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January 1991

TO: Members of the American Academy of Actuaries and Other Persons
Interested in Hedlth-Related Actuarid Topics

FROM: Actuarid Standards Board (ASB)

SUBJ: Reformatted Edition of Actuarial Standard of Practice No. 5

This booklet contains the reformatted edition of Actuarid Standard of Practice No. 5,
Incurred Health Claim Liabilities.

Background

This standard was developed by the Health Committee of the Interim Actuarid
Standards Board (IASB) and was published in exposure draft form in August 1987.
The Hedth Committee considered the comments received in preparing arevised
standard that was approved by the IASB, ratified by the Board of Directors of the
American Academy of Actuaries, and made effective April 5, 1988. A detailed report
of the comments received and the committegs digpostion of them follows this
background information.

In 1990, the standard was reprinted as part of the actuaria standards of practice
binder, as Document No. 007. Subsequently, it was reformatted by the Health
Committee of the Actuarid Standards Board (ASB) in the uniform format for tandards
adopted by that board. The new, reformatted edition (Document No. 028) was
readopted by the ASB and became effective January 10, 1991.

In the course of reformatting, a section devoted to definitions was added. Included
among the definitionsistheterm incurral date Readers should note that the process
of determining the incurra date of aclam isdiscussed in section 5.5. The intention of
defining the term in section 2.4 was not to change the standard of practice asit relates
to the determination of the incurral date of aclam.

The Hedth Committee believes that, particularly in the hedth areg, the professond
practice of actuaries varieswidely. In some areas of practice, including that of
edimating amounts of ligbilities for incurred hedth daims, there may be sgnificant
differences of opinion regarding commonly accepted, proper actuaria practice.
Nevertheless, the committee, along with the IASB and the ASB, firmly believes that

Vi



standards of practice are needed in thisarea. The standard of practice promul gated
herein satsforth areas of anadlysis and inquiry that actuaries must consider when their
practice involves incurred hedth claim ligbilities. The standard is not meant to be a
prescription of specific methods or procedures.

Responses to Comments on Exposure Draft

A totd of thirty-four individuas responded to the exposure draft previoudy mertioned.
The mgjority expressed support for the exposure draft while severd others offered
points for congderation without commenting on the overal vaue of the proposed
standard. Four individuas considered the proposed standard as inappropriate or
inadequate. All of the comments were carefully considered by the Hedth Committee
and a number of changes were made to the exposure draft as a result of this vauable

input.

In the following discusson, the new section numbers of the reformatted edition are
inserted in brackets.

The committee broadened the definitions of the tabular method and devel opment
methods to recognize that each has many variations, too numerous to try to enumerate.
The committee dso stressed the estimate nature of any determination of liabilities for
incurred but unpaid hedth claims and the gppropriateness of conservative assumptions
or explicit margins depending on the purpose of the estimate.

In Recommendation 2 [5.4], concerning plan provisons, the committee modified
somewhat the actuary's respongbility to be familiar with plan documents and in

I nterpretation 2A explicitly recognized the likelihood that plan benefits may changein
the event of plan termination. Interpretation 2B [5.5] was modified to clarify that
reserves for hedth clams not yet incurred are beyond the intended scope of this
Standard.

Recommendation 3 [5.6], concerning data requirements and assumptions, was changed
to recognize that plan data may not be credible or may be distorted by large claims.
The actuary in al cases must be satisfied with the reasonableness of the dataand
assumptions.

Recommendation 6 [5.12], concerning the time vaue of money, was modified to clarify
the importance of recognizing time value of money when materid.

Recommendation 7 [5.13], concerning claim settlement expenses, was changed to

viii



recognize that the ligbility for future clam settlement expenses may be a separate item
and not included in the dlaim ligbility, and that the actuary should be aware of the
manner in which the expense liahility isinduded in plan liahilities.

Recommendation 9 [5.15], concerning the reasonableness of results, was changed to
dress the estimate nature of the determination of the liability for incurred but unpaid
hedth clams, and to point out the vaue of varying the methods or assumptions involved
to establish arange of estimates.

In addition, anumber of other changes were made throughout the standard to conform
with the changes described above.

The Hedth Committee thanks dl of the individuas who gave the benefit of their
comments on the exposure draft, and beieves thisinput improved the fina standard.

Concordance between 1988 and 1991 Editions

Following isalisting of paragraphsin the 1988 edition, with corresponding sectionsin
the 1991 reformatted edition:

1988 Edition 1991 Reformatted Edition, by Section
Introduction, 1st Para. onp. 1 3
2nd Para. 1.2
3rd Para 21,23
4th Para. 12,522
5th Para. 52,5.21,22,25
6th Para. 522
7th Para. on p. 2 51
8th Para. 6.1
Recommendation 1 53
Recommendation 2 54
Interpretation 2-A 54
Interpretation 2-B 5.5
Recommendation 3 56and 2.1
Interpretation 3-A 5.7
Interpretation 3-B 5.8
Interpretation 3-C 5.9
Recommendation 4 5.10
Interpretation 4-A 5.10.3



Interpretation 4-B 5.104

Interpretation 4-C 5.10.5
Recommendation 5 511
Interpretation 5-A 511.1
Interpretation 5-B 5112
Recommendation 6 5.12and 5.12.1
Interpretation 6-A 5.12.2
Recommendation 7 5.13
Recommendation 8 5.14
Recommendation 9 5.15

Hedth Committee of the IASB
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ACTUARIAL STANDARD OF PRACTICE NO. 5

INCURRED HEALTH CLAIM LIABILITIES

PREAMBLE

Section 1. Purpose, Scope, and Effective Date

PurposeCThe standard of practice promulgated herein sets forth areas of andysis
and inquiry that actuaries should consder when their practice involves incurred
hedth claim liabilities. The standard is not meant to be a prescription of specific
methods or procedures.

ScopeCThe standard is generic, in that it is intended to gpply to hedth actuarid
practice broadly. Practiceintheareaof hedth claim ligbilitiesmay be performed by
actuariesworking in varied fiddsand positions, such asininsured hedth plans, non-
insured plans, hedth service plans, hedth maintenance organizations and preferred
provider organizations, and government-sponsored plans. The standard appliesto
both insured and noninsured benefits.

Effective DateCThis standard was first effective April 5, 1988. The standard as
presented in this booklet replaces both the 1988 edition of the standard and the
1990 reprint of it (ASB Document No. 007), effective January 10, 1991.

Section 2. Definitions

Clam LiabilityCThe actuarid present vaue, as of the valuation date, of futureclaim
payments under the benefit plan for claims which have been incurred on or before
the vauation date. Theterm liabilitiesrather thanreservesisused inthisstandard
to provide consstency of language and to recognize that the slandard gppliesto both
insured and noninsured benefits. No attempt ismadeto distinguish reserves versus
liabilitiesin astatutory annua statement sense.

Development MethodsCMethods under which higtorica clam deta, such as the
number and amount of clams for the subject line of business, are recorded by

period incurred and period paid, and this development pattern is used to estimate
the future development of exigting clams as of the vauation date.




2.3 Hedth BenefitsCMedicd, dentd, and vison care, disability income, accidentd degth
and dismemberment, and Smilar benefits.

2.4 Incurrd DateCThe date aclaim is determined to be aliability of the plan.
25 Tabular MethodCThe application of a reserve factor developed from prior

experience to an inventory of dams. For example, daim liabilities for long-term
disability benefits are commonly determined by use of atabular method.

2.6 TrendCThe change over timein clams cost per unit of exposure for the plan.

Section 3. Background and Historica 1ssues

The determination of ligbilities for incurred but unpaid hedth cdlams is an integrd,
fundamental part of the practice of most hedlth actuaries. It is necessary for the proper
completion of financid statementsof dl kinds, for pricing, and for planning and projections.

The proliferation of risk-bearing mechaniams has faced the actuariad professon with

questions concerning whether and how to recognize a multitude of plan benefits. Repidly
changing hedlth careddlivery systemsand hedth care costs have brought agreeter need for
the actuary to address a trend in those parameters. These events have aso brought

guestions concerning the determination of incurrd date into sharper focus. The extent of
recognition of the expense of claim settlement and of the time value of money has become
of increasing interest. Other issues have become of increasing importance, including the
difficulties of obtaining meaningful deta

Section 4. Current Practices and Alternatives

Since March 1988, actuaria practice has been guided by this standard. Prior to then, the
higtorica issues stated above may have led to differences of opinion regarding commonly
accepted proper actuarid practice concerning recognition of plan benefits, treatment of
trend in the parameters, determination of incurral date, and recognition of the expense of
clam sattlement and of the time value of money.



5.1

5.2

5.3

STANDARD OF PRACTICE

Section 5. Analysis of 1ssues and Recommended Practices

ConservatismCRecognizing the fact that determination of liabilities for incurred but
unpaid hedth dams is a best an estimate of the true ligbilities that will emerge,
varying degrees of conservatism or margin will be appropriate, depending on the
purpose of the estimate.

MethodsCThis standard is not atechnica document that mandates any particular
cdculaion methodology.

521 Tabular and Development MethodsCThis standard contemplates both
Atabular@ and Adevel opment( methodologies as being generally accepted
by hedth actuaries. Numerous variations of these methods may be

appropriate.

522  Other MethodsCWhilethetabular and devel opment methodsarethe most
commonly accepted, other methods may aso be appropriate. For
example, during the early stages of a line of business, an gpproach of
multiplying earned premiums by an expected lossratio and then subtracting
paid clamsto date may be the only approach practicdly avalable.

In applying this standard, the actuary should aso be mindful of any gpplicable
requirements, such as generdly accepted accounting principles (GAAP) or
gatutory va uation requirements. Such other requirements would generally not be
incompatiblewith this standard. However, if they areincompatible and theactuary
determines incurred hedth claim liabilities according to such requirements, and
consequently deviates from this standard, the deviation and the reasons for it
should be disclosed as required in section 6.2.

Components of Incured Hedth Claim LigbilitiesCWhen determining liabilities for
incurred but unpaid hedth claims, provision for both reported and unreported claims
isnecessary. Separate determinations of liability for reported and unreported claims
may be appropriate, or thetota liability may be determined without referenceto the
separate components.

Liabilities determined using development methods generdly include provision for
both reported and unreported clams. Tabular methods are typicaly used



5.4

5.5

to determine ligbilities for reported clams only. In such Stuations, a separate
determination of liability for unreported clamsis necessary.

Recognition of Plan Provisionsand PracticesCAll pertinent plan provisons, induding
interpretations, adminigtrative practices, and regulatory requirements need to be
recognized in the determination of liabilities for incurred but unpaid hedth daims.

The plan may bean insurance policy, asdf-insured plan, areinsurance arrangement,
a provider service agreement, or other form of contract. The actuary should be
familiar with pertinent portions of al gpplicable plan documents or contracts.

The plan documents define what benefits are provided, to whom, and when the
coverage starts and ends. These plan features may not be clearly ddlineated in the
plan documents but may be the result of established adminidirative practices and
plan interpretations. The actuary should be aware of dl pertinent plan provisons.

It is important to recognize that plan benefits may change in the event of plan
termination.

The actuary should recognize regulatory requirementswhich may not beincludedin
the plan documents.

ExamplesCExamples of the Sgnificance of the benefits provided under the plan in
the determination of ligbilities for incurred but unpaid hedth clams follow:

When tabular methods are used, for example, on long-term disability plans, the
contractud provisions describing the amount and duration of benefit payments, any
offsats or integration with socid insurance and other programs, and the definition of
disability will beimportant in determining liabilities

When devel opment methods are used, for example, on medicd plans, it isimportant
to recognize any sgnificant changesin the benefits provided under the plan between
the experience period on which the completion factors are based and the time at
which the vauation is being performed.

Incurral DateCWith respect to the determination of theincurrd date of daimsand
useof theincurrd datein the determination of ligbilitiesfor incurred but unpaid hedlth
dams

The actuary should look to the plan, including plan provisons, interpretations,
adminigrative practices, and gpplicable regulatory requirements, to determine at
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5.6

5.7

what point the clam becomes aligbility of the plan.

If lidbilities for clams not yet incurred are dso being determined for the plan, the
determination of incurra date should be cons stent between such ligbilities and the
ligbilities for incurred but unpaid hedth dams

Data Requirements and Assumptions, GenerdCDetermination of ligbilities for
incurred but unpaid hedth dams requires the utilization of data and assumptions.

Projections of future clam payments will require data or assumptions as to clam
higory (such as number and amount of cams), morbidity, mortdity, interest,
infletion, or other factors which may be reaively constant among plans.

Data or assumptions are adso required concerning exposure, clam filing and
processing, and other factorswhich may vary greetly between plansand over time.

The actuary may consider different assumptions, depending on the purpose for
which thevauationisbeing performed. For example, assumptions may differ when
the vauation is performed for statutory rather than GAAP purposes.

The data and assumptions employed should be reviewed by the actuary for rea-
sonableness and should reflect the experience of the specific benefit plan, where

appropriate.

Animportant requirement of claim processing and accounting systemsisthe capture
of accurate datato permit the determination of thedamincurra date and the date of
payment. The actuary should make every effort to secure such data. The actuary
should recognize materia differences between incurrd dates determined from these
systems and the appropriate incurred dates defined by the plan.

In sdlecting assumptions for current lidbility determinations, the actuary should
review any changes in benefit levels, exposure, dam filing, clam processing, and
accounting systems to evduate the continued applicability of prior dam lag
experience.

The actuary should consider the most recent available dataappropriate for the plan,
including experience which has developed snce the valuation date.
The actuary should be mindful of potentia distortions dueto large clams.

Data Requirements and Assumptions, Tabular MethodsCWith respect to dataand
assumptions required under tabular methods:
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5.8

5.9

5.7.1

5.7.2

TablesCWhen gpplying tabular methods, the actuary should sdect the
tablethat ismost gppropriatein the circumstances. Such selection should
give consderation to the benefits being vaued, the risk characterigtics of
thelivesinvolved, and the characteristics of any table consdered, including
but not limited to its data base, exposure period, and statutory table
margins, if any. The actuary should be aware of assumptions used in
developing tabular factors and should modify tabular factors where

appropriate.

ParametersCWhen utilizing aparticular table, the actuary should be aware
of dl sgnificant variablesand parametersthat are necessary for the proper
useof thetable. Theactuary should make every effort to seethat dataare
available that are consgtent with the required tabular parameters.

Data Requirements and Assumptions, Development MethodsCWith respect to deta

and assumptions required under development methods:

581

5.8.2

GenerdCA cdlam development chart shows, for prior experience under the
benefit, how payments for claims incurred each period emerged over the
periods following incurrd. From this data, clam projection factors are
determined to estimate remaining clam payments.

L ag PatternsC Claim devel opment patterns may vary considerably among
plansand typesof benefits. Clam lagsin periodsof high clam processing
backlog will be greater than in periods of low backlog. Clam lagswill vary
from one adminigrator to another, and clam lags may change when
benefits are changed or exposure changes. There may aso be seasond
vaidionsin dam lag.

It isimportant, therefore, that the actuary be familiar with the processes for data
collection and be mindful of changes that could significantly dter lag patterns,

Panswith Insufficient DataClt may be appropriate to use claim lag experiencefrom

amilar benefit programs of the same insurer or adminigtrator with modifications to
reflect expected differences.

Where there is no comparable plan experience, the actuary may elect to use the
anticipated clam experience used in the pricing assumptions or gppropriate
modification thereof.



5.10 Recognition of TrendCWith respect to the recognition of trend:

5.10.1

5.10.2

5.10.3

5.10.4

Generd CWith respect to hedlth clams, trend isthe change over timein
clams cost per unit of exposure for the plan, due to factors such as
inflation, changes in utilization and technology, changes in economic
conditions and the effects of cogt-shifting and plan deductibles. These
factors should be recognized in the determination of liabilities for incurred
but unpaid hedth daimsto the extent that each is gpplicable and materiad
for the specific plan of benefits being considered.

Efficacy of Higorica DataCTo the extent that different types of benefits
and plans are subject to different rates of trend, the estimate of ligbilities
may differ. It should be recognized that trend rates observed higtoricaly
may or may not be a good indicator of trend rates to be used in
determining liabilities for subsequert periods.

Tabular MethodsCLidhilities for reported dams on benefits which are
expected to be paid out over along period of time, such as long-term
disability benefits and benefits for long-term care, are often determined
using tabular methods. Tabular methods should consider any changeinthe
level of benefits that may occur during the lifetime of the claim due to the
effect of trend.

Development MethodsCUse of development methods typicaly requires
the ca culation of completion factorsto be gpplied to observed clamspad
through a specific date. Completion factors for the most recent periods
may be unrdiable. The actuary should evauate incurred clamsfor these
periods using other methods such as an observed rdationship of clamsto
premiums or exposure from prior periods. Such estimates of incurred
clams should gppropriately recognize any effect of trend on the plan of
benefits for which the ligbilities are being determined.

When using development methods, the actuary should consider the effect
of trend both in the observation period and in the current period for which
the clam liahilities are being determined.



5.10.5 Effect of Benefit StructureCA hedth plan's benefit structure can have a
sgnificant effect on the choice of appropriate trend rates, particularly with
respect to deductible sze and internd benefit limits.

Deductibles have a leveraging effect on trend rates. For example, a stop-loss
policy with a large deductible may require a higher trend rate than a smal
deductible plan.

Plans providing scheduled benefits which are less than prevailing charges, such as
some hospital indemnity plans and dentd plans, are less affected by inflation but
may be affected by other components of trend, such as changesin utilization.

5.11 Recognition of ExposureCExposurereatesto the number or characterisicsof units
digiblefor coverage. Exposure usudly isameasure of the number of lives entitled
to benefits but may be some other measure if gppropriate. Under medica plans,
exposure may relate to the numbers or demographic characteristics of covered
individuas or family units. Under plans of disgbility income benefits, exposure may
relate to the amount of covered sdary or the number of units of monthly income
benefits. Exposure may change over time.

The actuary'sdetermination of liabilitiesfor incurred but unpad hedth clams should
take into account any materia change in exposure.

5.11.1 Deveopment MethodsCWhen usng development methods it isfrequently
necessary to estimateincurred clamsfor the most recent periods on some
basis other than pure application of completion factorsto observed clams.

In making such egtimates, the actuary should recognize any materid
change in exposure.

5.11.2 Regulatory RequirementsCExposure can be influenced by regulatory
requirements. If laws or regulations require that benefits be offered
currently to different classes of individua sthanin prior periods, the actuary
should congder to what extent such change in exposure should affect the
claim ligbility etimete.

The 1986 enactment of PL 99-272, the Consolidated Omnibus Budget
Reconciliation Act (COBRA), isan example of agtuation where coverage
of terminating employees and certain dependents may be continued for a
longer duration.



5.12 Recognition of the Time Vaue of MoneyCWith respect to the recognition of the

5.13

5.14

time vaue of money in the determination of liahilities for incurred but unpaid hedth
dams

5121 GengrdCThe actuary should condder the time vaue of money when
determining ligbilities for incurred but unpaid hedth dlams. An interest
discount isthe most direct way of recognizing thetime vaue of moneyCas
in usng tabular methods to determine liahilities for unpaid long-term
disability dams,

The time vaue of money should be recognized whenever doing so will

have a maerid effect in the determination of ligbilities for incurred but
unpad hedth cdlams. While it has not been common practice to employ
interest discounts explicitly in determining liabilities for medica, dentd, or
short-term disability clams, this should not preclude the recognition of the
time vaue of money on such short-term benefits.

5.12.2 Levd of Interest Discount, Purpose of EstimateCThelevd of any interest
discounts may depend on the purpose for which the clam liabilities are
being caculated. For dtate or federd datutory statements, any interest
discounts should be consigtent with statutory requirements. For GAAP
accounting, any interest discounts should be consgtent with GAAP
standards.

Recognition of Claim Settlement ExpensesCIf thedischarge of ligbility for incurred
but unpaid hedth daimswill necessitate future claim settlement expenses, the present
vaue of those expenses should aso be consdered aliability of the plan.

The actuary should be satisfied with the manner in which the dam settlement
expense ligbility isincluded in plan ligbilities

Follow-Up StudiesCA follow-up study isatest of reasonableness of aprior clam
ligbility estimate. For clamsincurred prior to the origina vauation dete, it consstsof
acomparison of subsequent clam paymentsplusresidud clam ligbility yet unpaidto
the origind edimated daim lighility.

The larger the percentage of the prior ligbility that has been paid, the more reliance
should be placed by the actuary on the results of follow-up studies.

The actuary should, to the extent possible:



5.15

6.1

6.2

a acquire the data necessary to perform such follow-up studies;
b. perform follow-up studies, and
C. utilize the results of such studiesin making current clam ligbility estimates.

The actuary should take into account changing circumstances in analyzing such
studies.

Reasonableness of ResultsCThe actuary's determination of the liability for incurred
but unpaid hedth damsis but an estimate of the true liability that will emerge.

The actuary should consider varying the methods or assumptions used in order to
develop arange of estimates.

The actuary should be satisfied that the estimated liabilities for incurred but unpaid
hedlth clams are reasonable.

Section 6. Communications and Disclosures

General CActuaries should be able to support the methods and assumptions that
have been employed and should be ableto sate that in the course of their work they
have consdered theitemsthat are discussed in thisstandard. Not al of theseitems
may be vdid condderations in each circumstance. An actuary who deems any of
theseitems as being inapplicable should be prepared to give supporting reasonsand
should aso be guided by the Guides and Interpretative Opinions as to
Professional Conduct of the American Academy of Actuaries.

Devidion from StandardCAn actuary who usesaprocedure which differsfromthis
gandard must include, in the actuarid communication that communicatesthe results
of the determination of clam liahilities, an gppropriate and explicit Satement
regarding such deviation, including its neture, rationale, and effect.
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