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Retiree Health Care

AARP Public Policy Institute

What Do the New Auto Industry VEBAs Mean for Current

and Future Retirees?

Retiree health care VEBAs offer the automakers relief from rising health care costs, but may put
health care for retirees at risk. How secure is the funding for these VEBAs and how long it will last?
And, what do VEBAs mean for the national health care reform debate?

Voluntary employees’ beneficiary associations
(VEBAS) have made national headlines over the
past several months as General Motors, Chrysler,
and Ford reached agreements with the United
Automobile Workers union to eliminate their
retiree health care liabilities. In separate
negotiations this fall, each of the three U.S.
automakers reached an agreement to contribute a
percentage of its projected retiree liabilities to a
fund—a VEBA trust. Rather than maintain a
promise to pay for (otherwise uncapped) defined
health care benefits for current and future
retirees, the automakers will make negotiated
contributions to VEBA trusts from which all
future retiree health benefits will be paid. The
VEBA agreement lets G.M. move a projected
$46.7 billion in retiree health obligations off its
balance sheet; Ford will transfer retiree health
care liabilities totaling $23.7 billion to a trust;
and Chrysler will shed a roughly $18.3 billion
liability.

Moving liabilities off the balance sheet is viewed
by the automakers as a necessary component of
restructuring efforts to lower costs and restore
industry competitiveness. The Wall Street
Journal called the agreement to establish G.M.’s
retiree health care VEBA the most important
concession made by the union in the contract
negotiations." G.M.’s VEBA is said to promise a
“huge savings” and a “huge escape from risk”
for the company.? Some stock analysts predicted
a doubling of G.M.’s share price if the company
got its retiree health care VEBA.® The
companies also will see large reductions in
annual health care expense and significant
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improvements in cash flow. Ford expects an
annual net cash flow benefit of about $1 billion,
including health care savings of $1.6 billion.*

There has been somewhat less discussion of
what the VEBASs mean for the automakers’
current and future U.A.W. retirees. VEBAS can
be a tool for efficient and effective funding of
retiree health care and a mechanism for
increasing the stability of retiree coverage. But
VEBAs can also be a mechanism for eliminating
employers’ health care inflation risk and for
shifting risk and responsibility to employees.
This policy brief describes the auto industry’s
recent retiree health care VEBAs and discusses
the implications of these agreements for current
and future retirees. It closes with questions for
the future, including whether other industries
will shift retiree health care liabilities to VEBA
trusts and how a proliferation of large VEBAS
may help shape the debate about national health
care reform.

What Is a VEBA?

A VEBA—voluntary employees’ beneficiary
association—is a trust that holds funds to meet
the cost of health and welfare benefits. VEBAS
can be used to pay for a variety of health and
welfare benefits, including retiree health benefits
and life and disability insurance. VEBASs can be
established most easily by employers or unions
for individuals who have “an employment-
related common bond.”® The trusts can be
funded by employer contributions, employee
contributions, or both, and they can be funded
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over time, through a one-time contribution, or
with a mix of upfront and annual contributions.
The funds in a retiree health VEBA trust must be
used to provide retiree benefits; the trust is
irrevocable (the funds may not be returned to the
employers until all liabilities are exhausted); and
trustees are subject to fiduciary responsibilities
under the Employee Retirement Income Security
Act (ERISA).

Section 501(c)(9) of the Internal Revenue Code
establishes VEBAS’ tax-exempt status.’
Employer contributions to VEBASs are
deductible within limits; employee contributions
are made with after-tax dollars. To qualify as
tax-exempt, contributions to a VEBA trust have
to be made on a consistent basis and dedicated to
a tax-qualified purpose. Contributions typically
are tax-deductible only up to certain limits.’
Private, nonunion employers, for example, can
prefund for future years, but contributions for
future years must be based on current costs.
That is, employers have to assume that spending
in future years will be the same as per retiree
spending in the current year, with no allowance
for inflation or utilization growth. VEBAs are
subject to unrelated business income tax to the
extent that contributions exceed these limits, and
the assets that accumulate in the VEBA are taxed
at trust rates.?

Collectively bargained plans are offered more
favorable tax treatment. The funding limits and
tax on unrelated business income do not apply if
the employees covered by the VEBA are covered
by a collective bargaining agreement. Thus,
VEBAS established under collective bargaining
agreements benefit from tax-deductible
contributions and tax-free accumulation of
earnings. For all trusts, those formed under
collective bargaining agreements and those not,
health benefits funded through a VEBA are tax-
free to retirees and their eligible dependents and
survivors. Employee-pay-all VEBAS, where
employees alone contribute to the trust, and
VEBAs of tax-exempt employers also receive
more favorable tax treatment—they are not
subject to the unrelated business income tax.

VEBAS can be used to finance health care
reimbursement accounts or defined contribution

or defined benefit health plans. Under the
individual account approach, employees make
defined contributions to a trust, and the benefit
paid in retirement is the amount of total
contributions plus earnings. Contributions can
also go into a pooled account, with the benefit
structured in one of two ways: the benefit can be
a fixed monthly dollar amount that pays for
retiree medical premiums or other qualified
expenses, or the trust may provide benefits under
a traditional health benefit plan.’

What Do VEBAs Do?

Over the past decade, employers have made
significant changes to retiree health insurance
benefits, reducing—and in some cases—
eliminating coverage, and shifting costs to
retirees. Without a firm contract, and most
nonunion employees don’t have one, employers
can change benefits—even for people who have
already retired—at any time. And, even when
there is a contract, as is the case for collectively
bargained plans, the employer can shed its
promised benefits in a bankruptcy proceeding.

The VEBAS currently receiving attention in the
press are a part of this widespread erosion in
retiree health insurance coverage prompted by
both rapid increases in the cost of providing
benefits to retirees and the pressures of
increasingly competitive global markets. The
cost of providing health care coverage to retirees
has risen rapidly over the past decade. Employer
spending on retiree health care increased by
more than 16 percent in 2002 and continued to
grow at double-digit rates through 2005.*
Rising costs have led many employers to limit
benefits, require retirees to pay a larger share of
the costs, or stop offering coverage (usually for
new employees or those yet to retire).

Accounting rules implemented in the early 1990s
also marked a key turning point for retiree
coverage. Until the 1990s, private companies
simply showed current-year spending for retiree
health benefits as an expense in their financial
reports. The companies were required to show
unfunded future pension costs as a liability in
their financial reports, but not the unfunded
portion of expected future costs for other retiree



benefits, including health care.”* 1n 1990, the
Financial Accounting Standards Board—which
sets accounting standards for public companies
in the United States—released Financial
Accounting Standard No. 106.** This standard
requires public companies to expense costs for
future retiree health benefits over their
employees’ working lifetime instead of just
current-year spending. They must also show a
liability of these benefits in their financial
statements. As of 2007, companies must show
the full funded status of post-retirement benefits
on the balance sheet itself and not just in a
footnote in the financial statement.™

FAS 106 highlighted the magnitude of retiree
health liabilities in the private sector, prompting
many companies to drop benefits for future
retirees or adopt other cost-cutting measures.
Some benefit changes affected costs
immediately; others, such as premium caps (i.e.,
a cap on the employer contribution toward
premiums), made future liabilities more fixed
and predictable compared to the indeterminate
liability of open-ended plans.** Today, similar
changes are being implemented for state and
local governments by the Governmental
Accounting Standards Board, provoking similar
concerns about the size of the liabilities and their
financing.

Prefunding retiree health care through a VEBA
can reduce the long-term unfunded liability that
businesses report on their financial statements
and provide a greater degree of security for
workers who expect to receive retiree health
benefits by leveraging investment returns.
There is, however, relatively little prefunding of
retiree health benefits. As of December 2005,
employers included in the Standard & Poor’s
500 had funded just 22 percent of their expected
costs for health and other nonpension retiree
benefits, compared to 90 percent of their
expected pension liability."

Part of the reason for the relative lack of funding
for retiree health care is that employers are not
required to fund those benefits—unlike pensions,
for which ERISA requires minimum funding.
Another reason is that employers may view
retiree health benefits as a conditional and

uncertain liability. They are unwilling to
guarantee that they won’t eliminate retiree health
benefits and don’t want to give the impression
they are guaranteed by funding those benefits.
The irrevocable nature of a prefunded trust also
raises concerns for some employers, as does the
fact that the prefunding draws down capital the
company could otherwise use in its “primary”
investments.*® Also, given the VEBA
restrictions, there is no good way for for-profit,
nonunionized employers to prefund to retiree
health benefits. Employers by and large have
opted for reducing or otherwise limiting future
benefits and continuing to pay for them on a pay-
as-you-go basis."’

But VEBAS can also be used to shift the risk of
uncertain health care costs to current and future
retirees. This last option characterizes much of
the recent VEBA activity. The VEBASs
established by the automakers, and a number of
other recent VEBAS, eliminate or substantially
reduce employers’ liabilities for retiree health
care by transferring the retiree benefit obligation
to the union. The contract exchanges a promise
to provide a defined benefit health care plan in
retirement for a promise to fund a VEBA trust—
a shift to a defined contribution that becomes
much more predictable for the employer.
Employers may even require that all
contributions come from mandatory employee
contributions, shifting the risk entirely to
employees.*®

VEBAS have been around for decades and were
used frequently beginning in the 1980s as a kind
of “hospice care” for workers in declining
industries.’® VEBA trusts have been designed to
preserve benefits—sometimes only for several
weeks or months—for retirees who otherwise
would lose them altogether. VEBAS also offer
companies—especially those in (or on the edge
of) bankruptcy—the opportunity to take future
projected liabilities off their balance sheets and,
assuming they fund them at a discount, improve
their standing in credit markets (see Box 1).



Box 1. Other Recent Retiree Health Care VEBAS

AK Steel, 2007. In October 2007, AK Steel reached an agreement to establish a $663 million VEBA for
roughly 4,600 current retirees of its Middletown Works. The VEBA settles a lawsuit stemming from the
company’s 2006 initiatives to reduce its retiree health care costs. AK Steel will fund a trust from which all
future retiree health care benefits will be paid, ending the company’s obligation. The trust will be funded
with an initial contribution of $468 million and three subsequent annual contributions of $65 million each,
for a total of $663 million. The trust will be funded through one or more sources, including the company’s
existing cash balances and credit facilities and, possibly, the capital markets.?

Dana Corporation, 2007. In July 2007, the U.S.W. and the U.A.W agreed to replace health care and
long-term disability obligations for union employees and retirees at Dana—the bankrupt auto-parts
maker—with a VEBA. Dana agreed to contribute $700 million in cash and $80 million in common stock
of the reorganized Dana to the trust. In exchange, the unions agreed to allow Dana to terminate its
obligation to provide union workers with nonpension retiree benefits and long-term employee disability
benefits. The company will continue to provide benefits for these retirees and employees under its
existing plans until it emerges from bankruptcy. Dana has approximately $1.1 billion in unfunded,
nonpension benefit and long-term disability obligations under its U.S. postretirement health care plans for
U.S.W. - and U.A.W.-represented retirees and employees.”*

Goodyear Tire, 2006. In December 2006, Goodyear Tire and the U.S.W arrived at a strike-ending
agreement that included a VEBA. Goodyear agreed to transfer its $1.2 billion in health care liability for
U.S.W. retirees to a fund managed by the union, making a one-time, $1 billion payment in cash and stock
into the VEBA. The agreement states that the company will have no further obligation to its retirees,
current or future. Goodyear’s $1 billion upfront contribution to the trust will consist of at least $700
million in cash, with the balance in additional cash or common stock at the company’s option.?

Detroit Diesel, 1993. In January 1993, Detroit Diesel and the U.A.W. agreed on retiree health benefits
that capped the company’s obligation to pay premiums to a fixed amount per retiree. A VEBA trust was
funded to pay any above-the-cap costs. The purpose of the cap agreement was to alter Detroit Diesel’s
method of funding retiree health coverage. According to the company, retiree health care benefits for
eligible retirees were vested (the retiree health benefits are lifetime benefits), and that contribution limits
did not negate that commitment. Subsequent cap agreements were reached in 1994 and 1999 that funded
the VEBA trust, but negotiations covering 2005-2010 broke down. The VEBA trust was exhausted, and
no agreement was reached regarding continuing health care benefits for 1993-2004 retirees. Without the
trust funding, the company sought to force retired employees to make premium contributions (for costs
above the cap) to maintain their health coverage. U.A.W. retirees are suing to prevent Detroit Diesel from
enforcing the cap and making them pay monthly premiums of as much as $834.%

Navistar, 1992. A 1992 labor agreement provided Navistar International’s U.A.W. retirees with
“modified” health benefits for life. (The new or modified plan imposed new premiums and other cost
sharing on retirees.) The agreement substantially reduced Navistar’s liability for future retiree health care,
from $2.6 billion to $1 billion. Navistar set up an employee trust in 1992 with $500 million (or 50 percent
of liabilities), funded by proceeds of the sale of 255 million new shares of common stock. In addition, the
company agreed to make additional profit-sharing contributions.?*

Caterpillar, 1992. In 1992, in the midst of a long and contentious labor dispute, heavy-equipment maker
Caterpillar unilaterally implemented key changes to active and retiree health care benefits, introducing a
health care network and setting monetary limits or “caps” on the amounts Caterpillar would spend on




Box 1, continued

retiree health care. Six years later, in March 1998, a contract agreement was finally reached that
incorporated the retiree health care reductions. At that time, the company and the union reached an
agreement to redistribute approximately $35 million (from overtime pay and training funds for active
employees) to a VEBA to offset expenses retirees incurred above the company-established spending caps.
Caterpillar made no promise to provide any additional or future funding to the VEBA, and the trust itself
was designed to last roughly six years, until the next contract negotiation.”> U.A.W. retirees are suing
Caterpillar to prevent the company from reducing their promised (no-cost) retiree health benefits.

The Automakers’ New (Big) VEBASs

Faced with increasingly competitive markets,
smaller workforces, and growing numbers of
retirees, the U.S. automakers have looked for
ways to reduce costs. A central feature of the
recovery strategy for all three U.S. automakers is
reducing the burden of their accumulated health
obligations to hourly retirees (roughly 540,000
retirees and surviving spouses, or about three
beneficiaries for every active hourly employee).?®
At one time, U.S. automakers were able to pass
these additional costs on to customers more easily.
Today, faced with stiffer competition from foreign
manufacturers who are not “saddled” with these
costs, the U.S. automakers contend that they must
lower costs to stay competitive in the global
marketplace.?” With sales and market share in
decline, the U.S. automakers argue that retiree
health care benefits stand out as a major
difference in competitive pricing. The U.AW., in
turn—faced with wage and job losses and
presented with evidence about the companies’
financial instability—has agreed to accept some
cuts in promised benefits.

The 2005 VEBAs

The 2007 VEBAs were not the first the U.A.W.
has agreed to, but they are by far the largest.”® In
2005, the U.A.W. reached agreements with both
G.M. and Ford to establish VEBAs. For only the
second time in its 72-year history, the U.A.W.
reopened its contract in October 2005 in response
to G.M.’s claim that retiree health care costs were
hindering the company’s ability to compete and
pushing it toward bankruptcy.” The U.A.W.
agreed to negotiate changes to retiree benefits at
G.M., and a few months later, the union agreed to

similar changes at Ford.*® (The U.A.W. did not
grant the same concessions to Chrysler).

During the 2005 discussions, G.M. asserted that it
had the right to unilaterally modify or terminate
health care benefits applicable to its U.A.W.
retirees. And, without an agreement to reduce the
company’s retiree health care burden, G.M. said it
would act unilaterally. The U.A.W. argued that
the retiree health benefits were vested, but
ultimately concluded that cost reductions were
needed to assure the company’s financial
stability.®

For the first time, the resulting agreements
imposed cost-sharing requirements on G.M.’s and
Ford’s U.A.W. retirees. Increases in premiums,
copayments, and deductibles were expected to
cost retirees an average of $752 in the first year.
Three basic safeguards were included to lessen the
financial impact on retirees and their families: (1)
low-income retirees (those with an annual pension
benefit of $8,000 or less) were exempted from the
increases in cost sharing; (2) annual increases in
retiree cost sharing were capped at 3 percent; and
(3) a defined contribution VEBA (DC-VEBA)
was established to mitigate the increases in cost
sharing. For example, although the new plan
imposes an annual premium (of $50 for single
participants and $105 for family coverage), DC-
VEBA assets are used to reduce those monthly
contributions by 80 percent (to $10 and $21,
respectively). Similarly, the annual deductible is
reduced by half (from $300 to $150 for
individuals and $600 to $300 for families), as is
the out-of-pocket cap on cost sharing (which is
reduced from $500 to $250 for individuals, and
$1,000 to $500 for families).




The negotiated changes to retiree health care
significantly reduced the companies’ retiree health
care liabilities. At G.M., for example, these
changes (together with some other administrative
plan changes) yielded a gross reduction of $17
billion in G.M.’s liability for retiree health care
and other postemployment benefits.*

The 2007 VEBAs

The 2007 VEBA agreements pick up where the
2005 agreements left off. Under the terms of the
2007 collective bargaining agreements, the
automakers’ obligations to provide postretirement
medical benefits are not just reduced; they are
eliminated from the balance sheet (pending SEC
approval). Effective January 1, 2010 (or when
any appeals or court challenges are exhausted®),
responsibility for providing and paying for retiree
health benefits will be shifted permanently to new
retiree plans funded by VEBA trusts. An
independent board of union- and court appointed
trustees will have oversight responsibility, making
decisions about both how the funds should be
invested and how health care benefits will be
delivered. In addition, the union gives up the
right to negotiate retiree health care with the
automakers. The 2007 VEBA agreements
incorporate the 2005 health care agreements
negotiated at G.M. and Ford and grant the 2005
concessions to Chrysler. The DC-VEBA assets
will be shifted to the new VEBAS, and the
coverage negotiated in 2005 is preserved—at least
over the short term.**

The parties negotiated the levels at which these
very large trusts are funded and how they are
funded. The costs of retiree medical benefits
depend on the future costs of health care, changes
in health care delivery and utilization patterns,
and, perhaps, future breakthroughs in medical
science. The costs of employment-based retiree

programs are also directly affected by changes in
Medicare benefits or payment levels. The pattern
of future costs is sensitive to all of these factors,
which are difficult to predict and hard for any
single payer to control.

Faced with substantial uncertainty about costs and
liabilities, the U.A.W.’s goal was to assure that
the trusts were funded with sufficient cash and
other assets to provide lifetime solvency. The
automakers were interested in eliminating their
obligations to provide retiree coverage if they
could do so at an acceptable cost. Indeed, the
VEBAs improve the companies’ balance sheets
only because the VEBASs are underfunded.

Although the automakers have a combined
estimated retiree health care liability of $88.7
billion, total contributions to the VEBA trusts will
amount to just $56.5 billion (see Table 1).
Specifically, under a contract signed by the parties
and ratified by union members, G.M. is funding a
VEBA at 68 percent of its estimated $46.7 billion
obligation; the contributions from Ford and
Chrysler amount to roughly 60 percent and 57
percent, respectively, of their liabilities. The
retiree health care liabilities shown in Table 1 are
present values. That is, the liabilities reflect the
value of all future benefits expected to be paid
discounted to present value at an assumed interest
rate. The present value reflects the dollar amount
needed today that, with future investment
earnings, would be adequate to pay all future
benefits as they come due. The significant
discount is what allows each of three companies
to improve its balance sheet. Otherwise, each
company’s obligation to pay into the VEBA
would be identical to the amount it would have to
show as the present value of future promised
benefits.



TABLE 1

Funding Levels for the Auto Industry VEBAs

ord e Total
Total VEBA Funding $31.9 billion $13.6 billion $11 billion $56.5 billion
Retiree Health Care Liabilities $46.7 billion $23.7 billion $18.3 billion $88.7 billion
VEBA Funding as a Share of 68% 57% 60% 64%
Projected Liabilities

Source: G.M. and Ford Investor Presentations, U.A.W Chrysler Report.®

The VEBAs are funded with a combination of
cash and stock through employer and employee
contributions. For example, the G.M. VEBA is
funded with upfront contributions, including the
assets of the DC-VEBA, a convertible note (face
value $4.4 billion), and $2.5 billion cash. In
addition, contributions to the trust come from
active workers who give up some of their future
cost-of-living and wage increases. Active
workers will give up more than $1 an hour (more
than $2,000 annually per worker) to help fund the
trust.

Each of the three companies has also agreed to
make additional “backstop” payments. G.M. will
make up to 20 additional annual payments of $165
million each to fund the trust; Chrysler will make
up to 20 additional annual $50 million payments;
and Ford will make up to 15 additional $52
million payments. In each case, these “backstop”
payments will be made any time the individual
VEBA'’s funding level is projected to be
insufficient to provide current benefit levels for at
least 25 years from the date of the required

payment (see Table 2). Under the industry
practice of “pattern bargaining,” the agreements
are broadly similar, but the specifics vary
somewhat across the three automakers. The
U.A.W. gave greater concessions to Ford, for
example.

In the case of Ford, the U.A.W. agreed to a
funding proposal that includes far less upfront
cash and other concessions that reduce Ford’s
costs. Ford’s VEBA contributions include $3.8
billion in assets from an existing VEBA, $2.7
billion in cash, a convertible note with a face
value of $3.3 billion, a second lien term note with
a face value of $3.0 billion, and deferred
payments of $400 million, for total VEBA
funding of $13.6 billion (see Table 2). Deferred
payments make up 22 percent of Ford’s
contribution to its VEBA, compared to 16 percent
for G.M.*® Under another somewhat more
favorable term to Ford, the company will pay 5.75
percent interest on its convertible note, while
G.M. will pay 6.75 percent on a similar
instrument.




TABLE 2
How the Auto Industry VEBAs Are Funded

Chrysler

e Existing VEBA ($16 billion)

Funding .

Mechanisms e Convertible note (face value
and $4.4 billion)

Amount e COLA and wage diversion
(present value) ($3.8 billion)

e Cash ($2.5 billion)

e Pension pass-through
($1.7 billion)

e Contingent cash payments (up
to 20 additional payments of
$165 million/year) ($1.6 billion)

e Retiree health care payments
through 1/1/2010 ($5.4 billion)

Existing VEBA ($3.8 billion)

Convertible note ($3.3
billion)

Second-lien note ($3 billion)
Cash ($2.7 billion)

Deferred payments (up to 15
additional payments of $52
million/year) ($450 million)

Retiree health care
payments through 1/1/2010
(%$2.2 billion)

Cash ($7.1 billion)

Debenture (face value $1.2
billion)

COLA diversion

Warrant ($605 million)

Pension pass-through

Contingent cash payments
(up to 20 additional
payments of $50
million/year) ($487 million)

Retiree health care
payments through 1/1/2010
($1.5 billion)

Source: See Table 1.

Note: Table 2 identifies the major components of the proposed funding. For amounts paid in installments, the value shown is the
current value of the future payments. The table is intended to be illustrative, so the components may not add up to the totals in
Table 1. Complete accounting statements for G.M. and Ford can be found in the investor presentations cited at Table 1.

Risks to Current and Future U.A.W.
Retirees

U.A.W. retirees and their dependents have been
promised lifetime health care coverage—benefits
that have been an object of collective bargaining
over more than half a century. Current and future
U.A.W. retirees have worked, often for decades,
expecting that the automakers will fulfill the
promise set out in collective bargaining
agreements and other plan documents. Current
U.A.W. retirees are relatively well insulated from
the risks of rising health care costs; they receive
comprehensive coverage with relatively limited
cost-sharing obligations. Beginning January 1,
2010, the VEBA will begin funding these benefits
at the same level. According to the U.A.W., the
trust fund can be secure for the next 80 years,
winning security for workers and retirees and
shielding current and future retirees from the
effects of a potential bankruptcy of one or more of
the U.S. automakers. For current and future
retirees, however, the VEBA agreements trade off
one set of risks—that the automakers will insist on
even greater concessions on retiree health care, for

example—for another: that benefits will be eroded
if VEBA funding proves inadequate.

Estimating Future Liabilities Is Fraught with

Uncertainty

The major risks to U.A.W. retirees derive from
the unpredictability of both health care costs and
investment returns. If returns don’t meet
expectations, or costs grow more rapidly than
projected, the trust will not be sufficient to meet

future obligations. An actuary can estimate how
much money must be set aside today to make
expected payouts in the future, given assumptions
about likely investment earnings, life expectancy
of workers and their dependents after retirement,
changes in medical care inflation, changes in the
use of services, and other unknowns. Assuming a
relatively low health care trend and a relatively
high rate of investment return, the trust will be
adequate. But any of the assumptions used to
estimate the present value of future costs may
prove wrong. Most significant, expenditures to
maintain promised benefits may be more than
anticipated—which is why employers have moved



to reduce the degree of uncertainty about future
obligations by imposing caps or limits on what
they are willing to spend.

The problem for U.A.W. retirees and workers
eligible for retiree benefits is that the assumptions
used to generate the estimated liabilities may
understate future costs. In estimating the present
value of retiree health care liabilities, it was
assumed that health care costs would grow at
double-digit rates in the near term and that the
rate of health care change would drop to 5 percent
in 2013. In addition, it is assumed that VEBA
assets will earn an average annual return of 9
percent.

In light of experience, and the substantial amount
of uncertainty about future medical care
treatments and their costs, there is a very real risk
that health care trends will exceed the relatively
low long-term health care trend rate assumption of
5 percent. There is also a very real risk that the
relatively optimistic investment returns assumed
will not be realized. What that means for retirees
is that they will be asked to pay a greater share of
costs through higher benefit cost-sharing
requirements (e.g., copays and coinsurance) or
contributions, or the plans may change health care
delivery (e.g., managed care).

Assuming the funding specified in the agreement,
there is no guarantee that the assets and
investments will be sufficient to secure retiree
health benefits at promised levels. The
unpredictable increase in health care costs is
precisely the risk the companies seek to shift to
their retirees under the VEBA agreement.

The Trust Starts Out Underfunded

Not only is the present value of the liabilities
subject to substantial uncertainty, but the trust also
starts out underfunded. The automakers were
interested in funding retiree health care and
eliminating their liabilities, but only if they could
do so at a substantial discount—which is what
they got. As discussed above, calculations of the
liabilities and funding levels are based on a
complex set of assumptions.

Further analysis is needed that accounts for the
actual timing of all of the benefit payments,

contributions, and company payments to bridge
the gap. Even under the most generous
assumptions, however, the VEBA trusts are
funded at a level significantly below what will be
needed to make future expected payouts under the
current benefit plan. Consequently, managers of
the trust start out in a hole and need to find ways
to bridge the gap between anticipated funding and
projected liabilities. They must address this
coverage gap, but in a way that does not simply
shift costs to workers or restrict their access to
care.

The Nature and Timing of the Contributions to
the Trust Creates Risk

Another source of risk derives from the nature and
timing of the companies’ contributions to the
trust. The VEBA is said to secure retirees’
coverage by funding a trust that will be protected
regardless of the company’s financial
performance. Since retiree medical benefits are
often threatened during bankruptcy proceedings,
the VEBA offers some increased protection.
Rather than risk losing these benefits wholesale in
a potential bankruptcy, unions can secure future
retiree coverage by placing assets in VEBA trusts,
which, if properly structured, are protected from
creditors.”’

According to union leaders, “retired workers will
have their health benefits secured by a
VEBA....The fund can only be used to pay retiree
health benefits and will remain solvent for
decades regardless of the financial condition of
G.M.”® Other experts agree. Phyllis Borzi, an
employee benefits expert at George Washington
University, has also observed that workers get an
assurance of health care regardless of what
happens to G.M. Says Borzi:

“The company gets the liability off its books,
and the union has some control over how the
money’s going to be spent.... Workers get some
assurance that they’ll have health benefits in
retirement, whatever happens in future labor-
contract bargaining sessions—and whatever
happens to G.M. You wouldn’t have the
problem of the company going into bankruptcy,
and then the retirees’ benefits are the first to be
canceled.” ¥



But Borzi also notes that the assurance of
protection depends on how the trust is funded.
The nature of G.M.’s contributions is almost as
important as the size. As an employee, says
Borzi, “l would want cold hard cash—I don’t
want any employer stock or any of that stuff in
there.”*

One expert who has studied the G.M.
Memorandum of Understanding on the VEBA has
raised red flags about the deal. Santa Clara
University law professor Stephen Diamond
maintains that “the argument that the offloading
of GM’s longstanding and carefully negotiated
health care obligations to the VEBA creates a
truly independent U.A.W.-controlled entity
backed by secure funding is misleading.” The
fortunes of the trust, he contends, are linked to the
fortunes of the troubled carmaker. “If GM
collapses into bankruptcy it is very likely that the
VEBA will also collapse.”*

Diamond has identified two ways in which the
VEBA structure “fails to secure the future health
care obligations from the potential risk of G.M.
bankruptcy.” First, VEBA funding is based
heavily on the sale to the VEBA of a convertible
note with a face value of $4.4 billion (which
comprises about 15 percent of the VEBA'’s
assets). The problem, he says, is that the note
derives its value from the “underlying” common
stock into which it can be converted, so its value
could be substantially affected by a G.M.
bankruptcy. The bond’s value would decline
significantly in case of bankruptcy, just as the
value of G.M. stock declines. In addition, it
would have a low priority relative to other
creditors and thus would be in danger of not being
repaid at all.

In addition, G.M. retains unilateral power to make
up to $7 billion of its potential contributions to the
VEBA in cash over a 12- to 20-year period
through annual payments. Since these payments
are to be made in cash, they depend entirely on
the availability of that cash from G.M. But if
G.M. declares bankruptcy, there is no guarantee
that the cash will be available, or that G.M. will
not use the bankruptcy process to shield itself
from these future payment obligations. This
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compounds the problems associated with the
convertible note whose value rises and falls with
GM stock, and whose annual interest payment and
return of principal could be impaired in
bankruptcy.

“In theory,” Diamond notes, “the new VEBA will
have assets on hand on January 1, 2008, from
several sources. However, G.M. can at its
discretion stage up to $7 billion of this amount
(including the wages/COLA payment, the base
payment and the shortfall payments) as far into
the future as 2027.7*

The situation at Ford is even more precarious.
Almost half of the $13.6 billion Ford agreed to
contribute to the VEBA is pledged against Ford
shares or assets. That compares with about 14
percent of G.M.”s $32 billion. According to credit
analyst Mark Oling, the Ford funding also “does
not achieve one of the primary goals of the
U.A.W.—a separation between the financing for
retiree health care and the fate of Ford.”*

As retirees of Copperweld Steel know, the risks
raised by the nature and timing of the financing
are real. A VEBA established to provide health
benefits to the retirees of Copperweld Steel is now
threatened by a bankruptcy proceeding. The 12-
year-old VEBA, established in 1995 for retirees of
Copperweld Steel, was projected to last 30 years
but is running out of funds. Copperweld was
purchased by Hamlin Holdings, Inc., in 1995 and
renamed C.S.C. Ltd. The new owners promised
to provide $25 million to the VEBA, contributing
$1.4 million a year to the retiree health and life
insurance plan. But C.S.C. stopped paying into
the VEBA in 2001, when a bankruptcy court
approved its request for Chapter 7 liquidation and
released the company from its financial
responsibility for the retiree program.**

Downsizing May Also Undermine VEBA
Funding

A final concern is that downsizing by the three
companies may undermine VEBA funding. On
paper, a significant share of the contributions to
the VEBA trusts at each of the three U.S.
automakers will come from active U.A.W.
workers (see Table 2). The contract requires



workers to forgo some cost-of-living adjustments
and wage increases and pass those increases to the
VEBA, helping to secure benefits for current
retirees and their own health benefits in
retirement.

Although workforce trends no doubt were
factored in to the estimates of the funding
streams—a large share of active workers at each
of the three companies is eligible for retirement
within five years, for example—workers’
contributions may be lower than anticipated if
workforce reductions are larger than anticipated.

In fact, in January 2008, just a few months after
the contract establishing the VEBA was signed,

Ford announced that it would offer early
retirement and buyouts to all of the company’s
54,000 UAW-represented workers in the United
States.” General Motors announced that it would
offer retirement incentives to 46,000 workers—
nearly two-thirds of its unionized workforce—and
then, just weeks later, expanded that offer to all of
its 74,000 unionized employees.*® Chrysler also
offered buyout and early retirement packages to
about 13,000 hourly workers as part of an effort to
reduce its workforce by 10,000.*" With numbers
like these, it is easy to imagine that downsizing
could reduce the expected contributions from
workers and reduce the fund’s expected life.

Box 2. What Are the Lessons of Caterpillar’'s VEBA?

Some people point to Caterpillar’s VEBA as an example of how VEBAs can be bad for workers, but that
characterization may not be fair. According to press accounts, Caterpillar retirees were forced to absorb
substantially higher costs for their retiree health benefits when a VEBA established only six years earlier
ran out of funds. That VEBA, however, was always envisioned as a short-term source of funding to
mitigate the cost-sharing obligations Caterpillar imposed on its retirees. In fact, the VEBA funds were
not exhausted at the next round of contract negotiations.

In 1992, in the midst of a long and contentious labor dispute, heavy-equipment maker Caterpillar

unilaterally implemented key changes to active and retiree health care benefits, introducing a health care
network and setting monetary limits or “caps” on the amounts Caterpillar would spend on retiree health
care. Six years later, in March 1998, the parties finally reached a contract agreement that incorporated the
retiree health care reductions. At that time, the company and the union agreed to redistribute
approximately $35 million (from overtime pay and training funds for active employees) to a VEBA to
offset expenses retirees incurred above the company-established spending caps. Caterpillar made no
promise to provide any additional or future funding to the VEBA, and the trust itself was designed to last
roughly six years, until the next contract negotiation.*®

The fundamental problem for Caterpillar’s U.A.W. retirees was the company’s decision to cap its own
contributions to retiree health care. The company funded a VEBA at a relatively modest level to mitigate
these cost increases over the period of the collective bargaining agreement. There was an expectation that
retiree health care costs would be addressed at the next contract negotiation (six years later in 2004). Had
Caterpillar’s retiree health care VEBA run out of funds, retirees and dependents would have been required
to pay insurance premiums and other cost-sharing associated with their health plans.

It is notable that, by the time a new contract was negotiated in 2004, a highly profitable Caterpillar had
agreed to share with retirees the costs of health coverage above the caps—with the company paying 60
percent of the costs above the cap and retirees paying 40 percent.*
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Questions for the Future

There is no question that VEBA trusts represent a
fundamental change for the automakers and
U.A.W. retirees. Yet, many questions remain
about how these big new VEBAs will perform,
whether others industries are likely to follow, and
how the shift toward VEBAS is likely to affect the
current debate about the need for comprehensive,
national-level health care reform.

How long will the VEBAs deliver promised
benefits?

For U.A.W. retirees, the key question for the
future is: How long will the VEBA trusts deliver
promised benefits? Whether the trusts are
adequate to provide current benefits on a lifetime
basis depends on whether promised contributions
materialize and whether income from the trusts’
investments is adequate to meet the rising costs of
health care. The VEBA agreements allow
retirees’ cost sharing to increase by no more than
4 percent per year. However, the agreements also
state that the trustees can modify any aspect of the
current plans (including retirees’ cost sharing)
beginning in 2011. The trustees will thus face
choices about how to invest the trusts’ funds and
how to manage health care benefits and costs.

Some have observed that, since the U.A.W. is
purchasing health care for 540,000 retirees and
spouses, it may be able to use its size to negotiate
lower payment rates and design service delivery
models that contain costs. However, if the union
has no greater ability to contain costs than the
automakers did, many UAW retirees will face
benefit reductions and cost increases.

Will VEBAs sweep the nation?

A key question for policy makers and analysts is:
Are other employers are likely to follow the trend
of offloading their retiree health care obligations
to VEBAs at discounted values? As unfunded
retiree health obligations have grown, many
companies with substantial postretirement health
care obligations have been looking at shifting
responsibility to VEBA trusts. Most of the VEBA
activity has been in the context of collectively
bargained plans, and that is where the strongest
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interest lies—in old-line, unionized industries
with highest exposure to retiree health care
liabilities.

Indeed, just a few days after the U. AW.-G.M.
deal, another steel industry VEBA was negotiated,
this time at AK Steel. Next in line may be
telecommunications. The telecommunications
sector (dominated by Verizon and AT&T) is
better off than the automotive industry (it has a
better position on its retiree health care costs with
respect to market value and net income), but
retiree health care benefits are significantly
underfunded, and the retiree health liabilities have
become a major issue there as well.® With the
new GASB requirements, state and local
governments may also be interested in prefunding
retiree health care through VEBA trusts.

In general, the push to eliminate retiree health
care liabilities from the balance sheet is likely to
remain limited outside of the context of
collectively bargained plans. Most nonunion
employers have limited ability to fund these
liabilities quickly. In addition, when employee
and employer contributions are combined in a
VEBA, all the investment income is subject to tax.
Congress could consider loosening some of the
restrictions on VEBAs that make them less-than-
ideal prefunding mechanisms in the non-
collectively bargained context.”® Additional tax
breaks may not generate much interest in advance
funding, however. Employers, it seems, have
revealed their strong preference to maintain pay-
as-you-go financing and limit their liabilities by
eliminating coverage, reducing benefits, and
shifting costs to workers.

Will VEBASs add fuel to the health care reform
debate?

Another question is: Will the VEBA agreements
influence the ongoing debate about the need for
national health care reform and the shape it should
take? In the labor agreements establishing the
new auto industry VEBAS, the companies agreed
to support efforts to “improve the affordability,
accessibility and accountability of the U.S. health
care system and the pursuit of a lasting solution to
our national health care cost crisis.” The
companies will contribute a total $30 million to



establish a National Institute for Health Care
Reform—a think tank “dedicated to
understanding, evaluating and developing
thoughtful and innovative reform measures.”>
However, the VEBA agreements’ more powerful
effect may be that, as part of the continuing
coverage erosion, they will add to the growing
pressure on the next administration and Congress

to address the health care cost and coverage crisis.

In subjecting auto industry retirees to the cost
shifting and coverage erosion from which they
have long been insulated, VEBAS raise the stakes
for union retirees in the national health care
reform debate. VEBAs will enhance unions’
ability to speak for growing middle-class
insecurity and call for solutions that address the
needs of those who have far less protection.

Conclusion

Just a few years ago, current and future auto
industry retirees might have been counted among

Written by Ellen O’Brien

AARP Public Policy Institute

601 E Street, NW

Washington, DC 20049

202-434-3879; e-mail: elobrien@aarp.org
March 2008

Publication #14

© 2008 AARP http://www.aarp.org/ppi

13

a “relatively privileged minority” insulated from
the growing uncertainty many workers and
retirees felt about their ability to afford health care
in retirement.>® Today, the automakers’ U.A.W.
retirees admittedly remain far better off than many
retirees with no access to any employer-sponsored
health coverage in retirement. Nevertheless, the
2007 VEBA agreements create significant new
uncertainties for U.A.W. retirees, risks that their
retiree benefits will be reduced significantly if
actual future costs have been underestimated or
investment returns have been overestimated, or
because promised contributions do not
materialize. U.A.W. retirees now join the
millions of middle-class workers whose
retirements have become less secure as a result of
the gradual erosion of retiree health benefits that
has unfolded over the past two decades. VEBAS
have been touted as the latest solution for
spiraling retiree health care costs, but retirees will
need to pay close attention to the details to
determine whether VEBAs are a solution for them
and not just a solution for their employers.>
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