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February 1989

TO: Members of the American Academy of Actuaries and Other Persons
with an Interest in Actuariad Caculations for Retiree Hedth Care and
Desath Benefits

FROM: Actuaria Standards Board (ASB)

SUBJ: Actuarial Standard of Practice No. 6

This booklet contains the find version of Actuarial Standard of Practice No. 6,
Measuring and Allocating Actuarial Present Values of Retiree Health Care and
Death Benefits

Background

In May 1988, the Interim Actuaria Standards Board (IASB) issued an exposure draft
entitled Recommendations for Measuring and Allocating Actuarial Present Values
of Retiree Health Care and Death Benefits The |ASB was superseded by the
Actuarial Standards Board (ASB) in July 1988.

There were atotd of eleven responses received to the exposure draft. These have
been considered by the Retiree Health Care Committee of the ASB and certain
revisons have been made, as described below. The document, as adopted by the
ASB, represents a basic set of recommended practices for actuaries who provide
sarvicesin the area of retiree hedth care and deeth benefits. To reflect ASB palicy, the
words, Actuarial Standard of Practice, were substituted for the word,
Recommendations, in thetitle.

Following the adoption and publication of the finad standard, the document was
reformatted by the committee in the format adopted by the ASB. The present edition
reflects the reformatting, the principa changes being the arrangement and numbering of
sections and paragraphs.

Responses to Comments on Exposure Draft

The IASB specificaly requested comments regarding the requirement that health care
actuaria present values generdly be presented in ranges of reasonable results and that
the impact of key sengitivity tests be shown. The two actuaries who responded to this
specific request strongly supported the requirement, congdering it among the most



important aspects of the sandard. One comment letter questioned the difference
between ranges of results and sengitivity tests. It is expected that senstivity tests will
provide indght as to how variability among key assumptions will affect results within a
reasonable range of results.

The IASB aso requested specific comments regarding the interrel ationships between
economic assumptions and methods used for pension purposes and those used for
retiree health care and death benefits. One comment suggested that the standard be
strengthened to require that economic assumptions for retiree health care and death
benefits be consstent with those used for related pension purposes. The standard
contains minor clarifications on this point. Two comments questioned the references to
book reserves. A definition of book reserves has been added for clarity.

Several comments suggested that certain terms be more clearly defined (examples
included cost, plan, and plan amendment). It isnot aways possible to tighten
definitions without defeeting the utility of an actuarid standard, snce adefinition that is
useful for one purpose may tend to preclude use of the standard for other purposes.
Some minor changes have been made in certain definitions to aid clarity.

One comment suggested that leveraging due to deductibles and copayments should be
an explicit assumption rather than a part of the hedth care trend. The standard would
permit, but not require, explicit treatment of this or any other cost factor. Asapractica
meatter, many plan sponsors do not have adequate data at this time to permit an explicit
gpproach to leveraging.

Severd comments were directed toward the need for an actuary to rely on others
(actuaries, accountants, benefits administrators, group hedlth underwriters, et d.) to a
greater extent when performing retiree hedth-care-related services than might be the
case in other areas of actuaria practice. A question was raised as to whether specific
disclosure should be made regarding such rddiance. It isthe view of the ASB that this
question is covered adequatdly by existing standards of professiond conduct.

Severd respondents recommended changes in various aspects of the former section

6.2, Benefit Cogt (now section 5.4.1). The standard reflects minor editoria changes
but does not reflect specific suggested changes that could have resulted in a standard
with which compliance would have been impractical or unnecessarily complicated in

many Stuations.

Three changes were made in the list of assumptionsin section 7.2, Identification of
Actuarid Assumptions (now section 5.5.2), to reflect comments received. In addition,
section 13.4, Specific Requirements (now section 6.4), has been expanded to include



references to disclosure requirements that are pecified esewhere in the standard.

One respondent stated that book reserves are not plan assets in any economic sense.
The ASB does not accept the concept that book reserves have no economic value, but
recognizes thet they may have a higher risk in comparison with externdly invested
assats. A cautionary comment in this regard has been added to former section 13.4(g)
(now section 6.4(Q)).

The standard sets forth generdly accepted actuarid practices. It isnot the intent of this
standard to endorse or provide reconcilement with standards promulgated by other
sandards-setting bodies to fulfill specific purposes (ERISA compliance, accounting,
etc.). When an actuary is required to prepare caculations in compliance with another
body's standard, section 6.3 of this standard requires explicit disclosure of any
deviations from this standard.

The ASB gppreciates the comments on the exposure draft, and thanks those who
submitted them.

This standard of practice was prepared by the Retiree Hedlth Care Committee of the
ASB. Afteritspublication, it was reformatted by the committee in the format adopted
by the ASB.

Retiree Hedth Care Committee of the ASB

Kenneth W. Porter, Chairperson

John D. Bohon Jeffrey P. Petertil
Harry A. Don Harry S. Purndll
Phyllis Doran George J. Roccas
Joseph P. Macaulay Irwin J. Stricker
Stephen A. Meskin Bernard J. Villa

Actuarial Standards Board

Ronad L. Bornhuetter, Chairperson

E. Paul Barnhart Wadter N. Miller
Edwin F. Boynton Thomas E. Murrin
James C. Hickman George B. Swick
Barbara J. Lautzenheiser Jack M. Turnquist
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1.2

ACTUARIAL STANDARD OF PRACTICE NO. 6

MEASURING AND ALLOCATING
ACTUARIAL PRESENT VALUES
OF RETIREE HEALTH CARE
AND DEATH BENEFITS

PREAMBLE

Section 1. Purpose, Scope, and Effective Date

Purpose—Because measuring retiree hedlth care benefit present vauesis anew
practice, a standard of practice in this area is needed to provide guiddines
regarding what is acceptable practice and what factors should be considered in
determining such present values. This standard should be sufficiently flexible to
dlow for emerging understanding in this developing practice.

Scope—This standard sets forth generally accepted actuarial practices with
respect to retiree hedlth care and death benefit plans regarding:

a edimating actuaria present vaues,

b. assigning codsto time periods,

C. projecting future cash flow, and

d. funding or determining book reserves.

This standard indicates that the actuary does not have complete responsibility for
each dement of the funding and cost alocation decisionsbut sharesrespongibility
for certain eements with the plan sponsor, attorney, accountant, and statutory
authorities.  Nevertheless, the actuary remains responsible for assessing the

implications of overdl results in terms of short- and long-range expected cost
progression.



Retiree health care benefit plans covered by this standard provide hedth care
benefits during retirement. Retiree death benefit plans provide benefits on death
after retirement. Retirement income benefits are not covered herein.

Primary emphasisin this standard is on hedlth benefits, but desth benefitsare dso
aconcern. If thereisless attention directed here to the question of death benefits,
it is not because they are not significant but because the measurement of desth
benefits does not require as much discusson. Retiree degth benefits levels are
generdly well defined, which makes measurement smpler.

121

1.2.2

HedthCareversusL ong-Term Care—The hedlth care actuaria practices

recommended herein refer primarily to heath care benefit plans providing
coverage for acute and chronic hedth care. Whilethisstandard may aso
be appropriate for long-term care benefits, applicability to such benefits
has not been cons dered becauselong-term care may include servicesthat
are not hedlth related.

Hedlth Care versus Penson Actuarid Caculations—Pension actuarial
cdculations should not be used as proxy for retiree hedth care actuaria
cdculaions. On the surface there may appear to be substantia
commondity between thetwo. Both typesof calculationsfrequently cover
overlgpping groupsof participantswithsimilar retirement periods, integrate
withgovernment programs, and rely on actuarid assumptionswithsmilar-
sounding names.  However, the nature of the benefits, predictability of
government-provided benefits, and derivation and effect of actuaria
assumptions for the two types of caculations are very different.

1.3 Effective Date—This standard became effective October 17, 1988. It isintended
to be applicable on a prospective basis only.

Section 2. Definitions

Asusad in this sandard, the following terms will have the indicated definitions:

21  Actuaiad Cdculaions—Cdculationsfor purposes of determining actuaria cod,

benefit advice, and rdlated information such as;

a

b.

advice about funding, expense, or alocation of cogt to time periods,

advice about the type and leves of benefits for specified cost levels,



2.2

2.3

24

C. maximum contributions deductible for tax purposes,

d. information required for the plan's or the plan sponsor's financiad
satements;

e. information required about plan design;
f. determination of progress toward a defined financiad god;
s} actuarid present value of benefits payablein the event of plan termination;

h. information about plan mergers, acquisitions, spin-offs, withdrawas and
busi ness discontinuances,

I. actuarid experience gains or losses, and

J. comparisons of accruas and cash flow requirements over various time
frames.

Actuaria Present Vaue—The vaue, as of aspecified date, of afuture benefit cost
or series of benefit costs, where each amount:

a is adjusted for the probable effect of events (such as changes in price
levels, compensation levels, Medicare, marital datus, etc.);

b. reflects the probability of the occurrence of the event (such as surviva,
death, disability, termination of employment, utilization of services, etc.) on
which payment is conditioned; and,

C. is discounted according to an assumed rate (or rates) to reflect the time
vaue of money.

Acute Health Care—Hedlth care for conditions of rdlaively short duration which
have a specific and foreseeable end.

Andllary Benefit—A benefit which isincidentd to alarger program and the cost
of which is not materid to the total program cost. For example, aretiree medica
program that provides free blood pressure screening a the employer's business
location may be deemed to be providing an ancillary benefit under that retiree
medica program.




2.5

2.6

2.7

2.8

29

2.10

211

Bendfit Cost—The cogt to the plan for making benefits avallable. In Stuations
where the plan pays part or dl of the charges of hedlth care providersfor services
provided to plan participants, the benefit cost conssts of the plan's share of those
charges and the related adminigtrative expenses. Where the plan pays periodic
feesto those providersfor making their servicesavailable, the benefit cost consists
of those fees and any related adminigrative expenses. In instances where the
obligationisfully insured, the benefit cost would betheinsurance premium and any
adminigrative expenses.

Book Reserves—Amounts accrued (but not funded) on the financid statements
of the plan sponsor. These represent aliability of the plan sponsor and, for some
purposes, may be considered an asset of the plan.

Chronic Hedlth Care—Hedlth care for conditions of ardatively long duration or
of arecurring nature.

Death Bendfit—A benefit payable as a direct result of the death of a covered
participant. Death benefit includes an amount payable as a result of accidenta
desth or dismemberment.

Genera Economic Inflation—Price changes over the whole of the economy. The
most widdy used indices are the Consumer Price Index and the Gross National
Product price deflator.

Hedth Care Benefit—A benefit payable as a direct result of hedlth care services
to aparticipant which include both acute and chronic care. Paymentsof capitation
fees, including those for Medicare, are dso hedlth care benefits. Hedlth care
benefits may include benefits for medica, dentd, vison, and other hedth-related
services.

Hedth Care Trend—Changes over time in the per capita.cost of providing hedlth
care benefits. These changes are brought about by severd interrelated factors.
Magjor factorsinclude:

a Price of Services—The price of the complex array of health services has
increased at rates that vary by type of services. The rate of increase
differs from generd inflation.

b. Fregquency of Services—The pattern of use of hedlth services by type of

services changes over time, as does the nature of the services themselves
asaresult of changesin medicd practice. Thisisfurther impacted by new

4



212

213

214

2.15

2.16

217

technology.

C. Leveraging dueto Deductibles and Copayments—For hedlth benefit plan
designs that included deductibles and/or copayments in the plan design,
benefit cost will beleveraged. For example, consder aplan that provides
100% coverage after a$100 deductible. Inyear 1, aservice costs $200;
assuming no added services, the benefit is $100. In year 2, that service
costs $220, a10% priceincrease; assuming no added services, the benefit
is $120, a benefit increase of 20%. In this example, assuming the
assumptions continue as stated, the leveraging effect continues in later
years with diminishing impact.

Generdly, present record-keeping practices do not permit each of these factors
to be isolated within a plan's experience.

Long-Term(Custodial) Care—A wide array of health and other support services
for people who suffer a loss of functiond capacity that results in the need for
continua one-to-one assistance of another person in the activities of daly living,
such as waking, dressing, egting, toileting, or mobility.

Participant—For a plan providing death benefits, a participant isan individud on
whose desth a benefit is payable. For a plan providing hedth care benefits, a
participant isan individua on whose behdf payment is made because hedth care
sarvices are rendered or are available (e.g., Medicare Part B, HMO capitation
fees, etc). A paticipant may include a retired employee, his or her spouse,
eligible children, and digible dependent parents.

Participant Contributions—Amounts paid by participants or withheld from
pensions and required by the plan sponsor for plan participation.

Range of Results—The interva of results sufficient to reasonably illustrate the
variability of the assumptions and religbility of the underlying data

Retiree Election of Optiona Benefit Plans—The choices that may be offered to
retirees of differing copaymentsor other plan featureswithin ahedth care ddivery
sydem. A paticipant contribution increase may be required to raise
reimbursement levels or bendfits.

Retiree Election of Optiona Hedlth Care Ddivery Systems—The choice of hedlth
care ddivery systems which may dter the cost of hedth care services. HMOs,
retirement communities that provide medica care, and fee-for-service medica




31

32

33

34

practice are examples of different ddlivery sysems.

Section 3. Backaround and Historical 1ssues

| ntroduction—Retiree hedth care benefits have been recaiving increasing attention
over the past severa yearsfor anumber of reasons:

a The increasing number of retireesreceiving such benefitsand the mounting
costs per capita have led to increasing costs for plan sponsors.

b. Changes in Medicare benefits and government mandates that impact
employer-sponsored plans have caused sgnificant variationsin employer
and participant's costs and have created uncertainty regarding the future
trends in such costs.

C. Recent court decisonsand legidativeactivity, which haveraised questions
about aplan sponsor's ability to dter retiree hedth care benefits, haveled
to uncertainty about the nature of the promise of such plans.

The vauation of retiree hedth care benefits is relatively new and not widely
understood. Thereisalack of actuarid literature on thetopic. In any event, cost
esimates for these benefits are likely to be more variable than for pensions, since
the economic factors underlying pensons are more stable than those underlying
retiree hedlth care benefits.

Increasing Retiree Costs—The per capitacost for hedlth care benefits, particularly
for older individuds, has been increasing more rgpidly than generd inflationary
costs due to the nature of the service, new technology, plant and labor cost
increases, cogt shifting, and increasing usage. In addition, the retired population
with benefits is growing both in asolute numbers due to earlier retirements and
increased longevity, and in proportion to the active work force. Both of these
factors have led to increasing plan sponsors costs.

Medicare and Government Mandates—Medicare changes have generdly de-
creased the portion of medicad hedth care costs which are borne by the
government. In many cases, this has led to increases in cost borne by employer-
sponsored plans. Other state and federal mandates have expanded the scope of
required benefits. Itislikely that changesto Medicare and government mandates
will continue making the calculation of future employer costs less predictable.

Court Decisons—Many plan sponsors are finding that the nature of the promise




of retiree benefitsis changing from the origind intent. Court decisons may have
limited their ability to decrease or eiminate such benefits. Thefull impact of these
court decisons is unknown.



Section 4. Current Practices and Alternatives

Retiree hedth benefit measurement is till adeveloping practice. In the past, hedth care
benefits were provided primarily on a pay-as-you-go bass. Becauseof this, thereislittle
consensus about how to measure benefit obligations and how to select actuarial
assumptions necessary to calculate suchobligations. These processes are more complex
thanthose for pensons. Complicating this Stuation isthe variahility of cost estimates that
can result from the use of different actuaria assumptions.



5.1

5.2

STANDARD OF PRACTICE

Section 5. Analysis of 1ssues and Recommended Practices

Procedure to Measure Actuarial Present Vaues and Allocate Costs—Inorder to
prepare actuarid calculations, the following must be performed:

a select acaculation date (see section 5.2);

b. determine plan provisions and practices applicable to the calculation (see
section 5.3);

C. gather dataappropriatefor the cal cul ation such asbenefit cost, participant,
and asset information (see section 5.4);

d. sdlect actuarid assumptions appropriate for determining the actuarid
present vaue of benefits gpplicable to the caculation (see section 5.5);
and,

e where gppropriate for the purpose of the calculations, select a procedure
to allocate costs to past and future periods. This procedure may include:

1. an actuaria cost method (see section 5.6),
2. an actuarial asset vauation method (see section 5.8), and
3. an amortization method (see section 5.9).

Cdculaion Date

5.2.1 Cdculation Date—Caculations should be made as of a specific date
during the plan year with an adjustment for the time vaue of money if
contributions or cost accruas are to be made at a different date.

5.2.2 Information as of a Different Date—Benefit cost, asset, and participant
informétion at the caculation date may be estimated on the bass of
information furnished as of another date with gppropriate adjusments as

necessary.

5.2.3 Eventsafter the Caculation Date—Events may occur after the calculation




date that may affect cdculation of actuaria present vaues. Examples of
such events include plan changes, participant dections, legidative and
regulatory changes, and sde of a segment of the business. These events
need not be reflected until subsequent years. Disclosure of such events
should be made, however, if the conclusions that would otherwise be
reached would be materidly affected by the events. Severd cdculations
may be required for various purposes as of asingle caculation date. It is
essentid that assumptions about future events be appropriate to the
intended use of the caculations taking into account applicable regulatory
or other externd congraints.

53 Plan Provisons and Practices

531

5.3.2

PlanProvisonsTakeninto Account—All provisions, interpretations, clam
practices, and other adminigtrative practices of the plan adopted and
effective on or before the ca culation date should be taken into account to
the extent deemed materid in developing the cogts. The actuary should
adso be aware of materid changes to clam practices and other
adminigrative practices that might affect the results.

Timing of Changes—When provisons or practices change in a materid
way, those changes should betreated asfollows and that trestment should
be appropriately disclosed:

a Provisons and practices adopted on or before the caculation
date and effective during the plan year should be reflected in
present value calculations and on at least a pro rata basis in cost
dlocations.

b. Provisons and practices adopted on or before the caculation
date that are not effective until future years should be reflected in
present value caculations and in current year funding or cost
alocations where gppropriateto theresult. For example, actuarial
cdculations would normaly include a changein a plan deductible
that has been adopted to be effective at alater date.

C. Provisons and practices adopted after the calculation date need
not be reflected in current year funding or cost alocations but
should be reflected in subsequent funding and cost dlocations.

d. For purposes of projecting future years funding or cost dlo-

10



cations, anticipated future changes in provisons and practices
may, but need not, be reflected. The actuary should be aware of
any such anticipated changes and should disclose the treatment of
each. An example of such change is a future increase in benefit
payment schedules where the plan sponsor has made smilar
discretionary changesin the past.

54 Bendfit Cost, Participant, and Asset Information

54.1 Benefit Cos—Benefit cost can beeither retiree-specific premiumsor the
combination of retiree clams and related expenses. Available incurred
charges or benefit cost information should be scrutinized carefully to
determine its suitability in establishing the initid base from which
projections of future costs will be made. The initid per capita cost may
be the most important assumption in the cost projection. Accordingly, the
discussion here is separate from the discussion of other assumptions in
section 5.5.

Hedlthcare plan costs are not determined soldly by theleve of benefitsor
other plan design dements. For hedth care plans of exactly the same
design, per capitacosts may vary greetly depending on avariety of factors
affecting the parti cipant population including geographic location, industry,
and demographics. For this reason the most consstently accurate
indicator of future per capitabenefit costsfor aplan isgenerdly regarded
to be past cogts for that plan, adjusted by actuaries and underwriters for
trends and changes in population characteristics (e.g., aging). Projection
of future per capita benefit costs should be related to the plan cost for the
immediate padt.

The actuary may determine, however, that the avalable datais of limited
vaue or has no credibility. In particular, an insurance company's term
premiums should not be used except where the actuary has determined
that the rates reasonably reflect the actud retiree cost and would serve as
an appropriate basis for projection. Where the benefit cost of current
retirees is not fully credible or does not reasonably represent the likely
benefit cost for future retirees, this andyss may utilize the experience of
active employees, appropriately adjusted for expected differences
between retirees and active employees.

Asdtated above, animportant part of aretiree health cost projectionisthe
determination of past per capita benefit costs. An accurate determination

11



54.2

is complex. Assumptions usudly have to be made about the nature of the
past data and various adjustments may be necessary to establish theinitia
per capita benefit cost at the vauation date. Per capita benefit costs
frequently increase by age or age bracket with asignificant decrease at the
age when the person atains Medicare digibility. The data should be
examined in regard to volume avaladle credibility, qudity, and
consgstency with other amilar data.

Specid emphasis should be congdered in the actuarid andyssof benefit
cost data, including items such as:

a date of dam payment versus date of clam incurrd,;

b. primary or secondary payment status of plan;

C. Medicare digihility dueto disability or attainment of required age;
d. the trend in experience over time;

e employee, dependent, or surviving beneficiary satus; and

f. age, sex, and disability status (including dependents).

The methods used to project benefit costs should be consistent with the
manner in which the initid base was determined. When actuarid
cdculations are completed, the projection of benefit costs should be
reviewed for consgstency with recent experience.

Participants—Generdly, al active, or retired employees, dependents, and
aurvivors digible for benefits or expected to become digible should be
reflected in the actuary's caculations. In some cases, terminated
employees will aso be covered by the terms of the plan and should be
included as participants in the calculation. An actuary should review the
plan sponsor's procedures and practices, including the Summary Plan
Description, to determinethefull scopeof eigible participants. Inaddition,
the actuary should review applicable mandated-benefit statutes to
determine if participation has been extended (e.g., to handicapped
children). Under appropriate circumstances, and with proper disclosure,
persons below a minimum age/sarvice level may be excluded. Persons
who are not yet employed and future dependents and survivors of those
not yet employed would generdly not beincluded unless necessary for the

12



5.5

54.3

5.4.4

cdculation. Use of samples may be an appropriate bass for the
caculation.

Accruds and Prepayments—Accrued contributions or prepayments
should bereflected in assetson abas s cons stent with the purpose and the
reporting period for which codts are being determined. Costs should
reflect the time value of money on those accruals or prepayments.

Rdiance—The actuary will generdly rely on the plan adminidirator, plan
sponsor, insurance company, or other quaified third party for claim, ass,
and paticipant information. While not respongble for auditing the
information, the actuary should verify its reasonableness both directly and
againg other avallable information such as prior years data and reported
benefit payments.

Actuariad Assumptions

551

5.5.2

Bass for Assumptions—Actuarid assumptions in combination should
reflect an actuary's best judgment of future events affecting retiree hedth
care and death benefits. The actuary should consder the actud
experience of acovered group but should emphasize expected long-term
future trendsincluding, for example, expectations related to future benefit
cost changes.

Identification of Actuarid Assumptions—In performing actuarid cd-
culaions according to this standard, the actuary should consider the
goplicability of assumptions such as:

adminigrative expense;

o o

age- and sex-gpecific morbidity;

C age- and sex-specific mortality;

d. availability of primary coverage from dternative sources,
e benefit changes after retirement, death, or disahility;

-

disghility retirement;
employes, retiree, and survivor contributions,

2 «

employment age;

employment levels,

13
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554

B family compostion after retirement, degth, or disability;

K. generd economic inflation;

l. health care cost trend;

m. investment return and ratefor discounting projected benefit codts,
induding income tax implications,

n involuntary termination of participant;

0. leaves, layoffs, trandfers, and reinstatements;

p. marriage, remarriage, and divorce;

q. Medicare and other government-provided benefits;

r. new entrants;

S. retiree and survivor withdrawal dueto participant discontinuation
of required contributions;

t. retiree dection of optiond benefit plans,

u. retiree eection of optiona hedth care ddivery systems;
V. retirement incidence;

W. sdary changes, and

X. voluntary termination of participant.

Assumptions Congdered Individudly and in Aggregate—While giving
primary emphasis to the combined impact of dl assumptions, the actuary
ghould consder the reasonableness of each actuarial assumption
independently on the basis of its own meritsand itscongstency with each
other assumption. In sdecting assumptions, the actuary should consider
the degree of uncertainty, the potentiad for fluctuation, and the
consequences of such fluctuation. When an aspect of the plan or achange
in the plan is being valued, the actuary should consider whether or not
assumptions, which in combination are gppropriate for measuring overdl
plan cogts, are aso gppropriate for vauing the eement under study.

Re ationshipsof Economic Assumptions—The actuary should give specia
consideration to the consstency of the actuaria assumptions regarding
generd inflation, hedth care inflaion, investment return, and retes for
discounting projected benefit costs.  The relationships among these
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5.5.6

5.5.7

5.5.8

assumptions should be reasonable, with due consideration to the resulting
implied long-term growth in aggregate medica costs relative to that of
other segments of the economy.

Invesment Return and Rate for Discounting Projected Benefits
Costs—The investment return assumption is used to project assets to
future periods and may differ from the rate used for discounting projected
benefit costs. The determination of these assumptions should consider the
nature of plan assats that may be represented substantialy by book
reserves. The assumptions used for pensons may or may not be
gopropriate for this purpose. For example, the differencesin investment
vehicdes and tax implications may suggest different net investment return
assumptions (e.g., book reserves may be assumed to grow at a rate
related to the company's internd rate of return, with appropriate
recognition of tax implications).

Effect of Plan Changes on Assumptions—The actuary should consider
that changes in plan design may sgnificantly dter the levedl and trend of
expected future experience. For example, the addition of required retiree
contributions would generally reduce participation below the 100% level
which would be expected in anoncontributory plan and possibly increase
the per capita clams payments.

Pan-Specific Assumptions—In choosng actuarid assumptions, the
actuary should consder specific information related to the plan, aswell as
information on generd trends. Asaresult of thisinformation, the actuary
may deve op assumptionswhich differ from plan to plan or from group to
group within aplan. In particular, the actuary should consider the impact
of digibility for government programs, especidly Medicare, on plan
benefits.

Past Experience—Past experience of the covered group is reflected in
current costs through amortization of actuarial gains and losses. It may
aso be useful in forming a judgment about future experience. The long-
range, prospective nature of death and hedlth care costs, however,
dictates that the assumptions anticipate expected long-term future trends.
For example, annud increases in health benefit cost of 20% or more are
occasonaly experienced. While it may be appropriate to assume a
relatively high rate of cost increase in the first few projection years, it
would generally be inappropriate to assume such cost would increase
20% annualy over the long term, unless the rate of increase were
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5.6

5.5.9

5.5.10

5511

congstent with other economic assumptions.

Range of Results—Except as discussad in section 5.5.11, it isusudly not
appropriate to present merely a single result for hedlth care bendfits.
Therefore, the actuary should specify arange of reasonable results.

Hedth Benefit Sengtivity Teds—In addition to using professiond
judgment in sdecting assumptions, the actuary should state in the report
that the results depend on the assumptions and that actud experience is
likely to be different from expected. Initia assumptions may proveto be
inaccurate, statutory changesin government-provided benefitsmay ensue,
and technological changes may affect the cost of care, morbidity, or
longevity of retirees. Variationsin certain key assumptionsarelikely, and
they can produce significant changesin results. Accordingly, the actuary
should illugtrate the senstivity of results by disclosing the effects of using
dternative key assumptions. |If the actuary does not conduct sengitivity
tests on assumptions, the report should include an explanation of why they
were not performed.

Hedth Benefit Range and Sendtivity Tes Exceptions—In certain
gtuations asngle set of hedth benefit vaues must be shown. Examples
of such gdtuations may include litigation, acquistions and divedtitures,
pricing, funding, and expense decisons, and € sawherewhen acdculation
is required using a specific set of assumptions that has been sdected
subsequent to disclosure of ranges and sengitivity tests.

Actuaria Cost Methods

5.6.1

5.6.2

Actuarid Cost Method—An actuarial cost method is a procedure for
dlocating to periodstheactuaria present value of future plan benefit cogts.
Such dlocation may be done by using an individua or group technique.
For further information on actuariad cost methods, see the actuaria
standard of practice, Recommendations for Measuring Pension
Obligations.

Allocation Process—The dlocation process underlying an actuaria cost
method is defined by two variables:

a dlocation period—the time intervd over which the actuarid
present value of future plan benefit cogsisto be alocated; and
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5.7

5.8

5.6.3

5.6.4

b. proration bass—the technique, employing a parameter such as
service, compensation, or pre-retirement benefit cost, by which
dlocation will be carried out.

Criteria for an Acceptable Actuarid Cost Method—An acceptable

actuariad cost method should meet the following requirements:

a the period over which the alocation is made for an employee
should begin no earlier than the date of employment and should
not extend beyond the last assumed retirement age; the period
may be determined by an individud or group technique; and,

b. the proration basis by which the alocation is made should be
reasonable and produce an orderly alocation of the actuaria
present vaue of future plan benefit costs.

Disclosureof M ethodsand Techniques—The actuary should be prepared
to support the use of chosen methods and techniques, and the report
should include gppropriate and explicit information about such methods or
techniques.

Cash Flow Projections

5.7.1

5.7.2

Cash Flow Prgjections—When an actuarid cost method isused, but little
or no prefunding exists, the actuary should aso project cash flow
requirements for benefit cost disbursements. The actuary is encouraged
to project cash flowsin most other Stuations. In generd, the projection
period should be at |east ten years.

Disclosure—Inthe event that the projected cash requirement is expected
to exceed theannual book accrud, or sgnificantly deplete any prefunding,
the result should be disclosed.

Vauation of Assatsfor Actuaria Purposes

581

Rdationship to Overdl Results—The vauation of assets, the investment
return assumption and the rate used to discount projected benefit codts,
the determination of actuarid present values, and the intended use of the
cdculations are interdependent, and one should not be considered
separate from the others.
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5.9

5.8.2

5.8.3

584

5.85

Reflection of Market Vaue—The vauation of assets should generdly
reflect market value. 1t may, however, be appropriate to use:

a methods that smooth out the effects of short-term volatility in
market value,

b. amortized cost vaues for evidence of indebtedness, and

C. methods that relate to the rate used in determining actuaria
present vaues, such as determining the present vaue of the
expected future cash flow generated by investments.

If current market vaue is not used directly, it should nonetheless be
disclosed, as should details of the method used.

Market Vaue Not Determinable—Not all types of assets have areadily
determinable market value. Examplesinclude certain insurance contracts
and red edtate. If market values are not available with respect to
sgnificant portions of the assets, the actuary should disclosethisfact and
the asset valuation method used for such assets.

Book Reserves—Where appropriate for the intended purpose of the
cdculaion, an amount equal to the book reservesfor the plan reflected in
the plan sponsor'saudited financia statementsmay beincluded asan asset
of the plan.

Insurance Contracts—Some benefits may be covered by insurance
contracts. The actuary may eect to exclude both assets and liabilities
associated with these contracts from the analysis, provided the plan
sponsor has no respongbility to pay future premiums for such benefits. I
the plan sponsor is entitled to future gains under such contracts, the
actuarid present value of expected gains should be included in assets.

Amortization Method

591

Factors Considered—Some actuarial cost methods allocate a portion of
the actuariad present vaue to past periods. Generdly, the amount so
dlocated will differ from the amounts previoudy costed or funded. The
difference is amortized over future periods. The choice of amortization
methods and period or range of periods should reflect:
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5.10

a known limitations in the continuing ability of the plan gponsor to
fund or accrue cost of the plan,

b. the period over which the plan sponsor derives economic benefit
from the plan provison giving rise to the actuarid present vaue
being amortized,

C. progress toward a desired funding or costing goa, and

d. permissible smoaothing of costs or contributions.

5.9.2 Paterns of Amortization within Selected Period—The pattern of

amortization during each sdlected period should be rationd and
systemdtic, such as alevel annud dollar amount, a level percentage of
participants payroll, or constant percentage of pre-retirement benefit
costs.

Approximations

5.10.1 Acceptability—The actuary may use appropriate approximations

condstent with the intent of this standard. Approximations, including use
of samples, are only acceptableif the results can reasonably be expected
not to differ sgnificantly from the results of detalled cdculations, giventhe
intended use of the cadculaions. If a sampling approach is used,
appropriate techniques should be employed to minimize sampling bias.
The sampling variance should be considered when determining ranges of
results and performing sengtivity tests.

5.10.2 Adjustment of Prior Caculation—In deciding whether an gpproximation

based onaprior caculation may beusedin lieu of detailed caculation, the
actuary should condder items such as.

a changes in incurred clam levels versus assumptions;
b. changes in number and compositions of participants;
C. changes in covered payroll;

d. changesin the age and service of participants,

e amendments to plan provisons,
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6.1

f. changesin law, eg., Medicare;

s} the length of time dnce a detaled actuarid vaudaion was
performed; and

h. differences in retirement and turnover paterns versus
assumptions.

In gpproximating results based on prior actuaria calculations, the actuary
should project assets and calculate actuarid present valuesin aconsstent
manner.

5.10.3 Andllary Benefits—In deciding whether an gpproximation may be used
in lieu of a detailed cdculation for ancillary benefits, the actuary should
consder itemssuch as

a the magnitude of the benefit and its associated actuaria present
vaues, and

b. the pattern of cost alocation in the approximation.
5.10.4 Disclosure—The fact that areport is based on approximation rather than

detailed caculations and the gpproximation techniques used should be
disclosed in the report.

Section 6. Communications and Disclosures

Exiging Standards—Interpretative Opinion 3 of the Guides to Professional
Conduct of the American Academy of Actuaries applies to al written com-
munications by actuaries on actuarid subjects and, unless clearly ingpplicable, to
ord communication aswell. Section (8)(2) of the Opinion Sates,

The form and content of any actuaria communication should meet the
needs of the particular circumstances, taking into account the knowledge
and understanding of the users and the actuary'srelationship to the users.

A retireehealth care or death benefit actuarial communication providesinformation
directed toward plan sponsors, government bodies, employee groups,
accountants, or other members of the public in connection with the design,
revison, vauation, expense determination, or pricing of retiree hedth careor degth
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6.2

6.3

6.4

benefit plans. This section supplements Opinion 3 with respect to such actuaria
communicetions.

Generd Reguirements—Not dl the information set forth in this section needs to
be presented in every retiree hedth care or deeth benefit actuaria communication;
information that must be included depends on the Stuation. The communication
should include, either directly or by reference to accessible prior communications,
sufficient information so that:

a it would be properly interpreted and applied by the person or personsto
whom the communication is directed, and

b. another actuary practicing in this field could form an opinion about the
reasonableness of the results.

Disclosure of Exceptions—If procedures are used thet deviate materidly fromthis
standard, the actuary should be prepared to support the particular use of such
procedures, and should disclose suchdeviation in accordance with section 6.4(1).
Support of deviations is not needed if the deviations are made solely to comply
with congraints imposed by government (e.g., those applicable to insurance
company reserves) or other entities with rulemaking authority (e.g., the Financid
Accounting Standards Board) provided that it isclear that the caculationsarefor
the purpose of satisfying the requirements of those entities. However, if these
actuarid caculations are a0 to be used for other purposes, such as guiding the
plan sponsor as to future funding and cost dlocation patterns, the actuary should
be prepared to support the deviations as stated above.

Spedific Requirements—The actuarid communication, in addition toindluding the
name of the actuary responsible for its content, should contain, either directly or
by reference to accessble prior communications, the following eements, where

pertinent:

a The name of the person or firm retaining the actuary and the purposesthat
the communication isintended to serve.

b. An outline of the benefits discussed or valued and of any sgnificant
benefits not included in the actuarid determinations.

C. A satement as to the effective date of the calculations, the date on which

the participant and financid information were compiled, and the source of
such informetion.
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If theinformation used isnot substantidly completeand accurate, including
the Stuation where a sample has been used, a statement including the
folowing items

1 the type and expected sgnificance of unknown or unused
information;

2. the assumptions and techniques applied with respect to such
information;

3. the likely relationship between the information used and the
universeit isintended to represent; and

4, the probable effect of such information on the adequacy of the
resultsin the context of their intended use.

A summary of the paticipant information, separated into Sgnificant
categories such as active, retired with Medicare, and retired without
Medicare. Actuaries are encouraged to include adetailed display of the
characterigtics of each category and a reconciliation with prior reported
informetion.

A summary of assat information (including reserves, where applicable) by
financd indtitution or other reporting source and a derivation of the
actuaria vaue of assets. Actuaries are encouraged to include an asset
summary by caegory of investment and a reconciligtion with prior
reported assets, showing totd contributions, benefits, investment return,
and other reconcilition items.

A compardive anadlyss of asset information and actuarid present vaues
of projected benefit costs, if gppropriate. In those circumstances where
an amount equal to the book reservesisincluded as an asst, this amount
should be clearly identified as such, and the actuary should be careful not
to imply that plan participants enjoy the same level of benefit security as
would exigt if such an amount were externdly invested.

A destription of the actuarid assumptions, cost method, and asset
vauation method. Changesin assumptions and methods from those used
in previous communications should be stated and their effects noted.

A gstatement of the findings, conclusions, or recommendations necessary
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to sidy the purposes of the communication and a summary of the
actuaria determinations on which these are based.

A disclosure of (1) deviations from this standard in the preparation of the
materid presented in the communication, and (2) facts which, if not
disclosed, might reasonably be expected to cause misunderstanding of the
communication.
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6.5

K. If the actuary has assumed a continuing plan Stuation, astatement that the
induson of such an assumption does not necessarily imply that an
obligation to continue such plan actudly exigts, and

l. Other disclosuresthat may be required by other sections of this standard.
Those disclosures may include: events after the caculation date (see
section 5.2.3); changes in plan provisions and practices (see section
5.3.2); exclusons from participation (see section 5.4.2); hedth benefits
sengtivity tests (see section 5.5.10); actuarial cost methods (see section
5.6.4); cash flow projections (see section 5.7.2); non-use of current
market vaue (see sections 5.8.2 and 5.8.3); gpproximations (see section
5.10.4); and funding pattern inconsstent with this standard (see section
6.5).

Funding Policy—The extent to which benefits of aplan should befunded or costed
inadvance of the date when they must be paid isadecision to be made by the plan
sponsor, with the assgtance of the actuary, in light of many factors, including
regulatory requirements, collective bargaining considerations, income tax
congderations, and dternative uses of money. If the funding pattern actualy used
by the plan sponsor isinconsistent with this standard, the actuary should disclose
the trend of the funding pattern and should indicate, at least gpproximetely, the
expected effect of such funding patterns on future hedlth care and degth benefit
costs.
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