
AS THE BaBY boomer generation in the US hits retirement age 
over the next few years, stretched pension funds are going to be 
faced with the double whammy of generous promises for retiree ben-
e�ts � studies show this generation will be the most dollar-rich 
generation of retirees in US history � and the costly burden of pro-
viding healthcare to millions. 

With the attendant increases in longevity and rapid medical advances 
over the past few decades, these costs have risen dramatically, calling 
into question the long-term viability of the system. Many within the 
US pension industry now believe these cost increases to be both 
unsuitable and unsustainable.

Elizabeth Kellar, executive director at the Washington, DC-based 
Center for State and Local Government Excellence (SLGE), a research 
organisation that has worked extensively on the costs of public sector 
pensions and healthcare, says studies carried out by the organisation 
showed the total unfunded liability of healthcare obligations to be 
$558 billion (£338 billion). 

�That�s a signi�cant piece of change � especially given the trend of 
funding healthcare obligations on a pay-as-you-go [PAYG] basis. But 
demographics are changing, meaning the PAYG system is not sustain-
able,� she says. 

These demographic shifts, which will see the total number of US 
workers aged 65 or over ballooning 84% from 38.8 million in 2005 to 
71.1 million by 2030, according to a report co-authored by the World 
Economic Forum, the Organisation for Economic Co-operation and 
Development and consultancy �rm Mercer, will place yet more pres-
sure on a system struggling to cope. 

Robert North, chief actuary at the New York City Of�ce of the 
Actuary, which oversees the actuarial requirements of the city�s public 
pension funds, says the question of retirement bene�ts had come back 
with a vengeance, as many state and local government �nances were 
focused on the short-term, immediate concerns of unbalanced budg-
ets. As healthcare bene�ts are not guaranteed, unlike pension bene�ts, 
they are often seen as a way to reduce costs. 

�The poor investment returns of state and local retirement systems 
of late have brought the long-term concerns about pension issues back 
into the discussions, including funding needs and possible bene�t 
cuts, at least for new employees,� he says. 

Proof of North�s observations comes from the governor of Ohio�s 
proposals � later dropped � to cut more than $2.4 billion from the 
state budget, part of which would have been funded by reducing con-
tributions to the $60 billion Ohio Public Employees� Retirement 
System from 14% to 8%. The scheme warned this would have led to 
severe cuts in healthcare bene�ts and the possible forced elimination 
of the programme within 10 years. 

Likewise, data from SLGE shows 17 states have plans to limit future 
subsidies, three plan to eliminate subsidies altogether, while a further 
16 are increasing the duration of service required to become vested in 
their healthcare programmes. 

However, the �scal constraints on many states and companies imposed 
by the economic crisis have only pushed the agenda forward, rather than 
causing new problems. Many funds were already looking at the issue, as 
rising costs make it increasingly dif�cult for schemes to honour their 
healthcare obligations.
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The US pension sector is having to cope not just with the increased cost  
of retirement provision but also the attendant healthcare obligations many 

schemes are under � liabilities that must now be accounted for upfront. 
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�The poor investment 
returns of state and local 

retirement systems of late 
have brought the long-term 

concerns about pension 
issues back into the 

discussions�
Robert North, New York 

City Of� ce of the Actuary

The issue of cost in� ation has 
proven to be one of the most dif� -
cult aspects of healthcare provision 
for pension schemes and their spon-
sors to face up to, underpinning all 
attempts to rein in costs. Rises of 
80�90% since the start of the decade 
are not uncommon, making it hard to 
come up with a workable model that is 
adequate over the long term. 

An example of this is the predicament 
faced by the $23.4 billion Illinois Teachers 
Retirement System, where the cost per reti-
ree of its externally managed Teachers� 
Retirement Insurance Program (Trip) has 
risen 82.3% since 2001, from $3,820 to a 
projected $6,963 in 2010. 

The scheme is on course to run into an 
$81.3 million de� cit in 2011, with average 
costs increasing 9.9% year-on-year, far exceed-
ing the 5.4% projected growth in its overall 
funding for the programme. 

Similarly, the $180 billion Sacramento-
based California Public Employees� 
Retirement System has seen average health-
care costs rise 60% since 2003. While this is 
less of an issue for well-funded schemes, for 
many, coming up with accurate and workable 
projections is proving to be a major headache. 
While schemes can look ahead a few years and 
project healthcare in� ation running at 8�9%, 
when it comes to longer-term forecasts, accu-
rate predictions become dif� cult to make. 

�Funds are saying [these costs] can�t really 
go up too much more than the broader econ-
omy � assuming something like 5% � but 
that�s an optimistic way of looking at it. They 
have to reset these assumptions every few 
years,� says Derek Guyton, a partner with 
Mercer in Chicago. 

The key issue facing schemes, however, is 
the actuarial recognition of these retirement 
healthcare liabilities, which has been a man-
datory part of public sector pension scheme 
reporting since 2004, when the US 
Government Accounting Standards Board 
(GASB), which oversees public body account-
ing, introduced a measure known as Statement 
45, Accounting and Financial Reporting by 

Employers 
for Post-
employment 
B e n e f i t s 
Other Than 
P e n s i o n s 
(OPEB). 

The statement 
provides standards 
for calculating future 
healthcare bene� t lia-
bilities, putting it on a 
par with the actuarial calcu-
lations used to project and 
discount pension bene� t obligations. 

While the full extent of these obligations 
as reported under Statement 45 is unknown, 
it is estimated they may surpass $1 trillion in 
present-value dollar terms. And although 
its use is mandatory for accounting pur-
poses, funds are not obliged to make changes 
to their healthcare provisions or alter the 
basis of their funding. As a result, many 
schemes still operate their healthcare funds 
on a PAYG basis. 

A broad range of discount rates 
is in use, with many PAYG funds 
using a rate of 4�5%, while 

others with pre-funded obli-
gations are using a rate of 
7�9%. Despite this, the 

system is open to abuse; 
some funds still operat-
ing PAYG systems are 

also using the higher 
rate, leading to a false 
and uneconomic 

view of the true 
liabilities. 

The assump-
tions and 
techniques used 
to calculate the 
liabilities of 
healthcare funds 

are similar to 
those used by 

pensions, including 
fund population and 

mortality projections. But 
although improvements in lon-

gevity are being built into the 
assumptions and models, the effects of these 
increases remain a problem for many schemes 
to deal with. 

�State and local governments are going 
through the process of making these calcula-
tions, but it is not quite as standardised as 
you might imagine,� Kellar says. 

Katie Kaufmanis, from the of� ce of the 
executive director at the $30.7 billion 
Colorado Public Employees Retirement 
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The reform bill and Medicare

Although details of the contentious and  
highly ambitious US healthcare reform bill  
are unclear, it is evident any reform is likely to 
have far-reaching consequences for the 
provision of retiree healthcare bene�ts. 

In his speech on September 9, President 
Obama said the US healthcare system placed 
an �unsustainable burden on taxpayers� and 
�skyrocketing� medical costs would 
eventually lead to the US spending more on 
Medicare and Medicaid than every other 
government programme combined.  
At present, Medicare costs account for  
more than $500 billion of federal expenditure 
a year, which some have predicted to rise as 
employers �wash their hands� of the situation 
and shift the burden of retiree medical costs  
to the government. 

Michael Melbinger, a partner and chair of 
the employee bene�ts and executive 
compensation practice at law �rm Winston  

& Strawn, says the reform bill, whatever  
form it takes, will have an effect. �Everyone  
who can get out of the retiree medical  
care business, will do. They�ll shift that 
burden to the government. It should be 
obvious,� he says.   

Elizabeth Kellar, executive director at the 
Washington, DC-based Center for State  
and Local Government Excellence, says there 
have been cases where employers had 
shifted their retirees over to Medicare as soon 
as they were eligible at the age of 65. 

She says that for many employers in  
physically demanding sectors, including  
steel and autoworkers, the police and �re 
service, where early retirees can be  
af�icted with poor health as a result of  
their work, effectively cutting off retirees  
after a certain age could deliver large 
healthcare savings. 

�It�s not a system-wide thing, but in  
one fell swoop you could remove a huge 

unfunded liability if you only fund early-
retirees,� Kellar says.  

But Katie Kaufmanis, from the of�ce of the 
executive director at the $30.7 billion Colorado 
Pubic Employees Retirement Association, 
says the bill is likely to have little effect on the 
actual bene�ts provided to retirees. 

�In the past, when the federal government 
has passed healthcare-related legislation � 
such as Medicare Part D � Medicare  
Modernization, for example � the goal was  
to ensure that those who received healthcare-
related services as a result of employment  
or former employment would not be left 
worse off than they were before. We 
anticipate that any legislation that is enacted 
would take that same approach.�

Derek Guyton, a partner with consultancy 
Mercer in Chicago, also notes that Medicare 
actually helps employers: �Medicare dictates 
costs and helps to hold down cost in�ation, 
so employers bene�t from that.� 

Association (Copera) says the fund�s Peracare 
retiree healthcare programme, established in 
1985, a voluntary programme with a separate 
healthcare trust fund established to pay a set 
amount to offset the healthcare premiums for 
participants, funded by a 1.12% employer 
contribution. 

At the end of 2008, the trust fund was a 
mere 17.7% funded, with a 39-year amortisa-
tion period, using a discount and investment 
return rate of 8.5%, in line with the main 
Copera fund. 

Data provided by the fund showed the 
effects of a hypothetical half percentage-point 
move in the discount rate either way. If the 
discount rate fell to 8.0%, the solvency ratio 
of its healthcare fund would also fall to 17.9%, 
while a higher 9% discount rate would increase 
the coverage ratio to 19.5%. Although these 
were only indicative �gures, they highlight 
the susceptibility of funding to market move-
ments and actuarial whims. 

Similarly, the $622 million Ohio State 

Highway Patrol Retirement System uses an 8% 
discount rate for its pension fund, while the 
healthcare fund uses a slightly lower 6.5% rate, 
due to the shorter investment period. While 
the main pension fund projects over a 30-year 
investment period, the healthcare fund is 
funded for about 17 years, partly due to the 
effects of Medicare (see box). 

Despite this, the fund is invested 
in a broad range of assets, includ-
ing an 8.6% allocation to hedge 
funds and a 10.2% allocation to pri-
vate equity.  

Richard Curtis, the fund�s executive 
director and chief investment of�cer, 
says pre-funding the scheme removes 
some of the challenges, although costs are 
still an issue: �[The discount rate is] high 
because we invest it in a similar fashion as 
the main pension fund, and the scheme does 
not purchase medical coverage through a 
premium structure, it�s self-funded. We hire 
claims administrators � they�re paid a fee � 

and they�re directly answerable to us. Those 
bene�ts come out of the healthcare pool of 
money held by the scheme.� 

Perhaps surprisingly, given the detailed 
assumptions used elsewhere, risk modelling 
techniques do not seem to be as complex as 
may be expected, with little or no emphasis on 
epidemiology. �It doesn�t get down to that 
level [of looking at the risk factors and trends 
for individual diseases, such as heart disease 

and cancer]. We don�t assume the risk pro-
�le will change that much, so there will be 

people with large claims, but that�s offset 
by people with low claims,� Guyton 
says.

Yet there is a debate within the indus-
try as to the correct way to deal with the 

issue of setting discount rates and projecting 
in�ation; it is thought many of the assumptions 
are not based on sound fundamentals. �They�re 
saying we should set aside these assumptions 
that have no economic basis and come up with 
a better set of assumptions. But there�s no de�-
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