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December 31, 2008

The Honorable Martin J. O’Malley
Governor, State of Maryland

The Honorable Thomas V. Mike Miller, Jr.
President of the Senate of Maryland

The Honorable Michael E. Busch
Speaker of the House of Delegates

Gentlemen:

On behalf of the Blue Ribbon Commission to Study Retiree Health Care Funding Options
established by Chapter 433 of 2006, we respectfully submit this interim report. Pursuant to the
requirement for an interim report included in Chapters 228 and 229 of 2008, this report
summarizes the commission’s work to date, leading to a final report by December 31, 2009. It
reflects commission members’ hard work and commitment to tackling the challenge of
developing a strategy to address the State’s growing retiree health liabilities.

Over the past 18 months, through full commission meetings and smaller workgroups, the
commission has worked to become familiar with the magnitude of the liability facing the State,
the root causes of that liability, and potential funding solutions. Through these efforts, the
commission has learned that Maryland offers retirees among the most generous health benefits
available in either the public or private sectors. That level of benefits has generated a long-term
liability of more than $15 billion, roughly the current size of the State’s general fund. Under
new rules promulgated by the Governmental Accounting Standards Board, the State would have
to begin recognizing a portion of those liabilities on its annual financial statements unless it
makes annual contributions to a trust fund to offset them. The annual required contribution
necessary to fully fund the State’s liability is between $809 million and $1.2 billion, of which the
State already pays $314 million in pay-as-you-go costs.
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Given the magnitude of the State’s liability, combined with severe strains on the State’s
fiscal condition prompted by the current recession, it is clear to members of the commission that
Maryland cannot sustain the current level of retiree health benefits into the future. At the same
time, the commission recognizes that retiree benefits are an important component of the State’s
overall strategy for attracting the best possible employees to public service on behalf of the
citizens of Maryland. Therefore, the commission has begun exploring options for redesigning
retiree health benefits and/or the way the State pays for them to arrive at a solution that is both
fiscally sound and fair to current and retired State employees.

Thank you for the opportunity to serve the citizens of Maryland in this important
capacity. We look forward to continuing to serve for another year as we come together to craft
an equitable plan. We would like to thank our fellow commission members for their dedication
and Michael C. Rubenstein and Anne E. Gawthrop of the Department of Legislative Service for
their dependable service.

Sincerely,

Edward J. Kasemeyer Melony G. Griffith
Co-Chair Co-Chair

EJK:MGG/MCR:AEG/eck
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Blue Ribbon Commission
to Study Retiree Health Care Funding Options

Legislative Authority

Chapter 433 of 2006 established the Blue Ribbon Commission to Study Retiree Health
Care Funding Options. The commission was charged with the following seven tasks:

1. Contract with an actuarial consulting firm to conduct an actuarial valuation that illustrates
the State’s annual required contribution as both a fixed dollar amount and also as a
percentage of payroll.

2. Review the specific legal obligations of the State to provide retiree health benefits to
existing retirees, fully vested employees, active employees, and new employees.

3. Study the cost drivers associated with the State’s unfunded retiree health care liabilities
which provide the basis for the unfunded accrued liability as well as the ongoing normal
costs associated with the retiree health care liabilities.

4. Review the current health care benefit levels for both State employees and retirees and
how the benefits compare to benefits provided under Medicare, by private employers, and
by other public employers, with particular emphasis on whether the various levels are
appropriate, equitable, and sustainable.

5. Review the eligibility requirements for State retiree health care benefits with a particular
emphasis on whether the requirements are appropriate and equitable.

6. Review alternative vehicles for providing health care benefits to State retirees, including
Voluntary Employee Beneficiary Accounts (VEBAS), Section 401(h) accounts, Section
115 trusts, health reimbursement arrangements, and health savings accounts.

7. Recommend a multi-year implementation plan to address fully funding the obligations of
the State as set forth in the Governmental Accounting Standards Board’s (GASB)
Statement 45 as soon as practicable.

With regard to the commission’s first responsibility to contract with an actuarial
consulting firm, the Department of Legislative Services (DLS) conducted a competitive
procurement to secure the services of an actuarial firm. Five firms submitted proposals, which
were reviewed and graded by DLS staff and commission members. Buck Consultants received
the highest overall grade and was selected to serve as the commission’s actuarial consultant.
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Originally, the commission was to submit its final report to the Governor and the General
Assembly by December 31, 2008. However, Chapters 228 and 229 of 2008 extended the
commission’s authority and delayed submission of the final report until December 31, 2009.
This report fulfills a statutory requirement for an interim report by December 31, 2008, included
in Chapters 228 and 229.

Membership of the commission, as set forth in Chapter 433 and later amended by
Chapter 355 of 2007, includes the following individuals:

Five members of the Senate

Five members of the House of Delegates

State Treasurer or designee

State Comptroller or designee

Chancellor of the University System of Maryland or designee
Executive Director of the State Retirement Agency or designee
Secretary of Budget and Management or designee

Three members of the public with expertise in either funding retiree health benefits, the
economics of affordable retiree health programs, or investing pension fund assets. One
member each is appointed by the Governor, President of the Senate, and Speaker of the
House.

Background and History

In 2004, GASB issued new standards that require State and municipal governments to
recognize liabilities for post-employment benefits other than pensions (OPEB) on their balance
sheets as they accrue rather than on a pay-as-you-go (PAYGO) basis. In effect, the new
standards require public employers to account for OPEB benefits (typically health insurance
coverage for retirees) in the same way that they treat pension benefits. The standards require
Maryland to conduct an actuarial valuation of its OPEB liabilities at least every two years, and to
reflect any unfunded portion of those liabilities on its annual balance sheet beginning in fiscal
2008.

GASB does not have the authority or mechanism to enforce its standards, but state
compliance with the standards is considered by the bond rating agencies. All three rating
agencies have indicated that they will examine states’ compliance with the GASB standards
during their reviews. However, they have all acknowledged that states will have a few years
during which to develop a plan to comply with the new standards before there are any rating
implications. Moreover, they acknowledge that OPEB liabilities, like pension liabilities, are
considered “soft” debt and will be treated differently than bonded debt.

Like almost all states, Maryland funds and accounts for its retiree health benefits on a
pay-as-you-go basis. Current PAYGO costs, based on medical claims data, are estimated by the
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actuary to be $314 million. The 2007 valuation of the State’s OPEB liabilities put them at $15.2
billion, with an annual required contribution (ARC) of $1.2 billion. The ARC represents the sum
of the 30-year amortization payment of the accrued liabilities and the normal cost, or the
liabilities accrued by active employees in the current year. If the State funds the ARC by paying
the full amount into an irrevocable trust for the purpose of paying future retiree health care costs,
it will have no net OPEB obligation under the GASB standards. Any portion of the ARC that is
not funded on an annual basis appears as a liability on the State’s balance sheet and accrues
interest. To the extent that the State’s unfunded OPEB liability multiplies at a rapid pace, it
could, eventually, negatively affect the State’s AAA bond rating.

If the State fully funds the ARC, GASB allows it to use a higher discount rate in
projecting its liabilities. The unfunded discount rate used by the actuary is 4.25%; the full
funding discount rate is the same rate used by the State pension fund, or 7.75%. Under the full-
funding scenario, the State’s OPEB liabilities drop to $9.2 billion, with an ARC of $809 million.

In an effort to begin pre-funding its OPEB liabilities, the State began setting aside funds
in fiscal 2007, 2008, and 2009. The fiscal 2007 budget set aside $100 million into the Dedicated
Purpose Account, which was later transferred to the OPEB trust fund once it obtained the
necessary IRS clearance as an irrevocable trust. The fiscal 2008 budget as enacted also set aside
$100 million in general funds in the Dedicated Purpose Account toward pre-funding the State’s
liabilities. During the 2008 legislative session, however, the General Assembly cut that figure in
half. The Governor’s fiscal 2009 allowance included a $210 million contribution, all funds, to
the OPEB trust fund. As enacted, the fiscal 2009 budget contained half that amount. In October
2009, the Board of Public Works cancelled the remaining $46 million that had yet to be paid into
the trust fund as a cost containment measure. As of October 2008, the OPEB trust fund held
$148 million.

Maryland retirees are eligible to retain the same health care coverage they had when they were
active employees if they satisfy any of the following criteria:

] retire directly from State employment with a State retirement allowance and at least 5
years of creditable service;

] leave State employment with at least 16 years of creditable service;

° leave State employment with at least 10 years of creditable service and within five years
of the age at which a vested retirement allowance would begin; or

° retire directly from State employment with a State disability retirement allowance.

The State subsidizes up to 80% of the health insurance premiums paid by retirees for
themselves and their spouses. Retirees with at least 16 years of service qualify for the full 80%
subsidy; retirees with between 5 and 16 years earn a pro-rated subsidy. Retirees of the Optional
Retirement Plan (primarily university and community college faculty) must have 25 years of
service in order to earn a full subsidy for their spouses.
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Commission Meetings

The full commission met twice during the 2007 interim and once during the 2008 interim
to hear presentations by Buck Consultants, DLS staff, and various experts in the area of retiree
health care. The special legislative session held during November 2007 disrupted plans for at
least one additional meeting during the 2007 interim. In addition, the commission formed three
working groups in the areas of finance, benefits, and legal requirements. Each working group
met once during the 2007 interim, and the benefits workgroup met once during the 2008 interim.
Agendas for full commission and workgroup meetings are attached as Appendix 1.

Actuarial Valuations

Buck Consultants conducted and presented to the commission two actuarial valuations of
the State’s liability for retiree health care costs, one for fiscal 2006 and one for fiscal 2007. The
most recent valuation is attached as Appendix 2. The fiscal 2007 valuation estimated the State’s
total liability for retiree health care costs to be $15.2 billion on an unfunded basis, with an
estimated annual required contribution (ARC) of $1.2 billion. On a fully funded basis, those
figures were $9.2 billion and $809 million, respectively. Expected pay-as-you-go costs for
retiree health were $314 million, resulting in a gap of $495 million between current expenditures
and fully funding the State’s liabilities on an annual basis.

Consistent with the requirements of Chapter 433, the fiscal 2007 valuation highlighted
several factors driving the high cost of Maryland’s retiree health care costs. Retirees eligible for
Medicare account for 76% of the State’s total liability, compared with 24% for retirees who are
not eligible for Medicare. Prescription drug costs account for 59% of the total liability,
compared with 41% for other medical costs. Spouses account for 37% of the total liability,
compared with 63% for members. Finally, current retirees account for 48% of the liability,
compared with 52% for future retirees.

A third valuation, for fiscal 2008, is expected to be completed in January 2009.

Benefit Comparisons

The commission heard two presentations comparing Maryland’s retiree health benefits to
those in other states with AAA bond ratings and to private sector employers. The first
presentation, conducted by DLS staff, examined retiree health benefits in the six other states with
AAA ratings from all three rating agencies and three additional states with AAA ratings from at
least one rating agency. A copy of the DLS report is attached as Appendix 3. Overall, the
report found that Maryland offers among the most generous package of health benefits to its
retirees compared to the benefits offered by the 10 states in the DLS analysis. Of the 10 states
examined, Maryland offers the shortest vesting period, the lowest prescription drug co-payments,
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the second most plan options, and the second highest premium subsidy. As a result, Maryland
has the highest retiree health liability per covered retiree and spouse among these 10 states.

The commission also heard a presentation by Dr. Frank McArdle of Hewitt Associates on
recent trends in retiree health benefits among private sector employers. A copy of Dr.
McArdle’s presentation is attached as Appendix 4. Dr. McArdle demonstrated that the
percentage of large private employers providing retiree medical benefits has declined steadily
from 66% in 1988 to 33% in 2007. By contrast, approximately 90% of state governments
continue to offer retiree medical benefits. Almost half of private employers that provide retiree
medical benefits have placed a cap on their share of the cost of those benefits. Between 2005
and 2006, more than half of private employers increased retirees’ share of premium costs, and
between one-quarter and one-third increased cost sharing requirements for retirees.

On behalf of the commission, DLS is currently conducting a survey of retiree health
benefits among Maryland counties. Data collection is almost complete and results should be
available in January 2009.

Legal Obligation to Provide Retiree Health Benefits

As required by Chapter 433, the commission’s legal workgroup received a briefing on an
opinion by the Attorney General regarding the State’s legal obligation to provide and maintain
retiree health benefits. The opinion was originally issued in 2005 in response to a request from a
legislative task force that pre-dated the commission. At the commission’s request, the Office of
the Attorney General reviewed the original opinion to determine if subsequent case law or other
developments required any changes and determined that no substantive changes were necessary.
A copy of the original Attorney General’s opinion is attached as Appendix 5.

The Attorney General’s opinion concluded that Maryland has a statutory obligation to
provide retiree health care, but that the statutory obligation does not create a contractual
obligation. Consequently, the State has the flexibility to modify or rescind retiree health benefits
through statutory or administrative means.
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Medicare Options

Prescription Drugs

Medicare Part D, established by the Medicare Modernization Act of 2003, provides a
prescription drug benefit for Medicare participants. To dissuade employers that already provide
prescription drug benefits to their retirees from terminating those benefits, Medicare provides a
subsidy to employers that offer an actuarially equivalent benefit to that provided by Part D.
Maryland, like the vast majority of employers, accepts the subsidy in exchange for maintaining
its prescription drug benefit for Medicare eligible retirees. In fiscal 2008, the subsidy totaled
approximately $19 million; State law requires that the subsidy be deposited in the OPEB trust
fund.

Under GASB rules, however, employers cannot apply the Part D subsidy payments as a
credit against the retiree health liabilities they must calculate under GASB 45. If GASB allowed
employers to reflect these payments in calculating their actuarial liabilities, the State’s liabilities
would decrease by approximately $1.5 billion. Under GASB guidelines, the State can apply the
Part D subsidy as a credit against its liabilities if it opts for one of two alternative benefit designs.
The first, known as the Employer Group Waiver Plan (EGWP), allows the employer to apply to
become a qualified insurer of its prescription drug benefit. The State would continue to receive
Part D subsidies, which would be reflected in its GASB 45 valuation of retiree health liabilities.
The second option would be to contract with a drug benefit manager to create an EGWP. The
private contractor would collect the subsidy from Medicare and pass it on to the State in the form
of reduced premiums. Once again, federal subsidies collected in this manner would be reflected
in GASB 45 valuations in the form of reduced liabilities.

At the direction of the commission, Buck Consultants analyzed the advantages and
disadvantages of all three approaches and concluded that the State would be best served by
continuing to accept the Part D subsidy. A copy of Buck’s presentation is attached as
Appendix 6. Based on its analysis, Buck concluded that the State would incur additional
administrative costs and lose considerable flexibility and control in administering its prescription
drug benefit if it opted for either EGWP option. These disadvantages, it concluded, outweighed
any potential reduction in the State’s retiree health liability that would result.

In a November 2008 meeting of the benefits workgroup, DLS staff introduced members
to an approach taken by Raytheon Corp., which shifted its Medicare-eligible retirees to Part D
but provided supplemental coverage to cover certain out-of-pocket costs not covered by Part D.
DLS and Buck are collecting additional information on this approach, which could dramatically
reduce the State’s retiree health liabilities, and will present that information at a future meeting
of the full commission.
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Medicare Advantage

Also at the commission’s request, Buck examined the potential benefits of shifting
Medicare-eligible retirees to Medicare Advantage plans. Under current rules, State retirees must
enroll in Medicare when they are first eligible, and Medicare becomes their primary insurer.
State health plans provide supplemental coverage to Medicare-eligible retirees, often
compensating them for out-of-pocket expenses such as deductibles and co-payments not covered
by Medicare. Medicare Advantage plans, which were significantly expanded by the Balanced
Budget Act of 1997, combine traditional Medicare coverage and supplemental coverage into a
seamless package, often providing additional benefits such as prescription drug coverage or
dental care. While traditional Medicare coverage is administered by the federal government,
Medicare Advantage plans are administered by private insurers that contract with Medicare.
Medicare Advantage plans may be preferred provider organizations (PPOs), health maintenance
organizations (HMOs), private fee-for-service plans, and other types of plans found in the private
health insurance market.

To encourage Medicare participants to join Medicare Advantage plans, the federal
government subsidizes those plans, paying between 12 and 20% more to Medicare Advantage
plans than for traditional Medicare. The commission was informed that at least two states, West
Virginia and Pennsylvania, took advantage of the federal subsidy and shifted their Medicare-
eligible retirees to Medicare Advantage plans to reduce their costs and future liabilities. At the
commission’s request, Buck examined whether Maryland could incur any savings by shifting
retirees to Medicare Advantage private fee-for service plans. These plans mirror traditional fee-
for-service insurance plans, allowing participants to choose their own doctors and minimizing
managed care restrictions.

In its analysis, which is also included in Appendix 6, Buck concluded that shifting
Medicare-eligible retirees to Medicare Advantage private fee-for-service plans could generate
approximately 15% savings in the short run but posed significant long-term risks. Buck noted
that approximately 5% of health care providers do not accept Medicare Advantage members (but
do accept traditional Medicare), so some State retirees could be forced to find new health care
providers.  Buck also reported that some Medicare Advantage plans provide lower
reimbursement levels than traditional Medicare, deny more claims, and are slow to pay
reimbursements. Of greatest concern, however, was the uncertain future of the federal subsidy
for Medicare Advantage plans. Democratic leaders in Congress had made public statements
indicating that they wanted to repeal the subsidy for Medicare Advantage, and then-presidential
candidate Barack Obama had targeted the subsidy for elimination in his proposal to expand
health coverage. In light of those developments, Buck recommended against shifting Medicare-
eligible retirees to Medicare Advantage plans.
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Debt Financing of OPEB L.iabilities

The commission heard a presentation by Public Financial Management (PFM), the State
Treasurer’s financial advisor, on the advantages and potential risks of using debt to finance a
portion of the State’s OPEB liabilities. PFM’s presentation is attached as Appendix 7. The
potential advantage of using debt in the form of OPEB bonds is the opportunity for interest
arbitrage. That is, the State may earn a greater return by investing the proceeds of the sale of
OPEB bonds than it needs to pay in interest on the bonds and other related expenses. In turn, it
can use the principal from the sale of the bonds to pay at least a portion of its ARC. This
approach would convert the “soft” OPEB liability into a “hard” liability requiring the full faith
and credit of the State to back the new debt. The main risk inherent in this approach, therefore,
is that investment returns would fall short of the level necessary to pay the interest on the bonds,
requiring an influx of general funds to fill the gap. Given current market conditions and the
long-term investment scenario, it is quite possible that the arbitrage assumptions would not be
met, either in specific short-term periods or over the life of the debt.

PFM’s presentation demonstrated that if the State used OPEB bonds to finance 35% of its
accrued liability, and if the arbitrage assumptions were realized, the State could save
approximately $1.0 billion over 30 years compared with simply paying the ARC without debt
financing. This assumes a $10.00 per bond in underwriter’s discount and cost of issuance, a true
interest cost of 5.92%, and annual investment returns of 7.75%.

In addition to the inherent risk associated with debt financing that relies on interest
arbitrage, another factor could restrict the State’s ability to rely on this approach. The Maryland
Constitution does not allow the State to issue debt for longer than 15 years, so a 30-year funding
scenario for OPEB bonds would require a constitutional amendment.

Benefit Redesign

In its most recent meetings, the commission has turned its attention to options for
redesigning retiree health benefits in ways that would reduce future liabilities without placing
undue financial burdens on current or future retirees. Its first step was to invite the Employee
Benefits Division of the Department of Budget and Management (DBM), which administers the
health plan for employees and retirees, to present a summary of mechanisms it has in place to
ensure that the plan is administered in a cost-effective manner. DBM’s presentation noted that
the State health plan requires extensive documentation to ensure that new spouses and
dependents are eligible for coverage. It also carries out regular dependent audits to ensure that
covered dependents remain eligible to participate. In this regard, the State is more vigilant than
many private employers, which do not carry out regular dependent audits. However, while DBM
can determine when a dependent reaches the age of 25 and, therefore, is no longer eligible for
coverage, it has no independent means of knowing when a spouse is no longer eligible for
coverage due to divorce.
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DBM reported that the Maryland health plan covers 94% of covered charges submitted
by plan members. By contrast, DBM noted that the average coverage ratio for state health plans
is between 80 and 85%, again highlighting the fact that Maryland’s plan is one of the most
generous in the country.

Remaining Agenda

In the upcoming year, the commission will carry out its statutory responsibility to
develop a comprehensive, multi-year plan to fully fund the State’s OPEB obligation. In doing
so, it will draw on the extensive knowledge and information that its members have gained
throughout the past two years, which is summarized in this report. It will also call on DLS staff
and Buck Consultants for further analysis and presentation of options for funding or reducing the
State’s OPEB obligations. Specific tasks that will be carried out in the intervening period
include:

J completion of the July 1, 2008 actuarial valuation
] compilation of retiree health benefits in Maryland counties
J analysis of the fiscal effects on the State and on current and future retirees of benefit

redesign options, including changes to eligibility requirements, subsidy amounts, and
benefit levels

° testimony by State employee collective bargaining representatives
] preparation of implementation plan and submission of final report

The commission expects to meet in January 2009 prior to the start of the 2009 legislative
session to begin consideration of benefit design options. It will schedule subsequent meetings as
needed during the 2009 interim to complete its work.
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Appendix 1
Blue Ribbon Commission to Study Retiree Health Care
Funding Options

Senator Edward J. Kasemeyer, Senate Chair
Delegate Melony G. Griffith, House Chair

Thursday, August 2, 2007, 9:00 a.m.
House Appropriations Committee Hearing Room

Agenda

IL.

III.

IV.

Call to Order and Chairmen’s Opening Remarks

Overview and Implications of GASB 45

Michael Rubenstein, Department of Legislative Services

Presentation of Actuarial Valuation of Maryland’s Retiree Health Liabilities
Introduction to Actuarial Valuation Methodology

Comparison of 2005 and 2006 Valuations

Review of GASB 45 Liabilities

Preliminary Discussion of Cost Saving Strategies

Stephen Oates, Buck Consultants
Hope Stevenson, Buck Consultants

Retiree Health Benefits and Liabilities in Other AAA-rated States

Michael Rubenstein, Department of Legislative Services

11



V.

VL
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VIIL

IX.

VII.

Blue Ribbon Commission to Study Retiree Health Care
Funding Options

Senator Edward J. Kasemeyer, Senate Chair
Delegate Melony G. Griffith, House Chair

Thursday, September 27, 2007, 1:00 p.m.
House Appropriations Committee Hearing Room

Agenda
Call to Order and Chairmen’s Opening Remarks
OPEB Liabilities in Maryland Counties and Municipalities
Michael Sanderson, Legislative Director, Maryland Assoc. of Counties
Keith Dorsey, Director of Budget and Finance, Baltimore County
Ted Zaleski, Director of Management and Budget, Carroll County
Elaine Kramer, Chief Financial Officer, St. Mary’s County
Lawrence Ulvila, Jr., Chief Executive Officer, Insurance Solutions, Inc.
Health Benefits for Maryland Retirees
Cindy Kollner, Executive Director for Personnel Services and Benefits,
Department of Budget and Management
Anne Timmons, Director of Employee Benefits Division,
Department of Budget and Management

Medicare Part D — Prescription Drug Benefits

Stephen Oates, Director, Buck Consultants
Hope Stevenson Manion, Senior Consultant, Buck Consultants

Retiree Health Benefits in the Private Sector
Frank McArdle, Principal, Hewitt Associates
Legal Status of Retiree Health Benefits
Bonnie Kirkland, Assistant Attorney General, Attorney General’s Office

Chairmen’s Closing Remarks and Adjournment
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Blue Ribbon Commission
to Study Retiree Health Care Funding Options

Benefits Workgroup

Senator Edward Kasemeyer, Workgroup Leader
December 12,2007, 1:00 pm
3W Miller Senate Building

Agenda

I. Call to Order and Workgroup Leader’s Opening Remarks
IL. Presentation of 2007 Actuarial Valuation
* Buck Consultants
III.  Briefing on Ohio’s Health Care Preservation Program
e Department of Legislative Services Staff
IV.  Discussion of Fiscal Estimates of Benefit Adjustments
e See Attached

V. Workgroup Leader’s Closing Remarks and Adjournment
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Blue Ribbon Commission
to Study Retiree Health Care Funding Options

Finance Workgroup

Delegate Melony Griffith, Workgroup Co-Leader
Delegate Murray Levy, Workgroup Co-Leader

December 12, 2007, 10:00 am
120 Lowe House Office Building

Agenda

I Call to Order and Workgroup Leader’s Opening Remarks
II. Report on Alternatives to Medicare Employer Subsidy

e Buck Consultants
III.  Discussion of Funding Options

* See Attached

IV.  Workgroup Leader’s Closing Remarks and Adjournment
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Blue Ribbon Commission
to Study Retiree Health Care Funding Options

Legal Workgroup

Senator Rona Kramer, Workgroup Leader

Monday, December 17,2007, 10:30 a.m.
Room 111, Department of Legislative Services

Agenda

XI. Call to Order and Workgroup Leader’s Opening Remarks
XII. Presentation of 2007 Actuarial Valuation Results
Department of Legislative Services
XIII. Legal Status of Retiree Health Benefits
Ms. Bonnie Kirkland, Assistant Attorney General, Attorney General’s Office
XIV. Collective Bargaining Process
Mr. Bruce Martin, Assistant Attorney General, Attorney General’s Office

XV. Workgroup Leader’s Closing Remarks and Adjournment
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Blue Ribbon Commission to Study Retiree Health Care
Funding

Delegate Melony G. Griffith, House Co-Chair
Senator Edward J. Kasemeyer, Senate Co-Chair

Wednesday, September 3, 2008, 1:30 p.m.
Room 120 House Office Building

Agenda
L Call to Order and Chairmen’s Opening Remarks
II. Report of the Legal Workgroup
° Senator Rona Kramer, Work Group Leader

III.  Report of the Benefits Workgroup

° Senator Edward Kasemeyer, Workgroup Leader

IV.  Analysis of Benefit Redesign Options

® Mr. Stephen Qates, Buck Consultants

V. Report of the Finance Workgroup

° Delegate Melony Griffith, Workgroup Co-leader
° Delegate Murray Levy, Workgroup Co-leader

VI.  Presentation on OPEB Financing

° Ms. Nancy Winkler, Managing Director, Public Financial Management

VII. Discussion

VIII. Chairmen’s Closing Remarks and Adjournment
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Blue Ribbon Commission to Study Retiree Health Funding Options

VL

VIL

VIIL

IX.

Benefits Work Group

Senator Edward Kasemeyer, Workgroup Leader

November 13, 2008, 11:00 am
3W Miller Senate Building

Agenda
Call to Order and Chairman’s Opening Remarks
Cost and Quality Controls Within the State Health Plan

¢ Anne Timmons, Director, Employee Benefits Division,
Department of Budget and Management

Presentation of Benefit Design Options
e DLS Staff

Discussion of Alternative Benefit Designs

e DLS Staff

Chairman’s Closing Remarks and Adjournment
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Appendix 3

Comparison of Retiree Health Benefits and
Liabilities in AAA-rated States

Presentation to the

Blue Ribbon Commission to Study
Retiree Health Care Funding Options

Department of Legislative Services
Office of Policy Analysis
Annapolis, Maryland

August 2, 2007
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Comparison of Retiree Health Benefits and
Liabilities in AAA-rated States

Besides Maryland, there are six other states with AAA bond ratings from all three rating
agencies. They are:

® Delaware
° Georgia
@ Missouri

® North Carolina
° Utah
° Virginia

In addition, there are three states with AAA bond ratings from at least one rating agency.
They are:

® Florida
] Minnesota
] South Carolina

To place Maryland’s liabilities for other post-employment benefits (OPEB) in context,
this report compares Maryland with these nine states along the following dimensions:

®  Retiree health benefits
®  OPEB liabilities (overall and per capita)

® Measures taken to address OPEB liabilities

Retiree Health Benefits

Exhibit 1 compares retirece health benefits in all 10 AAA-rated states. Overall,
Maryland’s benefits are among the most generous offered to retirees in these states.
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Plan Options (Non-Medicare eligible)

With a total of 8 plan options and 3 plan types — preferred provider (PPO), point of
service (POS), health maintenance organization (HMQ) — Maryland offers the second most
options to its retirees. Only Georgia, with a total of 10 plan options and 4 plan types (indemnity,
PPO, HMO, and high-deductible plans), offers more options to retirees. However, 4 of the plans
available to Georgia retirees are high-deductible plans that require high out-of-pocket payments
by members before the plan begins reimbursing health costs. Otherwise, most of the remaining
AAA-rates states offer between 2 and 4 plans to retirees who are not Medicare eligible.

Plan Options (Medicare Eligible)

Once again, Maryland trails only Georgia in the number of plans available to
Medicare-eligible retirees. Unlike Maryland, several states reduce the number of plan options
available to Medicare-eligible retirees compared to the number of plans available to those who
retire before they are eligible for Medicare. For instance, Delaware offers five different plans to
retirees who are not eligible for Medicare, but beginning in 2007, it offers only one Medicare
supplement plan and one HMO to Medicare-eligible retirees.

Vesting Period

All states require employees to accrue a minimum number of years of service before they
qualify for retiree health benefits and state subsidies. Maryland’s service requirements are
comparable to those in other AAA-rated states. Certain Maryland retirees are eligible for a
partial, pro-rated subsidy after 5 years of service; most retirees earn a full subsidy for themselves
and their spouses after 16 years of service (Optional Retirement Program retirees must have
25 years of service before qualifying for a spousal subsidy). Until recently, North Carolina had
the most liberal vesting period (5 years) for a full subsidy, but only subsidized retiree premiums
(not spouses). However, North Carolina recently increased its service requirement to 20 years
for new hires. The most stringent service requirements are in Virginia, which requires 15 years
for a partial benefit, and 30 years before earning the full benefit.

State Subsidy

A majority of AAA-rated states (including Maryland) pay a portion of retiree health
benefit premiums. Maryland’s share of retiree health benefit premiums (80 to 85 percent) is
among the highest of its AAA-rated peers. Only Delaware, which offers a 100 percent subsidy
for both retirees and spouses after 20 years of service, has a more generous subsidy, Minnesota
offers no explicit subsidy, and three states (Florida, Virginia, and Utah) provide modest cash
benefits that vary with length of service, which retirees can use toward paying for health
premiums. However, these four states offer implicit subsidies by allowing retirees to pay the
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same group rates as active employees. Otherwise, explicit subsidies in the remaining states
range from 50 to 100 percent of premium costs, often depending on length of service. North
Carolina provides a 100 percent subsidy for retirees, but no subsidy for spouses.

Availability of Prescription and Dental Benefits

Every AAA-rated state except Maryland includes prescription coverage as a component
of their retiree health plans. Therefore, retirees in each of those states enjoy subsidized
prescription benefits only to the extent that the state subsidizes the plan premiums (see previous
section). Maryland allows retirees to elect to purchase prescription coverage as an add-on
benefit; the State subsidizes 80 percent of the premium for retirees who elect that coverage.

Along with South Carolina, Maryland offers the most generous dental benefit to its
retirees. Maryland retirees may elect to purchase dental coverage as an add-on, with the State
paying 80 percent of the premium, which is similar to the dental benefit available to South
Carolina retirees. Five states make dental coverage available to retirees but require the retirees to
pay the full premium. Retirees in these states enjoy an implicit subsidy by paying the same
premiums as active employees. Florida includes dental coverage in its health plans but provides
only modest premium subsidies (as noted above).

Prescription Co-payments

Maryland’s prescription drug co-payments are the lowest among the 10 AAA-rated
states. Maryland retirees pay $5 for a 30-day supply of a generic drug, $15 for a preferred
name-brand drug, and $25 for a name-brand drug that is not on the preferred list. Each of those
co-payments is the lowest among the 10 states in this analysis. By comparison, Georgia has the
highest co-payments ($10, $30, $100, respectively).

OPEB Liabilities

Exhibit 2 presents total and percapita OPEB liabilities for each of the AAA-rated states.
Maryland has the third highest total OPEB liability of the 10 states in this analysis, but the
highest perretiree/spouse liability of all of the states.
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Measures Taken to Address OPEB Liabilities

Maryland has taken several steps to address its OPEB liability. Chapter 355 of 2007
designated Maryland’s Postretirement Health Benefits Trust Fund as a trust fund for the purpose
of pre-funding its OPEB liabilities. In addition, the fiscal 2007 and 2008 budgets, as enacted,
each included $100 million contributions to the Dedicated Purpose Account to begin pre-funding
the State’s OPEB liabilities. Finally, Chapter 433 of 2006 established the Blue Ribbon
Commission to Study Retiree Health Care Funding Options. The commission is charged with
reviewing the health benefits offered by the State to its retirees and identifying potential cost
savings. Pending the commission’s findings, Maryland has not made any changes to its retiree
benefit structure.

Exhibit 3 shows that the responses of other AAA-rated states to their OPEB liabilities
have been mixed. Like Maryland, eight of the remaining nine states have conducted an actuarial
valuation of their OPEB liabilities to gauge the size of their accrued liabilities; only Minnesota
has not. Five of the nine states have established trusts for the purpose of pre-funding their OPEB
liabilities, and two additional states are in the process of establishing those trusts.

Seven of the nine states have joined Maryland in setting aside money in their budgets
toward pre-funding their OPEB liabilities. Of those, three states (Delaware, Utah, and Virginia)
have implemented plans to fully fund their Annual Required Contributions (ARC). Utah is
already paying its full ARC ($48 million annually). Delaware’s plan anticipates fully funding its
ARC in six years, while Virginia’s plan anticipates reaching full funding in five years.

Two states (Utah and North Carolina) have reduced retiree health benefits to lower their
future liabilities. In 2005, Utah began phasing out its subsidy for pre-Medicare retiree health
benefits and replaced that defined benefit program with a defined contribution plan. The
previous program enabled employees who retired before being eligible for Medicare to exchange
eight hours of unused sick leave for one month of extended health coverage for up to five years
or until age 65, whichever came first. Under the new plan, unused sick leave will be converted
to a cash equivalent based on each retiree’s final salary, and the balance will be deposited into a
health savings account. This move eliminates Utah’s future OPEB liabilities, leaving only
$500 million in accrued liabilities to fund.

In 2007, North Carolina raised its vesting period for fully subsidized retiree coverage
from 5 years to 20, but only for new hires. State employees or teachers employed prior to 2007
are still eligible for a 100 percent subsidy of retiree health care premiums if they retire with at
least 5 years of service. Because these changes affect only future hires and not current
employees, North Carolina is lowering its future OPEB liabilities, but has not reduced its current
accrued liabilities,
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Appendix 5

Request By:

The Honorable Edward J. Kasemeyer
301 James Senate Office Building
Annapolis, Maryland 21401-1991

The Honorable Mary-Dulany James
326 Lowe House Office Building
Annapolis, Maryland 21401-1991

Opinion

Opinion by: J. Joseph Curran, Jr., Attorney General; Bonnie A. Kirkland, Assistant Attorney
General; Robert N. McDonald, Chief Counsel, Opinions and Advice

You have asked for our opinion on several issues related to the State's funding of retiree health benefits.
Your questions are prompted by new standards recently adopted by the Government Accounting
Standards Board ("GASB") that affect how a government employer is to account for liabilities related to
employee benefits. In particular, GASB Statement 45 ("GASB 45") requires that a government employer
accrue liabilities associated with the employer's commitment to retiree benefits and recognize them on its
balance sheet.

You have asked:

1. Does the State have a statutory, contractual, or other legal obligation to provide or to continue to
provide health benefits to any of the following groups: current vested retirees receiving health benefits;
employees or former employees that have fully vested with 16 years of creditable service (deferred
vested individuals); current employees with less than 16 years of State service who may vest at a later
date; or future employees?

2. In terms of other states and local governments, particularly with regard to other AAA bond-rated
states, does any relevant case law exist regarding the provision or alteration of retiree health benefits,
and if so, how are these cases distinguishable from the situation in Maryland?

3. Are there any legal distinctions between the contractual rights that exist for pension benefits and
promised retiree health benefits? Specifically, does the fact that the health insurance benefit accrues
over the career of an employee similar to pension benefits create a similar contractual right to those
benefits? Because current case law in Maryland indicates that the contractual right to pension benefits
accrues over the career of an employee, does the fact the health insurance benefits accrue over the
career of an employee result in a similar contractual right to those benefits? Additionally, since case
law indicates that the contractual right to pension benefits is created at the time the employee vests in
the pension system, if there is no contractual right to health insurance benefits, how is vesting for
pension benefits distinguished from vesting for retiree health insurance benefits?

4. Can the State's legal obligations regarding retiree health care for any of the enumerated groups in

© 2008 Matthew Bender & Company, Inc., a member of the LexisNexis Group. All rights reserved. Use of this product is subject to
the restrictions and terms and conditions of the Matthew Bender Master Agreement.
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question one be altered as the result of a collective bargaining agreement entered into by the
Administration and employee representatives?

5. GASB Statement 45 will require the State to report liabilities and obligations for retiree health care
in the same way as pension liability. Does GASB 45 create any legal obligation for the State to treat
promised retiree health benefits the same as promised pension benefits? Additionally, GASB 45
strongly encourages prefunding of retiree health liabilities in the same manner as pensions are
prefunded. If the State were to create a non-revocable trust fund in response to the GASB 45
requirements, does this action create any legal obligation to provide retiree health benefits to any of
the groups enumerated in the first question and if so, at the current level or some other level? Does
this change if the employees are required to make a contribution towards retiree health care similar to
the employee pension contribution?

Our answers to your questions are explained below. In summary, it is our opinion that:

1. The State currently has a statutory obligation to provide health care benefits to certain retirees;
however, the statute does not create a contractual obligation and the General Assembly remains free
to amend the law that provides such benefits. Although the General Assembly may choose to confer a
vested right in retiree health care benefits, it has not done so. Even a contractual right to health care
benefits would be subject to modification if reasonable and necessary to serve an important public
purpose.

2. With respect to other states that, like Maryland, enjoy the highest credit rating from the bond rating
agencies, we found no relevant case law. There are cases in other states that have reached various
conclusions; some of those decisions recognize a contractual obligation to provide health care
benefits to retirees. However, those cases are of limited value in construing Maryland law as they are
based on the particular state constitution, statute, collective bargaining agreement, or other
circumstances peculiar to the case.

3. In contrast to retiree health care benefits, pension benefits are contractual in nature. The statutes
creating the various retirement systems explicitly vest certain rights in retirees with respect to the type
and level of benefits, while the statute concerning retiree health care benefits does not. Prior opinions
of this Office and court decisions confirm that the pension benefits are a contractual obligation. The
fact that the amount of a retiree's subsidy for health care benefits may be related to length of State
service does not alter this essential distinction.

4. Collective bargaining negotiations could result in changes in the State's legal obligations concerning
retiree health benefits, but only if the General Assembly specifically adopted those changes.

5. GASB 45, as an accounting standard issued by a private entity, does not itself impose any legal
obligation on the State concerning the level or funding of retiree health care benefits. Nor does it
express a preference for or prescribe the timing or the method of financing retiree health care
benefits. The creation of an irrevocable trust to fund retiree health care benefits could be part of a
contractual undertaking of the State to provide those benefits. If the trust fund consisted in part of
employee contributions, there may be a stronger argument that the State had undertaken to devote
the funds in the trust to retiree health care benefits.

|
Background
A. Retiree Health Care Benefits
1. State Employee and Retiree Health and Welfare Benefits Program
The General Assembly has provided for health care benefits for retired public employees in Maryland
as part of the State Employee and Retiree Health and Welfare Benefits Program ("Program").

© 2008 Matthew Bender & Company, Inc., a member of the LexisNexis Group. All rights reserved. Use of this product is subject to
the restrictions and terms and conditions of the Matthew Bender Master Agreement.
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Annotated Code of Maryland, State Personnel and Pensions Article ("SPP"), § 2-501 ef seq. The
Program is to be available to employees in all units of State government, including units with
independent personnel systems. SPP § 2-502(b) .

The Department of Budget and Management ("DBM") is charged with administration of the Program.
SPP §§ 2-502 , 2-503 . The Legislature has given the Secretary of DBM broad discretion to design the
type and level of benefits available through the Program. SPP § 2-503(b) ("the Secretary may arrange
as the Secretary considers appropriate any benefit option . . ."). In exercising that discretion, the
Secretary may consider recommendations from the Health Insurance Advisory Council, an advisory
body consisting of representatives of various State entities, employee organizations, and the public.
SPP §§ 2-505 , 2-506 , COMAR 17.04.13.02 .1 The Secretary also is to specify by regulation the
eligibility of various categories of employees for the Program and the extent of any State subsidy
provided in connection with the Program. SPP § 2-503(c) .2 The Secretary has adopted regulations
specifying the eligibility standards for benefits, among other things. COMAR 17.04.13 .

On an annual basis, the Secretary is to recommend to the Governor the State's share of costs of the
Program for inclusion in the State Budget. SPP §§ 2-503(a)(3) , 2-504 . Finally, the Secretary is
charged with ensuring that the Program complies with federal and State laws governing employee
benefit plans. SPP § 2-503(a)(2) .

During its past two sessions, the General Assembly limited the Secretary's discretion in some
respects. In 2004, in the wake of federal legislation that created prescription drug coverage under
Medicare Part D, it directed that the Program is to include a prescription drug benefit plan, although it
did not specify any particular elements of that plan. Chapter 296, Laws of Maryland 2004, codified ai
SPP § 2-509.1 .3 In 2005, the Legislature gave the Secretary specific criteria for designing the
Program for fiscal years 2006 and 2007. Chapter 444, § 7, Laws of Maryland 2005. In particular, the
Legislature directed that the Program provide "the same health insurance benefits options,
prescription drug benefits options, co-premiums and co-payments” as were provided by the Program
on January 1, 2005. SPP § 2-502(c) . That legislation also limited the increase in a participant's share
of premiums in the point-of-service health plan and specified certain parameters for pharmaceutical
benefits.4

In 2005, the General Assembly also created a special fund called the State Employees and Retirees
Health and Welfare Benefits Fund to help finance health care benefits. Chapter 444, § 1, Laws of
Maryland 2005, codified at SPP § 2-516 . This fund is to consist of moneys appropriated for the fund
or authorized to be transferred to it in the State budget. SPP § 2-516{(c)(2) . For fiscal years 2006 and
2007, any federal subsidy received with respect to Medicare Part D also is to be deposited in the fund.
SPP § 2-516(c)(1) .5 Moneys in the fund are to be retained in reserve and used only to fund the
Program pursuant to budget amendment. SPP § 2-516(d) .

2. Provisions Related to Retiree Benefits

The statute governing the Program provides that certain categories of retirees "may enroll and
participate in the health insurance benefit options established under the Program." SPP § 2-508(b)(1)
.6 While the General Assembly has accorded the Secretary of DBM considerable discretion in
designing the Program, it has established certain criteria for the participation of retirees in the
Program that relate to the length and dates of State service. Id. Further, a retiree who chooses to
participate in the Program is entitied to a State subsidy of the benefits if the retiree has five or more
years of "creditable service."7 SPP § 2-508(c) . The amount of the subsidy increases with each
additional year of creditable service up to 16 years, when it is to equal the subsidy provided to current
employees. /d. A retiree who receives a disability retirement allowance is also entitled to a subsidy
equal to that of a current employee. SPP § 2-508(c)(1) ; COMAR 17.04.13.05A(5) . In addition, under
the DBM regulations, a retiree who retired prior to July 1, 1984,8 and an individual who receives a
special death benefit under the State Police Retirement System9 are also entitled to equivalent
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subsidies. COMAR 17.04.13.05A(1) , (6).

If a retiree is eligible for Medicare Parts A and B, the benefits are converted to a Medicare
Supplemental Program; any benefits provided by that program are reduced by the amount that would
be provided by Medicare, regardless of whether the retiree has actually enrolled in Medicare. COMAR
17.04.13.08 . As noted above, since 2004, the Legislature has also directed that "the State shall
continue to include a prescription drug benefit plan in the health insurance benefit options established
under the Program and available to retirees . . . notwithstanding the enactment of [Medicare Part D] or
any other federal law permitting states to discontinue prescription drug benefit plans to retirees of a
state." SPP § 2-509.1 .

The State currently finances retiree health care benefits in the same way as employee benefits --
through the annual budget process. See SPP § 2-504 ; Joint Committee on Pensions, 2004 Interim
Report, Report on State's Unfunded Retiree Healthcare Liability, pp. 178-79. Recently, the Legislature
created the Postretirement Health Benefits Trust Fund ("Trust Fund") to assist in the future financing
of the retiree health insurance subsidy provided by the Program. Chapter 466, Laws of Maryland
2004, codified at SPP § 34-101 . The Trust Fund is to consist of any federal moneys received by the
State as a result of the Medicare Part D program or any similar federal subsidy related to the State's
prescription drug program for fiscal year 2008 and later. SPP § 34-101(d) . Any moneys deposited in
the Trust Fund are to accumulate and no payments may be made until after fiscal year 2017. SPP §
34-101(g) . Thereafter, moneys from the Trust Fund are to be transferred to the State's general fund
on an annual basis to help finance the subsidy for retiree health care benefits according to a formula.
SPP § 34-101(h) .10 If the State discontinues that subsidy, any moneys in the Trust Fund are to be
transferred to the general fund. SPP § 34-101(i) .

B. GASB 45

GASB was created in 1984 by the Financial Accounting Foundation to establish and improve
standards for financial accounting and reporting for state and local government entities. See Facts
About GASB, <<www.gasb.org/facts/mission.htmi>. As an independent, not-for-profit, private
organization, it has no power to impose its standards on government entities. However, GASB
standards are considered part of generally accepted accounting principles (GAAP).11 Government
auditors and other oversight officials, as well as the municipal bond industry and other users of
government accounting and financial reports, look to compliance with GASB standards as a
benchmark for financial reporting. GASB describes its authority as follows:

The GASB is not a federal agency. The federal government does not fund GASB, and its
standards are not federal laws or rules. The GASB does not have enforcement authority to require
governments to comply with its standards. However, compliance with the GASB's standards is
enforced through the audit process, when auditors render opinions on the fairness of
presentations to conformity with GAAP, and through the laws of individual states, many of which
require local governments to prepare GAAP basis financial statements. In addition, the municipal
bond industry prefers that governments issuing debt prepare their financial statements on a GAAP
basis.

GASB, GASB at a Glance, Question 8.

In 2004, GASB issued Accounting and Financial Reporting by Employers for Postretirement Benefits
Other than Pensions, Statement on Governmental Accounting Standards No. 45 (2004). GASB 45
applies to government employers who provide post employment benefits in addition to pensions --
referred to as Other Post Employment Benefits or "OPEB." OPEB includes health care benefits, and
also may include other benefits provided separately from pension benefits. GASB, Summary of
Statement 45 (June 2004), <<www.gasb.org/st/index.html>. Under the theory that OPEB are part of
the compensation earned by employees for services rendered, benefits are earned and employers
incur a cost for those benefits as services are rendered. Id. GASB 45 requires that the liability for such
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obligations be accrued to provide a more accurate accounting of the cost of OPEB at the time
services are performed. /d. GASB 45 provides for implementation of the standard by a government
entity such as the State in fiscal year 2008.12

To comply with GASB 45, a government employer will have to report OPEB costs on an accrual basis.
In order to do that, it will have to obtain an actuarial valuation of OPEB costs. Such a valuation
involves a projection of future cash outlays for benefits, based on various assumptions, the
discounting of those outlays to a current present value, and the amortization of that sum over a period
that approximates the anticipated years of the average worker's employment. The result is referred to
as the government employer's "annual required contribution” or "ARC". The ARC should be sufficient
to fund the benefits expected to be earned in the future, as well as to amortize unfunded benefits
attributed to the past. GASB, Guide to Implementation of GASB Statements 43 and 45 on Other
Postemployment Benefits, p. 29.

GASB believes that this method of reporting will provide "more accurate information about the fotal
cost of the services that a government provides . . . " GASB, GASB Statement 45 on OPEB by
Governments -- A Few Basic Questions and Answers, p.1 (emphasis in original). In addition, it will
make clear whether a government has covered its OPEB cost for the year; to the extent that a
government chooses to defer that cost, "the higher will be (a) its unfunded actuarial accrued liability
and (b) the cash flow demands on the government and its tax or rate payers in future years." /d.

C. Task Force and Valuation Study

During its most recent session, the Legislature created the Task Force to Study Retiree Health Care
Funding Options, which you co-chair. Chapter 298, Laws of Maryland 2005. We understand that, in
accordance with the 2005 legislation, the Task Force commissioned through DBM an actuarial study
of the State's OPEB obligation in connection with the Program. See Aon Consulting, State of Maryland
Postemployment Benefits other than Pension Actuarial Valuation (October 2005). That study analyzed
data provided by the State and, based upon the consultant's understanding of the GASB standards,
concluded that the ARC for the State's Fiscal Year 2006 would be $ 1.959 billion if GASB 45 were
currently in effect. /d., p.6.

Il
Analysis
A. The State's Legal Obligation to Provide Retiree Health Care Benefits

You ask whether the State has "a statutory, contractual, or other legal obligation" to provide health
care benefits to current retirees and several different categories of future retirees. We address this
question with respect to benefits provided under the Program, which were the subject of the recent
valuation study.

1. Statutory Obligation

As outlined above, State law currently requires the Secretary of DBM to administer the Program for
the benefit of retirees, as well as current employees. The statute does not specify the type or level of
benefits that the State is to provide, but delegates that determination to the Secretary, except in two
respects. First, the Legislature has required the Secretary to include the same benefit options for fiscal
years 2006 and 2007 as were part of the Program on January 1, 2005. Second, there must be a
prescription benefit plan as part of the Program, although the Legislature has not specified any
particular elements of that plan except for fiscal years 2006 and 2007.

While the statute provides for a State subsidy of the costs of the Program -- a subsidy that is to be
pro-rated for most employees who retire after July 1, 1984 -- it does not set the level of the State
subsidy of these benefits. Rather, it contemplates that the Secretary, with the advice of the Health
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Insurance Advisory Council, will make an annual recommendation to the Governor as to the extent of
the State subsidy of those benefits and, accordingly, the amount to be dedicated to that purpose in the
State budget. However, the 2005 legislation did place some constraints on the Governor's discretion
in this area,13 as it required the provision of certain benefit options and set a cap on the increase of
the employee or retiree share of some premiums for fiscal years 2006 and 2007. See SPP §
2-502(c)(2) .

In sum, at present, the State has a general statutory obligation to make available health care benefits
for certain retirees and to provide a partial subsidy of those benefits as specified in statute and
regulation. The Secretary of DBM and the Governor enjoy relatively unfettered discretion to set benefit
and subsidy levels in the proposed budget submitted to the General Assembly for fiscal years
subsequent to 2007. While the Legislature may under the State Constitution mandate the inclusion of
particular expenditures in the State budget under certain conditions, it has generally not done so with
respect to the Program.14

Of course, in general, a statute may be amended by the General Assembly. Thus, the General
Assembly could alter this statutory obligation at any time, unless there were a constitutional limitation
on the Legislature's power to do so. The federal Constitution would limit alteration of the Program by
the General Assembly if the amendment of the statute was a "law impairing the obligation of
contracts." See United States Constitution, Article |, § 10, cl. 1 ("Contract Clause").

2. Contract Clause Analysis

To assess whether a legislative action impairs contract rights, the first question is whether a
contractual obligation exists. There is a strong presumption that statutes do not create contractual
rights. Nat'! R. Passenger Corp. v. Atchison, Topeka & Santa Fe. R. Co., 470 U.S. 451, 465-66
(1985). "The principal function of a legislature is not to make contracts, but to make laws that establish
the policy of the state." /d. In determining whether a statute creates a contractual obligation, there
must be "an adequate expression of an actual intent" of the state to bind itself. /d. at 466-67. Thus, "a
statute is itself treated as a contract when the language and circumstances evince a legislative intent
to create private rights of a contractual nature enforceable against the State." United States Trust Co.
v. New Jersey, 431 U.S. 1, 17 n.14 (1977). This power is subject to the proviso, under what is known
as the reserved powers doctrine, that a state cannot enter into a contract that "surrenders an essential
attribute of its sovereignty." Id. at 23.

If there is a contract, the next question is whether the State's action impairs private rights under the
contract. United States Trust Co., 431 U.S. at 19-21. Even if it does, it may not violate the federal
Constitution, as not every impairment by a state of its contractual obligations is prohibited by the
Contract Clause. Not all impairments of contractual obligations are unconstitutional; an impairment is
constitutional if it is reasonable and necessary to serve an important public purpose. fd. at 21-26. In
that regard, the courts accord a degree of deference to a legislative judgment of reasonableness and
necessity. See Baltimore Teachers Union v. Mayor and City Council of Baltimore, 6 F.3d 1012, 1019
n.10, 1022 (4th Cir. 1993), cert. denied, 510 U.S. 1141 (1994); Maryland State Teachers Association,
Inc. v. Hughes, 594 F.Supp. 1353, 1360-62 (D.Md. 1984), aff'd, No. 84-2213 (4th Cir. 1985), cert.
denied, 475 U.S. 1140 (1986); 68 Opinions of the Attorney General 366 (1983).

In Hughes, the federal district court applied the analysis outlined above and concluded that State
legislation reforming the State pension faw did not amount to an unconstitutional impairment of
contractual rights. In that case, State employee groups challenged the 1984 Pension Reform Law
arguing that it unconstitutionally impaired contract rights conferred by a 1979 pension law. The court
assumed, without deciding, that the 1979 law created a contractual right to certain pension benefits.
594 F.Supp. at 1362-63. Even under that assumption, the court found that the State retained the
power to amend or alter the contract to enhance the actuarial soundness of the plan. /d. The court
then turned to the question of impairment. It first concluded that the 1984 law did not deny vested or
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earned pension rights retroactively and allowed employees to protect pension benefits earned up to
the effective date of the law by selecting a particular option from the "menu" offered by the 1984 law.
ld. at 1363-64. Relying on City of Frederick v. Quinn, 35 Md. App. 626, 371 A.2d 724 (1977} 15 and a
prior opinion of this Office, the court held that "Maryland law would not extend unalterable contract
protection against change in pension benefits which were to be earned on a pro rata basis by
employment service in the future." /d.

Finally, the court held that, to the extent that the 1984 law did in fact impair any contract right, it was
supported by "an important and legitimate public purpose" -- i.e., protecting the soundness of the
retirement system that had been created by the 1979 legislation. 594 F.Supp. at 1364-70. The court
found that the 1984 law was a reasonable and necessary response to problems that had surfaced
since 1979. Accordingly, the 1984 law did not violate the Contract Clause of the federal Constitution,
regardless of whether it had impaired a contractual obligation of the State. /d. The court deferred to
the General Assembly's judgment in determining how best to preserve the stability of the State
pension systems. See also 76 Opinions of the Attorney General 351, 354-56 (1991)(applying analysis
described in Hughes and concluding that proposed legislation imposing benefits limits in order to allow
the pension system to retain tax-qualified status with the IRS did not violate Contract Clause).

3. Whether the Health Benefits Statute Creates a Contractual Obligation

As noted above, there is a presumption that statutes do not create contractual rights unless there is a
clear legislative intent to do so. The State statute that extends employee health benefits to certain
classes of retirees does not expressly create a contractual right. Apart from certain provisions relating
to fiscal years 2006 and 2007, it does not purport to promise any particular level of benefits or subsidy
to employees. The benefits and subsidy made available to retirees are keyed to those to which current
employees are entitled.16 The statute does not appear to confer any greater right to benefits and a
State subsidy to retirees. Nor is there any clear and express language that vests retirees with benefits.
We are not aware of any Maryland cases that hold that State retiree health care benefits authorized by
statute generally are a contractual right.

Thus, in our view, there is no contractual right to retiree health care benefits that could be impaired if
the General Assembly were to amend the statute to change the level of benefits or subsidy or were to
continue to leave the extent of benefits to the Secretary's and Governor's discretion.17 On the other
hand, the General Assembly could confer a contractual right to health care benefits by enacting
legislation to that effect, if it chose to do so. However, such a commitment would be subject to
modification in the future by the General Assembly under the standards set forth in Hughes and other
cases construing the Contract Clause.

B. Case Law in Other States Concerning Retiree Health Care Benefits

You have asked whether there is any case law concerning alteration of retiree health care benefits,
particularly in other states whose bonds have received the highest rating from the rating agencies. We
are not aware of any case law that construes or applies GASB 45 -- which is not surprising, as GASB
45 was only recently issued. Nor are we aware of any case law concerning the alteration of retiree
health care benefits in other states whose bonds have been given the highest rating by the bond rating
agencies.18

Courts in other states have rendered opinions concerning the alteration of health care benefits of
retired public employees. Most of those opinions are of limited value in answering the questions you
have raised, as they construe state constitutional provisions, statutes, or contracts peculiar to the
particular state.

Some courts have looked to the Employment Retirement Income Security Act of 1974 ("ERISA"), 29
U.S.C. § 1001 et seq., for guidance. ERISA, which applies to private employers,19 distinguishes
pension plans from "welfare benefit plans” (defined to include retiree health insurance benefits). 29
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U.S.C. § 1002 (1), 2(a). In particular, it excepts welfare benefit plans from its vesting requirements. 29
U.S.C. § 1051 (1). The exclusion of welfare benefit plans from the ERISA vesting requirement has
been attributed to the fluctuating and unpredictable nature of the costs of such plans:

Actuarial decisions concerning fixed annuities are based on fairly stable data, and vesting is
appropriate. In contrast, medical insurance must take account of inflation, changes in medical
practice and technology, and increases in costs of treatment independent of inflation. These
unstable variables prevent accurate predictions of future needs and costs.

Moore v. Metropolitan Life Ins. Co., 856 F.2d 488, 492 (2d Cir. 1988). Under ERISA, an employer
may voluntarily create a vested right in retiree health care benefits.20

In Davis v. Wilson County, 70 S.W.3d 724 (Tenn.S. Ct. 2002), the Tennessee Supreme Court relied
on an analogy to ERISA to hold that employees do not automatically have a vested interest in welfare
plan benefits -- such as retiree health care benefits. Rather there must be "clear and express
language" indicating an intent to confer a vested benefit. 70 S.W.3d at 727-28. In the case before it,
the court found no evidence of such intent.

Similarly, in Colorado Springs Fire Fighters Ass'n v. City of Colorado Springs, 784 P.2d 766 (Colo.S.
Ct. 1989) (en banc), plaintiffs argued that a 1966 municipal ordinance that provided for full payment of
retiree health insurance costs amounted to a "contractual, quasi-pension benefit" and that a
subsequent ordinance reducing that benefit was an unconstitutional impairment of contract rights.
However, in concluding that the program was not a "pension benefit", the Colorado Supreme Court
found that the municipal program was similar to a state retiree health benefit program, under which
the amount of the health benefit premium subsidy was determined on an annual basis, the cost and
design of the program was subject to change, and employee participation was optional. 784 P.2d at
771. The court also drew an analogy to ERISA's exclusion of welfare plan benefits, such as health
insurance, from mandatory vesting. /d. at 772. The court held that the municipal ordinance did not
otherwise create an enforceable contract because, among other things, it did not address the level of
benefits.

Without making an explicit analogy to ERISA, some courts have looked to the use of elective
language in a statute conferring health care benefits and the unpredictable costs of such benefits to
conclude that a legislature did not intend a contractual obligation. For example, Bernstein v.
Commonwealth, 617 A.2d 55 (Pa. Cmwilth. 1992), involved an interpretation of a Pennsylvania statute
that provided for an "election” by retirees of State health care coverage. The case arose after
Pennsylvania changed the health care options for its retirees to eliminate coverage duplicative of
Medicare Part B. Some retirees challenged this change in benefits, arguing that it amounted to an
unconstitutional impairment of their contract rights. The court held that the statutory language merely
gave a retiree an option to participate in the employee health coverage. It also concluded that the
state legislature, recognizing the practical reality of fluctuating health care costs, had not committed
the state to any particular plan. The court noted that the amount of the state share of the costs of the
health insurance program had changed over the period that the plaintiffs had been active employees,
thus undermining any contention that they had an expectation of a particular level of benefits upon
retirement. 617 A.2d at 59-60. But see Thorning v. Hollister School District, 15 Cal.Rptr.2d 91, 94-95
(Ct.App. 1893) (although both statute allowing for retiree health care benefits and local policy under
that statute were phrased in elective language, retired school board members who had elected those
benefits had vested right because elements of compensation for elected officers became contractually
vested upon acceptance of employment).

Several states have constitutional provisions that protect the "accrued" benefits of retirees. However,
courts have reached differing conclusions about whether health care benefits fall within that category.
In Duncan v. Retired Public Employees of Alaska, Inc., 71 P.3d 882 (Ak. S. Ct. 2003), the Alaska
Supreme Court held that health insurance benefits were part of the "accrued benefits" of the state
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employee retirement systems. Accordingly, they were subject to a state constitutional provision that
specifically prohibited the diminishment or impairment of such benefits. However, the court held that
the prohibition did not prevent the state from modifying retiree health care benefits so long as the
modifications were reasonable and any disadvantageous changes were offset by beneficial changes
from a group perspective.21

Like Alaska, Michigan also has a provision in its state constitution that protects "accrued financial
benefits" of public employees from impairment or diminishment. In Studier v. Michigan Public School
Employees' Retirement Board, 698 N.W.2d 350 (Mich.S. Ct. 2005), the Michigan Supreme Court held
that the phrase did not encompass retiree health care benefits.22 In addition, the court also held that
the statute creating retiree health care benefits did not establish a contractual obligation and that
modification of the prescription drug benefits -- increasing co-payments and implementing monetary
incentives to encourage the choice of formulary drugs -- would not implicate the contract clauses of
the state or federal constitutions. Rather, the court found that the Michigan legislature had simply
made a policy decision that there would be a subsidy for a retiree who chose to participate in whatever
plan the state authorized; the statute did not require that any particular plan be developed or that the
plan could not be later amended. /d. at 363-64.

Some court decisions relate to the public collective bargaining law of the particular state, as well as
particular collective bargaining contracts. In Poole v. City of Waterbury, 831 A.2d 211 (Conn.S. Ct.
2003), a city confronted with a financial crisis entered into a new collective bargaining agreement that
replaced a prior indemnity plan for employee and retiree health care benefits with a managed care
plan. Retired municipal firefighters challenged that modification, arguing that they had a vested right in
the medical benefits provided by the collective bargaining agreement with the city at the time of
retirement. In construing ambiguous language in particular collective bargaining contracts, the
Connecticut Supreme Court held that, although the plaintiffs had a vested right to retiree medical
benefits generally, they did not have a vested right in the particular menu of benefits provided in an
expired collective bargaining agreement. 831 A.2d at 231-32. Rather, the court would look to whether
the benefits provided to retirees were "reasanably commensurate" with the benefits afforded by an
agreement, when viewing the group of retirees as a whole. 831 A.2d at 234, In discussing whether
there should be a presumption in favor of vesting of retiree health care benefits, the court contrasted
the inability to predict or control health insurance costs with the more predictable nature of pension
benefits. /d. at 223. The court also noted that it would be "counter to all of the parties' interests" to
construe the collective bargaining agreements to freeze benefits in the exact plan provided at the time
of retirement. /d. at 233.

On the other hand, in Roth v. City of Glendale, 614 N.W.2d 467 (Wis.S. Ct. 2000), the Wisconsin
Supreme Court interpreted a series of limited term collective bargaining agreements between a city
and union that included provisions for subsidizing retiree health care benefits and adopted a
presumption that such benefits vest unless the language of the contract provided otherwise. The
Court treated those benefits as part of the package of retirement benefits that ordinarily last beyond
the life of the contract, in the absence of contract language or extrinsic evidence demonstrating a
contrary intention. /d. at 471-74.

As this brief summary of case law in other jurisdictions illustrates, there is no consensus in the courts
that retiree health care benefits are a vested or contractual right. The cases concerning public
employees in other jurisdictions reach various conclusions, depending on the particular constitutional
provisions, statutes, or collective bargaining agreements that govern the benefits at issue.

C. Distinction Between Pension Benefits and Health Care Benefits

You have asked whether there are legal distinctions between a retiree's right to pension benefits and
to health care benefits. A key distinction is that retirees have a contractual right to pension benefits,
but not to health benefits. This distinction is borne out in @ number of ways.
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Pension statutes refer to membership in the pension system as a "condition of employment." See,
e.g., SPP §§ 23-203 (Employees' Pension System), 23-208 (Teachers' Pension System),
22-202(a)(Employees' Retirement System), 22-206(a)(Teachers’ Retirement System), 24-202 (State
Police Retirement System), 25-202 (Correctional Officers' Retirement System). Citing similar
language in a prior version of the State retirement law, Attorney General Sachs concluded that the law
created a contractual obligation, although benefits were subject to reasonable modification by the
General Assembly for the purpose of maintaining the financial flexibility and integrity of the retirement
systems. 68 Opinions of the Attorney General 366 (1983);23 see also 61 Opinions of the Attorney
General 748, 747-51 (1976)(concluding that earlier version of pension law demonstrated intent to
create contractual rights).

The retirement law specifically refers to the "vesting” of pension benefits. See, e.g., SPP § 20-101(tt)
(definition of "vested allowance"); § 21-112(2)(ii)(members of retirement systems entitled to annual
report showing "vested benefits"); § 22-213 (transfer of vested rights between systems); § 23-501
(continuation of benefits for "former vested members"); §§ 29-302, 29-303 (computation of vested
allowance); §§ 29-304, 29-305 (immediate vesting for heads of units and other officials). In addition,
the State retirement law explicitly guarantees the payment of retirement allowances and other benefits
provided by the pension laws. SPP § 21-302 . The statute provides that "the following are obligations
of the State™

(1) the payment of all allowances and other benefits payable under . . . [the State pension laws];

)
(2) the creation and maintenance of reserves in the accumulation funds of the several systems;
(3) the crediting of regular interest to the annuity savings funds of the several systems; and

)

(4) the payment of expenses for administration and operation of the several systems.
SPP § 21-302(a) .24

Maryland courts have adopted the view that government pension plans are contractual in nature, "but
under certain circumstances the government may unilaterally modify them seo long as any changes do
not adversely alter the benefits, or if the benefits are adversely altered, they are replaced with
comparable benefits." Davis v. City of Annapolis, 98 Md. App. 707, 715, 635 A.2d 36 (1994) (Cathell,
J.)(police officer entitled to disability pension benefits under the statute in effect at the time of injury).
See also Board of Trustees of Employees' Retirement System v. Mayor and City Council of Baltimore
City, 317 Md. 72, 100, 562 A.2d 720 (1989), cert. denied, 493 U.S. 1093 (1990) ("There is no doubt
that, by establishing the pension systems, the City imposed contractual obligations on itself");
Quesenberry v. Washington Sububran Sanitary Commission, 311 Md. 417, 423, 535 A.2d 481 (1988)
(stating that rights conferred by a public pension plan are contractual in nature, although they may be
modified by unilateral action of the employer in certain circumstances); City of Frederick v. Quinn, 35
Md. App. 626, 629-31, 371 A.2d 724 (1977) (holding that government pensions are "more contractual
than gratuitous" and citing a "reserved legislative power" to make reasonable modifications in a
pension plan).25 Courts in other states have also concluded that state and local governments have
undertaken contractual obligations in creating pension plans. See 16B Am.Jur.2d, Constitutional Law,
§721.

By contrast, as noted above, retirees do not have a contractual right to health care benefits. SPP §
2-508 , in providing retiree health care benefits, neither states that a retiree "vests" in Program or
subsidy eligibility, nor characterizes any portion of the Program as an "obligation of the State" to
retirees. Rather, there is a statutory right, the delineation of which has been largely delegated to the
Secretary of DBM and the Governor, and which is subject to change by the General Assembly.

The distinction between pension benefits and health care benefits is also borne out by the method of
funding chosen by the Legislature. The State retirement law provides for advance funding of pension
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benefits with government and employee contributions and creates specific funds for each of the
State's retirement systems. SPP § 21-301 et seq. By contrast, with limited exceptions, the funding of
the subsidy of benefits in the Program is left to the judgment of the Secretary of DBM and the
Governor in devising an amount to include in the proposed budget. SPP § 2-503(a)(3) . There is no
suggestion that this estimate must satisfy a pre-existing obligation.

It is true that the Legislature has created two special funds to help finance retiree health care benefits
in the future. SPP §§ 2-516 (State Employees and Retirees Health and Welfare Benefits Fund);
34-101 (Postretirement Health Benefits Trust Fund). However, the first fund is specifically identified as
a "special reserve fund . . . to retain certain State revenues and State general and special funds for
the purpose of funding the [Program]." SPP § 2-516(b)(1) . This reserve fund would help finance
health care benefits of current employees, as well as retirees. The statute establishing the reserve
fund does not create any specific obligation to retirees.

In addition, when it created the second fund -- the Trust Fund -- the Legislature did not commit to
provide health care benefits to retirees. The implementing law for the Trust Fund provides that, "if for
any reason the State discontinues the postretirement health insurance subsidy specified in [ SPP §
2-508 ], the assets of the [Fund] shall be transferred to the General Fund." SPP § 34-101(i) . This
provision recognizes the possibility that the subsidy for retiree health care benefits could be eliminated
in the future; in that event, retirees would have no special claim on the moneys in the Trust Fund,
indicating that the Legislature did not intend to create a contractual obligation to retirees in creating the
Trust Fund.

The General Assembly has specifically distinguished health care benefits from pension benefits. The
statute that establishes the Program, including health care benefits, states that the Program "may not
contain any of the benefits provided under Division Il . . ." -- i.e., pension benefits. SPP § 2-502(b)(2) .

Finally, consistent with the statutory provisions, the materials published to employees and retirees
concerning health care benefits have explicitly disclaimed any intention to create a contractual
obligation to provide health care benefits. The booklet that summarizes State benefits for employee
and retirees prominently states, on its inside cover: "This Book is Not a Contract." DBM, Summary of
Benefits for Active & Retired Employees (July 1, 2005 -- June 30, 2006). Similarly, the summary of
health insurance benefits published by the State Retirement Agency states:

Membership in the State Health Program does not constitute a contract. The provisions of the
program are subject to annual review and modification. Costs may vary each year.

State Retirement Agency, Benefits Handbook for the Employees and Teachers Pension Systems
(Rev. July 2004), p.46; see also id., p.47 (disclaimer paragraph concerning retiree health benefits
entitled "This is Not a Contract")

You note that the State subsidy of health care benefits provided to retirees under SPP § 2-508
increases to a certain extent with the length of service of the retiree. You ask whether the relation of
the subsidy to length of service results in a contractual obligation. It is true that the statute does not
provide all retirees with the same subsidy as current employees, but allocates the amount of the State
subsidy to a retiree in relation to some extent to the individual’s years of service. In doing so, the
statute incorporates the concept of "creditable service" and certain time periods from the pension
statutes. However, they are used in SPP § 2-508 to compute a particular retiree's share of whatever
subsidy is provided to current employees under the Program, not to set a particular benefit or subsidy
level.26 In our view, this does not change the nature of the benefits provided. As noted above, the
statute generally does not establish any particular level of benefits or subsidy and, indeed,
contemplates that they will ordinarily depend on annual budget decisions.

In summary, while pension benefits under the State retirement law may be considered a contractual
obligation of the State, retiree health care benefits provided through the Program are not. Cf. 78
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Opinions of the Attorney General 296 (1993)(distinguishing group health insurance benefits from

pension benefits for purposes of the prohibition against in-term increases in "compensation" in Article
11, § 35, of the State Constitution).

D. Effect of Collective Bargaining Agreements on Retiree Health Care Benefits

You have asked whether the State's legal obligations regarding retiree health care benefits can be
altered as a result of a collective bargaining agreement between the Administration and employee
organizations. The short answer is that a collective bargaining agreement can affect retiree health
care benefits, but only if the change is adopted by the General Assembly.27

The State collective bargaining law sanctions collective bargaining for many, but not all, employees of
the executive branch. SPP § 3-101 et seq. The statute contemplates that representatives of the State
will negotiate with the exclusive representatives of various categories of employees. SPP § 3-501 .
The negotiations are to include "all matters relating to wages, hours, and other terms and conditions of
employment." SPP § 3-502 . Any agreement resulting from the negotiations is to be incorporated in a
memorandum of understanding ("MOU"). An MOU is not effective unless it is ratified by the Governor,
as well as a majority of votes cast by employees in the bargaining unit. SPP § 3-601(c) ; see also
Ehrlich v. Maryland State Employees Union, 382 Md. 597, 856 A.2d 669 (2004). 28

The statute contemplates that Governor will include any additional costs resulting from a ratified MOU
in the proposed budget for the relevant departments. SPP § 3-501(c)(2)(ii) .29 Pursuant to the State
Constitution, the General Assembly remains free to reduce or strike those appropriations when it
considers the Governor's proposed budget. Maryland Constitution, Article IIl, § 52(6). In addition, to
the extent that negotiations result in an MOU that has terms inconsistent with current law, those terms
become effective only if the General Assembly amends the applicable law. SPP § 3-502(c) .

In our view, retiree health care benefits would be encompassed within "wages, hours, and other terms
and conditions of employment" and thus can be a subject of collective bargaining under the State
collective bargaining law. The Administration could negotiate with employee representatives
concerning the types and level of health care benefits to be included in the Program designed by the
Secretary for employees and, by operation of SPP § 2-508 , certain classes of retirees. However, the
costs associated with any such agreement would be subject to reduction or elimination as part of the
General Assembly's budget process. In addition, to the extent that the MOU embodied an agreement
for retiree health care benefits different from those in current law, the change could not become
effective until the General Assembly amended the law.

Thus, a collectively bargained MOU could only change the nature of retiree health care benefits if the
General Assembly incorporated that change in the law.30 As we understand it, none of the collective
bargaining MOUs to date between the State and recognized representatives have specifically
addressed the subject of retiree health care benefits. To the extent that MOUs have referred to
employee health care benefits, they have not deviated from the existing statutory provisions.

E. GASB 45 and the Use of a Trust to Fund Benefits
Finally, you ask several questions related to the creation of a trust to fund retiree health care benefits.
1. Whether GASB 45 Creates Legal Obligations

You ask whether GASB 45 creates any legal obligations for the State to treat retiree health care
benefits in the same manner as pension benefits. As noted above, GASB is a private organization that
develops accounting standards. It has no authority to impose legal obligations on the State and does
not purport to do so. Moreover, GASB 45 itself was not intended to mandate any particular level of
benefits or method of financing those benefits. GASB has explained:

Q -- Does Statement 45 require that an employer change its method of financing OPEB . . . to
begin paying the ARC or otherwise accumulate plan net assets in order to fund the actuarially
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accrued benefits in some manner?

A -- No. Statement 45 establishes standards for an employer's accounting and financial reporting
of OPEB. The ARC is used in the measurement of . . . OPEB expense . . .

See GASB, Guide to Implementation of GASB Statements 43 and 45 on Other Postemployment
Benefits, p. 30 (emphasis in original). Accordingly, GASB 45 imposes no legal obligations on the
State with respect to the level or types of health care benefits accorded to retirees or the financing
of those benefits. 31

2. Effect of Creation of Irrevocable Trust

Under GASB 45, assets transferred to an irrevocable trust "or equivalent arrangement” that dedicates
those assets to the financing of retiree health care benefits and protects them from the employer's
creditors are considered a payment in relation to the employer's ARC. (Other payments in relation to
the ARC include funds actually paid for health benefits and premiums paid to an insurer for that year).
GASB, Guide to Implementation of GASB Statements 43 and 45 on Other Postemployment Benefits,
p. 32 (Question and Answer 100).

You asked whether the creation of a non-revocable trust fund in response to GASB 45 would create a
legal obligation to provide retiree health care benefits. It is difficult to answer this question in the
abstract without the terms of a specific proposal.32 If the State were to create an irrevocable trust for
retiree health care benefits, particularly one that consisted in part of employee contributions, there
may be a stronger argument that the State had undertaken a contractual abligation to provide retiree
health care benefits -- or at least to devote the funds in the trust to that purpose. Cf. 66 Opinions of
the Attorney General 56 (1981)(statute creating Fair Campaign Financing Fund with voluntary
contributions of taxpayers established a trust and a contractual obligation of the State).

m
Conclusion
In summary, it is our opinion that:

1. The State currently has a statutory obligation to provide health care benefits to certain retirees;
however, the statute does not create a contractual obligation and the General Assembly remains free
to amend the law that provides such benefits. Although the General Assembly may choose to confer a
vested right in retiree health care benefits, it has not done so. Even a contractual right to health care
benefits would be subject to modification if reasonable and necessary to serve an important public
purpose.

2. With respect to other states that, like Maryland, enjoy the highest credit rating from the bond rating
agencies, we found no relevant case law. There are cases in other states that have reached various
conclusions; some of those decisions recognize a contractual obligation to provide health care
benefits to retirees. However, those cases are of limited value in construing Maryland law as they are
based on the particular state constitution, statute, collective bargaining agreement, or other
circumstances peculiar to the case.

3. In contrast to retiree health care benefits, pension benefits are contractual in nature. The statutes
creating the various retirement systems explicitly vest certain rights in retirees with respect to the type
and level of benefits, while the statute concerning retiree health care benefits does not. Prior opinions
of this Office and court decisions confirm that the pension benefits are a contractual obligation. The
fact that the amount of a retiree's subsidy for health care benefits may be related to length of State
service does not alter this essential distinction.

4. Collective bargaining negotiations could result in changes in the State's legal obligations concerning
retiree health benefits, but only if the General Assembly specifically adopted those changes.
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5. GASB 45, as an accounting standard issued by a private entity, does not itself impose any legal
obligation on the State concerning the level or funding of retiree health care benefits. Nor does it
express a preference for or prescribe the timing or the method of financing retiree health care
benefits. The creation of an irrevocable trust to fund retiree health care benefits could be part of a
contractual undertaking of the State to provide those benefits. If the trust fund consisted in part of
employee contributions, there may be a stronger argument that the State had undertaken to devote
the funds in the trust to retiree health care benefits.

Footnotes

Footnotes
1 The Advisory Council is to advise the Secretary concerning:
(1) health insurance benefit options that should be included in the Program;

(2) types of health care providers that should be used to provide health insurance benefits under the
Program;

(3) procedures for soliciting bids or requesting proposals from health care providers for contracts for
the Program;

(4) the implementation, maintenance, and administration of the health insurance benefits under the
Program; and

(5) negotiations involving health insurance benefits under the Program.
SPP § 2-506(a) .

2 Separate sections of the statute set forth the eligibility standards and benefits for employees of
institutions of higher education who retire under the optional retirement program { SPP § 2-509 ),
retired Baltimore City jail employees ( SPP § 2-510 ), employees and retirees of the Maryland
Environmental Service and Northeast Maryland Waste Disposal Authority ( SPP § 2-511 ), employees
of certain not-for-profit organizations ( SPP § 2-512 ), county and municipal employees ( SPP § 2-513
), and employees of regional economic development councils { SPP § 2-515 ).

3  The federal legislation also provided for a federal subsidy of employers who continue to provide
prescription drug coverage for retirees. 42 U.S.C. § 1395w -132; see aiso Fiscal and Policy Note for
Senate Bill 614 (March 15, 2004). The federal subsidy is designed to encourage group health plans to
provide retiree prescription drug coverage that is at least actuarially equivalent to Medicare Part D.
See Joint Committee on Pensions, 2004 Interim Report, Report on the State's Unfunded Retiree
Healthare Liability, p. 184; see also Fiscal and Policy Note (Revised) for Senate Bill 548 (March 30,
2004).

4  The statute places the following limitations on changes in benefits for fiscal year 2006 and 2007:
(2) In fiscal years 2006 and 2007:

(i) the employee or retiree share of the premium for the employee or retiree and their dependents for
the point of service health plan may increase to 17%;

(i) the Program may include disease management programs;

(iii) the Prescription Drug Benefit Plan shall offer a voluntary mail order option and the Prescription
Drug Benefit Plan may charge enrollees the following co-payments for prescription drugs:

1. § 5 for generic drugs;

2. % 15 for preferred drugs on the State formulary; and
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3.5 25 for drugs that are not preferred drugs on the State formulary;

(iv) the Prescription Drug Benefit Plan may charge a co-payment as provided in item (i) of this
subsection for each 45-day prescription;

(v) for each fiscal year, the total amount of co-payments charged the employee or retiree and their
dependents as provided in item (iii) of this subsection may not exceed $ 700; and

(vi) the Prescription Drug Benefit Plan may include the following programmatic changes:

1. implementation of a step therapy program to assure that lower cost alternatives are used first;
2. changes in the pharmacy network;

3. limitations on the first prescription for a maintenance drug;

4. limitations on the quantity of drugs dispensed to reduce inappropriate or excessive drug usage;
5. requirements for prior authorization of drugs to ensure that they are medically necessary; and
6. implementation of a drug utilization review program.

SPP § 2-502(c)(2) . With respect to fiscal year 2006, these provisions would be regarded as
directory, rather than mandatory. See Letter of Attorney General J. Joseph Curran, Jr., to
Governor Robert L. Ehrlich, Jr., concerning House Bill 147 (May 19, 2005) p.4 n.4.

5 Any subsidies received after fiscal year 2007 are to be deposited in the Postretirement Health
Benefits Trust Fund. See Part 1.B.2 below.

6 In some cases, such benefits are also available to the spouse and dependent children of
deceased retirees. SPP § 2-508(b)(2) .

7  "Creditable service" is specifically defined in the statute. SPP § 2-508(a)(2) .

8 This subsidy is not specifically authorized in the language of SPP § 2-508 itself, which sets out a
pro-rated subsidy based on years of service. The regulation apparently reflects the agency's
understanding of legislative intent. Prior to the enactment of the predecessor of SPP § 2-508 in 1984,
there was a "custom" of providing retirees with subsidized health care benefits equivalent to those of
active employees, although the custom was not reflected in statute. The Joint Legislative and
Executive Committee on Pensions recommended, among other things, that employees who retired
prior to July 1, 1984, be grandfathered under that custom. Report of the Joint Legislative and
Executive Committee on Pensions (January 1984), pp.37-40. The legislation that emanated from that
report -- the predecessor of SPP § 2-508 -- was explicitly intended to incorporate the Joint
Committee's recommendations. See Chapter 290, Preamble, Laws of Maryland 1984. The language
of the statute that was enacted failed to explicitly reflect that intent with respect to the grandfathering
of those who retired prior to July 1, 1984. However, the understanding that those retirees were
grandfathered under the prior practice was described in @ memorandum of the Secretary of Personnel
to all State employees shortly after the 1984 bill was enacted. Memorandum of Theodore E. Thornton,
Sr., Secretary of Personnel, to All State Employees (May 15, 1984).

9  This subsidy was originally provided by statute. See Chapter 745, Laws of Maryland 1985, then
codified at Article 64A, § 48B(c)(2)(ii). However, the reference to the subsidy was apparently
inadvertently dropped from the statute during code revision. Chapter 10, § 2, Laws of Maryland 1993.

10 The amount transferred each year is to equal the lesser of; (1) one-quarter of the Trust Fund's
investment gains for the prior year; and (2) the annual cost of the retiree health care benefits provided
under SPP § 2-508 .

11 The American Institute of Certified Public Accountants requires auditors to note non-compliance
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with GASB standards when an auditor expresses an opinion on whether an entity's financial reports
are presented in accordance with generally accepted accounting principles ("GAAP"). AICPA, Rules of
Professional Conduct, §§ 203, 203-2.

12 GASB 45 is being phased in, beginning with the largest governments, and is effective for the
fiscal year beginning after December 15, 20086 for governments with annual revenues in excess of $
100,000,000, GASB, Summary of Statement 45 (June 2004).

13 To some extent these constraints are directory rather than mandatory. See footnote 4 above.

14 Under certain conditions, the General Assembly may mandate the inclusion of a particular
expenditure in the State budget. Maryland Constitution, Article 1, § 52(11). The Legislature has
generally not exercised this authority in establishing a subsidy for employee and retiree health care
benefits, presumably to allow the Secretary flexibility in responding to the evolving market for health
care benefits.

15 In Quinn, the Court of Special Appeals held that, even though municipal employees had vested
rights in a pension plan, those rights were subject to the power of the city to make reasonable and
necessary modifications.

16 Itis also notable that the statute states that a retiree "may enroll and participate" in the Program --
clearly indicating that the retiree has a choice. By contrast, employees are automatically enrolled in
pension programs. See Part I1.C. of this opinion, below.

17 Nor do we believe that modification of SPP § 2-508 would affect a property interest or vested right
protected by the Due Process Clause of the federal Constitution or Articles 19 and 24 of the Maryland

Declaration of Rights. See Flemming v. Nestor, 363 U.S. 603, 610 (1960) ("To engraft upon the Social
Security system a concept of 'accrued property rights' would deprive it of the flexibility and boldness in

adjustment to everchanging conditions which it demands.").

18 Woe understand that the other states, in addition to Maryland, whose bonds have achieved the top
rating from all of the major rating agencies are: Delaware, Georgia, Missouri, Utah, and Virginia.

One case in Georgia held that a life insurance benefit provided to retirees was not vested, Wilson v.
City of East Point, 360 S.E.2d 254 (Ga.S. Ct. 1987). However, that case involved construction of a
municipal ordinance that explicitly limited the benefit "for such time as may be determined by the City
Council."

19 ERISA does not apply to government retirement and benefit plans. 29 U.S.C. § 1003 (b).

20 There is some variation in the cases as to how explicitly that intent must be expressed. See
Poole v. City of Waterbury, 831 A.2d 211, 221-22 (Conn.S. Ct. 2003).

21 The court rejected the plaintiff's argument that the issue of impairment should be measured from
the perspective of an individual employee. 71 P.3d at 889.

22 In concluding that retiree health care benefits were not "accrued financial benefits" for purposes
of the Michigan constitution, the court noted that, unlike pension benefits, the amount of health care
benefits did not increase with the retiree's years of service and therefore "they are not accrued." 698
N.W.2d at 358. It also reasoned that health care benefits are not "financial" benefits as they do not
consist of monetary payments. /d.

23 Attorney General Sachs' opinion anticipated the Legislature's subsequent enactment of pension
reform legislation in 1984 and the federal district court's decision upholding that legislation against a
Contract Clause challenge. See Maryland State Teachers Ass'n, Inc v. Hughes, supra.

24 The statute further specifies that the assets of the pension systems are to be used to pay these
obligations and that the State is to make up any amount each year in the accumulation fund of each
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system necessary to pay allowances and other benefits out of the fund for the year. SPP § 21-302(b)
-(c).

25 In Quinn, Judge Lowe summarized the circumstances under which a government pension plan
could be altered:

Each case where a changed plan is substituted must be analyzed on its record to determine
whether the change was reasonably intended to preserve the integrity of the pension system by
enhancing its actuarial soundness, as a reasonable change promoting a paramount interest of the
State without serious detriment to the employee. In short, the employee must have available
substantially the plan he bargained for and diminution thereof must be balanced by other benefits
or justified by countervailing equities for the public's welfare.

35 Md. App. at 631.

26 Even in a state with a constitutional provision protecting "accrued" financial benefits, this factor
would not be conclusive on whether health care benefits fall within that phrase. See note 22 above.

27 We address only retiree health care benefits that were the subject of the recent actuarial
valuation study and that may be affected by agreements under the State's collective bargaining law.
We do not address retiree health care benefits that may be provided under other collective bargaining
regimes, such as agreements between the Maryland Transit Administration and its employees. See
Annctated Code of Maryland, Transportation Article, § 7-601 et seq.

28 In the case of an institution of higher education, the MOU must be ratified by the institution's
governing board, as well as a majority of employees in the bargaining unit. SPP § 3-601(c)(2) .

29 The statute states:

In the budget bill submitted to the General Assembly, the Governor shall include any amounts in
the budgets of the principal units required to accommodate any additional cost resulting from the
negotiations, including the actuarial impact of any legislative changes to any of the State pension
or retirement systems that are required . . .

SPP § 3-501(c)(2)(il) -

30 There is case law in other states holding that promises made in a collective bargaining
agreement may confer a vested right to retiree health care benefits. See Poole v. City of Waterbury,
831 A.2d 211, 222 n.10 (Conn.S. Ct. 2003) (collecting cases); see also Minnesota Op. Atty. Gen. 125
A-28, 2001 WL 505668 (2001) (provision of state statute governing collective bargaining limited
duration of promise of retiree health care benefits to term of agreement; however, promise of lifetime
coverage made in collective bargaining agreement prior to enactment of that provision remained in
effect).

31 This does not mean that GASB 45 may not have a significant impact on states and their finances.
States will likely feel compelled to comply with the accounting and disclosure standards established in
GASB 45. To the extent that compliance with GASB 45 results in a large liability being added to a
state's balance sheet, the state may try to reduce that liability in various ways to avoid adverse action
by bond-rating agencies. See Solomon, State, Local Officials Face Looming Health-Care Tab, Wall
Street Journal (November 23, 2005), p.A1; Fitch Ratings, The Not So Golden Years -- Credit
Implications of GASB 45 (June 22, 2005), p.2.

32 As outlined above, the General Assembly has created the Postretirement Health Benefits Trust
Fund to help finance retiree health care benefits in the future. However, that Trust Fund is not
irrevocable, as its implementing law contemplates a possible termination of benefits and reversion of
funds to the general fund.
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