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VOLUNTARY EMPLOYEES’ BENEFICIARY
ASSOCIATIONS (VEBAs)
Part 2: Bespoke Design

In this second installment of a three-part series on VEBAs, we review key 
factors plan sponsors ought to consider when evaluating investment options.

A Voluntary Employees’ Beneficiary Association (VEBA) comes with a wide variety of options. As a result, 
there’s no singular framework that can be applied when developing an investment strategy for the assets. 
At NEPC, we believe it is critical to understand how each of the unique factors should be incorporated 
when considering an appropriate investment solution.

INVESTMENT CONSIDERATIONS
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I. RISK TOLERANCE

The plan sponsor’s risk appetite can be used to guide the asset allocation framework. Usually, VEBAs 
pursue a total-return approach, i.e., a strategy focused on an allocation framework intended to maximize 
risk-adjusted returns; the risk posture with this approach can vary, running the gamut from conserva-
tive, to moderate and aggressive. The conservative total-return approach typically emphasizes public 
fixed-income exposure in the allocation, whereas a heavy public equity allocation usually indicates an 
aggressive posture based on our experience. Input from the plan sponsor sets the foundation for the 
appropriate risk/return profile.
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II. PLAN SPONSOR’S FINANCIAL STRENGTH

Since there are generally no mandatory minimum required contributions associated with VEBAs, plan 
sponsors may have considerable discretion regarding the timing of contributions and how benefits are 
paid (i.e., using trust assets or passing cash through the trust from external operating accounts). Given 
this flexibility in contribution and benefit payment policies, the plan sponsor may incorporate the orga-
nization’s financial strength and the tax status when deciding the timing of contributions and whether 
to redeem assets to fund benefit payments or use a pay-as-you-go approach, barring any collective 
bargaining agreements.

Based on our experience, discretionary contributions usually exceed required benefit payments during 
economic environments in which the plan sponsor’s industry is generally performing well. All else being 
equal, this results in the subsequent need to reinvest the proceeds and an overall increase in the plan’s 
funded status. On the other hand, discretionary contributions may be suspended when the industry is 
contracting, and the plan sponsor is facing business challenges. Trust assets may be utilized to satisfy 
required benefit payments, emphasizing a heightened need for liquidity when developing the plan’s 
investment strategy. 

A change in management and organizational priorities may result in adjustments to both contribution 
and benefit payment policies. As such, in our opinion, the investment strategy should be nimble enough 
to accommodate the broad flexibility inherent in how VEBAs are managed. 

III. HEALTHCARE BENEFITS AND SENSITIVITY TO INFLATION

Healthcare benefits funded through VEBAs typically include a component in the actuarial valuation of 
benefits that reflects medical inflation to keep pace with rising healthcare costs (though many plans do 
cap this assumption in the valuation), according to the plans we have analyzed. 

While not all provisions apply to all plans, the actuarial liabilities for plans funded through VEBAs may 
include an expense load that is tied to inflation, such as CPI or medical inflation. All else being equal, the 
inflation expense load may increase asset return requirements and suggests exposure to inflation-sen-
sitive assets, such as Treasury Inflation-Protected Securities (TIPS), to mitigate this expense load, based 
on our asset allocation approach. 

We recommend that plan sponsors understand the impact of inflation on liabilities and determine if 
exposure to inflation-sensitive assets is required in the investment portfolio. There are limited, if any, 
investment options available that can precisely offset the inflation associated with most plans funded 
through VEBAs. 

IV. FUNDED STATUS

We believe it is crucial to have visibility into the plan’s funded status, as this could be a factor when deter-
mining investment strategy. Considering the absence of mandatory minimum contributions, the ability 
to maintain funds outside the trust, the potential for benefits to be forfeited, and the flexibility in benefit 
distribution policies, VEBAs can be persistently underfunded or have a material surplus.
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Significantly underfunded plans may pursue an investment strategy focused on long-term asset growth, 
while the overfunded plans may look to preserve funded status. In some cases, plan sponsors may 
maintain more than one VEBA, each with different funded status, contribution schedules, and benefit 
payment practices. 

For overfunded plans, the excess asset accumulations may trigger unrelated business taxable income 
(UBTI), under Section 419A of the Internal Revenue Code. As a result, materially growing the plan’s 
funded status may have limited benefits unless there is a desire to explore the transfer of some assets 
to another VEBA, which can be a complex process. 

In addition, transferring plans funded through VEBAs to an insurance company—either through a group 
annuity buy-out or buy-in contract—is less common from our perspective; therefore, VEBAs typically 
do not have an endgame like pension risk transfers. We believe it is feasible for plan sponsors to incor-
porate a glide path as the cornerstone of an investment strategy when managing VEBAs under certain 
scenarios. 

V. SOURCING CASH FOR BENEFIT PAYMENTS

As discussed in the first part of this blog series, there is no mandatory requirement to fund VEBAs; as 
such, funds earmarked for benefit payments can be held outside of the trust or held as part of the trust’s 
investment portfolio. 

If the funds are held as investments in the trust, the plan sponsor can redeem these investments to raise 
the cash required to meet the benefit obligation. On the other hand, if the funds are held outside the 
trust, the plan sponsor can contribute and pass through enough cash to the trust to match the outgoing 
benefit payments. This pay-as-you-go approach means the plan sponsor covers benefit payments as 
they come due, rather than investing funds in advance and redeeming them later. 

Raising cash for benefits directly from the trust’s investments imposes a requirement for greater liquid-
ity. Therefore, we suggest being mindful of exposures to illiquid assets. We encourage plan sponsors to 
have a disciplined strategy to raise cash, so they are not caught off guard in periods of extreme market 
volatility. 

In other common scenarios, where the trust can be persistently underfunded and cash is passed through 
to meet benefit payments, there may be flexibility in incorporating modest exposure to private markets, 
particularly strategies such as private credit with a short fund life. The limited allocation to private mar-
kets may help to maximize the trust’s expectations for investment returns. 

The plan sponsor can also adjust how benefits are paid, so it is essential to consider this when develop-
ing an appropriate investment strategy.

https://www.nepc.com/the-art-of-terminating-a-corporate-pension-plan/
https://www.nepc.com/voluntary-employees-beneficiary-associations-vebas-part-1-an-overview/
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VI. TAXABILITY 

It is important to understand the tax implications of the trust, as some trusts may have a tax-exempt 
structure if they meet the requirements under the Internal Revenue Code and ERISA. If the trust is set up 
to be tax-exempt, VEBAs are often similar to traditional defined benefit plans that tend to be tax-agnostic 
when making investment decisions based on our view. 

Other VEBAs may be subject to taxes as a whole or in some parts, and a closer understanding of each 
trust’s nuances may reveal significant variability in the tax implications. For example, understanding 
the impact of capital gains (short term versus long term), investment income (ordinary income versus 
qualified dividend income), unrelated business income, deductible versus non-deductible contributions, 
and the trust type, i.e., welfare versus healthcare benefit funds, must be factored in when considering an 
investment strategy.

Plan sponsors for taxable VEBAs should evaluate their investment strategy through a tax-sensitive lens, 
as this will help assess the impact on asset allocation, trading and selection of an investment vehicle, 
among other factors, which can erode after-tax investment returns. 

At NEPC, we do not provide tax advice and encourage plan sponsors to consult with their tax advisors 
and attorneys. We provide high-level insight into implementable techniques that can increase tax sensi-
tivity throughout the investment portfolio, and recommend clients engage with their tax advisors for a 
more comprehensive tax strategy. 

CONCLUSION
We believe the above factors are essential to understand while determining an investment strategy for 
VEBAs. Each factor is important to consider independently, as it may influence two seemingly identical 
trusts differently and result in differentiated investment solutions between the trusts. 

Plan sponsors may need to incorporate a dynamic strategy that evolves as their circumstances change 
without sacrificing the fiduciary responsibilities associated with the governance of institutional portfoli-
os earmarked to fulfill benefit obligations to participants and their beneficiaries. 

Stay tuned for the third and final installment of this series, where we explore a liability-driven investing 
approach as a tool for efficient governance and management of VEBAs. Meanwhile, if your company is 
evaluating a VEBA or if you want to better understand its potential impact on your firm, we are available 
to discuss the process and implications. 



 617.374.1300  |  www.NEPC.com  |             @NEPC_LLC 
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IMPORTANT DISCLOSURES
Past performance is no guarantee of future results.

All investments carry some level of risk. Diversification and other asset allocation techniques do not ensure profit 
or protect against losses.

The information herein has been prepared by NEPC, an affiliate of Hightower Advisors, and should not be considered 
a recommendation to purchase or sell any investment or pursue any specific investment strategy. The information 
should not be relied upon to make any investment decision and does not take into account the investment objectives, 
financial situation and particular needs of the recipient. Recipients of the information presented herein should 
neither treat nor rely on such information as advice relating to legal, taxation or investment matters and are advised 
to consult their own professional advisors. 

The opinions presented herein represent the good faith views of NEPC as of the date of receipt and are subject 
to change at any time. There can be no assurance regarding the accuracy of such views, including with respect to 
any forward-looking information or other commentary that is subject to uncertainty, future contingencies or other 
market factors. NEPC has prepared the information as general market commentary, market update and/or other 
general topics relating to portfolio construction and risk allocation. The information is not, and does not purport to 
be, a complete discussion of all relevant considerations, risks and other applicable factors. 

The information in these materials has been obtained from sources NEPC believes to be reliable. While NEPC has 
exercised reasonable professional care in preparing this report, we cannot guarantee the accuracy of all source 
information contained within. Neither NEPC nor any of its affiliates has any obligation to update the information 
contained herein. The performance information of any indices or strategies represented herein is based on third-
party sources, and such performance information does not necessarily represent the performance or experience of 
any NEPC client.

These materials identify potential benefits relating to NEPC’s services to its clients and/or its commentary regarding 
current market events and portfolio construction considerations. Any NEPC investment strategy also is subject to 
certain risks and limitations. Although NEPC believes it and its personnel may have certain competitive advantages 
regarding portfolio construction and management. There can be no guarantee that NEPC will be able to maintain 
such advantages over time, outperform third parties or the financial markets generally, implement its investment 
strategy or achieve its investment objectives for a client or avoid losses.

https://www.nepc.com/
https://www.linkedin.com/company/nepc
https://twitter.com/nepc_llc

