IAS 19:   EMPLOYEE BENEFITS

A pension scheme (termed post employee benefits in IAS 19) is an arrangement to provide a pension and/or other benefits for members on leaving service or retiring and, after a member’s death, for his/her dependents.           

The basic roles of the participants are as follows.

a) The trustees administer the scheme and safeguard its assets.


b) The company pays over both its own contributions and, in practice, those of its employees (if they are required to contribute), deducted from their salaries.


c) The trustees invest the contributions with a fund manager, who in turn invests in the stock market or other assets for the scheme.  The return is either reinvested or paid back to the scheme.


d) The scheme pays out pensions to employees who have reached retirement age and also pays transfer values to other funds when employees leave.


e) If allowed, the company contributions might be refunded to the company when the scheme is in surplus.  Alternatively, the company’s future contributions may be cut to use up a surplus.


f) The role of the actuary is very important. He or she is responsible for determining the future contributions required from the company, based on the value of the fund, expected rate of growth, profile of employees and so on.

TYPES OF PENSION SCHEMES

(
Defined Contribution


A pension or other retirement benefit scheme into which an employer pays regular contributions fixed as an amount or as a percentage of pay and will have no legal or constructive obligation to pay further contributions if the scheme does not have sufficient assets to pay all employee benefits relating to employee service in the current and prior periods.

An individual member’s benefits are determined by reference to contributions paid into the scheme in respect of that member, usually increased by an amount based on the investment return on those contributions. 

Defined contribution schemes may also provide death-in-service benefits.  For the purposes of this definition, death-in-service benefits are not deemed to relate to employee service in the current and prior periods.

There is no problem in accounting for such schemes. The contributions payable to the scheme for the accounting period are recognised within operating profit in the profit and loss account

(
Defined Benefit

The benefits to be paid will usually depend upon either the average pay of the employee during their career or, more typically, the final pay of the employee. In these circumstances, it is impossible to be certain in advance that the contributions to the scheme, together with the investment return thereon, will equal the benefits to be paid. The employer may have a legal obligation to provide any unforeseen shortfalls in funds. Conversely, if a surplus arises, the employer may be entitled to a refund of, or reduction in contributions paid into the scheme. 
Thus, in this type of scheme, the employer’s commitment is generally more open ended than with defined contribution schemes and the final cost is subject to considerable uncertainty. Accounting for such schemes is hence far more complicated.
THE ACCOUNTING OBJECTIVE

From the employer’s point of view, a pension is part of the cost of obtaining an employee’s services. The accounting objective is therefore that the employer should recognise the cost of providing a pension over the period during which he derives benefit from the employer’s service. This is an application of the accruals or matching concept. 
Problem   :   Evaluation of Cost

The first difficulty is how to evaluate the cost associated with an agreement to pay a regular sum of money until someone’s totally unknown date of death. For an individual, this is a non-starter but collectively and using the laws of averaging, it is possible to do so within acceptable limits. This is the job of actuarial experts and forms the basis of the pensions and insurance industry. 
The aim of the actuary will be to recommend a funding plan to be followed by the company to enable future expected benefits to be paid. However, there are so many uncertainties and assumptions involved such as future rates of inflation, pay increases , earnings on investments , the number of employees joining the scheme , the age profile of employees etc .  that there are obvious inherent difficulties in trying to apply the accruals concept to a situation so fraught with uncertainty . 

IAS 19 APPROACH

OBJECTIVE

The objectives of the standard are to ensure that:
(
Financial statements reflect at fair value the assets and liabilities arising from an employer’s retirement benefit obligations and any related funding.
(
The operating costs of providing retirement benefits to employees are recognised in the accounting period(s) in which the benefits are earned by the employees, and the related finance costs and any other changes in value of the assets and liabilities are recognised in the accounting periods in which they arise.
(
The financial statements contain adequate disclosure of the cost of providing retirement benefits and the related gains, losses, assets and liabilities.
ACCOUNTING APPROACH OF IAS 19 
(1) Defined Contribution Schemes

The contributions payable to the scheme for the accounting period should be recognised within operating profit in the profit and loss account. 
(2) Defined Benefit Schemes

(a) Scheme Assets and Liabilities

IAS 19 favours a market value approach for the valuation of scheme assets. They are to be measured at their fair value at the balance sheet date. 
Likewise pension liabilities must be measured on a market basis using the projected unit method. 
The projected unit method is one in which the scheme liabilities make allowance for projected earnings. An accrued benefits valuation method is one where the scheme liabilities at the valuation date relate to:
--
the benefits for pensioners and deferred pensioners and their dependents , allowing where appropriate for future pay increases

--
the accrued benefits for members in service on the valuation date

Liabilities will be discounted at the current rate of return on a high quality corporate bond of equivalent term and currency to the liability

An asset will be recognised to the extent that an employer can recover a surplus through reduced contributions and refunds. A liability will be recognised to the extent that the deficit reflects the employer’s legal or constructive obligation

The resulting asset or liability is presented separately on the face of the balance sheet after other net assets

(b) Recognition

The use of market values at the balance sheet date introduces volatility into the measurement of the surplus or deficit in the pension scheme. 
The IASB has developed an alternative approach to cope with this volatility and the change in the defined benefit asset or liability (other than that arising from contributions to the scheme) should be recognised in one of the two performance statements

This change is split into various components:
(
The current service cost should be included within operating profit in the profit and loss account. This is the increase in the present value of the scheme liabilities expected to arise from employee service in the current period 

(
The net of the interest cost and the expected return on assets should be included as other finance costs in the profit and loss account 


The interest cost is the expected increase during the period in the present value of the scheme liabilities because the benefits are one period closer to settlement whilst any change due to an alteration in the expected rate of return on assets will generally be minimal as this rate is expected to be relatively stable

(
The effects of the fluctuations in market values (known as actuarial gains and losses ) , on the other hand , are not part of the operating results of the business and are treated in the same way as revaluations of fixed assets i.e. are recognised immediately in the second performance statement , the statement of total recognised gains and losses . 

