	FY08 House 1 Budget Recommendations

Issues in Brief

Reducing Our Liability for Post Employment Benefits
	Deval L. Patrick, Governor

Timothy P. Murray, Lt. Governor

	[image: image1.wmf]Liability (In Millions)

13,287

7,562

0

5,000

10,000

15,000

No Trust

Trust





Background In August of 2004, the Government Accounting Standards Board (GASB) issued Statement 45, which directs government entities to identify future costs of providing post employment benefits other than pensions to their workers.  The accounting change reflects increasing recognition of the rising costs to provide these benefits, primarily health care insurance, and the need for adequate reserves to meet this expense.  The Commonwealth, like other government entities with budgets greater than $100 million, is required to report its liability this year on its annual financial statements.  This liability is similar in nature to the Commonwealth’s liability for paying retiree pensions, for which the Commonwealth has already adopted a funding schedule to eliminate the pension liability by 2023. 

The Liability The Commonwealth has already taken the first step and produced an actuarial calculation of its unfunded liability to provide these benefits.  The current liability exceeds $13 billion assuming the Commonwealth takes no action.  This liability was determined by using assumptions on health care cost inflation, average life span, and rate of return on investments.  However, by establishing an irrevocable trust and depositing funds in the trust, the Commonwealth can greatly reduce its liability due to favorable accounting treatment that allow the Commonwealth to assume a greater return on its investments.  By doing so, the Commonwealth will reduce its liability by nearly half.  
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The Governor’s Proposal to Take Action Governor Patrick recognizes that it is prudent to address this liability and plans to work with the Legislature to devise a fiscally responsible funding plan.  Governor Patrick’s House 1 recommendation proposes the establishment of an irrevocable trust, with a governance structure similar to the pension trust, but with the addition of the Executive Director of the Group Insurance Commission and Secretary of Administration and Finance.  The trust will be responsible for investments and act as a custodian of the funds, but will not make retiree benefit decisions.  Those decisions will remain with the Legislature and the Group Insurance Commission.  Annual contributions for current retiree health costs will be transferred from the General Fund to the trust fund each year to be expended without further appropriation at the request of the Group Insurance Commissioner.

Initial Funding Plan Governor Patrick’s budget recommends a two tiered funding strategy.  First, by repealing the Health Security Trust fund and transferring the assets to the newly created State Retiree Benefits Trust Fund, $423 million in investments and earnings will count towards reducing the Commonwealth’s liability.  Second, the proposed legislation dedicates a portion of future Master Settlement Agreement payments from tobacco companies towards reducing our liability.   Under the Governor’s plan, 10% of all future payments are first set aside to support smoking cessation programs.  Beginning in FY09, one quarter of the remaining 90% received would be deposited in the new trust fund.  By 2012, and all subsequent years, 90% of the annual tobacco payment would be deposited in the fund.     

Further Collaboration Needed The Governor recommends the establishment of a study committee charged with making recommendations for legislative leaders and administration officials to establish a funding schedule to eliminate the Commonwealth’s liability (GASB permits funding schedules up to 30 years), and identify potential funding sources. The study commission will be comprised of the Chairs of the Joint Committee on Public Service, the Chairs of the House and Senate Committees on Ways and Means, the Secretary of Administration and Finance, the State Treasurer, the Comptroller, the Executive Director of the Pension Reserves Investment Management Board (PRIM), and the Executive Director of the Group Insurance Commission.  While the Governor has outlined a plan in his House 1 budget recommendation, it is only one possible plan to address the liability.  
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