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SECTION IV
PROJECTION RESULTS

Projection Assumptions and Methods

Key Assumptions

7.0% investment return on the Market Value of Assets in all future years

The Actuarial Value of Assets reflects the deferred gains and losses generated by
the smoothing method

Actuarial assumptions and methods as described in Section VIII. All future
demographic experience is assumed to be exactly realized.

The Annual OPEB Cost (AQC) is contributed each year beginning in fiscal year
2012

Projections assume a 0% increase in the total active member population. All new
future members are expected to enter the plan upon date of hire.

New plan design giving an account of $2,500 / year of service will apply only to
new members who are in Non-Union, AFSCME and AAPOA starting for fiscal
year 2012. The impact of this change on the future liability and normal cost can
be seen in the tables below:

FYE June 30 AAL - W/ Change AAL -No Change § Difference % Difference
2011 241,122,000 241,122,000 - 0.0%
2021 325,340,000 345,340,000 20,000,000 6.1%
2031 359,161,000 461,711,000 102,550,000 28.6%
2041 358,752,000 621,575,000 (262,823,000 73.3%

FYE June 30 AOC-W/Change AOC-No Change § Difference % Difference
2011 14,533,000 14,533,000 - 0.0%
2021 13,374,000 16,784,000 3,410,000 25.5%
2031 15,374,000 23,208,000 7,834,000 51.0%
2041 18,609,000 31,649,000 13,040,000 70.1%
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TO: Council Budget Committee

CC: Steve Powers, City Administrator
FROM: Tom Crawford
DATE: February 6, 2012

SUBJECT: VEBA Funding and Allocations

‘At the Committee’s December meeting, staff was asked to provide a memo describing the
retiree healthcare allocation methodology change. Since that time, the City has received the
VEBA (Voluntary Employee Beneficiary Association) actuarial report as of June 30, 2011.
The receipt of this report has raised an additional policy issue for discussion. Following is a
brief summary of the two issues which | will be available to discuss in greater detail at the
February 13" Council workmg session.
“Issue #1-Funding Level -
Background: The City charges the various city service units for retiree healthcare claims as
well as contributions to pre-fund the VEBA. These amount are déetermined by the actuaries
- on an annual basis and is called the Actuarial OPEB (Other Post-Employment Benefits) Cost
(AOC). The most recent actuarial report determined the City’s AOC is NOW approx. $12.4 mil.
The City’s planned cost for FY13 was $15.3 mil.

The reduction is primarily due to:

o High investment return (28% last year) — the VEBA system assumes a 7% return so
anything above that is beneficial. ngh investment returns reduce the plan’s unfunded
liabilities.

¢ Ordinance changes (Plan desngn) ~ recent collective bargaining agreements and
ordinance changes reflect a plan design with lower City costs for active employees.
These reduced costs also affect projected retiree healthcare costs for these active
employees. In addition, employees hired after 7/1/11 have an access-only retiree
healthcare plan which is a significant cost savings for the city compared with the
traditional plan. These Plan changes reduce the city’s normal cost going forward. The
normal cost represents the portion of the AOC that is attributable to the future benefit

cost that an actlve employee earns in exchange for a year’'s worth of service to the

city. :

e Lower claims experlence — the city’s claims experience has declined from previous
levels. Lower claims reduce both actuarial unfunded liabilities and normal costs. ,

1of3

®



Staff Recommendation: Take $2.5 mil. of the $2.9 mil. city-wide savings and continue to
: contnbute it to the VEBA to pay down the unfunded liability and reduce future expenditures.

Reasoning: '
1. The $2.9 mil. savings derives from the favorable convergence of the above three factors;

however, they are volatile and could reverse in the future resulting in higher costs.

2. This is a unique opportunity given recent investment performance. If utilized to reduce
future costs, it will contribute to creating a financially sustainable city organization.

3. Due to a settlement with the IRS regarding previous funding, the city will end up with a

- $12 mil. OPEB obligation. Contributing the $2.5 mil. to the VEBA will help address the
OPEB obligation and hopefully pay it off in 5 years.

4. Historically the city’s contribution to the VEBA has been substantially more than the
retiree health benefit costs. The excess over the cost of claims contributes to pre-funding
future benefits. Due to an increased number of retirees and the higher cost of medical
care, the benefit expense is expected to exceed the AOC in the next couple of years. As.
this occurs the city will face a greater reliance on achieving the actuarial assumptions or
face greater volatility in annual expenditures.

5. If the city had a VEBA funding policy that directed future city contributions would be based
-on the FY2012 level adjusted up/down for the percentage change in total General Fund
revenues, the General Fund would achieve greater stability in financial planning and
investing thereby reducing future volatility in expenditures.

Policy Highlights:

¢ Recognize the city has been collectmg sufficient funds from the organization to pay the full
AOC.

* Recognize the IRS settlement has resulted in repayment to the pension system which in
turn has created an OPEB obligation.

e Recognize a greater risk of volatility in the AOC expense due to the benefit costs
exceeding the AOC.

» Recommend the city continue to collect sufficient funds from the organization to. pay a
minimum of the AOC based on the FY2012 budget level adjusted up/down for the annual
percentage change in total General Fund revenue. -

e Recommend the policy be re-visited in 3-5 years since mvestment and claims experience
create volatility.

The second issue relates to how the organiz_ation collects the costs from each service unit.
- This process is driven by the methodology for retiree healthcare allocation.

Issue #2-Allocation Method for Retiree Healthcare .

Background: .

Initially the city, like most other communities, paid for retiree healthcare benefits with a pay-
as-you-go method. This means that as claims came in for existing retirees in any given year,
the claims were paid from that year's budget. For the past decade, the city has had an
actuarial report prepared which determines the amount of funding needed to both pay for
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| existing. claims as well as set aside funds in the VEBA to pay for future claims from all
employees. In 2008, the city started consistently collecting sufficient funding to pay the AOC.

In 2010, the City settled'an issue with the IRS that resulted in an OPEB obligation being
created (estimated $12 mil.). This obligation is over and above the city’s typlcal Actuarial
Required Contribution and needs to be paid-off.

The city collects funds to pay its AOC by charging each service unit for retiree healthcare.
Historically this charge had two components: retiree healthcare claims expense (73% of
AOQOC) and pre-funding (27% of AOC). Because the city knows which service unit each retiree
worked in, each service unit was charged a per retiree cost to cover the claims expense. In
addition, the pre-funding amount determined by the actuary was charged for all active
employees.

-This method worked well for the city until the plan design changed in 2011 so that all new
hires after 7/1/11 have an access-only plan. This plan is much less expensive for the city. In
trying to budget for the implementation of the new plan, the disadvantages of the existing
method of allocation were highlighted (described more fully below under “Reasons for New
Methodology”).

Staff Recommendation: Adopt a new retiree healthcare allocation methodology that allocates
the costs based on where the liability is generated. The breakdown is as follows:
1. The liability for future benefits for active employees because they worked in the
service of the city for the past year (27% of AOC)
2. The unfunded liability for active employees who worked prior years but for wh|ch there
are no funds-previously set aside (16% of AOC) ‘
3. The unfunded liability related to the future cost of benefits for eX|st|ng retirees (40% of
v AOC)
4. The repayment of the Net OPEB obligation (17% of AOC)

Reason for New MethodOloqv: With the changing environment, there are now several
reasons why the city should consider changing its retiree healthcare methodology.
1. Individual service units would not see the cost savings in their service unit for employees

' hired under the new ordinance under the existing methodology, but service units will with
the new methodology.

2. - The city could adopt a true pre-funding methodology which is consistent with best practice
funding principles instead of its recent modified pay-as-you-go funding method.

3. The recommended methodology aligns the cost of the benefit to where the liability is
generated. '

These are complicated topics that I'll be availablé to discuss further at the working session,
but if you have questions in advance, please let me know so | can address them.
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