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Before 1966 customary practice in the United States 
was to  use the employer contributions paid into a pension 
plan as the pension expense for purposes of  an employer's 
financial statements. Any disclosure in the notes to  
these statements generally consisted only of  the amount 
of pension expense and possibly the amount of  any un- 
funded prior service cost under the actuarial cost method 
used to  determine this expense. 

At that time the Internal Revenue Service's rules re- 
quired that ,  in order for a plan to remain qualified, the 
employer contributions had to  be sufficient only to cover 
the normal cost and the interest on any prior service cost 
on a cumulative basis. On the other hand, the maximum 
contribution deductible for Federal income tax purposes 
in a single year was generally the normal cost plus 10% of 
the sum of the  original prior service cost plus any addi- 
tional prior service cost resulting from plan amendments. 
Therefore, employers had considerable flexibility in deter- 
mining their tax deductible contributions and resulting 
pension expense. In many cases, the permissible range was 
between zero contributions, where substantial payments 
had been made against the prior service cost in earlier 
years, and the maximum amount. This led to  significant 
variations between the amounts of the pension expense 
reported from year-to-year by a number of major corpor- 
ations. A celebrated example concerned a large steel com- 
pany which skipped a quarterly contribution and thereby 
was able t o  report a profit rather than a loss from its oper- 
ations for the period. 

After extensive deliberations over several years, in 
November 1966 the Accounting Principles Board of  the 
American Institute of Certified Public Accountants issued 
Opinion No. 8 o n  Accounting for the Cost of Pension 
Plans. This opinion remains in effect, although the Fin- 
ancial Accounting Standards Board (FASB) which has 
assumed the rule-making function of the Accounting 
Principles Board has announced its intention to study 
the entire subject of reporting and disclosure for pension 
plans with the intentionof updating Opinion No. 8 in 1981.  
In July 1979 the FASB issued an exposure draft of amend- 
ments to  Opinion No. 8 in limited areas of  disclosure. 
Since the comment period expired o n  September 21, 
it is no t  expected that Opinion No. 8 will be modified 
until late 1979 at the earliest. 

Opinion No. 8 applies to unfunded as well as funded 
pension plans, including those "whose existence may be 
implied from a welldefined, although perhaps unwritten, 
company policy." It also covers "pension cost incurred 
outside the United States under plans that are reasonably 
similar t o  those contemplated by this Opinion, when in- 
cluded in financial statements intended to conform with 
generally accepted accounting principles in the United 
States." 

From an actuarial viewpoint, the greatest impact of 
Opinion No. 8 was the introduction of  the concept of the  
actuarially computed value of  vested benefits, which is 
used primarily to  disclose the funding position of  a plan, 
although it also may be used t o  determine acceptable pen- 
sion expense. 

The actuarially computed value of  vested benefits is 
defined in the opinion as "the sum of (a) the benefits ex- 
pected t o  become payable to  former employees who have 
retired, o r  have terminated service with vested rights.. .; 
and @) the benefits, based on service rendered prior to  
the date of  determination, expected t o  become payable at 
future dates t o  present employees, taking into account 
the probable time that employees will retire, at  thevesting 
percentages applicable at  the date of  determination." 
Although this definition, as well as Interpretation 1 of the 
American Academy of Actuaries which describes accept- 
able practice in making these calculations, indicates that 
a going-plan basis will be used, some actuaries have fol- 
lowed the  practice of using a plan termination approach, 
primarily to simplify the computations involved. 

In determining the actuarially computed value of 
vested benefits, actuaries generally have used the same 
assumptions as for the funding of the plan. However, in 
some cases where implicit interest and salary projection 
rates are being utilized for funding purposes, an explicit 
interest rate is used in calculating the actuarially comput- 
ed value of vested benefits since no salary projections are 
involved. 

Opinion No. 8 specified a minimum annual charge 
for pension expense equal to the normal cost plus the 
amount required to amortize any prior service cost over 40  
years. Alternatively the minimum annual charge may be 
determined as the sum of 

(i) 
(ii) 

(iii) 

the normal cost, 
interest on any unfunded prior service costs 
and, 
if necessary, an amount sufficient t o  make the 
total pension expense large enough to reduce 
any excess of the actuarially computed value 
of vested benefits over the plan assets (plus 
balance sheet accrualsand minus prepayments) 
by at least 5%. 

This alternative is seldom used in practice. 
It is important to recognize that Opinion No. 8 is 

concerned with the determination of pension expense and 
not with the contributions being made t o  fund the Plan. 
Therefore, these amounts may differ. For example, pen- 
sion expense must be charged even if the employer elects 
to make no contributions to a plan for which contributions 
would not be tax deductible because the plan is deemed 
to be overfunded under the Employee Retirement Income 
Security Act of 1974 (ERISA). 

The maximum annual charge to pension expense is 
the sum of the normal cost, plus 10% of any initial o r  
additional prior service costs, plus interest o n  provisions. 
Although the maximum deductible prior service contribu- 
tion is now the amount needed to amortize prior service 
costs over the 10-year period following their establish- 
ment, the 10% limitation has not been changed for pen- 
sion expense purposes. 

Opinion No. 8 permits the use of any of the tradi- 
tional actuarial cost methods which are permissible under 
ERISA. Terminal funding, i.e., contributing the full re- 
serve for a participant's pension upon retirement, and 



pay-as-you-go financing are specifically banned by both 
Opinion No. 8 and ERISA. 

For accounting purposes, actuarial gains and losses 
which arise from the regular operations of a plan must be 
spread over the future. This is consistent with ERISA, 
which mandates 15-year spreading of gains and losses for 
minimum funding purposes unless gains and losses are 
spread automatically by the actuarial cost method. HOW- 
ever, Opinion No. 8 also provides that actuarial gains and 
losses which arise from a single occurrence not  directly 
related to the plan's operation or to the ordinary course 
of the employer's business, such as a plant closing or  an 
acquisition of a company, generally must be accounted 
for immediately. This provision has led to a considerable 
amount of confusion, particularly among accountants who 
are no t  familiar with actuarial concepts. Consequently, 
this subject is now being reviewed by a committee of  the 
American Institute of Certified Public Accountants. 

Among the items which must be disclosed in foot- 
notes to an employer's financial statements is the amount 
of any excess of (i) the actuarially computed value of 
vested benefits over (ii) the total of the pension fund plus 
any accruals minus any prepayments. The opinion does 
not  specify whether the amount of the fund should be 
measured by market value or an actuarial value which 
smooths out  short-term fluctuations. Consequently, 
both are now in use for this purpose. 

Other footnote disclosure items include a statement 
that pension plans exist, a description of the group of em- 
ployees covered, a statement of the company's accounting 
and funding policies, the provision for pension cost and 
the nature and effect of significant matters which affect 
comparability between accounting periods, e.g., plan 
amendments, revised assumptions or changes in the period 
over which prior service service costs are being funded. 

Under ERISA each pension plan which covers 100  
or more participants must have an annual audit by a qual- 
ified accountant, which is to  be performed according to  
generally accepted accounting principles. In this con- 
nection, the FASB released an Exposure Draft on Finan- 
cial Accounting Standards with respect to  Accounting 
and Reporting by Defined Benefit Pension Plans in April 
1977.  As a result of a great deal of critical comment by 
actuaries and other interested parties, this draft was re- 
placed by a Revised Exposure Draft in July 1979.  The 
new draft has been changed to overcome many of the ob- 
jections to the previous version. While developing the new 
draft, the FASB and its staff consulted with represent- 
atives of the American Academy of Actuaries o n  numer- 
ous occasions. In addition, at the request of the FASB, 
the Academy's Committee on Pension Actuarial Principles 
and Practices prepared Interpretation 2,  which is an In- 
terpretation of Recommendations Concerning the  Cal- 
culation of the Actuarial Present Value of Accrued Bene- 
fits under an Active Plan. 

Interpretation 2 defines the present value of accrued 
benefits of an active employee as the present value of  "the 
accrued benefits based o n  service rendered and compen- 
sation earned prior to the  date of  determination, which 
are expected to become payable with respect to present 
employees; taking into account the regular valuation 
assumptions as to mortality and . . . such other matters 
as withdrawal, retirement, disability and future service 
accrual for benefit eligibility." It later states that "the 
actuary should use an explicit approach in his consider- 
ation of an appropriate investment return assumption. 

The degree of conservatism, if any, which the actuary 
chooses t o  reflect in his consideration of  an appropriate 
investment return assumption for the purposes of  this 
Interpretation need not be the same as that reflected in 
the regular valuation investment return assumption." 

Under the Revised Exposure Draft each plan audit 
would include the  present value of vested and non-vested 
accrued benefits. While the methodology proposed fol- 
lows the recommendations of the  Academy, many act- 
uaries have expressed concern because no provision has 
been made for reporting the actuarial value of assets. 
In addition, the Revised Exposure Draft implies that the  
present value of accrued benefits should be based o n  a 
different interest rate each year to  reflect short term 
fluctuations in the  money market. 

The commentary period for t h e  Revised Exposure 
Draft expired o n  September 21 and it is expected that 
the final standards will be issued later in 1979.  

The question of an appropriate measure of the oblig- 
ations of a pension plan has been a subject of  considerable 
discussion among the Federal government, the accounting 
profession and the actuarial profession. Appendix A to  
this paper is a newsletter from our firm dated September, 
1979 which presents an indepth discussion of the issues 
involved. 

As referred to  earlier, the FASB has proposed an 
amendment to Opinion No. 8. If adopted, the amendment 
would require the  notes t o  the employer's financial state- 
ments to  show the present value of accrued benefits and 
vested benefits for all of its plans, and the market value of 
the assets (including non-funded accruals). This inform- 
ation would be subdivided between plans where the pre- 
sent value of  accrued benefits exceeds the assets and those 
where it does not. The actuarial assumptions used in these 
calculations (but not those used for funding the plans, 
which might be different) also would have to be reported. 

It should be noted that the actuarial present value 
amounts reported assume an on-going plan. Nevertheless, 
the natural inclination of most participants is to view these 
amounts as a measure of  their benefit security upon plan 
termination. However, the liabilities of  many large nego- 
tiated plans would increase dramatically if they were term- 
inated, because additional benefits would be triggered 
and, if the employer goes out of business, subsidized early 
retirement benefits would start earlier. Moreover, unless 
the plan is fully funded, participants would not share pro- 
portionately in the  assets under the priority rules of ERISA. 

It also should be kept in mind that under a final 
average salary plan future salary increases generally should 
be taken into account in order to fund the plan o n  a 
sound basis. This means an appropriate accrued liability 
for funding purposes may be considerably higher than the  
present value of  accrued benefits which is reported for 
accounting purposes. 

These differences illustrate the fact that no single 
measure of  accrued liability is appropriate for all pur- 
poses. Explaining the reasons for these differences in a 
manner which can be easily understood by participants 
and other interested parties offers a challenge to  pension 
actuaries. 

As noted earlier, the FASB is studying the entire 
question of  accounting b y  employers for pensions in the  
anticipation that Opinion No. 8 will be replaced by 1981.  



Some major issues which are likely to develop are: mining the present value of accrued benefits under 
final average salarv ~ l a n ?  - - .  

Should the actuary have less flexibility in selecting 
the actuarial cost method which may be used to de- Should accounting charges be required for accruals 

termine pension expense? of non-pension post-retirement benefits? (The pro- 
posed amendment to Opinion No. 8 would intro- 
duce disclosure regarding the existence and cost 

Should there be limitations on the choice of actuarial of these types of plans.) 
assumptions in developing pension information for 
corporate financial statements? The manner in which these and other issues are re- 

solved will be a matter of great interest to actuaries in 
Should future salary projections be made in deter- the United States. 



APPENDIX 

VALUING ACCRUED 
(ACCUMULATED) BENEFITS - 

IS A NEW APPROACH NEEDED? 

Summary much of the benefits that have been earned to  date are 
This For Your Benefit discusses the recent dialogues funded?" 

among the actuarial profession, the accounting profession In order to answer this question, it is first necessary 
and the Federal government o n  the need and desirability to define the benefit that has been earned to date.  hi^ is 
o f  calculating a uniform value t o  ?masure accrued (accu- not as easy as it seems. The following examples illustrate 
mulated) benefits. the difficulty. 

Introduction Example 1. 

In recent years there has been considerable dialogue 
within three sectors of the pension world concerning the 
need and desirability of calculating a uniform value to 
measure obligations for pension benefits. More recently, 
these dialogues have tended to converge on benefits that 
are considered to have been "earned" as of a valuation 
date. The three sectors involved are the actuarial pro- 
fession, the accounting profession and the Federal 

A plan provides a monthly normal retirement benefit 
of $500 after 20 years of service. An employee age 55 has 
30 years of service. The normal retirement age is 65 but 
the employee could elect to retire now with a $500 pen- 
sion. Has the employee earned (a) $500, (b) 30140th~ of 
$500, or some other amount? 

Example 2. 
government. A plan provides a monthly benefit of $10 for each of 

The actuarial profession has consistently taken the the first 30 years of service and $12 for each year of ser- 
position that no single measurement is appropriate in each vice after 30, Has an employee with 29 years of service 
and every situation, and that independent actuarial judg- earned $290 or something higher? 
ment must be allowed to be applied t o  the disclosure 
process. 

The accounting profession and the Federal govern- 
ment - despite having sought and received advice from 
the actuarial profession - have nevertheless rejected the 
actuarial viewpoint and have concluded that a single mea- 
surement should be promulgated. The Department of La- 
bor, in Schedule B, does permit additional independent 
disclosure by the actuary, while the FASB does not. 

The FASB and the Department of Labor have, to 
various degrees, modified their viewpoints as a result of 
joint meetings, hearings and discussion of the issues. Cur- 
rently, there are many more areas of agreement than dis- 
agreement. The current situation can be reviewed by 
looking at three recent documents. These are - 
(1 j Financial Accounting Standards Board (FASB) - 

Proposed Statement o f  Financial Accounting Stan- 
dards, Accounting and Reporting By Defined Benefit 
Pension Plans (Exposure Draft) 

(2) Schedule B(Form 5500) for 1978 and 1979 - 
required to be filed under section 104 of ERISA and 
section 6059(a) of the Internal Revenue Code 

(3) American Academy of Actuaries (Academy) - 
Interpretation 2: Interpretation o f  Recommenda- 
tions Concerning the Calculation o f  the Actuarial 
Present Value o f  Accrued Benefits Under an Active 
Plan. 

The latter document, prepared by the American 
Academy of Actuaries, resulted from a direct request of 
the FASB to provide input into the Board's deliberative 
process. 

d ,  
/- 

What Is An Accrued (Accumulated) Benefit? 

One of the main questions in looking at the financial 
status of a defined benefit pension plan is "Where is the 
plan now?" Another way of asking the question is "How 

Example 3. 

A plan provides benefits with automatic cost-of- 
living increases after benefit payments start. Are any of 
these prospective increases accrued? 

These examples suggest that two steps are involved 
in defining an accrued benefit. First, the method of com- 
puting the amount of benefit which has accrued should be 
determined. Second, rules should be established to specify 
whether certain types of benefits, e.g., prospective cost- 
of-living increases or benefits which will become payable 
only upon a plant shutdown, should be  taken into 
account. 

Definitions of Accrued Benefit - Let us now con- 
sider the various definitions of the benefit that has been 
"earned." The earned benefit is called the accrued benefit 
by the actuaries and (ERISA, but it is called the accumu- 
lated plan benefit by' the FASB. In this discussion we will 
usually call it the accrued benefit. 

All three parties agree that the accrued benefit of a 
participant who no longer is working is the benefit cur- 
rently being paid or the deferred benefit t o  be paid at 
some future time (both as adjusted for automatic cost-of- 
living increases). 

The FASB defines the accrued benefits (i.e., the 
accumulated plan benefits) simply. They are the '%benefits 
that are attributable under the provisions of a pension 
plan to employees' service rendered to the benefit valu- 
ation date." 

ERISA defines the accrued benefit as  "the indivi- 
dual's accrued benefit determined under the plan and, 
except as provided in section 204(c)(3), expressed in the 
form of an annual benefit commencing at normal retire- 
ment age." The DOL has interpreted this, for purposes of 
Schedule B, as essentially comparable t o  the FASB 
definition. 



Each definition relies heavily upon the Academy de- 
finition, which refers to "the accrued benefits based on 
service rendered and compensation earned prior t o  the 
date of determination." 

In the simple case - for example, a plan that pro- 
vides a benefit of $10 per month per year of service - the 
Academy, DOL and the FASB agree that t he  accrued 
benefit for an employee with 20 years of service would be 
$200 per month. For more complicated cases, like those 
previously described in the examples, there also is general 
agreement, although there may be some differences re- 
garding details. 

The FASB is very precise in describing what types of 
benefits are or  are not part of  the accrued benefit. Para- 
graph 18 of the Exposure Draft provides, among other 
things, that in calculating the accrued benefit, automatic 
costaf-living increases shall be recognized and plan 
amendments that occur after the benefit valuation date 
shall not be recognized. These rules are consistent with 
the Academy and the DOL positions. 

For purposes of financial statements, funding and 
government reporting, the total amount of participants' 
accrued benefits, however defined, is of little value. 
Obviously, an  accrued benefit of $100 a month starting at 
age 65 is less valuable for a 30-year old employee than for 
a 65-year old pensioner. The worth of the accrued bene- 
fits as of the date of calculation - called the present value 
of accrued benefits - is the significant number. . . 

Present Value of  ~ c c r u d  Benefits 

All three documents'.define the present value of 
accrued benefits (called "actuarial present value of accu- 
mulated plan benefits" by the FASB). Major portions of 
the definitions are reproduced below. 

Academy Definition - "The present value of ac- 
crued benefits represents the present value, at the date of 
determination, of (i) the benefits expected t o  be paid 
with respect to former employees who have retired or 
who have terminated service with vested rights; (ii) the be- 
nefits expected to  be paid to beneficiaries of  employees 
who have died; and (iii) the accrued benefits based on ser- 
vice rendered and compensation earned prior t o  the date 
of determination, which are expected to become payable 
with respect to present employees; taking into account 
the regular valuation assumption as to mortality and, in 
the case of present employees, such other matters as with- 
drawal, retirement, disability and future service accrual 
for benefit eligibility." 

And, further on, "In the regular valuation of a plan, 
the actuary may be using an implicit approach to the 
choice of actuarial assumptions in the selection of the 
salary increase and investment return assumptions. Inas- 
much as the calculations to be performed within the 
scope of this Interpretation do  not involve the  anticipa- 
tion of future salary increases, the actuary should use an 
explicit approach in his consideration of an appropriate 
investment return assumption. 

'The degree of conservatism, if any, which the act- 
uary chooses to reflect in his consideration of  an appro- 
priate investment return assumption for the purposes of 
this Interpretation need not be  the same as that reflected 
in the regular valuation investment return assumption." 

FASB Definition - "Actuarial present value of 
accumulated plan benefits - The amount as of  a benefit 
valuation date that results from applying actuarial as- 

sumptions to  the benefit amounts determined pursuant to 
paragraphs 16-18 of this Statement (that is, the accumu- 
lated plan benefits), with the actuarial assumptions being 
used to adiust those amounts to reflect the time value of 
money (through discounts for interest) and the proba- 
bility of payment (by means of decrements such as-for 
death, disability, withdrawal, or retirement) between 
the benefit valuation date and the expected date of 
payment." 

Schedule B Definition - The instructions to Schedule 
B contain the following - 

"Each separate actuarial assumption used in calcula- 
ting the present value of accrued benefits reported in item 
12 should explicitly reflect the expectations applicable to 
the plan on an ongoing (rather than a terminating) basis. 
The actuary shall take into account rates of early retire- 
ment and the plan's early retirement provisions as they 
relate to the accrued benefits, where these would signi- 
ficantly affect the results. See instructions for item 12 for 
further requirements concerning actuarial assumptions. 

"Where significant, the present value of accrued 
benefits . . . shall be increased by the present value of any 
subsidized early retirement benefits, disability benefits 
and death benefits which are related to the accrued 
benefit." 

Item 12 of Schedule B clearly indicates (1) that it is 
acceptable to use different actuarial assumptions to com- 
pute the present value of accrued benefits from those 
used for the funding standard account, and (2) that salary 
increase assumptions should not be used in determining 
the value of accrued benefits. 

Calculation of Present Value 
of  Accrued Benefits 

Under all three approaches to the present value of 
accrued benefits, the amount of accrued benefits is calcu- 
lated and probabilities of payment are applied and dis- 
counted for interest. The result is the present value of 
accrued benefits. 

As previously noted, there are some technical differ- 
ences among the Academy, the FASB and the government 
regarding the calculation of the accrued benefit, but these 
differences are not major. The probabilities of payment 
(based on rates of withdrawal, death, disability and retire- 
ment) used to calculate the present value of accrued 
benefits will generally, but not necessarily, be the same 
probabilities that are used in the actuarial valuation for 
funding purposes. 

It should be noted, however, that the FASB calls for 
every significant assumption to "reflect the best estimate 
of  the plan's future experience solely with respect to that 
individual assumption." ERISA only requires the assump- 
tions, in the aggregate, to reflect the actuary's best 
estimate. 

The Academy takes a similar posture and notes, in 
connection with Pension Plan Recommendation A@), 
that the actuary may wish to be conservative, "bearing in 
mind the degree of uncertainty in assumptions and the 
potential for adverse fluctuation." 

Two main areas of difference are the assumed 
interest rate and the value of present assets compared 
with the present value of accrued benefits to determine 
how much of the accrued benefits has been funded. 

It is important to note in the discussion which 
follows that our concerns are with the interest rate and 



value of  assets used for reporting purposes. The discussion 
is not relevant to the assumptions that are used for 
funding purposes. 

Value of Assets 

FASB Approach - The FASB Exposure Draft would 
require assets to be reported at their fair (i.e., market) 
value at the reporting date. 

Schedule B Approach - Item 6(c) of Schedule B 
asks for the  current (i.e., fair market) value of  the plan 
assets. This item appears just before items 6(d) and (el, 
which report the present value of  accrued benefits. Item 8 
of Schedule B asks for the accrued liabilities and assets 
used for funding purposes, either or both of which can 
differ from the entries in item 6 .  

Academy Approach - Interpretation 2 states "In de- 
termining an appropriate actuarial value of assets which 
may be compared to the actuarial present value of 
accrued benefits, Recommendation A(10) should be 
followed." 

The commentary on  Recommendation A(10) pro- 
vides that if the present value of accrued benefits "is to be  
compared with the market value of the plan's current 
assets, and the plan's actuarial basis uses another method 
to measure such assets for actuarial purposes, the actuary 
should either - 

(a) recognize any inconsistency between the investment 
return assumption used in the present value deter- 
mination and the investment return assumption that 
would be consistent with the market value of the 
assets, or 

(b) redetermine the present value using an investment 
return assumption consistent with the market value 
of the assets." 

ERISA requires the actuary, for funding purposes, to  
value assets using a method "which takes into account fair 
market value." It does not require that market value 
be used. 

Many actuaries believe that it is not appropriate to 
compare present value amounts which are based o n  invest- 
ment prospects over a long time span with the market 
value of  assets which reflects investment conditions o n  a 
single day. Therefore, asset valuation methods like a 
moving average of  market values over a period of  years 
- that reflect fair market value but  avoid giving undue 
weight to short-term fluctuations - are commonly used 
by actuaries. 

Where Are We Now? 

Many actuaries and pension plans are now in the 
following situation. For funding purposes the plan is 
valued using an actuarial value of assets that is related t o ,  
but  different (due to a smoothing process) from, the 
market value of  the assets as of the valuation date. An ap- 
propriate interest rate was used t o  determine actuarial 
present values of  benefits. The assumed interest rate and 
method of valuing assets were chosen in a way that re- 
cognized the relationship between them. 

Under the FASB Exposure Draft, the financial state- 
ments of the plan (and also of the employer under the  
FASB's proposed revision of Opinion No. 8 )  would com- 
pare market value of  assets to  the present value of accrued 
benefits. 

Many actuaries would prefer t o  see the Exposure 
Draft allow flexibility in choosing the asset valuation 
method, similar to  the flexibility allowed by ERISA for 
funding purposes. However, it seems unlikely that the 
FASB will yield on  this point unless plan sponsors and 
other interested parties make a concerted effort to ex- 
press their dissatisfaction with this approach. 

Interpretation 2 and Recommendation A(10) give 
the actuary three choices regarding the interest rate used 
in determining the present value of accrued benefits - 

(1) In some cases, the market value of assets may be 
consistent with the interest rate assumption or  the 
actuary may feel that a degree of conservatism which 
differs from that underlying the  regular valuation 
assumption is appropriate. In these cases, it would be  
appropriate for the actuary to  use the  same interest 
rate. 

(2) The actuary could use the same interest rate even 
though it is inconsistent with market value, provided 
the actuary recognizes the inconsistency and 
reports it. 

(3 )  The actuary could calculate the present value of 
accrued benefits using an interest rate assumption 
that  is appropriate in relation to  a current fair 
(market) value. 

The financial statements of the plan are made avail- 
able to  the government, plan participants, stock-holders 
and others in the financial community. With this broad 
distribution, it appears unlikely that  the second alterna- 
tive will find much favor among plan sponsors, accoun- 
tants o r  actuaries. The key issue boils down to  the 
following - 

Should the assumed interest rate be  changed for 
computing the present value of accrued benefits to be 
compared to the fair (market) value of the assets and, if it 
is changed, what interest rate is appropriate? 

Interest Rate Question 

There is no clear cut answer to  this question. 
If the interest rate used for funding purposes is also 

used for reporting purposes, there will be  considerably 
less confusion among participants and others who are not 
intimately familiar with actuarial techniques. In addition, 
the  pattern o f  the  present value amounts will progress 
consistently from year to  year. In addition, it may be  
difficult to  convince these interested parties that it is rea- 
sonable to use one interest rate for funding purposes and 
another for reporting purposes. 

On the  other hand, there are valid reasons for using 
different interest rates. Actuaries are primarily concerned 
with t h e  quality of  funding, and the amortization of  gains 
and losses as they occur. Thus actuaries are primarily con- 
cerned with long-term trends and minimizing short-term 
fluctuations. 

As a result, many actuaries use interest rates, salary 
projection scales and Social Security assumptions for 
funding purposes that purposely underestimate antici- 
pated future inflation. So long as the underestimation is 
consistent among the three assumptions, experience 
has shown that the resulting liabilities and costs are 
reasonable. 

A key factor here is that in a final pay plan there is 
significant offsetting between underestimating the  interest 
rate (which overstates costs) and underestimating the 



future salary projection scales (which understates costs). 
In the absence of indexing after retirement, the combined 
effect of underestimating both the interest rate and the 
salary projection scale generally results in a more conser- 
vative funding pattern. 

Similarly, for a flat benefit plan where IRS regula- 
tions do not permit advance funding for likely future 
benefit increases that have not yet been adopted,. some 
actuaries feel that a non-inflationary interest rate should 
be  used so as to be  consistent with the fact that the antici- 
pated effect of future inflation on the benefit rates must 
be  ignored. 

In calculating the present value of accrued benefits, 
however, future salary or benefit increases are not taken 
into account and the quality of funding is not at issue. 
Therefore, the degree of conservatism used in choosing 
the interest rate for funding purposes need not be 
considered. 

Comparison of Assets and Liabilities - Above, we 
have raised the question, "How much of the benefits that 
have been earned to  date are funded?" To answer this 
question requires answering two questions and then com- 
paring the answers. 

One question, o n  the liability side, is 'What is the 
present value of benefits earned to  date?" The other is, 
"How much of the assets are available to pay plan bene- 
fits?" Each of these questions can be answered in- 
dependently. 

However, the answer to the basic question requires 
that the liabilities and assets must be compared to each 
other. In order for the comparison to be meaningful, the 
numbers'must be obtained on a consistent basis. This is 
another way of saying that the interest rate used to  obtain 
the present value of accrued benefits should be consistent 
with the value of assets shown. Therefore, we conclude 
that if the assets are shown at fair (market) value, interest 
rate assumptions must be related to current interest rate 
levels. 

Pension benefits are long-term obligations. The value 
of accrued benefits, for reporting purposes, is treated as a 
fixed commitment. Hence, it would seem to be appro- 
priate to use long-term bond yields as a measure of 
current long-term interest rates. For government bonds, 
the longest available term is usually 30 years. However, 
using bonds with an average maturity of 15 to 25 years 
would cover the average period of benefit payments to 
employees already retired and receiving payments. 

Many corporate bond yield indexes exist. Lehman 
Brothers-Kuhn Loeb and Salomon Brothers are two of the 
best known. The average maturity in the first index is 
about 18 years, while in the latter it is about 24 years. 

Of course, pegging the interest assumption to bond 
rates will produce different interest rates on different 
dates and the year-to-year comparisons will be based on 
different interest rates. This would be a departure from 
current practice where the same interest rate is often used 
for several years without change. Since the market value 
of the assets can be expected to fluctuate considerably 
from year to year, comparisons between the assets and 
present value amounts will not progress on a consistent 
basis, regardless of whether the interest rate assumption 
changes each year. 

Current interest rates are at historically high levels. 

Whether they will go higher or lower in the next few years 
is necessarily speculative. However, the long-term nature 
of liabilities means that the majority of benefits paid will 
not flow from the plan's current assets, but will flow from 
assets purchased in the future from future contributions, 
reinvestment of income and future maturities. 

Benefits for the average active employee will pro- 
bably not begin for 10 to 15 years, with payments contin- 
uing for another 15 to 20 years. A yield to maturity of 
10% represents an accurate interest rate assumption only 
if income on the bond can be reinvested at a minimum of 
10%. If it cannot, the interest rate assumption should be 
lower than 10%. Over 80% of the yield on a 30-year, 10% 
bond would be due to reinvestment. 

Because no one can be confident that today's levels 
of interest rates will be  available for investment and rein- 
vestment indefinitely, most actuaries will 'not use an 
interest rate representing current yield levels, but will use 
a somewhat lower rate. 

Risk and Return - In many cases, a significant 
portion of plan assets is invested in equities. In these 
situations consideration should be given to  the expected 
effect of equities on the level of investment returns in 
determining the interest rate assumption. 

In general, an interest rate assumption based upon 
government bonds would represent a risk-free rate of 
return. Any higher assumption would add the element of 
risk. Whatever risk is reflected, however, also requires 
additional judgment with respect to the reinvestment 
problem. 

An alternative approach, specifically recognized by 
the FASB but not the DOL, would be to apply insurance 
company buy-out rates. However, this may not be prac- 
tical in view of the difficulty of obtaining the necessary 
quotations. 

Furthermore, insurance company buy-out rates are 
based upon fixed retirement obligations, and are not avail- 
able with respect to unknown optional early retirement 
benefits. In addition, future contributions and reinvest- 
ment of assets generally are not involved in setting these 
rates. 

Conclusion 
"Should the assumed interest rate be changed for 

computing the present value o f  accrued benefits t o  be 
compared to the fair (market,! value o f  the assets and, if it 
is changed, what interest rate is appropriate? " 

There are no easy answers to this question. Plan 
sponsors and plan administrators should ask themselves 
the question, and discuss it with the plan's actuary. We 
have presented some of the ramifications of the question 
here. The appropriate answer for each plan requires the 
use of judgment. 

We believe that the apparent melding of disclosure 
concepts by the accounting profession and the Federal 
government requires consideration of this question. If this 
article provokes plan sponsors and plan administrators t o  
think about this important subject, our efforts in writing 
about it will be well-rewarded. We in turn are giving con- 
siderable thought to the ways in which the needs of plan 
participants and others can best be met. 


