TO:

Pension Benefits, Design, and Funding Task Force

FROM:

Beth Pearce, Vermont State Treasurer

DATE:

September 23, 2021

RE:

OPEB Background Information, Initiatives, and Funding Requests

Thank you for the opportunity to present OPEB pre-funding proposals to the Task Force. The issue of
prefunding has been presented to, and vetted by, legislative committees year after year. FY22 provided an
opportunity to accomplish prefunding but the requisite dollars and the necessary statutory changes to
establish prefunding were not included in the final COVID relief and the appropriations bills.
The Trustee Boards and the Treasurer’s Office have consistently advocated for prefunding of the OPEB
benefits, and the Administration and the General Assembly have both committed to pay down our debts,
including pension and OPEB. The state’s independent actuaries estimate that moving to prefunding for
both the state and teacher OPEB funds would reduce our liabilities by $1.68 billion. While an investment
of dollars is needed to accomplish this, it will pay dividends and is the most cost-effective way to pay for
benefits. As noted in my presentation to the Task Force on July 22nd, prefunding sets aside funds to pay
for future benefits to employees in retirement. These assets are invested, and the proceeds are used to pay
for future benefits. Prefunding facilitates employee recruitment and retention, and it provides needed
security for our valued public employees in retirement. It is time to take this over the finish line.
Over the past several years we have taken steps to lower the liabilities associated with health care. Until
FY15, the State was not even meeting its pay-go obligations for teacher health care, instead putting it on
our “credit card”. The State now appropriates the cost of premiums on an annual basis with a combination
of federal, state, and local dollars. This change alone is projected to save $480 million in interest from
FY15 through FY38. The Administration also made several contractual changes to the state health care
system, lowering liabilities over $200 million. Both systems moved to a tiered benefit structure that has
saved, and will save, hundreds of millions of dollars in health care costs while rewarding long-term
service.

On September 1, 2020, we submitted a memo with a four-point plan to the legislative leadership and the
House and Senate Government Operations and Appropriations Committees. That plan included the
following initiatives:
1. Work with our actuaries to incorporate a portion of VSTRS claims experience to adjust use of
national health care trend rates, lowering the liability.
2. Review alternative structures for VSTRS health care through a Request for Proposals with the
goal of reducing expenditures while maintaining the current level of benefits.
3. Develop statutory changes to invest OPEBs in either the Trust Investment Account or with
pension funds while maintaining segregated accounting; and
4. Propose a prefunding policy to the General Assembly.
Since submitting the plan in September 2020, the Treasurer’s Office has achieved significant
developments with respect to each of the above initiatives. The VSTRS claims experience is superior
compared to national trends. By integrating these into the trend rates, the liabilities were reduced by
approximately $25 million.
The VSTRS Board of Trustees has signed a contract to move to a Medicare Advantage Health system
which allows us to closely match the benefits provided to Medicare-eligible members and provide
significant enhancements, including a new vision and hearing benefit, at reduced premiums averaging
between 30% and 40%, depending on the plan selected by the retiree. This means more money in the
pockets of retirees, a phased-in reduction of state/employer health care costs, and enhanced services.
Additionally, the General Assembly enacted legislative changes that permit investments in other vehicles
that will maximize return, and lower employer and employee costs. Funds were recently moved to the
Trust Investment Account and the Treasurer’s Office is working with VPIC on the asset allocation and a
memorandum of understanding prior to moving a portion into pension fund investment vehicles.
Finally, our proposal to the General Assembly, as developed in FY19, FY20 and again in FY21, was
resubmitted in February 2021 to both Government Operations and Appropriations for consideration for
the FY22 fiscal year. The General Assembly chose not to enact the proposal in FY22, and so we are
submitting the same proposal for FY23, although a second alternative for the VSTRS Retiree Teachers
Health and Medical Benefits Fund (RTHMB) was recommended by Senate Appropriations. According to
our actuaries, this alternative does meet the requirements for prefunding.
The proposals are outlined in two letters from our consulting actuaries, included as Exhibit A. In
summary, the elements of each proposal are as follows.
VSTRS OPEB:
•

•

This approach would require a policy for a graduated funding scale to fund the liability gap over
time. It builds up to the actuarially determined contribution, in incremental prefunding
contributions (IPC) based on a funding schedule established in statute.
Goal: Meet full funding no later than the current amortization period, end of FY2049.

•

Scenario 1:
•
•
•
•

•
•

•

FY22 employer contribution at requested amount of $41,818,509
FY23, FY24, and FY25 employer contribution at 10% increases annually
FY26 – FY49 at 3% increases annually
There is a one-time increase to the $35.1 million Year 1 base appropriation of
$6.7 million, bringing it to the $41.8 million noted above.
• Subsequent to the development of Exhibit A-1, the Treasurer’s Office requested
an additional $13.3M (not reflected in the exhibit) to safeguard against early
experience volatility.
• The analysis does not reflect teachers hired after the latest valuation date. Hires
after that date would be funded using the “New Teacher Assessment”2
established by statute, in FY2014/2015.
• The assumed interest rate is at 7%, consistent with pension funds but was also
“stressed tested” at 6.25%.
• Statutory language to codify the funding policy will be needed. That language
was developed in February 2021 although some minor adjustments may be
necessary. Language was developed by Treasury Counsel and Legislative
Counsel with input from House Government Operations.
Result: Full funding is achieved in FY2046 at the 7% scenario and FY2048 in the 6.25%
scenario.
Advantages:
• Builds up to the ADEC in increments over time.
• The 3% increases after the first three-year cash infusion are not significantly over
the cost of inflation.
• Using the 3% increments provides a more predictable change from year to year,
assisting in the budget process.
Downside: Will take longer to pay off the unfunded liability.

If the funding and policy had been developed in the last legislative session, it could have been used to
lower the liabilities in the FY21 valuation. The longer we wait to adopt a pre-funding package, the greater
the amount of cash infusion that will be needed. In this case, however, we believe the dollar levels will be
adequate to jumpstart the prefunding. The RTHMB had positive FY21 financial results, over the
estimated surplus and the contractual changes will drive down the premium payments, although it is not
possible to fully quantify at this time.
Alternative Proposal for VSTRS:
During the most recent legislative session, the Senate Appropriations Committee developed an alternative
approach to prefunding. Our consulting actuaries have stated that this also meets the requirements to
employ prefunding:

1

Since this proposal was not adopted for FY2022, it will be necessary to roll forward this scenario into FY23.
The New Teacher Assessment is paid by the local education entities for any hire made after 7/1/2015 so that costs
for health care are shared by the State and local schools.
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•

The amount determined necessary to pay all retiree health and medical benefits, including
prescription drug benefits (essentially pay-go) will be paid for out of the General Fund.
• The amount determined in the most recent actuarial valuation to be the “normal cost” for the same
fiscal year will be appropriated from the Education Fund.
• New entrants (retirees) will continue to be funded by the “New Teacher Assessment” noted
above.
• This will provide some relief to the General Fund and the normal cost for retiree health care
seems to be an appropriate cost for the Education Fund.

VSERS:
•

The VSERS plan will necessitate funding of the full ADEC, rather than the “ramp up” model.
The reasons for this are:
 The VSERS does not assess a “New Teacher Assessment” or equivalent charge to
account for new hires.
 VSERS provides for full family coverage for long-serving employees while VSTRS is
limited to spousal coverage for retirees with 25 years of experience.
 VSERS and VSTRS have a different occupational mix and resulting claims experience.
 There is an implicit subsidy for retirees that are in the insurance pool with active
employees that the actuary needs to adjust in the development of liabilities. 3
 The funding schedule is included in Exhibit A.

The aggregate increased funding in Year 1 of adoption of prefunding for both VSERS and VSTRS is as
follows:

System/Category:

State (VSERS)

OPEB Pre-funding Requiremnst and Impact on Liabilities
(In Millions $)
Treasurer's
FY 22 Estimated Current Funding
Office
Increased
Net (unfunded)
in Governor's
Recommended
Funding
OPEB Liability
Budget
Funding

Estimated
Resulting Net
OPEB Liability

Change to
Net OPEB
Liability

$1,617

$36.7

$58.8

$22.1

$754.9

$861.8

Teacher (VSTRS)

$1,480.7

$35.1

$55.1

$20.0

$658.8

$821.9

Total
Unfunded Liability

$3,097.4

$71.8

$113.9

$42.1

$1,413.7

$1,683.7

* Approximatley 40% of the VSERS increase is exected to be allocated to the general fund. Aproximatly 23% of total expenditures is
reimbursed by through federal funds
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From the Society of Actuaries: “It is a common practice for employers to permit retired employees (and their
spouses or dependents) to continue in the employer’s group health insurance plan (which also covers active
employees) by paying the group premium charged to active employees once eligibility for employer paid benefits is
exhausted. This practice creates an OPEB liability based on the theory that retirees have higher utilization of health
care benefits than active employees. Unless the premium rate for retirees is set to fully recover their health costs, the
premium for active employees is implicitly overstated to subsidize utilization by retirees. Similarly, unless the
premium rate for retirees is set to fully recover their health costs, the premium for retirees is understated. This
difference creates an implicit rate subsidy.

As noted in the chart, OPEB costs for VSERS are allocated across all funds/cost centers. The General
Fund would be expected to pick up 35 to 40% of the increased funding. Also as noted above, a significant
portion of OPEB cost is reimbursed through federal grants. The alternative proposal for VSTRS as
developed by Senate Appropriations, would shift costs from the General Fund.
VSERS has received substantial funds at year end as the statute provides for a formula to distribute a
portion of surplus funds to the VSERS OPEB, after reserves are fully funded. This past year that amount
was $52.4M, bringing the total assets of the fund to $120.3M. We will evaluate to what extent the
additional dollars will lower the ADEC, but it is not a significant percentage of the total liability. It does,
however, provide a cushion for any volatility in the early years.
At this point, proposals have been developed for both plans and statutory language to codify the funding
policies has been reviewed and approved, pending any final revisions from legal counsel.
The Trustee Boards and the Treasurer’s Office urge the Task Force and, ultimately, the General Assembly
to adopt these recommendations. Failure to favorably act on these proposals will only cost all taxpayers 4
more money in the long run and place benefits in jeopardy sometime down the road. Failure to fully fund
the pensions, especially the teachers’ plan, has had an impact on the past and current ADEC. As you can
see from the history noted in Appendix B, this request has languished for some time. Let’s not make the
same mistake now and regret these decisions down the road. We have an obligation to pay our liabilities
and, when creating budgets, recognize both the short-term and the long-term consequences of failing to
act. The time to prefund and invest resources, with a substantial future payback, is now.
Please let us know if you have any questions.
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Based on past studies, roughly 78% of VSERS retirees and 75% of VSTRS retirees, reside in Vermont, pay taxes
and are part of the economy.
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