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Tying the two papers together
Clear that current monitoring system has many issues (Nakhmurina and Dagostino)

Disconnect between who bears risk and who is best able to monitor

Yet, monitoring seems surprisingly effective (Betermier, Holland, and Wilkoff)
Disclosure requirements for unfunded OPEB followed by 24pp increase in OPEB funding ratio
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Outline

1. Start with Betermier, Holland, and Wilkoff (OPEB)

2. Then discuss Nakhmurina and Dagostino (monitoring system)

3. Conclude with combination and a bit of Aiello, Bernstein, Kargar, Lewis, & Schwert



Betermier, Holland, and Wilkoff

Big picture: Why do we care about municipal OPEB funding?
Municipal pensions and OPEB much smaller than federal programs
High municipal government debt may be bad, but issue is more fundamental than this

Motivation for government retirement programs is that households are not responsible or
patient enough to properly save for retirement

So, government should save on their behalf

If government just as irresponsible, then it undermines entire purpose of program
State/local governments provide useful laboratory for evaluating programs and policy changes



Are municpal governments responsible with OPEB programs?
Not when unmonitored
GASB reporting reform in 2009 required disclosure of unfunded OPEB liabilities

For responsible, benevolent government, disclosure should have no impact

Reality: states & cities significantly increased funding after unfunded liabilities were disclosed

Indicates governments were either unaware or hiding unfunded liabilities
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Are municpal governments responsible with OPEB programs?
Good news: monitoring, even just public disclosures, are potentially highly effective

Greater increase in funding in states with faster medical expense growth

Correlation is not causation, but helpful that we do not see increase in pension funding
Useful to compare states/cities that do not follow GASB or already reported OPEB liabilities
Can compare states where rules allow greater discounting of liabilities
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How did governments increase funding so much?

States provide laboratory to explore different options

1. Hawaii: transition from PAYGO to fully prefunded
Annual government contributions quadruple: $269m to $1b

2. Kentucky: transition from PAYGO to fully prefunded
Higher employee contributions, local gov contributions, retiree premiums, & debt issuance

3. Wisconsin: mix of PAYGO and prefunded
Restrict collective bargaining, increase employee contributions, reduce benefits (eligibility
age, subsidy cap, ...)

Not universally impactful
New York: remains PAYGO
Strong collective bargaining plus limited legal scope for OPEB trust



Nakhmurina and Dagostino

Big picture: applying corporate finance to public finance
Mismanagement problems are not unique to municipal governments
Firms connect monitoring, preferences, and residual claimant through equity shareholders

Firms monitored by equity investors, required to act in best interest of shareholders

Monitoring structure for governments has significant challenges
No single residual claimant, so not clear what to monitor

Default risk, pension cuts, tax increases
Disconnect between most capable of monitoring (banks/bond-holders) and most clear
governance rights (voters)



Bondholders, banks, and rating agencies

Most skilled in accessing and understanding complicated financial reports
Trading profits incentivize gaining information
Schwert (2017) muni bond yields highly sensitive to default risk

Average Default premium
Default frequency in muni’s is order of magnitude higher than for corporate bonds

Challenge: governments sell bonds not equity
The key aspect of bonds is that they are relatively insensitive to information
5-year cumulative default rate only 0.08%
Gov’s with non-trivial default rates often wrap their bonds with insurance to further insulate

Poor government finances largely fall on taxpayers, not bondholders so bondholder skill in
monitoring has muted impact

Mismatch between monitoring skill and residual claimant
Mismatch between what is monitored (default risk) and voters’ concerns (taxes/services)



Taxpayers and pensioners

Voters/taxpayers
Clear governance rights
Free-riding problem: limited benefit for each individual from monitoring municipality
Potentially lack skill to access needed financial information

Public employee pensioners
Unionization addresses free-riding issue
Union likely skilled in monitoring
May be insensitive due to legal protection
Mismatch between what is monitored (benefit cut) and voters’ concerns (taxes/services)



Combining papers
Given these challenges, why does monitoring seem to be quite effective?

Cannot just be public employee unions
Some OPEB funding partly/entirely financed by benefit cuts & employee contributions

Taxpayers may monitor when making location choices
Aiello et al.: house prices sensitive to changes in unfunded pensions
Monitoring could be direct (muni financials) or indirect (observing changes in services/taxes)

Jiang, Jing, & Zhang
For local muni’s, property taxes act as a
capital structure
Government revenue mainly depends on
long-term benefits of location
Encourages government to prioritize
long-term outcomes



Food for thought

Monitoring is essential for maintaining fiscal discipline

Corporate finance principles tell us current monitoring arrangement is far from optimal
Corporate finance solution: change claimant structure OR change manager compensation
package

Can tax system be changed to place greater weight on long-term outcomes?
Gives different perspective on wealth tax or charging fee to immigrate (Gold Card visa)


