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STATEMENT OF POLICY

The Accounting Principles Board is the only agency.of the American
Institute of Certified Public Accountants having authority to make or
approve public pronouncements on accounting principles. This ac-
counting research study has not been approved, disapproved, or other-
wise acted on by the Board or by the membership or the governing
body of the Institute.

Accounting research studies are published by the Director of
Accounting Research of the American Institute of Certified Public
Accountants as part of the Institute’s accounting research program.
The purpose of this program is to provide professional accountants
and others interested in the development of accounting with an in-
formative discussion of accounting problems under review. The
studies also furnish a vehicle for the exposure of matters for con-
sideration and experimentation prior to the issuance of pronounce-
ments by the Accounting Principles Board.

The author of this accounting research study is responsible for the
content, conclusions, and recommendations. The study does not
necessarily reflect the views of the Accounting Principles Board, the
project advisory committee, or the Director of Accounting Research.

Individuals and groups are invited to express their views with
supporting reasons on the matters in this study. The Accounting Prin-
ciples Board will consider these comments in forming its conclusions
on the subject.
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Director’s Preface

The problems involved in accounting for the cost of pension plans
are technical and complicated, and suggested solutions have been
divergent. The AICPA committee on accounting procedure set forth
its conclusions on some aspects of pension costs in Accounting Re-
search Bulletins in 1948, 1953, and 1956 and had the item on its
agenda when it was replaced by the Accounting Principles Board in
1959. The Board recognized that this area required further study and
authorized a research project on pension costs.

A number of the problems in accounting for the cost of pension
plans result from the different points of view and interests of many
groups—employers, employees, accountants, actuaries, insurers, edu-
cators, government officials, analysts, and others. It is not always
easy to distinguish the similarities and differences of expense accruals
and funding, for example, or to isolate the effects of the somewhat
conflicting interests of several of the groups. This study is concerned
primarily, however, with the cost of pension plans in financial state-
ments, and every attempt has been made to consider and analyze
the effects of varying viewpoints.

The complexities of the problems and the variety of interests
justify careful examination of this study and scrutiny of the reasons
underlying the conclusions. The resulting evaluations will aid the
Accounting Principles Board in its review of the study.

To expedite the work of the Accounting Research Division, several
accounting firms have generously agreed that individual partners
will be available to carry out accounting research studies. This is
the first study to be completed on this basis. All who have an interest
in the accounting problems of pension plans will benefit from the con-
tribution of Ernest L. Hicks, the author, in preparing this study of
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an important topic, and the generosity of Arthur Young & Company,
the firm of which he is a partner, in providing the necessary time.

Members of the project advisory committee have provided valuable
assistance throughout the period of research and writing and have
reviewed the manuscript. The committee approves publication of this
accounting research study. Approval of publication does not neces-
sarily imply concurrence with the contents and conclusions. The
comments of B. Russell Thomas and W. A. Walker, members of the
committee, on certain conclusions in the study are published follow-
ing the last chapter (pages 90 to 92).

New York, N. Y., May 1965 Reep K. Storey
Director of Accounting Research
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Author’s Preface

Accounting for the cost of pension plans has received a great deal
of attention, particularly during the past twenty-five years. Dissatisfac-
tion with present practices, expressed by accountants and others, led
to this study. The study evaluates and compares the varying pro-
posals that have been made and suggests solutions for the problems.

The research underlying this study has brought together the views
of numerous accountants, actuaries, corporate executives and others,
expressed in articles and books or obtained through interviews and
correspondence. Some sixty major companies having pension plans
provided information about the practical problems encountered in
pension accounting, supplementing information obtained from other
sources. Published financial statements were reviewed to determine
present practices in accounting for pension cost and in disclosing
related information.

The author is indebted to those who have stated their views in
articles, in books, in correspondence or otherwise. A number of in-
dividuals have been particularly helpful. Paul Grady, formerly Director
of Accounting Research of the American Institute of Certified Public
Accountants, and Reed K. Storey, the present Director, have provided
valuable counsel. So have the members of the project advisory com-
mittee. Present members are: Thomas G. Higgins, chairman, S. J.
Huse, Alvin R. Jennings, Robert E. Johnson, Robert J. McDonald,
John Peoples, B. Russell Thomas, W. A. Walker and Theodore O.
Yntema. William M. Black, Arthur H. Dean, and Robert M. True-
blood also served on the advisory committee for part of the time the
project was in process. Alexander Russ, formerly of the Institute
staff, conducted interviews in the early stages of the project and
accumulated information about accounting practices.

The author is particularly grateful to Frederick P. Sloat, whose
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guidance on actuarial matters throughout this study was indispensable.
Mr. Sloat has been available for frequent consultations, has reviewed
drafts of the study, and has made many helpful suggestions. In
addition to Mr. Sloat and the actuaries serving on the project advisory
committee, a number of other actuaries have provided encouragement
and assistance.

Several individuals and organizations have kindly granted per-
mission to include material in the study. Charles L. Trowbridge and
the Society of Actuaries have permitted use of a table adapted from
one appearing in an article written by Mr. Trowbridge and pub-
lished in the Transactions of the Society of Actuaries. Professor
Dan M. McGill, author of Fundamentals of Private Pensions (second
edition); the publishers, Richard D. Irwin, Inc.; and the Pension
Research Council have approved use of material taken from that book.

As the study neared completion, the President’s Committee on
Corporate Pension Funds and Other Private Retirement and Welfare
Programs issued a report entitled Public Policy and Private Pension
Programs—A Report to the President on Private Employee Retire-
ment Plans. The report is not directly concerned with accounting for
the cost of private pension plans. Nevertheless, many of its recom-
mendations, if given effect, would have an important bearing on
matters discussed in this study. A summary of the major conclusions
and recommendations of the report is included in this study as an
appendix.

A word about the organization of this study may be of value.
Because the study is intended to be useful to readers having a variety
of backgrounds and interests, some of the material appears in more
than one section. Chapter 1 briefly summarizes the problems and
states the conclusions reached. This material appears again in Chapters
3 and 4, accompanying an analysis of the accounting issues. All three
chapters presuppose some familiarity with actuarial techniques. Ac-
tuarial techniques are reviewed briefly in Chapter 2 and are described
in more detail in Appendix C. Those who are unfamiliar with such
techniques may wish to read Appendix C before reading any of the
numbered chapters.

This study could not have been brought to completion without the
help of the persons named above and many others. Nevertheless, the
responsibility for the conclusions reached and for the accuracy of the
text is the author’s alone.

New York, N. Y., May 1965 ErnNEest L. Hicks
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1

Summary and Conclusions

United States companies have long been concerned with providing
for the retirement of employees. This concern has increased markedly
since the mid-1930’s; commitments under private pension plans are
now an important aspect of American business, and the funds accumu-
lated to finance private pensions constitute significant economic
factors.

The practices of employers in accounting for the cost of pension plans
have varied widely. A committee of the American Institute of Certified
Public Accountants has issued two Bulletins dealing with the subject,?
but many accountants and others have expressed dissatisfaction both
with the Bulletins and with present practices. This study was under-
taken to provide a basis for determining appropriate practice.

The expressions “pension” and “pension plan” have a variety of
meanings. For the purposes of this study, therefore, a pension plan is
defined as an arrangement whereby an employer provides benefits for
retired employees which can be determined (or estimated) in advance

1Appendix A traces the development of pension plans in the United
States.

2 Accounting Research Bulletin No. 43, Chapter 13A, “Pension Plans—An-
nuity Costs Based on Past Service,” 1953, and Accounting Research Bulletin
No. 47, “Accounting for Costs of Pension Plans,” 1956, reproduced in Ap-
pendix E.



from the provisions of a document or documents or from the em-
ployer’s practices. The term thus comprehends, in addition to written
plans, plans which may be inferred from the existence of a well defined,
although unwritten, policy on the part of the employer regarding
payment of retirement benefits. On the other hand, an employer’s
practice of making retirement payments in amounts determined ar-
bitrarily at or after retirement to selected retired employees does not
constitute a pension plan for purposes of this study. Profit-sharing
plans, in which the employer’s contributions are based on the em-
ployer’s earnings, are also excluded; so are arrangements for deferred
compensation of executives. Although all of these arrangements have
some of the characteristics of pension plans, they constitute a separate
field of study.

The central problem in accounting for the cost of pension plans
concerns the timing of the employer’s charges to expense. A second
major issue concerns the presentation in the employer’s financial state-
ments of information concerning pension plans and pension cost. This
chapter summarizes the issues and presents the conclusions reached
in this study. The conclusions, developed in Chapters 3 and 4, flow
from an analysis of diverse viewpoints presented in those chapters.
Consequently, it is not practicable to restate the reasoning in this
chapter. Page references are given, however, to sections in Chapters
3 and 4 wherein the issues are analyzed.

TIMING THE CHARGES TO EXPENSE

Choice of Basis of Accounting (Ch. 3, p. 33)

With few exceptions, employers have, in the past, recognized the
amount paid for a particular accounting period, either directly to
pensioners for current benefits or to a funding agency for future
benefits, as the pension expense for the period. (Ordinarily, the amount
paid is also the amount deductible in the employer’s Federal income tax
return.) This accounting practice is commonly based on one of two
premises: (1) that the nature of pension plans is such that an employer
should record as pension expense only the amounts paid or (2) that
the method used in arriving at the amount paid also arrives at an
accounting charge appropriate for use in determining net income under
fundamental accounting concepts. The first premise results in account-
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ing on the cash basis; the second intends to conform to the accrual
basis.

It is a conclusion of this study that an employer’s financial position
and results of operations, to the extent affected by the cost of a pension
plan, are fairly presented only if such cost is stated on the accrual
basis.

Applying the Accrual Basis (Ch. 3, p. 39)

A recommendation for accrual accounting does not of itself provide
sufficient guidance for determining the amount and timing of an em-
ployer’s charges to expense for pension cost, since a number of signifi-
cant questions arise in applying the accrual basis. The first is: What
cost must be accounted for? Opposing views are embodied in the
following antithetic descriptions of an acceptable minimum annual
charge for expense under a pension plan:

An appropriately assigned portion of the cost (present value)
of specific pension benefits expected to become payable in the
future to specific persons.

versus

An amount such that, if similarly determined amounts were
contributed annually to a fund, the plan would be enabled to
remain in operation indefinitely.

The practical significance of the difference in viewpoints will become
manifest as the discussion turns to (a) actuarial cost methods, which
are used in calculating pension cost, and (b) normal cost and past
service cost, of which pension cost is composed.

Actuarial cost methods (Ch. 3, p. 40)

Another important question in applying the accrual basis concerns
the extent to which the several actuarial cost methods by which pen-
sion cost may be assigned to periods of time are acceptable for use
in accrual accounting. The methods under consideration are those
used at present in determining employers’ payments which are charged
to expense.? \

It is a conclusion of this study that the actuarial cost methods pres-

3 Actuarial cost methods are discussed in Appendix C (page 121). Because
their primary use in the past has been in determining amounts to be paid, ac-
tuarial cost methods are referred to in Appendix C as “funding methods.”



ently used in calculating payments under pension plans are acceptable
for use in accrual accounting if they are applied in accordance with the
other conclusions of the study. (Pay-as-you-go and terminal funding
are unacceptable because they do not make provision for the cost of
future retirement benefits during employees’ periods of active service.
They are not exceptions to the conclusion stated, however, because
they are not considered to be actuarial cost methods.)

Because of the long-range nature of pension commitments and the
extent of the uncertainties involved in estimating pension cost, this
study prefers that pension expense be recorded as nearly as possible in
level annual amounts, varied only to give effect to changes in facts.
(Examples of the latter are variations in the level of employment, in-
creases in pension benefits resulting from a plan amendment, and the
effects of accounting for past service cost.) The actuarial cost
method which most nearly accomplishes this objective is the entry
age normal method, which is, therefore, preferred.

Normal cost (Ch. 3, p. 43)

It is a conclusion of this study that provision should be made annually
for the normal cost of a pension plan—the cost assigned, under the actu-
arial cost method used, to years subsequent to the inception of the
plan. Without significant exception, those who favor accrual account-
ing for pension cost will endorse this conclusion. This may be, however,
the only aspect of pension cost accounting on which there is anything
approaching unanimity, and it must be emphasized that even this
consensus exists only among those who accept the accrual basis.

Past service cost (Ch. 3, p. 44)

If there is limited agreement on accounting for normal cost, there
is extensive disagreement on accounting for past service cost—the cost
assigned, under the actuarial cost method used, to years prior to the
inception of a pension plan. A few would charge past service cost
retroactively to the prior years. Others would charge such cost to
expense in subsequent years, but only to the extent funded (including
amounts identified as “interest”). Still others would bring such cost
(and related charges for interest) into expense over a “reasonable
period” following the inception of a pension plan. Those in this last
group disagree as to the duration of the period in which an employer
realizes the advantages associated with the past service element of
a pension plan. Some in this group associate the employer’s advantages
with the remaining service lives of employees initially covered. Others
believe the advantages are so nebulous that the employer should have
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wide latitude in selecting an accrual period. - Proposals identifying the
period range from a relatively short time—for example, ten years or
the period of between eleven and twelve years which results from
applying the Federal income tax rule limiting the annual deduction
for past service cost to (generally) 10 per cent of the initial amount—
to an indefinitely long time. If the period chosen is so long that it
approaches infinity, the past service cost is not accrued at all, and
only interest on the initial amount is charged. Among those who
would limit accruals for past service cost to amounts equal to interest
are those holding the view that the annual charge for pension expense
should be the amount necessary to enable the plan to remain in
operation (page 3). For many plans, an annual contribution compris-
ing the normal cost and interest on the unfunded past service cost
accomplishes this purpose.

It is a conclusion of this study that past service cost should be taken
into expense (together with related charges for interest) systematically
over a reasonable period following the inception of a pension plan.

The study has dealt separately with past service cost only because
some of the actuarial techniques commonly used determine this ele-
ment of pension cost separately. In concluding that past service cost
should be taken into expense over a reasonable period following the
inception of a pension plan, the study answers the question raised
earlier in this chapter (page 3): What cost must be accounted for?
The study accepts the view that the cost to be accounted for is the
cost of specific pension benefits expected to become payable to specific
persons; it does not accept the concept that the cost to be recognized
is limited to an amount necessary to keep the plan in operation.

It has been proposed that accounting charges for past service cost
under certain of the actuarial cost methods be terminated when the
value of “accrued benefits” (determined under the unit credit method )
has been fully accounted for. This proposal is unsatisfactory, for
reasons given in the analysis of accounting arguments (Chapter 3,
page 50). In declining to accept the proposal, however, the study
does not necessarily require continued accrual of past service cost
beyond the point stated. The study has concluded that the unit credit
method is acceptable for accounting purposes. Consequently, a com-
pany using another method may change to the unit credit method,
thus accomplishing the objective of limiting charges for past service
cost. Disclosure in the event of a change in actuarial cost method is
discussed in Chapter 4 (page 88).

The study has not brought to light criteria for identifying with
certainty the period in which an employer realizes the diverse ad-



vantages of granting past service pensions. It seems clear, however,
that in most instances the greater part of the advantage is related to
the periods in which the employees who will receive pensions based
on past service will complete their employment. Consequently, a
weighted average of the remaining service lives of such employees
should be a starting point in determining the accrual period. Because
the period cannot be definitely identified, however, there should be
flexibility. A reasonable range would seem to be from a minimurm of
ten years to a maximum of forty years. The minimum period of ten
years is equal to the minimum for income tax purposes (if past service
cost is paid in advance). Using a short period would make it easier
for a company which expects to grant increased pension benefits, thus
creating additional prior service cost, to approach the practical objec-
tive of maintaining level annual charges for pension cost. On the
other hand, for many employers, using a long period would reduce
the annual past service charge to a relatively inconsequential amount.

The study prefers that pension expense be recorded in level an-
nual amounts. This objective is most nearly accomplished, as to past
service cost, by taking such cost into expense in substantially equal
annual amounts (including interest) over a reasonable period follow-
ing the inception of a pension plan. Other systematic approaches,
however, are acceptable. For example, some employers may prefer to
accrue past service cost in diminishing annual amounts because the
number of employees to whom such cost applies diminishes as
employees retire.

Increase in prior service cost upon amendment (Ch. 3, p. 55)

When a pension plan is amended to increase retirement benefits, as
often occurs, the change ordinarily applies to benefits measured by
employment prior to the date of the amendment as well as to those
measured by employment thereafter. The resulting increase in prior
service cost is analogous to past service cost arising when a pension plan
is adopted. The accounting question is whether such an increase in
prior service cost should be treated as (a) an adjustment of pension ex-
pense for prior years or (b) a factor in determining pension expense
for subsequent years.

It is a conclusion of this study that an increase in prior service cost,
resulting from an amendment of a pension plen increasing benefits,
should be taken into expense (together with related charges for interest)
systematically over a reasonable period following the effective date of
the amendment.

The foregoing conclusion necessarily parallels the conclusion for
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past service cost. Again, the appropriate accrual period cannot or-
dinarily be identified with certainty. Again, the average remaining
service lives of the employees active at the date of the amendment
should be a starting point.

In practice, an increase in prior service cost resulting from an
amendment liberalizing benefits is sometimes treated in the actuarial
calculations as additional normal cost for current and future years,
sometimes as additional past service cost. The former treatment ac-
complishes the objective of accruing the additional cost over a reason-
able period. The latter does so if the procedure followed for past service
cost conforms with the conclusions of this study and if the remaining
accrual period for past service cost is an appropriate period for taking
the additional prior service cost into expense. If the remaining period
is unduly short, it may be desirable to spread the combined amounts
over a new period.

In rare instances, modification of a pension plan may result in a
decrease in prior service cost, rather than an increase. The conclusion
stated is applicable in such instances, but the effect would be reversed.

Actuarial gains and losses (Ch. 8, p. 57)

Actuarial gains and losses are an inevitable element of pension cost
calculations, and the method of applying such adjustments may signifi-
cantly affect the amount the employer records for pension expense.
Two techniques for recognizing actuarial adjustments are in general
use. The immediate basis (not ordinarily used at present for net losses)
applies net gains to reduce pension expense for the year after the
adjustment is determined. The spread basis applies a net gain or loss
to current and future expense, either through the normal cost or
through the past service cost.

It is a conclusion of this study that actuarial gains and losses should
in most instances be spread over the current year and future years.
Nevertheless, circumstances may arise in which spreading is not ap-
propriate. In general, immediate recognition may be preferable for an
adjustment resulting from a single occurrence not directly related to
the operation of a pension plan and not in the ordinary course of the
employer’s business—for example, the closing of a plant, or a business
combination.

Unrealized appreciation (depreciation) of pension fund investments
(Ch. 3, p. 61)

Important questions in accounting for actuarial gains and losses are
(1) whether unrealized appreciation of pension fund investments



should be recognized and (2) if so, how. In many (perhaps most)
pension plan valuations, unrealized appreciation is not recognized at
present. For most pension funds, long-range depreciation of invest-
ment securities has not been a problem.

It is a conclusion of this study that unrealized appreciation or depre-
ciation of common stocks (and, in some instances, bonds and invest-
ments of other types) in a pension fund should be recognized
systematically in estimating the employer’s pension cost for accounting
purposes. The conclusion does not apply to amounts inuring to partici-
pants under a variable benefit pension plan.

In the case of investments other than common stocks, analysis will
disclose whether it is more reasonable to believe that changes in value
will ultimately be realized or to believe that they will not.

Several techniques are available for recognizing unrealized apprecia-
tion or depreciation of investments of a pension fund. This study
favors the use of a procedure which does not give undue weight to
short-term market fluctuations.*

Employee service before coverage (Ch. 3, p. 66)

Under some pension plans, employees are eligible for coverage when
they are hired if they are within the classification of employees entitled
to participate (for example, members of a certain bargaining unit);
under other plans, there are additional requirements as to age or
length of service or both. Some plans, on the other hand, state the
conditions an employee must meet in order to be eligible to receive
retirement benefits but otherwise do not deal with coverage.

It is a conclusion of this study that present employees who may
reasonably be expected to become participants in a pension plan should
be included in calculations of the cost of the plan for accounting
purposes.

In practice, it may be desirable to exclude employees during an
initial period of service in which turnover is high (for example, three
years). This may simplify the calculations without significantly chang-
ing the annual amount.

Interest on differences between pension cost accruals and contributions
(Ch. 3, p. 68)

The actuarial cost methods used in assigning the cost of a pension
plan to periods of time, whether for accounting or for funding pur-

¢ For a discussion of procedures, see Appendix C (page 134).
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poses, assume that contributions by the employer (and in some in-
stances by employees) will provide part of the money needed to pay
benefits and that earnings on pension fund investments (called interest
for simplicity ) will provide the balance. If the employer’s contributions
exceed those assumed, the portion of the total cost which will be met
by interest increases, and the employer’s future contributions are cor-
respondingly reduced. If, on the other hand, the employer’s contribu-
tions are less than those assumed, the interest which would otherwise
have been earned on fund investments must eventually be contributed
by the employer if the expectations of the procedure adopted for ac-
counting purposes are to be fulfilled.

It is a conclusion of this study that, if the contributions to a pension
fund differ from the accounting charges, the latter should include (or
be reduced by) interest on the difference between the actual pension
fund and a theoretical fund which would have been produced on the
basis of the accounting charges.

Defined-contribution plans (Ch. 3, p. 72)

Defined-contribution plans require special consideration. Under one
type, known as a money-purchase plan, the employer’s contributions
are determined for, and allocated with respect to, specific individuals,
usually as a percentage of compensation. The benefits for each em-
ployee are the amounts which can be provided by the sums contributed
for him. Under this type of plan, the employer’s contributions for a
given period (not necessarily those made in the period) are the proper
amounts to be charged to expense.

The other, more common, type bears the name defined-contribution
plan. It states the pension benefits or the method of determining them,
as does a defined-benefit plan. A defined-contribution plan, however,
is ordinarily drawn up to accompany a separate agreement that pro-
vides a formula for calculating the employer’s contributions (for exam-
ple, a fixed amount for each ton produced or for each hour worked,
or a fixed percentage of compensation). Initially, the benefits stated
in the plan are those which the contributions expected to be made
by the employer can provide. In relating benefits and contributions,
one of the actuarial cost methods described in Chapter 2 (page 26) is
used. The calculation may be made (1) on the basis that the defined
contributions are to include amortization of past service cost over a
selected period (such as 30 years) or (2) on the basis that the defined
contributions are to include only interest on the past service cost.
Ordinarily, if the defined contributions include an allowance for amor-
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tization of past service cost, it would be unlikely for indications to
exist at the inception of a defined-contribution plan necessitating an
accrual pattern differing from the payment pattern.

If the defined contributions subsequently appear to be inadequate
or excessive for the purpose of funding the stated benefits on the
basis originally contemplated (for example, because of a change in
the level of the employer’s operations), either the contributions or the
benefits (or both) may be adjusted in subsequent negotiations. Under
such circumstances, or if the defined contributions differ from an
accounting charge conforming with the criteria set out in this study,
determining an appropriate accounting accrual will require careful
analysis based on the facts of each situation.

Transition to Recommended Procedures (Ch. 3, p. 77)

Some employers at present account for the cost of pension plans in
conformity with the conclusions of this study. Others will change
their procedures in varying degrees if they adopt the study’s conclu-
sions. In discussing the problem of how to put into effect any necessary
changes in procedures, the following solutions should be considered:

1. As of the date of change, determine the cumulative difference
between the provisions for pension expense previously made under
procedures not meeting the criteria developed in this study and pro-
visions which would have been made in conformity with the study’s
criteria. The amount may be either a charge (if prior provisions have
been inadequate) or a credit (if prior provisions have been excessive).
Account for this amount ( giving appropriate consideration to the effect
of income tax) as an adjustment of results of operations for prior
years (for purposes of this discussion, it will be assumed that such
an adjustment would be carried directly to retained earnings)® or as
an adjustment of other prior transactions. As an illustration of an
adjustment of the latter type, if employees have become participants in
the plan as a result of a merger or other business combination, it may
be appropriate to apply part of the “cumulative difference” as a correc-
tion of the entries made to record the business combination (see the
discussion on page 60). In years following the date of change, charge

5 Adjustments of prior years’ operating results are discussed in Account-
ing Research Bulletin No. 43, Chapter 8, “Income and Earned Surplus,”
1953.
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operations with pension expense determined in conformity with the
criteria developed in this study.

2. As of the date of change, determine the “cumulative difference”
described in Solution 1. In subsequent years, charge operations with
an amount consisting of (a) pension expense determined in conformity
with the criteria developed in this study and (b) an allocated portion
of such “cumulative difference.” Because the latter factor would in
effect be a correction of results of operations for years prior to the date
of change, the criteria developed in this study would have no signifi-
cance in selecting the number of future years to which this element
would be allocated.

3. As of the date of change, determine the amount of prior service
cost not previously funded or otherwise accounted for (in most in-
stances, this amount will be the unfunded prior service cost). In sub-
sequent years, charge operations with an amount consisting of (a)
normal cost determined in conformity with criteria developed in this
study and (b) an allocated portion of prior service cost not previously
accounted for. The latter factor would be determined substantially as
if the plan had been adopted or amended as of the date of change. It
would include (as an unidentified increase or reduction) a portion of
the “cumulative difference” described in Solution 1.

None of the solutions is satisfactory on both theoretical and practical
grounds. Further, resolution of the issue must be predicated upon reso-
lution of a broader question—the general question of retroactive appli-
cation of changes in accounting principles—which is beyond the
purview of an inquiry into methods of accounting for the cost of pen-
sion plans. Consequently, this study does not propose a conclusion as
to the procedure which should be adopted in putting into effect the
criteria developed in the study for assigning pension cost to periods of
time. However, except that precedent for requiring retroactive adjust-
ments is lacking and except in special circumstances such as those
of companies in regulated industries and companies having cost
reimbursement contracts, the study views retroactive adjustment (Solu-
tion 1) as preferable.

PRESENTATION IN FINANCIAL STATEMENTS

Questions of presentation may be discussed in relation to (1) in-
formation which should appear in the body of the financial statements

11
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and (2) information which should appear in notes. Some information,
of course, may appropriately be presented in either category.

Amounts Appearing in the Balance Sheet (Ch. 4, p. 84)

It is sometimes suggested that the amount of unfunded prior service
cost (in particular, the amount of unfunded past service cost) of a pen-
sion plan represents a liability which should be shown in the employer’s
balance sheet. Those who would so present past service cost at the
inception of a plan might also present a deferred charge of equal
amount, the latter to be amortized by charges to expense in succeeding
years. It is sometimes suggested, also, that the present value of pension
rights which have vested in employees, unless previously funded,
should appear as a liability.

It is a conclusion of this study that the unfunded prior service cost of
a pension plan is not a liability which must be shown in the balance
sheet of an employer. Ordinarily, the amount to be shown for pension
cost in the emnloyer’s balance sheet is the difference between the
amount which has been charged to expense in accordance with the
recommendations of this study and the amount which has been paid.
If, as may occur in rare instances, participants’ vested rights are a
liability of the employer, the unfunded present value should appear as
a liability; if the employer accounts for the cost of the plan in con-
formity with the recommendations of this study, the amount should
be carried forward as a deferred charge to operations.

Disclosure (Ch. 4, p. 87)

Opinions vary widely as to the nature and extent of information con-
cerning pension plans which may be useful to readers of financial
statements. At present, the amount of pension cost in expense, the
amount of unfunded prior service cost, the basis for funding such cost,
and a brief explanation when a pension plan is adopted or amended
may appear in notes. Some suggest that more information should be
disclosed.

It is a conclusion of this study that routine pension disclosures should
not ordinarily be necessary in the financial statements of companies
whose accounting for pension cost conforms with the recommendations
of the study. If, however, a change in an accounting practice or an
accounting change necessitated by altered conditions affects the com-
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parability of the employer’s financial statements as between accounting
periods, the change and its effect should be disclosed.

OTHER CONSIDERATIONS

Responsibility for Calculations of Pension Cost (Ch. 3, p. 73)

" The calculations required in assigning the cost of a pension plan to
periods of time involve complicated actuarial considerations. Con-
sequently, actuaries play a leading role. Nevertheless, the corporate
executive responsible for the employer’s financial statements ordinar-
ily bears the responsibility for the amount of pension cost recorded.
In exercising this responsibility, the executive may discuss with the
actuary the choice of actuarial cost method and actuarial assumptions.
After the calculations have been made, the executive may review them.
In both instances, his objective would be to satisfy himself that the
actuarial cost method used is acceptable for accounting purposes, that
the actuarial assumptions, taken together, are reasonable, and that both
the actuarial cost method and the assumptions have been applied in a
manner acceptable for accounting purposes.®

¢ The responsibility of independent public accountants for pension cost
in financial statements they examine is an quditing matter and, hence, is not
considered in detail in this study on accounting for the cost of pension plans.
Some commentators have implied that it is inappropriate for independent
public accountants to inquire into the factors underlying an actuary’s rec-
ommendation as to the amount to be charged to expense for pension cost.
These commentators may not be fully aware that independent public ac-
countants, in discharging their overall responsibility for reporting on finan-
cial statements, must frequently evaluate conclusions of experts on whose
judgment a client’s management has relied. It is usual, for example, to
discuss with engineers their estimates of the cost of completing complicated
contracts, to inquire of lawyers as to the possible outcome of important
legal matters and to ascertain the basis on which tax counsel (if employed)
has estimated tax liability. An independent public accountant has the
same degree of responsibility for pension cost that he has for other financial
statement elements of comparable materiality and may appropriately discuss
the pension calculations with the actuary. In general, his objective would
be the same as that of the financial executive responsible for the financial
statements. In pursuit of this objective, he might examine the actuary’s cal-
culations-to the extent necessary to confirm his understanding of the pro-
cedure followed.

13
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Income Tax Allocation (Ch. 3, p. 74)

In the past, the amounts which employers have deducted for pension
expense in their Federal income tax returns have in most instances
equalled the accounting charges because both have been based on
the amounts paid. If the conclusions of this study are adopted, tax
return deductions for pension expense may more frequently differ
from accounting charges because the former presumably will continue
to equal payments, while the latter may not.

When such differences occur, taxable income for the current year is
greater or less than if the accounting method followed in the financial
statements had been followed in the tax return as well. Ordinarily
there is a reasonable expectation that taxable income for subsequent
years will be correspondingly less or greater. Under present practice,
such circumstances usually result in income tax allocation.

Materiality (Ch. 3, p. 75)

The relative significance of the matters considered in this study may
be expected to vary from employer to employer and from year to year
for a particular employer. The study intends, however, to deal only
with situations wherein the matters at issue are important. Materiality,
while not specifically mentioned, is an implicit factor in each phase
of the study; none of the conclusions reached is intended to apply when
the amounts involved are so small that in fact it does not matter
how they are handled.

Comparability of Financial Statements (Ch. 3, p. 75)

A general objective of the research program of which this study is
part is to narrow areas of difference and inconsistency in account-
ing practice. In the minds of many, this objective means enhancing the
degree to which the financial statements of different companies are
comparable by eliminating accounting differences (whether in prin-
ciples, practices or methods) not justified by differences in circum-
stances. If comparability, in this sense, were to be acknowledged as
an objective, the conclusions of the study (for example, the conclusion
that any of several actuarial cost methods may appropriately be used in
determining pension expense) would require reappraisal.
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Pension Cost Incurred OQutside the United States (Ch. 3, p. 76)

For the most part, this study has analyzed issues in terms of pension
practices in the United States. Many U. S. companies, however, incur
pension expense in other countries, either through divisions or through
subsidiaries. Although there are variations, practices in other countries
concerning private pension plans are generally comparable with U. S.
practices. The conclusions reached in this study are intended to apply
to pension cost incurred in other countries as well as in the United
States.

15



16

The Pension Environment

The environment in which accounting principles—or rules, or guide-
lines, or practices, or procedures—are developed is complex and
diverse. For pension cost, the environment includes the present
accounting practices of business, the forms of agreements used, legal
considerations, actuarial techniques, the pertinent provisions of the
Federal income tax laws and regulations, and other factors such as the
influence exerted by labor unions. Certain aspects of the pension
environment will be discussed in this chapter.

PRESENT ACCOUNTING PRACTICES

Timing the Charges to Expense

An employer’s payments under a pension plan may be determined
in a variety of ways. The practices fall, however, into two general
classes. Some employers make periodic pension payments directly to
retired employees; this procedure is called pay-as-you-go. Other em-
ployers make advance payments for future pension benefits to a
funding agency (for example, a trustee or an insurance company ). The
methods of determining payments to a funding agency may vary widely
from employer to employer and, for some employers, from year to year.
Typically, however, an amount is paid for (a) current service cost
(normal cost) and (b) past service cost. In some instances this
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latter segment is intended to cover only interest on the past service
cost, while in others the intent is to amortize past service cost over a
period of time, which may typically range from twelve to thirty years.

With few exceptions, employers have, in the past, recognized the
amount paid for a particular accounting period, either directly to
pensioners for current benefits or to a funding agency for future
benefits, as the pension expense for the period. (Ordinarily, the
amount paid is also the amount deductible in the employer’s Federal
income tax return.) This accounting practice is commonly based on
one of two premises: (1) that the nature of pension plans is such
that an employer should record as pension expense only the amounts
paid or (2) that the method used in arriving at the amount paid also
arrives at an appropriate accounting charge for determining net in-
come. The first results in accounting on the cash basis; the second
intends to conform to the accrual basis.

When an employer accounts for pension cost on the cash basis, the
charge to operations (that is, the amount paid) may be influenced by
factors not properly considered in a theoretically sound determination
of financial position and results of operations, such as the availability of
cash or the level of the employer’s earnings before deducting pension
cost. In some years, an employer using the cash basis may show a
relatively small pension expense because the amount of the payment
is reduced or may show no pension expense because there is no
payment.

Many companies which recognize pension cost on the cash basis are,
by coincidence or intent, also following the accrual basis. But account-
ing principles generally accepted at the present time do not require use
of the accrual basis for pension cost. Therefore, even those companies
which coincidentally use the accrual basis may revert to cash basis
accounting if conditions arise which make accrual accounting incon-
venient.

The practices described have arisen under the influence of Ac-
counting Research Bulletin No. 47, “Accounting for Costs of Pension
Plans,” issued in 1956 by the committee on accounting procedure of
the American Institute of Certified Public Accountants.! In ARB 47,
the committee expressed a preference for a method under which

1 ARB 47 is reproduced in Appendix E. The committee on accounting
procedure was replaced in 1959 by the Institute’s Accounting Principles
Board, but most of the Bulletins issued by the committee, including ARB 47,
remain in effect.
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employers would (1) systematically accrue pension cost based on
current and future services during the expected period of active service
of the covered employees and (2) charge off cost based on past serv-
ices over some reasonable period on a systematic and rational basis
not causing distortion of the operating results in any one year. Widely
varying viewpoints as to the length of the period to be used were
reported in the Bulletin, but no opinion was expressed as to what
constituted a reasonable period.

Although the committee indicated a preference for the method
described above, it recognized an alternative method “for the present”
and “as a minimum.” Under the alternative method, financial state-
ments should “reflect accruals which equal the present worth ... of
pension commitments . . . to the extent that pension rights have vested
in the employees, reduced, in the case of the balance sheet, by any
accumulated trusteed funds or annuity contracts purchased.”

A number of companies have been influenced by the approval given
to this “minimum” procedure. Some have charged to expense annually
only the increase in the present value of vested pension rights. Others,
whose payments in most years have conformed with the “preferred”
method set forth in ARB 47, have used the “minimum” procedure in
one or more years—that is, payments for pensions (and recorded
expense ) have been eliminated or reduced because the amount in the
pension fund exceeded the present worth of vested benefits.

ARB 47 also provided that the cost of pension benefits based on
service prior to the adoption of a pension plan should not be charged to
retained earnings at the inception of the plan.? This provision has
been followed almost universally.

Presentation in Financial Statements

Variations in the nature and extent of the information appearing in
financial statements about pension plans and pension cost are less
marked than the variations in determining charges to expense.
Financial statements in reports to stockholders may include some or
all of the following information, ordinarily in a note: (1) the amount
of pension expense for the period (in some cases showing separately
the amount for past service cost), (2) the basis for funding past service

2 This position was originally expressed in Accounting Research Bulletin
No. 36, “Pension Plans—Accounting for Annuity Costs Based on Past Serv-
ices,” 1948. ARB 36 was incorporated in ARB 43 as Chapter 13A, 1953.
These statements dealt only with past service cost.

’
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cost and (3) the amount of unfunded past service cost at the close of
the period. In the year in which a pension plan is adopted, or amended
to a material extent, a brief explanation may appear.

Financial statements which include the information just described
conform with the disclosure requirements of ARB 47. Because of the
requirements of the Securities and Exchange Commission’s Regulation
S-X,?® disclosure in financial statements filed with the Commission is
ordinarily somewhat more extensive than disclosure in annual reports
to stockholders.

PROVISIONS OF PENSION PLANS

The terms of a pension plan reflect the interaction of many factors.
Some of these relate to the employees—for example, whether they are
represented by a labor union, their average age and length of service,
and their willingness and ability to set aside funds for their own
retirement. Other factors relate to the employer—for example, the
company’s ability to finance pension benefits and the management’s
point of view as to how large benefits should be. As a result, provisions
vary widely. The following discussion concerns those variations most
likely to have accounting significance.

Classifications of Plans

For purposes of discussion it is convenient to classify pension plans
according to certain characteristics—primarily those flowing from spe-
cific plan provisions. A negotiated plan is one which results from
collective bargaining, while a unilateral plan is one established by an
employer without negotiation. A multi-employer plan (ordinarily a
negotiated plan) is one established for the benefit of employees of two
or more employers. A pattern plan is a form of plan negotiated with
various employers by an international union, usually with relatively
minor variations. Under an unfunded plan, payments are made di-

3 Rule 3-19, entitled “General Notes to Balance Sheets,” imposes the
following requirement for disclosure: “(e) Pension and retirement plans—
(1) A brief description of the essential provisons of any employee pension
or retirement plan shall be given. (2) The estimated annual cost of the
plan shall be stated. (3) If a plan has not been funded or otherwise pro-
vided for, the estimated amount that would be necessary to fund or other-
wise provide for the past service cost of the plan shall be disclosed.”
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rectly to retired employees as they become due; under a funded plan,
the employer sets aside funds for future pension benefits by making
payments to a funding agency. If the funding agency is an insurance
company, the plan is an insured plan; if a trustee, a trust fund plan. A
defined-benefit plan states either the benefits to be received by em-
ployees after retirement or the method of determining the benefits;
the employer’s contributions are based on actuarial estimates of the
amounts necessary to provide the benefits expected to become payable.
The more common type of defined-contribution plan also states the
benefits or the method of determining them; this type of plan, how-
ever, is ordinarily drawn up to accompany a separate agreement which
provides a formula for calculating the employer’s contributions (for
example, a fixed amount for each ton produced or for each hour
worked, or a fixed percentage of compensation). Initially, the benefits
stated in the plan are those which the contributions expected to be
made by the employer can provide. If later the contributions are
found to be inadequate or excessive for the purpose of funding the
stated benefits on the basis originally contemplated (for example,
because of a change in the level of operations), either the contribu-
tions or the benefits (or both) may be adjusted in subsequent nego-
tiations. A money-purchase plan is a type of defined-contribution plan
in which the employer’s contributions are determined for, and al-
located with respect to, specific individuals, usually as a percentage
of compensation. The benefits for each employee are the amounts
which can be provided by the sums contributed for him. Under a
contributory plan, employees bear part of the cost (in some plans on
a voluntary basis with increased benefits); under a noncontributory
plan, the employer pays the entire cost.

Documents

A pension plan may be expressed through one or more of several
different kinds of documents. In some cases, for example, the plan is
contained in a contract with an insurance company, and the contract
also provides the means of purchasing pension benefits (for example,
annuities). In other cases, the funding instrument (such as a group
annuity contract or a trust agreement) may be separate from the
document containing the plan. In a trust fund plan, the trustee may
in turn purchase insurance or annuity policies. A negotiated plan may
involve several documents. For example, a general labor contract
covering such matters as wages and working conditions may incor-
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porate a pension plan by reference. The plan itself may be expressed
in a separate document, and there may also be a trust agreement and,
perhaps, an insurance contract or contracts.

Eligibility

Some pension plans cover all of a company’s employees. In most
plans, however, an employee must meet certain requirements in order
to be eligible for coverage. Thus, a plan may cover only those em-
ployees who are members of a particular bargaining unit, those who
receive a salary or those who receive an hourly wage. Under some
plans (ordinarily negotiated ones) an employee in a given classification
may be eligible for coverage immediately upon hiring. Under other
plans he may become eligible when he reaches a specified age (typically
in the range of twenty-five to thirty-five years) and has accumulated a
specified number of years of service (years of employment—typically
in the range of two to five years). Some plans, on the other hand, state
the conditions an employee must meet in order to be eligible to receive
retirement benefits but otherwise do not deal with coverage. Many
plans have a maximum age limitation. For example, an employee who
has attained age fifty-five by the time he is hired or, perhaps, by the
time he has accumulated the number of years of service otherwise
necessary to qualify, may be ineligible for coverage.

Retirement Age

Most plans provide an age (sixty-five is typical) at which em-
ployees normally will retire. Under some plans, employees may
continue to work after the normal retirement age, ordinarily subject to
the employer’s approval.

Under most plans, employees who have accumulated a specified
number of years of service and have attained a specified age may
choose to retire in advance of the normal retirement age. Under these
circumstances, the pension is usually less than it would have been had
the employee continued to work until the normal retirement age.

Under most plans, an employee unable to work by reason of
physical or mental disability may retire under the early retirement
provision. In some plans, disability retirement benefits are available
at an earlier age or with fewer years of service and may exceed the
early retirement benefit.
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Benefits

The benefits to which employees or their beneficiaries may become
entitled under pension plans vary widely. The basic benefit, of course,
is the pension, usually beginning at the employee’s retirement date
and payable monthly thereafter for the remainder of his life. Some
plans also provide death benefits. A death benefit after retirement
may take the form of a provision that pension payments will continue
for a specified period even though the employee does not survive
the period.

Formulas used in determining monthly payments are diverse. In
some plans, the payment is the same for all retired employees (for
example, $100 per month). In plans for hourly employees, the benefit
is typically a specified amount per month (for example, $4) for each
year of credited service. In plans for salaried employees, on the other
hand, the benefit is more often related to compensation. For example,
an employee may receive each year a pension credit equal to a
specified percentage (such as 2 per cent) of his earnings for the year.
In such a case, the pension is, in effect, equal to the specified percentage
of the employee’s average earnings for the entire period considered. In
other unilateral plans, the pension for each year of service is a per-
centage (such as 1.5 per cent) of the employee’s average annual earn-
ings during a specified period. The period may, for example, be the
final ten years of employment or the five consecutive years of highest
compensation in the final ten years of employment.

In some pension plans, the retirement benefits otherwise specified
may be increased from time to time to provide a measure of protec-
tion of the purchasing power of the benefits. In a cost-of-living plan,
the benefits are adjusted to reflect variations in a specific index, such
as the Consumer Price Index of the United States Bureau of Labor
Statistics. In an equity annuity plan, the periodic benefit (or, more
often, one-half of the benefit) is dependent on the investment expe-
rience of a specific portfolio containing equity securities.

In some instances social security benefits reduce the benefits payable
under the employer’s pension plan. In some plans the tie-in with social
security is accomplished by applying different percentages to earnings
above and below the social security earnings maximum (in 1964, $4,800
per year).

Some plans provide minimum and maximum payments. Maximums
may be stated in absolute terms or as a limitation on the number of
years of credited service considered in determining benefits. In some
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plans there are separate formulas for benefits based on past service
and for those based on service after the plan is adopted.

Credited Service

The number of years of service credited to an employee may be
significant in determining both his entitlement to benefits and their
amount. Ordinarily, credited service begins to accumulate when the
employee becomes eligible for coverage. In some cases, however, some
or all of the years of service required for eligibility for coverage are
also years of service for determining both eligibility to retire and the
amount of the pension. For example, in a plan under which employees
become eligible for coverage when they reach age thirty and have
accumulated five years of service, an employee hired at age twenty-
eight would accumulate three of his years of qualifying service after
attaining age thirty. In some plans these three years would be counted
as credited service; in others they would not.

Vesting

An employee’s right to receive a present or future pension benefit
vests when his right eventually to receive the benefit is no longer
contingent on his remaining in the service of the employer. (Other
conditions, such as inadequacy of the pension fund, may prevent the
employee from receiving the vested benefit.)

Almost without exception, the right to receive pension benefits
for life vests in employees when they retire. In addition, under many
plans an employee’s right to a pension, ordinarily beginning at normal
retirement age, vests when he has accumulated a specified number
of years of service or has reached a stated age, or both. Under graded
vesting, the initial vested right may be to receive in the future a stated
percentage of a pension based on the number of years of accumulated
credited service; thereafter, the percentage may increase with the
number of years of service or of age until the right to receive the
entire benefit has vested. Early retirement, discussed previously, is a
form of vesting,

Contributions by the Employer

Some plans specify the manner in which benefits are to be financed.
For example, the employer may agree to purchase annuities or to
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make actuarially determined contributions to a trust. Some negotiated
plans specify an amortization period for past service cost.

Contributions by Employees

Under contributory plans, employees bear part of the cost. In
some contributory plans, employees wishing to be covered must con-
tribute; in others, employee contributions are voluntary and result in
increased benefits.

Employees who withdraw from coverage under a contributory plan
before retirement are entitled to receive the amount they have con-
tributed, usually with interest, and in most instances at the time of
withdrawal. The amount may, however, be payable at a later date
either as a lump sum or in the form of an annuity, the latter ordinarily
beginning at the normal retirement date.

Limitation of Employer’s Liability

Almost all pension plans contain one or more provisions intended
to limit the legal liability of the employer. Most plans provide that
the obligation of the employer is limited to amounts previously con-
tributed to a trust or to an insurance company and give the employer
the right to terminate the plan at any time. A negotiated plan, however,
is usually kept in force for a specific period (terms of from two to five
years are typical) by a separate agreement between employer and
employees. Under a negotiated plan, the employer typically agrees
to provide benefits, determined according to a stated formula, to
employees who retire during the term of the agreement or who have
retired under previous agreements. The employer may also agree to
fund currently the benefits to become payable in the future to em-
ployees who retire during the term of the agreement.

LEGAL STATUS

Pension plan provisions intended to limit the liability of the employer
were described in the preceding section. Some writers* suggest that,
whether or not there are provisions such as those described, the issue

4See Benjamin Aaron, Legal Status of Employee Benefit Rights Under
Private Pension Plans, 1961, and Edwin W. Patterson, Legal Protection of
Private Pension Expectations, 1960.
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of the enforceability of employees’ claims under pension plans is not
settled. They point out that the number of relevant cases decided by
courts is comparatively small and that the cases reported do not appear
to interpret pension plan provisions uniformly. Among the questions
remaining to be resolved are: Does a unilateral plan create a contract?
If so, who are the contracting parties? Are pensions, in effect, deferred
wages? What are the employee’s rights if the pension fund is in-
adequate to provide the benefits stated in the plan?

INVOLVEMENT IN ACTUARIAL SCIENCES

The cost of a pension plan to be recognized currently by an employer
is ordinarily expressed in terms of the present value of retirement bene-
fits expected to be paid in the future. The calculations require the
skills of an actuary.

Actuarial Assumptions

Actuarial determinations of pension cost are necessarily estimates,
since in making them actuaries must assign values to a number of
significant uncertainties concerning future events. In doing so, they
use factors called actuarial assumptions. Although these factors do not
affect the actual (ultimate) cost of the plan, they have an important
effect on present estimates of the cost. Some of the important actuarial
assumptions are: (1) the rate of return to be earned on pension fund
investments, (2) employees’ future compensation, (3) mortality of
employees, both before and after retirement, (4) rates of disability,
(5) the age at which employees will retire and (6) the proportion of
present employees who will withdraw from the plan before retirement.
Whether a particular assumption applies depends primarily on the
terms of the particular plan.

Actual events seldom coincide with actuarial assumptions. As a
result, the assumptigns may be changed from time to time as experience
or judgment dictates. Further, whether or not the assumptions as to
events in the future are changed, it may be necessary to recognize
periodically the effect of differences between actual prior experience
and the assumptions used in the past. In either event, the resulting

5 For a more detailed discussion of actuarial techniques, see Appendix
C (page 113).
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adjustments, called actuarial gains and actuarial losses, are recognized
immediately in some calculations but are spread over the current year
and future years in others.

Actuarial Cost Methods®

Any of several different actuarial cost methods (also called funding
methods) may be used in determining an employer’'s payments under
a pension plan.” The actuarial cost methods have in common the
objective of making provision for future retirement benefits during
employees’ periods of active service. (Pay-as-you-go and terminal
funding are not considered to be actuarial cost methods. In the former,
the employer makes benefit payments directly to retired employees.
In the latter, the employer makes payments only when employees
retire; the amount, as to each employee, is usually the present value
of his pension.) Although similar in objective, the methods differ
significantly in approach and may produce widely varying results.

Pension cost is sometimes classified between normal cost and past

86 The Committee on Pension and Profit-Sharing Terminology of The
American Risk and Insurance Association has proposed new classifications
and terminology for actuarial cost methods (funding methods). The pro-
posed new terminology is compared below with the related terms most com-
monly employed in present practice and used in this study:

Proposed new terminology Terms used in this study

Accrued benefit cost method Unit credit method
Projected benefit cost methods:
Individual level cost methods:
Without supplemental liability Individual level premium method
With supplemental liability Entry age normal method (individual
basis)

Aggregate level cost methods:
Without supplemental liability Aggregate method

With supplemental liability Attained age normal method; entry
age normal method (aggregate
basis)

Supplemental liability Past service cost; prior service cost

It should be noted that the word “level,” as used in the new terminology,
refers to the cost recognized for each participant in successive periods,
rather than to the employer’s total cost for the periods.

7 The extent to which the various actuarial cost methods may appropri-
ately be used in assigning pension cost to periods of time for accounting
purposes is discussed in Chapter 3 (page 40).
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service cost.® The former is the cost which the actuarial method chosen
assigns to years after the inception of the pension plan; the latter
is the cost which the method chosen assigns to years before the
plan came into existence. When past service cost is determined sepa-
rately, the employer’s annual payment ordinarily includes the normal
cost and an amount for past service cost. The latter may represent only
interest on the unfunded past service cost, or it may also include an
amount to reduce the unfunded balance. A past service payment of
the latter type may, for example, be the sum necessary to amortize the
past service cost in level annual amounts (including interest) over a
stated period, such as twenty-five years.

Under the unit credit method,® pension cost is assigned to periods
of time in direct relation to units of service. As an example, if a plan
provides benefits of $4 per month for each year of credited service,
the normal cost for a particular employee for a particular year is the
present value (usually adjusted for withdrawal and for mortality be-
fore retirement) of an annuity of $4 per month beginning at the em-
ployee’s anticipated retirement date and continuing throughout his
life. The past service cost under this method for a particular employee
is the present value at the inception of the plan of a similar annuity
equal to $4 multiplied by the number of years of credited service prior
to the inception date. For most plans, the annual normal cost deter-
mined by this method tends to increase, at least in the early years.
(The increase may, however, be camouflaged by the effects of other
factors. )

Thus, the unit credit method assigns only the cost of benefits which
have accrued (in the limited sense that the units of employee service on
which the benefits are based have been rendered). In contrast, the
other actuarial cost methods look forward. That is, they apportion to
past, present and future periods the entire cost of an employee’s pro-
jected benefits without regard to the periods during which the service
on which the benefits are based has been or will be rendered.

In the entry age normal method,*® the assumption is made that every
employee entered the plan at the time of employment or at the earliest
time he would have been eligible if the plan had been in existence.
The normal cost is the annual contribution necessary to spread the
pension cost for present employees in level annual amounts over the
period from the theoretical entry dates to the dates of anticipated

8 See footnote © on page 26 for a discussion of proposed new terminology.
9 Ibid.
10 Ibid.
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retirement. The past service cost is the amount of a theoretical pen-
sion fund which would have been in existence at the date of inception
of the plan had the assumption as to entry ages been true. Under
this method, annual normal cost tends to be level in amount.

The individual level premium method™ assigns the cost of each em-
ployee’s pension in level annual amounts over the period from the date
of the employee’s entry into the plan (for a new plan, the inception
date) to his retirement. In applying this method, past service cost is
not separately determined. Use of this method results in annual pay-
ments which at the outset are very high and which decline sharply
from year to year as the employees initially covered retire and
are replaced by younger employees.

The aggregate method'? applies on a collective basis the principle
followed for individuals in the individual level premium method. That
is, the entire unfunded cost of future pension benefits, as of the date of
an actuarial determination, is spread over the average future working
lives of active employees. Under this method the annual payments
decline, but more moderately than under the individual level premium.
method. The aggregate method may be modified by introducing past
service cost, in which case the annual normal cost declines. If the
past service cost is determined by the unit credit method, the proce-
dure is called the attained age normal method.*

Unrealized Appreciation (Depreciation) of
Pension Fund Investments

In some actuarial cost calculations, the amount of the pension fund
at the date of an actuarial determination directly affects the es-
timate of pension cost. In any event, the method of determining the
amount of the fund may influence the actuarial assumption as to fund
earnings (interest). Always, it is necessary to consider whether to
recognize unrealized appreciation or depreciation of securities and
other investments. Practice varies.

FEDERAL INCOME TAX CONSEQUENCES

The Federal income tax consequences of a pension plan depend on
whether the plan is a qualified one—that is, whether it complies with

11 See footnote ¢ on page 26 for a discussion of proposed new terminology.
12 Ibid.
13 Ibid.
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certain requirements of the Internal Revenue Code and of the Internal
Revenue Service. Pension plans in effect today have for the most part
been designed to meet these requirements, since significant advantages
attach to a qualified plan. ( The principal exception is for plans operated
on the pay-as-you-go basis; under such plans the making of tax-
deductible payments by the employer coincides with the receipt of
taxable benefits by retired employees.)™*

Deductibility of Contributions

As a general rule, the amounts an employer contributes under a
qualified plan are deductible, subject to certain limitations, in the
Federal income tax return for the year in which contributed. In the
case of a taxpayer on the accrual basis, contributions accrued within a
taxable year are deemed to have been paid on the last day of the taxable
year if paid not later than the time prescribed by law for filing the
return, including extensions.

The amount an employer may deduct in a taxable year for contribu-
tions under a qualified pension plan is subject to three general limita-
tions, the least restrictive applying:

Pension trust contributions may not exceed the amount reason-
ably necessary to fund the cost of the plan. Initially, the limitation
deriving from this provision is 5 per cent of the total annual com-
pensation otherwise paid or accrued to all employees participat-
ing in the plan. In the second year and at not less than five-year
intervals thereafter, the Commissioner of Internal Revenue may
recompute the amount of this limitation.

Notwithstanding the limitation previously described, an amount
necessary to provide the unfunded cost of the participants’ past
and current service credits, distributed as a level amount or a
level percentage of compensation over the remaining future service
of each participant, is deductible. (If, however, the unfunded
cost for any three individuals is more than 50 per cent of the total
unfunded cost, the unfunded cost attributable to those three in-
dividuals must be spread over a period of at least five taxable
years. )

Notwithstanding either of the limitations previously described, a
taxpayer may deduct each year the total of (a) the normal cost of
the plan and (b) 10 per cent of the initial past service cost (in-
cluding any amount paid for interest). If a plan is substantially

14 The requirements for qualification and the resulting advantages are dis-
cussed in Appendix A (page 102).
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amended to provide increased prior service credits, a separate 10
per cent limitation applies to the additional funding from the time
of amendment.

If the amount of contributions paid under a pension plan in any year
exceeds the maximum amount deductible, the excess may be carried
over and deducted in later years, subject to the limitations described.

In addition to the foregoing limitations, which operate to determine
the maximum amounts the employer may deduct, there is a requirement
that the unfunded prior service cost at any time not exceed the initial
past service cost, except to the extent that any excess results from an
amendment to the plan increasing benefits. In the event such an excess
does arise, the Internal Revenue Service may challenge the qualified
status of the plan. The requirement is met if the employer pays an-
nually or cumulatively an amount equal to the normal cost plus interest,
at the rate used in determining the present value of future benefit pay-
ments under the plan, on the amount of any unfunded balance of
actuarially accrued cost at the beginning of the taxable year.

Actuarial Cost Methods

The applicable regulations do not specify an actuarial cost method to
be used in determining the employer’s payments to pension trusts. The
regulations provide in substance, however, that a taxpayer’s choice of
method for determining the amount deductible is binding for a taxable
year for which the tax return has been filed. For subsequent years, the
taxpayer is free to change to any other proper method without prior
approval.

Actuarial Assumptions

The regulations provide that the actuarial assumptions used in deter-
mining amounts paid to pension trusts should be consistent with reason-
able expectation as to average experience and should not be so con-
servative as to anticipate the most unfavorable experience likely to
occur. Although the Internal Revenue Service ordinarily does not
specify the assumptions to be followed, one ruling’® has set forth the
conditions under which the interest rate assumed should not be less
than 3.5 per cent.

15 Revenue Ruling 63-11, January 1963.
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Timing the Charges to Expense

The central problems of this study are (1) whether generally ac-
cepted accounting principles should require accrual accounting for
pension cost, (2) if so, how the accrual basis should be applied and
(3) the nature and extent of the information about pension plans and
pension cost which should appear in the employer’s financial state-
ments. This chapter will deal with the first two questions; Chapter 4
will deal with the third. Both chapters consider various possible solu-
tions, expose the arguments and reach conclusions.

UNDERLYING CONCEPTS

Certain elements of the environment in which the problems of ac-
counting for pension cost must be resolved were discussed in Chapter
2. An equally important element of the environment is the entire fab-
ric of accounting principles, including those fundamental concepts in
which accounting is rooted. This study on pension cost accounting is
part of a broad research program being conducted under the auspices
of the American Institute of Certified Public Accountants through its
Accounting Research Division and its Accounting Principles Board.
Other phases of the program seek to establish the fundamental con-
cepts (sometimes referred to as “postulates” and “principles”) on
which solutions to specific accounting problems, including the problems
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of accounting for the cost of pension plans, may be based.! Pending
authoritative definition of the fundamental concepts underlying ac-
counting procedures, it has been necessary to select some yardsticks
against which the procedures considered in this study may be measured.
The following concepts, widely agreed upon at present, have been
chosen:

The going concern concept. In the absence of evidence to the con-
trary, it is assumed that a business entity will remain in operation
indefinitely (but not necessarily in perpetuity ).

The matching concept. The expenses to be charged against in-
come in a particular accounting period are those which are in-
curred in producing, or which are otherwise reasonably related
to, the revenues taken into income in the period.

The consistency concept. Substantially identical transactions en-
tered into by a particular company from time to time under
substantially identical conditions are recorded in the same way.
In practice, because of the complexities of business, transac-
tions may differ from previous ones of similar purpose, and the
surrounding conditions may vary. Consequently, the consistency
concept does not mean that a company is expected to record the
same amounts in succeeding periods for, say, depreciation or the
cost of a pension plan. It does mean, however, that any variation
should reflect differences in facts or differences in judgment—not
differences in accounting principles or in the methods or practices
followed in determining the amounts.

SIMPLIFYING THE DISCUSSION

To simplify the discussion, three types of pension plans are set aside
for later consideration: (1) plans in which the funding instrument
consists of individual annuity or insurance policies or a group contract
or contracts, (2) defined-contribution plans (those in which the em-

! Inquiries into the nature of accounting fundamentals have resulted in
publication of: Maurice Moonitz, Accounting Research Study No. 1, “The
Basic Postulates of Accounting,” 1961; Robert T. Sprouse and Maurice
Moonitz, Accounting Research Study No. 3, “A Tentative Set of Broad
Accounting Principles for Business Enterprises,” 1962; Paul Grady, Account-
ing Research Study No. 7, “Inventory of Generally Accepted Accounting
Principles for Business Enterprises,” 1965.
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ployer’s contributions are calculated by a stated formula—for example,
a fixed amount for each ton produced or for each hour worked, or a fixed
percentage of compensation) and (3) unfunded plans. Thus, the sec-
tions immediately following relate to defined-benefit plans in which
the funding instrument is a trust agreement or a deposit administration
contract or similar arrangement.

CHOICE OF BASIS OF ACCOUNTING

The first facet of the problem to be considered in detail is whether
generally accepted accounting principles should require that the
accrual basis of accounting be used in assigning the cost of a pension
plan to fiscal periods. The accrual basis is “the method of accounting
whereby revenue and expense are identified with specific periods of
time . .. and are reported as incurred . .., without regard to the date
of payment.”® (By contrast, under the cash basis, “revenue and expense
are recorded on the books of account when received and paid, re-
spectively, without regard to the period to which they apply.”)® Ap-
plied to pension cost, the accrual method would base periodic charges
to expense (a) on one or more of the fundamental concepts described
earlier in this chapter, rather than on the amounts paid and (b) on the
substance of a pension plan rather than on its form. Arguments con-
cerning the propriety of a requirement that the accrual basis be used
for pension cost are presented in relation to two propositions.

PROPOSITION A. The amount which should be recorded as the pension
expense for a given accounting period is the amount
paid for the period.

ARGUMENTS IN FAVOR OF PROPOSITION A (ARGUMENTS IN FAVOR OF
THE CASH BASIS)

® Flexibility is an important objective in accounting for the cost of
pension plans. Hence, the amount paid for pensions is the appropriate
measure of pension expense.

2 Eric L. Kohler, A Dictionary for Accountants, Third Edition, 1963, p. 18.
8 Kohler, op. cit., p. 88.
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¢ Financial (funding) policies as to pensions vary among companies.
Accounting concepts that do not recognize such variations distort the
true conditions.

* Because of the uncertainties involved (for example, mortality, em-
ployee turnover, pension fund earnings, the possibility that relocation
of operations will relieve the employer of some or all of the pension
obligations), any determination of the present cost of future pensions
is an estimate, unsuitable for use in accounting provisions.

® Many employers, on competent advice, believe they will never be
called upon to pay the entire amount of an actuarially calculated pen-
sion accrual. It is improper to make an accounting provision for
amounts which will never be paid; such amounts are not true costs.

* Even if pension cost is accounted for by a method that disregards
the amounts paid, uniformity in pension accounting will not result. So
many elements of judgment enter into the calculations an actuary
makes in determining pension cost, and the field of acceptable alter-
native practices for actuaries is so wide, that comparability is not a
practical possibility.

* The manner and extent of funding (paying) pension cost will in-
fluence recorded pension expense in spite of an intent to the contrary,
because funding directly affects fund earnings which in turn ultimately
affect the amount of pension cost.

* Accruing pension cost without setting aside funds does not
effectively extinguish the liability for pensions; the funds remain at risk
in the business in the same way as though no accrual had been made.

* Changing the present accounting procedures for pension cost
might have serious adverse consequences, among which are the follow-
ing: (1) Misunderstanding. 1f accounting provisions for pension cost
were to differ from amounts funded, large liabilities or deferred charges
might appear in employers’ balance sheets. These items would be con-
fusing to both stockholders and employees. (2) Additional funding. If
liabilities were to appear, employee organizations might be encouraged
to demand additional funding. Even in the absence of such pressure,
some employers might choose to fund on the basis of the accounting
charges. Additional funding, for whatever reason undertaken, might
place an unnecessary financial burden on the employer to the detriment
of both stockholders and employees. As a further undesirable conse-
quence of additional funding, the amount of financial resources (and,
hence, economic power) concentrated in pension funds would be in-
creased. (3) Liabilities. Upon termination of a pension plan, amounts
shown as liabilities might be held payable to employees even though
the employer is not otherwise legally obligated to make further pay-
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ments. Liabilities recorded for pension cost might raise questions under
loan agreements whose provisions limit additional borrowing or the
payment of dividends. Such liabilities might also have significance in
determining whether a corporate dividend causes an impairment of
capital. (4) Limitation of benefits. A requirement having the effect of
increasing employers’ charges for pension expense might significantly
limit the level of pension benefits which employers will undertake to
provide, either through new plans or by improving existing plans.

* To account for pension cost on a basis different from the funding
basis would burden employers with additional expense, including
actuaries’ fees for separate actuarial valuations for accounting purposes.

ARGUMENTS AGAINST PROPOSITION A (ARGUMENTS IN FAVOR OF
THE ACCRUAL BASIS )

® Pension plans, in practical effect, are part of compensation. In
almost all cases, one of the employer’s principal reasons for adopting a
pension plan is to make it easier to obtain and retain employees of high
competence. In wage negotiations, labor unions frequently accept
additional pension benefits in lieu of all or part of a proposed increase
in current wages. Consequently, employers should account for pension
cost when incurred (not when paid).

¢ Even if pensions are held not to be part of compensation, the cost
of providing them is nevertheless an employment cost which should
be accounted for when incurred.

® The amount paid for pensions for a given period may by coinci-
dence or design equal an accounting charge determined on the accrual
basis, but the amount paid is not per se a proper determinant of the
accounting charge.

* The cost of pension benefits to be paid in the future is a continuing
present expense of the employer. An allowance for such cost is one of
the expenses to be matched with the employer’s revenues for an ac-
counting period.

¢ If flexibility in accounting for pension cost means the absence of
undue rigidity, flexibility is a desirable objective. If, however, flexibility
means license to charge to operations any amount which may be con-
venient, then flexibility is undesirable.

® The extent of pension funding in a fiscal period is a matter of
management decision entirely unrelated to accounting considerations.
Hence, charging payments (rather than amounts determined on the
accrual basis) to expense may impair the significance of net income,
both for a single employer (between years) and among employers.
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® Accounting provisions for pension cost should be rationally and
consistently determined. Accounting provisions based on the amounts
paid, however, may vary with profits or be influenced by other inappro-
priate considerations. Employers may properly contribute more to pen-
sion trusts in good years and less, or nothing at all, in lean years. It does
not follow, however, that the accounting provisions should vary cor-
respondingly.

* To be sure, significant uncertainties must be resolved in estimating
pension cost. But uncertainties must be resolved in many accounting
determinations. Actuaries can make estimates of such cost which are
sufficiently accurate for accounting purposes.

¢ To argue that full funding of pension cost may be unnecessary, and
that it is therefore inappropriate to accrue the cost, is to advocate
borrowing from Peter to pay Paul. It is similar to suggesting that the
full amount of accounts payable need not be recorded because the
aggregate amount of accounts payable is unlikely ever to be reduced
below a certain level (a proposition which no one supports). If the
aggregate of accounts payable is not reduced, it is because amounts
owing to specific suppliers are continually being replaced by amounts
owing to other suppliers. If full funding of pension cost is unnecessary,
it is because the amounts the employer contributes are not identified
with specific employees. Thus, amounts contributed in recognition of
the current service of present employees may be used to pay pensions
to former employees who have retired. If the employer’s business is to
continue (as the going concern concept assumes), the cost of providing
pensions for present employees must eventually be met and so should
be recognized in expense currently.

e It is true that variations in pension charges may result from dif-
ferences in (1) judgment in resolving uncertainties as to future events,
(2) actuarial methods and (3) the extent of funding. On the other
hand, the possibility—or even the likelihood—that such variations will
occur is not a valid argument for a condition in which the sole criterion
for determining the accounting charge for pension cost is the amount
of a payment arbitrarily determined by the employer.

* The indirect consequences of accrual accounting for pension cost
cannot be accurately foretold; the possibly adverse impact of such
accounting on the economy of the nation or on the affairs of individual
employers, foreseen by those who advocate charge-what-you-pay ac-
counting for pensions, is conjectural. The consequences of ignoring
part of the cost of pension commitments may be equally adverse, both



CHAPTER 3: TIMING THE CHARGES TO EXPENSE

for the economy and for individual companies. The problems which
may arise because unfunded pension expense is shown in the liability
section of the employer’s balance sheet may be overcome, at least in
part, by choosing a balance sheet caption which clearly identifies the
amount (for example, “Excess of pension expense over payments” ).

* To be sure, accounting for pension cost on a basi} different from
the funding basis may be expected to create some additional out-of-
pocket expense. This would not, however, be as great as some suggest.
A separate, complete actuarial valuation would not be required, since
many of the procedures undertaken in a valuation for funding purposes
could be adapted to obtain amounts for accounting purposes.

PROPOSITION B. There should not be an accounting requirement which
would lead an employer to record expense under a
pension plan in an amount exceeding the legal responsi-
bility imposed by the plan.

ARGUMENTS IN FAVOR OF PROPOSITION B (ARGUMENTS IN FAVOR OF
THE LEGAL LIABILITY VIEW)

® A pension plan is a contract; except in rare cases its terms carefully
define the employer’s responsibilities. In some plans, for example, the
employer is responsible only to the extent of payments; in others, em-
ployees’ vested rights are a determining factor. Any payments exceed-
ing the legal responsibility are discretionary. To require accounting
provisions in excess of payments which fulfill the requirements of a plan
would be to sweep aside the legal realities and would thus be un-
justified.

® Accruals in some cases might impair a company’s ability to pay
dividends or might result in defaults under indentures or other agree-
ments. If the company otherwise has met its obligations under its
pension plan, such a result is unwarranted.

* Using the accrual basis for pension cost is quite different from
providing in the accounts for liabilities which are unquestioned but of
which the amounts are conjectural. The pension cost to be recorded is
the real cost (that is, the cash payments based upon the legal liabili-
ties ), rather than hypothetical amounts based upon assumptions not
founded on fact.
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ARGUMENTS AGAINST PROPOSITION B ( ARGUMENTS AGAINST
THE LEGAL LIABILITY VIEW )

® Accounting for the cost of pension plans should be based upon the
substance of the employer’s situation. Experience shows that pension
plans, once adopted, become in practical effect a permanent part of
the employer’s compensation structure. Plans subject to specific termi-
nation dates are renewed regularly. In the ordinary course of events,
plans which give the employer a right of termination are not terminated
but are continued in force indefinitely. Vesting provisions act to deter-
mine the employer’s minimum pension cost on a liquidation basis, not
the cost incurred on a going concern basis. In the absence of convincing
evidence that legal limitations on the employer’s liability will take
effect, they should not be dominant in determining accounting provi-
sions for pension cost.

e It is true that, if accrual accounting is adopted for pension plans,
there may be instances in which contractual limitations on an em-
ployer’s pension liability, not recognized in accounting for the cost of a
plan, take effect later. Such limitations may take effect, for example, if
the employer discontinues all or part of its business, is adjudged bank-
rupt or moves a plant. Compared with the number of employers having
pension plans, the number for whom such eventualities may be expected
to affect pension commitments significantly is small. The possibility
that a few companies may be required to adjust their pension accounts
upon the occurrence of unforeseen events is not a valid argument
against an accounting procedure that is otherwise sound.

CONCLUSION ON CHOICE OF BASIS OF ACCOUNTING

It is a conclusion of this study that an employer’s financial position
and results of operations, to the extent affected by the cost of a pension
plan, are fairly presented only if such cost is stated on the accrual basis.

If the cash basis is used, the employer’s charges for pension expense
may reflect the influence of factors not properly considered in a sound
determination of financial position and results of operations—for exam-
ple, the availability of cash or the level of the employer’s earnings
before deducting pension cost. In some years, employers using the cash
basis may record a reduced amount of pension expense because the
payment is reduced, or they may record no expense because there is no
payment.

It is true that many companies which recognize pension cost on the
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cash basis are, by coincidence or intent, also complying with the accrual
basis. That is, the payments they make for pensions are determined on
a basis which meets accrual accounting criteria. But in the absence of a
requirement for accrual accounting, even those companies which coin-
cidentally follow the accrual basis may revert to cash basis accounting
if conditions arise which make the accrual basis inconvenient.

Accrual accounting for the cost of pension plans draws support from
the analysis of viewpoints presented in this section and from each of the
fundamental concepts discussed at the beginning of this chapter.

Under the going concern concept, accounting assumes that an em-
ployer will continue in business indefinitely. Experience shows that in
most instances a pension plan, once adopted, also continues indefinitely.
By and large, this holds true despite the presence of clauses which may
limit either (a) the rights of employees or their representatives to
enforce claims against the employer or (b) the amounts of such claims.
Termination provisions and other provisions limiting the liability of the
employer are ordinarily not invoked if the employer continues as a
going concern. Consequently, it is proper to proceed, in the absence of
convincing contrary evidence, on the assumption that the employer will
continue to provide the pension benefits called for in the present plan
or plans.

Under the matching concept, the expenses to be assigned to an ac-
counting period should include an allowance for the continuing present
cost of future pension benefits. The cost of such benefits is a business
expense which is related to the present work force and is a function of
the passage of time—including time in the present period. This expense
continues whether or not payments are made for pension cost, and the
amount of the expense properly related to a given period is not con-
tingent on the amount paid.

Under the consistency concept, the amounts charged to expense from
time to time should be determined in the same way and should not be
subject either to arbitrary variation or to the influence of factors not
properly considered in a sound determination of financial position and
results of operations.

APPLYING THE ACCRUAL BASIS

A recommendation for accrual accounting does not of itself provide
sufficient guidance for determining the amount and timing of an em-
ployer’s charges to expense for pension cost, since a number of signifi-
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cant questions arise in applying the accrual basis. The first is: What
cost must be accounted for? Opposing views are embodied in the
following antithetic descriptions of an acceptable minimum annual
charge for expense under a pension plan:

An appropriately assigned portion of the cost (present value) of
specific pension benefits expected to become payable in the future
to specific persons.

versus

An amount such that, if similarly determined amounts were con-
tributed annually to a fund, the plan would be enabled to remain
in operation indefinitely.

The practical significance of the difference in viewpoints will become
manifest as the discussion turns to (a) actuarial cost methods, which
are used in calculating pension cost, and (b) normal cost and past
service cost, of which pension cost is composed.

Actuarial Cost Methods*

Another important question in applying the accrual basis concerns
the extent to which the several actuarial cost methods by which pension
cost may be assigned to periods of time are acceptable for use in accrual
accounting. The methods under consideration are those used at
present® in determining employers’ payments which are charged to
expense.

Two of the procedures sometimes used in determining the amounts
of employers’ payments under pension plans are so clearly unsuitable
for accrual accounting that it seems pointless to present arguments sup-
porting their use. The pay-as-you-go procedure is unacceptable be-

4 Actuarial cost methods are discussed in Appendix C (page 121). Because
their primary use in the past has been in determining amounts to be paid,
actuarial cost methods are referred to in Appendix C as “funding methods.”
See footnote © on page 26 for a discussion of proposed new terminology.

5 In limiting the discussion to methods presently in use, it is not intended
to reject without study other methods which may subsequently come into
use. As an example of consideration which has been given to the develop-
ment of other actuarial cost methods, see Charles L. Trowbridge, “The
Unfunded Present Value Family of Pension Funding Methods,” Transactions
of the Society of Actuaries, Volume XV, 1963, pp. 151-192.
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cause it records pension cost only when retirement benefits are paid.
The terminal funding method must also be rejected because it recog-
nizes pension cost only at the end of an employee’s period of active
service. Neither procedure is considered to be an “actuarial cost
method.”

Differences of opinion about the acceptability for accounting pur-
poses of the several actuarial methods center around such questions as
whether employers should have flexibility in choice of method and
whether the results produced by certain of the methods are reasonable.
Viewpoints are presented in relation to the following proposition.

PROPOSITION C. The entry age normal method is the only actuarial cost
method acceptable for use in accounting for pension
cost on the accrual basis.

ARGUMENTS IN FAVOR OF PROPOSITION C ( ARGUMENTS AGAINST
FLEXIBILITY IN CHOICE OF ACTUARIAL COST METHOD)

® In order to insure uniformity among employers in accounting for
pension cost, a single actuarial cost method must be selected.

* If past service cost is accrued in level annual amounts, the entry age
normal method produces the most reasonable aggregate annual charge
for pension cost. Under this method, the annual normal cost is either a
level amount or a level percentage of the compensation of covered
employees. In practice, under this method, variations in annual pen-
sion expense may occur, but only as a result of factors such as actuarial
gains and losses, changes in pension benefits, fluctuations in employ-
ment levels or employee distribution, and the effects of accounting for
past service cost.

* The other actuarial cost methods customarily used in funding pen-
sion plans are not acceptable for accrual accounting because the annual
pension charges they produce are not level (either absolutely or as a
percentage of payroll) but tend to increase or decrease annually, at
least for a relatively long period of time. For an immature employee
group (which is typical ), the normal cost under the unit credit method
increases annually. ( The increase may, however, be camouflaged by the
effects of other factors.) Under both the individual level premium
method and the aggregate method, which include past service cost and
current service cost in a single amount, the periodic charge starts at a
relatively high level and decreases annually over a comparatively long

41



42

period of time (the downtrend in the aggregate method is less severe
but is none the less significant ). Under the attained age normal method,
there is a downtrend in normal cost.®

ARGUMENTS AGAINST PROPOSITION C (ARGUMENTS IN FAVOR OF
FLEXIBILITY IN CHOICE OF ACTUARIAL COST METHOD)

® Any rational method of allocating total pension cost to periods of
time should be acceptable if it is applied in a reasonable manner and is
followed consistently.

® Levelness in annual charges, either in the absolute or as a per-
centage of compensation, is not a valid objective in accounting for pen-
sion cost. Such an objective is not inherent in the accrual basis.

¢ Each of the actuarial cost methods relies on arbitrary assumptions
(not the so-called “actuarial assumptions™) as to the incidence of pen-
sion cost. For example, the unit credit method assumes that pension
cost accrues (in the accounting sense) as benefits accrue (in the limited
sense that the units of employee service on which benefits are based
have been rendered); the entry age normal method assumes (1) that
each employee entered the plan at the time of employment or at the
earliest time he would have been eligible if the plan had then been in
existence and (2) that contributions (accruals) have been made on this
basis from the entry age to the date of the actuarial valuation (the
contributions—accruals—are level annual amounts which, if paid into a
fund and accumulated at the interest rate used in the actuarial valua-
tion, would at the time of the employee’s retirement equal the then
present value of his pension). Because the assumptions are arbitrary,
it is not possible to single out one of the actuarial cost methods which
alone accomplishes a reasonable assignment of pension cost among
accounting periods.

® The impracticality of prescribing a single actuarial method is
demonstrated by the number of plans covering very small groups. For
practical reasons the funding instrument under such plans usually con-
sists of individual annuity or insurance contracts, which ordinarily use
the individual level premium method. The premiums under that
method are quite different from costs computed on the entry age normal

method.
® Narrow requirements for uniform accounting treatment would re-

8 For a comparison of the results of various actuarial cost methods in a
hypothetical situation, see Table I, Appendix C (pages 124-125).
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strict the development of the pension movement and might cause em-
ployers to discontinue existing plans.

* The range in available actuarial methods may be likened to the
range in available methods for determining the cost of inventories or
determining depreciation. As to inventories, for example, management
may choose the last-in-first-out method, the first-in-first-out method or
the average method; for depreciation, management may choose either
the straight line method or an “accelerated” method such as the double-
declining-balance method. For so long as management has such lati-
tude in these and other areas, management ought also to have wide
latitude in selecting an actuarial method for use in accruing pension
cost.

* In addition to the entry age normal method, other actuarial cost
methods, if applied consistently, result in systematic and rational
charges to periodic income and meet the requirements of accrual
accounting. '

CONCLUSION ON ACTUARIAL COST METHODS

It is a conclusion of this study that the actuarial cost methods
presently used in calculating payments under pension plans are ac-
ceptable for use in accrual accounting if they are applied in accordance
with the other conclusions of the study. (Pay-as-you-go and terminal
funding are unacceptable because they do not make provision for the
cost of future retirement benefits during employees’ periods of active
service. They are not exceptions to the conclusion stated, however,
because they are not considered to be actuarial cost methods. )

Because of the long-range nature of pension commitments and the
extent of the uncertainties involved in estimating pension cost, this
study prefers that pension expense be recorded as nearly as possible in
level annual amounts, varied only to give effect to changes in facts.
(Examples of the latter are variations in the level of employment, in-
creases in pension benefits resulting from a plan amendment, and the
effects of accounting for past service cost.) The actuarial cost method
which most nearly accomplishes this objective is the entry age normal
method, which is, therefore, preferred.

Normal Cost

It is a conclusion of this study that provision should be made annually
for the normal cost of a pension plan—the cost assigned, under the

43



44

actuarial cost method used, to years subsequent to the inception of
the plan.

This conclusion is supported by the fundamental concepts discussed
at the beginning of this chapter and by the arguments presented favor-
ing accrual accounting for pension cost. Without significant exception,
those who favor such accounting will endorse the conclusion stated.
This may be, however, the only aspect of pension cost accounting on
which there is anything approaching unanimity, and it must be empha-
sized that even this consensus exists only among those who accept the
accrual basis.

Past Service Cost

If there is limited agreement on accounting for normal cost, there is
extensive disagreement on accounting for past service cost—the cost
assigned, under the actuarial cost method used, to years prior to the
inception of a pension plan. A few would charge past service cost
retroactively to the prior years. Others would charge such cost to
expense in subsequent years, but only to the extent funded (including
amounts identified as “interest”). Still others would bring such cost
(and related charges for interest) into expense over a “reasonable pe-
riod” following the inception of a pension plan. Those in this last group
disagree as to the duration of the period in which an employer realizes
the advantages associated with the past service element of a pension
plan. Some in this group associate the employer’s advantages with the
remaining service lives of employees initially covered. Others believe
the advantages are so nebulous that the employer should have wide
latitude in selecting an accrual period. Proposals identifying the period
range from a relatively short time—for example, ten years or the period
of between eleven and twelve years which results from applying the
Federal income tax rule limiting the annual deduction for past service
cost to (generally) 10 per cent of the initial amount—to an indefinitely
long time. If the period chosen is so long that it approaches infinity,
the past service cost is not acerued at all, and only interest on the initial
amount is charged. Among those who would limit accruals for past
service cost to amounts equal to interest are those holding the view
that the annual charge for pension expense should be the amount
necessary to enable the plan to remain in operation (page 40). For
many plans, an annual contribution comprising the normal cost and
interest on the unfunded past service cost aceomplishes this purpose.

In the discussion following, viewpoints on accounting for past service
cost are presented in relation to four of many possible procedures,
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assuming that in any event each year’s expense is to include the normal
cost (determined, in the first three procedures, by the same actuarial
cost method used to determine the past service cost).

PROPOSITION D. Past service cost should be charged to retained earn-
ings at the inception of a pension plan.

ARGUMENTS IN FAVOR OF PROPOSITION D <ARGUMENTS IN FAVOR OF
A CHARGE TO PRIOR YEARS)

* If a plan giving pension credits to employees for years prior to its
adoption had been in effect in such years, provision would have been
made for the related cost. The charge to retained earnings is, in effect,
a retroactive adjustment of the income statements for such prior years.

* It is illogical to burden current periods with cost relating to past
service if charges are also being made for the normal cost under an ac-
cepted method of calculation.

® This procedure would eliminate lack of comparability among com-
panies resulting from the use of different methods of accounting for past
service cost. It would also overcome any lack of comparability between
periods for a single company resulting from differences in amounts of
past service cost charged to different periods (for example, when ac-
crual is completed ).

* If two men working side by side turn out the same number of units
of the same product, the cost should not differ merely because one of
the employees is older (and more past service cost is consequently
assigned to his production).

ARGUMENTS AGAINST PROPOSITION D ( ARGUMENTS AGAINST
A CHARGE TO PRIOR YEARS)

* Employers adopt pension plans because they expect to realize
present and future advantages. For example, one of the usual purposes
of adopting a pension plan is to encourage older employees to retire,
thus improving operating efficiency. Another common purpose is to
help the employer attract and hold competent employees. Past service
cost is part of the cost of obtaining such advantages. Consequently,
past service cost should be charged to those present and future periods
during which the advantages are expected to be realized, not, in effect,
to periods prior to the inception of the plan.

* Acknowledging comparability in financial statements (or uniform-
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ity in accounting) as an objective does not validate charging past serv-
ice cost to retained earnings. Such cost is applicable to periods after
the inception of the plan.

® The fact that the benefits under a plan are measured by past service
does not necessarily mean that their cost applies to the periods during
which such service was rendered.

* The argument about employees working side by side and produc-
ing identical quantities of the same item fails because it sets up an arbi-
trary presumption that the employment cost for the two individuals
should be the same. In point of fact, there may be numerous differ-
entials in employment cost, of which the variation in the element of
past service cost is only one example.

PROPOSITION E. Past service cost should be charged to expense only to
the extent funded (including amounts identified as
“interest”).

ARGUMENTS IN FAVOR OF PROPOSITION E ( ARGUMENTS AGAINST
ACCRUAL OF PAST SERVICE COST)

* Many employers, on competent advice, believe they will never be
called upon to fund past service cost, except to the extent of interest (to
keep the unfunded cost from growing). It is unnecessary and improper
to make an accounting provision for amounts which will never be paid;
such amounts are not true cost. A company may decide to fund past
service cost as a voluntary act of conservatism beyond the requirements
of its plan, but this does not prove that the company must provide in
its accounts for past service cost not funded.

e In granting past service credits under a pension plan, an employer
obtains diverse advantages of indefinite duration. Past service cost is
thus in the nature of an intangible which does not diminish in value
and which need not be amortized (accrued).

* To require an annual provision for past service cost (exceeding
payments) is to espouse an erroneous concept—that pension account-
ing can be based on particular people at a particular time. Actuarial
assumptions are not valid for individuals. Rather, the assumptions are
a function of a mass of employees such as those moving through the
plan over the years. Accordingly, contributions (and accruals) are not
made with respect to specific individuals; instead, they apply to the
entire group of employees, the aggregate of those covered.
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¢ If past service cost is accrued but not funded, the resulting balance
sheet credit is difficult to justify. If a liability, it is a curious one, since
it is not payable to anyone in particular.

* If levelness of accounting charges for pension cost is desired, ac-
cruing past service cost is to be avoided, since a sharp drop in annual
pension expense may occur when accrual of past service cost has been
completed.

® If charges to expense for past service cost exceed the amounts
funded, there may be serious indirect adverse consequences. These
consequences were cited earlier in this chapter (page 34) in discussing
accrual accounting for pension cost.

® Pension cost is a loading on employment cost, but without regard to
the way employees’ benefits are measured and without regard to any
particular period of time, either before or after the adoption of a pension
plan. The key requirement is that the annual pension charge be a
reasonable measurement of the annual amount required to balance the
benefits to be paid in the future. This requirement is satisfied by a per-
petuity whose present value is equal to the present value of the aggre-
gate of the potential benefits to all present and future employees under
the plan. For a relatively mature employee group, the amount of such
an annuity would be approximately the same as an annual contribution
of normal cost plus interest on past service cost for present employees,
determined under either the unit credit method or the entry age normal
method.

* Many companies, in successful years, pay discretionary additional
compensation (bonuses). Other companies have deferred profit-sharing
arrangements (for many companies, the sole vehicle used to provide
retirement benefits). The cost of both bonuses and profit-sharing plans
varies from year to year. Consequently, employers should have flexi-
bility in deciding when (if at all) to charge past service cost to expense.

ARGUMENTS AGAINST PROPOSITION E ( ARGUMENTS IN FAVOR OF
ACCRUAL OF PAST SERVICE COST)

® As pointed out in an argument against Proposition D, past service
cost is a cost of providing pensions for the employees initially covered
and so should be charged to expense over a reasonable period following
the inception of a plan.

® The proposal to limit the annual accrual for past service cost to an
amount identified as interest (unless more is funded ) requires cautious
analysis. The significance of interest in estimating pension cost is two-
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fold: First, the pension benefits whose cost is to be recorded currently
will be paid at varying times in the future; consequently, the cost is
expressed in terms of the present value of the benefits expected to be
paid. Second, there is an expectation that earnings on pension
fund investments will provide part of the money needed to pay benefits;
the anticipated rate of earnings is used in calculating the present value
of future benefits. Because pension cost is stated at present value, any
amount assigned to present or prior periods, but not funded, increases
in each succeeding year by the amount of interest unless an amount
equivalent to interest is paid. Under regulations of the Internal
Revenue Service, the qualified status of a pension plan may be chal-
lenged if the unfunded prior service cost at any time exceeds the initial
unfunded amount. Consequently, many employers having trust fund
plans contribute annually (or cumulatively) amounts equal to the
normal cost plus interest on any unfunded prior service cost, including
past service cost. Accounting provisions based on such contributions
are not a satisfactory substitute for accruing the past service cost itself,
since such provisions merely recognize increments in unfunded prior
service cost (interest) resulting from the passage of time.

* It is specious to contend (as one of the arguments favoring Proposi-
tion E contends) that individuals have no significance in accounting
for pension cost. Facts concerning individuals are the raw materials of
the calculation; the purpose is to estimate the cost of providing pensions
for a specific group of individuals.

¢ If full funding of past service cost appears unnecessary, it is pre-
cisely because fund assets are not identified with specific employees.
For example, amounts contributed as interest on past service cost or in
recognition of current service may be used to pay pensions to former
employees who have retired. Nevertheless, if the employer’s business
is to continue (as the going concern concept assumes ), the total cost of
providing pensions for present employees, including the past service
cost, must eventually be met and so should be recognized in expense.

e It is true that the specific persons to whom past service cost is
payable are not identified in the employer’s accounts. The persons for
whom pension cost is accrued are identified, however, in the supporting
calculations. Further, there is ample precedent for accruing estimated
liabilities not immediately payable to specific creditors. An example is
a provision for the cost of repairing products sold under a warranty.

® The accounting requirement to recognize past service cost over
the period benefited by the past service element of the plan is inde-
pendent of the employer’s decision to fund (or not to fund) such cost.
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This accounting requirement arises from the concept of matching the
appropriate expenses (including past service pension cost) with the
revenues of an accounting period.

* Levelness in the accounting charges for pension cost over an ex-
tended period has, indeed, been recognized as desirable. A desire to
achieve such a condition, however, is not an adequate reason for failing
to record an element of cost.

* There may, indeed, be indirect adverse consequences if past service
cost is accrued but not funded. These consequences cannot accurately
be foretold. In any event, ignoring part of the cost of pension commit-
ments may have equally serious adverse effects.

* The proposal to base the annual pension accrual on the amount of
an annuity for both present and future employees is an interesting
exercise in mathematics; it is not relevant, however, to the problem of
accounting for the cost of providing pensions for present employees.

* An employer’s commitments under a pension plan are long-term,
and do not vary from year to year as do commitments under bonus
arrangements or profit-sharing plans. The cost of providing pension
benefits is independent of the employer’s earnings and so should be
recognized regularly without regard to earnings.

PROPOSITION F. Past service cost should be charged in equal annual
amounts (including “interest”) over the average remain-
ing service life, from the inception of the plan, of em-
ployees initially covered.

ARGUMENTS IN FAVOR OF PROPOSITION F (ARGUMENTS IN FAVOR OF
ACCRUAL OVER AVERAGE REMAINING SERVICE LIFE)

® The arguments against Proposition E are, in turn, arguments favor-
ing a regular annual charge for past service cost. Such a charge is an
objective of Proposition F.

* A pension plan, once adopted, becomes part of the employer’s
compensation structure. Thus, the employees initially covered earn
their pensions during the period from the inception of a plan to their
retirement. Under this “earning concept,” the employer should accrue
the past service cost of the plan over that same period.

® Whether or not the “earning concept” is accepted, past service cost
is part of the cost of providing pensions for the employees initially
covered, and should be charged to expense over the remaining service
lives of such employees.
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® While it may be true that the period benefited by the past service
element of a pension plan is indefinite in length, by far the greater part
of the benefit is related to the service lives of the employees who will
receive pensions measured in part by past service. Hence, past service
cost should be charged to expense during the remaining period of serv-
ice of such employees.

ARGUMENTS AGAINST PROPOSITION F (ARGUMENTS AGAINST
ACCRUAL OVER AVERAGE REMAINING SERVICE LIFE)

* Pension cost is, to be sure, a business expense which is related to
the aging of the work force. This does not mean, however, that the
“earning concept” is appropriate. The advantages to an employer aris-
ing from the past service element of a pension plan extend over an in-
definite period which cannot be identified with any degree of certainty.

* Accrual of past service cost on a diminishing charge basis should be
acceptable, since the cost can logically be identified with individual
remaining service lives, rather than with the average remaining service
life. On the individual basis, the accrual would decrease annually as
the employees to whom the past service cost applies retire. Diminishing
annual amortization of past service cost is, in effect, achieved under the
individual level premium method and the aggregate method, both of
which are acceptable under a conclusion reached earlier in this chapter
(page 43).

* Employers should have latitude in selecting an accrual period. At
this stage in the development of accounting for the cost of pension
plans, it is more important to secure recognition of the necessity for
accruing past service cost than to insure uniformity in the choice of
accrual period. This suggestion for latitude in selecting an accrual
period for past service cost is compatible with the conclusion, reached
earlier in this chapter (page 43), which affirmed latitude in selecting
an actuarial cost method.

PROPOSITION G. Regardless of the actuarial method used in determin-
ing the normal cost, further accounting charges for the
principal of past service cost should not be required
when the assets of the pension fund, at market value,
and any pension liability on the employer’'s books are
equal to or in excess of the value of “accrued benefits.”
(A modification of Proposition F.)
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ARGUMENTS IN FAVOR OF PROPOSITION G (ARGUMENTS IN FAVOR OF
LIMITING PAST SERVICE CHARGES TO THE UNIT CREDIT AMOUNT)

e When a pension plan is terminated in whole or in part (for exam-
ple, upon sale of a plant or upon cessation for some other reason of
operations at a particular location), the applicable provisions of the
plan control the allocation of any pension fund assets among the parti-
cipants. Ordinarily, assets are allocated first to employees who have
retired and to those eligible for retirement. Covered employees not
eligible to retire may receive allocations based on vested benefits or on
credited service. If the entry age normal method or one of the other
“level-cost” methods has been used, or if there has been appreciation in
fund assets which has not been recognized, the fund may exceed the
amount necessary to provide the “accrued benefits,” and the employer
may not be able to recover the excess. Therefore, it is inadvisable for
an employer to make further contributions toward unfunded past
service cost when the assets of a pension fund (valued at market) and
any pension liability shown by the employer’s books, taken together,
equal or exceed the value of “accrued benefits.” If payments are to be
limited in this manner, it is appropriate similarly to limit accounting
charges.

e The value of “accrued benefits” under a pension plan can be
measured only by the unit credit method. Nevertheless, the measure-
ment of this value is independent of the actuarial cost method used
for accounting (or funding) purposes. The measurement of past serv-
ice cost, however, is dependent upon the actuarial cost method used
for accounting (or funding) purposes. (The difference may be illus-
trated by reference to Table 1 of Appendix C, pages 124-125. The
value of “accrued benefits” is initially $431,924. The past service
cost is equal to the value of “accrued benefits” under the unit credit
method but is a greater amount, $661,315, under the entry age normal
method. At any subsequent determination date, a similar difference
would exist between prior service cost and the value of “accrued bene-
fits.”) It is improper to require further accounting charges for past
service cost when the value of “accrued benefits” has been fully ac-
counted for (as described in Proposition G).

e If the entry age normal method (for example) has been used for
accounting purposes up to the time when “accrued benefits” have been
fully accounted for, subsequent accounting charges should thereafter
be limited to an amount comprising the normal cost (determined by
the entry age normal method) and interest on the unfunded past serv-
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ice cost (determined by the entry age normal method ). For most plans,
an annual charge on this basis would approximate a charge equal to the
normal cost under the unit credit method and would maintain the
“fully accrued” status of the plan. Changing to the unit credit method,
however, may be impractical in some instances. Many plans do not
lend themselves to the calculation of a unit of benefit “accruing” each
year so that the cost of such a unit can be determined. It is possible,
by defining terms, to determine the value of “accrued benefits” at any
date, but it is difficult in many cases to forecast the value of the unit of
benefits which would be expected to accrue during the ensuing year,
since the amount of the accrual would depend on the increase in
average earnings as well as the increase in credited service.

ARGUMENTS AGAINST PROPOSITION G (ABGUMENTS AGAINST
LIMITING PAST SERVICE CHARGES TO THE UNIT CREDIT AMOUNT)

e Without question, it is appropriate for an employer to limit pay-
menis to a pension fund in the manner described in Proposition G
if the employer so desires. This does not necessarily mean, however,
that a similar limitation on accounting charges is appropriate. Limiting
charges for past service cost in the manner described would make the
possibility of termination of a plan a controlling factor in accounting
for the cost and so would violate the going concern concept.

e A principal difference between the unit credit method and the
entry age normal method is that at any time the unit credit method will
have accounted for less cost in the aggregate than will the entry age
normal method (using the same actuarial assumptions). This differ-
ence is a consequence of a fundamental difference in the assumptions
(as to the incidence of pension cost) underlying the two methods, as
described below. The question raised by Proposition G is whether the
value of “accrued benefits” (an amount determined under the unit
credit method ) has any controlling accounting significance. Limiting
accounting charges for past service cost to the unit credit amount can
be shown to be universally appropriate only if it can also be shown
that pension cost is universally incurred according to the assumptions
(as to the incidence of pension cost) on which unit credit calculations
are based. But, if it is ever true that pension cost is incurred as deter-
mined by the unit credit method—and no other—it is true from the
inception of every plan. The corollary, which this study rejects, is
that only the unit credit method is acceptable—at any time—for ac-
counting purposes.

e Each actuarial cost method relies on arbitrary assumptions (not
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the so-called “actuarial assumptions™) as to the incidence of pension
cost. For example, the unit credit method assumes that pension cost
is incurred as benefits “accrue” (in the limited sense that the units of
employee service on which benefits are based have been rendered);
the entry age normal method assumes (1) that each employee entered
the plan at the time of employment or at the earliest time he would
have been eligible if the plan had then been in existence and (2) that
accounting charges have been made on this basis from the entry age
to the date of the actuarial valuation (the accounting charges are level
annual amounts which, if paid into a fund and accumulated at the
interest rate used in the valuation, would at the time of the employee’s
retirement equal the then present value of his pension). Because the
assumptions are arbitrary, it is not possible to single out one of the
actuarial cost methods which alone accomplishes a reasonable assign-
ment of pension cost among accounting periods. Recognizing this, the
study has concluded (page 43) that any of several actuarial cost
methods is acceptable for use in accounting. On the other hand, the
test proposed in Proposition G is solely a unit credit test. Consequently,
if the proposal has merit, logic would require that a company using a
method other than the unit credit method in the early years of a plan
change to the unit credit method when the value of “accrued benefits”
has been fully accounted for. This study has concluded that the unit
credit method is acceptable for accounting purposes. Consequently, no
objection would be raised should a company make such a change, pro-
vided the effect were properly disclosed.

e It is inconsistent to contend (as in Proposition G) that charges
for past service cost should terminate at a time which is to be de-
termined by applying a unit credit test and at the same time to contend
that it is impractical to use the unit credit method in determining
accounting charges. If it is possible to determine the value of “accrued
benefits” at the beginning of a year, it should be possible to forecast
the value as of the end of the year. Hence, it should be possible to
use the unit credit method.

CONCLUSION ON PAST SERVICE COST

It is a conclusion of this study that past service cost should be taken
into expense (together with related charges for interest) systematically
over a reasonable period following the inception of a pension plan.

The study has dealt separately with past service cost only because
some of the actuarial techniques commonly used determine this el-
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ement of pension cost separately. The fact that an element of pension
cost is measured by service prior to the inception of a plan, however,
does not give rise to an accounting distinction between such cost
and cost measured by future service. Employers adopt pension plans
providing past service credits because they foresee present and future
advantages. The cost related to past service, whether or not de-
termined separately, should be charged to expense during the period
to which such advantages apply.

In concluding that past service cost should be taken into expense
over a reasonable period following the inception of a pension plan,
the study answers the question raised earlier in this chapter (page 40):
What cost must be accounted for? The study accepts the view that
the cost to be accounted for is the cost of specific pension benefits
expected to become payable to specific persons; it does not accept the
concept that the cost to be recognized is limited to an amount neces-
sary to keep the plan in operation. For many plans, annual contribu-
tions comprising the normal cost and (merely) interest on the un-
funded past service cost accomplish this latter purpose.

For reasons given in the preceding analysis of accounting arguments
(Proposition G, page 50), it is unsatisfactory, under an actuarial cost
method other than the unit credit method, to terminate accounting
charges for past service cost when the value of “accrued benefits”
(determined under the unit credit method) has been fully accounted
for. This study has concluded, however, that the unit credit method
is acceptable for accounting purposes. Consequently, a company using
another method may change to the unit credit method, thus accom-
plishing the objective of limiting charges for past service cost. Dis-
closure in the event of a change in actuarial cost method is discussed
in Chapter 4 (page 88).

The advantages to an employer of granting past service pensions are
diverse; this study has not brought to light criteria for identifying with
certainty the period in which such advantages are realized. It seems
clear, however, that in most instances the greater part of the advantage
is related to the periods in which the employees who will receive pen-
sions based on past service will complete their employment. Conse-
quently, a weighted average of the remaining service lives of such
employees should be a starting point in determining the accrual period.
Because the period cannot be definitely identified, however, there
should be flexibility. A reasonable range would seem to be from a
minimum of ten years to a maximum of forty years. The minimum
period of ten years is equal to the minimum for income tax purposes
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(if past service cost is paid in advance). Using a short period would
make it easier for a company which expects to grant increased pension
benefits, thus creating additional prior service cost, to approach the
practical objective of maintaining level annual charges for pension
cost. On the other hand, for many employers, using a long period
would reduce the annual past service charge to a relatively incon-
sequential amount.

As explained earlier (page 43), the study prefers that pension ex-
pense be recorded in level annual amounts, varied only to give effect
to changes in facts. This objective is most nearly accomplished, as
to past service cost, by taking such cost into expense in substantially
equal annual amounts (including interest) over a reasonable period
following the inception of a pension plan. Other systematic approaches,
however, are acceptable. For example, some employers may prefer to
accrue past service cost in diminishing annual amounts because the
number of employees to whom such cost applies diminishes as em-
ployees retire.

The fundamental concepts cited at the beginning of this chapter
contribute in varying degrees to the conclusion that past service cost
should be accrued over a reasonable period following the inception
of a pension plan and to the selection of the accrual procedure.

The going concern concept supports accrual of past service cost and
militates against the use of an accrual period so long that it approaches
infinity (in which case only the interest on past service cost would
be recognized). Assuming continuity of the employer’s business, the
cost of providing pensions for present employees, including past serv-
ice cost, must eventually be met and so should be recognized currently.

The matching concept points to the use, in accruing past service
cost, of the period during which the employer realizes the advan-
tages associated with the past service element of the plan.

The consistency concept suggests regularity in determining the an-
nual accrual; such regularity is an essential aspect of the conclusion
stated.

Increase in Prior Service Cost upon Amendment

When a pension plan is amended to increase retirement benefits,
as often occurs, the change ordinarily applies to benefits measured by
employment prior to the date of the amendment as well as to those
measured by employment thereafter. The resulting increase in prior
service cost is analogous to past service cost arising when a pension
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plan is adopted. Accounting for such an increase in prior service cost
is discussed in terms of the following proposition.

PROPOSITION H. When an amendment increases the benefits granted
by a pension plan, the resulting increase in prior serv-
ice cost should be charged directly to retained earn-
ings as an adjustment of pension expense for prior
years.

ARGUMENTS IN FAVOR OF PROPOSITION H ( ARGUMENTS IN FAVOR OF
A CHARGE TO PRIOR YEARS)

* The increase in prior service cost applies to the years in which
employees accumulated the credited service on which the increased
benefits will be based.

¢ If the increased benefits had been in effect during the period from
the inception of the plan to the date of the amendment, the applicable
portion of the cost would have been provided for during that period.
Hence, the entire increase in prior service cost should be charged to
retained earnings as an adjustment of pension charges for prior years.

ARGUMENTS AGAINST PROPOSITION H ( ARGUMENTS AGAINST
A CHARGE TO PRIOR YEARS )

* The arguments against charging past service cost to retained earn-
ings at the inception of a plan apply here with equal force. The advan-
tages to the employer of changing the plan are for the present and
the future, not for the past.

* Cost increases which result when pension benefits are raised are
analogous to cost increases which result when rates of pay are raised.
The former, like the latter, apply only after they have become effective.

CONCLUSION ON INCREASE IN PRIOR SERVICE COST UPON AMENDMENT

It is a conclusion of this study that an increase in prior service cost,
resulting from an amendment of a pension plan increasing benefits,
should be taken into expense (together with related charges for inter-
est) systematically over a reasonable period following the effective date
of the amendment.
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The foregoing conclusion necessarily parallels the conclusion for past
service cost. Again, the appropriate accrual period cannot ordinarily
be identified with certainty. Again, the average remaining service lives
of the employees active at the date of the amendment should be a
starting point.

In practice, an increase in prior service cost resulting from an
amendment liberalizing benefits is sometimes treated in the actuarial
calculations as additional normal cost for current and future years,
sometimes as additional past service cost. The former treatment
accomplishes the objective of accruing the additional cost over a rea-
sonable period. The latter does so if the procedure followed for past
service cost conforms with the conclusions of this study and if the
remaining accrual period for past service cost is an appropriate period
for taking the additional prior service cost into expense. If the remain-
ing period is unduly short, it may be desirable to spread the combined
amounts over a new period.

In rare instances, modification of a pension plan may result in a
decrease in prior service cost, rather than an increase. The conclusion
stated is applicable in such instances, but the effect would be reversed.

Actuarial Gains and Losses

Further questions in accounting for pension cost on the accrual
basis relate to actuarial adjustments—actuarial gains and losses—which
are inevitable in pension cost calculations. The method of applying
such adjustments may significantly affect the amount the employer
records for pension expense. The net effect of the gains and losses
determined in a particular actuarial valuation is ordinarily dealt with
as a single amount; if actuarial assumptions have been conservative,
the net adjustment is a gain.

Two techniques for recognizing actuarial adjustments are in general
use. The immediate basis (not ordinarily used at present for net
losses) applies net gains to reduce pension expense for the year after
the adjustment is determined. The spread basis applies a net gain or
loss to current and future expense, either through the normal cost
or through the past service cost.

Other approaches are, of course, possible. For example, the imme-
diate basis may be varied so that the gains or losses, instead of being
recognized in the year following determination, are recognized over a
five-year period. In order to crystallize the issues, the discussion fol-
lowing puts aside possible variations. Viewpoints concerning the timing
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of recognition of actuarial gains and losses (for accounting purposes)
are presented in terms of a proposition calling for use of the spread
basis.

PROPOSITION I Actuarial gains and losses should be spread over the
current year and future years.

ARGUMENTS IN FAVOR OF PROPOSITION I ( ARGUMENTS IN FAVOR OF
THE SPREAD BASIS)

* If actuarial gains and losses are recognized immediately, the em-
ployer’s net income for the year of recognition may be unduly increased
or reduced.

* Recorded pension cost is merely an estimate of the present impact
of events expected to take place in the future, actuarial gains and
losses result from corrections of earlier estimates concerning such
events. The corrections themselves are to some extent merely estimates,
and the future may reverse them. The long-range nature of pension
commitments and the extent of the uncertainties involved make it
logical to take actuarial gains and losses into account by the spread
method.

* To be sure, differences between accounting on the one hand and
funding and tax return deductions on the other might arise if spreading
actuarial gains were required. The emergence of such differences, how-
ever, is not so undesirable a consequence as to overcome the arguments
in favor of spreading both gains and losses. Keeping track of such
differences is a relatively simple matter.

ARGUMENTS AGAINST PROPOSITION I (ARGUMENTS IN FAVOR OF
THE IMMEDIATE BASIS)

¢ Although actuarial gains and losses are merely estimates, they are
based on the best information available and so should be recognized
on the immediate basis—that is, they should be accounted for in
the year when the pension accounting is based on the actuarial
valuation which determines them. If actuarial gains and losses are
material, consideration should be given to presenting them as adjust-
ments of the net income of prior years.

¢ When the unit credit method is used, and in certain other instances,
the Internal Revenue Service requires that actuarial gains be used
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to reduce the maximum pension cost deduction for the year following
determination. Under group annuity contracts, dividends ordinarily
reduce the required contribution for the succeeding year. A require-
ment to spread gains for accounting purposes under such circum-
stances would lead to differences between book and tax accounting
and would unduly complicate the necessary calculations.

CONCLUSION ON ACTUARIAL GAINS AND LOSSES

It is a conclusion of this study that actuarial gains and losses should
in most instances be spread over the current year and future years.

In practice, many companies recognizing actuarial adjustments im-
mediately have applied net actuarial gains in reduction of pension
payments charged to expense. As a result, companies which have in
most years made regular payments, and regular charges to expense, for
pension cost have in some years paid and charged only a reduced
amount—or, in some instances, nothing at all. This procedure clearly
does not bring about an appropriate matching of revenues and expenses
in the year of adjustment, since, in effect, it omits the continuing cost
of providing future retirement benefits. Actuarial gains and losses are
not part of the employer’s operations for the year in which they are
determined (or the following year). For example, the fact that the
advisability of changing one or more of the actuarial assumptions
became evident in a particular year does not of itself justify associating
the resulting actuarial adjustment with the net income of that year.
And even those gains and losses resulting from differences between
actual prior experience and the assumptions used cannot logically
be associated with the employer’s operations for the years in which
they occur.

Under another concept, actuarial adjustments would be recognized
immediately, but as corrections of prior years’ provisions for pension
cost. This approach, seldom (if ever) used in practice, is based on
the premise that if the information giving rise to the adjustment had
been available in prior years, the pension expense for those years would
have been correspondingly reduced (or increased). This is an unduly
narrow, short-range view, whether the adjustment arises because ac-
tuarial assumptions have been changed or because experience has de-
viated from the assumptions used. Although actuarial techniques
determine a reasonable annual charge for pension cost, they do not
do so precisely. It is expected that over a long period of time the
assumptions used will occasionally be changed and the actual condi-
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tions experienced will regularly deviate in some degree from the
assumptions. Adjusting the employer’s accounts retroactively each time
this occurs would give unwarranted significance to short-range ad-
justments.

The objective of spreading actuarial gains and losses over the future
may be accomplished in several ways: (1) The adjustment may be
incorporated into future calculations of normal cost, in which case the
adjustment is, in effect, amortized in decreasing annual amounts over
the average remaining service lives of covered employees. Since new
participants are continually being added, the period of amortization is
continually being renewed. As a result, the actuarial adjustment for
any year is never fully amortized, but the unamortized portion eventu-
ally approaches zero. This procedure is acceptable in most cir-
cumstances. (2) The adjustment may be applied to the unamor-
tized prior service cost. This is acceptable unless the remaining accrual
period is very short, in which case it may be preferable to use either
method (1) above or method (3) following. (3) The adjustment may
be treated as a separate item to be written off over a reasonable period.

Immediate recognition preferable in some instances. Although ac-
tuarial gains and losses should in most instances be spread into the
future, circumstances may arise in which spreading is not appropriate.
In general, immediate recognition may be preferable for an adjustment
resulting from a single occurrence not directly related to the operation
of a pension plan and not in the ordinary course of the employer’s
business. Thus, if as a result of the closing of a plant certain former
employees are no longer covered by an employer’s pension plan, an
actuarial gain or loss may result, depending on the arrangements made.
Although the resulting adjustment in effect represents a correction of
the withdrawal (turnover ) assumption, it may be distinguished because
of its origin. In this example, it would be appropriate to deal with
the gain or loss in the same manner as other adjustments incident to
the closing of the plant.”

Another type of circumstance requiring special treatment of an
actuarial gain or loss may arise as a result of a merger or other business
combination. As a consequence of such a transaction, former employees
of an acquired business may become employees of the acquiring com-

"The provisions of Accounting Research Bulletin No. 43, Chapter 8,
“Income and Earned Surplus,” 1953, may be applicable to adjustments
incident to the closing of a plant.
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pany and participants in its pension plan; service with the former em-
ployer may be considered in determining benefits under the new
employer’s plan. Such benefits may be financed by a fund established
or annuities purchased by the former employer, but more frequently
an unfunded prior service cost is created for the new employer at the
time of the business combination. This unfunded cost is of the nature
of an actuarial loss to the new employer (alternatively, a gain may
result, but only in rare circumstances). The portion, if any, of such
unfunded cost which would, under the criteria developed in this
study, have been charged to expense in years prior to the business
combination should preferably be recognized immediately by the ac-
quiring company as follows: (a) in a purchase, as part of the cost of
the assets acquired; (b) in a pooling of interests, as an adjustment
of the retained earnings of the pooled company at the date of the
transaction. (See, however, the discussion of retroactive adjustments
beginning on page 78.)

Unrealized Appreciation (Depreciation) of
Pension Fund Investments

Important questions in accounting for actuarial gains and losses are
(1) whether unrealized appreciation of pension fund investments
should be recognized and (2) if so, how. In many (perhaps most)
pension plan valuations, unrealized appreciation is not recognized at
present. For most pension funds, long-range depreciation of invest-
ment securities has not been a problem.

Under some plans (called equity annuity plans), appreciation (or
depreciation) of securities in a specific portfolio is assigned to partici-
pants in order to provide a measure of protection of the purchasing
power of retirement benefits. The following discussion excludes such
assigned appreciation (depreciation) from consideration, since it seems
clear that it should not be a factor in estimating the employer’s pension
cost.

If the amount of the pension fund enters directly into the calculation
of pension cost, as it does under some actuarial cost methods, experi-
enced gains and losses may reduce or increase either (1) the normal
cost for the present year and future years (the spread basis) or (2)
any unfunded prior service cost (the spread basis if such cost is
accrued). In other instances, the entire amount of any experienced
gain or loss is applied to reduce or increase the employer’s contribution
for the year after it is determined (the immediate basis). With either
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type of actuarial cost method, it is necessary to decide whether to
recognize unrealized appreciation (depreciation) of fund investments.
Viewpoints are presented in relation to two propositions.

PROPOSITION J. Appreciation of pension fund investments should not
be recognized in calculations of pension cost unless
realized through sale or other disposition of the in-
vestments.

ARGUMENTS IN FAVOR OF PROPOSITION J (ARGUM‘ENTS AGAINST
RECOGNIZING UNREALIZED APPRECIATION)

* If securities are held indefinitely in a pension fund, and only the
income is used in paying pensions, appreciation or depreciation of
the securities will not affect the employer’s cost.

® The suggestion for valuing pension fund securities at market is
inconsistent with the generally accepted accounting principle under
which long-term investments are usually carried at cost in corporate
balance sheets. In any event, the employer has no control over the
fund itself and therefore should not recognize investment gains or
losses until realized.

* Recognizing unrealized appreciation of investments could lead
to unreasonable results when there are wide swings in market values,
especially if the pension fund is large in relation to the unfunded
cost.

* While the market value of some securities is easy to ascertain, the
market value of others cannot be readily determined. Thus, recognizing
changes in the market values of investments would create additional
uncertainties in estimates of pension cost.

* Changes in the market values of bonds ordinarily reflect changes
in the going rates of interest, rather than changes in the long-range
worth of the securities. Bonds are ordinarily purchased in the expecta-
tion that they will be held to maturity. Consequently, it is inappropri-
ate to recognize unrealized fluctuations in their market values.

* Benefits under some pension plans depend in part on compensation
at or near the employee’s retirement date. Under such plans, pro-
vision is ordinarily made for normal increases in compensation arising
from the progression of employees through various wage rate cate-
gories. Provision is not specifically made, however, for general wage
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level increases, such as those which may result from inflation. Many
actuaries look upon unrecognized, unrealized appreciation of pension
fund assets as a hedge against the increased pension cost which may
result from future wage increases arising from inflation. Therefore,
unrealized appreciation should not be used in estimating pension cost.

¢ If appreciation is recognized, it may be necessary to change the
interest assumption downward. This may have an offsetting effect so
that nothing is really accomplished by using market values.

ARGUMENTS AGAINST PROPOSITION J (ARGUMENTS IN FAVOR OF
RECOGNIZING UNREALIZED APPRECIATION)

* Gains on pension trust investments, when realized, provide funds
for paying pensions and in the long run reduce the amount the employer
must contribute. Losses have the reverse effect. It is more reason-
able to believe that variations in the composition of a pension trust
portfolio will eventually result in realization of changes in the values
of common stock investments than to suppose the contrary. Conse-
quently, changes in common stock values should be recognized cur-
rently in estimating pension cost.

® Recognizing changes in market values of pension trust investments
is not inconsistent with present accounting principles for the long-
term investments of corporations. Neither the investments of a pen-
sion fund nor the changes in their market value would be included
in the employer’s financial statements. Changes in investment values
would be recognized only in estimating the employer’s pension expense.

® The likelihood that market fluctuations will cause wide variations
in recorded pension expense between years can be significantly reduced
by choosing an appropriate procedure for recognizing appreciation.
One procedure, for example, spreads each year’s market variation
over the current and future years, reducing or increasing the normal
cost by between 5 and 8 per cent of the variation. Another procedure
spreads an amount equal to a specified percentage (such as 3 per
cent) of the average investment in common stocks, in lieu of the
actual market variation.®

* The degree of uncertainty which may be introduced by recog-
nizing appreciation of investments is not significant in relation to
other uncertainties with which actuaries deal at present.

8 For a discussion of procedures, see Appendix C (page 134).
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® For the reasons given in an argument favoring Proposition J,
changes in the market values of bonds should be recognized in esti-
mating pension costs only if it is clear that the changes will be realized
(for example, by sale of the bonds before maturity ).

* Recognizing appreciation does not eliminate the hedge factor,
upon which actuaries rely, against pension cost increases arising from
wage increases brought about by inflation. The appreciation to be
recognized is that which has already taken place. If wage levels
increase in the future because of inflation, market values of common
stock investments may also be expected to increase. Moreover, in most
instances not all of the prior appreciation would be recognized. For
example, when the market values of common stocks in a pension fund
enter directly into the calculation of the normal cost, a substantial part
of prior appreciation at any time remains to be absorbed as a reduction
of future pension expense.

* Recognizing unrealized appreciation or depreciation of fund in-
vestments may require changing the interest assumption, but not neces-
sarily to the extent of negating the effect of using market values. The
choice of an interest assumption implies not only that the present
fund balance will earn interest at the rate selected, but also that
present and future contributions will earn interest at that rate.

e If unrealized appreciation is not recognized, employers in some
instances may urge trustees to sell securities which have appreciated,
thus creating an actuarial gain. Such a gain, if substantial, may sig-
nificantly affect recorded pension expense.

® Using cost for equity securities in a pension fund produces
artificial results. Different blocks of the same security, even though
purchased at different prices, have no difference in value for the
purpose of providing for future retirement benefits.

PROPOSITION K. Appreciation of common stock investments in a pen-
sion fund should be recognized, but only to a limited
extent.

ARGUMENTS IN FAVOR OF PROPOSITION K (ARGUMENTS IN FAVOR OF
LIMITING THE RECOGNITION OF UNREALIZED APPBECIATION)

* Appreciation of common stocks should be recognized only to the
extent that the dividend rate of return is less than the yield on invest-
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ments in bonds. Appreciation in excess of the yield rate on bonds
represents the effect of inflation and so should not be recognized on
a regular basis.

* Appreciation of common stock investments should be recognized
when a plan is amended to increase benefits based on prior service, but
only to the extent of the resulting increase in prior service cost.

ARGUMENTS AGAINST PROPOSITION K ( ARGUMENTS AGAINST
LIMITING THE RECOGNITION OF UNREALIZED APPRECIATION)

* Appreciation resulting from inflation has the same long-range effect
on pension cost as appreciation resulting from other forces. Conse-
quently, appreciation of both types should be recognized.

* Recognizing appreciation only to the extent of an increase in prior
service cost resulting from a plan amendment would contradict the
viewpoint adopted by this study that the cost of the increased benefits
is a cost of the present and future years, rather than a cost of past
periods.

CONCLUSION ON UNREALIZED APPRECIATION (DEPRFCIATION ) OF
PENSION FUND INVESTMENTS

It is a conclusion of this study that unrealized appreciation or depre-
ciation of common stocks (and, in some instances, bonds and invest-
ments of other types) in a pension fund should be recognized systemati-
cally in estimating the employer’s pension cost for accounting purposes.
The conclusion does not apply to amounts inuring to participants under
a variable benefit pension plan.

Unquestionably, there is an element of uncertainty as to the ultimate
realization of appreciation or depreciation of common stocks. It seems
more reasonable to believe, however, that variations in the composi-
tion of a pension trust portfolio will eventually result in realization
of changes in common stock values (thus translating the value changes
into increases or decreases in long-range pension cost) than to suppose
the contrary. In the case of bonds and investments of other types,
analysis will disclose whether it is more reasonable to believe that
changes in value will ultimately be realized or to believe that they
will not.

Several techniques are available for recognizing unrealized appre-
ciation or depreciation of investments of a pension fund. This study
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favors the use of a procedure which does not give undue weight to
short-term market fluctuations.®

Employee Service Before Coverage

Under some pension plans, employees are eligible for coverage when
they are hired if they are within the classification of employees entitled
to participate (for example, members of a certain bargaining unit);
under other plans, there are additional requirements as to age or
length of service or both. Some plans, on the other hand, state the
conditions an employee must meet in order to be eligible to receive
retirement benefits but otherwise do not deal with coverage. -

One of the purposes of age and service requirements is to exclude
the youngest employees and those with the least tenure, the ones most
likely to leave the employer within a relatively short time. Excluding
these employees simplifies actuarial calculations by reducing the num-
ber of people who must be considered and makes it possible to predict
more accurately the turnover that will be experienced among em-
ployees who are considered.

Although excluding employees not covered is clearly appropriate
in determining amounts to be paid, a question arises as to whether
excluding them is also appropriate in determining accounting charges.
Discussion of this question is presented in relation to the following
proposition.

PROPOSITION L. Expense under a pension plan should not be accrued
in respect of service by employees who may become
eligible for coverage but who have not met eligibility
requirements as to age, length of service, or both.

ARGUMENTS IN FAVOR OF PROPOSITION L (ARGUMENTS IN FAVOR OF
INCLUDING ONLY COVERED EMPLOYEES)

* To contend that pension cost should be accrued for an employee
before he is covered by a pension plan is similar to contending that past
service cost should be charged to periods prior to the inception of the
plan. No pension cost is incurred for an employee prior to the time
he is covered; this is true even in those instances wherein qualifying
service is recognized in determining the amount of benefits. The fact
that pension benefits are in part measured by service in a particular

® For a discussion of procedures, see Appendix C (page 134).
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year or years does not of itself justify identifying the cost so measured
as an expense of that period.

* The increase in employment cost resulting when an employee
becomes covered by a pension plan is real. It is comparable with the
increases in cost which result when employees receive periodic in-
creases in pay.

* Including employees in pension calculations before the employees
attain covered status would make the calculations more burdensome
without improving the usefulness of the resulting estimates of pension
cost. In many instances, additional calculations would be required
because those made for funding purposes would continue to include
only covered employees.

* If employees are included in the calculations without regard to
eligibility requirements, it will usually be necessary to increase the
assumed rate of turnover. Ordinarily, an increase in pension expense
resulting from the former change will be substantially offset by a
decrease resulting from the latter.

ARGUMENTS AGAINST PROPOSITION L (ARCUMENTS IN FAVOR OF
INCLUDING EMPLOYEES NOT YET COVERED)

* The cost of providing pensions applies to the entire working lives
(after the inception of a plan) of the employees whom the plan will
benefit—not just the portion of their working lives during which they
are covered by the plan.

® Unless pension cost is accrued while an employee is accumulating
qualifying service, an abrupt increase in recorded employment cost
occurs when the employee becomes a participant and, hence, a factor
in the actuarial calculations.

* The procedure suggested is inadequate in the case of a plan which
defines eligibility for receipt of benefits but not for coverage. For
example, if an employee may retire under such a plan at age sixty-
five with twenty years of service, it may be argued that he does not
become eligible for coverage until age forty-five. Excluding employees
from pension cost calculations until they reach age forty-five, however,
would not produce a satisfactory accounting result.

CONCLUSION ON EMPLOYEE SERVICE BEFORE COVERAGE

"It is a conclusion of this study that present employees who may
reasonably be expected to become participants in a pension plan
should be included in calculations of the cost of the plan for account-

ing purposes.
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In practice, it may be desirable to exclude employees during an
initial period of service in which turnover is high (for example, three
years). This may simplify the calculations without significantly chang-
ing the annual amount.

Interest on Differences Between Pension Cost Accruals
and Contributions

The actuarial cost methods used in assigning the cost of a pension
plan to periods of time, whether for accounting or for funding pur-
poses, assume that contributions by the employer (and in some in-
stances by employees) will provide part of the money needed to pay
benefits and that earnings on pension fund investments ( called interest
for simplicity) will provide the balance. If the employer’s contribu-
tions exceed those assumed, the portion of the total cost which will
be met by interest increases, and the employer’s future contributions
are correspondingly reduced. If, on the other hand, the employer’s
contributions are less than those assumed, the interest which would
otherwise have been earned on fund investments must eventually be
contributed by the employer if the expectations of the procedure
adopted for accounting purposes are to be fulfilled.

It is a conclusion of this study that, if the contributions to a pension
fund differ from the accounting charges, the latter should include
(or be reduced by) interest on the difference between the actual pen-
sion fund and a theoretical fund which would have been produced
on the basis of the accounting charges. The method of calculation
is illustrated by the following examples.

Example 1

An employer’s annual contributions to a pension fund, determined
under the entry age normal method using an interest rate of 3 per
cent, comprise: (1) the normal cost and (2) $67,216 for amortization,
based on a twenty-year period, of past service cost of $1,000,000. In
accounting for pension cost, the employer charges the normal cost
to expense each year and accrues the past service cost over a thirty-
year period. Under these circumstances, the annual charge to pension
expense for past service cost would be $51,019 (the annual factor
necessary to accrue $1,000,000 over a thirty-year period with interest
at 3 per cent), less amounts equivalent to interest (at 3 per cent) on
the excess of the payments over the accrual charges. The following
table illustrates the accounting entries and balances which would
result (disregarding the normal cost).
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Amount charged to pension expense Deferred charge
Thirty-year  Reduction Amount paid carried in the
accrual for Amount (twenty-year balance sheet
Year factor interest® charged amortization) (end of year)
1 $51,019 $ - $51,019 $67,216 $16,197
2 51,019 486 50,533 67,216 32,880
3 51,019 986 50,033 67,216 50,083
10 51,019 4,936 46,083 67,216 185,680
20 51,019 12,204 38,815 67,216 435,216
21 51,019 13,056 37,963 - 397,253
22 51,019 11,918 39,101 — 358,152
25 51,019 8,302 42,717 - 233,678
30 51,019 1,457 49,562 - -

* On the excess of payments over accruals,

Example 2

The facts in the second example are the same as those in the first,
except that the past service cost is to be paid over forty years instead
of twenty years. In this instance, the annual charge to pension ex-
pense for past service cost would be $51,019 (the annual factor neces-
sary to accrue $1,000,000 over a thirty-year period with interest at 3 69
per cent) plus amounts equivalent to interest (at 3 per cent) on the
excess of the accrual charges over the payments. The following table
illustrates the accounting entries and balances which would result
(disregarding the normal cost).

Amount charged to pension expense

Thirty-year  Addition Amount paid Credit carried in
accrual for Amount (forty-year the balance sheet
Year factor interest* charged amortization) (end of year)
1 $51,019 $ — $51,019 $43,262 $ 17,757
2 51,019 233 51,252 43,262 15,747
3 51,019 472 51,491 43,262 23,976
10 51,019 2,364 53,383 43,262 88,927
20 51,019 5,845 56,864 43,262 208,434
30 51,019 10,524 61,543 43,262 369,050
81 - 11,073 11,073 43,262 336,861
32 - 10,107 10,107 43,262 303,706
35 - 7,032 7,032 43,262 198,150
40 - 1,261 1,261 43,262 -

® On the excess of accruals over payments.

Example 3
The facts in the third example are the same as those in the second,
except that in some years the employer’s payments for past service cost
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vary from those which would have been made under the schedule
initially established. The following table illustrates the effect of vary-
ing payments during the tenth through the twentieth years (disregard-
ing the normal cost).

Amount charged to pension expense

Thirty-year  Addition Credit carried in
accrual for Amount the balance sheet
Year factor interest®* charged Amount paid (end of year)

10°  $51,019 $2,364  $53383  § 43,262 $ 88,927
11 51,019 2,668 53,687 140,000 2,614
12 51,019 78 51,097 - 53,711
13 51,019 1,611 52,630 - 106,341
14 51,019 3,190 54,209 - 160,550
15 51,019 4816 55,835 - 216,385
16 51,019 6,492 57,511 130,092 143,804
17 51,019 4,314 55,333 - 199,137
18 51,019 5,974 56,993 - 256,130
19 51,019 7,684 58,703 120,000 194,833
20* 51,019 5,844 56,863 43,262 208,434

* The amounts for years prior to year ten and subsequent to year twenty are the same
as in Example 2.
“*® On the excess of accruals over payments.

Example 4

The facts in the fourth example are the same as those in the second,
except that instead of amortizing the past service cost the employer
merely pays interest on it. The results in this instance are similar
to those in Example 2. After the accrual period, however, the annual
charge to expense for past service cost, representing interest, is equal

“to the amount paid. The following table illustrates the accounting

entries and balances which would result (disregarding the normal
cost).

Amount charged to pension expense

Thirty-year  Addition Credit carried in
accrual for Amount Amount paid the balance sheet
Year factor interest® charged (interest) (end of year)

1 $51,019 $ — $51,019 $30,000 $ 21,019
2 51,019 630 51,649 30,000 42,668
3 51,019 1,280 52,299 30,000 64,967
10 51,019 6,406 57,425 30,000 240,961
20 51,019 15,838 66,857 30,000 564,791
30 51,019 28,514 79,533 30,000 1,000,000
Thereafter - 30,000 30,000 30,000 1,000,000

® On the excess of accruals over payments.
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As the examples show, the adjustment for interest may increase an-
nually in some periods and decline annually in others. While this
variation may at first appear undesirable, the theory underlying it is
sound. An employer making pension fund contributions which are
less than the amounts of pension expense accrued on the books may
be expected to earn a return on the additional assets thus retained
for use in operations. This return offsets (but probably does not match
exactly) the additional pension expense resulting from the interest ad-
justment. Conversely, an employer making contributions greater than
the expense accrued may be expected to suffer a reduction in earnings.
This reduction offsets (but probably does not match exactly) the
reduction in pension expense resulting from the interest adjustment.

TYPES OF PLANS NOT PREVIOUSLY DISCUSSED

Earlier, to simplify the discussion, consideration of certain types of
plans was deferred.

Certain Insured Plans

Among the plans remaining to be discussed are insured plans
in which the funding instrument consists of individual insurance or
annuity policies or a group annuity contract or contracts. Under such
plans, the employer may have less latitude in determining the annual
contribution than is typical under trusteed plans and plans funded
through deposit administration contracts or similar arrangements.

If individual policies are used, premiums are ordinarily determined
under the individual level premium method, following the insurance
company’s rate structure. Under a group annuity contract, the em-
ployer’s payments for normal cost are ordinarily determined by the
unit credit method, and past service cost is ordinarily amortized, but
the payments may vary in amount.

The criteria stated earlier for determining accounting charges under
trust fund plans apply equally to the insured plans described. Pay-
ments to insurance companies under such plans ordinarily meet the
criteria proposed in this study for determining charges to expense
on the accrual basis, with three exceptions: (1) the study accepts
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the actuarial cost methods ordinarily used in the insured plans but
prefers the entry age normal method; (2) under group annuity plans,
the amounts of the payments for past service cost may be determined
arbitrarily, whereas the study concludes that past service cost should
be recognized systematically; (8) under the insured plans, the im-
mediate basis is ordinarily used in recognizing actuarial gains (for
example, dividends, and credits due to employee turnover), whereas
the study concludes that significant actuarial adjustments should
ordinarily be spread over the current year and future years.

Defined-contribution Plans

Defined-contribution plans, also set aside earlier, are of two types.
Under one type, known as a money-purchase plan, the employer’s
contributions are determined for, and allocated with respect to, specific
individuals, usually as a percentage of compensation. The benefits
for each employee are the amounts which can be provided by the
sums contributed for him. Under this type of plan, the employer’s
contributions for a given period (not necessarily those made in the
period) are the proper amounts to be charged to expense.

The other, more common, type bears the name defined-contribution
plan. It states the pension benefits or the method of determining them,
as does a defined-benefit plan. A defined-contribution plan, however,
is ordinarily drawn up to accompany a separate agreement that
provides a formula for calculating the employer’s contributions (for
example, a fixed amount for each ton produced or for each hour
worked, or a fixed percentage of compensation ). Initially, the benefits
stated in the plan are those which the contributions expected to be
made by the employer can provide. In relating benefits and contribu-
tions, one of the actuarial cost methods described in Chapter 2 (page
26) is used. The calculation may be made (1) on the basis that the
defined contributions are to include amortization of past service cost
over a selected period (such as 30 years) or (2) on the basis that
the defined contributions are to include only interest on the past
service cost. Ordinarily, if the defined contributions include an al-
lowance for amortization of past service cost, it would be unlikely
for indications to exist at the inception of a defined-contribution plan
necessitating an accrual pattern differing from the payment pattern.

If the defined contributions subsequently appear to be inadequate
or excessive for the purpose of funding the stated benefits on the basis
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originally contemplated (for example, because of a change in the
level of the employer’s operations), either the contributions or the
benefits (or both) may be adjusted in subsequent negotiations. Under
such circumstances, or if the defined contributions differ from an ac-
counting charge conforming with the criteria set out in this study,
determining an appropriate accounting accrual will require careful
analysis based on the facts of each situation.

Unfunded Plans

The conclusions stated earlier for funded plans apply equally to
unfunded plans. Ordinarily, however, the annual charges to expense
under an unfunded plan would exceed the annual charges under an
otherwise identical funded plan because under the former there would
be no fund to provide earnings to meet part of the cost. Under an
unfunded plan, the pension expense element for interest on the excess
of accruals over funding (page 68) would be at a maximum. This
would be true even for employers which segregate assets in their
balance sheets, calling the amount a “pension fund.” Since the earn-
ings on such a fund are transactions of the employer, they should be
included in the employer’s income rather than offset against pension
expense.

OTHER CONSIDERATIONS

Responsibility for Calculations of Pension Cost

The calculations required in assigning the cost of a pension plan to
periods of time involve complicated actuarial considerations. Con-
sequently, actuaries play a leading role. Nevertheless, the corporate
executive responsible for the employer’s financial statements ordinarily
bears the responsibility for the amount of pension cost recorded. In
exercising this responsibility, the executive may discuss with the actu-
ary the choice of actuarial cost method and actuarial assumptions.
After the calculations have been made, the executive may review them.
In both instances, his objective would be to satisfy himself that the
actuarial cost method used is acceptable for accounting purposes,
that the actuarial assumptions, taken together, are reasonable, and that
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both the actuarial cost method and the assumptions have been applied
in a manner acceptable for accounting purposes.’’

Actuarial cost methods and the factors to be considered in applying
them have been discussed earlier in this chapter. In considering actu-
arial assumptions, it is important not to judge specific ones entirely
apart from the others. For example, the actuarial assumption as to
the earnings of a pension fund (called interest for convenience)
often attracts attention. The interest assumption should not be ap-
praised alone, however, because the estimates of pension cost, rather
than the individual assumptions, are the central issue. As a further
example, it is important in considering the interest rate to consider also
the treatment of unrealized appreciation (or depreciation) of pension
fund investments. Recognizing unrealized appreciation (or deprecia-
tion) may require a change in the interest assumption; conversely,
present and future appreciation (or depreciation) may be recognized
indirectly by the choice of assumed interest rate.

Income Tax Allocation

In the past, the amounts which employers have deducted for pension
expense in their Federal income tax returns have in most instances
equalled the accounting charges because both have been based on the

10 The responsibility of independent public accountants for pension cost
in financial statements they examine is an auditing matter and, hence, is not
considered in detail in this study on accounting for the cost of pension plans.
Some commentators have implied that it is inappropriate for independent
public accountants to inquire into the factors underlying an actuary’s rec-
ommendation as to the amount to be charged to expense for pension cost.
These commentators may not be fully aware that independent public ac-
countants, in discharging their overall responsibility for reporting on finan-
cial statements, must frequently evaluate conclusions of experts on whose
judgment a client’s management has relied. It is usual, for example, to
discuss with engineers their estimates of the cost of completing complicated
contracts, to inquire of lawyers as to the possible outcome of important legal
matters and to ascertain the basis on which tax counsel (if employed) has
estimated tax liability. An independent public accountant has the same
degree of responsibility for pension cost that he has for other financial state-
ment elements of comparable materiality and may appropriately discuss the
pension calculations with the actuary. In general, his objective would be the
same as that of the financial executive responsible for the financial state-
ments. In pursuit of this objective, he might examine the actuary’s calcula-
tions to the extent necessary to confirm his understanding of the procedure
followed.
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amounts paid.’ If the conclusions of this study are adopted, tax
return deductions for pension expense may more frequently differ from
accounting charges because the former presumably will continue to
equal payments, while the latter may not.

When such differences occur, taxable income for the current year
is greater or less than if the accounting method followed in the
financial statements had been followed in the tax return as well.
Ordinarily there is a reasonable expectation that taxable income for
subsequent years will be correspondingly less or greater. Under pres-
ent practice, such circumstances usually result in income tax allo-
cation.'?

Materiality

The relative significance of the matters considered in this study may
be expected to vary from employer to employer and from year to year
for a particular employer. The study intends, however, to deal only
with situations wherein the matters at issue are important. Materiality,
while not specifically mentioned, is an implicit factor in each phase of
the study; none of the conclusions reached is intended to apply when
the amounts involved are so small that in fact it does not matter how
they are handled.

Comparability of Financial Statements

A general objective of the research program of which this study is

part is to narrow areas of difference and inconsistency in account-

ing practice. In the minds of many, this objective means enhancing
the degree to which the financial statements of different companies
are comparable by eliminating accounting differences (whether in
principles, practices or methods) not justified by differences in circum-
stances. If comparability, in this sense, were to be acknowledged as
an objective, the conclusions of the study would require reappraisal.

As an example, the study concludes that several actuarial cost

11 The Federal income tax consequences of pension plans are discussed in
Chapter 2 and in Appendix A.

12 Accounting for income taxes is discussed in: Accounting Research Bul-
letin No. 43, Chapter 10B, “Income Taxes,” 1953; and Accounting Research
Bulletin No. 44 (Revised), “Declining-balance Depreciation,” 1958. A study
on accounting for income taxes is being conducted under the research
program of which this study is part.
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methods may appropriately be used in determining pension expense.
To achieve comparability, however, it would be necessary either to
select a single method or to specify the circumstances under which
each acceptable method should be used. If a single method were to
be selected, this study would choose the entry age normal method, for
the reasons indicated earlier. Specifying the circumstances under
which the other methods should be used might prove difficult. One
or another might be chosen, for instance, if an increasing or declining
trend in annual pension cost were considered an appropriate goal, or
if it were believed that the amount of the annual charge for the cost
of a pension plan should depend on whether insurance policies are used
in funding the plan. From the viewpoint of this study, however, such
criteria do not seem appropriate.

It should be obvious that universal adoption of the entry age normal
method (or any other actuarial cost method) would not equalize pen-
sion charges among companies, nor would the comparability objective
intend or desire this result. Pension cost would vary among companies
because pension benefits vary, because the age distribution of em-
ployee groups varies, and because judgments vary in selecting actuarial
assumptions. Companies would also have different funding policies,
and while funding would not influence the accounting charges directly,
it would influence them indirectly by affecting both the interest on
unfunded cost and the portion of cost ultimately met by fund eamn-
ings. Thus, variations in pension charges would remain, but the varia-
tions would result from differences in facts or in judgment—not from
differences in the methods of calculation.

As another example, this study concludes that past service cost
should be accrued over a reasonable period of time following the
inception of a plan. In applying the comparability objective, it would
be necessary to identify the accrual period more precisely, perhaps by
selecting a specific period such as the average remaining service life
of employees initially covered.

Pension Cost Incurred Outside the United States

For the most part, this study has analyzed issues in terms of pension
practices in the United States. Many U. S. companies, however, incur
pension expense in other countries, either through divisions or through
subsidiaries. Although there are variations, practices in other countries
concerning private pension plans are generally comparable with U. S.
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practices. The conclusions reached in this study are intended to apply
to pension cost incurred in other countries as well as in the United
States.

TRANSITION TO RECOMMENDED PROCEDURES

Some employers at present account for the cost of pension plans in
conformity with the conclusions of this study. Others will change their
procedures in varying degrees if they adopt the study’s conclusions.
The principal changes which may be necessary are discussed below.

Principal Changes

Consistency in recording pension expense

At present, some companies vary the amount of their annual pension
payment (and hence the annual charge to expense) on the basis of
factors such as the amount of cash available or the level of earnings
before deducting pension cost. Under present procedures, employers
may omit pension expense in some years. Under the procedures pro-
posed, however, there would be an annual charge for pension expense.

Actuarial cost methods

Some employers determine pension expense on the pay-as-you-go
basis or by terminal funding. This study, however, regards both pro-
cedures as unacceptable for use in accrual accounting. In addition,
many employers at present use actuarial methods which this study
regards as acceptable, but not preferable. Employers adopting the
entry age normal method, viewed as preferable, might experience
substantial changes in annual pension expense.

Accruing past service cost

Some companies do not amortize (or accrue) past service cost, but
fund (and charge to expense) only an amount representing interest on
this cost element. Others pay irregular amounts. The payments, how-
ever determined, are ordinarily charged to expense. This study, how-
ever, recommends that past service cost be taken into expense systemat-
ically over a reasonable period following the inception of a pension
plan.
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Increase in prior service cost upon amendment

Many companies account for an increase in prior service cost, result-
ing from an amendment of a pension plan increasing benefits, as if it
were an element of the initial past service cost, which they do not
amortize. This study, however, recommends that such an increase in
prior service cost be taken into expense systematically over a reason-
able period following the effective date of an amendment.

Recognizing actuarial gains and losses

Companies which at present recognize significant actuarial gains and
losses immediately would spread them over the current and future
years in conforming their accounting with the conclusions of this study.

Appreciation (depreciation) of pension fund investments

At present, relatively few companies recognize changes in the market
value of pension fund investments in determining pension expense.
This study, however, recommends that such changes be taken into
account for common stocks and in some instances for bonds and other
investments.

Putting the Changes into Effect

The problem of how to put into effect any necessary changes in
procedures remains to be discussed. The following solutions should
be considered:

1. As of the date of change, determine the cumulative difference
between the provisions for pension expense previously made under
procedures not meeting the criteria developed in this study and pro-
visions which would have been made in conformity with the study’s
criteria. The amount may be either a charge (if prior provisions have
been inadequate) or a credit (if prior provisions have been excessive ).
Account for this amount ( giving appropriate consideration to the effect
of income tax) as an adjustment of results of operations for prior years
(for purposes of this discussion, it will be assumed that such an
adjustment would be carried directly to retained earnings)!® or as an
adjustment of other prior transactions. As an illustration of an adjust-
ment of the latter type, if employees have become participants in the

13 Adjustments of prior years” operating results are discussed in Accounting
Research Bulletin No. 43, Chapter 8, “Income and Earned Surplus,” 1953.
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plan as a result of a merger or other business combination, it may be

“appropriate to apply part of the “cumulative difference” as a correction
of the entries made to record the business combination (see the dis-
cussion on page 60). In years following the date of change, charge
operations with pension expense determined in conformity with the
criteria developed in this study.

2. As of the date of change, determine the “cumulative difference”
described in Solution 1. In subsequent years, charge operations with
an amount consisting of (a) pension expense determined in conformity
with the criteria developed in this study and (b) an allocated portion
of such “cumulative difference.” Because the latter factor would in
effect be a correction of results of operations for years prior to the date
of change, the criteria developed in this study would have no signifi-
cance in selecting the number of future years to which this element
would be allocated.

3. As of the date of change, determine the amount of prior service
cost not previously funded or otherwise accounted for (in most
instances, this amount will be the unfunded prior service cost). In
subsequent years, charge operations with an amount consisting of (a)
normal cost determined in conformity with criteria developed in this
study and (b) an allocated portion of prior service cost not previously
accounted for. The latter factor would be determined substantially as
if the plan had been adopted or amended as of the date of change. It
would include (as an unidentified increase or reduction) a portion of
the “cumulative difference” described in Solution 1.

For some companies, the “cumulative difference” described in Solu-
tion 1 would be relatively minor. For example, unrealized appreciation
of common stocks in a pension fund which should have been recognized
in the past (under the criteria developed in this study) may be ap-
proximately offset by past service cost which should have been charged
to expense (under such criteria). If the “cumulative difference” were
immaterial, the results under all of the procedures described above
would be substantially the same. This study, however, must consider
the merits of each procedure for general application when the effect
of variations would be material.

Theoretical considerations

In theory, acceptance of the criteria for determining pension cost
developed in this study would require that the criteria be applied
retroactively (Solution 1). If they were not, pension expense which
logically applies to prior years would be charged against the operations
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of future years. Thus, the study’s conclusions, although accepted nom-
inally, would not be applied in fact.

From the contrary point of view, some may support spreading the
adjustment on the basis that such a procedure would be similar to
the spreading procedures recommended by this study for factors such
as past service cost and actuarial gains and losses. This analogy, how-
ever, is unsound. The cost factors that this study has recommended
for spreading are elements of a continuing flow of pension cost to be
determined under a set of criteria consistently applied. On the other
hand, if an adjustment such as that now under discussion arises, it
will have resulted from a radical change in the accounting principles
{or methods of applying them) applicable in determining pension
expense.

It may also be argued, in support of spreading the adjustment,
that if revised procedures are applied retroactively substantial amounts
of pension cost may not be charged to expense for any year, being
charged instead to retained earnings. On the other hand, this unde-
sirable result would be overcome, at least in part, in any future reports
of results of operations for prior years. That is, the applicable portion
of any retroactive adjustment would be taken into consideration in
restating prior year figures.

On balance, theoretical considerations point to a conclusion favoring
retroactive adjustment (Solution 1). There are, however, important
practical objections to retroactive adjustment.

Practical considerations

For one matter, a requirement for retroactive adjustment would be a
departure from precedent. Retroactive application of statements on
accounting principles issued by agencies of the American Institute of
Certified Public Accountants has not been mandatory in the past.*

Another important practical consideration relates to companies
whose rates for charging customers are regulated by government agen-
cies. For such companies, Solution 1 (retroactive adjustment) might
create a practical problem paralleling one of the theoretical arguments
against retroactive adjustment—that substantial amounts of pension
cost might bypass the income statement. For companies in nonregu-

14 A provision of Accounting Research Bulletin No. 47 permits charges
to retained earnings for pension cost in certain circumstances by companies
adopting the preferred procedure expressed in the Bulletin. Only a few
companies have made such charges.
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lated industries, this would improve future earnings in comparison with
earnings determined under either Solution 2 or Solution 3. For regu-
lated companies, however, a similar comparative increase in future
earnings would be unlikely because regulated rates are ordinarily set
at a level intended to permit recovery of operating costs and expenses
and to provide a return on invested capital. On this basis, pension
cost charged to retained earnings in Solution 1 would not be recognized
in rate determinations. Under Solution 2, the portion of pension ex-
pense calculated separately as a correction of charges for prior years
(element b) might likewise not be recognized. It can be argued, of
course, that regulatory authorities ought to permit companies subject
to their jurisdiction to use either Solution 1 or Solution 2 in their
published financial statements but to spread the adjustment into the
future (Solution 2 or Solution 3) in reports prepared for purposes of
rate determination. Not all (perhaps not any) of such authorities
would do so, however; as a result, regulated companies using either
Solution 1 or Solution 2 might suffer serious financial losses. Em-
ployers having cost reimbursement contracts, either with government
agencies or with private companies, might be similarly penalized.

Still another practical problem arises from difficulties that would be
encountered in determining the “cumulative difference” to be charged
or credited to retained earnings in Solution 1 or spread over future
years in Solution 2. Ordinarily, the “cumulative difference” would
be that portion of prior service cost not previously funded or other-
wise accounted for which would have been charged to expense in
prior years under the criteria developed in this study. In some in-
stances the determination would be relatively simple, but the presence
of a number of variables would complicate most calculations.

To illustrate, the entire unfunded prior service cost of a plan which
has been in effect without change for, say, twenty years (an unusual
situation) might be charged to retained earnings under Solution 1.
The calculations would become more complicated, however, if (for
example):

* The employer wished to adopt a period longer than twenty years
for accruing past service cost.

* The plan had been amended to increase benefits, thus creating
additional elements of prior service cost.

* After the inception of the plan, the employer had acquired one or
more other companies, bringing new employees having prior service
credits into the plan.
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® Actuarial gains, which under this study’s criteria are recognized on
the spread basis, had been recognized on the immediate basis.

The difficulties in calculation would be severe in many instances. Fre-
quently, it would be necessary to make arbitrary assumptions as to
the composition of prior service cost not previously accounted for. It
would also be necessary to assume that the employer’s pension funding
(in some cases, the complete absence of funding) would not have been
different had the employer used different pension accounting pro-
cedures.

Summation on transition

Thus, none of the solutions proposed above (page 78) is satisfac-
tory on both theoretical and practical grounds. Further, resolution of
the issue must be predicated upon resolution of a broader question—
the general question of retroactive application of changes in accounting
principles—which is beyond the purview of an inquiry into methods
of accounting for the cost of pension plans. Consequently, this study
does not propose a conclusion as to the procedure which should be
adopted in putting into effect the criteria developed in the study for
assigning pension cost to periods of time. However, except that prece-
dent for requiring retroactive adjustments is lacking and except in
special circumstances such as those of companies in regulated indus-
tries and companies having cost reimbursement contracts, the study
views retroactive adjustment (Solution 1, page 78) as preferable.
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Presentation in Financial Statements

This chapter is concerned with the presentation of information about
pension plans and pension cost in the financial statements of the em-
ployer. Chapter 2 briefly described present disclosure practices. Be-
fore discussing the nature and extent of the information which should
be presented, we will consider the existing guidelines.

EXISTING GUIDELINES

ARB 47 discussed in Chapter 2, deals with disclosure in paragraphs
7 and 8:

7. ...Accordingly, for the present, the committee believes
that, as a minimum, the accounts and financial statements should
reflect accruals which equal the present worth, actuarially cal-
culated, of pension commitments to employees to the extent
that pension rights have vested in the employees, reduced, in
the case of the balance sheet, by any accumulated trusteed funds
or annuity contracts purchased.

8. The committee believes that the costs of many pension
plans are so material that the fact of adoption of a plan or an im-
portant amendment to it constitutes significant information in

1 Accounting Research Bulletin No. 47, “Accounting for Costs of Pension
Plans,” 1956. ARB 47 is reproduced in Appendix E.
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financial statements. When a plan involving material costs is
adopted, there should be a footnote to the financial statements for
the year in which this occurs, stating the important features of the
plan, the proposed method of funding or paying, the estimated
annual charge to operations, and the basis on which such annual
charge is determined. When an existing plan is amended to a
material extent, there should be similar disclosure of the pertinent
features of the amendment. When there is a change in the
accounting procedure which materially affects the results of opera-
tions, there should be appropriate indication thereof. If there are
costs of material amount based on past or current services for
which reasonable provision has not been, or is not being, made in
the accounts, appropriate disclosure should be made in a footnote
to the financial statements as long as this situation exists.

Disclosure requirements applicable to financial statements filed with
the Securities and Exchange Commission are set forth in Rule 3-19 of
the Commission’s Regulation S-X:

General Notes to Balance Sheets . . . (e) Pension and retirement
plans—(1) A brief description of the essential provisions of any
employee pension or retirement plan shall be given. (2) The
estimated annual cost of the plan shall be stated, (3) If a plan
has not been funded or otherwise provided for, the estimated
amount that would be necessary to fund or otherwise provide for
the past service cost of the plan shall be disclosed.

DISCLOSURE IN THE BODY OF THE
FINANCIAL STATEMENTS

Questions of presentation may be discussed in relation to (1) in-
formation which should appear in the body of the financial statements
and (2) information which should appear in notes. The discussion im-
mediately following concerns the first category. Some information,
of course, may appropriately be presented in either category.

Balance Sheet
Unfunded prior service cost

It is sometimes suggested that the amount of unfunded prior service
cost (in particular, the amount of unfunded past service cost) of a
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pension plan represents a liability which should be shown in the em-
ployer’s balance sheet. Those who would so present past service cost
at the inception of a plan might also present a deferred charge of equal
amount, the latter to be amortized by charges to expense in succeeding
years.

The notion that past service cost is a liability may arise for a number
of reasons. One is the fact that this cost element is measured by service
in the past. The terminology of pensions reinforces the liability
concept. Juxtaposing “past service” and “cost” seems to imply a lia-
bility. Moreover, actuaries sometimes use “accrued” and “liability”
in referring to past service cost, in the expressions “accrued actuarial
liability” and “supplemental liability,” although in so doing they do
not intend to imply the existence of a liability in the accounting sense.
Beyond this, the practice of including in pension payments an amount
representing interest on unfunded past service cost suggests that this
cost is a liability.

In Chapter 3, however, this study concluded that prior service cost
in general and past service cost in particular, although measured by
employee service in years prior to creation of the cost, should be
included in expense of subsequent years. Prior (past) service cost
has no accounting significance until it is recognized as an expense
under an appropriate procedure (see Chapter 3). Consequently, such
cost should appear in the employer’s balance sheet only to the extent
that accounting charges determined in accordance with the criteria
developed in this study differ from payments.

In Chapter 3 (page 34), the possibility was discussed that, if ac-
counting charges for pension cost exceed payments, employees may
contend (for example, in the event of termination of a pension plan)
that the resulting balance sheet credit is payable to them (or to a
pension trust). Consequently, it may be desirable to avoid using
words such as accrued and liability in describing pension cost in an
employer’s balance sheet. Instead, a descriptive expression such as
Provisions for pension cost in excess of payments or Pension cost
charged to expense but not funded may be preferable.

Vested rights

In some instances, especially in the early years of a plan, the present
value of pension rights which have vested in employees may exceed
the amount in the pension fund. It is sometimes suggested that the
unfunded amount ought to appear as a liability in the employer’s
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balance sheet.? This study concludes that the appropriate treatment
depends on the terms of the specific plan. If employees have legally
enforceable claims against the employer for vested pension rights (a
relatively rare circumstance), any excess of the actuarial present value
of such rights over the amount of the pension fund (or annuity con-
tracts purchased) should be shown as a liability. If the cost of the
plan is being accounted for in conformity with the recommendations
of this study, the additional amount recorded as a liability should
not be charged to expense but should be carried forward as a deferred
charge to the operations of future years.

Statement of Income

Charge for pension expense

The amount of pension expense must be disclosed in financial state-
ments filed with the Securities and Exchange Commission. Many
employers also disclose pension expense in financial statements issued
to stockholders although the information is not called for by ARB 47.
The SEC requirement and the disclosure practice in reports to stock-
holders have developed, at least in part, because of the existing varia-
tions in accounting practices. If the range of variations is narrowed
as proposed in this study, there will be less reason for employers fol-
lowing the recommended procedures to disclose the amount of pension
expense. There would, for example, be no more reason to disclose the
amount than to disclose the amount of direct labor or the amount
of vacation pay.

Interest

The employer’s contributions to a pension fund provide part of the
money which will be needed to pay benefits. Earnings on the funds
contributed (called interest for simplicity ) provide the balance. Thus,
the contributions are, in effect, reduced by fund earnings. On the other
hand, employers’ contributions customarily include an element repre-
senting interest on the unfunded balance of prior service cost. Under
present practice, employers charge their pension contributions entirely
to pension expense. For the sake of completeness, this study should
consider whether an employer ought to record interest income or ex-
pense in connection with a pension plan.

2 See, for example, paragraph 7 of Accounting Research Bulletin No. 47.
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An employer has no interest income or expense in connection with
a pension plan funded through a trust or an insurance company; the
earnings on the funds contributed are not income of the employer but
of the trust or the insurance company. Similarly, the amounts included
in employers’ contributions as interest on unfunded prior service cost
are not interest expense but rather are part of the total amount of
pension cost. The foregoing holds true for the interest element of
accrual charges whether or not funded.

On the other hand, an employer may have interest income in con-
nection with an unfunded plan if funds are set aside for purposes of
the plan. Since the earnings on such segregated funds arise from trans-
actions of the employer, they should not be offset against pension ex-
pense but should be included in income.

DISCLOSURE IN A NOTE

Opinions vary widely as to the nature and extent of information
concerning pension plans which may be useful to readers of financial
statements. At present, in addition to the amount of pension cost in
expense (discussed earlier), information which may appear in notes to
financial statements includes the amount of unfunded prior service
cost, the basis for funding (accruing) such cost, and a brief explanation
when a pension plan is adopted or amended. Additional information
which might be considered for disclosure includes the following:

The amount of funds in the hands of a trustee or insurance car-
rier, the amounts of securities held (by major categories), and
the method of valuing investments.

The date of the most recent actuarial valuation and the name and
affiliation of the actuary.

The actuarially determined present value of vested pension rights.

The major provisions of the pension plan (to be disclosed an-
nually).

The actuarial factors and methods used to determine the charge
to operations and the payments to the fund.

Changes in (a) the actuarial factors or methods used to compute
the charge to operations or the payments to the fund or (b) the
accrual period for unfunded prior service cost, and the effects on
(i) the financial statements, (ii) the liability for income tax and
(iii} the payments to the fund.
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In accrual accounting, the amount corresponding to the unfunded
prior service cost (which includes unfunded past service cost) is the
amount remaining to be charged to operations. The idea that this
amount should be disclosed in a note, either as a cost incurred in the
past or as a commitment, is no more valid than the idea, discussed
earlier (page 84), that the amount should appear as a liability in the
balance sheet. Consequently, routine disclosure of the amount of prior
service cost remaining to be charged to operations is unnecessary.

Routine disclosure of other information is justified only if the in-
formation is useful and is required for a fair presentation of financial
position and results of operations.? In this context, it should no more
be necessary to disclose the terms of a pension plan in financial state-
ments, even in the year adopted or substantially modified, than to
disclose a wage increase or a liberalization of the formula for determin-
ing employees’ vacations. Beyond this, much of the information which
might be disclosed would be of no value to a reader of financial state-
ments unless he had at his command a wide range of other information
about employment cost, including such matters as wage rates, produc-
tivity levels and working rules. If the recommendations of this study
are adopted, the existing range of variations in accounting practices
will be significantly limited. Therefore, disclosure may properly be
diminished rather than expanded.

Although routine disclosure of information about pension plans
and pension cost seems unnecessary, disclosure of a significant change
in the procedures for determining pension expense seems essential.
Such a change may involve management’s selection of a different
accounting practice or may be made because of altered conditions.
Examples are: a change in the basis of accounting (e.g., from the pay-
as-you-go basis to the accrual basis); a change in actuarial cost method
(e.g., from the unit credit method to the entry age normal method);
a change in an actuarial assumption (e.g., from an interest assumption
of 3.5 per cent to an assumption of 4 per cent); a change in the period

3 The Federal Welfare and Pension Plans Disclosure Act requires the
administrator of a pension plan to file reports with the Secretary of Labor.
The reports include certain items of information sometimes suggested for
disclosure in financial statements, and the availability of the reports in the
files of the Department of Labor is sometimes cited as a reason for not dis-
closing the information in financial statements. This study, however, does
not view the availability of information in another source as relevant to the
question of whether financial position and results of operations are fairly
presented by financial statements which do not disclose the information.
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for accruing past service cost (e.g., from twenty-five years to twenty
years); a change in the level of pension expense arising because past
service cost has been fully accounted for (e.g., in the year following
the final year of a twenty-five year accrual period). If such a change
materially affects the comparability of the financial statements as be-
tween accounting periods, the change and its effect should be disclosed
in a note.*

CONCLUSIONS

Amounts Appearing in the Balance Sheet

It is a conclusion of this study that the unfunded prior service cost
of a pension plan is not a liability which must be shown in the balance
sheet of an employer. Ordinarily, the amount to be shown for pension
cost in the employer’s balance sheet is the difference between the
amount which has been charged to expense in accordance with the
recommendations of this study and the amount which has been paid.
If, as may occur in rare instances, participants’ vested rights are a
liability of the employer, the unfunded present value should appear
as a liability; if the employer accounts for the cost of the plan in con-
formity with the recommendations of this study, the amount should be
carried forward as a deferred charge to operations.

Disclosure

It is a conclusion of this study that routine pension disclosures should
not ordinarily be necessary in the financial statements of companies
whose accounting for pension cost conforms with the recommendations
of the study. If, however, a change in an accounting practice or an
accounting change necessitated by altered conditions affects the com-
parability of the employer’s financial statements as between accounting
periods, the change and its effect should be disclosed.

4 Statements on Auditing Procedure No. 33, Chapter 8, “Consistency
of Application of Generally Accepted Accounting Principles,” 1963.
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Comments of B. Russell Thomas

Briefly, my position concerning accrual of pension costs is as follows:

1. Annual normal cost and interest on past service cost is the true
long-range measure of annual costs of a pension plan. If costs are to
be determined on a “going concern” basis without regard to either (a)
the possibility of termination of the plan or (b) any legal obligation
assumed by the employer to contribute a greater amount, normal cost
and interest would constitute the appropriate accounting charge.

2. Contributions to a pension fund in excess of normal cost and
interest, whether made voluntarily by the employer or made because
of the employer’s legal liability under the plan, should be treated as
added costs for the year in which made, unless it can be shown that
they are abnormal contributions which should be spread over a
limited period of years. (For example, payment of all or a substantial
portion of the past service cost in a single year should result in charges
spread over a period of several years.)



Comments of W. A. Walker

Past service costs are generally related to past service so there is
no logic in saying that past service costs must be written off in a specific
pattern in order to match costs and revenues when in reality there is
no relation between such costs and current revenues. Thus, if the
unfunded past service cost is amortized over a specified period of years,
the pension cost shown in the earlier years of the plan would not be
relevant to the benefit values being earned in those years. Further-
more, the contribution level will change sharply at the end of the
period. If, however, the accrual for pension cost is limited to the
normal cost plus interest on past service cost, the accounting accruals
would not only furnish the greatest stability of pension cost from
year to year but would more closely approximate the objectives of
matching current cost and current revenues.

Such past service costs are undertaken for the benefit of the plan as
a whole, and not necessarily for the benefit of any individual employee,
and as such the benefits to be expected from them are indefinite in
duration. As a practical matter, charges in respect of past service
may be viewed as being largely in the nature of a strengthening of
the plan, and as such should be governed by funding policies deter-
mined by management, and with adequate disclosure. Conseque