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Pensions and Other Employee Future Benefits
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SOLUTIONS TO BRIEF EXERCISES

BRIEF EXERCISE 19-1

Pension Expense

81,986


Cash


81,986




($2,732,864 X 3% = $81,986)

BRIEF EXERCISE 19-2

A Defined Contribution Plan (DC)

A defined contribution (DC) plan is a post-employment benefit plan that specifies how the entity’s contributions or payments into the plan are determined, rather than identifying what benefits will be received by the employee or the method of determining those benefits.
For a DC pension plan, the amounts that are contributed are usually turned over to an independent third party or trustee who acts on behalf of the beneficiaries (the participating employees). The trustee assumes ownership of the pension assets and is responsible for their investment and distribution. The trust is separate and distinct from the employer.
The ultimate risk and reward of the DC pension rests with the employees as the employer’s involvement is essentially limited to making the annual contribution each year.

Therefore, the accounting for a DC pension is relatively straight-forward.  The employer’s obligation is dictated by the amounts to be contributed.  Therefore, a liability is reported on the employer’s balance sheet only if the required contributions have not been made in full, and an asset is reported if more than the required amount has been contributed.
The annual benefit cost (i.e., the pension expense) is simply the amount that the company is obligated to contribute to the plan.
BRIEF EXERCISE 19-2 (Continued)

A Defined Benefit (DB) Plan

A defined benefit (DB) plan is any benefit plan that is not a defined contribution plan. It is a plan that specifies either the benefits to be received by an employee or the method of determining those benefits.
Similar to a DC plan, for a DB pension plan, the amounts that are contributed are usually turned over to an independent third party or trustee who acts on behalf of the beneficiaries.

The ultimate risk and reward of the DB pension rests with the employer since the employer must guarantee that a set retirement benefit will be paid to the employees. The benefits typically are a function of an employee’s years of service and compensation level in the years approaching retirement. 
To ensure that appropriate resources are available to pay the benefits at retirement, there is usually a requirement that funds be set aside during the service life of the employees.

Therefore, accounting for a DB is much more complex.  The pension cost and accrued benefit obligation depends on many factors such as employee turnover, mortality, length of service, and compensation levels, as well as investment returns that are earned on pension assets, inflation, and other economic conditions over long periods of time.
Because the cost to the company is affected by a wide range of uncertain future variables, it is not easy to measure the pension cost and liability that have to be recognized each period as employees provide services to earn their pension entitlement.
Note: This is not intended to be a comprehensive discussion of all issues associated with the DB, but rather, to highlight some of the key differences between a DB and DC pension. 
BRIEF EXERCISE 19-3
Accrued benefit obligation, opening balance
$92



Interest cost


9



Current service cost



21



Benefits paid to retirees 


     (8
)

Past cost of plan amendment in year

    13
Accrued benefit obligation, ending balance
$127
BRIEF EXERCISE 19-4
Fund assets, opening balance



$100

Actual return on assets



11

Contributions from employer



20

Benefits paid to retirees
     (8
)

Fund assets, ending balance





$123
Accrued benefit obligation (BE 19-3)
$(127
)

Plan assets at fair value
  123


Plan’s funded status
$   (4
)

Since the accrued benefit obligation exceeds the plan assets, the plan is underfunded.

BRIEF EXERCISE 19-5
Ending plan assets
$1,750,000


Beginning plan assets


1,350,000


Increase in plan assets
   400,000


Deduct:  Contributions
$170,000





Less: benefits paid
 (140,000
)
    (30,000
)

Actual return on plan assets
$  370,000


BRIEF EXERCISE 19-6
Interest cost
11





Current service cost
19



Actual return on plan assets
     (9)

Past cost of plan amendment in year
  35
Pension expense
$56

BRIEF EXERCISE 19-7
Service cost
$58,000


Interest on ABO
 23,000


Actual return on plan assets
 (27,000
)
Pension expense
$54,000


BRIEF EXERCISE 19-8
Accrued benefit obligation
$3,400,000



Fair value of plan assets
  2,420,000



Funded status – net liability
   980,000



Unrecognized past service cost (debit)
    990,000



Accrued pension asset (debit)
$    10,000

BRIEF EXERCISE 19-9
Service cost
$29,000


Interest on ABO
 22,000


Expected return on plan assets
 (20,000
)

Amortization of unrecognized prior service cost
 15,200


Amortization of unrecognized net actuarial loss
    500


Pension expense
$46,700


BRIEF EXERCISE 19-10

UDDIN CORPORATION

	
	General Journal Entries
	Memo Record

	
	
	
	
	
	

	Items
	Pension

Expense
	Cash
	Accrued Pension Asset/

Liability
	Accrued

Benefit

Obligation
	Plan

Assets

	
	
	
	
	
	

	1/1/11
Service cost

Interest cost

Exp. return

Contributions

Benefits Paid

Exp. Entry

Contr. entry

Bal. 12/31/11
	27,500 Dr

25,000 Dr

25,000 Cr

0

0,000 Dr

27,500 Dr
	20,000 Cr

00,000 Dr
20,000 Cr
	27,500 Cr

20,000 Dr

  7,500 Cr
	250,000 Cr

 27,500 Cr

 25,000 Cr

 17,500 Dr

000

,000 Cr

285,000 Cr
	250,000 Dr

 25,000 Dr  
 20,000 Dr

 17,500 Cr

000,

000 Cr
277,500 Dr


BRIEF EXERCISE 19-11
Service cost
$27,500


Interest on ABO
 25,000


Actual return on plan assets
 (30,000
)
Pension expense
$22,500


BRIEF EXERCISE 19-12
Under the PE GAAP deferral and amortization approach, the $1,125,000 of past service costs is amortized to expense over 15 years, which is the expected period of benefit from the time of adoption or amendment until the employees are eligible for the plan’s full benefits.  Therefore, the portion of past service costs included in the 2011 pension expense is $75,000 ($1,125,000 / 15).

Under the IFRS deferral and amortization approach, the $1,125,000 of past service costs would be amortized to expense on a straight-line basis over the average benefit period until the benefits become vested.  In this case, all employee benefits are already vested, therefore, IFRS requires the immediate recognition of the past service costs into expense.  Therefore, the entire $1,125,000 will be included in pension expense for 2011.

BRIEF EXERCISE 19-13
Unrecognized net actuarial loss
$475,000


Corridor (10% X $3,300,000)
 330,000


Excess
 145,000


Average remaining service life
÷
7.5
Minimum amortization
$ 19,333


BRIEF EXERCISE 19-14
Based on the actuarial report, there is a $31,300 actuarial loss.  There are two options available under IFRS to account for this loss:

· The $31,300 can remain unrecognized until the total unrecognized gain/(loss) exceeds the corridor amount (i.e., defer and amortize)

· The entire $31,300 can be recognized immediately in other comprehensive income, rather than net income. 

BRIEF EXERCISE 19-15
Service cost
$80,000


Interest cost
 65,500


Expected return on plan assets
 (48,000
)
Post-retirement expense
$97,500
BRIEF EXERCISE 19-16
Post-retirement Benefit Expense

481,800


Accrued Post-retirement Benefit 



Asset/Liability


 481,800

Accrued Post-retirement Benefit Asset/Liability

320,000


Cash


320,000

BRIEF EXERCISE 19-17
Pension Expense for 2011 related to past service costs:

	Immediate recognition for vested employees:
	$475,000

	Amortization of costs for non-vested employees*:
	  $85,714

	Total 2011 pension expense for past service costs
	$560,714


*

Past service costs - non-vested employees:             
   $300,000

Average years until vesting
 ÷       3.5
Amortization per year



    
 







                                                       $ 85,714
SOLUTIONS TO EXERCISES

EXERCISE 19-1 (5-10 minutes)

(a) Pension Contributions Payable

26,300



Cash


26,300

(b) Pension Expense for December 2011: 


$276,100 x 5% = $13,805

(c) Current liability:  


Pension Contributions Payable ($13,805 x 2)

$ 27,610

This assumes amounts for previous months were remitted as required each month.  At December 31, 2011 all that remains as payable is the amount withheld from employees in December and the required employer matching amount.

EXERCISE 19-2

(a) Pension Expense

135,000

([$2,000 x 40] + [$1,000 x 55]) = $135,000

(b) Pension Expense

135,000


Employee Pension Contributions Withheld      35,000


Cash


170,000

Employer portion: ([$2,000 x 40] + [$1,000 x 55]) = $135,000

Employee contribution: ([$2,000 x 10] + [$1,000 x 15]) = $35,000

EXERCISE 19-3 (25-30 minutes)

(a) Assume that the company uses the deferral and amortization approach:

	
	Accrued benefit obligation
	Pension plan assets
	Funded status
	Pension expense

	Current service cost
	I
	NE
	D
	I

	Actual return on plan assets
	NE
	NE
	NE
	NE

	Expected return on plan assets 
	NE
	I
	I
	D

	Past service costs on date of plan revision (inception)
	I
	NE
	NE
	NE

	Amortization of past service costs 
	I
	NE
	D
	I

	Actuarial gain/loss
	I
	NE
	NE
	NE

	Amortization of actuarial gain
	I
	NE
	I
	D

	Amortization of actuarial loss
	D
	NE
	D
	I

	Employer contributions 
	NE
	I
	D
	NE

	Benefits paid to retirees
	D
	D
	NE
	NE

	An increase in the average life expectancy of employees. 
	I
	NE
	NE
	NE


(b) Assume that the company uses the immediate recognition approach:

	
	Accrued benefit obligation
	Pension plan assets
	Funded status
	Pension expense

	Current service cost
	I
	NE
	D
	I

	Actual return on plan assets
	NE
	I
	I
	D

	Expected return on plan assets 
	NE
	NE
	NE
	NE

	Past service costs on date of plan revision (inception)
	I
	NE
	D
	I

	Actuarial gain
	I
	NE
	I
	D

	Actuarial loss
	D
	NE
	D
	I

	Employer contributions 
	NE
	I
	D
	NE

	Benefits paid to retirees
	D
	D
	NE
	NE

	An increase in the average life expectancy of employees. 
	I
	NE
	D
	I


EXERCISE 19-4 (10-15 minutes)

Calculation of Actual Return on Plan Assets
Fair value of plan assets at 12/31/11

$1,596,875


Fair value of plan assets at 1/1/11

 1,418,750


Increase in fair value of plan assets

   178,125


Deduct:  Contributions to plan during 2011
$212,500




Less: benefits paid during 2011
 218,750
       6,250


Actual return on plan assets for 2011

$  184,375


EXERCISE 19-5 (5-10 minutes)

 
Pension expense 2011:

Service cost




$ 13,000

Interest on ABO (10% of $176,000)



17,600

Actual return on plan assets (5% of $155,000)
(7,750)   

Past service cost




  34,000






$ 56,850
EXERCISE 19-6 (30-35 minutes)

(a)
Accrued benefit obligation, 1/1/11

$280,000




Past service cost

    50,000









330,000





Interest cost ($330,000 x 9%)


29,700





Service cost



29,000





Benefits paid out
 

     (20,000
)

ABO, 12/31/11


$368,700
(b)  
Plan assets, 1/1/11



$273,100


Actual return on assets



26,140


Contributions



27,500


Benefits paid out
 


   (20,000
)

Plan assets, 12/31/11







$306,740
(c) 
Pension expense 2011:

Service cost




$ 29,000

Interest on accrued benefit obligation

29,700

Actual return on plan assets 



(26,140)   

Past service cost




   50,000






$ 82,560
 
Pension Expense

82,560

Accrued Pension Asset/Liability


82,560

Additionally, though not required, the entry to record the company’s 2011 contribution:

Accrued Pension Asset/Liability

27,500

Cash


  27,500

(d) 
Plan’s Funded Status on the balance sheet
ABO, 12/31/11




$368,700

Plan assets, 12/31/11







 306,740
Pension Liability







$ 61,960
EXERCISE 19-6 (Continued)

(e) 
Pension expense 2011:

Service cost




$29,000

Interest on accrued benefit obligation

29,700

Expected return on plan assets (9% of $273,100)
(24,579)   

Amortization of past service cost ($50,000 / 5)
  10,000






$44,121
(f) 
Deferral and amortization pension expense:
$44,121
Deduct: amortization of past service cost
(10,000)

Add: 100% of past service cost




50,000

Add: Expected return on plan assets
24,579   

Deduct: Actual return on plan assets

 (26,140)





$82,560
[image: image1.png]WILEY





EXERCISE 19-7 (Continued)

Pension expense 2011:

Service cost




$ 40,000

Interest on accrued benefit obligation
 


(8.5% X $490,000)




41,650

Expected return on plan assets (8.5% X $490,000)
  (41,650
)   






$ 40,000
Pension Expense

40,000


Accrued Pension Asset/Liability



40,000

Accrued Pension Asset/Liability

30,000


Cash



30,000

These calculations could be completed through a worksheet as shown on the previous page.

(b)  
If the immediate recognition approach was adopted, the following changes to the calculation part would be required:

1. The accrued benefit obligation beginning balance would be $389,000 as opposed to $490,000.

2. The change in the ABO beginning balance would result in a change in the interest expense from $41,650 to $33,065 ($389,000 x 8.5%)

3. The pension expense and plan assets would reflect the actual return on plan assets of $49,700 as opposed to the expected return of $41,650.

EXERCISE 19-8 (25-30 minutes)

(a) Past service costs under PE GAAP are amortized on a straight-line basis over the period the firm expects to realize the economic benefits from the change in the plan. 

	Calculation of Service-Years

	
Employee
	
	Expected Years of Service
	
	Total

	
Brandon
	
	3
	
	3

	
Chiara
	
	5
	
	5

	
Mikayla
	
	6
	
	6

	
Angela
	
	5
	
	5

	
Paolo
	
	4
	
	 4
 

	
Erminia
	
	7
	
	 7

	
Total
	
	
	
	30


Expected average remaining service life 


= 30 ( 6 employees 
= 5 years
Past service cost 2011 through 2016 = $340,000 ( 5 = $68,000

Past service cost amortization would be complete at the end of 2015, therefore, there would be no amortization in 2016.

EXERCISE 19-8 (continued)

(b) Past service costs under IFRS are expensed for employees whose benefits have already vested, and amortized on a straight-line basis over the period that the benefits become vested for employees whose benefits are not vested.

Therefore, the $200,000 of past service costs related to the employees whose benefits have vested are expensed immediately in 2011.

The $140,000 ($340,000 – $200,000) of past service costs related to employees whose benefits have not vested are amortized on a straight-line basis: 

	Calculation of Service-Years

	
Employee
	
	Expected Years of Service
	
	Years Until  Benefits are Vested



	
Brandon
	
	3
	
	3

	
Chiara
	
	5
	
	1

	
Mikayla
	
	6
	
	Vested

	
Angela
	
	5
	
	Vested

	
Paolo
	
	4
	
	Vested

	
Erminia
	
	7
	
	Vested

	
Total
	
	
	
	4


Average period until the benefits become vested:


= 4 ( 3 employees 
= 1.33 years
Past service cost 2011 = $140,000 ( 1.33 = $105,000
Past service cost amortization would be complete in 2012 with the final expense of $35,000 ($140,000 – $105,000).

 EXERCISE 19-9 (20-25 minutes)

Corridor and Minimum Loss Amortization
	Year
	Accrued

Benefit

Obligation (a)
	Plan

Asset

Value (a)
	10%

Corridor
	Unrecognized Cumulative

Net Loss in (a)
	Minimum

Amorti-zation

of Loss

	
	
	
	
	
	

	2009

2010

2011

2012
	 $3,500,000

4,200,000

5,075,000

6,300,000
	$3,325,000

 4,375,000

 4,550,000

 5,250,000
	 $350,000

437,500

507,500

630,000
	$      0 (
490,000  (
 642,250 (c)

 648,520 (e)
	$     0 ( 
   5,250 (b)

 11,230 (d)

   1,544 (f) 


(a)
As of the beginning of the year.

(b)
($490,000 – $437,500) ÷ 10 years = $5,250

(c)
$490,000 – $5,250 + $157,500 = $642,250

(d)
($642,250 – $507,500) ÷ 12 years = $11,230

(e)
$642,250 – $11,230 + $17,500 = $684,520

(f)
($648,520 – $630,000) ÷ 12 years = $1,544*

* Note: $1 difference due to rounding. 

EXERCISE 19-10 (15-20 minutes)

(a) The excess of cumulative net gain or loss over the corridor amount is amortized by dividing the excess by the average remaining service period of employees. 

Amortization of Net (Gain) or Loss
	Year
	
	Accrued

Benefit

Obligation (a)
	
	Plan

Assets (a)
	
	Corridor (b)
	
	Cumulative

Unrecognized

 (Gain) Loss (a)
	
	Minimum

Amortization

of (Gain) Loss

	
	
	
	
	
	
	
	
	
	
	

	2010

2011

2012

2013
	
	$4,000,000

 4,520,000

 4,980,000

 4,250,000
	
	$2,400,000

 2,200,000

 2,600,000

 3,040,000
	
	$400,000

 452,000

 498,000

 425,000
	
	$      0 (d)
480,000 (d)
 777,667 (d) ( 544,361  (f)
	
	$     0 (c)
  2,333 (c)

 23,306 (e)

  9,947 (g)


(a)
As of the beginning of the year.

(b)
The corridor is 10% of the greater of accrued benefit obligation or plan assets.

(c)
$480,000 – $452,000 = $28,000; $28,000/12 = $2,333

(d)
$480,000 + $300,000 – $2,333 = $777,667
(e)
$777,667 – $498,000 = $279,667; $279,667/12 = $23,306
(f)
$777,667 – $23,306 – $210,000 = $544,361

(g)
$544,361 – $425,000 = $119,361; $119,361/12 = $9,947

(b) 
IFRS provides an immediate recognition option for actuarial gains and losses.  The actuarial gains or losses may be recognized 100% as incurred as a determinant of other comprehensive income instead of expense. 

(c) PE GAAP provides an option to recognize these expenses immediately into income as well; however, unlike IFRS, the actuarial gains / losses are recognized in net income as opposed to other comprehensive income. 

EXERCISE 19-11 (10-15 minutes)

(a)
Calculation of pension expense using the deferral and amortization approach:



Service cost
$ 65,000




Interest cost ($500,000 X .10)
  50,000




Expected return on plan assets
   (15,000
)


Pension expense for 2011
$100,000



Pension Expense

100,000



Accrued Pension Asset/Liability


100,000


Accrued Pension Asset/Liability

95,000



Cash


95,000

(b)
Calculation of pension expense using the immediate recognition approach:



Service cost
$65,000




Interest cost ($500,000 X .10)
  50,000




Actual return on plan assets
  (17,000
)


Pension expense for 2011
$98,000



Pension Expense

98,000



Accrued Pension Asset/Liability


98,000


Accrued Pension Asset/Liability

95,000



Cash


95,000

EXERCISE 19-12 (25-35 minutes)

(a)
Accrued benefit obligation, projected basis,1/1/11
$315,000

Past service cost

 140,400




455,400

Interest cost ($455,400 x 10%)


45,540

Service cost



63,000

Benefits paid out
 

     (43,200
)

ABO, 12/31/11


$520,740
  
Plan assets, 1/1/11



$297,000


Expected return on assets ($297,000 x 7%)
20,790


Contributions



79,200


Benefits paid out
 


   (43,200
)

Plan assets, 12/31/11







$353,790

Accounts Reported on the balance sheet:


Accrued benefit obligation
$(520,740)


Plan assets at fair value
  353,790



ABO in excess of plan assets
 (166,950)


Unrecognized past service cost
 112,320

Accrued pension liability
 ($54,630)
(b) 
Pension expense 2011:

Service cost




$ 63,000

Interest on accrued benefit obligation

45,540

Expected return on plan assets (7% of $297,000)
(20,790)   

Amortization of past service cost ($140,400 / 5)
  28,080






$115,830 

EXERCISE 19-12 (Continued)

(c)
Accrued benefit obligation, funding basis, 1/1/11
$255,000

Past service cost

 140,400




395,400

Interest cost ($395,400 x 10%)


39,540

Service cost



63,000

Benefits paid out
 

   (43,200
)

ABO, 12/31/11


$454,740
  
Plan assets, 1/1/11



$297,000


Actual return on assets ($297,000 x 8%)
23,760


Contributions



79,200


Benefits paid out
 


   (43,200
)

Plan assets, 12/31/11







$356,760

Accounts Reported on the balance sheet:


Accrued benefit obligation
$(454,740)


Plan assets at fair value
  356,760



Accrued pension liability
 ($97,980)
(d) 
Pension expense 2011:

Service cost




$ 63,000

Interest on accrued benefit obligation

39,540

Actual return on plan assets 



(23,760)   

Past service cost




  140,400






$219,180 

EXERCISE 19-13 (10-12 minutes)

Service cost
$ 202,500


Interest on accrued post-retirement benefit
  


   obligation (9% X $1,822,500)
164,025

Expected return on plan assets
  (141,750)

Amortization of unrecognized past service cost
   6,750


Amortization of unrecognized transition amount
  20,250


Post-retirement benefit expense
$251,775



Retirement Benefit Expense

251,775

Accrued Retirement Benefit 


Asset/Liability


251,775


Accrued Retirement Benefit 


Asset/Liability

47,250


Cash



47,250

EXERCISE 19-14 (15-20 minutes)

(a)
See work sheet on next page.

(b)
Retirement Benefit Expense

251,775

Accrued Retirement Benefit 


Asset/Liability


251,775


Accrued Retirement Benefit 


Asset/Liability

47,250


Cash



47,250


EXERCISE 19-14 (a) (Continued)
	Opsco Corp.

Post-retirement Benefits Work Sheet—2011

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Post-

retirement

Expense
	
	Cash
	
	Accrued

Post-retirement

Liability
	
	Accrued

Post-retire-

ment Benefit

Obligation
	
	Plan

Assets
	
	Unreco-gnized

Transition

Amount
	
	Unreco-gnized

Past

Service Cost

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Actual return

(d)
Contributions

(e)
Benefits

(f)
Amortization:



Transition



Past service cost

Expense entry for 2011

Funding

Balance, Dec. 31, 2011
	
	 202,500 Dr.

 164,025 Dr.

 141,750 Cr.

  20,250 Dr.

  6,750 Dr.

251,775 Dr.
	
	47,250 Cr.

00,000 Dr.
47,250 Cr.
	
	    -0-Cr.
00,000 Dr.
251,775 Cr.

  47,250 Dr.
  204,525 Cr.
	
	1,822,500 Cr.

 202,500 Cr.

 164,025 Cr.

 90,000 Dr.

000,000 Dr.
2,099,025 Cr.
	
	1,597,500 Dr.

 141,750 Dr.

 47,250 Dr.

 90,000 Cr.

0

00,000 Dr.
1,696,500 Dr.
	
	180,000 Dr.

 20,250 Cr.

000,0

00 Dr.
159,750 Dr.
	
	45,000 Dr.

 6,750 Cr.

00,000

 Dr.
38,250 Dr.


EXERCISE 19-15 (10-15 minutes)

(a)
Accrued post-retirement benefit obligation


  (Credit)
$(190,000)


Plan assets at fair value (Debit)
  130,000



Funded status (Credit)
 (60,000
)


Unrecognized past service cost (Debit) *
 ( 11,000



Unrecognized transition amount (Debit) **
   17,000



Accrued post-retirement benefit liability (Credit)
$ (32,000
)


* $12,000 – $1,000 (amortization)


** $20,000 – $3,000 (amortization)

(b)



Accrued post-retirement benefit obligation


  (Credit)
$(160,000)


Plan assets at fair value (Debit)
  130,000



Funded status (Credit)
$ (30,000
)
EXERCISE 19-16 (30-35 minutes)

(a)
Service cost
$ 57,000



Interest on accrued post-retirement benefit
  


   

obligation (10% X $610,000)
  61,000



Expected return on plan assets
  (3,000
)


Amortization of transition amount
  35,000



Post-retirement benefit expense 2011
$150,000


(b)
Plan assets, 1/1/11

$42,000


Actual return on assets



3,000


Contributions



22,000


Benefits paid out
 


   (6,000
)

Plan assets, 12/31/11







$61,000

Accrued post-retirement benefit obligation, 1/1/11
$610,000




Interest cost ($610,000 x 10%)
61,000





Service cost
57,000





Loss from change in actuarial predictions
88,000

Benefits paid out 
     (6,000
)

Accrued ABO, 12/31/11

$810,000

Accrued ABO, 12/31/11
$(810,000
)



Plan assets at fair value
     61,000



Accrued post-retirement benefit obligation in 


   excess of plan assets (funded status)
$(749,000
)

 (c)
Accrued post-retirement benefit liability, 1/1/11
$ 0


Post-retirement benefit expense 2011
150,000


Contributions (funding) during 2011
   (22,000
)

Accrued post-retirement benefit liability, 12/31/11
$128,000
(d)
Funded status (from (b) above)
$(749,000
)


Unrecognized net actuarial loss
88,000


Unrecognized transitional loss* 
  533,000



Accrued post-retirement benefit liability
$(128,000
)




*$568,000 – $35,000 = $533,000
EXERCISE 19-17 (25-35 minutes)

(a)
Note A: Significant Accounting Policies

       Employee Benefit Plans

       The company accrues its obligations under employee benefit plans and the related costs, net of plan assets. The company has adopted the following policies:

•
The cost of pensions earned by employees is actuarially determined using the accrued benefit method prorated on service and management's best estimate of expected plan investment performance, salary escalation, retirement ages of employees.

•
For the purpose of calculating the expected return on plan assets, those assets are valued at fair value.

• 
Past service costs from plan amendments are amortized on a straight-line basis over the average remaining service period of employees active at the date of amendment.

• 
The excess of the net actuarial gain (loss) over 10% of the greater of the benefit obligation and the fair value of plan assets is amortized over the average remaining service period of active employees. The average remaining service period of the active employees covered by the pension plan is 16 (assumed) years (2010) and 15 (assumed) years (2011). 

Note X: The company sponsors a defined benefit pension plan covering the following group of employees and providing the following benefits.

As of December 31, 2011, the net expense for the company’s pension plan is $216,320 ($94,000 + $45,000 + $253,000 – $175,680). The present value of the accrued benefit obligation at December 31, 2008, was $2,737,000 and the market related value of the fund assets was $2,278,329 based on the fair market value of the assets on that date.  This results in an underfunded obligation of $458,671.  Employer and employee contributions during 2011 amounted to $92,329 and benefits paid amounted to $140,000. At December 31, 2008, the accrued pension liability is $207,991.

EXERCISE 19-17 (Continued)

Other information to be disclosed:  assumptions that underlie the plan such as the discount rate, the rate of increase in compensation levels, and the expected long-term rate of return on plan assets.

(b) and (c)



Information about the company’s defined benefit plan is as follows: 


Accrued benefit obligation:


Balance at beginning of year

$2,530,000




Interest cost


253,000





Current service cost



94,000





Benefits paid
 

    (140,000
)

Balance at end of year

$2,737,000
  
Plan assets:


Fair value at beginning of year 



$2,196,000


Actual return on plan assets



175,680

Employer contributions



92,329


Benefits paid
 


    (140,000
)

Fair value at end of year






$2,324,009

Accrued pension liability:


Accrued benefit obligation
$(2,737,000
)


Plan assets at fair value
   2,324,009



Funded status – deficit
   (412,991)


Unrecognized past service cost
 (  205,000



Unrecognized net actuarial loss
     45,680



Accrued pension liability
$  (162,311
)

EXERCISE 19-17 (Continued)

The company’s net pension expense is as follows:

Current service cost




$ 94,000

Interest on accrued benefit obligation

253,000

Expected return on plan assets


(175,680
)   

Past service cost amortization




     45,000






$ 216,320

(c) The beginning balances of accrued benefit obligation, and pension assets are shown in part (b) on the previous page.

 Accrued pension liability:


Accrued benefit obligation, 1/1/11
$2,530,000



Plan assets at fair value, 1/1/11
   2,196,000



Funded status liability, 1/1/11
   334,000



Unrecognized past service cost, 1/1/11
     250,000

Accrued pension liability, 1/1/11
$    84,000
Alternatively,


Accrued pension liability, 12/31/11
$207,991

Pension expense
(216,320
)


Employer contributions
   92,329


Accrued pension liability, 1/1/11
$  84,000
EXERCISE 19-18 (15-20 minutes)

(a)
Accrued benefit obligation, 1/1/11

$2,000,000




Interest cost ($2,000,000 x 10%)


200,000





Service cost



225,000





Benefits paid out
 

   (100,000
)

ABO, 12/31/11


$2,325,000
(b)  
Plan assets, 1/1/11



$1,600,000


Expected return on assets



160,000


Contributions



262,500


Benefits paid out
 


   (100,000
)

Plan assets, 12/31/11







$1,922,500
(c) 
Pension expense 2011:

Service cost




$225,000

Interest on accrued benefit obligation

200,000

Expected return on plan assets


(160,000
)   

Past service cost amortization




    25,000






$290,000
(d)
Pension Expense

290,000

Accrued Pension Asset/Liability

290,000


Accrued Pension Asset/Liability

262,500

Cash

262,500

(e)
Pension liability, 1/1/11


$ 25,000

Contributions



(262,500
)   

Pension expense




  290,000

Pension liability, 12/31/11




$ 52,500
Alternatively, the amount could also be reconciled as follows:


Accrued benefit obligation
$(2,325,000
)


Plan assets at fair value
 1,922,500



ABO in excess of plan assets (or funded status)
 (402,500
)


Unrecognized past service cost ($375,000 – $25,000)
  350,000 


Accrued pension liability
$  (52,500)

EXERCISE 19-19 (15-25 minutes)

	Rebek Corporation

Pension Work Sheet—2011

	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	

	
	Annual

Pension

Expense
	Cash
	Accrued

Pension

Liability
	
	Accrued

Benefit

Obligation
	Plan

Assets
	Unrecognized

Past

Service Cost

	
	
	
	
	
	
	
	

	Balance, 01/01/2011

(a)
Service cost

(b)
Interest cost

(c)
Actual return

(d)
Amortization of PSC

(e)
Contributions

(f)
Benefits paid

Journal entry

Balance, 01/31/2011
	 225,000 Dr.

 200,000 Dr.

 160,000 Cr.

 25,000 Dr.

000,000 Dr.
290,000 Dr.
	262,500 Cr.

000,000 Dr.
262,500 Cr.
	25,000 Cr.

27,500 Cr.

52,500 Cr.
	
	2,000,000 Cr.

 225,000 Cr.

 200,000 Cr.

 100,000 Dr.

000,000 Dr.
2,325,000 Cr.
	1,600,000 Dr.

 160,000 Dr.

262,500 Dr.

 100,000 Cr.

000,000 Dr.
1,922,500 Dr.
	375,000 Dr.

 25,000 Cr.

000,000 Dr.
350,000 Dr.


(b)
$20,000 = $2,000,000 X 10%.
Reconciliation Schedule

Accrued benefit obligation
$(2,325,000
)

Plan assets at fair value
 1,922,500


Funded status
 (402,500
)

Unrecognized past service cost
    350,000


Accrued pension liability
$   (52,500)

EXERCISE 19-20 (20-25 minutes)

(a)
Pension expense for 2011 comprised the following:



Service cost
$ 56,000




Interest on accrued benefit obligation
  90,000




  (9% X $1,000,000)



Expected return on plan assets
  (54,000
)



Amortization of past service cost
  40,000





Pension expense
$132,000


(b)
Pension Expense

132,000




Accrued Pension Asset/Liability



132,000


Accrued Pension Asset/Liability

145,000




Cash



145,000


(c)
Accrued benefit obligation (credit) (1)
$(1,146,000
)


Plan assets at fair value (debit) (2)
  799,000



ABO in excess of plan assets (or funded status) 
 (347,000
)


Unrecognized past service cost (debit):


Beginning balance, 1/1/11
$400,000


Less amortization
   40,000
   360,000



Accrued pension cost asset (credit)
$  (13,000
)

(1) Accrued benefit obligation 31/12/11: $1,000,000 + $56,000 + $90,000 = $1,146,000

(2) Plan assets 31/12/11: $600,000 + $54,000 + $145,000 


= $799,000

EXERCISE 19-20 (Continued)

(d)
Income Statement:



Pension expense
$132,000

Balance Sheet:



Assets




Accrued pension cost
$13,000
Note X: The company sponsors a defined benefit pension plan covering the following group of employees and providing the following benefits.

For the year ending December 31, 2011, the net expense for the company’s pension plan is $132,000. The present value of the accrued benefit obligation at December 31, 2011, is $1,146,000 and the market related value of the fund assets is $799,000 based on the fair market value of the assets on that date.  This results in an underfunded obligation of $347,000.  Employer and employee contributions during 2011 amounted to $145,000 and no benefits were paid out. At December 31, 2011, the accrued pension cost asset is $13,000.

Other information to be disclosed:  assumptions that underlie the plan such as the discount rate, the rate of increase in compensation levels, and the expected long-term rate of return on plan assets, as well as significant accounting policies governing the pension plan.

(e) Accrued benefit obligation 1/1/11 (credit) 
$(1,000,000
)


Plan assets at fair value 1/1/11 (debit)
    600,000



ABO in excess of plan assets (or funded status) 
 (400,000
)


Unrecognized past service cost 1/1/11 (debit)
     400,000

Accrued pension cost asset 1/1/11
$             0
EXERCISE 19-21 (35-45 minutes)

(a)
Actual = (Ending – Beginning) – (Contributions – Benefits)



Fair value of plan assets,



  December 31, 2011

$2,096




Deduct:  Fair value of plan assets,



  January 1, 2011

 1,360




Increase in fair value of plan assets

   736



Deduct:  Contributions
$640






Less: benefits paid
 160
   480


Actual return on plan assets in 2011

$  256
(b)
Calculation of pension liability gains and losses and pension asset gains and losses.


1.
Difference between 12/31/11 actuarially calculated ABO and 12/31/11 recorded Accrued benefit obligation (ABO):



ABO at end of year


$2,916





ABO per memo records:



  1/1/11 ABO
$2,240







  Add interest (10%)
   224







  Add service cost
   320







  Less benefit payments
   (160
)
 2,624





  Liability loss



$292



2.
Difference between actual fair value of plan 



assets and expected fair value:
12/31/11 actual fair value of plan assets
$2,096



Expected fair value



  1/1/11 fair value of plan assets
$1,360







  Add expected return



    ($1,360 X 10%)
   136







  Add contributions
   640







  Less benefits paid
   (160)

1,976





  Asset gain



$(120
)



Unrecognized net (gain) or loss



$ 172


EXERCISE 19-21 (Continued)

(c)
Because no net gain or loss existed at the beginning of the period, no amortization occurs. Therefore, the corridor calculation is not needed. 


In 2012, the amortization of the actuarial loss will be as follows:


Beginning-of-the-Year
	
	Year
	
	ABO
	
	Plan

Assets (FV)
	
	10%

Corridor
	
	Unreco-gnized

Net Loss
	
	Loss

Amorti-zation

	
	
	
	
	
	
	
	
	
	
	
	

	
	2012
	
	$2,916
	
	$2,096
	
	$291
	
	$172
	
	–0–


(d)
Past service cost amortization: 

$880 X 1/20 = $44 per year.

(e)
Pension expense for 2011:



Service cost
$320




Interest cost ($2,240 X 10%)
 224




Expected return on plan assets ($1,360 X 10%)
 (136)



Amortization of past service cost
  44




Pension expense for 2011
$452


(f)
Reconciliation schedule:



Accrued benefit obligation
$(2,916
)



Fair value of plan assets
  2,096




Funded status
 (820
)



Unrecognized past service cost



  ($880 – $44)
 (836




Unrecognized net (gain) or loss
    172




Accrued pension asset
$   664
EXERCISE 19-22 (30-35 minutes)
	Berstler Limited

Pension Work Sheet—2011

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	General Journal Entries
	
	Memo Record Entries

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Pension

Expense
	
	Cash
	
	Accrued

Pension Asset
	
	Accrued

Benefit

Obligation
	
	Plan

Assets
	
	Unrecognized

Prior

Service Cost
	
	Unrecognized

Net Gain

or Loss

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Unexpected gain

(e)
Amortization of PSC

(f)
Funding

(g)
Benefits

(h)
Liability change


  (increase)

Expense entry—2011

Funding

Balance, Dec. 31, 2011
	
	320 Dr.

224 Dr.

136 Cr.

 44 Dr.

000 Dr.
452 Dr.
	
	640 Cr.

000 Dr.
640 Cr.
	
	452 Cr.

640 Dr.
188 Dr.
	
	2,240 Cr.

  320 Cr.

  224 Cr.

  160 Dr.

  292 Cr.

0,000 Cr.
2,916 Cr.
	
	1,360 Dr.

  136 Dr.

   120 Dr.

  640 Dr.

  160 Cr.

0,000 Cr.
2,096 Dr.
	
	880 Dr.

   44 Cr.

0,000 Cr.
836 Dr.
	
	120 Cr.

292 Dr.

000 Dr.
172 Dr.


(b)
$2,240 X 10%

(c)
$136 = $1,360 X 10%

(d)
Actual return
$256



Expected return ($1,360 X 10%)
 136



Asset gain
$120


(e)
$880 X 1/20 = $44

(h)
$292 = $2,916 – ($2,240 + $320 + $224 – $160)

EXERCISE 19-22 (Continued)

Journal entries 12/31/11
Pension Expense

452


Accrued Pension Asset/Liability


452

Accrued Pension Asset/Liability

640


Cash


640

*EXERCISE 19-23 (25-30 minutes)

(a) 
The employee’s expected final salary in 2028 would be calculated as follows:


$40,000 X (1.04)26 = $110,899


(26 years = 2002 to 2028)

(b)

Step 1: Calculate annual pension benefits on retirement:


Annual pension benefits on retirement 


= 2.5% X $110,899 X 1 year


= $2,772 per year of retirement


Step 2: Discount the present value of the annuity of $2,772 for 21 years at 6% to December 31, 2028.


Present value of an annuity of $2,772 discounted at 6% for 
21 periods:
	($2,772 X 11.76408) = 
	$32,610


	Using a financial calculator:

	PV
	$  ?
	                                               Yields $32,610

	I
	6%

	N
	21 

	PMT
	$    (2,772)

	FV
	$  0

	Type 
	0


	Excel formula: =PV(rate,nper,pmt,fv,type)


*EXERCISE 19-23 (Continued)


Step 3: Discount the present value of the annuity in 2028 to its present value at 2010:

	Present value of $32,610 discounted at 6% for 18 years

	($32,610 X .35034) = $11,425

	(18 years = 2010 to 2028)
	


	Using a financial calculator:

	PV
	$  ?
	                                               Yields $11,425

	I
	6%

	N
	18

	PMT
	
$    0

	FV
	
$  (32,610
) 

	Type 
	
0 


	Excel formula: =PV(rate,nper,pmt,fv,type)



The current service cost relative to this plan for 2010 would 


be $11,425.

(c) 
Pension benefits earned to December 31, 2010 


= 2.5% X $110,899 X 6 years = $16,633 per year of retirement. 


Present value at December 31, 2028 of an annuity of $16,633 discounted at 6% for 
21 periods:
	($16,633 X 11.76408) = 
	$195,676


*EXERCISE 19-23 (Continued)

	Using a financial calculator:

	PV
	 $  ?   
	                                               Yields $195,676

	I
	 6%

	N
	                      
21 

	PMT
	 $    (16,633)

	FV
	 
$  0 

	Type 
	
0 


	Excel formula: =PV(rate,nper,pmt,fv,type)



The accrued benefit obligation represents the present 
value of this amount discounted at 6% for 18 years:

	Present value of $195,676 discounted at 6% for 18 years

	($195,676 X .35034) = $68,558

	
	


	Using a financial calculator:

	PV
	 $  ?   
	                                               Yields $68,558

	I
	 6%

	N
	                      
18 

	PMT
	 
$    0

	FV
	 
$  (195,676
) 

	Type 
	
0 


	Excel formula: =PV(rate,nper,pmt,fv,type)


The accrued benefit obligation at December 31, 2010 would be $68,558.

TIME AND PURPOSE OF PROBLEMS

Problem 19-1 (Time 20-25 minutes)

Purpose—to provide the student with an opportunity to determine the appropriate accounting for the costs of a long-term disability benefit and prepare the journal entries. 

Problem 19-2 (Time 35-45 minutes)

Purpose—to provide a problem that requires calculation of the liability for a vested benefit plan for sabbatical leave. This is a challenging problem that requires the student to apply the principles of vested benefit plans to a new situation. 

Problem 19-3 (Time 45-55 minutes)

Purpose—to provide a problem that requires a comparison of the deferral and amortization approach versus the immediate recognition approach and preparation of continuity schedules for accrued benefit obligation, fund assets and pension expense for three years’ pension transactions, three years of general journal entries for the pension plan, and reconciliation schedules at the end of each year.

Problem 19-4 (Time 40-50 minutes)

Purpose—to provide a problem that requires a detailed analysis of the reporting standards (and differences) for accounting for a defined benefit plan under both the deferral and amortization approach versus the immediate recognition approach.
Problem 19-5 (Time 40-50 minutes)

Purpose—to provide a problem that requires a detailed analysis of the reporting standards (and differences) for accounting for a defined benefit plan between the IFRS and PE GAAP deferral and amortization approaches.
Problem 19-6 (Time 40-50 minutes)

Purpose—to provide a problem that requires calculation of the annual pension expense, preparation of the pension journal entries, measurement of unrecognized gains and losses and their amortization, and reconciling the funded status to the liability on the balance sheet. 

TIME AND PURPOSE OF PROBLEMS (Continued)

Problem 19-7 (Time 45-55 minutes)

Purpose—to provide a problem that requires calculation of pension expense, preparation of the pension journal entries, and note disclosure. Amounts required in the note disclosure must be calculated using information for two consecutive years. The calculations are complicated by missing information that must be deduced. The pension worksheet must also be prepared.

Problem 19-8 (Time 50-60 minutes)

Purpose—to provide a problem that requires calculation of the pension expense and continuity of the accrued benefit obligation and plan assets for three separate years. The preparation of the worksheet for the three consecutive years is also required. The application of the corridor approach to the amortization of gains and losses is required.

Problem 19-9 (Time 45-60 minutes)

Purpose—to provide a problem that requires calculation and amortization of past service cost, calculation of pension expense, calculation and amortization (corridor approach) of actuarial gains or losses, preparation of pension journal entries, and reconciliation of the plan’s funded status to the liability.   

Problem 19-10 (Time 35-45 minutes)

Purpose—to provide a problem that requires preparation of a work sheet, including calculation of the amortization of actuarial losses using the corridor approach, for IFRS, PE GAAP deferral and amortization, and PE GAAP immediate recognition. The journal entries for pension-related amounts are also required.

Problem 19-11 (Time 40-45 minutes)

Purpose—to provide a problem that requires the preparation of a worksheet and journal entries. The problem involves identifying actuarial gains and experience losses and amortizing past service costs and the gains and losses through the application of the corridor approach. The problem is complicated by the employee contributions to the pension plan. A challenging problem.
Problem 19-12 (Time 30-35 minutes)

Purpose—to provide a problem that requires calculation of the amortization of past service cost, preparation of a pension work sheet and preparation of journal entries.

TIME AND PURPOSE OF PROBLEMS (Continued)

Problem 19-13 (Time 30-35 minutes)

Purpose—to provide a problem that requires the calculation of post-retirement benefit expense, the preparation of a continuity schedule for accrued obligation and plan assets and a reconciliation schedule for post-retirement benefit expense. In addition, the student is required to discuss differences in accounting for post-retirement benefits and pension benefits.

*Problem 19-14 (Time 40-45 minutes)

Purpose—to provide a complex problem that requires the calculation of post-retirement benefit obligation by factoring in changes to the discount rate and salary assumptions for a one-person plan. The student must also analyze the change in ABO for a 1% increase and decrease in the discount rate and the past service costs given the revised assumptions.
 SOLUTIONS TO PROBLEMS

	PROBLEM 19-1


This is partly a defined benefit plan because the plan specifies the benefits to be received by employees – full salary for the first three months. To the extent that the insurance company assumes the risk for the long-term portion of the salary continuation plan for a fixed premium of $18,000, this portion of the benefit plan is a defined contribution plan. 

2011:

Payment of premium to insurance company:

Long-term Disability Benefit Expense

18,000


Cash

18,000


Employee payroll withholdings:

Cash


6,000


Long-term Disability Benefit Expense

6,000


Late October, 2011:

Long-term Disability Benefit Expense

16,200


Disability Benefits Payable ($5,400 X 3)

16,200


(based on the “event accrual” approach discussed in Chapter 13)

November 2011:

Disability Benefits Payable

5,400

Cash


  5,400


December, 2011:

Disability Benefits Payable

5,400

Cash


  5,400
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2012:

January 2012 – payment of third month’s waiting period:

Disability Benefits Payable

5,400

Cash


  5,400


Payment of premium to insurance company:

Long-term Disability Benefit Expense

18,000


Cash

18,000


Employee payroll withholdings:

Cash


6,000


Long-term Disability Benefit Expense

6,000

	PROBLEM 19-2


(a) 
Because the professors have to do something that benefits the university while they are on sabbatical, their salary while on sabbatical is simply recognized as expense in the year they take it. No amount needs to be recognized over the 7 year period leading up to it.  

(b) 
This is a defined benefit plan that vests since the professors may take their sabbatical as payment upon retirement. The plan should be accounted for in the current year even though vesting has not yet occurred.

	Current Salary
	Salary when eligible*
	Salary during sabbatical (80%)
	Portion earned in current year (1/7)
	Present value**
	Number of professors
	Amount earned in current year

	$60,000
	$67,570
	$54,056
	$7,722
	$5,136
	
55
	$282,480

	70,000
	78,831
	63,065
	9,009
	5,992
	
40
	239,680

	100,000
	112,616
	90,093
	12,870
	8,559
	
5 ***
***
	    42,795

	
	
	
	
	
	
	$564,955


* Salary in 2011 X (1.02)6
**A rate of 6% is assumed. 

	Present value factor discounted at 6% for 7 years = 0.66506


	Using a financial calculator:

	PV
	 $  ?   
	            Yields $5,136

	I
	 6%

	N
	                      
7 

	PMT
	 
$    0

	FV
	 
$(7,722)  

	Type 
	
0 


	Excel formula: =PV(rate,nper,pmt,fv,type)


*** Since five of the professors in the $100,000 salary grouping will retire, they will not have worked the necessary seven years for the benefit to vest.

PROBLEM 19-2 (Continued)

Journal entry required:

Sabbatical Expense

564,955

Liability for Compensated Absence


  564,955


(c)

Liability for Compensated Absence

367,000

Cash


  367,000
Note: This entry would be made proportionately for each pay period throughout the fiscal year during which the employees are paid while on sabbatical.

(d) 
1.
If the sick leave is allowed to be carried over into the next fiscal period and employees are eligible to receive a cash payment upon discharge, termination of employment or retirement, (i.e., the benefits are vested) then the amounts related to sick leave represent a liability that should be accrued.



However, if employees are only permitted to take the paid sick days if they are actually sick, difficulties in measuring the liability combined with the immateriality of the amount may mean that the University recognizes the expense as the sick days are actually taken.

2. 
If unused sick time is not eligible to be carried over, there is no future obligation and no entry is required. 

	PROBLEM 19-3


(a)
Continuity of Pension Benefit Obligation – 2011

Accrued benefit obligation, 1/1/11

$460,000


Annual service cost


36,800


Interest cost ($460,000 x 10%)


46,000





Benefits paid out
 

   (32,200
)

Accrued benefit obligation, 12/31/11

$510,600

Continuity of Pension Benefit Obligation – 2012

Accrued benefit obligation, 1/1/12

$510,600




Recognized Past service cost (vested employees)
  193,000


Unrecognized past service costs

 175,000








878,600





Annual service cost



43,700

Interest cost ($878,600 x 10%)


87,860





Benefits paid out
 

   (37,720)

Accrued benefit obligation, 12/31/12

$972,440

Continuity of Pension Benefit Obligation – 2013

Accrued benefit obligation, 1/1/13

$972,440




Annual service cost

59,800


Interest cost ($972,440 x 10%)


97,244





Benefits paid out
 

(48,300
)

Actuarial loss


     114,816*
Accrued benefit obligation, 12/31/13

$1,196,000

*$114,816 = $1,196,000 - $972,440 - $59,800 - $97,244 + $48,300

PROBLEM 19-3 (Continued)

 (b)
Continuity of Fund Assets – 2011

Plan assets, 1/1/11



$460,000


Actual return on assets 1/1/11



39,100


Contributions



36,800


Benefits paid out
 


   (32,200)

Plan assets, 12/31/11

$503,700

Continuity of Fund Assets – 2012

Plan assets, 1/1/12



$503,700


Actual return on assets 1/1/12



50,370


Contributions ($43,700 + $69,000)



112,700


Benefits paid out
 


   (37,720)

Plan assets, 12/31/12

$629,050

Continuity of Fund Assets – 2013

Plan assets, 1/1/13



$629,050


Actual return on assets 1/1/13



55,200


Contributions ($59,800 + $80,500)



140,300


Benefits paid out
 


   (48,300)

Plan assets, 12/31/13

$776,250
PROBLEM 19-3 (Continued)

 (c) 
Pension expense – 2011
Annual service cost




$ 36,800

Interest on accrued benefit obligation

46,000

Expected return on plan assets ($460,000 x 10%)
  (46,000)   






$ 36,800

Pension expense – 2012
Annual service cost




$  43,700

Interest on accrued benefit obligation

87,860

Expected return on plan assets ($503,700 x 10%)
(50,370)   

Past service cost – vested employee


   193,000
Amortization of past service costs – non-vested
    25,000*





$299,190

* Amortization of past service cost for employees whose benefits have not yet vested is over the average of 7 years (until the benefits vest.  Therefore, $175,000 ($368,000 – 1$93,000) / 7.

Pension expense – 2013
Annual service cost




$  59,800

Interest on accrued benefit obligation

97,240

Expected return on plan assets ($629,050 x 10%)
(62,910)   

Past service cost amortization




    25,000






$119,130
 (d)
Journal entries:


2011


Pension Expense

36,800



Accrued Pension Asset/Liability


36,800



Accrued Pension Asset/Liability

36,800




Cash


36,800

PROBLEM 19-3 (Continued)


2012


Pension Expense

299,190



Accrued Pension Asset/Liability


299,190


Accrued Pension Asset/Liability

112,700




Cash


112,700



2013


Pension Expense

119,130



Accrued Pension Asset/Liability


119,130


Accrued Pension Asset/Liability

140,300



Cash


140,300


 (e)
Reconciliation Schedule 2011

Accrued benefit obligation
$(510,600
)


Fair value of plan assets
  503,700



Accrued benefit obligation in excess of plan 


   assets (funded status)
   (6,900)


Unrecognized experience loss on assets
    6,900*


Accrued pension liability
$       0



*$6,900 = ($460,000 X 10%) – $39,100; expected return 


exceeds actual.


Reconciliation Schedule 2012

Accrued benefit obligation
$(972,440
)


Fair value of plan assets
  629,050



Accrued benefit obligation in excess of plan 


   assets (funded status)
 (343,390)


Unrecognized experience loss on assets
 (  6,900



Unrecognized past service cost
  150,000*


Accrued pension liability
$(186,490)


*$150,000 = $175,000 – $25,000; Unrecognized past service 


cost less amortization for non-vested employees.

PROBLEM 19-3 (Continued)


Reconciliation Schedule 2013

Accrued benefit obligation
$(1,196,000
)


Fair value of plan assets
   776,250



Accrued benefit obligation in excess of plan 


   assets (funded status)
 (419,750)


Unrecognized net loss 
 ( 129,421*


Unrecognized prior service cost
   150,000**


Accrued pension liability
$(140,329)


*$129,421 = $6,900 + [($629,050 X 10%) – $55,200; expected return on assets exceeds actual] + $114,816 actuarial loss on ABO = $6,900 + $7,705 + $114,816


**$125,000 = $175,000 – $50,000; Unrecognized past service cost less amortization.

(Note to instructor: Because the amount of unrecognized net gain or loss does not exceed 10% of the larger of the accrued benefit obligation or the fair value of the plan assets at the beginning of any of the years, no amortization is recorded.)

PROBLEM 19-3 (Continued)

(f) 
Pension expense – 2011
Annual service cost




$36,800

Interest on accrued benefit obligation

46,000

Expected return on plan assets ($460,000 x 10%)
  (46,000) 

Experience loss on assets



   6,900*  






$43,700


*$6,900 = ($460,000 X 10%) – $39,100; expected return 


exceeds actual.


Pension expense – 2012
Annual service cost




$ 43,700

Interest on accrued benefit obligation

87,860

Expected return on plan assets ($503,700 x 10%)
(50,30)   

Past service cost – vested employee


   193,000
Amortization of past service costs – non-vested
  25,000*






$ 299,190

* Amortization of past service cost for employees whose benefits have not yet vested is over the average of 7 years (until the benefits vest.  Therefore, $175,000 (368,000 – 193,000) / 7.


Pension expense – 2013
Annual service cost




$ 59,800

Interest on accrued benefit obligation

97,240

Expected return on plan assets ($629,050 x 10%)
(62,910)   

Past service cost amortization




   25,000
Experience loss on assets



7,710*

Actuarial loss on ABO



   114,816   











   



$ 241,656

*$7,710 = ($629,050 x 10%) – $55,200; expected return 
exceeds actual.
	PROBLEM 19-4


 (a)


2011


Accrued benefit obligation, 1/1/11

$175,000

Past service cost

   78,000




253,000

Interest cost ($253,000 x 7%)


17,710

Service cost



35,000

Benefits paid out
 

     (24,000
)

ABO, 12/31/11


$281,710
  
Plan assets, 1/1/11



$165,000


Expected return on assets ($165,000 x 7%)
11,550


Contributions



44,000


Benefits paid out
 


   (24,000
)

Plan assets, 12/31/11







$196,550

Accounts reported on the balance sheet:


Accrued benefit obligation
$(281,710)


Plan assets at fair value
  196,550



ABO in excess of plan assets
 (85,160)


Unrecognized past service cost
   52,000

Accrued pension liability
 ($33,160)

2012


Accrued benefit obligation, 1/1/12

$281,710

Interest cost ($281,710 x 7%)


19,720

Service cost



47,250

Benefits paid out
 

     (26,000
)

ABO, 12/31/12


$322,680
  
Plan assets, 1/1/12



$196,550


Expected return on assets ($196,550 x 7%)
13,758


Contributions



44,000


Benefits paid out
 


   (26,000
)

Plan assets, 12/31/12







$228,308
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Accounts reported on the balance sheet:


Accrued benefit obligation
$(322,680)


Plan assets at fair value
  228,308



ABO in excess of plan assets
 (94,372)


Unrecognized past service cost
   26,000

Accrued pension liability
 ($68,372)
2013


Accrued benefit obligation, 1/1/13

$322,680

Interest cost ($322,680 x 7%)


22,588

Service cost



52,500

Benefits paid out
 

   (28,000
)

ABO, 12/31/13


$369,768
  
Plan assets, 1/1/13



$228,308


Expected return on assets ($228,308 x 7%)
15,982


Contributions



44,000


Benefits paid out
 


   (28,000
)

Plan assets, 12/31/13







$260,290

Accounts reported on the balance sheet:


Accrued benefit obligation
$(369,768)


Plan assets at fair value
  260,290



ABO in excess of plan assets
 (109,478)


Unrecognized past service cost
             0

Accrued pension liability
($109,478)
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(b) 
Pension expense 2011:

Service cost




$ 35,000

Interest on accrued benefit obligation

17,710
Expected return on plan assets (7% of $165,000)
(11,550)   

Amortization of past service cost ($78,000 / 3)
  26,000






$67,160 

Pension expense 2012:

Service cost




$47,250 

Interest on accrued benefit obligation

19,720

Expected return on plan assets 


(13,758)   

Amortization of past service cost ($78,000 / 3)
  26,000






$ 79,212

Pension expense 2013:

Service cost




$52,500

Interest on accrued benefit obligation

22,588

Expected return on plan assets 


(15,982)   

Amortization of past service cost ($78,000 / 3)
  26,000






$85,106
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2011

(c)
Accrued benefit obligation, 1/1/11

$155,000

Past service cost

   78,000





233,000

Interest cost ($233,000 x 7%)


16,310

Service cost



35,000

Benefits paid out
 

     (24,000
)

ABO, 12/31/11


$260,310
  
Plan assets, 1/1/11



$165,000


Actual return on assets ($165,000 x 8%)
13,200


Contributions



44,000


Benefits paid out
 


   (24,000
)

Plan assets, 12/31/11







$198,200

Accounts reported on the balance sheet:


Accrued benefit obligation
$(260,310)


Plan assets at fair value
  198,200



Accrued pension liability
 ($62,110)
2012


Accrued benefit obligation, 1/1/12

$260,310

Interest cost ($260,310 x 7%)


18,222

Service cost



47,250

Benefits paid out
 

     (26,000
)

ABO, 12/31/12


$299,782
  
Plan assets, 1/1/12



$198,200


Actual return on assets ($198,200 x 6%)
11,892


Contributions



44,000


Benefits paid out
 


   (26,000
)

Plan assets, 12/31/12







$228,092
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Accounts reported on the balance sheet:


Accrued benefit obligation
$(299,782)


Plan assets at fair value
  228,092



Accrued pension liability
 ($71,690)
2013


Accrued benefit obligation, 1/1/13

$299,782

Interest cost ($299,782 x 7%)


20,985

Service cost



52,500

Benefits paid out
 

   (28,000
)

ABO, 12/31/13


$345,267
  
Plan assets, 1/1/13



$228,092


Actual return on assets ($228,092 x 7%)
15,966


Contributions



44,000


Benefits paid out
 


   (28,000
)

Plan assets, 12/31/13







$260,058

Accounts reported on the balance sheet:


Accrued benefit obligation
$(345,267)


Plan assets at fair value
  260,058



ABO in excess of plan assets
 $(85,209)
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(d)
Pension expense 2011:

Service cost




$  35,000

Interest on accrued benefit obligation

16,310

Actual return on plan assets 



(13,200)   

Past service cost




   78,000






$116,110 

Pension expense 2012:

Service cost




$47,250 

Interest on accrued benefit obligation

18,222

Actual return on plan assets 



(11,892)   






$53,580

Pension expense 2013:

Service cost




$52,500

Interest on accrued benefit obligation

20,985

Actual return on plan assets 



(15,966)   






$57,519
(e) 
The deferral and amortization approach results in a more stable expense number on the income statement.  The deferral and amortization approach may increase each year, yet the expense under the immediate recognition approach is much more volatile.  Note that the total expense is very close over the three year period under both methods (the small difference is due to the difference between actual and expected return on plan assets). 

(f)
The immediate recognition approach results in a better measure of the pension plan’s unfunded liability on the balance sheet in terms of expected future cash flows at an earlier date.


	PROBLEM 19-5


(a)     Immediate Recognition Method


	Pension Expense 

	
	2011
	2012
	2013

	Current service cost
	12,000
	13,000
	12,500

	Interest cost (8% x  70,000; 87,600; 103,608)
	5,600
	7,008
	8,289

	Actual return 
	(6,500)
	(10,000)
	(8,000)

	Past service cost – vested and unvested
	75,000a
	0
	0

	     Total
	86,100
	10,008
	12,789

	Plan Assets 

	Opening balance (includes past service costs in initial year)
	75,000
	93,500
	114,500

	Contributions
	12,000
	15,000
	12,000

	Actual return
	6,500
	10,000
	8,000

	Benefits paid
	0
	(4,000)
	(5,000)

	     Ending balance
	93,500
	114,500
	129,500

	Accrued Benefit Obligation (use ABO for funding purposes in the Immediate Recognition Method) 

	Balance January 1 
	70,000
	87,600
	103,608

	Service cost
	12,000
	13,000
	12,500

	Interest cost
	5,600
	7,008
	8,289

	Benefits paid
	0
	(4,000)
	(5,000)

	    Ending balance
	87,600
	103,608
	119,397

	Funded Status 

	Accrued benefit obligation
	87,600 CR
	103,608 CR
	119,397 CR

	Plan Assets
	93,500 DR
	114,500 DR
	129,500 DR

	  Funded status and Accrued Pension Asset on balance sheet (net asset)
	5,900 DR
	10,892 DR
	10,103 DR


a In reality, this may be based on a different calculation than for accounting purposes (for example, on $70,000). This should also be considered a correct approach. 
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(b)      Defer and Amortize Method (IFRS)

	Pension Expense

	
	2011
	2012
	2013

	Current service cost
	12,000
	13,000
	12,500

	Interest cost (8% x 75,000; 93,000; 109,440;)
	6,000
	7,440
	8,755

	Expected return (8% x 75,000;93,500;114,500 )
	(6,000)
	(7,480)
	(9,160)

	Past service cost – vested 
	20,000
	0
	0

	Amortization of unvested past service costs (55,000/5)
	11,000
	11,000
	11,000

	     Total
	43,000
	23,960
	23,095

	Plan Assets

	Opening balance
	75,000
	93,500
	114,500

	Contributions
	12,000
	15,000
	12,000

	Expected return
	6,000
	7,480
	9,160

	Asset gain (loss) (Actual return – expected return)
	500
	2,520
	(1,160)

	Benefits paid
	0
	(4,000)
	(5,000)

	     Ending balance
	93,500
	114,500
	129,500

	Accrued Benefit Obligation (use ABO for accounting purposes in the Defer and Amortize Method under IFRS)

	Opening balance
	75,000
	93,000
	109,440

	Service cost
	12,000
	13,000
	12,500

	Interest cost
	6,000
	7,440
	8,755

	Benefits paid
	0
	(4,000)
	(5,000)

	    Ending balance
	93,000
	109,440
	125,695

	Funded Status

	Accrued benefit obligation
	93,000CR
	109,440 CR
	125,695 CR

	Plan Assets
	93,500 DR
	114,500 DR
	129,500 DR

	  Funded status (net asset) 
	500 DR
	5,060 DR
	3,805 DR

	Unrecognized amounts:
	
	
	

	     Past Service Costs
	44,000 DR
	33,000 DR
	22,000 DR

	     Net actuarial gains/losses
	500 CR
	3,020 CR
	1,860 CR

	Accrued pension asset on balance sheet
	44,000 DR
	35,040 DR
	23,945DR
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(c) Conclusions:
The pension expense is higher in the first year using the immediate recognition method because the full amount of the past service costs must be recognized in this year.  Using the defer and amortize method, a portion of the past service costs must be recognized in 2011, but ($75,000 - $20,000) or $55,000 minus 1/5 of $55,000 = $44,000 is deferred to the period from 2012-2015.  As a result, pension expense is higher under the defer and amortize method for 2012 and 2013.
There is no difference in the plan asset balances under the two methods.
The ABO is $75,000 - $70,000 = $5,000 more initially under the defer and amortize method because the ABO for accounting purposes is used, which results in a higher liability balance in the beginning, compounding as interest is accrued on this higher amount.
The amount reported on the balance sheet is significantly different between the two methods, because the past service costs are amortized in the defer and amortize method, and the net actuarial gains and losses are deferred under this method.  In the immediate recognition method, net actuarial gains are immediately recognized, and past service costs are expensed immediately. Under IFRS, the company would also have an option to recognize the actuarial gains and losses in expense in the period they occur, but this would bring the two results only marginally closer together.
Recommended approach: In order to smooth the effect of the plan on income, and be ready for the implementation of IFRS when the company goes public, it would be best to implement the “defer and amortize” method under ASPE.  The only difference between it and the IFRS version of the same method is that the entire amount of past service costs would be amortized in relatively equal amounts over the expected period until the employees are eligible for the 
PROBLEM 19-5 (Continued)
plan’s full benefits, although they could opt for a shorter write-off period if the benefits from the plan amendment are received over a shorter period.  

	PROBLEM 19-6


(a)
Pension expense for 2011 comprises the following:


Service cost
$213,200




Interest on accrued benefit obligation


  (10% X $1,430,000) 
 143,000




Expected return on plan assets*(10% X $1,040,000)
 (104,000
)



Amortization of unrecognized gain or loss in 2011
      0




Amortization of unrecognized past service cost
 45,882
*


Pension expense
$298,082




*Amortization: $390,000 ÷ 8.5 years = $45,882
(b)
2011 Increase/Decrease in Unrecognized Actuarial 


Gains/Losses
(1)
12/31/11 new actuarially calculated ABO
$1,825,000


Less:  Accrued benefit obligation



per memo record:



1/1/11 ABO
$1,430,000




Add interest (10% X $1,430,000)
  143,000




Add service cost (given)
  213,200




Less benefit payments
       0
1,786,200

Liability loss


$34,500


(2)
Expected return on plan assets at 1/1/11
$104,000



(10% X $1,040,000)


Less:  Actual return on plan assets

80,600

Asset loss


  $23,400


 (3)
12/31/11 fair value of Plan Assets
$1,376,000


Less:  Plan Assets per memo record:



1/1/11 Plan Assets
$1,040,000



Add actual return
  80,600



Add funding



 ($213,200 + $106,600)
  319,800




Less benefit payments
       0
1,440,400

Asset loss


  72,800

Net loss at 12/31/11


$130,700

PROBLEM 19-6 (Continued)

No amortization occurs in 2011 because no 
balance existed in the Unrecognized Net Gain or Loss account at the beginning of 2011.
The $135,200 net loss in the Unrecognized Net Gain or Loss account becomes the beginning balance in 2012. The corridor at 1/1/12 is 10% of the greater of $1,825,000 (ABO) or $1,376,000 (market-related asset value). Since the amount of loss of $135,200 is less than the corridor amount of $182,500, there will be no amorti​zation in 2012. 

(c)
Journal Entries—2011


Pension Expense

289,082


Accrued Pension Asset/Liability


289,082

Accrued Pension Asset/Liability

319,800



Cash


319,800



 (d)
Reconciliation of Pension-Related Amounts
	
	
	
	Dr (Cr)

	
	
	
	



Accrued benefit obligation
$(1,825,000)


Fair value of plan assets
 1,376,000



Accrued benefit obligation in excess of plan 


   assets (funded status)
 (449,000)

Unrecognized net (gain) or loss
 ( 130,700



Unrecognized past service cost


  ($390,000 – $45,882)
    344,118



Accrued pension asset
$    25,818
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(e) The liability and asset losses that relate to the disposal of the business segment would be shown in the Discontinued Operations section of the income statement on a net of tax basis. The losses would not be amortized using the corridor approach. The credit side of the entry would increase the accrued pension liability. 

	PROBLEM 19-7


(a)
Calculation of pension expense:

	
	
	
	2011
	
	2012

	
	
	
	
	
	

	
	Service cost

Interest cost

  ($600,000 X .09) and ($700,000 X .09)
Expected return on plan assets

Amortization of unrecognized past service 
cost

Pension expense
	
	($ 60,000)

(  
54,000) 

(24,000)

(  
      10,000)
($100,000)
	
	($ 90,000)

(  
63,000)
( (30,000)

(  
       12,000)
($135,000)


 (b)
Journal Entries—2011


Pension Expense

100,000



Accrued Pension Asset/Liability


100,000


Accrued Pension Asset/Liability

110,000





Cash


110,000




Journal Entries—2012


Pension Expense

135,000



Accrued Pension Asset/Liability


135,000




Accrued Pension Asset/Liability

120,000





Cash


120,000



PROBLEM 19-7 (Continued)

(c)
Note X: The company sponsors a defined benefit pension plan covering the following group of employees and providing the following benefits.

As of December 31, 2012, the net expense for the company’s pension plan is $135,000. The present value of the accrued benefit obligation at December 31, 2012, is $788,000 (1) and the market related value of the fund assets is $465,000 (1) based on the fair market value of the assets on that date.  This results in an underfunded obligation of $323,000.  The company has unrecognized past service costs of $228,000 and an unrecognized net actuarial loss of $50,000. Employer and employee contributions during 2012 amounted to $120,000 and benefits of $65,000 (1) were paid out. At December 31, 2012, the accrued pension liability is $45,000 (1). 


Reconciliation of Pension-Related Amounts

Accrued benefit obligation
$(788,000
)


Fair value of plan assets
 465,000



Accrued benefit obligation in excess of plan 


   assets (funded status)
 (323,000
)


Unrecognized net (gain) or loss
 ( 50,000



Unrecognized past service cost
 228,000

Accrued pension liability
($ 45,000)


Other information to be disclosed:  assumptions that underlie the plan such as the discount rate, the rate of increase in compensation levels, and the expected long-term rate of return on plan assets, as well as significant accounting policies governing the pension plan.

(1) Calculations are shown on the following page using a pension worksheet. It is assumed that there were no actuarial gains and losses on the pension benefit obligation in 2009. There would be no experience gain or loss on plan assets since expected return is equal to actual return. 

	PROBLEM 19-7 (Continued)
Manon Corporation


Pension Work Sheet—2011 and 2012

	(d)
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Pension

Expense
	Cash
	Accrued

Pension

Liability
	
	Accrued

Benefit

Obligation
	Plan

Assets
	Unreco-gnized

Past Service

Cost
	Unreco-gnized

Net Gain

or Loss 2

	
	
	
	
	
	
	
	
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Amortization of PSC

(e)
Funding

(f)
Benefits

Expense entry, 12/31/101

Contribution, 2011

Balance, Dec. 31, 2011

(g)
Service cost

(h)
Interest cost

(i)
Expected return

(j)
Amortization of PSC

(k)
Funding

(l)
Benefits

Expense entry, 12/31/12

Contribution, 2012

Balance, Dec. 31, 2012
	
	60,000 Dr.

54,000 Dr.

24,000 Cr.

10,000 Dr.

000,000 Dr.
100,000 Dr.

90,000 Dr.

63,000 Dr.

30,000 Cr.

12,000 Dr. 
 
000,000 Dr.
135,000 Dr.
	110,000 Cr.

000,000 Dr.
110,000 Cr.

120,000 Cr.

000,000 Dr.
120,000 Cr.
	40,000 Cr.

100,000 Cr.

110,000 Dr.

30,000 Cr.

135,000 Cr.

120,000 Dr.

  45,000 Cr.
	
	 600,000 Cr.

  60,000 Cr.

  54,000 Cr.

  14,000 Dr.

0,000,000 Cr.
700,000 Cr.

  90,000 Cr.

  63,000 Cr.

  65,000 Dr.

0,000,000 Cr.
788,000 Cr.
	   260,000 Dr. 1
  24,000 Dr.

  

 110,000 Dr.

  14,000 Cr.

0,000,000 Cr.
380,000 Dr.

 30,000 Dr.

120,000 Dr.

  65,000 Cr.

0,0

00,000 Cr.
465,000 Dr.
	250,000 Dr.

 10,000 Cr.

0,00,000
240,000 Dr.

 
 12,000 Cr.

000,000 Dr.
228,000 Dr.
	50,000 Dr.

0,00,000
50,000 Dr.

00

0,000
50,000 Dr.


1
Beginning balance of plan assets calculated from ending balance provided and transactions during the year.

2
Beginning balance of unrecognized loss is calculated from reconciliation of beginning balances. The unrecognized loss 


does not need to be amortized over 2011 and 2012 since it does not exceed the greater of 10% of the beginning 


balances of ABO and plan assets.

(f)
$14,000 calculated by using beginning and ending balances of ABO are provided

(l)
$65,000 calculated by using beginning and ending balances of Plan Assets as provided.

	PROBLEM 19-8


(a) Pension expense under the immediate recognition approach:

Service cost




$ 107,500

Interest on benefit obligation ($750,000 x 6%)
45,000

Actuarial loss related to benefit obligation
15,500

Actual loss on plan assets 



9,500   

Past service cost expense 




  240,000






$417,500 

Pension expense under the defer and amortize approach:

Service cost




$ 107,500

Interest on benefit obligation ($750,000 x 6%)
45,000

Expected return on plan assets ($320,000 x 7%)
(22,400)   

Amortization of Past service cost ($240,000 / 21)
11,429






$ 141,529

(b) 
 Reconciliation of Pension Expense

Immediate Recognition Approach expense:












     


               $417,500                  

Difference in past service cost

    Less: Past service cost:   
                             ($240,000) 

    Add:  Amortization of past service cost:          11,429


  (228,571)

Difference in return on plan assets

   Less: Actual loss on plan assets:                     (9,500)

   Less: Expected return on plan assets:           (22,400)     (31,900)

Difference in actuarial loss related to benefit obligation

    Less: Actuarial loss on plan assets:





                                (15,500)
Deferral and Amortization Approach Expense:



                $141,529

Note for Instructors:  In reality, there will be other differences usually because the ABO for funding purposes is usually lower than the ABO for accounting purposes and this will affect the interest cost.
PROBLEM 19-8 (Continued)

(c) Continuity Schedule of Accrued Benefit Obligation under the immediate recognition approach:


Accrued benefit obligation, 1/1/12

$510,000


Recognition of Past service costs

$240,000

Interest cost ($510,000 x 6%)


30,600

Service cost



107,500

Benefits paid out
 

  (48,000
)

Actuarial loss related to benefit obligation
    15,500
ABO, 12/31/12


 $855,600
  
Plan assets, 1/1/12



$320,000


Actual return on assets



(9,500)


Contributions ($107,500 + $240,000)


347,500


Benefits paid out
 


     (48,000
)

Plan assets, 12/31/12







$610,000

Accounts reported on the balance sheet:


Accrued benefit obligation
$(855,600)


Plan assets at fair value
  610,000



ABO in excess of plan assets
 (245,600)

Accrued pension liability
($245,600)
PROBLEM 19-8 (Continued)

(c) Continuity Schedule of Accrued Benefit Obligation under the deferral and amortization approach:


Accrued benefit obligation, 1/1/12

$510,000


Recognition of past service costs

$240,000

Interest cost ($510,000 x 6%)


30,600

Service cost



107,500

Benefits paid out
 

  (48,000
)

Actuarial loss related to benefit obligation
    15,500
ABO, 12/31/12


 $855,600
  
Plan assets, 1/1/12



$320,000

Expected return on plan assets ($320,000 x 7%)
22,400


Contributions ($107,500 + $11,429)



118,929


Benefits paid out
 


(48,000
)

Plan assets, 12/31/12







$413,329

Accounts reported on the balance sheet:


Accrued benefit obligation
$(855,600)


Plan assets at fair value
  413,329



ABO in excess of plan assets
 (442,271)


Unrecognized past service costs (240,000 – 11,429)
228,571

Unrecognized actuarial loss
      15,500

Accrued pension liability
($198,200)
PROBLEM 19-8 (Continued)

(d) 
The immediate recognition approach results in a cash outflow of $347,500 as both the current year’s service cost ($107,500) and the entire past service cost ($240,000) are funded in the current year.  The entire $240,000 of past service cost is funded in the current year because it was expensed in the current year in accordance with the advice from the actuary 

The deferral and amortization approach results in a cash outflow of $118,929 from the current year service cost ($107,500) and the amortization of the past service cost ($11,429). 


Note to Instructors/Students:  Often, pension funding is determined by minimum funding requirements set out in legislation, although the advice of the actuary and the cash position of the company can be important variables in the decision. 
	PROBLEM 19-9


(a)
Continuity Schedule of Accrued Benefit Obligation:
	
	
	2011
	2012
	2013

	
	
	
	
	

	
	Accrued benefit obligation at beginning of year

Annual service cost

Interest cost 

Benefits paid out

Net actuarial loss (gain)

Accrued benefit obligation at end of year
	
$ 0


55,000


0
 a

8,900)

$63,900
	
$ 63,900


85,000


7,029
 b

(30,000
)


(24,500
))

$101,429
	
$ 101,429


119,000


8,114
 c
 
(35,000
)

    84,500)

$278,043


a
No interest is calculated since there was no obligation at the 


beginning of the year.


b
$7,029 = $63,900 X 11%

c
$8,114 = $101,429 X 8%

(b)
Continuity Schedule of Plan Assets:
	
	
	2011
	2012
	2013

	
	
	
	
	

	
	Plan assets at beginning of year

Expected return on assets

Net actuarial gain (loss)

Benefits paid out

Contributions

Plan assets at end of year
	
$ 0


0
 a

0


0


50,000)

$50,000
	
$ 50,000


4,000
 b

1,000
 c

(30,000
)


60,000

$85,000
	
$ 85,000


6,800
 d
     18,200



 
(35,000
)

     95,000)

$170,000


a
No interest is calculated since there were no plan assets 


during the year.


b
$4,000 = $50,000 X 8%

c
$1,000 = $85,000 – $50,000 – $4,000 – $60,000 + $30,000

d
$6,800 = $85,000 X 8% 

PROBLEM 19-9 (Continued)

(c)
Pension expense for 2011 consisted only of the service cost component amounting to $55,000. There were no past service cost, net gain or loss, pension assets, or accrued benefit obligation as of January 1, 2011.


Pension expense for 2012 comprised the following:


Service cost
$85,000



Interest on accrued benefit obligation
  7,029



Expected return on plan assets
  (4,000
)


Amortization of unrecognized net gain or loss
      251



Amortization of unrecognized past service cost 
      0




Pension expense
$88,280



Pension expense for 2013 comprised the following:


Service cost
$119,000



Interest on accrued benefit obligation
  8,114



Expected return on plan assets
   (6,800
)


Amortization of unrecognized net gain or loss 
     (671
)


Amortization of unrecognized past service cost
       0




Pension expense
$119,643


	Year
	Accrued

Benefit

Obligation (a)
	Plan

Assets (a)
	Corridor (b)
	Cumulative Unrecognized

 (Gain) Loss (a)
	Minimum

Amortization

of (Gain) Loss

	
	
	
	
	
	

	2011

2012

2013
	$      0

  63,900

 101,429
	$     0

 50,000

 85,000
	$     0

  6,390

 10,143
	$(     0)
 ( 8,900)
      (16,851) (d)
	$(  0) ( )
 (    251) (c)( )
 (671) (e)


(a)
As of the beginning of the year.

(b)
The corridor is 10 percent of the greater of accrued benefit obligation or plan assets.

(c)
$8,900 – $6,390 = $2,510; $2,510/10 = $251

(d)
   $8,900 – $251 – $25,500 = ($16,851)

(e)   $16,851 – $10,143 = $6,708; $6,708/10 = $671

	PROBLEM 19-9 (Continued)
Dubel Toothpaste Corporation

(d)
Pension Work Sheet—2011, 2012 and 2013

	
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Pension

Expense
	Cash
	Accrued

Pension

Liability
	
	Accrued

Benefit

Obligation
	Plan

Assets
	Unreco-gnized

Net Gain

or Loss

	
	
	
	
	
	
	
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Funding

(e)
Benefits

(f) 
Unexpected loss

Journal entries, 12/31/11

Balance, Dec. 31, 2011

(g)
Service cost

(h)
Interest cost

(i)
Expected return

(j)
Amortization of loss

(k)
Funding

(l)
Benefits

(m)
Unexpected gain

Journal entries, 12/31/12

Balance, Dec. 31, 2012

(n)
Service cost

(o)
Interest cost

(p)
Expected return

(q)
Amortization of gain

(r)
Funding

(s)
Benefits

(t)
Unexpected loss/gain

Journal entries, 12/31/13

Balance, Dec. 31, 2013
	
	55,000 Dr.

00,000 Dr.
55,000 Dr.

85,000 Dr.

  7,029 Dr.

  4,000 Cr.

     251 Dr. 
 
000,00 Dr.
 88,280 Dr.

119,000 Dr.

    8,114 Dr.

    6,800 Cr.

       671 Cr. 
 
000,000 Dr.
 119,643 Dr.
	50,000 Cr.

000000 Dr.
50,000 Cr.

60,000 Cr.

000,00 Dr.
60,000 Cr.

95,000 Cr.

000,000 Dr.
95,000 Cr.
	       0 Cr.

  5,000 Cr.

  5,000 Cr.

28,280 Cr.

33,280 Cr.

24,643 Cr.

57,923 Cr.
	
	  55,000 Cr.

     8,900 Cr.

0,00,000 Cr.
    63,900 Cr.

  85,000 Cr.

    7,029 Cr.

  30,000 Dr.

   24,500 Dr.

0,00,00 Cr.
101,429 Cr.

119,000 Cr.

  8,114 Cr.

  35,000 Dr.

   84,500 Cr.

0,000,0 Cr.
278,043 Cr.
	 
 50,000 Dr.  

0,00,000 Cr.
 50,000 Dr.

 4,000 Dr.

 60,000 Dr.

 30,000 Cr.

   1,000 Dr.

0,0000 Cr.
 85,000 Dr.

  6,800 Dr.

 95,000 Dr.

 35,000 Cr.

  18,200  Dr.

0,0,000 Cr.
170,000 Dr.
	8,900 Dr.

0,00000 C
8,900 Dr.

 
    251 Cr.

25,500 Cr. 
000,00 Dr.
16,851 Cr.

    671 Dr.

66,300 Dr. 
00,000 Dr.
50,120 Dr.


PROBLEM 19-9 (Continued)

(e)
Pension Reconciliation Schedule—2013

Accrued benefit obligation
$(278,043
)


Plan assets at fair value
 170,000



Projected benefit obligation in excess of plan 


   assets (funded status)
 (108,043
)


Unrecognized net (gain) or loss
  50,120



Accrued pension liability
 $ (57,923
)

The pension is underfunded by $108,043 at December 31, 2013. The amount shown as pension liability on Dubel’s balance sheet at December 31, 2013 is $57,923. The difference is due to the unamortized portion of the unrecognized loss of $50,120 which will be amortized over the average remaining service life of the employees. 

(f) 
The Company can elect to recognize 100% of the actuarial gains and losses as they are incurred.  If this alternative is selected, the corridor approach will not be utilized; rather, any actuarial gains or losses will be recognized as incurred as a determinant of OCI. 
	PROBLEM 19-10


(a)

Past Service Cost under the immediate recognition approach 
	
	2011

2012

2013
	
	$500,000

0

0
	
	


Past Service Cost under the deferral and amortization approach under PE GAAP 
	
	2011

2012

2013
	
	$38,462

 38,462

 38,462
	
	($500,000 ÷ 13 years)

($500,000 ÷ 13 years)

($500,000 ÷ 13 years)


Past Service Cost under the deferral and amortization approach under IFRS 
	
	2011

2012

2013
	
	$270,500

   25,500

   25,500
	
	(245,000 + ($255,000 ÷ 10 years))

($255,000 ÷ 10 years)

($255,000 ÷ 10 years)


PROBLEM 19-10 (Continued)

(b)
12/31/11 Fair value of plan assets

$975,000



Less:  Expected fair value of assets



1/1/11 fair value
$750,000





Add expected return
  





  (8% X $750,000)
60,000



Add contributions
   143,750





Less benefits
         0
 953,750



Asset gain

    (21,250)


12/31/11 New actuarially


  calculated ABO

 1,187,500




Less:  1/1/11 ABO
$1,250,000






Add interest
  






  (10% X $1,250,000)
125,000



Add service cost
   50,000






Less benefits
         0
 1,425,000





Liability gain


   (237,500)


Unrecognized net gain 12/31/11


$  (258,750)

Amortization in 2011: None because there was no 


beginning balance.


Amortization in 2012 (corridor approach): $8,750

	Year
	
	Accrued

Benefit

Obligation
	
	MV of

Plan

Assets
	
	Corridor
	
	Unreco-gnized

Net (Gain)
	
	Amorti-zation

	
	
	
	
	
	
	
	
	
	
	

	2011
2012
	
	$1,250,000

 1,187,000
	
	$750,000

 975,000
	
	$125,000

 118,700
	
	$             0)
 (258,750)
	
	$     0*
*8,750*


*$258,750 – $118,700 = $140,050; $140,050 ÷ 16 = $8,750

PROBLEM 19-10 (Continued)

(c)
Pension expense for 2011 under the immediate recognition approach is comprised of the following:


Service cost
$50,000



Interest on accrued benefit obligation*
 125,000



Expected return on plan assets**
 (60,000)


Past service cost
500,000


Actuarial gain on ABO
(237,500)


Actuarial gain on plan assets
  (21,250) 



Pension expense
$356,250



***($1,250,000 X 10% = $125,000)

Pension expense for 2011 under the deferral and amortization approach for PE GAAP is comprised of the following:


Service cost
$50,000



Interest on accrued benefit obligation*
 125,000



Expected return on plan assets**
 (60,000
)


Amortization of unrecognized past service cost
 38,462




Pension expense
$153,462



***($1,250,000 X 10% = $125,000)


***$750,000 X 8% = $60,000

Pension expense for 2011 under the deferral and amortization approach for IFRS is comprised of the following:


Service cost
$  50,000



Interest on accrued benefit obligation*
 125,000



Expected return on plan assets**
 (60,000
)


Amortization of unrecognized past service cost
 270,500




Pension expense
$385,500



***($1,250,000 X 10% = $125,000)


***$750,000 X 8% = $60,000


***$750,000 X 8% = $60,000

PROBLEM 19-10 (Continued)

 (d)
Reconciliation Schedule 2011 for PE GAAP

Accrued benefit obligation
$(1,187,500)


Fair value of plan assets
    975,000



ABO in excess of plan assets (funded status)
   (212,500)


Unrecognized past service cost




  ($500,000 – $38,462)
 (461,538


Unrecognized net (gain) or loss
    (258,750)


Accrued pension liability
  $      (9,712)

(e)
Reconciliation Schedule 2011 for IFRS

Accrued benefit obligation
$(1,187,500)


Fair value of plan assets
     975,000



ABO in excess of plan assets (funded status)
   (212,500)


Unrecognized past service cost




  ($500,000 – $270,500)
 229,500


Unrecognized net gain)
     (258,750)


Accrued pension liability
  $   (241,750)

PROBLEM 19-10 (Continued)

(f) If Ekedahl’s plan was contributory, the employees would bear part of the cost to fund the pension plan, reducing the net expense by the amount of the employee contribution. In a non-contributory plan, the employer bears the entire cost of the pension plan. The plan status as contributory versus non-contributory would not change any portion of parts (a) to (e) of the previous answers; the reduction of expense from employee contributions would be recorded separately; financial statements would show the net expense. The funding journal entry would still show a credit to cash. In a contributory plan, the cash would be provided from the employer’s own account and a portion would come from amounts withheld from employee pay. 

The statement of cash flows would show a smaller net cash outflow for a contributory plan since the employees would be providing a portion of the cash funding to the plan. 

	PROBLEM 19-11


(a)
The pension work sheet for Beaton and Gunter Inc. for the year ended December 31, 2011 is presented on the following page.

(b)
The journal entries required to reflect the accounting for Beaton and Gunter Inc.’s pension plan for the year ended December 31, 2011, are as follows:


Pension Expense

415,844



Accrued Pension Asset/Liability


415,844


Accrued Pension Asset/Liability*

575,000




Cash


575,000




* The Accrued Pension Asset/Liability account already contains a credit balance of $81,250 from payroll withholdings from the employees’ contributions to the pension plan. The net increase in cash of $81,250 also comes from the reduced cash payments to the employees from the payroll withholdings from pension contributions. 

(c)
Pension Reconciliation Schedule—2011

Accrued benefit obligation
$(12,243,750)


Plan assets at fair value
 10,006,250



Accrued benefit obligation in excess of plan 


   assets (funded status)
 (2,237,500)


Unrecognized past service cost
 ( 1,892,281



Unrecognized net (gain) or loss
  (1,178,750)



Accrued pension liability
 $(1,523,969)
PROBLEM 19-11 (Continued)

 (d)
If interest rates in the economy are falling this will translate to a lower discount rate which will decrease pension expense. However, it is likely that the rate of return on plan assets will fall by a greater amount resulting in a higher pension expense and increasing the amount by which the plan is underfunded. 

(e) 
The Company can elect to recognize 100% of the actuarial gains and losses as they are incurred.  If this alternative is selected, the corridor approach will not be utilized; rather, any actuarial gains or losses will be recognized as incurred as a determinant of OCI.
	PROBLEM 19-11 (Continued)


Beaton and Gunter Inc.


Pension Work Sheet—2011

	
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Pension

Expense
	Cash
	Accrued Pension 

Liability
	
	Accrued

Benefit

Obligation
	Plan

Assets
	Unreco-gnized

Past Service

Cost
	Unreco-gnized Net Gain

or Loss

	
	
	
	
	
	
	
	A
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Amortization of PSC

(e)
Amort. of act. gain

(f)
Funding

(g)
Employee contr.

(h)
Benefits

(i)
Act. gain on assets

(j)
Liability loss

Expense entry, 12/31/11

Funding entry

Balance, Dec. 31, 2011
	
	  425,000 Dr.

  568,750 Dr.

  589,063 Cr.

  99,594 Dr.

    7,188 Cr.

81,250 Cr.

  415,844 Dr.


	575,000 Cr.

81,250 Dr.

00,000 Dr.
493,750 Cr.


	 1,601,875 Cr.

  415,844 Cr.

  493,750 Dr.

1,523,969 Cr.
	
	  11,375,000 Cr.

      425,000 Cr.

      568,750 Cr.

    756,250 Dr.

 
     631,250 Cr.

0 Cr.
   12,243,750 Cr.
	  9,062,500 Dr.

    589,063 Dr.

    575,000 Dr.

  1756,250 Cr.

     535,938 Dr.
 10,006,250 Dr.
	 1,991,875 Dr.

   99,594 Cr.

 0,

 1,892,281 Dr.
	1,281,250 Cr.

     7,188 Dr.

   535,938 Cr.

631,250 Dr.

1,178,750 Cr.


(c) $9,062,500 X 6.5% = $589,063

(d) $1,991,875 / 20 years = $99,594

	(e)
	Year
	
	1/1 ABO
	
	1/1 Plan Assets (Market)
	
	10%

Corridor
	
	Unrecognized Net Loss, 1/1
	
	Min.Amort. of

Loss for 2008

	
	
	
	
	
	
	
	
	
	
	
	

	
	2011
	
	$11,375,000
	
	$9,062,500
	
	$1,137,500
	
	$1,281,250
	
	*$7,188*


*$1,281,250 – $1,137,500 = $143,750; $143,750 ÷ 20 = $7,188.
(f) $493,750 + $81,250 = $575,000

(i) $1,125,000 – $589,062 = $535,938

	PROBLEM 19-12


(a)
The pension work sheet for Glomski Corporation for the year ended May 31, 2012 is presented on the following page.

(b)
The journal entries required to reflect the accounting for Glomski Cor​poration’s pension plan for the year ended May 31, 2012, are as follows:


Pension Expense

2,960



Accrued Pension Asset/Liability


2,960



Accrued Pension Asset/Liability

425




Cash


  425


PROBLEM 19-12 (Continued)

	(a)
Glomski Corporation

Pension Work Sheet—For the Year Ended May 31, 2012

	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	
	
	
	
	

	Items
	
	Annual

Pension

Expense
	
	Cash
	
	Accrued

Pension

Liability
	
	Accrued

Benefit

Obligation
	
	Plan

Assets
	
	Unrecognized

Past

Service Cost

	
	
	
	
	
	
	
	
	
	
	
	
	

	June 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Contributions

(e)
Benefits

(f)
Amortization of past                    
service cost

Expense entry

Contribution entry

Balance, May 31, 2012
	
	3,000 Dr.

1,446 Dr.

1,736 Cr.

  250 Dr.

2,960 Dr.
	
	425 Cr.

000 Cr.
425 Cr.
	
	  400 Cr.

2,960 Cr.

   425 Dr.
2,935 Cr.
	
	24,100 Cr.

 3,000 Cr.

 1,446 Cr.

     500 Dr.

00,000 Cr.
28,046 Cr.
	
	21,700 Dr.

 1,736 Dr.

   425 Dr.

     500 Cr.

00,00

0 Cr.
23,361 Dr.
	
	2,000 Dr.

  250 Cr.

0

,000 Dr.
1,750 Dr.


(a)
Per actuary’s report.

(b)
$24,100 X .06.

(c)
$21,700 X .08.

(f)
Amortization of unrecognized past service cost from plan amendment over 8-year average period to full eligibility.

	PROBLEM 19-13


(a)
Post-retirement benefit expense – 2011
Annual service cost




$   273,000

Interest on Post-retirement benefit obligation


($3,439,800 X 9%)




309,582

Expected return on plan assets


(35,100)   

Amortization of transition amount 


($2,659,800* / 5)




     531,960






$1,079,442
* 
The transition amount is determined as the difference between the accrued post-retirement benefit obligation and the plan assets ($3,439,800 – $780,000 = $2,659,800).

(b)
Continuity of Post-Retirement Benefit Obligation – 2011

Post-retirement benefit obligation, 1/1/11
$3,439,800


Annual service cost


273,000


Interest cost ($3,429,800 x 9%)


309,582





Benefits paid out
 

    (171,600
)

Accrued benefit obligation, 12/31/11

$3,850,782

Continuity of Fund Assets – 2011

Plan assets, 1/1/11



$780,000


Actual return on assets 1/1/11



58,500


Contributions



234,000


Benefits paid out
 


 (171,600)

Plan assets, 12/31/11

$900,900
PROBLEM 19-13 (Continued)

(c)
Reconciliation Schedule 2011

Post-retirement benefit obligation (credit)
$(3,850,782)


Fair value of plan assets (debit)
  900,900



Post-retirement benefit obligation in excess of 


   plan assets (funded status) (credit)
   (2,949,882)


Unrecognized transition amount


($2,659,800 – $531,960) (debit)
2,127,840


Unrecognized experience gain on assets (credit)
   (23,400)*


Accrued post-retirement liability (credit)
$ (845,442)


*$23,400 = $58,500 – $35,100; actual return 
exceeds expected.

(d) 
The basic concepts and measurement methodology for post-retirement benefits that accumulate are the same as for pension benefits. The recognition and measurement criteria for the obligation and plan assets are the same, as is the actuarial valuation method, the attribution period, and the calculation of the current cost of benefits. 


The two differ however in calculating the current expense with respect to the transitional amount. Under the prospective approach, a large transitional amount is set up which must then be amortized over the expected average remaining service life of the employees covered by the plan. 

PROBLEM 19-13 (Continued)

The following worksheet is not required but is provided to illustrate the similarities with accounting for pension benefits.
	
Hass Foods Inc.

Post-retirement Benefits Work Sheet—2011

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	General Journal Entries
	
	Memo Record

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Items
	
	Net Periodic

Post-retirement

Expense
	
	Cash
	
	Accrued

Postretire-ment Liab.
	
	Accrued

Postretire-

ment Benefit

Obligation
	
	Plan

Assets
	
	Unrecognized

Transition

Amount
	
	Unrecognized

Net Gain

or Loss

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Balance, Jan. 1, 2011

(a)
Service cost

(b)
Interest cost

(c)
Expected return

(d)
Unexpected gain

(e)
Contributions

(f)
Benefits

(g)
Amortization:



Transition***

Expense entry, 12/31

Contribution

Balance, Dec. 31/11
	
	** 273,000 Dr.**
** 309,582 Dr.**
**   35,100 Cr.**
**  
** 531,960 Dr.**
**1,079,442 Dr.**
	
	234,000 Cr.

00,000 Dr.
234,000 Cr.
	
	1,079,442 Cr.

  234,000 Dr.
845,442 Cr.
	
	3,439,800 Cr.

 273,000 Cr.

 309,582 Cr.

 171,600 Dr.

000

,000 Dr.
3,850,782 Cr.
	
	780,000 Dr.

  35,100 Dr.

   23,400 Dr.

 234,000 Dr.

 171,600 Cr.

00

0,000 Dr.
900,900 Dr.
	
	2,659,800 Dr.

 531,960 Cr.

000,000 Dr.
2,127,840 Dr.
	
	   23,400 Cr. **

0,000

 Cr.
23,400 Cr.


***$3,439,800 X .09 = $309,582

***$58,500 – $35,100 = $23,400

***$2,659,800 ÷ 5 = $531,960

	*PROBLEM 19-14


(a) 


	
	
	Amounts using original assumptions
	
	Amounts using revised assumptions

	Pension benefits earned to 
December 31, 2010
	
	
$9,000

 1
	
	
$8,700
 2

	PV of annuity at Dec. 31, 2042
	
	
75,455
 3
	
	
69,101
 4

	ABO at Dec. 31, 2010
	
	
11,692
 5
	
	
7,929
 6


1

2% X $150,000 X 3 years = $9,000

2
2% X $145,000 X 3 years = $8,700

3
$9,000 X PV factor (6%, 12 years) = $9,000 X 8.38384 


(Table A-
4) = $75,455

4
$8,700 X PV factor (7%, 12 years) = $69,101


Since the tables do not include 7%, the calculation was 


done using a financial calculator:

	PV
	 $  ?   
	                                               Yields $69,101

	I
	 7%

	N
	                      
12 

	PMT
	 
$ (8,700)

	FV
	 
$  0 

	Type 
	
0 


5
$75,454 X PV factor (6%, 32 years) = $75,454 X 0.15496 


(Table A-2) = $11,692

6
$69,101 X PV factor (7%, 32 years) = $7,929 

	PV
	 $  ?   
	                                               Yields $7,929

	I
	 7%

	N
	                      
32 

	PMT
	 
$ 0

	FV
	 
$  (69,101) 

	Type 
	
0 


*PROBLEM 19-14 (Continued)

The calculations could also be done using Excel:

	Excel formula: =PV(rate,nper,pmt,fv,type)


The ABO at December 31, 2010, using the revised assumptions would be $7,929. This represents an actuarial gain of $3,763 ($11,692 – $7,929) since the revised ABO is lower than the ABO calculated under the original assumptions.

(b)



	
	
	6% discount rate
	
	8% discount rate

	Pension benefits earned to 
December 31, 2010
	
	
$8,700

 
	
	
$8,700
 

	PV of annuity at Dec. 31, 2042
	
	
72,939
 1
	
	
65,564
 2

	ABO at Dec. 31, 2010
	
	
11,303
 3
	
	
5,586
 4

	ABO at Dec. 31, 2010 using 7%
	
	
  (7,929
)
	
	
  (7,929
)

	Change in ABO
	
	
$ 3,374
	
	
$(2,343
)

	Percentage change
	43% increase
	30% decrease


1
$8,700 X PV factor (6%, 12 years) = $8,700 X 8.38384 


(Table A-
4) = $72,939

2
$8,700 X PV factor (8%, 12 years) = $8,700 X 7.53608 


(Table A-4) = $65,564

3
$72,939 X PV factor (6%, 32 years) = $72,939 X 0.15496 


(Table A-2) = $11,303

4
$65,564 X PV factor (8%, 32 years) = $65,564 X 0.08520


(Table A-2) = $5,586

*PROBLEM 19-14 (Continued)

(c) 
Assuming that plan assets have not changed, the decrease in ABO would increase the plan’s funded status due to the decrease in the ABO. The ABO is adjusted to its correct balance and the difference is included in unrecognized actuarial gain. 


Pension expense for 2010 would not be affected since the change took place at December 31, 2010. The amortization of the actuarial gain is based on beginning-of-year balances, and since the actuarial gain took place at the end of the year, there would be no amortization in 2010. In 2011, the actuarial gain would be amortized based on the excess of the gain over 10% of the greater of ABO and plan assets at January 1, 2011 (i.e. the corridor approach). This excess, if any, would be amortized over the employee’s average remaining service period of 31 years. The amortization of the actuarial gain would be included as a reduction of 2011 pension expense. 

(d) 


	
	
	Before credit for prior service
	
	After credit for prior service

	Pension benefits earned to 
December 31, 2012
	
	
$14,500

 1
	
	
$31,900
 2

	PV of pension earned at 




Dec. 31, 2042
	
	
115,169
 3
	
	
253,372
 4

	ABO at Dec. 31, 2012
	
	
15,129
 5
	
	
33,285
 6


	ABO, at Dec. 31/12 after prior 



service recognized
	
	
	
	
$33,285


	ABO, at Dec. 31/12 before 



service recognized
	
	
	
	
 ( 15,129
)

	Past service cost incurred
	
	
	
	
$18,156


*PROBLEM 19-14 (Continued)

1

2% X $145,000 X 5 years = $14,500

2
2% X $145,000 X 11* years = $31,900


* 11 years = 6 years past service cost before 2006 plus 5 


years from 2006 to 2010.

3
$14,500 X PV factor (7%, 12 years) = $115,169 


Since the tables do not include 7%, the calculation was 


done using a financial calculator:

	PV
	 $  ?   
	                                               Yields $115,169

	I
	 7%

	N
	                      
12 

	PMT
	 
$ (14,500)

	FV
	 
$  0 

	Type 
	
0 


4
$31,900 X PV factor (7%, 12 years) = $253,372 

	PV
	 $  ?   
	                                               Yields $253,372

	I
	 7%

	N
	                      
12 

	PMT
	 
$ (31,900)

	FV
	 
$  0 

	Type 
	
0 


5
$115,169 X PV factor (7%, 30 years) = $15,129
	PV
	 $  ?   
	                                               Yields $15,129

	I
	 7%

	N
	                      
30 

	PMT
	 
$ 0

	FV
	 
$  (115,169) 

	Type 
	
0 


*PROBLEM 19-14 (Continued)

6
$253,372 X PV factor (7%, 30 years) = $33,285 
	PV
	 $  ?   
	                                               Yields $33,285

	I
	 7%

	N
	                      
30 

	PMT
	 
$ 0

	FV
	 
$  (253,372) 

	Type 
	
0 


TIME AND PURPOSE OF WRITING ASSIGNMENTS

WA 19-1 (Time 30–40 minutes)

Purpose(to provide the student with an opportunity to determine the appropriate accounting for a sabbatical benefit under PE GAAP and IFRS and to list the information needed to prepare adjusting entries.

WA 19-2 (Time 30–35 minutes)

Purpose—to provide the student with the opportunity to discuss some of the more traditional issues related to pension reporting. Specifically, the student is asked to define a contributory versus a non-contributory plan, distinguish between a funded and unfunded plan, and differentiate between accounting for the employer and the benefit plan. In all cases, the treatment under IFRS and PE GAAP is explored.  The student must also discuss the advantages and disadvantages of immediate recognition versus the defer-and-amortize approaches.

WA 19-3 (Time 20-30– minutes)

Purpose—to provide the student with the opportunity to compare the immediate recognition approach and the defer-and-amortize approach. 

WA 19-4 (Time 20–30 minutes)

Purpose—to provide students with an opportunity to research actions companies are taking to reduce post employment costs.  

WA 19-5

 (Time 15–20 minutes)

Purpose—to provide the student with an opportunity to understand the new proposals that IASB has with respect to accounting for pension costs.  

TIME AND PURPOSE OF WRITING ASSIGNMENTS (Continued)
WA 19-6

 (Time 15–20 minutes)

Purpose—to provide the student with an opportunity to understand why the ceiling test must be made and how it is done. 
WA 19-7

 (Time 15–20 minutes)

Purpose—to provide the student with an opportunity to understand the differences between PE GAAP and IFRS and the conceptual reasons for any differences.  

SOLUTIONS TO WRITING ASSIGNMENTS

WA 19-1

(a)
This benefit relates to a compensated absence.  It is a defined benefit plan which is service related (the benefit is earned by the employee over a five-year period and then vests in the employee).  Under both PE GAAP and IFRS, the company should accrue the cost of the benefit and the related liability over the five years in which the employee obtains full eligibility for benefits. Under PE GAAP, the company can use the immediate recognition method that measures the accrued benefit obligation using the funding valuation method.  All past service costs and actuarial gains and losses are immediately recognized, as well as the actual return on any plan assets.  


As an alternative, PE GAAP also allows the deferral and amortization method similar to IFRS.  Under this approach, the accrued benefit obligation is estimated using the projected benefits valuation method which is an accounting specified approach.  Under this method, for PE GAAP, any past service costs that arise can be deferred and amortized over the remaining period to full eligibility for the sabbatical or a shorter period.  Actuarial gains and losses related to these plans are also deferred and amortized over some reasonable period (EARSL or some shorter period).


Under IFRS, which requires that the defer-and-amortize method be used, past service costs and actuarial gains and losses that would relate to the sabbatical leave (if any) are recognized immediately to income.  

(b)
The accountant must have the following information or make assumptions about them:

· employee turnover data: i.e., probability that some employees will not satisfy the minimum five year service requirement. This information would not be required for the immediate recognition alternative allowed under PE GAAP.

· projected salary in the sabbatical year. Again, under the immediate recognition alternative, this information would not be required.

· appropriate discount rate to use in discounting benefits to their present value (market rates).  Under PE GAAP, this discount rate can either be the current yield on high quality corporate bonds, or the settlement date rate.  IFRS requires that the current yield on high quality corporate bonds be used.

· Valuation of the accrued benefit obligation at the report date (or within 3 months under PE GAAP if applying the defer-and-amortize approach) expected earnings rates on plan assets, if any, required only for the defer-and-amortize methods under PE GAAP and IFRS.
WA 19-1 (Continued)

· Actual return on any plan assets supporting the obligation.  Fair value of the plan assets (or an option under PE GAAP is the market-related value). 
(c) Yes, the answer to part (a) could change. The accounting method described in (a) is based on the assumption that the employees are receiving compensation in the sixth year based on past services and that in the sixth year they are not providing active service to the company. If the company dictates their activities during the sabbatical year and the activities benefit the company, this would be considered active service. The sabbatical year would then not be a compensated absence, but rather a salary for active service even if the service is in alternative activities such as research and promotion. The company would then not need to accrue the compensated absence in the preceding years, and it would account for the payments in the sabbatical year in the same way as for regular salary payments.  This treatment is the same under both IFRS and PE GAAP.

WA 19-2

(a)

In a contributory pension plan the employees bear part of the cost of the stated benefits whereas in a non-contributory plan the employer bears the entire cost.

(b)
The employer is the organization sponsoring the pension plan. The employer incurs the costs and makes contributions to the pension fund. For the employer the accounting involves (1) allocating the cost of the pension plan to the proper accounting periods, (2) measuring the amount of pension
obligation resulting from the plan, and (3) disclosing the status and effects of the plan in the financial statements.


The pension fund or plan is the entity that receives the contributions from the employer, administers the pension assets, and makes the benefit payments to the pension recipients. For the fund, the accounting involves identifying receipts as contributions from the employer sponsor and as income from fund investments as well as computing the amounts due to individual pension recipients. (NB: accounting for the benefit costs and obligations of the employer is the topic of this chapter; accounting for the fund or plan is not.)

(c)
Relative to the benefit plan, the term “funded” refers to the fact that assets are accumulated over the period the employee provides service to the organization so that monies will be available to pay the benefits when they are due. The relationship between pension fund assets and the present value of expected future pension benefit payments indicates the funded status of the plan; thus, the benefit plan may be fully funded, over-funded, or under-funded. Relative to the employer, the term “funded” has a similar meaning. Some plans are pay-as-you-go and others (i.e. funded plans) have assets set aside as the employees provide services. 


Relative to the benefit plan, the accrued benefit liability or asset is what is reported on the balance sheet of the employer.  Under the immediate recognition method, this balance would be the same as the funded status of the plan.    Under the defer-and-amortize approach, this balance is the funded status of the plan adjusted for any past service costs or actuarial gains and losses not yet amortized.  

WA 19-2 (CONTINUED)

(d)
Terms and their definitions as they apply to accounting for pension plans follow:


1.
Service cost is the actuarial present value of benefits attributed by the pension benefit formula to employee service during that period.  Under the defer and amortize approach and the immediate recognition approach, the current service cost is expensed in the year.  



Past-service cost represents the retroactive benefits granted in a plan amendment (or initiation).  Retroactive benefits are benefits granted in a plan amendment (or initiation) that are attributed by the pension benefit formula to employee services rendered in periods prior to the amendment.  Under the immediate recognition approach, these are all immediately expensed.  Under the defer-and-amortize approach, these are deferred and amortized over an appropriate period of time.  In the case of PE GAAP, these costs are amortized over the period to full eligibility for the employee or some shorter period. Under IFRS, these past service costs are deferred and amortized over any remaining vesting period.


2.
Asset experience gain/loss refers to the difference between the actual return on plan assets and the expected return. The expected return is used as part of the pension expense calculation in order to smooth out wide swings that may occur in the actual return. Liability experience gain/loss refers to changes in actuarial assumptions (for example, changes in mortality rate, turnover rate, disability rate, and salary amounts) that cause a change in the projected benefit obligation. This would also involve a change in assumptions used by the actuary in calculating the ABO (for example, a change in the interest rate used to discount the pension cash flows). 



Under the defer-and–amortize approach allowed under PE GAAP and IFRS, either the corridor approach can be used, or some shorter period to recognize these gains and losses.  The corridor approach requires the excess of the experience gain or loss over the corridor amount (10% of the greater of PBO and pension assets at the beginning of the year) be amortized over the remaining service period of the employee group. IFRS allows one additional choice which is to recognize all actuarial gains and losses immediately into OCI.  



Under the immediate recognition approach, allowed only under PE GAAP, the actuarial gains and losses are all immediately recognized into income. 

e)   The basic concepts and measurement methodology for post-retirement benefits that accumulate are the same as for pension benefits. The recognition and measurement criteria for the obligation and plan assets are the same, as is the actuarial valuation method, the attribution period, and the calculation of the current cost of benefits. However, under IFRS, a distinction is made between plans that are more uncertain and require more complex

WA 19-2 (CONTINUED)



assumptions such as post-employment pension plans and health-care benefit plans, and other plans.  These other plans would include paid leave, sabbaticals, long term disability which increases with length of service, deferred compensation and profit sharing and bonus plans.  For these types of plans, any past service costs or actuarial gains and losses must be recognised immediately into income.

WA 19-3

The immediate recognition approach recognizes all changes to the funded status of the plan immediately into income, and the funded status is reported on the statement of financial position.  The accrued benefit obligation is determined using the funded valuation approach prepared by the actuary.  Accordingly, there are no unamortized amounts with respect to past service costs or actuarial gains and losses that will be recognized in future periods.  The advantages are that the accounting is simplified, since unamortized balances no longer need to be tracked and estimates of deferral periods need not be determined. Finally, the net liability (or asset) reported reflects the actual funded status of the plan in most cases.  (Where the plan is in a surplus position, the amount of the asset reported will be limited to the amount of expected future funding benefit the company will receive.)  The disadvantage of this method is that the pension expense will be variable year over year due to expensing past services costs and actuarial gains and losses when they immediately arise.  Over time, actuarial gains and losses would likely reverse and have an overall immaterial impact.  In addition, these actuarial gains and losses are out of management control, and therefore might give a false impression of the management’s ability to manage the firm’s results and risk.

The defer-and-amortize approach calculates the accrued benefit obligation using the projected benefit approach which is strictly a method developed for accounting purposes.  The defer-and-amortize approach allows for past service costs and actuarial gains and losses to be deferred and amortized over some reasonable length of time (as defined within the accounting standards) which results in delaying their recognition. The rationale for delaying the recognition is that management expects future benefits to arise from the provision of these past service adjustments to the plans. Consequently, these past service costs should be recognized over the future periods in which the benefits are expected to be realized.  Actuarial gains and losses arise due to unexpected changes in the market value of plan assets and changes in actuarial assumptions impacting the amount of the benefit obligation.  Both of these changes are beyond the control of management and are likely to reverse over time.  By deferring the recognition of past service costs and actuarial gains and losses over defined periods ( or in some cases, not recognizing at all),  net earnings is less volatile with respect to these changes which is seen as an advantage by preparers for financial statements.  One alternative allowed under IFRS is to report all actuarial gains and losses immediately to OCI and not impact the income statement at all.

The disadvantage of the defer-and-amortize approach is that the amount reported on the statement of financial position for the accrued benefit liability or asset, is not equal to the funded status of the plan.  In some cases, this account may even be reported as an asset, when in reality the plan is actually in a deficit and is under-funded.  To compensate for this, the notes must describe and reconcile the funded status to the reported amount and indicate balances of unamortized amounts for past service costs and actuarial gains and losses.  As noted in the above paragraph, IFRS allows for actuarial gains and losses to be immediately reported to OCI, resulting in no impact to the earnings, but ensuring that the 
WA 19-3 (CONTINUED)

accrued benefit liability or asset more closely represents the funded status of the plan. 
WA 19-4

The following is a summary of what Canadian companies have been doing in recent years in response to rising post-employment health-care costs and the risks that are associated with defined benefit pension plans. 

(a) Elimination of retiree benefits:

· The most drastic way. 
· Significant employee discontent is likely. 
· Unilaterally reducing or eliminating post-retirement benefits may prompt retirees and/or active employees to bring an action against the employer.
· Reserving the right to amend or terminate post-retirement benefits is expressly needed. 
· An employer may consider providing employees with a lump-sum payment in exchange for the elimination or reduction of post-retirement benefits.



(b) Stricter eligibility requirements:

· Imposing more stringent eligibility requirements with respect to new hires will have little impact on an employer’s present bottom line since new hires generally do not reach retirement age for quite some time.


(c) Capping of benefits.



(d) Switching to defined contribution:
· Employees would be taking on more risk but continue to be protected against catastrophic expenses. 
· Employees could manage their share of the risk by adjusting future contribution and coverage levels to match their personal situation.
WA 19-5
(a) 
Currently, under IFRS, a company uses a high quality corporate bond rate for the discount rate assumption.  In times where there is no “deep market” for these types of bonds, then a government bond rate can also be used.  This has led to significant differences between discount rates companies are using to calculate the pension obligations at report dates.  The implication is that government bond rates will always be lower than a corporate bond rating. Accordingly, when the lower discount rate is applied, the obligation is higher than it would have been using a corporate bond rate.  What is worrisome is that the staff found significant differences between entities having similar obligations and operating in similar jurisdictions, making comparability more difficult.


The proposal being made in the Exposure Draft is that the company would always use the high quality corporate bond rate in all cases.  This would reduce the range of discount rates being used, and make the statements more comparable.  Also, entities would no longer have to assess if the market was “deep” or not.  It was also noted that in some cases, the yield might have to be estimated, but this subjectivity would be no more than the amounts used for other assumptions in the preparation of financial statements.

(b) 
It is proposed that the defined benefit liability will be determined as the total of the defined benefit obligation at the end of the reporting period less the fair value of the plan assets.  This will mean that the actual deficit (or surplus) of the plan will be reflected on the statement of financial position at each reporting period.


Changes in the defined liability will be reported in the profit or loss for the year.    

These changes will be disaggregated into three categories and reported as follows:

· current service cost, including any gains and losses from curtailment will be reported in the profit or loss;

· interest on the defined benefit obligation which will be presented as finance costs; and

· remeasurements arising from gains or losses on settlement, the effect of the asset ceiling, and any other changes in the defined benefit obligation or the plan assets will be reported in OCI.  

The primary reason for these changes has to do with proper presentation on the statement of financial position.  Currently, a company can be in a deficit position, but report either a lower liability or even an asset related to the defined benefit.  This 
WA 19-5 (CONTINUED)

adds confusion to the analysis of the actual impact on the defined benefit plans on the company.  The argument for not reflecting the actual deficit has always been that the impact on the net income year over year for these changes in the liability could be substantial and falsely add volatility and reflect an incorrect risk for the company.  The IASB has resolved this by taking all remeasurement adjustments and reporting them through OCI, which will not impact the current earnings.  The only impact on current earnings will be current costs and the interest costs on the obligation.

WA 19-6 

IFRIC 14 outlines the calculation for the asset ceiling test and its rationale.  Since the surplus in the plan assets arguably belongs to the employees and not the company, limitations must be put on the amount of asset that a company can report when the funded status is a surplus.  Under IFRIC 14, a company is allowed to show as an asset (related to the surplus of the pension plan) economic benefits available to the entity in the form of refunds or reductions in the future contributions that would be made to the plan.  But only under conditions that the entity has an unconditional right to realize these benefits at some point either during the life of the plan or when the plan is settled.  

The ceiling or maximum amount is determined by calculating the present value of the future cost savings over the shorter period of the expected life of the plan and the expected life of the entity.  And this calculation is based on the conditions prevailing at the report date.

WA 19-7

There are many differences between IFRS and PE GAAP with respect to measurement and reporting for pension and other employee future benefits.  Primarily, PE GAAP has been written to keep recognition and measurement issues simple and therefore requiring less cost and time to calculate and report.   Finally, PE GAAP has been designed with the primary user in mind of being the creditor, rather than outside shareholders and creditors.   Given that generally creditors have access to management; the disclosure has also been simplified.

These differences are highlighted below:

a)   PE GAAP has more choices available on reporting pensions and other future benefits.  An enterprise may choose to follow the immediate recognition approach which results in the accrued benefit liability or asset being equal to the actual funded status of the plan in most cases (unless the plan is in a surplus position and then only the amount of future benefits accruing to the enterprise would be reported as an asset, which might be lower than the actual surplus).  For this approach the accrued benefit obligation is determined using the funding valuation basis, and all past services and actuarial gains and losses are immediately recognized into income.  This method is simpler and less costly to implement and maintain.
b)  
PE GAAP also allows the defer-and-amortize approach to be followed which is similar to IFRS.  In this case, the valuation method for the accrued benefit obligation is the projected benefit approach under both standards.  For past service costs, IFRS requires that these be amortized over the remaining vesting period, whereas PE GAAP requires amortization over the time to full eligibility or any shorter period.  For actuarial gains and losses, both IFRS and PE GAAP allow the corridor approach to be used, with amortization over EARSL or some shorter period.  
c)    IFRS has one other choice with respect to actuarial gains and losses and that is that they can be recognized directly into OCI and never impact current earnings.  As PE GAAP does not have OCI, this is not an option.
d)   There are differences in the discount rates that can be used for the determination of the obligation.  PE GAAP allows a choice of either the current yield rate on high quality corporate bonds (as does IFRS) or the current settlement rate (which is not allowed under IFRS).  These options again make it easier to determine the information for the private enterprise.
e)    For the value of the plan assets at the report date, IFRS requires that the fair value be used.  Under PE GAAP, there is a choice to use either the fair value of the plan assets or a market-related value which is a calculated amount that recognizes changes in the value of the assets over no more than a five year period.
WA 19-7 (CONTINUED)

f)     For other types of employee future benefits which are not complex, PE GAAP would allow similar treatment as for the pension plans.  For IFRS, the only difference is that past service contributions and actuarial gains and losses would be immediately recognized.
g)   The disclosure under PE GAAP is greatly reduced in comparison with IFRS, keeping in mind that the primary users of PE GAAP statements are creditors that would likely have access to information from management.  This is not the case for IFRS prepared statements, where all types of investors and creditors could be users, so there is a significant amount of disclosure required.

CASES
Note:  See the Case Primer on the Student website, as well as the Summary of the Case Primer in the front of the text. Note that the first few chapters in volume 1 lay the foundation for financial reporting decision making. 

CA 19-1  Pablo Ltd.

Overview
· It would appear that the financial statements are being prepared for the bank for purposes of obtaining a loan or financing. The bank will want conservatively prepared statements with full disclosures so that they can make their decision. 

· Pietro, on the other hand, is biased in that he wants the financial statements to look as good as possible to induce the bank to give him the financing. 

· GAAP would appear to be a constraint since the bank will want reliable information. Pietro is interested in whether there is flexibility in applying ASPE. Note that the company could also follow IFRS.

· Care should be taken since it appears as though Pietro is trying to bias the numbers. Accounting should be neutral. In your role – ensure that the accounting used results in the most transparent financial statements.

Analysis and Recommendations
The main issues are how to account for the amendment to the plan and whether the increase in the obligation due to the change in assumptions is valid and has been accounted for properly.

CA 19-1 (continued)
Issue: Amendment to the plan:

	ASPE
	IFRS

	· ASPE allows the entity to use the immediate recognition method or the deferral and amortization method.
· Under the deferral and amortization method, there are additional choices.

· May choose to recognize all of the change in current income or defer.

· If deferred – amortize over the period deemed to benefit from the amendment (generally expected eligibility period although may be shorter).

· Note that full recognition will worsen net income this year but net income will be higher next year.

· If deferred, should recalculate the 14 year period to eligibility to ensure appropriate.

· Under the immediate recognition method - the company may choose to fully recognize any changes in the surplus/deficit of the plan (immediate recognition method). Must use a funding valuation measure (actuary may be more conservative in the assumptions).


	· Generally - defer and amortization approach although the option exists to recognize most changes directly in income or comprehensive income.

· If the past service costs are vested, then must recognize immediately in net income. Otherwise amortize over the average period until vesting occurs.

· In all likelihood, the benefits are vested and so the company would have to recognize the costs in net income in the current year.


Recommendation: There are many choices as to how to present the information. The company also has the choice to follow IFRS as well. Note that no matter what the accounting is, the economic reality is the same (i.e. same pension plan). Care should be taken to ensure that the bank understands this and that the cash flows will be the same no matter which accounting policies are followed.

CA 19-1 (continued)
Issue: Changes in the assumptions - the change in the assumption regarding the discount rate has caused the pension obligation to increase.

	ASPE
	IFRS

	· May use either a current yield on high-quality debt instruments or a current settlement rate. The cash flows should match that of the benefit obligation.

· The choice of interest rate in this case appears to reflect short-term interest rates. This is not necessarily appropriate since the pension plan obligation is of a long-term nature. Market interest rates should be used that reflect/match timing and amounts of benefit payments. This means that the long-term nature of the plan should be considered.

· Under the deferral and amortization method, the entity must recognize a minimum amount of amortization if the opening unrecognized balance exceeds the greater of 10% of the ABO and FV of assets.  The minimum amount equals the excess noted above divided by the expected average remaining working lives of employees.

· Under the deferral and amortization method, the company may also choose to fully recognize any changes in net income immediately.

· Under the immediate recognition method - the company may choose to fully recognize any changes in the surplus/deficit of the plan. Must use a funding valuation measure (actuary may be more conservative in the assumptions).
	· Under IFRS must use the current yield on high-quality debt instruments. The currency and term of the instruments should be the same as the benefit obligation.

· The current choice of interest rate in this case appears to reflect short-term interest rates. This is not necessarily appropriate since the pension plan obligation is of a long-term nature. Market interest rates should be used that reflect/match timing and amounts of benefit payments. This means that the long-term nature of the plan should be considered.

· Any changes may be recognized immediately income or other comprehensive income. Alternatively, the entity must recognize a minimum amount of amortization if the opening unrecognized balance exceeds the greater of 10% of the DBO and FV of assets.  The minimum amount equals the excess noted above divided by the expected average remaining working lives of employees.






CA 19-1 (continued)
Recommendation: There are many choices as to how to present the information. The company also has the choice to follow IFRS as well. Note that no matter what the accounting is, the economic reality is the same (i.e. same pension plan). Care should be taken to ensure that the bank understands this and that the cash flows will be the same no matter which accounting policies are followed.

CA 19-2  Seaton’s

Overview

· Seaton’s has several plans by which it provides pension and other benefits to its employees. Of relevance here are the defined benefit plans and the surplus related therein.

· As an aside— legislation does not generally allow employers to access and “strip” pension surpluses from pension plans; however, it does allow for “surplus-splitting”. “Surplus-splitting” allows the employer or sponsor of the plan and the employees to negotiate a sharing of the surplus.

· In this case, Seaton’s is looking for some extra funds to help with its cash flow deficiency during and after the restructuring period allowed under the Companies’ Creditors Arrangement Act. The surplus funds would also potentially be used to ease the burden on employees let go during the inevitable restructuring and downsizing. The measurement of the surplus is therefore very important within the context of this environment.

· The employees/pensioners and the company will be looking for a reasonable assessment of the surplus on which to make this decision— noting of course that there will be a cash impact.

· The pensioners do not want the fund to be stripped and will likely want a more conservative estimate whereas the company management may want a more aggressive estimate so that they can get more cash out.

· The statements are unaudited and therefore care should be taken with the numbers. The respective parties would likely want audited GAAP statements. As a private entity, the company may use IFRS or ASPE.

Analysis and Recommendations

· Per the note, with plan assets valued at market related values (four-year moving average market basis) the surplus is valued at $273,561. Note that only $154,380 is recorded as an asset on the consolidated financial statements, as GAAP has historically allowed a deferral of unrecognized actuarial experience adjustments. The full surplus of $273,561 is the relevant number. 

· ASPE and IFRS both use fair value to value the assets (as opposed to market related value which is a pre 2011 GAAP alternative) so both parties may wish to consider which value represents the true value of the assets.

· Depending on how the assets are valued, the amount available to be shared or split could be higher than $273,561. Use of market value may increase the surplus.

· Note also that the interest rate assumptions have been changed to 8% from 9%. This causes the obligation to increase and thereby reduces the surplus.
CA 19-2 (continued)
· There are many assumptions used in valuing the obligation as well— mortality, turnover, inflation. These all add measurement uncertainty and should be looked at carefully.

· The discount rate is a matter of judgement and should reflect interest rates for a similar liability of similar maturity. 

· Under ASPE - may use either a current yield on high-quality debt instruments or a current settlement rate. IFRS requires use of the former. Having said that, there is judgement used in determining these rates.

· It may be of benefit to the employees/future pensioners to want to have the surplus understated so that the “hidden” surplus is retained in the plan. Employees who were to be “downsized” might want to have a higher surplus if they were to share in the “surplus splitting” up-front. 

· Seaton’s, on the one hand, may wish to show a higher surplus in order to have access to much needed cash in the surplus-splitting. On the other hand, Seaton’s might wish to show a lower surplus to protect the employees and possibly to save the excess to reduce future cash funding requirements.

· Regardless of any intended or unintended bias, the measurement uncertainty is very high and, in this case, measurement is doubly important since it will result in an actual cash outflow from the plan. The economic reality of the status of the plan does not change – but the accounting policy choices will change the way the surplus is measured.

CA 19-3 Farquar

Overview
· Company is going public and therefore IFRS will be a constraint.

· The controller is concerned about the impact of accounting policies related to the pension plans will have on the debt to equity ratio and EPS. Note that EPS is not required under PE GAAP. Note further that PE GAAP is not a viable alternative for the company since as soon as the company goes public, it will have to follow IFRS. Therefore, it would require significant effort to change from pre 2011 GAAP to PE GAAP and then to IFRS. Nonetheless, the accounting choices under ASPE are presented here as requested by the controller.

Analysis and recommendations
· Pre 2011 Canadian standard ignores the deficit and surplus and is therefore not transparent. It results in a significant off-balance sheet liability. Although note disclosures are required regarding the funded status of the plan, the real deficit or surplus is not recognized in the balance sheet. Many users of financial statements do not read the notes carefully and may miss this. The debt to equity ratio and EPS appear more favourable using this accounting treatment.

· Under ASPE, the company would have a choice to follow essentially the same accounting as the pre 2011 GAAP noted above or use the immediate recognition model whereby the unfunded deficit would be fully recognized in the balance sheet. If the latter is used, the company would use a funding valuation measure of the obligation (more conservative) which might result in a higher deficit. The immediate recognition method would worsen the debt to equity ratio and EPS.

· Under IFRS, the company would use a deferral and amortization method however, vested past service costs must be recognized (which would worsen the debt to equity ratio and lower EPS). In addition, the company would have the option to fully recognize changes in past service cost and actuarial gains/losses immediately in income (or through other comprehensive income for actuarial gains/losses).  This would worsen the debt to equity ratio and EPS although if the option to book through OCI were taken, EPS would not be affected.

IC 19-1 Stelco

Overview
· Company has filed for bankruptcy protection.

· As management they will want to show that they are in cash flow difficulties and therefore deserve the protection and yet need to show that the company will be able to pull out of the protection successfully and continue to operate as a going concern. They would also like to raise funds for expansion and so need to show that investment in the company is worthwhile.

· USWA have taken them to court to try and prove that they really should not have bankruptcy protection, i.e., their financial health is much better than they are letting on.

· Problems with increasing costs and downward pressure on selling prices are squeezing profit margins. Unable to compete since competitors have already reorganized.

· The most pressing issue appears to be to make the case that they need bankruptcy protection. The bias would be to minimize net worth on the balance sheet as well as profits.

· GAAP is a constraint since the company is public.

· NB as directed in the question, use IFRS for the analysis even though the company would have followed pre 2011 GAAP.

Analysis and recommendations
Issue: Convertible unsecured debentures
	Debt and equity

	- Legal form is debt.

- Obligation to pay set amount of interest creates an obligation that the company cannot avoid.

- The conversion feature would be equity.

- The fact that the company may settle the obligation with shares does not negate the fact that the obligation to pay interest and principal is a fixed amount. The number of shares used to settle the obligation will vary but the set obligation must be settled.


Recommendation: The obligation to pay interest and principal reflect a liability since the amount to be repaid is fixed. The conversion feature will be shown as equity. This accounting treatment maximizes debt and minimizes net worth.

Issue: Pension plan obligation

The company had $2 billion ($0.752 billion + $1.254 billion) of unfunded obligation relating to pensions and other future benefits. Of this, only $650 million ($924 million - $274 million) was recognized in the balance sheet. Historically, GAAP allowed the differences to be deferred and recognized over time. IFRS also allows this although vested past service costs must be recognized. 

IC 19-1 (continued)
Leaving the unfunded deficit off the balance sheet does not represent reality however. The difference is a real obligation and represents a drain on future cash flows. In reality, it should be recognized as a liability and the USWA should see how this affects net worth. It would definitely worsen the position as the unrecognized deficit is a material amount.

IC 19-2 CANADIAN UTILITIES LIMITED (CUL)

Overview
· This is a public company since shares trade on TSX and is therefore IFRS is a constraint. Note that the company has asked how IFRS will affect the statements and also the differences between IFRS and ASPE.

· Regulated by government— may affect GAAP

· In the utilities business— able to pass on cost overruns to customers through increased prices. In this case also able to sell the rights to these future revenues.

· Users include investors/shareholders who will want transparency.

· Option exercise price affected by stock price— which is affected by net income— therefore net income a key number.

· As auditor—you will want to make sure that f/s are conservative and reflect reality.

Analysis and recommendations

Issue: Pension plans

The accounting under IFRS and ASPE would/may change as follows:

· The accounting is generally allowed under IFRS and ASPE as is.

· Under IFRS would have an additional option to fully recognize experience gains/losses in Other Comprehensive Income. This is not an option under ASPE. IFRS also requires that any vested past service costs be fully recognized.

· Under ASPE – may use the immediate recognition model whereby all unrecognized surplus/deficit is recognized on the balance sheet. Note that if this is used, the company would measure the obligation using the actuary’s funding assumptions.

Issue: Stock based compensation

· Under IFRS and ASPE – stock based compensation must be recognized and measured at fair value when granted.

· Under ASPE, cash settled SARS are measured at intrinsic value and entities have a choice as to how to measure equity settled SARS (intrinsic value or fair value). Under IFRS all SARS are measured at fair value using valuation methods such as options pricing models.
RESEARCH AND FINANCIAL ANALYSIS
RA19-1
 BCE INC. 

All of the answers below are taken from Note 23 of the 2009 financial statements.
(a) The plan asset and accrued benefit obligation balances at the end of years 2009 and 2008 are presented below.
	(in $millions )
	Dec. 31, 2009
	Dec. 31, 2008

	Accrued benefit obligation 
	14,680
	13,602

	
	
	

	Plan assets
	13,069
	11,510

	Funded status–deficit
	1,611
	2,092



The under-funded status has improved slightly since the end of the 2008          mainly because the employer made a large contribution of $1.025 billion in 2009 compared to only $189 million in 2008.  At the same time, the actual return on the plan assets was a gain of $1,566 million compared to a loss of $2,610 million in 2008.  

This net deficit of $1,611 million at December 31, 2009, is allocated as follows to the various plans

	(in $millions )
	Plans in a deficit
	Plans in a surplus

	Accrued benefit obligation 
	14,553
	127

	
	
	

	Plan assets
	12,811
	258

	Funded status–deficit (surplus)
	1,742
	-131


RA19-1 (Continued)
(b) The reconciliation of the funded status of these plans at December 31, 2009, to the amounts reported on the balance sheet is as follows:

	(in $millions)
	Dec. 31, 2009

	
	

	Funded status–deficit
	$ (1,611) 

	Unamortized net actuarial loss
	3,358

	Unamortized cost of past services
	56

	Unamortized transitional obligation
	1

	Valuation allowance
	(100)

	Accrued benefit asset, net *
	$ 1,704

	Reported on the statement of financial position as follows:


	

	Long term asset – Accrued benefit asset
	2,316

	Long term liability – Accrued benefit liability
	(612)


The company is showing a large asset of $2.316 billion, when in actual fact, the company’s plan in a surplus position is only $131 million. In addition, the company’s actual deficit for its plans is $1.742 billion, and yet only $612 is reported as a liability.  This results in a very distorted reporting of the liabilities and assets of the company since the company does not really own these assets, nor can they used for operating purposes.  This would result in a distortion of various debt to equity ratios calculated for the company, for example.

(c)  The company’s results are shown below in the table: (in $millions)

	Expected return on plan assets (1,566 – 685)
	881

	Actual return on plan assets
	1,566

	Current year’s amortization of actuarial losses 
	(84)

	Actual amount of actuarial losses arising during the year
	(1,043)

	Actuarial losses not yet recognized
	3,358

	Current year’s amortization of past service costs
	(5)

	Actual amount of past service costs arising during the year
	0

	Past service costs not yet recognized
	56


RA19-1 (Continued)
(d) The expense reported for the defined benefit plans $239 million.

The expense under the immediate recognition approach would be calculated as follows:

	Current service cost
	175

	Interest cost
	892

	Actual return on plan assets
	(1,566)

	Actuarial losses arising during the year
	1,043

	Valuation allowance
	33

	
	577


This is substantially higher than the expense under the defer-and-amortize approach due to the differences in the returns on the plan assets and the actuarial losses arising during the year.

(e) BCE has other post employment plans that provide for health and life insurance coverage, but these plans are being phased out over the next 10 years ending December  31, 2016.  The company also provides to some workers disability plans, workers’ compensation and medical benefits to former employees until their retirement commences.  These plans were a large deficit position at December 31, 2009 and 2008 of $1,431 million and $1,355 million.  The company has few assets top fund these plans.  For 2009 and 2008, the company reported liabilities of $1,404 and $1,443 million respectively.  In contrast to the pension benefits, these liabilities are very close to the obligations, with differences of only $27 million in 2009, and $88 million in 2008.  The primary reason for this is that that company has few assets, and unamortized amounts of actuarial gains and losses and past service costs, only represent about 10% of the actual obligation balances.

(f) The total expense for the defined contribution plans were:  $45 million for both 2008 and 2009.  

ra 19-2 canadian national railway

(a)


   As indicated from the notes, the pension plans are in a surplus for both 2008 and   2007.  At December 31, 2007 and 2008, the surplus amounts were $US 1,581 million and $US 1,285 million, respectively.

(b)  The expense is reported as a negative $US48 million in 2008 and an expense of $US29 million in 2007.  This is a substantial change year over year.  The expected return on the plan assets has caused a gain in the expense for 2008.  This expected gain is higher than the current expense and the interest charge for the year.  This could be as a result of a high expected rate of return used on the plan assets, or the fact that the assets are in a surplus and therefore are greater than the obligation.  This would cause returns on assets to be higher.   However, in the current year, the company actually has a loss on their plan assets of US$1,742 million which is very different from a gain of US$1,004 million, causing a difference in total of US$2,746.  Luckily for the company, this was accompanied with an actuarial gain in the obligation of US$2,274, which when offset, results in an overall difference of only US$455 million.  

(c)  The amount of cash flow incurred to fund the plan for 2008 and 2007 was   US$127 million and US$75 million for 2007.  Differences in the year over year amounts to fund the plan could be based on the number of employees still in the plan or the amount of surplus being used to fund the plan.  In the case of CN, it is likely that with the large surplus, the company was able to temporarily lower its contributions in 2007.  In both years, the amount of the expense is lower than the actual amount required to fund the plan.

(d)  This is an interesting dilemma for the company.  With the defer-and-amortize approach the company can defer the actual losses on the plan since the expectation is that they will reverse eventually and be replaced with higher than expected gains.  On the other hand, to actually show a higher profit due to “unrealized” gains on the plan also seems to be misleading, given the large discrepancy in the actual losses incurred.  

For the knowledgeable user, since all of the information is provided in the notes, they can easily make any adjustments to the expense that they wish in their analysis.  Given this, we could conclude that the information is faithfully represented.

RA19-3
RESEARCH TOPIC

(a)
Relevant rates used to calculate pension information:

	
	2009
Air Canada
	2009
Bank of Montreal
	2009
Rona Inc.

	
	
	
	

	Discount rate 

Rate of compensation 
increase

Expected long-term 
rate of return on 
plan assets
	6.4% to 7.35%

2.50%

7.15%
	7.3%

3.7%

6.6%
	6.25% to 7.5%

3.5% to 3.6% 
7.0%


(b)
The discount rates are fairly similar for all three companies.  The expected       rates of of compensation increases though are different.  Air Canada’s rate of 2.5% is the lowest, with RONA and Bank of Montreal having similar rates of 3.5% to 3.7%.    This difference will have a significant impact on the projected amount of the accrued benefit obligation.  The expected rates of returns are similar ranging from 6.6% for the Bank of Montreal to Air Canada of 7.15%.   However, even small differences in these percentages (e.g. 6.6% to 7.15% is about a 9% difference) can cause a significant difference in the determination of the underlying amounts such as the ABO.
(c)
The changes in the assumptions during the period covered in the notes of the companies’ financial statements are presented below. 

	
	Air Canada
	Bank of Montreal
	RONA

	Discount rate 
	Increased by 1.6% from 5.75% to 7.35%
	Increased by 1.7% from 5.6% to 7.3% 
	Increased by 2% from 5.5% to 7.5%

	Rate of compensation increase
	No change, remains at 2.5%
	Decreased 0.2% from 3.9% to 3.7%
	Increased by 0.1% from 3.4% to 3.5%

	Expected long-term 
rate of return on 
plan assets
	No change- remains at 7.15%
	No change, remains at 6.6%
	No change, remains at 7%


RA19-3 (Continued)

The only significant change was in the discount rate used.  All companies significantly increased the discount rate with ranges being 1.6% to 2.0%.  This will result in a higher interest cost which will increase the pension expense, and lower the accrued benefit obligation. 
The lower rate of compensation increase reported by Bank of Montreal will have the effect of reducing the current service cost which will reduce the pension expense and the value of the obligation.  The small increase in the rate of compensation increase will increase the pension expense and the obligation.  In addition, a decrease (increase) in the rate of compensation increase would also result in an actuarial gain (loss). Reductions in pension expense resulting from changes in assumptions would have the effect of lowering the accrued pension liability or increasing the prepaid pension cost, all else being equal.  Increases in pension expense resulting from changes in assumptions would have the opposite effect on the related balance sheet amounts reported.
 (d)
Air Canada: The company provides to its employees defined benefit and defined contribution retirement benefits and other post-employment benefits such as health, life and disability. Assumptions stated: Discount rate is 6.25%, to 7.35% and rate increase in health care costs are 8.25%, with cost trend rates declining to 5.00% by 2015.


Bank of Montreal.: The company provides defined benefit and defined contribution pension plans for its employees in addition to health and dental and life insurance benefits for retirees and current employees.  Assumptions stated: Discount rate is 6.4%, Rate of compensation increase is 3.7%, and ultimate health care cost trend rate is 7.3%.

RONA Inc.: RONA provides defined benefit and defined contribution pension plans for its employees.  It does not provide any other post retirement plans. 

The types of assumptions made are standard among companies, depending on the actual post employment benefits provided. The rates applied in quantifying the components of the benefits are similar, although within a large range of 7.3% to 8.25%.  These rates will have a significant effect on the health-care plans obligation and related expense.

RA19-3 (Continued)

(e) 
Below is the information on the defined benefit pension plan and post retirement benefit plans for 2009 fiscal year end 
	
	Air Canada

$millions
	Bank of Montreal

$millions
	RONA

$thousands

	Defined benefit plans
	
	
	

	Funded status (deficit) surplus
	(1,186)
	(3)
	2,864

	Actual amount (liabilities)/assets reported
	(120)
	1,294
	12,977

	Difference
	1,066
	1,297
	10,113

	
	
	
	

	Other employee benefits
	
	
	

	Funded status (deficit) surplus
	(851)
	(835)
	N/A

	Actual amount (liabilities)/assets reported
	(1,109)
	(735)
	N/A

	Difference
	(258)
	100
	



There are very significant differences in the values recognized in the financial statements for the defined benefit liabilities or assets and the actual funded status of the plans.  In all cases, the companies report higher assets due to the unrecognized actuarial losses.  RONA has the highest difference, with a difference of $13.113 million.  The difference for the other employment plans are much smaller, and in both cases, still show a lower liability on the statement of financial  position that the actual deficit.

RA19-3 (Continued)

(f) 

	
	Air Canada

$millions
	Bank of Montreal

$millions
	RONA

$millions

	Debt as reported
	8,759
	126,719
	971

	Adjustment to funded status
	1,066
	3
	

	Revised debt
	9,825
	126,722
	971

	Assets as reported
	10,406
	388,458
	2,750

	Adjustment to funded status
	0
	(1,294)
	(10)

	Revised asset
	10,406
	387,164
	2,740

	Debt /asset as reported
	0.84
	0.33
	0.35

	Debt/asset revised
	0.94
	0.33
	0.35


Air Canada is the only company to show a significant change from 0.84 to 0.94.
RA19-4
OTHER EMPLOYEE FUTURE BENEFITS 
(a) 


BCE Inc. provides health care and life insurance benefits for retirees.  These benefits are being phased over a ten year period ending in December, 2016.The assumptions used are 6.4% to 7.0% for the discount rate, and   health care rates of 4.5%, compensation increases of 3% and expected return on the plan assets of 7.25%.


Potash provides health care and life insurance benefits for retirees. The assumptions used are 5.85% to 6.25% for the discount rate, and   health care rates of 6%. 


Canadian National Railway provides medical and life insurance benefits for retirees and for a closed group of employees free rail passes during retirement.  Assumptions stated: Discount rate is 6.01%, to 6.84% and rate increase in health care costs are 11% for 2009 and 2010, with cost trend rates declining to 4.5% by 2028 and compensation increases of 3.5%


Air Canada provides other post-employment benefits such as health, life and disability. Assumptions stated: Discount rate is 6.25%, to 7.35% and rate increase in health care costs are 8.25%, with cost trend rates declining to 5.00% by 2015 and compensation increases of 2.5%
(b) in $millions
	
	Pension Deficit 


	Pension 
Expense
	Other Benefits Deficit
	Other benefits expense
	Plan asset for other benefits

	BCE Inc.
 
	1,611
	239
	1,431
	71
	191

	Potash Corp

	143.3
	40.6
	275.9
	23.2
	0

	Canadian Pacific Railway Limited

	(624) surplus
	(34)
	286
	19
	0

	Air Canada
	1,186
	(20)
	851
	63
	0


RA19-4 (Continued)

(c) From the analysis in part (b), we find the following for each company:

BCE – the other benefits deficit is 89% of the pension deficit, and the expense is about 30% of the defined benefit plan expense.  This indicates that the other employee benefits have a significant impact on the company’s report.

Potash – In the case of Potash, the deficit for the other benefits is 190% higher than the pension deficit indicating it is a significant expense.  The other benefit expense is about 57% of the defined benefit pension expense.

CNR – Although CNR’s defined benefit plan is in a surplus, its other benefit plan obligation is in a deficit of $286 million.  In addition, although the defined benefit expense is showing a net gain position, the other benefits expense is $19 million.

Air Canada – Air Canada`s other benefit obligation is 72% of the defined benefit deficit.  The other benefit expense is $63 million whereas the defined benefit expense shows a net gain.

From the four companies analyzed above, it is obvious that the other future benefits obligations are just as significant (or more in some cases) as the defined benefit obligations, and should be considered as part of any analysis.

RA19-5
RESEARCH TOPIC
(a) and (b) 

The following table was prepared based on the companies’ 2009 financial statements and includes pension benefit plans and other benefit plans.

	(in millions of dollars)
	BCE Inc.
	Telus
	Rogers

	The balance of the accrued benefit asset/liability reported on the balance sheet (including pension plans and other benefit plans).
	1,704
	1,351
	134

	Shown as assets
	2,316
	1,565
	134

	Shown as liabilities
	(612)
	(214)
	

	
	
	
	

	Funded status 
	(1,611)
	(60)
	(8)

	Total of the unrecognized (unamortized) past service costs, net actuarial gains/losses, and transition balances at the balance sheet date.
	3,315
	1,411
	142

	
	
	
	

	Total assets as reported
	38,050
	19,219
	17,018

	Total liabilities as reported
	20,027
	11,644
	12,745

	Total shareholders' equity as reported (including non-controlling interest)
	18,023
	7,575
	4,273

	

	Debt / Equity ratio as reported
	1.11
	1.54
	2.98

	Debt/asset ratio as reported
	0.53
	0.61
	0.75


(c) and (d) 

The following table presents the revised balances for the total liabilities and total shareholders’ equity, assuming companies are required instead to recognize the funded status balance on the balance sheet and the unamortized past service costs, the net actuarial gains/losses, and the transition amounts in accumulated other comprehensive income (loss).
	(in millions of dollars)
	BCE Inc.


	Telus
	Rogers

	Revised total assets
	35,734
	17,654
	16,884

	Revised Total liabilities
	21,026
	11,490
	12,753

	Revised Total shareholders' equity
	14,078
	6,164
	4,131

	Debt / Equity ratio
	1.49
	1.86
	3.09

	Debt/Asset ratio
	0.59
	0.65
	0.76


RA19-5 (Continued)

As the funded status of all three companies are worse than what’s reported on the balance sheets, the changes made above resulted in the higher debt/equity ratios. BCE’s and Telus’ ratios deteriorated quite significantly with this change  in the presentation, with very little changes in Roger’s.    BCE’s D/E ratio increased by 34% and Telus’ D/E ratio increased by 21%.  Rogers D/E only increased by 3%.  The debt to asset ratios also worsened.
   (e)

	$millions
	BCE Inc.


	Telus
	Rogers

	Pension expense recorded (1) 
	239
	18
	51

	Actuarial (losses) arising in the year
	(1,043)
	(991)
	(23)

	Actual return on plan assets
	1,566
	767
	25

	
	
	
	

	Service cost (2)
	175
	51
	21

	Interest cost (3)
	892
	374
	43

	Net settlement
	
	
	30

	Remeasurements to OCI – income (expense)
	523
	(224)
	2

	
	
	
	

	Net Impact on income statement

(1) – (2) –(3) 
	(653)
	(407)
	(13)

	Net income before taxes as originally reported
	2,405
	1,205
	1,980

	% impact on net income - reduction
	27%
	34%
	0.6%


RA19-5 (Continued)

As can be seen from the table above, TELUS and BCE will have significant impacts on their net earnings when the remeasurements are taken to the OCI.  In contrast, Rogers will have little impact on the net earnings, which will only change by less than 1%.
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  IMMEDIATE RECOGNITION APPROACH
Lufthansa

(a) 
 All numbers are in millions of Euros.

Based on the information provided, the accrued benefit liability that is reported on the statement of financial position should be equal to the funded status at the year end.  Given this, the accrued benefit obligation at December 31, 2008 and 2007 should be determined as follows:

	Pension provision
	2008
	2007

	Accrued obligation liability
	7,754 
	7,619

	Fair value of plan assets
	4,921 
	5,228

	Deficit
	2,833
	2,391

	Allocated to plans as follows:
	
	

	Plans in a deficit
	2,833
	2,436

	Plans in a surplus
	0
	-45

	
	
	

	Reconciliation to current provision
	
	

	Balance reported as per Lufthansa report
	2,400 
	2,261

	Deduct the actuarial losses not yet recognized
	466
	40

	Add the unrealized asset surpluses not yet recognized
	-33
	

	Asset ceiling test
	
	-110

	Revised balance 
	2,833
	2,391
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 (CONTINUED)

Determination of the expense under immediate recognition approach

	Current service expense for 2008
	305

	Interest effect of projected benefit obligation
	386

	Actual return on plan assets (effective loss on plan assets as per notes) (see note1)
	725

	Past service costs arising during the year (fully expensed in the year of recognition) (see note 2)
	(12)

	Plan cuts /settlements
	(4)

	Actuarial gains arising in 2008 for benefit obligations
	(450)

	Other – adjustment on obligation
	9

	Total expense
	959


(1) In the reconciliation of plan assets, the company has reported projected return on assets of €281M and an actuarial gain/loss arising in current year of -€1006M.  The net of these two amounts is €725M, which is the actual loss for the year as reported in the notes.

(2) The past service costs were fully recognized in the current year, since there were no unamortized amounts for past services showing in the reconciliation of the funded status to the reported amounts.
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 (CONTINUED)
Proof

	Deficit - Balance – Jan 1, 2008
	2,391

	Add current expense
	959

	Less contributions to plan
	-338

	Net exchange adjustments (112 – 103)
	9

	Net pension payments for pensions not funded (241 – 53) 
	(188)

	Deficit – Balance Dec 31, 2008
	2,833


(b) As can be seen from the above analysis, the impacts on the financial statements are as follows under both approaches: (all in million of Euros)

	
	Amount of liability showing on statement of financial position
	Amount of expenses showing on profit or loss statement

	Defer-and-amortize approach
	2,400
	419

	Immediate recognition approach
	2,833
	959

	Difference
	433
	540

	Cash flow funding required – employer contributions
	
	338


The immediate recognition approach would have reported a liability that was €433 million higher than under the defer-and-amortize approach.  On the expenses, the immediate recognition would also have reported an expense that was €540 higher than the defer-and-amortize approach.  There are two primary reasons for this.  The first reason is the actual return on the plan assets was a loss of €725 million, when an expected return had been a gain of €281million.  Under the immediate 
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 (CONTINUED)
recognition method, this entire loss would be recorded in 2008, whereas under the alternative approach, the full loss could be deferred and only recognized (if ever) as determined under the corridor approach.  The second reason is that the actuarial gain on the obligation was fully recognized in 2008, but was deferred under the defer-and-amortize approach.  Again, this gain would only be recognized when required (if ever) under the corridor approach.  Under both alternatives, there is no deferral of past service costs, which were all fully recognized in 2008 as they arose.

For cash flow requirements, the expense reported under the defer-and-amortize approach more closely relates to the amount of funding required by the employer. 

The immediate recognition approach certainly more faithfully represents the accrued benefit liability at December 31, 2008, since it equals the actual funded status of the plan.  On the other hand, the profit or loss is made more volatile with the changes that were required in this balance.  Given a focus on the statement of financial position, I believe that the immediate recognition method more faithfully represents the status of the company’s pension plan. However, for the knowledgeable user, since all of the information is provided in the notes, they can easily make any adjustments to the balances they wish in their analysis.  Given this, we could conclude that the information is faithfully represented.
(c) Based on the note disclosure, Lufthansa has used the following ranges of rates for assumptions for its pension plan accounting:

	
	2008
	2007
	2006

	Discount rates for obligation
	3.9% – 6.7%
	3.4% – 6.0%
	4.5 – 6.0%

	Expected return rates on plan assets
	3.5% to 8.3%
	3.75% to 8.0%
	5.2% to 8.25%


For the expected return on the plan assets, the company has determined equity investment returns based on historical rates, inflation rates, expected dividends and projections for growth.  For bond returns and cash balances, the current market rates of returns have been used.

Although the ranges for the discount rates appear large, given the current economic conditions, these are likely reasonable amounts.  It is interesting that the low end of the ranges for the amounts used in 2008 were lower than 2006.  This may change in 2009.  The expected return on the plan assets also is a large range. It is also interesting to note that the low end of the range has moved much lower in 2008 from 2006, indicating the lower expectations in the market. But again given the mix of the assets, and the long term expectations, these are within reasonable ranges.  
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EXERCISE 19-7 (20-30 minutes)


(a)








Yorke Inc.


Pension Work Sheet—2011�
�
�
�
�
�
�
�
�
�
�
�
General Journal Entries�
�
Memo Record�
�
�
�
�
�
�
�
�
�
�






Items�



Annual


Pension


Expense�









Cash�



Accrued Pension


Liability�
�



Accrued


Benefit


Obligation�






Plan


Assets�
Unreco-gnized


Gain (Loss)�
�
�
�
�
�
�
�
�
�
�
Balance, January 1, 2011


(a)	Service cost


(b)	Interest cost


(c)	Expected return


(d)	Gain on plan assets


(e)	Contributions


(f)	Benefits


Journal entry, December 31


Balance, Dec. 31, 2011�



40,000 Dr.


41,650 Dr.


41,650 Cr.








00,000 Dr.


40,000 Dr.�















30,000 Cr.


00,000 Dr.


30,000 Cr.�





















 10,000 Cr.


10,000 Cr.�
�
490,000 Cr.


 40,000 Cr.


 41,650 Cr.











 33,400 Dr.


000,000 Dr.


538,250 Cr.�
490,000 Dr.








 41,650 Dr.


    8,050 Dr.


 30,000 Dr.


 33,400 Cr.


000,000 Dr.


536,300 Dr.�












 8,050 Cr.


 





    0,000     8,050 Cr.�
�
(b)	$41,650 = $490,000 X .085.


(c)	$41,650 = $490,000 X .085.


(d)	$8,050 = $49,700 – $41,650.











Yorke Inc.


Pension Work Sheet—2008�
�
�
�
�
�
�
�
�
�
�
�
General Journal Entries�
Memo Record�
�
�
�
�
�
�
�
�
�
�






Items�



Annual


Pension


Expense�









Cash�



Actuarial Gain in OCI�
Pension Funded Status


Liability�
�



Accrued


Benefit


Obligation�






Plan


Assets�
�
�
�
�
�
�
�
�
�
�
Balance, January 1, 2008


(a)	Service cost


(b)	Interest cost


(c)	Expected return


(d)	Gain on plan assets


(e)	Contributions


(f)	Benefits


Expense entry, 


Contribution entry


Entry for change in OCI


Balance, Dec. 31, 2008�



40,000 Dr.


41,650 Dr.


41,650 Cr.








00,000 Dr.


40,000 Dr.�















30,000 Cr.


00,000 Dr.





30,000 Cr.�












8,050 Cr.








 





8,050 Cr.


8,050 Cr.�





















 40,000 Cr.


 30,000 Dr.


   8,050 Dr.


   1,950 Cr.�
�
490,000 Cr.


 40,000 Cr.


 41,650 Cr.











 33,400 Dr.








000,000 Dr.


538,250 Cr.�
490,000 Dr.








 41,650 Dr.


    8,050 Dr.


 30,000 Dr.


 33,400 Cr.


000,





000 Dr.


536,300 Dr.�
�
(b)	$41,650 = $490,000 X .085.


(c)	$41,650 = $490,000 X .085.


(d)	$8,050 = $49,700 - $41,650.
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