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For many years state and local governments have subsidized the cost of health insurance for retirees as if they were current employees.  Generally, when the offering of retiree health benefits began in the 1950s and 1960s there were not many retirees so costs were relatively low and the cost of health care generally was not that significant.  Additionally, the implementation of Medicare in 1965 further moderated costs. 

In the mid 1980s, financial reporting requirements in the for-profit sector resulted in large unfunded obligations, leading many firms to curtail benefits.  Parallel trends are now having an effect on government entities, as the Government Accounting Standards Board (GASB) is applying similar rules to government entities.  This accounting change will make information on the long-term costs and implications of retiree health benefits for government employees more readily available. 

The GASB rules that take effect at the end of this year carry no legal weight.  But the board’s findings are closely watched by Wall Street and the bond rating agencies that assess the financial health of state and local governments.  The reality of health cost pressures, tighter budgets, and growing retiree populations will likely require governments to look more closely at retiree health benefits and find better ways to manage their cost.  

What are GASB 43 and 45?

GASB 43 and 45 require public agencies to include in their financial statements their unfunded liability, if any, for retiree health benefits and “Other Post-Employment Benefits” (OPEBs).  While GASB 45 urges public agencies, in essence, to disclose their retiree health liability, it does not require them to fund the liability in the way that pension liabilities must be funded.  For many agencies, to do so would be prohibitively expensive.  

Many counties already face a difficult challenge in attempting to manage the cost of the retiree health obligation they have imposed on themselves.  GASB 45 makes this difficulty more transparent.  Although adoption of the GASB guidance is not required immediately, there are several questions an early review of OPEB obligations will help counties answer, such as:

· Is there a way to mitigate the balance sheet impacts of the OPEB obligation by pre-funding its cost?

· How might the unfunded OPEB liability affect county bond ratings and the cost of issuing debt?

· How should the near-term and long-term cost of the OPEB obligation be factored into the collective bargaining process?

· How best to explain to the public the impact of the OPEB obligation on future service capacity, and the county’s plans to manage that impact?

The Scale of the Problem

Many counties will see their retiree healthcare expenses rise rapidly in the coming years, demanding a larger share of county budgets and increasingly competing with other priorities for scarce resources.  Why is this happening?  The answer involves a combination of compounding factors.  

· First, healthcare costs are increasing faster than overall inflation, and most experts believe that trend will continue.  

· Second, due to the demographics of the county government workforce, the number of county retirees will continue to grow relative to the number county employees.  

· Finally, the average length of time retiree healthcare benefits are provided is stretching at both ends:  retirees are retiring earlier, due in part to improved benefit packages, and living longer, consistent with the overall population trend towards greater longevity.  

The following chart illustrates the anticipated cumulative increase in “pay as you go” retiree healthcare costs for current retirees, active employees and future hires.  Preliminary inquiry suggests that the cost for counties to pre-fund their current retiree health obligation will be three- to four-times their present annual “pay as you go” cost, depending on the amortization period used.
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Statewide Retiree Health Benefit Survey

To better understand how counties structure their retiree health benefit programs, CSAC and CAOAC distributed a Retiree Health Benefit Survey to the 58 California counties in September 2005.  The purpose of the survey was to determine the current practices of California counties as they begin to undertake steps to implement GASB 43 and 45. Forty-nine counties responded to the survey, providing a snapshot of current  county retiree health programs. 

Who administers and who pays for the benefit?

While the funding and administration of retiree health benefits varies greatly, the offer of some form of benefit or subsidy is almost universal.  The majority of counties administer their own retiree health program and fund it on a pay-as-you-go basis, with a large portion of the funds coming from their operating budgets.  Specifically, the survey found that:

· Only one county reported that retirees are NOT eligible for health benefits.

· Over three-quarters (76%) of the counties administer the Retiree Health Benefit Program themselves, 14% are administered by the Retirement Board, 5% are administered jointly, and 5% use a third-party.  

· Over three-quarters (76%) of the counties describe their current funding situation as “pay as you go,” 8% are fully or partially funded, and 16% reported other funding sources including excess earnings or retiree pays.  

· County operating budgets pay over 50% of the cost for Retiree Health Benefits, retirement systems contribute 17%, retirees 14%, county trust funds 7%, and 11% comes other sources.

· 43% of the counties fund Retiree Health Benefits with a combination of county operating budget and retiree contribution.  14% of counties fund the program solely from the operating budget, and an equal number (14%) are funded fully by the retiree.  The retirement system funds the benefit in 9% of the counties and 20% use a combination or other source.

Who are counties providing healthcare coverage for?

Retirees represent a sizable percentage of the total population provided healthcare benefits by counties, and the proportion of retirees is likely to increase as a significant number of employees retire in the near future.  While dependent coverage of active employees is more substantial, retiree dependents are likely to increase as retiree age decreases due to recent changes in pension benefits.   Specifically, the survey found that:

· Retirees account for one-third of the primary beneficiaries provided healthcare coverage by counties.  

· When covered dependents are considered, active employees and their dependents account for 83% (43% and 40% respectively), and retirees and their dependents account for 17% (12% and 5% respectively), of all individuals covered. 

What are the eligibility requirements for retiree health benefits?

Eligibility for retiree health benefits varies based on the years of service, the status of the employee’s health care coverage at retirement, and eligibility if they do not retire immediately at separation.  Notably, most counties currently include retirees in the same risk pool as active employees.  This consolidated risk pool results in an implied subsidy from active employees to retirees and will be included in the GASB actuarial study.  Specifically, the survey found that:

· Fifty-one percent (51%) of counties require five (5) years of service to be eligible for retiree health care coverage, another 29% require 10 years of service, 12% vary based on employment date, and 6% require between 12 and 20 years of service. 

· Eighty-nine percent (89%) of the counties include retirees in the same risk pool as active employees.

· Fifty-six percent (56%) of counties require that the retiree be participating in a county health plan at the time of retirement.

· Fifty-three percent (53%) of counties allow retirees to remain eligible for health benefits even if they do not retire immediately upon separation.

What coverage is available for retiree health benefits?

Overall, retiree health coverage is generous in that the plans offered are comparable to those of active employees, including coverage for dependents and survivors.  Additionally, most counties offer the same premium rates for retirees and active employees.  Most counties provide coverage beyond age 65 once the retiree is eligible for the federal Medicare program, but some counties do not require retirees to participate in the federal entitlement program.  Specifically, the survey found that:

· Ninety-six percent (96%) offer healthcare coverage for dependents of retirees.

· Eighty-nine percent (89%) offer healthcare coverage for survivors of retirees.

· Ninety-one percent (91%) provide health benefits past age 65.

· Seventy-one percent (71%) require Medicare assignment when the retiree is 65.

· Fifty-four percent (54%) of the respondent counties participate in the CalPERS program.

· Seventy percent (70%) have the same premium rates for retirees and active employees.

Recent changes and possible trends in retiree health benefit plans?

In early attempts to control costs, many counties have “tiered” their retiree health care benefits, capped their contributions, or made other changes to their retiree healthcare program eligibility, benefits, or funding mix.  

-
Tiered benefits – 15 counties have “tiered” benefits or eligibility, based on one or more of the following:  years of service, date of hire (e.g., pre-1989 hire), retirement date, county-specific service, bargaining group, sick leave banked balances, or a combination.

-
Capped contributions – 68% of counties have “capped” contributions in one of the following ways: maximum per employee (ranging from $16 to $1,426 per month), capped based on years of service and/or hire date, average annual increase of all health plans up to 5%, specific plan (i.e., Kaiser or Blue Cross), same percentage of contribution for retirees as active employees (i.e., 65%m 85%), or percentage of payroll (1% to 1.2%).

-
Funding mix changes – increased co-pays, increased deductibles, increased retiree contributions, decreased premiums through reduced benefits, or implemented funding based on single health benefit rate.

-
Modified benefits – reduced overall level of benefits, changed/added carriers (added Medicare plans with significant savings), eliminated all future retiree health plan benefits (added 401 (a) plan), implemented a self-insured prescription plan, or reduced mental health benefits.

-
Adjusted eligibility – increased required years of service, implemented tiered contribution based on years of service, discontinued contribution based on years of service, or initiated contribution rate based on date of hire.

Management Options and Considerations

Once the unfunded liabilities of retiree healthcare benefits are known, counties will need to explore and analyze the various options and constraints associated with managing the cost of these benefits in the future.  Some of the options that counties should consider are listed below:

1. Should the county’s retiree health obligation be pre-funded, much like UAAL in the pension system?  Practically speaking, the cost of doing so may be prohibitively expensive.  Is there a choice?

2. Should the county seek to create a “sinking fund” that would partially offset the cost of retiree health benefits in the future – i.e., partially pre-fund the obligation?

a. If so, how would the fund be invested, and who would manage the investment?

b. Would the fund and its earnings be dedicated solely to the reduction of future employer retiree health costs?

3. Is there a threshold cost of retiree health benefits, in relation to the size of the county’s operating budget, beyond which the county should not go?

4. Should the county consider modifying the scope of benefits, or the sharing of their cost, with employees and/or retirees?

5. Should the county require all current and/or new employees to deposit a percentage of their pay each month into a retiree health fund that would exist for the purposes stated in #2 above?

6. Should the county reduce the share of the health insurance premium cost for retirees that it will subsidize?

7. Should the county limit its contribution to retiree health insurance to a specific dollar amount per retiree?

8. Should the county petition its retirement board to place all future surplus excess earnings into an account to defray the employer cost of retiree health benefits?

9. Should the county consider the creation of individual retiree health saving accounts into which the employee and county would deposit matching amounts, and which would accumulate specifically for the purpose of defraying the employee’s and county’s cost of health insurance for the employee when he/she retires?

10. Should the county consider creating a cafeteria plan for benefits that would include an option for pre-tax contributions into a future retiree health account that would defray the employee’s cost of retiree health benefits?

11. Should the county consider assigning retirees to a separate risk pool, along with other cost sharing adjustments, to reflect the fact that employee premiums are presumably made more expensive due to the presence of retirees in their risk pool?

These are difficult, controversial questions.  Delaying a thoughtful consideration of the data required by GASB 43 and 45 will not make their answer easier.

​​​​​​The contributions of Jennifer Deadman and Lisa Driscoll of the Contra Costa County Administrator’s Office are greatly appreciated, not only for the development of this analysis, but for the survey on which it is based.  Thanks also to Steve Keil of CSAC for his thoughtful support of the CAOAC Retiree Health Task Force.

