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substantial changes to their health care benefits, including benefits for

retirees. While some of these changes have been driven by tough economic
times and rising health care costs, governments also have been concerned about
new accounting requirements.

Guidelines for Other Post-Employment Benefits (OPEB) from the Governmental
Accounting Standards Board (GASB 45) went into effect in 2007 and require states
and localities to account for their retiree health costs on an accrual basis, rather
than a cash basis. Additional changes are on the horizon with GASB 75, which
will align the accounting for retiree health costs with pension reporting guidelines.

The combined effect of fiscal pressures and accounting changes have prompted
some state and local governments to shift more costs to retirees, increase the
vesting period for new employees, look at new plan designs, and shift eligible
employees to Medicare. A few governments have eliminated retiree health benefits
altogether.

Boston College researchers Alicia H. Munnell, Jean-Pierre Aubry, and Caroline
V. Crawford developed a methodology to put the OPEB liabilities into perspective.
They estimate that:

¢ The aggregate unfunded OPEB liabilities are $862 billion
¢ Two thirds of the liabilities are held by local governments

S ince the Great Recession, state and local governments have been making

¢ These liabilities are equivalent to 28 percent of unfunded pension liabilities.

While these unfunded liabilities are large, state and local governments have
several ways to address them and many have taken incremental steps to reduce
them. Others have begun to prefund retiree health benefits. Ohio, for example,
has over $16 billion in assets and its retiree health plan funding ratio is just below
55 percent. North Dakota’s assets are sufficient to fund 58 percent of its long-term
OPEB liabilities.!

The Center for State and Local Government Excellence gratefully acknowledges
the financial support from ICMA-RC to undertake this research project.

Sty IC lallas

Elizabeth K. Kellar
President and CEO
Center for State and Local Government Excellence

I Brown, Alex and Joshua Franzel, 2014. Spotlight on Retiree Health Care Benefits for State and Local
Employees in 2014.
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Introduction

In addition to pensions, most state and local govern-
ments provide other post-employment benefits (OPEBs),
the largest of which is retiree health insurance. Retiree
health plans have received increased attention in recent
years due to rapidly rising health costs and new re-
porting guidelines from the Governmental Accounting
Standards Board (GASB). These guidelines, which were
released in 2004 and became effective in 2007, require
states and localities to change the way they account for
the cost of retiree health plans from a cash to an accrual
basis, essentially applying to OPEB plans the standards
used for pensions.

This brief provides an updated accounting of OPEB
commitments, with data for 2012 or 2013. These data
cover virtually all OPEB plans administered at the state
level as well as a large sample of plans administered by
counties, cities, and school districts. The analysis also
looks beyond the sample of local governments to esti-
mate aggregate OPEB liabilities for all local governments
excluded from our sample.

The discussion proceeds as follows. The first
section describes the evolution of the new reporting
framework. The second section discusses the OPEB
sample and introduces our methodology for captur-
ing OPEB liabilities for entities not in our sample. The
third section compares OPEB and pension liabilities in
the aggregate and discusses the need to use the same
discount rate when comparing these liabilities. The
fourth section puts the OPEB liabilities in perspective.
The final section concludes that: 1) aggregate unfunded
OPEB liabilities are estimated to be $862 billion - near-
ly two thirds of which is held at the local level; 2) these
liabilities are equivalent to 28 percent of unfunded

BY ALICIA H. MUNNELL,
JEAN-PIERRE AUBRY, AND
CAROLINE V. CRAWFORD?*

pension liabilities - when pension liabilities are calcu-
lated with an interest rate comparable to OPEBs; and
3) while OPEB liabilities are large, several factors limit
their potential drain on state and local resources.

The Accounting Environment

GASB Statement No. 45, Accounting and Financial
Reporting by Employers for Post-employment Benefits
Other Than Pensions, represented a significant change
in governmental accounting and financial report-

ing.! Historically, states and localities offering retiree
health insurance and other benefits financed them on

a pay-as-you-go basis and reported the annual benefit
payment as an expense.’ That changed with GASB 45,
which essentially applied pension accounting standards
to OPEBs.

Specifically, public sector employers must regularly
report for their retiree health plans the actuarial ac-
crued liability, the actuarial value of assets, the unfund-
ed liability, the funded ratio, and the annual required
contribution (ARC) payment. The ARC payment covers
the plan’s normal cost (the present value of retiree
health benefits earned by employees for that year’s
employment) and amortizes the unfunded liability (the
gap between existing assets and the present value of
future benefits already promised to employees). Soon,
GASB 75 will supersede GASB 45, and narrow the al-
lowable actuarial cost methods that can be used for
reporting liabilities as well as require the liability of
cost-sharing OPEB plans to be apportioned to partici-
pating employers.>

* Alicia H. Munnell is director of the Center for Retirement Research at Boston College (CRR) and the Peter F. Drucker Professor
of Management Sciences at Boston College’s Carroll School of Management. Jean-Pierre Aubry is associate director of state and
local research at the CRR. Caroline V. Crawford is a research associate at the CRR. The authors wish to thank David Blitzstein,
Keith Brainard, Alex Brown, Robert Clark, Joshua Franzel, and Steven Kreisberg for helpful comments.
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Figure 1. Percentage of Large Private Firms and
State Employers Offering Retiree Health
Benefits to Active Workers, 1988-2013
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Note: Large firms are those with 200 or more workers.
Source: McArdle, Neuman, and Huang (2014).

Although GASB 45 does not require sponsors to
establish trust funds or move toward full funding, it
provides an incentive to fund by allowing them to use
a higher rate to discount future benefit promises if they
set up a trust and commit to paying the ARC.* That
is, with funding, the actuary can discount obligations
by the expected long-term return on plan assets rather
than the lower short-term return used for plans without
funding.

The introduction of new accounting standards can
have a tangible effect on the behavior of plan spon-
sors.” In the private sector, the Financial Accounting
Standards Board (FASB) ushered in accrual account-
ing for retiree health plans with the release of State-
ment No. 106 in 1990. Although the FASB and GASB
standards differ in a number of ways, both made clear
that employers had significant commitments for retiree
health insurance and other benefits. The introduction
of the new FASB standards coincided with a decline in
the percentage of large firms offering retiree health ben-
efits (see Figure 1). Similarly, after the release of GASB
45 in 2004, the percentage of state government employ-
ers offering retiree health benefits dropped noticeably.
Of course, in both sectors, rising health costs may also
have contributed to the decline.

The question for our analysis is how big of a commit-
ment are OPEBs for the public sector today.

Data and Methodology

The data for this analysis include OPEB liabilities from
50 states, 160 counties, 173 major cities, and 415 school
districts related to the sample cities. By payrolls, the

Figure 2. Percentage of State, County, Local, and
School District Payrolls Covered by Sample, 2012
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Source: Authors’ calculations from U.S. Census Bureau
(2012).

sample accounts for 100 percent of states, 46 percent of
counties, 43 percent of cities, and 26 percent of school
districts (see Figure 2).

The provision of OPEB benefits is much less central-
ized than that of pensions. In the case of pensions,
state-administered plans cover not only state employ-
ees, but also nearly all teachers and about 70 percent of
local government employees (generally those in smaller
cities and towns). With OPEBs, state-administered
plans are often limited to state employees, exclud-
ing both local employees and teachers (see Figure 3).
Thus, it is important to explore the extent to which
both large and small localities provide their own retiree

Figure 3. Workers Covered by State-administered
OPEB Plans, 2013
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Source: Authors’ calculations based on city and school
district CAFRs and OPEB plan actuarial valuations.
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health insurance.® Large localities are included in our
sample; small ones are not. So estimates are required
for these excluded entities.

To get a sense of our estimation procedure, consider
Utah, where the state plan covers only state employees.
Generally, we would report the total OPEB liability for

liability of all local entities is already accounted for in
state plan liabilities. Second, the adjustment for ex-
cluded school districts adds very little to Utah’s overall
OPEB liability. The reason is that school districts in our
sample provide relatively little OPEB benefits, so the
adjustment is made on a small base.”

Utah in 2013 as $607 million: $387 million for the Utah
State OPEB plan, $99 million for the Salt Lake County
plan, $113 million for the Salt Lake City and West Val-
ley City plans, and $8 million for the school districts of
Salt Lake City and West Valley City. But only reporting
these amounts would miss the vast majority of Utah’s
local government employees - our sample includes
only 22 percent of the total payrolls for counties, cities,
and school districts in Utah. Therefore, to estimate
the OPEB liabilities for the excluded local entities, we
use the ratio of payrolls in our sample to the payrolls
for the state as a whole (see Table 1). This method
represents a maximum estimate of liabilities because
some smaller jurisdictions do not provide employees
any retiree health benefits.

It is important to note two things about the Utah
exercise. First, it is required only in states where local
government employees are not covered by a state plan.
In states where they are covered by a state plan, the

An Analysis of OPEB Liabilities
(and a Comparison to Pensions)

The OPEB data collected for each plan include liabilities,
assets, and the discount rate (see Table 2). While the
following discussion focuses on the results for the whole
sample, a separate Appendix provides data for each state
and local plan.® The analysis also allocates the liabili-
ties of cost-sharing state plans to participating localities
based on the methodology described in GASB 75.°

The total reported OPEB liabilities in our sample are
$702 billion. In comparison, because most plans are
financed on a pay-as-you-go basis, the assets are a min-
iscule $50 billion. Thus, the total unfunded liability that
appears in the actuarial reports of plans in our sample is
$653 billion.

However, as noted above, many of the excluded lo-
calities are not covered by a state OPEB plan. Adding es-
timates of the assets and liabilities associated with these
excluded jurisdictions (based on the ratio of payrolls
as described above) increases the total OPEB unfunded

Table 1. State and Local OPEB Liabilities for the
State of Utah, Millions of Dollars, 2013

Government entity Annual OPEB liability by $209 billion, producing a total of $862 billion
payroll liability (see Figure 4).
State $2,498 $387 The results also show that, after the adjustment for
Counties 474 excluded entities, counties are responsible for $141 bil-
ST e e A L 913 99 h.on,.cmes are respf)1}51ble for $2§9 billion, and school
Excluded C , 61 191 districts for $138 billion. Combined, local governments
_ _XC uded Census counties are responsible for nearly two thirds of unfunded OPEB
Cities 918 liabilities.
CRR le — Salt Lake & West 191 113
Va”f;"_j‘/mp €~ vt tare & es Table 2. CRR Sample of 2013 OPEB Data by Level
. of Government, Billions of Dollars
Excluded Census cities 727 430
School districts 1,921 T Unfunded Avg. disc.
State/local plan Liabilities Assets liability rate
CRR sample — Salt Lake & West 341 8
Valley Total $702.3 $49.5 $652.8 4.8%
Excluded Census school districts 1,580 37 States 332.9 8.2 3247 4.7
Total in CRR sample 3,243 607 Counties 105.5 10.6 95.0 4.9
Total in CRR sample + excluded 5812 1,196 Cities 167.6 22.8 144.8 5.6
entities School districts 96.2 7.9 88.3 4.9

Note: Numbers in italics are estimates.

Sources: U.S. Census Bureau (2012); Salt Lake City and
West Valley City CAFRs; Utah state OPEB actuarial
valuations; and authors’ estimates.

Source: Authors’ calculations based on various CAFRs
and OPEB actuarial valuations.
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Figure 4. Total State and Local Unfunded OPEB Liabilities, Billions of Dollars
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Note: Some components do not add to totals due to rounding.

Sources: Authors’ calculations based on U.S. Census Bureau (2012); various CAFRs; and OPEB actuarial valuations.

The central question is how big a problem retiree
health insurance is for state and local governments.
One metric is to compare the unfunded liabilities of the
health plans with those of pension plans. Any exer-
cise comparing the size of pension and OPEB liabilities
requires using the same discount rate for both.'® The
discount rates used by pensions and OPEB plans are of-
ten very different - typically 7.75 percent for pensions
and 4.80 percent for OPEB plans since retiree health
benefits are usually not funded. Our comparison relies
on the OPEB discount rate, so pension liabilities are ad-
justed using this rate.!! Dividing the $653 billion of un-
funded liabilities of retiree health plans in our sample
by the re-discounted unfunded liabilities of pensions
shows that retiree health is equivalent to 21 percent of

Figure 5. Unfunded OPEB Liabilities as a
Percentage of Unfunded Pension Liabilities,
Using a 4.8-Percent Discount Rate
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Sources: Authors’ calculations based on U.S. Census
Bureau (2012); various CAFRs, OPEB actuarial
valuations; and Munnell and Aubry (2015).

pensions (see Figure 5). On the other hand, adding
the excluded localities - which increases OPEB, but not
pension, liabilities - raises the ratio to 28 percent.

Retiree Health Costs in
Perspective

Although the unfunded liabilities associated with
retiree health insurance are much larger than generally
perceived, several factors should make them less wor-
risome than those associated with pensions.!? These
include manual levers, such as greater flexibility in ad-
justing benefits and increasing retirement ages, as well
as market factors such as the recent decline in health
care cost inflation. In addition, the notion that spon-
sors should be amortizing existing unfunded liabilities
could use some additional thought.

States and localities have some freedom to reduce
their commitment to retiree health insurance, at least
for new employees, and, indeed, have a rationale for
doing so.!* Many sponsors contend that the level of
retiree health benefits, like pension benefits, should
be based on how long the employee worked, instead
of providing the same retiree health benefits regard-
less of years of service. As a result, a large number of
states have delinked retirement and health benefits by
either having different vesting rules for cash benefits
and retiree health insurance benefits and/or pro-rating
the contribution that they make towards retiree health
benefits based on years of service. For example, some
states pay 25 percent of the subsidy for people with
10 years of service and 100 percent for people with 25
years of service, with a sliding scale in between.
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In addition to limiting who gets full retiree health
care benefits, sponsors have taken a number of steps
to limit costs. The most straightforward is to boost
deductibles and co-pays and, most importantly, in-
crease the share of the premium paid by the employee.
Sponsors were shifting costs to employees even before
GASB 45, so the pace is incremental.!* State and local
governments have also reduced their costs through
wellness programs, such as annual physical exams, in-
dividual counseling, seminars, weight loss and exercise
clinics, smoking cessation programs, and gatekeeping
efforts.!®

Another positive consideration is the fact that the

really expensive component of retiree health insurance
- coverage for those under 65 - may decline as spon-
sors increase retirement ages as part of their pension
reforms. For participants over 65, plan sponsors usu-
ally require participants to sign up for Medicare, so the
public plans simply provide supplementary benefits.
In a recent survey of plan changes, 24 out of 32 state
plans had increased their full retirement ages, which
means that more retirees will be eligible for Medicare
right away.'®

The future burden depends crucially on the cost of
health care. The good news is that health care costs
have been increasing at a much slower pace than in the
past (see Figure 6). At this time, the assumed long-run
increase in health costs - roughly 5 percent - used in
the actuarial valuations exceeds the annual growth in
the Medical Care Component of the Consumer Price
Index (CPI). Every 1-percentage-point reduction in the
health care cost rate reduces the retiree health liability
by about 15 percent.!”

The final issue is the question of funding. States

Figure 6. Annual Growth in Medical Care
Component of CPI-W, 1983-2015
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Source: U.S. Bureau of Labor Statistics, CPI-W (2015).

and localities are criticized for not having prefunded
their OPEB plans. In fact, as discussed, accrual ac-
counting and prefunding were not an issue before the
release of GASB 45 in 2004, and private sector firms
still do not prefund.'® Prefunding involves two com-
ponents: putting aside money to fund future benefits
earned each year (the normal cost) and paying off

the unfunded liability. In the public sector, it makes
good sense on equity grounds to both account for and
pre-fund accruing benefits so that the people enjoying
the services pay for the full cost of those services. But
this principle may be less relevant to funding legacy
costs — benefits earned before the recent switch to pre-
funding. Current taxpayers did not enjoy the services
associated with these costs, so they should not bear
the full burden. Thus, for these legacy benefits, some
governments may choose to continue to pay the bills
as they come due. One could argue that plan sponsors
who set up a trust and contribute their normal cost (in
addition to paying off legacy benefits on a pay-go basis)
are properly funding accruing benefits and, for those
benefits, should be able to use the expected long-term
return as the discount rate.

Conclusion

Retiree health plans for state and local workers have
been generating increased attention in recent years due
to new GASB reporting guidelines, an aging popula-
tion, and rising health costs. Our analysis of this issue
provides a comprehensive estimate of OPEBs with the
latest available data. The key takeaways are as follows.
First, total unfunded OPEB liabilities are estimated to
be $862 billion, nearly two thirds of which is held at
the local level. Second, unfunded OPEB benefits are
equivalent to 28 percent of unfunded pension benefits
- when pension benefits are calculated with an interest
rate comparable to OPEBs. And, finally, while OPEB
liabilities are large, several factors limit their potential
drain on state and local resources.
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Endnotes

Implementation of GASB 45 was phased in over a three-
year period, with the largest governments - those with
total annual revenues of $100 million or more - required
to report their liabilities in their FY2008 financial state-
ments; see U.S. Government Accountability Office (2009).
Also relevant is GASB 43, Financial Reporting for Postem-
ployment Benefit Plans Other Than Pensions, which was
released shortly before GASB 45.

OPEB costs also include dental, vision, life insurance, dis-
ability, and long-term care, but retiree health insurance is
the largest component.

Like GASB 67 and 68 have already done for pensions,
GASB 74 and 75 will introduce a blended discount rate
and require unfunded liabilities to be reported on the plan
sponsor’s balance sheet for OPEBs.

Technically, setting up a trust is sufficient for the use of
a higher discount rate under GASB 45. However, the use
of the more favorable rate only applies to the extent that
accumulated resources are estimated to be sufficient to
fund required payments.

Amir and Ziv (1997).

Prior research explored retiree health for teachers at the
state level only (Clark 2010).

In many jurisdictions, retired teachers often receive an
implicit subsidy in that they can participate in the pool
for active employees, but school districts make no explicit
contributions towards retiree health insurance.

The separate appendix is available at: http://crr.bc.edu/
wp-content/uploads/2016/02/SLP48_Appendix.xlsx

For further discussion of the method for apportioning
liabilities, see Munnell and Aubry (2016).
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The discount rate used for valuing future benefits does
not dictate how benefits should be funded (i.e. actuarial
costs). It values the retirement benefit based on the riski-
ness of the future benefit being provided. For the pur-
poses of this brief, the lower discount rate used by OPEB
plans better reflects the security of the promises made for
both retiree health and pension benefits. For a discussion
on valuing liabilities, see Munnell et al. (2010).

We revalue liabilities by applying a rule-of-thumb com-
monly used by actuaries that a 1-percentage-point change
in the interest rate tends to yield a 12-15 percent change
in accrued liabilities.

For further discussion, see Kearney et al. (2009) and Clark
(2009).

As opposed to pension plans that have constitutional
provisions securing benefit commitments, OPEB plans
generally do not have the same type of explicit protec-
tions; see Daley and Coggburn (2008) and U.S. Govern-
ment Accountability Office (2007).

Kearney et al. (2009).
See Kellar et al. (2014).
See Munnell et al. (2013).

See Keating and Berman (2007) and U.S. Government
Accountability Office (2009).

The incentive to prefund OPEB benefits in the private sec-
tor is dampened by the few tax-favored funding options
available to most firms. While non-profits are able to set
up trusts that allow meaningful tax-preferred contribu-
tions, most private sector firms are legally constrained to
trusts that restrict the level of tax-preferred contributions
to insignificant amounts.
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