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A Better Approach to Accounting for Retirement Plans

Accountants are grappling with two conflicting principles. One has to do with marking to
market. The other has to do with consistency period to period. The best way to combine the two
conflicting principles involves two steps. The first step is to compute the NPPC or NPPBC under
the current rules. If the unfunded accrued pension cost/(prepaid pension cost) or the net
postretirement benefit liability/(asset) is less than the difference of whatever the employer is
legally obligated to pay (e.g., the ABO) minus the assets, then the second step should be a one-
time recognition of unrecognized items equal to the AML. The first step reflects the principle of
consistency. The second step reflects the principle of marking to market. This two step process
is the proper way to fix the flaws in the current rules (FASB Statement No. 87) and it reduces the
volatility of pension accounting under current rules. It is more consistent period to period, and it
better reflects the principle of marking to market.

Comparison of the Two Approaches

The proposed amendment, by contrast, fails to fix the flaws in the current rules, and it makes
pension accounting more erratic to no purpose. Actuaries developed the concept of attributing
retirement liabilities (transforming EBO and EPBO into PBO and APBO) in a framework in
which the discount rate 1s held fixed. Attribution is a smoothing technique. Applied properly, a
smoothing technique will produce a smooth result. The proposed changes to FASB Statements
No. 87 and 106 do not produce a smooth result.

Rather, they produce an erratic, volatile result, which will prompt employers to eliminate their
retiree medical plans, freeze their pension plans and ultimately terminate their pension plans.
These employers will not be eliminating retirement benefits because they cannot afford the
liabilities (the ABO) nor because they cannot fund the ultimate cost (the EBO and EPBO) over
time. Rather they will be eliminating these retirement benefits because they are compelled to
hold an artificial liability on the books (the PBO and APBO) which varies erratically year to year.

There is no reason for a firm to be required to book liabilities that exceed both what a firm is
required to pay and also what the firm can reasonably attribute to the current period. Forcing
firms to book erratic liabilities (the PBO and APBO) that do not conform to real obligations will
tend to lead employers to get rid of the retirement plans that are the source of these artificial
habilities. Since employers are only on the hook for their actual liabilities (the ABO) they have
every incentive to rid themselves of the artificial liabilities, to the extent these liabilities vary
erratically.

The FASB proposal, as it stands now, can be expected to aggravate a pension crisis in the United
States. Alvin Lurie in his article—“This Time Is the Sky Really Falling on Defined Benefit
Plans? Has FASB Administered the Coup de Grice?”' —quotes Senator Harry Reid of Nevada.
Although Senator Reid is addressing statutory proposals, his conclusion extends equally to
accounting proposals. “Minority Leader Reid put it very well: ‘The conference agreement
should strike a proper balance between improving pension funding and keeping these plans an
attractive benefit option for employers. While there is a trend away from defined benefit pension
plans and this trend is likely to continue, rules should not be enacted that exacerbate this
problem.” I couldn’t have said it better.”

' http://benefitslink.com/articles/2006 04 25 lurie.pdf



