
August 26, 2002

 

A

1. You’ll find a company’s pension plan 
disclosures in its annual report, in 
three parts: the funded status, the 
pension cost and key actuarial 
assumptions. 

2. The key assumptions that get the most 
scrutiny are the interest cost (or 
discount rate), the expected return on 
plan assets, and wage and salary 
growth rate. 

3. In the last two or three years, expected 
rate of return assumptions have come 
down and pension expenses have 
increased, reducing earnings 
assumptions. 

Talking Points 
(For Part 1 click here) 
 
Few subjects are more complex than 
accounting for pension and post-
retirement health care benefits of the 
modern-day corporation. Fortunately for 
financial analysts and portfolio 
managers, corporations hire outside 
actuarial firms to derive these numbers 
for their annual reports. However, 
investment professionals must 
understand the mechanics of this often-
enormous liability so they can see 
where companies have crossed into the 
gray area of pension expense 
accounting.  

Pension plan disclosures within an 
annual report consists of three parts:  
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1. The funded status: Look at the 
annual report and see if the current 
market value of the plan assets exceeds 
or is in deficit to the projected benefit 
obligation, or PBO. The PBO represents 
the present value of the future pension 
benefits earned by the employee, or the 
amount of benefits that will actually be 
paid to employees in the future. Any 
"deficit" in the funded status will have 
to be made up either by higher 
investment returns in future periods or 
by company contributions from current 
cash flows.  
 
2. The pension cost: This section 
details all six components of the 
reported pension expense under FAS 
87: 
 
A. The plan service cost: This is the 

amount the PBO increases because of 
employee services performed in the 
past reporting year.  

 
B. The plan interest cost: A key 

component of the calculation, the 
interest cost, is the effective discount 
rate, and it represents the amount 
the PBO increases during the current 
year from the previous year's PBO 
ending value.  

 
C. Expected return on plan assets: This 

is the return assumed on plan assets, 
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which is reduction of the plan liability 
or a negative variable for pension 
plan expense. If the expected return 
on plan assets is too high, then the 
pension expense would be 
understated and earnings overstated. 

 Amortization of cumulative 
unrecognized gains or losses: Suffice 
it to say that if the overfunding or 
underfunding of the plan is greater 
than 10% of the PBO, FAS 87 allows 
the excess or deficit to be amortized. 
The amortization of a gain will reduce 
interest expense and increase 
earnings, while the amortization of a 
loss will increase interest expense 
and reduce earnings. 

 Amortization of unrecognized prior 
service costs: This comes into play 
when a company adopts or changes a 
pension plan. For current employees 
who served the company and accrued 
benefits, there may not be a liability 
accrued for this service, therefore 
FAS 87 allows for "straight-line" 
amortization of this past liability.  

 Amortization of unrecognized 
transition amount: FAS 87 has been 
in effect for many years, therefore 
this amortization may not be as 
material as it was in the early 1990s, 
when the rule was brought to the 
fore. For companies adopting FAS 87, 
the difference between the PBO and 
the plan assets may be amortized 
using either a straight-line method or 
the average estimated future service 
life of the employee base. 
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3. Key actuarial assumptions used in 
arriving at the pension costs and 
obligations:  
 
A. The discount rate or interest cost to 

the plan: The discount rate is 
function of the general inflation rate, 
plus some underlying rate of growth 
in wages. Conventional wisdom 
correlates the discount rate with 
interest rates found in the corporate 
bond market, which incorporate the 
risk-free rate of interest plus the 
additional spread based on corporate 
credit risk.  

 
B. Expected rate of return on plan 

assets: This is a function of the long-
run rate of return on various asset 
returns including stocks, bonds and 
real estate. Most pension plans today 
appear to be using a 10% expected 
long-run return on plan assets for 
FAS 87 calculations.  

 
C. Wage-rate growth or expected 

growth rate of medical costs (if 
determining post-retirement health 
care benefits).  

 
Without a doubt, the key assumptions 
that get the greatest scrutiny from 
analysts and portfolio managers in 
assessing whether a pension plan's 
expense calculations are unduly 
influencing earnings are the interest 
cost (or discount rate), the expected 
return on plan assets, and wage and 
salary growth rate. 
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Assumption Earnings influence 

Discount rate: 

raising rate 
reduces pension 
expense and thus 
increases earnings 

lowering rate 
increases pension 
expense and thus 
reduces earnings  

Expected return on  
plan assets:  

raising the 
rate of 
return 

reduces pension 
expense and thus 
increases earnings 

lowering the 
rate of 
return 

raises pension 
expense and thus 
reduces earnings 

Underlying growth rate 
of wages:  

raising the 
growth rate 
of wages  

raises pension 
expense and thus 
reduces earnings 

lowers the 
growth rate 
of wages 

lowers pension 
expense and thus 
increases earnings 

Source: Trinity Asset Management research 

 
For those who read annual reports and 
want to see if pension plan assumptions 
are being stretched to make earnings 
look better, here are the red flags to 
look for. We used the just-released 
FedEx (FDX:NYSE) annual report for 
examples of changes in key 
assumptions and in how the pension 
expense calculation is affected. We 
think the FedEx changes are appropriate 
and are not examples of "manipulated" 
pension expense savings to fudge 
earnings.  
  
1. Raising the expected return plan 

assets: Particularly after the equity 
market environment of the last two 
to three years, FedEx, with $5.5 
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billion in plan assets, reduced its 
2002 expected plan return in 2003 
from 10.9% to 10.1%, and this will 
adversely affect pension plan costs in 
2003 by about $48 million.  

 Raising the discount rate: Although 
corporate bond spreads have 
widened, Treasury rates have fallen, 
therefore the cost of debt financing 
should have declined for all but the 
least creditworthy borrowers. 
Corporations want higher discount 
rates, since a higher discount rate 
reduces the present value of the 
liability and reduces pension expense. 
FedEx detailed that a decline in its 
discount rate from 7.7% in 2001 to 
7.1% in 2002 will negatively affect 
2003's pension cost by $60 million.  

 Wage growth rates should bear some 
correlation to inflation, although they 
will likely be more directly tied to the 
underlying collective bargaining 
agreements of unions. In FedEx's 
annual report, salary increases 
assumptions declined from 4% to 
3.3% at the end of 2002, a move 
that will favorably affect pension cost 
by about $50 million. 

 conclusion, pension plan calculations 
d assumptions are complex but 
ould not be ignored by any investor 
hen considering the quality of a 
mpany's earnings. The great stock 
arket returns of the 1980s and 1990s 
sulted in "overfunding" of pension 
ans, thus reducing the FAS 87-
quired pension expense and 
erstating earnings. In the last two or 
ree years, the opposite has happened, 
 expected rate of return assumptions 
me down and pension expenses 
crease, thus reducing earnings.  
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If you track the assumptions in the 
annual report and compare similar 
corporations, you'll be able to spot the 
companies that may be operating in the 
gray area of pension expense reporting. 
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Gilmartin is long FedEx. 
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the scrutiny of annual reports. 
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