
For most employers, personnel
costs represent a substantial and
increasing share of the budget.

What employer hasn’t “gulped” at the
escalating costs of health insurance?
What employer hasn’t seriously con-
sidered either reducing health benefits
or reducing other benefits to offset the
increased cost of health insurance?

Many public employers assume that
because private employers may reduce
the health benefits of retirees, they too
may do so. That assumption is erroneous
because public-sector employee benefits
are subject to different laws than private-
sector employee benefits. Public em-
ployers should carefully review the terms
under which they have offered health
and other benefits to past and present
employees before they make any changes
to their benefits policies. The experience
of public employers in other states sug-
gests that if they fail to do so, at least
some of them are likely to be sued and
to face significant liabilities—liabilities
of the kind that they attempted to elimi-
nate from their budgets in the first place.1

The Different Laws 
Governing Private and Public
Employee Benefits

Private employers’ retirement and wel-
fare benefits plans (of which health
insurance is one example) are governed
by the Employee Retirement Income
Security Act of 1974 (ERISA).2 ERISA
sets minimum standards for the admin-
istration and funding of private-sector
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pension plans and for
the information that
must be provided to
private-sector employ-
ees participating in
employer-sponsored
pension and welfare
benefits plans. It also
establishes fiduciary
duties for those in-
volved in administering
pension and welfare
benefit plans. 

Government pension
and welfare benefits
plans are not subject to
ERISA. Instead, they
are governed by state
contract law. In North
Carolina that law
appears to be more
protective of retirees’
expectations than
ERISA is. So how and
when may a North
Carolina public employer reduce the
health benefits of employees and
retirees? This article uses a hypothetical
case featuring an imaginary North
Carolina city to discuss the legal issues
that North Carolina public employers
should take into account in attempting
to control the costs of health benefits
for both current employees and retirees. 

Trouble in Paradise

Paradise, North Carolina, is a medium-
sized city with a population of about
40,000. Like many North Carolina jur-
isdictions, it is struggling to balance its
budget. The city council has concluded
that it must reduce the costs of employee
compensation. It has considered and

rejected both across-the-
board pay cuts and a
salary freeze, believing
that such actions would
seriously harm employee
morale and hurt current
recruiting efforts. In-
stead, the council has
decided to reduce health
benefits for both current
employees and retirees.

Paradise has a 
personnel ordinance
that provides for health
insurance coverage 
of current employees
and their families. The
city pays the full cost of
the employees’ pre-
miums and half of the
cost of the premiums
for the employees’
spouses and dependents.
The employees pay the
other half. 

The personnel ordinance also pro-
vides for continued coverage, at no cost,
of employees who have twenty years of
service with the city at the time of their
retirement. Retirees may continue cov-
erage of spouses and dependents by
paying the full cost of the premiums
themselves. Once a retiree reaches age
sixty-five and qualifies for Medicare,
coverage under the city’s plan ceases.
The ordinance does not specify a partic-
ular health insurance plan or a particular
set of benefits in the case of either
current employees or retirees.

The city council asks the manager to
suggest the best way to reduce health in-
surance costs. The manager makes two
proposals: first, eliminate retiree health
benefits for current employees who have
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not yet retired; and second, require cur-
rent retirees to pay half of the cost of
their premiums. This proposal seems
reasonable to the council, so both coun-
cil members and the manager are caught
up short when the city attorney expresses
serious reservations about whether such
changes are legal.

Elimination of Retiree Benefits
Does North Carolina law permit a gov-
ernment employer to eliminate or reduce
retiree health benefits? That question

has never been directly addressed by any
North Carolina state or federal appel-
late court. The city attorney’s hesitation
is based on the North Carolina Supreme
Court’s decision in Bailey v. State of
North Carolina, which limits the right
of the state, as a government employer,
to change the terms governing payment
of retirement benefits under the Teachers’
and State Employees’ Retirement System

(TSERS) and the Local Government Em-
ployees’ Retirement System (LGERS).3

The Bailey case is, at its heart, an em-
ployment contract case. The principles on
which it was decided are directly applic-
able to when and how a public employer
like Paradise can change its retiree health
benefits plan. Paradise is limited in the
changes it may make, despite the fact
that public employers are not required
to offer health insurance to their current
or retired employees in the first place.4

Every employee has an employment

contract, the city attorney explains to
the Paradise council and manager. The
contract is usually oral, not written, and
its terms often are merely implied rather
than expressly stated.5 Most employ-
ment contracts expressly cover only the
employee’s duties, hours of work, and
compensation. In North Carolina (as in
most other states), retirement benefits
are a form of compensation. They are

earned in the present, but payment is
deferred to a later date. The court in the
Bailey case reaffirmed this long-standing
rule in holding that the state had made a
legally enforceable promise to state and
local government employees to exempt
their retirement income in its entirety
from state income tax. The employees
had worked in government service with
the understanding that (1) part of their
compensation would be paid after
retirement and (2) the amount of their
deferred compensation would not be

diminished by the imposition of the
state income tax. The state tried to cap
the amount exempted from tax. The
North Carolina Supreme Court held
that to do so would deprive those
employees of compensation that they
already had earned.6 As the court said, 

A public employee has a right to 
expect that the retirement rights 

Health benefits are
critically important to

many retirees. Without
benefits, some may have 

to choose between
medication and food.
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holding that employees have a contract-
ual right to rely on the terms of the
retirement plans as the terms exist at the
moment their retirement rights vest.11 In
the Bailey case, the court found that the
state could have capped the state income
tax exemption for state and local gov-
ernment employees who had not yet
vested in their respective retirement sys-
tems, but that it could not do so for
employees who had satisfied the mini-
mum service requirement but not yet
retired.12

Thus the city attorney’s response to
the council members and manager is that
Paradise may not eliminate its retiree
health benefits for employees who have
met the twenty-year vesting requirement
because they have an enforceable con-
tract right to those benefits. However,
Paradise is apparently free to eliminate
the benefits for both new hires and
current employees with less than twenty
years of service (that is, employees who
have not yet vested).13

The Right to a Particular Health
Insurance Plan 
One of the city council members ob-
jects. He argues, not unreasonably, that
the city never intended to enter into a
contract with any employee to provide
retiree health benefits. Further, because
the retiree health insurance plan is part
of the city’s personnel ordinance, the
council should be able to amend it like
any other part of the ordinance, provided
that proper procedures are followed.
Even if the retiree health provision of
the ordinance is a contract, the council
member continues, Paradise, as a gov-
ernment entity, may breach the contract
as long as it does so for the public good.
In the council member’s opinion, saving
the city money so that it can maintain
services without raising taxes is clearly
for the public good. 

The Bailey case directly addresses
these issues too, the city attorney ex-
plains. The court in that case held that
laws can act as contracts. When a
statutory provision becomes the basis
for an individual’s decision to act (in
this instance, to work for the govern-
ment employer), the statutory provision
becomes part of a contract between the
government and the individual. Even if
the statute is repealed or amended, the

bargained for in exchange for his
loyalty and continued services, and
continually promised him over
many years, will not be removed or
diminished.7

In the law of contracts, this expectation,
along with wages and other benefits, is
referred to as “consideration” for the
services an employee renders. Consider-
ation is necessary for a contract to be
binding.

Retirement benefits therefore are not
gratuities, or “freebies,” as the city
attorney puts it more colloquially.
Earlier, in Faulkenberry v. Teachers and
State Employees Retirement System of
North Carolina, a case dealing with
disability retirement payments, the state
had argued that retirement benefits
were gratuities, but the North Carolina
Supreme Court held that they were not.8

This is an important point. The North
Carolina Constitution prohibits the
state and its political subdivisions from
paying any person any money whatso-
ever except in payment for public ser-
vices.9 However, as the court explained,
because retirement income benefits are
not gifts or gratuities but a form of de-
ferred compensation for which employer
and employee have bargained and to
which both have agreed, payment of
those benefits does not violate the state
constitution.

No North Carolina cases offer a basis
for distinguishing retiree health benefits
from pension payments, and courts in
other jurisdictions that have considered
the question have generally concluded
that retiree health benefits are deferred
compensation.10 So the North Carolina
courts would likely hold that under the
Bailey case, the health benefits that
Paradise has provided for its retirees are
a form of deferred compensation.

Reduction of Benefits Previously
Promised
The city attorney’s explanation of the
Bailey case doesn’t entirely answer the
Paradise City Council’s and manager’s
question. They now rephrase it as
follows: “Okay, we owe our retirees
their health benefits because they are a
form of deferred compensation. But do
we owe retiree health benefits to our
current employees who have worked for

the city for the minimum twenty-year
period but not yet retired? And may we
require our current retirees at least to
pay half of the premium? After all, when
the ordinance was adopted, no one ex-
pected health insurance costs to increase
as much as they have, and the retirees
will still be getting health benefits,
which is what they bargained for.”

The Concept of Vested Benefits
It is easy to understand how employers
owe employees who already have re-
tired, that part of their compensation
represented by pension and health in-
surance benefits. But what about em-
ployees with five, ten, or twenty years’
service who have not yet retired but
have worked and continue to work in
expectation of retirement health bene-
fits? Do their employers owe them
anything? How does one quantify what
they are owed? Employers may raise
and lower the salaries of current em-
ployees. Why can’t they make changes
to prospective retirement benefits? 

From the perspective of a mid-career
government employee, however, such
changes do not seem fair. Imagine such
an employee’s learning on Wednesday
that  her rate of pay is being cut and
that her paycheck for the entire week—
that is, for work done on Monday and
Tuesday, as well as for work done Wed-
nesday through Friday—is being calcu-
lated at the new, reduced rate. Changing
retirement benefits for employees al-
ready in the workforce is a little like that.

In North Carolina the law protects
the expectations of employees in their
retirement benefits through the concept
of vested rights. “Vesting” occurs when
an employee has fulfilled all the pre-
requisites to enjoyment of a benefit. For
example, by statute, employees partici-
pating in both TSERS and LGERS must
complete a minimum of five years of
government service before they are eli-
gible to receive retirement payments.
On the date on which the employee
completes five years of service, his or
her right to retirement benefits vests. In
Bailey and earlier cases involving retire-
ment payments, the state argued that
employees had no contractual right to
particular service or disability retirement
benefits until they actually retired or
became disabled. The courts disagreed,
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contract remains good and enforceable.14

As the North Carolina Supreme Court
said earlier, in a decision addressing the
right of the state to make changes in the
way disability retirement benefits were
calculated, 

At the time the plaintiffs’ rights to
pensions became vested, the law
provided that they would have dis-
ability retirement benefits calculated in
a certain way. These were rights they
had earned and that may not be taken
from them by legislative action . . .We
believe that a better analysis is that at
the time the plaintiffs started working
for the state or local government, the
statutes provided what the plaintiff’s
compensation in the way of retirement
benefits would be. The plaintiffs
accepted these offers when they took
the jobs. This created a contract.15

Justifiable Impairments of Contracts
As for the council member’s observation
that a local government may breach a
contract for an important public pur-

pose, the city attorney responds that it is
an oversimplification. Article I, Section
10, of the U.S. Constitution, the “Con-
tract Clause,” says, “No state shall . . .
pass any . . . law impairing the Obliga-
tion of Contracts.” This clause is applic-
able not only to state governments but
also to local governments and other
political subdivisions of the state.16 It is
not, however, an absolute prohibition.
The U.S. Supreme Court has held that a
state may pass legislation or take other
official action that impairs its contracts
without violating the Contract Clause,
when it does so to protect the general
welfare of its citizens and when the im-
pairment is “reasonable and necessary
to serve an important public purpose.”17

Thus not every impairment violates the
Contract Clause. As with ordinary
breaches of contract, when a state takes
an action that impairs its contracts, the
impairment, like a breach, must be
substantial.18 Minimal impairments, or
actions that effect changes incidental to
the basic contract, will not violate the
Contract Clause.19

There are two additional questions,
then, about Paradise’s plan to eliminate
retiree health benefits for current em-
ployees who have a vested and enforce-
able contractual right to them but have
not yet retired. The first question is
whether their elimination would be a
substantial impairment of the city’s con-
tract with affected employees. The an-
swer is undoubtedly yes. The Bailey case
establishes that the extent of the impair-
ment is to be determined by the overall
impact of the change in the law and the
estimated loss of expected benefits to
retirees in the aggregate, rather than by
the change’s impact on individuals.20

Premium payments of several thousand
dollars per retiree per year, multiplied
by even a small number of eligible re-
tirees and by, for example, an average of
five years of payment before Medicare
eligibility, add up to a significant amount
fairly quickly. 

Even if the court considered the im-
pact of the change on individuals, rather
than in the aggregate, the argument that
the impairment would be substantial is
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strong.21 For a retiree on a fixed income,
a few thousand dollars can determine
whether he or she can meet a mortgage
payment, put enough food on the table,
or heat the house during the winter. As a
court in another jurisdiction commented
in a case that involved a municipality’s
attempt to terminate the retiree health
benefits promised in a collective bar-
gaining agreement,

An economic consideration that
cannot be swept under the rug is that
many retirees live solely on their re-
tirement benefits. Retirees with fixed
incomes are generally ill-prepared to
meet additional financial obligations
that were unanticipated and that
may be incrementally modified with-
out notice.22

Indeed, research for this article has found
no cases involving an attempt by a pub-
lic employer or a government retirement
plan to reduce either retirement income
or health benefits, in which the court has
found the impact not to be substantial.23

The second question to ask about
Paradise’s plan is whether it is “reason-
able and necessary to serve an important
public purpose.” If so, it will not violate
the Contract Clause, the city attorney
advises the council. The council mem-
bers argue, “Doesn’t the elimination of
Paradise’s retiree health benefit plan
serve an important public purpose if it
allows the city to maintain programs and
services at current levels and obviates
the need for layoffs, salary freezes, or
tax hikes?” 

“Probably not,” says the city attor-
ney. Or perhaps more accurately, he
continues, eliminating retiree health
benefits may serve an important public
purpose in the context of a city budget
stretched to the limits, but the courts are
unlikely to find it “necessary.”

Although courts determine whether
an impairment of a contract is reason-
able and necessary to serve an impor-
tant public purpose on a case-by-case
basis, North Carolina case law suggests
that “reasonable and necessary” is 
a difficult standard to meet. Both the
U.S. Supreme Court and the North
Carolina Supreme Court have rejected
the notion that the courts should defer
to a legislature’s or governing board’s
assessment of what is reasonable and

necessary, noting that the legislative
body has an inherent conflict of interest
in making this determination.24 As the
U.S. Supreme Court observed, 

[A] governmental entity can always
find a use for extra money, especially
when taxes do not have to be raised.
If a State could reduce its financial
obligations whenever it wanted to
spend the money for what it re-
garded as an important public pur-
pose, the Contract Clause would
provide no protection at all.25

In the Faulkenberry case, the first on
this issue that the North Carolina Su-
preme Court decided,
the state argued that a
change in the method 
of calculating disability
retirement payments
served the important
purpose of encouraging
people to remain em-
ployed even after they
incurred a disability.
The old method of
calculating payments,
the state claimed, en-
couraged employees to
take disability retire-
ment.26 The North
Carolina Supreme Court gave short
shrift to this argument, noting with
impatience, 

We do not believe that just because
the pension plan has developed in
some ways that were not anticipated
when the contract was made, the
state or local government is justified
in abrogating it. This is not the
important public purpose envisioned
which justified the impairment of a
contract.27

In the Bailey case, the court deemed
the General Assembly’s “revenue neu-
tral” approach to equalizing the state
income tax exception for state and local
government retirees with that for
federal retirees as no more than a “leg-
islative convenience” that would allow
it to avoid having to cut programs or
raise taxes. Legislative convenience, the
court said, is “not synonymous with
reasonableness.”28 The court thus sig-

naled that attempts to balance govern-
ment budgets at the expense of retirees
will face close scrutiny and will likely be
found “reasonable and necessary” only
when there are no other alternatives.

In Paradise the council rejected lay-
offs and salary freezes and did not dis-
cuss either cutting programs or raising
taxes as a way of offsetting its increased
health insurance costs. Council members
ask, “Would it have made a difference if
we had implemented some or all of these
measures but still found it difficult to
absorb the cost of health benefits?”

“Possibly,” replies the city attorney.
He explains. When Baltimore, Mary-
land, reduced the annual salaries of its

employees by a little
less than 1 percent, the
city’s teachers and po-
lice officers sued,
claiming that the reduc-
tion was an imper-
missible impairment of
their collective bargain-
ing agreements and
their individual em-
ployment contracts. 
In Baltimore Teachers
Union v. Mayor and
City Council of Balti-
more, the Fourth Cir-
cuit Court of Appeals

(the federal appeals court whose
jurisdiction includes both Maryland and
North Carolina) agreed that the salary
reduction was a substantial impairment
of the teachers’ and police officers’ con-
tracts but found that it was nonetheless
permissible under the Contract Clause
as reasonable and necessary to serve an
important public purpose. Baltimore
already had instituted a round of layoffs,
eliminated positions, and encouraged
early retirement. It also had sold some
city property, dipped into its general
fund balance, and delayed going to the
bond market in an effort to save on in-
terest costs. When it initiated the salary
reductions, it did so in response to a
second set of cuts in state aid that were
made halfway through the fiscal year.
The court accepted the city’s claim that
it was at the point of cutting basic ser-
vices and “initiating the breakdown of
government.” Also important to the
court’s analysis was the temporary na-
ture of the salary reduction. Baltimore, in

The court thus signaled 
that attempts to balance
government budgets at 
the expense of retirees 
will face close scrutiny 
and will likely be found
“reasonable and necessary”
only when there are no
other alternatives.
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Employee Health Benefits: The Law in Brief

Must public
employers
provide health
benefits 
to employees?
No. There is no
legal requirement
that public em-
ployers provide

health benefits to their employees. Sections 160A-162(b)
and 153A-92(b) of the North Carolina General Statutes
authorize cities and counties respectively to offer health
insurance and other benefits to their employees if their
governing boards so choose.

Why do public employers offer health benefits if they
aren’t required to do so?
For two reasons. First, for employees it is a valuable form of
compensation. Through group insurance plans, the employer
can make health insurance available to employees at a more
affordable rate than the employees could find on their own.
Second, because it is common for private-sector employers
to provide health insurance benefits, public employers must
do so to remain competitive in the labor market.

May public employers offer to pay some or all of the cost
of their employees’ health insurance after they retire?
Yes. Payment of retirees’ health insurance premiums is
considered a form of deferred compensation—that is,
payment made after retirement for services the retirees
provided before retirement.

If a public employer has promised to pay all or some of the
cost of health insurance premiums for its retirees, may it
change its mind and cease paying premium costs?
Probably not. When the employer told employees before
they retired that it would pay a certain level of the premium
costs after retirement, it entered into a contract with the
employees (even though the contract did not take the form
of an actual contract document). Generally speaking, the
government cannot disavow such a contractual obligation.
To do so would be an “impairment of contract” that violates
the U.S. Constitution.

May a public employer reduce the amount of the premium
contribution it makes for retired employees?
Probably not, for the same reasons.

How about employees who have not yet retired but have
“vested,” or fulfilled a minimum service requirement to
qualify for employer-paid retiree health benefits? Can a
public employer eliminate or reduce its premium
contributions on their behalf?
Again, probably not. The contract to provide retirement
health benefits is formed when the employee vests, not
when the employee actually retires.

May public employers reduce the coverage provided 
to retirees under the health insurance plan as long 
as they continue to pay the promised part of the health
insurance premium? Can they increase deductibles or 
require co-payments?
This is an open question right now. The North Carolina
courts have not yet addressed the issue. One possibility is
that the courts would say that as long as the public
employer meets its obligation to pay its promised share of
the premium, it may reduce coverage. More likely, the
courts would say that the coverage does not have to stay
exactly the same but that the overall benefit to the
employee does. That is, if there is an increased deductible or
co-payment (a disadvantage to the employee), it must be
offset by some corresponding advantage (increased
coverage of certain conditions, for example).

Are public employers forever locked in to promises made
to employees in better economic times?
Only with respect to current retirees and current employees
who have vested in the retiree health benefit. Public
employers may give notice now to new employees or
current employees who have not yet vested that they will
receive different health benefits in retirement.

What about current employees? May a public 
employer reduce the amount it pays toward a current
employee’s health insurance premium or reduce the
coverage provided?
Yes. The employer may change these whenever it sees the
need, provided that it gives adequate notice of the change.

Why is the law that governs changes in health insurance
benefits different for retirees and current employees?
Because current coverage for current employees is not de-
ferred compensation. It is not the promise of doing some-
thing in the future in return for work done today. Current
coverage for current employees is current compensation for
current work. Generally speaking, employers, including
public employers, can increase or decrease the compensa-
tion of their employees at their discretion.

In short, what are public employers to do?
Public employers should continue to fulfill the promises that
they have made to retirees and currently vested employees
to provide health benefits in retirement. These have become
contractual commitments. For the future, public employers
might wish to consider the extent to which they want to
commit themselves to providing retiree health benefits.
They must balance fairness to employees and the needs of
recruitment and retention against an uncertain,
unmeasurable future liability. 



fact, discontinued the salary reduction
once it became clear that the budget
shortfall would not be as dire as
expected.29

The decisions in the Bailey and Balti-
more Teachers Union cases may appear
to be inconsistent, the city attorney
notes, but they are not.30 In the Bailey
case, the North Carolina Supreme Court
emphasized the potential for state and
local governments to avoid making hard
choices by declaring impairment of their
contracts necessary for
an important public
purpose. In the Balti-
more Teachers Union
case, the Fourth Circuit
Court of Appeals noted
that it could always be
said that a city could
have shifted the burden
from another govern-
ment program or could
have raised taxes, in
which case no impair-
ment of a government
contract could ever be
found necessary for an
important public pur-
pose.31 Read together,
the decisions in the
Bailey and Baltimore
Teachers Union cases
highlight the case-by-
case approach that the
courts take in deciding
this issue and the stringent standard of
financial necessity that a jurisdiction
seeking to impair its employment con-
tracts must meet. That Paradise may not
eliminate its retiree health insurance
program for vested employees does not
mean that no jurisdiction may ever do so.

Understanding why it may not elimi-
nate its retiree health benefits except for
new hires and for those who have not 
yet vested in the benefits, the Paradise
City Council also realizes that it may
not require current retirees to contribute
to their premiums: the retirees were 
promised health insurance until age
sixty-five at no cost to themselves, and
the decision in the Bailey case says that
employees have contractual rights to the
terms of their retirement plans as those
terms existed at the moment that the
employees’ rights vested.32 To require a
50 percent—or any—premium contri-

bution would be to change the terms of
the employment-compensation agree-
ment. The impairment-of-contract an-
alysis would be almost identical to the
one the city attorney did with respect to
the elimination of the retiree health ben-
efit plan for vested current employees.

Change in the Coverage 
but Not the Cost
One of the Paradise council members
has another question: “Can we offer a

less generous package
of health benefits to re-
tirees? What I mean is,
can we replace the cur-
rent plan with one that
seeks to control use of
medical care more
closely so as to reduce
costs, with savings
passed on to us in the
form of less expensive
premiums? We could
look for a plan with
higher co-payments or
co-insurance, that omits
coverage of experimen-
tal procedures and re-
quires prior approvals
for a greater number of
accepted procedures and
for use of nongeneric
drugs.”

The city attorney
sighs. He is not sure

what to tell council members, for the
North Carolina courts have never ad-
dressed this issue. “The vested rights
approach to retirement income that the
North Carolina Supreme Court adopted
in the Faulkenberry and Bailey cases,” he
says, “doesn’t translate well when you
try to answer this particular question.”
The decisions in the Bailey and Faulken-
berry cases and in Simpson v. Local
Government Employees Retirement
System all stand for the proposition that
at the moment of vesting, an employee
“locks in” to the terms under which the
benefit is being offered at that particular
time. That makes sense for a pension—a
cash benefit, established by a formula.
But the world of medicine changes
rapidly, and health insurance changes
almost equally rapidly. Locking in to a
specific health benefit does not seem de-
sirable: new conditions and new treat-

ments for existing conditions may not
be covered. Neither does it seem prac-
tical: either the health insurance product
or the health insurance company or
both may not exist in several years’
time, or the company may cease to
write health insurance policies in the
relevant market.

Should this issue reach a North Car-
olina appellate court, the law in this area
might go one of two ways. The court
might decide that the vested rights
approach does not apply in the health
benefits context, or it might decide that
the approach does apply but must be
modified to reflect the changing nature
of health insurance. 

Given the court’s reasoning in the
Bailey case, it is hard to see the basis on
which a court might distinguish retiree
health benefits from pension payments
and find that the vested rights approach
does not apply. The cost of an individual
health insurance policy for someone of
retirement age is beyond the reach of
many retirees, and for some, the retiree
health benefit is worth more than the
retirement income benefit. The court in
the Bailey case recognized the impor-
tance of retirees’ expectational interests,
and for that reason it seems unlikely
that the North Carolina courts would
reach a different conclusion with respect
to vested rights in health insurance
benefits than they did on retirement
income benefits.

Alternatively, the court might ex-
tend the rule of the Bailey case and the
related vested rights cases to health
benefits. But in recognition of the prac-
tical problem posed by the changing
nature of health insurance, it could bor-
row the “disadvantages v. new advan-
tages” approach adopted by California
and a number of other states for re-
solving issues such as this. The “Califor-
nia Rule” holds that even when pension
rights are contractual, they may be
modified by a legislature when doing so
is necessary and reasonable. The singu-
lar feature of this approach is that to be
reasonable, any disadvantages effected
by the changes must be offset by com-
parable new advantages.33

The Alaska Supreme Court applied
the California Rule to the question of
retiree health benefits in 2003 in Dun-
can v. Retired Public Employees of
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It is hard to see the basis 
on which a court might
distinguish retiree health
benefits from pension
payments and find that
the vested rights approach
does not apply.The cost 
of an individual health 
insurance policy for some-
one of retirement age is
beyond the reach of many
retirees, and for some, the
retiree health benefit is
worth more than the re-
tirement income benefit.
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Alaska, Inc. The Alaska Constitution,
like a number of other state constitu-
tions,34 explicitly protects the accrued
retirement benefits of public employees
from being diminished or impaired. The
Alaska courts have interpreted this pro-
vision of the constitution as including
retiree health benefits.35 Although in
Alaska, the right to benefits vests at the
moment employment begins, there, as
in California, the courts allow reason-
able modifications to promised benefits
if changes that result in disadvantages
to employees are accompanied by com-
parable new advantages. In assessing the
plaintiff retirees’ challenge to changes in
their health benefits package, the Alaska
Supreme Court noted that one reason
the U.S. Congress had exempted the
health insurance plans of private-sector

employers from ERISA’s vesting require-
ment was that the cost of such plans
fluctuates in response to unpredictable
variables. In contrast, the actuarial de-
cisions behind the fixed annuities offered
by pension plans are based on fairly
stable data.36

The Alaska Supreme Court concluded
that in the context of health insurance,
“the natural and ordinary meaning of
‘benefits’”—that is, the measure of
whether retirees are getting the benefits
for which they contracted—is the
coverage provided, not the cost to the
government employer of providing the
insurance. What the retirees have, the
court said, is a vested right to a reason-
able health insurance package, “one
which is in keeping with the mainstream
of such packages, as they are negotiated

and implemented for similarly situated
employees over time.”37

Where does this leave the Paradise
City Council? The city attorney feels
comfortable telling council members
that they could change the retiree health
benefits package, because, in fact, they
already have done so several times in
the last twenty years and because the
original plans in which several em-
ployees and retirees vested are no
longer even offered by health insurers.
He can point to no North Carolina case
law prohibiting the council from re-
ducing the substantive benefits offered.
But he suggests that in light of the Cali-
fornia Rule and the Duncan case, the
least risky and perhaps fairest course of
action is to give retirees the same cov-
erage offered to city employees currently
on the payroll.

Health Benefits as 
Current Compensation
The council now asks the city attorney
whether it can reduce the health benefits
the city provides to current employees.
“For heaven’s sake, we’ve already
changed plans, increased co-payments,
and limited the network of doctors from
whom they may seek care, all within the
last three years!” exclaims one council
member. The council member’s confu-
sion and exasperation are understand-
able. The city attorney assures the
council that with respect to current
employees, public employers can almost
certainly change health plans, ask em-
ployees to share the cost of premiums,
or, where they already are sharing the
cost, ask them to contribute more.
Benefits may be reduced in scope, prior
approvals may be required, and co-
payments may be added.

What accounts for the different
treatment of health insurance benefits of
current employees and those of retirees?
Health insurance benefits are universally
regarded as a form of current compen-
sation for employees who still are on the
payroll.38 With the exception of employ-
ment agreements for a specific term (such
as those that cities and counties fre-
quently enter into with their managers),
public employers are generally free to
increase or decrease employee compen-
sation as they see fit. For North Carolina
cities and counties, the authority to do 



so comes from the General Statutes.39

Public employees have on occasion chal-
lenged reductions to their rate of pay or
to other forms of compensation, but the
courts have routinely rejected the notion
that a public employee has a vested right
in any rate or method of compensation.40

Although a health benefit may be
part of an employee’s total current com-
pensation, certain rules apply to benefits
that are not applicable to wages. As
public employers well
know, when personnel
policies are set forth in a
personnel manual or a
policy enacted by
resolution of the
governing board, no
property interest either
in continued employ-
ment or in the terms
and conditions of
employment is created.
To create a property
interest in employment,
a personnel policy must
be adopted by ordin-
ance.41 This is consistent with the broader
rule adopted by the North Carolina
courts, applicable to both public- and
private-sector employment, that an em-
ployer’s issuance of a personnel policy
manual or handbook for employee use
does not create an implied contract of
employment incorporating the docu-
ment’s terms.42 One exception to this
rule is relevant in this context: when a
handbook or a manual has promised
employees certain benefits, the promise
is enforceable, and the employer must
provide the benefits promised.43

This principle does not mean that
employers may not alter or eliminate a
benefit promised in a handbook. Rather,
it means that employers must provide
the benefit as long as the provision and
the handbook that contains it remain 
in effect. 

For example, an employee manual
represented that certain management
employees were entitled to a severance
payment if their employment was ter-
minated without cause. The court ruled
that it was the employer’s burden to
prove that it had eliminated the benefit
and communicated the change to em-
ployees before a particular plaintiff’s
termination.44

Similarly, an employer promised in
its handbook that employees could
maintain coverage under the employer’s
group health plan in the event that they
became permanently disabled during
their employment. The court ruled that
the promise was enforceable even when
changes in the terms of the group health
plan made the cost of covering a dis-
abled employee much more expensive
than anticipated.45

Therefore, when a
public employer
changes some aspect of
its health insurance
benefit for current
employees—for ex-
ample, the contribution
rate, the availability of
coverage for spouses
and dependents, or the
scope of benefits—it
should clearly commu-
nicate the change to em-
ployees. If information
about the benefit is con-
tained in an employee

handbook, manual, or policy, the
employer should ensure that it records
the change there.

Maintaining the Ability to 
Change Health Benefits

What can a public employer do to main-
tain flexibility in providing retiree and
employee health benefits? The North
Carolina cases on retirement income
benefits, taken with cases from other
jurisdictions that address the issue of
retiree health benefits, suggest that pub-
lic employers should continue to pro-
vide health insurance to retirees and to
current employees who have vested in
the benefit on the same terms as they
have previously promised to do. They
also should maintain the same premium
contribution rates unless they have
reserved the right to change the rates. 

As for the provisions of the plan
itself, an employer is unlikely to be able
indefinitely to offer the health insurance
plan that was in effect at the time of an
employee’s vesting. It therefore should
provide retirees with a plan that has
generally comparable coverage or, at a
minimum, that offers the same benefits
provided to current employees.

To position themselves better for the
future, public employers should take a
fresh look at what they want to offer
employees in the way of both current
and retiree health benefits in light of
existing and projected resources. They
then should undertake a comprehensive
review with legal counsel of all the 
documents—policies, resolutions, ordi-
nances, handbooks, and memoranda—
that set forth the terms under which
they now offer health benefits to current
employees. If they do not wish to make
a contractual commitment to providing
retiree health benefits to current em-
ployees when they retire, they must
clearly reserve the right to alter or 
eliminate the benefits in the appropri-
ate documents.

There is no “right” decision. Some
employers may view a promise of retiree
health benefits as an important tool for
recruitment and retention and make an
enforceable promise to provide them.
Within that group, some may reserve the
right to change the plan or to ask for in-
creased retiree contributions to cover
the cost of the premium. Other em-
ployers may simply not have the option
of firmly committing themselves to a
retiree health benefit. They may need to
eliminate it altogether for the future.
Alternatively, they might consider of-
fering it with the proviso that the em-
ployer may eliminate it at any time in its
sole discretion or subject to the avail-
ability of funds.46

Public employers should take the
same approach with health insurance
for current employees. Although the law
generally allows an employer to change
current compensation (including health
benefits) prospectively, it would be
prudent—as well as fair to employees—
to make clear that the offer of health
benefits is not absolute and unchanging
but can be modified in response to
economic conditions, medical advances,
and employees’ needs.

The legal holdings and principles
discussed in this article are applicable to
other forms of employee benefits, such
as supplemental retirement programs
[for example, jurisdiction-specific public
safety supplemental retirement benefits
or the North Carolina 401(k) Plan], as
well as to longevity pay and life insur-
ance benefits. For further discussion of
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To position themselves
better for the future, public
employers should take a
fresh look at what they
want to offer employees 
in the way of both current 
and retiree health benefits
in light of existing and
projected resources.
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these issues, see Public Personnel Law
Bulletin #30.47
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