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Under European C ommiss ion regulat i on No.  1606/2002,  publ i cly  t raded companies  i n

the European Union must  report  i n  accordance wi th Int ernat ional  F inanci al  R eport i ng

S tandards  (IF R S ) from 2005 on.  In  t hi s  context ,  publ i cly  t raded means  t hat  t he

company’s  securi t i es  are t raded on a regulat ed market  or t hat  t he company has  i s sued

bonds  t o  t he publ i c.

German companies  al ready account ing in  accordance wi th other i nt ernat ional ly

accepted s t andards  t hat  correspond to  §292a HGB  (German commerci al  l aw),  e. g . ,

Ameri can F inanci al  Account ing S t andard (F AS ),  mus t  use IF R S  from 2007 i f t hey

ful fi l l  cert ain  addi t i onal  condi t i ons .

The IF R S  for t he measurement  and account ing of company pens ion schemes  i s  t he

Int ernat ional  Account ing S t andard 19 (IAS  19).  IAS  19 di ffers  fundamental l y  from

convent ional  German measurement  and account ing under commerci al  and t ax

l egi s l at i on.  In  part i cul ar,  IAS  19 requi res  t he complet e recogni t i on of any pens ion

l i abi l i t y  wi thin t he bal ance sheet ,  whereas  German commerci al  l egi s l at i on al l ows  the

company to  choose whether or not  t o  recogni se t he l i abi l i t y  when the pens ion promise

was  given before 1987.  F urthermore,  pens ion l i abi l i t i es  are not  requi red t o  be

recognized when the company makes  use of an ext ernal  funding vehicl e,  even i f t he

corresponding asset s  are not  suffi ci ent .  Thi s  oft en happens  i n  Germany when pens ions

are ext ernal ly  funded through the use of a support  fund.

Account ing for pens ion l i abi l i t i es  under IAS  19 i s  al so qui t e di fferent  t han current

German pract i ce.  IAS  19 requi res  t he cons iderat i on of future adjus tment s  of pens ions

in t he course of payment .  However,  t hi s  rarely happens  i n  German commerci al

bal ances ,  s i nce i t  i s  not  accepted for t ax purposes .  As  a resul t ,  t he pens ion l i abi l i t y

measured in  accordance wi th IAS  19 oft en out runs  t he convent ional  German value by

as  much as  40%.  Thi s  i s  not  always  t he case,  as  some pens ion pl ans  have the oppos i t e

effect .

The int eres t  rat e used for di scount ing future pens ion payment s  i s  very import ant .  In

Germany,  an i nt eres t  rat e of 6%,  which i s  obl igatory for t ax purposes ,  i s  oft en used

for t he commerci al  bal ance as  wel l .  IAS  19 requi res  companies  t o  use an i nt eres t  rat e

corresponding to  t he effect i ve i nt eres t  yi eld of high qual i t y  corporat e bonds ,  wherein

high qual i t y  means  at  l eas t  an AA rat i ng.  If t here i s  not  a suffi ci ent  market  for

corporat e bonds ,  t he use of t he yi eld on government  bonds  i s  al l owed.  In  pract i ce,

t hi s  yi eld i s  oft en i ncreased by a hal f or even a whole percentage point  i n

cons iderat i on of t he supposed higher solvency of such government  bonds .

It  i s  a mat t er of fact  t hat  t he effect i ve i nt eres t  yi elds  of fi xed-int eres t  bonds  vary

cons iderably.  In  Germany,  i t  was  about  10. 4% in 1974,  dropped to  5 . 7% in 1978,

increased back up to  9 . 4% in 1981,  dropped again by 1987 to  5 . 8%,  reached another

peak in  1990 at  8 . 9%,  and then dropped s t eadi ly  t o  5 . 4% in 2000 and probably about

3. 9% in 2003 (see F igure 1).  These ups  and downs  of effect i ve i nt eres t  yi elds

influence t he account ing of pens ion l i abi l i t i es  i n  accordance wi th IAS  19.  The value

of t he same pens ion l i abi l i t y  can vary by a factor of two or even three wi thin only a



few years .  Thi s  i s  especi al l y  t rue i f t he pens ion i s  not  sal ary-rel at ed.  Otherwi se t here

i s  a counter-effect  from assumed sal ary i ncreases ,  due t o  t he fact  t hat  i n  periods  of

low int eres t  rat es ,  sal ary i ncreases  are l ow as  wel l ,  and vi ce versa.

Addi t i onal ly ,  t he great ly  varying int eres t  l evel  l eads  t o  a correspondingly l arge

vari at i on i n  t he value of pens ion l i abi l i t i es .  To reduce t hi s  vari at i on,  IAS  19 in  i t s

present  form al lows  the spreading of pens ion cos t s  over t he average remaining servi ce

of scheme members ,  i f t he Defined B enefi t  Obl igat ion (DB O) out runs  t he net  l i abi l i t y

by more t han 10%.  As  a resul t ,  pens ion cos t s  do not  vary arbi t rari l y  and are not

bound to  t he casual  i nt eres t  rat e at  t he measurement  dat e.  A long-t erm l i abi l i t y ,  l i ke a

company pens ion scheme,  which has  t o  be ful fi l l ed over decades ,  cannot  reasonably be

measured wi th such a casual  i nt eres t  rat e.  Given t erm-adequate i nves tment  i n  fi xed-

int eres t  bonds ,  vari at i on of t he i nt eres t  rat e i s  bal anced out  anyway.  The inves tment

port fol i o  covering the pens ion l i abi l i t i es  wi l l  normal ly contain high-int eres t  bonds  as

wel l  as  t hose wi th l ower i nt eres t  yi eld.  It  would be i nadequate t o  abandon the

described spreading of pens ion cos t s ,  which indi rect l y  causes  a smoothing of t he

di ffering int eres t  rat es  wi thin t he company’s  profi t  and loss  account .

In  Great  B ri t ain ,  however,  t hi s  mechani sm of smoothing was  at t acked.  The account ing

s t andard F R S  17,  which was  developed for Great  B ri t ain ,  no l onger al l ows  the

spreading of pens ion cos t s .  If i t  were i n  force al ready,  i t  would cause a no longer

unders t andable chaos  wi thin t he bal ance sheet s ,  which would great ly  i nfluence t he

profi t  and loss  account  as  wel l  as  t he company’s  equi ty  (see F igure 2).  In  t imes  of

high int eres t  rat es ,  t he pens ion l i abi l i t i es  would be unreal i s t i cal l y  l ow,  pens ion cos t s

would be kept  down and equi ty  would be i nfl at ed.  In  t imes  of l ow int eres t  rat es  t he
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oppos i t e would happen:  cos t s  would grow and equi ty  would shrink dramat i cal l y .

These effect s  would even be magni fi ed,  i f t he asset s  covering pens ion l i abi l i t i es

developed as  i n  t he l as t  years ,  meaning int eres t  l evel  and s tock pri ces  decrease at  t he

same t ime.  Ameri can and B ri t i sh pens ion funds  especi al l y  suffer from thi s  problem.

B ut  t hi s  effect  can occur i n  Germany as  wel l ,  i f a company has  pl aced the asset s  for

the coverage of pens ion l i abi l i t i es  i n  t he hands  of a t rus t ee,  real i s i ng so-cal l ed

cont ractual  t rus t  arrangement  model s  wi th t he corresponding inves tment  pol i cy.

F or t he sake of a sens i t i ve account ing for pens ion l i abi l i t i es ,  t he exi s t i ng s t andard

IAS  19 should not  be changed in  t he sense of t he pos tponed B ri t i sh F R S  17.  The

consequences  would be i ncal cul abl e,  as  bal ancing of account s  would become arbi t rary,

and a sol id  rat i ng of companies  would no longer be poss ibl e.  It  would be more

sens i t i ve t o  change the exi s t i ng IAS  19 in  a way such that  t he i nt eres t  rat e used for

di scount ing future pens ion payment s  would be t he average yi eld of fi xed-int eres t

bonds .  Average yi eld over a l ong period of t ime,  e. g . ,  10 up to  30 years ,  would be

most  appropri at e.  Thi s  would t ake i nto account  t he l ong-t erm charact er of pens ion

schemes .  Thi s  bas i c i dea i s  al ready used in  t he German context .  It  i s  mani fes t ed i n

§65,  Art i cl e 1  of t he l aw regulat i ng the supervi s ion of i nsurance companies  and the

addi t i onal  regulat i ons .  In  cont ras t  t o  t hese regulat i ons ,  i t  would not  be necessary t o

use only 60% of t he average yi eld,  which was  mandatory for i nsurance companies  due

to t he principl e of precaut ion.

In addi t i on,  i t  has  t o  be t aken into account  t hat  t he Ameri can s t andard for t he

account ing of pens ion l i abi l i t i es  s t i l l  uses  adequate mechani sms  for spreading of

pens ion cos t s .  It  would be i rrespons ibl e i f,  by conveying F R S  17 into IAS  19,  two

F I G U R E  2

ANNUAL  CHANGE  IN  EQU I TY  UNDER  STATEMENTS  FRS  17  AND  IAS  19
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The plan provides for a lump sum payment of 100,000 in the event of disability, 
death in service, or retirement. The calculations have been made using discount rates
equal to yields on government bonds during the period of 1972 – 2002, and we have 
assumed a stationary population with retirements being replaced by new employees at age 30.



complet ely di fferent  account ing approaches  came into exi s t ence.  C onvergence of

pens ion account ing s t andards  i s  necessary for t he sake of comparabi l i t y  of t he annual

bal ance sheet s .


