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North Carolina’s OPEB Experiment: Defusing the State Debt Bomb

A decade after the Great Recession, state and local governments still face barriers to providing their citizens with
ample services. Among the larger fiscal challenges is Other Post-Employment Benefits (OPEB) for public em-
ployees. The costs of these programs have been rising, which constrains spending on other priorities.

State and local governments often back-load employee compensation into retirement by promising generous
retirement benefits. However, many governments have failed to set aside money to pay for these benefits. While
pensions have received the lion’s share of public attention, the Federal Reserve estimates that the long-term lia-
bility for providing health-care coverage for retired public workers is over $1 trillion. These rising costs constrain
governments’ ability to address pressing problems and have helped drive a few cities into bankruptcy.

OPEB reform is particularly difficult because it requires untying a political Gordian knot. To make these pro-
grams sustainable, governments or workers or both must make greater contributions to the plans, or benefits
must be cut. But politicians dislike raising taxes or cutting services to pay for higher contributions; and workers
do not want higher contributions to reduce their pay, nor do they want their future benefits diminished.

Recently, North Carolina joined a small number of states that have taken steps to address the OPEB problem,
providing a model for how to phase out OPEB entirely, in a predictable and orderly fashion.

First, in 2006, North Carolina raised the number of years required to qualify from retiree health care from
five to 20 years.

Second, in 2017, as part of its budget bill, the state passed legislation eliminating health-insurance coverage in
retirement for employees hired after January 1, 2021.

While these changes will not save much money in the short run, they will eliminate the state’s OPEB liability in
the long run. Barring backsliding, the state will begin to realize savings in the coming decade.

North Carolina’s plan provides a model that other states and localities should consider. To date, only three
states—Nebraska, Kansas, and South Dakota—have eliminated their OPEB liabilities. In each of these cases, the
health-care liability was relatively small, and the state did not employ many workers.

North Carolina thus offers an instructive approach for larger states with big retiree health-care liabilities but
weak public-sector unions. States in that basket include Alabama, Georgia, South Carolina, and Texas. In all four
states, unions represent less than 10% of the public workforce. In 2016, Alabama had an OPEB liability of $10.3
billion; Georgia, $18 billion; South Carolina, $11.6 billion; and Texas, $88.2 billion."
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Introduction: What Is OPEB?

Compared with workers in the private sector, public employees are much more likely to receive medical, dental,
and vision coverage, as well as life insurance, after they leave their jobs. While the packages on offer vary widely,
some 70% of state and local government employees are eligible for some post-employment benefits besides a
pension. Thus, the rising cost of health care puts especially high pressure on public-sector employers.? As of
2015, the Federal Reserve estimated state and local governments’ long-term bill for OPEB to be $1.1 trillion.?

In technical terms, these benefits are called “Other Post-Employment Benefits” (OPEB); many simply refer to
them as “retiree health care” or “retiree medical” because the health-coverage portion of these benefits tends to
be the largest and most expensive (I use these terms interchangeably in this report).*

There are two basic types of retiree medical coverage, depending on the retiree’s age. Public workers who retire
before age 65 remain on their existing health-insurance plan until age 65, when Medicare takes effect. Techni-
cally called a “rate subsidy,” this benefit allows former workers to keep the same insurance coverage and pay the
same premium rate as active employees. Government employers often pay some or all of the premium for the
retiree. Some plans also cover spouses and dependents. These plans become more valuable as retirees age, as
older people are more likely to encounter health problems.

For retirees over 65, who qualify for Medicare, many government employers continue to reimburse Part B pre-
miums. Medicare Part B covers “medically necessary” supplies and services to treat a health condition, including
outpatient care, preventive services, ambulance services, and medical equipment. Additionally, many state and
local governments provide, through a private provider, Medicare supplemental or “Medigap” coverage, which
covers Medicare’s copays and deductibles. Insofar as such insurance fills the holes in coverage provided by Medi-
care, which is not a comprehensive health-insurance plan, some describe them as “lifetime medical.”

Retiree health care is a “status benefit”; it is uniform for all employees who qualify. Therefore, police, firefighters,
teachers, janitors, and administrators all receive the same OPEB package, regardless of their final average salary
or number of years on the job. To qualify, workers are usually required to perform a certain number of years of
continuous service, which can range from as little as five to as many as 30. Workers in the protective services—
police, firefighters, and corrections officers—are more likely to retire early and draw on these benetfits for longer,
which makes OPEB benetfits particularly valuable.

Most OPEB plans are not prefunded, contractual obligations. That means that employers can modify or elimi-
nate them, largely at their discretion. In contrast, outside municipal bankruptcy, pensions cannot be diminished
for currently vested workers or those already retired.

OPEB packages vary considerably.® Some government employers are generous; others offer few or no health-
care benefits. Local governments with fewer than 200 employees do not usually provide retiree health coverage.
Other governments offer retiree benefit plans that include not just medical coverage but coverage for vision,
dental, and life insurance. In some jurisdictions, employers pay the premium; in others, the worker pays it; in
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still others, they split the cost. Once a retiree is eligible
for Medicare, many states offer extra prescription drug
coverage. Deductibles and copays also vary by state.

The Changing OPEB
Context

Public-sector retiree health care is an arcane issue.
There are few sources of data.” Until 2008, states and
localities did not calculate or disclose how much they
had promised in future benefits. Nor did they set aside
money to pay for them.® OPEB is usually funded on a
pay-as-you-go basis.

In 2004, OPEB costs garnered attention when the Gov-
ernment Accounting Standards Board (GASB) issued
Statements 43 and 45, which required state and local
governments to begin reporting OPEB liabilities in the
footnotes of their Comprehensive Annual Financial
Reports (CAFRs) by 2008.

As the numbers have emerged over the last decade, it
has become clear that the costs for these benefits were
rising rapidly.® By forcing state and local governments
to recognize and report these costs, the new account-
ing rules have probably caused many governments to
pump the brakes on spending.

Debate is now under way about what state and local
governments owe their retirees; whether the promises
made are affordable; and whether OPEB benefits help
attract and retain high-quality workers.

The numbers have also revealed the extent of the gulf
between the public and the private sectors.'” Larger
private-sector firms began to offer retiree health-care
coverage in the 1940s, but new accounting rules issued
in the 1980s drove most firms to halt the practice.
The portion of large and midsize firms offering retiree
health benefits fell from 45% in 1988 to 24% in 2017."
Smaller companies were less likely to offer such ben-
efits. Today, only 15% of private-sector workers have
access to employer-provided retiree health benefits. In
contrast, 70% of state and local workers are eligible for
employer-provided retiree health benefits.

Some states and cities have begun to revisit their OPEB
policies. Illinois tried to halt promises to pay retiree
medical, but the state supreme court struck down the
proposal in 2014. In 2016, Chicago sought to eliminate
OPEB as well."2 Public-employee unions sued, tying the
matter up in the courts.™

When Detroit filed for bankruptcy in June 2013, half
the city’s $11.4 billion in unsecured claims were for
OPEB. To emerge from Chapter 11, Detroit cut OPEB
more deeply than pensions. In their recent bankrupt-
cies, the cities of Vallejo and Stockton, California, both
cut OPEB.

Kansas (in 2016) and South Dakota (in 2014) elimi-
nated their OPEB liabilities in a single year.' They did
so by removing the subsidies for retiree coverage, but
these states still allow access to the state-sponsored
health-insurance plans, with retired employees paying
both the employer and employee share of the plan
premium.

However, the states that have already addressed their
OPEB problem tend to be those where the number of
public employees is small and the liabilities are rel-
atively low, such that eliminating OPEB is picking
low-hanging fruit. Prior to eliminating OPEB, Kansas
had a retiree health-care liability of only $472 million
in 2015 and South Dakota had a liability of $67.8
million in 2013. These figures are relatively manage-
able compared with those of many other states, some
of which—including North Carolina—have liabilities in
the billions.

The North Carolina
Experiment

North Carolina’s State Health Plan (SHP), which serves
approximately 750,000 current and former employ-
ees, has long been in financial trouble, largely because
of the cost of retiree health care. In 2005, the unfund-
ed liabilities for retiree health care totaled $24 billion,
and that figure has continued to grow." Today, SHP is
saddled with $34.4 billion in unfunded liabilities for
retiree health care. The average annual health-care
cost per retiree is roughly $4,000. Total state retiree
health-care costs, including for pre-Medicare-eligible
retirees, are $892 million per year—Medicare-eligible
retirees alone cost $634 million per year.

According to Pew Charitable Trusts, the state’s unfund-
ed retirement and health-care costs as a share of per-
sonal income are one of the worst in the country.'® In
2018, State Treasurer Dale Falwell noted: “Every man,
woman and child in the state would have to pay almost
$3,200 each to cover our current promises of health
care for state and local government retirees.”"’” In 2017,
the state treasurer’s office found that “the state’s pen-
sions and OPEB liabilities are approaching 20% of the
general fund budget.”®



SHP is funded through policyholder premiums (19%)
and state appropriations (80%). Although the state
general assembly appropriates 4% of SHP growth
annually, it is not enough to keep the plan solvent by
2023, as health-care costs have risen by 7% per year on
average.

North Carolina’s first attempt to address this issue
came in 2005, when it increased the number of years
of service required to receive the full state-funded
retiree health-care benefit from five to 20. The legisla-
tion, which applied only to new employees, also stipu-
lated that retirees with 10—20 years’ experience could
receive 50% premium subsidies, and retirees with 5-10
years’ service could enroll in SHP but would have to
pay the full premium. The projected $11—$13 million in
10-year savings from this legislation was a drop in the
bucket compared with the overall liability.™

In 2010, after Republicans won control of both cham-
bers of the North Carolina state legislature for the
first time since 1870, the state embarked on a more
ambitious reform effort.? At the time, employees
could choose the basic 70/30 plan, which charged no
premiums, or the 80/20 plan, which charged a small
premium ($22.76 per month, as of July 2011) but had
lower out-of-pocket expenses.?' In 2011, the legislature,
after a battle with the governor, passed a bill to start
charging premiums for the first time, although it would
not be implemented immediately.?? The legislation also
shifted control of SHP from a legislative committee
to the state treasurer’s department, which initiated a
pricing transparency policy that has been the subject of
significant legal wrangling.

In 2017, workers began to pay premiums for the first
time: $25 per month for the 70/30 plan; $50 per month
for the 80/20 plan. It should be noted that most public
employees pay less for their health insurance than pri-
vate-sector employees.

Most important, in 2017 a provision inserted into SB
257 (the budget bill) stipulated that employees hired
after January 2021 would no longer have access to
health-care benefits in retirement.* This is a long-
term solution, as those currently working are not af-
fected. Given that it now takes 20 years of service to
qualify for retiree health coverage in North Carolina,
it will be 2041 before the state reaps real savings. In
the meantime, estimates are that it will realize savings
of just $3.6 million per year. However, the pool of
workers within reach of 20 years of service will also
likely decline as current workers quit or retire. That
means that the change will eventually reduce the OPEB
normal cost, which was $1.3 billion for FY 2015-16.%
The result is that the current retiree health-care costs

will begin to decline before 2041, at which point costs
will move steadily to zero.

The Case for the North
Carolina Approach

While North Carolina’s approach might seem like
tough medicine, it is worthy of serious consideration.
Tackling a government’s OPEB problem is likely to
yield long-run benefits to state fiscal health, allowing
governments more room to spend on other pressing
priorities.

First, it is not clear that retiree health-care benefits
actually serve to attract and retain a high-quality
workforce. Given the huge variation in retiree health
benefits offered by state and local employers, new
employee expectations regarding whether they will
receive retiree health benefits or how generous they
will be are likely hazy, to the extent that they have
them at all. Since it now takes so long to qualify for the
benefit, and so many workers are mobile, few people
who work for state or local government will ever see
the benefit. For those at the start of their career, 20
years seems a long way off. At the other end, for those
who qualify, access to health care may encourage early
retirement.?® Government then loses some of its most
experienced employees.

Second, offering retiree health-care benefits may
cause public workers to insufficiently accumulate
wealth for retirement. One study found that state and
local workers with retiree health coverage had about
$69,000 (or 15%) less net wealth than their uninsured
private-sector counterparts.?

Third, not all career government employees will be
thrown onto the health-insurance exchanges created
by the Affordable Care Act (ACA). Some people who
retire before age 65 will be able to access health insur-
ance through their spouse or will take on new employ-
ment. Taking on a new job after retiring from a pub-
lic-sector role is especially likely for workers leaving
government payrolls with relatively small pensions.

Fourth, for those retirees who are not covered by a
spouse and do not find employment elsewhere, ACA’s
exchanges provide a backstop for pre-Medicare-el-
igible retirees that did not exist before. In 2018, a
married couple without dependents earning less than
$65,840 qualified for a subsidy—and many pensions
in North Carolina and elsewhere fall below that figure.
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Therefore, the exchanges provide an avenue for people
to secure health care at a reduced cost.

Fifth, while there is concern about pushing older and
less healthy retirees onto ACA exchanges, which could
drive up the costs of insurance plans offered on the
exchanges, public workers do offer the system a new
source of potential enrollees, which could help stabilize
insurance markets.

Sixth, in the long run, as there are fewer and fewer
workers (and eventually none) eligible for health care
in retirement, there will be an underappreciated pos-
itive effect on health-care costs for existing employ-
ees. As the pool of those insured is confined to current
workers, who are generally younger and healthier than
retirees, insurance should become cheaper, or at least
slow its rate of cost increases.

Finally, the most expensive part of retiree health care
in North Carolina and elsewhere is not coverage of
those under 65 (although those retirees cost more on
a per-plan basis) but rather, coverage of those over 65
and on Medicare. It makes little sense for the state to
spend such an outsize amount on those who are guar-
anteed access to a baseline of health coverage through
Medicare. Although Medicare is not a comprehensive
insurance plan, additional coverage should be afford-
able for many public-employee retirees, who tend to
earn middle-class salaries and, if they spend sufficient
time in government, often exit with pensions.

An Alternative: RMTs

Instead of offering generous retiree medical benefits,
state and local governments should consider encour-
aging the creation of Retiree Medical Trust (RMTs),?
which are run by and for their beneficiaries. Police
and firefighters in California, Washington, and Oregon
have already initiated such programs.

The key feature of RMTs is that the plans are run
by employees or their unions, not by employers. In
that sense, RMTs function like defined-contribution
plans for retiree medical benefits. Employees benefit
because they can keep valuable retirement benefits;
employers benefit because the liabilities are no longer
on their books.

RMTs might be particularly attractive in states that,
unlike North Carolina, have powerful public-sector
unions. In the post-Janus world, where attracting and
retaining members has become vital for the survival

of public unions, RMTs represent a new service that
unions can offer their members.?

A credible commitment by government employers
to eliminate OPEB would incentivize the creation of
RMTs. Workers with the most generous OPEB pack-
ages and those most likely to retire early and draw on
benefits longer would be highly motivated to create an
RMT once the government employer made it clear that
it was intent on eliminating retiree medical benefits.

Government employers might spur the creation of
RMTs by launching transparency campaigns to explain
current policy, which is often not well understood, even
by employees. These campaigns would highlight eligi-
bility requirements and coverage levels. They could
also illustrate the fiscal impact of the costs of current
benefits and explain how they constrain spending on
salaries and much else. Finally, governments might
propose to cover the likely transition costs.

Conclusion

North Carolina provides a model for phasing out OPEB
entirely, in a predictable and orderly fashion: first, by
increasing eligibility requirements; and second, by
phasing out benefits for new hires at a future date, so
that few current workers will be affected.

Some states may not be able to take the same route as
North Carolina, where only 9% of public employees
belong to unions. The state, however, is not unique
in having high OPEB liabilities and relatively weak
public-sector unions. Alabama, Georgia, South
Carolina, and Texas are well positioned to follow
North Carolina’s lead: in 2016, Alabama had an OPEB
liability of $10.3 billion; Georgia, $18 billion; South
Carolina, $11.6 billion; and Texas, $88.2 billion.** In
all four states, unions represent less than 10% of the
public workforce.

Political dynamics outside the South and the South-
west will be very different. Government unions will
likely strongly contest any reduction or the elimina-
tion of a valuable benefit. Besides union power, some
of the most sensitive groups to OPEB cuts are those in
the protective services (police and corrections officers),
who tend to retire earlier and draw on retiree health
benefits longer.

In the long run, generous retiree medical benefits serve
little public purpose. Only a small slice of government
employees who serve their entire careers in public



service in the same state (and sometimes the same ju-
risdiction) will receive these benefits. They are thus an
illusory promise that is unlikely to do much to attract
or retain high-quality workers. To the contrary, gener-
ous retiree medical benefits may encourage experienced
employees to retire early, thus depriving governments
of talented workers with deep institutional knowledge.

Furthermore, OPEB promises can have serious fiscal
consequences. They can constrain state and local spend-
ing on other pressing priorities, which can compromise
the quality of life. Liabilities associated with OPEB have
already helped drive a few cities into insolvency.

Ultimately, a more sustainable mode of securing health-
care coverage in retirement for public employees would
better serve them as well as the public. Besides ACA
exchanges, an RMT or a tax-preferred personal health
savings account for supplementing Medicare would be
superior.
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