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“WHAT BENEFITS? An employer throws its plan out the

window Jan. 1...For future employees, the new plan is less
favorable than the old one....” (Wall Street Journal. No-
vember 14, 1995:1)

n evolutionary process in the pattern and type
Aof compensation began during World War I1,
when remuneration, in the form of pensions

and such other future benefits as healthcare coverage,
was added to waditional forms of payment. Ac that
time, healthcare costs were relatively low and the ratio
of covered retirees to active workers was small. Before
1990, employers and accountants dealt with the
healthcare costs of retirees on a present-claim basis.
Healthcare expenses for retired employees were bun-
dled with current expenditures for active employees.
The process was simple and conservative. Because
costs were immaterial, expenses were recognized on
a cash basis, rather than on an accrual basis. However,
these deferred benefits developed into both philo-
sophical problems and practical problems for the com-
panies offering them and for accountants handling them.
During the 1980s, the Financial Accounting Stand-
ards Board (FASB) began its examination of thé po-
tential liabilities associated with future healthcare
expenses. | hypothesize that examination of this po-

tential liability by the board, as well as the issuance of

two statements of financial accounting standards
(SFAS)—SFAS 81 in 1984 and SFAS 106 effective in
1990—prompted top management to review indus-
try’s role in funding the delivery of healthcare. The
ultimate effect has been a reduction in employee
benefits and the limitation of healthcare expenditures
per employee.
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SFAS 81

The issue of accounting standards for postietire-
ment health benefits was addressed in SFAS 81, a
document that was released in 1984, Before then, this
topic had been bundled with the issues of accounting
for pensions. The impetus for addressing healthcare
costs separately ostensibly was the potential size of
the liability and the complexity of the measurement
and recognition issues associated with this subject.
What primarily concerned the FASB when it exam-
ined this area of accounting were the lack of disclosure
and the alternative accounting processes that compa-
nies were using.

In SFAS 81, healthcare benefits are defined to in-
clude all health-related benefits but exclude benefits
accrued as part of pension costs, benefits provided by
multi-employer—sponsored plans, and government-
required contributions. SFAS 81 primarily addresses
the issue of disclosure. It requires employers to dis-
close in their annual financial statements information
about benefits provided, employee groups covered,
accounting and funding policies, and costs recognized
for each accounting period during which income is
reported. The document encourages the accrual of
future healthcare costs over the working lives of the
employees expected to qualify for healthcare benefits.

SFAS 106

SFAS 106, entitled “Employers’ Accounting for
Postretirement Benefits Other than Pensions,” was
issued at the end of 1990. This statement addresses
the measurement and recognition of the exchange
that “cakes place between an employer that provides
postretirement benefits and the employees who ren-
der services in exchange benefits.”' The aim was to
better apply the matching principle (by which costs
are recognized in the same period in which related
revenues are recognized), and to strive for repre-
sentational faithfulness.

Statement 106 therefore requires that employers
recognize net periodic postretirement benefits costs
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as employees render the services necessary to earn
those benefits. The benefit obligation was defined as
the actuarial present value of expected postretirement
benefit as defined by the employer’s plan. Most of the
statement is devoted to a description of accepted
methods of estimating these costs, including assump-
tions about the future events that determine payment
of benefits and methods of cost attiibution.

The main actuarial assumptions include discount
rates, health-related factors, cost trends in healthcare,
estimated future Medicare reimbursement rates, and
the probability of payment. Assumptions unique to
healthcare include historical per capita claims cost, by
age; healthcare cost trend rates; and medical coverage
to be paid by governmental authorities and other
providers of healthcare benefits. In addition, trends in
healthcare costs must take into account estimates of
inflation in healthcare, changes in patterns of health-
care utilization or delivery, and technological ad-
vances that can improve patient’s health, as well as
changes in the health status of plan participants. The
statement requires breakdown of plan costs into a
variety of categories and mandates a number of differ-
ent disclosures.

SFAS 106 is a radical departure from the previous
method of expensing healthcare costs of retirees as
they occurred. This statement requires management
to consider the real obligation placed on future earn-
ings by “benefits” that now are defined as deferred
compensation. Firms may elect immediate recogni-
tion of the transition liability (as a cumulative effect
of an accounting change) or delayed recognition of the
liability (as amortization over a period not to exceed
20 years). Many large companies have chosen to rec-
ognize a single, large transitional charge for unfunded
accumulated postretirement obligations. SFAS 106
therefore has had an enormous effect on financial
statements. Subsequent to SFAS 106, in 1991 General

Motors reported an after-tax transition liability of

$20.8 billion, Ghrysler reported $4.7 billion, and Ford
reported $7.5 billion.” SFAS 106 has not affected all
industries equally. It has had lictle effect on the per-
ceived value of rate-regulated industries.” It is possi-
ble that investors assume rate increases will cover this
liability in regulated enterprises, but perceive nega-
tive effects of SFAS 106 on nonregulated firms, which
cannot cover the liability through similar means.*
From an accounting point of view, SFAS 106 is
seriously flawed. First, it is inordinately complex. To
apply the statement, several assumptions must be
made merely to attempt to predict the future liability.
Data required to support these assumptions (eg, dis-
count rates, health-related costs, cost trends in health-

care, and estimated government contributions) may
not be readily available. Second, the value of the
healthcare benefit is not clear and the future liability
may not exist or may be truly unknown. In fact, future
healthcare benefit plans can be changed at will, with-
out approval from retirees. Recent court cases have
upheld an employer’s right to alter or terminate the
benefit (Wall Streer Journal February 21, 1992). The
decision in Drennan v GMC (977 F2d, 246 [1992)]),
which permits unilateral cancellation of future bene-
fits by the employer, changes the nature of the liabil-
ity and makes future estimacion moot. If the FASB
had anticipated the predictable legal challenge to the
existence of this benefit, then issuance of SFAS 106
in its present form would have been unnecessary.
Third, the existence of SFAS 106 has created a timing
difference between generally accepted accounting
principals and the internal revenue code. The transi-
tion charge and payments into the liability account for
future benefits creates a deferred tax asset that may
become enormously complex as multiple payments
and withdrawals follow over future accounting peri-
ods.’ Fourth, the existence of this liability may lead to
obfuscation and smoothing of earnings. A pertinent
question is why corporations would make significant
transition payments knowing that future healthcare
costs can be controlled by terminating or limiting
benefits. Petertil believes that the knowledge that a
future liability can be increased or decreased will lead
to manipulation of financial expenses and is therefore
indicative of a flawed accounting method (Wa// Street

Journal February 21, 1992).

The Consequences of the Changes

The accounting change adumbrated in SFAS 81
and mandated by SFAS 106 appears to have been
one impetus driving the development of alternative
ways to deliver less-costly healthcare. This account-
ing requirement, coupled with rising healthcare costs
and an aging work force, has alerted management to
the potential deleterious effects of future healthcare
outlays. The health maintenance organization/pre-
ferred provider organization paradigm may have de-
veloped in part as a result of this pressure. Figure 1
plots the increase in managed care membership in
the commercial health insurance industry through
1990. Before the mid-1980s, membership in man-
aged care vehicles was insignificant. The FASB held
public hearings on SFAS 81 in July 1981 and January
1984; SFAS 81 was issued in November 1984, Large
industries keep abreast of current issues under con-
sideration by the FASB either through industry inter-
est groups, chief financial officers, or consulting
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certified public accountants. It would have been ap-
parent to management during the early 1980s that it
eventually would have to deal with postretirement
healthcare costs, possibly by the establishment of a
liability.

In paragraph 180 of SFAS 106, the FASB alludes to
the inevitability of ultimate removal of future health-
care benefits from an employment compensation
package when it states that “...employers will change
the designs of postretirement benefit plans or the way
those plans are financed.”’ Documentation of this
trend can be found in articles that describe how em-
ployers have, “whittled the number of health-care
choices.”®” Mittelstaedt and colleagues’ studied a
spectrum of corporations and observed that these or-
ganizations had reduced benefits significantly. To
institute these reductions, corporations primarily took
one of five steps (or a combination of these steps): (1)
capping employer contributions; (2) requiring in-
creased copayments; (3) tying benefits to years of
service; (4) forcing employees to change to defined-
benefit programs; or (5) eliminating benefits. The
researchers concluded that the benefit reductions
were a result of the increase in contracting cost caused
by financial reporting consequences of SFAS 106,
financial weakness independent of SFAS 106, and
firm-specific increases in retiree healthcare costs. It is
interesting that the FASB board seems to shirk re-
sponsibility for any untoward outcome by stating the
following with respect to companies’ limiting or dis-
continuing healthcare benefits: “...those actions, if
taken, are not the direct result of a requirement to
accrue postretirement benefits, but rather, may resule
from more relevant and useful information on which
to base decisions.”’

Increased efficiency of delivery of healthcare and
decreased abuse of the healthcare system are worth-
while goals.7 The issue, therefore, 1s whether the
potentially radical changes required to achieve these
goals should be a consequence of an accounting deci-
sion by a board that is naive in the area of healthcare
delivery.? Ina study of responses to the exposure draft
of SFAS 106, Schalow’ reported that three variables
were important in terms of generating a response: (1)
firm size; (2) impact on financial statements (as meas-
ured by number of retirees); and (3) the company’s
position on the statement. Concerns for the ultimate
effects on healthcare financing and delivery were not
listed as important variables in generating a response
to the exposure draft. The exposure draft drew only
463 responses during the comment period. It is un-
likely that experts in the area of healthcare delivery
responded to it.

Figure 1. Growth of Managed Care in the
Commercial Health Insurance Industry
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Source: HIAA Managed Care Survey, 1990
arrows are exposure drafts for SFAS 81

Many factors are contributing to the development
of managed care; ultimately, they are forcing the real-
location of limited economic resources. One factor
that has contributed to this evolution is the issuance
of SFAS 81 and 106 by the FASB. The reallocation of
resources that is a response by industry to these docu-
MeNts represents management’s attempts to preserve
earnings, rather than to contibute to an orderly proc-
ess that will result in an efficient healthcare delivery
system. Still, the gradual egress of industry as a source
of funding® is stimulating the development of a more-
efficient system of healthcare delivery. The quality of
the service will have to be evaluated prospectively.
Unpredictable consequences follow many govern-
mental and quasi-governmental directives. By ad-
dressing the accounting issues of representational
faithfulness and the matching principal, the FASB
simultaneously has given impetus to a reevaluation by
management of its role in the funding of healthcare
delivery. Physicians must understand the interrela-
tionships of such diverse fields as accounting, medi-
cine, and law, among others, as actions taken in any of
these venues may have unexpected effects on the
delivery of healthcare.
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