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Developed economies differ in how they finance
retirement benefits

PAYGO

Pre-Fund

I I Pension and retiree health care benefits are fully PAYGO

Social Security & Medicare are mostly PAYGO

State and occupational pension benefits are pre-funded

M Pension and retiree health care benefits are pre-funded




PAYGO governments are struggling

Ageing population strains finances

» Higher longevity - more benefits to be paid _ o
High liability

* Rising health care costs

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
w“aef_ Belgium 343 92 316 115
(1 IDenmark 04 25 24 47
France 308 100 308 123
Greece 412 99 409 213
Netherlands 423 51 215 58
Portugal 384 07 373 130
= |Spain 507 99 501 125 Sources:
Sweden 300 64 191 48 Eurostat, OECD
Eurostat Average 329 28 295 76




Liabilities of PAYGO systems are opaque

No official estimates are reported

Two questions:

1. Does limited visibility into the value of these unfunded liabilities encourage governments

to rely on PAYGO financing?

2. Once these liabilities become more transparent, what factors drive some governments

to transition to funded systems and others to persist with PAYGO?



This paper: focus on OPEBs as a case study

OPEB: Other Post-Employment Benefits

* Mostly retiree health care insurance

Aggregate unfunded OPEB liability for public-sector workers is $1+ trillion

« Results in higher municipal bond yields (Betermier Holland Wilkoff 2026)

GASB 43-45 guidelines starting in 2006-07

« Encouraged state and local governments to disclose value of OPEB liability
« Before reform, governments paid OPEBs via PAYGO

» After reform, several governments established funding mechanisms



What we do

1. Collect data on OPEBs and study post-reform funding dynamics

« Truth in Accounting database, 2009-2023

2. Develop a conceptual framework to explain heterogeneity in funding dynamics

3. Conduct case studies of states that took different paths



Key findings

Divergence in OPEB funding strategies following the reform

« 10 states continue to rely on PAYGO
« 36 states increased funding ratio by 30 percentage points between 2009-2023

« States facing high health cost pressures increased funding more

Funding path is the result of an interplay of operating leverage and financial

leverage decisions made under constraints

« Constraints include liability size, fiscal capacity, legal flexibility...

« Constraints vary across states = explain heterogeneity in funding strategies



Geography of OPEB funding ratios




OPEB vs. pension funding ratios over time
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Which states increased funding more?

fa.2023 — fo.2000 = a + By - Fundedg 2000 + B2 - LTI 2000 + B3 - Healthg 2000 + 34 - Pensiong 2000 + €5

\ Y } \ ) \ ) \ Y ]\ Y J

Change in funding Indicator = 1 if OPEB is OPEB Liability to Growth of Medicare Pension funding ratio
ratio 2009-23 partly funded in 2009 income ratio in 2009 expenditures in 2009 in 2009

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*° Persistence in funding
(0.102) (0.102) (0.107)
2009 OFPHREB Liabihity to Income 011 0.697

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

High healthcare costs

2000 Pension Funding Ratio 0.007 > more funding
(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 10




How to explain these different funding dynamics?

Like pensions, OPEB contract is a deferred compensation

« Benefits are earned gradually over the course of an employee’s working life

Unlike pensions, OPEB contract exposes governments to healthcare cost risk



Government must make two decisions about OPEBs

1. Define scope and design of benefit promise

« Level of generosity, payment type, eligibility criteria

-> Operating leverage decision

2. Decide how to finance that commitment
« Draw on existing cash reserves, increase tax revenue, issue debt, or PAYGO

- Financing leverage decision

In a frictionless world, both decisions are independent of each other

« Offer OPEBs + pre-fund from existing tax revenue or by issuing GO bonds

« Offer OPEBs + finance via PAYGO



In a world with frictions, both decisions are intertwined

Pre-GASB 43-45: PAYGO promises were opaque and risk wasn’t priced

« Cheap to offer OPEBs vs. raise wages

« Cheap to finance OPEBSs via PAYGO vs. explicit debt

- Encouraged states to build up large unfunded OPEB liabilities
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Three categories of factors driving these decisions

1. Current conditions

« Size and visibility of the unfunded liability

« Exposure to rising healthcare costs



Three categories of factors driving these decisions

2. Operating leverage factors

» Degree of constitutional protection

« Strength of collective bargaining agreements
« Labor market competitiveness

* Reputation costs

« Other priorities



Three categories of factors driving these decisions

3. Financial leverage factors

« Transparency of the unfunded liability
* Debt limits on formal borrowing

» Fiscal stress

« Credibility of funding commitment

* Other commitments

« Institutional expertise



Before vs. after GASB 43-45

Before GASB 43-45

* Opaque OPEBs
» Lower OPEB liability

 Lower healthcare costs

- Encouraged states to expand

operating + financial leverage

- Accumulated large and
unfunded OPEB liabilities

After GASB 43-45

« Transparent OPEBs
» Higher OPEB liability

* Higher healthcare costs

- Encourages states to cut OPEBs

and start funding

- Extent to which they can do so
depends on their ability to modify

benefits and mobilize resources
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Ability to
adjust OPEB benefits

Ability to

’ finance OPEBs

18



Ability to
adjust OPEB benefits

PAYGO Fund
Cut Benefits Cut Benefits
Hawaii
PAYGO Fund
Keep Benefits Keep Benefits

Ability to

’ finance OPEBs
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Hawalii

Historically financed OPEBs on PAYGO basis

« 2011: unfunded liability reached $16 billion ($11k per capita)

« OPEB liabilities protected by state constitution - hard to cut



Hawalii

2013: Hawaii enacted Act 268

« Landmark legislation initiating transition from PAYGO to pre-funding
« Came at a time of fiscal strength (budget turn-around)

« Annual contributions went up from $268 million in 2011 to $1billion+ in 2020

Three factors facilitated the transition

1. Shift to funded system was codified in law = credible commitment
2. 5-year phase-in period = ease budgetary impact

3. Since 2001, OPEBs consolidated into single statewide plan = easier to manage
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Ability to
adjust OPEB benefits

PAYGO Fund
Cut Benefits Cut Benefits
New York Hawaii

PAYGO Fund
Keep Benefits Keep Benefits

Ability to

’ finance OPEBs
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New York

OPEB benefits among the most generous in the country

« 2008: unfunded liability $50 billion for state and $58 billion for NYC

Four barriers limit New York from shifting to pre-funded model

1. State lacks clear statutory authority to create irrevocable trusts

-> undermine credibility

2006: City established the Retiree Health Benefits Trust - rainy day fund
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New York

OPEB benefits among the most generous in the country

« 2008: unfunded liability $50 billion for state and $58 billion for NYC

Four barriers limit New York from shifting to pre-funded model

2. High degree of fragmentation = hard to coordinate

Hugh Battery Park City Authority
180 Employees
Participates in centralized New York State and Local Retirement System

Maintains its own OPEB plan
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New York

OPEB benefits among the most generous in the country

« 2008: unfunded liability $50 billion for state and $58 billion for NYC

Four barriers limit New York from shifting to pre-funded model

3. Strong union collective bargaining agreements Lawsuits, Protests, Lobbying: Uproar as
Retirees Flght NYC Unions over
o . . Medicare
9 DIffICUIt to adJUSt beneflts NY City Council plans to vote this month on a Medicare Advantage

option for union retirees. The specter of more lawsuits looms over
the entire process

By Mike Antonucci | January 5, 2023 2 5



New York

OPEB benefits among the most generous in the country

« 2008: unfunded liability $50 billion for state and $58 billion for NYC

Four barriers limit New York from shifting to pre-funded model

4. Fiscal stress + large liability

-> Cannot afford to switch to pre-funding
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Ability to

adjust OPEB benefits

Wisconsin 1

PAYGO
Cut Benefits

Wisconsin 2

Fund
Cut Benefits

Ability to

New York

PAYGO
Keep Benefits

Hawaii

Fund
Keep Benefits

’ finance OPEBs
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Wisconsin

OPEB landscape reflects a dual structure:

1. Some plans covered by centralized Department of Employee Trust Funds (ETF)

— Some plans are fully funded

2. Most OPEB plans administered at the local level and are fully PAYGO

OPEB arrangements influenced by strong collective bargaining agreements

2011: Governor Scott Walker enacted Budget Repair Bill (Act 10)

« Required higher employee contributions toward pension and health benefits

* Restricted collective bargaining rights for public employees



Wisconsin

Gov. Scott Walker Survives
Wisconsin Recall

preventing a quorum Politice Jun S

Wiseonsin's Democratic state senators blocked the law now known as Act 10 for weeks when they fled the state in 2011,

BY RICH KREMER = AUGUST 4, 2025 + UPDATED AUGUST 5, 2025 at 10:33 AM

In this Feb. 77, 207 file photo protestors pack the rotunda at the state Capitol

Gov. Scott Walker speaks to employees during a campaign stop at Quad Graphics in

Sussex, Wis.
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Wisconsin

Most cities cut OPEB benefits and remained on PAYGO

 Fiscal constraints

Wealthier cities cut OPEB benefits but switched to pre-funding

« Walworth County closed OPEB plan to new employees in 2005 and established trust

* Reached full funding in 2012



Takeaways for PAYGO systems

1. Most PAYGO arrangements operate in a “pre-GASB 43-45” environment

» Opacity encourages build up of unfunded liabilities

2. Decision to transition to pre-fund or continue PAYGO differs across states

* Depends on ability to adjust benefits + mobilize resources

3. Divergence between PAYGO and funded systems becomes striking over LT

* New York City: unfunded OPEB liability doubled between 2006 and 2024

« Hawaii: unfunded OPEB liability halved from 2012 to 2024
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