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Closing the corridor — IASB proposes significant
changes to pension accounting

In a nutshell

The Exposure Draft proposes a number of changes. The most significant is the proposal to eliminate the
current option to spread recognition of actuarial gains and losses instead requiring immediate recognition,
i.e. removing the ‘corridor approach’.

The ED further proposes a new single presentation for changes in the defined benefit deficit or surplus.
Changes are disaggregated into the following components and are presented:

« service costs — in profit or loss;

* net finance cost (i.e. time value of the net deficit or surplus) — in profit or loss; and

« remeasurements including a) changes in fair value of plan assets that arise from factors other than time
value and b) actuarial gains and losses on obligations — in other comprehensive income.

As a result of the above proposals, the profit or loss will no longer include an expected return on plan
assets; instead there will be a net finance cost in profit or loss. Any actual return above or below the
imputed finance income on plan assets will be recorded as part of remeasurements in OClI.
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On 29 April the International Accounting Standards Board (IASB or Board) published Exposure Draft ED/2010/3 (ED)
Defined Benefit Plans — Proposed amendments to IAS 19. Although the IASB decided not to carry forward some of
the more fundamental proposals contained in the March 2008 discussion paper (DP) Preliminary Views on
Amendments to IAS 19, there is no doubt that the proposals in the ED, if finalised, would have a significant effect on
many entities with defined benefit plans. Although the financial statement impact will vary from entity to entity,
many can expect to report lower net income, have less net income volatility but an increase in other comprehensive
income (OCI) volatility. The proposals may also cause an entity to become more conservative in its investment
strategies relating to its defined benefit plan which could lead to higher costs of providing the associated benefits.
The potential impacts of the proposals are discussed in more detail below.



IAS 19 is often criticised for permitting deferred recognition of actuarial gains and losses and its ambiguity in other
areas which has resulted in a lack of transparency and diversity in practice. The Board believes the ED addresses the
areas that have historically received criticism and makes other necessary improvements to the recognition,
presentation and disclosures of defined benefit plans. The comment letter deadline on the ED is 6 September 2010.
The IASB will conduct further outreach activities to interested parties during the comment period to gather views on
the proposals.

Key proposals
The ED proposes several significant changes to the current requirements under IAS 19.

Elimination of the corridor method

The proposal to eliminate the option to apply the corridor method is likely to have the most significant impact in practice.
The corridor method permits an entity to defer a portion of actuarial gains and losses that fall outside a specified corridor
(being the greater of 10% of the defined benefit obligation (DBO) or 10% of the fair value of plan assets).

With the elimination of the corridor approach, all actuarial gains and losses would be recognised immediately
through OCl and the net pension asset or liability recognised in the statement of financial position would reflect the
full amount of the overfunded or underfunded status of the benefit plans. The option to recognised actuarial gains
and losses in profit or loss is removed.

Although the proposal to eliminate the corridor approach is likely to be criticised by many entities during the
comment letter process, the Board is seeking to respond to concerns regarding net income volatility by
requiring the actuarial gains and losses to be recognised in OCI rather than in profit or loss.

Change in presentation approach

The ED proposes a new presentation approach for changes in defined benefit obligations and the fair value of plan
assets. Entities would segregate changes in the defined benefit obligation and the fair value of plan assets into
those associated with (1) service costs, (2) finance costs and (3) remeasurement.

« Service costs — service costs would be recognised in profit or loss. Curtailments and past service costs resulting
from plan amendments would be recognised as costs of the period in which the plan amendment takes place,
regardless of whether the related benefits are vested or not. This change eliminates the need to distinguish
between curtailments and negative past service costs.

« Finance costs — net interest expense would be presented as part of financing cost in profit or loss (currently, the
presentation of interest expense within profit or loss is an accounting policy choice). Further, net interest income
or expense would measure the expected change in the surplus or deficit due to the time value of money (the
finance cost component would not include the part of the return on plan assets that does not arise from the
passage of time). Net interest expense would be calculated by applying a single high quality corporate bonds
discount rate to the net defined benefit liability or asset. The difference between the actual return on plan assets
and the change in plan assets resulting from the passage of time would be recognised in OCl as a remeasurement
component.

In many cases, using the rate representing the market yields on high quality corporate bonds could reduce
net income, since net income would not reflect the benefit from the expectation of higher returns on riskier
investments. Some entities believe that this could encourage more conservative investing which could then
lead to a higher cost of providing the associated benefits.
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« Remeasurement components — recognised in OCl

Actuarial gains and losses: these would include experience adjustments and the effects of changes in actuarial
assumptions on the defined benefit obligation, i.e. those actuarial gains and losses related to the costs of
providing the benefits. Actuarial gains and losses would no longer be affected by the expected rate of return on
plan assets as the Board believes that an entity’s expectations about the return on plan assets are less relevant
than the actual return on plan assets and the Board is concerned that the subjectivity inherent in determining the
expected rate of return could lead to abuses.

Return of plan assets (net of the time value of money): this amount would include income earned from the plan
assets as well as realised and unrealised gains or losses on these assets and would be reduced by the net interest
expense recognised as a financing cost in profit or loss and by costs incurred to manage the plan assets.

Gains/losses on non-routine settlements: whether routine or non-routine, gains and losses on settlement represent
experience adjustments (the difference between the defined benefit obligation and the actual settlement price).
Accordingly, all settlement gains and losses are recognised in OCl. To the extent that the gain or loss arises on a
non-routine settlement, the ED proposes that it should be presented as a separate element of the remeasurement
component (gains/losses on routine settlements would be presented as part of actuarial gains and losses).

Changes in the limitation in recognition of net defined benefit asset: an entity with a plan surplus would continue
to measure the net defined benefit asset at the lower of the surplus in the defined benefit plan and the present

value of any refunds from the plan or reduction in future contributions to the plan.

The ED specifies that amounts recognised in OCI are immediately transferred to retained earnings and are not
accumulated in a separate other comprehensive income reserve.

Disclosure

To improve the clarity of the information disclosed with respect to defined benefit plans, the Board proposes to set
out the following objectives to guide the preparation of these disclosures:

« Explain the characteristics of an entity’s defined benefit plans.

« Identify and explain the amounts in the financial statements resulting from those plans.

« Describe how future cash flows (@mount, timing and uncertainty) may be affected by the defined benefit plans
offered by the entity.

Under the ED proposals, the disclosures provided by entities would:

Be simplified by the elimination of the option to defer actuarial gains and losses.

Include further quantitative information on actuarial assumptions including separate disclosure of actuarial gains
and losses arising from changes in demographic and financial assumptions and sensitivity analyses about actuarial
assumptions used to determine the defined benefit obligation. Entities would also need to disclose the present
value of the defined benefit obligation, adjusted to exclude the effect of projected growth in salaries (commonly
referred to as the “accumulated benefit obligation”).

Include further narrative information on risks associated with defined benefit plans and the investment strategy for
the plan assets, including the factors that could cause contributions over the next 5 years to differ from current
service cost.

Entities involved in multi-employer plans would be required to present significantly more information than at present
to allow users of financial statements to appreciate better the risks arising from an entity’s participation in such plans.
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Entities will need to consider how to gather the information necessary to prepare meaningful disclosures,
such as the extensive sensitivity analysis. Further, entities may need to call upon the actuaries involved in
determining the funding needs of the defined benefit plans in order to prepare disclosures about the factors
that may affect the level and timing of contributions in the future.

Other proposed changes

Classification of employee benefits

The ED proposes to simplify the classification of the different employee benefits arrangements by grouping in a
single category long-term employee benefit arrangements that are currently defined as “post employment benefits”
and “other long-term employee benefits”. As a result, all long-term defined benefit arrangements would be
recognised and measured in the same manner and would be subject to the same disclosure requirements.

The ED also proposes to change the factors used to determine whether an employee benefit plan is short-term or

long-term. Short-term benefits are restricted to plans that are expected to be settled within 12 months after the end
of the reporting period in which the related services have been rendered and before the completion of employment.
All other employee benefits plans (except termination benefits) would be considered as long-term employee benefits.

The classification between short-term and long-term based on the expected settlement date rather than the
date the obligation becomes due, as is currently required in IAS 19, may result in more plans being classified
as long-term employee benefit plans (that is more plans that would need to be measured using actuarial
assumptions and accounted for using the projected unit credit method).

Tax and administrative costs

The ED proposes to eliminate the option currently available in IAS 19 to include plan administrative costs either as a
reduction of the return on plan assets or as an adjustment to the defined benefit obligation. Instead, the ED
specifies that only costs relating to the management of the plan assets would be presented as a reduction of the
return on plan assets. To the extent that future administration costs relate to the administration of benefits
attributable to current or past service, the present value of the defined benefit obligation should include these costs.
The effect on profit or loss of this proposal will depend on whether the current accounting policy is to expense
immediately these amounts or to include them in the corridor calculation.

The ED also clarifies that current service cost would include taxes payable by a plan on contribution and benefits
relating to services rendered before the reporting date.

Future salary increases

The ED proposes to remove a source of ambiguity in IAS 19 by specifying that future salary increases must be
considered in determining whether a benefit formula results in employee’s service in later years contributing to
materially higher level of benefit than in earlier years. When this is the case, the benefit must be recognised on a
straight-line basis.

Issues not addressed by the ED

Since the objective of the Board in publishing this ED is limited to addressing issues that have been the subject of
significant criticisms and other issues that can be easily fixed, certain aspects remain unaddressed. In particular, the
Board decided not to reopen the discussion on the requirement to use the rate on government bonds as the discount
rate when there is no deep market for high quality corporate bonds. Further, the difficulties relating to the accounting
for certain cash balance plans (that the DP attempted to capture as contribution-based promises) remain unaddressed.
The Board believes that resolution of these issues requires a fundamental review of accounting for defined benefit
promises and that such a project cannot be undertaken by the Board at this time due to its many commitments.
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Further, the ED does not propose to change in any significant manner the determination of the asset ceiling
requirements. It proposes mainly to incorporate the requirements of IFRIC 14 directly in IAS 19. However, in the
absence of deferral of actuarial gains and losses and past service cost, the calculation of the asset ceiling limits
should be easier.

Transition
The Board proposes that entities should apply the proposed amendments to IAS 19 retrospectively, in accordance
with 1AS 8, Accounting Policies, Changes in Accounting Estimates and Errors.

Next steps

The Board expects to finalise the amendments to IAS 19 by June 2011. The Board has not decided on the effective
date for the amendments. In accordance with a general policy announced in December 2009, the Board will
consider collectively the effective dates for standards to be completed by 30 June 2011. Generally, the Board intends
that the effective date for these projects will not be earlier than 1 January 2013.

The Board is also expected to publish in the second quarter of 2010 amendments to the accounting for termination
benefits, based on an ED published in 2005.

UK GAAP

Although it might appear from the first glance that the immediate recognition of actuarial gains and losses (i.e.
through OCI) brings the ED closer to FRS 17, it is important to note that under the ED’s proposals the total amount
recorded in OCl will be calculated using a different basis.

[t is unclear at the moment whether the ASB will seek to amend FRS 17, especially given the likelihood of UK GAAP
moving to the IFRS for SMEs in the near future. IFRS for SMEs is closer to FRS 17 but with an option to recognise all
actuarial gains and losses in profit or loss.
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