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Executive Summary

We started with two base projections to illustrate the two funding options (e.g., pay-as-you-
go and advanced funding) using discount rates that you provided to us. Aswe discussed
previously, if the city continues with the pay-as-you-go approach, it is limited to using the
rate of return that you expect on all unrestricted city assets. You have indicated to us thata
3.5% discount rate is appropriate. If the city moves to pre-funding the retiree’s benefits, a
reasonable long-term rate on corporate investments can be used. While you have asked us
to illustrate the effect of three different discount rates (i.e., 7%, 8% and 9%), we have used
7% as the base projection for advanced funding.

The tables below set forth the key results of our analysis.

Expected expenditures (millions) Fiscal 2005  Fiscal 2029 25 Years

Claims and expenses for retirees $5.7 $40.8 $486.6
Retiree contributions 1.7 4.7 73.1
Net cost to City (pay-as-you-go) 4.0 36.1 413.5
Net OPEB cost "~ Tiscal2005  Fiscal 2029 25 Years
Assuming pay-as-you-go funding  $36.2 $42.3 $1,016.7
Assuming advance funding 19.6 18.5 470.6

The net OPEB cost is the amount that Statement 45 of the Governmental Accounting
Standards Board (GASB) would require the City to recognize as an expense/expenditure in
its June 30, 2006 financial statement for the provision of post-employment medical,
dental and life insurance benefits, if the City were to comply with Statement 45 for this
fiscal year. Our determination of the OPEB cost is described in detail under the heading

“Approach.”

The pay-as-you-go funding scenario produces larger OPEB costs because Statement 45
allows the use of a higher discount rate when plans are advance funded. See “Detailed

Review” for more information.

In its RFP, the City requested an analysis of several proposed changes to the plan. The
-tables below set forth the key results of our analysis based on advanced funding, using a 7%

discount rate. Please keep in mind that each scenario assumes only that change.

Combining the changes would produce additional savings; however, the additional savings

are not necessarily additive.
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Net Cost to City (millions) Fiscal 2005  Fiscal 2029 25 Years

Current Plan (pay-as-you-go) $4.0 36.1 413.5

1(a). Terminate Benefits at Age 65 3.2 3.9 100.1
(20%) (89%) (76%)

1{b). Eliminate Prescription Drug 3.3 17.9 241.5
Coverage at Age 65 (16%}) (50%) (42%)

1(c) Move to PPO Catastrophic 3.8 325 3802
Plan at Age 65 {4%) (10%) {8%)

. 2. Increase Dependent Contribution 3.8 35.2 401.9
to 40% from 30% (4%) (2%) (3%)

3. Increase Retiree Contribution 3.3 30.3 347.8
$100 per month (17%) (16%) (16%)

Net OPEB Cost (advance funding)  Fiscal 2005  Fiscal 2029 25 Years

Current Plan $19.6 18.5 470.6

1(a). Terminate Benefits at Age 65 34 3.7 88.6
(83%) {80%) (81%)

1(b). Eliminate Prescription Drug 10.5 10.3 257.2
Coverage at Age 65 (46%) {44%) (45%)

1(c) Move to PPO Catastrophic 17.7 16.8 427.5
Plan at Age 65 (9%) (9%) (9%)

2. Increase Dependent Contribution 19.0 18.0 458.2
to 40% from 30% (3% - (3%) {3%)

3. Increase Retiree Contribution 16.5 15.6 3974
$100 per month (16%) (16%) (16%)

Detailed Review

The cost calculations illustrated in this report:
1. Include projected claims, fees and expenses allocated to post-retirement medical

benefits.
. Do not include costs for active employees until after their expected retirement.

2
3. Do not include costs for new hires.
4. Do not include costs for dental, vision, disability, employee assistance, pensions

or any other benefits,
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We have prepared projections under six benefit/contribution options:
Current benefits and retiree contributions

All benefits are eliminated at age 65 for retirees

Prescription drug benefits are eliminated at age 65 for retirces

At age 65, retirees are required to move to the PPO Catastrophic plan
Increase dependent contributions from 30% to 40%

Increase retiree contributions $100 per month

S G W

For each of those benefit/contribution options, we have run the projections under four
different discount rates (3.5%, 7%, 8%, and 9%). A summary of the first fiscal year results
under all of the different scenarios is provided in the first projection exhibit at the end of

this report.

Our projections illustrate expected benefits, plan expenses, retiree contributions, city
costs, projected net present values, and OPEB Costs under the three primary actuarial cost

methods permitted by Statement 45.

All of our projections are based on assumptions with regard to the survival of plan
members, the average per-capita claim costs, and so forth. Those assumptions are
disclosed in the appendices attached to this report. One of the most important
assumptions is the discount rate, which is used by the model to compute the present
value of future post-retirement benefits. The higher the discount rate, the lower the
present values, and therefore the OPEB cost. :

GASB 45 stipulates that the selection of the discount rate be determined, in part, on
whether the plan benefits are funded in advance. If the employer contributions are at least
as great as the OPEB cost for the year, and if they are deposited in an irrevocable trust for
the exclusive purpose of paying post-retirement health benefits, the guidance states that
the discount rate may be a reasonable long-term rate on the expected investments in that
trust. If the employer does not utilize a trust, the City is limited to using the rate of return
expected on all unrestricted employer assets. If the employer uses a trust, but funds at a
level below the OPEB cost, then a blended rate may be used.

At the request of the City, we have provided several discount rate scenarios to illustrate
the impact of the discount rate on the costs. Note that additional funding for active
employee benefits will still be required and is not illustrated in this report.

Assumption Changes

We have made several changes to our assumptions from our draft report dated April 9,
2006,

The changes are summarized as follows:
1. With input from the City and because of the effect of the change in administrators
on the historical claim trends, we lowered the trend assumption for the self-funded
PPO plans from 18.5% in 2006 to 15%. The assumption still decreases to 7%. For
the fully insured HMO plan, we lowered the first year trend to 15.65% to reflect the
benefit changes that will be effective July 1, 2006.
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2. Based on further discussions with Human Resources, we have changed the first
year expense inflation assumption to 0%, since the City did not realize any
increases in TPA fees or network access fees for the fiscal year beginning July 1,

2006.
3. We have increased the 2005 per-capita claim costs for the self-funded PPO plans to

reflect the increased claims due to the increase in the stop-loss deductible.

4. We have reflected the planned change in retiree-only contributions for the High
PPO plan to increase to $30 per month starting July 1, 2007 and to $40 per month
starting July 1, 2008,

5. We have assumed that current employees will stay in the plan that they are
currently in when they reach retirement.

The change in retiree-only contributions (#4) is based on plan changes that are scheduled
to take place in the future. Please keep in mind that in order to reflect plan changes in a
valuation for GASB 43 and 45 purposes, the changes must have actually been made to the
plan and communicated to the employees and retirees. Since the purpose of this reportis
to illustrate the effects of GASB 43 and 45 on the City and to be used as a planning tool, we
have reflected all of the planned changes whether or no they have been implemented.
Until these changes have been implemented and communicated, our calculations may
not be used in the City’s financial statement.

Background

The City maintains three self-funded PPO medical plans and one fully insured HMO plan
covering current and retired employees and their dependents. To be eligible for City-
subsidized coverage, retired employees must meet the following eligibility requirements:

¢ Retire in good standing;

» Have a minimum of ten years of service with the City, or effective July 1, 2004, has
been a City elected official for eight consecutive years;

¢ Beenrolled in one of the City’s health plans;

« Must be receiving retirement benefits from one of the city-sponsored state
retirement programs; and

o Effective for employees retiring on or after July 21, 1997, are not currently working
for the City in a full or part-time budgeted position.

For the health plan, enrollees may choose between one of the following options:

» High Option PPO - No in-network deductible, a $500 in-network annual out-of-
pocket maximum, and 100% coverage for most in-network benefits after a copay
for some benefits, '

¢ Low Option PPO - $200 in-network deductible, a $1,000 in-network annual out-of-
pocket maximum, and 90% coverage for most in-network benefits after a copay for
some benefits.

» Catastrophic Option PPO - $1,000 in-network deductible, a $3,500 in-network
annual out-of-pocket maximum, and 90% coverage for most in-network benefits
after a copay for some benefits.

o« HMO
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The employee’s contribution rate depends on the health plan chosen and the dependents
covered. The retiree’s contribution rate also depends on whether the retiree or spouse is
over.age 65. In addition, the City receives a subsidy from the State of Arizona for each
retiree covered under the medical plan, which varies based on the dependents covered

and whether the retlree or spouse is over age 65.

Approach and Methodology

Our general approach is to apply assumed retirement probabilities and survivorship factors
to the current profile of covered members, along with projected medical claims costs and
expenses, to estimate total medical benefits and expenses paid on behalf of current and
future retirees and their dependents for each of the next 25 fiscal years (July 2005 through

June 2029).

Our projections are based on employee and retiree census information, claim histories for
the self-funded medical plans, enrollment summaries, contribution tables, and expense
reports that were provided by the City. We have reviewed the data for reasonableness, but
have not audited it. To the extent that there are material inaccuracies in the data, our results

are accordingly affected.

The City provided us with a current census of active and retired employees, including age,
current plan elected, and dependent status. The data was taken as of March 1, 2006,
Because the census was taken after the start of the projections, we have assumed that
anyone hired after 7/1/05 has a hire date of 6/30/05. As of the start of our projection, there
are 1,545 full-time permanent employees and 523 retirees that are currently receiving
medical benefits. We excluded 68 active employees and 32 retirees that are not enrolled in

one of the medical plans.

We were also given claim histories and enrollment summaries separately for the self-funded
PPO plans from January 2004 through December 2005. From this data, we were able to
calculate benefit-adjusted claim costs per employee for each month in the data. The
average claim costs for the fiscal year beginning July 1, 2005 are illustrated in Appendix A.
To develop the total expected claims for each year in the projection, we adjusted these
values for medical trend and for the risk factors for each covered family (see Appendix B).

Our assumptions regarding employee turnover due to termination, death, and permanent
disability are shown in Appendix B for selected ages. Those assumptions are age-specific and
were derived from industry data and adjusted to be consistent with actual City experience,

We were also provided with expense records, from which we calculated the expected
administrative expenses for the self-funded plans. We included the following expenses,
which are shown in Appendix A, in our projections:

Medical TPA fees

Network access fees

Case management fees

Pharmacy benefit management administration and dispensing fees

Medical stop loss coverage premiums

Lewis & Ellis, Inc. » Actuaries & Consultants Page 5 05/23/2006




Gity of Tempe

Retiree contribution tables for the fiscal year beginning July 1, 2005 were provided by the
City, and utilized by us to project the retiree costs for the 25-year period. We assumed that
the retiree contributions would rise at the same rate as the City cost. The City also provided
the state subsidy for each retiree, from which we calculated the average subsidy per retiree
(under and over 65) and per spouse. Based on guidance from the City, we assumed that the
subsidy received from the state will remain level. For the purposes of this study we have
assumed that the state subsidy can be recognized as a cost reduction. Based on the
proposed guidance from the GASB regarding Medicare Part D, we believe it would be
prudent to look further into this issue for the next valuation for the City.

Our actuarial model computes a present value of all future net costs (after recognition of
retiree contributions), and allocates a portion of that present value to the current fiscal
year, The methodology of that allocation is called an “Actuarial Cost Method.” GASB 45
allows the employer a choice between six different cost methods. The three primary
methods are known as “Projected Unit Credit,” “Entry Age Normal,” and “Aggregate.” The
other three methods are variations of the primary methods, and do not produce different
results in the first year of application.

To assist the City in selecting the most appropriate method, we have projected OPEB costs
under all three primary methods through fiscal 2029. Of the three, the Entry Age Normal
(EAN) method produces a uniformly lower OPEB cost than the other two. For this reason,
we presume that the City would prefer that method.

For current employees, the EAN method spreads the present value of future retirement
benefits (PVB) as a level percentage of salary from the employee’s date of hire to his/her
expected retirement date, For this calculation, we have assumed that salaries have and
will increase at the rate of 3% per year. The portion of the PVB attributable to the current
fiscal year is called the “Normal Cost” (NC}. The portion attributable to service prior to the
current fiscal year is called the “Actuarial Accrued Liability” (AAL).

For current retirees, we do not spread the PVB over the working career, Instead, the entire
PVB is allocated to service prior to the current fiscal year, and is therefore included in the

AAL.

For the current fiscal year, the OPEB cost is equal to the Normal Cost plus a 30-year
amortization of the Actuarial Accrued Liability, adjusted with interest to the end of the
fiscal year at the discount rate. The amortization of the AAL is calculated as a level
percentage of payroll that is assumed to increase 3% per year.

Medicare Modernization Act

We are aware that the City has applied for a CMS subsidy for retirees who do not enroll in
Medicare Part D. The GASB has issued proposed guidance on how to reflect the impact of
payments from the federal government pursuant to the Medicare Modernization Act. It
has been proposed that a Medicare Part D payment to an employer is a voluntary
exchange transaction between the federal government and the employer. The GASB
further proposes that “an OPEB plan should apply the measurement requirements of
Statement 43 to determine the actuarial accrued liabilities, the ARC, and the annual OPEB

cost without reduction for Medicare Part D payments.”
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