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PENSION ACCOUNTING 

A LOOK AT WHAT IS HAPPENING IN THE U.S. AND CANADA 

Niamh Brennan 

The author is a member of the Institute and is an Assistant Lecturer in the Department of 

Accountancy, at University College Dublin. 

 

INTRODUCTION 

 

The Accounting Standards Committee (ASC) has been experiencing some difficulty in 

formulating an accounting standard in relation to pension costs, as evidenced by the delay 

in publishing an exposure draft on the subject. The pensions’ topic has been on the ASC's 

agenda for several years. Recently the ASC has published an interim report intended for 

preliminary discussion of the problems involved. A look at the discussion, research and 

professional pronouncements in other countries, particularly the US and Canada, where the 

subject is attracting a lot of interest, may help us to obtain an understanding of the 

accounting principles involved and of the most appropriate accounting and disclosure 

guidelines for pension costs. 

 

Two basic types of pension plan exist. For Defined Contribution type plans, contributions are 

accumulated and the benefits are generally based on the amounts contributed. Under 

Defined Benefit type plans, it is necessary to accumulate sufficient funds to discharge pre-

determined benefits as they fall due. These Defined Benefit type schemes are particularly 

difficult to account for, due to the long lag between current cash payment by the company 

to the fund and the subsequent payment by the fund to the retirees. As a result, provision 

for pension expense is at best an estimate involving many assumptions. The rest of this 

article is concerned with these Defined Benefit type schemes. 

 

LEGISLATIVE BACKGROUND 

 

The legal status of pension funds in the US and Ca nada is very different from their status in 

Ireland. To understand North American pensions accounting, it is necessary to be aware of 

the legal environment in which pension plans operate. While there is no legal obligation on 

US employers to provide pension rights for employees, where a pension scheme exists, the 

provisions of "The Employee Retirement Income Security Act of 1974"2 (ERISA) apply. At the 

heart of this act, are rules providing for minimum vesting protection for employees. Vested 

benefits are those which are not contingent on the employee continuing in the service of 

the employer. The Act also specifies eligibility requirements whereby all employees aged 25 

years or with one year's service must be added to the plan. ERISA stipulates minimum 

funding requirements to be applied to Defined Benefit type plans. Briefly, the minimum 

amount is normal (i.e. annual) cost plus 30-or 40 year funding of the unfunded prior service 

costs. In calculating this amount, ERISA requires the actuary to use one of six different 

actuarial cost methods and to choose the set of actuarial assumptions representing his 
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'best' estimate of probabilities associated with the plan. There are various provisions in the 

Act to cater for hardship situations whereby the requirement to pay minimum contributions 

may be waived temporarily. All pension plans have to be covered by plan termination 

insurance. The scheme is administered by the Pension Benefit Guaranty Corporation, a body 

created by the Act. The Corporation charges premiums to ensure that certain vested 

benefits will be paid to plan participants if a pension plan runs into financial difficulties. 

Notwithstanding this insurance scheme, the Act stipulates that the deficit on termination of 

a fund is payable by the employer company up to a maximum amount of 30 percent of the 

company's net worth. Finally, ERISA has made all plans with more than 100 employees the 

subject of an audit, and has required the distribution of information concerning the audit to 

plan participants. 

 

Most pension plans in Canada are governed by legislation, federal and provincial. Minimum 

vesting requirements are specified. Funding levels are also specified, on the basis of normal 

contribution, with prior service costs funded over a period of not more than 15 years. An 

actuarial valuation must be carried out on the pension plan at least every three years, with a 

report to the pension authority containing information on the funding characteristics and 

solvency of the plan. On termination of a plan, the obligations of most companies are 

limited to the assets in the fund. 

 

PROFESSIONAL PRONOUNCEMENTS 

 

In November, 1966, the US Accounting Principles Board (APB) issued Opinion No.8" 

"Accounting for the Cost of Pension Plans." This Opinion narrowed the practices applicable, 

at the time, to accounting for pension cost. It specifies a range within which the annual 

pension expense must fall. It allows a number of actuarial cost methods to be used in 

determining pension cost but it states that "an actuarial cost method should be rational and 

systematic and should be consistently applied so that it results in a reasonable measure of 

pension cost from year to year." The APB's successor, the Financial Accounting Standards 

Board (FASB), is currently rethinking the position on accounting for pensions by employers. 

As an interim measure, it issued statement No. 36, "Disclosure of Pension Information"5, in 

May 1980. This statement does not affect the method of accounting for pension cost by 

employers but it provides for disclosure to help financial statement users to understand the 

data being presented. 

 

The required disclosures include:- 

• A statement that pension plans exist, and an identification of the employee groups 

covered. 

• A statement of the employer's accounting and funding policies. 

• The amount of the provision for pension costs for the period. 

• The nature and effect of significant matters affecting comparability of pension 

information for all periods presented, such as changes in accounting methods, or 

changes in circumstances. 

• The actuarial present value of vested accumulated plan benefits. 

• The actuarial present value of non- vested accumulated plan benefits. 

• The net assets of the plan available to satisfy benefits. 
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• The assumed rates of return used in determining the actuarial present values of 

vested and non-vested accumulated plan benefits. 

• The date as of which the benefit information was determined. 

 

The requirements of Section 3460 of the "Canadian Institute of Chartered Accountants 

(CICA) Handbook" are minimal. Section 3460 states that in determining the costs of benefit-

based plans: 

 

"(a) Calculations should be made on a basis that will provide for the accrual of pension costs 

over the working lives of the employees to whom the pensions will be payable, 

(b) The basis selected should be applied consistently, and 

(c) The assumptions on which the computations are based should be realistic." 

 

The Section is as liberal as APB Opinion No. 8 on the treatment of unfunded prior service 

cost which, Section 3460 states, should be written off over "a reasonable number of years". 

The present value of the prior service cost, in so far as it has not been charged in the 

accounts, should be recognised in the accounts as a deferred charge offset by a liability. 

Charges arising from an actuarial revaluation are to be expensed in the current period or 

written off before the next valuation date. The disclosure requirements of Section 3460 are 

minimal - if a plan is fully funded and all prior service costs have been charged to operations, 

no information need be disclosed under the section. There is no requirement to disclose the 

actuarial cost method used nor any requirement for independent valuation of the plan. 

 

THE ISSUES INVOLVED 

 

APB Opinion No. 8 permits a range of options for recognising the cost of pensions. A number 

of actuarial methods are allowed which can produce quite different results in any period. 

Companies are not required to write off prior service costs, which may be left unfunded 

permanently. There have been significant changes in the laws affecting pensions since the 

publication of APB Opinion No. 8, including the introduction of ERISA, and high inflation has 

changed the economic environment in which pension plans operate. It was these and other 

developments that prompted the FASB to improve standards of accounting for pensions by 

employers. In pursuing this aim, it issued a Discussion Memorandum (DM), prior to 

publishing an exposure draft on the subject.  

 

Although the OM lists eight basic issues for comment the main areas of focus are: 

• What is the employer's obligation resulting from sponsorship of the pension plan; is 

it to the individual employees, to the employee group as a whole or to the plan 

itself? 

• When should the pension liability be recognised in the financial statements? 

• What amount should be recognised as pension expense in the employer's income 

statement? 

• How should a change in plan be accounted for? 

• How should actuarial gains and losses be accounted for? 

 

The OM suggests alternative answers to each of the questions mentioned above. Public 

hearings have been held but, as yet, no consensus has emerged. 
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The outcome of these discussions is uncertain. In Canada, the CICA commissioned a study 

on the matter, which was published in 1980. The conclusions of the study largelv relate to 

the interplay of actuarial methods and accounting methods but, very simply, they can be 

summarised as follows: 

• No single actuarial method should be required for accounting purposes but the study 

recommends one particular method, the Accrued Benefit Method. 

• Prior service costs should be written off over a long-term period and 20 years is set 

as standard. 

• There are few definite answers and many subjective judgments in the area of 

pensions accounting and full disclosure is recommended to ensure that financial 

statement users are adequately informed. 

 

These recommended disclosure requirements go well beyond the present requirements in 

the US and Canada but extensive disclosure is considered necessary where there are so 

many subjective judgments and alternatives in use. 

 

CONCLUSIONS 

 

It is obvious that we are a long way behind the US, in particular, in getting to grips with the 

pension accounting problem. Despite the enormous amount of work and interest that has 

been devoted to the area in the US, there still seems to be no satisfactory and generally 

acceptable view on many of the accounting problems involved. 

 

The classic dilemma is that over-strict accounting rules may deter employers from 

establishing or improving pension schemes (which they are not legally required to do) and, 

accordingly, that the best may become the enemy of the good. In any event, high inflation 

makes actuarial reports more arbitrary and less valuable and, pension accounting, perhaps 

more than other fields of accounting, is thus deprived of a solid base. 

 

We can anticipate considerable debate on the matter. No definitive set of accounting rules 

is likely to be produced and a compromise position of extensive disclosure will probably win 

more general acceptance. 

 


