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Pension Costs in company accounts have become a focus for 

accounting thought over the last 20 years. The last 

decade in particular has seen the publication of a number 

of accounting standards in different parts of the world. 

Having written two previous articles on this subject for 

earlier conferences of the International Association of 

Consulting Actuaries, I wonder whether we are much further 

forward after all this activity. Indeed, I would venture 

to suggest that in some cases the lack of adequate 

actuarial input has meant that figures are being 

calculated which may not meet the accountants' actual 

requirements. There is, for example, a very big 

difference between the American and British standards. 

The former prescribes in great detail the way in which 

certain numbers are to be calculated for inclusion in the 

accounts, whereas the latter allows a considerable amount 

of actuarial judgement. I would venture to suggest that 

the British standard may well go much closer to producing 

realistic numbers than its American counterpart. 

One of the problems with standards which prescribe 

detailed rules is that there is a tendency for the rules 

to become more and more detailed to deal with the specific 

cases which inevitably arise. This process is nowhere 

more apparent than in the United States where, not only 

did Financial Accounting Standard (FAS) 87 replace FAS 36 

"Disclosure of Pension Information'' and the earlier 

Opinion No. 8 "Accounting for the Cost of Pension Plans" 



issued in 1966, but it was subsequently followed itself by 

an explanatory publication - "A Guide to Implementation of 
Statement 87 - Questions and Answers1', and more recently 
there have been various interpretations and 

l'clarificationsl"by the Emerging Issues Task Force. 

Dale L Gerboth, himself an accountant and a senior 

consultant on pension and employee benefits, accounting 

and auditing, made a comment at a two-day conference in 

Bermuda in May 1989 on FAS 87, which, though related to 

the specific detail of that standard, seems to me to have 

much wider application when he said 

"Any time you produce a specific rule you produce along 

with it two things: square pegs in round holes and round 

pegs that should be in round holes, but somehow escape on 

a technicality - that is a price we pay as accountants for 
specific rules. " 

I have talked to several actuaries in the United States, 

as well as auditors and company officials, and it seems 

clear that, in the actuarial profession at least, there is 

little confidence in the usefulness of the numbers 

produced by complying with FAS 87. Nevertheless, 

compliance with the standard is the order of the day. 

Before we dismiss this document out of hand we need to 

recognise that the Financial Accounting Standards Board 

was faced with some extremely difficult problems. We can 

only surmise what form the standard would have taken if 

there had been greater actuarial input! 

The objectives of the FASB were to provide a measure of 

the net periodic pension cost in a company's profit and 

loss account and in addition to provide disclosures which 

allowed "users to understand better the extent and effect 



of an employer's undertaking to provide employee pensions 

and related financial arrangements'' as well as to "improve 

reporting of the financial positionn. 

It was perceived that there was a need that the pension 

cost should be "more representationally faithful than 

those used in the past practice because it reflects the 

terms of the underlying plan and because it better 

approximates the recognition of the cost of an employee's 

pension over that employeev s service period", and "more 

understandable and comparable and is, therefore, more 

useful than those in past practice". 

I am clearly not competent to comment on the figures which 

were shown in US company accounts prior to the 

introduction of FAS 87, but the desire to establish a 

standard would seem to be evidence that the FASB thought 

one was necessary. I am not convinced that the "net 

pension costs" produced are as "understandable and 

com~arable" as the authors would have wished! 

The UK standard (SSAP24) does not set out its objectives 

in quite such a direct manner, but it reflects similar 

thinking when it states that "pension costs form a 

significant proportion of total payroll costs and they 

give rise to special problems of estimation and of 

allocation between accounting periods1#. This standard 

concentrates upon the allocation of costs over the periods 

(rather than allocation of benefits which are then valued 

as in FAS 87). This concept is developed in paragraph 16 

of the explanatory note : - 

"From the point of view of the employee a pension may be 

regarded as deferred remuneration; from the point of view 

of the employer it is part of the cost incurred in 



obtaining the employee's services. The accounting 

objective therefore requires the employer to recognise the 

cost of providing pensions on a systematic and rational 

basis over the period during which he benefits from the 

employees ' services. Many companies have, until now, 

simply charged the contributions payable to the pension 

scheme as the pension cost in each accounting period. In 

future, in order to comply with this Statement, it will be 

necessary to consider whether the funding plan provides a 

satisfactory basis for allocating the pension cost to 

particular accounting periods.'' 

The use of a calculated pension cost in the accounts means 

that details of amounts actually paid are hidden. In 

1980, I said that I preferred accounts to reflect the 

actual amounts paid and that all additional pension 

information should be by way of disclosure in the notes, 

and I remain of that opinion today. In fact, I am even 
more convinced that it would have been the preferable 

course, but we are unlikely to be able to put the clocks 

back ! 

On the subject of disclosure, SSAP24 suggests that 

"sufficient information should be disclosed to give the 

user of the financial statements a proper understanding of 

the impact of the pension arrangements on the group's 

and/or the company's financial statements." To my mind if 

this also included details of the ongoing cost of the 

benefits, the notes would be all that is required! 

The Canadian Accounting Standard - CICA Handbook Section 
3460 - also contains a dual approach to cost and 

disclosure; the cost being that for current service 

benefits adjusted for the amortisation of ffamounts arising 

from plan initiation or amendment". Interestingly, the 



compulsory disclosure is minimal and is limited to "the 

present value of required future contributions in respect 

of past service", and it is left to the "enterprise" 

voluntarily to "disclose additional information to assist 

the financial statement user in understanding the impact 

of pension plans in the enterprise's financial 

statements". 

The International Accounting Standards Committee has 

recently published a series of proposed amendments to 

their International Accounting Standards. This Committee 

was formed in 1973 and it would appear from its initial 

membership, at least, that there is a strong North 

American influence on its publications. In the 

introduction to its recent crop of proposed amendments it 

suggests that:- 

"Significant benefits should flow from these improvements 

in International Accounting Standards. Better standards 

have the greater potential to: 

improve the quality of financial reporting; 

make easier the comparison of the financial position, 

performance and changes in financial position of 

enterprises from different countries; 

reduce the costs borne by multinational enterprises 

which presently have to comply with different 

national standards; and 

facilitate the mutual recognition of prospectuses for 

multinational securities offerings." 



The authors further observe that improvements in 

International Accounting Standards cannot be separated 

from developments in national requirements whether in the 

form of standards or laws. 

"The willingness of national standard-setting bodies to 

remove free choices in national accounting standards and 

to conform those standards at an international level is 

crucial to the success of the Board's aim of facilitating 

the preparation of internationally comparable financial 

statements. Hence, the Board will continue to work 

closely with national standard-setting bodes and expand 

its links with regulators, multinational enterprises, 

accounting firms and other users and preparers of 

financial statements." 

The significance of this quotation should not be 

overlooked. It calls for national accounting bodies to 

fall into line with what is proposed internationally. The 

dialogue between national bodies and the IASC is therefore 

of vital importance if the Board is to be successful in 

its aims. It could be that to obtain such international 

agreement, the IASC will find it necessary to relax many 

of its requirements so as to embrace as many differing 

national views as possible. But the more likely outcome 

in the longer term would seem to be a gradual convergence. 

As far as pension reporting is concerned it is too early 

to say which way the consensus will go and whether the 

flexibility of the UK standard will gain support. The 

dangers are that the more rigid US approach in FAS 87 

could yet win a majority. 

Perhaps I am biased when I suggest that, in these 

circumstances, it is particularly important that actuaries 

should co-ordinate their efforts internationally and make 



a positive response to these latest documents and to the 

proposed changes to IAS 19. It would, in my view, be a 

tragedy if as a result of the introduction of a future 

international accounting standard, the results of 

considerable hard work and the co-operation of accountants 

and actuaries in the UK should be wasted. Who knows, if 

we were to produce something really worthwhile in response 

to the international accountants, this might yet influence 

FASB in modifying some of its requirements! I therefore 

ask whether it would be reasonable and practicable for 

IACA to initiate an international response on the 

accounting standard No. 19 "Accounting for Retirement 

Benefits in the Financial Statements of ~ployers" 

Indeed, would it not be beneficial to all concerned if we 

actuaries (with help from the accountants) were to work 

together to produce our own guidance note for actuaries 

which would address the fundamental questions the 

accountants are asking and come up with meaningful and 

practical proposals? 

As an encouragement to start such a process and to 

stimulate reader's thoughts a few observations on I A S  19 

and the latest proposed changes may be helpful before I 

conclude. 

IAS No. 19 states in paragraph 45(A):- 

"In a defined benefit plan: 

(a) the cost of retirement benefits should be determined, 

using appropriate and compatible assumptions, by 

consistently using an accrued benefit valuation 

method or a projected benefit valuation method. The 

pay-as-you-go and terminal funding methods should not 

be used in accounting for the cost of retirement 

benefits'' 



The Board now observes that this paragraph permits a free 

choice between the use. of an accrued benefit valuation 

method and a projected benefit valuation method in 

determining the cost of retirement benefits. IAS 19 

defines accrued benefit valuation methods as "actuarial 

valuation methods that reflect retirement benefits based 

on service rendered by employees to the date of the 

valuation". Projected benefit valuation methods are 

defined as those "methods that reflect retirement benefits 

based on service both rendered and to be rendered by 

employees as at the date of the actuarial valuation". 

After discussing perceived advantages of the alternative 

methods, the Board concludes that "accrued benefit methods 

are likely to provide a better matching of retirement 

benefit costs with the revenues earned from the services 

of employees entitled to those benefits1'. Accordingly, 

the Board proposes that in future the preferred treatment 

should be that "in a defined benefit plan the cost of 

retirement benefits should be determined using an accrued 

benefit valuation method". It also suggests that there 

should be an "allowed alternative treatmentf':- 

"In a defined benefit plan, the cost of retirement 

benefits may be determined using a projected benefit 

valuation method." 

IAS 19 also makes it clear that both accrued and projected 

benefit valuation methods "may incorporate assumptions 

regarding projected salary levels to date of retirementn. 

The Board rightly observes that the wording of these 

definitions implies that such assumptions may or may not 

be made. It is now thought that in all cases assumptions 

regarding projected salaries should be included in the 

actuarial calculations. 



Put in these terms the proposed changes to IAS 19 do not 

appear to be in significant conflict with either the 

American, British or Canadian standards as they are drawn 

in extremely wide terms. However there are major 

questions which are not addressed. For example: 

(1) The definitions imply that all pension and related 

benefits may reasonably be allocated to past or 

future service - this is not always appropriate: for 

example, benefits such as lump sum death benefits 

clearly do not accrue with service. and should, I 
believe, more appropriately be dealt with on a 

running cost basis (as opposed to the FAS 87 

approach). 

(2) Although the standard addresses the question of 

accrued benefits no distinction is made between the 

benefits provided for a member continuing in service 

or leaving - for instance should the full capital 

value of leaving benefits be taken into account or 

should the fund be treated as an ongoing entity - 
references to vested benefits elsewhere in IAS 19 do 

not, to my mind, help to clarify this. 

(3) No reference is made to any increases which may be 

made to pensions in payment either on a statutory or 

voluntary basis. 

(4) Is the standard concerned with the cost of providing 

the benefits through the chosen funding vehicle or by 

means of an external settlement? 

This latter point is of particular interest in the case of 

FAS 87. Under this standard, the external settlement 

approach has been adopted; i.e. the discount rate is that 

which would be used to secure the accrued benefits with an 



insurer or by direct bond purchase. The perceived 

advantage of using settlement rates is that a basis can be 

set irrespective of whether or not funds are being 

accumulated. Interestingly enough, it has been left to 

the company and its auditors to determine the appropriate 

assumptions; in particular, the assumed discount rate 

which should reflect the rates at which pension benefits 

could be settled. To, my mind external settlement rates 

are the area where individual companies should be less 

involved in the determination of the assumptions! Surely, 

a company is far more concerned with the assumptions to be 

used for funding and hence the contributions it will 

actually have to pay. It is not in the business of buying 

or selling insurance contracts or bonds! 

How different this all is from the UK standard which looks 

to the actuary to consider the assumptions which should 

reflect the state of the fund and the way in which 

provision is to be made for the benefits on an ongoing 

situation. This approach allows account to be taken of 

the funding vehicle and its investment objectives as well 

as any policy decisions affecting funding which the 

company may wish to take. There is an interesting 

additional requirement in the UK standard, which is unique 

in all the standards I have seen, namely that the actuary 

is required to produce his best estimate of the cost in 

such a way "that the regular pension cost is a 

substantially level percentage of the current and expected 

future pension payroll". 

This brings me back to my main theme. I believe that the 

British accountants, by involving actuaries (three of them 

my partners! ) have produced a flexible but powerful tool 

which meets their basic objectives. Sometimes actuaries 

in the UK have asked for specific rulings on the 

interpretation of the standard on technical points, and as 



yet there is no accounting body in existence to respond to 

such enquiries. I believe this is particularly fortunate, 

because the standard was never intended and indeed should 

not be dealt with as a detailed set of rules. Rather it 

should be a general document of guidance to the auditor 

allowing him as much professional judgement as possible, 

and enabling him to take full advantage of the expertise 

of other professions such as actuaries. 

One final quotation from the latest proposals of the 

IASC : - "The Board hopes that greater consensus on 

actuarial methods will evolve in coming years, 

particularly as standard-setting bodies and preparers of 

financial statements revise the application of recently 

introduced national standards in this area." (my 

underlining). Are we to allow this consensus just to 

emerge or are we content to leave it to the accounting 

bodies to bring the actuaries together? 

I therefore pose the question: is there any support in 

IACA for an actuarial response to this perceived need? In 

America, the Actuarial Standards Board has come into 

existence perhaps somewhat belatedly as far as pension 

accounting is concerned. I hope we will not move too 

slowly on the international front. 


