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Executive Summary

Since 2000, the cost of state and local government employment benefits in Michigan has
outpaced those typically found in the private sector. The more government spends on these
benefits, the less it can spend providing services to Michigan residents. Benchmarking these
costs to more closely resemble private sector averages would do much to free up cash to support
government services, while simultaneously allowing taxpayers to keep more of their own
resources.

This analysis of government statistics finds that if the cost of the average benefits package for
Michigan government employees was the same as the average in Michigan’s private sector, the
state and its subsidiary governments would save $5.8 billion annually.

Most full-time employees receive benefits packages that include paid leave, retirement savings
plans, insurance coverage and other cash benefits like bonuses and extra pay for holiday work.
These are in addition to benefits that state and federal statutes require employers to pay for, such
as Social Security and unemployment insurance.

The largest gap in cost between state and local government employers in Michigan and those in
the private sector were for insurance benefits. If Michigan governments averaged spending what
the private sector does on health insurance benefits, the state would save $3.24 billion annually.
Private sector employers tend to provide insurance coverage that requires less costly premiums
and also tends to require employees to contribute more toward the cost of these insurance
benefits compared to government employers.

Retirement benefits make up the next largest contributor to the large difference in public and
private sector employment benefits in Michigan. The consistent underfunding of defined-
benefit pension plans among state and local governments caused the costs of these benefits in
the public sector to soar. Transitioning to more cost-effective defined-contribution plans and
benchmarking costs to private sector averages could potentially save $1.46 billion annually when
fully implemented.

Differences in the cost of providing employees with paid leave for vacation time, sick leave and
other time off from work also contributes to the overall gap in benefits between Michigan’s
public and private sectors. Government employers in Michigan spend about $1.14 billion more
providing paid leave to employees than private sector employers do in Michigan on average.

This analysis also found that Michigan’s state and local government employees receive less in
“nonproduction bonuses,” such as Christmas bonuses and company stock, than their
counterparts in the private sector on average. Benchmarking these benefits would cost state and
local governments $84 million annually.

While the level of benefits provided to public sector employees is most often determined at the
discretion of local government officials — such as school boards and city councils — there are
several different options legislators should consider in order to bring public sector benefits more
in line with private sector averages in Michigan.

Mackinac Center for Public Policy
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For example, legislators should continue to financially incentivize local government entities to
reduce the costs of their employees’ benefits and more closely aligning them to private sector
averages. The state has offered additional revenue-sharing money to local municipalities and
additional state aid to school districts that meet some benefits requirements in the past, and it
should continue and expand this practice.

The state could also simply mandate limits to the benefits that local governments are able to
offer. Current law already does this to a limited extent by capping the amount some government
employers can pay for health insurance premiums. Likewise, retirement benefits provided to
state, school and other government employees are mandated by state statute, and thus can be
changed by new state statutes.

Other options for legislators include introducing a constitutional amendment to be put to voters
which would mandate that state and local government employees not receive benefits that
exceed certain private sector averages.

The savings from putting public sector benefits in balance with private sector averages in
Michigan could result in significant positive outcomes for Michigan taxpayers and residents.
The less government revenue is tied up in paying for expensive employee benefits, the more is
available to provide residents with the government services that they use. Alternatively, the
savings from these changes could also more directly benefit taxpayers if paired with reductions in
tax rates that allow taxpayers to keep more of their earnings.

Mackinac Center for Public Policy



Benefits in Balance: Benchmarking Public Sector Employee Benefits in Michigan 1

Introduction

The size of state and local governments, as measured by total government expenditures,
generally grows in tandem with population and the economy. The more people who live in a
state and the more resources being exchanged in a state economy, the more governments can tax
and the more governments can spend. But over the last decade, Michigan broke from this
pattern to a certain degree. The cost of government increased, while the resources required to
support this larger government failed to keep pace, leaving Michigan stuck in a cost spiral.

Total state and local government spending in Michigan increased by 48 percent from 2000 to
2010, climbing from $65.5 billion to $91.0 billion." Yet little else increased as much in Michigan
over this same period:

+ The state’s population fell by about 1 percent.?

+ State gross domestic product increased by only 9 percent.?

+ Total state personal income grew by 16 percent.*

+ Payroll employment fell 17 percent, from 4.68 million jobs to 3.86 million.®

A summary of these statistics is shown in Graphic 1.

Graphic 1: Government spending, inflation
and private sector resources, 2000-2010
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Some traditional government cost-drivers increased over this period. For example, Medicaid
enrollment increased 72 percent, and unemployment insurance outlays skyrocketed from $809
million in 2000 to $6.7 billion in 2010." Inflation rose nationally by 27 percent, too." But some
important cost-drivers were down:

+ Enrollment in K-12 public schools dropped about 6 percent.®
+ Violent crime fell by 12 percent and property crime by 24 percent.”

+ State and local government employment shrunk by about 7 percent, declining from about
621,000 jobs to 578,300.%

So, what is primarily fueling the increased expense of state and local governments in Michigan?
The answer is the rising costs of compensating government employees. Despite the drop in the
number of state and local government employees, total compensation for government
employees increased 33 percent from 2000 to 2010." Total payments for wages and salaries
increased about 26 percent, but the cost of employment benefits increased about 60 percent.®
These rising expenditures are a significant contributor to Michigan’s cost spiral.

This study explores the employment benefits commonly offered by the state government and
local governments in Michigan, and compares the average level of these benefits to those found
in Michigan’s private sector. It also calculates the potential savings of benchmarking average
public sector benefits to that of the private sector average in Michigan, and suggests means for
policymakers and government officials to do so.

Mackinac Center for Public Policy
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Description of Benefits

The major benefits typically offered to employees — both public and private sector — are for
insurance, paid retirement, paid leave and government-mandated benefits. Other benefits can
include bonuses and company stock options, but these are less likely to be offered to employees.’

State and local government employees — those employed by public schools, public universities,
community colleges, cities, villages, townships, counties, state government and all other
governmental entities — receive employment benefits through a complex interplay of state
mandates, management discretion, collective bargaining agreements and local governing board
agreements. The following describes each type of these benefits in more detail.

Insurance Benefits

Health insurance coverage is provided to most full-time employees in both the public and
private sector. According to the Bureau of Labor Statistics, 70 percent of private sector jobs
nationally provide access to employer-sponsored health insurance benefits, and 73 percent of
private sector employees participated in these health insurance plans when offered in 2012."°
State and local governments tend to provide access to a greater extent, with employer-sponsored
health insurance coverage offered for 87 percent of government jobs. About 84 percent of
government employees nationally participate when offered these insurance benefits."

While not available on a state-by-state basis,'* the East North Central region (Michigan, Ohio,
Indiana, Illinois and Wisconsin) has slightly higher access to these benefits in the private sector
(72 percent) and slightly lower access in state and local governments (80 percent)."

In Michigan, there are some guidelines on the insurance benefits that state and local government
officials can provide their employees, and benefits are subject to collective bargaining when
employees are unionized. Outside of those stipulations, government employers are free to
provide insurance benefits at their discretion.

State government employees — the 47,809 full-time equivalent employees'* subject to the
constitutional protections of the Civil Service Commission — have their insurance coverage
determined through both executive action and collective bargaining. Although the CSC has
primary responsibility for determining wages and benefits for public employees (subject to
budgetary approval for increases in compensation),' it defers decisions about the specifics of
insurance coverage to the collective bargaining process for unionized employee groups.’

State employees have a variety of options for medical plans, depending on their hire date and
union affiliation.’® Most plans require employees to pay between 10 percent and 20 percent of
the insurance premium. The annual cost to the state government for medical insurance

Mackinac Center for Public Policy
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premiums per employee ranged from $3,637 for the least expensive single plan to $15,847 for
the most expensive family plan in fiscal 2013."

Some state employees, typically those covered by a different insurance plan (through a spouse’s
employer, for example), elect not to receive medical insurance benefits. These employees
receive a “rebate” of $1,300 annually and may still choose to enroll in the state’s “catastrophic
health plan,” at no cost to themselves. This catastrophic plan cost the state $822 per employee
annually in fiscal 2013."

In fiscal year 2012, the state spent about $556 million in employer-paid medical insurance costs,
or $11,637 per FTE employee.’

State employees are also offered dental, vision, long-term disability and life insurance coverage,
which costs state government an additional $107 million for all workers who participate.'

Most of the 186,000 FTE school district employees also tend to receive generous health
insurance benefits.*® School districts, charter public schools and other government educational
providers are able to offer benefits at their discretion, but are subject to collective bargaining
when employees are unionized. New state mandates also require employer contributions to be
capped or for employees to contribute at least 20 percent of the premium’s cost.*!

According to a 2009 survey of Michigan conventional school districts, average teacher health
insurance premiums for full-family plans were 39 percent more expensive than Michigan private
sector averages and required employees to contribute less to their share of premiums.** In 2011,
the most commonly purchased health insurance plan cost districts on average $7,210 for single
coverage, $16,173 for two-person and $17,692 for full family.>

As with school districts, universities and local governments may offer insurance benefits at their
discretion, subject to collective bargaining when employees are unionized.” No survey or study
to this author’s knowledge has been done to estimate the average health insurance costs for
these government entities.

Compared to Michigan’s public sector employers, private sector employers in Michigan spend
less on average providing health insurance benefits for their employees. According to the Kaiser
Family Foundation, average full-family insurance premiums in Michigan costs $14,458 annually

in 2011, with private sector employers covering $10,988, or 76 percent, of the cost.**

Mackinac Center for Public Policy
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Retirement Benefits

State and local government retirement benefits are dictated by statute in some instances, but
local governments and some state universities are free to offer whatever retirement benefits they
choose. Separate laws mandate the main retirement benefits offered to public school employees

26 state

(including community college and some public university employees),” state police,
employees,”” judges® and legislators.”® There are additional state rules for the retirement
benefits offered to certain local police and fire employees.* The state constitution also prevents
the mitigation of earned pensions and requires governments to set money aside to pay for

benefits as they are earned.’!

With 241,629 members in just the school employee and state employee retirement systems alone,
the majority of government employees in Michigan are in state-managed retirement plans.*

There was a state-run municipal retirement system, but it became an independent nonprofit in
1996.% Even prior to this, not every local government was a member of that system and local
government units — cities, villages, townships and counties and whatever subsequent
authorities and agencies they create — are free to offer whatever retirement benefits they
choose, subject to collective bargaining when employees are unionized.

Regardless of whether or not a retirement system is managed locally or by the state, the majority
of them are defined-benefit pension systems, where employees receive annuities paid upon
retirement based on a formula. These formulas typically involve factors such as the number of
years employed, average salary (over a certain period) and a prescribed multiplier.>*

Michigan’s constitution requires that all government employers set aside money necessary to
cover the costs of the retirement benefits earned by employees.*® Government employers
accomplish this by pre-funding retirement benefits. They hire actuarial firms to estimate the
amount of money necessary to cover the annual retirement benefit earned. This money is set
aside and invested in the market and the investment funds provide a return. These savings and
returns are used to pay for the costs of pension payments to retirees.

Most government entities in Michigan have not saved enough to cover all the costs of the
retirement benefits earned by their employees and retirees. In order to cover this shortfall (called
an unfunded liability), government employers need to make an additional payment to their
retirement systems. The total expense of a pension system, then, are the costs required to cover the
retirement benefits earned in a year — the normal costs — plus the costs to catch up on any
unfunded liabilities. Unfunded liabilities do not have to be immediately paid off as they develop —
they can be amortized and repaid over an extended period of time, typically up to 30 years."

Mackinac Center for Public Policy
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Amortization payments on unfunded liabilities are a major and volatile expense of government
pension plans. For example, the Michigan Public School Employees’ Retirement System, the
largest state-run pension system, currently carries $24.3 billion in unfunded liabilities, and the
amortization payments amount to 18.64 percent of contributing employers’ payroll. As market
returns rise and fall, the actuarial value of pension fund investments correspondingly rise and
fall as well, changing the amortization payments. Graphic 2 shows MPSERS’ unfunded
liabilities over time.

Graphic 2: Unfunded Liabilities in MPSERS, 1988-2012

The state government employee pension plan, the Michigan State Employees’ Retirement
System, cost the state $23,512 per active member in fiscal 2012." This covered the normal and
amortization payments divided by the number of working employees in the system. The plan is

only 60 percent funded so the costs to catch up are substantial.*®

The costs of the MSERS pension plan per active member tend to be higher than other pension
systems. For instance, MPSERS costs only $7,371 per active member to prefund pension
benefits and make amortization payments.”” This plan is 65 percent funded.*® The Municipal
Employees’ Retirement System of Michigan, which offers a variety of pension benefit options,
costs an average $7,957 per active member,*” though there is substantial volatility in the required
contributions as a percent of payroll for each employer.*

New state government employees are offered participation in a defined-contribution pension
system instead of a defined-benefit one. All employees hired on or after March 31, 1997 are
offered retirement benefits where the state automatically puts in 4 percent of employees’ salaries
and matches employee contributions up to an additional 3 percent of their salaries.*' As of 2012,

Mackinac Center for Public Policy
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the state had 32,749 participants in its defined-contribution plan and there were 17,860 active
members in its closed-out, defined-benefit retirement system.*

Retirement benefits in the private sector are different from those commonly found in Michigan’s
public sector. A 2010 survey of major Michigan private sector employers found that only 25
percent offer participation in a defined-benefit pension plan and none offered a plan based on
final average compensation, which is typically used in public sector pension formulas.*
Moreover, the 25 percent that did offer defined-benefit pension plans were “cash-balance” plans,
which do not base pensions on an employee’s final compensation — which tends to be more
generous — but on contributions made on behalf of that employee over time.

The majority of private sector retirement benefits are offered through defined-contribution
retirement plans. In these types of plans both employees and employers make contributions to
an individual, tax-favored account. These funds are generally managed by employees, and
employees accumulate the benefits of investing these funds. Employees can then use these
funds upon their retirement.

All of the Michigan companies surveyed in 2010 offered defined-contribution plans to new
employees.* While these plans can be designed to be as expensive as employers wish —
subject to limitations of tax preferences — they also put the risk for investment return
onto the employee, who becomes responsible for selecting plans that meet his or her
individual risk preference.’

In 2012, only 19 percent of private sector workers nationally had access to defined-benefit
pension systems and 59 percent of workers had access to a defined-contribution
retirement system.* In the same year, 83 percent of state and local government employees
had access to defined-benefit retirement system, while 31 percent had access to a
defined-contribution system."

In addition to differing in the types of retirement benefits they offer, the private and public
sectors differ in the portion of employees to whom they offer such benefits and in the
portion of their employees who make use of them. In 2013, 64 percent of private sector
employees nationally were offered retirement benefits, and 49 percent participated. For
state and local government employees, 89 percent were offered access to retirement
benefits, with 85 percent participating.*

Mackinac Center for Public Policy
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Much, but not all, of the access disparity can be explained through the use of part-time
employment, considering that part-time employees are less likely to have access to retirement
benefits.” Private sector employers make greater use of part-time employment, with about 19
percent of jobs defined as less than 35 hours of work per week. This same figure is only 14 percent
for state and local government jobs.*” In many defined-benefit pension systems, all employees
participate regardless of whether they work full time or part time."

Retiree Health Insurance Coverage

In addition to annual pension payments, government retirement systems also typically provide
health insurance coverage for retirees. The mechanism for funding these benefits is different
from pension benefits. Instead of being prefunded, retiree health insurance tends to be funded
on a pay-as-you-go basis.” In other words, governments simply pay these bills as they come due.
Retirement systems typically include an assessment on employee payroll to pay these
insurance costs.

The Michigan Supreme Court has ruled that retiree health insurance benefits are not subject to
the protections offered to pension benefits in the Michigan Constitution.* Government
managers are not under any obligation to prefund or pay these benefits.® In addition, state courts
have also ruled that these benefits cannot be paid by requiring current employee contributions.”
Effectively, these benefits can be cut at the discretion of government managers and
state policymakers.

All workers and retirees — including government employees — over 65 are eligible for Medicare,
an entitlement program that provides health insurance to the elderly in the United States.

Mackinac Center for Public Policy
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Members and retirees in the state and school retirement system are provided health insurance
benefits in retirement both before and after they become eligible for Medicare. These systems
pay up to a maximum of 80 percent of the medical insurance premium for pre-Medicare
coverage and up to 100 percent of post-Medicare coverage.*

Medical care insurance premiums for pre-Medicare retirees in fiscal 2013 cost the state $7,050
per member and double that if a spouse is included in the coverage. Total state costs for post-
Medicare insurance premiums ranged from $4,178 to $16,211 per retiree in fiscal 2013,
depending on family size and whether those covered are eligible for Medicare.*

Local governments are free to offer whatever retiree health benefits they choose, subject to
collective bargaining when employees are unionized.

Employer-sponsored health insurance benefits for retirees is rare in the private sector. Of the 24
major Michigan private sector employers surveyed in 2010, only three (13 percent) offered
employer-subsidized insurance coverage for retirees.” A 2012 national survey of employers by
the human resources consulting company Mercer found that only 24 percent of employers with
more than 500 employees provide health insurance coverage to pre-Medicare retirees and just
17 percent provided coverage to post-Medicare retirees.*!

Paid Leave

Employees typically receive some compensation for times when they are not working. This can
take the form of sick leave, personal days or vacation. There is also paid leave for employees to
recognize certain religious and national holidays. These benefits are offered commonly in both
the private and public sectors, but the specifications are determined by employers, subject to
collective bargaining when employees are unionized.

Whether an employee is offered such paid leave benefits is often highly contingent on whether he
or she is a full- or part-time worker. As shown in Graphic 3, 87 percent of full-time employees
nationwide (including both private sector and government workers) have access to paid vacation
leave, while 88 percent are offered paid holiday leave. For part-time workers, though, these benefits
are offered to only 34 percent and 38 percent of employees, respectively. Sick leave is available to
78 percent of full-time employees and only 26 percent of part-time employees.*

Mackinac Center for Public Policy
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Graphic 3: Access to Paid Leave by Work Status, 2013
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State employees in Michigan receive 12 days of paid leave for holiday vacation on odd-
numbered years and 13 on even-numbered years.”®> Some state government jobs need to be
performed during holidays and employees receive extra pay for working on these days.**

A unique benefit is given to teachers, professors and other employees whose schedules are
determined by an academic calendar. The breaks between the end and start of school years
is not treated as paid leave by employers, but rather as a regular employment term. Most
salaried school employees may receive paychecks as normal compensation during this
time off from work.

Supplemental Pay

Employees often receive pay in addition to their regular wage or salary, such as overtime pay,
merit-based awards, bonuses, profit-sharing, stock options or other forms of compensation.

Some state government jobs in Michigan are eligible for overtime and other pay premiums. For
instance, state police officers who work with explosives earn $104 more in their biweekly
paychecks. In 2012, the state paid $42,044 for this premium.*® Other pay premiums are
available for state employees, who, for example, work out-of-state or perform duties that are
considered to be more dangerous.”’

The most common form of supplemental pay for government employees is overtime. Some
employees are eligible for overtime and receive a “time-and-a-half” premium (a SO percent
higher pay rate) for any hours worked above and beyond 40 hours per week or for working on
holidays.*® The state paid $35.3 million providing this benefit in fiscal 2012.%

Local government units can offer supplemental pay benefits at their own discretion, subject to
collective bargaining when employees are unionized.

Just as in the public sector, overtime and paid leave are common forms of supplemental pay in
the private sector. But private sector employers are more likely to provide pay bonuses that are
unrelated to an individual’s direct work, like profit-sharing and Christmas bonuses. Nationally,
these “nonproduction bonuses” accounted for 51 cents per hour of average compensation in the
private sector in 2012 compared to just 12 cents per hour in state and local governments.*

Mackinac Center for Public Policy
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Government-mandated Benefits

There are a series of mandatory employment benefits managed by government and applicable to
nearly all employees, public and private. Entitlement programs like Social Security and Medicare
are paid for by taxing employer payroll. Employers must set aside 6.2 percent of payroll to the
federal government for Social Security and 1.4S percent for Medicare.’

Not all state and local governments in Michigan are covered by Social Security. Under section 218
of the Social Security Act, states can sign an agreement with the federal government to cover its
state and local government employees and opt out of some of the requirements of this federal
law.®! Unfortunately, it is difficult to determine how many government employees in Michigan do
not participate in Social Security. Michigan’s administrator of its section 218 agreement explains:

If a political entity does not offer a retirement plan that is at least equivalent to
that of a [S]ocial [S]ecurity benefit, they may fall under mandatory [S]ocial
[S]ecurity coverage and do not need a 218 agreement.

At this point we have 991 modifications to Michigan’s 218 agreement; however
some modifications cover hundreds of entities. It would take a substantial
amount of time and research to estimate how many employees, and even then it
may not be accurate...

All employees receive unemployment insurance benefits, which provide temporary payments in
the event of involuntary employment severance. However, there is a difference between how
these benefits are paid for between state and local government entities, private nonprofits and
for-profit private sector employers. For-profit private sector employers are required to make
regular payments to a unemployment insurance fund while government entities and private
nonprofits may be “reimbursing employers,” only paying for unemployment insurance benefits
as they are claimed.®

Unemployment insurance is provided by both the state and federal government. The federal
government charges employers 6 percent of wages per employee up to $7,000." Michigan’s rates
ranged from 0.06 percent of payroll to 10.3 percent of payroll in 2010, depending on the
employer’s experience and their use of the system.**

Michigan state law requires all employers to provide workers’ compensation insurance to all
employees.® These benefits provide medical and short-term disability benefits to employees
that are injured while at work. Unlike unemployment insurance, these benefits are administered
by private insurers (large employers may self-insure) instead of through the state government.*

Mackinac Center for Public Policy
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Benchmarking Public and Private Sector Benefits

This section describes the methodology used to compare the average amount of employment
benefits provided to public sector and private sector employees in Michigan. Due to limitations
in the availability of certain data, several assumptions were required.

With the exception of retirement benefits, benefit payments for Michigan’s state employees were
assumed to be representative of statewide averages for all government employees. For a large
chunk of the state’s government workforce, the CSC provides detailed pay and benefit
information that this study relies upon, which includes paid leave payments, health insurance,
legally required benefits” and other cash payments and services.””

The public school retirement system — MPSERS — was used as the benchmark for average
costs for retirement benefits in Michigan’s public sector.” MPSERS’ costs roughly track with
those of the Municipal Employees’ Retirement System of Michigan, another major government
pension system, though at slightly lower rates. Although there are a number of different
retirement plans that state and local government employees participate in (some of which are
less and others more expensive than MPSERS), MPSERS and MERS cover the majority of
these employees. MPSERS is the state’s largest retirement system, thus considered to be
an adequate approximation for the whole, even if it does not reflect the experience
of each government employee.

To get an average annual payment for benefits in the public sector, the estimates for insurance,
legally required benefits, paid leave and other cash payments for state employees were divided
by the total number of full-time equivalent state employees.®® This was added to the estimate of
MPSERS per-employee payments made in 2012.%

Costs for retiree health insurance were excluded from the calculation as these pay-as-you-go
benefits are not included as part of an employee’s regular compensation package. Further,
government employers can reduce these benefits at their discretion, and they are not a legally
binding obligation of governments.

Private sector estimates on the costs of employment benefits come from the East North Central
region used in the Bureau of Labor Statistics’ “Employer Costs for Employee Compensation”
reports. This region is made up of Michigan, Ohio, Indiana, Illinois and Wisconsin. A Michigan-
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only report is unavailable. These databases provide statistics on paid leave, supplemental pay,
insurance, retirement and legally required benefits.”

The ECEC report provides the average private sector benefit costs on a per-hour basis. When
annualizing was required, these figures were multiplied by 2,080, the typical number of work-
hours in a full-time job (40 hours per week for 52 weeks)."

The annual difference between the public and private sector proxies was multiplied by the
number of state and local government full-time employees in Michigan, as recorded by the U.S.
Census Bureau.”

Based on these calculations, the total benefits in state and local governments in Michigan
exceeded those averages in the private sector by $5.8 billion. In other words, government
employers in Michigan could save a collective $5.8 billion annually if they offered employment
benefits that mirrored those provided on average by Michigan’s private sector employers.

Graphic 4: Government Savings From
Benchmarking Benefits by Type, 2012

Employment Benefit Difference
Insurance $3,236,800,000
Retirement $1,463,700,000
Paid Leave $1,136,100,000
Supplemental Pay -$84,000,000
Total $5,752,600,000
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The largest different between public and private sector employment benefits is in insurance
benefits. If provided at average private sector rates, insurance benefits for state and local
government employees would cost taxpayers $3.24 billion less (see Graphic 4). Given public
sector employers’ tendency to use less part-time labor,”" purchase fewer consumer-driven health
plans’ and provide insurance coverage to a larger share of their employees,”” gaps between public
and private sector insurance coverage ought not be surprising.

Since research suggests that the type of insurance coverage offered to employees has little to do
with the health outcomes of recipients, insurance coverage offered employees is primarily a
decision concerning cost management.”” While there have been some reductions in public sector
health insurance costs in Michigan, these costs still significantly exceed private sector averages.
With no clear productivity gains from these increased expenses, government managers,
policymakers and taxpayers should question the value of these added costs of government services.

The next largest difference is in retirement benefits. Taxpayers could save $1.46 billion if state
and local government employers provided retirement benefits that were similar to private sector
averages. The greater incidence of defined-benefit plans with extraordinary unfunded liabilities
and the use of retiree health insurance coverage carry these benefits well above the benefits in
the private sector.

Paid leave also leaves a substantial mark in the difference with a $1.14 billion difference between
the public and private sector averages. As mentioned earlier (see “Paid Leave”), this does not
include the unique time off offered to school employees. However, the cost of providing sick,
holiday and vacation time does add to the difference.’

State and local government employees receive smaller supplemental pay benefits, however. If
they were offered benefits at private sector averages, governments would need to spend
$84 million more on compensation such as overtime pay and bonuses. It is often remarked that
private sector employees receive bonuses unavailable to public sector employees, and this
finding supports that theory.
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Testing the Assumptions

This analysis assumes that the ECEC East North Central region statistics are an appropriate
proxy for the average cost of private sector benefits in Michigan. This assumption was tested
using the Bureau of Economic Analysis report on “supplements to wages and salaries.” This
report includes employers’ payments for retirement, insurance and legally required benefits, but
does not include the value of paid leave or other supplement benefits that may be offered in
the private sector.”

Using these data to calculate the average level of benefits per employee suggests that the ECEC
East North Central region statistics are an appropriate proxy for average private sector
employment benefits in Michigan.” From 2005 to 2012, there was never more than a 3 percent
difference between the average cost of benefits for private sector employees in Michigan and the
average cost of benefits for private sector employees across the entire East North Central region.*

To check whether state government employee benefits are indicative of total state and local
government employee benefits as a whole, state government health insurance costs were
compared to school employee health insurance costs. Data from a survey of school district
health insurance costs collected by the Mackinac Center in 2009 was used for this comparison.

This survey of every school district in the state found that the average full-family insurance
premium purchased by public schools for all employee groups cost about $15,460 in 2009. Since
family health insurance premiums increased 22 percent from 2009 to 2013, using the average
state employee health insurance costs as a proxy for all government workers seems reasonable
(in fact, conservative), especially considering that the 186,000 FTE school employees make up
the single largest chunk of government employees.”

Finally, as stated above (see “Retirement Benefits”), the costs for MPSERS is roughly equivalent
to MERS, suggesting that using average MPSERS’ costs is an appropriate approximation of
retirement benefit costs of Michigan government employees.
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Implementing ‘Benefits in Balance’

Leveling the average public sector employment benefits to private sector averages is important
for several reasons. Tax revenues are best used to provide valuable services to taxpayers, but the
more governments spend on employment benefits, the fewer services they can provide. There is
also the issue of fairness to taxpayers. It is difficult to justify a policy that both costs taxpayers
more and provides them with fewer services. And finally a question of sustainability — perpetual
increases in the costs of government coupled with reduced public services will eventually drive
away taxpayers.

Benefits are only a portion of an employee’s compensation package, with the other portion being
wages and salaries. Comparisons between public and private sector wages are slightly more
difficult because wages are much more receptive to changes for market conditions, while
benefits packages are much more likely to be offered to all or nearly all members of an
employee group.

Still, some analyses explore differences in total compensation. A paper from Andrew Biggs and
Jason Richwine, for example, found that public school teachers — the most common
government employee — receive wages comparable to skilled workers in the private sector, but
receive more generous benefits packages.”

Regardless, fixing the increasing costs of government employment benefits is vital to containing
the costs of government. As shown above, the average costs of wages increased only modestly
while the cost of benefits have skyrocketed. And indeed, as policymakers address the costs of
benefits, more money may be available to be provided by way of wages and salaries.

In theory, since most local government and school district officials are free to offer and negotiate
for any level of employment benefits they see fit, leveling the benefits between public and private
sector employees would not require significant changes to state policy. Public sector employers
could simply start negotiating with unions and changing their employment terms, benchmarking
the employment benefits they offer with private sector averages. This would go a long way
toward achieving the $5.8 billion savings identified above.

Despite this fact, the Legislature may need to take a more active approach in leveling the cost of
benefits in Michigan’s public sector. After all, this wide disparity between public and private
sector employment benefits in Michigan was largely created by local government officials; it is
difficult to imagine these same officials suddenly reversing this trend all on their own.

The Legislature could use any of three methods to reduce the disparity between public and
private sector benefits in Michigan: incentives, statutory mandates and constitutional
requirements. These are discussed in the following sections.
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Incentives

To a limited extent, state policymakers have already begun using incentive-based programs to
encourage local government entities to reduce the cost of their employment benefits. Both the
Economic Vitality Incentive Program for municipalities and other local governments and the
Best Practices Incentive for K-12 public schools are examples of these.

The EVIP provides extra revenue-sharing payments to local municipalities that meet the state’s
requirements for accountability and transparency, consolidation of services and employee
compensation.”” The terms pertaining to employee compensation include the following:

+ Capping retirement contributions (for both defined-benefit and defined-contribution plans)
for new hires to 10 percent of base salary.’

+ Using a pension formula that includes at least a three-year average salary, not more than 240
hours of paid leave and a multiplier that does not exceed 1.5 percent (or 2.25 percent if the
employee is not offered other post-employment benefits, such as retiree health insurance
coverage).'

+ Requiring new employees to contribute at least 20 percent to the costs of their health
insurance premiums, or that insurance costs are “competitive” with the main insurance plan
offered to state government employees.*

The Best Practices Incentive for K-12 public schools was used for the 2011-2012 school year to
encourage local government officials to reduce the cost of the health insurance coverage they
provide employees. School districts and charter public schools could earn an addition $100 per
pupil if they met four out of five “financial best practices,” one of which required employees to
pay at least 10 percent of their health insurance premiums.”
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The Legislature could do more, however. Below are some ideas for lawmakers to consider along
these lines:

+ Create a “financial best practice” program that includes reducing employment benefit costs
for community colleges, state universities and other subsidiary government units that do not
participate in EVIP.

+  Survey local government units for paid leave and supplemental pay policies to see whether
incentive programs could work to reduce the cost of these benefits as well.

Statutory Mandates

The Legislature may need to use a heavier hand with regard to certain employment benefits
offered to government employees and mandate certain levels via statute. This is especially the
case when state law defines minimum retirement benefits for government employees, such as
those for school employees. Reforming and benchmarking these benefits to private sector
averages would require policy change at the state level.

An example of a statutory benefits mandate is the Publicly Funded Health Insurance
Contribution Act of 2011.7” It caps government-employer contributions for health insurance or
mandates 20 percent health insurance premium-sharing for all government employees.*® The act
is optional for local governments with a two thirds vote of its governing board, but required for
all public school districts.*!

The Legislature should consider the following policies along these lines to move closer to parity
between public and private sector employment benefit costs:

+ Statutory reform to MPSERS and MSERS, the state’s largest retirement systems.

+ Require community colleges, state universities and other local government entities currently
not subject to the Publicly Funded Health Insurance Contribution Act of 2011 to comply
with its mandates.

+ Eliminate the option of local governments to comply with the Publicly Funded Health
Insurance Contribution Act of 2011.

+  Cap what local governments can provide by way of paid leave, retirement benefits and other
employment benefits, similar to how the Publicly Funded Health Insurance Contribution
Act 0f 2011 caps health insurance costs.

+ Make a portion of state funding to local government entities contingent on meeting certain
employment benefits benchmarks.
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Constitutional Requirements

Even if the Legislature deployed a mixture of both incentives and mandates, it seems unlikely
that these policies would be perfectly effective in the long term. It is more likely that the
Legislature would have to continually re-evaluate these incentives and mandates, making the
balance of benefits between Michigan’s public and private sectors a constant issue. To alleviate
some of this concern, the Legislature should consider policies that would work to actually
prevent this imbalance from developing in the first place.

Perhaps the best way to achieve a more permanent balancing of public and private sector
benefits would be through initiating a constitutional amendment.” The following are ideas for
such amendments:

+ Prohibit the total cost of benefits provided to employees at subsidiary government units
from exceeding a certain private sector index.

+ Prohibit the future use of defined-benefit pension systems at all levels of state and local
government."

The Savings

It is important to remember that the savings from these types of reforms will not accumulate all
at once. For instance, even though the Publicly Funded Health Insurance Contribution Act
began capping what can be spent on health insurance benefits, this law does not apply to
government employers operating under a current collective bargaining agreement with their
employees. Since these agreements cover multiple years (typically about three years), it will take
several years for local government officials to begin realizing savings from this law. Similarly,
savings from reforms to state-run pension systems would only accrue slowly over time.*

Legislators can implement these policies to accrue savings to the state budget, local governments
or to taxpayers. A substantial amount of state tax revenue is redirected to local governments in
the form of state aid payment to schools, appropriations to colleges and universities, and
revenue-sharing payments to local governments, so adjusting payments in conjunction with
implementation can change the direct beneficiaries of implementing this policy. *

One approach would be to allow these savings to accrue directly to the state and subsidiary
governments, enabling them to use these savings to improve or expand the services they provide
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taxpayers. Theoretically then, taxpayers could be provided with $5.8 billion worth of more state
and local government services.

The state could make use of these savings in other ways, too. By adjusting the level of payments
made to subsidiary governments, legislators could obtain some of these savings at the state level.
This would allow state government to improve and expand some of its services, such as its
transportation infrastructure.

The Legislature could also allow some of this $5.8 billion in savings to accrue to taxpayers. If
policymakers were to reduce overall spending, at both the local and state levels, in response to
balancing public sector employment benefits to private sector averages, taxes on private
individuals could be reduced proportionately — without loss in quality or quantity of
government services.

Finally, these options are not mutually exclusive — the state could actually produce all three. In
other words, Legislators could use the $5.8 billion in savings to expand local government
services, improve state government services and simultaneously put money back into
taxpayers’ pockets.

Conclusion

Average public sector employment benefits have been out of line with private sector averages for
a while.* These disparities exist at all levels of government in Michigan. Considering as many
employment benefits for which data are available — insurance coverage, retirement benefits,
paid leave and supplemental pay — there is an estimated $5.8 billion gap between what public
sector employers pay for employment benefits on average compared to what private sector
employers pay on average. This gap, if left unaddressed, will continue to divert taxpayer
resources from their primary purpose — provision of government services — and contribute to
the ongoing government cost spiral in Michigan.
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