                                                           PENSIONS

Defined contribution plans: generally available to all employees; some percentage of employees’ pay is withheld and invested in retirement options (e.g., 401-k plans); employees’ earnings are tax deferred until withdrawn for retirement; vesting occurs in 1 to 4 years in most cases; plans are transportable after vesting occurs; these plans have grown in popularity in recent years; contribution to plans go into trust for benefit of employees; generally lack regulatory safeguards.

Defined benefit plans: 360 of S&P 500 offer these plans; many companies offer both defined benefit and contribution plans; contributions to plans go into trust for the benefit of the company; vesting occurs in 2 to 5 years in most cases; plans are not generally transportable after vesting occurs; plans are heavily regulated by ERISA; plans are diminishing in use because of high level of responsibility placed on companies offering such plans brought about by federal controls; more $’s needed to run a defined benefit plan.

Components of pension cost: service cost, interest cost, expected return, and amortization.

Service cost is the present value of the amount added to planned future retirement pay for this year’s work. Service cost increases pension cost and the projected benefit obligation.

Interest cost occurs because of the time value of money. Interest cost is calculated by multiplying the discount (settlement) rate times the beginning projected benefit obligation. Interest cost increases pension cost and the projected benefit obligation.

Expected return is the current year’s estimated earnings  on invested plan assets and is calculated by multiplying the expected rate of return by the beginning fair value of plan assets. The expected return, which is a deduction when computing pension cost, affects pension cost, but the actual return is used to compute the ending balance of the plan assets. Any difference between the expected return and the actual return is an actuarial gain or loss.

Amortization of prior service cost (PSC) occurs after a company makes a retroactive amendment to the pension plan. The PSC is amortized into pension cost over the remaining years of service of the employees rather than being recognized all at once. The PSC increases the projected benefit obligation in the period enacted.

Amortization of actuarial gain or loss occurs when the accumulated actuarial adjustments for such factors as the discount rate, employee turnover, longevity, and future pay become excessive. Amortization continues only as long as the accumulated actuarial adjustments remain excessive. The actuarial gain or loss (excluding the difference between the expected and actual return on plan assets) is subtracted from (gain) or added to (loss) the projected benefit obligation.

Illustrative Problem

Assume the following information is provided for a company’s defined benefit pension plan:

Fair value of plan assets, Jan 1                                          $1,500,000

Projected benefit obligation, Jan 1                                      1,580,000

Unamortized prior service cost, Jan 1                                    200,000

Service cost                                                                              75,000

Actual return on plan assets                                                   110,000

Amortization of PSC                                                                20,000

Contributions                                                                          100,000

Benefits paid                                                                             60,000

Discount rate                                                                                 8%

Expected rate of return                                                                  6%

Required: Compute pension cost, the ending projected benefit obligation, the ending fair value of plan assets, the ending unamortized PSC, and the difference between the expected and actual return. Then compute the funded status of the plan and show the unrecognized items that should be included in other comprehensive income within stockholders’ equity.

Pension cost:

Service cost                                                                        $   75,000

Interest cost  (1,580,000 x  .08)                                            126,400

Expected return  (1,500,000 x .06)                                      (  90,000 )

Amortization of PSC                                                              20,000

Pension cost                                                                       $ 131,400

Beginning projected benefit obligation                           $1,580,000

Service cost                                                                            75,000

Interest cost                                                                          126,400

Benefits paid                                                                      (   60,000  )

Ending projected benefit obligation                                $1,721,400

Beginning plan assets                                                      $1,500,000

Actual return                                                                         110,000

Contributions                                                                        100,000

Benefits paid                                                                       (   60,000  )

Ending plan assets                                                           $1,650,000

Funded status:

   Projected benefit obligation                                         $1,721,400
   Plan assets                                                                      1,650,000

   Funded status  (underfunded)                                       $     71,400

Accumulated other comprehensive income:

   Unamortized prior service cost                                     $   180,000

   Unamortized gain (actual – expected return)            (         20,000  )

