Chapter 17 “Technical Notes”

Employee Compensation



I.	Overview of Pensions

	A.	Defined contribution plans

		1.	Formula sets contribution by company today.

  		2.	Cash payment to retiree is uncertain.

   		3.		Formula			         ????

	COMPANY ======> Pension Fund ======> Retiree

		              $ Today			        Future $

		

       NOTE:  Pension fund/plan is a separate legal entity.

		4.	Pension Expense = Employer's Contribution today.

   		5.	Plan is "contributory" when employee also 						contributes to plan today. 	



	B.	Defined benefit plans

		1.	Company contributes today to meet future benefit obligations; minimum funding requirements under federal law.

		2.	Future benefits set by formula, usually tied to future earnings (predicted today).

   		3.	    "Funding"		              Formula

	COMPANY ======> Pension Fund ======> Retiree

		             $ Today			       Future $

		4.	"Contributory" -- employee also pays today.

		5.	IN THIS CLASS, we assume noncontributory, funded (separate plan), 	defined benefit pension plan. 	



II.	Accounting - General under SFAS #87

	A.	Objective:  To match pension expense with the employment benefit and to record any related liability (OR asset).



	B.	General Journal Entries:

		1.	To record Pension Expense at year-end:

			Pension Expense					X

				Accrued/Prepaid Pension Cost		 	X

			

		2.	To record Funding (may be at year-end):

			Accrued/Prepaid Pension Cost			Y

				Cash							Y



		Amount of funding (Y) does not always equal expense (X).



		3.	To record change in Minimum Liability at year-end:

			Intangible Asset

			  - Unrecognized Prior Service Costs			Z

				Additional Pension Liability			Z



	C.	Components of Pension Expense

			Service Cost for Year

		+	Interest Cost

		-	Return on Plan Assets

		+ 	Amortization of Prior Service Costs

		+/-	Amortization of Gains and Losses

		      Pension Expense



III.	Service Cost

	A.	Definition:  Present value (PV) of benefits earned by employees during the year. PV determined at 12/31.

		Service cost is larger ----

			-- the smaller is the discount rate;

			-- the shorter is the average time expected 							to retirement;

			-- the longer is the average expected life;

			-- the larger is the number of employees;

			-- the larger are the expected benefits to 							be paid to retirees (which depend on the 							formula, where formula tied to future salary).



	B.	Service cost is tied to pension obligation

		1.	"Projected Benefit Obligation" (PBO)

			a.	PBO is PV of Total Benefits earned, 							assuming benefits are based on future 							salary levels.

			b.	Service cost is the growth in the PBO due to this year's service.

			c.  PBO becomes larger for all the same reasons that service cost is larger.

		2.	"Accumulated Benefit Obligation" (ABO)

			a.	ABO is PV of Total Benefits earned, assumed benefits are based on current salary levels.

			b.	In concept,

				  PBO = ABO*(Future Salary/Current Salary)

				Also, expect PBO > ABO.



IV.	Interest Cost

	A.	Definition:  interest accrued on the PBO as of 				the year-start.

		Is the growth in the PBO due to the passage of time.

							

	B.	In a world of certainty (where the future is always what is expected) with no changes in pension plan formulas or discount rates:

		

		PBO12/31

			= PBO1/1 + Interest Cost + Service Cost - Benefits Paid



		Interest Cost

			= PBO1/1 * PBO's Discount Rate



		The discount rate is the current interest rate on an annuity contract that could be purchased to settle the pension obligation.



V.  Return on Plan Assets

	A.	Equals earnings on funds invested in the plan.

		1.	Subtract from interest cost, since the more dollars earned within the plan, the less must be contributed by the company to cover future benefits.

		2.	Subtract the expected return.  Any difference between expected and actual return is a gain/loss to be amortized.

			NOTE:  Some books/firms subtract the actual (or realized) return and then add back any gains or subtract an losses for the year.

					Why can they do this?

				

				EXPECTED RETURN + GAINS – LOSSES

								= ACTUAL RETURN



	B.	Returns can be tied into the Fair Value of the Plan Assets:

		

		Fair Value (FV) of Plan Assets12/31

			= FV1/1 + Actual Return + Contributions - Benefits Paid

		

		Expected Return on Plan Assets

			 = Fair Value of Plan Assets1/1*Expected Rate



VII.  Simple Example of Pension Accounting

	A.	Basic Facts (for plan that was begun 1/1/99)

		PBO1/1/00 = $13,883 (= service cost for 1999)

		FV of Plan Assets1/1/00 = $13,883

			(= contribution at 12/31/00).

			(so Accrued/prepaid Pension Cost1/1/00 = $0)

		Service Cost for 2000 = $14,991 (given)

		Settlement rate (for PBO) = 8%

		Contributions made = $15,491

		Benefits paid = $0

		Expected (= actual) return on plan assets = 7.5%

	

	B.	Determine pension expense for 2000.

















		Prepare a JE to record pension expense at 12/31/2000:











		Prepare a JE to record the pension funding/contribution at 12/31/2000:













	C.	Determine the following balances at 12/31/00

		1.	Accrued/prepaid pension cost12/31/00 =









		2.	PBO12/31/00 =







		3.	FV12/31/00 =







		4.	PBO12/31/00  - FV12/31/00 =





		Compare 1. (which is on the books) to 4.

		In a simple world, with no uncertainty:

			"Prepaid Pension Cost" = Amount of Overfunding

								= FV - PBO

			"Accrued Pension Cost" = Amount of Underfunding

								= PBO - FV

			These equalities hold only if there are no other pension 						expense components (see below)!  



VIII.  Amortization of Prior Service Costs

	A.	Prior service costs (PSC) arise from:

		1.	Adoption of SFAS No. 87, where PSC = the PBO less the FV of plan assets at date of the standard's adoption.  Called the "transition amount."  (Note:  could be positive or negative.)

2.	Adopting or amending a plan, where the plan's adoption gives benefits for employees' service in preceding years.

			Adoption/amendment leads to change in PBO.



	B.	Amortization

		1.	Amortize over average remaining service life of employees at adoption date (amortize by adding to pension expense).

			a.	Use straight-line method.

			b.	If is transition amount, could use 15 years, if average service life < 15 years.

		2.	A prospective, rather than retroactive, adjustment.

	

	C.	Additional example:

			Will be embedded in the Sample Problem.

			Complete Parts a and b of the Sample Problem.		



IX.  Amortization of Pension Gains/Losses

	A.	Gains/losses arise from:

			1.	Differences between expected and actual returns on plan assets;

		2.	Changes in expected:

				- interest rates to be earned on the plan;

				- settlement rates;

				- expected salary rates;

				- employee characteristics (e.g., mortality).



		GAINS arise from unexpected increases in FV of 	Plan's Assets & unexpected decreases in PBO ==> decrease pension expense.



		LOSSES arise from unexpected decreases in FV of Plan's Assets & unexpected increases in PBO ==> increase pension expense.



	Where do losses/gains show up?  Do part c. of the Sample Problem.



	B.	Adjust pension expense using a "corridor" approach -- We only address the CONCEPT behind this approach.

		1.	A “corridor” is calculated at the beginning of the year.

		2.	The corridor is a threshold.  Cumulative gains/losses must exceed the threshold to be recognized as part of that year’s pension expense.

		3.	Only a fraction of that excess is included; that fraction is the “amortization of gains/losses” component of pension expense.	



X.	The Minimum Liability

	A.	Minimum Liability = ABO - FV at year-end.

		Use ABO, not PBO (which is larger).

		If FV > ABO, no minimum liability is recorded.



	B.  If Minimum is greater than zero:

		adjust the balance in "Additional Pension Liability".

		Want to have the “Additional Pension Liability” equal to the difference between the recorded liability (or asset!) (i.e., the “accrued/prepaid pension costs”) and the minimum liability of ABO -FV.



		May need to increase the “Additional Pension Liability” or may need to decrease it!

		

		The account to offset the balance in  “Additional Pension Liability”:

If have “unrecognized prior service costs,” then can record an asset that has a balance no greater than the amount of “unrecognized prior service costs.”  Account is “Intangible Asset: Unrecognized Prior Service Costs.”

If have no “unrecognized prior service costs” or if the intangible asset account is already at its maximum, then must recognize a contra-equity account (whose changes enter “other comprehensive income”).	



		Complete parts d & e of the Sample Problem.�Sample Problem  (where the order of the questions has been altered from the original problem)



The following information relates to the defined benefit pension plan of Todd Industries.	

�December 31, 1999�December 31, 2000��Fair value of plan assets�   $ 414,000�$ 517,500��Projected benefit obligation�   487,500�  611,400��Accumulated benefit obligation�   442,500�  555,000��Prepaid/(accrued) pension cost�   (18,300)�    (66,020)��Unrecognized prior service cost�    34,500�    27,900��

�Year 2000��Benefits paid�$ 51,500��Contributions at December 31�  84,600��Expected rate of return on plan assets�  12%��Settlement rate�    10%��

There are no actuarial gains or losses and no unexpected pension gains or losses at December 31, 1999.



a.	Determine the service cost for the year 2000.  You may assume there are no actuarial gains or losses on the projected benefit obligation during 2000.



	

�Sample Problem (continued)



b.	Prepare journal entries required to record the annual contribution to the pension plan and pension expense at December 31, 2000.  













































c.	Determine the actual return on plan assets for the year 2000.  Did the plan have unexpected gains or unexpected losses for the year 2000?  What could cause the unexpected gain or loss? 	

�Sample Problem (continued)



d.	Prepare any adjusting journal entry that was required to ensure the minimum pension liability is recorded at December 31, 1999.  Assume Todd did not want to record more than the minimum pension liability, and had not previously recorded a minimum liability.	

































e.	Prepare any adjusting journal entry required to ensure the minimum pension liability is recorded at December 31, 2000.  Again, assume Todd does not want to record more than the minimum liability.  	
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