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The Environment Today 

In the United States, medical care for the aged is provided partly through Medicare, 

the Social Insurance system for disabled employees and retired employees age 65 and over, 

which pays for a part of the total cost. Benefits for some employees are supplemented by 

employer plans. Employer plans are the primary method of providing coverage for 

individuals not yet eligible for Medicare. The vast majority of the largest employers 

provide benefits and the prevalence of these plans decreases as employer size decreases. 

Very few of the smallest employers (under 25 employees) provide such benefits. 

The current method of accounting for employer provided retiree medical benefits 

has obscured a crisis which has been mounting for years, but has become apparent in the 

last several years. Costs are typically shown for the claims or premiums being paid for 

current retirees in the current year without any recognition of the liability for future 

payments to current and future retirees. This method of cost recognition is commonly 

called the "pay-as-you-go" basis. Although costs are shown on that basis, benefits have 

been "earned already, and are currently being "earned by active employees. The Financial 

Accounting Standards Board (FASB) has recognized this issue and is in the process of 

changing the rules so that they will look much more like pension accounting rules. New 

rules were issued as an exposure draft in February 1989. Under the proposed new rules, 

costs will be recognized like pension costs, and benefits costs will be charged as people are 

working. 



The effect of these new rules is likely to be great. Modeling done by EBRI indicates 

that costs of $1,200 per year per active employee to fund the retiree liability are possible. 

Other studies have predicted reported earnings decreases of 30% to 50% for large public 

companies. The Wall Street Journal, in an article published on May 24, 1988, cited a study 

of 76 companies for which profits would be cut in half. That article indicated that the 

profits of the Fortune 100 might be reduced by about 25%. 

Actual results are likely to be quite a bit higher than shown in most earlier studies 

because the methods suggested by FASB require full recognition of benefit costs by the 

earliest possible retirement age at which unreduced medical benefits become available. 

This is the earliest possible retirement age for most plans. This is in contrast to pension 

rules which require cost recognition over the expected working lifetime. For example, an 

employer allows retirement between age 55 and 65. For most medical plans, costs must be 

fully recognized by age 55 in contrast to pension plans where they must be recognized by 

65 or expected retirement. This article discusses the content of the FASB exposure draft, 

provides some results of valuations of retiree medical benefits for some hypothetical 

companies, and suggests what companies might do in an environment which includes the 

new rules. 

The environment is also difficult because of a number of other factors. Medical care 

costs have increased very rapidly in the'united States in 1987 and 1988. They had also 

increased rapidly during the late 1970s and early 1980s. Many programs were implemented 

to control these cost increases, and after several years in which it appeared that these cost 

management programs were working, costs again skyrocketed in 1987 and 1988. These cost 

increases are a problem for both active and retiree benefits. Many companies have been 

through significant downsizing during the last few years, and now have a lot of early retirees 

and a smaller operation as a result. These companies are particularly hard hit. 



Another set of factors which complicates management of these benefits is the legal 

and regulatory environment. Employers generally installed plans with the expectation that 

they had the unlimited right to change them without restriction. Court decisions over the 

last few years have on occasion held otherwise, so that there is a great deal of uncertainty 

about what options the employer has. There is not a lot of Federal law dealing explicitly 

with these benefits, but there has been discussion of substantial expansion of Federal law 

to make it much more like pension law. These factors all mean uncertainty and risk for the 

employer trying to manage benefits. 

The Content of the New Rules 

The new rules will be modeled after FAS (Financial Accounting Standard) 87, the 

pension accounting rules. They will require that costs are recognized over the working 

lifetime of the employee with a full recognition of cost by the time the employee has 

reached the first age where benefits can be paid, provided that benefits are fully accrued 

by that time. The projected unit credit cost method is to be used for calculating costs. The 

age of first benefit eligibility will be an important factor in determining the level of expense 

for companies. Early benefit eligibility, if few people retire early, will increase the pace of 

cost recognition, although it may have little impact on the ultimate benefit payout. It is 

likely that employers will review closely the first age of benefit eligibility. One way to 

reduce book expense and liabilities for this benefit would be to increase the age at which 

retirees are first eligible for benefits, or to link employer support for the benefit to age 

and service at retirement. 

Transition 

When the rules become effective, all of the current employees will have "earned" 

some portion of their retiree medical benefit. The liability for the benefit already earned 

but not funded will be considered a transition amount and must be amortized. Most plans 

have no assets, so that the liability will equal the transition amount. Under the 

methodology proposed by FASB, the benefit accrual will be spread over the working life 



of the employee over the period to first benefit eligibility. For example, if an employee 

who is hired at age 40, becomes eligible for benefits at age 55, and is age 50 on the 

effective date of the new accounting rules, two thirds of the benefit value would be 

considered a liability for service prior to the transition date, and in the typical situation 

without assets, the full liability amount would be set up as a transition obligation. 

The transition obligation for pension plans must be amortized over the future 

working lifetime of the participants or 15 years, with the plan sponsor having a choice. For 

medical benefits, average future service is measured to expected retirement, with 

amortization of the transition obligation over the average future service or 15 years. If 

participants are mostly retired and eligible to retire, future life expectancy is used. 

The amortization of the transition obligation will be a major issue in the impact of 

the new accounting rules for medical benefits and in how severe the initial charges to 

earnings are. Costs will be particularly high for employees eligible for benefits in their 50s 

who are already in the 40s with considerable past service. 

Plan Amendments 

Just as transition obligations must be amortized, increases in Prior Service Cost, 

which result from plan amendments or establishing new plans, must also be amortized. An 

amendment that increases benefits generates Prior Service Cost which is spread over the 

remaining working lifetime of actives currently not eligible to retire over the period to 

earliest full benefits eligibility. Reductions in Prior Service Cost are first offset against the 

transition obligation outstanding and against outstanding unrecognized Prior Service Cost. 

The remainder is then amortized. 

The result of these rules with regard to Prior Service Cost is that plan amendments 

made before the FASB h l e  effective date may affect the corporate income statement and 

balance sheet differently from those made later. Companies may wish to look at the timing 

issue for any planned benefit changes. 



Gains and Losses 

ActuariaI gains and losses are accumulated and amortized over the average 

remaining working lifetime of active participants when they exceed 10% of the greater of 

the assets (generally zero) and the plan's accrued liabilities. Alternatively, they can be 

recognized immediately but they must first be offset against any unrecognized transition 

amount. 

At the time a company changes ownership, the excess of the full liability for retiree 

medical benefits over the assets of the plan will be put on the balance sheet of the new 

owner. This is similar to the handling of pension benefits. 

Minimum Liability 

There is a minimum balance sheet liability equal to the excess of the liability for 

retired employees and for employees eligible to retire over plan assets. This amount must 

be put on the balance sheet, but the effective date for this requirement is five years after 

the date the Statement goes into effect. An intangible asset equal to the minimum liability, 

but not more than the unrecognized transition obligation plus prior service cost, is also put 

on the balance sheet. 

There is a significant difference in the minimum liability for pensions and retiree 

medical. For pensions, all employees and retirees are considered, whereas for retiree 

medical, only employees eligible to retire or retired are considered. 

Timing 

The effective dates proposed are in general fiscal years beginning after December 

15, 1991, and, for the minimum balance sheet liability only, fiscal years beginning after 

December 15, 1996. 



Financial Management Today and mer the New Rules are Effective 

Those employers with employer financed retiree medical plans will find that the new 

rules mean a reduction in the bottom line and, five years later, a significant liability on the 

balance sheet. How much earnings will change from the present will vary by company. It 

is time now to start measuring the effect of the new rules and planning for the transition. 

The foundation of a financial management plan for retiree benefits is information - a cash 

flow forecast and an actuarial valuation to indicate the expected expense and liabilities costs 

of the plan. The same general techniques used to do actuarial calculations for pension 

benefits can also be used for these benefits. 

Some employers do not have a well defined set of objectives and policy for managing 

these benefits. Setting such a policy is critical to achieving a satisfactory result. Setting 

such a policy involves asking questions like the following: 

0 What is the nature of our responsibility to retired employees and dependents? 

0 Does our responsibility include both the period before and after Medicare 
eligibility? 

0 Should we be providing a defined amount of money, or a medical care 
package of services? 

0 Should the benefit vary by length of senice? 

0 Should we look at the adequacy of the retirement benefit package on a 
unified (cash retirement income plus retiree medical benefits) basis? 

Pricing of benefits will be an important issue in the management of retiree medical. 

Many employers have programs allowing for voluntary continuation of coverage to 

Medicare eligibility, under which retirees "pay for" 100% of the cost of their coverage. In 

a number of these programs, the retirees pay a cost based on the average cost for all 

actives, and the employer fails to recognize that the cost for retirees may be 50% to 100% 

or more, greater than the average cost for actives because of the differences in age. 

Employers in this position will be very surprised to find that they have a liability and an 



expense for a benefit they did not think they were providing on a company paid basis. 

Employers in this situation should immediately start tracking retiree claim experience 

separately. 

The financial situation may be difficult for some plan sponsors to understand. 

Currently, most plan sponsors fund and expense these benefits on a pay-as-you-go basis. 

That is, they recognize the cost in the current year for current benefit payments plus or 

minus changes in benefit reserves for benefits already incurred. No provision has been 

made for future benefit payments to current or future retirees. No funds have been set 

aside to cover these payments. Therefore, the new expense will be drastically higher than 

the pay-as-you-go costs. This is illustrated in the results of the sample company valuations 

shown below. Factors which affect the difference in costs include the demographics of the 

employee population and retirees, the plan design, the expected termination experience, 

and the rate of change in medical care costs. In the long run, such costs are also very 

dependent on management decisions with regard to changes in benefits and/or retiree 

contributions, but current cost calculations must be based on the current plan. 

Valuation results for three hypothetical situations are shown below. Company A is 

based on an actual situation, but with results modified to disguise company identity. 

Company B is like Company A except that it has twice as many retirees, and Company C 

is like Company A except that it has three times as many retirees. 



Company A Company B Company C 

Number of Active Employees 
Number of Retirees 

Ratio of Retirees/Actives 0.33 0.67 

1. Post Retirement Benefit Obligation 
a) Retired $ 30.3 $ 60.6 
b) Active - Eligible to Retire $ 6.9 $ 6.9 
c) Active - Not Eligible to Retire $ 30.0 $ 30.0 
d) Total Transition Obligation $ 67.2 $ 97.5 

2. Amortization Cost = 1/15 of (1 d) $ 4.5 $ 6.5 

3. Interest Cost = .0775 X (1 d) $ 5.2 $ 7.6 

4. Service Cost $ 1.5 $ 1.5 

5. Total Periodic Cost $ 11.2 $ 15.6 

6. Payroll $ 86.1 $ 86.1 

7. Cost as % of Payroll . 13.0% 18.1% 

8. Cost per Active Employee $4,148 $5,778 

9. Current Pay-As-You-Go Cost $ 1.8 $ 3.6 

10. Expected Cost after New Rules 
as Multiple of Current Cost 

11. Minimum Balance Sheet Liability 
= (1 a) + (1 b) $ 37.2 $ 67.5 

12. 1987 Operating Income $ 36.3 $ 36.3 

13. Ratio of Expense to 
Operating Income 

14. Shareholder Equity $120.3 $120.3 

15. Minimum Liability as Percentage 
of Shareholder Equity 30.9% 56.1% 



The assumptions used in developing these costs include: 

1988 Claim Costs Retiree 

Retiree not eligible for Medicare @re&) $3,420 
Retiree eligible for Medicare (at 65) $1,710 

(Dependent coverage is included in the per retiree cost so no assumption is needed about 
covered dependents). 

h n u a l  Increases in Per C a ~ i t a  Cost Der Retiree 

Non 
Medicare Medicare 

B I i q b l ~  

First 2 years 
Next 3 years 
Next 5 years 
Next 10 years 
Thereafter 

Cost increases reflect inflation, changing medical technology and changing utilization. 

Medical Cost bv Aee - Costs are assumed to increase 3.5% by year of age; i.e. if the per 
capita cost at age 60 is $3,400, then at age 61 it is 103.5% of $3,400, or $3,519. 

Retirements occur from age 60 to 65. 

Terminations from employment are based on age and length of service, starting at about 
25% per year for an employee hired at age 25. 

Mortality in accordance with the 1971 Group Annuity Mortality Table with a six year 
setback for females. 

Interest Rate - 7.75% 

Prior Funding - None 



The level of costs under the new rules is likely to be a surprise to many people. The 

high costs arise for several reasons: 

0 The benefits are unfunded and there are currently no plan assets, so expense 
includes current service cost, interest on the accrued post retirement benefit 
obligation, and amortization of the accrued post retirement benefit obligation. 

0 Benefits are increasing each year as costs increase and as the population ages. This 
benefit in most situations is like a pension indexed at a rate considerably higher than 
the CPI. 

o The attribution period requires a recognition of the cost by the earliest eligibility age 
which increases cost recognition over the basis used in pension plans. 

Results are subject to variation due to a number of uncertainties about future benefit 

levels. Sensitivity analysis is important in helping management understand what factors will 

affect the benefits, and by how much. To  illustrate the importance of sensitivity analysis, 

results for Company A have also been prepared at two alternative rates of medical care cost 

increases. The present value of benefits is compared below: 

Sensitivity Analysis 

Present Value 
of Benefits: 

No inflation $24.6 million 
Low inflation 58.8 million 
Medium idat ion 83.1 million 
High inflation 150.5 million 

These results illustrate how sensitive the costs can be to changes in assumptions. 



Actuarial Assumotions 

Assumptions for valuing retiree medical benefits are similar to actuarial assumptions 

for valuing pension benefits, but with some important differences. 

Medical plans require assumptions for changes in average plan costs paid by the 

employer. A key question in this regard is whether the employer will change the benefits 

or keep them up-to-date and what share of the cost will be paid by the retiree. This 

assumption will depend on expected future changes in medical care costs due to inflation 

and utilization, future changes in Medicare benefits and funding, as well as the expected 

plan of benefits and basis of cost sharing with the employee. Technological changes also 

impact costs. The effect of cost changes, utilization and technology have worked together 

to produce historical medical cost increases considerably higher than the general CPI. It 

is likely that the accounting rules will not allow the employer to anticipate future plan 

changes or contribution changes (unless a substantive commitment exists to modify plan 

benefits) but will require the recognition of anticipated changes in medical costs. This may 

encourage employers to index benefits and/or contributions in order to not have to amend 

plans and contributions each year or two. For example, deductibles and out-of-pocket limits 

can be indexed by the average medical cost for the plan or the medical care CPI 

components. Contributions could be indexed using the same factors. 

Aging factors are used to account for the increase in medical costs as age increases. 

Medical costs are believed to increase up to 4% for each year of age. While there is a lot 

of evidence showing that medical care costs increase with age, the data is not in a form 

which lends itself to the development of precise aging factors which can be applied to all 

plans. 

Withdrawal rates are much more important than for pension plans because benefits 

are typically not paid to anyone who leaves before early retirement eligibility. 



Retirement rates are also more important in retiree medical valuations because the 

value of benefits paid to those who retire early is more significant and the value of benefits 

paid after Medicare eligibility is less significant. In contrast for pensions, typically benefits 

are reduced for early retirement. 

Medical plans usually cover family members (spouses, as well as children in some 

cases) as well as retirees. Assumptions must be made about the number and ages of 

dependents covered, or actual data can be used. 

Changes in Medicare should not be considered for valuations for purposes of 

accounting in accordance with FASB rules. However management may wish to do 

valuations assuming some changes in Medicare for purposes of understanding the issues. 

Such change is very possible. Some of the areas to watch for are increases in the Medicare 

eligibility ages, reductions in the level of provider reimbursement, changes in the method 

of reimbursing physicians, and a change in the primary/secondary relationships with 

employer plans. 

What Should Emulovers Do in Res~onse to the New Rules? 

A financial analysis is the first step. After this has been completed, the employer 

may wish to look into issues: the effect on the balance sheet and the possibility of making 

changes to reduce costs and liabilities. 

As long as benefits are not funded, large balance sheet liabilities will be gradually 

built up for retiree medical as companies expense amounts greater than benefit payments 

each year. In addition, the minimum liability is likely to be a major item for many 

companies. Companies not prefunding may be quite disturbed at the size of the liabilities 

and the effect on the balance sheet. Two options for funding the benefits in advance on 

a tax deductible basis are to use a 501(c)(9) trust or a 401(h) account within a pension plan. 

Neither option is considered very attractive by many employers but both are possible at 



present. The difficulties with the 501(c)(9) option are that some investment income is 

taxable, inflation cannot be recognized in the actuarial calculations, and separate accounts 

are required for key employees. Under Section 401(h), employers are limited to a medical 

care contribution of 33% of their pension contribution or 25% of the normal cost. 

It is unclear whether it is feasible to "settle" the liability through purchase of an 

annuity. As of April, 1989, one U.S. insurance carrier is promoting such annuities, but has 

a very limited number of plans actually sold. Others are talking about it. 

An alternative to funding which has been considered by a few employers is the 

purchase of corporate owned life insurance as an investment. This does not constitute 

funding of the program. For FASB purposes, therefore, corporate-owned life insurance 

cannot be used to directly offset balance sheet liability for retiree medical. The investment 

can be structured so that the payout is expected to match the anticipated benefit payments 

under the plan reasonably well. These programs are dependent on continuation of 

favorable tax laws and there is significant uncertainty about their future. Such a program 

should not be undertaken without a full understanding of the legal issues and risks, as well 

as the expected financial results. 

Another idea being considered is the use of pension or profit sharing plans to fund 

amounts which will be used to pay retiree medical premiums. At present, such amounts 

cannot be withdrawn from plans on a tax-free basis, but a large mutual fund company has 

requested a private letter ruling from the Internal Revenue Service which would permit 

such transfers from profit sharing plans. However, with the relatively low marginal tax 

rates, such funding may be used by some plan sponsors even though the benefit is taxable. 

If this type of funding is to be used, then the medical plan might be changed to a voluntary 

retiree-pay-all plan for future retirees, but the benefits from the pension or profit sharing 

plan would then be increased to provide funds to pay some pan of the premium. The 

advantages of this approach are: 



1) much more certainty about the rules that apply, 

2)  surplus, if present in the pension fund, can be used to finance the benefit, 

3) tax deductions are available when the benefit is funded, and 

4) investment earnings accumulate tax-tree. 

Like life insurance, a disadvantage to this approach is the inability to directly offset 

liability by amounts funded in this manner. An approach proposed by Congress as part of 

its budget package is permitting a one-time transfer of excess assets in a pension plan to 

a 401(h) account. The transferred amount would not be counted in determining the 401(h) 

25% limit. While the transfer is limited to current liabilities over a two year period (1990 

to 1991), it is an attractive step in funding for retiree medical liability -- particularly since 

it operates as a direct offset to liability under the FASB rules. 

It is likely that many employers will redesign their plans as a result of understanding 

the costs of them better. Changes are likely to be constructed so that they will reduce the 

accounting cost and limit the employers' future liability. Some ideas which are likely to be 

considered include: 

Moving to a defined contribution or defined cost approach. Such an approach 
shifts all or part of the risk of future cost increases to the retiree and is very 
appealing to some employers. It may be unacceptable, however, when the 
magnitude of the cost shifted to the retiree is considered. 

Indexing plan deduaibles and out-of-pocket limits. This would at least keep 
the plan from accidentally becoming more generous. 

Increasing the minimum age at which benefits are payable, or imposing a 
service or age and service requirement. 

Making the company support level or benefit design dependent on length of service. 

Placing a dollar limit on the company level of support for the benefit. 

Eliminating coverage for Medicare eligible retirees or spouses. 

Requiring or increasing the level of retiree contributions. 



Moving to a Medicare supplement approach for Medicare eligibles, and 
targeting the benefit for specific needs. Another alternative is to substitute 
long term care benefits for these benefits for Medicare eligibles. 

L i v i n ~  with the Risks 

There are many risks in managing these benefits. Plan sponsors, as they redesign 

their plans and implement new programs, will want to consider the risks and how to deal 

with them. A primary area of risk relates to future changes in Medicare. Eliminating 

benefits after Medicare eligibility, use of a Medicare supplement or a defined dollar 

approach is a method of dealing with this risk. A second major area of risk relates to 

legislative change and the potential for mandatory vesting and pre-funding. Linking 

benefits to length of service helps in dealing with the vesting risk. Another area of risk 

relates to increasing medical costs and changing technology. Indexing in the plan design, 

or developing a method of cost sharing to limit the employer's share helps in dealing with 

this risk. 

There are also risks relating to litigation and imposition of unanticipated employee 

rights. Careful management of communications and documents can reduce these risks. 

It is expected that learning to live with the new accounting rules will be a very 

difficult time for many employers. This situation will be aggravated by the many risks and 

uncertainties relating to future legislation, medical care costs and court decisions. The 

rewards, however, for those who deal successfully with these issues will be high. The 

decisions made with regard to retiree medical over the next few years may have a greater , 
impact on a company's bottom line than any other benefit-related decision which the 

company may make in the next decade. 


