RETIREMENT HEALTH PLAN

OVERVIEW

The material describes the magnitude
of the overpromise for public pensions’
additional benefit that pays for
retirement health insurance, and makes
recommendations. It is the second time
this chapter has appeared in a Citizen's
Budget.

Recommendation

* Revise defined benefit to defined
contribution for health care benefits

Savings
$10 million

* Eliminate health care benefits to
retirees who are already Medicare-
eligible

This chapter is a condensed LEGISLATION
OFFERED

House Bill I 2-1250 PERA Health Care Trust Fund
Employer Contributions. Prime sponsor was
Chris Holbert. http://mwww.leg.state.co.us/clics/

and updated version of

the 2010 publication. For
the fully developed work,
see http://tax.i2i.or:
files/2010/1 1 /CB_PERA.pdf.

* Total Recommended Savings = $10 million

e Avoids = $1 billion in unfunded liabilities

* Additional Savings to Other Government
Employers = $42 million

clics20 | 2a/csl.nst/fsbillcont/79E8367F60F0989887
257981007F345B?Open&file= 1250 01 .pdf.

The Colorado Public Employees Retire- More than $1 billion in unfunded liabilities have been incurred in

ment Association (PERA) administers
aretiree health plan. The PERA Health

Care Program is a cost sharing multiple-

the PERA retiree health plan. Prospects are for continued volatility
and deterioration in the funding status of PERA’ retiree health plan.

employer plan. The “‘employers” in this Colorado should replace PERA's retiree health More? Z_‘han'
context are the various governments plan with a defined contribution plan, similar to $1 bilion in
unfunded

that hire most public employees, such as that enacted in Idaho. We estimate that in the short

liabilities have

public school teachers, fire fighters, police run this reform would reduce the employer annual

been incurred
in the PERA
retiree health

officers and state employees. Under this required contribution to the plan from $72.6 million to
$29.0 million. In addition, the annual subsidy from the

State to the PERA Trust Fund would be reduced from

program, PERA subsidizes a portion of the

premium for health care coverage, and the

retiree pays any remaining amount of that

premium.

The State government continues to
promise public employees that the retiree
health care benefit will be part of their total
remuneration. As the predicted shortfall in
funding for the retiree health plan material-
izes, taxpayers will be on the hook to make

up the funding deficiency.
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$24.6 million to $14.5 million, a savings of $10.1 million plan.
per year. More importantly, this reform would reduce the

accrued actuarial liabilities in the plan, and enable the

state to pay off the $1 billion in unfunded liabilities over a 30-year

period.

THe BUDGETARY IMPACT OF A DEFINED CONTRI-

BUTION RETIREE HEALTH PLAN
With the defined contribution retiree health plan in place, the
state contribution to the plan could also be significantly reduced.

Currently the state contributes 1.02 percent of gross covered wages
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The proposed
reform would
significantly
reduce the
long-term cost
of the retiree
health plan to
the government.

to the Health Care Trust. In fiscal year 2008-09 the state contrib-
uted $24.6 million to the plan. The State’s savings rise if it shares
proportionately with employers, thereby achieving the 59 percent

reduction.

More important than the immediate budgetary impact is the long-
run savings that would result from the proposed defined contribu-
tion retiree health plan. It is difhcult to estimate long term savings
because of the dynamic response of employees and employers

to the new incentives created by this reform. For example, when
employees assume responsibility for costs we expect them to

purchase less costly health insurance plans.

The proposed reform would significantly reduce the long-term
cost of the retiree health plan to the government. The savings
estimate above would be captured over the actuarial life of the
plan. Note the dramatic reduction in actuarial accrued liabilities

in the Idaho plan following a similar reform. We
would expect a similar reduction in actuarial accrued
liabilities in the proposed defined contribution retiree
health proposed for Colorado. Most important,
Colorado would be able to pay of these liabilities over
the 30 year amortization period required by invest-
ment standards. Colorado could eliminate $1 billion
in actuarial accrued liabilities in the current retiree

health plan.

When the section was originally written in 2010, the
retiree health plan was not meeting rules that must be followed, as
laid down the Government Accounting Standard Board (GASB).
The GASB guidelines require that employers amortize unfunded
liabilities in the plan over a 30-year actuarial time period. The
estimated amortization for the Colorado plan was 39 years. There

is no reason to believe that this problem has significantly improved.

The $1 billion in unfunded liabilities in the Health Care Trust
Fund would not appear to be a crisis if there was some prospect
that the liabilities could be paid oft within 30 years to meet GASB
standards. Unfortunately, there are a number of reasons why the
funding status in the plan is likely to deteriorate for the foreseeable

future.

There is a fatal flaw in PERA’s administration of the Health Care

Trust Fund, as well as its administration of
pension funds. The flaw is to assume an 8.0

percent rate of return on assets
There is a fatal

flaw in PERA’s
administration
of the Health
Care Trust Fund,

in these plans. The actual rate of
return on assets in these plans has
been zero or negative over the
past decade. The best economic
analysis of public sector pension
and health plans, such as PERA,

suggests that a more realistic rate

as well as its
administration of
of return on assets that is about
half or less than that assumed by
PERA.

pension funds. The
flaw is to assume

an 8.0 percent rate
of return on assets
THE CASE FOR A DE- in these plans.

FINED CONTRIBUTION

ReTIREE HEALTH PLAN

The basic principle of a defined contri-
bution health plan is similar to that for a
defined contribution pension plan. Instead
of a promise to cover all or most of the cost
of health insurance, the state contracts to
make a contribution toward that cost. The
contribution may take different forms.
Most often it is a contract to pay a dollar
amount toward the health care premium.
That dollar amount may be specified in
absolute dollars, or relative to the years of
service. In some cases the dollar amount
is linked to funds the employee has ac-
cumulated in sick leave, disability or other
accounts. In other cases the promise is
made as a percentage of health insurance

premiums paid by the government.

Most private sector employers have now
either eliminated defined benefit retiree
health plans, or replaced them with defined
contribution plans? While most state and
local governments have not eliminated
health plans for their retirees, they have

enacted a number of reforms to reduce
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the cost of those plans, including replacing
defined benefit plans with defined contri-

bution plans.

Abstracting from the complex health

insurance plans offered to retirees, we

can identify plans in which the employer

contracts to cover most of the cost of the

health insurance premium as defined-ben-

efit plans. In a defined-benefit plan the state

is exposed to the risk of high and volatile

In a defined-benefit
plan the state is
exposed to the risk
of high and volatile
levels of health care
costs. This exposure
makes it difficult for
the state to project
the unfunded
liabilities that will
be incurred by the
plans, and to fund
those liabilities.

levels of health care costs. This
exposure makes it difhcult for
the state to project the unfunded
liabilities that will be incurred
by the plans, and to fund those

liabilities.

There are several flaws in the
design of defined benefit plans
in the public sector. One flaw is
assumptions regarding health
care costs. These government
plans continue to assume a rate
of inflation in the cost of health
service far below the actual rate

of inflation. Health care costs

have been increasing at double-digit rates

in recent years, and there is no reason to

assume they will increase less rapidly in

future years. This forecast is especially true

with the new federal health legislation

that will significantly increase demand for

health care services, while restricting the

supply

The fatal flaw in defined benefit retiree

health plans in the public sector is moral

hazard. Politicians have promised

retiree health benefits they can’t

pay for. They offer public sector retirees

generous health benefits as an alternative

retiree health benefits is deferred to future generations. Public sec-
tor employee unions encourage this activity because it is less likely
to generate taxpayer resistance than higher salary compensation,
which must be funded from current revenue. Only with the trans-
parency created by GASB rules are taxpayers honestly informed of
the magnitude of unfunded liabilities accumulating in these plans. It
is increasingly clear that defined benefit retiree health plans in many

states are not sustainable in the long run.?

LEARNING FROM IDAHO’S EXPERIENCE

Among the most successful public sector retiree health benefit
reforms is that enacted in Idaho. In 2009 the Idaho legislature faced
unfunded liabilities of $353 million, with skyrocketing numbers
forecast for out-years. Like many states, [daho was not meeting the

promises made to retirees in their health plan.

Faced with revenue and budgets problems much like Colorado,
Idaho enacted a successful reform. With about one-fth the popula-
tion of Colorado, it shed over $300 million in unfunded liabilities

and reduced the annual cost to the State.

To follow the Idaho plan, Colorado would replace the current
retiree health plan with a defined contribution plan. It would
reduce the dollar amount that employers are required to contribute

to the retiree health plan. Currently, PERA subsidizes a To follow the

portion of the monthly premium for health insurance.
1 o Idaho plan,
The subsidy is $230 per month for benefit recipients Colorad
who are under the age of 65 and who are not eligible for olorado

Medicare. Setting the maximum amount of that sub- would replace

sidy per benefit recipient at $155 per month would the current

reduce the cost of that health insurance to employers by retiree health

almost half* plan with

a defined
Colorado also must restrict eligibility. Currently, retirees contribution
who are eligible for Medicare are also covered by PERAS plan.

retiree health plan. The subsidy is $115 per month for
Medicare-eligible retirees. Limiting eligibility in the

defined contribution plan to retirees under the age of 65
who are not eligible for Medicare would eliminate this cost

to employers.*

to better compensation because the cost of
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