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Introduction 

Employee benefit programs provided by employers in the United States include an array 
of retirement, health and welfare, and other types of benefits. Figure 1 shows the 
distribution of these benefits by type based on a 1989 survey of benefit programs 
undertaken by the U.S. Chamber of Commerce. 

Figure 1 shows the distribution of the 37.6% of payroll wsts represented by employee 
benefit programs (employer's share only). The total value of these costs was $1 1,527 
per employee in 1989. The benefit categories shown in the Figure include the following: 

Retirement and savings - all pension, profit sharing, and similar program 
contributions and administrative costs. 

Life and health benefits - contributions to all health and welfare benefits 
for active and retired employees. 

Payments for time not worked - employers' costs of paid vacations, rest 
periods, sick leave, and other allowed absences. 

Legally required payments - employers' contribution to Social Security, 
unemployment compensation, or other mandatory programs. 

Miscellaneous other - costs of employee discounts, meals, education 
expenses, and other minor benefits. 



The consulting actuary reviewing an employer's benefit program will be primarily 
concerned with items (1) and (2) above. The purpose of this paper is to focus on item 
(2), Life and Health benefits, which represented 26.1 % of total employer benefit costs 
in 1989, or slightly more than $3,000 per employee. When the value of employee 
payroll deductions is included, these programs represented a total cost of abut $3,500 per 
employee in 1989. 

A review of the nature and costs of such programs and their funding arrangements would 
be part of any overall review of an employer's benefit program. This might be 
particularly significant in connection with a proposed merger or acquisition situation. 
This could identify any problems associated with the current programs, or their degree 
of consistency with the programs of the acquiring or merging company. 

The balance of this paper will describe the types of benefits, funding approaches, 
liabilities, and other considerations of such programs. 

Medical Benefits 

Figure 2 shows the distribution of the 26.1 % of total employer benefit costs represented 
by Life and Health benefits into several categories. As shown in the illustration, medical 
care benefits represent a total of 80.6% of all of such benefit costs, with 71.4% related 
to active employees. It is thus appropriate to consider such benefits first in this 
overview. 

The magnitude of these costs ,reflects the lack of a comprehensive National Health 
Insurance program available to all segments of the U.S. population. Current 
FederallState programs provide for most of the medical care costs of the aged and 
disabled populations (Medicare) and the medically indigent (Medicaid). Coverage for 
the majority of the under-65 population (about 70%) is provided through employer- 
sponsored programs. The increasing number of individuals without health insurance 
(now estimated at about 33 million) is causing considerable pressure for reform of the 
health care system in the U.S. While this is likely to be a major item of discussion in 



the 1992 election campaign, it seems probable that employer-sponsored prognms will 
continue to be a primary source of such coverage. 

Medical benefits provided by employers are generally comprehensive in nature, and 
include coverage for hospital care, physicians' services, prescription drugs, and other 
medically-necessary services. Benefits are most frequently provided as a percentage of 
reasonable and customary charges or on a service basis, or also on a scheduled indemnity 
basis. The latter approach is no longer frequently observed. Employees participate in 
the cost of these programs through payroll deductions, or through cost sharing 
provisions. These include deductibles (ranging from $100 to perhaps $1,500, or a 
specified percentage of salary) and coinsurance. Total employee cost sharing is usually 
capped at some maximum out-of-pocket limit such as $1,000 to $2,000 per individual, 
or $2,000 to $5,000 per family per year. Maximum benefits may range from as low as 
$10,000 per lifetime to $1,000,000 or more in a calendar year. 

Funding and administration of medical benefit programs is provided by the group 
operations of life insurance companies, Blue CrossIBlue Shield Plans, Health 
Maintenance Organizations (HMOs), Preferred Provider Organizations (PPOs), and third 
party administrators (TPAs). Blue CrossIBlue Shield Plans are non-profit hospital- 
medical service benefit organizations; HMOs are organizations of hospital and physician 
providers who provide service benefits on a prepayment basis. PPOs are networks of 

hospitals or physicians who contract with insurers or administrators for the delivery of 

services to individuals enrolled in a benefit program. HMOs and PPOs emphasize 
managed care approaches, although these are also found in programs offered by Blue 

Plans or lifelhealth insurers to some degree. 

Larger employers generally self-insure such programs, using administrative services 
provided by any of these sources. Smaller employers are more likely to offer insured 
programs, under which benefits are insured by Group carriers, Blue Plans, HMOs, or 
PPOs. The high cost of such benefit programs has caused more employers to look for 
ways of reducing costs through partial self-insurance, while obtaining individual or 
aggregate stop loss coverage to limit overall program costs. 



The primary area of emphasis in wst reduction for such programs now lies in the use 
of managed care approaches. Such programs involve a trade-off between controlled 
access to medical care for employees and total program costs. They have the objective 
of providing care in the most cost-effective manner, with regard both to the quality and 
volume of services received, as well as their unit costs. 

Retiree medical benefits are intended to supplement benefits available from Medicare, 
once individuals reach the normal eligibility age of 65. The employer's benefit costs are 
significantly affected by the way in which the relationship of the employer's program to 

Medicare is defined. The costs reported by- employers for such programs to this point 
have reflected current period pay-as-you-go costs only, since recognition and advance 
funding of retiree liabilities has not been widespread. This will be discussed further 
below. 

Disabilitv Benefits 

Disability benefits are classified as short term (STD), which may provide benefits for 
from 13 weeks to as long iis 2 years, or long term (LTD), which may provide benefits 
for from 2 years up to age 65. Since the objective of such benefits is to replace income 
lost due to the inability of an individual to work, they are matched to income levels. 
Benefits may be provided as defined amounts for specific classes of employees (usually 
for STD), or as percentages of salary. LTD benefits may range as high as 66 213% of 
salary, with offsets for Social Security disability benefits for eligible claimants. 

Due to the short term and limited benefits of STD, such benefits are often self-insured 
by employers. LTD benefits are generally insured through Group carriers specializing 
in such coverage, although larger employers may also choose to self-insure such benefits. 

~ental .  Vision. and Other Benefits 

Dental benefits represent the most significant portion of this category. Such benefits are 
generally provided on a stand-alone basis, but may also be included as part of an overall 
comprehensive medical benefit program. They provide coverage for all forms of dental 



services, including orthodontia, although this is an optional benefit which is not always 
included due to its cost. 

These benefits are provided on either a scheduled basis, or on the basis of reasonable and 
customary charges. Some degree of participation in benefit costs is customary, either 
through deductibles or coinsurance. The coinsurance participation may be explicit (as 
a defined percentage of actual charges) or implicit (through the definition of scheduled 
benefits). 

Benefit schedules often provide incentives for preventive dental care through lower cost- 
sharing because of the recognized value of such w e .  In contrast, higher cost-sharing 
may be required for restorative treatment, particularly when there may be various options 
available as to the type of treatment provided. Because of the opportunity for selection 
against the program, benefits for orthodontia are typically more limited than other 
portions of the dental benefit package. 

Dental benefits are generally obtained through insurers, Blue Plans or Dental Service 
Plans, HMOs, or capitation programs established by networks of providers. As in the 
case of medical benefits, employers may insure or self-insure such programs. In view 
of the lower and generally more predictable costs of such programs, employers are more 
likely to self-insure. 

Other minor benefits include vision w e ,  hearing care, and physical and mental fitness 
programs. These programs are not as widespread as the other benefits noted above. 
This reflects their more budgetable and lower costs, and their more limited appeal. They 
may be obtained through insurers or provider networks, and ire frequently self-insured 
by employers. 

Life Insurance and Death Benefits 

Group Term life insurance is by far the most wide-spread coverage of this category, 
although Group permanent and Group Universal Life products are also provided. Group 
Term life provides a benefit payment on the death of the insured. A waiver of premium 



provision in the event of disability is also provided; some older contracts also provide 
for benefits to be paid in monthly installments following disability, but these are no 
longer common. Group Term insurance provides no non-forfeiture benefits, but can be 
converted to permanent insurance on termination of employment. 

Group Term benefits are provided for employees and dependents. In addition to basic 
benefit programs, Voluntary or Supplemental programs are often provided. These are 
optional programs which are generally paid completely by employees, however. 

Benefits provided to employees in basic Group Term life programs may be either flat 

amounts by employee class, or based on salary-related schedules. Benefits generally 
range from 100% to 300% of salary: Survivor benefits, which pay a defined percentage 
of salary for a specified period following the death of the insured, are also provided, 
although they are not widespread. 

Benefits provided for dependents (spouses and children) are usually flat amounts. They 
are generally at considerably lower levels than employee benefits, such as $5,000 to 
$10,000 for a spouse, and $1,000 to $5,000 for each child. Benefits for children may 

be graded for the first year of life. Employees may have some choice of schedules 
available. 

Voluntary or Supplemental life benefits are usually provided in $10,000 units, or as 

multiples of salary. Much of these benefits may be provided on a guaranteed issue basis, 
but amounts above a specified level may require evidence of insurability. 

Life insurance carriers provide the main source of these benefits, although some very 
large employers may choose to self-insure. Insurance arrangements may incorporate 

some degree of experience rating in premium development or provide experience 
refunds, depending on the size of the group. 



Considerations in Benefit Plan Reviews 

An employee benefit consultant might focus on the following considerations: 

1. Current program costs - ~ o t a l  program costs, and their distribution by 
benefit category and between employer and employee, should be 
determined. This provides a frame of reference for comparison to the 
employer's objectives, and to the levels of costs observed in the 
employer's industry. Significant variations from industry averages could 
suggest a need for benefit revisions or tighter cost controls. 

2. Trends in program costs - Comparisons of the distributions of costs by 
benefit category over time, and against the employer's objectives, could 

. identify areas of potential improvement in program cost management. 

3. Detailed analysis of medical claims - Consideration of the distributions of 
medical claims by age, sex, and location of employees, or by type of 
service or provider can provide insights into control of program costs. 
Comparison of such costs against standardized norms or expected values 
can identify areas of over-utilization or unusual cost patterns. This could 
provide a basis for benefit revisions or provider negotiations related to 
cost or utilization controls. It can also identify the effectiveness and 
utilization of providers within any provider network arrangement being 
offered. 

4. Employee cost-sharing - A major source of potential reduction in 
employer costs is increased cost-sharing by employees, either through 
payroll deductions or benefit design. Most U S .  employers have increased 
employee cost-sharing through both of these means in recent years. 
Again, comparisons to an employer's industry might indicate areas in 
which program changes could be made without affecting the employer's 
ability to attract and retain qualified employees. 



5.  Limitation of anti-selection - The foregoing descriptions of benefits 

consider them each on a stand-alone basis. In recent years, flexible 
benefit programs have become widely offered by U.S. employers. A 

primary reason for this is the opportunity they present for controlling the 

employer's costs by limiting the contributions made to the total program. . 

Such programs may range from a choice between medical benefit options 
to a full flex package. In such a package, the employee is provided with 
a certain amount of benefit credits, and allowed to use these credits to 
build a benefit package most suited to his or her own needs. Each option 
has a designated cost, and unused credits may be paid to the employee as 
cash. Such programs allow employers to create their own mixes of life, 
health and welfare, and vacation benefits (pension benefits are not 
included in such choices, except for employee contributions to certain 
savings plans). This creates opportunities for selection against particular 
benefit options. Price tags for each option and credits provided to 
employees must be considered carefully to offset the natuatendency of 
individuals to make choices which are to their economic advantage. 
Inconsistencies between these could result in overall increases in the 
employer's benefit costs. 

Adeauate Provision for Maior Liabilities 

In addition to a review of current program costs and funding, the actuarial consultant 
should also determine that adequate provision has been made for all of the liabilities 
associated with the employer's non-pension benefits. 

The first of these is the program's liability for any unpaid claims, both reported and 
unreported. Such liabilities are established and maintained from premium payments 
made to insurers in the case of insured programs. Even in such cases, however, it will 

be important to review the contractual language between the employer and the insurer. 
This is because some forms of medical insurance programs may require the employer to 
establish (or be responsible for) the liability for such claims, in exchange for a lower 

level of premium remittances to the insurer. 



Employers have the responsibility for recognizing and funding such liabilities in the case 
of self-insured programs. Estimates of the liability required may be provided by the 
program administrator. In any case, the consultant will need to review historical claim 
payment patterns, contractual language, and any recent changes in benefits or claim 
submission or processing patterns in order to determine the reasonableness of outstanding 
claim liabilities established for life, medical, dental, and disability benefits. 

Another liability which concerns life and disability benefits is the reserve established for 

disabled lives. These reserves should adequately reflect the present values of benefits 
promised to such individuals. The appropriateness of interest, mortality, and recovery 
assumptions reflected in the liabilities established for such purposes should be reviewed 
in relation to historical experience and current economic conditions. A review of 
contractual language related to available benefit offsets, or reductions in benefits at 
specified ages will also be important in verifying the appropriateness of the liability. 

The final major liability to be considered is the liability associated with retiree medical 
benefits. The need for this liability has not been as widely recognized by employers as 
those discussed above. .Instead, employers have recorded expenses for these programs 
either as premium or benefit payments in the year in which they occur. Accounting 
standards to be effective in 1993 will require recognition of the liability associated with 
an employer's promise to provide such benefits to retired employees. Such benefits will 
be assumed to accrue over the working lifetime of active employees, and will need to be 
recognized for currently active employees as well as retirees. 

The magnitude of this liability will vary considerably between employers depending on 
a number of factors: 

1. the nature and extent of the employer's promise to employees concerning 
post-retirement medical benefits, 

2. the age at which employees become eligible for such benefits, and their 
rate of retirement prior to eligibility for Medicare. 



3. the manner in which the retiree medical benefits are paid in relationship 
to Medicare, 

4. the employer's mix of active vs. retired employees, and the age 
distribution of active employees, 

5.  the assumptions used in projecting future medical claim wsts, and 
discounting these to a present value basis. 

The determination of such a liability proceeds similar to that of a defined benefit pension 
plan valuation. The magnitude of the liability can be quite significant in relation to a 
company's current earnings or net worth. The U.S. accounting profession has adopted 
standards (FAS 106) related to the determination and recognition of such liabilities. 

Future Outlook 

Despite considerable discussion concerning possible reforms, the projected wsts 
associated with implementatidn of a truly comprehensive National Health Insurance 
system in the U.S. make it unlikely that any major structural changes will occur in the 
current system in the near future. Employers will most likely continue to be the primary 
source of health and welfare benefits, in the format described. 

One new benefit which is emerging is employer-sponsored Long Term Care. While only 
a few employers have offered such benefits to date, major insurers are targeting this 
market for likely future growth. Major employers are most likely to sponsor such 
programs on an employee-pay-all basis. Reviews of the benefit programs of such 
employers will also need to consider these benefits. 



FIGURE 1 
Employee Benefits, by Type of Benefit 
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FIGURE 2 
Percentage Distribution of Life and Health Benefits 

edical Benefits 
Active Employees] r 

ife Insurance and 5.1% 

Source: Employee Benefits 1990 Edition. U.S. Chamber of Commerce 


