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While no longer common in the private sector, nmagilic sector employers offer
retiree health insurance (RHI) as a retirement fitetoetheir employees. While these
plans are thought to be an important tool for elygils to attract, retain, motivate, and
ultimately retire workers, they represent a largd growing cost. This paper reviews
what is currently known about RHI in the public ®&cwhile highlighting many
important unanswered research questions. Thesasadyinformed by detailed data
from states on their liabilities associated withIRMhich were produced in accordance
with the 2004 Government Accounting Standards Béarig 45 (GASB 45). We
consider the extent of the unfunded liabilitiesetdace and explore what factors may
explain the variation in liabilities across statdhe importance and sustainability of
RHI plans in the public sector ultimately dependshow workers view and value this
post-retirement benefit, yet little is known abbotw RHI directly impacts in the public
sector labor market. We conclude with a discuseicthe future of RHI plans in the
public sector.



State and local governments have historically gtedigenerous retirement benefits to
career employees. Most full-time public sector lryges are eligible for employer-provided
health insurance in retirement, given that theyehashieved some minimum years of service
requirements. This benefit can represent a saamfifraction of the total compensation that an
employee receives. In general, retiree healthramse (RHI) plans in the public sector allow
retired employees to remain in the same health gdaactive workers. From the public
employer’s perspective, RHI is an important bertéit helps to attract, retain, motivate, and
ultimately retire quality workers. However, thestof these plans represents a large and
increasing percentage of total compensation in nséaes and localities.

The future of public sector retiree health insusandll depend on the ability of
governments to continue to provide this benefthimface of rising costs and aging populations.
At the same time, determining how public sector lelyges view and value this benefit is
essential to understanding how public sector latakets may respond to changes in retirement
benefits. Despite its significance, much is stilknown about the responses to the economic
incentives inherent in RHI plans in the public se@nd the impact of providing RHI on the
financial status of state and local governments.

This paper examines the landscape of public seetoee health plans in the United
States. Much of this discussion is based on tite-¢vel actuarial reports produced in
accordance with GASB 45. We begin by describirggdiist and funding status of state RHI
plans. The importance of the economic assumptisad in calculating the plans’ liabilities and
the implications of using prefunding versus payasg-go systems are examined. The ways in
which the plans offered by state governments ddferdescribed and the factors that are

associated with employers offering more generoasgére discussed. Drawing comparisons



with public sector pension plans, we ask why so ffietivee health plans are prefunded when all
defined benefit pension plans are backed by tuurstd.

We then conduct an analysis of how workers valiselianefit and its role in the public
sector labor market. The paper concludes by censiglthe future of RHI provision in the
public sector. We consider how public employerghhrespond if health insurance costs
continue to rise faster than the general rateft#tion thus increasing the financial burden of
this benefit. Similarly, since all public RHI pliare linked to Medicare, future legislation that
reduces the generosity of Medicare or increaseadbeof eligibility for this national health plan
would directly increase the cost of RHI provideddtgte and local governments. In addition to
providing a review of the current state of reseaegarding public sector RHI, this paper

highlights several important issues that requiréh&r study.

Reported Liabilities Associated with Retiree Health Plansin the Public Sector

While RHI coverage is declining in the private seaf the U.S. economy, all states and
many local governments provide some type of heattrance for their retired employees.
There is no comprehensive history of the developroeretiree health plans in the public sector;
however, state and local governments began extgmeialth insurance to their retirees in the
1960s and 1970s which coincides with the adoptidhese plans by large, unionized firms in
the private sector. Clark and Morrill (2010 forbinaing) describe the basic structure of retiree
health plans for state employees and the cosetoetiree of continued participation in the plan
(also see US GAO, 2007, 2009).

The Governmental Accounting Standards Board Statehe. 45 (GASB 45), which

was approved in 2004, requires public employerdauce an actuarial statement assessing the



financial status of retiree health programs usiegegally accepted accounting standards as set
forth by GASB. States must report the presertadiated value of the future liability of health
care promises to current workers as these bemreétaccrued along with the present value of
these promises to current retiréeBrior to this rule the long term obligations bése promises
were not widely recognized.

GASB 45 statements include the actuarial accrusddllities (AAL), the assets contained
in any dedicated trust fund, the unfunded actuaatued liabilities (UAAL), the annual
required contributions (ARC), and the current mdtbbfinancing for these retiree health
insurance plans. The UAAL is the difference betvA&L and any assets that the employer has
set aside in an irrevocable trust. If the placompletely pay-as-you-go, the UAAL is equal to
the AAL. The ARC is the normal cost of the retitelth plan plus the amount needed to
amortize the existing unfunded liability over ay&far period. It is important to remember that
public employers are not required, in any legakseto contribute the ARC. Instead, the ARC
indicates the annual contribution by the emplopat ts needed to move the plan toward full
funding. States can continue to use pay-as-yofuHging for these plans if they choose. ARCs
and UAALs have been growing over time in most staied are now a major public policy issue
for many states (e.g., see Legislative Analyst'Bo®f California 2006).

The actuarial calculations conducted in accordavite GASB 45 are based on the
parameters of the RHI plan, the number of workadsratirees covered by the plan, and the
economic and demographic assumptions used by thar&s regarding medical cost growth,
discount rates, enrollment rates, etc. Some shates established trust funds to facilitate the
pre-funding of future payments, which will redube fraction of the accrued liability that is

deemed unfunded. Over the past few years, a sHrpers and reports have called attention



to the large and growing unfunded liabilities asstad with public retiree health plans (Pew
Center on the States, 2007, 2010; Zion and Varstgt®y; Standard & Poor’s, 2007; Goldman
Sachs, 2007). Using data from state Comprehersimeial Financial Reports (CAFR), these
studies provided the public the first assessmettteohidden liabilities associated with retiree
health plans provided by state and local governmeBstimates of the unfunded liabilities
ranged from $500 billion to $1.5 trillion.

Clark and Morrill (2010 forthcoming) report figurésken directly from the actuarial
statements prepared by the states in compliandeGASB 45. By examining the actuarial
statements, one can note the assumptions imbeddke projections, such as the discount rates
and the assumed inflation rates used in calculdiatgities. The total unfunded liabilities for
the states as reported in the GASB 45 actuarigdrstnts is over $400 billion. Table 1 shows
the estimated UAALs and the ARCs for state planepsrted by the Pew Center on the States
(2010) and in Clark and Morrill (2010 forthcoming)hese data reveal that the magnitude of the
unfunded liabilities associated with these prograarges substantially across the states ranging
from less than $50 million to over $60 billion.

[Table 1]

Differences between the values reported for theviddal states in Pew (2010), which
uses the CAFRs data, and in Clark and Morrill (2@k€hcoming), which uses the individual
state actuarial reports, are possibly due to thieoas using different years of data or to the
inclusion in the former of the additional RHI plamssides those for general state employees.
Note that the data in most studies of retiree hdalbilities do not include the additional
liabilities associated with retiree health planshatlocal level and many state plans also do not

cover public school teachetsA major limitation in determining the total unfied liability of



public sector RHI plans is the lack of a natioratladbase that includes all state, local, and

teacher plans.

. Differences across Statesin Retiree Health Insurance Plans

To produce a report in accordance with the GASBUWE public employers must
calculate the present value of their promise toREYto all current and future retirees. The
present value of benefits based on current prograuhstermined by projecting the life
expectancy of all workers, both retired and actare] the retirement behavior of active
employees. These projections also incorporatedimg cost of health insurance provision. A
discount rate is used to convert the stream of gaysnover the subsequent thirty years to a
present value of the liabilities associated with state retiree health plans. GASB 45 requires
that the actuarial statements assume that thentyrevisions of the retiree health plan will
remain in effect. The reports produced in compkawith GASB 45 include the actuarial
calculations based on these and additional assongpti

The following discussion focuses on the state-l@etliarial reports. To explore the
origins of the differences across states in lisegdi we combine the information gathered from
the actuarial reports, as reported in Table 1 ar@ark and Morrill (2010 forthcoming), with
some secondary sources to help better frame theveeliabilities. Table 2 reports the UAAL
again for reference and then includes a measud@\8L per capita for each of the statks.
Comparing these two values clearly shows that eften adjusting for population size, there are
substantial differences across the states in tagnee health liabilities. For example, stateghwi
the lowest UAAL per capita include North Dakota&$dindiana ($70), Arizona ($73), lowa

($74), and South Dakota ($97). In comparisongstatith the highest UAAL per capita are New



Jersey ($7,950), Hawaii ($7,635), Alaska ($4,688)isiana ($4,361), and West Virginia
($4,298). Thus, the UAAL per capita of the twohegt states is 100 times the UAAL per capita
of the three lowest states.

[Table 2]

Table 2 also presents several other important &spéthe retiree health plans of the
various states that influence the accrued liaédiof the states. These factors are whether
teachers are included in the same plan that c@esrsral state employees, the percent of the
premium paid by the employer, and the discountua&al to calculate the present value of future
insurance costs. Because many states reportnbiiggy of the liability levels to the
assumptions used in the actuarial calculationscaneexplore how significant these
assumptions are to the unfunded liability levelsdividual states.

i Retiree Health Insurance Plan Coverage

An important component of RHI plans is the extefntaverage. Our discussion here
focuses on plans that cover general state employeaesany states, these same plans also cover
public school teachers. Column 3 of Table 2 indisdhat 33 of these state plans include public
school teachers while the others do not. Some largtes like New York, New Jersey, North
Carolina, and Louisiana include teachers while igtlseich as California, Michigan, Texas, and
Ohio do not. Broader coverage should be associwatbédarger liabilities, all else equal. The
inclusion of teachers is one reason why some shates higher UAALs. For example, the New
Jersey amount includes teachers and local employeeklition to state employees, while the
California UAAL is based on a plan that does notezdhese types of workers.

In addition to variation in the state policies netjag the inclusion of teachers and local

workers in the state plan, as described furthesvibstate plans also differ in their years of



service requirements, eligibility ages, and intégrawith federal health insurance plans. For
example, some public sector employers terminat@dahngcipation of retirees in the health plan
at age 65 when individuals become eligible for Mad®. In addition, all plans require that the
retiree enroll in Medicare as soon as they becdigile to do so (Clark and Morrill 2010
forthcoming; US GAO 2007, 2009).
Research Question 1. In evaluating the total RHI obligations of a statieould all local and
teacher plans be included? In other words, arstttes ultimately responsible for the RHI
liabilities of teacher-only and other local goveemhplans?
Research Question 2. Within states that have separate state, localpaneldcher plans, how do
teacher-only and local government RHI plans compatbe RHI plans offered to state
employees in terms of generosity and funding lévels
ii. Generosity of RHI acrossthe States

The generosity of RHI plans can differ along sevéiraensions. For example, some
state plans require fewer years of service beforenaployee would be eligible for fully
subsidized health insuranteRlans also differ in the extent of subsidiza{jpercent of the
premium paid by the state), as well as other fashst sharing such as the deductible and co-
payment requirements. At a minimum, though, allestallow retirees to buy into the state health
insurance plan. While there is a tremendous amoifwvdriation in the characteristics of any
health plan offered by public employers, the peroéthe premium that the state subsidizes is a
key characteristic determining the generosity efpilans due to the nature of how the present
value of benefits are calculated. The differemcthe lifetime present value of health insurance
coverage at retirement with the retiree paying remnum compared to the retiree paying the
entire premium could be over $200,000 (Fidelitydsiments, 2009).

GASB 45 identifies two types of subsidies, expland implicit. An explicit subsidy

occurs when the state pays some (or all) of thenjor@a for the health insurance. An implicit



subsidy occurs when the risk pool used to determm@anonthly premium for health insurance
for retirees includes both active and retired elygds. Including active and retired employees
in one risk pool means that the premium chargedéticees is lower than the premium that
would be assessed if the plan included only regifadnile the cost to active workers is therefore
higher than it would otherwise be). The differeiiteost between the blend premium and the
retiree-only premium is an implicit subsidy. Und&ASB 45, this type of implicit subsidy must
be reported as a liability of the retiree healtdnpl Thus, even those employers that require the
retiree to pay 100 percent of the premium will hagene liability associated with allowing
retirees to purchase health insurance as pareofdgkneral health insurance plan.

In addition to higher per person costs, employats more generous RHI benefits must
assume a higher “take-up” rate when making calmratof future costs. More generous plans
will be more attractive relative to those in thevate health insurance market or insurance plans
offered through a spouse’s employer. Therefoggrerous health plan not only costs states
more per retiree that claims the benefit, but tiA¢_Avill also reflect the higher number of
retirees expected to utilize the plan. GAO (20divides the states into four categories: states
that pay the entire insurance premium, stategidna60 to 99 percent of the premium, states that
pay 1 to 49 percent of the premium, and stateg#uptire the retiree to pay the entire premium.
This assessment ignores the implicit subsidy aasettiwith these plans. This measure of the
generosity of each state plan is presented in Qolimf Table 2.

The impact of state paid premiums is clearly shawiigure 1 which illustrates the
mean UAAL per capita for states in the each of fgemerosity categories shown in Table 2.
States that require retirees to pay the entire praronly have liabilities associated with the

implicit subsidy. The mean UAAL per capita for sieestates is only $170 million. States that



pay a small proportion of the premium (1 to 49 patf have a mean UAAL per capita that is
very similar to those states requiring the retteepay the entire premium. In stark comparison,
the mean UAAL per capita is $1,998 for those stptgsng 50 to 99 percent of the premium and
$2,781 for the states that pay 100 percent of teejpm. This figure illustrates the importance
of this generosity parameter in determining thbiliides associated with state retiree health
plans.
[Figure 1]
Research Question 3. Are there other dimensions of RHI plan generosgtgithes the
subsidization of the premium that significantlylignce the magnitudes of AALs? What
aspects of the RHI plans themselves may be alterethke costs for public sector employers
more manageable?
Research Question 4. Why have some states chosen to pay the entire Retipm while other
states simply allow retirees access to their hgdéhs?
iii. Assumed Discount Rates

GASB 45 allows public employers to use a discoat# that is consistent with the return
on the “investments that are expected to be usédance the payment of benefits.” For states
that do not prefund their retiree health plans,asgumed discount rate should approximate the
yield on the portfolio of the state’s general as$eim which funds are drawn to pay for the
health benefits for retirees. However, if the stadtablishes an irrevocable trust to partially or
wholly finance its RHI, a rate consistent with tieéurn on these investments can be used in the
actuarial reports. The GASB standards allow abytfunded plans to adopt a blended rate
between four and seven to nine percent to calcthaie accrued liabilities. The final column of
Table 2 indicates the discount rate used by eath st calculating their UAAL. In comparison

to public pension plans, most states are currersityg lower discount rates for determining the

liabilities associated with their RHI plans, andgttollows from the funding strategy chosen by



the state. The actuarial reports of seventeeasstae based on a discount rate of 4.5 percent,
another eleven states use 4.0 to 4.25 percenfpandtates adopted discount rates of 3.0 to 3.85
percent.

Table 3 indicates the states that have existingsiand the funding ratio for these plans.
Based on their actuarial statements all other stdte not have any assets set aside for the
payment of RHI. Thus, most of these plans areddnoin a pay-as-you-go basis using current
revenues to pay current premiums for health insigdor retired workers. This is a substantially
different funding strategy compared to that usethleystates to fund their pension plans.

[Table 3]

Many of the state actuarial statements show thaatnpf assuming a higher discount
rate. This sensitivity analysis is most oftenuaigdd in the reports of states considering the
establishment of a trust fund or where there aeeifip proposals concerning prefunding. The
reduction in UAAL and ARC associated with usingighler rate is discussed in the reports as
being an advantage of establishing a trust foretidsns and a beginning to funding future health
care costs. These alternative calculations aresho Table 4 for all of the states that reported
the sensitivity of the UAAL to changes in the dignbrate. Typically, the statements report the
UAAL using a discount rate of four to five perceavhich is consistent with the current pay-as-
you-go status of these plans. The consultants dftestrate the impact of a movement toward
full funding by incorporating a discount rate opapximately 8 percent into the calculations.

[Table 4]

Since most public employers do not have dedicates funds for these health plans,

they tend to use discount rates of between 3.%dhgercent. Thus, in general, estimated

liabilities for RHI are likely to be more realistihan the comparable estimates for public pension
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plans. However, a reading of the actuarial statgesnerepared in response to GASB 45 shows
that many of the statements indicate that if theegoment were to begin funding their plan they
could use a higher discount rate and reduce teperted liabilities and annual required
contribution/ The impression is clearly given that if only State were to move toward
funding, their health liabilities would be dramatly reduced.

In the pension literature, there is currently aadelon the appropriateness of using these
higher discount rates (see papers in Anderson ateh®l, 2009, Novy-Marx and Rauh at this
conference, and Munnell, et al., 2010). This delmprimarily between the actuaries who use
GASB guidelines and economists who favor using meket interest ratés Financial
economists argue that a more realistic approadet@rmining the present value of pension
liabilities would be to use the rate of return tintls, a rate closer to four percent. The basic
argument is that the liabilities associated witiireenent benefits should be considered a form of
public debt and are similar to a bond. Thus, thelue (in this case the present value of future
health care costs) should be determined usingitbeesst rates on bonds offered by the
government, i.e., the current yield on state borétglowing this line of reasoning, the
appropriate discount rate would be in the ranglewf percent whether or not the state chose to
prefund their RHI. Similar arguments could be medecerning the discount rates used to value
RHI. Although a major difference between RHI amshgion plans is the limited use of trust
funds to support RHI plans.

Research Question 5. What is the appropriate discount rate to use ituaviag retiree health
insurance plans? Should the type of funding mattdre evaluation of liabilities?

V. Assumed Trendsin Medical Inflation
In the actuarial statements, the health care cestitrate is typically defined as the rate

of change in per capita health claims costs oves s a result of factors such as medical
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inflation, utilization of health care services, plaesign, and technological developments. The
rate of assumed increase in the per capita casedfcal care is another determinant of the
projected future cost of providing RHI. Over thespfew years, the total cost for employer-
provided health care has been increasing at amatesd in excess of 10 percent. Virtually all of
the actuarial reports for state RHI plans assuratttie medical cost rate will decline from its
current level of 10 to 14 percent per year to a odtaround five percent. Of course, lower
assumed rates of inflation result in lower lia@kt and annual required contributions thus
making the state’s financial position look rosier.

As with the sensitivity of estimates to discouriesa some of the actuarial statements
illustrate the impact of variations in the ratdarafrease in per capita medical costs. These
figures are presented in Table 5. For example,atiaeports a UAAL of 9.7 billion dollars
using an assumption that the current rate of médast inflation falls from the current 11
percent to only 5 percent in 2113. Then, the regtates that an increase of one percentage point
in the health care inflation rate would raise th&Al to $11.6 billion, an increase of almost 20
percent. The other states that report the restifach an exercise have similar patterns.
Therefore, we must conclude that if the rate datidn for health care were to continue at its
current rate, all projections of state UAALs and@sRwould be significantly higher. Since all
the reports have adopted similar assumptions oncadezhre inflation, this assumption should
not affect the relative values of UAAL across thetes. However, the UAALSs calculated based
on lower health care inflation rates will undenestie the size of the true liabilities if healthecar
costs continue to rise at their current rates.

[Table 5]
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Research Question 6. What is a reasonable assumption concerning theofaiedical price
increase that should be assumed in the actuapatts® Should actuaries be required to show
sensitivity to medical price inflation in these og{s?

V. Multivariate Regression Analysis

Economic theory and political economy suggest titratotal cost of RHI plans and their
generosity will be influenced by state-level enmimeental factors such as the population size, the
size of the state budget, the absolute and relataeeof the public sector in a state, the level of
unionization, the commitments to other employeechits) and the earnings of state employees.
In addition, reported liabilities will be directdffected by the plan characteristics and
methodological assumptions, whether the teachermealuded in the plans, and the proportion
of the premium paid by the state. Results of aivariate regression model of UAAL per capita
are presented in Table 6.

[Table 6]

Larger states will have greater accrued liabilisesply due to having more employees
and retiree, so the dependent variable considerezliti the UAAL per capita, that is, UAAL
divided by the state populatiSnHowever, larger states may also benefit from eatas of
scale in the provision of health insurance, soweide an estimate of the state budget in 2005
from the state and local government sourceti8okhe budget is a measure of the overall size of
the state government and it is anticipated thatwluuld be positively correlated with RHI
liabilities, but would not necessarily influencettost per capita of these programs. We find no
relationship between UAAL per capita and log statdget in the regression, indicating that
larger states face greater RHI liabilities for thetiree health plans but population adjusted

liabilities are unaffected by the size of the statd its budget. Note that instead considering
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population rather than state budget yields a sinsidaclusion, and that population size and state
budget are too collinear to include both in theesgion model.

The share of workers in the public sector might affect plan costs as states with more
public sector employees will have higher labor sa@stmpared to similar states with fewer
government workers. In addition, the voting powethis larger government workforce may
result in the state providing more generous beneft higher degree of unionization among
public sector employees could also result in mamegous employee benefits. Our empirical
results are consistent with both of these predistghowing positive and significant coefficients
on share of labor force in the public sector andliptsector unionizatiof*

The regression also includes a measure of the gevesalary of state employe®s. Also
included in the model is a measure of the fundtatus of the pension plan for state employees
in order to determine whether states that pruddatig their pension plans also have taken steps
to have low unfunded liabilities associated wititietiree health plans. Neither of these
variables is found to be significantly related tBAL per capita.

Next, we consider how plan characteristics andutation assumptions predict relative
UAAL per capita. The discount rate has the expkasgative impact on the measure of
liability. The coefficient implies that an increasf one percentage point in the discount rate
used to estimate accrued liabilities is associatiéiila 21 percent lower UAAL per capita. In
addition to the mechanical effect of the discowaté discussed above, this coefficient may also
reflect the increased incentive of states with heylels of unfunded liabilities to report the lower
liability levels associated with using higher dignbrates. The indicator variable for whether
the state includes teachers in the calculatioh@fitibility has the anticipated positive sign lsut

not statistically significant.
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The states are sorted into the four categorietidptoportion of the insurance premium
paid by the state. Figure 1 demonstrated thaethtetes that pay 50 to 99 percent and those that
pay 100 percent of the premium have much high#eeehealth liabilities relative to states that
pay less than 50 percent of the premium. In T@plge see that states that pay 100 percent of
the premium have a 274 percent higher UAAL perteaiian those states that require the retiree
to pay 100 percent of the premium. Similarly, esahat pay 50 to 99 percent of the premium
have around 242 percent higher UAAL per capita.

Although the regression results are consistent prigddictions and clearly indicate a large
and important role for the health plan generositgetermining the burden of retiree health
insurance liabilities, many important questions aegm The considerable variation in plan
liabilities across states cannot be explained gdigldifferences in population, public sector
labor force characteristics, or assumptions madmliculating the future liabilities. The choices
that state governments make regarding the chaistatsrof their RHI plan are a key component
to understanding why liabilities and costs differdsamatically across states.

Research Question 7. Many states are facing substantial unfunded lizdsliassociated with
retiree health plans, while other states appehate smaller, more manageable UAALs. Why
are there such striking differences in the sizaerdfinded liabilities? Why do the characteristics
of the RHI plans differ so much across the stasgecially in comparison to other forms of
compensation such as pensions and salary?

[11.IsRHI aLiability or a Promise?

Given the high levels of liabilities some state=efait is natural to consider whether states
must truly fulfill the promise of future health imsnce for retirees, or whether they may reduce
benefits at some future time. The US GAO (2008brts that all states have legal protections

for their retirement plans that limit the ability @ legislature to substantially alter the geneyosi

of the pension plan for state employees. The ntgjof states have constitutional provisions
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that describe how their retirement plans are ttfuneded, protected, managed, or governed” (US
GAO 2008, p. 60). However, RHI plans are not agedrsimilar status. Reductions in or the
elimination of retiree health benefits may be camsed by collective bargaining contracts but in
general, legislatures have more flexibility to regland modify retiree health benefit plans for
public sector employees. For example, the Ohiw/Z0omprehensive Annual Financial Report
asserts that “unlike pensions, the health carefbe@PERS (Ohio Public Employee Retirement
System) provides (with the exception of MedicareeBnbursement) are not a guaranteed
benefit....OPERS continues to make changes to timedasign of the health care benefits...”
(Ohio 2007, p. 32).

Many states have been amending their health ptarective workers and retirees in
response to rising health care costs. Changasdediigher premiums, higher deductibles,
higher co-payments, and more years of service adifgdor retiree health plans. The ability to
modify retiree health plans provides states withas@ptions to moderate their projected costs
and thus reduce the UAAL and ARC presented in thesgarial statements.

Research Question 8. If RHI can be made less generous for current arfdtare retirees, what
weight should be placed on these liabilities implag for the future?

V. Retiree Health Insurance and Pensions

Economists have devoted substantial resourcegingtto explain the variation in
pension plans across private sector employers.r@thdies have examined how changes in the
economic and regulatory environment have alteredstiucture of these retirement plans, and
how pension plan characteristics affect work anihspbehavior'® In contrast, very little
attention has been paid to similar issues concgrRidl plans. Perhaps the lack of research on

RHI is due to the rapid decline in the incidenceheise plans in the private sector since the
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establishment of new reporting standards for engopy the Financial Accounting Standards
Board in 1989 (FASB 1989f. However, RHI plans cover virtually all full-timgublic sector
employees and represent a significant componelabof cost to state and local governments.
The dearth of research on the effects of RHI magiuzeto the lack of recognition of the
importance of retiree health plans and the trusliiges associated with retiree health plans in
the public sector. Until recently, there was viitle data on the cost and characteristics oféhes
plans.

Since both RHI and pensions are deferred compemnsatid provide benefits in
retirement, we might consider both of these planmsdn resource tools that have the same
objectives: attracting, retaining, and retiring lifjyavorkers. We know of no study that has
considered the joint use of RHI and pension plarechieve the same HR objectives. As a first
attempt to assess the relationship of RHI and pensve divide states into four groups based on
the percent of the premium paid as reported in@ablTo approximate pension plan generosity,
we use the replacement rate for a state employeestinees at age 60 with 30 years of service
in each state. These replacement rates are bagbd benefit formula that was in effect in each
state in 2008 The population-weighted mean pension replacemaatfor each group is
presented in Figure 2. We see that pension gehgras approximated by replacement rates,
and RHI generosity, as approximated by percerte@premium paid, are positively related. The
mean pension replacement rate in the most gen&idugroup (63%) is a statistically
significant 11 percentage points higher than thamie the least generous RHI group (52%).
The fact that states with more generous pensiaashalve more generous RHI plans implies that

states are not shifting their benefits from oneetgpdelayed compensation to another. It also
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means that separately investigating the impactHtifffom pensions will be challenging, since
the generosity of these plans positively covary.
[Figure 2]

Understanding the relationship between RHI andipergans is of practical importance
for a public sector employer’s fiscal planning.r Baample, a more generous RHI plan should
make workers on the margin more responsive todtiement incentives imbedded in pension
plans. On the other hand, if employees do not hagess to affordable health care in
retirement, they may choose to postpone retiremstilteligible for Medicare. When public
sector employers make choices regarding the streieind generosity of one type of post-
retirement benefit, it is essential for them tosider potential repercussions on the effectiveness
and take-up rate of other post-retirement beneffesed by the employer.

Research Question 9. How are RHI plan and pension plan designs relatgaactice? Do states
with more generous pension plans also offer monergeis retiree health plans?

Research Question 10. If the value or generosity of RHI plans were deseebdue to program
changes (such as an increase in the percent pféin@um the retiree must pay), how might that
affect retirement ages and other employee postrmséint benefits?

V. Valueto Employees

In order to better model the public sector laborkag economists need to develop a
more detailed understanding of the role of RHI plas a component of total compensation and
how it affects job tenure and retirement decisiofibe value of RHI depends on factors such as
the employee’s years of service, the employee’schgetirement, and the generosity of the plan.
Having employer-provided RHI also reduces the rfeethcome compared to workers who

expect to purchase health insurance in retiremé&hé reduction in funds needed to purchase
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health insurance in retirement might affect lifetisaving, in particular, participation in and
contributions to supplemental retirement plansrefieby the employer.

However, benefits are not free to workers; instiéy are purchased by the employees
because they accept lower wages as a quid prooqube employer providing the benefits.
Benefits are compensation in-kind and are hardatet for other forms of consumption. In other
words, it is impossible to accept health insurased,it to others, and then use these monies to
purchase food and clothing. In addition, the cphoé vesting for RHI benefits is less clear and
the legal guarantee of future benefits is lessreecompared to pension plans. Thus, it may be
that the firm offers more benefits than the wordtesires. In this case, the reduction in wages
associated with the benefit might lower the totdue of employment for some workers.
Benefits like pensions and retiree health plangafly have the greatest value to workers who
stay for many years and provide much less valukdse that remain with the employer for only
a few years. Because worker preferences diffepj@yars can develop and offer compensation
packages that appeal to the types of employeessdedyto hire. Thus, retirement benefits may
help recruit workers, reduce quit rates, and ultétyaassist public sector employers in achieving
an orderly retirement of its workers.

Given the eligibility requirements for these RHap$ and the value of being able to
remain in the state health plan, we should expeablipsector employees to be more likely to
remain with the employer in order to meet the ndegars of service. This effect should be
especially strong as the worker approaches thefguaglnumber of years of service. Once
sufficient tenure has been achieved, workers shoeilchore likely to retire. In conjunction with
pension plans, the economic incentives imbeddedtiree health plans help to explain lower

turnover rates, longer job tenures, and earliereraents among public sector workers. We
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know of no studies that tried to estimate the exfice of retiree health plans in the public sector
on job tenure and retirement decisions. Empiryaalis difficult to isolate the effects of RHI
separately from those of pensions and other emplbgeefits. With large datasets one could
potentially identify employees’ retirement behavielative to discrete jumps in the value of
plans that do not exactly coincide with other sgtient incentives. In addition, given the
variation in RHI plan characteristics, such as gesity and eligibility, state-level variation

could be fruitfully exploited.

There are numerous studies by economists estimigngnpact of employer pensions on
job tenure and the timing of retirement but onfgw have examined the role of RHI on
retirement decision (for example, Rogowski and Kar®000; Blau and Gilleskie, 2001,
Robinson 2009, Strumpf, 2009). Economists havenaxed the role of health insurance for
active workers on job mobility (for example, Grulaed Madrian, 1997, 2004) but these studies
typically do not extend the analysis to potent@lerage in retirement. Most of these studies
have focused on the general labor force or spauléios of private sector employers.

It is interesting to note that relatively few stateve adopted automatic enrollment for
supplemental retirement savings accounts and malpljcpemployers do not offer to match
employee contributions. In contrast, most privsgetor employers, who do not offer retiree
health plans, do offer employer matches and inarghsemployers are adopting automatic
enrollment in these plans. RHI plans are a vakiébhefit and may represent significant cost
savings in retirement. As such, workers in thelipigector may not require the same level of
retirement savings relative to their private sectmunterparts. Public sector workers may

already be ‘saving’ for retirement in the sense thay are forgoing higher salary now for a
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future stream of payments in the form of more gensremployer-provided benefits in
retirement.

A better understanding of the value of retiree theilsurance would help public
employers develop a more comprehensive approattetoretirement policies. For example,
should a governmental employer that provides apgHdfent health insurance subsidy to retirees
offer a less generous pension plan or avoid offesipplemental retirement savings plans that
include automatic enroliment or an employer match?

Research Question 11. Do employees recognize, understand, and valuergétéiee health
insurance benefit? How valuable are RHI plansfferent types of workers such as primary
versus secondary earners, early versus mid-cam@devs, or high versus low wage workers?
Research Question 12. How does RHI affect turnover rates in the pubictor? Does the
provision of RHI encourage earlier retirement fablic sector workers? Do public sector
workers covered by more generous plans respond stkanegly to the incentives imbedded in
the plans?

Research Question 13. Do workers covered by RHI save less than compasabi&ers whose
employers do not offer such a plan? Are workek®oed by retiree health plans less likely to
enroll in supplemental retirement plans and ifpheticipation do their contribute less to these
plans? Are public sector employees covered by iRéte likely to opt out of automatic
enrollment in supplemental pension plans?

V1. Futureof Public Sector Retiree Health Insurance

Analysis of the actuarial statements for RHI plaffered by states indicates that some
states face substantial future liabilities assediatith these programs, that relatively few states
have enacted legislation establishing trust fundsetp finance these future costs of retiree
health plans, and that even fewer are making utensfthat allow funding. These substantial
liabilities pose a serious financial problem fornyatates. These unfunded liabilities will

confront policy makers with difficult choices ingliuture. In 2006, the annual cost to state and

local governments for retiree health plans averagmait two percent of employee salaries. If
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public sector employers continue to pay for themeelfits on a pay-as-you-go basis, the cost of
RHI is projected to rise to five percent of payialR050 (GAO, 2008). As annual costs rises,
the ability to finance RHI programs may cause oth@rities to be unmet and the overhang of
billion dollar retiree health insurance liabilitiesay influence future bond ratings.

In the near future, states with high unfunded liaés will need to either increase
revenues to meet these costs or they must rededeetiefits they provide to retired workers.
There are many options that public employers capiaid accomplish either of these challenges.
Increasing revenues can be achieved by raisinggbayariety of taxes or through the sale of
public assets. If such financing is used in cocfiom with an irrevocable trust, new funds
deposited into such a trust can yield returns @astments that can reduce the need for future
tax increases” New revenues to support RHI can also be geriegteeducing other
government expenditures and transferring theseaghfusids into the trust for retiree health
insurance.

Alternatively, states and other public employens adempt to reduce expenditures on
retiree health plans by reducing their generogitstufting the cost from the employer to
workers and retirees through higher premiums, gorasts, and deductibles. Employers can
also increase the years of service required fgibglity in these programs, thus reducing the
number of eligible participants. States and lgmalernments might also consider the total
elimination of retiree health plans, as was sedharprivate sector. Another option for states
might be to shift from defined benefit type plaogétirement saving account plans where
workers can contribution to a fund that could bedufor health care expenses in retirement.

However, recall that some state governments mag/daanstitutional and statutory restrictions on
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eliminating these plans altogether, which may ferttomplicate the strategy of reducing
liabilities by restricting the benefits provided.

Finally, states may adopt various methods to addhesactual cost of health benefits.
Such techniques include more effective deliverhedlth care to retirees, proper and efficient
coordination with Medicare and the use of healthromement programs such as wellness
programs to reduce the utilization of medical dayeheir retirees. In response to GASB 45 and
the financial pressures associated with healthramae promises, states are considering many of
these options. Thus, policy changes within statag limit the actual future cost of retiree
health plans in the public sector. Along the séines, national health care reform could directly
affect state RHI plans through reductions in thst ¢or cost growth) of health care. Expansions
of Medicare coverage and/or generosity should ialgact public sector RHI plans by shifting
some costs from states to the federal governnm@ntthe other hand, a policy change such as an
increase in the age of eligibility for Medicareratch the new Social Security normal retirement
ages could negatively affect state and local gawents who would then need to cover retirees
under their RHI plans for longer time periods.

Research Question 14. How will any national health care reforms, suchhes2010 legislation,
affect public sector RHI?

Research Question 15. Will rising RHI plan costs hinder governments’ &i@k to provide goods
and services to their citizens at some point infbhare?

VIl. Conclusions

Throughout this analysis of RHI in the public sectee have posed a series of important
economic and policy questions. Unfortunately,db&a necessary to answer these questions is
not readily available. Relatively few nationalgpresentative data sets contain sufficient

number of state and local employees to addrese thesstions and surveys often lack important
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details of these plans, such as the cost to tireeaif remaining in the plan and the eligibility
conditions of continued enrollment in the healtsuirance plan. One method of assessing the
importance of RHI might be to obtain data from wndial state systems and compare turnover
rates and retirement ages under a system wheentpyer pays the entire insurance premium
to retirees to a system that only provides acaefset health plan.

As employers of a relatively large number of woskestate and local governments must
develop optimal human resource management poticg&snable them to hire, retain, motivate,
and ultimately retire high quality workers. Puldector employers need to maintain a workforce
that can produce and deliver the goods and serdeemnded by their citizens at a cost that
taxpayers are willing to pay. Historically, thiashbeen achieved by public employers offering
more generous retirement benefits than comparablate sector workers receive. Virtually all
full-time state and local employees are coveretidi a pension plan and a retiree health plan
while coverage rates are much lower in the priegtnomy. Economists have devoted
considerable resources toward trying to understia@mdole of employer pensions with most of
these studies focusing on private sector plansohtrast, economic analysis of retiree health
plans is virtually nonexistent. New empirical ahdoretical research is needed to assist public
managers in developing optimal retirement poliaed reforming current systems.

It is also important for policy makers, managers] eesearchers to consider the joint
effects of pension and retiree health plans. Faaradministrative standpoint, these two
important and costly benefits are often overseesdparate governmental units when a
coordinated policy is needed. Changes in pensidini@s that affect turnover rates and
retirement decisions will also affect the utilizatiof retiree health insurance. Under pressure

from rising costs, public managers and policy makeust be aware of labor market responses to
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modifications in retirement plans. Additional rasgh is needed to help governmental leaders

make the most appropriate choices in designingnaodifying their RHI plans going forward.
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Figure1l: Average UAAL per Capita (measured in dollars) by the Percent of
Premium Paid by the State.

UAAL Per Capita (Dollars) by Percent of Premium Paid
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Sources: UAAL calculations from data gathered fstate actuarial reports. The population figures a
from 2005 Census population estimates. The peafehe premium paid is from the 2007 GAO report

with the exception of Washington and West Virginidajch we modified to be 50-99.
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Figure 2: The Relationship between Pension Replacement Rates and RHI Percent of the
Premium Paid
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Sources: The percent of the premium paid is fileen2007 GAO report with the exception of Washington

and West Virginia, which we modified to be 50-9Replacement rates are calculated using the pension

benefit formula for a person retiring at age 6(hv@0 years of service.
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Table 1. State Liabilitiesfor Retiree Health Insurance, Summary Information

State

Alabamg
Alaske
Arizong
Arkansa
Californis
Coloradt
ConnecticL
Delawart
Florids
Georgit
Hawaii

Idahc

Illinois
Indiane

lowa

Kansa
Kentucky
Louisians
Maine
Marylanc
Massachusel
Michigan
Minnesot:
Mississipp
Missour
Montan:
Nebrask
Nevad:

New Hampshir
New Jersey
New Mexico
New York
North Carolini
North Dakoti
Ohic
Oklahom:
Oregor
Pennsylvani
Rhode Islan
South Carolin
SouthDakote
Tennesse
Texat

Utah
Vermon
Virginia
Washingtol
West Virginie
Wisconsir
Wyominc

Source: Clark and Morrill (2010);
Individual State Actuarial Reports

Source: Pew (2010); Comprehensive
Annual Financial Reports (CAFR)

UAAL ARC Date of UAAL ARC Date of
(millions $) (millions $) Report (millions$)  (millions $) Report
3,104 1,173 200¢ 15,54¢ 1,31« 2007 or 200
3,13¢ N/A 2007 4,03: 55¢ 2007 or 200
43¢ 104 2007 80¢ 14¢ 2007 or 200
1,22« 167 200¢ 1,82: 17C 2007 or 200
47,87¢ 3,593 2007 62,46 5,17¢ 2007 or 200
1,03 71 200¢ 1,123 82 2007 or 200
21,68: 1,59 200¢ 26,01¢ 1,71¢ 2007 or 200
3,10( 286 200t 5,41( 465 2007 or 200
3,08: 201 200¢ 3,08: 201 2007 or 200
15,03¢ 1,262 2007 18,32: 1,58 2007 or 200
9,67¢ 70¢ 2007 10,79: 82z 2007 or 200
362 34 2007 48¢ 45 2007 or 200
24.21( 1,743 200¢ 39,94° 1,19: 2007 or 200
447 46 200¢ 447 46 2007 or 200
22( 23 200¢ 404 43 2007 or 200
29: 34 200¢ 317 16 2007 or 200
4,83: 397 2007 11,66( 1,051 2007 or 200
19,60¢ 206¢ 2007 12,54: 116¢ 2007 or 200
4,75¢ 356 2007 4,34¢ 164 2007 or 200
14,54: 1,114 2007 14,72 1,08¢ 2007 or 200
13,28° 1,062 200¢ 15,03 83¢ 2007 or 200
13,92t 3,36¢ 2007 39,87¢ 3,94¢ 2007 or 200
56¢ 56 200¢ 1,011 11C 2007 or 200
57C 43 200¢ 57C 44 2007 or 200
2,18¢ 15¢ 200¢ 2,852 262 2007 or 200
44¢ 58 200¢ 632 59 2007 or 200
N/A N/A N/A N/A 2007 or 200
2,29¢ 273 2007 2,211 281 2007 or 200
2,85¢ 23t 2007 3,05¢ 26¢ 2007 or 200
68,834 5,840 2007 68,90( 5,02 2007 or200¢
4,110 383 2007 2,94¢ 267 2007 or 200
49,66 3,810 200¢ 56,28t 4,13:¢ 2007 or 200
23,78¢ 2,39( 200t 28,74. 2,45¢ 2007 or 200
31 4 2007 81 6 2007 or 200
18,72 2,046 2007 27,02¢ 2,715 2007 or 200¢
814 87 2007 36( 48 2007 or 200
264 34 2007 61C 67 2007 or 200
8,65¢ 720 200¢ 9,95i 824 2007 or 200
48( 41 200t 78¢ 46 2007 or 200
10,04¢ 777 200¢ 8,63¢ 762 2007 or 200
76 9 200¢ 76 9 2007 or 200
2,14¢ 187 2007 1,74 16¢ 2007 or 200
17,67¢ 1,48 2007 28,61. 2,23i 2007 or 200
56¢ 54 2007 67: 54 200¢
1,41¢ 113 200¢ 1,61¢ 10¢ 2007 or 200
1,61¢ 12¢ 2,621 541 2007 or200¢
7,49¢ 634 2007 7,902 68: 2007 or 200
7,761 824 2007 6,10¢ 17¢ 2007 or 200
1,47: 162 200¢ 1,70( 20t 200¢
72 6 200t 174 19 2007 or 200
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Table 2. Information Acquired from State Actuarial Reports

UAAL UAAL Per Teachers % Premium Discount

State (millions Capita Included Paid By Rate Used in
of dallars) (dollars) in Plan Employer Report
1) 2) (©) (4) ()
Alabam: 3,10¢ 68< 50-9¢ 5.C
Alaske 3,13¢ 4,68¢ 10C 8.2¢
Arizong 43¢ 73 X 1-4¢ 8.C
Arkansa 1,22¢ 441 50-9¢ 5.2t
Californie 47,87¢ 1,33( 10C 4.t
Coloradt 1,03: 221 X 50-9¢ 8.t
ConnecticL 21,68: 6,21¢ 5C-9¢ 4.t
Delawart 3,10(¢ 3,68¢ X 50-9¢ 8.C
Floride 3,08: 17z X 1-4¢ 4.C
Georgit 15,03t 1,65( X 50-9¢ 6.C
Hawaii 9,67¢ 7,63t X 10C 5.C
Idahc 362 25¢ X 0 5.C
lllinois 24,21( 1,90: X 10C 4.t
Indiané 447 70 0 4.t
lowa 22C 74 X 0 4.t
Kansa 29¢ 10¢ X 0 3.8E
Kentucky 4,83 1,15¢ 10C 4.t
Louisian 19,60¢ 4,361 X 50-9¢ 4.C
Maine 4,75¢ 3,624 X 10C 4.t
Marylanc 14,54: 2,60¢ X 50-9¢ 4.2t
Massachuset 13,28° 2,06¢ 50-9¢ 4.t
Michigan 13,92¢ 1,371 50-9¢ 4.C
Minnesot: 56& 11C 0 4.2¢
Mississipp 57C 19¢ X 0 4.t
Missour 2,18¢ 377 X 50-9¢ 4.t
Montan: 44c¢ 47¢ 0 4.2t
Nebrask 0 0 0 N/A
Nevadi 2,29t 952 X 50-9¢ 4.C
New Hampshir 2,85¢ 2,19¢ X 10C 4.t
New Jerse 68,83¢ 7,95( X 10C 4.t
New Mexicc 4,11( 2,144 X 10C 5.C
New York 49,66 2,57¢ X 50-9¢ 4.15¢
North Carolini 23,78t 2,74( X 10C 4.2t
North Dakot: 31 48 1-4¢ 5.C
Ohic 18,72: 1,63: 10C 6.5
Oklahomi 814 23C X 1-4¢ 3.t
Oregor 264 72 X 0 4.t
Pennsylvani 8,65¢ 70C 10C 8.t
Rhode Islan 48( 44c¢ X 10C 8.2¢
South Carolin 10,04¢ 2,361 X 50-9¢ 4.t
South Dakot 76 97 X 0 3.C
Tennesse 2,14¢ 35¢ 5C-9¢ 4.t
Texa 17,67¢ 778 10C 6.C
Utah 56¢ 227 X 50-9¢ 8.C
Vermon 1,41¢ 2,28¢ X 50-9¢ 3.7t
Virginia 1,61¢ 215 X 1-4¢ 7.5
Washingtol 7,49¢ 1,19¢ X 50-99” 4.t
West Virginie 7,761 4,29¢ X 50-99” 4.t
Wisconsit 1,47: 26t X 0 4.C
Wyominc 72 142 X 0 4.C
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Sources: Authors’ calculations from data gathérech state actuarial reports. Population figunesfeom 2005
Census population estimates and percent premiuthnigpfiom the 2007 GAO report. The discount ratior the
state plan covering general state employees.

" The percent premium paid for Washington and Wasjinia was modified to be 50-99.
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Table 3. Assetsand Funding Ratios of State Retiree Health Plans

State Actuarial Plan Unfunded Funding
Accrued Assets Liabilities Ratio
Liabilities (per cent)
Arizona 1,605,000,00 1,167,000,00 438,000,00 72.7
Alaske 6,300,795,00 3,161.956,00 3,138,839,00 50.2
Oregot 522,900,00 258,600,00 264,300,00 49.F
Ohia 30,748,000,0C 12,025,000,0C 18,723,000,0C 39.1
Coloradc 1,247,950,00 214,816,00 1,033,134,00 17.2
Kentucky 5,706,198,03 872,708,41 4,833,489,62 15.2
Virginia 1,813,158,00 197,514,00 1,616,000,00 10.¢
New Mexicc 4,264,180,96 154,538,66 4,109,642,29 6.€
North Carolini 23,925,138,74 139,174,87 23,785,963,8€ 0.€
Delawart 3,132,000,00 26,000,00 3,106,000,00 0.01

Source: Actuarial reports of various states arti@aucalculations.
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Table4. UAAL by Discount Rate

Discount Rate (Per cent)

UAAL (in millions of dollars)

Californis 45 47,878
6.125 38,242
7.75 31,282
ConnecticL 45 21,681
4.7 20,877
6.08 16,362
8.5 11,369
Florids 4.0 3,082
7.75 1,918
Georgit 4.t 19,55¢
6.0 15,035
Hawaii 5.0 9,678
8.0 6,270
Idahc 5.0 362
7.25 251
Indiane 45 442
7.5 283
Maine 45 4,756
7.5 3,234
Marylanc 4.25 14,543
7.75 9,002
Massachusel 45 13,287
8.25 7,562
Michigan 4.0 13,000
8.0 8,000
Missour 45 2,185
8.5 1,225
Mississipp 4.5 570
8.0 430
New Hampshir 45 2,859
8.5 1,550
New Jerse 45 68,834
8.25 37,307
North Dakoti 5.0 31
8.0 24
Oklahom: 35 815
7.5 586
Oregor 4.5 309
7.5 238
Rhode Islan 5.C 69¢€
7.0 550
8.25 480
South Carolin 45 10,048
6.0 7,599
7.25 6,446
Utah 6.C 67C
8.0 569
Vermon 3.75 1,419
8.0 402
Wyominc 4.0 72
8.5 41

Source: Actuarial reports of various states. ¥alm bold are the values used in the report.
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Table5. Senstivity of UAAL to Inflation Rate

UAAL (in millions of dollars)
-1 Percent Baseline Inflation Rate +1 Percent
Florids 2,65¢ 3,08: 3,61:
Hawaii 8,18 9,67¢ 11,59°
Idahc 30z 362 432
Marylanc 13,12¢ 14,54 16,22¢
Massachusel 11,28: 13,28 15,88«
North Dakoti 28 31 34
Oklahom: 74E 814 89t

Source: Actuarial reports of various states
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Table 6: Factors Associated with High Levels of Unfunded Actuarially Accrued Liabilities
Per Capita

Dependent variable: Log UAAL Per Capita, Mean 22,6

Log UAAL Per Capita

Log State Budget 0.043 [0.149]
Share of Labor Force in State and Local Gov. 10.497 [3.560]**
Share of Pub Employees in Collective Bargainingt Uni 1.761 [1.021]+
Pension Funding Ratio -0.005 [0.008]
Avg. Monthly Salary Full-Time State Employees (teands) 0.060 [0.307]
Discount Rate (%) -0.210 [0.083]*
Teachers Included Dummy 0.382 [0.242]
Pay 1-49% Premium 0.263 [0.445]
Pay 50-99% Premium 2.419 [0.311]**
Pay 100% Premium 2.741 [0.364]**
Constant 2.866 [1.778]
Observations 49
R-squared 0.790

Notes: ** indicates significance at the 1% leveht the 5% level, and + at the 10% level.
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ENDNOTES

! See, for example, Fronstin (2005, 2010) and Buaiieny Johnson, and Lo Sasso (2006). Clark, Ghent,
and Headen (1994) provide an early assessmeng éethdeterminants of the decline in the incidesfce
RHI in the private sector.

% Details of the approved accounting standardseftiree health insurance plans are contained in GASB
(2004 a, b).

% An exception is Clark (2010) which surveys théreet health plans for teachers in each of thestate

* UAAL per capita is defined as the UAAL divided the state population. Population figures are from
2005 Census population estimates availablbtgd://www.census.gov/popest/states/tables/NST-
EST2007-01.xlIs[accessed February 27, 2009].

®> Many states have a graded level of premium sulssigith more years of service being associated with
a greater percentage of the premium being paitidgtiate. For example, in California, employedh wi
under 10 years of service pay the entire RHI premitror retirees with 10 years of service, theestat
pays 50 percent of the RHI premium. The state-g@odion of the premium increases by 5 percent for
each additional year of service up to 20 yearnfise. The state pays 100 percent of the prenhaum
retirees with 20 or more years of service.

® Note that the percent premium paid for Washingtoth West Virginia was modified from the original
GAO (2007) classification to be 50-99 upon a clesaling of the actuarial report. See Clark andriior
(2010 forthcoming) for further discussion.

" Of course a lower UAAL also implies a lower ARDeputy Comptroller of New York State, Thomas
Sanzillo (2007) testified before the New York Stassembly that the liability of the state (inclugin
SUNY) associated with its retiree health plans aggroximately $47 billion and that the annual reegii
contribution was $3.7 billion if the state contidusith no pre-funding. However, he then reporteat if
the state committed to fully fund its retiree hieabligations, the ARC would be only $2.4 billioaded
on using a discount rate of 8.0 percent. Thiglathlue represented $1.1 billion to support cudrren
benefits payable and $1.3 billion in contributiaas fund to support future benefits.

8 GASB (2010) has established a study commissiaonsider amending its standards concerning the
appropriate discount rate to use for public perssion

® Population figures are from 2005 Census populagiimates available at:
http://www.census.gov/popest/states/tables/NST-B8T2D1.xls [accessed February 27, 2009].

°The state budget is calculated by taking the stagee of state and local expenditure from
http://sourcebook.governing.com/subtopicresult8ipg=696and multiplying that by the total state and
local expenditure in 2005 frohitp://sourcebook.governing.com/subtopicresult8ijsp=695 [accessed
February 27, 2009].

1 The share of workers in the public sector is ptesliby Hirsch and Macpherson (2003). Our measure
of unionization is also derived from Hirsch and Mhaerson (2003).

2This variable is calculated by dividing the sta®97 March payroll number by the total number of
state employees, both from the Census of Stater@ments http://www.census.gov/govs/state/
[accessed January 22, 2009].

13 Clark and McDermed (1990), Gustmann and Steinnf@R92), and Ippolito (1995) examine the
determinants of the shift from defined benefit glam defined contribution plans while Munnell et al
(2007) discuss why defined benefit plans contiruleet the norm in the public sector. In a series of
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papers, Laibson and Madrian and their colleagues Baamined the impact of defaults and the framing
of choices of saving behavior (see their papeniatdonference and references therein).

 Fronstin (2005, 2010) and Buchmueller, et al. @0@port trends in coverage of retiree health
insurance plans.

15 For more details on the calculation of the pensapiacement ratio, see Clark, Craig, and Sabelhaus
(2011 forthcoming).

'® Moody’s Investors Service (2005) states on pag#lbpdy’s does not anticipate that the liability
disclosures will cause immediate rating adjustmehts broad scale” and that “Moody’s therefore will
exclude OPEB liabilities from calculations of statdocal debt burdens, but include them as a faeto
the overall credit assessment of an issuer. Traistige is consistent with Moody's approach to ripal
pension liabilities.”

7 Standard & Poor’s (2007) discusses the posséslitif a different prefunding strategy, the use BEB
obligation bonds.

'8 After the Financial Accounting Standard Boardsunegl private employers to report retiree health
insurance liabilities in the same manner as GASRREse was been a sharp decline in the propoofion
employers offering retiree health plans. The Kaksmily Foundation (2006) reports that in 1988obef
the adoption of the FASB standards, 66 percenipii@yers with 20 or more employees offered retiree
health plans. After the standards were issuegibgortion of private employers offering such plans
dropped to 46 percent in 1991 and further to 36querin 1993.
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