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Montgomery (County of) MD
Reduction in retiree healthcare pre-funding is credit negative

On April 30, Montgomery County, MD (Aaa stable) lowered its contribution toward pre-
funding employee retiree healthcare benefits in order maintain progress toward its fiscal
2020 reserve target, the second consecutive year it has done so. The reduction in pre-
funding for retiree healthcare, also known as other post-employment benefits (OPEBs),
is credit negative because the county will accumulate assets more slowly and thus carry
higher unfunded liabilities. At the same time, the county's past build-up of OPEB assets has
provided it with budget flexibility to lower contributions in favor of hitting reserve targets.
This flexibility would not be available if the county had no OPEB assets and was instead
paying for these benefits directly from its budget, an approach called “pay-as-you-go”
funding.

For fiscal year 2019, which will end on June 30, the county reduced its contributions by
roughly $35 million, which amounts to around 1% of its annual operating revenues. 1 The
county's total OPEB contribution for fiscal 2019 will now amount to about $69 million, $9
million of which is above and beyond pay-as-you-go benefit costs. Provided that it adheres
to its fiscal 2020 budgeted contributions and assuming annual investment returns of 6.26%
(its reported OPEB discount rate as of 2018), we project that the county will end fiscal 2020
with just over $600 million in OPEB assets, compared with about $640 million under its
original contribution schedule (see Exhibit 1).

Exhibit 1

Montgomery County will accumulate OPEB assets more slowly following a budget revision
lowering its fiscal 2019 OPEB contribution
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Assumes 6.26% investment returns in 2019 and 2020, which aligns with the discount rate used for the county's GASB OPEB
liability reporting as of June 30, 2018. Assumes county fully funds fiscal 2020 pre-funding target.
Source: Moody's Investor's Service, based on Montgomery County's OPEB actuarial valuation
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Montgomery County first established its OPEB trust for pre-funding its liabilities in 2008. Despite its past pre-funding, however, the
county's OPEB liabilities remain heavily unfunded. Under Governmental Accounting Standards Board rules and reflecting a 6.26%
discount rate, the county's total OPEB liability of $1.8 billion exceeded its $492 million of OPEB assets by $1.3 billion as of its OPEB
trust's June 30, 2018 measurement date. Our adjusted net OPEB liability (adjusted NOL) as of the same date, reflecting a discount rate
of 4.14%, was $2.1 billion.

Unfunded OPEBs are Montgomery County's second largest source of balance sheet leverage. Its adjusted NOL amounted to 67% of
its operating revenues as of the government's fiscal 2018 reporting, slightly larger than its adjusted net pension liability (ANPL). The
county's combined unfunded pension and OPEB liabilities account for roughly half of its overall balance sheet leverage (see Exhibit 2).

Exhibit 2

Unfunded retirement benefits account for roughly half of Montgomery County's balance sheet leverage
Fiscal year ended June 30, 2018
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Source: Moody's Investors Service, based on Montgomery County's 2018 comprehensive annual financial report

While its contributions relative to pre-funding targets have been scaled back in the each of the past two fiscal years, and its unfunded
liabilities for retirement benefits are material, the OPEB assets that Montgomery County has built up to date provide it with an extra
source of near-term budgetary flexibility. Many US local governments have few or no OPEB assets, pay-as-you-go funding is widely
prevalent, and the costs associated with pay-as-you-go funding often rise rapidly.

For example, according to its OPEB actuarial valuation, the county's OPEB benefit costs (i.e., the pay-as-you-go amount) will reach
about $123 million by fiscal year 2028, more than double the $60 million in benefit costs for the current fiscal year. While the county's
OPEB assets track far below its accrued liabilities, they at least enable it to smooth the near-term growth in its OPEB costs. In an
extreme stress test, if the county were to stop making OPEB contributions entirely, and its OPEB trust generated no further investment
income, we project that its OPEB assets would last until 2025.

Endnotes
1 The $35 million reduction excludes concurrent cuts to OPEB funding for Montgomery County Public Schools and Montgomery College.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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