Section B -Tw0 questions ONLY to be attempted
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(a)

Accounting for retirement benefits remains one of the most challenging zreas in financia reporting, The valuas being
reported are significant, and the estimation of these values is complex and subjective. Standard setters ang preparers
of financial statements find it difficult to achieve a measure of consensus on the appropriate way to deal with the asseis
and costs involved. SSAP24 Accounting for Pension Costs’ focused on the profit and loss account, viewing retirement
benefits as an Operating expense, However, FRS17 ‘Retirement Benefits’ concentrates on the balance sheetand the
valuation of the pension fund. The philosophy and rationale of the two statements are fundamental!y opposed.

Required:

() Describe four key issues in the determination of the methog of accounting for retirement benefits in respect of
defined benefit plans; {6 marks)

(i) Discuss how FRS17 ‘Retirement Benefits' deals with these key issues and to what extent it provides solutions
to the problems of accounting for retirement benefits, (8 marks)

A, a public limited Company, operates a defined benefit pension scheme. A full actuariaf valuation by an indepandent
actuary revealed that the vaiue of the pension liability at 31 May 2000 was £1,500 million, This was updaied in
31 May 2001 by the actuary and the value of the Pension liability at that date was £2,000 million, The pension
scheme assets comprised mainly UK bonds and equities and the market value of these assets was as follows:

31 May 2000 31 May 2001

£m £m
Fixed interest ang index linked bonds (UK) 380 600
Equities (UK) 1,300 1,300
Other investments 290 450
1.870 2,950

The pension scheme had been allered during the year with improved benefits arising for the employees and this
alteration had been taken into account by the actuaries. The increase in the actuaria lizhility in respect of employes
Service in prior periods was £25 million (past service cost). The increase in the actuarial liability resulting from
employee service in the turrent period was £70 million (current service cost).

The company had paid contributions of £60 million tothe schemea during the period. The COmpany expects i1 refurn
on the pension scheme assets at 31 May 2001 1o be £295 million and the interest on pension liabilities 1o be £225
miliion.

The company anticipates that a deferrec! tax lizbility will arise on the surplus in the scheme. Assume Corporation Tax
is at a rate of 30 Der cent.

Fequired;

i) Showthe amount which wifl ha shown as the nat pension asset/pension reserve inthe balance sheet of A pic
as at 31 May 2001 under FRE17 'Retirement Benefits', (comparative figures are not required). {4 marks)

{i) Showa reconciliation of the movementin the pension surplus during the year stating those amounts which
woulc be charged to operating profit and the amounts which would he recognised in the Statement of Tota]
Recognised Gains and Lossas (STRGL), utilising FRS17 ‘Retirement Benafits’, {7 marks}

{25 marks)



(i)

There are many issues surrounding the determination of the methad of accounting for retirement benefits. The main objectives of
recent accounting standards internationally and FRS 17 'Retirement Benefits’ have been to ensure that the financial staterments
reflectthe assets and iiahilities (and changes in values therein) arising fram an employers retirement benafit obligations and that
the respective operating costs are recognised in the acceunting peried. Thus one key issue is whether the accounting objective
should be to view pensions as an operating expense and seek to provide far the projected cost over the pensionar’s years of
employment thus applying the matching concept and focusing on the profit and loss account or fo concentrate on the catance sheet
and use current values.

Other issues which require atlention are as foliows:

(i)  The determination of the pension expense: there is a nesd to establish an appreach for the recognition ang
measurement of the retirement benefit expense, The question arises as to the method to be used. A cash or
accruals basis could be adopted, or one based upon a funding objective whereby assats are built up in the
scheme.

(i) Valuation of Plan Assets: the question arises as to whether plan assets should be recagnised on the balance shest
as if the assets ‘belong’ to the company. This oremise is questionable in law and in terms of economic reality.
Additionally at what value should these assets be recognised, Various suggestions include market vaiue
approaches cr fair values.

(i) Measurement of Plan liakilities: the scheme liabilities need to be valued using an aciuarial or market vaive
approach. As there is no active market for most defined benefit scheme liabiiities, actuarial techniques have to ca
used. However, there are two alternative actuarial methods which could be usec - the accrued benefits methous
or prospective benefits metheds. The main difference between them is the treatment of the time value of money,

{ivl Frequency of actuarial valuations: the patential problem for companies is the onerous nature of such valuations
and the impracticality for preparers of financial statements.

(v} Recognition of actuarial gains and losses; the guestion arises as to whether these gains and losces shouid he
recognised over the service lives of the employees or recorded in the Statement of Total Recognised Gains ang
Losses or recognised in the profit and loss account if they excead a precetermined amount. The protiem fzcing
standard setters is how to deal with any volatility that may arise as a result of actuarial gains and lossas.

(vii as
scheme's liability immediately. The question arises as to how the cost should be recognised in the perform
statements. The cost could be offset against any surplus in the scheme, or recognised aver the remainii

lives of current employees or immediately recognised in the profit and loss account.

Plan amendments: the decision to improve banefits or award new tenefits in relation to past service increases the
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There are other issues which could be mentioned. For examnple the nature of any discount raie used, or the date of the
actuarial veluation.

Candidates need only mention four of the above issuss,

FRE17 follows the views of the draft Statement of Principles by concentrating on 2 balance sheat perspact
retirement benefits and focusing en the use of current values. The surpius or deficit in the fund is to
annually with assets being rmeasured at their fair vaie at the baance sheet date. The scheme liab
measured an an actuarial basis using the projected unit credit method and a discount rate that reflects th
of money and the characteristics of the listility. The rate can be assumed to te the rate of return on
corporate hond of equivalent currency and term to the scheme fiatiiities. The net emount anpears in the
balance shest as an zsset or liability.

Full actuarial valuations should oceur at intervals not exceeding three vears witn the actuary FEViEWING The moai racent
actuariai valuation at ihe balance shest date updating it to reflect current conditions. Actuarial gains and iosses
De racognised in the STRGL. Past service costs snould be recognised in the pralit and ioss accourt over the
which the increases in benefit vest. If the benefits vest immediately, the past service cost shouia pe
immediately.
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However, FRS17 does not provide all of the solutions 1o the problem of accounting for retirement benefiis, Under FRS17
companies are concemed about the vaiatile nature of pension charges in the profit and loss account in tnie form of the
‘expected return on assets’ as the higher the asset value of equities then the higher will be the ‘expected reiurn on assets’
figure and since the equity market is volatile, so will the calculated return figure. The profit and loss account centaing
only estimatec figures {currant and past service cost and .net returns on the pensior scheme) with all exoerience g2ins
being taken to STRGL. The effect is to report estimated numbers in the profit and loss account and variances from them
in the STRGL, and because of the subjective and sensitive nature of these numuers, FRS17 leaves the doer ogen for
further manipulation of reported profits/losses.



(i)

(i)

Net pension assets/Pension reserve as at 31 May 2001

£m
Fixed interest and index linked bonds 600
Equities 1,900
Other investments 450
) 2,950
Actuarial value of liability (2,000)
Surplus in pension scheme S50
Deferred tax liability (30%) (285)
Net Pension asset e ¥ 665

»

The oppcsite side of the balance sheet would show ‘Pension Reserve’ of the same amaount. The lorig term rate of return
expected on the pension assets would be individually disclosed.

Movement in surplus in the year

Surpius in scheme at 31 May 2000 (1970-1500) 470
Current service cost (70)

Past service cost (25) (95}
Contributions to the scheme ' 60
Net interest/return on assets (295-230) 65
Actuarial gainfloss (difference) 450
Surplus in pension scheme 950

The STRGL will show the actuarial gain for the year to 31 May 2001 of £450 millicn, and the oparating profit will be
charged with the current and past service costs of £95 miliion in total and the net interest/retum on the assats of the
pension scheme of £65 million will be shown as otherfinance income. The past service cost has been charged in full fo the profit/
loss account as the increased benefit has been vested,



