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ABSTRACT 1

ABSTRACT

The purpose of this research 1s to analyse the impact of defined benefit pension
schemes on UK corporations. In doing so the analysis contributes to a number of
existing literatures 1n Accounting and Finance. First the thesis contributes to the
accounting literature by analysing the adoption of fair value pension accounting.
Second, I contribute to the extant literature on market efficiency and firm risk by
analysing whether measures of systematic risk, financial risk and operational risk reflect
the underlying risk ot the pension scheme. Finally, the thesis contributes to the
literature on internal capital markets and investment decisions through analysing the

relationship between pension contributions, capital expenditures and firm profitability.

In analysing how fair value accounting of pensions has been implemented I
consider the extent to which managers exercise discretion under fair value accounting
and the value relevance of these disclosures. My main findings can be summarised as
tollows. First, despite little variation in the underlying economic inputs, differences in
stated assumptions across companies, auditors and actuaries are significant. Further, I
tind that the adoption of fair value pension accounting provides value relevant
disclosute and so share prices reflect the value of the underlying pension scheme.
However, managers display considerable variation in conservatism when implementing
tair value accounting and this variation is related to scheme-specific characteristics, such
as asset allocation and pension scheme solvency. Consequently, the chapter argues that
the observed mnconsistency in reporting across firms brings into question the efficacy of

fair value accounting for assessing corporate risk.

LR



ABSTRACT 1

The second research area considers the relationship between measures of
svstematic risk, firm distress and penston risks. My results show that svstematic, default,
financial and operational risks reflect the underlying risk of the pension scheme.
Further, pension scheme asset allocation 1s consistent with active pension risk
management. Managers therefore choose to undertake risk management of pension

risks as opposed to risk-shifting through asset substitution.

The final research area investigates the impact of pension contributions on firm
capital expenditure and profitability. Pension contributions are shown to be a function
of the size of the pension scheme, pension asset allocation and scheme funding. My
results also suggest that firms who pay the highest contributions have lower capital
expenditure and higher profitability. Lastly, I find that contributions are unrelated to

the level of dividends paid or to tixed asset disposals
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[INTRODUCTION

INTRODUCTION

1.1 Introduction

Pensions and the provision of incomes in retirement is one of the biggest challenges
facing developed economies. The rapid fall in mortality rates that has occurred over the
past 50-100 years is the result of much higher standards of living and rapid advances in
medical technology. As a consequence individuals are now longer lived as many of the
diseases that were previously fatal are now treated successfully. The speed of the
medical advances and the impact that it has had on survival rates is startling. In looking
at survivor rates for common cancers the improvement in just the past decade is huge.
Between 1993 and 1995 the 5 year survival rate for prostate cancer in men was 59.8%

while the 5 year survival rate between 1999 and 2003 increased to 74.4%'".

The rapid increase in medical advances and the successful treatment of illness
has increased the average UK life expectancy dramatically. In 1982 the average life
expectancy for a male in the UK at 65 was 13 years. By 2005 however the average life
expectancy at 65 had risen to 17 years. For women the increase 1s from 17 vears to 20
vears. Although this increase 1s not as large as the improvements seem 1n male life
expectancy this is still a large increase in costs as women retire eatlier. The cost of both
state and private pension provision therefore is now considerably higher than previously
estimated. In addition, given how wrong previous estimates of pension costs have been

the possibility of costs increasing further is a verv tangible risk. Such dramatic increases
! Cancer Survival Rates 1993-1995 and 1999-2003, www-statistics.gov.uk.
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in the costs of provision effect both the government and firms, straining the fiscal

budgets of government and the balance sheets of corporations.

In response to this the government have started to undertake reforms to ensure
that thete will be adequate retirement incomes in the future. Many of the solutions for
government that have been discussed, and ate likely to be implemented, are based upon
the recommendations and findings of the Turner Report (2006). The report itself was a
rigorous and comprehensive analysis of the problems facing the current svstem of
pension provision. As well as adopting many of the recommendations of the report, the
government also aims to change the burden of pension provision away from the state to
the private sector. Currently, around 60% of pensions are provided by the state and
around 40% by the private sector. It is the aim of the government to redress the

balance so that 40% of pensions are provided by the state and 60% by the private sector.

Within industry there is a shift from the more generous defined benefit
arrangements to defined contribution schemes. This is in part due to the shift from
state to private pension provision; however the risks associated within defined benetit
pension schemes are considerable. For many firms, and in particular former
nationalised and ‘smokestack’ industries the burden of the defined benefit scheme 1s
huge. This 1s a function of the generous benefits that were put in place and the sizeable
workforces that they employed when the company was formerly nationalised. Coupled

with the dramatic changes in life expectancy the pension scheme 1s now one of the most

significant risks 1n many firms.

This thesis analyses the impact ot defined benefit pension schemes on a sample

of large UK corporations. The thesis will address and contribute to three main areas

surrounding defined benefit pension provision. First, it contributes to the extant

literature on pension accounting and how firms account for their pension schemes.
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Second, it will analyse whether the risk of the pension scheme is reflected in measures

ot market and firm risk. Last, it examines the impact of the pension scheme on the

financial resources of the firm.

The rest of the chapter is organised as follows. Section 1.2 discusses the
theoretical context of the subsequent analysis and the different incentives that affect the
structure, 1nvestment policy and funding strategy of corporate pension plans. Section
1.3 discusses the issues surrounding pension accounting and gives an overview of the
changes to pension accounting that have occurred. Section 1.4 discusses market
etficiency and pension risks. In Section 1.5 the cost of pension provision, firm

investment and performance 1s discussed. The final section 1.6 presents the structure of

the thesis.

1.2 Theoretical Framework and Assumptions

The subsequent analysis in this thesis makes a number of assumptions about complete
markets, perfect markets, informational asymmetry, managerial incentives, labour
market implications and the prevailing tax regime. One of the most important

theoretical considerations is the role of both complete markets and pertect markets.

In a complete market managers of a firm would simply buy insurance to hedge
any shortfall in pension scheme funding. This is important for both the management
and the employees of the scheme. For employees this hedges them against any funding
shortfall and any associated loss in pension benefits. Conversely, tor management this

minimises the cost of pension provision and having to provide additional finance where
funding of the scheme is insufficient in such a situation pension plan funding 1s

irrelevant (Sharpe(19706)).
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In addition to this if perfect markets exist then scheme funding and investment
strategy would again be irrelevant. In a Miller and Modigliani (1958) pertect capital
markets scenatio, where funding shortfalls occur, the management would simply go to
the capital markets to raise finance to fund the shortfall as internal and external finance
are equivalent. Implicitly, the funding of the scheme will not have anv effect on
corporate strategy as the internal resources of the firm will remain the same. However.
due to taxes, informational asymmetry and the costs associated with raising external

finance this 1s not possible.

Underpinning the subsequent analysis I assume that markets are incomplete as
there 1s no insurance for funding shortfalls and that markets are imperfect. This has a
number of implications. First, management must fund the pension scheme through
dedicated financial assets and meet any funding shortfall. In the UK this is very much
the case over the sample period I analyse, as there was no regulatory safety net, unlike 1n
the US where the Pension Benefit Guaranty Corporation (PBGC) provides some form
of insurance coverage. Second, markets are imperfect and so 1t 1s not possible for firms
to simply raise additional finance in the capital markets to meet any deficiencies in

scheme funding, as finance 1s not costless as a result of informational asymmetry, taxes

and transaction costs.

Bringing these two assumptions together this means that first, the management

of the firm must fund the scheme and they must also meet any shortfall in funding.

Second, the management of the firm will fund the scheme from the exisung financial
resources of the firm. As a consequence of this management are going to be concerned
about, the level of funding in the scheme, the cost of provision, the investment strategy

of the firm, the impact that shortfalls have on corporate risk and the investment strategy

of the firm.
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Aside from these theoretical considerations a number of other Important
assumptions underlie my analysis. One situation that is not possible to consider is the
different conflicts that management face when funding a scheme. The decisions that
management make with respect to a given scheme will be closely linked to whether or
not their own personal pension is in the same scheme as all other employees. In this
situation, if managers are rational utility maximising individuals, then it is in their own
interest to fully fund the scheme. Conversely, if managers have a separate scheme from
employees it 1s reasonable to assume that their behaviour would be different as thev

would not gain any personal benefit from fully funding the emplovees’ scheme.

In the subsequent analysis I assume that managers essentially provide the
scheme for employees and that management are not part of the scheme. I make this
assumption as it 1s not possible disentangle where management are part of the company

scheme and where management have a separate scheme.

Despite this conflict, management may have other incentives with regards to the
provision of a pension scheme. One interesting factor with regards to the provision and
security of a pension scheme is the impact this may have on labour matkets. The
provision of a pension can in some respects be viewed as deferred remuneraton. As
such, where firms provide a generous pension scheme, assuming 2 rational labour
market, then this will affect both the ability of firms to attract employees and retain staft.
In addition to this it has been shown that the pension also provides management
leverage with emplovees and trade unions (Ippolito (1985). In situations where
management are negotiating costly wage increases, these can be limited by promising
additional funding to the pension scheme. The provision of such pension benetits can

therefore benefit management in terms of attracting and retaining higher quality labour

while imiting costly wage 1ncreases.
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Managers therefore have to trade off a2 number of incentives in deciding what

level of funding 1s optimal. Managers must weigh up the costs and benetits of fully
tfunding the scheme and the subsequent benefits that thev can derive from the scheme.

Although these issues are of interest, within the subsequent analysis it is not posstble to

empirically test these 1ssues.

Two tinal issues that relate to the provision of defined benefit pension schemes
are the regulatory environment and the tax regime. Over the sample that 1 consider
pension scheme funding was subject to the Minimum Funding Requirement (MI'R).
This however, proved to be an onerous burden on firms with many not being able to
atford the deficit recovery schedules that the MFR imposed. Managers therefore
negotiated with the trustees of the pension scheme and the emplovees with regards to
deficit recovery plans and the rate of additional funding that would be provided. The
regulator, the Occupational Pensions Regulatory Authority (OPRA), at this time was
satisfied with this outcome as additional funding was being provided and so we have a

situation where there is a regulatory expectation that deficits would be funded.

The final issue that has to be considered is the role of taxation and pensions. In
the UK pension contributions, capital gains and interest on fixed income securities are
tax exempt, and so there are benefits associated with operatung a pension scheme.
Management can therefore implicitly pay employees a higher wage without having to
bear the full cost as the contributions to the scheme are tax deductible. A secondary
issue that affects the UK is the abolition of dividend tax relief on equities in 1997-8.
One may expect therefore that this would push tirms away from equities as the realised
return on equities is therefore lower after tax. However, this does not seem to be the

primary factor at work as equities are still the dominant asset in UK penston portfolios.
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In addition to this the government in the 1980’s placed a cap on the maximum
level of funding that a scheme may have. The cap was placed at 105% to prevent firms

trom over-investing in the pension scheme to reduce the taxable profit of the firm.

In considering tax and pensions I believe that the tax costs/benefits of running
pension schemes do not dominate management’s desire to provide pensions. Other
considerations such as the risk of shortfalls, uncapped liabilities and regulatory pressure

to provide immediate financing will play a stronger role in influencing managerial

decision making.

1.3 Pension Accounting

Pension accounting 1s one of the biggest challenges currently facing accounting standard
setting bodies. There are a number of issues that surround what 1s a very complex area.
The biggest source of the controversy is the role of fair value accounting as opposed to
historical cost accounting. The UK adopted a system of fair value accounting with the
introduction of Financial Reporting Standard 17 in 2001.  Subsequently the

International Accounting Standards Board has continued along the fair value path with

the introduction of International Accounting Standard 19.

The use of fair value accounting 1s controversial for a number of reasons. The

marking to market of the pension assets is a relatively straight forward process as the

value of the assets on the balance sheet date can be taken from the prevailing market
prices. The calculation of the liability however is based around complex assumptions
about future rates of mortality for different cohorts of workers, future rates ot intlation
and interest. ‘The liability that is presented in the annual report would be more
accurately described as marked to assumption as opposed to marked to market. Here in

lies the controversy as the choice of the appropriate discount rate, rates of intlation,
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interest rates and future mortality are subjective and are therefore open to a wide rangc

of variation. As a result the liability that is presented mav not be a true representation ot

obligation on the firm.

One of the most crucial aspects of this is the value relevance of the accounting
amounts that are presented in the annual reports. The goal of the financial reports is
simply to present a true and fair view of the firm’s assets and liabilities. In an efficient
market these amounts should be impounded into the share price of the firm. Pension
accounting 1s by its very nature complex and as a consequence the amounts presented in

the financial accounts may be opaque as the market cannot assess them properly.

In tandem with this the process of marking to market potentially exposes the
balance sheet and the profit and loss to a considerable amount of volaulity. The average
pension portfolio consists of 70% equity, 25% bonds, and 5% other assets (cash,
property and insurance contracts etc). In having such a large equity exposure the assets
of the pension scheme will fluctuate up and down with movements in the stock markets.
As a result many firms will report high levels of scheme funding in one year and
substantial deficits in subsequent years. Underlying this problem is the fact that the
financial reports are presenting the level ot funding in the scheme today tor a Labihty

that may be due in 40 years. As such it may be somewhat counter intuitive to look at

today’s market prices.

In chapter 4 1 therefore consider the implementation of FRS-17. I document
the range of assumptions that are adopted across firms, auditors and actuaries. burther,

I analyse the determinants of the assumptions that are adopted by management. Last

test the value relevance of the assumptions and the accounting amounts that are

disclosed 1n the annual report.
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My results ate as follows. I find that the cross-sectional variation in assumptions
I observe across firms cannot be explained by the identity of either the auditor or
actuary of the firm. Further, I find that the assumptions that are disclosed arc on the
whole significantly different from expectations. I present evidence that the choice of
assumption 1s a function of the asset composition of the pension portfolio and funding
of the pension scheme. Last I show that the accounting amounts that are presented in
the annual reports are value relevant and so the introduction of fair value accounting has
resulted in accounting amounts that are impounded into share prices. However, the
variation in assumptions that 1s observed shows that the discretion afforded to

management prevents a ‘true’ picture of the pension scheme ot the firm.

1.4 Pensions, Risk and Market Efficiency

One of the key factors in a well developed financial market is the etficiency of the stock
market. Efficient stock markets should in theory incorporate all relevant information
into stock prices. Under the efficient markets hypothesis (Fama (1966)) the market will
reflect all of the underlying fundamentals of the firm. However, 1n reality there are

situations where the market may not be able to do this. One such situation 1s with

pensions.

The complex way in which pensions are accounted for may prevent the market
from seeing through to the true risks of the undetling pension scheme risks (Jin, Bodie
and Merton (2006)). In such a situation measures of systematic risk may not accuratelv
reflect the risks associated with the pension scheme. Consequently, firms will be

under/over priced and investors will not be able to appropriatelv assess the risk and

return of their investments.
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Pensions and their concomitant risks are also complex as the scheme presents
many different risks. The first is the size of the liability. Large pension liabilities are
inherently risky as they represent a substantial long-term burden on the firm. The level
of tunding in the scheme presents a further risk as the scheme may have a large liability
relative to firm size but be fully funded. If the market is efficient the funding of the
scheme relative to firm size should also be reflected in measures of systematic risk.

Lower levels of funding relative to the size of the firm should be associated with higher

measures of beta.

Another important factor in assessing the risk of the pension scheme is the asset
allocation strategy that the firm adopts. If equity is the dominant asset in the pension
portfolio the funding level of the pension scheme will be subject to a higher degree of
short-term volatility. Essentially significant falls in the stock market will severely reduce
the funding of the pension scheme thereby increasing the risk of the firm. Measures of

market etficiency should therefore retlect this risk.

In circumstances where all of these factors are reflected 1n measures of
systematic risk the market is reasonably efficient. This is important for two reasons.

First, the prices that are quoted in the stock market will reflect this risk. Second, the

market can properly asses the information that is presented in the financial accounts ot

the firm.

The pension however will not just atfect market measures of risk but also

measures of financial distress and operating distress. Large pension liabilines are

associated with higher pension costs. Consequently, the magnitude ot the liabthty will

contribute to increased financial distress within the firm.

Further, the asset allocation of the scheme may be determined by the level ot

financial distress within the firm. If equity is the dominant asset in the porttolio the
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tunding of the pension liability will be subject to higher levels of volatility. As a

consequence of large shifts in the assets of the pension scheme the firm may be required
to provide latge amounts of additional financing and this in turn will increase the
tinancial distress of the firm. Conversely, higher investment of pension assets in bonds
increases the duration of the pension portfolio and creates a more stable pension cost.

In such circumstances the likelihood of large amounts of additional funding being

required are reduced.

As with financial distress firms are also exposed to operating distress. The
generation of low teturns on the assets of the firm may simply be a function of the
operating environment of a given industry. However, the pension asset allocation
strategy should reflect this risk. As with financial leverage the level of equity held in the
pension portfolio will subject the funding level of the scheme to greater levels of
volatility. In response to such shifts the firm may be called on to pay higher
contributions to the scheme to shore up funding. However, due to the low margins of
the firm such large costs will have a detrimental effect on the firm. In response to such
a risk managers may opt allocate a greater percentage of scheme assets into bonds as

this will create a more stable and consistent pension cost.

One final risk that may also be affected by the pension scheme is the probability
of default. The pension liability in many instances is greater than the market value ot
the firm. For some companies, such as British Airways, the deficit ot the pension
scheme is close to the market capitalisation of the firm. In such circumstances where
the pension liability dwatfs the corporation this must impact upon the probability of
default. The size of the scheme, funding of the scheme and the additional financing

that may be required may increase the likelihood of default. Further, pension liabilities

are now classed as debt like obligations between the firm and employees consequently
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the lLiability in many respects is a further debt on the firm and could therefore contribute

towards increased probability of default in the firm.

In chapter 5 I analyse all of these different risks. The first part of my analysis
considers systematic risk and pension risk. I extend Jin, Bodie and Merton (2000) as 1
consider each of the different pension risk components separately. Further, I also

analyse the relation between pension risks and the Fama-French (1993) size and value

risk factots.

I also consider the relation between pension risk and measures of operating and
financial distress as well as the probability of default. In addition to this I test for risk-
shifting and risk management within the pension portfolio in response to higher levels

of operating, tinancial and default risk within the firm.

My results can be summarised as follows. First, measures of systematic risk
reflect the size of the pension liability, the level of funding in the scheme and the asset
allocation. Further, I find that the size and value loading factors from the Fama-French

(1993) 3 factor model also reflect the risks of the pension scheme.

In looking at operating risk, financial risk and probability ot default I find that

higher measures of risk are associated with larger pension labilities and poor levels ot

scheme funding. For my analysis of risk shifting and risk management I find evidence
of risk management by firms that have higher levels of operating risk and financial risk.

However, 1 find no evidence of risk management or risk shifting in response to

increased default risk.
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1.5 Pension Contributions, Internal Capital Markets and

Firm Profitability

The funding of pension deficits through large contributions constrains the resources of
tirms. Under a Modigliani and Miller (1960) costless finance model the tunding of the
pension liability would be financed through external capital markets. In circumstances
where the cost of internal and external finance is equivalent managers would simply opt
to raise finance from the markets and maintain the level of investment within the firm.
However, external finance is not costless as a result of information asymmetries, taxes
and costs of issuance (Rauh (20006)). Managers will therefore opt to utilise the internal

resources of the firm.

For management there are a number of internal resources that could be
exploited to provide large contributions to the scheme. These resources would have to
allow management a hjgh degree ot discretion over the assets as well as being substantial

enough to make an impact in the deficit of the scheme. Three such internal resources

are capital expenditures, dividends and asset disposals.

The most obvious choice of internal resource for management to exploit is
capital expenditure as this affords them the greatest level of discretion. However, in
choosing to reduce capital expenditure to fund the pension scheme will obviously
decrease investment in the firm. Managers may therefore have to forgo profitable

projects that they would otherwise have invested in. As a result the profitability of the

firm may reduce as a consequence of having to fund the pension deticit

Another potential source of funds is dividends. For many firms dividends are a

significant cash outlav. As such managers may tap into this resource. Dividends

however act as a signal to the market (Battacharva (1979) and Miller and Rock (1985)).
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In reducing dividends to fund the pension deficit this would convey negative news to

the market and consequently the share price of the firm may fall.

Asset disposals are also a potential source that managers mav utilise to fund a
pension deficit. Managers may opt to sell off obsolete assets or assets that have a high
market value and can be substituted with low cost alternatives. One such case would be
to sell some of the property owned by the firm and purchase cheaper property or even
lease premises. This outcome is complex, however, when faced with the market
implications of cutting dividends or the loss of potentially profitable investments this
strategy may be the most optimal choice. There are also real life examples of such
complex strategies. The Pensions Corporation fund pension deficits in exchange for the

ownership and lease back of the IT facilities of the corporation whose deficit thev fund.

Profitability is also a major factor in looking at the impact of large contributions
to fund pension deficits. As a result of pension deficits being funded from the internal

resources of the firm, profitability may be impacted upon. There are two potential

outcomes if this i1s the case. First the funding of the pension deficit may reduce
profitability as the firm has to reduce investment. Consequently, managers are unable to
undertake all of the profitable investments that are available to the firm. However,
there are also potential upside benefits to having to pay large contributions to the
pension scheme. The large contributions may reduce excessive free cash tlow in the

firm and reduce overinvestment and empire building. Potentially, large pension

contributions may reduce agency issues and its associated costs and improve

profitability in the firm through more efficient asset allocation strategies.

In chapter 6 I analyse the relation between large pension contributions, internal
capital markets and firm profitability. 1 firstly document the relationship between

scheme size, asset allocation and funding levels. Further, following Rauh (2000) 1 test
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the relaton between capital expenditure and large pension contributions. I extend this
analysis by testing other potential sources of internal finance that managers mayv cxploit

namely dividends and asset disposals. Last I analyse the relationship between firm

profitability and large pension contributions.

My final set of results can be summarised as follows. First, I show that the
contributions paid to the scheme are a function of the size of the pension scheme, the
level of funding and the asset allocation of the scheme. Further, consistent with Rauh

(2000), capital expenditures fall in response to large pension contributions. In addition
to this I find that the level of dividends paid and asset turnover within the firm are
unaffected by large contributions to the pension scheme. Finally, I find that the
profitability of those firms that pay the largest contributions is higher. This is consistent
with a reduction in agency costs within the firm as there is a2 more efficient use of firm

assets and a reduction 1n over investment within the firm.

1.6 Structure of the Thesis

The rest of the thesis is set out as follows. Chapter 2 presents an institutional setting
with an extensive discussion of the evolution of pension accounting in the UIN from
SSAP-24 to FRS-17. Chapter 3 provides a detailed description of the data, the
challenges that the data presents and descriptive statistics of the data that will be used in
the subsequent analysis. Chapter 4 is the first empirical chapter and analvses how tirms
account for their pensions under FRS-17 and the value relevance of the new standard.
Chapter 5 is the second empirical chapter and presents my analysis of risk and pensions.
Chapter 6 is the final empirical chapter and present my analysis of pension contributions,
internal capital markets and firm profitability. Chapter 7 concludes with a summary ot

myv main findings and contributions as well as suggestons for further research.
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ACCOUNTING FOR PENSIONS

2.1 Introduction

This chapter provides a detailed summary of the evolution of pension accounting in the
UK. The chapter presents the historical development of pension accounting in the UK
from Statement of Standard Accounting Practice 24 (SSAP-24) to Financial Reporting

Standard-17 (FRS-17). In tandem with this I highlight the issues and concerns that

emerged over time and the main features of each new standard.

The chapter itself is expansive and covers not only the evolution of pension
accounting from the mid-1980’s but also the role of the actuary and the issues associated
with the fair value approach that the Accounting Standards Board have subsequently
adopted. 1 discuss the role of the actuary and the complications surrounding pension
calculations as they are inextricably linked to the development of how pensions are
accounted. One very clear result of this discussion is the complexity that underlies any
method of pension accounting. The chapter also highlights some of the issues

surrounding the role of fair value accounting for pensions. I finally arrive at the

disclosure requirements of Financial Reporting Standard-17.

The rest of chapter is set out as follows. Section 2.1 provides the background to
SSAP-24 and some of the issues that early standards tried to address. Secuon 2.2
discusses the role of the actuary in pension accounting. Section 2.3 presents how

pensions are accounted for under SSAP-24. Section 2.4 provides the background to the
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development of FRS-17. Section 2.5 discusses the use of market values in pension

account and the final section 2.6 presents the accounting disclosure requirements of

FRS-17.

2.2 Background

Since the early eighties there have been a number of significant changes to the
accounting treatment of company pension schemes. The main objective of the
accounting standards has been to increase disclosure and transparency as to the true
position of company pension funds. In doing so the users of financial accounts should
be able to compare, the current cost, scheme liability and funding level when analysing
the annual reports of firms. However, due to the complex nature of the problem there

are a number of issues that have arisen with each of the standards®.

In 1983 the UK Accounting Standards Committee (ASC) introduced Exposure
Draft 32 (ED 32) “Disclosure of Pension Information in Company Accounts”. This
was the first real move towards fuller disclosure as there was little prior to this. The lack
of disclosure meant that it was not possible to adequately assess the current state of a
company’s pension fund, that is to say the current liability or the magnitude ot any
future liabilities. However, this Statement of Recommended Practice (SORP) did not

consider the measurement methods used to artive at the liability, and more significantly

it did not consider the pension cost to the company.

Further, ED 32 did not state how any surplus/deficit should be accounted for.
This is one of the kev issues in looking at the position of a pension fund. Consequently,

after a consultative process the ASC issued ED 39 (1986). The most significant

> This Chapter covers much of the discussion surrounding the different discussion papers and
consultation documents that were released throughout the evolution of UK pension accounting.
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improvement to the previous SORP was to account for the pension cost on a “regular
and systematic basis over the service lives of employees”. In doing so, the costs of

providing benefits are matched with the benefits received.

Another key part of the new SORP was its differential treatment of surpluses
and deficits, unlike ED 32, that did not make this distinction. At the time of ED 39
there were many pension funds that were on payment holidavs (where no contributions
are made to the pension scheme). The payment holidays were a function of past
downsizing and high levels of return on current pension investments. This, in turn,
translated into a false increased profit level as the cost of the pension scheme

?}

contributions was lower. However, ED 39 stated that anyv surplus must be spread over

the remaining service lives of employees.

Another significant change was the enactment of the Finance Act 1986. This
was a wide-ranging piece of legislation that attempted to remedy the problem of
excessive pension fund surpluses that capped the maximum level of funding to a
pension scheme and placed a cap on the maximum surplus a fund could have. The Act
placed a2 5% cap on scheme sutplus, the assets in a scheme could therefore not be

greater than 5% over the total liability of the fund. A number of options were provided

on how to allocate any surplus above this level.

A scheme could reduce the surplus to the 5% maximum allowing for the tax
benefits a scheme received to remain in place. The first option made available for
allocating the surplus was that it could be refunded as a lump sum to employers;
however, such a refund was eligible for tax as no tax had been paid upon the capital

gains while invested in the scheme. Few firms therefore took advantage of retunds. A

31n this situation profits can be inflated by taking payment holiday as this pension cost 1s a
significant portion of total payroll costs. Consequently, the contribution holiday reduces pavroll
costs and 1ncreases profits.
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payment holiday or a petiod of lower contributions was also an option, although a 5-
year maximum was placed upon this. The pension fund could increase the final benetits

that the scheme provided. The 1986 Act also allowed for firms to mix all of the options.

2.3 Pension Costs and the Profit and Loss

The significance of pension costs to a firm is not always clear in company accounts and
the implied liability is often misunderstood in the analysis of a firm’s pension scheme.
Pensions are firstly part of an employees’ remuneration package. Consequently, the cost
of pension provision is a significant percentage of total payroll costs. However, due to
the complex and long-term nature of the pension liability, it is problematic to account
consistently from year to year for the true cost and hability facing a firm arising from

providing a pension scheme to employees.

2.3.1  Different Types of Pension Schemes

There are 2 number of schemes that are available to employees and these schemes oftfer
different levels of pension income and pension rights to employees. The most common

schemes are defined contribution schemes and defined benefit schemes. There are
however ex-gratia pension schemes. These schemes are applied on a case by case basis
where there has been no prior formal arrangement or legal obligation on the employer

to provide a pension scheme to employees.

The first common type of pension scheme is a defined contribution or money
purchase scheme. Under this arrangement contributions are paid by the employer to
the pension scheme on an annual basis. The most important factor here is that the
emplover is under no obligation to provide a specified level of benefits on retirement.

Consequently, the pension that is received is dependant upon the level of contributions
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paid to the scheme and the return on the pension scheme investments (assets). The

cost to an emplover can, therefore, be measured with a high degree of certainty as it is

simply the cash contribution.

The second defined benefits scheme is more complicated than a defined
contributions scheme. Such a scheme is dependant either on the average earnings of
employees, or more commonly, their final salary. Due to the uncertainty over what the
average salary of an employee will be, or what their final salary will be, there is a

significant and complicated problem as to how an annual cost can be calculated to meet

the company’s obligations.

This problem is exacerbated by the uncertainty over whether or not the
scheme’s assets will be adequate to meet the scheme’s liabilities. Essentially, if the
return on investments and contributions is not sufficient to meet the scheme liabilities
then the scheme will be in deficit. Further, the actuarial assumptions about future rates

of mortality, interest rates, and inflation all affect the solvency of a scheme and the

schemes ability to meet their pension obligations.

To further complicate the issue of how to account for defined benefit schemes,
the scheme is a legal promise by employers to provide a specific level ot retirement
benefits to employees. In this situation, if the return on the pension assets 1s
insufficient to meet the pension liability the company is legally bound to cover any short

fall from corporate profits.

Alternatively, if a pension scheme had a surplus (pension assets ate greater than

pension liabilities) this can benefit the company. This could result in 2 payments holiday,
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reduced contributions or a rebate’. All of which are governed by accounting regulations

and statute law.

Pension funds can also be classified as funded or unfunded schemes. For a
scheme to be funded it will involve contributions from an employer, and usually an
employee, that are paid into a scheme where thev are invested in financial assets. An
unfunded scheme is one where the benefits are paid directly by an employer. The
accounting standard however, applies to both types of scheme as the cost of pension

provision must be accounted for in the annual report.

2.4 The Role of the Actuary

In seeking to provide usetul disclosures about pension schemes it 1s necessary to rely on
actuarial advice, to cost the pension scheme as well as for advice in administering a
scheme. For a defined contribution scheme it 1s not necessary to use an actuary to
calculate the annual cost as the scheme 1s simple to administer. However, in arriving at

a cost for a defined benefits scheme it is essential to applv actuarial methods and

techniques.

Actuarial calculations are the most appropriate method for assessing the
position and associated costs of defined benefit schemes. Such schemes are extremely
complicated to cost as they are sensitive to small changes in assumption as a result ot

their long-term in nature. The cost calculation can therefore be significantly atfected by

the model used and the assumptions that lie behind the cost calculation.

[n performing a calculation an actuary must consider many factors that are

extremely sensitive to wider economic circumstances and difficult to predict. These

+ All ot these terms are discussed in greater detail later in the chapter.
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include future rates of inflation, pay Increases, pension contributions, return on

Investments, increases to the number of members in a scheme, the demographics of a

scheme, and mortality rates.

“An actuary will therefore make assumptions about all of these factors as a whole. .-1ny
assuniptions are mutually compatible, in the knowledge that, if experience departs from the assumptions

made, the effects of such departures may well be offsetting, notably in the case of investient yields and

increases in prices and earnings’.”

Actuaries also structure funding plans for pension schemes to allow them to
accumulate assets over time to enable the scheme to meet the pensions liabilitv. In
theory this accumulation will be performed in a prudent and controlled method,
allowing for pensions to be provided without impacting upon a firm’s cash flow.
Underlying any funding plan 1s the objective that the present level, and estimated future

levels, of contributions will be sufficient to meet the hability ot the scheme.

There are a2 number of methods that actuaries apply 1n calculating the
contribution levels of a scheme. However, one of the most common objectives 1s to
achieve a level contribution rate over future pensionable service. One example of
assumptions that can be applied to reach a level contribution rate, using accrued
benefits methods, is that the new entrants to scheme will not affect the average age ot
the workforce. Alternatively, the prospective benefits method only looks at the current

workforce, and then arrives at a contribution rate that will remain stable regardless ot

changes to the workforce size and age profile.

In both of these assumptions there are two of the key economic tundamentals
that underpin pension provision. The first is the ratio of workforce to pensioners. It

this ratio remains stable overtime then pension provision is less problematic, assuming

> SSAP-24 paragraph 9.
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that the return on investments is sufficient to meet the scheme liabilities. The second is
the impact of increasing longevity (stochastic mortality). This is a much more
complicated factor and requires either an increased level of contributions or later
retirement as the scheme must provide a pension over a much longer time horizon.

Implicitly the prospective benefits method therefore will result in a higher rate of

contributions than the accrued benefits method.

Another key factor here is the impact of discounting and reporting present
values in pension costs and the scheme assets and liabilities. In accounting there is no
time value of money considerations, and accounting values are predominantly reported
at current values. However, the role of discounting has a serious impact upon the
current and future cost of a pension scheme. Consequently, if there i1s a change to the
prevailing interest rates between contributions the etfect 1s not material and can be
broadly ignored. However, if the changes in interest rates are expected to persist the
situation resembles that of an unfunded scheme’. Therefore, a change to the charge

(contribution in funded scheme) and interest on the unfunded lLiability will have to be

adjusted.

In assessing a scheme and applying a funding plan, the actuary sets out a general
plan for the cost of providing a pension scheme. However, due to the long term nature
of the problem then it is possible that a deficit can occur. If the deficit is not expected
to be offset by future surpluses, or the circumstances that have given rise to the deticit
are expected to remain, then it is necessary for additional contributions to be made. It s
also possible for firms to increase contributions at one period in time to reduce future

payments.

° In an unfunded scheme the charge to the profit and loss is reviewed, discounted and adjusted
each year based upon the charge and interest on the unfunded liability.
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There are 2 number of options open to companies for doing so. The firstis to
have a period of increased contribution levels. The second is a lump sum payment that

will reduce future liabilities. The third is to pay lump sum contributions over a period

of time.

Regardless of expectations about increased contribution levels or lump sum

payments to the scheme, the underlying principle of level contributions will be applied

n calculatjng the annual pension cost.

2.5 Accounting for pensions under SSAP-24 1988

The accounting objective ot SSAP-24 was that;

“From the point of rien of the employee a pension may be regarded as deferved remuneration,
Jrom the point of view of the employer it is part of the cost incurved in oblaining the employee's services.
The accounting objective therefore requires the employer to recognise the cost of providing pensions on a
systematic and rational basis over the period during which be derives benefits from the employees’ services.
Many companies have until now, simply charged the contributions payable to a pension scheme as the
pension cost in each accounting period. In future, in order to comply with this statement, it null be

necessary to consider whether the funding plan provides a satisfactory basis for allocating the pension cost

fo particular accounting periods.”

2.5.1 Defined Contribution Schemes under $5.AP-24

Under SSAP-24 there was no change to how defined contribution schemes are

accounted for. This is because at any one point in time the employet’s obligation 1s only
the amount of contributions that thev must pay to the fund. The cost 1s, theretore,

simply the amount of contributions pavable in respect of a particular accounting period.
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2.5.2 Defined Benefit Schemes under §5.4P-24

In accounting for defined benefit schemes, the standard accepted that actuarial
valuations and assumptions are necessary to arrive at an annual cost for the provision of
the pension scheme. The method used, however, must be one which satisfies the
accounting objective of the standard. In applying a model the actuarial method must
allow for, full provision being made over the service life of emplovees’ for the expected
cost of providing a pension in retitement, the effect of increased future earnings
(including merit increases), up to the estimated retirement date, early retirement or

death 1n service.

The calculation of the cost should also be based upon the most likely scenario
and not on outcomes that are unlikely to occur. Further, the methods that are applied
should be consistent from year to year and should be disclosed; as should any change to

the actuarial method. In circumstances where a change of method occurs this must be

quantified to show the impact of the change.

In calculating an annual pension cost for a company, a regular cost must be
calculated. Essentially this will form a large percentage of the total payroll costs based
upon the actuarial method that is applied. This can be seen as the basis for calculating

the regular cost in accordance with the accounting objective as long as this cost will

make full provision for benefits over the service lives of employees.

However, there are a number of factors that can result in variations from the

regular pension cOst:

1) A surplus or deticit;

2) The effects on the actuarial value of accrued benefits of changes in

assumptions or model;
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3) Subsequent changes in benefits or in conditions;

4 Increases to pensions in payment or to deferred pensions for which

provision has not been made;

In providing defined benefit schemes for employees companies will experience
both surpluses and deficits. This occurs as changes to the return on assets, mortality,

earning estimates etc. All of which, impacts upon both the ultimate liability and value of
assets in a scheme. To account for such changes, the current and future costs that are
charged to the company should be adjusted either by increasing or decreasing the cost,

thereby allowing the company to meet their final liability.

The standard states that the normal period for such adjustments, for both
surpluses and deficits, is the remaining service lives of current employees’. It is also
permissible to spread this cost over the average service lives of emplovees. This period
will change from scheme to scheme and over time, and will be based upon actuarial

estimates. Where:
For a surplus:
Regular Cost — (Surplus/ Arverage Remaining Service Lafe)
And for a deticit:
Regular Cost + (Deficit/ Average Remaining Service Life)

In an attempt to limit volatility in the profit and loss, there are only limited
circumstances that allow for a surplus or deficit to be accounted for in a single vear. For

a situation to fall out with the scope of the standard, events that are not within the

capacity of actuarial esimates must occut.

" This will be adjusted to include expected withdrawals from the scheme.
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First, 1f a company has experienced a large restructuring resulting in a much
smaller number of employees. In this situation, anv surplus or deficit falls upon those

who are no longer employees, to spread either the benefits or costs over those who are
still within the scheme would not be fair. Second, under the Finance Act (1986) firms

can realise a refund from a surplus in the vear that it is received, although full disclosure

about the surplus is still required.

These circumstances do not however apply to anv periods of changes to
contribution levels to account for a surplus or deficit. In these situations the increase or
decrease to the level of contributions will be accounted for in the vear/vears in which
they occur. This also applies to contribution holidays, although such events are
foreseeable they are to be accounted for in the period 1n which they occur and the

benefit cannot be accumulated 1into one accounting year.

There is one final set of circumstances that allows for a ‘material deficiency’ to
be recognised in one year. If there has been mismanagement of the funds assets then
prudence requires the firm to realise this loss over a much shorter time period. This
situation also falls out with the scope of actuarial assumptions. Due to the impact that
this would have on the scheme liabilities, then it is not prudent to account for this over

the remaining service lives of employees, as it could lead to shortfalls.

2.5.3  Accounting for Changes to Actuarial Assumptions and | aluation
Methods

Changes to the assumptions and model that are used to analyse the scheme assets and
liabilities and therefore the current cost of benefit provision are treated in the same way
as other changes. These changes are not exceptional; consequently, changes to the

estimated costs and contribution rates should be spread over the remaining service lives

of emplovees.
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As with changes to assumptions and valuation methods, subsequent changes to

the level of benefit provision should be accounted for over the remaining service lives

of employees. Further, if a surplus is allocated to increase the benefit provision to

employees, the surplus should be allocated over the remaining service lives of employees.

2.5.4  Increases to Pensions in Payment and Deferred Pensions

Limits to increases in pension scheme contributions will be stated within a scheme’s
tules and trust deeds. However, it 1s possible that the rules mav be changed to allow for
an increased level of contributions. This may arise through negotiation with emplovees,
trustees or unions. For detferred pensions UK law specifies that there needs to be a
minimum level of provision. Such changes to the scheme should be accounted for
within the actuarial assumptions. The change to the cost should therefore be charged
over the remaining service lives of emplovees. Any exceptional change that is out with
the scope of the actuarial assumptions will contribute towards the creation ot a surplus

or deficit.

Discretionary increases may also occur through the life of a pension. However,
if a discretionary increase becomes regular, then it i1s no longer discretionary, and
therefore becomes part of the regular cost. Such increases can be paid by the employer
directly or they can be paid from the scheme itself. Further, discretionary increases may
be subject to a review as they are not part of any commitment that the emplover has
made. However, once in place such increases in benefits will be expensed over the

service lives of employees and will encompass part of the actuatial valuation method.

If there 1s a one oft pavment this should be treated as an ex-gratia payment.
Consequently, the cost of such a payment should be accounted tor in the vear in which

it occurs, and not spread over the remaining service lives ot employees. The treatment
L-’ il
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ot providing ex-gratia pensions for certain emplovees is the same as for non-recurring

discretionary payments.

2.5.5  Accounting for Different Company S chemses
There are a2 number of schemes that could be classed as hybrid schemes. Such schemes
combine features that are common to both defined contribution and defined benefit
schemes. In trying to account for such pensions, it is necessary to assess what npe of

scheme 1s closest to the pension scheme in operation. This can be conducted through

an examination of trust deeds and how the scheme i1s operated. Whereby;,

T'he accounting treatment that should be applied will be dependant upon the underlying substance of the

§
scheme’’

In looking to companies that provide international pension schemes, the
standard requites that there should be a consolidation between the domestic and foreign
schemes under the rules of SSAP-24. There are only two exemptions, and they occur in
special cases as the standard recogruses that foreign obligations are as important as

domestic obligations in determining the true position of a company’s pension scheme.

One exemption will be where the foreign obligation is fundamentally ditterent
from the UK obligation. One such situation would be where the firm has to pay into a

national pension pot and so the obligation here are essentially different from the Uk

defined benefit or defined contribution costs.

The second exemption is more encompassing, that is where there is not enough

accounting disclosure or actuarial disclosure to adequately assess the foreign scheme
under the standard. In this situation however, there should be a disclosure of the

pension cost that is attributable to the foreign scheme and that a measure ot the foreign

3 SSAP-24 paragraph 39.
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liabilities to the foreign assets should be given. This will allow for a more accurate

picture of the companies overall pension liabilities.

Further to this, the company must account for subsidiary schemes in a similar
way to which international schemes are accounted for. The main company should
therefore show the full liability for the group as a whole. The subsidiary company
should disclose the name of the holding company that bears the ultimate responsibility

for the pension liability.

2.5.6  Disclosure Requirements mnder §S.AP-24

In line with the accounting objective and the general movement towards greater
transparency, the information that is presented should give the user of financial
statements a true view of the impact of the pension scheme and its” liability on the

group’s and/or company financial statements.

For a defined contribution scheme it will usually suffice to indicate the nature of

the scheme and the amounts included in the profit and loss account and the balance

sheet.

For a defined benefit scheme more extensive disclosures are needed. This 1s due
to the complex long term nature of problem and the uncertain liability that it places
upon the firm. Disclosures that are required include the accounting policy, the actuarial

valuation method and assumptions, the cost charged, with explanations ot the cost, and

certain actuarial valuation information.

As a result of the long term nature of the problem, it is also required that the
disclosures are not only in relation to the financial statements, but also to future changes.
Anv significant changes to the future costs that are expected under the current methoa

of actuarial valuation and assumptions applied should be reported. There should also
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be a disclosure with regard to variation in the contribution rates, as the actuarial

valuation method that is applied should lead to level contribution rates. This will usually

result in disclosures about how new entrants to the scheme are incorporated’.

In addition to these much more extensive disclosures, the standard requires that

there should be a report of the most recent formal actuarial valuation or a review of the

scheme on an ongoing basis. This should include disclosures about the market value of

scheme assets and the level of funding in the scheme. Further, it these values have

changed significantly between the tormal or on going valuation, then there should be a

disclosed adjustment figure so that the reported values are closer to their true value'.

2.5.7  Formal Disclosure Requirements (SSAP Paragraphs 87 < 88)

The tollowing disclosures should be made in respect ot a defined contribution scheme:

a) the nature of the scheme (defined contribution);

b) the accounting policy;

C) the pension cost charge for the period;

d) any outstanding or prepaid contributions at the balance sheet date;

The following disclosures should be made in respect of a defined benetit scheme:
a) the nature of the scheme (defined benefit);
b) whether it 1s funded or unfunded;

C) the accounting policy, and if different, the funding policy;

> As explained in the assumptions of both the prospective benefits and accrued benetits
examples.
" This would occur if there was a significant change in the level of contributions or in

performance of the stock market between the assessment of the scheme assets /funding and the
release ot the annual report.
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d) whether the pension cost and provision (or asset) are assessed in
accordance with the advice of a professionally qualified actuary and, if so,
the data of the most recent formal actuarial valuation or later formal
review used for this purpose. If the actuary is an employee or officer of

the reporting company, or of the group of which it is a member, this fact

should be disclosed;

e) the pension cost charge for the period together with explanations of
significant changes in the charge compared to that of the previous

accounting period;

f) any provisions or prepayments in the balance sheet resulting from a

difference between amounts recognised as cost or funded or paid

directly;

g) the amount of any deficiency on a current funding level basis, indicating

the action, 1f any, being taken to deal with it 1n the current and future

accounting periods;

h) an outline of the results of the most recent and formal actuarial valuation

or later formal review of the scheme on an on going basis;

This should include disclosure of:

(1) the actuarial method used and a brief description of the main actuarial
assumptions;

(11) the market value of scheme assets at the date of their valuation or review;

(111) the level of funding expressed in percentage terms;
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(Iv)  comments on any material actuarial surplus or deficiency indicated by (1)

above;

1) any commitment to make additional payments over a limited number of
years;

) the accounting treatment adopted in respect of a refund made in

accordance with the provisions of paragraph 83 where a credit appears

in the financial statements in relation to it;

k) the details of any expected effects of future costs of any material change

1n the groups and/or company’s pension arrangements;

2.6 Background to FRS-17 — ASB Discussion Paper (2000)

SSAP-24 was found to have two main flaws:

1) There were too many options were available to the preparers of accounts,
leading to inconsistency in accounting practice and allowing employers a

great deal of flexibility to adjust results on a short-term basis.

2) The disclosure requirements did not necessarily ensure that, the pension

cost and related amounts in the balance sheet were properly explained in

the accounts.

Despite the attempts of SSAP-24 to increase the disclosure of information

regarding defined benefit schemes, problems still existed in trying to account for such

schemes. How to arrive at a representative and useful cost for such schemes remains
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extremely complicated. The nature of these schemes means that, it is not possible to

arrive at a tull cost for providing such benefits to an emplovee, until all recipients die''.

For accounting purposes the cost of providing these benefits needs to be spread
over the service lives of employees. However, the cost is dependant upon the length of
service, length of retirement, return on investments, interest rates, inflation and final
salary. The number of significant variables and assumptions that are applied to arriving

at a pensions cost is the fundamental flaw in SSAP-24. The standard requires,

“the emp/q)/er fo recognise the cost of pmw'dz'ﬂcg penstons on a systematic and rational hasis over

the period during which be derives benefits from the employees’ services”

The scope of the definition was too wide and the standard is not prescriptive.

The objective allowed for the use of models and assumptions that will satisty the
standard, but were actually insufficient for disclosing useful or comparable pension

values. The accounting objective therefore allowed for the short term manipulation of

the pension COSt.

“the standard in its’ present form allows employers a great deal of flexibility to adjust results
on a short term basis, substantially impairs an uninformed reader’s ability to make judgements about

annial pension costs, and in practice prevents any general attempt to compare one employer’s pension

1)

cost with another’s by adjusting one or both to a common calculation basis”.

“To increase the comparability between entities and to make accounts more comprenensible the

[ICAEW believe that the number of options in SSAP-24 should be rednced”

The ASB conclusions are;

11 'This refers to the direct benefits an employee will receive and any death 1n service benetfits.

12 Paragraph 10 Pension Research Accounting Group Report (PRAG) 1992.
13 Pﬂragmph 7(d) Institute of Chartered Accountants in England and Wales Report (ICAEW)

1992.
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... based upon the belief that an employer has an obligation to meet the pensions promised to
eriployees and that the obligation is the liability for pension benefits earned by ermployees to the balance

sheet less the assets set aside to meet the obligation. It is sometimes suggested that the acconnts of the
pension scheme shonld be consolidated in the group accounts of the sponsoring employer or that the

liabilities for pension benefits and the assets set aside to meet it should be presented as separate items on

the face of the employer’s ba<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>