthcare benefits.
The remaining 48 percent require retiree premium
copayments, and some require employee contribution to
a trust to fund future OPEB payments.
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Part 1: Understanding Legacy Costs

This section of the FAQ provides a brief explanation of
legacy cost terminology and concepts. The risk of a brief
explanation is oversimplification. Readers who desire a
more in-depth, technical explanation are encouraged to
refer to the resources provided in the footnotes.

What is OPEB?

“Other postemployment benefits” (OPEB) is the term
used to describe benefits promised to retirees and earned
during their years of service. The most common benefit is
healthcare for retiree and spouse. Some plans also include
dental, life and other insurances. Though these benefits
have been offered for decades, the majority of state and
local governments did not calculate the respective liability
until required to do so by accounting standards beginning
in 2007.!

Why is OPEB an important issue?

OPEB has become the single largest category of unfunded
liability for many of the local units that provide these
benefits. In some instances, the OPEB liability is higher
than unfunded pension and governmental bonded debt
combined. For municipalities experiencing severe fiscal
stress, the magnitude of this liability has heightened the
tension between providing services to current residents
while upholding past commitments. For units with the
most proactive financial management, OPEB continues to
be a pressing budgetary issue. Traditionally, controlling the
healthcare liability encompassed amending benefit levels,
changing insurance carriers and implementing employee
cost sharing. Those who did project their long-term cost
commitments recognized that more drastic measures were
necessary. In some cases, employers ceased to provide
retiree healthcare.

The core issue in managing the healthcare liability,
however, is that many of the variables that affect healthcare
cost commitments are beyond a local government’s control.
These include inflationary increases in healthcare costs,
pressure to provide “comparable” benefits pursuant to labor

! The Governmental Accounting Standards Board (GASB) issued
Statement No. 45, “Accounting and Financial Reporting by Employers
for Postemployment Benefits Other Than Pensions” in June 2004.
Implementation of this standard was based upon level of total annual
revenues: if $100 million or more, effective for fiscal periods beginning
after Dec. 15, 2006; if $10 million or more but less than $100 million,
then effective for fiscal periods after Dec. 15, 2007; and, if less than $10
million, then effective for fiscal periods beginning after Dec. 15, 2008. A
full text version of GASB 45 is available online at http://www.gasb.org.

laws,? reduced revenues,’ and the relationship between
increased longevity, chronic conditions and personal health
choices.*

An added complexity for public employers is the number
of years that retirement cycles span. It is not unusual for
employees in physically demanding positions, such as law
enforcement, firefighting and public works, to retire by
age 55. This creates benefit plan design concerns including
coverage for pre-Medicare retirees, Medicare coordination,
portability of benefits to other states and dependent
eligibility criteria. The OPEB calculation is subject to
significant estimation risk because of the number of years
in retirement. In some cases, the years in retirement exceed
the retiree’s years of service.

What is meant by ‘“defined
contribution” and “defined benefit”’?

In a defined-contribution plan, the employer agrees to
contribute a predetermined dollar amount during the
employee’s active service to a trust account. For example,
an employer may agree to contribute 5 percent of biweekly
pay into a trust fund such as a healthcare savings program
(HCSP). The employer funds the account while the
employee is actively employed. Once the employee retires,
the funds in the trust account are available for the employee
to use toward his/her medical costs in retirement. The
employer has no further financial commitment once the
employee retires.

In a defined-benefit plan, the employer agrees to provide
a predetermined benefit after the employee retires. For

2 State of Michigan’s Compulsory Arbitration of Labor Disputes in Police
and Fire Departments is Act 312 of 1969 (423.231 - 423.247).

> The Center for Local, State and Urban Policy surveyed top elected and
appointed local officials in all counties, cities, villages and townships
in Michigan. The response rate was 72 percent (or 1,329 jurisdictions).
Sixty-four percent reported declines in revenue from property taxes, and
46 percent were affected by declining state aid. The “Michigan Public
Policy Survey,” issued September 2012, is available online at hitp://closup.
umich.edu/files/mpps-fiscal-health-2012.pdf.

4 A recent policy analysis pertaining to healthcare cost drivers, “What
Is Driving U.S. Health Care Spending? America’s Unsustainable
Health Care Cost Growth,” issued September 2012, is available from
the Bipartisan Policy Center at http://bipartisanpolicy.org/sites/default/
files/BPC%20Health%20Care%20Cost%20Drivers%20Brief%20Sept%202012.pdf.
Specific to Michigan is an issue brief from the Center for Healthcare
& Transformation, “Healthcare Cost Drivers: Chronic Disease,
Comorbidity, and Health Risk Factors in the U.S. and Michigan,” issued
July 2010. It is available at http://www.chrt.org/publications/price-of-care/issue-
brief-2010-08-health-care-cost-drivers/ .
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example, an employer may agree to provide a particular
health insurance plan to an employee retiring at age 55
until he/she reaches Medicare eligibility. The employer’s
financial commitment becomes payable once the employee
retires.

How are OPEB and pensions similar?
How are they different?

Other postemployment benefits (OPEB) represent
commitments made to employees to provide a benefit after
their employment ends. The prevalent OPEB commitment is
retiree healthcare. Similarly, pensions also promise a benefit
paid in the future for service provided today. In managing
financial risk, there are many differences between the two
types of benefits. It is helpful to begin with reviewing a
simplified version of the benefit formula.

Pension

With a defined-benefit plan, the retiree’s pension is
determined by a three-part formula:

Final
Annual .

. _ Years of average Pension
pension = . . o
benefit service compensation multiplier

(FAC)

Years of service = Years of service is based on actual
employee service (although sometimes the employee or
employer may “buy” years of service at an actuarially
determined cost).

Final average compensation (FAC) - The final average
compensation is the average of wages or salary paid to

the employee over a predetermined number of years. An
FAC of three, for example, may be stated as the highest
compensation for three (typically consecutive) of the

final five years of service. FAC increases if other forms of
compensation, such as vacation leave payout and overtime,
are included in its definition.

Pension multiplier = The pension multiplier represents
a percent of pay for each year of service. Assuming an
employee has 20 years of service, an FAC of $50,000, and
a pension multiplier of 2.5, his/her annual pension benefit
would be $25,000 (20 years x $50,000 x 2.5 percent).

Changes in any one of these variables during employment
alter the pension benefit and, consequently, the related
employer liability. Although these variables can be defined
in numerous ways, which affect the benefit amount, the
bottom line is that, when an employee terminates service,
each of the three variables is known.

OPEB

The retiree’s annual benefit for healthcare is often based on
a two-part formula:

Annual cost of
X health insurance
plan

Annual
OPEB

Vesting
percentage

Vesting formula - Vesting occurs when employee rights
to the OPEB accrue on the basis of the number of years of
service or some other policy. For example, an employer’s
policy may state that employees become eligible for retiree
healthcare when they have a minimum of 10 years of service
and they accrue 4 percent vesting for each year of service.
An employee who retires with 20 years of service receives

a benefit of 80 percent (20 years at 4 percent). In that case,
the employer typically pays the premium and invoices the
retiree for the remaining 20 percent.

It should be noted that it is not unusual for employees to
wait until they reach 100 percent before retiring or for the
employer to provide 100 percent no matter how many years
of service were provided.

Annual cost of health insurance plan - This represents
the actual cost of the health insurance plan for any given
year. Though this cost is known the year that the employee
retires, future healthcare costs are unknown. The actuary
must therefore predict those costs for multiple decades into

the future.

Other key differences between pension and OPEB:

1. Documentation: Pension plan commitments are well-
documented. They are written in accordance with state
and federal laws and regulations. Documentation for
OPEB benefits - retiree healthcare, in particular - is not
written consistently and is often vague. This presents
challenges for the actuary in determining the benefit
level and assigning a value.

2. Third party influence: A pension is a financial
calculation, but medical benefits are often subject to
a plan designed by an outside provider. If a particular
medical plan is no longer offered by an insurance carrier,
many employers are committed to finding a substantially
equal plan due to previously agreed upon labor contracts
or other documents. This presents additional uncertainty
because changes to healthcare plans are inevitable
during the course of a person’s retirement.

3. Commitment to funding: Pensions have historically
been funded in accordance with actuarially determined
rates. This is commonly referred to as prefunding. The
benefit of prefunding the plan is that, over time, the plan
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has investment earnings that offset taxes and user fees
that would otherwise be required to pay for the future
benefits.?

4. Learning curve: Pension liabilities have been
actuarially calculated and reported since their inception
for many local units in the 20th century (or earlier).’

In general, the OPEB liability has only recently been
calculated and disclosed as a result of governmental
accounting standards beginning in 2007.7 The
complexity of retiree healthcare has presented a learning
curve for all parties involved.

5. Protection: Pensions are protected by constitutional
provisions in many states, including Michigan.®
The enforceability of OPEB is untested in most
states. Complicating the OPEB issue is the lack of
documentation noted earlier.

6. History: There is no historical framework to assess
OPEB liability. The U.S. Census Bureau has collected
municipal pension data since 1957, but there has been
no collection of OPEB data. Since 2006, only a few states
have compiled aggregate OPEB data for their respective
local governments.

What is an actuary and how can
actuaries help?

An actuary is a “professional who analyzes the financial
consequences of risk ... [using] mathematics, statistics and
financial theory to study uncertain future events, especially
those of concern to insurance and pension programs. They
evaluate the likelihood of those events, design creative ways
to reduce the likelihood and decrease the impact of adverse
events that actually do occur.”

Actuaries are a key resource in achieving OPEB
sustainability. Actuaries are underutilized when local
governments evaluate their OPEB plan design. In contrast,
pension systems are more likely to consult with an
actuary before a plan is changed. This is demonstrated

by the administrative practice employed by the Michigan
Municipal Employees Retirement Systems (MMERS)
pension program. MMERS has had a long-standing policy

> Two state laws that govern the investment of funds are pertinent to this

discussion: Public Employee Health Care Fund Investment Act, Act 149

of 1999, and Public Employee Retirement System Investment Act, Act 314

of 1965.

Arnold F. Shapiro, Pension Funding: A Historical Perspective, Society of

Actuaries, 2005, available at www.soa.org.

7 Governmental Accounting Standards Board Statement No. 45,
Accounting and Financial Reporting by Employers for Postemployment
Benefits Other than Pensions.

8 See State of Michigan Constitution, article 9, section 24, at http://www.
legislature.mi.gov/documents/Publications/Constitution.pdjf.

® This definition of an actuary was obtained from the Society of Actuaries
at hitp://www.soa.org/About/about-what-is-an-actuary.aspx .

o

that no member municipality may change benefits unless a
supplemental actuarial valuation is obtained. This builds in
an element of fiscal responsibility by requiring the employer
to identify the specific benefit and its related cost before
making a long-term financial commitment.'® In contrast,
municipalities rarely obtain actuarial valuations before
implementing OPEB changes. Employers are often surprised
that there is little change or perhaps an increase in the
liability despite benefit reductions. Obtaining an actuarial
valuation of potential plan design changes would increase
the likelihood of well-informed decisions.

Municipal officials can benefit from the advice of an actuary
in other ways. Actuaries can provide cash flow forecasts
and “what if” analyses and aid in identifying cost-effective
benefit plan design options.

What is the alternate method?

OPEB plans with fewer than 100 participants may calculate
the OPEB liability using the alternate method as defined

in detail in GASB 45.! Though the intent is that the
alternate method could be performed by those with non-
technical backgrounds, the risk of error definitely exists.

It is a complex calculation that requires a certain level

of administrative capacity and expertise that may not be
available in many local units. In any situation there is a
possibility of spreadsheet errors. The risk of under- or
overstatement of the liability exists for the units that utilize
the alternate method.

What is prefunding versus
pay-as-you-go?
An actuarially sound prefunded public pension or OPEB

plan relies on the following simplified equation.

Benefits Plan

= to be * expenses
paid P

Investment
income

Required
contribution

The actuary uses methods and assumptions to predict each
of the variables in this equation. If a plan is prefunded,
assets are available to generate investment income,
thereby reducing the contribution. The greater the
investment income, the lower the required contribution
becomes. If there are no prefunded assets, then there is

1 The entire Michigan Municipal Employees Retirement Systems plan
document is available online at http://www.mersofmich.com/MERS/About-
MERS/Legal/Plan-Document.

I GASB 45 describes the alternate method in paragraphs 33 to 35 and
provides an example at Appendix F, Hllustration of Calculations Using
the Alternative Measurement Method. Those wishing to gain a better
understanding of the actuarial considerations in valuing OPEB may find
reviewing these sections in GASB 45 beneficial. GASB 45 in its entirety is
online at www.gasb.org.
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no investment income and the plan is not considered
actuarially sound.” In a pay-as-you go scenario, the
required contribution is equal to the benefits paid plus plan
expenses (there is no investment income).

A prefunded plan relies less than a pay-as-you-go plan
on taxes and fees because investment income offsets a

12 Philip Martin McCaulay, Public Pension Plan Funding Policy, Society of
Actuaries, 2010, accessed online at www.soa.org.

UNIVERSITY

portion of the contribution. Prefunding is a sound financial
management practice to address adequate cash flow,
economic fluctuations, benefit changes and other areas of
risk in managing a long-term commitment.

The practice of prefunding also addresses the concern of
intergenerational equity. Each generation of taxpayers pays
for the cost of the services they receive without deferring
the cost to future generations.
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Part 2: Michigan Local Government OPEB

How big is the unfunded liability for U.S. local
governments? No one knows, and very few states have
begun to quantify the total liability for their local units.

In Michigan, that data has not been collected and analyzed
until now. Without quantifying the liability, the potential
impact on taxpayers, local governments, public employees
and retirees is unknown. For this reason, a team from the
Michigan State University Department of Agricultural, Food
and Resource Economics undertook the task to collect the
data for the 1,773 cities, townships and villages in Michigan.

How was the data collected?

In Michigan, local governments with a population of 4,000
or more are required to obtain an annual audit. Those
with a population of fewer than 4,000 must obtain an
audit biennially." The required audit reports must be filed
with the Department of Treasury within six months of the

B In September 2011, the Rhode Island Office of the Auditor General
compiled unfunded OPEB for 100 percent of that state’s local
governments. Minnesota conducted a survey in 2006 with a response
rate of 84 percent. In other states, private research organizations
have taken on the task of calculating unfunded legacy costs. Most
recently, the Boston Business Journal released data for 254 local units
in Massachusetts. The article and database are online at hitp:/www.
bizjournals.com/boston/blog/bbj_research_alert/2012/11/unfunded-promises-what-
mass-cities.html?appSession=140241766914750. Other states, such as Ohio and
Oregon, have statewide systems that encompass many of their local
units of government. In those states, the total liability is known but not
the amount attributable to each local unit.

4 State of Michigan Uniform Budgeting and Accounting Act 2 of 1968
(MCL 141.421 - 141.440).

entity’s fiscal year end.” For this study, 100 percent of the
audited reports submitted by cities, townships and villages
to the Department of Treasury for fiscal year 2011 were
reviewed.

How many Michigan cities,
townships and village provide
OPEB?

Of the 1,773 local units in Michigan, 311 entities (17.6
percent) were found to provide OPEB. Though this may
sound minor, it is important to note that 6.6 million people
(or 67 percent of the state’s total population) reside in those
311 local government jurisdictions.

Of those that provide OPEB, 284 had complete financial
data and are the basis for this research as shown in

Figure 1, Number of Local Governments that Provide
OPEB and Related Population. Twenty-four local units were
excluded because of missing data. The impact of those units
in aggregate is deemed to be relatively small (their total
population is 159,319, with the most populated at 32,421 and
the least populated at 1,282). In addition, three units were
excluded because they provide a defined-contribution (DC)
plan exclusively. No OPEB liability exists for DC plans.

Audit reports indicated that 985 (55.6 percent) of
Michigan’s local units do not provide OPEB. No financial

15 Michigan local unit audit reports may be found online at http:/www.
michigan.gov/treasury/0,1607,7-121-1751_31038---,00.html.
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