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Early in 1986 the Canadian Institute of Chartered Accountants (CICA) issued a 
revised section of its Handbook to deal with accounting for and disclosure of 
pension costs and obligations in the financial statements of an enterprise. The 
Handbook constitutes the accountant's guide to generally accepted accounting 
principals. The publication of the new guidelines followed by only a couple of 
months the publication of Statements 86 and 87 of the Financial Accounting 
Standards Board (FASB) of the United States which dealt with the same issues. 
Although the Canadian version is very similar in terms of objectives and 
methodology to FAS 86 and 87 it covers only about 20 pages and has some 
important practical differences. The recommendations are effective for fiscal 
years commencing on or after December 1, 1986. although earlier compliance was 
possible. Therefore, most Canadian companies have only recently had to come to 
grips with the implications of these new accounting procedures. 

The purpose of this paper is to describe some initial experiences with the new 
gu ide l ines ,  i d e n t i f y  some i m p o r t a n t  d i f f e r e n c e s  be tween  the  CICA 
recommendations and FAS, and to identify some areas where greater study will no 
doubt be needed. 



The basic methodology determining the pension expense under the CICA rules is 
the same as that of FAS with which it is assumed most actuaries will have some 
familiarity. These fundamentals may be summarized as: 

the amount expensed and the amount funded will not necessarily be equal 
since the employer's objective in accounting for pension costs is distinctly 
different from the objective in funding a pension plan; 

a single actuarial method must be used. namely the projected benefit 
method pro-rated on service; 

the actuarial assumptions must be m e m e n t * ~  best estimates; 

market related values must be used for valuing the pension fund assets; 

adjustments in liabilities resulting from plan amendments, changes in 
assumptions, and experience gains and losses shall be amortized generally 
over the remaining service life of the employees affected; 

a n y  n e t  pens ion  a s se t  o r  ob l iga t ion  e x i s t i n g  a t  t h e  t ime  the  
recommendations are first applied must be amortized over the remaining 
service life of the employee group; 

the expense for a money purchase or defined contribution plan shall be 
the required employer contributions; 

settlements or curtailments may give rise to the need for immediate 
recognition of unamortized balances. 

The CICA recommendations are far briefer than those from FASB. Because there 
is no staff available to respond to questions and answers and because the 
accounting profession at large is somewhat embarrassed and confused by these new 
recommendations, the Canadian application of some of these rules has diverged 



from what might be viewed as a strict interpretation of the text. The next two 
sections of this paper deal with the issue of the economic assumptions and asset 
valuation techniques in some detail and the following comments deal with other 
aspects of the expense calculation process. 

Benefits to be Valued 

One factor which has been subject to substantial variations of interpretation is that 
of the benefit to be valued. Although a strict reading of the Handbook would 
imply that the pension plan must be of a formal kind to which the employer is 
genuinely committed,  the accountants have allowed and encouraged the 
interpretation of the definition of a plan to encompass what might be described as 
corporate policy. This has particular importance with regard to three specific 
issues. 

Revenue Canada imposes a limit on the amount of benefit that may be paid from 
registered pension plans and limits tax deductions to prior funding of these limited 
benefits. The limit is $60,000 per year of pension for  a 35-year employee 
(proportionately less if service is less than 35 years), and was last updated in 1976. 
The limit is now likely to be frozen at its current level until 1995. The impact is 
that many middle management and highly paid technical staff are likely to find 
their pension formula restricted by the dollar limits. Most employers have not yet 
addressed this problem in detail. Some would expect to make good on the basic 
formula by meeting excess pensions out of operating revenues at  the time the 
pensions are paid. Others might consider establishing what is known as a 
Retirement Compensation Agreement which is essentially a pension trust where the 
investment income is taxed at a 50% marginal rate; however, the legislation and 
regulations for this vehicle are still not finalized. For accounting purposes, some 
companies have elected to expense on the basis that the maximums will be 
circumvented by some means whereas others have expensed only the benefits that 
may be provided from the plan even though they appreciate that this may not turn 
out to be their actual practice. Either way. the accountants seem to have accepted 
management's statement of its intent with little or no supporting evidence. 



A second issue of significance is that  of  increases in benefi ts  provided to  
pensioners. Many Canadian companies have provided ad hoc adjustments to their 
pensioners in  recognition of the erosion that inflation made in their pension 
benefits. However, the majority of companies go to great pains to stress that these 
ad hoc adjustments do not represent a commitment to a continuation of the policy 
either to those who are already retired or those who may retire in the future and it 
is only a handful of companies that have written any formal inflation protection 
formula into the plan text. Inflation protection is an issue of great concern since 
the Ontario government has legislated that pension plans will have to provide 
inflation protection to retirees although the formula and methodology of doing this 
is still under study. 

Clearly the inclusion of the assumption of a continuation of ad hoc improvements 
to pensioners makes a substantial difference to the level of pension expense. Some 
companies have decided to make provision for future'inflation protection although 
generally not at a 100% level. Other companies who may have a similar history of 
providing ad hoc improvements have elected to make no provision in their expense 
for future continuation of this policy. 

Finally, there are marked differences over how flat benefit and career average 
plans a re  accounted for. T h e  former  frequently exist  in  union negotiated 
arrangements and the latter is a popular way to avoid the "excessive" funding that 
final average plans require. For either type it is generally recognized that benefits 
will be improved retroactively at various times in the future. Some companies 
have elected to ignore these potential future increases and others have recognized 
them and expensed a plan formula more akin to a final benefit one. 

Amortization Methods 

Although amortization periods are substantially the same between Canada and the 
United States the methods can vary substantially. Whereas under FAS it is possible 
to ignore gains and losses within a 10% corridor the same facility is not available 
in  Canada. Although many employers with operations in both countries have 



sought to use consistent assumptions and methods between the two for accounting 
under CICA and FAS, this 10% corridor issue has proved to be a stumbling block 
in some cases. 

A more important distinction is that amortization must be in accordance with the 
straight line method to comply with FAS. The Canadian rules on the other hand 
require only that the method be "rational and systematic". In some instances the 
mortgage method, which is conventionally used to amortize unfunded liabilities in 
the funded pension plan, has been used. This naturally results in the recognition 
of a smaller capital element than the straight line method in the early yean and a 
larger element in the later  years. This  method has however been said to be 
unacceptable by at least one of the major accounting firms. Another method that 
has been used is that of the sum of the digits. This, of course, results in a larger 
capital element in the first year falling to smaller amounts in later years compared 
to the straight line method. 

To date, the demographic assumptions. (mortality, turnover, retirement rates, etc.) 
have generated little discussion between the company and the auditors and by and 
large the employer has turned to his actuary for recommendations. In the future, 
employers may be required to place more emphasis on justifying some of these 
assumptions by comparison to past experience because of the relative stability of 
these factors compared to the volatility of investment returns, etc. These factors 
do, of course, all impact on the expected average service life of existing employees 
and thus some of the old arguments that  termination rates, etc. may have an 
insignificant financial effect is no longer necessarily true if the net pension asset 
or obligation at  the outset is substantial. 



THE ECONOMIC ASSUM- 
The primary economic assumptions are those surrounding future expectation of 
investment returns, salary increases and changes in the cost of living and these are 
the assumptions on which most employers have concentrated their attention. Since 
all assumptions have to be management's best estimates rather than the actuaries or 
some other superior being, corporate managements have by and large sought a far 
greater education about, and justification for, these assumptions. 

A very valuable reference source which has been used by most actuaries in 
advising their clients has been the report on Canadian Economic Statistics issued 
by the  Canadian Institute of Actuaries. This publication provides annual 
percentage rates of change for the last 60 years in such items as the Consumer 
Price Index. Wage and Salary Index, Common Stock. Canada Long Bond, and 
Conventional Mortgage Indices and 91 Day T-Bill Rate. Also provided is the 
median returns fo r  pension plans as calculated by two major investment 
performance measurement organizations. It is therefore possible to provide 
valuable historical information on the  relationship between these factors. 
Managements have however differed significantly in the weight that they have 
given to these historical patterns. 

In the spring of 1987 a survey was undertaken amongst my colleagues of their 
expectations of the assumptions to be adopted by their clients. This resulted in a 
median assumed discount rate of 8% and a wage increase rate of 6%. 

A subsequent less extensive survey completed towards the end of December 1987 
showed that although the salary scale average had remained unchanged at 6% the 
discount assumption average had moved up to 8 I/2%. 

It should be born in mind that management's final decision in respect of these 
assumptions would not be made until after the latter survey had been taken. 
Therefore, we expect a further survey to be made early in 1988. However, our 
own experience and information from auditors indicates that interest rates in the 
range of 7% to 10% are common with a differential between the interest and salary 
scale assumptions of between I% and 3%. By and large, auditors seem prepared to 
accept assumptions that fall within this range with little argument but some 
assurance that management has put some effort into making the decision. 



One point of difference between CICA and FASB can have quite a major financial 
effect particularly in well funded plans. FASB clearly expects there to be a 
different logic used to determine the discount rate for calculation of the present 
value of the liabilities and the interest rate to be assumed on the investment 
earnings for the following year. On the other hand, although the Canadian rules 
do not specifically state that the two rates shall be the same, most accountants have 
expressed reluctance to see different rates used. 

FASB rules are also more specific about the determination of the discount rate 
calling for use of a settlement rate. CICA recommendations imply the use of a 
long term rate of return and therefore sponsors who comply only with Canadian 
rules will be changing their discount rates less frequently than sponsors who need 
to comply with both sets of rules. 



Experience indicates that an item of major importance is the method chosen to 
determine the asset value. The CICA recommendations require that a market 
related value must be used. This is defined as either the market value or  a value 
which is adjusted to market over a period not to exceed 5 years. This would 
appear to eliminate the possibility of using any methods based on discounted cash 
flow. However, it leaves an enormous range of possibilities limited only by the 
ingenuity of the valuer. Because of the very substantial run up of asset values in 
the period prior to January 1. 1987, any retroactive smoothing technique has the 
effect of lowering the asset values with the resulting reduction in  the opening 
balance and consequent increase in expense levels. For example, one client who 
would under the old rules have incurred an expense in 1987 of S4.5M. his cash 
contr ibution,  would have pension income of S1.8M if a four year averaging 
approach were adopted and pension income of S9.OM if the market value were 
chosen. 

Although market value is clearly appealing as a starting point. concern exists over 
the volatility that could result. 

To  demonstrate the impact on pension expense of different asset valuation bases, 
the actual data for  the client mentioned above was used. The plan includes a 
money purchase element to  which the employer will contribute and a defined 
benef i t  element which is very well funded. I t  was assumed that  employee 
contributions only would be made to the defined benefit element. Since the plan 
is mature and the employer stable, it was also assumed that contribution income. 
benefit outgo and liabilities would progress in accordance with expectations. 

It was management's best estimate that the assets of the pension fund would in the 
fu ture  earn a compound return of 9% per annum. In the period from 1969 to 
1983 inclusive, the actual median performance of pension funds according to one 
of the measurement services previously mentioned provided a return of 9.07% p.a. 
In order to demonstrate a real life situation. this series of returns was adopted for 
the period 1987 through 1992 and the actual performance of the fund used for the 
preceding 5 years. 



Clearly there are many things that are unrealistic about this presentation not least 
the fact that there was no attempt to reproduce on the liabilities side the effect of 
wage inflation during this period which ran a t  9.45% when management's best 
estimate of the future now is 6%. 

Pension expense was forecast for the next fifteen years based on  the following 
asset valuation methods: 

(1) Market value; 

(2) Market value adjusted by the five year average of realized and unrealized 
gains and losses; 

(3) As (2) but starting the averaging process from year one only. 

In order to determine the realized and unrealized gains, it was arbitrarily assumed 
that interest and dividends amounted to 6% of the market value at the beginning 
of each year. 

The five year graded average formula was as follows: 

Market Value at 31/12/86 
less 

[0.8(CA)86 + 0.6(CA)85 + 0.4(CA)84 + 0.2(CA)83] 

where CA is the sum of realized capital gains in the year plus the change in 
unrealized gains during the year. 

Grading into this formula for Method (3) was achieved by deducting 80% of the 
first year experience from the first year end market value, 80% of the prior year 
and 60% of the experience two years prior from the market value at the end of the 
second year, etc. 

The results of the projection are shown on the attached graphs which are followed 
by the assumed rates of return. The first graph demonstrates the volatility that 
has been introduced in pension expense compared to the old method based on cash 
contributions and the smoothing effect of the asset valuation method is obvious. 



The second graph shows the year over year change in pension expense and again 
demonstrates the reduction in volatility achieved by the graded asset values. 

The increase in expense under the former cash basis is indicative of the company's 
expectation of the future course of compensation expenses in total. It is important 
to  no te  t h a t  pension expense would, u n d e r  th i s  scenario.  have  increased 
substantially faster than total compensation expense, a fact that may not yet be 
fully appreciated by many corporate managements. 

Business executives are simply not comfortable with volatile expenses over which 
they have little control particularly in situations where profit margins are slim and 
volatility of other expenses unusual. For such companies, experience shows that 
the volatility of pension expense can have a substantial effect on the bottom line 
and  t h e  method that  provides stabil i ty and "no surprises" will have a lot of 
attraction. 

Even an averaging period of five years can result in substantial volatility. For this 
reason other alternative valuation methods were pursued including 20 quarters of 
performance rather than 5 year ends. The formula was an extension of the one 
above giving the least weight to the most recent experience. It was concluded that 
this formula not only achieved the result of less volatility but went a long way 
towards avoiding surprises. Most corporations complete their business plans for 
the following year 3 to 6 months before the end of the year. The  very little 
weight given to the final quarter results means that an excellent estimate of the 
following years pension expense can be made at business planning time. 



This paper attempts only to give an overview of the situation and provide some 
initial experience in Canada. There is as yet little to help consultants in guiding 
clients on this subject. Furthermore, my own experience has been that many of 
the old rules of thumb have to be abandoned and new ones developed. I hope that 
those attending the meeting will share their own experiences and that more 
analysis and research into many aspects of this issue will be published. 
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