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Introduction 
In common with other countries in which 
sophisticated pension plans have been developed, 
auditors in the UK have taken an increasing interest 
in pension funding and the way in which pension 
costs should be accounted for. Accountants now 
point to greater involvement in pensions by the 
Government and its expressed wish to transfer more 
responsibility from the State to private sector, and 
the fact that the provision for a pension its often a 
significant part of an employee's remuneration 
package to underline the importance of a realistic 
recognition of pension costs. The very magnitude of 
the accumulated liabilities, whether funded or not, 
must of itself give rise to the need for careful and 
continuing assessment. 
Over the ears actuaries and accountants in the UK 
have heldla high re ard for each others skills and 
responsibilities, a n t  it may be that this mutual 
respect has been the reason why the various 
accountin standards have appeared somewhat 
lower in &e UK than, for example, in the United 
States. It is encouraging to note that actuaries sit 
with the accountants in their committees in the 
preparation of standards on pensions. 
The standards which have emerged, and indeed the 
wa in which they have been presented, are to be 
wercomed by actuaries as they are founded upon a 
recognition that actuaries have a articular duty in 
evaluating long-term liabilities wEich goes beyond 
the mere carryin out of a series of technical 
calculations accorfing to certain prescribed methods 
and ranges of assumptions. 

Pension fund accounts - accounting 
requirements 
Before dealing with the specific subject of this paper 
- the way in which pension costs are accounted for 
in company accounts - it is worth considering 
briefly recent developments in the s here of pension 
scheme accounts. Here progress Eas been rather 
more ra id Back in 1978, an informal organisation 
called tie 'pensions Research Accountants Group 
(PRAG) issued a discussion document entitled 
"Finance Reports for Pension Funds'; It is 
noteworthy that the group comprised both actuaries 
and accountants as well as practicing pension fund 
managers and it is to their credit that their pa er 
received widespread acce tance here. Indeed, it [as 
formed the basic material for the more recent official 
publications of the Accounting Standards 
Committee (ASC); the ideas have been refined rather 
than re-defined by what has followed. 
Comments were invited by the ASC on their own 
Exposure Draft 34 in the usual manner, but at this 
point a novel approach was adopted. Instead of 
issuing a Statement of Standard Accountin 
Practice, re uiring compliance, the ASC publishei 
Statement 01 Recomrnendcd Practice (SOW) No. I ,  
recommendin the adoption of its concepts. The 
forward to $is SOW contains an important 
explanation of this distinction; "it is not mandatory 
on members of the Governing Bodies of the ASC. It 
follows that entities that do not follow a SOW are 
not obliged to disclose the fact or the nature . o $ i ~ y  
de~arture." 
Concurrently with the work of the accountants:the 
Government has been developing its requirements 

for disclosure of information to the members of 
occupational ension schemes, and naturally these 
include spec& requirements for the disclosure of 
pension scheme accounts. Happily, there has been a 
wide dissemination of ideas and the disclosure 
re uirements do not appear to conflict with SORP 1. 
d e e d  it is somewhat ironic that the first non- 
mandatory accounting standard may be the first to 
receive statutory backing by way of regulations 
requiring compliance! 
It is alread acce ted good practice, and will become 
essential, &r eacK scheme to present to its members 
a Trustees' report on the general outline of the 
scheme, a summary of its investment policy and 
performance, accounts showing a true and fair view 
of the transactions of the scheme and of the 
disposition of the assets, and an actuarial report on 
the rogress of the scheme towards meeting its 
liabihies. In the past the perceived need by certain 
auditors to comment upon the liabilities of a pension 
scheme as well as the transactions and assets has on 
occasion led to a conflict over responsibility with the 
actuaries. SOW 1 appears to have settled this issue 
and it is now suggested that a statement along the 
followin lines should be included, probably in the 
notes to t1eaccounts:- 
"The accounts summarise the transactions and net 
assets of the scheme. They do not take account of 
liabilities to pay pensions and other benefits in the 
future. The actuarial position of the fund, which 
does take account of such liabilities, is dealt with in 
the statement by the actuary on pages 00 to 00 of the 
annuakreport and these accounts should be read in 
conjunction therewith." 
The ASC has evidently not followed the suggestions 
of the International Accounting Standards 
Committee in its Exposure Draft E27 to give 
quantified actuarial information in the notes to the 
accounts. The responsibility for reportin on the 
liabilities is left fairly and squarely in theaands of 
the actuary. However, one aspect of SORP which 
will be of interest to actuaries is the valuation of 
assets. The general aim is that assets should be 
included at their market valtie, property probably 
being valued internally each year for this purpose 
with external valuations at intervals of (say) 5 years. 
The interesting aspect for actuaries is that the ASC 
urges a consistent valuation of any investment in 
long term insurance policies; perceived difficulties 
relating primarily to the cost of providing such 
valuations were not thought to be adequate reason 
for introducing any inconsistency. 

Pension fund accounts - statutory 
constraints on funding 
Generally, therefore, SORP 1 is a summary of what is 
regarded as the best practice for pension scheme 
accounting which has emerged in recent years. 
There are however two constraints laced upon 
actuaries in relation to pension fun&. For those 
schemes whose members are "contracted-out" of the 
State Earnings Related Pension (SERF'S), the actuary 
is re uired to give certificates regarding the solvenc 
of i e  scheme. Effectively, therefore, for sucg 
schemes there is a minimum level of funding which 
has re ard to the provision of accrued benefits in 
prevailng market conditions. 
The Chancellor in his 1986 Budget introduced a 



totally new feature which has now been 
incor orated in  the Finance Act 1986. This provides 
for reRnds to be made in appropriate circumstances 
from occ:u ational pensio;i'scl;e~~~es to eruployers 
but for sur:K refunds to be taxed. Anv liability for tax 
would not be offsettable against tax losses in the 
company's main books. Furthermore a constraint is 
to be placed upon the maximum funds which may be 
accumulated and actuaries will be required to certify 
that the value of the assets does not exceed the value 
of liabilities by more than 5%. If it does action will 
be required to increase benefits, reduce 
contributions over 5 years or less or require a refund 
to be made to the employer. The bases to be used for 
valuing the assets and liabilities have been 
published in draft form for discussion with the 
Institute and Faculty of Actuaries and other 
interested parties, and at the time of writing we 
await the publication of the Re ulations. We now 
turn our attention to Accounting for pension costs in 
company accounts. 

Accounting for pension costs in 
company accounts 
The ASC published Exposure Draft 39 "Accounting 
for Pension Costs" in May 1986, inviting comments 
by 31 October 1986. It is a remarkably short and 
straightforward document which follows the pattern 
noted above of givint  the actuary a considerable 
degree of latitude in 0th the choice of valuation 
method and assumptions for his calculations. 

Objective and scope 
The declared objective of the ASC is to "charge the 
cost of pensions against profits on a systematic basis 
over the service lives of the employees in the 
scheme." A clear distinction is made between 
defined contribution schemes and defined benefit 
schemes. Various reprc:st:ntations were made to the 
ASC that allowi~i!! thc~;~l loc~~t ion of cost on a urudent 
basis over an ungpecified period not exceeding the 
average remaining service life of members was 
unnecessarily flexible. However, ASC believes that 
reco nition of a material deficiency over a shorter 
num%er of years should be admitted where prudence 
would dictate such a treatment. The only exce tion 
to this approach is when a deficiency or s u r p i s  is 
caused by an extraordinary event which should be 
recognised as such. 
In man ways the Exposure Draft introduces what 
would i e  a new come t to many companies in the 
UK. Until now they gave simpl charged as the 
pension cost contributions payabre to the pension 
scheme in each accounting period. The Exposure 
Draft recognises that the cost may be different from 
the amounts funded and for the first time to any 
significant extent it provides for a distinction 
between pension cost and pension funding 
contribution. For defined contribution schemes of 
course the position will remain much as before and 
in following through the distinction the Ex osure 
Draft is dealing primarily with defined genefit 
schemes. 

Scope 
The Exposure Draft ap lies to all ension schemes 
where the employer Ras a ~ e g a f  or contractual 
obligation to rovide pensions for his employees, or 
where estabeshed custom or practice of the 
employer has created a reasonable expectation that 
pensions or other retirement benefits will be paid. 
and the same principles are to apply irrespective of 
whether the scheme is funded or unfunded. Indeed 

although the Exposure Draft is concerned primarily 
with pensions it contains a firm recommendation 
that the same principles ma well be appro riate for 
dealing with the cost o? providing otEer post 
retirement benefits. It does not however apply to 
either State Social Security contributions or 
redundancy payments. 
The standard is expected to cover the corresponding 
obligations of an employer in  respect of his forei n 
operations, and where appropriate the costs shouTd 
be calculated in accordance with the principles set 
out in the standard. It is recognised that this may not 
always be easy to follow in practice and, where 
actuarial information ma be impractical or too 
costly to obtain, suitaxle disclosure in the 
consolidated financial statements is to be made. 
Consolidation in respect of several UK companies 
with defined ension arrangements should prove no 
problem as t lese  would normally be individually 
reported in with the accounting 
objective. ~t is rZ$lgkYthat in the case of foreign 
schemes the cost shown in the em loyer's local 
books may be very different from tRat which is 
customary in  the UK. It is felt that where appropriate 
an adjustment should be made to the charge upon 
consolidation but these adjustments are only 
encouraged and not required. 

Principles involved 
A considerable part of Exposure Draft 39 is devoted 
to a discussion of the nature of pension schemes and 
the need for actuarial advice. The following extract 
outlines the principles: 
"A pension is part of an employee's total 
remuneration package. From the point of view of the 
employee it 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 employer should, 
therefore, recognise the cost of providing a pension 
over the eriod during which he derives benefit from 
the emplbyeefs services. This statement deals with 
the method by which the allocation of this cost 
should be achieved. In view of the very long-term 
nature of the ensions commitment, it is necessary 
to make use ofactuarial calculations in determining 
the pension cost charge in respect of defined benefit 
schemes." 
The Exposure Draft goes on  to explain how an 
actuary uses discounted value techni ues and 
distinguishes between discontinuance a n 1  ongoing 
actuarial valuations. Distinction is also made 
between accrued and prospective benefits and it is 
understood that an ongoing actuarial valuation can 
use either a suitable accrued benefits method or a 
pros ective benefits method. It is recognised that of 
nearry equal importance to the actuarial method 
adopted are the actuarial assumptions, and the 
accountants leave all these matters firmly in the 
hands of the actuary who is free to consult directly 
with his client on all such matters. 
A further aspect is discussed which is often not fully 
understood by actuaries, namely the different 
approaches to accounting for pension costs which 
are termed the "income approach" and the "balance 
sheet approach". These terms are defined in the 
Exposure Draft as follows: 
"The "income approach" aims to match the cost of 
pensions directly with the services received from the 
em loyees. The estimated ultimate cost is allocated 
to t i e  profit and loss accounts of individual periods 
by matching with employees' pensionable pay or by 
some other systematic and rational method. In the 
balance sheet the cumulative cost not yet discharged 



through payment of contributions or directly paid 
pensions is accrued as a provision and any excess of 
contributions over cumulative cost is shown as an 
asset. 
Under the "balance sheet" approach the net actuarial 
pension liability or asset at the beginning and end of 
the period is estimated strictly by reference to 
information relating to those points in time and the 
charge for the period is derived from the change 
therein, adjusted for payments made during the 
period." 
As the long term nature of the pension obligation 
and the inherent uncertainties in the calculation of 
the obligation are such that the pension cost 
recognised in any eriod can, at best, only be an 
informed estimate, t i e  ASC believes that the income 
approach which involves adjustments over all the 
accountin periods over which the costs accrue best 
matches t i e  cost to benefit. It is contended that no 
one particular actuarial valuation method can be 
held to produce the "correct" pension cost charge in 
all circumstances. Actuaries will be pleased that the 
ASC has accepted that the valuation method and 
assumptions have to be taken to ether and that 
various valuation methods with fifferent sets of 
assumptions may equally well satisfy the accounting 
objective. "The selection of method and assumptions 
is a matter of 'udgement by the actuary in 
consultation with his client, taking account of the 
circumstances of the specific company and its 
workforce." The ASC therefore only require that 
these should satisfy the accounting objective, 
effectively by recognising the effect of future 
increases in earnings and pensions where the 
employer has an expLssed or bpplled commitment. 
Consistencv from valuation to valuation is imoonant 
and changks should be disclosed and the effect 
quantified. 

Specific Rules 
The specific rules in the proposed standard for 
defined contribution schemes and defined benefit 
schemes are as follows:- 
"For defined contribution schemes the charge 
against profits should be the amount of contributions 
payable to the pension scheme in respect of the 
accounting period. 
For defined benefit schemes the method of 
calculating the re ular pension cost should be such 
as to provide a su%stantially level percentage of the 
current and expected future pensionable payroll in 
the light of the current actuarial assumptions. 
Variations from the regular cost should be allocated 
over the expected average remaining service lives of 
employees in the scheme, unless prudence dictates 
adopting a shorter number of years in respect of a 
material deficiency. However, to the extent that a 
material surplus or deficiency is directly caused -by 
an extraordinar event, it should be recognised in 
the same perioblas, and treated in the same way as, 
any other extraordinary items that relate to the same 
event. 
Where there has been a long standing practice of 
fantin! increases to pensions in payment or 

eferre pensions on a regular basis, such that an 
expectation is created that further increases will 
occur in following years, such increases come to 
form part of the employer's commitments. 
Allowance should be made for such increases in the 
actuarial assumptions. Where there is nc such 
practice but pensions in payment are increased, the 
capitalised amount of the increase should, to the 
extent not covered by a surplus, be charged against 

profits in the period in which it is initially granted. 
A one-off increase which will not affect pensions 
paid in future periods should, to the extent not 
covered by a sur lus, be charged in the period i? 
which it is g ran te l  
The pension cost should be calculated using 
actuarial valuation methods and assumptions which 
are consistent with the above principles. . . 
If the curnulntive pension cost charged to the profit 
and loss account has not been cornoletelv dischareed 
by payment of contributions br dhectly G i d  
pensions the excess should be shown as a net 
pension liability. Similarly, any excess of 
contributions paid or directly paid pensions over the 
cumulative pension cost should be shown as a 
prepayment." 
The Exposure Draft provides for specific disclosures 
to be made and these are attached as an appendix to 
this paper. 

Timing and phasing-in arrangements 
The accounting and disclosure requirements should 
be adopted as soon as possible and regarded as 
standard in respect of financial statements relating to 
accountin periods beginnin on or after a date 
which wid be s ecified once t ie  Ex osure Draft has 
been convertex to a Standard.  is should not 
generally cause problems, but for those companies 
whose existin practice differs significantly from the 
Standard, a paasingin period ma be desirable to 
smooth the impact on profit and ibss account and 
balance sheet. 

Foreign schemes 
Reference was made earlier to the fact that foreign 
schemes should be dealt with in a similar manner to 
UK schemes upon consolidation. 

International implications 
It will be clear to the reader of this paper that the 
ap roach being adopted in the UK is somewhat 
diierent from that being introduced elsewhere, for 
example under Financial Accounting Standards 87 
and 88 in the United States. Each set of Re ulations 
is clearly drafted by reference to the particufar needs 
perceived in the country of application, and has 
regard to the types of benefit promised and the way 
in which provision has traditionally been made, as 
well as statutor requirements. Variations in 
accounting stan&rds inevitably have serious 
implications for an international company. At the 
present time although FAS 87 is only voluntary for 
American corporations in respect of their overseas 
plans, several corporations are already askin for 
FAS 87 numbers in respect of their UK subsiiiary 
pension schemes, as consolidation in advance of the 
prescribed date may have particular advantages to 
the parent company. It may be expected that once 
the Statement of Standard Accounting Practice 
replaces the Exposure Draft and becomes fully 
operational a similar procedure will be adopted by 
UK parent companies in respect of their overseas 
schemes. International financial experts making 
comparisons between companies may need to take 
into account the different ways of accounting for 
pension costs if these are material. 
It is at least some comfort, however, that compliance 
with ED39 will ensure compliance with 
International Accounting Standard 19. 

Possible problem areas 
As indicated, overall we regard the proposals of 



ED39 as acceptable because they leave a 
considerable degree of flexibility. There are, 
however, one or two areas where problems may 
arise. 
One which may well have a significant effect on the 
pension cost of some companies will be the 
requirement to make advance provision in the 
pension expense calculation for the cost of future 
pension increases where the employer has a long 
standing practice of granting such increases; this 
will obviously increase pension expense figures if in 
the past the employer has financed these increases as 
and when the pension increases are ranted and has 
not made any advance provision witkin the funding 
plan for the continuation of the pension increase 
policy in the future. Whilst many employers will 
accept this position and amend their pension 
accounting policy, some may follow the alternative 
course of ceasing to grant pension increases on a 
regular basis. 
Further clarification is also required of the Exposure 
Draft's requirements on a takeover. Where a major 
change in accounting policy is required (presumably 
because the existing policy does not satisfy the 
provisions of ED39) it may be reasonable that the 
change in past pension cost should be reflected in a 
reduction or increase in the net assets acquired, but 
clearly purchasers will in the future need to have 
ever increasing regard for the pension provision 
which has been made by the company being 
acquired before finalising details of the acquisition. 
Where however the changes to the pensions 
accounting policy are merely chan es in actuarial 
methods or assumptions in order totr ing them into 
line with the purchaser's bases, but where they 
would otherwise have been acce table, it seems 
unreasonable that the change shouPd be reflected in 
the net assets acquired rather than through an 
adjustment to the annual pension cost. We are 
seeking clarification from the ASC on this point. 
Finally, further clarification is required of the tax 
effect of these proposals. At the moment tax relief is 
obtained by the company on any contributions 
which are made to an externally funded scheme 
provided that the contributions are within fairly 
wide limits set down by the Superannuation Funds 
Office. It will need to be established whether, if the 
contributions to the scheme exceed the pension 
expense set u in the profit and loss account, tax 
relief will s t i i  be obtained on the excess of the 
contribution over the pension expense, i.e. whether 
tax relief will be obtained on an prepayment of 
company contributions. Equally, iYcontributions to 
the scheme are less than the pension expense figure, 
resulting in the setting u of a provision for pension 
costs in the accounts, wiyl tax relief be allowable on 
the pension provision? 

Appendix 
Exposure draft 39 accounting for pension costs 
disclosure reauirements 
The following disclosures shc~uld be given in respect 
of a defined contrihutir~n sc.hr:mr:: 

(a) The nature of the scheme (i.e. defined 
contribution); 

(b) The pension cost charge for the period; and 
(c) Any outstanding or prepaid contributions at the 

balance sheet date. 
The following disclosures should be given in respect 
of a defined benefit scheme: 
(a) The nature of the scheme (i.e. defined benefit); 
(b) Whether it is funded or unfunded; 
(c) The accounting policy and, if different, the 

funding policy; 
(d) Whether the pension cost and liability (or asset) 

are assessed in accordance with the advice of a 
professionally qualified actuary and, if so, the 
date of the most recent formal actuarial 
valuation or later review used for this purpose 
and the actuarial valuation method used; 

(e) The pension cost char e for the period, 
distinguishing between tge regular cost and 
variations from the regular cost. Explanations 
should be given of the variations and of 
material changes in the re ular cost The 
number of years over which tge variations are 
to be spread should also be disclosed; 

(fJ Any provisions or prepa ments in the balance 
sheet, resulting from a dilfference between the 
amounts recognised as cost and the amounts 
funded; 

(g) Expected significant effects on financial 
statements of any changes which have already 
occurred in the above (including the effects of 
any commitment to make additional payments 
over a limited number of years); 

(h) The amount of any deficiency on a disconti- 
nuance actuarial valuation, indicating the 
action, if an , being taken to deal with it in the 
current and ruture financial statements; and 

(i) An outline of the results of the most recent 
formal actuarial valuation or later review of the 
funding of the scheme on an ongoing basis. 
This should include disclosure in ercentage 
terms of the relationship between t i e  scheme 
assets, as valued for actuarial purposes, and the 
actuarial value of accrued benefits, in each case 
taking account of future salary increases and an 
explaration of future intentions regarding an 
material deficiency or sur lus so identified: 
Other disclosures wourd include the 
contribution rate needed to maintain or achieve 
the target level of funding, and whether 
experience since the last valuation has resulted 
in any material changes in the contribution 
rate. 

Where a company (or group) has more than one 
pension scheme, disclosures should be given on a 
combined basis, unless disclosure of information 
about individual schemes is necessary for a proper 
understanding of the accounts. For the purposes of 
(h) above, however, a discontinuance deficiency in 
one scheme should not be set off against a surplus in 
another. 


