Benefit Plans
· There are three types of benefit plans:
· Pension and other post-retirement plans (health care and life insurance)
· Post-employment benefit plans (severance benefits and long-term disability benefits)
· Compensated absences (parental leaves, unrestricted sabbatical leaves)

Nature of Pension Plans
· A Pension Plan is an arrangement in which an employer provides benefits (payments) to employees after they retire, for services that the employee provided while they were working.
· The employer sponsors and contributes to the fund, and incurs the cost of the pension plan
· Requires accounting for the employer
· The pension plan receives the contributions, administers pension assets and makes pension payments to the beneficiaries
· Requires accounting for the pension plan.

Pension Recipients
Receive benefits of the pension
Pension Fund
Fund Assets
Employer
Cash paid to the pension plan




Pension Terminology
· A funded pension is one where the employer sets aside money for future pension benefits by making payments to a funding agency that is responsible for accumulating the pension plan assets and for making payments to the recipients as they come due
· In contributory plans, the employees pay part of the cost of the stated benefits or voluntarily make payments to increase their benefits
· In non-contributory plans, the employer bears the entire cost, and no contribution is made from the employee

Common Types of Pension Plans:
· Defined Contribution (DC) Plans
· Defined Benefit (DB) Plans

Defined Contribution Plans
· 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

· Employer contributes a defined sum of money (either fixed or related to salary) to a third party
· Ownership of plan assets assumed by plan trustee
· Trustee is responsible for investment and distribution of plan assets
· Employee assumes the economic risk
· No guarantee made by employer as to the benefits paid
· Plan does not specify the benefits the employees will receive, or the method used to determine benefits
· Cost of the plan in the current year is known with certainty

Defined Contribution Plans - Accounting
· Accounting is straightforward:
· Liability is reported if contributions for the period have not been made in full
· Asset reported if the amount contributed is more than required for the period
· The benefit cost (i.e. pension expense) is the amount the company is required to contribute to the plan.

Defined Contribution Plan - Past Service Costs
· When plan is first established, or when there is an amendment to the plan, the employer may be obligated to make contributions for previous employment services
· Called past service cost or prior service cost
· Under IFRS, these costs are generally recognized immediately as an expense
· Under ASPE, these costs are deferred and amortized

Defined Benefit Pension Plans
· Pension benefits received by employee after retiring are specified:
· Pension benefits are based on a formula with key variables such as years of service and expected salary level at retirement
· The trust’s main goal is to ensure there will be enough pension assets to pay the employer’s obligation to employees when they retire.
· The employer assumes the economic risk
· Assets are legally owned by the trust but in substance belong to the employer (the beneficiary of the trust)
· The employer is responsible for making the defined benefit payments, no matter what happens to the trust.
· Cost of plan not known with certainty, as it depends on uncertain future variables (e.g. employee turnover, mortality, inflation)

· Can be vesting or non-vesting
· Vested amounts plan become the legal property of the employee
· Employees are entitled to receive vested benefits, even after leaving the employment of the firm.

DEFINED BENEFIT PENSION PLANS
· Three methods of measuring the pension obligation valuation:
1. Vested Benefit Method
· Based on current salary levels
· Includes only vested benefits
2. Accumulated Benefit Model
· Based on current salary levels
· Includes both vested and non-vested service
3. Projected Benefit Method
· Based on future salary levels
· Includes both vested and non-vested service

· Projected benefit obligation is considered the best measure for accounting purposes.
· Present value of vested and non-vested benefits earned as at the reporting date (using future salary levels) is called the defined benefit obligation.
· Under ASPE, the DBO is known as the accrued benefit obligation (ABO)
· ASPE also allows the accrued benefit obligation (ABO) for funding purposes which is based on different variables.

Defined Benefit Obligation (DBO)

	Defined Benefit Obligation, beginning
	+ Current Service Cost
	+ Interest Cost
	- Benefits Paid to Retirees
	+/- Past service costs of plan amendments during period
	+/- Actuarial gains (-) or losses (+)_______
	= Accrued benefit obligation, end of period

Current Service Cost
· The cost of benefit that’s will be provided in the future exchange for current services
· These costs are prorated on service:
· Annual expense is based on the total estimated benefit being allocated evenly over the years of service of the employee

Interest Cost
· Interest accrued on the DBO as time passes
· Similar to discounted debt
· Current market rate
· Determined by reference to current yield on high-quality debt instrument (eg. Corporate bonds)
· Required by IFRS and ASPE
· Settlement Rate
· Implied rate on insurance contract that would effectively settle pension obligation
· Allowed under ASPE

Benefits Paid to Retirees
· Pension benefits are paid to retirees (former employees)
· Like all liabilities, the amount owing is decreased as the payments are made

Past Service Costs
· Similar to DC plans, when a plan is started or amended, credit is often given for past years of service.
· This amount is included in the pension benefit cost on the income statement in the year it is incurred.
· Note that companies can also amend plans to reduce the benefits received
· Results in a decreased DBO and a past service benefit

Actuarial Gains and Losses
· In estimating the DBO, actuaries make assumptions about variables such as expected mortality rates, retirement rates, turnover rates and rates of salary escalation.
· Any difference between these assumed rates and the ones that are actually experienced change the DBO.
· These gains and losses can occur because of:
· Changes in actuarial assumptions
· A change in assumptions about future events
· Experience gains or losses
· Difference between what actually happened and the actuarial assumption that was made.

Plan Assets
· Plan Assets are assets that have been set aside in a trust or other legal entity tht is separate from the employer company.
· The assets are restricted and can only be used to settle the related DBO.

Plan assets, fair value at beginning
+ Contributions
+/- Actual return
- Benefits paid to retirees
= Plan assets, fair value at end of period

Contributions:
· Contributions are made each year by the employer, and the employee (if applicable)
· Federal and Provincial laws dictate the funding requirements, and the CRA dictates regulations about which contributions are tax deductible.

Return on Plan Assets
· The income generated on the assets, after deducting any administration costs.
· Due to year-over-year volatility, a long-term rate of return is estimated.
· This is referred to as the expected rate of return.
· Under IFRS, this amount must be the same as the discount rate to calculate interest costs.

Funded Status
· DBO > Plan Assets = Underfunded; funded status liability
· DBO < Plan Assets = Overfunded; funded status asset

	Defined Benefit Obligation (DBO)
- Fair Value of the Plan
= Funded Status

Accounting for Pensions
· Pension cost should be accrued and recognized in accounting periods that benefit from employees’ service
· Two approaches to account for the pension expense:
· Immediate Recognition Approach
· Required under IFRS
· Allowed under ASPE
· Deferral and Amortization Approach
· Allowed under ASPE

Immediate Recognition Approach – Statement of Financial Position Presentation
· DBO and funded assets are off-balance sheet or memo accounts
· Under IFRS, the net employee benefit or liability is reported
· Under ASPE, the net employee benefit or liability is reported, based on the funded status of the plan.

Immediate Recognition Approach – Income Statement Presentation 
· Pension expense is made up of:
· Current service cost
· Interest cost
· Actual return on plan assets
· Under IFRS, this amount is allocated between net income (interest amounts) and OCI (remeasurements)
· Past Service Cost
· Actuarial Gains and Losses
· Under IFRS, this amount is included under OCI

Immediate Recognition Approach – In-class Chart
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Check:
O/B Net Liability/Asset
E/B Net Liability/Asset
Change in Period 

Added to Asset/Liability
(Paid to Plan)___
Change in Period

To record an expense:
Dr. Pension Expense
	Cr. Net Defined Benefit Liability/Asset

Dr. Pension Expense
Dr. Remeasurement Loss (OCI)
	Cr. Net Defined Benefit Liability/Asset

To record a contribution:
Dr. Net Defined Benefit Liability/Asset
	Cr. Cash

Valuation of Accrued Benefit Asset
· Accrued benefit assets cannot exceed expected future benefits (Valuation allowance may be necessary to reduce the value on the Statement of Financial Position)
· Referred to as the Asset Ceiling Test
· Change in valuation allowance is generally recognized through pension expense in net income

Other Defined Benefit Plans with Benefits that Vest or Accumulate
· Accrual accounting is appropriate for post-retirement benefits, post-employment benefits and long-term compensated absences
· Example: post-retirement health care benefits
· Since the right to the benefit is earned by rendering service, the cost and related liability are accrued as employee provides the service.
· IFRS generally follows the same approach as for pension plans, except that actuarial gains/losses and past service costs are reflected in OCI.
· Under ASPE, defined benefit plans where benefits vest or accumulate based on service are accounted for in the same way as defined benefit pension plans.

Defined Benefit Plans with Benefits that Do Not Vest or Accumulate
· Use “eventual accrual” method to accrue full cost
· When an event occurs that obliges the entity:
Dr. Benefit Expense   $500
Cr. Benefit Liability   $500
· When compensated absence is taken:
Dr. Benefit Liability   $500
Cr. Cash    $500

Presentation
· Defined benefit asset/liabilities
· Generally reported separately for each benefit plan (unless all plans result in assets or liability)
· Generally classified as long-term
· Benefit costs
· Components of benefit costs may be reported together or separately on the income statement

Disclosure Requirements:
· ASPE:
· Description of each plan and any major changes in terms during the yeat
· Information on most recent actuarial valuation for funding purposes
· Funded status at year end (including FV of plan and ABO)
· Explanation of differences between funded status and amounts recorded on balance sheet
· IFRS:
· Characteristics of defined benefit plans and related risks
· Amounts included in statements from the plans
· How the plans help with cash flow management
· Reconciliations of beginning to ending balances of PV of the net defined benefit liability/asset, plan assets and DBO
· Amounts included in periodic net income and OCI
· Underlying assumptions and sensitivity information
· Many others such as estimate of following year’s expected funding contrbutions

Analysis
· Analysis generally focuses on predicting future cash flow obligations
· It is very important to valudate major assumptions underlying the fund stats and future cash requirements, especially:
· Discount rate to measure DBO
· Current service cost
· Interest cost
· [bookmark: _GoBack]Small changes in key variables can have a very significant impact


