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Pre-Fund or PAYGO Retiree Benefits?
Insights from US Retiree Health Care Plans

Abstract

We examine why governments pre-fund retirement benefits or rely on pay-as-you-go (PAYGO)
financing, drawing insights from US state retiree health plans following the GASB 43-45
disclosure reform. By increasing transparency and revealing large unfunded liabilities, the reform
triggered divergent responses: most states moved toward pre-funding, while others continued to
rely on PAYGO. States facing higher health cost pressures increased funding more. We develop a
conceptual framework in which governments jointly determine benefit design (operational
leverage) and financing (financial leverage) subject to constraints such as liability size, legal
flexibility, and fiscal capacity. Case studies of Hawaii, Kentucky, New York and Wisconsin
illustrate the main mechanisms and show how reporting standards, fiscal capacity, collective
bargaining frameworks, and institutional constraints shape transitions to funded systems.
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I. Introduction

A fundamental difference among developed economies is the approach to financing retirement benefits.
In Denmark, pension benefits are predominantly pre-funded, with occupational and private pension schemes
accumulating assets during workers’ careers to meet future obligations. Similarly, in Singapore individuals
contribute to the Central Provident Fund throughout their working lives, building savings that cover both
their retirement income and healthcare expenses. By contrast, in France and Spain, both pension and
retirement healthcare benefits are financed on a pay-as-you-go (PAYGO) basis, relying primarily on current
workers’ taxes to pay for the obligations of retirees. In the US, Social Security and Medicare both have trust
funds but remain largely unfunded.

Governments dependent on the PAYGO model face escalating fiscal strain, as demographic changes
magnify the challenge of sustaining retirement obligations. Aging populations mean a larger proportion of
retirees relative to the working-age population, which increases the burden on current taxpayers. Take Social
Security and Medicare in the United States as an example: combined spending on these programs is projected
to rise sharply over the next decade, potentially reaching around 45% of government expenditures and 11%
of GDP by 2036, respectively. This increase is driven not only by longer life expectancy, which extends the
period over which benefits are paid, but also by rising healthcare costs associated with an aging population.
Together, these factors make PAYGO systems increasingly expensive to maintain without adjustments to
contributions, benefits, or eligibility.

Despite mounting fiscal pressure, it remains difficult to quantify the size of unfunded liabilities under
PAYGO systems, as no official estimates are reported. This lack of transparency - combined with the scale
and growth of the fiscal burden - gives rise to two central questions. First, does limited visibility into
these unfunded obligations encourage governments to continue relying on PAYGO financing rather than
shifting toward pre-funding? Second, once these liabilities become more transparent, what factors drive
some governments to transition to funded systems while others persist with PAYGO?

In this Chapter we address these questions by studying funding dynamics by US state governments follow-
ing the GASB 43-45 guidelines, which introduced disclosure requirements for public-sector OPEB liabilities
starting in 2006-2007. OPEBs, or “Other Post-Employment Benefits,” primarily include retiree health in-
surance and, in some cases, may also include other post-retirement benefits such as deferred compensation,
life insurance, disability coverage, and legal services. The GASB reform provides a compelling context for
study because, prior to its implementation, most US states neither disclosed OPEB liabilities nor pre-funded
them, instead relying on a PAYGO approach. The reform increased transparency and exposed the size of

the unfunded OPEB liability. Following the reform, several states established funding mechanisms for their



OPEB obligations.

We observe a clear divergence in OPEB funding strategies among states in the years following the reform.
From 2009 to 2023, 36 states initiated pre-funding of their OPEB obligations and increased their funding
ratio by about 30 percentage points (p.p.) on average, whereas 10 states continued to rely on a PAYGO
model. Several states such as Arizona, Ohio and Utah increased their funding ratio to over 70%. In contrast,
over the same period, the variation in pension funding ratios across states remained largely stable.! States
facing higher healthcare cost inflation increased OPEB funding more. Alongside boosting funding, these
states also took steps to reduce the overall size of their OPEB obligations.

We develop a conceptual framework to explain the heterogeneity in funding dynamics. At any point in
time, governments must make two central decisions regarding OPEBs. The first is defining the scope and
design of the benefit promise - including its generosity and eligibility criteria - which represents an operating
leverage decision. The second is determining how to finance that promise, which represents a financial
leverage decision. Financing options include using existing cash reserves, increasing tax revenue, or issuing
General Obligation (GO) bonds to prefund the liability, or alternatively employing a PAYGO strategy, which
postpones costs by relying on future revenues to meet obligations as they arise. Although these decisions
are distinct and theoretically independent from each other in a frictionless setting, they become intertwined
in the presence of real-world frictions such as information asymmetries.

Three main categories of factors influence these decisions. The first relates to the current condition of the
OPEB liability, including its size, visibility, and the extent of the government’s exposure to rising healthcare
costs. The second category shapes the operating leverage decision and takes into account constitutional
protections, the strength of collective bargaining agreements, labor market competitiveness, reputation costs
associated with OPEB cuts, and competing fiscal priorities. The third category affects the financial leverage
decision and takes into account the transparency of the unfunded OPEB liability, statutory debt limits,
fiscal capacity, competing commitments, and the government’s limited expertise in managing OPEB funding
mechanisms.

This framework helps explain why states accumulated large unfunded OPEB liabilities and only began
addressing them more systematically following the GASB reform. Prior to the reform, limited transparency
in OPEB reporting made PAYGO financing attractive, while OPEB benefits also served as an effective
tool for recruiting and retaining employees. This environment encouraged states to expand both operating
and financial leverage. Since the reform, the landscape has shifted substantially: liabilities have grown and
healthcare costs have risen, making OPEBs a more salient fiscal concern. With OPEBs no longer operating

as an opaque financing mechanism, the attractiveness of PAYGO financing has declined. While many states

ISimilar types of disclosure requirements were established for pensions much earlier in 1994 (GASB Statements 25 and 27).



have since introduced funding mechanisms, the choice of transition varies with fiscal capacity, collective
bargaining arrangements, and institutional constraints.

To illustrate these mechanisms, we examine four states - Hawaii, Kentucky, New York, and Wisconsin -
that entered the post-GASB period with large unfunded OPEB liabilities but subsequently followed divergent
funding paths. Hawaii adopted a phased-in approach, steadily increasing contributions during a period of
fiscal strength. Kentucky implemented a shared-responsibility model that distributed costs across employers,
employees, and retirees, thereby reducing the government’s operating and financial leverage. In contrast, New
York has largely remained on a PAYGO basis, constrained by limited fiscal capacity and collective bargaining
frameworks that restrict municipalities’ ability to modify OPEB benefits. Wisconsin municipalities faced
similar constraints prior to 2011, but following reforms that curtailed collective bargaining, many closed
OPEB plans to new employees, and wealthier jurisdictions began transitioning toward prefunding.

Our framework clarifies how reporting standards, fiscal capacity, collective bargaining frameworks, and
institutional constraints shape transitions to funded systems. Around the world, most PAYGO arrangements
continue to operate in a “pre-GASB 43-45” environment where the full extent of unfunded liabilities remains
opaque. In such environments, the lack of transparency encourages governments to expand operational
leverage by increasing or maintaining benefit promises while postponing the financial costs. The pace at
which governments shift to funded systems will depend on the size and visibility of liabilities, their exposure
to the risk of rising health costs, their ability to modify benefit promises, fiscal resources, and their capacity
to implement and manage alternative funding mechanisms.

In the following sections we present cross-country evidence on unfunded pension and retiree healthcare
liabilities in the US and other OECD countries, explain the GASB reporting reform, document the growing
divergence in OPEB funding across US states since the reform, introduce our conceptual framework, draw

insights from the case studies, and conclude.

II. Rising Costs of Pension and Retiree Health Benefits

Across the developed world, pension and retiree healthcare obligations represent an enormous fiscal
burden and are projected to expand markedly in the coming decades as populations continue to age. In this

section we highlight key statistics from OECD countries.

A.  Cross-Country Analysis

Public Expenditures Table I reports public pension and healthcare expenditures across G7 countries

and the OECD average. Public pension expenditures averaged 8.8% of GDP in 2023 and are projected to



increase to 9.9% by 2045.2 To estimate retiree health spending, we collect data from OECD on public health
expenditures and on the proportion of these expenditures attributable to individuals aged 65 and over. This
proportion was approximately 40% in 2010 and is projected to increase to 50% in 2030, so we use those
respective values for 2023 and 2045.2 Retiree healthcare expenditures averaged 2.8% of GDP in 2023 and
4

are projected to increase to 4.2% by 2045, a 50% percentage increase in expenditures.

Table I: Public Pension and Retiree Health Expenditure as % of GDP

2023 2045 — Projected
Country Pension  Retiree Health ‘ Pension  Retiree Health
Canada 6.5 3.2 8.1 5.4
France 14.1 3.9 13.9 5.8
Germany 10.2 4.0 11.0 5.4
Italy 15.5 24 16.5 3.6
Japan 9.1 3.6 9.1 5.0
United Kingdom 7.6 3.6 8.3 5.5
United States 5.2 5.6 5.9 8.4
OECD Average 8.8 2.8 9.9 4.2

Retiree healthcare shares are based on OECD age-expenditure profiles from de la
Maisonneuve and Oliveira Martins (2013), assuming a 40% share for the 65+ popu-
lation in 2023 and 50% in 2045. Pension data are from OECD Pensions at a Glance
2025, Table 8.4. OECD averages for pensions are based on 32 countries. Healthcare
projections are from OECD Health at a Glance 2025, Figure 7.26. OECD averages
for healthcare are based on 38 countries.

Unfunded Liabilities In most countries, future pension obligations are predominantly unfunded. Al-
though no comprehensive estimate of their total liabilities is officially reported, Eurostat estimated their
value and funding ratio in 2021 for 30 European countries. Table II reports these estimates for select coun-
tries along with government general debt-to-GDP ratio that we obtained from the OECD. On average, 88%
of total pension liabilities in EU countries encompassing both the public and private sector were unfunded.’
These liabilities are substantial - averaging about 295% of GDP - and far exceed other forms of debt. As a
reference point, general government debt in the EU countries covered by Eurostat stood at 76% of GDP at
the end of 2021, implying that unfunded pension liabilities are approximately 3.8 times larger.%

Eurostat’s findings highlight substantial cross-country variation in the scale of unfunded pension liabili-
ties, largely driven by differences in funding approaches. Countries that moved away from PAYGO systems

tend to exhibit much lower levels of unfunded liabilities. For example, in 2021 Denmark’s unfunded pension

2https://www.oecd.org/en/publications/pensions-at-a-glance-2025_e40274c1-en/full-report/long-term-projections-of- publi
c-pension-expenditure_af4ed734.html

3https://www.oecd.org/en/publications/2013/06/public-spending-on-health-and-long-term-care_g17a2310.html

4https://www.oecd.org/en/publications/2025/11/health-at-a-glance-2025_a894f72e/full-report /health-spending-projectio
ns_d3702fla.html

Shttps://ec.europa.eu/eurostat /statistics-explained /index.php?title=Pensions_in_national_accounts_-_statistics

6We obtain data on general government debt from OECD’s Quarterly Public Sector Debt table, consolidated, and select 2021
Q4 data. The measure of debt includes SDRs, currency and deposits, debt securities, loans and other accounts payable. We
select the same countries as those covered in the Eurostat study. General debt data is not available for the following countries:
Bulgaria, Germany, Croatia, Italy, Cyprus, Malta, Romania, and Iceland.
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Table II: Unfunded Pension Liabilities and Government Debt (2021)

Pension Liability = Unfunded Pension Liability Debt

Country % of GDP ‘ % of Total % of GDP ‘ % of GDP
Austria 464 97 451 92
Belgium 343 92 316 115
Denmark 94 25 24 47
France 398 100 398 123
Greece 412 99 409 213
Netherlands 423 51 215 58
Portugal 384 97 373 130
Spain 507 99 501 125
Sweden 300 64 191 48
Eurostat Average 329 88 295 76

Eurostat pension liability data are obtained from Eurostat (online data code: nasa_10_pensl).

General government debt-to-GDP ratio data are obtained from OECD based on 2021-Q4 and

include SDRs, currency and deposits, loans and other accounts payable. Eurostat averages are

based on the 30 countries covered in FEurostat’s analysis. The debt-to-GDP ratio is based on

the same 30 countries excluding Bulgaria, Germany, Croatia, Italy, Cyprus, Malta, Romania

and Iceland for which the OECD table has no reported data.
liabilities accounted for 26% of total pension liabilities and 24% of GDP. In contrast, countries that continue
to rely predominantly on PAYGO financing have accumulated significantly larger unfunded obligations. In
Spain, unfunded pension liabilities reached 99% of total liabilities and 501% of GDP in 2021. These differ-
ences are primarily attributable to funding policy rather than the overall size of pension obligations. For
instance, both the Netherlands and Greece had total pension liabilities of roughly 410-420% of GDP in 2021,
yet the Netherlands was about 51% funded whereas Greece’s funding ratio was below 1%.

Eurostat’s analysis does not account for retiree healthcare liabilities. While most healthcare systems
operate on a PAYGO basis - suggesting an additional source of underfunding - care must be taken to
avoid double counting. If retirees finance their healthcare expenses through premiums or their own taxes,
no additional liability arises. However, when healthcare costs are primarily covered by general government

revenues funded by active workers, which is typically the case among OECD countries, this effectively creates

an additional liability.”

B.  United States

Similar to most OECD countries, pension and retiree healthcare benefits in the US are large and fast
growing. Long-term projections from the Congressional Budget Office indicate that Social Security outlays
amounted to $1.6 trillion in 2025 and are expected to rise to around $2.7 trillion by 2036.8 In addition,

Medicare spending, approximately $1.2 trillion as of 2025, is projected to double to $2.4 trillion by 2036.

7https://ec,europa.eu/eurosta‘c/statistics-explained/index.php?title:Healthcare,expenditure,statistics,loy,function, _provi
der_and_financing_scheme
8https://www.cbo.gov/data/budget-economic-data#3
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Together, these programs represent the largest components of the federal budget, accounting for 39.3% of
government spending in 2025 and projected to rise to 45.3% by 2036. Measured as shares of GDP, outlays
on Social Security and Medicare accounted for 9.1% of GDP in 2025 and are projected to increase to 11.1%
of GDP by 2036.°

Official estimates of the total size and funding of Social Security and Medicare liabilities are not reported
on a gross basis. The 2025 U.S. Government Financial Report estimates $88 trillion in Social Insurance Net
Expenditures, which include both programs.'® This figure, however, understates the true scale of obligations
because it is net of projected future tax revenues dedicated to Social Security and Medicare. Although both
programs maintain trust funds, their reserves provide only limited coverage. At the end of 2024, the Social
Security trust fund held $2.79 trillion - equivalent to roughly 1.5 years of benefit payments.!! Similarly, the
Hospital Insurance (HI) and Supplementary Medical Insurance (SMI) trust funds, which finance Medicare
Parts A and B, held $208 billion and $187 billion, respectively, covering less than six months of Medicare

12

spending.”~ While a portion of Medicare costs is financed through beneficiary premiums, the majority is

funded through general government revenues.'?

At the state and municipal levels, governments incur liabilities for the pension and retirement health
benefits of public-sector workers. Giesecke and Rauh (2023) estimate that pension under-funding of state
pension plans amounted to $6.5 trillion in 2020. According to Joffe (2021), unfunded OPEB liabilities
amounted to an additional $1.2 trillion in 2019. In comparison, US state and municipal debt consisting of
debt securities and loans amounted to $3.4 trillion at the end of 2020 - only about half of the combined
pension and retiree health care liability.*

Academic research shows that financial markets price the risk of state and municipal pension and OPEB
liabilities. Novy-Marx and Rauh (2009) find that bond yields of states facing larger underfunding increased
during the Great Financial Crisis, especially among states with lower credit ratings. The effect of pension debt
is larger when pensions are protected either constitutionally or by strong collective bargaining agreements
(Boyer, 2018; Agarwal et al., 2021). Betermier et al. (2026) similarly find that states with higher unfunded
OPEB liabilities also have higher municipal bond yields. The relation is strongest for states with high health
costs and OPEB plans where employers have high exposure to the risk of rising health costs and low ability

to renegotiate the plans.

90ECD estimates for the United States in Table I exceed the Congressional Budget Office Medicare projections because
they include total public healthcare spending rather than Medicare alone.

10Gee https://fiscal.treasury.gov/system/files/2026-03/FY-2025-Financial-Report- 3-19-2025%28Final%29.pdf

11 See https://www.ssa.gov/oact/ TR/2025/tr2025.pdf and https://www.cbo.gov/data/budget-economic-data#3

2https://www.ssa.gov/oact/trsum/

13 About 25% of Part B expenditures and 13% of Part D expenditures are financed by beneficiary premiums. See https:
//crr.be.edu/medicare-finances-a- perspective-on-the-2025-trustees-report/

Mhttps:/ /fred.stlouisfed.org/series/SLGSDODNS
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III. OPEB Funding Dynamics Following GASB Reform

The GASB OPEB reporting reform, implemented in the late 2000s, provides a compelling context for
study because it highlights a significant shift in state OPEB funding practices driven by enhanced trans-
parency around OPEB liabilities. Prior to the reform, virtually all US states relied on a PAYGO approach
to finance their OPEB obligations. Following the reform, however, the majority of states began transitioning
away from the PAYGO model toward a funded approach, creating a natural setting to examine the factors

and decision-making processes associated with this shift.

A.  GASB Reporting Reform

Prior to the GASB Reporting Reform, US public-sector employers accounted for retiree health benefits on
a PAYGO basis. A 2025 research note from the New York City Comptroller Office summarizes it clearly:'®
“The City has historically chosen to fund OPEB on a PAYGO basis: the City pays the annual cost of benefits
offered to its retired employees from its operating budget.”

In 2003 and 2004, the Governmental Accounting Standards Board (GASB) issued Statements 43 and 45,
establishing a comprehensive framework for the reporting of OPEBs, with implementation beginning in 2006
and 2007. These standards were designed to address deficiencies in prior accounting practices by requiring
employers to recognize the cost of benefits in the periods in which they are earned rather than when they are
paid. In addition, they enhanced transparency by mandating the disclosure of OPEB liabilities associated
with past service, as well as the extent to which these obligations have been funded.!6

Under GASB 43, public sector employers must report the Annual Required Contribution (ARC), defined
as the sum of the normal cost of benefits accruing in the current period and an amortization component for
the Unfunded Actuarial Accrued Liability (UAAL). However, the standards do not obligate employers to
contribute this amount. GASB 45 further expands disclosure requirements by calling for detailed descriptive
information about OPEB plans, including the ARC, the actuarial value of assets, the magnitude of unfunded
liabilities, the funded ratio, and the actuarial methods and assumptions used.

Although compliance with GASB standards is not legally mandated for public sector entities, many
governments elected to adopt them to preserve credibility with credit rating agencies (Shnitser, 2018). In
addition, employers that established irrevocable and dedicated trust funds for OPEB obligations were per-
mitted to apply higher discount rates to future liabilities, thereby reducing the reported present value of

promised retiree health benefits.

https: / /comptroller.nyc.gov/reports/health-care-costs-funding- post-employment- benefits
16See https://www.gasb.org/st/summary/gstsm45.html
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The GASB reform created a natural trigger for governments to rethink PAYGO practices. States could
no longer ignore the large and growing liability, and some proactively adopted funding strategies and benefit
reforms. A report by Franzel and Brown (2012) shows that, between 2005-2008, only 10 states reported
having funds set aside to pay for future retiree health costs. By 2009-2011, 18 states reported OPEB assets.
In addition, by early 2008 over 35 states implemented some form of cost-sharing and cost containment

programs for retirees enrolled in their health plans.

B. Data and Variable Construction

To measure OPEB funding dynamics following the GASB reform, we collect data from several sources.
Data on OPEB assets and liabilities come from Truth in Accounting, a nonpartisan American think tank
that promotes fiscal transparency and accountability. We start the sample in 2009 because it corresponds
to the year when all state governments implemented GASB disclosure standards 43 and 45. We focus the
analysis on state OPEB plans, which have sufficient details reported in the database from 2009 to 2023.'7
The dataset includes 46 states.'®

Let As: and Ls; be the total values of the OPEB assets and liabilities for state s at the end of year
t as reported in the database. The funding ratio f,; is the ratio of OPEB assets to OPEB liabilities:
fsp = Ast/Lsi. We also define the ratio of the OPEB liability to state personal income as LTI,y = Lg /I 4,
where I ; is the total personal income in state s and in year t. By scaling OPEB liabilities by state personal
income, we can express their magnitude relative to the state’s economic output. State personal income data
are from the Bureau of Economic Analysis.

We use annual state-level Medicare spending data from the Centers for Medicare & Medicaid Services
as a proxy for growth in retiree healthcare expenditures. We measure the percentage change in Medicare
spending over 2009. On average, expenditures grew by 3.6%, with substantial cross-state variation ranging
from 0.7% to 6.5%.

Finally, we collect data on public-sector pension plans from the Public Pensions Database maintained by
the Center for Retirement Research at Boston College. The dataset provides annual information on assets
and liabilities for 200 public pension funds spanning 2001 to 2020. We use asset and liability values reported
under GASB 25 and 27 standards, which are broadly comparable to OPEB values reported under GASB
43 and 45. We aggregate pension assets and liabilities at the state level, and we define each state’s pension

funding ratio as the ratio of total assets to total liability.

I7The database provides information at the plan level. On average, there are five state plans per state (ranging from 1 to 36
plans) and five city plans per state (ranging from 1 to 22 plans). Data on city plans become available beginning in 2015.

18We restrict the sample to states that have OPEB data for 2009 and 2023. The omitted states are Nebraska, Oklahoma,
South Dakota, and West Virginia.



Figure 1: Geographic Distribution of OPEB Funding Ratios

This figure shows the geographic distribution of U.S. states’ OPEB funding ratios. Panel A shows the
distribution in 2009, and Panel B shows the distribution in 2023. A state’s OPEB funding ratio is measured
as the ratio of its total OPEB assets to its total OPEB liabilities. Sources: Truth in Accounting data-z.

Panel A. Funding Ratios 2009

Funding Ratio  —— Unfunded [ Lessthan 20% [ 20% to 50%
I Greater than 50% [ Nodata

Panel B. Funding Ratios 2023

Funding Ratio T Unfunded [ Less than 20% [ 20% to 50%
I Greater than 50% [ No data



C. Post-Reform Funding Dynamics

Figure 1 illustrates the distribution of OPEB funding ratios across states in 2009 and 2023. In 2009,
funding levels were generally low, with most states either unfunded or reporting funding ratios below 20%.
Only Arizona recorded a funding ratio above 50%. In 2023, the picture changed substantially, with overall
funding ratios rising and 12 states exceeding the 50% threshold. This improvement is not uniform, however,
as several states such as Louisiana and Iowa continue to rely on PAYGO financing.

The divergence in funding strategies is clearly seen in Figure 2, which shows the distribution of OPEB and
pension funding ratios across states from 2009 to 2023. Pension funding ratios (blue) are consistently higher
than those for OPEBs (red), reflecting the fact that states have historically prioritized pension funding over
OPEB funding. Moreover, while cross-state variation in pension funding has remained relatively stable over
time, OPEB funding strategies have increasingly diverged, with some states continuing to rely on PAYGO

approaches and others steadily improving their funding ratios - sometimes exceeding those of pensions.

Figure 2: Distribution of the OPEB and Pension Funding Ratios Over Time

This figure shows the distribution of U.S. states” OPEB funding ratios and pension funding ratios between
2009 and 2023. A state’s OPEB funding ratio is measured as the ratio of its total OPEB assets to its total
OPEB liability. A state’s pension funding ratio is measured as the ratio of its total pension assets to its
total pension liability. Sources: Truth in Accounting data-z and Public Plans Data.
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In Table III, we further examine how funding dynamics between 2009 and 2023 differ across groups of
states. The table reports equally-weighted changes in OPEB funding ratios for various subsamples. On

average, OPEB funding ratios increased by 23.6 p.p., although this growth varies substantially across states.
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Among the 14 states with zero OPEB funding in 2009, the funding ratio rose by only 7 p.p. over the period.
By contrast, the 32 states with positive OPEB funding in 2009 experienced an increase of 31 p.p. These
patterns highlight the persistence of state-level OPEB funding strategies.

We also report the average change in the value of OPEB liabilities between 2009 and 2023 for the different
groups of states. These values must be interpreted with caution as the sample of OPEB plans covered in the
database may vary from year to year. On average, liabilities declined by 3% over this period. This reduction
is partly driven by higher funding levels, since GASB regulations permit plans to apply a higher discount
rate to future liabilities as they become partially funded. It also reflects policy efforts aimed at reducing
OPEB benefits.

We next categorize states based on their 2009 OPEB liability-to-income ratio, growth in healthcare
spending based on Medicare expenditures, and pension funding ratio. States with higher liability-to-income
ratios achieved the largest reductions in OPEB liabilities, at 5 p.p. Those experiencing faster healthcare
expenditure growth showed the greatest increases in funding, at 33.5 p.p. Finally, states with lower pension
funding ratios were more proactive in both increasing funding and reducing liabilities compared to states

with higher funding ratios.

Table III: Average change in OPEB funding ratio and liability (2009-2023)

Average Change 2009-2023:

Group Funding Ratio Liability N
Full Sample 0.236 —0.029 46
2009 OPEB Funding Ratio

Zero funding 0.066 —0.017 14
Positive funding 0.310 —0.035 32
2009 OPEB Liability to Income Ratio

Below median 0.248 —0.005 23
Above median 0.223 —0.054 23

2009 Medicare Expenditure Growth
Below median 0.128 —0.031 22
Above median 0.335 —0.028 24

2009 Pension Funding Ratio
Below median 0.267 —0.043 24
Above median 0.203 —0.015 22

This table shows the average change in OPEB funding ratio and liability
between 2009 and 2003 for different groups of states. Averages are equally-
weighted across states.
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To further examine the predictive power of these variables on the states’ funding behavior post 2009, we
regress the change in funding ratio from 2009 to 2023 on the following variables: an indicator equal to one
if the state had a positive OPEB funding ratio in 2009, Fundeds 2009, the 2009 OPEB liability-to-income
ratio, LTI 2009, the 2009 growth in Medicare expenditures, Healths 2009, and the 2009 pension funding

ratio, Pensions 2009:

fs,2023 — [fs,2000 = @ + B1 - Fundeds 2009 + B2 - LTI, 2009 + B3 - Healths 2009 + Ba - Pensions agoe + €5 (1)

where «, (1, (2, O3, and B4 are constants and €, is an error term.

Table IV presents the results. While the relatively small sample size (46) calls for cautious interpretation,
the findings indicate that both the 2009 OPEB funding ratio and the 2009 growth in healthcare expenditures
have positive and statistically significant effects on states’ funding strategies. This suggests that states that
had already begun transitioning toward a funding approach continued along that path between 2009 and
2023. Moreover, states facing faster growth in healthcare costs were more likely to increase their funding
ratios.

Table IV: 2009-2023 OPEB Funding Changes and 2009 Conditions

2009-2023 Change in
OPEB Funding Ratio

(1) 2) (3)

2009 OPEB Funding Indicator 0.237** 0.217** 0.221**
(0.102) (0.102) (0.107)
2009 OPEB Liability to Income 0.711 0.697

(0.573) (0.587)
2009 Medicare Expenditure Growth 9.309** 8.102* 8.159*
(4.417) (4.496) (4.562)

2009 Pension Funding Ratio 0.007
(0.040)
Constant —0.272 —0.256 —0.267
(0.181) (0.181) (0.193)

Observations 46 46 46
R-squared 0.192 0.221 0.222

This table shows regression results of the change in OPEB funding ratio be-
tween 2009-2023 against a series of state characteristics in 2009: a funding
indicator equal to one if the state had positive OPEB funding, the OPEB
liability-to-income ratio, the Medicare expenditure growth, and the pension
funding ratio. The regressions are conducted on a sample of 46 states.

Although our analysis primarily focuses on state OPEB plans, the Truth in Accounting database also
provides data on city OPEB plans in the second half of the sample period. To explore differences in funding

strategies between state and city plans, we compute, for each state and year, the aggregate OPEB funding
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ratio separately for state plans and for city plans. Figure 3 shows the proportion of states with positive
OPEB funding ratios between 0-20% (orange) and above 20% (red) between 2017 and 2023.'° Solid lines
show proportions based on state plans, and dashed lines show proportions based on city plans.

Two main insights emerge from the figure. First, funding ratios rise over time for both state and city
plans. Between 2017 and 2023, the solid and dashed lines move in near parallel, indicating similar trends.
Second, city plans consistently exhibit lower funding ratios than state plans. One explanation is that pre-
funding OPEBs is complex, requiring the establishment and maintenance of an irrevocable trust as well
as clearly defined funding policies - tasks that demand technical expertise, precise liability measurement,
and strong governance. Smaller municipalities may lack the scale needed to implement these arrangements
efficiently (Bikker and van der Linde, 2016). This interpretation aligns with the patterns observed in our

case studies, as we discuss later.

Figure 3: Proportion of States with Funded State and City Plans Over Time

This figure shows the proportion of US states with funded state and city OPEB plans between 2009 and

2023. Red lines show the proportion of states with OPEB funding ratios greater than 20%. Orange lines

show the proportion of states with funding ratios above 0% but less than 20%. The proportions based on
state plans are represented by solid lines, while those based on city plans are shown with dashed lines. A
state’s OPEB funding ratio is measured as the ratio of its total OPEB assets to its total OPEB liability at
either the state or city level and then aggregated to the state level. Sources: Truth in Accounting data-z.
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19We use 2017 as the start year because it is when the city plan data is consistently available across states.
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D. Healthcare Cost Risk and the OPEB Contracting Environment

The positive relation between rising healthcare costs and states’ decision to increase OPEB funding

suggests that unfunded OPEB liabilities are highly exposed to healthcare cost risk. Betermier et al. (2026)

show that investors price this risk and that it is driven not only by the level of healthcare cost inflation but

also by features of the OPEB contracting environment, such as plan design and bargaining intensity. We

highlight several key sources of this heterogeneity and discuss how they translate into different forms of risk

exposure for government sponsors. Table V summarizes cross-state differences in OPEB plan design and

collective bargaining.

Table V: OPEB Contracting Environment

Fixed Proportion

Fixed $ Amount Do Not Contribute

Wraparound

Medicare Advantage

Other

Alabama
Alaska
Connecticut
Delaware
Maryland
Michigan
Missouri

New Hampshire
New York
North Carolina
Rhode Island
South Carolina
Vermont

Georgia
Illinois
Maine

Ohio
Pennsylvania
Texas

West Virginia

California
Hawaii
Kentucky
Louisiana
Massachusetts
New Jersey
New Mexico

Arkansas Towa
Oklahoma Mississippi
Tennessee Montana
Virginia Utah
Washington Wisconsin
Wyoming

Minnesota
Arizona Florida
Colorado Kansas
Idaho
Nevada
North Dakota
Oregon

This table shows the distribution of OPEB plan characteristics across states. We classify states
according to contribution method in columns and coverage policy in rows. States in bold have above
median public sector union coverage on average between 2009 and 2023. Information about plan
characteristics is based on data collected in 2015 and available in the report “State Retiree Health
Plan Spending” published by the Pew Charitable Trusts and the John D. and Catherine T. MacArthur
Foundation in May 2016. Information on public-sector union coverage is from Hirsch and Macpherson

(2003).
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A key source of heterogeneity lies in how employers contribute to the plan. In roughly half of the states,
public-sector employers cover a set share of the insurance premium, while in about a quarter they contribute
a fixed dollar amount.2’ In another eight states - such as Florida, Iowa, and Kansas - employers make no
premium contributions at all. The structure of these contributions has direct implications for the financial
exposure of public-sector employers to rising healthcare costs. This exposure is greatest when employers pay
a set percentage of the premium, more limited when contributions are fixed in dollar terms, and lowest when
employers do not contribute to premiums.

OPEB plans also vary in the extent to which employers bear the financial risks associated with high
healthcare costs. Roughly half of states self-insure through Wraparound coverage, while another seven shift
this risk to third-party insurers via Medicare Advantage plans.2! Plans that transfer risk in this way are less
exposed to the financial burden of costly healthcare (Holland and Dalton, 2017).

The bargaining environment between employers and employees presents another form of heterogeneity.
Collective bargaining agreements may limit the ability of employers to renegotiate OPEBs and thus increases
their exposure to the risk of rising health costs. For some states such as Mississippi and South Carolina,
public-sector union coverage is under 10%, whereas for other states such as California, Ohio, and Rhode
Island, union coverage exceeds 50%.22

Taken together, these features generate substantial differences in risk exposure across states. For example,
New York, Rhode Island, and Michigan provide a fixed share of premiums along with Wraparound coverage
and have high unionization rates, resulting in elevated risk exposure. In contrast, Oklahoma and Wyoming
cap their premium contributions and have relatively low union coverage, leading to lower levels of risk

exposure.

IV. Conceptual Framework

Building on the findings from the previous section, we present a conceptual framework to explain why
some states began to pre-fund OPEBs after the GASB reporting reform while others continue to rely on the
PAYGO approach.

A.  Operating and Financial Leverage Decisions

To provide context, the OPEB promise represents a commitment by an employer to provide health and

related benefits to employees after they retire. These benefits are earned gradually over the course of an

2Ohttps://www.pew.org/en/research-and-analysis/reports/2016 /05 /state-retiree- health- plan-spending
2l https://www.pew.org/en/research-and-analysis/reports/2016 /05 /state-retiree- health-plan-spending
22We measure public-sector union coverage by using a state union density measure from Hirsch and Macpherson (2003).
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employee’s working life as recognition for services performed during active employment. For example, until
2012 the state of Illinois committed to paying 5% of the health insurance premium throughout retirement
for each year of service, up to a maximum of 100% for retirees with 20 or more years of service.?? In this
sense, the OPEB is not simply a future expense but instead a form of compensation that is accrued today
and delivered later. Conceptually, this makes OPEB a type of deferred compensation, similar to a pension
benefit.

However, unlike traditional pensions and other forms of deferred compensation, the OPEB promise is
exposed to a unique set of risks. In particular, it is highly vulnerable to the persistent rise in healthcare
costs, which can significantly inflate the value of promised benefits over time. This factor makes OPEB
obligations more uncertain and potentially more volatile than other long-term compensation commitments.

At any point in time, a government must make two fundamental decisions regarding OPEBs. The first
is to define the scope and design of the benefit promise - such as the level of generosity, payment type, and
eligibility criteria. This represents an operational leverage decision, allowing the government to expand or
reduce benefits and shape its exposure to future liabilities - for example, by offering full benefits, capping
payments, or adjusting cost-sharing arrangements. The second decision is how to finance that commitment,
which represents a financial leverage decision. This may involve drawing on existing cash reserves, increasing
tax revenue, or issuing GO bonds to pre-fund the liability, or alternatively adopting a PAYGO approach,
effectively deferring costs by relying on future revenues to meet obligations as they arise.

In a frictionless world - one without taxes, transaction costs, or information asymmetries - a government’s
operating decisions such as providing OPEB benefits are independent from its financial decisions. In other
words, the choice of what benefits to offer are not influenced by how those benefits are financed, and
conversely. For example, governments that decide to provide OPEB benefits and rely on debt financing have
multiple, theoretically equivalent options. They may issue debt through explicit channels, such as bonds or
other formal borrowing instruments, or adopt a PAYGO approach. Both approaches represent mechanisms of
financing the same underlying commitment, and in a frictionless setting, yield equivalent economic outcomes.

However, once real-world frictions are introduced, operating and financing decisions become intertwined.
For instance, if PAYGO-based obligations are not fully visible to investors and therefore are not accurately
priced into borrowing costs, governments may face distorted incentives. In such a setting, policymakers
might prefer to expand OPEB promises rather than raise current wages, since the former can obscure the
true fiscal burden. This behavior can also promote greater reliance on implicit borrowing through the

PAYGO approach, effectively increasing financial leverage outside of formal debt channels. Over time, such

23This contribution scheme applied to those who retired beginning in 1998. https://www.civicfed.org/iifs/blog/court-rulin
g-health-insurance-could-add-state-illinois-budget-woes
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practices can result in the buildup of substantial unfunded OPEB liabilities.

Importantly, under a fully PAYGO framework, operating and financing choices effectively collapse into a
single decision. Any OPEB promise made today and funded through future PAYGO payments automatically
creates an unfunded liability. Consequently, for states that relied heavily on PAYGO prior to the GASB
reform, the substantial OPEB liabilities observed today reflect the joint outcome of both their benefit design

and financing choices.

B.  Drivers of Operating and Financial Leverage Decisions

The operating and financial leverage decisions are influenced by three main categories of factors.

1. Current conditions The first category relates to the current condition of the OPEB liability.

1.1 Size and visibility of the unfunded liability. A large and highly transparent OPEB obligation can place

governments under significant fiscal pressure and limit their flexibility (Reilly et al., 2023).

1.2 Ezxposure to rising healthcare costs. As explained in the previous section, OPEBs expose governments
to the risk of rising health costs, and the degree of exposure depends not only on health cost inflation

but also on the OPEB contracting environment (Betermier et al., 2026).

2. Operating Leverage Factors The second category of factors influences the size and structure of the

OPEB liability and, in doing so, drives the operating leverage decision.

2.1 Degree of constitutional protection. While not all state constitutions safeguard OPEB liabilities to
the same extent as public pensions, in three states OPEBs enjoy comparable protections, making
reductions difficult (Monahan, 2010). For example, in a 6 to 1 decision on July 3, 2014, the Illinois
Supreme Court ruled that health insurance subsidies for State retirees are protected by the Illinois

Constitution’s pension protection clause.?*

2.2 Strength of collective bargaining agreements. Even in the absence of constitutional protections, strong
labor agreements can limit a government’s ability to renegotiate or scale back OPEB commitments

(DiSalvo, 2015).

2.3 Labor market competitiveness. When private-sector wages are high and retaining employees is chal-
lenging, OPEBs can serve as a valuable form of compensation that does not require immediate cash

outlays (Koedel and Xiang, 2017).

24https:/ /www.civicfed.org/iifs/blog/court-ruling-health-insurance- could-add-state-illinois-budget-woes.
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2.4

2.5

Reputation costs. Reducing OPEBs is often politically and socially difficult and may result in house-

holds losing trust about future pensions and other retiree benefits (Myers, 2019).

Other priorities Governments weigh OPEB obligations against other priorities, and some may be
constrained in their ability to increase taxes to fund existing OPEB liabilities and associated costs

(Mabher et al., 2016).

3. Financial Leverage Factors The third category of factors shapes how OPEBs are financed and

therefore informs the financial leverage decision.

3.1

3.2

3.3

3.4

3.5

3.6

Transparency of the unfunded liability. Municipal governance often involves layered agency relation-
ships: residents elect a city council, which in turn appoints a city manager. When the unfunded OPEB
liability lacks transparency, it may create incentives for city managers to rely on OPEBs as a “hidden”

borrowing channel (La Porta et al., 1998; Glaeser and Ponzetto, 2014).

Debt limits on formal borrowing. Many municipalities face statutory or constitutional caps on bond
issuance. By not prefunding OPEBs, governments can effectively circumvent these constraints and

take on implicit debt outside formal limits (Chaney et al., 2002).

Fiscal stress. Likewise, governments under fiscal stress may lack the capacity to pre-fund OPEBs,
especially when existing liabilities are already large. Using a PAYGO approach allows them to defer

the financial burden into the future (Chaney et al., 2002).

Credibility of funding commitment. Prefunding OPEBs can serve as a commitment mechanism in
environments where governments cannot credibly commit to future policies (Garon, 2016). However,
if assets are not held in an irrevocable trust, they remain part of general government resources and are

thus subject to future appropriation, reducing the credibility of the funding commitment.

Other commitments. Governments must balance the OPEB liability with other outstanding commit-
ments such as the pension liability. For example, when pension benefits are constitutionally protected
but OPEB benefits are not, governments may prioritize pension contributions over OPEB funding

(Novy-Marx and Rauh, 2009).

Institutional expertise. As discussed earlier, prefunding OPEBs is complex, and small municipalities

may lack sufficient scale to implement a funding strategy efficiently (Bikker and van der Linde, 2016).
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C.  Framework Implications

This framework implies that a government’s choice between pre-funding OPEBs and relying on a PAYGO
approach reflects a complex trade-off between operating and financial leverage decisions, shaped by a range
of fiscal and institutional constraints.

Prior to the GASB reform, OPEB liabilities were largely opaque. This lack of transparency made PAYGO
financing an attractive option for governments, effectively increasing reliance on this form of financial lever-
age. Moreover, thirty years ago accrued OPEB obligations and healthcare costs were significantly lower than
current levels, meaning these liabilities were not viewed as a major fiscal concern. Together, these condi-
tions led policymakers to view OPEBs as a relatively inexpensive way to attract and retain public-sector
employees, encouraging states to expand their operating and financial leverage.

Today, the landscape has changed dramatically. OPEB liabilities are now substantial. Rising healthcare
costs make these obligations a pressing concern for states. And OPEBs no longer serve as an opaque form
of borrowing. Taken together - and facing exposure to health cost risk - the PAYGO financing approach no
longer provides the same advantages. In response, many states have begun cutting OPEBs and establishing
funding mechanisms.

The progression of credit rating reports from major agencies reflects the evolution of OPEBs from com-
mitments that were largely invisible to investors back in the early 2000s to obligations receiving prominent
attention today. For example, S&P’s 2005 report on Nevada’s GO bonds makes no mention of OPEBs or
health benefits.2? In contrast, comparable S&P reports in 2025 reference pensions and OPEBs 11 times and
dedicate an entire section to pension and other post-employment benefits.26

The path a government takes reflects the trade-off between its capacity to fund OPEBs and its flexibility
to adjust the level and design of those benefits. Figure 4 depicts this trade-off and the associated policy
responses in a simple quadrant framework. We focus on a government confronting a large, recently disclosed
OPEB liability and significant exposure to the risk of rising health care costs.

The top-right quadrant represents a government that can both mobilize resources and adjust OPEBs,
for example due to a strong fiscal position and relatively weak collective bargaining constraints. This gov-
ernments is most likely to reduce benefits while initiating a funding strategy to limit its exposure to rising
health care costs.

The bottom-right quadrant represents a government that has the capacity to mobilize resources but faces

constraints in adjusting OPEB benefits such as legal restrictions, strong collective bargaining agreements,

25 “Nevada; Tax Secured, General Obligation” Global Credit Portal, S&P, March 10, 2005
26 «“Research Update: Nevada GO Rating Affirmed At ’AA+’; COP Rating Affirmed At ’AA”’ Global Credit Portal, S&P,
Nov 14, 2025
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Figure 4: Tradeoff between ability to fund and ability to adjust OPEB benefits

Ability to
adjust OPEB benefits

PAYGO Fund
Cut Benefits Cut Benefits
Ability to
finance OPEBs
PAYGO Fund
Keep Benefits Keep Benefits

and significant reputational costs associated with benefit reductions. This government is most likely to
pursue a funding strategy while maintaining existing OPEB benefits.

The bottom-left quadrant represents a government with limited capacity to both mobilize resources and
adjust OPEBs. This governments is most likely to remain on a PAYGO basis and maintain existing benefits,
given fiscal constraints and the rigid contracting environment.

Finally, the top-left quadrant represents a government that has substantial flexibility to adjust OPEB
benefits but limited capacity to finance them. This government is most likely to eliminate OPEB benefits

and rely on the existing PAYGO financing approach.

V. Case studies

To illustrate and further explore these different paths, we conduct case studies of four states that had
high unfunded OPEB liabilities prior to the GASB reform but have since pursued different strategies in their

funding approaches.
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A. Hawati

Hawaii historically financed OPEBs on a PAYGO basis. By 2011, its unfunded OPEB liability had
reached approximately $15.9 billion, or about $11,525 per capita, placing it among the highest in the nation.2”
This liability exceeded the state’s annual budget and prompted concerns about fiscal sustainability among
policymakers. Former House Speaker Calvin Say, a leading advocate for pension reform, said a continued
failure to respond to the growing unfunded liabilities threatened to bankrupt the state and the counties.
(Honolulu Civil Beat, 2014).%8

In 2013, Hawaii enacted Act 268, a landmark legislation initiating the transition from PAYGO financing
to the prefunding of retiree health benefits through required annual contributions. The reform occurred
during a period of apparent fiscal strength, when general fund revenues exceeded expenditures by $568.8
million, producing an ending balance of $844 million. Governor Neil Abercrombie noted, “Well, you can call
it a surplus, but it’s not as if there’s 844 million extra dollars around... What it means is we can pay our
bills, meet our expenses and be in the black... We're going to have cash reserves so that we don’t have
to find ourselves as we did when I came into office, having to raid the hurricane fund and the rainy day
fund and our reserve funds just in order to pay our bills” (Hawaii’s Fiscal and Financial Condition 2013,
Gov. Neil Abercrombie).?? The shift to a prefunded system resulted in a substantial rise in contributions.
In 2011, under the PAYGO regime, annual OPEB contributions were approximately $268.7 million.?* By
2020, under full prefunding, these contributions increased to more than $1 billion.3!

Three factors facilitated the transition. First, the shift to a funded system was codified in law, creating a
credible commitment to prefunding and making policy reversal more difficult. Second, to ease the budgetary
impact of higher OPEB contributions associated with the move to prefunding, state and local governments
were granted a five-year phase-in period, during which contribution rates increased gradually over time
until reaching full funding levels by 2019. Third, in 2001 Hawaii consolidated multiple union-administered
benefit arrangements into a single statewide system, the Hawaii Employer-Union Health Benefits Trust Fund
(EUTF). Prior to this reform, state and county employees were covered by separate health and life insurance
programs, with multiple plans administered independently across agencies and negotiated separately with
insurers. This fragmented structure contributed to higher administrative costs, inefficiencies, and variation
in benefits across groups. The consolidation streamlined administration and improved coordination, thereby

facilitating the management of benefit funding obligations.

27See https://ags.hawaii.gov/wp-content /uploads/2012/09/acfr2011.pdf for the total OPEB liability and https://fred.stl
ouisfed.org/data/HIPOP#:~:text=Table_title:%20Table%20Data%20%2D %20Resident %20Population%20in, % 7C%20DATE:
%202025%2D01%2D01%20%7C%20VALUE: %201432.820%20%7C for the resident population.

28https:/ /www.civilbeat.org/2014/06 /health-funds-quest-solvency/

29https://www.hawaiinewsnow.com/story/24158799/governor-announces- 1 1b-fiscal-turn-around-since-2011/

30https://ags.hawaii.gov/wp-content /uploads/2012/09/2011_State_of Hawaii_SEFA_FINAL.pdf

3lhttps://ags.hawaii.gov/wp-content/uploads/2021/01/acfr2020.pdf
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B.  Kentucky

Like Hawaii, Kentucky historically financed OPEBs on a PAYGO basis, resulting in the accumulation
of substantial unfunded liabilities. According to the Truth in Accounting database, Kentucky’s unfunded
OPEB liability reached approximately $11 billion in 2009, with more than half of this value attributable
to the Kentucky Teachers’ Retirement System (KTRS), which provides retirement, disability, and survivor
benefits to Kentucky’s public education workforce. Over time, KTRS health care costs rose fast: “KTRS
health care costs keep escalating at a much faster clip than revenue growth in the Medical Insurance Plan.
Last year, basic doctor/ hospital costs and the cost of medications (prescription drugs) rose about 5%”
(KTRS CAFR 2007).%2 In response to rising health care costs, the pension fund of KTRS was increasingly
used as a short-term financing mechanism for retiree health benefits: “The employer contributions increased
primarily because $139.4 million in stabilization funding was placed in the medical insurance fund from the
pension fund at the recommendation of the System’s actuary. The amount will be repaid over a ten-year
period per KRS 161.553” (KTRS Financial Statements, 2009).3

In 2010, Kentucky enacted House Bill 540, establishing a Shared Responsibility Plan for retiree health
benefits under the Kentucky Teachers’ Retirement System (KTRS) and initiating a shift from PAYGO
financing toward contributions into a dedicated health insurance trust. The legislation passed without
opposition and required contributions from active teachers, the state, school districts, and retirees, with the
objective of moving toward full prefunding (Kentucky Teachers Retirement System, 2010).

Unlike Hawaii’s approach, which relied primarily on gradually increasing government contributions, Ken-
tucky’s Shared Responsibility Plan distributed the funding burden across all stakeholders. Active teachers
were required to make phased-in contributions rising to approximately 3 percent of salary over a six-year
period. School districts were also required to contribute up to 3 percent of payroll to the medical insurance
fund. Retirees paid premiums tied to Medicare Part B. Finally, the Commonwealth paid the net cost of
medical health insurance for all retirees who are not Medicare eligible.?* This cost-sharing structure effec-
tively reduced the government’s operating leverage by shifting a portion of the financial burden to active
employees and retirees.

Companion legislation, House Bill 531 (2010), authorized the issuance of up to $875 million in notes
to refinance and repay existing interfund loans and related obligations. The law also redirected employer
contributions that had previously been transferred from the pension fund to support the teachers’ medical

insurance fund, effectively shifting the form of indebtedness away from implicit OPEB and pension obligations

32https:/ /trs.ky.gov/wp-content /uploads/2016,/03/2007-KTRS- CAFR.pdf 7utm_source=chatgpt.com
33https://trs.ky.gov/wp-content/uploads/Publications/ EXTERNAL.AUDIT.2009.CTM.pdf
34https:/ /trs.ky.gov/wp-content /uploads/2016/07 /2010-March- April- Retired.pdf
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toward explicit, publicly recognized debt.

C. New York

Unlike Hawaii and Kentucky, New York continues to rely primarily on a PAYGO approach to financing
OPEBs. Both the state and its municipalities have historically offered among the most generous retiree
health benefits in the United States, particularly in New York City, where early retirees have often been
eligible for full premium coverage, spousal benefits, and reimbursement for Medicare Part B and supplemental
insurance costs. As a result, New York has accumulated some of the largest OPEB liabilities in the country.
In 2008, estimated liabilities reached approximately $50 billion for the state government and $58 billion for
New York City - together the highest nationwide.?® On a per capita basis, New York’s unfunded OPEB
liability remains the largest in the United States, reaching roughly $16,000 per resident in 2019 (Joffe, 2021).

Three major barriers have limited New York’s shift toward a funded OPEB model. First, the state
lacks clear statutory authority allowing either the state or local governments to create fully irrevocable
OPEB trusts, which undermines the credibility of any long-term prefunding effort.?6 As a result, existing
arrangements such as New York City’s 2006 Retiree Health Benefits Trust have functioned more like de facto
rainy-day funds than true prefunding vehicles. Contributions are not mandatory, governments can effectively
draw down balances by underfunding PAYGO costs, and assets are held largely in cash and cash equivalents,
reflecting a short-term liquidity purpose rather than a long-term investment strategy (CBCNY, 2027).37

The second challenge is the high degree of fragmentation across OPEB arrangements in New York.
Unlike pensions, which are administered through centralized systems such as the New York State Teachers’
Retirement System, OPEB benefits are typically managed at the individual employer level. For example,
the Hugh L. Carey Battery Park City Authority - an agency of roughly 180 employees responsible for
planning, developing, and maintaining the 92-acre Battery Park City neighborhood in Lower Manhattan -
participates in the centralized New York State and Local Retirement System (NYSLRS) for pension benefits
but maintains its own separate OPEB plan. This fragmentation makes OPEB obligations more difficult
to coordinate, monitor, and finance at scale, and it places a disproportionate administrative and financial
burden on smaller employers with limited staffing and fiscal capacity to manage complex long-term liabilities.

The third challenge for New York OPEBs is the strong stickiness created by union collective bargaining
agreements. Under the 1982 Triborough Amendment to New York City’s Taylor Law, pension and OPEB
benefits are treated as mandatory subjects of collective bargaining and remain binding obligations of the

City. As a result, state law requires that collectively bargained benefits continue beyond contract expiration

35https://broomecountyny.gov /sites/default /files/dept/legis/pdfs/OPEBPolicyReport %280SC %295-8-08.pdf
36https://www.osc.ny.gov/files/local-government/publications/pdf/gasb-75-faq.pdf
3Thttps://comptroller.nyc.gov/reports,/preparing-for-the-next- fiscal-storm/.
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until a successor agreement is reached. This rigid contracting environment has contributed to sustained
and often intense union resistance to proposed OPEB reforms in New York City, particularly efforts to
shift retirees into lower-cost Medicare Advantage plans.?® Retirees, union members and groups affiliated
with unions organized mass protests, filed lawsuits, and lobbied aggressively to block changes, arguing they
undermined promised health benefits.

The size, rigidity, and fragmentation of New York’s OPEB liabilities have made a transition to a fully
funded system financially challenging. In a 2025 fiscal analysis examining what it would take for the City to
fully pre-fund its OPEB obligations, the NYC Comptroller’s Office estimated that shifting from a PAYGO
system to full actuarial funding would require a sizeable increase in annual pension contributions that would
be difficult to accommodate alongside existing fiscal commitments. The unfunded OPEB liability of New
York City amounted to $98.2 billion in 2024, and PAYGO costs for retiree health benefits were close to $4
billion in 2026. Moving to full funding would require additional contributions to cover both the normal cost of
benefits and amortization of the unfunded liability, with projected annual costs ranging from approximately
$6.6 billion to $8.1 billion in 2026 - equivalent to about 5.5% to 6.7% of the City’s roughly $120 billion
budget. As the City’s Executive Deputy Comptroller for Budget and Finance notes, “it appears unlikely
that the City could find sufficient fiscal space to be able to afford both the pension [UAAL] and OPEB

contributions” (NYC Comptroller, 2025).39

D. Wisconsin

Wisconsin’s OPEB landscape reflects a dual structure. Some retiree health plans are administered by
the Wisconsin Department of Employee Trust Funds (ETF), the central administrator of the state’s public
retirement, and benefit systems. A subset of these programs - such as the Supplementary Health Insurance
Conversion program - are fully prefunded, with assets invested by the well-established State of Wisconsin
Investment Board, which also manages the state’s pension fund. However, most retiree health plans are
administered at the local level by employers such as the City of Milwaukee and have historically been
financed on a PAYGO basis, resulting in large and growing unfunded OPEB liabilities.

As in New York, local OPEB arrangements in Wisconsin were heavily influenced by collective bargaining
agreements, which made retiree health benefits difficult to reform. In 2011, Governor Scott Walker introduced
the Budget Repair Bill (Act 10) to break down this rigidity. The law had two central aims: 1) to require higher
employee contributions toward pensions and health benefits, thereby lowering overall compensation and

reducing government expenditures; and 2) to significantly restrict collective bargaining rights for most public

38https://www.the74million.org/article/lawsuits-protests-lobbying-uproar-as-retirees-fight-nyc-unions-over-medicare
3%https://comptroller.nyc.gov/reports/health-care- costs-funding- post-employment-benefits /# _ftnd
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employees (excluding police and firefighters), limiting negotiations to base wages and eliminating mandatory
dues collection, effectively reducing union financing and influence.*® Act 10 acknowledged existing collective
bargaining agreements and allowed them to run their course, but once they expired, local governments gained
full discretion to redesign future retiree health benefits, wages, and related employment terms.

The bill’s scope and speed of passage provoked extraordinary backlash. In protest, all 14 Democratic
state senators fled the state for Illinois to prevent a quorum and stall the vote on what was then a fiscal
measure requiring their attendance. Meanwhile, tens of thousands of demonstrators filled the Capitol in
Madison for weeks, marking one of the largest labor protests in Wisconsin history (The Act 10 Story,
2025).4! Senate Republicans eventually restructured the bill, removing its fiscal elements, which lowered the
quorum threshold and allowed passage without the absent Democrats. Act 10 was signed into law in March
2011, setting off years of litigation and a recall election in 2012 aimed at ousting Governor Walker, who
prevailed and continues to cite the reform as central to balancing state and local budgets (The Washington
Times, 2026).42

As pre-Act 10 labor agreements expired, governments gained broader latitude to restructure retiree health
benefits - raising eligibility ages, closing plans to new hires, capping subsidies, and increasing cost-sharing.
Many jurisdictions used these tools to actively reduce unfunded OPEB liabilities. According to the Wisconsin
Policy Forum’s 2018 Promises to Keep, nearly all of the state’s 25 largest cities saw OPEB liability declines
between 2013 and 2016. The city of La Crosse, for example, cut its projected liability by 13% (by $10.3
million) after fully phasing out retiree coverage.

Funding dynamics varied across cities depending on their fiscal capacity. Most municipalities continue
to rely on PAYGO financing, with little to no prefunding of retiree health obligations. As noted by the
Wisconsin Policy Forum, “almost no communities [...] are setting aside any money to cover the commitment
that remain - cities are simply paying those expenses out of their regular annual budgets” (Wisconsin Policy
Forum, Promises to Keep).3 Similar to New York, fiscal constraints and and competing budget priorities
help explain this continued reliance on PAYGO financing. For example, in the City of Beloit, limited
budgetary resources make prefunding particularly difficult: “Beloit has budgeted $19.1 million this year for
capital needs such as street construction and maintenance, economic development subsidies, building repairs,
and new equipment. If instead the city took that money and invested it to pay for the retiree health care

promises for current and former employees, Beloit still would have less than half of the estimated $39.7

4Ohttps://docs.legis.wisconsin.gov /2011 /related /lcactmemo/act010.pdf #:~:text=Act%2010%20maintains%20the%20right %
200f%20employees,compensation%2C%20pay %20schedules %2C%20and %20automatic%20pay %20progressions.

Hhttps://youtu.be/glldkLgiiK0

42https://www.washingtontimes.com /news,/2026 /feb/12/act-10-reforms- broke-power-wisconsins- teachers-unions- put-stude
nts/

43https://wispolicyforum.org/wp-content /uploads/2018/07/ Taxpayer_1805.pdf
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million needed to cover these projected costs over the next 30 years” (Wisconsin Policy Forum, Promises to
Keep).#4

However, several wealthier jurisdictions have transitioned to prefunded systems. A prominent example
is Walworth County, one of Wisconsin’s more affluent counties. In 2005, the county closed its OPEB plan to
new employees and, through negotiations with public employee unions, replaced the benefit with a one-time
contribution to an IRS Section 501(c)(9) Post-Employment Health Plan on their behalf (Joffe, 2021). At
the same time, the county established an irrevocable OPEB trust and began accumulating assets to prefund

existing obligations. This sustained funding effort resulted in the plan reaching full actuarial funding in

2012.%5

E.  Takeaways and Insights for other PAYGO Systems

The case studies illustrate the different pathways depicted in Figure 4. Hawaii and Kentucky provide
examples of states that pursue funding strategies while keeping OPEB plans open (bottom-right quadrant).
New York illustrates a state that remains on PAYGO due to limited capacity to both fund and modify
OPEBs (bottom-left quadrant). Wisconsin municipalities exhibit greater flexibility in adjusting benefits but
vary in their ability to mobilize resources. More fiscally constrained cities fall into the top-left quadrant,
whereas more affluent jurisdictions such as Walworth County are located in the top-right quadrant.

Our framework and case study analysis yields several insights for governments worldwide that operate
PAYGO systems. First, most PAYGO arrangements around the world continue to operate in a “pre-GASB
43-45” environment where the full extent of unfunded liabilities remains opaque. In such environments, the
lack of transparency incentivizes governments to expand operating and financial leverage by increasing or
maintaining benefit promises while postponing the financial costs.

Second, the cases of Hawaii, Kentucky, and Wisconsin highlight that transitions to funded systems
can occur through distinct adjustments in operating and financial leverage. Hawaii illustrates a gradual
increase in government contributions to OPEB plans over time, effectively reducing financial leverage. The
Kentucky Teachers’ Retirement System adopted a shared-responsibility model that expanded cost-sharing
across stakeholders, lowering both operating and financial leverage while keeping plans open. In contrast,
Wisconsin municipalities that moved toward prefunding combined higher contributions with more substantial
plan design changes - often including closures to new members - aimed at limiting the growth of future
liabilities.

Third, the existing level of operating leverage plays a key role in constraining a government’s ability

44https://wispolicyforum.org/wp-content /uploads/2018/07/ Taxpayer_1805.pdf
4Shttps:/ /www.co.walworth.wi.us/ArchiveCenter/ViewFile/Item /302
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to transition to a funded scheme, particularly under conditions of fiscal stress. The cases of New York and
Wisconsin illustrate how municipalities face significant barriers to moving away from PAY GO financing when
liabilities are large, benefit structures are deeply entrenched, and budgetary conditions are already tight.
In addition, transitions to a pre-funded OPEB system are particularly challenging when implementation
requires coordination across hundreds of small municipalities with limited resources, as demonstrated by
the case of New York. In such contexts, centralizing administration can facilitate consistent application of
funding and contribution policies. Phased implementation and broader stakeholder cost-sharing also help to
ease the fiscal adjustment associated with higher required contributions.

Fourth, the divergence in outcomes between PAYGO and prefunded systems becomes striking over long
periods. This is evident when comparing New York City’s and Hawaii EUTFEF’s OPEB plans, both of which
continue to provide retiree health benefits to new employees. New York City’s unfunded liability was $54
billion in 2006 and rose to approximately $98.2 billion in 2024.%6 In comparison, the EUTF’s unfunded
liability stood at approximately $14.3 billion in 2012 but declined to about $6.7 billion by 2024, reflecting
the effects of sustained prefunding efforts and investment returns.*” Put differently, over the past 18 years
New York City’s reliance on PAYGO has nearly doubled its OPEB obligation. Hawaii initially followed a
similar trajectory but shifted to a prefunded system in 2013 and has since reduced its unfunded liability by
roughly half.48

VI. Conclusion

Our analysis highlights the divergence in how US states responded to large, transparent OPEB liabilities
following the GASB reporting reform. While some states have transitioned toward pre-funding, others con-
tinue to rely on PAY GO, reflecting differences in fiscal capacity, legal flexibility, and institutional constraints.
These findings underscore that reporting transparency alone is not sufficient to drive funding reforms. Fiscal
capacity, and institutional and contractual constraints shape the pace and nature of the transition.

The findings from our study extend beyond state-level OPEBs. For federal retirement programs or
countries with PAYGO pension systems, transparency in reporting could similarly expose opaque liabili-
ties, potentially triggering pre-funding initiatives. Bur as our framework illustrates, the feasibility of such
transitions depends on the governments’ ability to adjust benefit promises and mobilize resources.

Our conceptual framework lays the groundwork for more formal modeling and quantitative analysis.

Key questions remain: What is the optimal approach to reform OPEB funding while balancing fiscal sus-

46https://comptroller.nyc.gov/reports/health-care-costs-funding-post-employment-benefits/

47Values are taken from Truth in Accounting database.

48 A5 discussed earlier, part of the decline in the liability reflects the higher discount rate applied to projected OPEB benefits
following the state’s decision to prefund the obligation.
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tainability, benefit adequacy, and institutional constraints? Which components of operating leverage can
be adjusted without incurring reputational costs? How do these strategies differ between pension obliga-
tions and OPEBs? And to what extent can other governments draw lessons from state-level reforms when

designing their own funding and transition strategies? We defer these questions to future work.
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