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  Learning Objectives

1.
Account for payroll and payroll taxes, and understand the criteria for recognizing a liability associated with compensated absences.

· In addition to accounting for taxes withheld from employees, employers are responsible for FICA as well as state and federal unemployment taxes.

· Employees earn compensated absences, and these must be accounted for as expenses in the period in which the employee earns those rights.


2.
Compute performance bonuses, and recognize the issues associated with post-employment benefits.

· Employees may receive additional compensation based on the achievement of performance goals, often in the form of bonuses or stock options.

· The accounting for stock options requires estimates as to future value and can become quite complex.

· Benefits promised to employees (who leave the firm, either voluntarily or involuntarily) following employment but prior to retirement must be accounted for in a way similar to the accounting for compensated absences.


3.
Understand the nature and characteristics of employer pension plans, including a detailed discussion of defined benefit plans.

· Pension plans can be structured as either defined benefit plans or defined contribution plans.





With defined plans, the employee receives, upon retirement, the funds that have accumulated over time.





Accounting for defined contribution plans is straightforward.





Defined benefit plans are more challenging as the value of the benefits are often difficult to measure.

· As defined benefit plans are often a function of years of service, future salary levels, and life expectancy, actuaries are employed to provide estimates as to projected future benefits.

4.
Use the components of prepaid/accrued pension costs and changes in the components to compute the periodic expense associated with pensions.

· The prepaid/accrued pension account reflects the difference between the present value of the amount expected to be paid in the future (PBO) and the fair value of the plan assets set aside to meet that obligation.

· Additional factors can affect the pension account as well, including transition gains/losses, prior service costs, and deferred gains/losses related to differences between expected and actual returns on plan assets.

· Each year an assessment is made as to the additional benefits owed as a result of another year of service, the effects of being a year closer to paying out benefits, and the return received as a result of setting aside funds to meet these future obligations.

· These factors also affect the amount reported on the income statement in that they each may require adjustment over time.


5.
Prepare required disclosures associated with pensions, and understand the accounting treatment for pension settlements and curtailments.

· Detailed disclosure is required relating to pensions.

· The assumptions made by actuaries relating to expected return on assets, discount rates, and projected increases in salaries must be disclosed.

· Firms are also required to disclose the components of the prepaid/accrued pension cost from the balance sheet as well as the periodic pension expense amount disclosed on the income statement.

· In the event the benefits associated with a pension plan are curtailed, any prior service costs associated with the curtailment are recognized as a loss and offset against adjustments required to the PBO.

· Pension settlements often give rise to gains/losses.  According to FASB, those gains/losses resulting from irrevocable actions by the company that relieved the company of future obligations were to be recognized immediately.


6.
Describe the few remaining differences between U.S. pension accounting standards and the provisions of IAS 19.

· IAS 19 (1998) requires pension obligation be measured using same approach as used under U.S. GAAP.

· IAS 19 has no provision for recognizing a minimum pension liability.

  Chapter Review Outline
I.
Routine Employee Compensation Issues (p. 974).

A.
Payroll and payroll taxes.

1.
Unpaid salaries/wages are estimated and an adjusting entry, identified as salaries payable, is made at the end of an accounting period.

2.
When payment is made in the subsequent period, the amount is allocated between the employee and other entities such as government taxing units, unions, and insurance companies.

3.
Social security and income tax legislation impose four taxes based on payrolls:


a.
Federal old-age, survivors’, disability, and hospital insurance (tax to both employer and employee).


b.
Federal unemployment insurance (tax to employer only).


c.
State unemployment insurance (tax to employer only).


d.
Individual income tax (tax to employee only, but withheld and paid by employer).

4.
Federal old-age, survivors’, disability, and hospital insurance.


a.
FICA—Federal Insurance Contributions Act (social security).


b.
Taxes from both employer and employee provide funds for federal old-age, survivors’, disability, and hospital insurance benefits for certain individuals and their families.


c.
The amount of tax is based on the tax rate and wage base currently in law.


d.
The employer remits each employee’s withheld FICA taxes, along with a matching amount, to the federal government.


e.
The employer must maintain complete records and is responsible for the full amount even if employee contributions are not withheld.

5.
Federal unemployment insurance.


a.
The Federal Social Security Act and the Federal Unemployment Tax Act (FUTA) provide for the establishment of unemployment insurance plans.


b.
Employers with insured workers employed in each of 20 weeks during a calendar year or who pay $1,500 or more in wages during any calendar quarter are affected.


c.
Payment to the federal government is required quarterly.

6.
State unemployment insurance.

a.
Not the same in all states—each specifies the classes of exempt employees, the number of employees required, or the amount of wages paid before the tax is applicable, and the contributions to be made by the employer and employee.

b.
Payment is generally required on or before the last day of the month following each calendar quarter.

c.
Savings under the state merit system are allowed as credits in the calculation of the federal contribution.

7.
Income tax.

a.
Collected in the period in which the wages are paid.

b.
Most states and many local governments also impose income taxes on employees that must be withheld and remitted.

c.
Withholding is required of all employers including religious and charitable organizations, educational institutions, social organizations, and governments and their agencies.

d.
Quarterly and annual statements must be filed by the employer providing a summary of all wages paid.

8.
Accounting for payroll taxes.

a.
When tax payments are made to the proper agencies, the tax liability accounts are debited and Cash is credited.

b.
When financial reports are prepared on the accrual basis, the employer will have to recognize both accrued payroll and the employer’s payroll taxes relating thereto by adjustments at the end of the accounting period.

c.
Agreements with employees may provide for payroll deductions and employer contributions for other items, such as group insurance plans, pension plans, savings bonds purchases, or union dues.

B.
Compensated absences.

1.
Payments by employers for vacation, holiday, illness, or other personal activities.

2.
At the end of an accounting period, a company has a liability for earned but unused compensated absences.

3.
The estimated amounts earned must be charged against current revenue and a liability established for that amount.

4.
FASB Statement No. 43 requires a liability to be recognized for compensated absences that:

a.
Have been earned through services already rendered,

b.
Vest or can be carried forward to subsequent years, and

c.
Are estimable and probable.

5.
Statement No. 43 also stipulates that sick pay should be accrued only if it vests with the employee.

6.
Even though compensated absences are not deductible for income tax purposes until the payment is made, they are required by GAAP to be recognized as liabilities on the financial statements.

II.
Nonroutine Employee Compensation Issues (p. 979).

A.
Stock-based compensation and bonuses.

1.
The amount of compensation expense reported is a function of the method under which the options are accounted—the intrinsic value method or the fair value method—and the type of option plan—fixed plans or performance-based plans.

2.
Both the intrinsic and the fair value methods involve estimating the value of the option and accounting for the option value as compensation expense for the period over which the options are earned.

a.
The intrinsic value method usually results in no compensation expense for option plans with a fixed exercise price.

b.
The difference between the two methods is in how the option value is estimated.

c.
Refer to Chapter 11.

3.
Employees often earn bonuses based on the company’s performance.

a.
It is recognized in the period it is earned.

b.
It is usually a function of the employer’s income.

c.
The bonus is recorded on the income statement as an operating expense, and the bonus payable would be shown as a current liability on the balance sheet, unless the bonus was paid immediately in cash.

B.
Postemployment benefits.

1.
Statement No. 112, “Employers’ Accounting for Postemployment Benefits.”

a.
Extends Statement No. 43 recognition requirements to benefits that accrue to former or inactive employees after employment but before retirement.

b.
Examples include supplemental unemployment benefits, severance benefits, disability-related benefits, job training and counseling, and continuation of benefits such as health care and life insurance coverage.

2.
Criteria for accounting for postemployment benefits:

a.
Employer’s obligation in the future relates to services already provided by the employee.

b.
Employer’s obligation relates to rights that vest.

c.
Payment of the liability is probable and the amount can be reasonably estimated.

III.
Accounting for Pensions (p. 980).

A.
Pension Plan.

1.
An agreement, usually written, that provides for benefits to employees upon retirement from active employment.

2.
The plan usually includes provisions as to how the benefits are to be funded, who receives benefits, the amount of benefits to be paid, and restrictions on investments of pension plan assets.

3.
Three major categories:

a.
Government plans, primarily social security.

b.
Individual plans, such as IRAs.

c.
Employer plans.

4.
Statement Nos. 87 and 88 changed how pension plans are determined and reported by employers.

5.
A related issue is postretirement benefits other than pensions.

a.
These extend beyond the active years of employment and include health care, life insurance, legal services, special discounts on items sold or produced by the employer, and tuition assistance.

b.
FASB Statement No. 106 requires companies to accrue the cost of postretirement benefits as deferred compensation and to disclose the nature of the company’s future obligation for them.

B.
Nature and characteristics of employer pension plans.

1.
Most pension plans are designed for one employer and referred to as single-employer pension plans.

2.
A multiemployer pension plan is one where several companies contribute.

3.
Funding of employer pension plans.

a.
Pension plans provide retirement benefits to employees.

b.
Social security is criticized because it is not a funded plan—contributions are paid by employees and employers to pay benefits currently used by retired individuals.

c.
The Employee Retirement Income Security Act (ERISA) requires companies to fund their pension plans so that the employee is protected at retirement.

d.
Noncontributory pension plans are entirely funded by the employer.

e.
Contributory pension plans are funded by both employee and employer.

4.
Defined contribution pension plans.

a.
Specify the employer’s contributions based on a formula that includes such factors as age, length of service, employer’s profits, and compensation levels.

b.
These contributions are made to a separate trust fund and administered and invested by an independent third-party trustee.

c.
The employee’s retirement income depends on how the fund has been managed.

d.
The employer makes a specified periodic contribution that is charged to pension expense.

5.
Defined benefit pension plans.

a.
Plans that define the benefits that employees will receive at retirement.

b.
It is necessary to determine what the contribution should be to meet the future benefit requirements.

c.
FASB Statement No. 87 deals with this type of pension plan.

d.
The periodic amount of the employer’s contribution is based on the expected future benefits to be paid to employees and is affected by a number of variables.

 e.
The investment risk is borne by the employer.

f.
Pension plan assets—arise from contributions to the pension plan.  Generally comprised of cash and investments that have been segregated and designated for use of the pension plan only.

g.
Defined benefits.

(1)
These plans provide for an increase in future retirement benefits as additional services are rendered by an employee.

 (2)
Total compensation for a period consists of current wages or salaries plus deferred compensation (the right to receive a defined amount of future benefits) as determined by actuaries.

(3)
Future benefits are based on the plan’s benefit formula using various variables including average age of employees, length of service, expected turnover, vesting provisions, and life expectancy.

h.
Vesting of pension benefits.

 (1)
Vested benefits—the amount of pension benefits an employee will retain if employment with the employer is terminated.

(2)
Vesting occurs when an employee has met certain specified requirements and is eligible to receive pension benefits at retirement regardless of whether the employee is still working for the employer.

i.
Funding of defined benefit plans.

(1)
Most require periodic contributions that accumulate to the balance needed to pay the promised retirement benefits.

(2)
The contribution amounts are determined by actuarial formulas and must be adjusted as estimates and assumptions are revised to reflect changing conditions.

(3)
All funding methods are based on present values.

(4)
Actuarial present value—the present value of pension obligations determined by using stated actuarial assumptions and estimates.

(5) The Pension Benefit Guaranty Corporation (PBGC) is charged with monitoring pension plans’ funding status in the United States and provides federal insurance for participants.

C.
Issues in accounting for defined benefit plans.

1.
Although the provisions of defined benefit pension plans are complex and the application of accounting standards are technical, the issues are definable:

a.
The amount of net periodic pension expense to be recognized on the income statement.

b.
The amount of pension liability to be reported on the balance sheet.

c.
The amount of pension fund assets to be reported on the balance sheet.

 d.
Accounting for pension settlements, curtailments, and terminations.

 e.
Disclosures needed to supplement the amounts reported in the financial statements.

2.
Net periodic pension expense—the amount recognized in an employer’s financial statements as a cost of pension plan for a period.

 a.
Components of net periodic pension cost.

(1)
Service cost.

(2)
Interest cost.

(3)
Actual return on plan assets.

(4)
Pension gain or loss.

(5)
Amortization of unrecognized prior service cost.

(6)
Amortization of unrecognized transition gain or loss.

 b.
Funding decisions should not directly affect this amount.

D.
Simple illustration of pension accounting.

1.
Thakkar Company example, page 984.

2.
Estimation of pension liability.

 a.
Accumulated benefit obligation (ABO).

(1)
The actuarial present value of pension benefits based on the plan formula for employee service earned to date using the existing salary structure.

 (2)
It is used to compute the minimum liability.

b.
Projected benefit obligation (PBO).

(1)
The actuarial present value of pension benefits using the benefits/years of service approach that requires assumptions about future compensation levels.

 (2)
Increases over time by interest, amendments to plans, additional service years, and changes in actuarial assumptions.

(3)
SFAS 87 identifies PBO as the measure appropriate for use in most calculations.

c.
Net pension asset or net pension liability.

(1)
Fair value of plan assets is offset against PBO.

(2)
Why offset instead of listed separately?  Tradition.

3.
Computation of pension expense for 2002.

 a.
Interest cost.

 (1)
Implied interest on the beginning-of-the-period pension obligation.

(2)
Settlement interest rate—the interest rate used to compute the interest component of net periodic pension cost and the interest rate used to discount projected and accumulated benefit obligations to their present values.

(3)
It is the rate at which pension plan obligations could be effectively settled; that is, the rate implicit in the current prices of annuity contracts that could be purchased to settle the benefits owed to employees.

b.
Service cost—a component of net periodic pension cost representing the actuarial present value of benefits accruing to employees for services rendered during that period.

c.
Return on pension plan assets.

 (1)
Pension cost is reduced by the return on pension plan assets for the year.

(2)
The return on pension plan assets is offset against interest and service costs to compute a single net pension cost number.

(3)
Instead of using actual returns, the expected long-term return should be used.

d.
Two other common events when dealing with pension plans.

(1)
Contributions increase the amount of assets in the pension fund.

(2)
Benefits paid from the plan reduce the amount of plan assets and they reduce the PBO.

4.
Two key measurements in pension accounting—the projected benefit obligation (PBO) and the fair value of pension plan assets.

 a.
PBO, beginning of year + service cost and interest cost - retirement benefits paid  change in actuarial assumptions = PBO, end of year.

b. Fair value of pension plan assets, beginning of year + employer contributions - retirement benefits paid  actual return on pension plan assets = fair value of pension plan assets, end of year.

5.
Computation of accrued pension liability.

a.
The net accrued pension liability is shown in the noncurrent liability section of a company’s balance sheet.

b.
A table illustrating the calculations necessary to determine the accrued pension liability would be included in the notes to the financial statements.

6.
Basic pension journal entries.

 a.
An entry is made to accrue the pension expense, and another is made to record the contribution to the pension fund.

b.
The prepaid/accrued pension cost account is used to reflect changes in the net pension asset or liability.

c.
It is the difference between annual pension contributions and annual pension costs.

(1)
If contributions exceed cost, it is reported as an asset on a company’s balance sheet.

(2)
If costs exceed contributions, the difference is reported as a liability.

7.
Key points from the Thakkar Company example.

a.
The actuarial computations are complicated and done by actuaries.

b.
The balance sheet and income statement amounts related to pensions are sensitive to the actuarial assumptions made.

c.
The balance sheet amount is a conglomeration of several items.

(1)
Projected benefit obligation,

(2)
Fair value of pension plan assets,

(3)
Deferred items (the details of the computation are disclosed in the notes to the financial statements).

 d.
Net pension expense is also a conglomeration of several items.  The three main items are interest cost, service cost, and expected return on plan assets.

IV.
Comprehensive Pension Illustration (p. 991).

A.
A company could recognize as many as six components of net periodic pension cost:

1.
Service cost.

 2.
Interest cost.

3.
Actual return on pension plan assets (if any).

4.
Amortization of unrecognized prior service cost (if any).

5.
Deferral of current period gain or loss and amortization of unrecognized net gain or loss.

6.
Effects (if any) of transition to Statement No. 87.

B.
Two key measurements in pension accounting—the projected benefit obligation (PBO) and the fair value of pension plan assets.

1.
Because FASB Statement No. 87 permits the asset (fair value of pension plan assets) and the liability (PBO) to be offset against each other, they are not recorded in the employer’s formal accounting system nor reported on the balance sheet.

2.
Yet, memorandum records are maintained to compute pension cost and account for the following items:


a.
Projected benefit obligation.


b.
Fair value of pension plan assets.


c.
Deferred pension gains and losses.


d.
Unrecognized prior service cost.


e.
Unamortized transition gains or losses.

C.
Thornton Electronics—2002.

1.
Unrecognized prior service cost.

 a.
Prior service cost—the present value of the increased benefits granted by a pension plan amendment (or initial adoption of a plan).

b.
Recognized as a component of net periodic pension cost through amortization over the future service life of the covered employees.

c.
The cost should not be recognized at the plan’s adoption or amendment date but rather amortized over future periods.

 2.
Unamortized transition gain or loss.

a.
The transition gain/ loss is the difference between the projected benefit obligation and the fair value of pension fund assets existing at the time FASB Statement No. 87 is adopted, adjusted by an accrued pension cost or prepaid pension cost at the time of transition.

b.
This gain or loss is amortized over the average remaining service life of employees.

 c.
If average service life is less than 15 years, the employer may use 15 years for amortization purposes.

d.
Since all companies have now made the switch, no new transition gains/losses are being created; however, amortization of existing transition items will still be part of many companies’ pension expense until 2003.

3.
Service cost.

4.
Interest cost.

5.
Actual return on pension plan assets.

 a.
A component of net periodic pension expense measured by the difference between the fair value of pension plan assets at the end of the period and the fair value at the beginning of the period, adjusted for contributions and payments of benefits during the period.

 b.
After adjusting for current-year contributions and benefits paid to retirees, any change is the actual return on pension plan assets.

 c.
Always computed in determining net periodic pension expense.

6.
Amortization of unrecognized prior service cost.

a.
FASB Statement No. 87 states that unrecognized prior service cost should be amortized by “assigning an equal amount to each future period of service of each employee active at the date of the amendment who is expected to receive benefits under the plan.”

 b.
Expected service period—estimated number of years an employee will work before receiving pension benefits.

(1)
Can be estimated as the average computed life based on the total expected future years of service divided by the number of employees.

 (2)
The expected future years of service may be computed by the formula [N(N + 1)  2] x D, where N equals the number of years over which service is to be performed and D is the decrease in number of employees through retirement or termination of services per year.

c.
When a company has many employees retiring or terminating in a systematic pattern, a method similar to the sum-of-the-years’-digits depreciation method can be used (refer to text, page 995).

7.
Amortization of transition gain or loss.

a.
The transition gain or loss created by adoption of FASB Statement No. 87 is amortized on a straight-line basis over the average remaining service life of the participating employees as of the adoption date.

b.
Alternatively, if the average service life is less than 15 years, the employer is permitted to use a 15-year amortization period.

c.
Amortization of transition losses increases net periodic pension expense, while amortization of transition gains decreases net periodic pension expense.

8.
Summary journal entries.

D.
Thornton Electronics—2003.

1.
Deferral of gains and losses.

a.
Pension gain or loss—a component of net periodic pension costs that is the sum of (a) the difference between the actual return on plan assets and the expected return on plan assets and (b) the amortization of the unrecognized net gain or loss arising in a prior period from a change in the value of either the projected benefit obligation or the plan assets because of an experience different from that assumed or from a change in an actuarial assumption.

b.
The FASB decided to minimize the volatility of net periodic pension expense by allowing deferral of some gains and losses and amortization over future periods rather than requiring recognition of gains and losses in the period they arise.

2.
Deferral of current-year difference between actual and expected return on pension plan assets.

 a.
FASB Statement No. 87 indicates that the expected long-term rate of return on assets should be used rather than a more volatile short-term rate.

b.
If the actual return on pension plan assets exceeds the expected return, the difference is a deferred gain; if it exceeds the actual return, the difference is a deferred loss.

c.
Expected return on pension plan assets.

(1)
An amount calculated as a basis for determining the extent of delayed recognition of the effects of changes in the fair value of pension plan assets.

(2)
The expected return on pension plan assets is determined based on the expected long-term rate of return on pension plan assets and the market-related value of pension plan assets.

d.
Market-related value of pension plan assets.

(1)
Value of pension plan assets used in computing the expected return.

 (2)
Either of the following can be used as the market-related value:

(a)
The fair market value of pension plan assets as of the beginning of the year, or

 (b)
A weighted average value based on the market value of plan assets over a preceding period not exceeding five years.

(3)
If asset values have been increasing, the weighted average value will be lower than the beginning fair market value, resulting in a lower expected return.

(4)
Because the actual return on pension plan assets is deducted in computing pension expense, the net effect of the deferred pension gain or loss adjustment is that the expected return, rather than the actual return, is used to reduce pension expense, thus achieving a smoothing of pension costs over time.

3.
Differences in actuarial estimates of projected benefit obligation.

a.
The actuarial computation of the PBO involves many estimates.

b.
The effects of changing estimates are deferred and accumulated for possible amortization to pension cost over future periods. 

c.
Unrecognized net pension gain or loss—the cumulative net pension gain or loss that has not been recognized as a part of net periodic pension cost.

E.
Thornton Electronics—2004.

1.
Amortization of unrecognized net pension gain or loss from prior years.

 a.
Corridor amount:

(1)
An amount established as a minimum before amortization of pension gains and losses is required.

(2)
Only amortization of unrecognized pension gains and losses that exceed 10% of the greater of the projected benefit obligation or the market-related asset value as of the beginning of the period is included in the net periodic pension expense.

(3)
Any systematic method of amortization that exceeds the minimum may be used as long as it is consistently applied to both gains and losses and it is disclosed in the statements.

b.
Corridor amortization is a compromise between immediate recognition of gains and losses and permanent deferral, or rather an arbitrary definition of what amount of deferred gain or loss is considered “large.”

2.
Minimum pension liability.

a.
The net amount of pension liability that must be reported when a plan is underfunded.

b.
The minimum pension liability is measured as the difference between the accumulated benefit obligation and the fair value of the pension plan assets.

c.
Additional pension liability.

(1)
An additional liability reported for underfunded pension plans.

(2)
It is computed as the difference between the minimum pension liability and accrued pension cost or as the sum of the minimum pension liability and the prepaid pension cost.

F.
Deferred pension cost.

1.
A noncurrent asset resulting from recognition of an additional pension liability for underfunded pension plans.

2.
The balance in this account should not exceed the sum of any unrecognized transition loss plus prior service cost.

3.
The contra equity adjustment account (included as a component of other comprehensive income) represents that portion of the additional liability that reflects either changes in the value of pension plan assets or changes in the benefit obligation that are not related to unrecognized prior service costs or to the transition adjustment.

4.
The contra equity account is also adjusted each period when the minimum liability is recorded and this adjustment is disclosed as a component of other comprehensive income.

V.
Disclosure of Pension Plans (p. 1005).

A.
Discussed in SFAS 132.

1. Requires information similar to that presented in the work sheet used throughout the chapter.  Specifically:

a.
A reconciliation between the beginning and ending balances for PBO.

b.
A reconciliation between the beginning and ending balances in the fair value of plan assets.

c.
Disclosure of te ABO when it exceeds fair value of plan assets.

d.
Funded status of plans, amounts not recognized in the balance sheet, and amounts recognized in the balance sheet including:

(1)
Amount of unamortized prior service costs.

(2)
Amount of unrecognized net gains or losses.

(3)
Amount of any remaining unrecognized transition  adjustment.

(4)
Net pension asset or liability.

e.
The components of pension expense for the period.

f.
Any effects on other comprehensive income as a result of changes in the additional pension liability.

g.
Assumptions used relating to:

(1)
Discount rate.

(2)
Rate of compensation increase.

(3)
Expected long-term rate of return on plan assets.

h.
For post retirement benefits: assumed health care cost trend rates and their effect on service and interest costs and the ABO if the assumed health care costs trend rates were one percentage point higher.

2.   For defined contribution plans:

a.
The amount of pension expense recognized for defined contribution plans is to be disclosed separately from the amount of pension expense recognized for defined benefit plans.

b.
The nature and effect of any significant changes during the period.

B.
Pension settlements and curtailments.

1.  Settlement of a pension plan.

a.
An irrevocable action taken by an employer that relieves the employer of primary responsibility for all or part of the pension obligation.

b.
Examples include purchasing from an insurance company an annuity that would cover employees’ vested benefits, or a lump sum payment to employees in exchange for their rights to receive specified pension benefits.

2.  Curtailment of a pension plan—arises from an event that significantly reduces the benefits that will be provided for expected years of future services of present employees or eliminates for a significant number of employees the accrual or defined benefits for their future services.

3.   FASB Statement No. 88 considers what happens when partial settlements or curtailments take place.

4.   Statement No. 88 also addresses the issue of termination benefits, or those benefits provided to employees in connection with the termination of their employment.

5.  Settlements.

a.
Pension plans sometimes become overfunded because a rising stock market causes the value of plan assets to exceed the pension obligation.

b.
So, companies may settle their pension plans by purchasing annuity contracts from insurance companies for less than the amount in the pension fund.

c.
The excess funds can then be used for other corporate purposes.

d.
FASB Statement No. 88 states that if the settlement

(1)
Was an irrevocable action, 

(2)
Relieved the employer of primary responsibility for the pension benefit obligation, and

(3)
Eliminated significant risks related to the obligation and the assets used to effect the settlement, then the previously unrecognized net gain or loss should be recognized in the current period.

e.
If only part of the projected benefit obligation is settled, a pro rata portion of the gain should be recognized currently.

6.   Curtailments.

a.
Any unrecognized prior service cost or transition adjustment associated with years of service no longer expected to be rendered as a result of the curtailment is recognized as a loss.

b.
The projected benefit obligation of the pension plan may be changed as a result of the curtailment, giving rise to an additional gain or loss.

c.
Statement No. 88 provided for offsetting previously unrecognized pension gains and losses against the gain or loss from changes in the projected benefit obligation and called the difference curtailment gains or losses.

d.
If the sum of all gains and losses attributed to the curtailment is a loss, it is recognized in the period when it is probable that the curtailment will occur and the effects are estimable.

e.
If the sum is a gain, it is recognized when the related employees are terminated or when the plan suspension or amendment is adopted.

VI.
International Pension Accounting Standards (p. 1010).

A.   Accounting recognition of pension obligations is a natural consequence of the legal environment in the United States.

1.
The legal environment is not as well defined in some counties.

2.
Pension practices have varied substantially from country to country.

B.    IAS 19: Old and New

1.
Prior to 1998, IAS allowed a wide spectrum of pension approaches.

 a.
Accrued benefit method similar to approach in U.S. GAAP.

 b.
Projected benefit valuation method emphasized recognition of an equal amount of pension expense each year.

2.
Revised IAS 19.

 a.
Eliminates the projected benefit valuation method.

 b.
Requires same approach as U.S. GAAP.

 c.
Two remaining differences.

(1)
No provision to recognize additional minimum liability.

(2) A company cannot recognize a net pension asset unless it expects to be able to get its hands on the net amount in the pension fund.

C.
New proposal from the United Kingdom.

 1.
Historically has followed the projected benefit valuation method.

 2.
Recently announced intent to adopt IAS 19.

 3.
Pension gains and losses to be recognized immediately, but as part of comprehensive income instead of pension expense.

Expanded Material
VII.
Postretirement Benefits Other than Pensions (p. 1012).

A.
FASB Statement No. 106.

1.
Relates only to single-employer defined benefit postretirement plans.

2.
The benefits are defined either in monetary amounts or as benefit coverage.

3.
The FASB decided that, in general, the costs of the benefits should be accounted for by employers in the same way as pension costs, i.e., on an accrual basis.

4.
There are some important differences between pensions and other postretirement benefits.

B.
Nature of postretirement health care plans.

1.
Informal rather than formal plans.

a.
Many postretirement benefit plans are not formally contracted.

b.
Companies often pay for postretirement health care as a continuation of health care coverage.

c.
Sometimes this becomes part of union contract bargaining.

2.
Nonfunded rather than funded plans.

a.
Most company plans are not funded.

b.
So, companies rely on current revenues to meet current costs.

c.
Postretirement benefit plan contributions usually are not deductible for income tax purposes.

d.
In some cases, a separate insurance carrier is used to cover the risk.

3.
Pay-as-you-go accounting rather than accrual accounting.

a.
Almost all companies previously charged these costs against revenue in the period the benefit costs were incurred rather than in the period when the employee service was rendered.

b.
This results in uneven charges against revenue and does not recognize a liability for unfunded postretirement benefits.

4.
Uncertainty of future benefits rather than clearly defined benefits.

a.
Defined benefit pension plans establish terms that make their future pension obligation measurable.

b.
Health care costs, however, involve variables that make accrual accounting difficult.

c.
Estimating future benefit costs can be costly and time-consuming due to the many variables considered for an accrual entry for postretirement benefits.

5.
Nonpay-related rather than pay-related.

a.
Full eligibility date—the date at which an employee attains full eligibility for the benefits that employee is expected to earn under the terms of a postretirement benefit plan.

b.
In contrast, when plans increase an employee’s benefits for each additional year of service and for salary increases, the employee continues to earn pension benefits until retirement.

c.
Therefore, the period over which postretirement benefits are earned differs from that over which pension benefits are earned.

C.
Overview of FASB Statement No. 106.

1.
Most companies must adopt accrual accounting for postretirement benefits beginning with their 1993 financial statements.

2.
The same six components for net periodic pension expense are required for net periodic postretirement benefit expense.

3.
Service cost and prior service cost are attributed to the years from the hire date to the full eligibility date rather than from the hire date to the retirement date as is true for pension costs.

4.
No minimum liability provision is required for postretirement health care benefits.

5.
The disclosure required for postretirement benefit plans includes all the requirements for pension plans plus information about health care trend assumptions and sensitivity analysis of how postretirement costs and the obligation would vary if the health care costs trend rate increased by 1 percent.

D.
Components of net periodic postretirement benefit cost.

1.
Refer to Exhibit 17-13 on text page 1015 for an illustration of the major differences in accounting for pensions and other postretirement benefits.

2.
Service cost.

a.
Expected postretirement benefit obligation (EPBO)—the actuarial present value, as of a certain date, of all future postretirement benefits to be paid to employees.

b.
Accumulated postretirement benefit obligation (APBO)—the actuarial present value of all future postretirement benefits earned by employees as of a certain date assuming that the benefit plan remains in effect and that assumptions about the future are fulfilled.

c.
Refer to example, Haymond Electrical Company, text page 1016.

3.
Interest cost.

a.
Computed by applying an assumed discount (interest) rate to the beginning APBO.

b.
This rate should reflect the rates of return on high-quality, fixed income investments currently available whose cash flows match the timing and amount of expected benefit payments (FASB Statement No. 106, par. 31).

4.
Actual return on postretirement plan assets.

a.
Since most plans in the past have not been funded, this offset against net periodic postretirement benefit cost will not be present for many employers until funding begins.

b.
If the fund holding the assets is a taxable entity, the actual return on plan assets shall reflect the tax expense or benefit for the period.

5.
Amortization or postretirement prior service costs.

a.
If any amendment includes previous service years, the additional expected obligation related to those years is calculated and amortized over the period from the date of the amendment to the full eligibility date.

b.
If the amendment only refers to future service periods, the additional costs are added to the service cost for the future years.

6.
Gains and losses arising from changes in the APBO and plan assets.

a.
These arise from experiences different from those assumed in initiating the plan or from changes in actuarial assumptions.

b.
They may be recognized immediately or deferred and amortized over future service periods if they exceed a corridor amount (10% of the larger of the APBO or the market-related value of the postretirement plan assets as of the beginning of the year).

7.
Amortization of transaction adjustment.

a.
The FASB allowed adopting companies to either recognize the transition asset/obligation immediately in the year the standard is applied or delay recognition and amortize it over the longer of the average remaining service life of active participants or 20 years.

b.
If immediate recognition is selected, the offset to the asset or obligation is to be accounted for as a cumulative change adjustment to income in the transition year.

c.
No change can be made once a specific alternative is selected.

E.
Disclosure of postretirement benefit plans.

1.
The same reconciliation used for pensions could be used for postretirement benefits, with the exception of future government regulations.

2.
FASB allowed companies to base their forecast of the government’s activity on enacted legislation.

VIII.
Appendix 17: Present Value Calculations—Thakkar Company (p. 1020).

A.
Accumulated Benefit Obligation—January 1, 2002.

B.
Projected Benefit Obligation—January 1, 2002.

C.
Computation of Service Cost for 2002.

1.
Projected benefit obligation, 1/1/03, with an extra year of service.

2.
Projected benefit obligation, 1/1/03, without an extra year of
1




