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Introduction 
Canadian pension plan s onsors will find 1987 to be 
a challenging year. In adlition to changes in pension 
legislation and possibly new tax le islation, there 
will be changes to the accounting rufes for pension 
plans. 
Most Canadian employers will notice significant 
changes to their financial statements when the new 
recommendations of the Canadian Institute of 
Chartered Accountants (CICA) become effective. 
New guidelines have been established for the 
calculation of a company's pension expense and for 
the disclosure of pension plan information in the 
financial statements. The new guidelines completely 
replace the previous requirements for accounting for 
pension costs. 
The purpose of this memorandum is to provide 
background and a summary to the new 
Recommendations, together with a commentary. 

Background 
The pension guidelines, adopted in 1968, 
established broad principles of accounting for 
pension costs. Without more specific guidance, most 
Canadian enterprises looked to the way in which 
their plans were funded to determine the 
appropriate accounting expense. Over time it 
became apparent that the simple technique of using 
an actuary's recommended funding amount as the 
reported pension expense might not always be 
appropriate. Not all the actuarial methods in use met 
the accounting objective of matching costs and 
revenues. 
Also, the funding assumptions developed within the 
constraints imposed by the pension plan regulatory 
authorities were not always realistic accounting 
estimates. In addition, pension reporting was 
generally inade uate - only 60% of large companies 
surveyed by %e CICA disclosed any pension 
information in their financial statements. 
The result was that the methods and assumptions 
used for reporting pension expense, combined with 
limited disclosure, left financial statement users 
with little understanding of the impact on an 
enterprise of pension costs and obligations, and an 
inadequate basis for comparison with other 
enterprises. 
Recognizing these problems, the CICA spent several 
years studying the possible methods of accounting 
for and reporting pension amounts. An Exposure 
Draft was issued in January 1985 and input received 
from private enterprises, accounting firms, actuarial 
consultants, regulators and academics. The product 
of this process was a new section of the CICA 
Handbook which was issued inearly 1986. 
The new Recommendations apply to any form of 
"pension plan" that has been established to provide 
retirement income benefits. It does not matter 
whether or not the plan is formal or informal. 

Summary of recommendations 
The major Recommendations deal with defined 
benefit pension plans: 
*The annual pension expense should be 

determined using the accrued benefit actuarial 

cost method (also known as the unit credit or 
single premium method). 
For salary-related plans (including career average 
pay plans), the calculation of the pension expense 
should anticipate future salary increases. 
The assum tions used in calculating the pension 
expense sl!ould represent management's "best 
estimate" of future experience. 

.Changes in actuarial present values due to plan 
amendments, revision of actuarial assumptions, 
and actuarial "gains" and "losses" should 
normally be recognized over the expected average 
remaining service life of the plan participants. The 
guidelines do not specify the amortization method 
to be used e.g., "straight-line method" or "level- 
payment method". 
Gains or losses due to the termination of a plan or 
settlement of its obligations should be recognized 
immediately. 

.The value placed on the pension fund in 
determining the pension expense should be 
related to market value. Acceptable values include 
market value and a value which is adjusted to 
market over a period no longer than five years. 
An employer's financial statement should disclose 
the actuarial present value of accrued pension 
benfits and the value of pension fund assets. The 
actuarial value would include a projection of 
anticipated salary increases for salary-related 
plans (including career average pay plans). 
For most emplo ers, the Recommendations would 
be effective for lscal years commencing on or after 
December 1, 1986. Nonpublic organizations that 
do not sponsor a defined benefit plan with more 
than 100 participants will not have to comply 
until December 1,1988. 

With respect to defined contribution plans, for most 
employers sponsoring such a plan the pension 
expense will equal the amount contributed by the 
employer. In rare situations where there is an 
unrecognized liability due to an amendment or plan 
initiation, the liability will be amortized in a rational 
and systematic manner over an appropriate period of 
time, normally the expected average service life of 
the participants. 
The only mandatory disclosure for defined 
contribution plans is the present value of required 
contributions with res ect to past service. In most 
cases, no disclosure wiRbe necessary. 

Transitional rules 
The difference between the actuarial present value of 
benefits and the value of assets will be determined 
on the effective date. This amount, whether positive 
or negative, will be amortized using a rational and 
systematic method over the average remaining 
service life of participants. 

Consolidation of foreign operations 
If the enterprise in Canada has a foreign subsidiary 
or a foreign branch and if the books of account for 
those foreign operations are to be consolidated with 
the Canadian books of account then the new rules 
apply to any foreign "pension plan", whether or not 



it is funded, and whether or not it is registered in the 
foreign country for income tax purposes. 

Consolidation with parent in U S A .  or 
in U.K. 
If the enterprise in Canada is a subsidiary, or a 
branch, of an enterprise having its headquarters in 
the United States or the United Kingdom, 
compliance will generally be required under both 
the CICA and U.S. or U.K. rules. 

Comments 
The use of a single actuarial cost method is designed 
to promote financial reporting consistency among 
companies. Approximately 70% of Canadian 
pension plan s onsors are using the designated 
method for calcufating the cash contribution. 
For accounting purposes, each actuarial assumption 
must reflect management's best estimate of future 
experience. The assumptions should take into 
account actual plan experience, but should also 
recognize the long-term nature of the plan and not 
give undue weight to recent experience. The 
assumption guideline differs from that used by many 
actuaries in establishing assumptions to determine 
the cash contribution. As a result, dual valuations 
will be required in many cases -one for funding and 
one for accounting. This could significantly increase 
costs to a plan sponsor. 
In cases where the pension obligations of an 
employer are reduced through plan curtailment (the 
reduction in future benefits due to a plan 
amendment or a plant shutdown) or a plan 
settlement (the discharging of obligations due to the 
purchase of annuities or a payment to the 
participants), the gains or losses from the event plus 
any portion of existing unamortized amounts are to 
be recognized in incornelexpense immediately. They 
will be treated as unusual orextraordinary items. 
Some well-funded plans may cause a negative 
expense (e.g., income) to appear on the financial 
statements. 
In certain circumstances, it is possible for a plan 
sponsor to receive a surplus refund while the 
pension plan remains in force (although this is 
subject to severe attack from unions, politicians, and 
the press at the piesent time). Such surplus refund is 
not considered a "curtailment, termination or 
settlement" and may not be counted as income in 
financial statements under the Recommendations. 
This may come as an unpleasant surprise to many 
employers. 
The difference between cash contribution and 
pension expense is shown on the balance sheet as a 
pre-paid pension expense or unpaid pension 
expense. 
The CICA disclosure requirements are quite 
minimal. The Recommendations suaaest additional 
disclosures and it remains to be--seen whether 
employers exceed the minimum requirements. 

Example 
The following example illustrates how the pension 
expense and pension accrual is determined. 

A. 1987 Expense actuarial results 
Accrued benefits $2,000,000 
Assets 1,500,000 
Accrual for service 100,000 (beginning of 

year1 
Benefit payments 30,000 (mid-year) 
Cash contribution 150,000 (mid-year) 
Salary increase 8% 
Rate of return 10% 
Expected average 

Remaining service 
Life 12 years 

B. Determination of pension expense 
Pension expense =Accrual for service 

+ Interest on  accrued benefits 
- Interest on assets 
+ Transition amortization 

1. Accrual for service = $100,000 
2. Interest on accrued benefits: 

Amount Interest 
Accrued benefit $2,000,000 $200,000 
Accrual for service 100,000 10,000 
Benefit payments (30,000) (1,500) 

Total $208,500 
3. Interest on assets: 

Amount Interest 
Assets $1,500,000 $150,000 
Cash contribution 150,000 7,500 
Benefit payments (30,000) (1,500) 

Total $156,000 
4. Transition amortization: 

Accrued benefit $2,000,000 
Less: Assets 1.500.000 
Transition amount $500,000 
Annual amortization = $500,000 

12 years 
= $41,700 

5. Pension expense: 
Accrual for service $100,000 
+Interest on 

Accrued benefits 208,500 
- Interest on assets (156,000) 
+Transition amount 41,700 

Total $194,200 (Income 
Statement) 

C. Calculation of pension accrual 
Pension expense $194,200 
Cashcontribution (150,000) 
Pension accrual $44,200 (Balance 

Sheet) 
Deferred income tax 

asset (@ 40% 
tax ratel $17.680 (Balance 


