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Governmental Accounting Standards
Board: GASB Statement 45
GASB 45: New Rules
In 2004, the Governmental Accounting Standards Board (GASB) released
Statement 45 (GASB 45) concerning health and other non-pension benefits for
retired public employees. These benefits may also be called “other postemployment benefits” and retiree healthcare programs are by far the most costly.
The intent of GASB 45 was to bring governmental accounting standards more in
line with private company standards. Though GASB has no power to change
‘how’ governments fund retiree health, pension and other benefits, it does govern
the rules that auditors must follow in providing options on the reliability of
governmental financial statements. Audited financial statements prepared
according to GASB are scrutinized by investors in state and local bonds and
rating agencies that make judgments on the likelihood those bonds will be paid
off is required.

Compliance with GASB 45
The new accounting rule dramatically increases the amount of quality
information included in government financial reports particularly in regard to
retiree healthcare and other retiree benefits. State and local governments must
take a series of steps that include quantifying the unfunded liabilities association
with retiree health benefits. Results of these assessments must be reported in
governmental audits and updated regularly. Government financial statements
will then list an actuarially determined amount known as an annual required
contribution. In regard to healthcare this contribution includes 1) the ‘normal
costs – the amount that needs to be set aside in order to fund future retiree
health benefits earned in the current year and 2) unfunded liability costs- the
amount needed to pay off existing unfunded retiree health liabilities over a period
of no longer than 30 years.

GASB 45 Compared to Pension Requirements
Retiree health benefits, like pensions are a form of deferred compensation. In
other words, the employee earns the compensation during their working years
but is paid after they retire. Pension systems typically are funded by
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governments paying normal costs each year as employees earn the compensation
and the funds are invested to generate returns and grow until required to be paid
to the employees following retirement. This practice is known as ‘prefunding’.
Pension accounting standards focus on how well retirement systems are
prefunded. To the extent the funds set aside each year for pensions are
insufficient to cover the projected benefit costs, the system is said to have an
‘unfunded liability’. Retiree health benefit programs under GASB 45 standards
are very similar and will result in the calculation of an unfunded liability similar
to that of pension systems.
For governments that fund retiree health benefits on a pay-as-you-go basis, 100
percent of the liability will be considered ‘unfunded’. Unfunded liabilities, like
those for pension systems will be determined by actuaries and accountants based
on certain assumptions regarding future health care costs, inflation, retiree age
vs. mortality tables, and investment returns.

Retiree Health Benefits: Potential
Ramifications of GASB 45
Private corporations began to account for retiree liabilities in 1990 due to a
change in the applicable accounting standard. Since that time, investors have
pressured companies to either fund the liabilities or drop the benefits altogether.
The percentage of large firms offering health benefits to retirees has dropped
from about 66 percent in 1988 to 33 percent in 2005.
Today all 50 states offer health benefits to their retirees in some or all age groups.
The range of benefits differs from 100 percent coverage to minimal coverage as a
supplement to Medicare. Many states have already begun prefunding benefits.
For example, the state of Ohio is addressing retiree healthcare through the
pension system. A portion of public employers’ retirement contributions is set
aside for funding of retiree health care. The Ohio system has already set aside
$10 billion to fund these benefits which significantly reduces the $19 billion
unfunded portion of the liability (2002 actuarial report) that will eventually be
reported under GASB 45.

Addressing Retiree Health Costs:
Recommendations and Options
 Prefunding retiree health benefits to begin addressing unfunded liabilities
o If starting from scratch, states and/or local governments could
begin paying the estimated amount needed to be set aside and
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o

o

o

o

invested each year to pay for health care post retirement. However,
since these benefits have been offered for decades and typically no
funds set aside, the start –up amount would be considerably more
to begin prefunding. This program however could be started with
new employees.
Partial prefunding retiree health benefits is an option. As most
state and local governments liabilities in this area will likely be
exorbitant, most will not be able to pay given today’s budget
situations. Therefore another option is funding part of the GASB 45
annual contribution. Any amount of prefunding reduces the
exposure of the state to future increases in health costs. Investment
earnings from funds set aside today will reduce future budget
pressures.
Prefunding results in a reduction in costs over time as investment
earnings would supplement employer and employee contributions
for retiree health costs.
Prefunding also helps secure expected benefits for employees by
creating a pool of assets strengthening the ability to continue to
offer benefits over time.
Prefunding contributes to higher bond rating as bond rating
agencies monitor the funding status of the retiree health program,
and help determine the interest rates paid on debt. Although there
is no indication that bond investors or rating agencies will rush to
downgrade ratings once GASB 45 reveal large liabilities, these
liabilities are considered debt and rating agencies may use them for
comparison to governments that have acted to resolve the liability
and those that have not.

 Legislative action
o Actuarial valuation information should be made available to
legislators to enable them to appropriately address the magnitude
of state and local government unfunded liability
o Creation of a working group to address;
 retiree health care costs
 types of prefunding vehicles
 investment guidelines
 viability of issuing bonds to reduce liability
 increasing funding from Federal government
 Retiree Medical Trust
o Retiree medical trusts (RMT) are an option for mitigating the
escalating costs of retiree health care benefits. An RMT is a hybrid
health plan with features similar to defined benefit and defined
contribution plans. In an RMT, the employee and employer make
fixed contributions during the employees’ active working years.
These contributions are then pooled and held in a trust as a legally
separate entity from the employee or the employer. The trust is
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administered by a board of trustees composed of representatives of
both employer and employees. The board is responsible for
decisions regarding investment vehicles and distribution plans and
would have the fiduciary responsibility to administer the RMT for
the exclusive benefit of participating employees. Once participating
employees retire, regular benefits would be paid for healthcare
expenses in a manner similar to defined benefit pension plans.
Both employer and employee contributions are permissible on a
pre-tax basis as long as the RMT is mandated to the entire
bargaining unit or employee classification and not a selection on
individual option (cafeteria) plans.
o According to NCPERS, a government may implement an RMT that
does not create liabilities for Government Accounting Standards
Board (GASB) reporting. When established through consultation
with the plan’s accountants and attorney and carefully defining the
contribution to the plan, the employer may avoid reporting liability
for benefits under GASB 45. Even when such reporting may be
advisable, the effect on financial statements can be minimized with
an explanation that the benefits are not vested, and can be reduced
when necessary for financial soundness of the plan.
*Other options NOT RECOMMENDED but addressed for information
purposes. Governments are likely to seek one of the following.
 Cost Reduction Options
o Employee pay or Reduce benefits- the ability of governments to cut
retiree health benefits for current and past workers is an evolving
area of law. To the extent that state and/or local governments have
promised employees in statute, in collective bargaining agreements,
or elsewhere that it will pay a portion or all of their health care
during retirement as deferred compensation, these benefits may be
a vested contractual right of the employee as are pensions.
o Reduce or alter future employee post retirement benefits – within
the law there are options to reduce or alter retiree health benefits
for employees who begin service in the future. (See Chesterfield VA
memo/case study – attached)
 Change the current contribution formula for the retiree and
family benefits
 Increase the share of retiree health benefits costs paid by
employees during their working years.
 Raise the number of years required to vest in retiree health
benefits.
 Establish a defined contribution program to which state
and/or local governments would agree to contribute a set
amount of money thus shifting the financial risk to the
employee.
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Implementation of GASB 45 Statement
The effective dates of the GASB 45 requirements will be phased in over three
years based on state/local government annual revenues in fiscal year 1998-99.
Effective Date

Annual Revenue

12/15/06
12/15/07
12/15/08

$100 million or more
$10 million or more but less than $100 million
less than $10 million

In addition to current active employees, jurisdictions will be required to report
liability for terminated employees with benefits not yet received, and retired
employees and beneficiaries currently receiving benefits.
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