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Many public sector employers provide retiree 
medical benefits as a supplement to “traditional” 
pension benefits. With limited accounting recog-
nition and pay-as-you-go (PAYGO) funding, 
these benefits have not always received the 
attention that most agree they deserve. That is 
changing, largely because of the challenges pre-
sented by compliance with new GASB State-
ment 45.1 But it is not just an issue of account-
ing. The accumulation of benefits under the 
PAYGO system, the burden of approaching baby 
boomer retirements, and ever growing medical 
costs have made retiree medical benefit finance 
a top priority. Indeed, there is a sense in which 
the GASB 45 accounting change simply reflects 
the urgency of those underlying concerns.

What does GASB 45 require? Generally, under 
the new rules, government entities must begin to 
account for retiree welfare benefits—technically 
called “other postemployment benefits” 
(OPEB)—as they are earned. That will be, in 
accounting terms, expensive. Going from PAYGO 
to current accrual can increase the charge for these 
benefits by a factor of five to ten or even more.

Moreover, while most government entities have 
not been pre-funding these benefits, GASB 45 
provides incentives to do so. If you fund, you 
generally are allowed to use the expected return 
on assets as your valuation discount rate. That is 
likely a higher rate than you would otherwise be 
allowed to use. Higher rates equal smaller 
(accounting) liabilities.

Entities undertaking GASB 45 compliance—and 
confronting retiree welfare benefit finance gener-
ally—face four issues:

liability valuationQQ

funding decisionsQQ

investment of assetsQQ

program design.QQ
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Liability valuation

OPEB liabilities are different. critically, they 
are different from pension liabilities. For  
example, employees leaving before reaching 
retirement eligibility often receive no benefit,  
so OPEB liabilities are especially sensitive to 
changes in turnover and retirement rate assump-
tions. Perhaps the most important difference is 
that OPEB programs rarely promise a dollar-
based benefit. More typically, they promise 
future medical services. 

Because the benefits promised are medical  
services, OPEB liabilities are very sensitive to 
changes in the cost of those services (generally 
called “medical trend”). Medical costs have 
experienced, in our economy, a unique level of 
price growth and volatility. In addition, the 
deferred (and long) payout period for these  
benefits means that today’s liability measures 
are very sensitive to changes in discount rate 
assumptions. When you put it together, you find 
that the critical driver of OPEB liability values 
is the spread between these two factors—medi-
cal trend and discount rate. volatility in that 
spread can have a dramatic effect on costs.

1 Governmental Accounting Standards Board (GASB) Statement 45—Accounting and Financial Reporting by Employers for 
Postemployment Benefits other than Pensions. While our paper is worded so as to focus on employers subject to GASB 45, much 
of the discussion applies equally to plans subject to GASB 43. For further information, go to www.gasb.org/gasb43_45/index.html.

Unique features of OPEB liabilities

Feature Significance

Back-loaded accruals Very sensitive to retirement 
 age and turnover   
 assumptions 

Longer duration Very sensitive to discount 
 rate assumptions

Open-ended Very sensitive to inflation 
benefit obligations (medical trend) assumptions
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Investment of assets

If you do fund, investment strategy will be critical. 
Absent a significant re-design of the benefit pro-
gram, this is your best opportunity to manage the 
effect of OPEB liabilities on your financials and 
your treasury. In the paper, we present an invest-
ment process that proceeds deliberately through the 
five steps defined above. In that process, three crit-
ical factors stand out.

First, the investment allocation process should be 
undertaken, and its effectiveness should be measured, 
with a view to the liabilities being funded. The 
unique features of OPEB liabilities, and their differ-
ence from pension liabilities (as previously dis-
cussed), fundamentally inform investment analysis. 
And among those features, the volatility and unpre-
dictability of changes in medical trend stand out.

Second, real assets—Treasury Inflation-Protected 
Securities (TIPS), real estate, infrastructure and com-
modities—provide a meaningful, if imperfect, hedge 
with respect to the inflation component of medical 
trend. In contrast, bond/cash flow matching and 
immunization strategies, at times used effectively in 
pension plans, have considerably less utility, again 
because of the difference between OPEB and pension 
liabilities. So, in setting an asset allocation target, you 
will find that you are on a different efficient frontier 
than the one you would use for your pension plan or 
for a returns strategy unrelated to liabilities. real 
asset investments will have more “efficiency,” and 
nominal bonds will have less, than they do in a pen-
sion investment analysis.

This increased sensitivity to assumptions makes 
OPEB liabilities generally less predictable, more 
volatile and harder to manage (e.g., through asset-
liability strategies) than pension liabilities. And it 
puts a premium on a thorough and fully stress-tested 
understanding of the numbers.

Funding decisions

There is no one right answer to the fund/don’t fund 
question. On the one hand, as OPEB benefits are 
being earned now, it seems appropriate to charge for 
them—that is, pay from current revenue sources—
now. Funding also provides increased benefit security 
for current and future retirees. And, finally, there can 
be a clear accounting benefit to funding: the ability to 
use a higher discount rate in valuing liabilities.

On the other hand, each entity’s situation is unique 
and deserves careful analysis of the options. There 
may be competing budgetary needs that should be 
given priority, leading to different solutions that may, 
in the long run, better provide for the fiscal stability 
of the entity and, ultimately, the benefit program.

Funding policy decision points
Level of funding Funding the ARC* has accounting  
 benefits; a more flexible policy  
 allows better cash flow   
 management.

Sources of Taxes and other revenue sources,  
funding cuts in services, sale or lease of  
 assets, issuance of bonds, and/or  
 increases in participant   
 contributions

Selection of  Tax Code section 115 trusts, 401(h) 
funding vehicle accounts, VEBAs, and/or group or  
 state-sponsored trusts

The OPEB asset allocation process

Identify risk considerations1. 

Determine liquidity needs2. 

Select the investment opportunity set3. 

Find the optimal mix4. 

Implement5. 

* Annual Required Contribution



an eye to maximizing benefit “effectiveness” within 
given cost constraints. Such a review begins with an 
understanding of the numbers: What are the real 
cost drivers in your program? What are the trends 
for the future? Which benefits are most valuable to 
retirees? And, what are the secondary and tertiary 
effects of any design decision being considered? 
changes in design may change participant behavior, 
affecting the pension plan and broader staffing costs 
in significant ways.

Third, practical implementation issues cannot be 
overlooked in formulating an OPEB investment strat-
egy. Especially in the initial stages of funding when 
portfolio assets may be few, liquidity will be a major 
consideration. Trust assets may need to grow before 
participation in certain desired portfolio strategies 
(e.g., real estate or private equity) is feasible. Addi-
tionally, further expertise with respect to non-tradi-
tional asset classes may be required. Therefore, an 
element of your investment strategy will be a game 
plan for getting from your day-one portfolio to your 
target allocation.

As an example, Exhibit 1, Panels A and B illustrate 
an OPEB investment strategy and asset allocation 
implementation plan for Green county, a hypotheti-
cal public employer (and the subject of a case study 
detailed in our full report).2 

Green county’s sample target portfolio is well diver-
sified, with a significant allocation to real assets. The 
county intends to take a gradual approach to imple-
menting their target mix, focusing in the initial fund-
ing phase on “liquid assets” (to meet cash flow 
requirements) and real assets (to begin building the 
portfolio’s liability risk-matching characteristics), 
with a plan to increase the percentage allocated to 
equity and alternatives as the asset base increases.

Program design

Generally, the most direct way to control OPEB 
costs is through benefit program design. While 
employers often lack benefit design flexibility, 
available design options should be reviewed, with 

Design issues

Understanding the baseline liabilities (demographics, Qz

types of benefits)

Managing major cost drivers (inflation and utilization)Qz

Fully analyzing the effects of design changes  Qz

(participation rates, recruiting, retirement patterns)
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Exhibit 1: Asset allocation implementation  
baseline forecast

Panel B—Dollars of assets allocated

Panel A—Percentage of assets allocated

Source: J.P. Morgan Asset Management. Illustrative purposes only.

2 The case provides background on hypothetical Green County and its retiree medical benefits program and follows the plan through the four stages 
of its OPEB review and analysis. We encourage readers to review this case study in its entirety. 
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Conclusion
While most entities will find that GASB 45 presents 
significant challenges—in accounting, cash manage-
ment, investment strategy and benefits policy—it also 
presents an opportunity to undertake a disciplined 

review of your current program from each of these 
perspectives. Our paper provides a critical foundation 
for that review, which can help put your OPEB pro-
gram on a sound financial path for the future.
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