MEMORANDUM

DATE:

February 20, 2015

TO:

House Appropriations Committee

FROM:

Kyle I. Jen, Deputy Director

RE:

Departmental Economic Adjustments and Retirement Legacy Costs

In response to several questions from committee members, this memorandum provides information on
departmental economic adjustments and retirement legacy costs in the FY 2015-16 Executive Budget
Recommendation.
Economic Adjustments
The FY 2015-16 Executive Recommendation includes economic adjustments to reflect projected
changes in costs related to state employee compensation and other standard costs across state
departments. Unlike previous years, the net effect of these adjustments is a reduction in appropriation
amounts from FY 2014-15. As shown in the attached table from the State Budget Office, Gross
appropriations are reduced by $13.7 million. Of that amount, the net reduction in GF/GP appropriations
is $5.5 million.
Changes in Gross appropriations for individual cost components are as follows:
Salary and Wages: An increase of $46.2 million for employee salary and wages. State employees
are scheduled to receive a 2.0% increase in base pay effective October 1, 2015. The cost increase
from FY 2014-15, however, equates to only 1.5%, as a one-time 0.5% payment was made to
employees on October 1, 2014.
Insurance Costs: An increase of $20.1 million for health insurance and other employee insurancerelated costs. This reflects an assumed increase in insurance costs of 3.19% from FY 2014-15.
Retirement and OPEB Costs: Reductions of $27.5 million in pension and defined contribution
retirement costs and $55.3 million in Other Post Employment Benefit (OPEB, or retiree health care)
costs. These reductions reflect an anticipated decline in unfunded liabilities for the State Employees
Retirement System (SERS). The declines can be attributed to two major factors:




Improved investment performance for SERS assets. This is partly the result of the five-year
smoothing mechanism utilized by the state retirement systems. Major investment losses
from FY 2007-08 are no longer being smoothed in, whereas more recent investment gains
continue to be smoothed in.
Moderation in per capita health care costs.1

As a percentage of payroll, the total retirement contribution rate (including FICA) for state employees
hired since 1997 will drop from 61.95% in FY 2014-15 to 58.55% in FY 2015-16.

1

The state began prefunding state employee OPEB costs in FY 2011-12. For information on that policy change,
see this HFA memorandum: http://www.house.mi.gov/hfa/PDF/Retirement/OPEBmemo.pdf.
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Other Departmental Costs
 A reduction of $1.9 million for worker’s compensation costs.
 An increase of $1.5 million for Building Occupancy Charges (for buildings occupied by
departments that are owned by the state).
 An increase of $153,000 for rent (for building occupied by departments that are rented from
private owners).
Retirement Legacy Costs
The FY 2015-16 Executive Recommendation continues to include boilerplate language breaking out
retirement legacy costs―that is, annual costs paid into the retirement system for unfunded liabilities
tied to pension and OPEB benefits accrued by state employees in prior years. State employees hired
since 1997 have entered a defined contribution, 401k-style retirement system rather than the SERS
pension system, and employees hired since 2012 receive a defined contribution cash benefit in lieu of
retiree health benefits. Unfunded liability costs are spread over the salaries and wages of all employees,
regardless of whether they are members of the SERS pension system.
The attached table from the State Budget Office summarizes these legacy costs. Estimated legacy
costs tied to pension unfunded liabilities for FY 2015-16 total $748.3 million, and legacy costs tied to
OPEB unfunded liabilities total $576.1 million. Total legacy costs of $1.3 billion equate to approximately
40% of total estimated employee salary and wages of $3.3 billion for FY 2015-16 (Gross appropriations).
The table below shows estimated FY 2015-16 compensation-related costs for a hypothetical state
employee with an annual salary of $50,000 hired after 1997:
Category
Salary and wages
Insurance (average)
FICA
Normal retirement costs*
Legacy retirement costs*
Other**
TOTAL

% of
Salary
$50,000
10,158
3,825
5,330
20,120
767
$90,200

20.32
7.65
10.66
40.24
1.53
80.40

*Includes both pension/defined contribution costs
and OPEB costs
**Worker’s compensation and longevity

Please call if you have questions about this information.
Attachments (2)

House Fiscal Agency

2

2/23/15

