
Grandfathcring. It's not surprising, then,
that most of the survey participants are
acutely aware of the cost implications ofFAS
106 and are implementing - or planning/
considering - actions to reduce expense.
And what to do about benefits for current
retirees will figure prominently among the
critical issues they'll have to address. In fact,
some employers who previously decided to
grandfather current retirees when making
plan changes may have to take another look
at benefits for this group.

(Note: An article discussing benefit changes
for current retirees appeared in the January/
February issue ofTowers Perrin Monitor.
See page 9 for details.)

Sizing Up the Cost
Most of the survey companies have taken
steps to measure their retiree welfare lia
bilities under FAS 106. Efforts in this area
should nevertheless continue in 1992,
as employers who have not yet valued 
or valued before the accounting standard
was finalized - prepare for the 1993
adoption deadline.

In a November 1989 Towers Perrin survey,
only 59% ofthe responding companies had
completed an actuarial valuation of their re
tiree welfare benefits. Our new survey shows
significant progress - most of the partici
pants (80%) completed a valuation at some
point during the past three years.

Nevertheless, a significant percentage of the
group (20%) has yet to measure the impact
ofaccrual accounting. It's also wonh noting
that only about halfof the companies (54%)
valued their liabilities in 1991 when final de
tails of the new standard were available. The
remaining employers who have measured
costs under accrual accounting (26%) con
ducted their valuations before the final stan
dard was released in December 1990.

•
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Pinning down the numbers. Although
valuations under earlier versions ofFAS 106
would produce results in the same order of
magnitude, employers who haven't valued
under the final standard will want more pre
cise figures as the deadline approaches and
the need for comprehensive benefit design
and expensing strategies increases.

Moreover, employers who have experienced
significant workforce changes - due to
downsizing, acquisitions, divestitures and so
forth - will also need a valuation that more
precisely refleCts current demographics.

Taking inventory. Finally, all employers will
want to take a full inventory of their retiree
welfare commitments to ensure that benefits
that might be overlooked - or considered
"insignificant'" in cost terms - are factored
into the expense calculations. Such items
might include pre-65-only plans and retiree
pay-all plans that are underpriced.

Cost measures that are both accurate and
thorough are particularly important for em
ployers who are considering adopting FAS
106 in 1992, or want to keep open the op
tion to do so.

Financial Implications
For many companies, the financial impact of
retiree welfare liabilities will be significant
- both in terms of cost as a percentage of
payroll and expense as a charge against
pretax earnings. Employers who recognize
the transition obligation as a onetime
charge will also see a substantial reduction
in net worth.

While the impact ofFAS 106 varies widely
based on plan design, employee demograph
ics and other factors, the new standard will
in most cases produce dramatic cost in
creases from pay-as-you-go levels.
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For example, pay-as-you-go retiree welfare
costs for a typical company generally range
from 1% to 3% ofpayrolJ. By contrast, com
panies at the median of our survey group re
port FAS 106 expense at 6% ofpayroll- the
average for the group is 7%. Notably, one in
four respondents reports FAS 106 expense
at 10% of payroll or higher. (See Exhibit 2.)

MEDBase, a Towers Perrin database ofclient
valuations, shows similar expense results. For
employers at the median ofa 147-company
MEDBase sample, 1991 annual costs per ac
tive employee would jump from $475 on a
pay-as-you-go basis to $2,360 under FAS
106 - a more than fivefold increase. (See
page 9 for information on MEDBase.)

Exhibit 2: FAS 106 Expense as • Percentage of Plrrol..

Percentile
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Bottom-line impact. Expense levels re
ported by our Fortune 1000 group translate
into an average annual reduction in corpo
rate pretax earnings of 17%. Companies at
the 50th percentile report earnings reduc
tions of 10%. Notably, one-quarter of the
respondents report reductions of20% or
more. (See Exhibit 3.) Two companies in
the survey group reported that FAS 106 ex
pense would cut reported earnings to zero.

Although one might expect that large com
panies would show a greater impact (due to
richer benefit plans, relatively larger retired
populations or other factors), this isn't the
case according to the survey results. Both
large and small employers in the survey
group face the same range of earnings reduc
tions and the same overall average reduction.

0% 2 4 6 8 10 12 14%

10th -
25th
50th
75th
90th

0% 2 4 6 8 10 12 14%
Percentage of Payroll

*The average for the auney poop • 7%.

Exhibit 3: Perceruge Reduction in Pretax Eamings-
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We also asked the survey group what the
reduction in net worth would be if the
company recognized the initial transition ob
ligation as a onetime charge. The average re
ported reduction in net worth was 13%
with about a third of the respondents report
ing reductions of less than 7% and another
third reporting reductions of more than 20%.

The effects of inflation. In our November
1989 survey, the average reported reduction
in earnings was substantially lower - 10%
compared with the current average of17%.
Similarly, the earlier survey showed an aver
age reduction in net worth of9% (compared
with the current 13%) ifcompanies recog
nized the transition as a onetime charge.

Clearly, double-digit health care cost infla
tion (or "trend") in the late 1980s is one
factor that has magnified the impact ofFAS
106. However, many companies are now
beginning to see a slowdown in annual ben
efit cost growth. As a result, those taking a
strategic approach to FAS 106 expense arc
beginning to usc more optimistic long-term
trend assumptions in valuing their liabilities.

Our MEDBase data confinn this observa
tion. In the 1991 valuations, for example,
nearly 80% of the MEDBase companies as
sumed ultimate medical cost inflation at a
rate of 7% or less, while only 36% in the
1990 sample were as optimistic.

Management tolerance - the real
"bottom line." When all is said and done,
management will draw the bottom line on
FAS 106 expense - Le., an "acceptable"
level ofprofit reductions given a variety of
key financial factors, such as the current con
dition of the company's balance sheet and
income statement, as well as the expectations
ofshareholden and other investors.

An earlier Towers Perrin survey of Fmune
1000 CFOs (FAS 106: The View From the
CFO)s Offiu; July 1991) suggests that results
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reported in our current survey may exceed
what corporate management will tolerate.

In the CFO survey, about 50% of the respon·
dents said they would accept earnings reduc
tions of only 9% or less - well below the 17%
average reported by our current group. So it
appears that expensing decisions, benefit de
sign changes and other actions to reduce cOSts
may still lie ahead for the survey companies.

Expensing Strategy
Given the magnitude of FAS 106 expense,
it's not surprising that few companies are
currently accruing and few are prefunding
the liability. The survey suggests, however,
that a significant number ofemployers will
adopt FAS 106 in 1992, so interest in expens
ing and funding issues is likely to increase
this year.

Although FAS 106 is an "objective" standard,
it does give employers considerable discretion
in determining:

• when to adopt the new rules (i.e., if adop
tion before the deadline makes sense)

• how to adopt (Le., whether to recognize
the transition obligation attributable to
past employee service)

• what assumptions to use in measuring
liabilities and reporting expense (e.g.,
discount rates and medical trend, as
discussed above).

These policy decisions will, in turn, have a
significant effect on the company's financial
position - and will depend in large part on
the company's current situation, future out
look and other business factors.

Early adoption, funding. Since FAS 106
expense will be significant for most compa
nies, an early transition to the rules generally
makes sense only in special circumstances.
For example, companies that have had a par-
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ticu1arly good business cycle - or a particu
larly bad one - might consider "packaging"
FAS 106 expense with other nonrecurring
financial events.

Special situations like these undoubtedly
came into play for the few companies in our
survey (12%) who said they have already
booked pan of the FAS 106 liability, as well
as for those who said there was some or high
likelihood that they would adopt the new
standard for the 1991 fiscal year (only 20%
of the respondents).

Similarly, just under 10% said they have al
ready funded part of the liability. Those few
who are funding have, on average, funded
only 22% ofthe cost. Contrary to what
might be expected, however, survey respon
dents who are funding represent a cross sec
tion of industries. Only about a third are
utilities and defense contractors who might
have the opportunity to pass the costs along
to customers.

It's also worth noting that our 1989 survey
(cited earlier) showed about the same preva
lence of early accruals and funding. So despite
interest and discussion, the last few years have
seen little movement in these areas.

The expensing picture is about to change
dramatically, however. According to the sur
vey, quite a few companies will make the
move to FAS 106 in 1992. One in four said
there is a high chance that they'll adopt the
new accounting standards this year, and an
additional 42% said there is some chance that
they'll adopt early. Interest in prefu.nding
as an expense reduction measure may there
fore increase as more companies confront
their costs.

How to adopt. The immediate recognition
vs. amortization question is one of the key
strategic issues employers face under FAS 106.
Among our survey respondents, just over a
quarter (27%) said there is high likelihood
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that they'll recognize the transition obliga
tion as a onetime charge, and an additional
39% said there is some likelihood. This re
sponse squares with our earlier survey of
Fortune 1000 CFOs, where over half of the
respondents indicated that their companies
were very or somewhat likely to take the
charge upfront.

The immediate recognition approach is at
tractive because shareholders, investors and
other key constituents might be inclined to
discount a large onetime expense, and would
react favorably to the resulting reduction in
future annual expense. For most companies,
annual per employee costs would be about
30% less in future years if the transition
amount is immediately charged.

Our survey results indicate that timing never
theless remains a strategic issue: employers
who intend to take the charge immediately
also intend to adopt FAS 106 this year,
slightly in advance of the deadline. Among
the survey companies planning to wait until
1993 to adopt, most will Rmortize the transi
tion obligation.

Evaluating Benefit Design
Many of the survey companies are taking
(or planning) action to reduce liabilities by
modifying plan design. For example, nearly
three-quarters have already increased retiree
contributions or are planning/considering in
creases. Few have terminated their plans or
moved to 8 retiree-pay-all design.

& employers confront retiree welfare costs
and related reporting issues, many are review
ing their current benefit programs and rede
signing their plans. Part of that effort should
involve an assessment of the total retirement
package, including retirement income pro
grams as well as welfare benefits.

Are benefit dollars allocated efficiently - and
fairly? Does the total program support busi-
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ness and human resource objectives? How
well will employer- and government-provided
benefits meet future retiree needs, and how
much responsibility should employees take in
preparing for retirement?

In this context, plan design evaluation should
address eligibility requirements and cost
sharing provisions, including contributions,
coinsurance and deductibles. Related issues
include how the plan integrates with Medi
care, how it shares inflation risk with retirees
and how well the design provides for long
term management control over costs. The

Exhibit 4: ConIrDlling Costs by Design
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survey results show that employers are taking
action in several key areas.

Eligibility. Just under one-quarter (23%)
of the survey companies have tightened the
eligibility requirements for future retirees
under the health plan. (New eligibility rules
might, for example, include specific agel
service requirements.) More than a third
(37%) are planning/considering such a
change. (See Exhibit 4.)

Contributions. The majority (73%) of the to
tal survey group have either already increased

Impl.ented for Implemented for Changa Under
C&rrtnt Rati,..- Future R.ire.- Plan to Implem.nt Consid.ration

H.alth Plan D.sign Changes (% Employers) ('If, Employers) ('If, Employers) l'lf, Employers)

Eligibility rules:
• Tightened for .mployees/retirees 4% 23% 16% 21".
• TIghtened for spouse/dependents 4 17 12 17

Employee/retiree contributions:

• Increased or applied for first time 28 37 19 14
• Varying by length of service 6 23 17 22

Umit employer contribution to a
defined dollar amount 7 18 11 18

Termination:

• Terminated coverage 3 5 3 5
• Continued coverage but nO'N

retiree-pay· III 3 5 3 7

Utilization controls (pr'ldmission,
second opinion, etc.):

• Established orstrengthened 25 19 7 7

Mlnlged clre:
• Established or .xpand.d

preferr.d provider arrengements 17 15 5
"• Established or expanded

managed eire program 17 16 9 12

Aexible benefits for retirees 4 8 5 8

TowersPerrin



•

contributions - for current and/or future
retirees - or are planning/considering in
creases. (Since some employers have imple
mented changes for both current and future
retirees, the percentages shown in Exhibit 4
add up to more than 73%.) Among compa
nies with 10,000 or morc employees, the
percentage reporting increases is slightly
higher (80%).

Since health benefits account for most of the
FAS 106 liability, most employers in our sur
vey arc focusing on those plans. Nevertheless,
a few arc looking at other retiree welfare ben
efits. For example, just under 20% of the sur
vey companies indicate that they have already
reduced or eliminated retiree life insurance
benefits or have plans to do so.

Tying benefits to service. Borrowing con
cepts from their pension plans, many employ
ers are taking a hard look at medical benefit
costs for early retirees (who are not yet eli
gible for Medicare) and those retiring with
relatively shon service.

These costs can be considerable. At a typical
company, for example, the value of medical
benefits for an employee retiring at age 55
with 10 years ofservice is more thRn ""ice
the value of the pension benefit at age 55 
and more than twice the value of medical
benefits the retiree would receive at age 65.

So in addition to age- and service-related
eligibility requirements, cost-control mea
sures might include pension-style approaches
to benefit lnels- e.g., setting the company
share for each future retiree at a specific
percentage ofplan cost, multiplied by years
ofservice.

About half of the employers in our survey
who have increased contributions for future
retirees have implemented service-related
contributions. Similarly, about half the com
panies planning an increase arc considering
pegging contributions to service.
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'Defined dollar' benefits. Another cost·
sharing technique is to set a specific limit on
employer contributions - either a flat dol
lar amount for all retirees or an amount
based on years ofservice at retirement. And
while the effects of various plan changes will
vary from company to company, a defined
dollar cap on the employer's share of the
premium produces the greatest impact in
most cases.

For example, a Towers Perrin analysis (see
the May 1991 issue of Monitor) shows that
this approach would reduce FAS 106 ex
pense for a typical company by as much as
68%. (By contraSt, gearing employer contri
butions to service would reduce the sample
company's expense by 10%.)

So far, only a few ofour survey companies
(7%) have imposed specific caps on contri
butions for current retirees. However, more
than twice as many (18%) have taken this
approach to contributions for future retir
ees, and an additional 29% are planning/
considering a cap for future retirees.

Terminations/retiree-pay-all designs.
Despite the cost burden, few companies in
the survey arc terminating their retiree
medical plans or moving to a retiree-pay-all
design. Only 6% have tenninated coverage
or convened to retiree-pay-all for current
retirees; about 10% have taken this approach
for future retirees. Another 12% of the sur
vey companies are planning/considering
such changes. (Note that some employers
are planning/considering both alternatives.
The breakdown shown in Exhibit 4 reflects
this overlap.)

It's also wonh noting that employers who
have tenninated their plans or converted to
retiree-pay-all represent a broad cross sec
tion ofindustries. Contrary to what one
might expect, these approaches arc not con
fined to industries with relatively high turn
over and high concentrations of low-paid
employees (such as retail and banking).
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Other Approaches
A significant number ofcompanies have
implemented or are planning some form of
managed care for retirees. Flex for retirees
is currently less prevalent.

As with medical benefits for active employ
ees, many employers are discovering that
sharing more costs with retirees is an effec
tive approach - but only up to the point
where benefit adequacy is at stake. So some
are exploring the possibility of using other
cost-control techniques in their retiree plans,
such as managed care and flexible benefits.

Although not specifically covered in our
survey, employers should also consider man
aged prescription drug programs for retirees
(since Medicare doesn't cover outpatient
drug costs), as well as the feasibility of using
HMOs that offer Medicare risk contracts.

Managed care. Implementing managed care
for retirees is by no means a simple matter
- since many retirees eventually move away
from their former employment locations. And
unless carefully designed, some managed care
arrangements may prove less effective in re
ducing retiree health costs because of the way
employer benefits integrate with Medicare.

Nevertheless, a significant number ofour sur
vey companies are attempting to meet these
challenges. Just under a quarter (24%) have
established preferred provider arrangements
or some form of managed care for current re
tirees. About the same percentage have ap
plied this cost-control strategy to benefits for
future retirees. An additional 25% are plan
ning/considering similar changes. (Exhibit 4
shows a breakdown of the survey responses in
these areas. Some companies responded in
more than one category.)

Flexible benefits. Flex plans for retirees are
less prevalent, probably due to administrative
considerations. Less than 10% of the survey
companies have implemented flex for retirees,
although another 13% of the survey compa-
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nies are planning or considering it. (Quite a
few more of the survey companies have flex
for actives.)

Benefit Communication
Many employers are supporting their cost
control strategies with changes in the way
they communicate retiree welfare benefits.

More than half of the survey companies
(55%) have taken some steps to change the
way they communicate retiree welfare ben
efits. The majority of those who have modi
fied communication (83%) are emphasizing
the company's right to modify the plan.

This message is critical in protecting employ
ers in the event of litigation. Since ERISA
doesn't require vesting for retiree welfare
benefits, the courts will look to SPDs and
other employee communications to deter
mine whether an employer has promised life
time benefits without change.

Just about as many of the survey companies
are emphasizing the shared responsibility
between retirees and the employer in paying
the cost of health care. And about 60% have
modified their communications in an effort
to promote cost-effective use of health care.

What's Ahead
Although our survey results suggest that em
ployers are taking actions on several fronts to
manage costs under FAS 106, the relatively
high average earnings reduction reponed by
the survey companies indicates that the "'final
word" on expense and plan design issues is
yet to come.

For more information about how Towers
Perrin is helping employers address these is
sues, please contact the Towers Perrin office
in your area. Ifyou'd like copies ofour
MEDbllJl repon or back issues of Monitor,
please call your local Towers Perrin office or
1-800-525-6741.
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. FAS 106 Survey Participants*
AM.Michipn
American Financial Corp.
American General Corp.
American Information

Technologies Corp.
American Savings Bank
Arco Financial Services

Arlda Inc.
Arizona Public Service Company
Automobile Cub ofSouthern
Califomi~

The BFGoodrich Co.
BHP Petroleum (.Americas), Inc.
Baker Hughes Inc.
Ball Corp.
BankAmerica Corp.
Banlcc.rs Trust
Bank ofTokyo, Ltd.
Beckman Industrial
Bcclcton Dickinson and Company
Bell and Howell Co.
The :Boeing Company
Boise Casadc Corporation
Boston Company Inc.
Bristol-Myers Squibb Company
CSX Corporation
California Portland Cement

Company
Carpenter Technology Corporation
Cc.nexLtd.
Chicago Title 8c Trust Co.
Qncinnati Milacron
Columbia Ga.s System Service Corp.
Consolidatd Edison Company

ofNew York Inc.
Continental Bank Corp.
Continental Insurance Co.
Control Dm Corporation
Curtin Matheson Scientific
Dayton Hudson Corpontion
Detroit EdiJon Company
Dow Coming Corporation
Englchard Corporation
Fidelity Fedcnl Bank, F .s.B.

First Chicago
First Citizens Bank and Trust Co.
Fisher Controls International Inc.
Frceport-McMoRan Inc.
GTE Corp.
General Amc:rican life Insurance Co.
Georgia GulfCorp.
Gerber Products Co.
The Goodyear TltC 8c Rubber Co.
GulfStates Utilities Co.
W.P.. Grace 8c Co.
W.W. Grainger Inc.
Hocchst Celanese Corpontion
Hubbell Incorporated
IBM Corporation
IDS Financial Services Inc.
Integra Financial Corporation
Intcrgraph Corporation
Jacobs Engineering Group Inc.
James River Corporation
Jefferson Smurfit Incorporated
Jostens Inc.
Kerr-McGee Corporation
L1V Corporation
Long Island lighting Co.
Marine Midland Banks Inc.
Mantz. Inc.
Mark IV Industries Inc.
Martin Marietta Corporation
McCormick Be Company, Inc.
McDonald's Corporation
Mervyn's
Milliporc Corporation
Mitchell Energy and
Dc~opmentCorp.

Monarch Marting System Inc.
Monsanto Company
National City Corporation

Northeast Utilities
Northern Trust Corp.
Ocean Spray Cnnbcrrics Inc.
PacifiCorp
Panhandle E.astcm Corporation
J.C. Penney Company Inc.

Pennsylvania Power Be Light Co.
The Perkin-Elmer Corporation
Petrolite Corporation
Pfizer Inc.
Polaroid Corporation
Pool Company Inc.
Prudential Insurance Co. ofAmerica
Public Employee's R.ctircmc:nt

hsociation
Quantum Chemical Corporation
Quc.mr Corporation
Rader's Digest .&aociation Inc.
Rohm and Haas Co.
Rohr Industries, Inc.
SALLIE MAE
Salt River Project
Savannah Foods Be Industries, Inc.
Scientific-Atlanta Inc.
G.D. Searle Be Co.
The Scibc1s Bruce Group Inc.
Simpson Invcsanent Company
Singer Company
SouthTrwt Corporation
Southwestern Bell Corporation
State Farm Life Insunncc Co.
The Stroh Brewery Company
Sun Company, Inc.
Sunstrand Corp.
Tccumsch Products Company

Textron Inc.
Thomas 8c Betts Corporation
Tame Warner Inc.
Toyota Motor Sales, U.SA, Inc.
Transco Energy Company
Travelers Corp.
USG Corp.
Union Carbide Corporation
Univusal Foods Corporation
Valco Engine Cooling, Inc.
Wang Laboratories Inc.
Whittaker Corporation
Williams International Corp.
XcroxCorp.

• The 125 CQn1IUIies Iimd here qr=i 10 allow Tawas Pcnin 10 Idcase dlcir names _ IW'I'C)' panicipanlS.

The IOtallW'I'C)' JI'OIIp indoded 150 corrpniel.
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