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Employee benefits
Foreword

A significant and changing
expense

Wages and salaries are typically the largest component of employee benefits,
but they are not the only component. There are myriad other types of benefits —
from compensated absences such as vacation days to retirement plans that
cover large groups of employees — and the accounting can be complex.

The approach to compensation packages can change rapidly to match
movements in the marketplace. The prevailing trend when we first published
this Handbook in 2021 emphasized offering incentives to retain and attract
employees. In only a few years, economic and social factors, including low
attrition, have moved the focus to termination benefit packages as companies
downsize and restructure.

And then there are the fluctuations in financial markets that can make it more
difficult to project the cost of benefits promised to employees in the future.
This too can lead companies to consider changing benefit plans to lessen
earnings volatility. More and more companies are moving to a defined
contribution retirement plan model, such as a 401(k), to reduce the exposure
and uncertainty around funding defined benefit plans.

Amidst this changing landscape of employee benefits, we hope you use this
Handbook as a reference. We've organized it in a Q&A format that makes it

easy to identify the answers to both the common and the more uncommon

questions.

Michael Kraehnke

Department of Professional Practice, KPMG LLP
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Employee benefits
About this publication

About this publication

The purpose of this Handbook is to assist you in understanding the accounting
for employee benefits under the following:

— Topic 420, exit or disposal cost obligations

— Topic 710, general compensation

— Topic 712, nonretirement postemployment benefits
— Topic 715, retirement benefits

— Subtopic 718-40, employee stock ownership plans

Organization of the text

Each chapter of this Handbook includes excerpts from FASB’s Accounting
Standards Codification®and overviews of the relevant requirements. Our in-
depth guidance is explained through Q&As that reflect the questions we are
encountering in practice. We include observations and examples to explain key
concepts.

Our commentary is referenced to the Codification, SEC Regulations and to
other literature, where applicable. The following are examples.

— 715-30-50-1 is paragraph 50-1 of ASC Subtopic 715-30

— FAS 106.BC290 is paragraph 290 of the basis for conclusions to FASB
Statement No. 106 (superseded)

— CON 8.E37 is paragraph E37 of FASB Concepts Statement No. 8,
Conceptual Framework for Financial Reporting, chapter 4, Elements of
Financial Statements

— S-X Rule 4-08(k) is Rule 4-08(k) of SEC Regulation S-X
— SEC Rel 33-8056 is SEC Release 33-8056

— FR501.06a is paragraph 06a of section 501 of the codified SEC Financial
Reporting Releases

— CA&D.II(J)(1) is paragraph J1 in section Il of the SEC’s Current Accounting
and Disclosure Issues in the Division of Corporation Finance

— 2011 AICPA Conf is the 2011 AICPA National Conference on Current SEC
and PCAOB Developments. Where possible, these references are
hyperlinked to the source material on the SEC's website

— TQA 2250.06 is paragraph 6 of AICPA Technical Question & Answer
Section 2250

— AAG-STK is the AICPA Accounting and Valuation Guide Valuation of
Privately-Held Company Equity Securities Issued as Compensation’

— ASOP 27 is Actuarial Standards of Practice No. 27

— IRC §411(d)(3) is section 411(d)(3) of the Internal Revenue Code of 1986
— Treas Reg §1.430(d) is section 1.430(d) of the US Treasury regulations
— US MTG is the US Master Tax Guide

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Employee benefits
About this publication

September 2023 edition

This version of our Handbook includes guidance on accounting for buy-in and
buy-out contracts. Also, guidance about the expected return on plan assets was
moved to our discussion about the components of net periodic benefit cost in
chapter 7.

The following symbols are used throughout this Handbook to indicate the types
of revisions made in this edition for sections, Questions, Examples and other
items. A summary is included in the Index of changes.

** new item
# significant updates or revisions to the item
° item moved

Questions and Examples included in previous editions (regardless of when
added or updated) that have not been significantly updated or relocated in this
edition are not marked.

Abbreviations

We use the following abbreviations in this Handbook.

AQCI Accumulated other comprehensive income

APBO Accumulated postretirement benefit obligation
CD&A Compensation Discussion and Analysis

Csv Cash surrender value

DB Defined benefit

DC Defined contribution

ERISA Employee Retirement Income Security Act of 1974
EROA Expected return on [plan] assets

ESOP Employee Stock Ownership Plan

IRC Internal Revenue Code

IRS Internal Revenue Service

MD&A Management's Discussion and Analysis

MMA Medicare Prescription Drug, Improvement and Modernization Act
MRV Market-related value

OcCl Other comprehensive income

OPEB Other postretirement benefits

PBO Projected benefit obligation

PTO Personal time off

R&D Research and development

SERP Supplemental Executive Retirement Plan

VEBA Voluntary Employees’ Beneficiary Association

VSP Voluntary severance plan

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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1.

Employee benefits
1. Executive summary

Executive summary

Several Topics in the FASB Codification address the accounting for various
forms of employee benefits — from compensated absences (e.g. vacation pay),
to deferred compensation arrangements with individual employees, to pension
and other postretirement benefits available to large groups of employees.

More than half of this Handbook is devoted to pension and other postretirement
plans. Several chapters discuss defined benefit (DB) plans (both pension and
postretirement) because the accounting is complex and involves actuarial
assumptions. Much less complicated is the accounting for other plans, such as
defined contribution (DC) plans.

Because employee Compensation-related costs may be paid directly or
benefits come in so through benefit plans. The first step in accounting for
many forms, there are these costs is navigating which Codification Topic
several Codification applies.

Topics that address
these benefits.

Read more: Chapter 2

Compensation: General

Despite its name, Topic 710 addresses how to account for four types
Topic 710 of employee benefits:

(compensation,
general) is a narrow
Topic.

compensated absences — e.g. vacation pay,
holiday pay, sick pay, sabbatical leave;

lump-sum payments under union contracts;
deferred compensation arrangements; and
deferred compensation arrangements using rabbi
trusts.

Read more: Chapter 3

Termination benefits and other nonretirement

postemployment benefits

Nonretirement Common postemployment benefits are termination
benefits provided to benefits — either voluntary (employees volunteer to
employees is the resign in return for benefits) or involuntary. These
subject of Topic 712 benefits include not only cash payments, but also
(nonretirement benefits like disability and healthcare coverage.
postemployment

benefits).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Employee benefits
1. Executive summary

Topic 712 has different accounting requirements for
postemployment benefits, depending on factors
such as whether the benefits were:

— voluntary or involuntary; and
— paid pursuant to a contract with employees, as
part of an ongoing plan or on an ad hoc basis.

However, involuntary termination benefits paid under
a one-time termination benefit plan may fall in the
scope of Topic 420 (exit and disposal costs), which
has its own accounting requirements.

Determining which requirements apply to
postemployment benefits can be very complex. This
Handbook uses decision trees that guide readers
through the evaluation process.

Read more: Chapter 4

Retirement plans: General and DC plans

A DC plan provides an Accounting for DC plans is straightforward.
individual account for However, what can be complex is determining

each participant and  whether a plan is a DC or a DB plan. This complexity
benefits are based on arises when a plan has features of both of these
the account balance.  types of benefit plans.

Cash balance plans are another type of benefit plan.
They are often referred to as hybrid plans because
they have features of both DC and DB plans. Like DC
plans, they are account-based, although they are
typically accounted for as DB plans.

Read more: Chapter 5

DB pension and OPEB plans: Plan assets and

obligations

DB plans fall into one The plan assets and benefit obligations of DB plans
of two categories: together indicate whether a DB plan is over- or
pension plans in the under-funded by reflecting the extent to which plan
scope of Subtopic 715- assets are available to fund future benefit payments
30 and other the entity is obligated to pay.

ostretirement benefit . . . L
FOPErB)I:;Ians in the : In addition, calculation of the benefit obligation can

scope of Subtopic 715- be complex and include actuarial involvement.

60. Read more: Chapter 6

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Employee benefits
1. Executive summary

DB pension and OPEB plans: Costs

Even though benefits Some costs of DB plans may be recognized

under a DB plan may immediately in net income, while others are deferred
not be paid out until  in AOCI| and amortized into net income.

future periods, the
costs related to
providing those future

The costs that a DB plan typically generate
(collectively, the net periodic benefit cost) are:

benefits are recognized — service costs:

as plan participants — interest costs;

earn the benefits by ~ — expected return on plan assets;
providing servicesto  — prior service cost; and

the entity. — gains and losses.

Read more: Chapter 7

DB pension and OPEB plans: Assumptions and

attribution

Because benefits in DB DB plans require paying benefits in the future based
plans are to be paid in on a benefit formula. The actuarial present value of
future years, these future benefits needs to be estimated to
accounting for DB determine an entity's benefit obligation.

plans requires
numerous actuarial
assumptions.

Determining the actuarial present value of future
benefits requires making many assumptions about
the appropriate discount rate, the probability of
future payments and the amount of those payments.

The “attribution period’ begins when a plan
participant provides services that entitle them to
potential benefits and ends when the participant is
fully eligible to receive the benefits. An entity must
determine both the attribution period and the
appropriate method for attributing the benefit
obligation to each year in the attribution period.

Read more: Chapter 8

DB pension and OPEB plans: Settlements, curtailments

and certain termination benefits

DB plans are not often A settlement occurs when an entity transfers all or
static. An entity may part of its obligation under a DB plan to a third party.
amend its plan, curtail An entity typically settles its obligation to eliminate
its obligation, or even significant risks related to the benefit obligation and
settle its obligation by the plan assets. Topic 715 contains requirements for
transferring its when and how settlements are recognized.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Employee benefits
1. Executive summary

obligation to a third A curtailment occurs when an entity takes an action
party. to either:

— significantly reduce plan participants’ expected
years of future service; or

— eliminate some or all of plan participants’
benefits for future service.

Topic 715 contains requirements for when and how
curtailments are recognized.

Read more: Chapter 9

Retirement plans: Special topics, including

multiemployer plans

Topic 715 addresses Specific recognition and measurement requirements
several special issues, apply when an entity purchases annuity or insurance
such as combining or contracts to pay for benefits under a DB plan.

dividing DB plans. . ) .
9 P Corporate restructurings and business disposals can

lead to an entity combining two or more DB plans
into a single plan, or dividing a single DB plan into
two or more separate plans. There are specific
recognition and measurement requirements for
combining or dividing plans.

An entity might participate in a multiple-employer DB
plan or multiemployer DB plan (typically under a
collective-bargaining arrangement). Specific
recognition and measurement requirements apply to
such plans.

Read more: Chapter 10

Retirement plans: Disclosure

The FASB requires There are prescriptive disclosure requirements for
extensive disclosures single-employer pension and OPEB plans, DC plans,
of compensation- and multiemployer plans.

related costs
associated with
retirement plans.

Read more: Chapter 11

Employee Stock Ownership Plans (ESOPs)

Subtopic 718-40's requirements apply to the entity
(i.e. the employer sponsoring the ESOP) and not to
the ESOP itself.

Subtopic 718-40
contains the
measurement,
recognition,

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



Employee benefits 8
1. Executive summary

presentation and Accounting for nonleveraged ESOPs is typically
disclosure straightforward. In contrast, accounting for leveraged
requirements for ESOPs can be more complex because they are
ESOPs. funded by loans from the entity or outside lender.

There are also several accounting issues that apply to
both types of ESOPs, such as accounting for
participant redemptions and forfeitures.

Read more: Chapter 12

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved



Employee benefits
2. Scope

Scope

Detailed contents

21 How the standard works

2.2 Scope of compensation Topics
2.2.10 Overall
2.2.20 Deferred compensation — applicable Topics
Questions

2.2.10 What Codification Topics govern employee benefit plan
accounting?

2.2.20 Do the Topics on compensation-related costs apply to not-
for-profit entities?

2.2.30 How does an entity determine what Topic applies to a
deferred compensation arrangement?

2.2.40 When is a deferred compensation arrangement in the scope
of Topic 710 vs Topic 7157

2.2.50 Is the classification of a deferred compensation arrangement
ever reassessed?

2.2.60 Which Topic applies to deferred compensation
arrangements outside the US?

Example

2.2.10 Determining whether Topic 710 or Topic 715 applies to a
deferred compensation arrangement
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Employee benefits | 10
2. Scope

How the standard works

Employee benefits comprise any type of compensation provided to employees
during their employment — whether it be in the form of cash compensation (e.g.
wages) or benefits (e.g. paid vacation days). They also comprise benefits
provided to employees after their employment ends, whether they move on to
other opportunities, are terminated or retire.

Most employee benefits are accounted for under the 700 Codification Topics
related to compensation, specifically Topics 710, 712, 715 and 718. However,
Topic 420 also comes into play when employee benefits relate to an exit or
disposal cost activity, such as a plant closing.

Relevant Topics Examples of benefits

— Compensated absences
— Lump-sum payments under union
Topic 710 contracts Chapter 3
— Deferred compensation arrangements
(including those using Rabbi trusts)

General
compensation

— One-time direct termination payments
Nonretirement (Topic 420)
post- Topics 420, — Direct payments through an established Chapter 4
employment 712, 715 termination plan (Topic 712) P
benefits — Termination payments through a
retirement plan (Topic 715)

— Defined contribution plans

Retirement — Defined benefit pension plans

benefits el — Defined benefit OPEB plans Cilpize o to 11
— Multiemployer plans
KPMG
All share-based payments to employees
. : hh Handbook,
Retirement Topic 718 (e.g. stock options, stock appreciation sh based
benefits opic rights), except payments to ESOPs. Not ElEHIEEE
covered in this Handbook. payment (except
for 718-40)
ESOPs Subtopic 718-40 Transactions with employee stock ownership Chapter 12

plans (ESOPs)

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2.2.10

Employee benefits | 11
2. Scope

Scope of compensation Topics

Overall

I_:E Excerpt from ASC 710-10

05 Overview and Background

05-1 The Codification contains several Topics for compensation-related costs.
The Topics include:

Compensation—General

Compensation—Nonretirement Postemployment Benefits
Compensation—Retirement Benefits
Compensation—Stock Compensation.

gcooo

This Handbook discusses how entities account for employee benefits, also
known as compensation-related costs. To the extent those benefits are payable
through retirement plans (e.g. a pension plan), this Handbook applies to how
the entity (plan sponsor) accounts for its liability to fund those plans.

Question 2.2.10

What Codification Topics govern employee benefit
plan accounting?

Interpretive response: This Handbook provides guidance on an entity's
accounting for employee benefits. Employee benefit plans apply the guidance in
the following Topics, which are outside the scope of this Handbook.

— DB pension plans: Topic 960
— DC pension plans — Topic 962
— Health and welfare benefit plans — Topic 965.

Question 2.2.20

Do the Topics on compensation-related costs apply
to not-for-profit entities?

Interpretive response: Yes. The Topics covered in this Handbook apply to all
entities, including not-for-profit entities. However, not-for-profit entities refer to

Subtopic 958-715 when applying Topic 715 to retirement benefits. [420-10-15-2,
710-10-16-2, 712-10-15-2, 715-10-15-2]

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2.2.20

Employee benefits
2. Scope

Deferred compensation — applicable Topics

A deferred compensation arrangement can be in the scope of one of four
Codification Topics. Such an arrangement exists when an employee defers
receipt of current remuneration to a future date. The payment may be received
during or after employment, and the specific features of the arrangement will
determine which Topic applies to the arrangement.

Question 2.2.30

How does an entity determine what Topic applies
to a deferred compensation arrangement?

Interpretive response: The following decision tree describes the types of
deferred compensation arrangements and which Topic generally applies.

Generally Topic 710 unless
equivalent to a pension
plan (Topic 715) or share-
based payment

Is the deferred
compensation
arrangement for an | yeg

. arrangement (Topic 718)"")
No
4
Topic 712 (chapter 4)

Is the deferred unless a compensated
compensation absence (Topic 710),
provided as a post- | yes WU FEIN @A) Nolg

employment benefit? share-based payment
arrangement (Topic 718)
No

\ 4

Is the deferred

compensation

provided as a
retirement benefit? ("

Topic 715 (chapter 5)

No

Subtopic 718-40
(chapter 12)

Is the payment
related to an ESOP? | yeq

No

A\ 4

Is the deferred
compensation Topic718
arrangement a (KPMG Handbook,
deferral of a share- Share-based payment)
based payment?

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Note:

Employee benefits
2. Scope

1. See Question 2.2.40 on determining whether the deferred compensation
arrangement is a retirement benefit.

Using this decision tree involves significant judgment and the specific features
of the arrangement need to be analyzed. In addition, the facts and
circumstances around other or future deferred compensation arrangements
may require the accounting conclusions to be reassessed (see Question

2.2.50).

Question 2.2.40

When is a deferred compensation arrangement in
the scope of Topic 710 vs Topic 715?

Interpretive response: \We believe that a number of qualitative factors should
be considered in determining whether a deferred compensation arrangement is
in the scope of Topic 710 or Topic 715. The determination of which Topic to
apply may require judgment based on the weight of each of the considerations.

However, in general, if the deferred compensation arrangement is for an
individual (e.g. CEOQ), the arrangement is most likely in the scope of Topic 710.
In determining whether Topic 715 applies instead, the following are some

factors to consider (not exhaustive).

Factor

Does the deferred compensation
arrangement exist in writing and
has it been formally approved by
the entity’s board of directors?

‘ Topic 715 indicator ‘

A written, formally approved arrangement is an
indicator of a more widely applied deferred
compensation arrangement that is not just
applicable to an individual.

How many participants are
included in the deferred
compensation arrangement?

Several participants to an arrangement that
provides an identical formula by employee
class.

Is the benefit provided to each
participant under the deferred
compensation arrangement the
same?

Individual employment arrangements that
provide participants with the same retirement
benefits.

Is eligibility to participate in the
deferred compensation
arrangement discretionary or
nondiscretionary?

Nondiscretionary eligibility to participate.

Will other employees from the
same personnel class be provided
with the same or similar
arrangements in the future?

Employees being provided the same or similar
arrangements.

In contrast, uncertainty as to whether future
participants from the same personnel class will
be provided similar benefits is an indicator that

the arrangement is in the scope of Topic 710.

See an illustration of how these factors are applied in Example 2.2.10.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved
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Employee benefits
2. Scope

Example 2.2.10

Determining whether Topic 710 or Topic 715 applies
to a deferred compensation arrangement

ABC Corp. establishes a new nondiscretionary deferred compensation plan for
12 executive employees who are all in the same employee class. A formal plan
document exists, which was approved by ABC's board of directors.

Benefits under the plan are calculated based on a formula of prior-year

compensation in excess of the Section 415 compensation limit in the IRC,

multiplied by ABC's matching contribution percentage. The plan is unfunded,
and plan participants have a notional account that is credited with a pay credit
and an interest credit annually.

To determine whether Topic 710 or Topic 715 applies, ABC evaluates the
individual facts and circumstances associated with the arrangement and
considers the following factors.

Does the deferred A formal plan document Topic 715
compensation exists that has been
arrangement exist in formally approved by
writing and has it been ABC's board of directors.
formally approved by the
entity’s board of directors?
How many participants are | There are 12 participants Topic 715
included in the deferred who are all executives in
compensation the same employee class.
arrangement?
Is the benefit provided to The benefits are calculated | Topic 715
each participant under the | on a consistent basis for
deferred compensation all participants.
arrangement the same?
Is eligibility to participate Eligibility to participate is Topic 715
in the deferred nondiscretionary.
compensation
arrangement discretionary
or nondiscretionary?
Will other employees from | Because it is not explicitly | Topic 710
the same personnel class stated, there is some
be provided with the same | uncertainty as to whether
or similar arrangements in | future participants from
the future? the same personnel class

would be provided similar

benefits.

After considering the above factors, ABC determines that the arrangement is in

the scope of Topic 715.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2. Scope

Question 2.2.50

Is the classification of a deferred compensation
arrangement ever reassessed?

Interpretive response: Yes. The evaluation of whether a deferred
compensation arrangement is in the scope of Topic 710 or Topic 715 may
require reassessment.

For example, an entity enters into an individual deferred compensation
arrangement with its CEO, which was approved by the board of directors, and
at the time of the arrangement it was not probable that future executives would
be provided with similar arrangements. The entity accounted for the deferred
compensation arrangement under Topic 710.

After a period of time, identical deferred compensation arrangements, also
approved by the board of directors, were granted to the entity’s executive vice
presidents and senior vice presidents, and it was probable that future
executives would be provided with the same arrangement. As a result of
additional executives being granted identical deferred compensation
arrangements, the entity reassessed the accounting model used to account for
its deferred compensation arrangements and began to apply Topic 715.

Topic 715 is further discussed in chapter 5.

Question 2.2.60

Which Topic applies to deferred compensation
arrangements outside the US?

Interpretive response: Generally, there are no special provisions in US GAAP
that apply to employee benefit plans outside the US. If the plans outside the US
are in substance similar to those in the US, they are accounted for based on
guidance that applies to the counterpart arrangement in the US (i.e. Topic 710
or Topic 715).

For example, there is a common type of deferred compensation arrangement in
certain countries of the EU (sometimes referred to as flexible-lifetime-workload

account plans) in which an employee can choose to contribute a portion of their
earned compensation to a trust that invests in mutual funds or other marketable
equity and debt securities based on their investment decisions. These plans are
not subject to income tax withholding.

Local laws require that assets in the trust must not be available to the entity or
to its creditors in case of bankruptcy. The employee receives information on the
performance of the assets in the trust and retains all risks and rewards
associated with them. Hardship withdrawals based on defined situations may
be permitted. The employee may also use the account balance to retire early,
seek part-time work in a period before retirement or take a sabbatical.

The entity accounts for the plan as a DC plan when the plan provides benefits in
return for service rendered, provides an individual account for each participating

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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2. Scope

employee, and specifies how contributions are determined instead of the
amount of benefits received. For flexible-lifetime-workload account plans, the
employee chooses to make contributions and receives periodic individual
account statements detailing investments and performance (payout depends on
contributed amounts and investment performance), and the entity is not
obligated to provide defined benefits.

In substance, this deferred compensation type arrangement is like a 401(k) plan
in the US, which is accounted for as a DC plan under Topic 715, not as a
deferred compensation arrangement. If the assets in the trust are not
bankruptcy proof, the guidance in Topic 710 for deferred compensation
arrangements using rabbi trusts applies (see section 3.5).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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3.

Employee benefits
3. Compensation: General

Compensation: General

Detailed contents

Item significantly updated in this edition #

3.1 How the standard works
3.2 Compensated absences
3.2.10 Overview
3.2.20 Sabbatical leave benefits
3.2.30 Sick pay benefits
3.2.40 Furlough arrangements
Questions
3.2.10 How are compensated absences accounted for?
3.2.20 What is a right that vests vs a right that accumulates?
3.2.30 Must the rights have already vested or accumulated to
accrue a liability?
3.2.40 When is a liability recognized for rights that do not vest?
3.2.50 What is a right that expires?
3.2.60 What is a constructive obligation?
3.2.70 What considerations apply when measuring a compensated
absence liability?
3.2.80 Are fringe benefits included in measuring a liability for
compensated absences?
3.2.90 Are compensated absences accrued at an interim reporting
date?
3.2.100  How is sabbatical leave accounted for?
3.2.110 s a liability for compensated absences due to sickness
recognized?
3.2.120  How are unused sick days that can be used even if not sick
accounted for?
Example
3.2.10 Accounting for compensated absences
3.3 Lump-sum payments under a union contract
Questions
3.3.10 When is a liability for lump-sum payments under union
contracts recognized?
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3. Compensation: General

3.3.20 How is the expense for a lump-sum payment liability
recognized? #

3.4 Deferred compensation arrangements
Questions

3.4.10 What is a deferred compensation arrangement under Topic
7107

3.4.20 How is a fully vested deferred compensation arrangement
accounted for?

3.4.30 How is a deferred compensation arrangement with a
current-period service requirement accounted for?

3.4.40 How is a deferred compensation arrangement with a
multiple-period service requirement accounted for?

3.4.50 How is a deferred compensation arrangement with both
performance and service conditions accounted for?

3.4.60 Are deferred compensation arrangements indexed solely to
a measure of income or operating cash flows accounted for
under Topic 7107

3.4.70 Is a cash-settled compensation arrangement a derivative if it
is indexed to entity-specific measures of income or
operating cash flows?

3.4.80 How is a deferred compensation arrangement accounted for
if there is a lump-sum settlement provision in the case of
death?

3.4.90 How is a deferred compensation benefit that makes
payments to an individual for life measured?

3.4.100 How is deferred compensation payable to a surviving
spouse treated?

3.4.110  What discount rate is used to calculate the present value of
future deferred compensation benefits?

3.4.120 What is the effect of noncompete provisions in deferred
compensation arrangements?

3.4.130  How is a cash advance paid on renewal of an employment
contract with a service requirement accounted for?

3.4.140  How is a signing bonus with no service requirement
accounted for?

Example
3.4.10 Deferred compensation arrangements with performance
and service conditions
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3.5 Deferred compensation arrangements using rabbi trusts
Questions

3.5.10 What is a deferred compensation arrangement using a rabbi
trust?

3.5.20 How is a deferred arrangement using a rabbi trust
accounted for?

3.5.30 What is the treatment of dividends in a deferred
compensation arrangement using rabbi trusts?

3.5.40 What is the income tax treatment of dividends in a deferred
compensation arrangement using rabbi trusts?

3.6 Presentation and disclosure
Questions

3.6.10 Is the liability for compensated absences classified as a
current or noncurrent liability?

3.6.20 How are assets and liabilities in deferred compensation
arrangements presented?

3.6.30 What are the disclosures for deferred compensation
arrangements?

3.6.40 What is the balance sheet presentation for a deferred
compensation arrangement funded by life insurance
contracts?

3.6.50 What are the disclosures for deferred compensation
arrangements funded by life insurance contracts?

3.6.60 What are the SEC disclosures for deferred compensation
arrangements?

3.6.70 What are MD&A disclosures for deferred compensation
arrangements?

3.6.80 What are the CD&A disclosure requirements for deferred
compensation arrangements?
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How the standard works

Topic 710 is a narrow topic that outlines specific guidance on the measurement,
recognition, presentation and disclosure requirements for the following items.

Cor_npensated_absences - e.g. vacation pay, Section 3.2
holiday pay, sick pay, sabbatical leave

Lump-sum payments under union contracts Section 3.3
Deferred compensation arrangements Section 3.4
Defe!'red compensation arrangements using Section 3.5
rabbi trusts

All other compensation-related matters are addressed through other
Codification Topics, or by applying FASB Concepts Statement 5. Many of the
other compensation-related matters are discussed in subsequent chapters in
this Handbook.

The accounting for each of the arrangements included in Topic 710 is
predicated on whether the employee earns the compensation through current
or future service. Understanding the specific facts and circumstances of each
compensation arrangement is key to driving the appropriate accounting
conclusions.
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Compensated absences

Overview

20 Glossary

Compensated Absences — Employee absences, such as vacation, illness, and
holidays, for which it is expected that employees will be paid.

15 Scope and Scope Exceptions
> Transactions

15-3 The guidance in the Compensation—General Topic applies to the
following compensation or employee benefit arrangements:

a. Compensation for future absences where employees have rights to
receive compensation for future absences (referred to as compensated
absences)

> Other Considerations

15-6 The guidance in the Compensation—General Topic does not address the
allocation of costs of compensated absences to interim periods.

25 Recognition
> Compensated Absences

25-1 An employer shall accrue a liability for employees' compensation for
future absences if all of the following conditions are met:

a. The employer's obligation relating to employees' rights to receive
compensation for future absences is attributable to employees' services
already rendered.

b. The obligation relates to rights that vest or accumulate. Vested rights are
those for which the employer has an obligation to make payment even if
an employee terminates; thus, they are not contingent on an employee's
future service. Accumulate means that earned but unused rights to
compensated absences may be carried forward to one or more periods
subsequent to that in which they are earned, even though there may be a
limit to the amount that can be carried forward.

c. Payment of the compensation is probable.

d. The amount can be reasonably estimated.

25-2 A liability for amounts to be paid as a result of employees' rights to
compensated absences shall be accrued, considering anticipated forfeitures, in
the year in which earned. For example, if new employees receive vested rights
to two-weeks' paid vacation at the beginning of their second year of
employment with no pro rata payment in the event of termination during the
first year, the two-weeks' vacation shall be considered to be earned by work
performed in the first year and an accrual for vacation pay shall be required for
new employees during their first year of service, allowing for estimated
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forfeitures due to turnover. Furthermore, the definition of a liability does not
limit an employer's liability for compensated absences solely to rights to
compensation for those absences that eventually vest. The definition also
encompasses a constructive obligation for reasonably estimable compensation
for past services that, based on the employer's past practices, probably shall
be paid and can be reasonably estimated.

25-3 Individual facts and circumstances must be considered in determining
when nonvesting rights to compensated absences are earned by services
rendered. The requirement to accrue a liability for nonvesting rights to
compensated absences depends on whether the unused rights expire at the
end of the year in which earned or accumulate and are carried forward to
succeeding years, thereby increasing the benefits that would otherwise be
available in those later years. If the rights expire, a liability for future absences
shall not be accrued at year-end because the benefits to be paid in subsequent
years would not be attributable to employee services rendered in prior years.
(Jury duty and military leave benefits generally do not accumulate if unused
and, unless they accumulate, a liability for those benefits shall not be accrued
at year-end.) On the other hand, if unused rights do accumulate and increase
the benefits otherwise available in subsequent years, a liability shall be accrued
at year-end to the extent that it is probable that employees will be paid in
subsequent years for the increased benefits attributable to the accumulated
rights and the amount can be reasonably estimated.

A compensated absence is a period of time when an employee is not actively
providing services but will be paid. Common examples include vacations,
holidays, personal time off (PTO), sick leave and sabbaticals. [710-10 Glossary]

Question 3.2.10

How are compensated absences accounted for?

Interpretive response: A liability for future compensated absences is
recognized when the employee has earned the right to be compensated for
those absences, and the liability is probable and estimable. The individual facts
and circumstances for each compensated absence benefit need to be carefully
analyzed to ensure that the liability is recognized at the appropriate time. [710-10-
25-1 - 25-2]

The following decision tree indicates whether and when compensated
absences are recognized.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Has employee earned the

right to future Liability for compensated
compensated absences absences is not
through services already recognized
rendered?
Yes

¥

Liability for compensated
absences is recognized if
probable and estimable

Do the rights vest or
accumulate?

No

A4

Is there a constructive
obligation based on
employer's past practice? | Yes

No

Liability for compensated
absences is not
recognized

Question 3.2.20

What is a right that vests vs a right that
accumulates?

Interpretive response: Rights that vest are those that, when fully vested,
obligate the entity to make payment even if an employee terminates. They are
not contingent on an employee’s future service. [710-10-25-1(b)]

To illustrate this concept, Topic 710 includes an example of a new employee
who receives vested rights to two weeks of paid vacation at the beginning of
their second year of employment with no pro rata payment in the event of
termination in Year 1. In this example, the entity believes the employee earns
the two weeks' vacation for work performed in the first year and it is therefore
accrued in that year. See also Question 3.2.30. [710-10-25-2]

Rights that accumulate are those that permit an employee to carry forward
unused benefits to future periods, even if the amount to be carried forward is
limited. Once accumulated, probability needs to be assessed as to whether the
benefits would be paid to the employee, and therefore obligate the entity to
make payment, if the employee terminates employment. A common example is
unused vacation days that can be carried forward to the next fiscal year. The
carry forward amount is sometimes capped. [710-10-25-1(b)]
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Question 3.2.30

Must the rights have already vested or accumulated
to accrue a liability?

Interpretive response: No. Although the obligation relates to rights that vest or
accumulate, we believe there is no requirement for the rights to have already
vested or accumulated to accrue the liability. The estimated cost of
compensated absences is accrued when they are earned, which may be in
advance of the date of vesting or accumulation.

Question 3.2.40

When is a liability recognized for rights that do not
vest?

Interpretive response: The definition of a liability also relates to compensated
absences that do not vest.

The key factor to consider is whether the nonvesting rights to compensated
absences have been earned by services already rendered. If the rights are both
nonvesting and nonaccumulating because they expire at year-end, any benefits
paid in the future are generally not earned by services already rendered, and a
liability is not recognized. This applies to benefits such as jury duty and military
rights. However, an entity must also consider whether a constructive obligation
based on past practice exists, in which case a liability may be recognized (see
Question 3.2.60). [710-10-25-2]

If the rights accumulate and carry forward to future periods, any benefits paid in
the future are earned by services already rendered. Therefore, a liability is
recognized to the extent it is probable and reasonably estimable.

Question 3.2.50

What is a right that expires?

Interpretive response: A common example of a right that expires is a ‘use it or
lose it" vacation policy where an entity does not permit earned vacation days to
be carried forward to future periods and does not pay out on termination. This
type of arrangement is neither a vesting nor accumulating compensated
absence benefit.

If the entity’s fiscal year and the employee’s vacation benefit year (e.g. based
on hire date) coincide, a liability is not recognized for such compensated
absences at period-end unless a constructive obligation based on past practice
exists (see Question 3.2.60). [710-10-25-2]

However, if the entity’s fiscal year (e.g. December 31) differs from the
employee's vacation benefit year (e.g. March 31), the entity must determine if a
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liability exists at its fiscal year-end for unused vacation that has been earned at
that date that is probable to be taken before expiring.

Question 3.2.60

What is a constructive obligation?

Interpretive response: For purposes of applying Topic 710, the definition of a
liability also encompasses a constructive obligation for reasonably estimable
compensation for past services that, based on the entity's past practices,
probably will be paid and can be reasonably estimated. [710-10-25-2]

We believe an entity should carefully consider whether a constructive obligation
exists if a vesting or accumulating right does not exist but there has been a
historical practice of compensating employees for future absences (see
Example 3.2.10 Scenario 2). If such a constructive obligation is probable and
estimable, a liability is recognized.

Example 3.2.10

Accounting for compensated absences

Topic 710 outlines the conditions that need to be met to recognize a liability for
compensated absences. An entity must carefully consider the terms of its
compensated absence benefits to ensure the appropriate accounting treatment
is applied. The accounting is explained below under four common vacation
benefit scenarios that apply the decision tree in Question 3.2.10.

Scenario 1: Rights that vest but do not accumulate

ABC Corp. has a calendar year-end. Under ABC's vacation policy, employees
fully vest in Year 2's vacation days on January 1, Year 2, provided they were
employed in the prior year (Year 1). If an employee leaves ABC during Year 2,
any earned but unused vacation is paid out. Any earned but unused vacation at
the end of Year 2 cannot be carried forward under ABC's ‘use it or lose it’

policy.

As of December 31, Year 1, ABC's obligation relates to rights that will vest but
do not accumulate — i.e. the rights will be fully vested one day later on January
1, Year 2. Further, the obligation relates to employees’ rights to receive
compensation for future absences that are attributable to employees’ services
already rendered in Year 1. Therefore, ABC recognizes a liability for Year 2's
vacation days as of December 31 of Year 1, assuming the obligation is probable
and estimable.

Scenario 2: Rights that do not vest or accumulate

Assume the fact pattern in Scenario 1, but if the employee leaves ABC during
Year 2, any earned but unused vacation is not paid out at any time in Year 2.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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As of December 31, Year 1, ABC does not have an obligation relating to rights
that vest or accumulate and therefore does not recognize a liability unless it has
a constructive obligation. If ABC has a history of paying for unused vacation
upon termination despite its stated policy, it considers whether it has a
constructive obligation for reasonably estimable compensation for past services
that, based on its past practices, is probable and estimable.

Scenario 3: Rights that accumulate but do not vest

Assume the fact pattern in Scenario 2, but ABC’s policy does not include a
vesting provision; instead, it allows employees to carry forward any earned but
unused vacation days to future periods.

As of December 31, Year 1, ABC does not have an obligation relating to rights
that vest but does have an obligation relating to rights that accumulate.
Therefore, it recognizes a liability as of December 31, Year 1, provided that the
obligation is probable and estimable.

Scenario 4: Rights that vest and accumulate

Assume the fact pattern in Scenario 3, but ABC also has a vesting provision
where it pays out any earned but unused vacation to its employees on
departure from the company.

As of December 31, Year 1, ABC has an obligation relating to rights that both
vest and accumulate. Therefore, it recognizes a liability as of December 31,
Year 1, provided that the obligation is probable and estimable.

Question 3.2.70

What considerations apply when measuring a
compensated absence liability?

Interpretive response: Topic 710 does not address:

— whether the liability is based on current or future rates of pay;

— whether the liability is discounted;

— when the entity accrues the effect of scheduled increases; or

— whether the entity accrues for associated fringe benefits (see Question
3.2.80).

Although Topic 710 does not provide explicit guidance about the pay rates
(current or future) used to measure the liability, in general, we believe an entity
should use current information about the amount at which it will settle the
liability, including scheduled salary increases in effect at that date. Usually an
entity will settle a liability for accrued vacation pay at the pay rate for which the
employee is eligible, on the date the vacation is taken, or the date of
termination of employment. Because the liability would usually be settled within
a short period, any impact of discounting would likely be immaterial.
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Question 3.2.80

Are fringe benefits included in measuring a liability
for compensated absences?

Interpretive response: No. \We do not believe an entity is required to include
fringe benefits (e.g. health insurance) in the measurement of its liability for
compensated absences.

Our understanding from discussions with the FASB staff is that it does not
believe Topic 710 would require fringe benefits to be included in the
measurement of a liability for compensated absences because fringe benefits
do not meet the definition of a current obligation; instead, they are period costs
of active employees. The guidance in Topic 718 supports this view by analogy,
stating that a liability for employer payroll taxes on share-based payments is
recognized on the date of the event triggering the measurement and payment
of the tax to the taxing authority. [718-10-25-22]

However, we also believe that an entity is not precluded by Topic 710 from
including fringe benefits in its estimate. We believe an entity should elect an
accounting policy and apply it consistently.

Question 3.2.90

Are compensated absences accrued at an interim
reporting date?

Background: Effective January 1, ABC Corp. implemented a new PTO policy.
PTO is expected to be used by employees to compensate them for all
absences including vacation, time off for personal matters and absences for
medical reasons. The full allotment of PTO hours is granted on January 1 of
each year instead of being earned and accrued throughout the year; new hires
will receive PTO on a pro rata basis based on the quarter in which they are
hired.

For example, if an individual was hired January 1 and was eligible for 24 days
per year, on that day the employee would have a PTO balance of 24 days. If an
individual was hired on July 1 and was eligible for 24 days per year, the
employee would have a PTO balance of 12 days on the date of hire. PTO is
subject to a ‘use it or lose it’ policy at the end of the calendar year and is not
paid out upon employee termination unless otherwise required by state law.

Interpretive response: Not necessarily. In the fact pattern described in the
background, because the full PTO hours are granted on January 1 instead of
being earned throughout the year, and these hours are nonvesting and
nonaccumulating, we believe an accrual for PTO at an interim date is not
necessary. Instead, the PTO should be expensed as it is taken.
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Sabbatical leave benefits

20 Glossary

Sabbatical Leave — A benefit in the form of a compensated absence whereby
the employee is entitled to paid time off after working for an entity for a
specified period of time. During the sabbatical, the individual continues to be a
compensated employee and is not required to perform any duties for the
entity.

15 Scope and Scope Exceptions
> Transactions

15-3 The guidance in the Compensation—General Topic applies to the
following compensation or employee benefit arrangements: ...

b. Sabbatical leave or other similar benefit arrangement that is unrestricted
(that is, the employee is not required to perform any direct or indirect
services for or on behalf of the entity during the absence)

25 Recognition
>> Sabbatical Leave Benefits

25-4 The appropriate accounting for a sabbatical leave depends on the
purpose of the leave. If a sabbatical leave is granted only to perform research
or public service to enhance the reputation of or otherwise benefit the
employer, the compensation is not attributable to services already rendered
(see paragraph 710-10-25-1(a)); a liability shall not be accrued in advance of the
employee's services during such leave. If the leave is granted to provide
compensated unrestricted time off for past service and the other conditions for
accrual are met, a liability for sabbatical leave shall be accrued.

25-5 An employee's right to a compensated absence under a sabbatical or
other similar benefit arrangement that requires the completion of a minimum
service period and in which the benefit does not increase with additional years
of service accumulates pursuant to paragraph 710-10-25-1(b) for arrangements
in which the individual continues to be a compensated employee and is not
required to perform any direct or indirect services for or on behalf of the entity
during the absence. Therefore, assuming all of the other conditions of
paragraph 710-10-25-1 are met, the compensation cost associated with a
sabbatical or other similar benefit arrangement shall be accrued over the
requisite service period.
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Question 3.2.100

How is sabbatical leave accounted for?

Background: ABC Corp. offers three months of sabbatical leave to its
employees upon completion of a minimum of five years of service. Any years of
service beyond the five-year minimum do not give rise to a higher sabbatical
leave benefit. There are no restrictions on how the employees use their
sabbatical leave.

Interpretive response: If the sabbatical is unrestricted and is an accumulating
compensated benefit right as described in the background fact pattern, a liability
for future sabbaticals is accrued over the minimum service period (five years in
the fact pattern described in the background), provided the obligation is
probable and estimable.

In contrast, if the sabbatical is to be used solely to benefit the entity’s business
(e.g. to perform research or public service to enhance the reputation of or
otherwise benefit the entity), the employee is effectively not absent from the
entity’'s active employment. Therefore, a liability for future sabbaticals is not
accrued over the minimum service period. Instead, the compensation paid is
recognized as a period cost during the sabbatical period. [710-10-25-4]

Sick pay benefits

FE Excerpt from ASC 710-10

25 Recognition
>> Sick Pay Benefits

25-6 The employer's actual administration of sick pay benefits shall determine
the appropriate accounting. In accounting for compensated absences, the form
of an employer's policy for compensated absences shall not prevail over actual
practices. For example, if employees are customarily paid sick pay benefits
even though their absences from work are not actually the result of iliness or if
employees are routinely allowed to take compensated terminal leave for
accumulated unused sick pay benefits prior to retirement, such benefits shall
not be considered sick pay benefits for purposes of applying the provisions of
the following paragraph but rather shall be accounted for in accordance with
paragraph 710-10-25-1.

25-7 Notwithstanding the conditions specified in paragraph 710-10-25-1, an
employer is not required to accrue a liability for nonvesting accumulating rights
to receive sick pay benefits (that is, compensation for an employee's absence
due to illness).

25-8 This Subtopic does not prohibit an employer from accruing a liability for
such nonvesting accumulating sick pay benefits, providing the criteria of
paragraph 710-10-25-1 are met.
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Question 3.2.110

Is a liability for compensated absences due to
sickness recognized?

Interpretive response: Not necessarily. Topic 710 states that there is no
requirement to recognize a liability for nonvesting accumulating rights to receive
benefits for compensated absences due to sickness. However, it does not
prohibit it, provided the four criteria highlighted in Question 3.2.10 are met. [710-
10-25-8]

We believe that it may be difficult for an entity to reasonably estimate the
number of sick days that an employee may take, which could preclude
recognition of a liability. See also Question 3.2.120.

Question 3.2.120

How are unused sick days that can be used even if
not sick accounted for?

Background: ABC Corp.'s sick pay policy provides 10 sick days annually to any
employee who has been employed for at least three months. ABC has a June
30 year-end; however, the sick pay policy is based on a calendar year.
Specifically, an employee is entitled to the sick days as of January 1 and will be
paid for unused sick days as of December 31.

Interpretive response: Unused sick days that can be used even if not sick are
general compensated absences instead of pay for sick days under paragraph
710-10-25-6; this is because they are paid at year-end if not used for iliness.
ABC accrues for the obligation related to vested compensated absences in its
June 30 financial statements, assuming it is probable and estimable. For
example, if an employee uses three days through June 30, ABC accrues for the
remaining seven days, which are fully vested.

In contrast, if the employee earns the sick days pro rata throughout the year,
the employee has earned only five days through June 30. If an employee used
three days through June 30, ABC would recognize a liability for the two
remaining fully vested days in its June 30 financial statements.

Furlough arrangements

Furlough arrangements typically consist of employees taking mandatory time
off with no or reduced pay and/or a continuation of fringe benefits. An entity
accounts for furlough arrangements under Topic 710 or Topic 712 depending on
the facts and circumstances. For further discussion, see section 4.6.80.
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Lump-sum payments under a union contract

FE Excerpt from ASC 710-10

15 Scope and Scope Exceptions
> Transactions

15-3 The guidance in the Compensation—General Topic applies to the
following compensation or employee benefit arrangements: ...

c. Lump-sum payments under union contracts (that is, not to individual
employment contracts or any other situation involving compensation
payments to individual employees).

25 Recognition
> Lump-Sum Payments Under Union Contracts

25-12 In connection with the signing of new union contracts, union employees
may agree to accept a lump-sum cash payment or payments in lieu of all or a
portion of an increase in their base wage rate. Entities believe that in certain
circumstances those lump-sum payments reduce or eliminate increases in
base wage rates during the contract period that would otherwise be required.
The specific terms of lump-sum payments vary, but ordinarily there is no
requirement that the employee refund to the entity any portion of the payment
if the employee terminates employment prior to the end of the contract period.
Unlike an employment contract with an individual, the union contract applies to
the work force, and there is a presumption that an employee who terminates
generally will be replaced by another union member at the same base wage
rate without an additional lump-sum payment.

25-13 All or a portion of a lump-sum payment may be deferred and
appropriately amortized only when it is clear that the payment will benefit a
future period in the form of a lower base wage rate than otherwise would have

existed. The period of amortization shall not extend beyond the contract period.

The terms and conditions of those payments may vary and the facts and
circumstances surrounding the contract and the negotiations must be
reviewed to determine how to account for the payment.

25-14 This guidance relates solely to union contracts and not to individual
employment contracts or any other situation involving compensation payments
to individual employees.

Lump-sum payments under union contracts refer to lump-sum cash payments
that union employees agree to accept in lieu of all or a portion of an increase in
their base wage rate. [710-10-25-12]
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Question 3.3.10

When is a liability for lump-sum payments under
union contracts recognized?

Interpretive response: The accounting event that triggers liability recognition is
the signing of the new union contract. No accrual is recognized in advance of
this, even if the lump-sum payment is for past employee performance and is
probable and reasonably estimable.

If the agreement is signed after the reporting date but before the financial
statements are issued (or available to be issued), we believe a nonrecognized
subsequent event has occurred. The nonrecognized subsequent event is not
recognized in the current financial statements; however, the entity determines
whether it is of such a nature that it must be disclosed to keep the financial
statements from being misleading. [855-10-50-2]

Question 3.3.20#

How is the expense for a lump-sum payment
liability recognized?

Interpretive response: Lump-sum payments under union contracts are usually
recognized as a one-time period cost, but may be recognized over time,
depending on the specific facts and circumstances of the contractual
arrangement.

We believe an entity should consult with legal counsel to determine whether
the terms of the contractual arrangement will clearly benefit future periods in
the form of a lower base wage rate than would otherwise be paid. If there is a
clear legal and contractual benefit to future periods, an entity may defer the
cost of such lump-sum payments and recognize the expense over the
amortization period, which should not extend beyond the contractual period.

For example, assume each employee receives a $1,000 lump-sum payment in
lieu of a 3% annual wage increase over the next three years. If an entity
determines that this payment will clearly benefit it over the next three years, it
defers the lump-sum payment and amortizes the amount over the three-year
period.

In the absence of a clear legal and contractual benefit to future periods in the
form of a lower base wage rate than would otherwise be paid, we believe the
lump-sum payment should be expensed as a period cost.
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Deferred compensation arrangements

20 Glossary

Full Eligibility Date — The date at which an employee has rendered all of the
service necessary to have earned the right to receive all of the benefits
expected to be received by that employee (including any beneficiaries and
dependents expected to receive benefits). Determination of the full eligibility
date is affected by plan terms that provide incremental benefits expected to be
received by or on behalf of an employee for additional years of service, unless
those incremental benefits are trivial. Determination of the full eligibility date is
not affected by plan terms that define when benefit payments commence or
by an employee's current marital or dependency status.

15 Scope and Scope Exceptions
> Transactions

15-4 The guidance in this Topic applies to the following deferred compensation
or employee benefit arrangements:

a. All forms of postemployment benefits, as defined in Subtopic 712-10, that
meet the conditions in paragraph 710-10-25-1

b. Split-dollar life insurance arrangements if the arrangement is, in substance,
an individual deferred compensation contract (see paragraphs 715-60-35-
177 through 35-185.

c. Other deferred compensation contracts accounted for individually.

15-5 The guidance in this Topic does not apply to the following deferred
compensation or employee benefit arrangements:

a. Benefits paid to active employees other than compensated absences

b. Benefits paid at retirement or provided through a pension or
postretirement benefit plan including special or contractual termination
benefits payable upon termination from a pension or other postretirement
plan are covered by Subtopics 715-30 and 715-60.

c. Individual deferred compensation contracts that are addressed by
Subtopics 715-30 and 715-60, if those contracts, taken together, are
equivalent to a defined benefit pension plan or a defined benefit other
postretirement benefit plan, respectively.

d. Special or contractual termination benefits that are not payable from a
pension or other postretirement plan are covered by Topic 712

e. Stock compensation plans that are addressed by Topic 718

f.  Other postemployment benefits (see Topic 712) that do not meet the
conditions in paragraph 710-10-25-1 and are accounted for in accordance
with Topic 450.

25 Recognition
> Deferred Compensation Arrangements

25-9 To the extent the terms of a contract attribute all or a portion of the
expected future benefits to an individual year of the employee's service, the
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cost of those benefits shall be recognized in that year. To the extent the terms
of the contract attribute all or a portion of the expected future benefits to a
period of service greater than one year, the cost of those benefits shall be
accrued over that period of the employee's service in a systematic and rational
manner.

25-10 If elements of both current and future services are present, only the
portion applicable to the current services shall be accrued. Example 1 (see
paragraph 710-10-55-1) illustrates this guidance.

This section discusses accounting for deferred compensation arrangements in
the scope of Topic 710. To determine if an arrangement is in the scope of Topic
710 and not Topic 715, see section 2.2.20.

Question 3.4.10

What is a deferred compensation arrangement
under Topic 710?

Interpretive response: A deferred compensation arrangement under Topic 710
includes the following:

— postemployment benefits that meet the criteria to be compensated
absences (see section 3.2). Compensated absences are the only type of
deferred compensation arrangement offered to active employees under
Topic 710;

— contracts with individuals that do not apply to all employees or a class of
employees;

— split-dollar life insurance arrangements if the arrangement is, in substance,
an individual deferred compensation contract (see chapter 5);

— certain profits interests where the arrangement shares the characteristics
of a profit-sharing or performance bonus (see KPMG Handbook, Share-
based payment);

— cash compensation plans; stock compensation plans are covered by Topic
718; and

— plans that do not provide benefits paid through a pension or OPEB plan.

These arrangements are generally offered as a retention tool to incentivize
certain key employees to remain with an entity. Common examples are bonus
arrangements, commissions and longer-term compensation plans that are paid
to individuals during or following their employment either for a fixed period or
for life. Compensated absences described in section 3.2 are also a form of
deferred compensation, but their accounting is addressed in that section.

An individual contract will generally contain a service component, which
outlines the underlying service requirement for the employee to earn the future
deferred compensation. The contract will also generally outline the associated
vesting or accumulating features and the nature and amount of compensation
that is being deferred. It may also contain a performance component, such as a
requirement that the entity attain a certain level of profitability or some other
performance target before the employee is entitled to the compensation.
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As the Questions and Examples below indicate, a key concept in accounting for
these arrangements is the full eligibility date’. That date is the date at which an
employee has rendered all of the services necessary to have earned the right to
receive all of the benefits under the contract. [710-10 Glossary]

Question 3.4.20

How is a fully vested deferred compensation
arrangement accounted for?

Interpretive response: If an employee enters into a deferred compensation
contract that is fully vested at the contract date, there is no further service
requirement and the liability for the future deferred compensation benefit is
recognized in full at that time. The full eligibility date is the same as the contract
date in this case. [710-10-25-9, 710-10 Glossary]

Question 3.4.30

How is a deferred compensation arrangement with
a current-period service requirement accounted for?

Interpretive response: A deferred compensation arrangement that requires the
employee to provide service in the current fiscal year but not in future periods
will be fully vested at the end of the current fiscal year. The liability for the
future deferred compensation benefit is recognized in full in the current year.

The full eligibility date is the last day of the current fiscal year in this case. [710-
10-25-9)]

Question 3.4.40
How is a deferred compensation arrangement with

a multiple-period service requirement accounted
for?

Interpretive response: If an employee is required to provide services over
multiple periods to reach full eligibility for the deferred compensation benefit,
the cost is recognized over the service period. The liability at the full eligibility
date will be equal to the present value of the future benefits expected to be
paid. [710-10-25-9]

Subtopic 710-10's Example 1 (reproduced directly below) illustrates this
accounting by presenting two scenarios.

— Employee receives credit for services rendered prior to the date of the
deferred compensation contract but none of the deferred compensation
benefits vest until the end of a future service period: entity’s entire
obligation for the benefits is recognized in a systematic and rational manner
over the required future service period; [710-10-55-2]
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— Employee’s service rendered prior to the date of the deferred
compensation contract results in partial vesting of the benefits: the entity’s
obligation for the partially vested obligation is accrued at the contract date
and the remaining obligation is accrued in a systematic and rational manner
over the future service period. [710-10-29-10, 55-3]

I_:= Excerpt from ASC 710-10

55 Implementation Guidance and lllustrations
> lllustrations
>> Example 1: Nonvesting Deferred Compensation Contract

55-1 This Example illustrates the guidance in paragraphs 710-10-25-9 and 710-
10-30-1.

55-2 An employer's deferred compensation contract does not provide a vested
benefit for employees' prior service at the date the contract is entered into.
Employees must render 30 years of service to receive benefits under a
deferred compensation contract. An employee has rendered 16 years of
service at the date of entering into the contract. Credit is granted for that prior
service in determining eligibility for the benefit to be provided.

55-3 In this Example, the employer should accrue the total obligation under the
deferred compensation contract in a systematic and rational manner over the
employee's future service period to the date full eligibility for the benefits is
attained, that is, over the next 14 years. If the employee is eligible to receive a
portion of the benefits without regard to future service, that is, the credit for
prior service results in a vested benefit, the obligation for that benefit should
be fully accrued at the time the contract is entered into.

Question 3.4.50

How is a deferred compensation arrangement with

both performance and service conditions accounted
for?

Interpretive response: \When a deferred compensation arrangement has both
a performance condition and a service condition, we believe the entity can apply
Topic 718 (share-based payments) by analogy. This is because the deferred
compensation is granted in the year it is awarded but is contingent on the
employee’s continued employment with the entity. Under this view, the
deferred compensation award would be accrued ratably over the required
service period (i.e. the vesting period) to the full eligibility date. We believe the
award is not required to be discounted over the vesting period because the
liability at the full eligibility date will equal the then present value of the benefit
expected to be paid.
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There is some practice of attributing these arrangements to a single period if
the amount of the bonus is determined based on an earnings measure during
that period, even if the deferred compensation arrangement requires service
beyond that performance measurement period. This is based on analogy to
other compensation guidance that predates Topic 718, such as Topic 715. Even
though this is not predominant practice, we believe it is acceptable to recognize
the full liability in the year it is earned even if there is a future service
requirement because there is no specific guidance that applies to a deferred
compensation arrangement with these attributes.

Choosing one of these views is an accounting policy election to be applied
consistently to all similar arrangements.

Example 3.4.10

Deferred compensation arrangements with
performance and service conditions

In Year 1, ABC Corp. enters into a deferred compensation arrangement with its
CEOQO in the form of a deferred cash bonus. This bonus is calculated annually
based on ABC's performance for that year. If ABC does not meet the
performance targets defined in the plan in a particular year, there is no deferred
cash bonus with respect to that year. In Year 1, ABC meets the performance
targets.

Scenario 1: Future performance does not impact vesting of the Year 1
bonus

As a service condition for receiving the cash bonus, the CEO must continue to
be employed with ABC for three years after the year the award was granted
(i.e. Year 4). The results of future fiscal years do not affect the eligibility or
vesting for the award granted in Year 1, which is calculated solely on the
operating results of that year.

If ABC elects to apply accounting that is analogous to Topic 718 (see Question
3.4.50), it would accrue the Year 1 bonus ratably over four years to the full
eligibility date at the end of Year 4. The award is not required to be discounted
over the four-year vesting period because the liability at the full eligibility date
will equal the then-present value of the benefit expected to be paid to the CEO.

Alternatively, ABC could recognize the full liability in Year 1 under the alternative
practice explained in Question 3.4.50. Whichever accounting it applies amounts
to an accounting policy election that it must apply consistently.

Scenario 2: Future performance impacts the vesting of the Year 1 bonus

Similar to Scenario 1, as a service condition for receiving the full cash bonus,
the CEO must continue to be employed with ABC for three years after the year
the award was granted (Year 4). However, the results of future fiscal years
affect the eligibility or vesting for the award granted in Year 1 for a portion of
the cash bonus because the cash bonus plan has both a current and a deferred
component.

The current component of the cash bonus plan is earned and paid to the CEO in
the year of grant (Year 1). The deferred component of the cash bonus plan is
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subject to the achievement of additional performance and service conditions
known as of the grant date for each of the three years after the year the award
was granted — i.e. one-third of the deferred component is earned and paid in
each of Years 2, 3 and 4.

60% of the deferred component in each year vests only on the achievement of
the CEQ's service condition; this represents the floor. The remaining 40% of
the deferred component in each year is subject to achieving performance
conditions during each year of the three-year period.

The following diagram represents each component of the CEQ’s award.

Year 1 total current
component = $350

Year 1 total deferred
component subject
only to service

Year 1 total cash

bonus = $500

conditions = $90
(the floor) relating to:

Year 1 total deferred
component = $150 of
which service and

Year 2 = $30
Year 3 = $30
Year 4 = $30

performance
conditions relate to:

Year 2 = $50 Year 1 total deferred

Year 3 = $50 component subject to

Year 4 = $50 both service and
performance

conditions = $60,
relating to:

Year 2 = $20
Year 3 = $20
Year 4 = $20

Assuming that all service and performance conditions are met, ABC recognizes
the following expenses in Years 1 to 4.

\ ‘ Year 2 ’ Year 3 | Year 4 ‘ Total ‘

Current component $350.00 $ - $ - $ - $350
Deferred component —
service conditions only2:
Year 2 component 15.00 15.00 - - 30
Year 3 component 10.00 10.00 10.00 - 30
Year 4 component 7.50 7.50 7.50 7.50 30
Deferred component —
service and performance
conditions:
Year 2 component - 20.00 - - 20
Year 3 component - - 20.00 - 20
Year 4 component - - - 20.00 20
Total $382.50 $52.50 $37.50 $27.50 $500
Notes:
1. The current component of the cash bonus plan vests in the year of grant and

therefore is expensed in Year 1.
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2. The 60% portion of the deferred component of the cash bonus plan that is subject
only to a service condition is accounted for the same as Scenario 1, by making an
accounting policy election. ABC elects to apply Topic 718 by analogy and recognize
the $90 deferred amount over the service period of each component.

For the remaining 40% portion of the deferred component of the cash bonus plan,
vesting is also based on the achievement of a performance condition. By analogy to
Topic 718, ABC recognizes the liability in the year to which the performance
condition relates. If the performance condition is probable of achievement, ABC
recognizes the liability for Years 2, 3 and 4 in each respective year.

Alternatively, we believe the entire $90 deferred component with a service
condition can be recognized only in Year 1 in accordance with the alternative
practice discussed in Question 3.4.50.

This is because if ABC does not achieve the performance targets outlined in the
CEQ's bonus plan, the CEO will receive a lower bonus relative to the deferred
component with both a service and performance condition. For example, if ABC
achieves 50% of performance targets in Year 2, 75% in Year 3, and 25% in
Year 4, $10 would be recognized in Year 2 ($20 at 50%), $15 in Year 3 ($20 at
75%) and $5 in Year 4 ($20 at 25%). This would reduce the CEQ’s total bonus
payout from $500 to $470.

Question 3.4.60
Are deferred compensation arrangements indexed

solely to a measure of income or operating cash
flows accounted for under Topic 710?

Interpretive response: Yes, we believe that cash-settled compensation
arrangements indexed solely to a measure of an entity’s income or operating
cash flows should be accounted for as compensation contracts under Topic
710. As such, the benefits under these arrangements should be accrued in a
systematic and rational manner over the employee service period — e.g. based
on intrinsic value and percentage of the elapsed service period at each reporting
date.

An example of such an arrangement is when an employee is entitled to a fixed
cash payout if EBITDA (earnings before interest taxes, depreciation and
amortization) exceeds a predetermined level after one year. Another example is
when an employee is entitled to exercise a right at any point during a specified
term to receive a cash payout for the difference between a predetermined level
of EBITDA (the strike price) and current trailing EBITDA multiplied by a specified
percentage factor.

Both of these example arrangements are paid in cash, require the employee to
provide service and maintain current employment to be eligible to receive the
payout. Therefore, neither are in the scope of Topic 718.
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Question 3.4.70
Is a cash-settled compensation arrangement a

derivative if it is indexed to entity-specific measures
of income or operating cash flows?

Interpretive response: Not necessarily. Cash-settled arrangements that are
indexed to entity-specific measures of income or operating cash flows could
appear to meet the requirements to be considered derivatives under Topic 815.
However, we believe the arrangements are eligible for the scope exception
under Topic 815 related to contracts indexed to specified sales volumes of one
of the parties to the arrangement.

Judgment should be applied when evaluating whether the Topic 815 scope
exception applies, and the Topic 815 scope exception is discussed in-depth in
section 2.7 of KPMG Handbook, Derivatives and hedging.

Further, individual employee compensation contracts similar to the example
arrangements in Example 3.4.10 may qualify as any of the following depending
on their indexation and settlement provisions:

— derivatives under Topic 815;
— share-based compensation awards under Topic 718; or
— deferred compensation arrangements under Topic 710.

For example, we believe that an award dual-indexed to issuer profitability and
the price of gold would likely qualify as a Topic 815 derivative. An award
indexed to the price of gold but settled in issuer common stock would generally
be accounted for as a liability-classified share-based payment award under Topic
718. Small changes in contractual terms can dramatically affect the applicable
authoritative literature and resulting accounting treatment.

Question 3.4.80

How is a deferred compensation arrangement
accounted for if there is a lump-sum settlement
provision in the case of death?

Excerpt from ASC 710-10

25 Recognition
> Deferred Compensation Arrangements

25-11 Some deferred compensation contracts provide for periodic payments to
employees or their surviving spouses for life with provisions for a minimum
lump-sum settlement in the event of the early death of one or all of the
beneficiaries. The estimated amount (see paragraph 710-10-30-1) of future
payments to be made under such contracts shall be accrued over the period of
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active employment from the time the contract is entered into. Example 2 (see
paragraph 710-10-55-4) illustrates this guidance.

55 Implementation Guidance and lllustrations
>> Example 2: Attribution Period for a Deferred Compensation Contract
55-4 This Example illustrates the guidance in paragraph 710-10-25-11.

55-5 An employee becomes fully eligible for benefits under a deferred
compensation contract five years after entering into the contract. The contract
states, however, that if the employee dies or becomes disabled, benefits will
be payable immediately. The contract is not one of a group of contracts that
possess the characteristics of a pension plan.

55-6 In this Example, if the employee is expected to render service over the
next five years, benefits should be attributed over that service period. If death
or disability unexpectedly occurs during the five-year period, the benefit
obligation should be remeasured and any previously unrecognized amount
should be immediately recognized at the date of the event. If the employee is
expected to terminate service within the next five years, an accrual is normally
not required because the employee is not expected to receive benefits under
the plan. However, in the rare situation that it is probable that death or
disability will occur during the five-year period, the benefit should be accrued
over the relevant service period.

Interpretive response: Topic 710's Example 2 illustrates a situation in which an
employee becomes fully eligible for benefits under a deferred compensation
contract five years after entering into the contract. The contract states that if
the employee dies or becomes disabled, benefits will be payable immediately.
The contract is not one of a group of contracts that possess the characteristics
of a pension plan.

The deferred compensation is accounted for as follows. [710-10-25-11, 55-5 — 55-6]

— If the employee is expected to render service over the next five years,
benefits are attributed over that service period.

— If death or disability unexpectedly occurs during the five-year period, the
benefit obligation is remeasured and any previously unrecognized amount is
immediately recognized at the date of the event.

— If the employee is expected to terminate service within the next five years,
an accrual is normally not required because the employee is not expected
to receive benefits under the plan. However, in the rare situation that it is
probable that death or disability will occur during the five-year period, the
benefit is accrued over the relevant service period.
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Question 3.4.90

How is a deferred compensation benefit that makes
payments to an individual for life measured?

Excerpt from ASC 710-10

30 Initial Measurement
> Deferred Compensation Arrangements

30-1 The amounts to be accrued periodically under paragraph 710-10-25-9 shall
result in an accrued amount at the full eligibility date equal to the then
present value of all of the future benefits expected to be paid. Such estimates
shall be based on the life expectancy of each individual concerned (based on
the most recent mortality tables available) or on the estimated cost of an
annuity contract rather than on the minimum payable in the event of early
death.

30-2 At the end of that period the aggregate amount accrued shall equal the
then present value of the benefits expected to be provided to the employee,
any beneficiaries, and covered dependents in exchange for the employee's
service to that date. Example 1 (see paragraph 710-10-55-1) and Example 3
(see paragraph 710-10-55-7) illustrate this guidance.

Interpretive response: The amount of the liability recognized must be equal to
either: [710-10-30-1]

— the present value of all future benefits expected to be paid based on the life
expectancy of the individual (based on the most recent mortality tables
available); or

— the estimated cost of an annuity contract.

The liability recognized cannot be based on the minimum payable in case of
early death, unless that amount is greater than the one determined based on
the life expectancy of the individual entitled to benefits or the estimated cost of
an annuity.

Subtopic 710-10's Example 3 (reproduced below) illustrates these
measurement principles.

B Excerpt from ASC 710-10

55 Implementation Guidance and lllustrations
>> Example 3: Individual Deferred Compensation Contracts

55-7 This Example illustrates the guidance in paragraph 710-10-30-1. An
employer may provide postretirement benefits to selected employees under
individual contracts with specific terms determined on an individual-by-
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individual basis. That paragraph attributes those benefits to the individual
employee's years of service following the terms of the contract. The following
Cases illustrate the application of that paragraph for individual deferred
compensation contracts:

a. Contract provides only prospective benefits (Case A).
b. Contract provides retroactive benefits (Case B).

>>> Case A: Contract Provides Only Prospective Benefits

55-8 An entity enters into a deferred compensation contract with an employee
at the date of hire. The contract provides for a payment of $150,000 upon
termination of employment following a minimum 3-year service period. The
contract provides for a compensation adjustment for each year of service after
the third year determined by multiplying $150,000 by the entity's return on
equity for the year. Also, each year after the third year of service, interest at 10
percent per year is credited on the amount due under the contract at the
beginning of that year. Accordingly, a liability of $150,000 is accrued in a
systematic and rational manner over the employee's first 3 years of service.
Following the third year of service, the accrued liability is adjusted annually for
accrued interest and the increased or decreased compensation based on the
entity's return on equity for that year. At the end of the third year and each
subsequent year of the employee's service, the amount accrued equals the
then present value of the benefit expected to be paid in exchange for the
employee's service rendered to that date.

>>> Case B: Contract Provides Retroactive Benefits

55-9 An entity enters into a contract with a 55-year-old employee who has
worked 5 years for the entity. The contract states that in exchange for past and
future services and for serving as a consultant for 2 years after the employee
retires, the entity will pay an annual pension of $20,000 to the employee,
commencing immediately upon the employee's retirement. It is expected that
the future benefits to the employer from the consulting services will be
minimal. Consequently, the actuarial present value of a lifetime annuity of
$20,000 that begins at the employee's expected retirement date is accrued at
the date the contract is entered into because the employee is fully eligible for
the pension benefit at that date.

55-10 If the terms of the contract described in the preceding paragraph had
stated that the employee is entitled to the pension benefit only if the sum of
the employee's age and years of service equal 70 or more at the date of
retirement, the employee would be fully eligible for the pension benefit at age
60, after rendering 5 more years of service. The actuarial present value of a
lifetime annuity of $20,000 that begins at the expected retirement date would
be accrued in a systematic and rational manner over the 5-year period from the
date the contract is entered into to the date the employee is fully eligible for
the pension benefit.
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Question 3.4.100

How is deferred compensation payable to a
surviving spouse treated?

Background: ABC Corp. enters into an employment contract with its CEO. The
contract stipulates that if the CEQO dies while employed by ABC, it will pay
$5,000 a month to the CEQ's spouse for the rest of the spouse's life. ABC did
not purchase an annuity contract to fund the obligation related to the
employment contract. Shortly after the employment contract is signed, the CEO
dies. The present value of the estimated future payments by ABC to the CEQO's
spouse is $1 million.

Interpretive response: The estimated amounts to be paid under a deferred
compensation contract would normally be accrued over the period of active
employment based on the most recent mortality tables available. The CEQ's
death accelerates recognition of the liability that was reasonably determinable
from the actuarial tables. The present value of the estimated future payments
not previously recognized is recognized as an expense at the date of the CEQO's
death. [710-10-30-1]

Question 3.4.110

What discount rate is used to calculate the present
value of future deferred compensation benefits?

Interpretive response: In determining the present value of all future benefits
expected to be paid (including benefits to be paid to beneficiaries and covered
dependents), we believe an entity should use a discount rate that reflects the
rates at which the benefits could effectively be settled.

This can be done as follows.

— For arrangements that are long-term and provide benefits similar to those of
a typical DB pension plan, we believe it is appropriate to use the guidance
in Topic 715 to derive the appropriate rate. Topic 715 states that the
discount rate may be derived from a hypothetical portfolio of high-quality
debt instruments with maturities similar to the payments required under
the arrangement.

— If there are highly variable cash flows in a longer-term arrangement, we
believe that applying a discount rate that is consistent with the nature of
the cash flows would be reasonable, as described in Topic 820 (fair value
measurement). See Question F30 in KPMG Handbook, Fair value
measurement, for guidance on valuation models for measuring liabilities.

— For shorter-term arrangements, we believe that applying a credit-adjusted
risk-free rate of return to determine the discount rate would be reasonable.
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Question 3.4.120

What is the effect of noncompete provisions in
deferred compensation arrangements?

Interpretive response: Some deferred compensation arrangements include
noncompete provisions or requirements related to consulting services after the
employee's retirement date. In most situations, the obligation of the employee
related to those provisions is not substantive and the entity’s resulting benefit is
not significant.

In our experience, even if the noncompete provision is enforceable, the
arrangement normally will not be one that is substantive because it neither
compels the employee to continue working for the entity nor gives rise to
significant nonemployee services — particularly if the nonemployee services
described in the arrangement are for the former employee to be on call for
consulting services.

If the noncompete or consulting arrangement is not considered substantive for
accounting purposes, the provisions do not extend the attainment of the full
eligibility date. Only if the employee requirements are substantive and the entity
receives or expects to receive substantive benefits in the form of nonemployee
services, would the full eligibility period include the period after the retirement-
eligible date through the periods benefited by the terms of the arrangement.
The full eligibility date would extend beyond the date the employee is eligible to
retire only in rare situations. [710-10-30-1]

Question 3.4.130
How is a cash advance paid on renewal of an

employment contract with a service requirement
accounted for?

Background: An executive's employment contract is up for renewal. ABC Corp.
agrees to pay the executive a $10 million cash advance on the signing of a new
contract, which is for a three-year term. The cash advance payment is subject
to a pro rata clawback if the executive does not complete all of the required
services under a new contract. ABC's outside counsel evaluates the clawback
clause and advises that it is enforceable.

Interpretive response: The accounting for this arrangement depends on the
facts and circumstances. In most cases, the advance payment is charged to
expense because we believe there is a rebuttable presumption, based on
typical business practice, that repayment of a signing bonus will not be
enforced by an entity under most conditions.

However, if all of the following are met, the cash advance payment may be
recognized as an asset and amortized over the service period:

— there is an enforceable clawback clause in the contract;

— the entity has the intent to enforce the clawback clause (and there is not
any history of nonenforcement of similar clauses in other situations); and
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— the entity has the ability to enforce the clawback clause either through right
of offset against other severance payments that would otherwise be due to
the executive on termination (e.g. other deferred compensation
arrangements) or through the executive's other general assets (assuming it
is able to determine the executive's personal financial situation and access
the assets if necessary).

Question 3.4.140

How is a signing bonus with no service requirement
accounted for?

Interpretive response: An entity generally recognizes a signing bonus as an
expense when it is paid. In our experience, signing bonuses are usually offered
to compensate senior executives for a loss of accumulated benefits (e.g.
unvested stock options) at a previous employer and therefore are usually
designed to compensate the employee without creating future service
requirements.

Topic 805 (business combinations) identifies employment contracts as a
contract-based intangible asset. We believe this reference contemplates
payment under an employment agreement that requires future service and
therefore meets the definition of an asset. In contrast, we believe a signing
bonus payment that carries no service conditions does not meet the definition
of an asset by virtue of the entity's inability to control any future benefit
associated with the cost.

Even when future service conditions are present, we believe there is a
rebuttable presumption, based on typical business practice, that repayment of a
signing bonus will not be enforced by an entity under most conditions.

Deferred compensation arrangements using rabbi
trusts

FE Excerpt from ASC 710-10

20 Glossary

Rabbi Trusts — Rabbi trusts are grantor trusts generally set up to fund
compensation for a select group of management or highly paid executives. To
qualify as a rabbi trust for income tax purposes, the terms of the trust
agreement must explicitly state that the assets of the trust are available to
satisfy the claims of general creditors in the event of bankruptcy of the
employer.
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15 Scope and Scope Exceptions
> Transactions

15-8 The guidance in the Deferred Compensation—Rabbi Trusts Subsections
addresses the accounting for deferred compensation arrangements that have
the following characteristics:

a. If amounts earned by an employee are invested in the stock of the
employer and placed in a rabbi trust

b. Where the employee elects to diversify the assets held by the rabbi trust
into nonemployer securities.

The guidance in the Deferred Compensation—Rabbi Trusts Subsections does
not address the accounting for stock appreciation rights even if they are funded
through a rabbi trust.

25 Recognition

25-15 The following are the four types of deferred compensation arrangements
involving rabbi trusts covered by this Subsection:

a. Plan A—The plan does not permit diversification and must be settled by
the delivery of a fixed number of shares of employer stock.

b. Plan B—The plan does not permit diversification and may be settled by the
delivery of cash or shares of employer stock.

c. Plan C—The plan permits diversification; however, the employee has not
diversified (the plan may be settled in cash, shares of employer stock, or
diversified assets).

d. Plan D—The plan permits diversification and the employee has diversified
(the plan may be settled in cash, shares of employer stock, or diversified
assets).

> Plan A

25-16 For Plan A, employer stock held by the rabbi trust shall be classified in
equity in a manner similar to the manner in which treasury stock (see Subtopic
505-30) is accounted for. The deferred compensation obligation shall be
classified as an equity instrument.

> Plans B and C

25-17 For Plans B and C, employer stock held by the rabbi trust shall be
classified in equity in a manner similar to the manner in which treasury stock
(see Subtopic 505-30) is accounted for. The deferred compensation obligation
shall be classified as a liability.

> Plan D

25-18 For Plan D, assets held by the rabbi trust shall be accounted for in
accordance with generally accepted accounting principles (GAAP) for the
particular asset (for example, if the diversified asset is an equity security, that
security would be accounted for in accordance with Subtopic 321-10). The
deferred compensation obligation shall be classified as a liability. At acquisition,
debt securities held by the rabbi trust may be classified as trading.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
nember firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

47



Employee benefits
3. Compensation: General

35 Subsequent Measurement

35-1 The guidance in this Subsequent Measurement Section addresses the
four plans (A to D) as outlined in paragraph 710-10-25-15.

> Plan A

35-2 Subsequent changes in the fair value of the employer's stock shall not be
recognized. With respect to the deferred compensation obligation recognized
under paragraph 710-10-25-16, changes in the fair value of the amount owed to
the employee shall not be recognized.

> Plans B and C

35-3 Subsequent changes in the fair value of the employer's stock, recorded in
a manner similar to treasury stock, shall not be recognized. The deferred
compensation obligation shall be adjusted with a corresponding charge (or
credit) to compensation cost, to reflect the changes in the fair value of the
amount owed to the employee.

> Plan D

35-4 The deferred compensation obligation shall be adjusted, with a
corresponding charge (or credit) to compensation cost, to reflect changes in
the fair value of the amount owed to the employee.

Rabbi trusts are grantor trusts generally set up to fund compensation for a
select group of management or highly paid executives. To qualify as a rabbi
trust for income tax purposes, the terms of the trust agreement must explicitly
state that the assets of the trust are available to satisfy the claims of general
creditors in the event of bankruptcy of the employer. See paragraphs 1.042 to
1.052 of KPMG Handbook, Share-based payment. [710-10 Glossary]

Question 3.5.10

What is a deferred compensation arrangement
using a rabbi trust?

Interpretive response: A rabbi trust is an irrevocable trust that is sometimes
used to fund deferred compensation arrangements. Assets are set aside in the
rabbi trust related to the future payment of benefits under the deferred
compensation plan. These assets are also used to provide tax deferral options
for those in the plan.

The employer will normally not have access to the trust because the trust is
restricted; however, legally the assets remain those of the employer. Generally,
the only claim on assets provided to the employer’s creditors would be for a
bankruptcy or default. Neither the employer nor an acquirer can revoke the
trust; the employee has no right to transfer contractual rights in the trust nor
does the employee have the ability to assign those rights.

Employees defer receiving compensation amounts earned under a nonqualified
deferred compensation plan by placing the amounts earned in a rabbi trust. By
deferring receipt of the amounts earned, the employees risk losing those assets
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in the event of a bankruptcy or default, but also defer the taxability of those
amounts. The employees are subsequently taxed when they eventually receive
the amounts from the rabbi trust. Because the rabbi trust assets remain assets
of the employer, the employer reports those assets gross, and does not offset
them against the deferred compensation liability.

See paragraphs 1.042 to 1.052 of KPMG Handbook, Share-based payment, for
additional guidance and examples of rabbi trust plans.

Question 3.5.20

How is a deferred arrangement using a rabbi trust
accounted for?

Interpretive response: There are four types of arrangements using a rabbi
trust. For each type, the following table identifies how to characterize and
subsequently measure the deferred compensation liability and the employer

stock and other assets held in trust. [710-10-25-15 - 25-18, 35-1 — 35-4]

Type of
plan

Description

Deferred
compensation
liability

Employer stock in
rabbi trust is
recognized

Other assets
in rabbi trust

Plan A Plan does not Equity instrument, Similar to treasury N/A
permit with subsequent stock (Subtopic
diversification and changes in fair 505-30), with
must be settled by | value not subsequent
delivery of a fixed recognized changes in fair
number of shares value not
of employer stock recognized
Plan B Plan does not Liability, with Similar to treasury N/A
permit subsequent stock (Subtopic
diversification and changes in fair 505-30), with
may be settled by value recognized subsequent
the delivery of changes in fair
cash or shares of value not
employer stock recognized
Plan C Plan permits Liability, with Similar to treasury N/A
diversification; subsequent stock (Subtopic
however, the changes in fair 505-30), with
employee has not value recognized subsequent
diversified; the changes in fair
plan may be value not
settled in cash, recognized
shares of employer
stock or diversified
assets
Plan D Plan permits Liability, with - Apply
diversification and subsequent applicable US
the employee has changes in fair GAAP
diversified; the value recognized
plan may be
settled in cash,
shares of employer
stock or diversified
assets
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Question 3.5.30

What is the treatment of dividends in a deferred
compensation arrangement using rabbi trusts?

Interpretive response: An accounting issue arises if dividends paid on
employer shares in a rabbi trust are retained in the trust instead of being paid to
the employees. In this scenario, there are mixed views as to whether this
disqualifies the continued use of Plan A accounting (see Question 3.5.20). If
disqualified from Plan A accounting, the arrangement would be accounted for
as a Plan D arrangement.

At the time the rabbi trust guidance of Topic 710 was developed, the existing
guidance for share-based payments would have disqualified the plan from
continuing to use Plan A accounting. However, when that guidance was
superseded by Topic 718, the guidance for rabbi trust arrangements was not
updated. When viewed in the framework of Topic 718, the retention of
dividends in the trust would not disqualify the plan from continuing to use Plan
A accounting; see discussion in paragraph 1.051 of KPMG Handbook, Share-
based payment.

To avoid the possibility of being disqualified from using Plan A accounting,
some entities accumulate the dividends on employer shares in the rabbi trust in
a separate trust. If Plan A accounting is retained for the original rabbi trust, the
dividends paid and accumulated in the separate trust would be recognized by
the entity as either of the following.

— Retained earnings. Consistent with the premise of Topic 718 that the
future dividends have been captured in the grant-date fair value measure of
the award, the dividends paid and accumulated in a rabbi trust are
recognized as a charge to retained earnings. This accounting treatment is
similar to one used for dividends on other nonvested share awards where
the paid dividends are charged to retained earnings to the extent that the
awards are expected to vest.

— Compensation cost. Consistent with the premise of Topic 710 that a Plan
A-type arrangement is accounted for like treasury stock, payment of
dividends would not be part of the arrangement because dividends are not
paid on treasury stock. Under this approach, dividends are recognized as
additional compensation cost.

An entity should adopt and apply its policy consistently to all Plan A rabbi trust
arrangements.

Question 3.5.40
What is the income tax treatment of dividends in a

deferred compensation arrangement using rabbi
trusts?

Interpretive response: For US federal income tax purposes, the entity may
receive a tax deduction for dividends paid on shares held in a rabbi trust. The
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tax benefit associated with dividends paid is recognized in income tax expense
(benefit) in the income statement.

Consistent with the guidance on dividends received on securities accounted for
under Topic 320 (investments in debt securities), an entity accounting for a
rabbi trust based on Plan D accounting recognizes the dividends paid to the
rabbi trust as compensation cost. Under Plan D accounting, the deferred
compensation obligation is classified as a liability and adjusted, with a
corresponding charge (or credit) to compensation cost, to reflect changes in the
fair value of the amount owed to the employee. See paragraph 1.052 of KPMG
Handbook, Share-based payment, for further discussion.

Presentation and disclosure

I_:E Excerpt from ASC 710-10

45 Other Presentation Matters

45-1 For all of the types of plans (A to D) discussed in paragraph 710-10-25-15,
the accounts of the rabbi trust shall be consolidated with the accounts of the
employer in the financial statements of the employer.

45-2 For Plan D only, changes in the fair value of the deferred compensation
obligation shall not be recorded in other comprehensive income, even if
changes in the fair value of the assets held by the rabbi trust are recorded,
pursuant to Subtopic 320-10, in other comprehensive income.

45-3 For all of these types of plans, employer shares held by the rabbi trust
shall be treated as treasury stock for earnings per share (EPS) purposes and
excluded from the denominator in the basic and diluted EPS calculations.
However, the obligation under the deferred compensation arrangement shall
be reflected in the denominator of the EPS computation in accordance with the
provisions of Section 260-10-45.

45-4 |In accordance with paragraph 260-10-45-13, if an obligation is required to
be settled by delivery of shares of employer stock (Plan A), those shares shall
be included in the calculation of basic and diluted EPS. If the obligation may be
settled by delivery of cash, shares of employer stock, or diversified assets
(other than Plan A), those shares shall not be reflected in basic EPS but shall be
included in the calculation of diluted EPS in accordance with paragraph 260-10-
45-30 and paragraphs 260-10-45-45 through 45-46.

50 Disclosure
> Compensated Absences

50-1 If an employer meets the conditions in paragraph 710-10-25-1(a) through
(c) and does not accrue a liability because the condition in paragraph 710-10-25-
1(d) is not met, that fact shall be disclosed.

Topic 710 does not include significant guidance on presentation, other than that
related to deferred compensation arrangements using rabbi trusts.
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Question 3.6.10

Is the liability for compensated absences classified
as a current or noncurrent liability?

Interpretive response: Because a liability for accrued compensated absences
is usually directly related to the entity’s operating cycle (i.e. wages and salaries),
an entity classifies it as a current liability. However, obligations not contractually
due until more than a year from the reporting date (or normal operating cycle, if
longer) are classified as noncurrent. [210-10-45-8]

Question 3.6.20

How are assets and liabilities in deferred
compensation arrangements presented?

Interpretive response: A debtor with a valid right of setoff may offset the
related liability and asset and report the amount net in its financial statements.
A right of setoff exists when all of the following conditions are met: [210-20-45-1]

— each of two parties owes the other determinable amounts;

— the reporting party has the right to set off the amount owed with the
amount owed by the other party;

— the reporting party intends to set off; and

— the right of setoff is enforceable by law.

Based on those conditions, an investment in life insurance or other assets,
including those assets in a rabbi trust that fund a deferred compensation
obligation, are accounted for and presented separately in the entity’s balance
sheet because generally no right of offset exists. [TQA 5230.09]

Question 3.6.30

What are the disclosures for deferred compensation
arrangements?

Interpretive response: US GAAP includes no specific requirements about
disclosures related to a deferred compensation arrangement. However, other
aspects of US GAAP contain disclosure requirements that need to be
considered if deferred compensation arrangements are material to an entity’s
financial statements.

The following are example disclosures (not exhaustive):

— current accounting policy regarding deferred compensation arrangements
and consolidation of related rabbi trusts that fund the arrangement (Topic
235);

— related party transactions, including the dollar amounts of transactions for
each period for which an income statement is presented (Topic 850);
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— marketable equity and debt securities that fund deferred compensation
obligations (Topic 505);

— treasury stock transactions resulting from entity shares that fund deferred
compensation obligations (Topic 505); and

— amount of CSV related to life insurance that funds deferred compensation
arrangements (Topic 325).

Question 3.6.40
What is the balance sheet presentation for a

deferred compensation arrangement funded by life
insurance contracts?

Background: ABC Corp. has a deferred compensation contract with its
president and the estimated amount of future payments was accrued over the
period of active employment. In the current period, ABC purchases a life
insurance policy on the president, naming itself as beneficiary.

Interpretive response: The CSV of a life insurance contract is reported on the
balance sheet as an asset, with changes in value reflected as an adjustment of
insurance expense for the period. Net presentation of the assets and liabilities
related to the arrangement on the entity’s balance sheet is not appropriate,
regardless of the funding objective pertaining to the purchase of the insurance
contract. See Question 3.6.20. [710-10-45]

Question 3.6.50

What are the disclosures for deferred compensation
arrangements funded by life insurance contracts?

Interpretive response: \We believe the following disclosures should be
provided when investments in life insurance (or the deferred compensation and
other employee benefits associated with life insurance) are material to an
entity; this includes consideration of amounts currently not recognized under an
entity’s existing accounting policies.

— Adiscussion of the primary purposes and objectives of the life insurance
arrangements — e.g. providing an investment return or funding retirement
benefits;

— A description of the life insurance investments and related compensation or
benefit arrangements with the employees. The disclosure should include
descriptions of the significant terms of the life insurance policies;
contractual restrictions on the ability to surrender a policy; and
arrangements to split the premiums, investment value and death benefits
with employees or their beneficiaries;

— Addiscussion of the entity's current accounting policy for life insurance
assets, including the significant components and assumptions used to
determine the financial statement amount — e.g. surrender charges
assumed to be waived, deferred acquisition costs, or claims stabilization
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reserves included in the asset, and the discount rate used if the investment
is accounted for as a loan to the employee.

— Addiscussion of the entity’'s current accounting policy for the deferred
compensation and other employee benefit arrangements associated with
life insurance arrangements.

Question 3.6.60

What are the SEC disclosures for deferred
compensation arrangements?

Interpretive response: There are no specific SEC disclosures related to
deferred compensation arrangements. However, other aspects of SEC
disclosure requirements may be relevant if deferred compensation
arrangements are material to a registrant’s financial statements, including:

— related party transactions and balances; [S-X Rule 4-08(k)]

— material future funding requirements related to deferred compensation
arrangements in MD&A; and [SK ltem 303]

— executive compensation policies and other aspects of an entity's
compensation arrangements in CD&A. [SK Item 402]

These SEC requirements are in addition to the potential US GAAP disclosures in
paragraph 710-10-50-1 and Question 3.6.50.

Question 3.6.70

What are MD&A disclosures for deferred
compensation arrangements?

Interpretive response: The SEC staff has identified a number of disclosures
that should be provided for pension, OPEB, and postemployment plans — e.g.
information about the selection of a discount rate, comparison of actual and
expected results in assumptions used to account for such plans, and funding
obligations. We would expect similar disclosures about deferred compensation
arrangements material to the financial statements of the entity. See Question
11.2.120.

Registrants are required to disclose material cash requirements from known
contractual and other obligations as part of a liquidity and capital resources
discussion. [Reg SK Item 303]

We believe that guidance should also be considered in developing disclosures
related to deferred compensation arrangements that are material to the entity’s
financial statements.
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Question 3.6.80

What are the CD&A disclosure requirements for
deferred compensation arrangements?

Interpretive response: The SEC requires disclosure about executive
compensation to begin with a narrative CD&A section describing the most
important determinants of the registrant’s compensation policies and decisions.
The disclosure covers the registrant’s compensation objectives, what its
compensation program is designed to reward, the elements of compensation,
why the registrant chooses to pay each element, how amounts for each
element are determined, and how each element and the compensation

decisions fit into the registrant’s overall compensation objectives. [Reg SK Item
402]

The SEC requires information be included in certain filings about compensation
of the entity’s named executive officers, including tabular compensation
information about directors, principal executive and financial officers, and the
three other most highly compensated executive officers (collectively, the
named executive officers). The amount earned during the year under deferred
compensation arrangements is generally included in the table as either salary or
bonus, depending on the terms of the arrangement. This amount is generally
the same as that recognized as compensation cost in the financial statements.
Further, above-market or preferential earnings on compensation that is deferred
on a basis that is not tax-qualified, including such earnings on nonqualified DC
plans, are included in the amounts as part of the change in pension value and
nonqualified deferred compensation earnings.

The SEC requires disclosure in tabular format for each named executive officer
of information with respect to each DC or other plan that provides for the
deferral of compensation on a basis that is not tax-qualified. Disclosures include
aggregate executive contributions, registrant contributions, interest or other
earnings accrued, withdrawals by and distributions to the executive, and the
balance as of the end of the year. The table must be supplemented by a
narrative description of material factors necessary to understand each plan
included in the table, such as the types of compensation permitted to be
deferred, limitations on deferral, the measures of calculating interest or other
plan earnings and material terms related to payouts, distributions and
withdrawals.

The SEC requires that certain material contracts and other information be filed
as an exhibit to certain filings made with the SEC. A deferred compensation
arrangement with one of the executives included in the compensation tables
may be considered material and required to be filed as an exhibit. A registrant
should consult with its securities counsel to determine filing requirements.
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How the standards work

Topic 712 outlines the measurement, recognition, presentation and disclosure
requirements for nonretirement benefits provided to employees after they stop
working at an organization.

Common examples include voluntary (also known as ‘special’) termination
benefits, and involuntary termination benefits provided under an ongoing
benefit arrangement, along with any disability and healthcare benefits provided
after employment. This chapter refers to nonretirement benefits provided to
employees after employment collectively as termination benefits.

Topic 420 outlines the requirements for costs related to exit or disposal
activities, which include involuntary termination benefits under a one-time
benefit arrangement. All other costs covered by Topic 420 (including contract
termination costs) that are not employee benefits are not addressed in this
Handbook.
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Overview

05 Overview and Background

05-1 The Compensation—Nonretirement Postemployment Benefits Topic
provides guidance on nonretirement postemployment benefits, including
termination benefits and other postemployment benefits provided to
former and inactive employees. This Topic contains only the Overall Subtopic.

> Termination Benefits

05-2 An employer may provide benefits to employees in connection with their
termination of employment. They may be either special termination benefits
offered only for a short period of time or contractual termination benefits
required by the terms of a plan only if a specified event, such as a plant
closing, causes employees' services to be terminated involuntarily. Termination
benefits may take various forms including lump-sum payments, periodic future
payments, or both. They may be paid directly from an employer's assets, an
existing pension plan, a new employee benefit plan, or a combination of those
means.

05-3 See Section 712-10-15 for links to other Topics in the Codification that
provide guidance on termination benefits, such as the following:

a. One-time termination benefits resulting from an exit or restructuring
activity

b. Termination benefits (for example, supplemental early retirement benefits,
termination indemnities) paid through a pension or other postretirement
plan.

15 Scope and Scope Exceptions
> Overall Guidance

15-1 The Scope Section of the Overall Subtopic establishes the pervasive
scope for the Compensation—Nonretirement Postemployment Benefits Topic.

> Entities

15-2 The guidance in the Compensation—Nonretirement Postemployment
Benefits Topic applies to all entities and all employers that offer or have offered
termination or other postemployment benefits to employees and former
employees in connection with their termination of employment or their transfer
to inactive status. The benefits covered by this Topic are paid before
retirement and are not paid from a pension or other postretirement plan.

> Transactions

15-3 The guidance in the Compensation—Nonretirement Postemployment
Benefits Topic applies to the following nonretirement postemployment
benefits:
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a. Special or contractual termination benefits that are payable before
retirement and are not payable from a pension or other postretirement
plan.

b. All types of other postemployment benefits provided to former or inactive
employees, their beneficiaries, and covered dependents after employment
but before retirement. Benefits may be provided in cash or in kind and may
be paid as a result of a disability, layoff, death, or other event. Benefits may
be paid immediately upon cessation of active employment or over a
specified period of time. Employees' rights to benefits may accumulate or
vest as they render service. See paragraph 710-10-25-1(b) for a description
of the meaning of accumulate or vest.

15-4 The guidance in this Topic does not apply to the following benefits:

a. Benefits provided through a pension or postretirement benefit plan (See
Subtopics 715-30 and 715-60, which specify the accounting for those
costs.)

b. Individual deferred compensation arrangements that are addressed by
Subtopic 710-10

c. Special or contractual termination benefits, payable upon termination, from
a defined benefit pension plan, or payable upon retirement, covered by
Subtopic 715-30.

d. Special or contractual termination benefits other than pension (for example,
welfare benefits), payable upon termination from a defined benefit other
postretirement plan, or payable upon retirement, covered under Subtopic
715-60.

e. One-time termination benefits covered in Subtopic 420-10 (see the
following paragraph).

f.  Stock compensation plans that are addressed by Topic 718.

> Other Considerations

15-5 As indicated in paragraph 420-10-05-4, accounting for termination benefits
granted in connection with an exit or disposal activity will differ depending on
whether the benefits payable are considered an enhancement to an ongoing
benefit arrangement, (covered by this Subtopic or Subtopics referenced in the
preceding paragraph) or provided under a one-time termination arrangement
covered by Topic 420. For guidance on making this determination, see
paragraph 420-10-55-1 and Example 5 (paragraph 420-10-55-16).

25 Recognition
> Special Termination Benefits

25-1 Nonretirement postemployment benefits offered as special
termination benefits to employees shall be recognized as a liability and a loss
when the employees accept the offer and the amount can be reasonably
estimated. An employer that offers, for a short period of time, special
termination benefits to employees, shall not recognize a loss at the date the
offer is made based on the estimated acceptance rate.

Accounting for employment termination benefits not provided through a
pension or postretirement benefit plan may fall under either Topic 712 or Topic
420, depending on the specific features of the arrangement. This chapter
outlines the accounting for special (voluntary) termination benefits in section 4.3
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and provides an overview of involuntary termination benefits in section 4.4
before the sections covering the accounting for each type of involuntary
termination benefit (sections 4.5, 4.6 and 4.7).

The accounting considerations for termination benefits provided through a
pension or postretirement benefit plan under Topic 715 are discussed in section

9.6.

Question 4.2.10

What are the types of benefits included in the scope
of either Topic 712 or Topic 420?

Interpretive response: Such benefits (unless provided through a pension or
postretirement benefit plan) are categorized into four types, with three being
accounted for under Topic 712 and one under Topic 420.

Description Liability recognition ‘ Topic ‘
Benefits that are offered The liability is recognized
Special to employees for a short yvhen the employee
termination period in exchange for the |rreyo?ably accepts the
benefits (see employees’ voluntary entlty S foer of voluntary
section 4.3) termination of service. termlnat]on an the
[712-10 Glossary] amount is estimable. [712-
10-25-1]
Benefits that are provided
Contractual to employees who are e .
termination involuntarily terminated Thhe ||at;|||ty tI)S| regogmzed
benefits (see when a triggering event W Ent;[l e Odlgat.'onij 712
sections 4.4 and | occurs that is specified in {)7?2_?0_55?; estimable.
4.5) the terms of a plan. [712-
10 Glossary]
Benefits, other than The liability is recognized
Other special or contractual either: [712-10-25-4 — 25-5]
postemployment | termination benefits, that
benefits (see are provided after — 8 the employee
sections 4.4 and | employment but before provides service; or
4.6) retirement. [712-10 — when probable and
Glossary] estimable.
The liability is recognized
Benefits provided to when there is a present
One-time currgnt emplo_yees who obligation; this depends
termination are |r_1voluntar||y on the facts and
benefits (see terminated undgr the circumstances, but 420
sections 4.4 and term; of.a one—tme generally' occurs on the
4.7) termination benefit communication date
arrangement. [420-10 unless there is an ongoing
Glossary] service requirement. [420-
10-25-6 — 25-9]
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Question 4.2.20

How does an entity determine which type of
termination benefit it has provided?

Interpretive response: Termination benefits fall in one of the categories listed
in Question 4.2.10. The following decision tree helps determine the appropriate
sections in this chapter under which to analyze given benefits.

Were the termination
benefits offered to
employees for their
voluntary termination of
service?

Yes No

Go to section 4.4 on
involuntary termination
benefits overview

Go to section 4.3 on
special termination
benefits

Question 4.2.30

Are individual employee arrangements to pay

termination benefits in the scope of Topic 712 or
Topic 420?

Interpretive response: No. Topic 712 and Topic 420 generally apply to
termination benefits that are available to a group of employees under an
ongoing or one-time arrangement. Arrangements for individuals are generally
accounted for under Topic 710 (see section 3.4).

Special termination benefits

I_:% Excerpt from ASC 712-10

20 Glossary

Nonretirement Postemployment Benefits — All types of benefits, other than
those provided through a pension or other postretirement plan (see Subtopics
715-30 and 715-60), provided to former or inactive employees, their
beneficiaries, and covered dependents.

Special Termination Benefits — Benefits that are offered for a short period of
time in exchange for employees’ voluntary termination of service.
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25 Recognition

25-1 Nonretirement postemployment benefits offered as special
termination benefits to employees shall be recognized as a liability and a loss
when the employees accept the offer and the amount can be reasonably
estimated. An employer that offers, for a short period of time, special
termination benefits to employees, shall not recognize a loss at the date the
offer is made based on the estimated acceptance rate.

Special termination benefits are offered to employees for a short period in
exchange for voluntary termination. This may arise when an entity makes an
operational decision to encourage its employees to voluntarily leave instead of
instituting an involuntary reduction in force. It is the employees, and not the
entity, who elect to be voluntarily terminated, and they receive the special
termination benefit as payment for that voluntary election.

Question 4.3.10

Under what Topic are special termination benefits
accounted for?

Interpretive response: As the following diagram depicts, special termination
benefits are accounted for under either Topic 712 or Topic 715, depending on
whether they are nonretirement postemployment benefits or retirement
postemployment benefits — i.e. provided through a pension or OPEB plan.

Under what type of
plan are the special

Nonretirement terminatiqn benefits Retirement
postemployment provided? postemployment
benefit planv vbeneﬁt plan
Account for Account for
benefits under benefits under
Topic 712 Topic 715

Both Topic 712 and Topic 715 state that an entity recognizes a liability for
special termination benefits when the employees accept the offer and the
obligation is estimable.

This chapter addresses only the accounting for special termination benefits
under Topic 712. The accounting considerations under Topic 715 are further
discussed in section 9.6. [712-10-25-1]
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Question 4.3.20

When is a liability for a special termination benefit
recognized under Topic 712?

Interpretive response: An entity recognizes a liability for special termination
benefits when the employees accept the offer and the amount is reasonably
estimable. [712-10-25-1]

We believe the employees’ acceptance must be irrevocable and if employees
have the right to rescind their offers, their acceptance is not considered
irrevocable until the rescission period has ended. Therefore, we believe an
entity should recognize a liability for a special termination benefit when:

— the employees accept an offer if there is no rescission period; and
— at the end of the rescission period if the employees have a right to rescind.

However, the amount of the liability and the timing of its recognition may be
affected if:

— the employees must provide services after accepting the offer (or after the
end of the rescission period) (see Question 4.3.30); or

— the special termination benefits are part of a larger plan that includes
involuntary termination payments (see Question 4.3.40).

Example 4.3.10

Special termination benefits with rescission period

ABC Corp. has a voluntary severance plan (VSP), which is periodically extended
to certain groups of employees. Employees are given a specific period to decide
whether they want to participate in the VSP.

Once elected, the employees then have 30 days, by law, to retract their
participation (the rescission period) and remain employed. If employees have
not retracted their election to participate in the VSP by the end of the rescission
period, ABC will terminate them pursuant to the VSP. ABC has a December 31
year-end.

On November 30, Year 1, ABC offers a group of employees the option to
participate in the VSP by December 29, Year 1. The rescission period ends
during various dates in January Year 2.

The irrevocable acceptance by the employees does not occur until the various
rescission periods have expired in January Year 2. Therefore, ABC recognizes a
liability for the special termination benefits under the VSP in January Year 2 as
the employees’ rescission periods expire.

This response assumes the benefits are based entirely on a VSP. Question
4.3.40 discusses a VSP that is part of a larger severance plan that may include
involuntary termination.
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Question 4.3.30

How are special termination benefits with a future
service requirement accounted for?

Background: On January 15, ABC Corp. offers voluntary termination benefits to
employees who meet specified criteria. These employees must accept the
offer by March 15 and must continue to be employed by ABC through
December 31. December 31 is the date of termination and the date the
employees will receive the termination benefits. ABC accounts for voluntary
termination benefits as special termination benefits under Topic 712.

Interpretive response: In the background example, employees must provide
future services to be eligible for a special termination benefit. In this case, we
believe that ABC should recognize the termination benefits over the period
during which employment services are rendered — i.e. accrue ratably from the
date the employee accepts the offer through the scheduled termination date.
The accrual of the termination benefits over that period should reflect an
estimate of the number of employees who will stay and receive the termination
benefits. This approach is consistent with the ‘stay bonus’ guidance in Topic
420. [420-10-55-4]

In contrast, if the employees are entitled to receive special termination benefits
after they accept the offer regardless of when they leave, ABC recognizes the
termination benefits as soon as the employee acceptances become irrevocable
and the amount can be reasonably estimated (see Question 4.3.20). This would
be when either:

— employees are not required to provide future services; or
— the entity does not enforce the required service period.

Question 4.3.40

How is a voluntary termination accounted for if

there is a preexisting severance plan or a one-time
termination benefit?

Interpretive response: When employees are offered to voluntarily terminate in
connection with a preexisting severance plan or a one-time termination benefit,
the accounting for termination benefits depends on whether any or all of the
benefit payments are considered special termination benefits. This
determination depends on the specific features of the arrangement in its
entirety, as illustrated in the scenarios below.

Once an entity determines which portion of the benefits are considered special
termination benefits and which are not, it applies the accounting described in
the appropriate box in the following diagram.
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Yes Are the termination No
benefits offered for
employees’ voluntary
termination of service?

Recognize when Both: Benefits
employee acceptance include both
becomes irrevocable voluntary and

and the amount is involuntary

Section 4.3 does not B
apply; go to section 4.4

reasonably estimable v components
Separate benefits that
are based on voluntary
separation from those
Voluntary based on involuntary Involuntary
portion separation portion

C

An instance that deviates from how special termination benefits are generally
recorded as described in Box A is when employees must provide future
services after accepting the offer (or after the end of the rescission period) (see
Question 4.3.30).

In all three scenarios below, assume:

— there is no rescission period during which employees may rescind their
offer; and

— the entity expects all terminated employees to leave within the minimum
retention period; no future services will be required.

Scenario 1: Employees’ offer to voluntarily terminate employment is
automatically accepted

ABC Corp. approves a restructuring plan to downsize its operations as part of a
broader cost-cutting initiative across the organization. On December 8, Year 1,
ABC announces that certain employees can voluntarily terminate their
employment in return for the following benefits:

— a one-time termination benefit of $10,000; and
— the cash benefit available under the entity’s preexisting severance plan had
the termination been involuntary.

Interested employees have 30 days to accept the offer and sign their
termination agreement at which time it becomes irrevocable. ABC cannot reject
the acceptance of any employee in the affected group of employees.

ABC has a calendar year-end and there is no plan to involuntarily terminate any
employees if sufficient employees do not accept.

ABC accounts for both the preexisting severance plan cash benefit and the
$10,000 additional benefit as special termination benefits because both
amounts are in exchange for the employees’ voluntary terminations. Therefore,
it recognizes a liability for these amounts (plus related expenses) upon the
employees’ irrevocable acceptance, which will take place over the 30-day
acceptance period.

ABC made the offer on December 8, Year 1, and the offer remains open
through the first week of January, Year 2 (the 30-day acceptance period). ABC

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

68



Employee benefits | 69
4. Termination benefits and other nonretirement postemployment benefits

recognizes a liability for any irrevocable acceptances made before year-end on
December 31. In contrast, it does not accrue a liability in Year 1 for those offers
that have not yet been irrevocably accepted as of December 31 even if the
acceptances are known prior to the issuance of the Year 1 financial statements.

Nevertheless, we believe any amounts that are not recognized in Year 1 but are
known before issuance of the financial statements should be disclosed, if
significant.

Scenario 2: Entity can accept or reject employees’ offer to voluntarily
terminate employment

Assume the same fact pattern as Scenario 1, except that on employee
acceptance of the offer ABC decides which resignations to accept. ABC will
make all decisions by January 31, Year 2 and will communicate those decisions
to the employees on February 15, Year 2.

The benefits are not accounted for as special termination benefits because ABC
has the option to accept or reject any employee’s offer to voluntarily resign.
Because the application by the employee is not considered binding, the benefits
are not treated as voluntary even though employees may choose to not apply
for ABC's offer.

Instead, the termination benefits offered are accounted for as two separate
components of involuntary termination benefits.

— The component that is provided under ABC's preexisting severance plan is
an other postemployment termination benefit that is accounted for under
Topic 712. It is an other postemployment termination benefit because it is
involuntary and subject to an existing plan that does not include a specified
triggering event.

— The incremental component is a one-time termination benefit that is
accounted for under Topic 420.

Because both of these components are considered involuntary payments, ABC
does not apply Box C in the above decision tree. Instead, it follows Box B, in
which section 4.4 provides the overview guidance on involuntary termination
benefits before the sections covering the accounting for each type of
involuntary termination benefit (sections 4.5, 4.6 and 4.7).

ABC will likely recognize a liability for the other postemployment termination
component when the liability is probable and estimable (which may be earlier
than the February 15, Year 2 communication date) (see section 4.6).

For the one-time termination benefits, it likely will recognize a liability on
February 15, Year 2 assuming all criteria specified in section 4.7 are met.

Scenario 3: Employees receive additional benefit if they accept
termination offer before an involuntary reduction in force is implemented

On November 1, Year 1, ABC announces it will implement a reduction in force
on December 31, Year 1. Under ABC’s existing HR policy, employees who are
terminated as a result will receive two weeks of severance.

To entice employees to leave voluntarily before December 31, ABC also
announces that any employees who elect by December 1 to leave voluntarily
will be entitled to four weeks of severance instead of two.
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ABC makes $3 million of severance payments to those employees who
accepted the offer to leave voluntarily and $7 million of severance payments to
those who were involuntarily terminated on December 31.

Unlike in Scenario 1, the $7 million of severance payments made under the
preexisting HR policy are not voluntary because the employees receiving them
did not volunteer to leave — they were involuntarily terminated. Therefore, some
of the termination benefits paid were voluntary (to those who accepted the
four-week benefits) and others were involuntary.

This requires the entity to apply Box C in the above decision tree.

A C

Recognize when $3 million $7 million
employee voluntary Separate voluntary involuntary \
ploy tof Section 4.3 t
acceptance becomes okl component o component ection 4.3 does no
irrevocable and the benefits from apply; go to section
amount is reasonably involuntary 4
estimable component

In this scenario, the liability for the $3 million voluntary termination benefit is
recognized when employee acceptance becomes irrevocable and the amount is
estimable.

The liability for the $7 million involuntary portion is recognized as an other
postemployment termination benefit when probable and estimable because it
does not accumulate or vest. This is likely on or before the November 1, Year 1
announcement date depending on when the probability threshold is reached.

See section 4.4 for an overview of involuntary termination benefits and section
4.6 for the accounting for other postemployment termination benefits.

Involuntary termination: Overview

FE Excerpt from ASC 712-10

20 Glossary

Termination Benefits — Benefits provided by an employer to employees in
connection with their termination of employment. They may be either special
termination benefits offered only for a short period of time or contractual
benefits required by the terms of a plan only if a specified event, such as a
plant closing, occurs.
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I_:% Excerpt from ASC 420-10

20 Glossary

One-Time Employee Termination Benefits — Benefits provided to current
employees that are involuntarily terminated under the terms of a one-time
benefit arrangement.

A benefit not provided through a pension or postretirement benefit plan that is
the result of an involuntary termination is accounted for under one of the
following categories:

— contractual termination benefits (section 4.5);
— other postemployment benefits (section 4.6); or
— one-time termination benefits (section 4.7).

These categories are also relevant to the involuntary portion of a termination
benefit that is separated into a voluntary and involuntary portion (see Question
4.3.40, Scenario 3).

The accounting considerations for termination benefits provided through a
pension or postretirement benefit plan under Topic 715 are discussed in section
9.6.

IE Excerpt from ASC 420-10

05 Overview and Background

05-4 Certain postemployment benefit costs that may be associated with exit or
disposal activities are covered by other Topics. The accounting for employee
termination benefits will differ depending on whether the benefits are provided
under a one-time benefit arrangement covered by this Topic or an ongoing
benefit arrangement referred to in the following list. As indicated in paragraph
420-10-15-6, this Topic does not change the accounting for termination
benefits covered by the following Topics and Subtopics:

a. Postemployment benefits provided through a pension or postretirement
benefit plan (Subtopics 715-30 and 715-60 specify the accounting for those
costs.)

b. Other nonretirement postemployment benefits covered by Topic 712

c. Special or contractual termination benefits covered by paragraphs 715-30-
25-10 and 715-60-25-4 through 25-6

d. Individual deferred compensation arrangements that are addressed by
paragraph 710-10-15-4(c)

e. Stock compensation plans addressed by Topic 718.
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Question 4.4.10

How is the appropriate category for an involuntary

termination benefit determined?

Interpretive response: The following decision tree summarizes the required
analysis for determining the appropriate category. See also Question 4.4.50.

Does the entity have an
ongoing benefit
arrangement?

(See Question 4.4.20)

Yes
A

Is the current benefit in
excess of the ongoing
benefit arrangement,
i.e. an additional
termination benefit?
(See Question 4.4.40)

Benefit is a one-time
termination benefit; go
to section 4.7

No

Yes

A 4

Is the additional
termination benefit an
enhancement to the
ongoing benefit
arrangement?
(See Question 4.4.50)

A 4

No

Separate additional
benefit from base
benefit provided by the
ongoing benefit
arrangement

Additional
benefit

Additional benefit is a

one-time termination

benéefit; go to section
4.7

Yes

Is the benefit under an
ongoing benefit
arrangement provided
under a written contract
and triggered by a
specified event?
(See Question 4.4.40)

A

Base benefit

Benefit is a contractual
termination benefit; go

to section 4.5

Benefit is an other
postemployment

termination benefit; go
to section 4.6

As this decision tree indicates, a termination benefit is a one-time termination
benefit only if it is not paid as part of an ongoing benefit arrangement.
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Question 4.4.20

What constitutes an ongoing benefit arrangement?

Interpretive response: Under Topic 712, contractual termination benefits and
other postemployment termination benefits are considered to be ongoing
benefit arrangements. [420-10-05-4]

Under such arrangements, employees are in possession of sufficient
information to have a valid expectation of the nature and amount of benefit that
they would receive in the event of involuntary termination.

An ongoing benefit arrangement can be a written plan such as a formal
severance plan or a widely distributed HR policy (e.g. an HR website or
employee manual). Such a written plan may be used for contractual termination
benefits and other postemployment termination benefits under Topic 712.

An ongoing benefit arrangement can also be achieved through a substantive
plan for other postemployment benefits. A substantive plan would not be used
for a contractual termination benefit arrangement.

Question 4.4.30

What constitutes a substantive plan?

Interpretive response: A substantive plan is one in which, in the absence of a
written plan, the entity and its employees are able to understand the terms of
the benefits that would be paid for involuntary termination. Indicators that an
entity has a substantive plan include a history of paying termination benefits
under an undistributed HR policy that describes the benefits, or a pattern of
using a standard or substantially similar formula for paying termination benefits.

Based on these indicators, we believe an entity should be able to establish that
the nature and duration of its past practices are sufficient to warrant a
presumption that the employees understand the practice and the benefits that
they will receive.

For example, an entity has routinely given terminated employees two weeks of
severance payments during past reductions in force even though it has no
stated policy. On this basis, employees may anticipate that they would receive
two weeks of severance if terminated, and a substantive plan may exist
regarding reductions in force. In contrast, if the entity has paid different types of
termination benefits for past reductions in force, or has never paid any
termination benefits, then it does not have a substantive plan.

We believe an entity should consider the following when determining whether
similar termination benefits have been paid in the past:

— the nature or type of past and current benefits;
— the variables in the formula used to calculate past and current benefits; and
— the amount of past and current benefits.
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The following are examples.

— If the ongoing benefit arrangement provides severance payments based on
employees’ service time, a current termination benefit that provides
healthcare benefits would not be similar in nature to the ongoing benefit
arrangement.

— A current termination benefit based on years or months of service likely
would be similar to historical benefits that were also based on years or
months of service. This is the case even if the other variables in the formula
used to compute the amount of benefits vary.

— When historical arrangements had been computed using a time-based
service measurement, a current termination benefit likely would not be
similar if it is not determined based on years or other time-based
measurement of service (e.g. if it is a lump-sum termination benefit).

Absent evidence to the contrary, an ongoing benefit arrangement is presumed
to exist if an entity has a past practice of providing termination benefits similar
to the current benefit being analyzed.

This similarity presumption is rebuttable, but it suggests that most termination
benefits fail to qualify as one-time termination benefits if past and current
benefits are similar. This conclusion is consistent with our experience that
relatively few employee termination benefit arrangements are one-time
termination benefits.

Question 4.4.40

What constitutes a written plan that is triggered by
a specified event?

Interpretive response: Topic 712 states that contractual benefits are those
provided by an entity to employees in connection with their termination of
employment as required by the terms of a plan only if a specified event (e.g. a
plant closing) occurs. [712-10 Glossary]

We believe that such a plan should be written and include enough specificity to
identify both the event that would trigger recognition of the contractual
termination benefit and the amount that the employees should expect to
receive.

We do not believe a past practice of providing a type of benefit or using a
previously established formula would result in contractual termination benefits,
but could instead be an other postemployment benefit; this is because
contractual termination benefits are only triggered by a specified event.
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I_Ta Excerpt from ASC 420-10'

55 Implementation Guidance and lllustrations
> Implementation Guidance

>> Determining Whether a One-Time Termination Benefit Is, in
Substance, an Enhancement to an Ongoing Benefit Arrangement

55-1 Additional termination benefits may be included within the scope of this
Subtopic as follows. In order to be considered an enhancement to an ongoing
benefit arrangement and, therefore, subject to the provisions of the Topics
referred to in paragraphs 420-10-05-4 and 420-10-15-6, the additional
termination benefits must represent a revision to the ongoing arrangement that
is not limited to a specified termination event or a specified future period.
Absent evidence to the contrary, an ongoing benefit arrangement is presumed
to exist if an entity has a past practice of providing similar termination benefits.
Otherwise, the additional termination benefits should be considered one-time
employee termination benefits and accounted for under the provisions of
this Topic. See Example 5 (paragraph 420-10-55-16) for an illustration of such a
determination.

Note 1: The above excerpt references ‘Topics referred to in paragraphs 420-10-
05-4 and 420-10-15-6"; those Topics include Topic 712.

Question 4.4.50

What is an additional involuntary termination
benefit?

Interpretive response: \When an entity provides involuntary termination
benefits in addition to termination benefits provided under an ongoing plan, it
must determine whether those additional benefits are one-time termination
benefits in the scope of Topic 420 or an enhancement to an ongoing plan in the
scope of Topic 712. To make this determination, the entity must first identify
whether an additional benefit is being provided.

The entity performs a two-step analysis to determine whether there is an
additional benefit.

— It first determines if the total termination benefits currently payable to
employees being terminated exceed the benefits that would have been
payable solely under the ongoing benefit arrangement.

— If the total current benefits exceed what would have been payable solely
under the ongoing benefit arrangement, the excess is an additional benefit.
The entity analyzes the additional benefit to determine whether it is an
enhancement to the ongoing benefit arrangement or is intended to be
limited only to the current, specific termination event. Question 4.4.60
explains how to analyze this second step.
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The following decision tree indicates how a current termination benefit is
analyzed.

Yes| Do the total current No
benefits exceed the
historical benefits?

Y

Treat all of the current benefits
as having been paid under the
ongoing benefit arrangement as
either a contractual or other
postemployment benefit (see
Question 4.4.10)

Separate the excess
(additional) benefit from the
base benefit provided under

the ongoing benefit

arrangement

v Agg:’gf:‘tal Base benefit
Determine if the additional Treat as either a
benefit is an enhancement contractual or other
to the ongoing benefit postemployment
arrangement termination benefit
(see Question 4.4.60) (see Question 4.4.10)

One-time
benefit

Ongoing
benefit
Treat as an

Treat as a one-time enhancement to the

termination benefit

ongoing benefit
arrangement

For example, there is an additional benefit to be analyzed if the current
termination benefit provides two weeks of severance pay for each year of
service and the ongoing benefit arrangement provides one week. The additional
benefit is the excess over the ongoing benefit arrangement. Therefore, the
entity must further analyze the additional benefit to determine if it is an
enhancement to the ongoing benefit arrangement or a one-time termination
benefit (see Question 4.4.60).

Question 4.4.60

When is the additional benefit an enhancement to
the ongoing benefit arrangement?

Interpretive response: The additional benefit is considered an enhancement to
the ongoing benefit arrangement if the additional benefit will apply to all future
involuntary terminations. In contrast, if the additional benefit is limited to the
current, specific termination event and is not intended to apply automatically to
all future termination events, it is a one-time termination benefit (see section
4.7) and not an enhancement of the ongoing benefit arrangement.

Whether a current termination benefit is an enhancement to an ongoing benefit
arrangement is highly dependent on the facts and the nature of the ongoing
benefit arrangement, as the scenarios below indicate.

Scenario 1: Ongoing benefit arrangement is a formal written plan or policy

If an entity's ongoing benefit arrangement is a formal written plan or policy,
evaluating an additional benefit offered in a current reduction in force would
likely be based on whether the plan or policy had been amended to include the
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benefit enhancement — e.g. minutes or written formal amendment to the plan
or company policy.

Failure to amend a formal plan or policy to include the additional benefit may
indicate that the additional benefit is a one-time benefit that is not intended as a
permanent enhancement of the formal plan.

Scenario 2: Ongoing benefit arrangement is established through contract

If the entity's ongoing benefit arrangement is established through contract, the
additional benefit may be negotiated specific to each reduction in force.
Therefore, the additional benefit would be, by definition, limited to a specified
termination event or specified future period and accounted for as a one-time
termination benefit.

Scenario 3: Ongoing benefit arrangement is a substantive plan

If the entity's base benefit arrangement is a substantive plan, the entity has to
evaluate the facts and circumstances to determine whether the additional
benefit is limited to this specific termination event or will apply to all future
terminations.

For example, if the substantive plan is an undistributed HR policy, a formal
amendment to the policy would evidence that the additional benefit is not
limited to a specified termination event or specified future period and is
therefore an enhancement to the ongoing benefit arrangement.

Example 4.4.10

Additional benefit analyzed

ABC Corp. has a severance plan that provides each employee with benefits that
accumulate based on years of service. On December 15, Year 8, ABC
determines that it will undergo a restructuring and as a result will initiate a
reduction in force (RIF).

In addition to the severance payments, it will pay under its preexisting
severance plan to all employees being terminated, ABC and a key employee
negotiate an additional $1 million severance benefit and a two-year noncompete
agreement.

ABC must determine if this additional $1 million benefit is a one-time
termination benefit or an enhancement to its preexisting severance plan.
Because this is an additional negotiated benefit that applies only to this key
employee and there is no expectation it will be offered in the future to similar
employees and in future RIFs, it is a one-time additional termination benefit
under Topic 420, and not an enhancement to the ongoing benefit arrangement
under Topic 712.

In addition, under Topic 350, the noncompete agreement is considered an
intangible asset if there are probable future economic benefits controlled by the
entity. Judgment is required to determine if it is probable that a noncompete
agreement will provide future economic benefits to the entity and whether the
entity has the intent and ability to enforce the agreement. See AICPA Technical
Q&A 2250.06 for further considerations.
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Question 4.4.70
Does an ongoing benefit arrangement for one

component of an entity create a substantive
ongoing benefit arrangement for another?

Interpretive response: Components of an entity include subsidiaries,
segments and business units as well as any other components. If one
component is incurring termination benefits for the first time, the entity must
determine whether other components have provided similar termination
benefits that constitute a substantive ongoing benefit arrangement.

We believe that an entity then evaluates whether the past practice of other
components within the consolidated group establishes a substantive plan for
the entity as a whole or for a geographic area. Part of that evaluation includes
considering relevant labor laws and may include consulting legal counsel to
determine whether an entity's past practice for some components creates an
obligation to provide similar benefit arrangements for other components of the
consolidated group.

This analysis is relevant to both the consolidated financial statements and the
separate stand-alone financial statements of the component.

Example 4.4.20

Historical severance payments of one subsidiary
attributable to another subsidiary

ABC Corp. has two subsidiaries, Sub 1 and Sub 2. Sub 1 is located in close
proximity to Sub 2, which is ABC's largest subsidiary.

ABC plans to restructure the operations of Sub 1 and terminate certain
employees. The employees in Sub 2 received termination benefits in previous
restructurings of that subsidiary's operations.

Legal counsel has advised that the severance benefits history of Sub 2
increases the likelihood that employees of Sub 1 would be able to assert a
meritorious case under the relevant labor laws that they are entitled to benefits
commensurate with employees terminated by Sub 2.

As a result of legal counsel's assessment, ABC's management concludes that a
substantive ongoing benefit arrangement exists for the consolidated group. This
means that the termination benefits Sub 1 will pay to its terminated employees
will be in the scope of Topic 712 other postemployment benefits, not one-time
termination benefits under Topic 420.
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Question 4.4.80
What must be communicated to affected

employees for an entity to recognize a liability for
involuntary termination benefits?

Interpretive response: The following table outlines the communication
considerations for the three types of involuntary termination benefits.

Type of benefit

Communication
considerations

Mutual understanding of

Communication
of termination
event required
before liability
recognition?

Contractual termination benefits established
termination 712 through a widely available No
benefits written plan (ongoing benefit
arrangement).
Mutual understanding of benefits
Other established through a widely
postemployment 712 available written or substantive No
benefits plan (ongoing benefit
arrangement).
0 . Mutual understanding of benefits
ne-time .
A established through
termination 420 N . Yes
. communication of one-time
benefits .
termination arrangement.
Topic 712

We believe the benefits offered under Topic 712 are part of an exchange

transaction between the entity and the employees. This requires both parties to
have a mutual understanding of the amount and type of benefits the employees
would receive in the event of an involuntary termination.

Because termination benefits are subject to an ongoing benefit arrangement,
the availability of a plan (written or substantive — see Question 4.4.20) gives the
employees sufficient information to calculate their termination benefits and a
mutual understanding of the terms of the exchange is achieved. Therefore, the
liability could be recognized before the entity announces a restructuring or

headcount reduction.

Topic 420

Topic 420 requires the entity to meet the following four criteria and
communicate to the employees before liability recognition: [420-10-25-4]

— management commits to the plan of termination;

— the plan identifies the number of employees to be terminated, their job
classifications or functions and their locations, and the expected completion

date;
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— the plan establishes the terms of the benefit arrangement in sufficient
detail to enable the employees to determine the type and amount of
benefits they will receive; and

— actions required to complete the plan indicate it is unlikely that significant
changes to the plan will be made or that the plan will be withdrawn.

Given that the benefits relate to a specific event and there is no ongoing benefit
arrangement, communication of the termination event is required to recognize
the liability. See section 4.7 for further discussion.

Question 4.4.90

What communication is required to recognize an
enhancement to an ongoing benefit arrangement?

Interpretive response: Based on informal discussions with the FASB staff, we
understand the staff believes that enhancements to an ongoing benefit
arrangement should be subject to the communication guidance discussed in
Topic 420 (see Question 4.7.20).

Therefore, an entity should communicate an enhancement to an ongoing
benefit arrangement in sufficient detail to enable potentially affected employees
to determine the benefits they would receive if they are terminated before the
entity recognizes a liability for the enhancement.

Because the base benefits are deemed to have been communicated as part of
the plan and the enhancement to the benefit arrangement must be
communicated to employees to recognize it as a liability, it is possible that a
benefit enhancement will not be recognized in the same period as the base
benefits.

Involuntary termination: Contractual termination
benefits

Overview

FE Excerpt from ASC 712-10

25 Recognition
> Contractual Termination Benefits

25-2 An employer that provides contractual termination benefits shall
recognize a liability and a loss when it is probable that employees will be
entitled to benefits and the amount can be reasonably estimated. The cost of
termination benefits recognized as a liability and a loss shall include the amount
of any lump-sum payments and the present value of any expected future
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payments.

25-3 A situation involving special or contractual termination benefits may also
constitute a curtailment to be accounted for under paragraphs 715-30-35-92
through 35-96 and 715-60-35-161 through 35-171.

Contractual termination benefits are provided to employees who are
involuntarily terminated when a triggering event occurs that is specified in the
terms of a plan. A common example is an union contract that includes

provisions to pay severance in the event of a plant or office closure. [712-10
Glossary]

Contrast contractual termination benefits, which are payable under a plan when
an event specified in the plan occurs, with other postemployment benefits.
Other postemployment benefits may also be payable under a plan as a result of
involuntary termination but are not triggered by an event specified in the plan
(see section 4.6).

Question 4.5.10

When is a termination arrangement a contractual
termination benefit?

Interpretive response: The following decision tree explains when a contractual
termination benefit arrangement exists.

Are the benefits

triggered only if a

. specified event occurs

in a preexisting plan or
contract?

No

Yes

Section 4.5 does not

apply; go to section 4.6
to analyze benefits as
postemployment
benefits

Recognize entire

liability when it is
probable and estimable

The box on the left contains the recognition principle for contractual termination
benefits. Under this principle, an entity recognizes a liability for the benefits
when: [712-10-25-2]

— it is probable that employees will be entitled to benefits; and
— the amount can be reasonably estimated.
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Question 4.5.20

How are termination indemnity benefits payable
outside the US accounted for?

Background: An entity that operates outside the US often provides termination
allowances or severance indemnities to involuntarily terminated employees
based on law, local custom, entity policy or contract.

Interpretive response: The FASB staff has indicated that when these benefits
are paid only to employees who are involuntarily terminated due to a specific
event, they should be viewed as contractual termination benefits. Therefore, a
liability and an expense should be recognized when it is probable that the
employees will receive benefits and the amount can be reasonably estimated.

If the plan is in substance a pension plan (e.g. benefits are paid for virtually all
employee terminations), it is accounted for as a pension plan, under the
provisions of Topic 715. See chapter 6.

Involuntary termination: Other postemployment
benefits

Overview

I_ra Excerpt from ASC 712-10

20 Glossary

Inactive Employees — Employees who are not currently rendering service to
the employer and who have not been terminated. They include those who
have been laid off and those on disability leave, regardless of whether they are
expected to return to active status.

Other Postemployment Benefits — Benefits, other than special or contractual
termination benefits, that are provided by an employer to former or inactive
employees after employment but before retirement including benefits
provided to beneficiaries and covered dependents.

05 Overview and Background
> Other Postemployment Benefits

05-4 Other postemployment benefits include all benefits listed in the following
paragraph. These include benefits that are paid before retirement and not
payable from a pension or other postretirement plan.

05-5 Other postemployment benefits include, but are not limited to, the
following:

a. Salary continuation
b. Supplemental unemployment benefits
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Severance benefits

Disability-related benefits (including workers' compensation)

Job training and counseling

Continuation of benefits such as health care benefits and life insurance
coverage.

~0 Qo0

05-6 Generally, other postemployment benefits are part of the compensation
provided to an employee in exchange for service.

25 Recognition

> Determining the Timing and Method of Accruing Other
Postemployment Benefits

25-4 Other postemployment benefits that meet the conditions in paragraph
710-10-25-1 shall be accounted for in accordance with Subtopic 710-10.

25-5 Other postemployment benefits that are within the scope of this Subtopic
and that do not meet the conditions in paragraph 710-10-25-1 shall be
accounted for in accordance with paragraph 450-20-25-2. For example, an
employer may provide any former employee on permanent disability with
continued medical insurance coverage until that employee meets the
requirements for participation in the employer’s postretirement medical plan. If
the level of benefits provided is the same for any disabled employee regardless
of years of service, the cost of those benefits should be recognized when the
event causing a permanent disability occurs and a reasonable estimate can be
made as specified by that paragraph.

Even though the name ‘other postemployment benefits’ may seem broad, it is
a defined term that applies to a subset of benefits. Other postemployment

benefits are benefits paid under an ongoing arrangement or substantive plan to:
[712-10 Glossary]

— former employees;

— inactive employees — i.e. those who are not currently rendering services to
the entity but who have not been terminated; this is regardless of whether
they are expected to return to active status — e.g. laid off employees and
those on disability leave); or

— beneficiaries and covered dependents of former or inactive employees.

However, other postemployment benefits do not include payments to the
above individuals if the payments meet the requirements of special or
contractual termination benefits (see sections 4.3 and 4.5, respectively). Other
postemployment benefits also exclude termination benefits provided through a
pension or postretirement benefit plan, which are accounted for under Topic
715 and discussed in section 9.6.
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Question 4.6.10

What is the difference between a contractual and
an other postemployment termination benefit?

Interpretive response: A contractual termination benefit requires a written plan
(contract or widely distributed HR policy) and involuntary termination benefits
that are triggered by an event that is specified in the plan.

An other postemployment termination benefit is an ongoing benefit
arrangement that requires a plan that is either written (contract or widely
distributed HR policy) or substantive. The benefits are not dependent on a
specified event documented in the plan occurring.

Question 4.6.20

How are other postemployment benefits accounted
for?

Interpretive response: Topic 712 is the Codification Topic that addresses
nonretirement other postemployment benefits. However, it refers to the
application of certain paragraphs in Topic 710 and Topic 450 to determine the
accounting for such benefits.

If other postemployment benefits vest or accumulate, they are accounted for
using the same model as compensated absences under Topic 710. Otherwise,
they are accounted for under the loss contingency model outlined in Subtopic
450-20, which requires that the liability is recorded if the condition currently
exists, is probable and estimable. [710-10-25-1, 450-20-25-2]

The following diagram illustrates how the features of an involuntary
postemployment benefit arrangement could lead to the different accounting
conclusions under Topic 710 and Topic 450.
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Are the benefits triggered
Yes | only if a specified event | No
occurs in a preexisting
plan or contract?

v
Are all of the following met:

Section 4.6 does not — the benefits relate to
apply; go to section 4.5 employee services already
Yes rendered; No
— the benefits vest or

accumulate;
— payment is probable; and
— the amount can be reasonably
estimated

Topic 712 refers to Topic ey M2 iis 1@ M

710 for application [712-

450 for application [712-
10-25-5]; accrue benefits
when termination is
probable and estimable

10-25-4]; accrue benefits
over service period

Accounting for other postemployment benefits
under Topic 710

If an other postemployment benefit meets the conditions in Topic 710, it is
accounted for under that Topic. If it does not meet these conditions, it is
accounted for under Topic 450.

There are four conditions that must be met to account for an other
postemployment benefit under Topic 710:

— the benefits relate to employees’ services already rendered;
— the benefits vest or accumulate;

— payment is probable;

— the amount is estimable.

If the other postemployment benefit is a vesting or accumulating right, and is
probable and estimable, the expense and liability will be recognized as the
employee's service is rendered (i.e. over the service period). [710-10-25-2]

Question 4.6.30

What is a vesting benefit?

Interpretive response: Vesting benefits are those for which the entity has an
obligation to make payment if the benefits have been earned or vested (e.g.
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vacation accrual), even if an employee terminates. They are not contingent on
an employee’s future service. See also Question 3.2.20. [710-10-25-1]

Question 4.6.40

What is an accumulating benefit?

Interpretive response: Accumulating benefits are those that increase based on
the length of an employee’s service and not based on the level of an
employee's salary.

For example, an employee who receives a week of severance for every year
they are with the entity would be in receipt of an accumulating benefit. An
accumulating benefit would also exist if the benefit formula is not based on an
annual accumulation but is still based on time of service — e.g. an employee
who receives a week of severance for the first three years of employment, and
two weeks of severance for every year thereafter.

In contrast, we believe a benefit equal to a percentage of salary regardless of

years of service is not an accumulating benefit even if there is an annual merit
increase. This is because the benefit formula is not based on years of service.
See Question 3.2.20.

Example 4.6.10

Accumulating termination benefits

ABC Corp. has a severance plan that provides each employee with benefits that
accumulate based on years of service. The plan provides each employee with
two weeks of severance for every year of service on an involuntary termination
of employment. No benefits are payable if the employee voluntarily terminates.
The written plan is distributed to all employees at the date of hire.

On December 15, Year 8, ABC determines that it will undergo a restructuring,
and as part of the restructuring it will initiate a reduction in force (RIF).
Management can reasonably estimate the expected number of involuntary
terminations that will occur. The entity’'s year-end is December 31. The RIF is
expected to occur on February 15, Year 9.

Analysis

Because the benefits are accumulating, they are recognized under Topic 710
once they are probable and estimable, and the employees render the services
until their termination date.

The written termination plan was distributed on the date of hire to all
employees, which established a mutual understanding of the terms of the
benefit arrangement. Further, ABC's decision to undertake the RIF on
December 15, Year 8 makes it probable that the benefits will be paid and the
amount can be reasonably estimated. Communication of the RIF to the
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impacted employees does not need to occur before recognition because these
benefits are under Topic 710.

ABC therefore recognizes a liability in December Year 8 for the cost of benefits
earned by employees’ services rendered through the end of its fiscal period.
The liability for the cost of the benefits is increased in Q1 of the following fiscal
year, through February 15, Year 9, for the additional services rendered by the
employees to be terminated.

Question 4.6.50

When is a termination event probable and
estimable?

Interpretive response: The determination of whether a termination event is
probable and estimable is facts and circumstances dependent.

We believe that if an entity has implemented occasional but unpredictable
severance programs in its past, there is likely insufficient information to assume
the timing or extent of any future terminations and therefore such a liability is
not probable or estimable. The liability for any future terminations would likely
not be probable and estimable until the entity has made the decision to
terminate employees, meaning the liability would not be recognized until that
time.

In contrast, we believe a liability may be probable and estimable before a
decision has been made to terminate employees if an entity has a more
predictable pattern of past severance programs that provides sufficient
information to assume the timing or extent of any future terminations. This is
more likely in large organizations that undertake frequent small reorganizations
in the normal course of their business operations.

Accounting for other postemployment benefits
under Subtopic 450-20

I_:E Excerpt from ASC 450-20

25 Recognition

25-2 An estimated loss from a loss contingency shall be accrued by a charge to
income if both of the following conditions are met:

a. Information available before the financial statements are issued or are
available to be issued (as discussed in Section 855-10-25) indicates that it
is probable that an asset had been impaired or a liability had been incurred
at the date of the financial statements. Date of the financial statements
means the end of the most recent accounting period for which financial
statements are being presented. It is implicit in this condition that it must
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be probable that one or more future events will occur confirming the fact
of the loss.
b. The amount of loss can be reasonably estimated.

The purpose of those conditions is to require accrual of losses when they are
reasonably estimable and relate to the current or a prior period. Paragraphs
450-20-55-1 through 55-17 and Examples 1-2 (see paragraphs 450-20-55-18
through 55-35) illustrate the application of the conditions. As discussed in
paragraph 450-20-50-5, disclosure is preferable to accrual when a reasonable
estimate of loss cannot be made. Further, even losses that are reasonably
estimable shall not be accrued if it is not probable that an asset has been
impaired or a liability has been incurred at the date of an entity's financial
statements because those losses relate to a future period rather than the
current or a prior period. Attribution of a loss to events or activities of the
current or prior periods is an element of asset impairment or liability
incurrence.

Under Topic 712, if a termination benefit does not meet the criteria of Topic 710
(i.e. does not vest or accumulate) and will not be provided through a pension or

postretirement benefit plan, then Topic 450’s loss contingency model applies.
[712-10-25-5]

Under Subtopic 450-20, an entity recognizes a liability when the obligation is
probable and estimable as of the date of the financial statements. [450-20-25-2]

Question 4.6.60

How is the loss contingency model applied to other
postemployment benefits?

Interpretive response: Under the loss contingency model in Subtopic 450-20,
an entity recognizes a liability when the payment of benefits is both probable
and estimable.

In determining whether the obligation is probable, the entity considers whether
the event or condition that would lead to a termination liability has occurred
before the date of the financial statements. For example, if the employees are
being terminated due to a plant closure, the entity considers whether the
decision was made before period-end and whether that event or condition
meets the probability threshold outlined in Topic 450. [450-20-25]

Estimating the liability is generally based on the formula laid out in the
preexisting plan or as a result of past practice.
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Non-severance other postemployment benefits

Question 4.6.70

How are medical benefits provided to employees
under a long-term disability plan accounted for?

Background: Medical benefits are provided to employees under a long-term
disability plan. When an employee retires, the medical benefits are provided
under the entity’s retirement medical plan. The normal retirement age for the
entity's employees is 65.

Interpretive response: Long-term disability plans are accounted for under
Topic 712 as an other postemployment benefit if not provided as part of a
postretirement medical plan.

If the employees’ rights to these benefits do not accumulate or vest, Subtopic
450-20 applies and the entity records the liability when it is probable that the
obligation has been incurred and the amount can be reasonably estimated. In
this case, the entity would accrue the cost of the benefits at the date of the
disability. If the employees’ rights to these benefits accumulate or vest (e.g.
they increase based on years of service) and the other criteria in Topic 710 are
met, the entity accrues a liability as the employees render services.

The long-term disability obligation recognized under Topic 712 relates to former
or inactive employees but before retirement, in this example through the age of
64. When disability benefits are provided as part of a postretirement medical
plan, they are included in the measurement of the APBO under Topic 715. See
chapter 6 for further discussion.

Question 4.6.80

Is a furlough arrangement accounted for under
Topic 710 or Topic 712?

Interpretive response: If a furlough arrangement provides benefits that vest or
accumulate, an accrual is recognized as services are rendered as long as the
furlough costs are probable and reasonably estimable under Topic 710.
However, if furlough benefits do not vest or accumulate, Topic 710 does not
apply, but the furlough costs are recognized similarly in that it is when they are
probable and estimable under Topic 712, which also refers to paragraph 450-20-
25-2 for guidance on when to accrue the furlough benefits.

The first step in determining the recognition of the furlough costs is to
determine if the employees are considered active during the furlough period.

There is no definition of an active employee, but Topic 712 applies to other
postemployment benefits provided to former or inactive employees. It defines
inactive employees as those that are not rendering service to their employer
and who have not been terminated. Factors to consider in determining whether
an employee is active or inactive include the following (not exhaustive).
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Indicators that the employee may be

considered active during the furlough
period

The employee is required to perform
activities that benefit the entity during
the furlough period to remain eligible to
receive benefits.

Indicators that the employee may be
considered inactive during the
furlough period

The employee is eligible to obtain
unemployment benefits while receiving
furlough benefits.

The terms of the furlough arrangement
require the employee to stand ready to
return to work while receiving furlough
benefits.

The terms of the furlough arrangement
permit the employee to seek
employment at another entity while
receiving furlough benefits.

The employee is expected to be
compensated without work for a
relatively shorter period of time.

The employee is expected to be
compensated without work for a
relatively longer period of time.

The communications from the entity to
the furloughed workforce encourage the
employee to find other work or indicate
that the employee’s job cannot be
guaranteed.

If an entity determines that the furloughed employees are active, they are
accounted for under Topic 710. If the benefits for active employees vest or
accumulate, they are recognized as services are rendered as long as the costs
are probable and reasonably estimable. If the furloughed employees are active
but the benefits do not vest or accumulate, the costs are recognized as

incurred.

If an entity determines that furloughed employees are inactive, furlough benefit
costs are accrued when they are probable and reasonably estimable. Typically, a
furlough arrangement would be considered probable if it has been
communicated to the employees. However, estimating the amount of the
benefits could be more challenging depending on factors such as:

— whether the furlough period is for a fixed minimum period of time or

indeterminate; or

— whether it is expected that employees will voluntarily terminate during the
furlough period and no longer be entitled to benefits.

If furlough costs are considered probable and reasonably estimable, an accrual
for furlough costs is recognized when the event creating the obligations occurs
(e.g. an announcement by the entity). However, if the entity concludes that the
liability is not probable and reasonably estimable, additional disclosures would
be expected under Subtopic 450-20 if there is at least a reasonable possibility
that a loss or an additional loss may be incurred. [450-20-50-3 - 50-6]

The following decision tree outlines the various Topic 710 and Topic 712
considerations in determining the appropriate recognition for furlough

arrangements.
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Has employee been terminated? ‘

Follow para 712-
10-25-2 and
recognize when
probable and No Yes
reasonably
estimable

Is there a
contractual benefit

Follow employee

plan that covers < conlsdemgtljogs? a2 termination benefit guidance
the furlough No aer Ve Yes of Topic 420 or Topic 712,
benefits? as appropriate
No
) 4 A 4
Cost generally accrued when ]
Is furlouah voluntary furlough is accepted Do benefits
AR by employee (AICPA Airiine accumulate or
v Yes Guide (Chp 5) for voluntary vest?
furloughs (5.49))
No
v
Do benefits Recognize an accrual when
accumulate or probable and reasonably
vest? estimate under Topic 710
No
v

Is liability probable
and reasonably
estimable? No

Recognize as
incurred

Recognize accrual
(both criteria (a)
and (b) under para
450-20-25-2 have
been met)

4.6.50 Measuring the obligation

I_:\E Excerpt from ASC 712-10

35 Subsequent Measurement

35-1 To the extent that similar issues apply to other postemployment benefit
plans, employers may refer to Subtopics 715-30 and 715-60 for guidance in
measuring their other postemployment obligations in compliance with the
requirements of this Subtopic. As a result, the use of discounting in measuring
other postemployment benefit obligations will continue to be permitted but not
required.
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Once a liability for an other postemployment benefits has been recognized
under either the Topic 710 or the Subtopic 450-20 model, the liability must be
measured.

Question 4.6.90#

Can discounting be applied in measuring an other
postemployment benefit liability?

Interpretive response: \We understand the SEC expects an entity to discount a
liability for other postemployment benefits only if the payments for the benefits
are fixed or reliably determinable, and an appropriate discount rate is used.

Benefits accounted for under Topic 710

The liability for other postemployment benefits accounted for under Topic 710
may be discounted based on the guidance in Topic 715. This means the
discount rate may be derived from a hypothetical portfolio of high-quality debt
instruments with maturities similar to the payments required under the benefit
arrangement and is reevaluated at each measurement date as appropriate.

All of the other measurement provisions in Topic 715 must also be applied.
Examples of these other measurement provisions involve attribution methods
and the accounting for gains and losses.

Benefits accounted for under Subtopic 450-20

The liability for other postemployment benefits accounted for under Subtopic
450-20 may also be discounted. The selection of an appropriate discount rate is
an accounting policy election and the method used to determine that rate must
be applied consistently.

If an entity accounts for the other postemployment benefits under the
provisions of Subtopic 450 because the benefits do not accumulate or vest, the
SEC staff believes the discount rate used should result in a recorded liability
equal to the amount that would be paid currently to settle the liability. This SEC
position was stated during a speech at the 1995 AICPA National Conference on
Current SEC Developments.

In the absence of a directly observable settlement rate, the SEC staff has
indicated in informal discussions that it would not object to using the following
rates.

— If the cash flows are reasonably predictable as to timing and amount: either
a discount rate that does not exceed the risk-free rate or a discount rate
developed under Topic 715. [715-30-35-44]

— If the cash flows are not reasonably predictable as to timing or amount: a
discount rate that does not exceed the risk-free rate.

The risk-free rate is the interest rate on direct Treasury obligations of the US
government. [815-20-25-6(a)]
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Question 4.6.100

Do the Subtopic 450-20 disclosures apply to other
postemployment benefits?

Interpretive response: Yes, if an entity accounts for an other postemployment
benefit under Subtopic 450-20, its disclosure requirements also apply to those
arrangements.

One-time termination benefits

Overview

I_Tg Excerpt from ASC 420-10

05 Overview and Background

05-1 The Exit or Disposal Cost Obligations Topic addresses financial accounting
and reporting for costs associated with exit or disposal activities. An exit
activity includes but is not limited to a restructuring.

05-2 Those costs include, but are not limited to, the following:

a. Involuntary employee termination benefits pursuant to a one-time benefit
arrangement that, in substance, is not an ongoing benefit arrangement or
an individual deferred compensation contract

b. Costs to terminate a contract that is not a lease

c. Other associated costs, including costs to consolidate or close facilities and
relocate employees.

05-3 This Topic addresses when to recognize a liability for a cost associated
with an exit or disposal activity. An entity’s commitment to an exit or disposal
plan, by itself, does not create a present obligation to others that meets the
definition of a liability.

15 Scope and Scope Exceptions
> Entities

15-2 The guidance in the Exit or Disposal Cost Obligations Topic applies to all
entities.

> Transactions

15-3 The guidance in the Exit or Disposal Cost Obligations Topic applies to the
following transactions and activities:

a. Termination benefits provided to current employees that are involuntarily
terminated under the terms of a benefit arrangement that, in substance, is
not an ongoing benefit arrangement or an individual deferred compensation
contract (referred to as one-time employee termination benefits)
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> Other Considerations

15-6 Certain postemployment benefits are covered by other Topics or
Subtopics. This Topic does not change the accounting for termination benefits,
including one-time termination benefits granted in the form of an enhancement
to an ongoing benefit arrangement, covered by the following:

a. Subtopic 715-30

b. Subtopic 715-60

c. Topic 712, which includes guidance on accounting for special or contractual
termination benefits, payable before retirement and not payable from a
pension or other postretirement plan, as indicated in paragraph 712-10-15-3

d. Topic 710, which includes guidance on accounting for individual deferred
compensation arrangements

e. Topic 718, which addresses stock compensation plans.

Topic 420 applies to one-time employee termination benefits, which this
Handbook refers to as simply one-time termination benefits. These one-time
termination benefits may be incurred as part of an exit or disposal activity that
may be a restructuring.

For termination benefits to qualify as one-time termination benefits, they: [420-10
Glossary]

— must be paid to current employees who are being involuntarily terminated;
and

— cannot be paid under an ongoing benefit arrangement or an individual
deferred compensation contract (see section 4.4).

If nonretirement termination benefits are provided under an ongoing benefit
arrangement to employees being involuntarily terminated, they are accounted
for under Topic 712 either as contractual termination benefits (see section 4.5)
or other postemployment benefits (see section 4.6). In this case, they are not
one-time termination benefits accounted for under Topic 420. [420-10-15-6]

Question 4.7.10

What is the difference between a one-time
termination and an ongoing benefit arrangement?

Interpretive response: A one-time termination benefit arrangement is a plan
that is created specifically for a current termination event and is in the scope of
Topic 420. An ongoing benefit arrangement is a plan that establishes a mutual
understanding of the benefits that will be paid upon involuntary termination and
is in the scope of Topic 712. The ongoing benefit arrangement is established
either through a written document or a past practice and is not created
specifically for a current termination event.

An entity must carefully evaluate any current benefit arrangements to
determine whether the benefits are an enhancement to any of the entity’s
existing plans under Topic 712 or are one-time termination benefits under 420.
See Question 4.4.60 for further discussion.
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Subtopic 420-10's Example 5 (reproduced directly below) illustrates this
difference.

55 Implementation Guidance and lllustrations

>> Example 5: Determining Whether a One-Time Employee Termination
Benefit Is, in Substance, an Enhancement to an Ongoing Benefit
Arrangement

55-16 This Example is in the context of a typical involuntary termination benefit
plan subject to the provisions of Topic 712.

55-17 An entity has a written involuntary termination benefit plan that is
distributed to all of its employees at date of hire. The plan provides that upon
an involuntary termination of employment for other than cause, each
terminated employee will receive one week of severance pay for every year of
service. In the current year, the entity initiates a reduction in force. In
connection with that reduction in force, management decides to amend the
ongoing benefit arrangement to provide an additional two weeks of severance
pay for every year of service. That additional benefit applies to all employees
affected by this reduction in force and all future involuntary terminations.

55-18 Based on an evaluation of the circumstances, the additional termination
benefit is considered an enhancement to the ongoing termination benefit plan
because it represents a revision to the ongoing plan that applies to all future
involuntary terminations. That is, the amendment to the ongoing benefit
arrangement is not limited to a specified termination event or specified future
period. Therefore, the additional termination benefit should be accounted for in
accordance with Topic 712, which requires that a liability for certain termination
benefits provided under an ongoing benefit arrangement be recognized when
the likelihood of future settlement is probable, as that term is used in Topic
450. Thus, termination benefits that, based on the benefit formula, are
attributable to past service may be recognized initially at a plan date if at that
date it becomes probable that employees will be terminated and receive
termination benefits under the benefit arrangement (the benefit arrangement
having been communicated to employees previously, for example, at the date
of hire).

55-19 If this Example were changed to indicate that the additional termination
benefits only applied to the employees affected by that reduction in force and
similar benefits had not been provided for a past reduction in force, those
additional benefits would not be considered an enhancement to the ongoing
termination benefit plan and would, therefore, be accounted for under the
guidance in this Subtopic. See paragraph 420-10-55-1 for additional information
regarding making this determination.
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Recognizing a one-time termination benefit liability

20 Glossary

Legal Notification Period — The notification period that an entity is required to
provide to employees in advance of a specified termination event as a result of
an existing law, statute, or contract.

25 Recognition
> One-Time Employee Termination Benefits

25-4 An arrangement for one-time employee termination benefits exists at
the date the plan of termination meets all of the following criteria and has been
communicated to employees (referred to as the communication date):

a. Management, having the authority to approve the action, commits to a plan
of termination.

b. The plan identifies the number of employees to be terminated, their job
classifications or functions and their locations, and the expected
completion date.

c. The plan establishes the terms of the benefit arrangement, including the
benefits that employees will receive upon termination (including but not
limited to cash payments), in sufficient detail to enable employees to
determine the type and amount of benefits they will receive if they are
involuntarily terminated.

d. Actions required to complete the plan indicate that it is unlikely that
significant changes to the plan will be made or that the plan will be
withdrawn.

25-5 An entity’s communication of a promise to provide one-time employee
termination benefits is a promise that creates an obligation at the
communication date to provide the termination benefits if employees are
terminated.

25-6 The timing of recognition for one-time employee termination benefits
depends on whether employees are required to render service until they are
terminated in order to receive the termination benefits and, if so, whether
employees will be retained to render service beyond a minimum retention
period.

25-7 The minimum retention period shall not exceed the legal notification
period, or in the absence of a legal notification requirement, 60 days. For
example, in the United States, the Worker Adjustment and Retraining
Notification Act, as of 2002 required entities with 100 or more employees to
notify employees 60 days in advance of covered plant closings and mass
layoffs, unless otherwise specified. Collective bargaining or other labor
contracts may require different notification periods.

25-8 If employees are not required to render service until they are terminated
in order to receive the termination benefits (that is, if employees are entitled to
receive the termination benefits regardless of when they leave) or if
employees will not be retained to render service beyond the minimum
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retention period, a liability for the termination benefits shall be recognized at
the communication date. For an illustration of this situation, see Example 1
(paragraph 420-10-55-2).

25-9 As indicated in paragraph 420-10-30-6, if employees are required to render
service until they are terminated in order to receive the termination benefits
and will be retained to render service beyond the minimum retention period, a
liability for the termination benefits shall be measured initially at the
communication date based on the fair value of the liability as of the termination
date, and shall be recognized ratably over the future service period. For an
illustration of this situation, see Example 2 (paragraph 420-10-55-4).

25-10 If a plan of termination that meets the criteria in paragraph 420-10-25-4
includes both involuntary termination benefits and termination benefits offered
for a short period of time in exchange for employees’ voluntary termination of
service, a liability for the involuntary termination benefits shall be recognized in
accordance with this Subtopic. A liability for the incremental voluntary
termination benefits (the excess of the voluntary termination benefit amount
over the involuntary termination benefit amount) shall be recognized in
accordance with paragraphs 712-10-25-1 through 25-3. For an illustration of this
situation, see Example 3 (paragraph 420-10-55-9).

Question 4.7.20

What are the requirements to have a
communication date?

Interpretive response: Topic 420 requires that one-time termination benefits
be communicated to affected employees in sufficient detail to enable them to
determine the benefits they will receive if they are terminated. A liability for

these benefits cannot be recognized before this communication event. [420-10-
25-5]

Question 4.7.30
Is communicating details of one-time termination

benefits to elected employee representatives a
communication event under Topic 420?

Interpretive response: Topic 420 does not explicitly address whether
communicating details of the benefits to elected representatives of potentially
affected employees (e.g. union representatives) satisfies the communication
requirement. However, Topic 420 refers to certain provisions of the \Worker
Adjustment and Retraining Notification Act (WARN Act) in the US and similar
advance notification requirements outside the US as the basis for the minimum
retention period. The WARN Act requires entities subject to its requirements to
provide each representative of the affected employees or, if there is no such
representative, each affected employee, at least 60 days' advance notice of
planned plant closings or mass layoffs. [420-10-25-7]
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Determining whether communication to employee representatives creates an
obligation to perform (i.e. promissory estoppel or its equivalent outside the US)
is a legal question that depends on evaluating particular facts and
circumstances and interpreting local labor law. In addition, this determination
may not be the same from entity to entity or even within a particular entity if
different laws apply to different groups of employees.

As a result, an entity may need to obtain an opinion from legal counsel about
the communications required under the applicable laws to demonstrate that a
communication event has occurred under Topic 420.

Question 4.7.40

What is the communication date?

Interpretive response: The communication date is the date the plan of
termination for one-time employee termination benefits meets the following
recognition criteria and has been communicated to employees: [420-10-25-4]

— management commits to the plan of termination;

— the plan identifies the number of employees to be terminated, their job
classifications or functions and their locations, and the expected completion
date;

— the plan establishes the terms of the benefit arrangement in sufficient
detail to enable the employees to determine the type and amount of
benefits they will receive; and

— actions required to complete the plan indicate it is unlikely that significant
changes to the plan will be made or that the plan will be withdrawn.

Question 4.7.50

When is the liability for one-time termination
benefits recognized?

Interpretive response: A liability is typically recognized on the communication
date. [420-10-25-8]

However, there is an exception when employees must render future services
beyond a ‘minimum retention period’. When this exception applies, the liability
is measured on the communication date at the termination date fair value and
recognized ratably over the service period. This exception exists because the
requirement to render service beyond the minimum retention period to receive
the benefit creates, in substance, a stay bonus. Section 4.7.30 discusses
measuring the liability. [420-10-25-6 - 25-7]

The minimum retention period is a period selected by the entity but can be no
longer than the notification period the entity is required to provide to employees
in advance of the termination event under existing law or contract (known as
the legal notification period).
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For example, if existing law requires a two-week notification period, but the
entity requires services for only one week after the communication date, the
minimum retention period is one week. However, if the entity requires services
for three weeks after the communication date, the minimum retention period is
the two-week legal notification period. If there is no legal notification
requirement, the minimum retention period is 60 days. [420-10-25-7]

The following decision tree depicts the questions to ask in determining when to
recognize the liability. The measurement information in this decision tree is
discussed in section 4.7.30.

— Measure and recognize liability at

Does the arrangement its fair value at communication
require employees to No N date
render services to N Discounting required, if material
receive benefits? — Recognize accretion expense
) . between communication date and
v Will benefits be paid at payment date
s the communication
Y date?
Are employees — Measure and recognize liability at
required to render its fair value at communication
services beyond the date
minimum retention No Yes NN discounting
period to receive — No accretion expense
benefits?
Yes — Measure liability at communication
A 4 date based on the future fair value
Are the benefits paid at i ter_mlnatlo_n CEIE
the termination date? § Al
’ Yes — Recognize fair value of liability
ratably over service period
No — No accretion expense to record

— Measure liability at communication
date based on the fair value at the
termination date

— Apply discounting, if applicable

— Recognize fair value of liability
ratably over service period

— Recognize accretion expense
between termination date and
payment date.

Question 4.7.60

How is the minimum retention period determined?

Interpretive response: \We believe the evaluation of whether employees are
required to render service beyond the minimum retention period begins on the
date a termination plan meeting all of the criteria in Topic 420 is developed and
communicated. This is because the act of communicating a promise to provide
one-time termination benefits creates an obligation at that date.

The minimum retention period cannot be longer than the legal notification
period. Law, statute, or contract defines the legal notification period, which can
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vary by legal jurisdiction and entity. Therefore, it may be necessary for an entity
to obtain advice from legal counsel to ascertain the legal notification period. In
the absence of a legal notification period, the minimum retention period is 60
days. [420-10-25-7]

Question 4.7.65

How are salaries paid during a notification period
recognized?

Interpretive response: Some jurisdictions require a notification period for an
involuntary termination. For salaries paid during a notification period, the issue is
whether to accrue them as a termination benefit or recognize them as normal
compensation expense over the notification period. [712-10 Glossary]

We believe the appropriate accounting depends on whether the employee is
obligated to work during the notification period.

— If the employee is obligated to work during the notification period, the
employee’s salary during that period is recognized as compensation
expense over the period of service.

— If the employee is not obligated to work during the notification period, the
employee's salary during that period is a termination benefit and is accrued.

Measuring a one-time termination benefit

I_:= Excerpt from ASC 420-10

30 Initial Measurement
> Fair Value

30-1 A liability for a cost associated with an exit or disposal activity shall be
measured initially at its fair value in the period in which the liability is incurred,
except as indicated in paragraphs 420-10-30-4 and 420-10-30-6 (for a liability for
one-time termination benefits that is incurred over time).

30-2 Quoted market prices are the best representation of fair value. However,
for many of the liabilities covered by this Subtopic, quoted market prices will
not be available. Consequently, in those circumstances, fair value will be
estimated using some other valuation technique. A present value technique is
often the best available valuation technique with which to estimate the fair
value of a liability for a cost associated with an exit or disposal activity. For a
liability that has uncertainties both in timing and amount, an expected present
value technique generally will be the appropriate technique.

30-3 In some situations, a fair value measurement for a liability associated with
an exit or disposal activity obtained using a valuation technique other than a
present value technigue may not be materially different from a fair value
measurement obtained using a present value technique. In those situations,
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this Subtopic does not preclude the use of estimates and computational
shortcuts that are consistent with a fair value measurement objective.

> One-Time Employee Termination Benefits

30-4 The timing of measurement of a liability for one-time employee
termination benefits depends on whether employees are required to render
service until they are terminated in order to receive the termination benefits
and, if so, whether employees will be retained to render service beyond a
minimum retention period.

30-5 If employees are not required to render service until they are terminated
in order to receive the termination benefits (that is, if employees are entitled to
receive the termination benefits regardless of when they leave) or if
employees will not be retained to render service beyond the minimum
retention period, a liability for the termination benefits shall be measured at its
fair value at the communication date. Example 1 (paragraph 420-10-55-2)
illustrates the application of this paragraph.

30-6 If employees are required to render service until they are terminated in
order to receive the termination benefits and will be retained to render service
beyond the minimum retention period, a liability for the termination benefits
shall be measured initially at the communication date based on the fair value of
the liability as of the termination date. For an illustration of this situation, see
Example 2 (paragraph 420-10-55-4).

The liability for one-time termination benefits is measured at fair value. [420-10-30-
1]

Question 4.7.70

As of what date is the liability for one-time
termination benefits measured?

Interpretive response: A liability for one-time termination benefits is measured
at fair value on the communication date. However, the fair value measurement
is as of the communication date only if the employees either: [420-10-30-4 — 30-5]

— do not have to render future services to receive the benefits; or
— will not be retained beyond the minimum retention period.

If employees will be rendering services beyond the minimum retention period,
the liability is measured as of the termination date (and is recognized ratably
over the service period). [420-10-30-6]

The following chart summarizes the measurement principles. Question 4.7.100
explains the accretion expense in the last column.

Measure liability based on FV

at the following date: Recognize:
‘ Comm. ‘ Term. ‘ Cost of benefit Accretion expense
Service beyond v Over the service Over the period
minimum period between
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Measure liability based on FV
at the following date:

retention period
required

Recognize:

‘ Comm. ‘ Term. ‘Costofbenefit

Accretion expense

termination date
and payment date

Service beyond
minimum
retention period
not required

At communication
date

Over the period
between
communication
date and payment

date

Question 4.7.80

How is the fair value of a liability determined?

Interpretive response: The fair value of a liability is the price that would be
received to transfer a liability in an orderly transaction between market
participants at the measurement date. Liabilities are rarely transferred
individually because of contractual or other legal restrictions preventing their
transfer. In addition, in many situations there is no observable market to provide
pricing information about the transfer of a liability. (820-10 Glossary]

When there is no quoted price for a transfer of an identical or similar liability and
there is no corresponding asset, the entity uses a valuation technique to
measure the fair value of the item from the perspective of a market participant
that owes the liability. When using a present value technique, the entity might
estimate the future cash outflows that market participants would expect to
incur in fulfilling the obligation, including compensation for risk and the profit

margin that a market participant would require to undertake the activity. [820-10-
05-1C]

An entity may estimate those future cash outflows using the following steps.

Estimate the future cash flows the entity expects to incur in fulfilling the

Step 1 obligation.

Step 2 Exclude the cash flows that other market participants would not incur.

Include the cash flows that other market participants would incur but the

t . .
Step 3 entity would not incur.

Estimate the compensation that a market participant would require to
assume the obligation. This compensation incorporates a profit margin at
a rate consistent with undertaking the activity, a risk that the actual cash
outflows might differ from estimated cash outflows (including credit risk),
an assumption of inflation, and a risk-free rate of interest.

Step 4

Measuring the fair value of nonfinancial liabilities is discussed in Question K20
of KPMG Handbook, Fair value measurement.
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Subsequently measure one-time termination
benefits

I_:E Excerpt from ASC 420-10

35 Subsequent Measurement
> Changes in Estimates

35-1 In periods subsequent to initial measurement, changes to the liability,
including a change resulting from a revision to either the timing or the amount
of estimated cash flows over the future service period, shall be measured
using the credit-adjusted risk-free rate that was used to measure the liability
initially.

35-2 The cumulative effect of a change resulting from a revision to either the
timing or the amount of estimated cash flows shall be recognized as an
adjustment to the liability in the period of the change.

35-3 If a plan of termination changes and employees that were expected to be
terminated within the minimum retention period are retained to render service
beyond that period, a liability previously recognized at the communication
date shall be adjusted to the amount that would have been recognized if the
provisions of paragraph 420-10-25-9 had been applied in all periods subsequent
to the communication date.

35-4 Changes due to the passage of time shall be recognized as an increase in
the carrying amount of the liability and as an expense (for example, accretion
expense). Accretion expense shall not be considered interest cost for purposes
of applying Subtopic 835-20.

There may be changes to the liability due to the timing of the termination event
(e.g. the exit or disposal activity) or alterations to the termination plan, which are
accounted for in the period of change.

For example, an entity measures and records the fair value of one-time
termination benefits at the commmunication date based on the impacted
employees being fully eligible for the benefits (see Question 4.7.60). However,
as the plan progresses, the date of the termination event is pushed back, and
the entity needs to revisit whether the change requires the employees to
provide service beyond the minimum retention period, resulting in a change to
the liability.

Question 4.7.90

How does a change in the termination date affect
the liability for termination benefits?

Interpretive response: If a termination plan changes and employees expecting
termination within the minimum retention period are retained to render service
beyond that period, the fair value of the liability is remeasured with the revised

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

103



4.7.50

Employee benefits
4. Termination benefits and other nonretirement postemployment benefits

termination date and the cumulative liability is calculated based on the service
rendered to date. [420-10-35-1]

An entity recognizes the cumulative effect of the change as an adjustment to
the liability and compensation or termination expense in the period that the
expectations changed, and recognizes remaining service costs ratably over the
remaining service period. [420-10-35-2]

Question 4.7.100

How is the accretion expense recognized during the
service period?

Interpretive response: The accretion expense is recognized using the interest
method, described in Topic 835. Accretion expense is not considered interest
expense in the income statement. [835-30-35-2 — 35-3, 420-10-45-5]

FASB examples

Topic 420 includes several examples of one-time benefits arrangements.

FE Excerpt from ASC 420-10

55 Implementation Guidance and lllustrations
> lllustrations

>> Example 1: One-Time Employee Termination Benefits—No Future
Service Required

55-2 This Example assumes that an entity has a one-time benefit arrangement
established by a plan of termination that meets the criteria in paragraph 420-10-
25-4 and has been communicated to employees.

55-3 An entity plans to cease operations in a particular location and determines
that it no longer needs the 100 employees that currently work in that location.
The entity notifies the employees that they will be terminated in 90 days. Each
employee will receive as a termination benefit a cash payment of $6,000,
which will be paid at the date an employee ceases rendering service during the
90-day period. In accordance with paragraph 420-10-25-8, a liability would be
recognized at the communication date and, in accordance with paragraph
420-10-30-5, measured at its fair value. In this case, because of the short
discount period, $600,000 may not be materially different from the fair value of
the liability at the communication date.

>> Example 2: One-Time Employee Termination Benefits—Stay Bonus-
Future Service Required

55-4 This Example assumes that an entity has a one-time benefit arrangement
established by a plan of termination that meets the criteria in paragraph 420-10-
25-4 and has been communicated to employees.
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55-5 An entity plans to shut down a manufacturing facility in 16 months and, at
that time, terminate all of the remaining employees at the facility. To induce
employees to stay until the facility is shut down, the entity establishes a one-
time stay bonus arrangement. Each employee that stays and renders service
for the full 16-month period will receive as a termination benefit a cash
payment of $10,000, which will be paid 6 months after the termination date.
An employee that leaves voluntarily before the facility is shut down will not be
entitled to receive any portion of the termination benefit. In accordance with
paragraph 420-10-25-9, a liability for the termination benefits would be
measured initially at the communication date and, in accordance with
paragraph 420-10-30-6, based on the fair value of the liability as of the
termination date and recognized ratably over the future service period. The fair
value of the liability as of the termination date would be adjusted cumulatively
for changes resulting from revisions to estimated cash flows over the future
service period, measured using the credit-adjusted risk-free rate that was used
to measure the liability initially (as illustrated in this Example).

55-6 The fair value of the liability as of the termination date is $962,240,
estimated at the communication date using an expected present value
technigue. The expected cash flows of $1 million (to be paid 6 months after
the termination date), which consider the likelihood that some employees will
leave voluntarily before the facility is shut down, are discounted for 6 months
at the credit-adjusted risk-free rate of 8 percent. In this case, a risk premium is
not considered in the present value measurement. Because the amounts of
the cash flows will be fixed and certain as of the termination date, marketplace
participants would not demand a risk premium.

55-7 Therefore, a liability of $60,140 would be recognized in each month during
the future service period (16 months).

55-8 After eight months, more employees than originally estimated leave
voluntarily. The entity adjusts the fair value of the liability as of the termination
date to $769,792 to reflect the revised expected cash flows of $800,000 (to be
paid 6 months after the termination date), discounted for 6 months at the
credit-adjusted risk-free rate that was used to measure the liability initially (8
percent). Based on that revised estimate, a liability (expense) of $48,112 would
have been recognized in each month during the future service period. Thus,
the liability recognized to date of $481,120 ($60,140 x 8) would be reduced to
$384,896 ($48,112 x 8) to reflect the cumulative effect of that change (of
$96,224). A liability of $48,112 would be recognized in each month during the
remaining future service period (8 months). Accretion expense would be
recognized after the termination date in accordance with the guidance
beginning in paragraph 420-10-35-1 and in paragraph 420-10-45-5.

Example 4.7.10

Journal entries for one-time benefits with a stay
bonus

We believe the entity in the above FASB Example 2 would make the following
journal entries in the 22 months between the communication date and the
payment date.
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Debit

Credit

Compensation expense
Compensation liability

To recognize liability and expense in Months 1-8.

60,140

60,140

Compensation expense'
Compensation liability

To recognize catch-up adjustment for revised
benefit as of Month 8.

96,224

96,224

Compensation expense
Compensation liability

To recognize liability and expense in Months 9-16.

48,112

48,112

Accretion e><pense2

Compensation liability

To recognize accretion expense in Months 17-22.

5,035

5,035

Notes:

420-10-35-1).

$769,792) ~ 6 months.

1. Entry made at end of Month 8 to reflect a catch-up adjustment as if the entity had
knowledge of the revised benefit amount estimate in earlier periods (see paragraph

2. For simplicity, the accretion expense is assumed to be recognized ratably: ($800,000 -

I_Tg Excerpt from ASC 420-10

55 Implementation Guidance and lllustrations

>> Example 3: One-Time Employee Termination Benefits — Voluntary and

Involuntary Benefits Offered

55-9 This Example assumes that an entity has a one-time benefit arrangement
established by a plan of termination that meets the criteria of paragraph 420-

10-25-4 and has been communicated to employees.

55-10 An entity initiates changes to streamline operations in a particular
location and determines that, as a result, it no longer needs 100 of the
employees that currently work in that location. The plan of termination provides

for both voluntary and involuntary termination benefits (in the form of cash

payments). Specifically, the entity offers each employee (up to 100 employees)

that voluntarily terminates within 30 days a voluntary termination benefit of
$10,000 to be paid at the separation date. Each employee that is involuntarily
terminated thereafter (to reach the target of 100) will receive an involuntary
termination benefit of $6,000 to be paid at the termination date. The entity
expects all 100 employees to leave (voluntarily or involuntarily) within the
minimum retention period. In accordance with paragraphs 420-10-25-6 through
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25-8, a liability for the involuntary termination benefit (of $6,000 per employee)
would be recognized at the communication date and, in accordance with
paragraphs 420-10-30-4 through 30-6, measured at its fair value. In this case,
because of the short discount period, $600,000 may not be materially different
from the fair value of the liability at the communication date. As noted in
paragraph 420-10-25-10, a liability for the incremental voluntary termination
benefit (of $4,000 per employee) would be recognized in accordance with
paragraph 712-10-25-1 through 25-3 (that is, when employees accept the
offer).

Other associated costs

15 Scope and Scope Exceptions
> Transactions

15-3 The guidance in the Exit or Disposal Cost Obligations Topic applies to the
following transactions and activities: ...

b. Costs to terminate a contract that is not a lease (see paragraphs 420-10-
25-11 through 25-13 for further description of contract termination costs
and paragraph 842-20-40-1 for terminations of a capital lease)

c. Costs to consolidate facilities or relocate employees

Costs associated with a disposal activity covered by Subtopic 205-20

e. Costs associated with an exit activity, including exit activities associated
with an entity newly acquired in a business combination or an acquisition
by a not-for-profit entity.

oL

15-4 An exit activity includes but is not limited to a restructuring, such as the
sale or termination of a line of business, the closure of business activities in a
particular location, the relocation of business activities from one location to
another, changes in management structure, and a fundamental reorganization
that affects the nature and focus of operations.

15-5 The guidance in this Topic does not apply to the following transactions
and activities:

a. Costs associated with the retirement of a long-lived asset covered by
Subtopic 410-20.
b. Impairment of an unrecognized asset while it is being used.

25 Recognition
> Determining When to Recognize a Liability

25-1 A liability for a cost associated with an exit or disposal activity shall be
recognized in the period in which the liability is incurred, except as indicated in
paragraphs 420-10-25-6 and 420-10-25-9 (for a liability for one-time employee
termination benefits that is incurred over time). In the unusual circumstance
in which fair value cannot be reasonably estimated, the liability shall be
recognized initially in the period in which fair value can be reasonably estimated
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(see paragraphs 420-10-30-1 through 30-3 for fair value measurement
guidance).

25-2 A liability for a cost associated with an exit or disposal activity is incurred
when the definition of a liability included in FASB Concepts Statement No. 6,
Elements of Financial Statements, is met. Only present obligations to others
are liabilities under the definition. An obligation becomes a present obligation
when a transaction or event occurs that leaves an entity little or no discretion
to avoid the future transfer or use of assets to settle the liability. An exit or
disposal plan, by itself, does not create a present obligation to others for costs
expected to be incurred under the plan; thus, an entity’'s commitment to an
exit or disposal plan, by itself, is not the requisite past transaction or event for
recognition of a liability.

25-3 This Subtopic requires that future operating losses expected to be
incurred in connection with an exit or disposal activity be recognized in the
period(s) in which they are incurred. Because future operating losses are the
summation of individual items of revenue and expense that result from
changes in assets and liabilities, those expected losses, in and of themselves,
do not meet the definition of a liability.

> Other Associated Costs

25-14 Other costs associated with an exit or disposal activity include, but are
not limited to, costs to consolidate or close facilities and relocate employees.

25-15 The liability shall not be recognized before it is incurred, even if the costs
are incremental to other operating costs and will be incurred as a direct result
of a plan. A liability for other costs associated with an exit or disposal activity
shall be recognized in the period in which the liability is incurred (generally,
when goods or services associated with the activity are received).

30 Initial Measurement
> Other Associated Costs

30-10 A liability for other costs associated with an exit or disposal activity shall
be measured at its fair value in the period in which the liability is incurred
(generally, when goods or services associated with the activity are received).

The liability for other associated costs is not recognized before it is incurred.
Such costs are measured at fair value in the period in which the liability is
incurred, generally when goods or services are received. [420-10-25-1, 25-15, 30-10]

These additional costs are defined broadly to include not only costs to
consolidate facilities and relocate employees, but also ‘costs associated with an
exit activity’. [420-10-15-3(e)]
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Question 4.7.110

If termination benefits are not in the scope of Topic
420, are their associated costs still in scope?

Interpretive response: Yes. Contract termination costs and other costs
associated with the exit or disposal activity are in the scope of Topic 420. This is
the case even if the termination benefits paid as a result of an exit or disposal
activity are payable under an ongoing benefit arrangement in the scope of Topic
712, Topic 715 or Topic 710 (i.e. not in the scope of Topic 420).

Question 4.7.120
Can relocation costs be capitalized?

Interpretive response: No. The predominant practice is to charge relocation
costs (i.e. costs to move to a new location) to expense as incurred. Further, as a
general rule the SEC staff will object to capitalizing and deferring relocation
costs. [420-10-25-14, 25-15]

Question 4.7.130#

When is a liability for other associated exit or
disposal costs recognized?

Interpretive response: Under Subtopic 420-10, a liability for other exit or
disposal costs is recognized when the definition of a liability is met. In
December 2021, the FASB issued Chapter 4, Elements of Financial Statements,
of Statement of Financial Accounting Concepts No. 8 (CON 8), Conceptual
Framework for Financial Reporting. CON 8 includes revised definitions for
liabilities and supersedes CON 6. Under CON 8 a liability is defined as the
present obligation of an entity to transfer an economic benefit. Despite this
change, Subtopic 420-10 continues to reference CON 6. [420-10-25-2]

While the FASB has proposed to amend the reference to CON 6, the proposed
changes have not been finalized and it is unclear what changes it would make.
We understand the FASB did not intend to change practice and believe that any
difference in definitions generally should not have a significant impact on when
to recognize a liability for exit or disposal activities. [420-10-25-2]

The recognition criteria in Subtopic 450-20 (i.e. a loss is probable and the
amount of loss is reasonably estimable) does not apply. Under Subtopic 450-20,
the past transaction or event that creates the obligation (liability) has already
occurred. In contrast, Topic 420 focuses on what constitutes an obligating
event for costs associated with exit or disposal activities.
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Business combinations

An entity may have exit or disposal activities that impact a newly acquired
subsidiary or component. A common example is a synergy or rationalization
program where there are overlapping roles of existing employees and
employees at the newly acquired entity.

Question 4.7.140

When are costs associated with an exit activity of
an acquired business recognized?

Interpretive response: An acquirer only recognizes the acquisition-date fair
value of a liability associated with exit or disposal activities of the acquiree as
part of a business combination if those costs meet the criteria for recognition

under Topic 420 as of the acquisition date (see Question 4.7.130). [420-10-25-1 -
25-2]

If the exit activities of the acquiree do not meet the recognition criteria in Topic
420 as of the acquisition date, or the costs were incurred on behalf of the

acquirer, the costs are recognized as post-combination expenses when those
criteria are met.

Paragraphs 7.026 to 7.030 in KPMG Handbook, Business combinations, discuss
exit activities related to a business combination.

Presentation and disclosure

Presentation

Topic 712 does not include specific guidance on presentation matters. Topic
420 does include guidance about the presentation of the cumulative effect of a
change in estimate and the classification of exit or disposal costs in the income
statement.

FE Excerpt from ASC 420-10

45 Other Presentation Matters
> Changes in Estimates

45-1 The cumulative effect of a change resulting from a revision to either the
timing or the amount of estimated cash flows shall be reported in the same
line item(s) in the income statement (statement of activities) used when the
related costs were recognized initially in the period of change.
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> Exit or Disposal Activity Involving a Discontinued Operation

45-2 Costs associated with an exit or disposal activity involving a discontinued
operation shall be included within the results of discontinued operations in
accordance with Section 205-20-45.

> Income from Continuing Operations

45-3 Costs associated with an exit or disposal activity that does not involve a
discontinued operation shall be included in income from continuing operations
before income taxes in the income statement of a business entity and in
income from continuing operations in the statement of activities of a not-for-
profit entity (NFP). Separate presentation of exit and disposal costs in the
income statement is not prohibited. If a subtotal such as income from
operations is presented, it shall include the amounts of those costs.

45-5 Accretion expense shall not be considered interest cost for purposes of
classification in the income statement (statement of activities).

45-6 See paragraph 420-10-40-1 for the income statement presentation when
the liability is reversed.

Question 4.8.10

How are ongoing benefit arrangements and one-

time termination benefits presented in the income
statement?

Interpretive response: \We believe that both ongoing benefit arrangements in
the scope of Topic 712 (special termination benefits, contractual termination
benefits and other postemployment benefits) and one-time termination benefits
in the scope of Topic 420 should be presented in operating income.

One-time termination benefits associated with an exit or disposal activity are
included in the entity’s restructuring charge (see Question 4.8.20).

Question 4.8.20#
What types of employee related costs can be

included in an entity’s exit or disposal activity
restructuring charge?

Interpretive response: \We believe the following employee related costs can
be appropriately classified as an exit or disposal activity restructuring charge in
an entity's income statement when the liability for such costs is incurred:

— one-time employee termination benefits;

— other associated costs including relocation costs for existing employees;
and

— accretion expense associated with exit or disposal activities.

However, Topic 420 does not specify whether the accretion expense should be
included in the same line item as the original exit or disposal costs or in another
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line within operating activities. We believe an entity should decide on an
accounting policy for the classification of accretion expense and apply that
policy consistently.

Question 4.6.60 of KPMG Handbook, Financial statement presentation,
addresses the income statement presentation of exit and disposal costs.

Question 4.8.30

Are costs associated with an exit or disposal

activity under Topic 420 classified as infrequent or
unusual?

Background: Subtopic 220-20 states that a material event or transaction that an
entity considers to be of an unusual nature or of a type that indicates
infrequency of occurrence, or both is reported as a separate component of
income from continuing operations. The nature and financial effects of each
event or transaction is presented as a separate component of income from
continuing operations or, alternatively, disclosed in notes to the financial
statements. [220-20-45-1]

Interpretive response: The costs associated with an exit or disposal activity
may meet the criteria to be presented as unusual or infrequent items under
Subtopic 220-20.

Disclosure

I_:E Excerpt from ASC 712-10

50 Disclosure
> Termination Benefits

50-1 For guidance on disclosure requirements related to special and
contractual termination benefits, see paragraph 715-20-50-1.

> Other Postemployment Benefits

50-2 If an obligation for other postemployment benefits is not accrued in
accordance with paragraphs 450-20-25-2 or 710-10-25-1 only because the
amount cannot be reasonably estimated, the financial statements shall disclose
that fact.

I_:E Excerpt from ASC 420-10

50 Disclosure

50-1 All of the following information shall be disclosed in notes to financial
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statements that include the period in which an exit or disposal activity is
initiated and any subsequent period until the activity is completed:

a. A description of the exit or disposal activity, including the facts and
circumstances leading to the expected activity and the expected
completion date

b. For each major type of cost associated with the activity (for example, one-
time employee termination benefits, contract termination costs, and
other associated costs), both of the following shall be disclosed:

1. The total amount expected to be incurred in connection with the
activity, the amount incurred in the period, and the cumulative amount
incurred to date

2. Areconciliation of the beginning and ending liability balances showing
separately the changes during the period attributable to costs incurred
and charged to expense, costs paid or otherwise settled, and any
adjustments to the liability with an explanation of the reason(s) why.

c. The line item(s) in the income statement or the statement of activities in
which the costs in (b) are aggregated

d. For each reportable segment, as defined in Subtopic 280-10, the total
amount of costs expected to be incurred in connection with the activity,
the amount incurred in the period, and the cumulative amount incurred to
date, net of any adjustments to the liability with an explanation of the
reason(s) why

e. |If aliability for a cost associated with the activity is not recognized because
fair value cannot be reasonably estimated, that fact and the reasons why.

S99 SEC Materials

>> Comments Made by SEC Observer at Emerging Issues Task Force
(EITF) Meetings

>>> SEC Observer Comment: Classification of Inventory Markdowns and
Other Costs Associated with Restructuring

$§99-3 The following is the text of SEC Observer Comment: Classification of
Inventory Markdowns and Other Costs Associated with Restructuring.

Subtopic 420-10 states that costs associated with exit or disposal activities that
do not involve a discontinued operation should be included in income from
continuing operations before taxes. If a subtotal such as "income from
operations" is presented, that Subtopic indicates that subtotal should include
the amounts of exit or disposal costs. However, the guidance does not address
where within income from continuing operations or income from operations
inventory markdowns associated with an exit or restructuring activity. The SEC
staff recognizes that there may be circumstances in which it can be asserted
that inventory markdowns are costs directly attributable to a decision to exit or
restructure an activity. However, the staff believes that it is difficult to
distinguish inventory markdowns attributable to a decision to exit or restructure
an activity from inventory markdowns attributable to external market factors
that are independent of a decision to exit or restructure an activity. Further, the
staff believes that decisions about the timing, method, and pricing of
dispositions of inventory generally are considered to be normal, recurring
activities integral to the management of the ongoing business. Accordingly, the

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG ¢ ¢
nember firms affiliated with KPMG International Limited, a private English company limited by guarant

113



Employee benefits
4. Termination benefits and other nonretirement postemployment benefits

SEC staff believes that inventory markdowns should be classified in the
income statement as a component of cost of goods sold.

P. Restructuring Charges
4. Disclosures

Beginning with the period in which the exit plan is initiated, FASB ASC Topic
420, Exit or Disposal Cost Obligations, requires disclosure, in all periods,
including interim periods, until the exit plan is completed, of the following:

a. A description of the exit or disposal activity, including the facts and
circumstances leading to the expected activity and the expected
completion date.

b. For each major type of cost associated with the activity (for example, one-
time termination benefits, contract termination costs, and other associated
costs):

(1) The total amount expected to be incurred in connection with the
activity, the amount incurred in the period, and the cumulative
amount incurred to date.

(2) A reconciliation of the beginning and ending liability balances
showing separately the changes during the period attributable to
costs incurred and charged to expense, costs paid or otherwise
settled, and any adjustments to the liability with an explanation of the
reason(s) therefor.

c. The line item(s) in the income statement or the statement of activities in
which the costs in (b) above are aggregated.

d. For each reportable segment, the total amount of costs expected to be
incurred in connection with the activity, the amount incurred in the period,
and the cumulative amount incurred to date, net of any adjustments to the
liability with an explanation of the reason(s) therefor.

e. |If aliability for a cost associated with the activity is not recognized because
fair value cannot be reasonably estimated, that fact and the reasons
therefor.

Question: \What specific disclosures about restructuring charges has the staff
requested to fulfill the disclosure requirements of FASB ASC Topic 420 and
MD&A?

Interpretive Response: The staff often has requested greater disaggregation
and more precise labeling when exit and involuntary termination costs are
grouped in a note or income statement line item with items unrelated to the
exit plan. For the reader's understanding, the staff has requested that
discretionary, or decision-dependent, costs of a period, such as exit costs, be
disclosed and explained in MD&A separately. Also to improve transparency,
the staff has requested disclosure of the nature and amounts of additional
types of exit costs and other types of restructuring charges's that appear
quantitatively or qualitatively material, and requested that losses relating to
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asset impairments be identified separately from charges based on estimates of
future cash expenditures.

13 Examples of common components of exit costs and other types of
restructuring charges which should be considered for separate disclosure
include, but are not limited to, involuntary employee terminations and related
costs, changes in valuation of current assets such as inventory writedowns,
long term asset disposals, adjustments for warranties and product returns,
leasehold termination payments, and other facility exit costs, among others.

The staff frequently reminds registrants that in periods subsequent to the
initiation date that material changes and activity in the liability balances of each
significant type of exit cost and involuntary employee termination benefits'#
(either as a result of expenditures or changes in/reversals of estimates or the
fair value of the liability) should be disclosed in the footnotes to the interim and
annual financial statements and discussed in MD&A. In the event a company
recognized liabilities for exit costs and involuntary employee termination
benefits relating to multiple exit plans, the staff believes presentation of
separate information for each individual exit plan that has a material effect on
the balance sheet, results of operations or cash flows generally is appropriate.

4 The staff would expect similar disclosures for employee termination benefits
whether those costs have been recognized pursuant to FASB ASC Topic 420,
FASB ASC Topic 712, Compensation—Nonretirement Postemployment
Benefits, or FASB ASC Topic 715, Compensation—Retirement Benefits.

For material exit or involuntary employee termination costs related to an
acquired business, the staff has requested disclosure in either MD&A or the
financial statements of:

1. When the registrant began formulating exit plans for which accrual may be
necessary,

2. The types and amounts of liabilities recognized for exit costs and
involuntary employee termination benefits and included in the acquisition
cost allocation, and.

3. Any unresolved contingencies or purchase price allocation issues and the
types of additional liabilities that may result in an adjustment of the
acquisition cost allocation.

The staff has noted that the economic or other events that cause a registrant
to consider and/or adopt an exit plan or that impair the carrying amount of
assets, generally occur over time. Accordingly, the staff believes that as those
events and the resulting trends and uncertainties evolve, they often will meet
the requirement for disclosure pursuant to the Commission's MD&A rules prior
to the period in which the exit costs and liabilities are recorded pursuant to
GAAP. Whether or not currently recognizable in the financial statements,
material exit or involuntary termination costs that affect a known trend,
demand, commitment, event, or uncertainty to management, should be
disclosed in MD&A. The staff believes that MD&A should include discussion of
the events and decisions which gave rise to the exit costs and exit plan, and
the likely effects of management's plans on financial position, future operating
results and liquidity unless it is determined that a material effect is not
reasonably likely to occur. Registrants should identify the periods in which
material cash outlays are anticipated and the expected source of their funding.
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Registrants should also discuss material revisions to exit plans, exit costs, or
the timing of the plan's execution, including the nature and reasons for the
revisions.

The staff believes that the expected effects on future earnings and cash flows
resulting from the exit plan (for example, reduced depreciation, reduced
employee expense, etc.) should be quantified and disclosed, along with the
initial period in which those effects are expected to be realized. This includes
whether the cost savings are expected to be offset by anticipated increases in
other expenses or reduced revenues. This discussion should clearly identify
the income statement line items to be impacted (for example, cost of sales;
marketing; selling, general and administrative expenses; etc.). In later periods if
actual savings anticipated by the exit plan are not achieved as expected or are
achieved in periods other than as expected, MD&A should discuss that
outcome, its reasons, and its likely effects on future operating results and
liquidity.

The staff often finds that, because of the discretionary nature of exit plans and
the components thereof, presenting and analyzing material exit and involuntary
termination charges in tabular form, with the related liability balances and
activity (e. g., beginning balance, new charges, cash payments, other
adjustments with explanations, and ending balances) from balance sheet date
to balance sheet date, is necessary to explain fully the components and effects
of significant restructuring charges. The staff believes that such a tabular
analysis aids a financial statement user's ability to disaggregate the
restructuring charge by income statement line item in which the costs would
have otherwise been recognized, absent the restructuring plan, (for example,
cost of sales; selling, general, and administrative; etc.).

Question 4.8.40
Are the disclosure requirements for termination

benefits similar under Topic 712, Topic 715 and
Topic 420?

Interpretive response: Termination benefits may meet the recognition criteria
in Topic 420, Topic 715 or Topic 712, and each has its own disclosure
requirements.

We believe the disclosure requirements for termination benefits subject to
Topic 715 or Topic 712 are substantially identical to the requirements of Topic
420. This is notwithstanding that the Topic 715 disclosure requirements are
broader to accommodate the FASB's desire to address the disclosure
requirements of several pension and other employment benefit-related
standards in a single disclosure standard.

The SEC staff expects registrants that recognize one-time termination benefits
under the recognition criteria in Topic 712 and Topic 715 to provide disclosures
for those benefits comparable to those required by Topic 420. [SAB Topic 5.P.4.n14]
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Question 4.8.50
Must the number of employees terminated under a

one-time termination benefit arrangement be
disclosed?

Interpretive response: Topic 420 does not require disclosure of the number of
employees expected to be (or actually) terminated for activity related to one-
time employee termination benefits.

Question 4.8.60

What are the interim disclosure requirements for
one-time termination benefits?

Interpretive response: Disclosure requirements for one-time termination
benefits included as part of the restructuring charge (see Question 4.8.20) are
for both interim and annual financial statements.

Question 4.8.70
What is the impact of an exit or disposal activity,

which may include one-time termination benefits,
on segment disclosures?

Interpretive response: Topic 420 requires the following disclosures for each
reportable segment defined under Topic 280: [420-10-50-1(d)]

— the total amount of costs expected to be incurred in connection with an exit
or disposal activity;

— the amount incurred in the period; and

— the cumulative amount incurred to date, net of any adjustments to the
liability with an explanation of the reasons why.

In addition, under Topic 280, an entity is required to disclose a reconciliation of
key segment amounts to the corresponding items reported in the consolidated
financial statements. [280-10-50-30]

Similarly, the SEC expects that when an entity's segment profitability is
determined on a basis that differs from consolidated operating profit, or that
excludes the effects of items attributable to the segment, the applicable
reconciling items will be discussed in MD&A. [FR501.06al

For example, if a material charge for exit or disposal activity relates to a specific
segment, but is not included in management's measure of the segment's
profitability, an entity would be expected to discuss in MD&A the applicable
portion of the charge, the segment to which it relates, and the circumstances of
its incurrence.
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Question 4.8.80

What are the non-GAAP disclosure considerations
when an exit or disposal activity occurs?

Interpretive response: Any non-GAAP disclosures related to an exit or disposal
activity are subject to the SEC's requirements on the use of non-GAAP financial
measures.

The SEC has issued rules (Regulation G, Item 10(e) of Regulations S-K and
Form 20-F) that address a public company's disclosure or release of certain
financial information that is calculated and presented on a non-GAAP basis.

These rules define a non-GAAP financial measure as a numerical measure of a
registrant's historical or future financial performance, financial position or cash
flows that:

— excludes amounts, or is subject to adjustments that have the effect of
excluding amounts included in the most directly comparable measure
calculated and presented based on GAAP in the registrant's income
statement, balance sheet or cash flow statement (or equivalents); or

— includes amounts, or is subject to adjustments that have the effect of
including amounts excluded from the most directly comparable US GAAP
measure calculated and presented in conformity with US GAAP.

The SEC prohibits a non-GAAP performance measure from eliminating or
smoothing items identified (i.e. labelled) as nonrecurring, infrequent or unusual,
when the nature of the charge or gain is such that it is reasonably likely to recur
within two years or there was a similar charge or gain in the prior two years.
This two-year look-forward and look-back prohibition applies only to those
reconciling items that are labelled as nonrecurring, infrequent or unusual.

Determining whether a charge will recur within the two years is a matter of
judgment. The SEC has stated that it views ‘reasonably likely’ as a threshold
lower than ‘'more likely than not’. [SEC Rel 33-8056]

In addition, the SEC staff has informally indicated that it will apply a broad
definition of the term similar in assessing whether similar items have occurred
or will occur in the future. For example, if a single restructuring plan generates a
charge that contains several distinct components (e.g. employee severance,
lease termination costs, asset impairments), the SEC staff would view all of the
components of the restructuring plan as similar.
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Retirement plans: General
and DC plans

Detailed contents

Item significantly updated in this edition #
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5.2 General principles
Questions
5.2.10 What is a benefit plan?
5.2.20 What is a retirement plan?
5.2.30 What is a qualified retirement plan?
5.2.40 What are examples of retirement plans?
5.2.50 What obligations does an entity incur under a retirement
plan?
5.2.60 What costs does an entity recognize under a pension
plan? #
5.3 Defined contribution plans
5.3.10 Scope considerations #
5.3.20 Measuring the obligation and related costs
5.3.30 Floor offset plans
Questions
5.3.10 What is the difference between a DC plan and a DB plan?
5.3.20 Are target benefit plans DC plans?
5.3.30 How is the obligation and cost of contributions calculated?
5.3.40 How is the cost of contributions that are subject to a vesting
schedule calculated?
5.3.50 What is a floor-offset plan and how is it accounted for?
Example
5.3.10 Defined benefit vs defined contribution
5.4 Cash balance plans
Questions
5.4.10 What is a cash balance plan? #
5.4.20 How are benefits attributed to a cash balance plan? #
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5.4.30 Can an entity change the method it uses to measure a cash
balance plan?

5.4.40 Is the discount rate used to measure the benefit obligation
of a cash balance plan consistent with the interest-crediting
rate? #

5.4.50 How is the ABO for a cash balance plan measured?

5.4.60 How does an entity account for suspending benefits for a
subsidiary’s participants when they will be added to the
parent’s cash balance pension plan?
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How the standard works

Topic 715 outlines the recognition, measurement, presentation and disclosure
requirements for entities that promise fixed retirement benefits to participating
employees. The plans in the scope of Topic 715 are called 'defined’ because
either the contributions to the plan or the benefits provided by the plan are
determinable based on a formula in the plan. Common examples of plans
accounted for under Topic 715 are 401(k) plans, DB pension plans and DB
postretirement health and welfare plans.

Retirement benefits are generally earned by employees during their
employment and paid after retirement. Therefore, under Topic 715, they are
considered part of an employee’s compensation and recognized over the
employee's service period.

Topic 715 differentiates between four types of retirement plans.

DC plans under Subtopic 715-70 Section 5.4
DB pension plans under Subtopic 715-30 Chapters 6 to 9
DB OPEB plans under Subtopic 715-60 Chapters 6 to 9
Multiemployer plans under Subtopic 715-80 Chapter 10

Accounting for retirement benefits can seem complicated because of the
different types of plans. Added to its complexity are actuarial assumptions that
require specialized knowledge.

Chapters 5 to 11 analyze the requirements, assumptions and approaches
involved in accounting for retirement benefits under Topic 715:

— DC plans and cash balance plans:
—  Chapter b
— DB pension and OPEB plans:

Chapter 6, plan assets and benefit obligations

Chapter 7, the costs of DB plans

Chapter 8, actuarial assumptions and attribution

Chapter 9, settlements, curtailments and certain termination benefits

— Multiemployer plans and other special topics:

Chapter 10
— Disclosure and reporting:
Chapter 11.
© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent

member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

121



5.2

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of in

Employee benefits
5. Retirement plans: General and DC plans

General principles

This section introduces the key concepts in Topic 715 and provides a foundation
for understanding chapters 5 to 11.

05 Overview and Background

05-1 The Compensation—Retirement Benefits Topic establishes standards of
financial accounting and reporting for an employer that offers pension, other
postretirement, and certain special or contractual termination benefits to its
employees.

05-2 This Topic contains the following Subtopics:

Overall (Subtopic 715-10)
Defined Benefit Plans—General (Subtopic 715-20)
Defined Benefit Plans—Pension (Subtopic 715-30)
. Defined Benefit Plans—Other Postretirement (Subtopic 715-60)
Defined Contribution Plans (Subtopic 715-70)
Multiemployer Plans (Subtopic 715-80)

O OO0 O T ®
D T

05-3 Throughout the Codification, content is structured and authored using an
asset and liability model as its underlying premise. However, the original
content used to populate this Topic was based on an expense recognition
model rather than an asset and liability model. Because the expense
recognition model focuses primarily on remeasurement, the majority of the
guidance throughout this Topic is contained in the Subsequent Measurement
Sections of the applicable Subtopics.

05-6 The guidance in this Topic is derived from the basic idea that a benefit
plan is an exchange between the employer and the employee. In exchange for
services provided by the employee, the employer promises to provide, in
addition to current wages and other benefits, an amount of retirement income
or benefit. It follows from that basic view that benefits are not gratuities but
instead are part of an employee's compensation, and because payment is
deferred, the benefit plan is a type of deferred compensation. It also follows
that the employer's obligation for that compensation is incurred when the
services are rendered.

05-7 A benefit plan is an arrangement that is mutually understood by an
employer and its employees, whereby an employer undertakes to provide its
current and former employees with benefits after they retire in exchange for
the employees' services over a specified period of time, upon attaining a
specified age while in service, or both. Benefits may commence immediately
upon termination of service or may be deferred until retired employees attain a
specified age.

05-9 Because the obligation to provide benefits arises as employees render the
services necessary to earn the benefits pursuant to the terms of the plan, this
Topic provides guidance regarding when the cost of providing the benefits
should be recognized over those employee service periods.
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10 Objectives
10-1 The objectives of this Topic are as follows:

a. To enhance the relevance and representational faithfulness of the
employer's reported results of operations by recognizing net periodic
pension cost and net periodic other postretirement benefit cost as
employees render the services necessary to earn their pension and other
postretirement benefits

b. To enhance the relevance and representational faithfulness of the
employer's statement of financial position by including a measure of the
obligation to provide pension and other postretirement benefits based on a
mutual understanding between the employer and its employees of the
terms of the underlying plan

c. To enhance the ability of users of the employer's financial statements to
understand the extent and effects of the employer's undertaking to provide
pension and other postretirement benefits to its employees by disclosing
relevant information about the obligation and cost of the pension and other
postretirement benefit plans and how those amounts are measured

d. To improve the understandability and comparability of amounts reported by
requiring employers with similar plans to use the same method to measure
their pension and other postretirement benefit obligations and the related
costs of the postretirement benefits.

15 Scope and Scope Exceptions
> Overall Guidance

15-1 The Scope Section of the Overall Subtopic establishes the pervasive
scope for all Subtopics of the Compensation—Retirement Benefits Topic.
Unless explicitly addressed within specific Subtopics, the following scope
guidance applies to all Subtopics of the Compensation—Retirement Benefits
Topic.

> Entities

15-2 The guidance in the Compensation—Retirement Benefits Topic applies to
all employers, including not-for-profit entities (NFPs), that offer pension or other
postretirement benefits to their employees, regardless of whether the benefit
obligation is funded. NFPs should refer to Subtopic 958-715 when applying the
provisions of this Topic.

> Transactions

15-3 The guidance in the Compensation—Retirement Benefits Topic applies to
the following types of benefit arrangements:

a. Any arrangement that is in substance a pension or other postretirement
benefit plan, regardless of its form or the means or timing of its funding

b. Written plans and unwritten plans whose existence is discernible either
from a practice of paying pension or other postretirement benefits or from
oral representations made to current or former employees

c. Deferred compensation contracts with individual employees if those
contracts, taken together, are equivalent to a plan that provides pension or
other postretirement benefits
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d. Health and other welfare benefits expected to be provided to employees
deemed to be on a disability retirement.

15-4 The guidance in this Topic also applies to settlement of all or a part of an
employer's pension or other postretirement benefit obligation or curtailment of
a pension or other postretirement benefit plan. The guidance applies to
employers that provide pension or other postretirement benefits as part of a
special termination benefit or special or contractual termination benefits not
otherwise addressed in other Subtopics (for example, benefits paid at or before
retirement and not paid out of a pension or other postretirement plan).

15-5 The guidance in this Topic does not apply to the following types of benefit
arrangements:

a. An employer's practice of providing pension or other postretirement
benefits to selected employees under individual contracts with specific
terms determined on an individual-by-individual basis. Those contracts shall
be accounted for individually, following the terms of the contract. See
Topic 710.

b. Postemployment benefits paid after employment but before retirement (for
example, layoff benefits), unless payable from a pension or other
postretirement plan. See Topic 712.

> Other Considerations

15-6 For purposes of preparing financial statements in accordance with
accounting principles generally accepted in the United States, the
Compensation—Retirement Benefits Topic includes no special provisions
applicable to pension or other postretirement benefit plans or arrangements
outside the United States. To the extent that those arrangements are in
substance similar to pension or other postretirement benefit plans in the
United States, they are subject to the provisions of this Topic.

15-7 The applicability of this Topic to those plans or arrangements is
determined by the nature of the obligation and by the terms or conditions that
define the amount of benefits to be paid, not by whether or how a plan is
funded, whether benefits are payable at intervals or as a single amount, or
whether the benefits are required by law or custom or are provided under a
plan the employer has elected to sponsor.

15-8 This Topic does not change or supersede any of the requirements set
forth in Topic 960 for the financial statements of a defined benefit pension
plan.

15 Scope and Scope Exceptions
> Transactions

15-4 The guidance in this Subtopic does not apply to the following types of
benefit plans or arrangements:
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a. Life insurance benefits provided outside a pension plan or other
postretirement health and welfare benefits

b. Health care benefits provided through a pension plan. The accounting for
those benefits is set forth in Subtopic 715-60.

15 Scope and Scope Exceptions
> Overall Guidance

15-1 This Subtopic follows the same Scope and Scope Exceptions as outlined
in the Overall Subtopic, see Section 715-10-15, with specific qualifications and
exceptions noted below.

15-2 The General Subsection of this Section establishes the pervasive scope of
this Subtopic, with specific exceptions noted in the other Subsections of this
Section.

> Transactions

15-3 The guidance in the General Subsections applies to the following plans
and benefits:

a. Asingle-employer plan that defines the postretirement benefits to be
provided to retirees. This includes postretirement benefits expected to be
provided by an employer to current and former employees (including
retirees, disabled employees, and other former employees who are
expected to receive postretirement benefits), their beneficiaries, and
covered dependents, pursuant to the terms of an employer's undertaking
to provide those benefits.

15-4 Other postretirement benefits include, but are not limited to,
postretirement health care; life insurance provided outside a pension plan to
retirees; and other welfare benefits such as tuition assistance, day care, legal
services, and housing subsidies provided after retirement. Often those benefits
are in the form of a reimbursement to plan participants or direct payment to
providers for the cost of specified services as the need for those services
arises, but they may also include benefits payable as a lump sum, such as
death benefits. Much of the guidance in this Subtopic focuses on
postretirement health care plans. Nevertheless, this Subtopic applies equally to
all postretirement benefits other than pensions.

15-5 The guidance in the General Subsections applies to health and other
welfare benefits expected to be provided to disabled employees, whether in
cash or in kind, for example, disability medical benefits. For example, the
provisions of the postretirement health care plan may provide postretirement
health care coverage after a disabled employee attains a specified number of
years of credited service (which may include credit for periods after the
employee is disabled), with a separate disability plan that provides health
benefits before that date. Or, the postretirement health care plan may have
special provisions for disabled employees that entitle them to benefit coverage
under the postretirement benefit plan at a date earlier than that coverage
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would commence for other employees who are not disabled.

15-6 The guidance in the General Subsections does not apply to the following
plans and benefits:

a. Pension or life insurance benefits provided through a pension plan. The
accounting for those benefits is set forth in Subtopic 715-30.

b. Disability benefits paid to former or inactive employees not on disability
retirement (such benefits shall be accounted for under Topic 712).
However, the measurement guidance in this Subtopic may be useful in
applying the provisions of that topic.

c. Disability income benefits paid pursuant to a pension plan (such benefits
shall be accounted for under Subtopic 715-30).

d. An employee's right to continue health care coverage under the provisions
of the Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA).
This right does not constitute a postretirement benefit plan per se because
an employee need not be a retiree to receive that benefit. It is a right
generally available upon termination of employment. If an employee
voluntarily elects at retirement to continue health care coverage provided
through the active employee health care plan and the cost to the employer
of their continuing coverage exceeds the retirees' contributions, the
employer shall account for the excess cost in accordance with Topic 712.

> Other Considerations

15-7 A postretirement benefit plan may be part of a larger plan or arrangement
that provides benefits currently to active employees as well as to retirees. In
those circumstances, the promise to provide benefits to present and future
retirees under the plan shall be segregated from the promise to provide
benefits currently to active employees and shall be accounted for in
accordance with the provisions of this Subtopic.

15-8 In some cases, an employer may limit its obligation through an individual
or an aggregate cap on the employer's cost or benefit obligation. For example,
an employer may elect to limit its annual postretirement benefit obligation for
each retired plan participant to a maximum of $5,000. Or, an employer may
elect to limit its share of the aggregate cost of covered postretirement health
care benefits for a period to an amount determined based on an average per
capita cost per retired plan participant. Plans of that nature are considered to
be defined benefit postretirement plans. See paragraphs 715-60-55-96 through
55-102 for an illustration of the measurement considerations for defined dollar
capped plans and paragraphs 715-60-55-2 through 55-3 for implementation
guidance on capped plans.

15-9 Absent evidence to the contrary, it shall be presumed that an employer
that has provided postretirement benefits in the past or is currently promising
those benefits to employees will continue to provide those future benefits.

> Plans with Characteristics of both a Defined Contribution and a Defined
Benefit Plan

15-9A See paragraph 715-70-15-2 for guidance for plans with characteristics of
both a defined contribution and a defined benefit plan.
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55 Implementation Guidance and lllustrations
>>> Full Eligibility Date

55-40 Paragraphs 715-60-55-41 through 55-56 are presented to assist in
understanding the full eligibility date.

>>>> Plans that Provide Incremental Benefits for Additional Years of
Service

>>>>> Graded Benefit Formula

55-41 Some plans have benefit formulas that define different benefits for
different years of service.

55-42 To illustrate, assume a plan in which the percentage of postretirement
health care coverage to be provided by an employer is defined by groups of
years of service. The plan provides 20 percent postretirement health care
coverage for 10 years of service after age 35, 50 percent for 20 years of
service after age 35, 70 percent for 25 years of service after age 35, and 100
percent for 30 years of service after age 35. The full eligibility date for an
employee who was hired at age 35 and is expected to retire at age 62 is at age
60. At that date the employee has rendered 25 years of service after age 35
and is eligible to receive a benefit of 70 percent health care coverage after
retirement. The employee receives no additional benefits for the last two years
of service.

>>>>> Pay-Related Plans

55-43 Some plans may base the amount of benefits or level of benefit
coverage on employees' compensation, for example, as a percentage of their
final pay. To the extent the plan's postretirement benefit formula defines
benefits wholly or partially as a function of future compensation (that is, the
plan provides incremental benefits for additional years of service when it is
assumed that final pay will increase), determination of the full eligibility date or
an employee is affected by those additional years of service the employee is
expected to render.

55-44 In addition, measurements of the postretirement benefit obligation and
service cost reflect the best estimate of employees' future compensation
levels (see paragraphs 715-60-35-88 through 35-89).

55-45 For example, assume a plan provides life insurance benefits to
employees who render 20 years of service and attain age 55 while in service;
the benefit is equal to 20 percent of final pay. A 55-year-old employee, who
currently earns a salary of $90,000, has worked 22 years for the entity. The
employee is expected to retire at age 60 and is expected to be earning
$120,000 at that time. The employee is eligible for life insurance coverage
under the plan at age 55, when the employee has met the age and service
requirements. However, because the employee's salary continues to increase
each year, the employee is not fully eligible for benefits until age 60 when the
employee retires because the employee earns an incremental benefit for each
additional year of service beyond age 55. That is, the employee earns an
additional benefit equal to 20 percent of the increase in salary each year from
age 55 to retirement at age 60 for service during each of those years.
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>>>>> Spousal Coverage

55-46 Some postretirement benefit plans provide spousal or dependent
coverage or both if the employee works a specified number of years beyond
the date at which the employee attains eligibility for single coverage.

55-47 For example, a postretirement health care plan provides single coverage
to employees who work 10 years and attain age 50 while in service; the plan
provides coverage for dependents if the employee works 20 years and attains
age 60 while in service. Because the additional 10 years of service may provide
an incremental benefit to employees, for employees expected to satisfy the
age and service requirements and to have covered dependents during the
period following the employee's retirement, their full eligibility date is the date
at which they have both rendered 20 years of service and attained age 60
while in service. For employees not expected to have covered dependents
after their retirement or who are not expected to render at least 20 years of
service or attain age 60 while in service, or both, their full eligibility date is the
date at which they have both rendered 10 years of service and attained age 50
while in service.

>>>> Single Plan Provides Health Care and Life Insurance Benefits

55-48 Some postretirement benefit plans may have different eligibility
requirements for different types of benefits.

55-49 For example, assume a plan provides a postretirement death benefit of
$100,000 to employees who render 20 or more years of service. Fifty percent
health care coverage is provided to eligible employees who render 10 years of
service, 70 percent coverage to those who render 20 years of service, and 100
percent coverage to those who render 30 years of service. Employees are
eligible for the health care and death benefits if they attain age 55 while in
service.

55-50 The full eligibility date for an individual hired at age 30 and expected to
terminate employment at age 62 is the date on which that employee has
rendered 30 years of service and attained age 55 while in service (age 60 in
this example). At that date the employee is eligible for all of the benefits
expected to be paid to or on behalf of that employee under the postretirement
benefit plan ($100,000 death benefits and 100 percent health care coverage).
The full eligibility date for an employee hired at age 37 and expected to retire at
age 62 is the date on which that employee has rendered 20 years of service
and attained age 55 while in service (age 57 in this example). At that date the
employee is eligible for all of the benefits expected to be paid to or on behalf of
that employee under the postretirement benefit plan ($100,000 death benefits
and 70 percent health care coverage).

>>>> Plans that Provide Benefits Based on Status at Date of Termination

55-51 Some postretirement benefit plans provide coverage for the spouse to
whom an employee is married when the employee terminates service; that is,
the marital status of an employee upon termination of employment determines
whether single or spousal coverage is to be provided.

55-52 In measuring the expected postretirement benefit obligation,
consideration is given to factors such as when benefit coverage will
commence, who will receive benefits (employee and any covered
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dependents), and the expected need for and utilization of benefit coverage.

55-53 For example, assume a plan provides postretirement health care
coverage to employees who render at least 10 years of service and attain age
55 while in service; health care coverage also is provided to employees'
spouses at the date of the employees' retirement. A 55-year-old employee is
single, has worked for the entity for 30 years, and is expected to marry at age
59 and to retire at age 62. Although the employee is entitled to spousal
coverage only if married at retirement, at age 55 the employee has earned the
right to spousal coverage. The probability that the employee will be married
when the employee retires is included in the actuarial assumptions developed
to measure the expected postretirement benefit obligation for that plan
participant. The full eligibility date (age 55 in this example) is not affected by
that measurement assumption.

>>>> Postretirement Benefits to Be Received by Disabled Plan
Participants

55-54 Some plans provide postretirement benefits to disabled employees.

55-55 For example, Entity B provides disability income and health care benefits
to employees who become disabled while in service and have rendered 10 or
more years of service. Retiree health care benefits are provided to employees
who render 20 or more years of service and attain age 55 while in service.
Employees receiving disability benefits continue to accrue credit toward their
eligibility for retiree health care benefits. Under this plan, an employee hired at
age 25, who becomes permanently disabled at age 40, is entitled to receive
retiree health care benefits commencing at age 55 (in addition to any disability
income benefits commencing at age 40) because that employee worked for
Entity B for more than 10 years before becoming disabled. Under the terms of
the plan the employee is given credit for working to age 55 even though no
actual service is rendered by the employee after the disabling event occurs.

55-56 Because the employee is permanently disabled, the full eligibility date is
accelerated to recognize the shorter period of service required to be rendered
in exchange for the retiree health care benefits—in this case the full eligibility
date is age 40, the date of the disabling event. For a similar employee who is
temporarily disabled at age 40 but returns to work and attains age 55 while in
service, the full eligibility date is age 55. Entity B's expected postretirement
benefit health care obligation for the permanently disabled employee is based
on the employee's expected health care costs commencing at age 55 and is
attributed ratably to that employee's active service to age 40.

This section explains terms and concepts that are used throughout chapters 5
to 11 about retirement benefits. The terms discussed have definitions specific
to Topic 715. Some may be found in other accounting standards (e.g. gain or
loss), but these definitions do not necessarily apply outside of Topic 715.
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Question 5.2.10

What is a benefit plan?

Interpretive response: Under Topic 715, a benefit plan is viewed as an
exchange between the entity and employee.

. , Employee

Wages/Benefits

Retirement Services
income/benefit

In return for employees providing services to the entity, the entity promises to
provide income and benefits to its employees after they retire. The income and
benefits are considered part of employee compensation so the obligation to
provide retirement income and benefits is recognized as the employee provides
services. The arrangement must be mutually understood by both parties for it to
be considered an exchange between the entity and the employee and
accounted for under Topic 715. [715-10-05-6 — 05-7, 715-10-05-9]

Question 5.2.20

What is a retirement plan?

Interpretive response: A retirement plan is an employee benefit plan that
provides payments or benefits to plan participants during retirement. These
plans include DC or DB pension, OPEB and health and welfare benefit plans.

Retirement plans in the US are governed by federal law under the Employee
Retirement Income Security Act (ERISA). ERISA establishes minimum
regulatory standards applicable to most non-government, private entities that
offer these plans to their employees and includes:

— reporting and disclosure requirements for plan participants about plan
features and funding;

— fiduciary responsibilities; and

— an appeals process.
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Question 5.2.30

What is a qualified retirement plan?

Interpretive response: A qualified retirement plan meets IRS Code (IRC) 401(a)
requirements and offers certain tax benefits. A qualified plan may be a DC or
DB plan. A qualified plan meets ERISA guidelines and a nonqualified plan does
not. Question 5.2.40 provides examples of qualified and nonqualified retirement
plans.

Question 5.2.40

What are examples of retirement plans?

Interpretive response: The following table provides examples of common
qualified and nonqualified retirement plans. See also Question 5.3.10.

Retirement plan | Description ‘
Qualified DC plans
401(k) Allows an employee to elect to have their employer

contribute a portion of their wages to an individual
account. The deferred wages are not subject to federal
income tax withholding at the time of the deferral or
reported as taxable income.

Profit-sharing Accepts discretionary employer-only contributions with
separate accounts for each employee. If it includes a
salary deferral, it is a 401(k) plan.

ESOP A stock bonus plan designed to invest primarily in
qualifying employer securities that meet IRC
requirements.

Nonqualified DB plans

Split-dollar life insurance | Either the employer or employee owns and controls the
insurance policy. The employer and employee share
benefits of the life insurance policy. See chapter 10.

Top Hat (SERP) Entity-sponsored excess benefit unfunded plan. Offered to
[high-level] executives to provide benefits incremental to
those provided by an entity’s standard retirement plan for
its employees. Also referred to as a SERP. [715-30-55-14]

Qualified DB pension plan

DB pension plan Provides a determinable pension benefit to plan
participants based on a formula. Generally, the entity
makes the contributions. Employees may be permitted or
required to contribute, depending on the plan. DB pension
plans under Subtopic 715-30 are discussed in chapters 6
to 11. [715-30 Glossary]
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Retirement plan Description

Cash balance plan Communicates to employees a pension benefit in the
form of a current account balance that is based on
principal credits and related future interest credits. See
section 5.4. [715-20-25-2]

Question 5.2.50

What obligations does an entity incur under a
retirement plan?

Interpretive response: Regardless of the type of retirement plan, the entity
sponsoring the plan — also referred to as the plan sponsor — incurs an obligation
to either contribute to the plan or pay retirement benefits to plan participants in
the future.

For DC plans, an entity’s obligation is fully satisfied when it makes its
contribution for the period. For DB plans, the obligation is satisfied as benefits

are paid to retirees or are settled; chapter 9 discusses settlements. [715-30-35-1A,
715-60- 35-1A, 715-70-05-2]

Sections 5.3 and 5.4 address benefit obligations for DC plans and cash balance
plans, respectively. Chapter 6 addresses obligations for DB pension and OPEB
plans.

Question 5.2.60#

What costs does an entity recognize under a
pension plan?

Interpretive response: For a DC plan, the benefit cost recognized is the
contribution required for that period. [715-70-35-1, 715-70 Glossary]

Components of net periodic benefit cost for DB pension and OPEB plans
include service cost, interest cost, expected return on plan assets (EROA), gain
or loss, and amortization of prior service cost/credit.

The following are some of the reasons that these costs arise each period: [715-
30-35-3 - 35-5, 715-60-35-7 — 35-9]

— service provided by the employee to the entity for that period;

— the passage of time;

— changes in estimates made to measure the benefit obligation (recognition
of the effect is delayed and amortized from AOCI into income unless an
entity has adopted a policy of immediate recognition);

— differences between expected and actual results when measuring plan
assets (recognition of the effect is delayed and amortized from AOCI into
income unless an entity has adopted a policy of immediate recognition); and

— amortization of the effects of prior plan amendments that increased or
reduced an entity’s benefit obligation under the plan.
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The term ‘cost’ is used instead of ‘expense’ because service cost may be
eligible for capitalization in inventory or other assets before being recognized in
the income statement. [715-30 Glossary, 715-60 Glossary]

Sections 5.3 and 5.4 address accounting for costs of DC plans and cash balance
plans, respectively. Chapter 7 addresses accounting for costs of DB pension
and OPEB plans.

Defined contribution plans

Scope considerations#

05 Overview and Background

05-1 This Subtopic provides guidance on the accounting and reporting of
defined contribution plans.

05-2 An employer's present obligation under the terms of a plan is fully
satisfied when the contribution for the period is made, provided that costs
(defined contributions) are not being deferred and recognized in periods after
the related service period of the individual to whose account the contributions
are to be made.

05-3 In a postretirement health plan, an employer may establish individual
postretirement health care accounts for each employee, each year contributing
a specified amount to each active employee's account. The balance in each
employee's account may be used by that employee after the employee's
retirement to purchase health care insurance or for other health care benefits.
Rather than providing for defined health care benefits, the employer is
providing a defined amount of money that may be used by retirees toward the
payment of their health care costs.

15 Scope and Scope Exceptions

15-1 This Subtopic follows the same Scope and Scope Exceptions as outlined
in the Overall Subtopic, see Section 715-10-15.

> Plans with Characteristics of both a Defined Contribution and a Defined
Benefit Plan

15-2 A pension or other postretirement benefit plan having characteristics of
both a defined benefit plan and a defined contribution plan requires careful
analysis. If the substance of the plan is to provide a defined benefit, as may be
the case with some target benefit plans, the accounting requirements shall be
determined in accordance with the provisions of Subtopic 715-30 or 715-60
applicable to a defined benefit plan and the disclosure requirements shall be
determined in accordance with the provisions of paragraphs 715-20-50-1 and
715-20-50-5.
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20 Glossary

Defined Contribution Plan - A plan that provides an individual account for
each participant and provides benefits that are based on all of the following:
amounts contributed to the participant’s account by the employer or employee;
investment experience; and any forfeitures allocated to the account, less any
administrative expenses charged to the plan.

a. Defined contribution health and welfare plans—Defined contribution health
and welfare plans maintain an individual account for each plan participant.
They have terms that specify the means of determining the contributions
to participants' accounts, rather than the amount of benefits the
participants are to receive. The benefits a plan participant will receive are
limited to the amount contributed to the participant's account, investment
experience, expenses, and any forfeitures allocated to the participant's
account. These plans also include flexible spending arrangements.

b. Defined contribution postretirement plan—A plan that provides
postretirement benefits in return for services rendered, provides an
individual account for each plan participant, and specifies how contributions
to the individual's account are to be determined rather than specifies the
amount of benefits the individual is to receive. Under a defined contribution
postretirement plan, the benefits a plan participant will receive depend
solely on the amount contributed to the plan participant's account, the
returns earned on investments of those contributions, and the forfeitures
of other plan participants' benefits that may be allocated to that plan
participant's account.

55 Implementation Guidance and lllustrations
> Implementation Guidance

55-1 This Section, which is an integral part of the requirements of this
Subtopic, provides general guidance related to accounting and disclosure
requirements of defined contribution pension and other postretirement benefit
plans.

Although the accounting for defined contributions is not generally complex, it
can be difficult to determine when an arrangement is in the scope of guidance
for DC or DB plans, especially when it has features of both. Any pension plan
that is not a defined contribution pension plan is, for purposes of Subtopic 715-
30, a defined benefit pension plan. Similarly, any postretirement benefit plan
that is not a defined contribution postretirement plan is, for purposes of

Subtopic 715-60, a defined benefit postretirement plan. [715-30 Glossary, 715-60
Glossary]
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What is the difference between a DC plan and a DB

plan?

Interpretive response: Sometimes it is difficult to distinguish between DC and
DB pension plans. The following table provides an overview of their common
features and distinguishing characteristics.

Defined contribution plan

Entity responsibility

Defined benefit plan

Depending on the terms of the DC plan,
an entity may have a contribution
responsibility. For example, a DC plan
may contribute to an individual employee
account based on a contribution formula
associated with service.

However, depending on the plan, entity
contributions may be discretionary and
there may be no entity responsibility to
contribute to the plan.

See Question 5.2.40 for DC plan
examples.

To provide income and benefits to the
employee after retirement based on fixed
timing and/or amounts.

Retirement benefit to employee

Not fixed

Fixed

Typical features

— Entity contributes, often from
employees’ wages, based on an
employee elected percentage of
periodic salary or matching of
employee contributions.

— Entity maintains individual accounts
for each employee.

See Question 5.2.40 for DC plan
examples.

— Entity funds the plan throughout the
employee service period using
actuarial calculations to ensure cash
flows that are adequate to pay out
the fixed benefits.

— Entity does not maintain individual
accounts; an exception is a cash
balance plan (see section 5.4).

Risks and rewards

Generally, the employee assumes the
risks and rewards related to the plan
benefits they receive on retirement.

Generally, the risks rest with the entity to
provide the fixed retirement benefits to
the employee.

Examples

401(k), profit-sharing plan, plans that
specify employee pay-in formulas
(describing a contribution related to
service).

DB pension plans, DB OPEB plans, plans
that specify pay-out formulas (describing
a benefit to be received).
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Defined contribution plan Defined benefit plan

Entity responsibility

Accounting

Entity records a liability for the Entity records various components
contribution payable and related expense | related to its benefit obligation and

each period. offsetting plan assets, actuarial gains and

losses, net benefit costs and
amortization.

Uncertainty about the ultimate benefit paid to the employee does not mean that
a pension plan is a DC plan. Judgment based on the individual facts and
circumstances of a plan may be required to determine its classification and the
resulting accounting requirements. [715-20-25-1 — 25-4]

Example 5.3.10

Defined benefit vs defined contribution

Background

ABC Corp. established a new deferred compensation plan (the Arrangement)
for 12 of its executive employees. Further:

— a formal plan document exists that was approved by ABC's board of
directors;

— ABC calculates benefits under the Arrangement based on a formula of prior
year compensation in excess of the IRC Section 415 retirement benefit
limit, which participants can receive annually, multiplied by ABC's matching
contribution percentage;

— the plan is unfunded; and

— plan participants have a notional account that is credited with a pay credit
and an interest credit on an annual basis.

Analysis

ABC performs the following assessment to determine how to account for the
Arrangement.

‘ | In scope of guidance for

General
employee
benefit
arrange-
ments? DB plans DC plans
Arrangement Subtopic Subtopic
feature Topic 710 715-30 715-70 Explanation
Deferred See section 2.2.40 for
compensation No Yes Yes analysis
contract with 12

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved

136



‘ | In scope of guidance for

Employee benefits

5. Retirement plans: General and DC plans

interest credits to a
notional account

General
employee
benefit
arrange-
ments? DB plans DC plans
Arrangement Subtopic Subtopic
feature Topic 710 715-30 715-70 Explanation
executive
employees
A written, approved No Yes Yes
plan document
A prescribed plan No Yes Yes
formula
The plan is Based on individual
No Yes No facts and
unfunded .

circumstances,

arrangement meets

the definition of a cash
balance plan and is
accounted for as a DB
plan.

It does not meet the

definition of a DC plan

under Subtopic 715-70

because: [715-20-25-1

— 25-4]

— plan participants
do not have
individual
accounts that
contain

. underlying assets
Plan partipants and allow for the
No Yes No contributed

assets to be
invested at the
discretion of the
participant; and

— plan is unfunded
such that the
participants have
a notional
account that is
credited with pay
credits and an
interest credit
that prevents the
participants from
being subject to
market losses.
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Question 5.3.20

Are target benefit plans DC plans?

Interpretive response: It depends. Such a plan is accounted for as either a DC
or DB plan depending on the individual facts and circumstances of the
arrangement.

A target benefit plan is a form of money purchase pension plan. The entity
calculates its annual contribution for each participant based on an actuarially
determined amount required to fund a target benefit established by a plan
formula. The fixed formula is usually based on compensation and length of
service.

Typically, the entity does not commit to a specific benefit, but only contributes
to achieve that benefit. However, in some target benefit plans the substance of
the plan may be to provide a defined benefit. For those plans, DB accounting is
appropriate. [715-30-15-4A, 715-70-15-2]

In assessing the substance of those plans, an entity should consider the level of
risk it bears with respect to the assets held by the plan and the level of risk
borne by the employee. If the plan pays benefits based on the account balance
(not on the target benefit), that suggests the plan is a DC plan. In contrast, if the
entity otherwise substantively guarantees a certain level of benefit or return on
the plan assets, that suggests the planis a DB plan. [715-30-15-4A, 715-70-15-2]

Measuring the obligation and related costs

% Excerpt from ASC 715-70

35 Subsequent Measurement
> Defined Contribution Plans

35-1 To the extent a plan's defined contributions to an individual's account are
to be made for periods in which that individual renders services, the net
pension or other postretirement benefit cost for a period shall be the
contribution called for in that period. If a plan calls for contributions for periods
after an individual retires or terminates, the estimated cost shall be accrued
during the employee's service period.

55 Implementation Guidance and lllustrations

>> Employer Contributions from a Terminated Defined Benefit Plan to a
Defined Contribution Plan

55-4 \When an employer terminates a defined benefit plan and contributes the
assets withdrawn to a defined contribution plan and the amount contributed is
in excess of the employer's required (or maximum) annual contribution to the
plan, the assets in excess of the required contribution are maintained in a
suspense account pending allocation to plan participants. Those assets are not
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allocated to individual participants' accounts, and the employer retains the risks
and rewards of ownership of the assets.

55-5 The excess contribution that is not allocated to individual participants shall
be accounted for as an asset regardless of the source of funds to make the
excess unallocated contribution (for example, either from an asset reversion of
a defined benefit plan or otherwise).

55-6 The unallocated amount shall be treated as if it were part of the
employer's investment portfolio and recorded as an asset until allocation to
individual participants. For example, if the unallocated amount consists of
equity securities, the accounting as required by Subtopic 321-10 shall apply. If
the employer is subject to specialized industry accounting rules, as indicated in
paragraph 320-10-15-3 or paragraph 321-10-15-3, such specialized industry
rules would apply. Income attributable to such securities, including dividends,
interest, and realized gains and losses, should be reported in a manner
consistent with the employer's reporting of similar items.

55-7 Compensation expense shall be reflected at the time the allocation is
made by the plan based on the fair value of the assets at that time.

55-8 The employer shall report the portion of the unallocated assets of the plan
that consist of employer common stock as treasury stock in the employer's
financial statements.

55-9 With respect to the employer's own debt securities and a third party's
debt securities the employer shall report the portion of the unallocated assets
of the plan that consist of employer debt securities as an asset rather than as
an extinguishment of debt. This Subtopic applies only to employer debt
securities included in the unallocated assets of a defined contribution plan and
shall not apply to other circumstances in which an entity acquires its own debt
securities. Debt securities, both of third parties and of the employer, included
in the unallocated assets of a defined contribution plan shall be measured at
the lower of cost or fair value with any write-downs reflected in the income
statement.

Although accounting for a DC plan is relatively simple, this section clarifies
some of the more complex aspects when calculating the obligation and related
benefit cost.

Question 5.3.30

How is the obligation and cost of contributions
calculated?

Interpretive response: An entity accrues an obligation for a DC plan based on
contributions due to the employees’ individual accounts for that period and
records the related benefit cost.

Entity contributions are separate from employee contributions and are often at
the entity’s discretion (e.g. as a match to employee contributions). Further,
during an individual participant’s service period, the entity accrues the
contributions it will make under the plan after that employee retires or is
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terminated. The entity reduces its obligation as it makes payments to the
employee from its individual account under the plan. Question 5.2.40 discusses
DC plan features and ways that entities may contribute to them. [715-70-35-1]

For a plan that specifies contributions after retirement or termination, the entity
considers whether those payments indicate that the substance of the plan
provides a defined benefit instead of a defined contribution. [715-70-35-1]

Question 5.3.40

How is the cost of contributions that are subject to
a vesting schedule calculated?

Interpretive response: Contributions to a DC plan may be subject to a vesting
schedule. Under the subsequent measurement guidance for DC plans, the net
benefit cost for the period is the contribution in that period, regardless of
vesting. An entity accounts for forfeitures related to vesting conditions as a
reduction of expense in the period of forfeiture. [715-70-15-2, 35-1]

Floor offset plans

I_Tg Excerpt from ASC 715-70

55 Implementation Guidance and lllustrations
>> Floor-Offset Plans

55-2 An employer has two legally separate pension or other postretirement
benefit plans—a defined benefit plan and a defined contribution plan. The
terms of the defined benefit plan specify that the employer's obligation under
that plan is reduced to the extent that a participant's account balance in the
defined contribution plan shall be used to pay incurred benefits covered by the
defined benefit plan. Those plans shall be considered two plans for purposes of
applying this Subtopic.

55-3 The defined benefit plan is commonly described as a floor-offset plan. As
participants' account balances in the defined contribution plan grow, the
employer's obligation under the defined benefit plan diminishes. However, the
nature of the employer's obligation under each plan, how that obligation is
satisfied, the availability of plan assets to pay benefits, and the accounting for a
defined benefit versus a defined contribution plan are sufficiently dissimilar for
the two plans that they cannot be considered a single plan for purposes of
applying the guidance in this Subtopic. See paragraphs 715-60-55-32 through
55-34 for additional guidance on floor-offset plans.
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I_Ta Excerpt from ASC 715-60

55 Implementation Guidance and lllustrations
>> Floor Offset Plans

55-32 Any assets of the defined contribution plan described in paragraph 715-
70-55-3 that have not yet been allocated to participants' individual accounts do
not reduce the accumulated postretirement benefit obligation of the defined
benefit plan. The terms of the defined benefit plan require the payment of
benefits that exceed those payable using participants' individual account
balances in the defined contribution plan. Pursuant to those terms, assets of a
defined contribution plan that have not yet been allocated to participants'
individual accounts do not reduce the employer's present obligation under the
defined benefit plan.

55-33 Although an employer's intent may be to allocate the unallocated assets
in the future so that participants can use those assets to pay health care costs,
that intent is insufficient to offset the present defined benefit plan obligation.
When the unallocated assets in the defined contribution plan are allocated, the
benefits payable under that plan are increased and the obligation of the defined
benefit plan is reduced. That reduction is recognized immediately in
determining the net periodic postretirement benefit cost for the defined benefit
plan.

55-34 Because the two plans are legally separate and, thus, the assets of one
plan are not available to pay the benefits of the other, neither the allocated nor
the unallocated assets of the defined contribution plan would be considered
plan assets of the defined benefit plan.

Question 5.3.50

What is a floor-offset plan and how is it accounted
for?

Interpretive response: An entity may use a participant’s account balance in a
DC plan to reduce its obligation to the employee under the terms of a legally
separate DB plan (e.g. a DB pension plan). The DB plan is commonly referred to
as a floor-offset plan. [715-70-55-2 - 55-3]

To account for a floor-offset plan at each measurement date the entity
calculates its PBO as follows.
Net present Current value of
PBO _—— value of the assets in the
L__N0 pledged defined
benefit

defined
contribution plan
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Cash balance plans

I_:E Excerpt from ASC 715-20

25 Recognition
> Cash Balance Plans
25-1 A cash balance plan is a defined benefit plan.

25-2 A cash balance plan communicates to employees a pension benefit in the
form of a current account balance that is based on principal credits and future
interest credits based on those principal credits.

25-3 In a cash balance plan, individual account balances are determined by
reference to a hypothetical account rather than specific assets, and the benefit
is dependent on the employer’s promised interest-crediting rate, not the actual
return on plan assets. The employer’s financial obligation to the plan is not
satisfied by making prescribed principal and interest credit contributions —
whether in cash or as a hypothetical contribution to participants’ accounts — for
the period; rather, the employer must fund, over time, amounts that can
accumulate to the actuarial present value of the benefit due at the time of
distribution to each participant pursuant to the plan’s terms. The employer’s
contributions to a cash balance plan trust and the earnings on the invested plan
assets may be unrelated to the principal and interest credits to participants’
hypothetical accounts.

25-4 The determination of whether a plan is pay-related and the appropriate
benefit attribution approach for a cash balance plan with other characteristics
or for other types of defined benefit pension plans depend on an evaluation of
the specific features of those benefit arrangements. See paragraphs 715-30-
35-36 through 35-39, 715-30-55-7 through 55-15, and 715-30-55-127A (Example
8) for guidance on attribution approaches.

IE Excerpt from ASC 715-30

15 Scope and Scope Exceptions
>> Transactions

15-3 The guidance in this Subtopic applies to defined benefit pension plans,
including but not limited to the following types of arrangements:

a. Cash balance plans

55 Implementation Guidance and lllustrations
>> Example 8: Cash Balance Plans

55-127A For the purposes of this Example, a cash balance plan has the
following characteristics:
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a. A defined principal-crediting rate as a percentage of salary
b. A defined, noncontingent interest-crediting rate that entitles participants to
future interest credits at a stated, fixed rate until retirement.

The benefit promise in a cash balance arrangement for a cash balance plan as
described in (a) through (b) is not pay-related, and use of a projected unit credit
method is neither required nor appropriate for purposes of measuring the
benefit obligation and annual cost of benefits earned under this Subtopic. The
appropriate cost attribution approach, therefore, is the traditional unit credit
method. See paragraphs 715-30-35-36 through 35-39 and 715-30-55-7 through
55-15 for guidance on attribution approaches.

A cash balance plan is an account-based DB plan. These arrangements may also
be referred to as hybrid plans because they combine features of DC and DB
plans. Cash balance plans are account-based (like DC plans) but they are
accounted for as DB plans. [715-20-25-1 - 25-3]

Question 5.4.10#

What is a cash balance plan?

Interpretive response: In a typical cash balance plan, each employee has a
separate hypothetical account that is credited with the following.

— Pay (principal) credits. This annual crediting rate is generally expressed as
a percentage of the employee's salary.

— Future interest credits. This defined non-contingent interest-crediting rate
is generally expressed as a variable rate index or a fixed interest crediting

percentage — e.g. 30-year US Treasury rate, market-based index or fund.
[715-30-55-127A]

Even though each employee has a separate hypothetical account, the entity
bears the investment risks and rewards because the interest credits are non-
contingent. Employees are not subject to market losses (because the entity
commits to an interest-crediting structure) and can convert their account
balance to an annuity or receive a lump-sum payment on retirement. [715-20-25-1]

The following table summarizes key features outlined in Subtopic 715-20 for
cash balance plans to illustrate why they are accounted for as DB plans and not
DC plans.

Is it a characteristic of a

Cash balance plan feature DB plan? DC plan?
The entity commits to provide | Yes. The entity No

a stated rate of interest commits to a defined

(whether fixed or tied to a benefit by defining a

specified index). [715-20-25-3] stated rate of interest

due on retirement.

Like a DB plan, the
entity has the
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Is it a characteristic of a

DB plan?

investment risks and
rewards if actual
earnings do not meet
this guaranteed
interest-credit rate.

DC plan?

The entity funds amounts that
accumulate toward a benefit
due to each participant on
distribution under the plan's
terms. [715-20-25-3]

Yes. Like in a DB plan,
the entity’s obligation
goes beyond its
obligation to contribute
to the plan.

No

Individual account balances
refer to a hypothetical account
and depend on a promised

Yes. A DB plan under
Topic 715 is any plan in
its scope that is not a

No. Although cash
balance plans are
account-based like DC

plans, they differ
because in a DC plan
each benefit is based
solely on the assets
invested and the return
on those assets. Also,
separate accounts are
maintained on paper only
and are not actually
separate investment
accounts for each
participant.

Yes No

interest-crediting rate. [715-20-
25-3]

DC plan.

Accounting based on an
attribution of benefits over a
service period

While cash balance or other hybrid plans are generally accounted for as DB
plans, entities consider their individual facts and circumstances to determine
whether a cash balance or other hybrid plan is a DC or DB plan under Subtopic
715-70. [715-20-25-1 - 25-4]

Question 5.4.20#

How are benefits attributed to a cash balance plan?

Interpretive response: To determine the attribution approach for a cash
balance (or similar hybrid) plan that is a DB plan, the entity determines whether
the benefit provided is pay-related or non-pay-related. [715-20-25-4]

— Pay-related DB plans. Such plans are affected by future pay increases. The
benefit obligation and periodic benefit costs of these plans are measured
using the projected unit credit method. This method measures the benefit
obligation based on service earned to date but considers future expected
salary increases. [715-20-25-4]
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— Non-pay-related DB plans. Such plans are not affected by future pay
increases. The benefit obligation and periodic benefit costs of these plans
are measured using the traditional unit credit method, which considers only
the current hypothetical contribution and the present value of future
interest credits related to that contribution. [715-30-55-127A]

Under both of these actuarial methods, an employee’s service earns additional
units of future benefit. The accrued liability is measured as the present value of
the units of benefits. See Examples 8.6.20 and 8.6.30 for an illustration of the
application of the projected unit credit method and the traditional unit credit
method, respectively.

Question 5.4.30

Can an entity change the method it uses to
measure a cash balance plan?

Interpretive response: In general, entities do not change their method for
measuring their cash balance plans, because the approach is determined based
on whether the cash balance plan is a pay-related or non-pay-related plan (see
Question 5.4.20). However, any change in method for measurement related to
a DB plan is a change in accounting principle that must be determined to be
preferable. Section 3.3.20 of KPMG Handbook, Accounting changes and error
corrections, discusses preferability.

Question 5.4.40#
Is the discount rate used to measure the benefit

obligation of a cash balance plan consistent with
the interest-crediting rate?

Interpretive response: Plans may specify a variable interest-crediting rate tied
to market conditions. This may not be relevant to calculate the assumed
discount rate used to measure the benefit obligation of a DB cash balance plan.
If the variable interest-crediting rate were used, the resulting periodic cost
would often match the cost as if that plan had been accounted for as a DC plan.

We believe entities should use an assumed discount rate consistent with the
subsequent measurement guidance for DB pension plans regardless of the rate
used for crediting purposes (i.e. the interest-crediting rate). The assumed
discount rate should be based on the interest rate inherent in high-quality fixed-
income investments (e.g. bonds). The bonds should have maturities similar to
the estimated benefit payments to best reflect the inherent interest rates at
which the pension benefits could be effectively settled. Section 8.3 discusses
discount rates. [715-30-35-43 - 35-46]
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Question 5.4.50
How is the ABO for a cash balance plan measured?

I_:= Excerpt from ASC 715-30

55 Implementation Guidance and lllustrations
>> Pension Arrangements Outside the United States

55-65 Paragraphs 715-10-15-6 through 15-7 establish that there are no special
provisions applicable to plans or arrangements outside the United States and
specifies that, to the extent that those arrangements are in substance similar
to plans in the United States, they are subject to the provisions of this Topic.

55-66 A non-U.S. pension plan may provide death and disability benefits that
are greater than the incidental death and disability benefits allowed in U.S. tax-
qualified pension plans. The relative level of death and disability benefits paid
by a plan that provides primarily pension benefits should not, in itself, cause
the pension plan to be in substance different from a U.S. pension plan.

55-67 Under certain plans (typically non-U.S. plans) the actuarial present value
of the benefits to which an employee is entitled if the employee terminates
immediately may exceed the actuarial present value of the benefits to which
the employee is entitled at the employee's expected date of separation based
on service to date. In those situations, to determine the vested benefit
obligation, the employer may record either the actuarial present value of
vested benefits to which the employee is entitled if the employee separates
or the actuarial present value of the vested benefits to which the employee is
currently entitled based on the employee's expected date of separation or
retirement as provided for in paragraphs 715-30-35-40 through 35-41.

Interpretive response: The ABO as of a date is the actuarial present value of
benefits attributed by the pension benefit formula to employee service
rendered before that date.

In general, when applying the attribution approach described in Subtopic 715-
30, the PBO will always equal or exceed the ABO because the PBO considers
future salary increases (for pay-related plans). The ABO does not reflect future
salary increases and therefore is measured using the traditional unit credit
method. Section 8.6 discusses attribution methods under Topic 715. [715-30-35-
1A - 35-2, 715-30-35-36 — 35-38]

For cash balance plans, the ABO serves as a minimum for the PBO when a
projected unit credit method is used to calculate the PBO. This minimum

approach applies when calculating each participant’s ABO and PBO. [715-30-35-2,

715-30-35-36 — 35-38]

Because a cash balance plan may be considered analogous to certain plans
under the guidance for pension arrangements outside the US, actuaries might
take different approaches to measuring the ABO for a cash balance plan. In
general, different approaches might include computing the ABO: [715-30-55-67]
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— as being equal to the cash balance account at the measurement date;

— by projecting the cash balance account into the future using an assumed
interest-crediting rate only (no future pay-related or fixed-dollar crediting
rate) and discounting the projected cash balance accounts (or related
annuity benefits) back to the measurement date;

— as the greater of (1) or (2); or

— using the same techniques as those used for the PBO without using
assumed future compensation increases when determining projected
future pay credits.

General guidance about measuring the ABO is discussed in section 5.4, and
Question 5.4.20 discusses measuring the obligation for a cash balance plan.

Question 5.4.60
How does an entity account for suspending benefits

for a subsidiary’s participants when they will be
added to the parent’s cash balance pension plan?

Background: Assume a subsidiary is the sponsor of a single-employer DB
pension plan in which all participants' benefits will be frozen at current levels.
The subsidiary's plan will continue to exist to pay accrued benefits to existing
retirees and to pay benefits to vested employees when they retire. All active
employees will become participants in the parent's cash balance plan and will
accrue benefits for future services. The benefits provided under the parent’s
cash balance plan are less than the benefits provided under the subsidiary's DB
plan.

Interpretive response: The entity accounts for the events differently at the
consolidated and subsidiary levels.

At the consolidated level, this transaction is accounted for as a negative plan
amendment (see chapter 9) because the parent's cash balance plan is viewed
as a successor plan to the subsidiary's plan in which reduced benefits are to be
provided to employees for future services. There is no settlement of the
subsidiary's plan nor is there any reduction in the expected years of future
service to the consolidated entity.

At the subsidiary level, this transaction is accounted for as a curtailment
because the parent's cash balance plan is viewed as a multiemployer plan (see
chapter 10) in the subsidiary's separate financial statements under Topic 715.

In addition, this transaction is viewed as being analogous to when a company
terminates its single-employer plan and joins a multiemployer plan, but the
multiemployer plan is not considered a successor plan. A multiemployer plan is
not viewed as a successor plan to a single-employer plan, because the nature of
an employer's promise is different in a multiemployer plan. [715-80-55-4]
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DB pension and OPEB plans: Plan assets
and obligations

Detailed contents

6.1 How the standard works
6.2 Overview
6.2.10 Alignment of Subtopics 715-30 and 715-60
6.2.20 Basic concepts
Questions
6.2.10 When is a DB plan ‘funded'?
6.2.20 When is a DB plan over- or underfunded?
6.2.30 What does the measurement date signify for plan assets and obligations?
6.3 Plan assets
6.3.10 About plan assets
6.3.20 Qualifying as plan assets
6.3.30 Fair value of plan assets
6.3.40 [not used]

6.3.50 Other plan asset considerations

Questions’

6.3.10 What are plan assets?

" Questions 6.3.140 to 6.3.210 have been moved to section 7.5.
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6.3.20 How are plan assets segregated and restricted?

6.3.30 Are assets restricted if benefits can be provided to active employees under the plan?
6.3.40 Does the entity’s intent or discretion determine whether assets are plan assets?
6.3.50 Can shares of the sponsoring entity qualify as plan assets?

6.3.60 How are contributions of subsidiary’s shares to fund a trust accounted for?

6.3.70 Can assets in a 401(h) retiree medical benefit account qualify as plan assets?

6.3.80 Can surplus pension assets be transferred to fund OPEB benefits?

6.3.90 Can assets in a welfare benefit trust qualify as plan assets?

6.3.100 If an OPEB trust contemplates a law change that eliminates an OPEB obligation and allows the
assets to fund other benefits, do the trust assets qualify as plan assets?

6.3.110  Does an entity-owned life insurance policy qualify as a plan asset?
6.3.120 How is the fair value of plan assets measured?
6.3.130 How does an entity present non-benefit obligations in a plan?
6.3.220 When is excise tax related to excess plan assets recognized?
Example
6.3.10 Example rollforward of plan assets

6.4 Benefit obligations
6.4.10 About benefit obligations

6.4.20 Obligation arising from a business combination
Questions
6.4.10 Does the estimated benefit obligation include only current plan participants?

6.4.20 What is the EPBO and how is it calculated?
6.4.30 What is the APBO and how is it calculated?

6.4.40 Is an obligation under community-rated or experience-rated postretirement healthcare plans
recognized?
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6.4.50 How is a benefit obligation arising from a business combination measured?
Examples

6.4.10 Example PBO rollforward

6.4.20 Using a plan’s benefit formula to calculate the APBO

6.4.30 Indemnifying a buyer for future pension obligations in a business combination
Presentation of plan assets and benefit obligations

Questions

6.5.10 How is the funded status presented in the financial statements?

6.5.20 Is the net benefit obligation classified as current or noncurrent?
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How the standard works

Accounting for DB plans —i.e. DB pension and OPEB plans — is complicated, especially because of the different types of
DB plans. In addition, the accounting for DB plans relies on developing estimates that often require an actuarial
specialist's expertise, adding to the overall complexity.

In simple terms, the objectives of DB plan accounting under Topic 715 are to:

— reflect the entity’s benefit obligation, offset by any qualifying assets the entity will use to fund the benefits, resulting
in a recognized net liability (if underfunded) or a recognized net asset (if overfunded) for each plan; and

— recognize as a current period expense the net periodic benefit cost as employees render the services necessary to
earn their pension and other postretirement benefits.

Entity contributions to a funded plan decrease a recognized net liability or increase a recognized net asset. Benefit
payments from a funded plan reduce the benefit obligation and the plan assets equally, with no effect on the entity’s
balance sheet. Any other changes in the benefit obligation or the plan assets (other than contributions and benefit
payments) are either initially recognized in OCl or included in net periodic benefit cost for the period.

The following diagram illustrates the various balance sheet and income statement components and where they are
discussed in chapters 6 and 7.

Balance sheet components Income statement components

Over/ Expected return on plan
ur:/deerr Plan Assets (section 6.3) assets Gain/loss

funded (section 7.5) (section

status, net Pension: PBO Service cost | Interest cost ezl

el (?felf:?onAzEjl()) (section 7.4) | (section 7.4) chapter 9)
Prior service Transition
cost obligation/asset Amortization (section 7.3)
(section 7.3.20) | (section 7.3.30)

by plan

Gain/loss
(section 7.3.10)
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Organization of chapters on DB pension and OPEB plans under Topic 715

This Handbook divides the discussion of DB plans into several chapters.

This chapter examines the accounting requirements for plan assets and benefit obligations.

Chapter 7 examines costs of DB plans.

Chapter 8 explains actuarial assumptions used to measure these financial statement components and attribution.
Chapter 9 discusses settlements, curtailments and certain termination benefits.

Chapter 10 discusses special topics including multiemployer plans.

Chapter 11 reviews disclosure and reporting requirements.
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Overview

Alignment of Subtopics 715-30 and 715-60

Topic 715 provides guidance for all entities that offer DB pension, OPEB and certain special or contractual termination
benefits to employees, regardless of whether the benefit obligation is funded.

A retirement benefit plan is an arrangement that is mutually understood by an entity (i.e. employer) and its employees,
whereby an entity provides its employees with benefits after they retire:

— in exchange for the employees' services over a specified period of time; and/or
— upon attaining a specified age while in service.

Benefits may begin immediately upon termination of service or may be deferred until retirement based on a DB plan’s
provisions.

While Subtopic 715-30 addresses the accounting for DB pension plans, Subtopic 715-60 addresses the accounting for
DB OPEB plans. As shown in the following Topic 715 excerpts, Subtopics 715-30 and 715-60 align closely in many
respects. In fact, the guidance states that many provisions are the same or similar in both Subtopics. This Handbook
displays the Codification excerpts for Subtopics 715-30 and 715-60 side by side — to make it easier to understand if the
guidance aligns or is not relevant between Subtopics. [715-30-05-2, 715-60-05-7]

However, because the Subtopics may use different terminology to describe a similar component of DB plan accounting,
this Handbook may use a more generic term for ease of reference. For example, we may use the term "benefit
obligation’ to generically refer to the projected benefit obligation (PBO) recognized for a DB pension plan or the
accumulated postretirement benefit obligation (APBO) recognized for a DB OPEB plan as the "benefit obligation’.

@ Excerpt from ASC 715-30 @ Excerpt from ASC 715-60

20 Glossary 20 Glossary

Defined Benefit Plan — A defined benefit plan provides Defined Benefit Plan — A defined benefit plan provides
participants with a determinable benefit based on a formula participants with a determinable benefit based on a formula

provided for in the plan. provided for in the plan.

a. Defined benefit health and welfare plans—Defined a. Defined benefit health and welfare plans—Defined
benefit health and welfare plans specify a determinable benefit health and welfare plans specify a determinable
benefit, which may be in the form of a reimbursement benefit, which may be in the form of a reimbursement
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to the covered plan participant or a direct payment to
providers or third-party insurers for the cost of
specified services. Such plans may also include
benefits that are payable as a lump sum, such as death
benefits. The level of benefits may be defined or
limited based on factors such as age, years of service,
and salary. Contributions may be determined by the
plan's actuary or be based on premiums, actual claims
paid, hours worked, or other factors determined by the
plan sponsor. Even when a plan is funded pursuant to
agreements that specify a fixed rate of employer
contributions (for example, a collectively bargained
multiemployer plan), such a plan may nevertheless be
a defined benefit health and welfare plan if its
substance is to provide a defined benefit.

b. Defined benefit pension plan—A pension plan that
defines an amount of pension benefit to be provided,
usually as a function of one or more factors such as
age, years of service, or compensation. Any pension
plan that is not a defined contribution pension plan is,
for purposes of Subtopic 715-30, a defined benefit
pension plan.

c. Defined benefit postretirement plan—A plan that
defines postretirement benefits in terms of monetary
amounts (for example, $100,000 of life insurance) or
benefit coverage to be provided (for example, up to
$200 per day for hospitalization, or 80 percent of the
cost of specified surgical procedures). Any
postretirement benefit plan that is not a defined
contribution postretirement plan is, for purposes of
Subtopic 715-60, a defined benefit postretirement plan.
(Specified monetary amounts and benefit coverage are
collectively referred to as benefits.)
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to the covered plan participant or a direct payment to
providers or third-party insurers for the cost of
specified services. Such plans may also include
benefits that are payable as a lump sum, such as death
benefits. The level of benefits may be defined or
limited based on factors such as age, years of service,
and salary. Contributions may be determined by the
plan's actuary or be based on premiums, actual claims
paid, hours worked, or other factors determined by the
plan sponsor. Even when a plan is funded pursuant to
agreements that specify a fixed rate of employer
contributions (for example, a collectively bargained
multiemployer plan), such a plan may nevertheless be
a defined benefit health and welfare plan if its
substance is to provide a defined benefit.

Defined benefit pension plan—A pension plan that
defines an amount of pension benefit to be provided,
usually as a function of one or more factors such as
age, years of service, or compensation. Any pension
plan that is not a defined contribution pension plan is,
for purposes of Subtopic 715-30, a defined benefit
pension plan.

Defined benefit postretirement plan—A plan that
defines postretirement benefits in terms of monetary
amounts (for example, $100,000 of life insurance) or
benefit coverage to be provided (for example, up to
$200 per day for hospitalization, or 80 percent of the
cost of specified surgical procedures). Any
postretirement benefit plan that is not a defined
contribution postretirement plan is, for purposes of
Subtopic 715-60, a defined benefit postretirement plan.
(Specified monetary amounts and benefit coverage are
collectively referred to as benefits.)
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05 Overview and Background

05-1 This Subtopic provides guidance on defined benefit
pension accounting for an employer that offers pension
benefits to its employees. This Subtopic focuses on an
employer's accounting for a single-employer defined
benefit pension plan.

05-2 Many of the provisions in this Subtopic are the same
as or are similar to the provisions of Subtopic 715-60.
Consequently, the guidance provided in that Subtopic may
be useful in understanding and implementing many of the
provisions of this Subtopic. However, there are differences
between the specific requirements of the two. Subtopics,
and therefore the specific guidance in one Subtopic should
not be used to override guidance of the other.

05-3 The guidance in this Subtopic is presented in the
following two Subsections:

a. General
b. Settlements, Curtailments, and Certain Termination
Benefits.

05-4 The General Subsections address the fundamentals of
defined benefit pension accounting. A pension benefit is
part of the compensation paid to an employee for services.
Generally, the amount of benefit to be paid depends on a
number of future events that are incorporated in the plan's
benefit formula, often including how long the employee
and any survivors live, how many years of service the
employee renders, and the employee's compensation in
the years immediately before retirement or termination.
Conceptually, compensation cost should be recognized in
the period in which the employee renders services.
Although the complexity and uncertainty of the pension
arrangement may preclude complete achievement of that
goal, a fundamental objective of this Subtopic is to
approximate more closely the recognition of the
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05 Overview and Background

05-1 This Subtopic provides accounting and reporting
guidance for other postretirement benefits. The guidance
in this Subtopic is presented in the following four
Subsections:

a. General

b. Medicare Prescription Drug, Improvement, and
Modernization Act

c. Settlements, Curtailments, and Certain Termination
Benefits

d. Split-Dollar Life Insurance Arrangements.

05-2 The General Subsections provide guidance on an
employer's accounting and reporting for a defined benefit
postretirement benefit plan, that is, a single-employer
plan that defines the nonpension postretirement benefits
to be provided to retirees. This Subtopic refers to these
benefits as postretirement benefits and to these plans as
postretirement plans. Generally, the amount of those
benefits depends on the benefit formula (which may
include factors such as the number of years of service
rendered or the employee's compensation before
retirement or termination), the longevity of the retiree and
any beneficiaries and covered dependents, and the
incidence of events requiring benefit payments (for
example, illnesses affecting the amount of health care
required).

05-6 Although this Subtopic applies to all defined benefit
postretirement plans other than pensions, postretirement
health care benefits are likely to be the most significant in
terms of cost and prevalence, and certain of the issues that
arise in measuring those benefits are unique.

05-7 Many of the provisions in this Subtopic are the same
as or similar to the provisions of Subtopic 715-30.
Consequently, the guidance provided in that Subtopic may
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compensation cost of an employee's pension benefits over be useful in understanding and implementing many of the
that employee's service period. provisions of this Subtopic. However, there are differences
between the specific requirements of this Subtopic and
that Subtopic, and therefore the specific guidance in one
Subtopic should not be used to override guidance of the
other.

05-6 The core elements of pension accounting include
measurement of net periodic pension cost and benefit
obligations (see paragraphs 715-30-35-1A through 35-41),
assumptions (see paragraphs 715-30-35-42 through 35-49),
and measurement of plan assets (see paragraphs 715-30-
35-50 through 35-52).

Basic concepts

The obligation to provide benefits under the terms of a DB plan accumulates as employees render the services
necessary to earn the benefits. Topic 715 explains when and how the cost of providing the benefits should be
recognized over those employee service periods. This section explores some basic concepts about DB pension and
OPEB accounting that are helpful to understanding the subsequent sections in this chapter.

Question 6.2.10

When is a DB plan ‘funded'?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: DB plans are often referred to as funded or unfunded. This refers to whether the entity has plan
assets — usually in a trust — specifically reserved to pay for the retirement benefits it will pay to retirees. For a plan to be
considered funded, the plan-related assets must meet the definition of plan assets under Topic 715 and qualify for
netting against the benefit obligation (see Question 6.3.10). If there are no assets that meet the definition of plan assets
under Topic 715, the plan is considered to be unfunded. When a DB plan is funded, it can be either overfunded or
underfunded (see Question 6.2.20). [715-30-25-1, 715-60-35-5]
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Question 6.2.20

When is a DB plan over- or underfunded?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Over- and underfunding refers to the fair value of plan assets relative to the benefit obligation of
a DB plan. When the benefit obligation exceeds the fair value of plan assets, the DB plan is underfunded and the entity
recognizes a net liability for the unfunded portion of the obligation. When the fair value of plan assets exceeds the

benefit obligation, the DB plan is overfunded and the entity recognizes a net asset for the overfunded benefit obligation.
[715-30-25-1 — 25-2, 716-60-25-1]

Question 6.2.30

What does the measurement date signify for plan assets and obligations?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Each DB plan has an annual measurement date, which is the date the DB plan’s assets and
obligations are measured for the purpose of accounting for each plan in an entity’s annual financial statements. Under
Topic 715, an entity’s fiscal year-end reporting date is the plan’s measurement date. If an entity’s fiscal year-end does
not coincide with a month-end, the entity may measure plan assets and benefit obligations using the month-end that is
closest to its fiscal year-end. When an entity uses the closest month-end, it should use the same month-end

consistently from year to year and consistently for all its DB plans (if the entity has more than one). [715-30-35-62, 715-30-35-
63A, 715-60-35-121, 715-60-35-123A]

For discussion about the measurement timing, including interim measurements related to a significant event, see
Question 8.7.60 and section 8.7.
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6.3

Plan assets

20 Glossary

Actual Return on Plan Assets (Component of Net
Periodic Pension Cost) — For a funded plan, the actual
return on plan assets is determined as the difference
between the fair value of plan assets at the end of the
period and the fair value at the beginning of the period,
adjusted for contributions and payments of benefits during
the period.

Asset Group — An asset group is the unit of accounting for
a long-lived asset or assets to be held and used, which
represents the lowest level for which identifiable cash
flows are largely independent of the cash flows of other
groups of assets and liabilities.

Expected Long-Term Rate of Return on Plan Assets —
An assumption about the rate of return on plan assets
reflecting the average rate of earnings expected on existing
plan assets and expected contributions to the plan during
the period.
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20 Glossary

Actual Return on Plan Assets (Component of Net
Periodic Postretirement Benefit Cost) — The change in
the fair value of the plan's assets for a period including the
decrease due to expenses incurred during the period (such
as income tax expense incurred by the fund, if applicable),
adjusted for contributions and benefit payments during the
period. For a funded plan, the actual return on plan assets
shall be determined based on the fair value of plan assets
(see paragraph 715-60-35-107) at the beginning and end of
the period, adjusted for contributions and benefit
payments. If the fund holding the plan assets is a taxable
entity, the actual return on plan assets shall reflect the tax
expense or benefit for the period determined in accordance
with generally accepted accounting principles (GAAP).
Otherwise, no provision for taxes shall be included in the
actual return on plan assets.

Expected Long-Term Rate of Return on Plan Assets -
An assumption about the rate of return on plan assets
reflecting the average rate of earnings expected on existing
plan assets and expected contributions to the plan during
the period.

Funding Policy — The program regarding the amounts and
timing of contributions by the employers, plan participants,
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Market-Related Value of Plan Assets — A balance used to
calculate the expected return on plan assets. The market-
related value of plan assets is either fair value or a
calculated value that recognizes changes in fair value in a
systematic and rational manner over not more than five
years. Different ways of calculating market-related value
may be used for different classes of assets (for example,
an employer might use fair value for bonds and a five-year-
moving-average value for equities), but the manner of
determining market-related value is required to be applied
consistently from year to year for each asset class. For a
method to meet the criteria of being systematic and
rational, it must reflect only the changes in the fair value of
plan assets between various dates.

Pension Fund - The assets of a pension plan held by a
funding agency.

Plan Assets — Assets—usually stocks, bonds, and other
investments—that have been segregated and restricted,
usually in a trust, to provide for pension benefits. The
amount of plan assets includes amounts contributed by the
employer, and by employees for a contributory plan, and
amounts earned from investing the contributions, less
benefits paid. Plan assets ordinarily cannot be withdrawn
by the employer except under certain circumstances when
a plan has assets in excess of obligations and the employer
has taken certain steps to satisfy existing obligations.
Assets not segregated in a trust or otherwise effectively
restricted so that they cannot be used by the employer for
other purposes are not plan assets even though it may be
intended that such assets be used to provide pensions. If a
plan has liabilities other than for benefits, those nonbenefit
obligations may be considered as reductions of plan
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and any other sources (for example, state subsidies or
federal grants) to provide the benefits a pension plan or
other postretirement benefit plan specifies.

Market-Related Value of Plan Assets — A balance used to
calculate the expected return on plan assets. The market-
related value of plan assets is either fair value or a
calculated value that recognizes changes in fair value in a
systematic and rational manner over not more than five
years. Different ways of calculating market-related value
may be used for different classes of assets (for example,
an employer might use fair value for bonds and a five-year-
moving-average value for equities), but the manner of
determining market-related value is required to be applied
consistently from year to year for each asset class. For a
method to meet the criteria of being systematic and
rational, it must reflect only the changes in the fair value of
plan assets between various dates.

Plan Assets — Assets—usually stocks, bonds, and other
investments (except certain insurance contracts as noted
in paragraph 715-60-35-109)—that have been segregated
and restricted (usually in a trust) to be used for a health and
welfare plan (which can include active, terminated, and
retired employees or their dependents or beneficiaries).
The amount of plan assets includes amounts contributed
by the employer, and by plan participants for a contributory
plan, and amounts earned from investing the contributions,
less benefits, income taxes, and other expenses incurred.
Plan assets ordinarily cannot be withdrawn by the
employer except under certain circumstances when a plan
has assets in excess of obligations and the employer has
taken certain steps to satisfy existing obligations.
Securities of the employer held by the plan are includable
in plan assets provided they are transferable.
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assets. Amounts accrued by the employer but not yet paid
to the plan are not plan assets. Securities of the employer

held by the plan are includable in plan assets provided they
are transferable.

35 Subsequent Measurement

> Transfer of Excess Pension Assets to a Retiree Health
Care Benefits Account

35-73 The transfer of excess pension assets to a retiree
health care account or plan (whether or not the transfer of
assets is made pursuant to applicable laws or regulations)
shall be recognized as a negative contribution to
(withdrawal of funds from) the pension plan and a positive
contribution to the retiree health care plan. No gain or loss
arises from the transfer of the excess pension assets.
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Assets not segregated in a trust, or otherwise effectively
restricted, so that they cannot be used by the employer for
other purposes are not plan assets, even though the
employer may intend that those assets be used to provide
health and welfare benefits, which may include
postretirement benefits. Those assets shall be accounted
for in the same manner as other employer assets of a
similar nature and with similar restrictions. If a plan has
liabilities other than for benefits, those nonbenefit
obligations are considered as reductions of plan assets.
Amounts accrued by the employer but not yet paid to the
plan are not plan assets. If a trust arrangement explicitly
provides that segregated assets are available to satisfy
claims of creditors in bankruptcy, such a provision would
effectively permit those assets to be used for other
purposes at the discretion of the employer. It is not
necessary to determine that a trust is bankruptcy-proof for
the assets of the trust to qualify as plan assets. However,
assets held in a trust that explicitly provides that such
assets are available to the general creditors of the
employer in the event of the employer's bankruptcy would
not qualify as plan assets.

35 Subsequent Measurement
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>> Expected Long-Term Rate of Return

35-47 The expected long-term rate of return on plan
assets shall reflect the average rate of earnings expected
on the funds invested or to be invested to provide for the
benefits included in the projected benefit obligation. In
estimating that rate, appropriate consideration shall be
given to the returns being earned by the plan assets in the
fund and the rates of return expected to be available for
reinvestment. The expected long-term rate of return on
plan assets is used (with the market-related value of
assets) to compute the expected return on assets. In the
context of its use in this paragraph, funds to be invested
refers only to the reinvestment of returns on existing plan
assets.

35-48 The expected return on plan assets shall take into
consideration the availability of all plan assets for
investment throughout the year. Therefore, the amount
and timing of pension plan contributions and benefit
payments expected to be made during the year shall be
considered in determining the expected return on plan
assets for that year. For example, if the employer's
pension plan contribution for the year is expected to be
made two months before the next measurement date,
then the expected return on plan assets shall include an
amount related to the expected return on that contribution
only for those two months.

35-49 However, the expected return on future years'
contributions to a pension plan shall not be considered in
determining the expected long-term rate of return on plan
assets. The expected long-term rate of return on plan
assets shall reflect long-term earnings expectations only on
existing plan assets and those contributions expected to be
received during the current year.
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>>> Expected Long-term Rate of Return on Plan Assets

35-84 The expected long-term rate of return on plan assets
shall reflect the average rate of earnings expected on the
existing assets that qualify as plan assets and contributions
to the plan expected to be made during the period. In
estimating that rate, appropriate consideration shall be
given to the returns being earned on the plan assets
currently invested and the rates of return expected to be
available for reinvestment.

35-85 Unlike most pension plans, the return on
postretirement benefit plan assets may be subject to
income tax because of the lack of tax-exempt vehicles for
funding those benefits. At present, even if postretirement
benefit plan assets are restricted and segregated within a
trust, the income generated by those assets generally is
taxable. If the plan has taxable income, the assessed tax
will reduce the returns available for payment of benefits or
reinvestment. If the trust or other entity holding the plan
assets is taxed as a separate entity on the return on plan
assets, the expected long-term rate of return shall be
determined by giving consideration to anticipated income
taxes under enacted tax law. However, if the tax on
income generated by plan assets is not a liability of the
plan, but of the employer, the expected long-term rate of
return shall not anticipate a tax on those earnings, because
that tax will be reflected in the employer's accounting for
income taxes (see Topic 740).

35-86 Thus, if the return on plan assets is taxable to the
trust or other fund under the plan, the expected long-term
rate of return shall be reduced to reflect the related income
taxes expected to be paid under existing law.

35-87 The expected long-term rate of return on plan assets
is used with the market-related value of plan assets to
compute the expected return on plan assets. (See
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> Measurement of Plan Assets

35-50 For purposes of applying the plan-asset-related
provisions of paragraph 715-30-25-1 and for purposes of
the disclosures required by paragraphs 715-20-50-1 and
715-20-50-5, plan investments, whether equity or debt
securities, real estate, or other, shall be measured at their
fair value as of the measurement date. The fair value of an
investment shall be reduced by brokerage commissions
and other costs normally incurred in a sale if those costs
are significant (similar to fair value less cost to sell).

35-51 For purposes of determining the expected return on
plan assets and accounting for asset gains and losses
pursuant to paragraphs 715-30-35-18 through 35-26, a
market-related asset value is used.

35-52 Plan assets used in plan operations (for example,
buildings, equipment, furniture and fixtures, and leasehold
improvements) shall be measured at cost less accumulated
depreciation or amortization for all purposes.

55 Implementation Guidance and lllustrations
>> Plan Assets

55-35 The definition of plan assets excludes amounts
accrued by the employer but not yet paid to the plan if the
exclusion is intended to relate to a recognized pension
liability. However, if transferable securities issued by the
employer are included in plan assets, the measurement of
plan assets should also include the interest accrued but not
yet received on those securities.

55-36 An employer may have a nonqualified pension plan
(for tax purposes) that is funded with life insurance policies
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paragraph 715-60-35-26.) There is no assumption of an
expected long-term rate of return on plan assets for plans
that are unfunded or that have no assets that qualify as
plan assets pursuant to this Subtopic.

> Measurement of Plan Assets

35-106 For recognition guidance on the funded statuses of
other postretirement benefit plans, see paragraph 715-60-
25-1.

35-107 For purposes of the disclosures required by
paragraph 715-20-50-1 and paragraph 715-20-50-5, plan
investments, whether equity or debt securities, real
estate, or other, shall be measured at their fair value as of
the measurement date. (See paragraph 715-60-35-120.)
The fair value of an investment shall be reduced by
brokerage commissions and other costs normally incurred
in a sale if those costs are significant (similar to fair value
less cost to sell). Plan assets used in plan operations (for
example, buildings, equipment, furniture and fixtures, and
leasehold improvements) shall be measured at cost less
accumulated depreciation or amortization for all purposes.

35-108 See paragraphs 715-60-55-26 through 55-28 for
implementation guidance on plan assets.

55 Implementation Guidance and lllustrations
>> Plan Assets

55-26 If a trust arrangement explicitly provides that
segregated assets are available to satisfy claims of
creditors in bankruptcy, such a provision would effectively
permit those assets to be used for other purposes at the
discretion of the employer. It is not necessary to determine
that a trust is bankruptcy-proof for the assets of the trust to
qualify as plan assets under this Subtopic. Assets held in a
trust that explicitly provides that such assets are available
to the general creditors of the employer in the event of the
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owned by the employer. The cash surrender value of life
insurance policies, if the employer is the owner or
beneficiary, do not qualify as plan assets and the
accounting for those policies should be in accordance with
Subtopic 325-30.

55-37 An employer may have several pension plans with
similar plan assets and may elect to use a market-related
value approach to value those plan assets. While paragraph
715-30-35-69 provides for the separate application of the
guidance in this Subtopic to each plan, an employer should
use different asset valuation methods for similar plan
assets only if the pension plans' inherent facts and
circumstances justify the difference in methodology.
Otherwise, the use of a variety of asset valuation methods
for similar plan assets is inconsistent with the objective of
enhancing the comparability of reported pension
information.

55-38 The asset valuation method selected for each class
of plan assets should accomplish the objective of
recognizing changes in the fair value of those plan assets in
a systematic and rational manner over not more than five
years. Once that method is selected, it should be applied
consistently for that class of plan assets as should the
method for dividing plan assets into classes. There is no
limitation on the number of classes into which plan assets
may be divided for purposes of selecting asset valuation
methods for determining the market-related value of
plan assets.

55-39 The use of a market-related value of plan assets
affects the determination of net periodic pension cost in
two ways. First, the market-related value of plan assets is
the basis on which the expected return on plan assets is
computed. Second, to the extent that gains or losses
based on the fair value of plan assets are not yet reflected
in the market-related value of plan assets, such amounts
are excluded from the net gain or loss included in
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employer's bankruptcy would not qualify as plan assets
under this Subtopic.

55-27 An employer may not include in plan assets the
assets of a rabbi trust. The assets of a rabbi trust do not
qualify as plan assets because they are explicitly available
to the employer's creditors in the event of bankruptcy.

55-28 An employer that issues its own debt or equity
securities directly to its postretirement benefit trust may
include those securities as plan assets under this Subtopic
provided the securities are currently transferable. To be
transferable the securities held by the postretirement
benefit trust must be legally and unconditionally
transferable to unrelated third parties at any time, for any
reason, and without economic penalties. Thus, the trustee
of the postretirement benefit trust must have the unilateral
right and ability to legally and unconditionally sell, transfer,
or otherwise dispose of the securities. Securities that are
not transferable in their present state do not meet the
transferability requirement even though they can be
converted into securities that are transferable or can
otherwise be made transferable through other means,
such as through future registration of the securities for
trading in a public market. For example, if an employer
issues to its postretirement benefit trust nontransferable
convertible preferred stock that can be converted into
transferable common stock of the employer, the
convertible preferred stock would not meet the criterion of
currently transferable and, thus, would not be included in
plan assets.
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accumulated other comprehensive income that is subject
to amortization beginning in the following year. Although
those excluded gains or losses eventually affect net
periodic pension cost, their impact is delayed through use
of a market-related value of plan assets.

55-40 The definition of market-related value of plan assets
contemplates the use of systematic and rational
methodology that reflects only the changes in fair value of
plan assets between various dates. An example of an
unacceptable method for determining the market-related
value of plan assets follows. It is not acceptable because it
introduces a factor (see layer [b]) that can be unrelated to
the change in the fair value of plan assets. This example of
an unacceptable market-related value of plan assets is
determined with a total return-on-plan asset component
consisting of three layers:

a. An expected return-on-plan asset component based on
the beginning-of-year market-related value of plan
assets, cash flow during the year, and the expected
long-term rate of return on plan assets

b. An amount equal to the change in the accumulated
benefit obligation that resulted from any change during
the year in the assumed discount rates used to
determine the accumulated benefit obligation (The
amount is reduced pro rata if plan assets are less than
the accumulated benefit obligation.)

c. A variance component equal to a percentage (for
example, 20 percent if a b-year-averaging period is
used) of the difference between the actual return on
plan assets based on the fair values of those plan
assets and the expected return on plan assets derived
from component layers (a) and (b).

This section examines the recognition and measurement criteria for plan assets, and related concepts under Subtopics
715-30 and 715-60. These components are shown in the following diagram.
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Balance sheet components Income statement components

Over/under Plan Assets (section 6.3)
funded

status, net
by plan

Gain/loss

(section 7.3.10) Amortization (section 7.3)

About plan assets

Question 6.3.10

What are plan assets?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Plan assets are usually stocks, bonds and other investments that generate cash flows to pay the
benefits. As discussed in Question 6.2.10, a ‘funded plan’ is one that has assets that qualify as plan assets. Plan assets
may include amounts contributed by the entity and employees, and amounts earned from investing and reinvesting the
contributions. Plan assets are measured net of non-benefit obligations of the plan (e.g. amounts due to service
providers) under the plan. [715-30-35-50, 715-30 Glossary, 715-60-35-85, 715-60 Glossary]

Plan assets must be segregated and restricted so the entity cannot use them for other purposes, including to pay
creditors in case of bankruptcy. For example, a tax-qualified DB pension plan must have a separate trust, and meet other
qualification requirements of the IRC (if based in the US), which allows the plan sponsor to deduct its contributions to
the trust within limits for tax purposes while not creating an immediately taxable benefit for its employees. [715-30
Glossary, 715-60 Glossary]

An entity can use other assets to provide benefits, but if they are not segregated in a trust or likewise restricted for use
by the trust, they do not qualify as plan assets and do not offset the DB plan obligation on the balance sheet. For
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example, the entity may have assets it earmarks for nonqualified pension benefits (e.g. SERP, deferred compensation),

which may be held in a rabbi trust. A rabbi trust is still subject to the entity’s creditors and is not included in plan assets.
[715-30 Glossary, 715-60-565-27, 715-60 Glossary]

Securities of the entity held by the plan may be included in plan assets if they are transferable. [715-30-565-35, 715-30 Glossary,
715-60-55-26, 55-28]

Guidance specific to Subtopic 715-60

Unlike most pension plans where the trusts are generally tax-exempt vehicles, OPEB plan assets may be subject to
unrelated business income tax (UBIT) in the US even when they are restricted and segregated. If the OPEB plan has
taxable income, the plan assets are measured net of income taxes. Further, if an OPEB trust explicitly states that its plan
assets can be used to pay general creditors of the entity, they do not qualify as plan assets and do not offset the APBO
in the financial statements. [715-60-35-85, 715-60 Glossary]

Because OPEB plans in the scope of Subtopic 715-60 may be subject to income tax, often they do not have plan assets.
However, if an OPEB plan does have plan assets, this section addresses questions relevant to all funded DB plans,
including those that are funded OPEB plans.

Example 6.3.10

Example rollforward of plan assets

Background

ABC has a DB pension plan that covers active participants, participants with deferred vested benefits, and participants
currently receiving benefits. To calculate its gain/loss on plan assets, ABC Corp. prepares a rollforward of plan assets for
its DB pension plan for the year ended December 31, Year 1. ABC updates the rollforward at the December 31, Year 1
measurement date when actual information is available.

Various items caused the balance to change during the year.

— ABC, with assistance from its consulting actuaries, calculated an EROA of $110 million at the beginning of the year.
When calculating the EROA, ABC estimated employer contributions of $50 million to the plan trust and benefit
payments of $70 million in Year 1.

— Actual contributions were $60 million. No employees contributed to the plan during the year.

— Actual benefit payments during Year 1 were $75 million.

— The actual return on plan assets for Year 1 calculated at the December 31, Year 1 measurement date was $80
million.
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Analysis

The following rollforward of plan assets is based on journal entries recorded throughout Year 1 and illustrates how ABC
calculated the gain/loss on plan assets resulting from differences between its expectations and actual experience.

Rollforward of plan assets ($ millions)

Plan assets at fair value as of January 1, Year 1 $1,375 Notes
Expected return on assets 110 1
Actual contributions 60 2
Actual benefits paid (75) 3
Plan assets at end of year before remeasurement $1,470 4
Plan assets at fair value as of December 31, Year 1 $1,440 5
Gain/(loss) on plan assets (30) 6

Notes:

1.

ABC expected its plan assets to increase $110 million in value over the year from expected investment earnings (EROA). It estimated
this amount at the beginning of the year by multiplying the MRV of plan assets as of January 1, Year 1 (adjusted for expected
contributions of $50 million and expected benefit payments of $70 million for the year) by the expected long-term rate of return
assumption. See JE 1. Section 7.5 discusses EROA and MRV.

2. Actual contributions by ABC during the year were $60 million. See JE 2.

3. Actual benefit payments during the year were $75 million. See JE 3.

4. Before remeasuring plan assets at year-end, ABC's plan assets balance at year-end was $1,470 million, which reflected EROA estimated
at the beginning of the year and recorded during Year 1, actual contributions made and actual benefits paid.

5.  ABC remeasured its plan assets at December 31, Year 1 to their fair value of $1,440 million.

6. The loss on plan assets of $30 million represents the difference between the balance before remeasurement of $1,470 million and the
fair value of plan assets of $1,440 million as of December 31, Year 1. Recognition of the loss depends on the entity’s approach and is
either expensed immediately or deferred in AOCI and amortized to net income in future periods. See JE 4. Section 7.3.10 and Question
7.3.10 discuss gains and losses on plan assets and different recognition methods.
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Employee benefits
6. DB pension and OPEB plans: Plan assets and obligations

Debit

Credit

JE 1
Plan assets

Net periodic pension cost

in practice, ABC may record 1/12 or $9.2 million each month or choose to record amounts
quarterly]

To recognize expected return on plan assets (EROA) in income statement during Year 1. [Note:

110,000,000

110,000,000

JE 2
Plan assets

Cash

To recognize increase in plan assets from actual plan contributions in Year 1 upon contribution.

60,000,000

60,000,000

JE 3
PBO
Plan assets

To recognize benefits paid to retirees from plan assets during Year 1 and related reduction of
benefit obligation.

75,000,000

75,000,000

JE4
AOCI
Plan assets

To recognize loss on plan assets as of December 31, Year 1. [This assumes ABC defers
recognition of gains/losses on plan assets. If ABC recognizes gains/losses immediately, it
would debit net periodic pension cost in the income statement instead of AOCI.]

30,000,000

30,000,000

Qualifying as plan assets

As discussed in Question 6.3.10, to meet the requirements of Topic 715, plan assets must be restricted or segregated
to provide plan benefits. Section 6.3.20 considers common difficulties in determining whether assets are actually

restricted or segregated.
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Question 6.3.20

How are plan assets segregated and restricted?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Generally, plan assets are placed in a trust to pay benefits. However, this action by itself does
not satisfy the requirement that plan assets be segregated and restricted. Instead, for the plans assets to be segregated
and restricted, the terms of the trust or other funding vehicle must restrict the use solely for payments to, or on behalf
of, plan participants or their dependents or beneficiaries.

Under the terms of the trust or other funding vehicle, the assets may revert to the entity or be used for other purposes
under the plan only if: [715-30 Glossary, 715-60 Glossary]

— the plan assets exceed obligations; and
— the entity took steps to satisfy the pension benefit obligations under the plan.

Plan assets segregated to meet pension obligations must legally meet the criteria to comply with ERISA. However, this
will not be the case in all jurisdictions (e.g. for foreign plans) or for all types of plans in the scope of Topic 715 (e.g.

funded supplementary executive retirement plans). Question 5.2.20 discusses ERISA requirements. [715-30-55-35, 715-60-
55-28]

As indicated in the definition of plan assets under Subtopic 715-60, also relevant to Subtopic 715-30, it is not necessary
to determine legally that a trust is bankruptcy-proof for its assets to qualify as plan assets. However, assets held in a
trust that explicitly provides that they are available to the general creditors of the entity in the event of the entity's
bankruptcy do not qualify as plan assets under Topic 715. [715-60-55-26]

Question 6.3.30

Are assets restricted if benefits can be provided to active employees under the
plan?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Generally, no. Although Topic 715 allows for the possibility of accumulating plan assets in
funding vehicles other than trusts, generally trusts are the only types of entities that accumulate plan assets. If benefits
are provided or could be provided under plan terms to active employees and retirees (with limited exceptions) then the
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assets are not effectively restricted for the payment of benefits and do not qualify as plan assets. For example, some
DB plans, in certain circumstances, are permitted to provide in-service distributions (e.g. to active employees over age
65) from plan assets, which does not stop the assets from being plan assets for the DB plan for Topic 715 purposes.

To indicate that the assets have been restricted, the entity generally should inform retirees and active plan participants:
[715-30-55-35, 715-60-55-26]

— of the terms of the trust or other funding vehicle; and
— that the assets can only be used to provide retirement benefits under the plan.

Question 6.3.40

Does the entity’s intent or discretion determine whether assets are plan assets?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: No. Determining whether assets qualify as plan assets does not depend solely on the entity’s
intent. If the entity has the discretion to use the assets for purposes other than providing retirement benefits, those
assets do not qualify even though the entity intends to use them for that purpose. An entity should account for those
assets in the same manner as its other assets with similar restrictions. If the entity has the sole discretion to amend the
terms of the trust or other funding vehicle, without trustee approval, and use trust assets for purposes other than
providing retirement benefits, the assets in the trust or other funding vehicle are not effectively restricted and do not
qualify as plan assets. However, see also Question 6.3.30, which discusses whether assets used to provide benefits to
active employees are restricted. [715-30-55-35, 715-60-55-26]

Question 6.3.50

Can shares of the sponsoring entity qualify as plan assets?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes. Shares of the sponsor or a subsidiary of the sponsor contributed to a pension plan qualify
as plan assets if they are irrevocably transferred by the sponsor and unrestricted by the plan. [715-30-55-35, 715-60-55-28]
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Question 6.3.60

How are contributions of subsidiary’s shares to fund a trust accounted for?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: If contributions of a subsidiary’'s shares qualify as plan assets (see Question 6.3.50), we believe
the contribution should be accounted for at fair value if the securities qualify as plan assets (i.e. they are irrevocably
transferred and unrestricted) and remeasured at each measurement date.[715-30-55-35, 715-60-55-28]

Gains or losses on transferable securities issued by the entity that are included in plan assets are also included in asset
gains and losses. [715-30-35-22]

If the sponsor contributes shares of a subsidiary, it applies Topic 810 (consolidation) to account for the reduction of its
ownership interest and increase to noncontrolling interest, if any. An entity discloses the structure and effect of this type
of transaction in its financial statements. [810-10-40-5, 45-23]

See chapter 7 of KPMG Handbook, Consolidation.

Question 6.3.70

Can assets in a 401(h) retiree medical benefit account qualify as plan assets?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes, under Subtopic 715-60. Within narrow limits under the tax law, plans can provide OPEB
benefits for retirees with assets accumulated in a separate 401(h) account. 401(h) accounts for retiree OPEB benefits

qualify as plan assets under Subtopic 715-60, but not Subtopic 715-30. See also Question 6.3.80. [715-30-35-73, 715-60-35-
132]

Guidance specific to Subtopic 715-60

Due to tax law limitations, the ability to accumulate plan assets in a 401(h) account to provide OPEB benefits is limited.
[Treas Reg §1.401-14]

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG International Limited, a private
English company limited by guarantee. All rights reserved.

171


https://frv.kpmg.us/reference-library/2021/handbook-consolidation.html

Employee benefits
6. DB pension and OPEB plans: Plan assets and obligations

Question 6.3.80

Can surplus pension assets be transferred to fund OPEB benefits?

This interpretive response applies to Subtopic 715-30 only.

Interpretive response: Yes. Subtopic 715-30 addresses accounting for qualified transfers of excess pension assets to a
retiree healthcare benefits account (e.g. a 401(h) account) to provide qualified current health and welfare retirement
benefits. Such a transfer is accounted for as a negative contribution to (withdrawal of funds from) the pension plan and a

positive contribution to the OPEB plan. No gain or loss results from the transfer of excess pension plan assets. [715-30-35-
73]

Question 6.3.90

Can assets in a welfare benefit trust qualify as plan assets?

This interpretive response applies to Subtopic 715-60 only.

Interpretive response: It depends. Under tax law, certain methods allow entities to obtain current tax benefits for
prefunding obligations under OPEB plans. Those methods may not result in accumulating assets that qualify as plan
assets under Topic 715. The terms of many existing welfare benefit trusts (e.g. VEBASs) allow the trustee to use trust
assets to provide benefits to both active and retired employees. The entity also may:

— retain the right to amend the plan;
— add benefits for active employees; and
— allow the trust assets to be used to provide benefits to active employees without satisfying the OPEB obligations.

In these situations, the assets do not qualify as plan assets under Topic 715 because the entity, at its discretion, can use
the assets for purposes other than providing retirement benefits to retirees under the plan. Question 6.3.40 further
discusses discretion in using plan assets.

While it is common for an entity to structure a welfare benefit trust to meet the criteria for plan assets, an entity may be
hesitant because it does not wish to restrict the use of those assets to providing OPEB benefits. If use of the assets is
not restricted to providing OPEB benefits, the assets do not qualify under Topic 715. [715-60-55-26]
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Question 6.3.100
If an OPEB trust contemplates a law change that eliminates an OPEB obligation

and allows the assets to fund other benefits, do the trust assets qualify as plan
assets?

This interpretive response applies to Subtopic 715-60 only.

Interpretive response: It depends. Although assets in a trust must be restricted to providing OPEB benefits to qualify
as plan assets under Topic 715, an entity can include a clause in the trust agreement that permits use of the funds for
other benefit plans if there is a change in law that eliminates the OPEB obligation. VEBA trusts sometimes include this
clause, but generally it is not common. [715-60-55-26]

Under Topic 715, an entity cannot withdraw plan assets except under certain circumstances when the plan has excess
assets (e.g. in excess of its obligation) and it has taken certain steps to satisfy existing obligations. A change in law that
eliminates an entity’s obligation for OPEB benefits would qualify as satisfying the obligation. Following this change in
law, the plan’s remaining assets would be restricted from use for general corporate purposes, although they could be
used to fund other benefit obligations. The trust agreement or governing document should contain language to this
effect. [715-60 Glossary]

Question 6.3.110

Does an entity-owned life insurance policy qualify as a plan asset?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: No. Some entities may consider using entity-owned life insurance to fund DB plan benefits.
However, if the entity is the owner or beneficiary of the policies, the CSV of the policies does not qualify as a plan asset
under Topic 715; this is because the CSV is not segregated and restricted to providing DB plan benefits and the entity,
at its discretion, could use the CSV for other purposes. Entity-owned life insurance policies are accounted for under
Subtopic 325-30 (life settlement contracts). [715-30-55-36]

We believe that a life insurance policy should designate the plan as owner and beneficiary for the policy to qualify as a
plan asset.
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Fair value of plan assets

Question 6.3.120

How is the fair value of plan assets measured?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Topic 820 (fair value measurement) is used to measure the fair value of plan assets, subject to
certain adjustments and exceptions. [715-30-35-50, 715-30-35-52, 715-60-35-107]

— Brokerage commissions that are to be paid out of plan assets are deducted from the fair value of plan assets, if
significant.

— Plan assets used in plan operations (e.g. buildings, equipment, furniture and fixtures, leasehold improvements) are
not recorded at fair value and instead are measured at cost less accumulated depreciation or amortization.

— Certain annuity contracts are recorded at contract value.

Question 6.3.130

How does an entity present non-benefit obligations in a plan?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: If a plan has obligations other than benefit obligations (e.g. amounts due to service providers), it

considers those non-benefit obligations a reduction of plan assets for pension accounting purposes. [715-30-35-50, 715-60-35-
1071

Not used
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Other plan asset considerations

Question 6.3.220

When is excise tax related to excess plan assets recognized?

This interpretive response applies to Subtopic 715-30 only.

Background: An excise tax is independent of taxable income and is due on a specific transaction, regardless of whether
there is taxable income for the period in which the transaction occurs. It is not an income tax that an entity accounts for
under Topic 740.

Interpretive response: An entity recognizes an excise tax as an expense (not classified as income taxes) in the period
in which the excess plan assets revert to the entity and the excise tax becomes payable. [715-30-60-5]

We believe the reversion should be considered to occur at the earlier of:

— withdrawal of the excess funds from the plan; and
— the period in which a settlement that will result in recapture of excess assets is recognized.

OPEB trusts under Subtopic 715-60 do not normally have excess plan assets so this issue would generally not apply to
OPEB plans.

Benefit obligations

% Excerpt from ASC 715-30 % Excerpt from ASC 715-60

20 Glossary 20 Glossary

Accumulated Benefit Obligation — The actuarial present Accumulated Postretirement Benefit Obligation — The
value of benefits (whether vested or nonvested) attributed, actuarial present value as of a particular date of all future
generally by the pension benefit formula, to employee benefits attributed to an employee's service rendered to
service rendered before a specified date and based on that date assuming the plan continues in effect and that all
employee service and compensation (if applicable) before  assumptions about future events are fulfilled. The
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that date. The accumulated benefit obligation differs from
the projected benefit obligation in that it includes no
assumption about future compensation levels. For plans
with flat-benefit or non-pay-related pension benefit
formulas, the accumulated benefit obligation and the
projected benefit obligation are the same.

Benefits — The monetary or in-kind benefits or benefit
coverage to which participants may be entitled under a
pension plan or a health and welfare plan (which can
include active, terminated, and retired employees or their
dependents or beneficiaries). Examples of benefits may
include, but are not limited to, health care benefits, life
insurance, legal, educational, and advisory services,
pension benefits, disability benefits, death benefits, and
benefits due to termination of employment.

Pension Benefit Formula — The basis for determining
payments to which participants may be entitled under a
pension plan. Pension benefit formulas usually refer to the
employee's service or compensation or both. Sometimes
referred to as a plan's benefit formula or benefit formula.
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accumulated postretirement benefit obligation generally
reflects a ratable allocation of expected future benefits to
employee service already rendered in the attribution
period. Before an employee's full eligibility date, the
accumulated postretirement benefit obligation as of a
particular date for an employee is the portion of the
expected postretirement benefit obligation attributed to
that employee's service rendered to that date; on and after
the full eligibility date, the accumulated and expected
postretirement benefit obligations for an employee are the
same.

Benefits — The monetary or in-kind benefits or benefit
coverage to which participants may be entitled under a
pension plan or a health and welfare plan (which can
include active, terminated, and retired employees or their
dependents or beneficiaries). Examples of benefits may
include, but are not limited to, health care benefits, life
insurance, legal, educational, and advisory services,
pension benefits, disability benefits, death benefits, and
benefits due to termination of employment.

Benefit Formula — The basis for determining benefits to
which participants may be entitled under a postretirement
benefit plan. A plan's benefit formula specifies the years of
service to be rendered, age to be attained while in service,
or a combination of both that must be met for an employee
to be eligible to receive benefits under the plan. A plan's
benefit formula may also define the beginning of the
credited service period and the benefits earned for specific
periods of service.

Expected Postretirement Benefit Obligation — The
actuarial present value as of a particular date of the
postretirement benefits expected to be paid by the
employer's plan to or for each employee, the employee's
beneficiaries, and any covered dependents pursuant to the
terms of the plan.
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Pension Benefits — Periodic (usually monthly) payments
made pursuant to the terms of the pension plan to a
person who has retired from employment or to that
person's beneficiary.

Unfunded Projected Benefit Obligation — The excess of
the projected benefit obligation over plan assets.

Vested Benefit Obligation — The actuarial present value of
vested benefits.

Vested Benefits — Benefits for which the employee's right
to receive a present or future pension benefit is no longer
contingent on remaining in the service of the employer.
(Other conditions, such as inadequacy of the pension fund,
may prevent the employee from receiving the vested
benefit.) Under graded vesting, the initial vested right may
be to receive in the future a stated percentage of a pension
based on the number of years of accumulated credited
service; thereafter, the percentage may increase with the
number of years of service or of age until the right to
receive the entire benefit has vested.

25 Recognition
> Recoghnition of Liabilities and Assets

25-1 If the projected benefit obligation exceeds the fair
value of plan assets, the employer shall recognize in its
statement of financial position a liability that equals the
unfunded projected benefit obligation. If the fair value of
plan assets exceeds the projected benefit obligation, the
employer shall recognize in its statement of financial
position an asset that equals the overfunded projected
benefit obligation.

25-2 The employer shall aggregate the statuses of all
overfunded plans and recognize that amount as an asset in
its statement of financial position. It also shall aggregate
the statuses of all underfunded plans and recognize that
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Postretirement Benefits — All forms of benefits, other
than retirement income, provided by an employer to
retirees. Those benefits may be defined in terms of
specified benefits, such as health care, tuition assistance,
or legal services, that are provided to retirees as the need
for those benefits arises, such as certain health care
benefits, or they may be defined in terms of monetary
amounts that become payable on the occurrence of a
specified event, such as life insurance benefits.

25 Recognition
> Recognition of Liabilities and Assets

25-1 An employer that sponsors one or more single-
employer defined benefit postretirement plans other than
pensions shall recognize in its statement of financial
position the funded statuses of those plans. The employer
shall aggregate the statuses of all overfunded plans and
recognize that amount as an asset in its statement of
financial position. It also shall aggregate the statuses of all
underfunded plans and recognize that amount as a liability
in its statement of financial position.

25-2 As indicated in paragraphs 715-60-35-125 through 35-
126 remeasurement of both plan assets and the
accumulated postretirement benefit obligation may be
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amount as a liability in its statement of financial position.

25-3 The asset or liability that is recognized pursuant to
paragraph 715-30-25-1 may result in a temporary
difference, as defined in Subtopic 740-10. The deferred tax
effects of any temporary differences shall be recognized in
income tax expense or benefit for the year and shall be
allocated to various financial statement components,
including other comprehensive income, pursuant to
Section 740-20-45.

25-4 If a new determination of the funded status of a plan
to be recognized as an asset or a liability in the employer’s
statement of financial position is made (see paragraphs
715-30-35-62 through 35-69), or when net gains or losses,
prior service costs or credits, or the net transition asset or
obligation existing at the date of initial application of this
Subtopic are amortized as components of net periodic
pension cost, the related balances for those net gains or

losses, prior service costs or credits, and transition asset or

obligation in accumulated other comprehensive income
shall be adjusted as necessary and reported in other
comprehensive income.

25-5 Sometimes, an entity remeasures both plan assets
and benefit obligations during the fiscal year. Paragraph
715-30-35-66 provides an example of some events that
may require a remeasurement. Upon remeasurement, a
business entity shall adjust its statement of financial
position in a subsequent interim period to reflect the
overfunded or underfunded status of the plan consistent
with that measurement date.

25-6 An employer that sponsors two or more separate
defined benefit pension plans shall determine net
periodic pension cost, liabilities, and assets by separately
applying the provisions of this Subtopic to each plan. In
particular, unless an employer clearly has a right to use the
assets of one plan to pay benefits of another, a liability
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necessary. Upon remeasurement, a business entity shall
adjust its statement of financial position in a subsequent
interim period to reflect the overfunded or underfunded
status of the plan consistent with that measurement date.
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required to be recognized pursuant to paragraph 715-30-25-
1 for one plan shall not be reduced or eliminated because
the employer has recognized an asset for another plan that
has assets in excess of its projected benefit obligation.

35 Subsequent Measurement

> Benefit Obligations

35-1A The projected benefit obligation as of a date is the
actuarial present value of all benefits attributed by the
plan's benefit formula to employee service rendered
before that date. The projected benefit obligation is
measured using an assumption as to future compensation
levels if the pension benefit formula is based on those
future compensation levels. Plans for which the pension
benefit formula is based on future compensation are
sometimes called pay-related, final-pay, final-average-pay,
or career-average-pay plans. Plans for which the pension
benefit formula is not based on future compensation levels
are called non-pay-related or flat-benefit plans. The
projected benefit obligation is a measure of benefits
attributed to service to date assuming that the plan
continues in effect and that estimated future events
(including compensation increases, turnover, and
mortality) occur.

35-2 The accumulated benefit obligation as of a date is
the actuarial present value of benefits attributed by the
pension benefit formula to employee service rendered
before that date and based on current and past
compensation levels. The accumulated benefit obligation
differs from the projected benefit obligation in that it
includes no assumption about future compensation levels.
For plans with flat-benefit or non-pay-related pension
benefit formulas, the accumulated benefit obligation and
the projected benefit obligation are the same. The
accumulated benefit obligation and the vested benefit
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35 Subsequent Measurement

> Benefit Obligations

35-1A This Subtopic uses two terms to describe certain
measures of the obligation to provide postretirement
benefits: expected postretirement benefit obligation
and accumulated postretirement benefit obligation.

35-2 Measurement of the expected postretirement benefit
obligation is based on the expected amount and timing of
future benefits, taking into consideration the expected
future cost of providing the benefits and the extent to
which those costs are shared by the employer, the
employee (including consideration of contributions required
during the employee's active service period and following
retirement, deductibles, coinsurance provisions, and so
forth), or others (such as through governmental programs).

35-3 The accumulated postretirement benefit obligation is
the actuarial present value of all future benefits attributed
to an employee's service rendered to a particular date
pursuant to paragraphs 715-60-35-16 through 35-20, 715-
60-35-62, and 715-60-35-66, assuming the plan continues
in effect and all assumptions about future events are
fulfilled.

35-4 The accumulated postretirement benefit obligation
generally reflects a ratable allocation of expected future
benefits to employee service already rendered in the
attribution period.

35-5 An employer that sponsors one or more single-
employer defined benefit other postretirement plans other
than pensions shall measure the funded status for each
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obligation provide information about the obligation the
employer would have if the plan were discontinued.

> Measurement of Costs and Obligations

35-29 Any method of pension accounting that recognizes
cost before the payment of benefits to retirees must deal
with two problems stemming from the nature of the
defined benefit pension contract. First, estimates or
assumptions must be made concerning the future events
that will determine the amount and timing of the benefit
payments. Second, some approach to attributing the cost
of pension benefits to individual years of service must be
selected. Thus, the assumptions and the attribution of cost
to periods of employee service are fundamental to the
measurements of net periodic pension cost and pension
obligations required by this Subtopic. For example, the
service component of net periodic pension cost, the
projected benefit obligation, and the accumulated benefit
obligation are based on an attribution of pension benefits to
periods of employee service and on the use of actuarial
assumptions to calculate the actuarial present value of
those benefits.

35-30 Paragraph 715-30-35-42 requires use of explicit
assumptions, each of which individually represents the
best estimate of a particular future event. This Subtopic
also requires use of the terms of the pension plan itself,
specifically the plan's benefit formula, as a basis for
attributing benefits earned and their cost to periods of
employee service.

35-31 The service cost component of net periodic pension
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plan as the difference between the fair value of plan
assets and the accumulated postretirement benefit
obligation as it is defined in this Subtopic.

35-6 See paragraphs 715-60-55-35 through 55-39 for an
illustration of the terms expected postretirement benefit
obligation and accumulated postretirement benefit
obligation.

> Measurement of Costs and Obligations

35-41 Any method of accounting that recognizes the cost
of postretirement benefits over employee service periods
(before the payment of benefits to retirees) must deal with
two factors that stem from the nature of the arrangement.
First, estimates or assumptions shall be made about the
future events that will determine the amount and timing of
the benefit payments. Second, an attribution approach that
assigns benefits and the cost of those benefits to individual
years of service shall be selected.

35-42 Unlike Subtopic 715-30, this Subtopic implicitly
considers salary progression in the measurement of the
accumulated postretirement benefit obligation of a pay-
related plan. Because measurement of the expected
postretirement benefit obligation includes an assumed
salary progression for a pay-related plan, salary progression
is, by definition, included in the accumulated benefit
obligation for a pay-related postretirement benefit plan.
Thus, the accumulated postretirement benefit obligation
disclosed pursuant to Subtopic 715-20 is defined in terms
notionally more comparable to the projected benefit
obligation under Subtopic 715-30.

35-43 For other postretirement plans that provide disability
benefits, the determination of disability benefits to be
accrued pursuant to this Subtopic is based on the terms of
the postretirement benefit plan defining when a disabled
employee is entitled to postretirement benefits.
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cost and the projected benefit obligation shall reflect future
compensation levels to the extent that the pension benefit
formula defines pension benefits wholly or partially as a
function of future compensation levels (that is, for a final-
pay plan or a career-average-pay plan). Future increases for
which a present commitment exists as described in
paragraph 715-30-35-34 shall be similarly considered.
Assumed compensation levels shall reflect an estimate of
the actual future compensation levels of the individual
employees involved, including future changes attributed to
general price levels, productivity, seniority, promotion, and
other factors. All assumptions shall be consistent to the
extent that each reflects expectations of the same future
economic conditions, such as future rates of inflation.
Measuring service cost and the projected benefit obligation
based on estimated future compensation levels entails
considering indirect effects, such as changes under
existing law in social security benefits or benefit limitations
that would affect benefits provided by the plan, for
example, those currently imposed by Section 415 of the
Internal Revenue Code. However, possible amendments of
the law shall not be considered in determining those
pension measurements. Assumed compensation levels
shall be consistent with assumed discount rates to the
extent that both incorporate expectations of the same
future economic conditions. Paragraphs 715-30-55-20
through 55-22 discuss and provide examples of applying
this guidance.

35-32 The accumulated benefit obligation shall be
measured based on employees' history of service and
compensation without an estimate of future compensation
levels. Excluding estimated future compensation levels
also means excluding indirect effects of future changes
such as increases in the social security wage base. In
measuring the accumulated benefit obligation, projected
years of service shall be a factor only in determining
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35-44 For example, an employer may promise to provide
postretirement health care coverage to all employees who
render 30 or more years of service. The employer may
carry active employees who become disabled on active
status so a disabled employee continues to accumulate
credit toward postretirement benefits. Measurement of the
expected postretirement benefit obligation shall include an
assumption that some employees who are expected to
receive benefits under the postretirement benefit plan will
become disabled and cease working before the date at
which they otherwise would have been eligible for
postretirement health care benefits. The measurement
of the postretirement benefits expected to be paid to
disabled employees would encompass only those benefits
expected to be paid during the period following what
otherwise would have been their full eligibility date; in this
case, the date at which the employee would have
completed 30 years of service. That amount is attributed to
an employee's service to the date the disability is assumed
to occur.

35-45 Only some employees become and remain disabled.
Therefore, in measuring the expected postretirement
benefit obligation and in determining the attribution period
for plan participants expected to become disabled, the
probability and timing of a disabling event is considered in
determining whether employees are likely to become
disabled and whether they will be entitled to receive
postretirement benefits.

35-46 Note that measurement of an employer's
postretirement benefit obligation is based on the current
plan participants (a closed group approach) because it
better recognizes the benefit obligation over the period in
which employees render service in exchange for benefits.
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employees' expected eligibility for particular benefits, such
as any of the following:

a. Increased benefits that are granted provided a
specified number of years of service are rendered (for
example, a pension benefit that is increased from $9
per month to $10 per month for each year of service if
20 or more years of service are rendered)

b. Early retirement benefits

c. Death benefits

d. Disability benefits.

>> Substantive and Contractual Commitments

35-34 In some situations a history of regular increases in
non-pay-related benefits or benefits under a career-
average-pay plan and other evidence may indicate that an
employer has a present commitment to make future
amendments and that the substance of the plan is to
provide benefits attributable to prior service that are
greater than the benefits defined by the written terms of
the plan. In those situations, the substantive commitment
shall be the basis for the accounting.

35-35 Automatic benefit increases specified by the plan
(for example, automatic cost-of-living increases) that are
expected to occur shall be included in measurements of
the projected, accumulated, and vested benefit obligations,
and the service cost component required by this Subtopic.
Also, retroactive plan amendments shall be included in the
computation of the projected and accumulated benefit
obligations once they have been contractually agreed to,
even if some provisions take effect only in future periods.
For example, if a plan amendment grants a higher benefit
level for employees retiring after a future date, the higher
benefit level shall be included in current-period
measurements for employees expected to retire after that
date.
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>> Substantive Plan

35-48 An objective of this Subtopic is that the accounting
reflect the terms of the exchange transaction that takes
place between an employer that provides other
postretirement benefits and the employees who render
services in exchange for those benefits, as those terms are
understood by both parties to the transaction.

35-49 Generally, the extant written plan provides the best
evidence of the terms of that exchange transaction.
However, in some situations, an employer’s cost-sharing
policy, as evidenced by past practice or by communication
of intended changes to a plan’s cost-sharing provisions, or
a past practice of regular increases in certain monetary
benefits (see paragraphs 715-60-35-51 through 56), may
indicate that the substantive plan—the plan as understood
by the parties to the exchange transaction—differs from
the extant written plan. The substantive plan shall be the
basis for the accounting.

35-50 See paragraph 715-60-55-1 for implementation
guidance on a collectively bargained defined benefit
postretirement health care plan.

35-51 Except as provided in paragraphs 715-60-35-52
through 35-55, an employer’s cost-sharing policy, as
evidenced by the following past practice or
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communication, shall constitute the cost-sharing provisions
of the substantive plan if either of the following conditions
exist:

a. The employer has a past practice of maintaining a
consistent level of cost sharing between the employer
and its retirees through changes in deductibles,
coinsurance provisions, retiree contributions, or some
combination of those changes or consistently
increasing or reducing the employer’s share of the cost
of the covered benefits through changes in retired or
active plan participants’ contributions toward their
retiree health care benefits, deductibles, coinsurance
provisions, out-of-pocket limitations, and so forth, in
accordance with the employer’s established cost-
sharing policy Such a past practice would be indicated
when the nature of the change and duration of the past
practice are sufficient to warrant a presumption that it
is understood by the plan participants.

b. The employer has the ability, and has communicated to
affected plan participants its intent, to institute
different cost-sharing provisions at a specified time or
when certain conditions exist (for example, when
health care cost increases exceed a certain level).

Otherwise, the extant written plan shall be considered to
be the substantive plan.

35-52 An employer’s past practice of maintaining a
consistent level of cost sharing with its retirees or
consistently increasing or reducing its share of the cost of
providing the covered benefits shall not constitute
provisions of the substantive plan if accompanied by
identifiable offsetting changes in other benefits or
compensation or if the employer incurred significant costs,
such as work stoppages, to effect that cost-sharing policy.

35-53 For example, a past practice of increasing retiree
contributions annually based on a specified index or
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formula may appear to indicate that the substantive plan
includes a determinable indexing of the retirees’ annual
contributions to the plan. However, if that past practice of
increasing retiree contributions is accompanied by
identifiable offsetting changes in other benefits or
compensation, those offsetting changes would indicate
that the substantive plan incorporates only the current
cost-sharing provisions. Therefore, future increases or
reductions of those cost-sharing provisions shall not be
incorporated in measuring the expected postretirement
benefit obligation.

35-54 Similarly, an employer's communication of its intent
to institute cost-sharing provisions that differ from the
extant written plan or the past cost-sharing practice shall
not constitute provisions of the substantive plan if either of
the following conditions exists:

a. The plan participants would be unwilling to accept the
change without adverse consequences to the
employer'’s operations.

b. Other modifications of the plan, such as the level of
benefit coverage, or providing offsetting changes in
other benefits, such as pension benefits, would be
required to gain plan participants’ acceptance of the
change to the cost-sharing arrangement.

35-55 By definition, an employer does not have the
unilateral right to change a collectively bargained plan.
Therefore, if the postretirement benefits are the subject of
collective bargaining, the extant written plan shall be the
substantive plan unless the employer can demonstrate its
ability to maintain a consistent level of cost sharing or a
consistent practice of increasing or reducing its share of
the cost of the covered benefits in past negotiations
without making offsetting changes in other benefits or
compensation of the affected plan participants or by
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incurring other significant costs to maintain that cost-
sharing arrangement.

35-56 A past practice of regular increases in postretirement
benefits defined in terms of monetary amounts may
indicate that the employer has a present commitment to
make future improvements to the plan and that the plan
will provide monetary benefits attributable to prior service
that are greater than the monetary benefits defined by the
extant written plan. In those situations, the substantive
commitment to increase those benefits shall be the basis
for the accounting. Changes in the benefits, other than
benefits defined in terms of monetary amounts, covered
by a postretirement health care plan or by other
postretirement benefit plans shall not be anticipated.

35-57 Contributions expected to be received from active
employees toward the cost of their postretirement benefits
and from retired plan participants are treated similarly for
purposes of measuring an employer’s expected
postretirement benefit obligation. That obligation is
measured as the actuarial present value of the benefits
expected to be provided under the plan, reduced by the
actuarial present value of contributions expected to be
received from the plan participants during their remaining
active service and postretirement periods. In determining
the amount of the contributions expected to be received
from those participants toward the cost of their
postretirement benefits, consideration is given to any
related substantive plan provisions, such as an employer'’s
past practice of consistently increasing or reducing the
contribution rates as described in paragraphs 715-60-35-51
through 35-55. An obligation to return contributions
received from employees who do not attain eligibility for
postretirement benefits and, if applicable, any interest
accrued on those contributions shall be recognized as a
component of an employer’s postretirement benefit
obligation.
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55 Implementation Guidance and lllustrations
>> Substantive Commitment

55-16 Paragraph 715-30-35-34 describes circumstances
under which a substantive commitment is the basis for
accounting beyond the written terms of a pension plan.
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35-58 Automatic benefit changes specified by the plan that
are expected to occur shall be included in measurements
of the expected and accumulated postretirement benefit
obligations and the service cost component of net periodic
postretirement benefit cost.

35-59 For purposes of this Subtopic, a plan that promises
to provide retirees a benefit in kind, such as health care
benefits, rather than a defined dollar amount of benefit, is
considered to be a plan that specifies automatic benefit
changes. (The assumed rate of change in the future cost of
providing health care benefits, the assumed health care
cost trend rate, is discussed in paragraphs 715-60-35-99
through 35-101.) Because automatic benefit changes are
not conditional on employees rendering additional years of
service, the full eligibility date is not affected by those
changes. A benefit in kind includes the direct rendering of
services, the payment directly to others who provide the
services, or the reimbursement of the retiree’s payment
for those services.

35-60 Also, plan amendments shall be included in the
computation of the expected and accumulated
postretirement benefit obligations once they have been
contractually agreed to, even if some provisions take effect
only in future periods. For example, if a plan amendment
grants a different benefit level for employees retiring after
a future date, that increased or reduced benefit level shall
be included in current-period measurements for employees
expected to retire after that date.

55 Implementation Guidance and lllustrations
>> Substantive Plan

55-1 A collectively bargained defined benefit
postretirement health care plan of a single employer may
stipulate that benefits will be provided for the duration of
the collective-bargaining agreement or may imply or
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55-17 The determination of whether a substantive
commitment exists to provide pension benefits for
employees beyond the written terms of the pension plan’s
formula requires careful consideration of all the facts and
circumstances surrounding the pension plan. Actions of the
employer, including communications to the employees,
can demonstrate the existence of that commitment.

55-18 However, a history of retroactive plan amendments
is not enough, in isolation, to establish a substantive
commitment. Absent other evidence of a substantive
commitment, such a history should be considered in
determining the appropriate amortization periods for prior
service cost as discussed in paragraph 715-30-35-14. An
employer’s accounting for its pension plan should not
anticipate a retroactive plan amendment that is not part of
a series of retroactive plan amendments necessary to
effect a substantive commitment to have a formula greater
than its written form.

55-19 An employer may have a substantive commitment to
have a formula greater than the pension plan’s written
formula. There may be a difference between the effects of
a retroactive plan amendment that were anticipated as part
of that substantive commitment and the effects of the
actual retroactive plan amendment. If that difference
results from an intended modification of the formula for
which there is a substantive commitment, the accounting
shall be that prescribed in paragraphs 715-30-35-10 through
3b-17 for a retroactive plan amendment. Otherwise, that
difference is a gain or loss subject to the accounting
specified in paragraphs 715-30-35-18 through 35-27.
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explicitly state that benefits are subject to renegotiation
upon the expiration of the current collective-bargaining
agreement. Past negotiations have resulted in the
continuation of the plan, although the plan has been
amended at various times. The accumulated
postretirement benefit obligation should be measured
assuming that benefits will be provided beyond the period
covered by the current collective-bargaining agreement.
Unless the most recently negotiated collective-bargaining
agreement explicitly states for the first time that the
payment of postretirement benefits will be discontinued
upon the contract's expiration and that is the expectation
of the parties to the agreement, the presumption of an
ongoing plan is not overcome by the presence of an
expiration date for the present collective-bargaining
agreement.

>> Capped Plans

55-2 A defined dollar cap is part of an employer's cost-
sharing arrangement under which the employer limits the
amount it will spend for retiree benefits by defining the
maximum dollar amount for each retiree or the retiree
group to be applied by the employer toward the cost of
retiree benefits. For example, a plan with a defined dollar
cap may stipulate that the employer will pay for all retiree
health care costs in a year up to a specified dollar limit. A
past practice of regular increases (or decreases) in that
defined dollar cap may indicate that the cost-sharing
provisions of the substantive plan differ from the extant
written plan. Future amendments to a written
postretirement health care plan that change the amount of
a defined dollar cap can be anticipated as part of the
substantive plan if the conditions in paragraphs 715-60-35-
51 through 35-55 are satisfied.

55-3 A postretirement health care plan with a defined
dollar cap is not considered to be a plan that provides
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benefits defined in terms of monetary amounts as
discussed in paragraph 715-60-35-56. Changes in monetary
benefits provided by one plan or changes in the amount of
a defined dollar cap on cost sharing for a different plan may
need to be anticipated as part of determining what the
substantive plans are. However, the nature of the
promises for the two plans differs. Benefits for the first
plan are defined in monetary amounts, for example, a
stipulated dollar amount of life insurance coverage,
whereas benefits offered under the defined dollar capped
plan are not defined in monetary amounts. Although the
cap on the employer's contribution is defined in monetary
terms, the benefits are the specified eligible medical claims
with payment by the employer being no greater than the
amount of that cap. Changes in the types of benefits or the
types of health care costs covered by a plan cannot be
anticipated.

>>> Expected Postretirement Benefit Obligation and
Accumulated Postretirement Benefit Obligation

55-35 The following illustrates the notion of the expected
postretirement benefit obligation and the relationship
between that obligation and the accumulated
postretirement benefit obligation at various dates.

55-36 Entity A's plan provides postretirement health care
benefits to all employees who render at least 10 years of
service and attain age 55 while in service. A 50-year-old
employee, hired January 1, 20X3, at age 30 and eligible for
benefits upon attaining age 55, is expected to terminate
employment at age 62 and is expected to live to age 77. A
discount rate of 8 percent is assumed.

55-37 At December 31, 2072, Entity A estimates the
expected amount and timing of benefit payments for that
employee as follows.
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Present Value at Age

Expected
Future
Age Claims 50 53 55
63 $ 2,796 $1,028 $1,295 $1,511
64 3,093 1,052 1,326 1,547
65 856 270 339 396
66 947 276 348 406
67 1,051 284 357 417
68 1,161 291 366 427
69 1,282 297 374 436
70 1,425 306 385 449
71 1,577 313 394 460
72 1,744 321 404 471
73 1,934 329 415 484
74 2,137 337 424 495
75 2,367 346 435 508
76 2,620 354 446 520
77 3,899 488 615 717

$28,889 $6,292 $7,923 $9,244

55-38 The expected and accumulated postretirement
benefit obligations at December 31, 2022 (age 50) are
$6,292 and $5,034 (20/25 of $6,292), respectively. An
equal amount of the expected postretirement benefit
obligation is attributed to each year of service from the
employee's date of hire to the employee's full eligibility
date (age 55) (see paragraphs 715-60-35-62 through 35-66).
Therefore, when the employee is age 50, the accumulated
postretirement benefit obligation is measured as 20/25 of
the expected postretirement benefit obligation, as the
employee has rendered 20 years of the 25-year credited
service period. See paragraphs 715-60-55-40 through 55-56
for additional guidance on the full eligibility date and
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paragraphs 715-60-55-57 through 55-59 for additional
guidance on attribution.

This section examines the recognition and measurement criteria for DB plan benefit obligations under Subtopic 715-30
and Subtopic 715-60. These components are shown in the following diagram. Chapter 8 discusses in more depth the
assumptions and approaches used to measure the benefit obligation.

Balance sheet components Income statement components

Over/under
funded

status, net Pension: PBO
by plan Liability OPEB: APBO

(section 6.4)

Gain/loss
(section 7.3.10)

Amortization (section 7.3)

6.4.10 About benefit obligations

Under Subtopics 715-30 and 715-60, entities calculate their obligation to provide benefits under each DB plan at each
reporting date. In addition, entities may be required to perform certain calculations of the obligation only for disclosure
purposes to provide additional information to financial statement users (e.g. the obligation at the reporting date if the
plan were discontinued).

The following table explains the features of the various obligations calculated for DB plans.

Obligation | Features

Subtopic 715-30

Accumulated benefit obligation — The actuarial present value (as of a specified date) of benefits attributed by a pension

(ABO) benefit formula to employee service provided before that date; based on current and
past compensation levels.

— Excludes assumptions about future compensation levels.
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Obligation | Features

Subtopic 715-30

— Used only for disclosure purposes to provide information about the entity’s obligation if
the plan were discontinued. [715-30-35-2, 715-30 Glossary]

Projected benefit obligation (PBO) — The actuarial present value (as of a specified date) of all benefits attributed by the
pension benefit formula to employee service provided before that date.

— Includes assumptions about future compensation levels if the pension benefit formula
is based on them (pay-related, final-pay, final-average-pay and career-average-pay plans).
[715-30 Glossary]

Unfunded PBO The excess of the PBO over plan assets. [715-30 Glossary]

Subtopic 715-60

Accumulated postretirement — The actuarial present value at a specified date of all future benefits attributed to an
benefit obligation (APBO) employee's service provided to that date.
— Assumes the plan continues in effect and that all assumptions about future events are
fulfilled.

— Generally reflects a ratable allocation of expected future benefits to employee service
already rendered in the attribution period.

— Before an employee's full eligibility date, the APBO as of a particular date for an
employee is the portion of the EPBO attributed to that employee's service rendered to
that date;

— On and after the full eligibility date, the APBO and EPBO for an employee are the same.
[715-60 Glossary]

Expected postretirement benefit The actuarial present value as of a specified date of the OPEB benefits expected to be paid
obligation (EPBO) by the entity's plan to or for each employee, the employee's beneficiaries and any covered
dependents under the terms of the plan. [715-60 Glossary]

Unfunded accumulated benefit The APBO in excess of the fair value of plan assets. [715-60 Glossary]

obligation

This section focuses on the benefit obligations that are recognized in the balance sheet at each reporting date. Because
transition obligations (originally recognized in OCl on adoption of Topic 715) no longer remain relevant to most entities,
this Handbook does not address transition obligations in detail, but instead provides a brief overview in section 7.3.30.
Chapter 11 discusses disclosure requirements for the PBO and APBO and other benefit obligations calculated only for
disclosure purposes (e.g. ABO).
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A history of retroactive plan amendments to increase pension benefits or a past practice of changing a cost-sharing
policy under an OPEB plan (e.g. to meet a certain ratio) may provide evidence of a substantive commitment by the entity
to the plan participants. This substantive commitment, if mutually understood by both parties, may form the basis for a
substantive plan that differs from the extant written plan but forms the new basis of accounting. Topic 715 describes
circumstances in which an entity may have a substantive commitment to amend a DB pension plan or to change its
cost-sharing policy and how to account for those changes. [715-30-35-16 — 35-19, 715-60-35-56]

The rollforward in Example 6.4.10 illustrates the components of the PBO; however, the APBO for an OPEB plan
generally includes the same or similar components.

Example 6.4.10

Example PBO rollforward

Background

ABC Corp. has a DB pension plan for its employees and is preparing its year-end rollforward as of December 31, Year 1.
ABC considers the following factors.

— Plan participants receive an annual pension payment of (final year salary x 2%) x number of years of service
rendered.

— On December 31, Year 1, ABC increased the benefit formula for all plan participants from 2% to 3% of their final
pay for each year of service (including years already served at the time of the amendment). The plan amendment
immediately increases ABC's actual obligation for active plan participants by 50% ((3% — 2%) / 2%) and represents a
prior service cost because the plan participants will receive additional credit for past service. See section 7.3.20 for
discussion about plan amendments.

Analysis

ABC develops this rollforward as of December 31, Year 1.

PBO rollforward ($ millions) Notes

Actual PBO at January 1, Year 1 $2,000 1
Service cost 50 2
Interest cost 100 3
Benefits paid (actual) (80) 4

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG International Limited, a private
English company limited by guarantee. All rights reserved.

192



PBO rollforward ($ millions)

Employee benefits
6. DB pension and OPEB plans: Plan assets and obligations

Prior service cost due to plan amendment 300 5
PBO at end of year before remeasurement $2,370 6
Actuarial (gain)/loss on pension liability 20 7
Actual PBO at December 31, Year 1 $2,390 8

Notes:

1.

The actuarial present value of benefits earned for the period is often calculated by the entity’s actuaries at the beginning of the year. This
obligation was calculated based on an annual pension benefit determined using 2% x final year salary.

The service cost is recognized throughout the year based on amounts calculated and provided by the actuaries at the beginning of the
The interest cost is calculated as opening PBO x assumed discount rate. Interest cost is typically provided by the actuary at the
Benefits paid are the actual amounts paid out to retirees during the year. For a funded plan, benefits are paid out of plan assets and for
an unfunded plan (where there are no plan assets), they are paid out of the entity’s assets (e.g. cash).

The prior service cost represents the increase in the obligation due to the increase in the benefit formula from the plan amendment.

The PBO at the end of the year before remeasurement is calculated by taking the actual PBO at January 1, Year 1 and rolling that balance
forward to December 31, Year 1 based on estimates made at the beginning of the year, adjusted for actual versus expected benefits

The actuarial (gain)/loss on pension liability represents the difference between the actual PBO at December 31, Year 1 (item 8) and the
PBO at year-end before remeasurement (item 6). This actuarial gain/loss can only be determined at the measurement date, when the

2.
year. Section 7.4.20 discusses the calculation of service cost.
3.
beginning of the year. Section 7.4.20 discusses the calculation of interest cost.
4.
5.
Section 7.3.20 discusses prior service cost.
6.
paid during the year and the effects of the plan amendment.
7.
actuarial valuation, including the calculation of the actual PBO, has been prepared.
8.

The actual PBO at December 31, Year 1 reflects the plan amendment, actual benefits paid, and any changes as of year-end in the
assumptions used at the beginning of year (e.g. discount rate, mortality, salary).

Note: If the plan amendment had occurred earlier in the year and represented a significant event requiring
remeasurement, service cost and interest cost for the balance of the year would reflect the remeasurement. Section
7.4.20 discusses the calculation of service cost and interest cost; section 8.7 discusses interim remeasurement for a
significant event.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG International Limited, a private
English company limited by guarantee. All rights reserved.

193



Employee benefits
6. DB pension and OPEB plans: Plan assets and obligations

Question 6.4.10

Does the estimated benefit obligation include only current plan participants?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes. \While only explicitly stated in Subtopic 715-60, under both Subtopics projections of benefit
payments are calculated on a closed-group basis. The calculation includes only current plan participants because it better

recognizes the benefit obligation over the period in which employees render service in exchange for benefits. [715-60-35-
46]

Question 6.4.20

What is the EPBO and how is it calculated?

This interpretive response applies to Subtopic 715-60 only.

Interpretive response: The EPBO represents the actuarial present value of the total OPEB benefits expected to be paid
to retirees and their beneficiaries based on the plan formula. The EPBO is then attributed to past service and current
service to compute the APBO and service cost, respectively. In general, an equal amount of the EPBO for an employee
is attributed to each year of service in the attribution period (a benefit-years-of-service approach). Chapter 8 discusses
attribution.

An entity measures its EPBO using explicit assumptions as described in Question 8.2.40 and generally does not
anticipate future changes in plan benefits when calculating the EPBO. Significant assumptions include the annual gross
claims cost, healthcare cost trend rates, Medicare reimbursements, discount rates, turnover, retirement age
dependency status, and life expectancy. The entity measures the EPBO based on its estimate of the plan’s future
experience, considering only current plan participants —i.e. a closed-group approach (see Question 6.4.10). If the level of
OPEB benefits depends on compensation (a pay-related plan), future compensation increases are also included in the
calculation of the EPBO. [715-60-35-2]

Under certain conditions, a substantive plan anticipates future changes in cost-sharing provisions (e.g. retiree
contributions).
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Question 6.4.30

What is the APBO and how is it calculated?

This interpretive response applies to Subtopic 715-60 only.

Interpretive response: The APBO is the portion of the EPBO that employees have earned through service provided as
of a specified date. If all employees have reached their full eligibility date, the APBO is the same as the EPBO. If, for
example, employees must work for 20 years to reach full eligibility and all employees have worked 15 years, the APBO
would be 75% of the EPBO (15/20).

Example 6.4.20

Using a plan’s benefit formula to calculate the APBO

Background

ABC Corp. purchases a single premium company-owned life insurance policy to provide funds for an executive deferred
compensation agreement. The deferred compensation agreement provides for a primary and secondary benefit.

— The covered executives are entitled to receive deferred compensation based on the excess earnings of the
insurance policy.

— The compensation agreement provides for a base earnings amount on the initial investment in the policy, computed
using a defined index.

— All earnings over the base amount (the excess earnings) accrue to the benefit of the executives, during employment
and their retirement years.

— The executives receive the deferred compensation payments for both the primary and secondary benefits during
retirement years.

— Earnings on the policy that accumulate for the executives’ benefit before retirement are paid in 10 equal
installments upon retirement and represent the primary benefit.

— Earnings that accrue for the executives’ benefit after retirement represent the secondary benefit.

Analysis

ABC estimates the APBO using the plan’s benefit formula. ABC includes both primary and secondary benefits in the
measurement and uses the best estimates available each period for the expected performance of the insurance policy.
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Question 6.4.40

Is an obligation under community-rated or experience-rated postretirement
healthcare plans recognized?

This interpretive response applies to Subtopic 715-60 only.

Interpretive response: It depends. An entity has no OPEB obligation under its contributory healthcare plan that
provides coverage to both active employees and retirees if:

— the retirees pay 100% of their premiums; and
— it is community-rated.

Under a community-rated plan, premiums are determined based on healthcare costs incurred across a given geographic
area, and do not vary between participating entities. If an entity’s healthcare plan is community-rated, its premiums are
unaffected when retirees are included in the covered group. The entity records no OPEB obligation if the retirees pay
100% of the premiums.

However, under an experience-rated plan, premiums vary between entities depending on actual healthcare costs
incurred by the covered group. The entity measures its OPEB obligation as the portion of future retiree healthcare costs
not recovered through retiree premiums, Medicare or other reimbursements. [715-60-55-6]

Obligation arising from a business combination

FE Excerpt from ASC 715-30 FE Excerpt from ASC 715-60
60 Relationships 60 Relationships
> Business Combinations > Business Combinations

60-6 For the required pension related accounting for issues 60-1 For guidance on the accounting when an employer is

arising in connection with a business combination, acquired in a business combination and that employer
including plans to terminate certain employees, the sponsors a single-employer defined benefit
measurement of projected benefit obligations and the postretirement plan, see paragraph 805-20-25-25.

assignment of the purchase price to individual assets
acquired and liabilities assumed, see Subtopic 805-20.
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60-2 For guidance on plans to terminate certain employees
if a business combination is probable, see paragraphs 805-
20-55-50 through 55-51.

FE Excerpt from 805-20

25 Recognition
>> Employee Benefits

25-22 The acquirer shall recognize a liability (or asset, if any) related to the acquiree’s employee benefit arrangements in
accordance with other GAAP. For example, employee benefits in the scope of the guidance identified in paragraphs
805-20-25-23 through 25-26 would be recognized in accordance with that guidance and as specified in those
paragraphs.

>>> Pension and Postretirement Benefits Other than Pensions

25-23 Guidance on defined benefit pension plans is presented in Subtopic 715-30. If an acquiree sponsors a single-
employer defined benefit pension plan, the acquirer shall recognize as part of the business combination an asset or a
liability representing the funded status of the plan (see paragraph 715-30-25-1). Paragraph 805-20-30-15 provides
guidance on determining that funded status. If an acquiree participates in a multiemployer plan, and it is probable as of
the acquisition date that the acquirer will withdraw from that plan, the acquirer shall recognize as part of the business
combination a withdrawal liability in accordance with Subtopic 450-20.

25-24 The Settlements, Curtailments, and Certain Termination Benefits Subsections of Sections 715-30-25 and 715-30-
35 establish the recognition guidance related to accounting for settlements and curtailments of defined benefit pension
plans and certain termination benefits.

25-25 Guidance on defined benefit other postretirement plans is presented in Subtopic 715-60. If an acquiree sponsors
a single-employer defined benefit postretirement plan, the acquirer shall recognize as part of the business combination
an asset or a liability representing the funded status of the plan (see paragraph 715-60-25-1). Paragraph 805-20-30-15
provides guidance on determining that funded status. If an acquiree participates in a multiemployer plan and it is
probable as of the acquisition date that the acquirer will withdraw from that plan, the acquirer shall recognize as part of
the business combination a withdrawal liability in accordance with Subtopic 450-20.
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30 Initial Measurement
>>> Pension and Postretirement Benefits Other Than Pensions

30-15 Guidance on defined benefit pension plans is presented in Subtopic 715-30. Guidance on defined benefit other
postretirement plans is presented in Subtopic 715-60. Paragraphs 805-20-25-23 and 805-20-25-25 require an acquirer to
recognize as part of a business combination an asset or a liability representing the funded status of a single-employer
defined benefit pension or postretirement plan. In determining that funded status, the acquirer shall exclude the effects
of expected plan amendments, terminations, or curtailments that at the acquisition date it has no obligation to make.
The projected benefit obligation assumed shall reflect any other necessary changes in assumptions based on the
acquirer’s assessment of relevant future events.

30-16 The Settlements, Curtailments, and Certain Termination Benefits Subsection of Section 715-30-35 establishes
the measurement guidance related to accounting for settlements and curtailments of defined benefit pension plans and
certain termination benefits.

An acquiring entity may assume all or some of the pension and OPEB liabilities of the acquiree in a business
combination. An acquirer recognizes and measures a pension or OPEB asset or liability assumed in a business
combination based on the funded status of the plan as determined under Topic 715. [715-30-25-1, 715-60-25-1, 805-20-25-22]

Question 6.4.50

How is a benefit obligation arising from a business combination measured?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: The acquirer recognizes an asset or liability representing the funded or unfunded status (see
Question 6.2.20) of the plan. In determining the funded status, the acquirer excludes the effects of expected plan
amendments, terminations or curtailments that at the acquisition date it has no obligation to make. In some

circumstances, as part of negotiations, the acquirer may not assume all pension and OPEB obligations of the acquiree.
[715-30-60-6, 715-60-60-1, 805-20-25-25, 30-15]
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Example 6.4.30

Indemnifying a buyer for future pension obligations in a business combination

Background
ABC Corp. sold its 100% interest in Target to a third-party buyer. The following facts are relevant.

— Target accounted for its pension obligations under Subtopic 715-30.

— ABC indemnified Buyer for Target's pension obligations at the acquisition date.
— The pension plan had been frozen to new participants in a prior year.

— Target was (and remains) the legal sponsor of the plan.

Analysis
ABC considers the following factors to determine whether Topic 715 applies to the indemnification agreement.

ABC considers ABC does not consider whether

Nature of the obligation The plan is funded

Terms or conditions that define the amount of benefits to be

paid Benefits are payable at intervals or as a single amount

Benefits are required by law or custom

Benefits are provided under a plan the entity has elected to

sponsor

Based on these considerations, ABC applies Subtopic 715-30 to account for the indemnification agreement; this is
because it has indemnified Buyer for all future contributions to the pension plan. This includes the ability to defer
actuarial gains and losses in AOCI, subject to amortization when outside the corridor, assuming it is ABC's policy to do
so (see Question 7.3.30).

When ABC sold Target and indemnified Buyer for future pension contributions, the obligation to fund the pension was
unchanged for ABC. Therefore, the definition of settlement under Topic 715 has not been met; this is because ABC is
not relieved of the primary responsibility for the PBO or the related significant risks. Section 9.3 discusses settlements.

In addition, ABC’s obligation is not in the scope of Topic 450 (contingencies) or Topic 460 (guarantees). Topic 450 states
that employment-related costs, including deferred compensation contracts, are excluded from its scope. Because we
believe Target's obligation should be accounted for under Topic 715, it is by definition outside the scope of Topic 450.
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Topic 460 states that it does not apply to a guarantee or an indemnification that is excluded from the scope of Topic
450.

Note: In practice, is not uncommon for sellers of businesses to retain the pension obligations of sold businesses,
particularly when the underlying pension plans have been frozen.

Presentation of plan assets and benefit obligations

FE Excerpt from ASC 715-20

05 Overview and Background

05-1 This Subtopic provides guidance on the disclosure and other accounting and reporting requirements related to
single-employer defined benefit pension and other postretirement benefit plans.

05-2 This Subtopic addresses:

a. The content and organization of annual disclosures about defined benefit pension plans and other postretirement
benefits

b. Disclosures required for interim-period financial reports.

c. Presentation matters about defined benefit pension and other postretirement benefit plans.

05-3 An employer that sponsors one or more defined benefit pension or other postretirement benefit plans is required
to provide the information called for in Section 715-20-50 separately for pension plans and other postretirement benefit
plans.

45 Other Presentation Matters
> Entities That Do Not Report Other Comprehensive Income, Other Than Not-for-Profit

45-1 An employer other than a not-for-profit employer that does not report other comprehensive income pursuant to
Topic 220 shall apply the provisions of Sections 958-715-25, 958-715-35, 958-715-45, and 958-715-50 in an analogous
manner that is appropriate for its method of reporting financial performance and financial position.

> Classification

45-2 An employer that sponsors one or more defined benefit pension plans or one or more defined benefit other
postretirement plans shall provide separately for pension plans and other postretirement benefit plans the funded
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status of the plans and the amounts recognized in the statement of financial position, showing separately the assets
and current and noncurrent liabilities recognized.

45-3 An employer that presents a classified statement of financial position shall classify the liability for an underfunded
plan as a current liability, a noncurrent liability, or a combination of both. The current portion (determined on a plan-by-
plan basis) is the amount by which the actuarial present value of benefits included in the benefit obligation payable in
the next 12 months, or operating cycle if longer, exceeds the fair value of plan assets. The asset for an overfunded plan
shall be classified as a noncurrent asset in a classified statement of financial position. The amount classified as a
current liability is limited to the amount of the plan’s unfunded status recognized in the employer’s statement of
financial position.

Question 6.5.10

How is the funded status presented in the financial statements?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: An entity that sponsors one or more DB plans must separately provide the funded status for the
pension plans and the funded status of the OPEB plans (and the amounts recognized on the balance sheet). The entity
aggregates overfunded pension plans separately from underfunded pension plans for presentation purposes. The same
is done for OPEB plans. Therefore, depending on the funded status of the DB plans, an entity may have both an asset
and liability presented for its DB plans. [715-30-25-1 - 25-2, 715-60-25-1]

An entity that presents a classified balance sheet (separated between current and noncurrent) classifies the liability for
an underfunded DB plan as a current liability, a noncurrent liability or a combination of both. The current portion of a DB
plan liability (determined on a plan-by-plan basis) is the amount by which the DB plan obligation that is payable within the
next 12 months (or operating cycle if longer) exceeds plan assets. [715-20-45-3]

The asset for an overfunded plan is classified as noncurrent on a classified balance sheet. [715-20-45-3]
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Question 6.5.20

Is the net benefit obligation classified as current or noncurrent?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: The current portion of net obligations, which is determined on a plan-by-plan basis, is the
amount by which the benefit obligation payable in the next 12 months (or operating cycle if longer) exceeds the fair
value of plan assets. This generally results in entities with funded plans classifying the obligation as noncurrent.
However, for unfunded plans or significantly underfunded plans, the liability may be partially current and partially
noncurrent. [715-20-45-3]

The benefit obligation payable in the next 12 months is the actuarial present value of those benefits included in the
benefit obligation. Some interpret this as the discounted value of benefits expected to be paid in the next 12 months.
Others believe the guidance supports using undiscounted benefit payments expected to be paid in the next 12 months.
In our experience, both views are applied in practice and we believe that either is acceptable if it is consistently applied
to all plans. [715-20-45-3, FAS 158.BC48]

The current portion of the net obligation cannot be based on the amount of expected contributions to the plan.
Contributions are viewed as essentially intercompany transactions that do not affect classification of the benefit
obligation. [715-20-45-3]
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DB pensions and OPEB plans: Costs

Detailed contents

Item significantly updated in this edition #
Item moved from another chapter without significant change ®

71 How the standard works
7.2 Overview
Questions
7.2.10 How are each of the components of net periodic benefit cost recognized? #
7.2.20 Should non-SEC registrants consider SEC guidance related to calculating the components of net
periodic benefit cost?
7.3 Amortization of amounts deferred in AOCI
7.3.10 Gains and losses
7.3.20 Prior service cost
7.3.30 Transition obligation/asset
Questions
7.3.10 How do gains and losses arise and how are they recognized?
7.3.20 What is the accounting for immediately recognized gains and losses?
7.3.30 If an entity elects to defer gains and losses in AOCI, how does it amortize them?
7.3.40 How does an entity determine whether an employee is active or inactive? #
7.3.50 Is the corridor method the only acceptable method of amortizing gains and losses?
7.3.60 Can an entity change its policy for recognizing gains and losses or determining MRV plan assets? #
7.3.70 How is a change in method of recognizing gains and losses or MRV accounted for? #
7.3.80 Is immediately recognizing gains and losses a preferable policy?
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7.3.90 When supporting preferability, must an entity change its policies for MRV and recognizing gains and
losses at the same time?

7.3.100  Must an entity have a consistent policy for recognizing gains and losses for all pension plans?

7.3.110  What are some practical considerations of a policy change to recognize gains and losses
immediately?

7.3.120 Is market volatility an appropriate reason to change from one acceptable amortization method to
another?

7.3.130  How does prior service cost arise and how is it accounted for?
7.3.140  What are key considerations when determining the amortization period for prior service cost?
7.3.150  Can an entity simplify the way it amortizes prior service cost?

7.3.160  Can an entity revise its amortization schedule for prior service cost?

Examples
7.3.10 Immediate recognition of gains and losses outside of the corridor
7.3.20 Impact of policy to define inactive participants

7.3.30 Changing the method for determining MRV of plan assets for a particular year @
7.4 Interest cost and service cost

7.4.10 Overview

7.4.20 Calculating interest cost and service cost

Questions

7.4.10 What is interest cost and how is it calculated?

7.4.20 What is service cost and how is it calculated?

7.4.30 What are the alternative approaches to calculating service cost and interest cost?

7.4.40 Can an entity that uses a bond matching model to calculate its benefit obligation adopt the alternative
spot rate approach?

7.4.50 Can an entity that currently uses a bond matching model switch to a yield curve approach to
calculate its benefit obligation and simultaneously adopt the alternative spot rate approach?
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75 Expected return on plan assets @
Questions
7.56.10 What is MRV and how is it used?
7.56.20 What is EROA?
7.5.30 What is the difference between expected return and actual return on plan assets?
7.5.40 Can an entity have a different MRV policy for each class of asset?

7.5.50 What is the effect of an expected change in allocating plan assets on the expected long-term rate of
return on plan assets?

7.5.60 How are planned changes in asset allocations incorporated into the expected long-term rate of return
on plan assets?
7.5.70 How is a discretionary DB plan contribution that exceeds the initial expectation accounted for?
Example
7.5.10 Considering whether anticipated change in plan asset allocation is appropriate in a DB plan
7.6 Presentation of net periodic benefit cost #
Questions
7.6.10 How is the service cost component of net periodic benefit cost presented? #
7.6.20 How are administrative costs related to a DB plan classified?
7.6.30 How does a subsidiary present net periodic benefit cost in its separate financial statements?
7.6.40 How does an entity present net periodic benefit cost in the statement of operations for a not-for-

profit healthcare entity?

7.6.50 What are industry considerations when capitalizing net periodic benefit cost?
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How the standard works

Accounting for the plan assets and obligations of DB plans gives rise to a number of costs each period. Some
components of net periodic benefit cost, such as interest cost, are recognized immediately in the income statement.
Others, such as prior service cost and gains and losses, may or must be deferred in AOCI and amortized into income.

Uniquely, service cost can be capitalized as part of an asset such as inventory or recognized immediately as an expense.

As such, the term net periodic benefit ‘cost’ is used instead of ‘'expense’. Presentation also differs for service cost
compared to the other components of net periodic benefit cost.

Chapter 7 examines the accounting for each component of net periodic benefit cost, illustrated in the diagram below.

Balance sheet components Income statement components

Gain/loss
(section
7.3.10,

chapter 9)

Service cost | Interest cost

(section 7.4) | (section 7.4)

Prior service Transition
; cost obligation/asset Amortization (section 7.3)
(section 7.3.10) | (ection 7.3.20) | (section 7.3.30)

Gain/loss

Chapter 7 also considers when past practice — such as a history of regular plan amendments or regular changes to an
entity's cost-sharing policy for its DB OPEB plan — may provide evidence of a substantive commitment that is mutually
understood by the entity and plan participants. A substantive commitment may indicate that a substantive plan exists
that differs from the extant written plan and forms the new basis of accounting.

Organization of chapters on DB pension and OPEB plans under Topic 715
This Handbook divides the accounting for DB plans into several in-depth chapters:

— Chapter 6 examines the accounting requirements for plan assets and obligations.

— This chapter examines costs of DB plans.

— Chapter 8 explains actuarial assumptions used to measure these financial statement components and attribution.
— Chapter 9 discusses settlements, curtailments and certain termination benefits.

— Chapter 10 discusses special topics, including multiemployer plans.

— Chapter 11 reviews disclosure and reporting requirements.
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Overview

20 Glossary

Net Periodic Pension Cost — The amount recognized in an
employer's financial statements as the cost of a pension
plan for a period. Components of net periodic pension cost
are service cost, interest cost, actual return on plan assets,
gain or loss, amortization of prior service cost or credit, and
amortization of the transition asset or obligation existing at
the date of initial application of Subtopic 715-30. The term
net periodic pension cost is used instead of net pension
expense because the service cost component recognized
in a period may be capitalized as part of an asset such as
inventory.

35 Subsequent Measurement
> Components of Net Periodic Pension Cost

35-3 Net periodic pension cost has often been viewed as
a single homogeneous amount, but in fact it is made up of
several components that reflect different aspects of the
employer's financial arrangements as well as the cost of
benefits earned by employees. The cost of a benefit can be
determined without regard to how the employer decides to
finance the plan.

© 2023 KPMG LLP, a Dele
English company limitec

vare limited liability partn

y guarantee. All rights rese

ship and a member firm of the KPMG global o

Employee benefits
7. DB pensions and OPEB plans: Costs

20 Glossary

Gross Eligible Charges — The cost of providing the
postretirement health care benefits covered by the plan to
a plan participant, before adjusting for expected
reimbursements from Medicare and other providers of
health care benefits and for the effects of the cost-sharing
provisions of the plan.

Net Periodic Postretirement Benefit Cost — The amount
recognized in an employer's financial statements as the
cost of a postretirement benefit plan for a period.
Components of net periodic postretirement benefit cost
include service cost, interest cost, actual return on plan
assets, gain or loss, amortization of prior service cost or
credit, and amortization of the transition obligation or asset.

35 Subsequent Measurement

> Components of Net Periodic Postretirement Benefit
Cost

35-7 As with other forms of deferred compensation, the
cost of providing postretirement benefits shall be attributed
to the periods of employee service rendered in exchange
for those future benefits pursuant to the terms of the plan.
That cost notionally represents the change in the
unfunded accumulated postretirement benefit
obligation for the period, ignoring employer contributions
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35-4 All of the following components shall be included in
the net pension cost recognized for a period by an
employer sponsoring a defined benefit pension plan:

Service cost

Interest cost

Actual return on plan assets, if any

Amortization of any prior service cost or credit

included in accumulated other comprehensive income

e. Gain or loss (including the effects of changes in
assumptions), which includes, to the extent recognized
(see paragraph 715-30-35-26), amortization of the net
gain or loss included in accumulated other
comprehensive income

f.  Amortization of any net transition asset or obligation

existing at the date of initial application of this Subtopic

and remaining in accumulated other comprehensive

income.

00 oco

35-5 Note that both the return on plan assets and interest
cost components are in substance financial items rather
than employee compensation costs. An employer may
have net periodic pension cost that is a net credit (that is,
net periodic pension income) as noted in paragraph 715-30-
55-3.
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to the plan, plan settlements, and payments made by the
employer directly to retirees. However, changes in that
unfunded obligation that arise from experience gains and
losses and the effects of changes in assumptions may be
recognized as a component of net periodic
postretirement benefit cost on a delayed basis. In
addition, the effects of a plan initiation or amendment
generally are recognized on a delayed basis.

35-8 Thus, any change in the accumulated postretirement
benefit obligation or the plan assets (other than
contributions and benefit payments) either is initially
recognized in other comprehensive income or is included in
net periodic postretirement benefit cost. Contributions to a
funded plan by the employer decrease the recognized
postretirement benefit liability or increase the recognized
postretirement benefit asset.

35-9 Net periodic postretirement benefit cost comprises
several components that reflect different aspects of the
employer's financial arrangements. All of the following
components shall be included in the net periodic
postretirement benefit cost recognized by an employer
sponsoring a defined benefit postretirement plan:

a. Service cost (see the following paragraph).

b. Interest cost (see paragraph 715-60-35-11). The
interest cost component of postretirement benefit cost
shall not be considered interest for purposes of
applying Subtopic 835-20.

c. Actual return on plan assets, if any (see paragraphs
715-60-35-23 through 35-36)

d. Amortization of any prior service cost or credit
included in accumulated other comprehensive income
to the extent required by paragraphs 715-60-35-13
through 35-20.

e. Gain or loss (including the effects of changes in
assumptions) to the extent recognized, which includes
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amortization of the net gain or loss included in
accumulated other comprehensive income (see
paragraphs 715-60-35-23 through 35-36).

f.  Amortization of any obligation or asset existing at the
date of initial application of this Subtopic, hereinafter
referred to as the transition obligation or transition
asset remaining in accumulated other comprehensive
income (see paragraphs 715-60-35-38 through 35-40).

55 Implementation Guidance and lllustrations
>> Net Periodic Pension Cost

55-3 Paragraph 715-30-35-4 provides that net periodic
pension cost is an aggregation of various pension cost
components, some of which are expenses or losses
(which increase net periodic pension cost) and some of
which are revenues or gains (which decrease net periodic
pension cost). It is possible for the revenue or gain
components to exceed the expense or loss components,
resulting in net periodic pension income. For example, a
pension plan may have an expected return on plan
assets or amortization of a transition asset remaining in
accumulated other comprehensive income that exceeds
the other net periodic pension cost components.

55-4 An employer sponsoring a pension plan that is
overfunded may have net periodic pension cost that is a
net credit (that is, net periodic pension income) and the
employer may make no contribution to the pension plan
because it cannot currently deduct that amount for tax
purposes. In this situation, the difference between net
periodic pension income and the tax-deductible amount is a
temporary difference as discussed in paragraphs 740-10-
25-18 through 25-20. The difference between net periodic
pension income and the tax-deductible amount represents
the origination or reversal of a portion of the overall
temporary difference related to a pension plan for which
deferred taxes should be provided. Ultimately, the
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employer's cost of providing pension benefits to
employees equals the net amount funded, which is equal
to the total benefits paid less earnings on plan assets.
Thus, cumulative pension cost for accounting purposes will
equal the cumulative amount recognized for tax purposes.

55-5 The overall temporary difference discussed in the
preceding paragraph will reverse in one of two ways. First,
at some future time the pension plan may not be so
overfunded because of poor investment performance or
because of increases in the obligation due to a decline in
interest rates, additional pension benefits earned for future
years of service, or amendments to the pension plan that
increase pension benefits. In this case, net periodic
pension cost for future years would eventually exceed
amounts funded in those years. Second, if the pension plan
remains overfunded and continually generates investment
returns in excess of increases in the pension obligation, the
employer may terminate the pension plan to recapture
excess assets. In this case, the gain for accounting
purposes from the pension plan termination would be
less than the taxable amount resulting from that event.
Although the reversal of the temporary difference may be
far in the future and may be somewhat under the
employer's control, there is a temporary difference for
which deferred taxes should be provided.

55-6 An employer may withdraw excess plan assets (cash)
from a pension plan, not be required to settle a pension
benefit obligation as part of an asset reversion transaction,
and, as provided for in paragraph 715-30-55-145, no net
gain or loss included in accumulated other comprehensive
income would be immediately recognized in earnings.
However, the withdrawal of excess plan assets shall be
recorded as a negative contribution. That is, the employer
shall record a debit to cash and a credit to the net pension
asset or liability, as appropriate.
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Net periodic benefit cost is generally calculated at the beginning of the year using information available at that time.
Entities make demographic (e.g. turnover) and economic (e.g. discount rate) assumptions about changes to the benefit
obligations and plan assets at the beginning of the year — including expected changes such as contributions, benefit
payments and changes to plan asset investment strategy — to calculate the related net periodic benefit cost.

The following diagram depicts the components that this chapter discusses. The components are of a pension plan, but
the schematic for OPEB plans is similar.

Based on changes in the PBO and assets during the
current period that are different from assumed, including
» changes in actuarial assumptions. May be initially
recognized in OCIl and amortized into netincome (because

some entities may elect immediate recognition).

Gains and losses
(amortization)

The change in the PBO for retroactive plan amendments

Prior service cost » that increase/reduce plan benefits. Initially recognized in

(amortization) OCI and amortized into net income.
Components of net Transition The amount recognized in OCI upon initial adoption of
periodic pension cost obligation/asset > Subtopics 715-30 and 715-60 to offset the initial
(i.e. the cost of a plan (amortization) recognition of the net obligation or asset.

for the current period)

The increase in the benefit obligation to reflect the

Interest cost > .
passage of time.
The actuarial present value of benefit payments
Service cost »|  atiributed to services rendered by employees in the
current accounting period.
\J Expected return R An amount calculated to determine the expected
on plan assets "1 increase in the value of plan assets during the year.

Topic 715 describes the components of net periodic benefit cost to include “actual” return on plan assets rather than
"expected” return on plan assets. However, many entities elect to defer recognizing gains and losses from plan assets
in OCI. Under this policy election, as depicted above, entities recognize EROA as a component of net periodic benefit
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cost and recognize the difference between the actual return on plan assets and EROA in OCl as part of gains and
losses. Chapter 7 guidance reflects this common practice and refers to the net periodic benefit cost component related
to periodic changes in plan assets as EROA. See section 7.5 for a detailed discussion of EROA.

Transition obligation/asset amortization is included in the diagram, but is relevant only when initially adopting Subtopics
715-30 and 715-60. See section 7.3.30.

Question 7.2.10#

How are each of the components of net periodic benefit cost recognized?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Because initial recognition requirements differ across the components of net periodic benefit
cost, the following table provides an overview of the initial and subsequent recognition guidance discussed throughout
chapter 7.

O
period Income hseque apte
b 0 Capitalize ocCli statement ecog D :

. . . . Amortize Question
Gain/loss Not permitted Permitted Permitted out of AOC 7310
Prior service . . . Amortize Question
cost Not permitted Required Not permitted out of AOCI 73130
Transition . . . Amortize Section
obligation Not permitted Required Not permitted out of AOC| 7330

) Not . Question
Interest cost Not permitted permitted Required N/A 2410
Depreciate/
Service cost Required, if Not Required, if amortize with Question
applicable permitted applicable asset, if 7.4.20
capitalized
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0

period Income hseque apte
bene 0 Capitalize ocCli statement ecog D

Expected Question
return on plan Not permitted Permitted Permitted N/A 7530
assets o

For a full picture of accounting for these costs, see also:

— section 6.4.10, which addresses how entities estimate their benefit obligation; and
— chapter 8, which examines actuarial assumptions and attribution methods entities for calculating the components of
net periodic benefit cost.

Question 7.2.20
Should non-SEC registrants consider SEC guidance related to calculating the

components of net periodic benefit cost?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes. Although SEC staff observations discussed apply to SEC registrants, they also are
considered for relevance by nonpublic entities. Chapter 7 includes relevant discussions with, and indications from,
standard setters and regulators, including the FASB and SEC staffs. For example, many questions in section 7.4
reference remarks made by the SEC at the 2015 AICPA National Conference on Current SEC and PCAOB Developments
about changes to key discount rate assumptions and selecting market interest information about methods used to
calculate interest cost and service cost.
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Amortization of amounts deferred in AOCI

Gains and losses

20 Glossary

Gain or Loss — A change in the value of either the benefit
obligation (projected benefit obligation for pension plans or
accumulated postretirement benefit obligation for other
postretirement benefit plans) or the plan assets resulting
from experience different from that assumed or from a
change in an actuarial assumption, or the consequence of a
decision to temporarily deviate from the other
postretirement benefit substantive plan. Gains or losses
that are not recognized in net periodic pension cost or net
periodic postretirement benefit cost when they arise are
recognized in other comprehensive income. Those gains or
losses are subsequently recognized as a component of net
periodic pension cost or net periodic postretirement benefit
cost based on the recognition and amortization provisions
of Subtopic 715-30 or Subtopic 715-60.

35 Subsequent Measurement
>> Gains and Losses

35-18 As established in the definition of the term, a gain or
loss results from a change in the value of either the
projected benefit obligation or the plan assets resulting
from experience different from that assumed or from a
change in an actuarial assumption. This Subtopic generally
does not distinguish between gains and losses that result
from experience different from that assumed or from
changes in assumptions. Gains and losses include amounts
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20 Glossary

Gain or Loss — A change in the value of either the benefit
obligation (projected benefit obligation for pension plans or
accumulated postretirement benefit obligation for other
postretirement benefit plans) or the plan assets resulting
from experience different from that assumed or from a
change in an actuarial assumption, or the consequence of a
decision to temporarily deviate from the other
postretirement benefit substantive plan. Gains or losses
that are not recognized in net periodic pension cost or net
periodic postretirement benefit cost when they arise are
recognized in other comprehensive income. Those gains or
losses are subsequently recognized as a component of net
periodic pension cost or net periodic postretirement benefit
cost based on the recognition and amortization provisions
of Subtopic 715-30 or Subtopic 715-60.

35 Subsequent Measurement
>> Gains and Losses

35-23 This Subtopic generally does not distinguish
between gains and losses that result from experience
different than assumed or from changes in assumptions.
Gains and losses include amounts that have been realized,
for example, by the sale of a security, as well as amounts
that are unrealized.

35-24 Because gains and losses may reflect refinements in
estimates as well as real changes in economic values and
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that have been realized, for example by sale of a security,
as well as amounts that are unrealized.

35-19 Because gains and losses may reflect refinements in
estimates as well as real changes in economic values and
because some gains in one period may be offset by losses
in another or vice versa, this Subtopic does not require
recognition of gains and losses as components of net
pension cost of the period in which they arise.

35-20 However, immediate recognition of gains and losses
as a component of net periodic pension cost is permitted if
that method is applied consistently, and is applied to all
gains and losses on both plan assets and obligations.

35-21 Gains and losses that are not recognized
immediately as a component of net periodic pension cost
shall be recognized as increases or decreases in other
comprehensive income as they arise. Accounting for plan
terminations and curtailments and other circumstances
in which recognition of gains and losses as a component of
net periodic pension cost might not be delayed is
addressed in the Settlements, Curtailments, and Certain
Termination Benefits Subsection of this Section.

35-22 Asset gains and losses are differences between the
actual return on plan assets during a period and the
expected return on plan assets for that period. Asset
gains and losses include both changes reflected in the
market-related value of plan assets and changes not yet
reflected in the market-related value (that is, the difference
between the fair value of assets and the market-related
value). Gains or losses on transferable securities issued by
the employer and included in plan assets are also included
in asset gains and losses. Asset gains and losses not yet
reflected in market-related value are not required to be
amortized under paragraphs 715-30-35-24 through 35-25.

35-23 In other words, the expected return on plan assets
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because some gains in one period may be offset by losses
in another or vice versa, this Subtopic does not require
recognition of gains and losses as components of net
postretirement benefit cost in the period in which they
arise, except as described in paragraphs 715-60-35-34
through 35-35.

35-25 Gains and losses that are not recognized
immediately as a component of net periodic postretirement
benefit cost shall be recognized as increases or decreases
in other comprehensive income as they arise. (Gain and
loss recognition in accounting for settlements and
curtailments is addressed in paragraphs 715-60-35-149
through 35-171.)

35-26 The expected return on plan assets shall be
determined based on the expected long-term rate of return
on plan assets (see paragraphs 715-60-35-84 through 35-
87) and the market-related value of plan assets. If the fund
holding plan assets is a taxable entity, the expected long-
term rate of return on plan assets is net of estimated
income taxes.

35-27 Plan asset gains and losses are differences between
the actual return on plan assets during a period and the
expected return on plan assets for that period. Plan asset
gains and losses include both of the following:

a. Changes reflected in the market-related value of plan
assets

b. Changes not yet reflected in the market-related value
of plan assets (that is, the difference between the fair
value and the market-related value of plan assets).

35-28 Plan asset gains and losses not yet reflected in
market-related value are not required to be amortized under
the following paragraph and paragraphs 715-60-35-31
through 35-32.

35-29 As a minimum, amortization of a net gain or loss
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generally will be different from the actual return on plan
assets for the year. This Subtopic provides for recognition
of that difference (a net gain or loss) in other
comprehensive income in the period it arises. The amount
recognized in other comprehensive income is also a
component of net periodic pension cost for the current
period. Thus, the amount recognized in other
comprehensive income and the actual return on plan
assets, when aggregated, equal the expected return on
plan assets. The amount recognized in accumulated other
comprehensive income affects future net periodic pension
cost through subsequent amortization, if any, of the net
gain or loss.

35-24 As a minimum, amortization of a net gain or loss
included in accumulated other comprehensive income
(excluding asset gains and losses not yet reflected in
market-related value) shall be included as a component of
net pension cost for a year if, as of the beginning of the
year, that net gain or loss exceeds 10 percent of the
greater of the projected benefit obligation or the market-
related value of plan assets. If amortization is required, the
minimum amortization shall be that excess divided by the
average remaining service period of active employees
expected to receive benefits under the plan. The
amortization must always reduce the beginning-of-the-year
balance. Amortization of a net gain results in a decrease in
net periodic pension cost; amortization of a net loss results
in an increase in net periodic pension cost. If all or almost
all of a plan's participants are inactive, the average
remaining life expectancy of the inactive participants shall
be used instead of average remaining service.

35-25 Any systematic method of amortizing gains or losses o

may be used in lieu of the minimum specified in the
preceding paragraph provided that all of the following
conditions are met:
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included in accumulated other comprehensive income
(excluding plan asset gains and losses not yet reflected in
market-related value) shall be included as a component of
net periodic postretirement benefit cost for a year if, as of
the beginning of the year, that net gain or loss exceeds 10
percent of the greater of the accumulated postretirement
benefit obligation or the market-related value of plan
assets. If amortization is required, the minimum
amortization shall be that excess divided by the average
remaining service period of active plan participants. If all or
almost all of a plan's participants are inactive, the average
remaining life expectancy of the inactive participants shall
be used instead of the average remaining service period.

35-30 The amortization shall reduce the beginning-of-the-
year balance included in accumulated other comprehensive
income. Amortization of a net gain included in accumulated
other comprehensive income results in a decrease in net
periodic postretirement benefit cost; amortization of a net
loss included in accumulated other comprehensive income
results in an increase in net periodic postretirement benefit
cost.

35-31 Any systematic method of amortizing gains and
losses included in accumulated other comprehensive
income may be used in place of the minimum amortization
specified in paragraph 715-60-35-29 provided that all of the
following conditions are met:

a. The minimum amortization is recognized in any period
in which it is greater (reduces the net gain or loss
balance by more) than the amount that would be
recognized under the method used.

The method is applied consistently.

The method is applied similarly to both gains and
losses.

35-32 If an entity uses a method of consistently
recognizing gains and losses immediately, any gain that
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a. The minimum is used in any period in which the
minimum amortization is greater (reduces the net
balance included in accumulated other comprehensive
income by more).

b. The method is applied consistently.

c. The method is applied similarly to both gains and
losses.

35-26 The gain or loss component of net periodic
pension cost shall consist of both of the following:

a. The difference between the actual return on plan
assets and the expected return on plan assets

b. Amortization of the net gain or loss included in
accumulated other comprehensive income.

35-27 Consequently, as stated in the definition of the term,
the gain or loss component is the net effect of delayed
recognition of gains and losses in determining net periodic
pension cost (the net change in the gain or loss) in
accumulated other comprehensive income except that it
does not include changes in the projected benefit
obligation occurring during the period and deferred for later
recognition in net periodic pension cost.

35-28 See Example 2 (paragraph 715-30-55-101) for an
illustration of this guidance on gains and losses.
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does not offset a loss previously recognized in income
pursuant to this paragraph shall first offset any transition
obligation remaining in accumulated other comprehensive
income; any loss that does not offset a gain previously
recognized in income pursuant to this paragraph shall first
offset any transition asset remaining in accumulated other
comprehensive income.

35-33 In applying the provisions of paragraphs 715-60-35-
29 through 35-32 for the recognition of gains and losses as
a component of net periodic postretirement benefit cost, it
is not appropriate for an employer to elect annually a new
method of amortization of gains and losses included in
accumulated other comprehensive income. Rather, an
employer shall select an amortization method and apply it
consistently from period to period as long as the resulting
amortization equals or exceeds the minimum amortization
specified by paragraph 715-60-35-29. Any change in the
method selected would be subject to Topic 250.

35-34 In some situations, an employer may forgive a
retrospective adjustment of the current or past years' cost-
sharing provisions of the plan as they relate to benefit
costs already incurred by retirees or may otherwise deviate
from the provisions of the substantive plan to increase or
decrease the employer's share of the benefit costs
incurred in the current or past periods. The effect of a
decision to temporarily deviate from the substantive plan
shall be immediately recognized as a loss or gain.

35-35 For example, the terms of a substantive
postretirement health care plan may provide that any
shortfall resulting from current year benefit payments in
excess of the employer's stated share of incurred claims
cost and retiree contributions for that year is to be
recovered from increased retiree contributions in the
subsequent year. The employer may subsequently
determine that increasing retiree contributions for the
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shortfall in the prior year would be onerous and decides to
bear the cost of the shortfall for that year. The employer's
decision to bear the shortfall represents a change in intent
and the resulting loss shall be recognized immediately.
Future decisions by the employer to continue to bear the
shortfall suggest an amendment of the substantive plan
that shall be accounted for as described in paragraphs 715-
60-35-12 through 35-22.

35-36 The gain or loss component of net periodic
postretirement benefit cost shall consist of all of the
following:

a. The difference between the actual return on plan
assets and the expected return on plan assets

b. Any gain or loss immediately recognized or the
amortization of the net gain or loss included in
accumulated other comprehensive income

c. Any amount immediately recognized as a gain or loss
pursuant to paragraphs 715-60-35-34 through 35-35.

35-37 See paragraphs 715-60-55-22 through 55-25 for
implementation guidance on gains and losses.

55 Implementation Guidance and lllustrations
>> Gains and Losses

55-22 An employer sponsors a contributory postretirement
health care plan that has an annual limitation on the dollar
amount of the employer's share of the cost of benefits (a
defined dollar capped plan). The cap on the employer's
share of annual costs and the retirees' contribution rates
are increased 5 percent annually. Any amount by which
incurred claims costs exceed the combined employer and
retiree contributions is initially borne by the employer but is
passed back to retirees in the subsequent year through
supplemental retiree contributions for that year. In 20X1,
incurred claims costs exceed the combined employer and
retiree contributions requiring a supplemental retiree
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contribution in 20X2. The employer decides in 20X2 to
absorb the excess that arose in 20X1 rather than pass it on
to the retirees. The employer should recognize as a
component of net periodic postretirement benefit cost the
loss due to that temporary deviation from the substantive
plan. The employer should recognize the loss as a
component of net periodic postretirement benefit cost in
20X2 when it makes the decision to deviate from the
substantive plan.

55-23 An employer previously projected that health care
costs under a defined dollar capped plan would exceed the
cap in 20X1 but actual claims in that year do not exceed the
cap. The resulting gain should not be recognized
immediately as a component of net periodic postretirement
benefit cost in 20X1 in accordance with paragraphs 715-60-
35-34 through 35-35.

55-24 The change in the accumulated postretirement
benefit obligation due to experience different from that
assumed results in a gain or loss that should be
recognized in accumulated other comprehensive income in
accordance with paragraphs 715-60-35-23 through 35-25.
Paragraphs 715-60-35-34 through 35-35 addresses the
recognition of a temporary deviation from provisions of the
substantive plan that increases or decreases the
employer’s share of the benefit costs incurred in the
current or past periods. A situation that would result in a
gain or loss that should be recognized immediately as a
component of net periodic postretirement benefit cost is
one in which an employer has a past practice of changing
the cap to reduce its share of expenses such that that
practice constitutes the cost-sharing provision of the
substantive plan. If, as a result of perceived economic
adversity affecting the retiree population, the employer
decides in 20X1 and for that year alone not to change the
cap to further reduce its share of expenses in 20X1 as had
been anticipated in the substantive plan, that action would
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give rise to a loss that would be required to be recognized
immediately as a component of net periodic postretirement
benefit cost in 20X1.

55-25 A gain that would be recognized immediately as a
component of net periodic postretirement benefit cost in
accordance with paragraphs 715-60-35-34 through 35-35
would occur if participants voluntarily agreed to bear a one-
time higher share of costs for a past or current period. For
example, if retirees agreed to make a contribution to the
plan in one year that is larger than the contribution amount
called for by the plan and future contributions would
comply with the existing terms of the plan, the employer
would recognize immediately as a component of net
periodic postretirement benefit cost a one-time gain for the
excess of the new retiree contribution amount over the old
retiree contribution amount.

Under Topic 715, gains and losses arise from changes to the benefit obligation or the plan assets from:

— differences between actual results (i.e. experience) and expectations; and
— changes to assumptions.

Topic 715 does not distinguish between gains and losses arising from experience (e.g. a change to the fair value of plan
assets) or changes in assumptions; changes related to actuarial assumptions are also referred to as actuarial gains and
losses. The term ‘gains and losses’ in this Handbook refers to any gain or loss recognized under Topic 715 regardless of
how it arose. [715-30-35-18, 715-30 Glossary, 715-60-35-23, 715-60 Glossary]

Accounting policy decisions dictate how and when to recognize gains and losses under Subtopics 715-30 and 715-60.

This section discusses common guestions related to policy decisions when accounting for gains and losses,
amortization methods and how to account for a change in policy (i.e. a change in accounting principle). These
components considered in section 7.3 are highlighted in the following diagram. Chapter 8 discusses assumptions under
Topic 715.

Gains and losses are initially recognized in OCl to the extent they are not recognized in net periodic benefit cost when
they arise. At a minimum, entities amortize out of AOCI into net periodic benefit cost the amount of gains and losses in
excess of the 'corridor' amount. The corridor amount is 10% of the greater of the benefit obligation and the MRV of plan
assets. Entities may choose to recognize gains and losses immediately in the income statement or may adopt a policy of
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amortizing more than the minimum annual amount determined using the corridor approach, but not less than this
amount. An entity is permitted to recognize gains and losses in net periodic benefit cost using any systematic and

rational method that results in faster recognition than using the corridor method. [715-30-35-21, 715-30-35-24 — 35-25, 715-60-35-
25, 715-60-35-29, 715-60-35-31]

For entities using an amortization approach, the net cumulative (unamortized) gain or loss at the beginning of the period
in excess of the corridor is amortized into net periodic benefit cost on a straight-line basis over the expected average
remaining service period of the active employees participating in the plan or, if all or almost all participants are inactive,
over the remaining life expectancy of inactive participants.

The following diagram below illustrates the financial statement components of gains and losses discussed in section
7.3.10. [715-30-35-24, 715-60-35-29]

Balance sheet components Income statement components

Gain/loss
(section
7.3.10,

chapter 9)

Gain/loss

(section 7.3.10) Amortization (section 7.3)

Question 7.3.10
How do gains and losses arise and how are they recognized?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Gains and losses represent the change in value of the benefit obligation or plan assets resulting
from:
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— experience different from that assumed — e.g. actual return on plan assets different from the assumed return; or
— changes in assumptions — e.g. changes in the discount rate.

Depending on an entity’s accounting policy, these gains and losses are either recognized: [715-30 Glossary, 715-60 Glossary]

— immediately in net periodic benefit cost; or
— in OClI and then amortized out of AOCI in future periods as a component of net periodic benefit cost.

See Question 7.2.10 for an overview of recognition requirements.

Question 7.3.20

What is the accounting for immediately recognized gains and losses?

This interpretive response applies to both Subtopics 715-30 and 715-60.
Interpretive response:
Classification of immediately recognized gain or loss

Under Topic 715, immediately recognized gains and losses are a component of net periodic benefit cost. An entity does
not need to track an AOCI amount and monitor the corridor when the policy is to immediately recognize all gains and
losses. [715-30-35-20, 715-20-45-3A]

Section 7.6 discusses the presentation of net periodic benefit cost.
Tracking AOCI for gains and losses inside the corridor

When an entity has a policy to immediately recognize only gains or losses outside the corridor, the amounts inside the
corridor are still recognized in AOCI. Therefore, the entity should monitor its corridor each period. The amount subject to
amortization within net periodic benefit cost will depend on the difference between the cumulative amount in AOCI and
the corridor amount.
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Question 7.3.30

If an entity elects to defer gains and losses in AOCI, how does it amortize them?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Topic 715 supports a policy of immediately recognizing gains and losses provided the policy is
applied consistently. Topic 715 also permits an entity to delay recognizing gains and losses by deferring them in AOCI

and amortizing them into net periodic benefit cost in future periods using a minimum amortization method. [715-30-35-24,
715-30-35-29]

The 10% corridor approach is the minimal method of amortizing gains and losses from AOCI into net income. It is called
the corridor approach because an entity does not amortize into net periodic benefit cost gains and losses within a 10%
corridor — they remain in AOCI. [715-30-35-24, 715-60-35-29]

The corridor is 10% of the greater of the benefit obligation and the MRV of plan assets at the beginning of the period;
see Question 7.5.10 regarding MRV. The corridor is calculated and applied separately for each plan. Each year, an entity
determines whether the gain or loss exceeds the corridor amount and, if so, includes a portion of that excess — the
excess amount divided by the average remaining service period or the average remaining life expectancy —in net
periodic benefit cost. See Question 7.3.140 for discussion about determining the amortization period. Example 7.3.10
provides a simple illustration of the corridor method calculation. [715-30-35-24]

Example 7.3.10

Immediate recognition of gains and losses outside of the corridor

Background
ABC Corp. has one DB pension plan and a policy to immediately recognize gains and losses outside the 10% corridor.
The following additional facts about ABC are relevant.

— Year 1 loss, $1,500.

— Year 2 gain, $300.

— Year 3 loss, $500.

— For simplicity, the corridor amount (calculated as 10% of the greater of the PBO or the MRV of plan assets) is
$1,000 for each year.
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Analysis

At each fiscal year-end, ABC immediately recognizes gains or losses outside the $1,000 corridor as a component of net
periodic pension cost.

Excess > corridor

recognized in net

Year AOCI, beginning balance Gain/(loss) pension cost AOCI, ending balance
1 - ($1,500) $500 ($1,000)
2 ($1,000) $300 - ($700)
3 ($700) ($500) $200 ($1,000)

Question 7.3.40#

How does an entity determine whether an employee is active or inactive?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: To determine the minimum amortization period for gains and losses and the period over which
to recognize prior service cost, an entity determines whether the participants are active or inactive employees. Such
amounts are amortized over the average remaining service period of active employees, unless all or almost all of a plan's
participants are inactive, in which case the average remaining life expectancy of the inactive participants is used instead
of the average remaining service period. [715-30-35-11,715-30-35-24]

Subtopic 715-30 does not define either an active or inactive participant. Subtopic 715-60 defines a plan participant as a
current or former employee who has rendered service in the credited service period and is expected to receive benefits
under the OPEB plan. It further defines an active plan participant as an active employee who has rendered service in the
credited service period and is expected to receive benefits under the OPEB plan. This could be interpreted as limiting
the population of active participants to only those that continue to accrue benefits under the plan. [715-60 Glossary]

Another view is that the active versus inactive determination should be based on the participants’ employment status,
regardless of whether the employees continue to accrue benefits under the plan.

Practice is mixed with respect to when an employee is considered inactive, and we believe entities are able to make a
policy election. However, we would generally expect the same policy to be applied to all DB plans.
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Policy 1

One policy approach is to consider employees inactive who have either terminated employment or who continue to
provide employment services, but no longer earn additional benefits under the plan. This approach makes the active
versus inactive assessment in relation to the participants' ability to accrue additional defined benefits under the plan. It is
consistent with the definition of active plan participant in the Glossary of Subtopic 715-60.

Policy 2

Another policy approach is to consider employees as active who continue to provide services, without regard to whether
future services entitle the employee to receive additional defined benefits. This approach makes the active versus
inactive assessment in relation to whether the participant is currently employed by the entity.

Example 7.3.20

Impact of policy to define inactive participants

ABC Corp. has a DB pension plan. Key facts as of January 1, Year 1:

— ABC has unrecognized actuarial losses in AOCI that exceed 10% of the greater of the MRV of plan assets or the
PBO.

— ABC has unrecognized prior services cost from earlier plan amendments in AOCI.

— Benefit payments under the plan are calculated as the average of the highest five years annual earnings, including
compensation levels in years after the plan amendment described below (i.e. maintain the final salary element of the
benefits formula).

ABC alters the terms of the plan to:

— prevent new employees from becoming eligible for defined benefits; and
— eliminate the ability of existing plan participants to earn additional defined benefits for future service.

There is no change to the benefit calculation. The amendment is classified as a soft freeze.

ABC has chosen to treat these employees as inactive because they can no longer earn defined benefits for future
services, consistent with Policy 1 described in Question 7.3.40, and thus changes its amortization period for amounts in
AQOCI to the remaining life expectancy of the inactive participants (a much longer period than the average remaining
service period of active participants). WWe note, however, that if ABC chose to treat them as active (i.e. apply Policy 2 in
Question 7.3.40), over time as plan participants approach retirement age, the average remaining service period (and thus
the amortization period) will continue to decrease until such time that all or almost all of the participants have retired or
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otherwise terminated employment, at which time the amortization period switches to the remaining life expectancy.
ABC's management may want to consider this discontinuity in evaluating which policy to select.

Question 7.3.50

Is the corridor method the only acceptable method of amortizing gains and losses?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: No. While the corridor method is the minimal method of amortizing gains and losses, an entity is
permitted to recognize gains and losses in net periodic benefit cost using any systematic and rational method that

results in recognition faster than the corridor method. Question 7.3.60 discusses the timing of recognition. [715-30-35 - 25,
715-60-35-31]

Question 7.3.60#

Can an entity change its policy for recognizing gains and losses or determining MRV
plan assets?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Background: In our experience, most entities amortize gains and losses outside the 10% corridor. Most entities also
use a calculated value for MRV instead of using the fair value of plan assets to calculate the EROA and to determine the
corridor. [715-30-35-22, 35-24, 35-51, 715-60-35-29]

Interpretive response: Yes, if the change is preferable. Entities with a delayed recognition policy may consider
changing to a policy that results in gains and losses being recognized sooner, as shown in the following table. Changing
to an accelerated recognition policy is considered preferable to a delayed policy. Also, a policy to use current fair value of
plan assets as MRV would result in recognizing net periodic benefit cost that is more commensurate with the changes
in the fair value of plan assets. Once changed, entities cannot change back again if such a change is not preferable (see
Question 7.3.70). Examples of potential policy changes are reflected in the table below. [715-30-35-20, 35-25, 715-60-35-31]
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Original policy ‘ New policy

Amortize gains and losses that are outside the corridor into net
periodic benefit cost:

— over the remaining working life of active plan participants;
or

— using some other systematic and rational method that
results in faster amortization.

Recognize either of the following in net periodic benefit cost on
the measurement date:

— all net gains or losses; or

— the amounts that are outside the corridor.

Calculate the MRV of plan assets using a technique that
smoothes changes in the fair value of plan assets over a period
of up to five years.

Use the current fair value of plan assets as MRV or use a
smoothing period shorter than what was used previously in
calculating MRV. Also refer to Question 7.5.10

See section 7.5 for a discussion of the use of MRV for purposes of determining EROA and its impact on
the amortization of gains and losses.

Question 7.3.70#

How is a change in method of recognizing gains and losses or MRV accounted for?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: If an entity is considering a policy change for recognizing gains and losses or MRV as described
in Question 7.3.60, this is a change in accounting policy that requires consideration of the Topic 250 requirements for
such changes. Under Topic 250, a voluntary change in accounting policy needs to be preferable to the entity’s existing
policy, and the entity also discloses the reasons for the change. In addition, for SEC registrants, there is a requirement to

file with the SEC a preferability letter from its independent accountant for material accounting policy changes. [250-10-45-2,
250-10-S99-4, 715-30-35-20, 715-60-35-25]

As required by Topic 250, an entity generally reflects these policy changes retrospectively in financial statements for all
periods presented. This retrospective application of the new policy could have a significant effect on the amounts of
previously reported net periodic benefit cost and AOCI. For example, a policy to immediately recognize net gains or
losses (or all gains or losses outside the corridor) would result in recognizing significant gains or losses in any period in
which the plan assets and liabilities are remeasured (generally Q4 each year) if there has been a significant change in the
fair value of plan assets or the benefit obligation. In addition, there would be no component of net periodic benefit cost
relating to amortization of deferred gains and losses. [250-10-45-5, 715-30-35-20, 715-60-35-25]
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Neither of these policy changes would affect the reported funded status of an entity’s net benefit liability because that
amount is always the difference between the benefit obligation and the fair value of plan assets.

Accounting policy changes are explained in-depth in chapter 3 of KPMG Handbook, Accounting changes and error
corrections.

Question 7.3.80

Is immediately recognizing gains and losses a preferable policy?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes. In general, earlier recognition in the income statement of changes in the funded status of
the plan is an accounting policy that is preferable to delayed recognition. The FASB noted when it originally issued
Subtopic 715-30 that it would be appropriate and preferable to recognize a benefit liability or asset with no delay in

recognizing gains and losses. We believe this statement provides relevant evidence of preferability. [250-10-45-2, 715-30-35-
20, FAS 87.B107]

In addition, an entity may change from using a calculated value to using fair value as MRV - either is explicitly permitted
by definition — because using current fair value as MRV would result in recognizing net periodic benefit cost that is more

commensurate with changes in fair value of plan assets. See also Question 7.3.70 and Example 7.3.30. [715-30 Glossary,
715-60 Glossary]

Example 7.3.30@

Changing the method for determining MRV of plan assets for a particular year

Background

To determine the MRV of its plan assets, ABC Corp. uses a calculated value that recognizes changes in fair value in a
systematic and rational manner over five years, the maximum permitted under Topic 715. In the current year, after
remeasuring its plan assets and obligations, ABC determines that the calculated value is significantly higher than the fair
value of plan assets. ABC determines that using the calculated value to measure the EROA will likely result in
recognizing a significant loss because the EROA (determined using the calculated value) will likely exceed the actual
return on plan assets.
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To avoid recognizing a significant loss in the current year, ABC proposes to use the fair value of plan assets (not the
calculated value) as MRV to determine EROA for the current year. ABC would also use the fair value of plan assets to
determine EROA for purposes of measuring net periodic pension cost in the subsequent year. After that, if the
calculated value no longer significantly deviates from the fair value of plan assets, ABC proposes to revert to using the
calculated value to determine the MRV of plan assets.

Analysis

As discussed in Question 7.3.70, an entity may change from using a calculated value to fair value for calculating MRV,
because current fair value for calculating MRV is more commensurate with the change in fair value of plan assets during
a particular year. However, while ABC could support an accounting policy change to using fair value when calculating
MRV, ABC cannot change its method for determining MRV for a particular year only. The definition of MRV requires the
manner of determining MRV to be consistent from year to year.

Question 7.3.90

When supporting preferability, must an entity change its policies for MRV and
recognizing gains and losses at the same time?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive policy: No. An entity is not required to change both its policy on recognizing gains and losses and its MRV
policy at the same time to support preferability. These are separate accounting policies and therefore each change is
evaluated for preferability on its own merits. While we believe that in most cases it would be appropriate to change both
policies at the same time, some entities may elect to change only one or the other. If both policies are changed at the
same time, the reasoning for both policies to change could be closely related and a single preferability letter could be
issued for SEC registrants. [715-30-35-20, 35-25, 715-60-35-31]
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Question 7.3.100

Must an entity have a consistent policy for recognizing gains and losses for all
pension plans?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Generally, yes. We expect an entity to apply its accounting policy for gains or losses consistently
to all its pension plans in the scope of Subtopic 715-30. Similarly, we expect a consistent policy for all OPEB plans in the
scope of Subtopic 715-60. We would generally expect this approach even though the plans may cover different
employee groups in the same or different geographic jurisdictions, segments, or other basis, or if they employ different
funding strategies. [715-30-35-20, 715-60-35-3]

However, there may be circumstances in which a plan (or group of plans) has unigue characteristics compared to other
plans sponsored by the same entity. In this case, it may be acceptable for these plans to retain or adopt different
accounting policies.

While it would be acceptable, we do not believe it is necessary to adopt the same policies for gains and losses for OPEB

plans in the scope of Subtopic 715-60 as those adopted for pension plans in the scope of Subtopic 715-30. [715-30-35-20,
715-60-35-3]

Question 7.3.110

What are some practical considerations of a policy change to recognize gains and
losses immediately?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: In addition to the discussion in Questions 7.3.10 to 7.3.90, below are some of the practical
considerations before changing an accounting policy to immediately recognize gains and losses. [715-30-35-20, 715-60-35-25]

Future periods
Volatility in earnings

A policy of immediately recognizing all or a portion of actuarial gains and losses typically results in greater volatility to an
entity's reported financial results. In most cases, this volatility is reported in Q4 when the annual remeasurement of a
plan is prepared. However, the policy could also affect other interim periods when a significant event triggers a
requirement to obtain a plan remeasurement in an interim period. [715-30-35-20]
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Some entities consider changing their investment strategy for plan assets to mitigate the volatility. To do so, they may
allocate plan assets in greater concentrations to bonds and other debt securities for which fair value is sensitive to
interest rates and have cash flows that somewhat match the expected cash flows for benefit payments. They expect
that changes in the fair value of those plan assets will correlate with changes in the benefit obligation that occur as a
result of changes in discount rates. [715-30-35-20, 715-60-35-25]

Effect on debt covenants

Changes in accounting policies could affect compliance with financial covenants in debt agreements or other contracts.

For example, recognition of expenses earlier or increased volatility may affect an entity’s ability to meet a debt covenant.

In addition, some debt agreements measure compliance with financial covenants using accounting principles in effect at
the time of the agreement. This could require an entity to prepare separate actuarial calculations to prepare pro forma
financial statements (i.e. for lenders) in future periods as if the recognition of gains and losses policies had not been
changed. [715-30-35-20, 715-60-35-25]

Share-based payment vesting conditions

Some entities implement share-based payment arrangements that include performance conditions using an earnings
measure to determine whether the awards vest. The increased volatility from a policy of immediate recognition of gains
and losses could make it more difficult to assess whether achievement of the condition in a future period is probable. In
addition, modifications of the defined performance condition, as a result of the revised gains and losses policy, may

result in additional compensation expense, raise corporate governance concerns or result in adverse tax consequences.
[715-30-35-20, 715-60-35-25]

Retrospective application

In theory, to calculate the result on retained earnings at the beginning of the earliest period presented, an entity would
begin with its adoption of Subtopic 715-30 as of January 1, 1987 (for calendar-year public companies) and roll forward
the effects of the new policy for each year since. If it is impracticable to apply the new accounting principle
retrospectively to all prior periods, an entity applies it prospectively as of the beginning of the earliest period that it is
practicable to do so. [250-10-45-9, 715-30-35-20, 715-60-35-25]

The following circumstances might contribute to a conclusion that retrospective application since January 1, 1987 (for
calendar-year public companies) is impracticable. [250-10-45-9, 715-30-35-20, 715-60-35-25]

— An entity had significant settlements and curtailments in various periods. The deferred gains and losses calculated
when measuring the effects of the settlements or curtailments were material, and the records to determine how
those amounts were calculated for the entity to recalculate them under the new accounting policy no longer exist.
The effect of these remeasurements might be difficult to determine because settlements and curtailments often do
not occur at typical period-end closing dates.
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— An entity merged with another in a business combination accounted for as a pooling of interests after it adopted
Subtopic 715-30. This could present challenges if the transactions involved entities with pension plans and the
combined entity no longer has access to relevant books and records of one of the combining entities.

See KPMG Handbook, Accounting changes and error corrections, for in-depth discussion about accounting for a change
in accounting principle.

Question 7.3.120

Is market volatility an appropriate reason to change from one acceptable
amortization method to another?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: No. Changes in market volatility do not qualify as a basis for establishing preferability for a
change in amortization method. Further, proposed changes that result in slower recognition of gains and losses into net
periodic benefit cost generally are not preferable. See Question 7.3.80. [715-30-35-25]

Prior service cost

20 Glossary 20 Glossary

Prior Service Cost — The cost of retroactive benefits Prior Service Cost — The cost of retroactive benefits
granted in a plan amendment. Retroactive benefits are granted in a plan amendment. Retroactive benefits are
benefits granted in a plan amendment (or initiation) that are benefits granted in a plan amendment (or initiation) that are
attributed by the benefit formula to employee services attributed by the benefit formula to employee services
rendered in periods before the amendment. rendered in periods before the amendment.

35 Subsequent Measurement 35 Subsequent Measurement

>> Prior Service Costs >> Prior Service Costs
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35-10 Plan amendments (including initiation of a plan)
often include provisions that grant increased benefits
based on services rendered in prior periods. Because plan
amendments are granted with the expectation that the
employer will realize economic benefits in future periods,
this Subtopic does not require the cost of providing such
retroactive benefits (that is, prior service cost) to be
included in net periodic pension cost entirely in the year of
the amendment, absent the conditions addressed in
paragraph 715-30-35-16, but provides for recognition during
the future service periods of those employees active at the
date of the amendment who are expected to receive
benefits under the plan.

35-11 A plan amendment that retroactively increases
benefits (including benefits that are granted to retirees)
increases the projected benefit obligation. The cost of the
benefit improvement shall be recognized as a charge to
other comprehensive income at the date of the
amendment. Except as specified in paragraphs 715-30-35-
13 through 35-16, that prior service cost shall be amortized
as a component of net periodic pension cost by assigning
an equal amount to each future period of service of each
employee active at the date of the amendment who is
expected to receive benefits under the plan. If all or almost
all of a plan's participants are inactive, the cost of
retroactive plan amendments affecting benefits of inactive
participants shall be amortized based on the remaining life
expectancy of those participants instead of based on the
remaining service period. Other comprehensive income is
adjusted each period as prior service cost is amortized.

35-12 See Example 1 (paragraph 715-30-55-93) for an
illustration of this guidance to amortize prior service cost.

35-13 To reduce the complexity and detail of the
computations required, consistent use of an alternative
approach that more rapidly amortizes the cost of
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35-12 In measuring an employer's expected and
accumulated postretirement benefit obligations, changes in
in-kind benefits covered by a postretirement health care
plan or by other postretirement benefit plans shall not be
anticipated. However, if the employer amends the benefits
to be provided by the plan, the effect of the amendment is
recognized immediately in measuring the employer's
expected and accumulated postretirement benefit
obligations, even if the effective date of the change in
benefits is delayed until a specified date in the future.

35-13 Plan amendments (including initiation of a plan)
may include provisions that attribute the increase or
reduction in benefits to employee service rendered in prior
periods or only to employee service to be rendered in
future periods.

35-14 For purposes of measuring the accumulated
postretirement benefit obligation, the effect of a plan
amendment on a plan participant's expected
postretirement benefit obligation shall be attributed to each
year of service in that plan participant's attribution period,
including years of service already rendered by that plan
participant, in accordance with the attribution of the
expected postretirement benefit obligation to years of
service as discussed in paragraphs 715-60-35-62 and 715-
60-35-66. If a plan is initiated that grants benefits solely in
exchange for employee service after the date of the plan
initiation or a future date, no portion of the expected
postretirement benefit obligation is attributed to prior
service periods because, in that case, the credited service
period for the current employees who are expected to
receive benefits under the plan begins at the date of the
plan initiation or the future date.

35-15 Plan amendments that improve benefits are granted
with the expectation that the employer will realize
economic benefits in future periods. Consequently, except
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retroactive amendments is acceptable. For example, a
straight-line amortization of the cost over the average
remaining service period of employees expected to receive
benefits under the plan is acceptable.

35-14 In some situations a history of regular plan
amendments and other evidence may indicate that the
period during which the employer expects to realize
economic benefits from an amendment granting
retroactive benefits is shorter than the entire remaining
service period of the active employees. Identification of
such situations requires an assessment of the individual
circumstances and the substance of the particular plan
situation. In those circumstances, the amortization of prior
service cost shall be accelerated to reflect the more rapid
expiration of the employer's economic benefits and to
recognize the cost in the periods benefited.

35-15 Once a schedule of amortization of prior service cost
from a specific retroactive plan amendment has been
established, that schedule generally should not be revised.
The initial schedule shall be revised only if a curtailment
occurs (see paragraph 715-30-35-92) or if events indicate
that the period during which the employer expects to
realize future economic benefits from the retroactive plan
amendment giving rise to the prior service cost is shorter
than originally estimated or the future economic benefits
have been impaired. The schedule shall not be revised
because of ordinary variances in expected service lives of
employees, nor shall the schedule be revised so that the
prior service cost is recognized in net periodic pension cost
more slowly.

35-16 Prior service cost is recognized immediately in other
comprehensive income, unless, based on an assessment
of the facts and circumstances, the employer does not
expect to realize any future economic benefits from that
retroactive plan amendment (see paragraph 715-30-35-14).
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as discussed in paragraph 715-60-35-19 this Subtopic does
not permit the cost of benefit improvements (that is, prior
service cost) to be included in net periodic postretirement
benefit cost entirely in the year of the amendment. Rather,
paragraphs 715-60-35-16 through 35-17 requires that prior
service cost arising from a plan initiation or plan
amendment shall be recognized initially in other
comprehensive income with subsequent amortization in
net periodic postretirement benefit cost, at a minimum, by
assigning an equal amount of the prior service cost to each
remaining year of service to the full eligibility date of
each plan participant active at the date of the plan initiation
or amendment. (See paragraphs 715-60-35-20 through 35-
22 for plan amendments that reduce benefits.)

35-16 A plan amendment that retroactively increases
benefits (including benefits that are granted to fully eligible
plan participants) increases the accumulated
postretirement benefit obligation. The cost of the benefit
improvement shall be recognized as a charge to other
comprehensive income at the date of the amendment.

35-17 Except as stated in this paragraph and in paragraphs
715-60-35-18 through 35-19, prior service cost shall be
amortized as a component of net periodic postretirement
benefit cost by assigning an equal amount to each
remaining year of service to the full eligibility date of each
plan participant active at the date of the amendment who
was not yet fully eligible for benefits at that date. To
determine total remaining service years before full
eligibility, consideration is given to the remaining number
of years of service to the full eligibility date of each plan
participant or group of plan participants active at the date of
the plan amendment who is not yet fully eligible for
benefits. In determining the amortization period, future
years of service of active employees who are not plan
participants are excluded. Thus, the portion of prior service
cost to be recognized in net periodic postretirement benefit
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However, this Subtopic does not permit an accounting
policy to recognize immediately as a component of net
periodic pension cost the cost of all plan amendments that
grant increased benefits for services rendered in prior
periods. Adopting an accounting policy to recognize prior
service cost immediately in net periodic pension cost
would preclude making that assessment for future plan
amendments as they occur.

35-17 A plan amendment that retroactively reduces, rather
than increases, benefits decreases the projected benefit
obligation. The reduction in benefits shall be recognized as
a credit (prior service credit) to other comprehensive
income that shall be used first to reduce any remaining
prior service cost included in accumulated other
comprehensive income. Any remaining prior service credit
shall be amortized as a component of net periodic pension
cost on the same basis as the cost of a benefit increase.
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cost in each of those future years is weighted based on the
number of those plan participants expected to render
service in each of those future years. If all or almost all of a
plan’s participants are fully eligible for benefits, the prior
service cost shall be amortized based on the remaining life
expectancy of those plan participants rather than on the
remaining years of service to the full eligibility dates of the
active plan participants. Other comprehensive income is
adjusted as a result of amortizing prior service cost.

35-18 To reduce the complexity and detail of the
computations required, consistent use of an alternative
approach that more rapidly amortizes the prior service cost
recognized in accumulated other comprehensive income is
permitted. For example, a straight-line amortization of the
cost over the average remaining years of service to full
eligibility for benefits of the active plan participants is
acceptable.

35-19 In some situations, a history of regular plan
amendments and other evidence may indicate that the
period during which the employer expects to realize
economic benefits from an amendment that grants
increased benefits is shorter than the remaining years of
service to full eligibility for benefits of the active plan
participants. |dentification of those situations requires an
assessment of the individual circumstances of the
particular plan. In those circumstances, the amortization of
prior service cost shall be accelerated to reflect the more
rapid expiration of the employer's economic benefits and
to recognize the cost in the periods benefited.

35-20 A plan amendment that retroactively reduces, rather
than increases, benefits decreases the accumulated
postretirement benefit obligation. The reduction in benefits
shall be recognized as a corresponding credit (prior service
credit) to other comprehensive income that shall be used
first to reduce any remaining prior service cost included in
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accumulated other comprehensive income, then to reduce
any transition obligation remaining in accumulated other
comprehensive income. The excess, if any, shall be
amortized as a component of net periodic postretirement
benefit cost on the same basis as specified in paragraphs
715-60-35-16 through 35-17 for prior service cost.
Immediate recognition of the excess is not permitted.
However, as with a plan amendment that increases
benefits, the effect of a negative plan amendment (an
amendment that decreases benefits) is reflected
immediately in the measurement of the accumulated
postretirement benefit obligation.

35-21 The effects of a plan amendment, whether positive
or negative, shall be considered at the date the
amendment is adopted only if it is communicated to plan
participants at that time or within a reasonable period of
time thereafter; that is, within the time period that would
ordinarily be required to prepare information about the
amendment and disseminate it to employees and retirees.

35-22 See paragraphs 715-60-55-19 through 55-21 and
715-60-55-140 through 55-160 for implementation
guidance on plan amendments.

Entities amend their plans for many reasons, and sometimes plan amendments retroactively increase (or decrease) plan
benefits. Prior service cost refers to the cost of incremental benefits resulting from new or amended DB pension and
OPEB plan provisions that relate to prior service periods. As shown in the diagram below, prior service cost is initially
recognized in OCIl and then amortized out of AOCI into net periodic benefit cost over the period the entity derives
economic benefit from the plan amendments.

Complexities around the accounting for prior service cost include:

— determining whether and for how long a retroactive plan amendment gives rise to future economic benefits;

— recognizing benefits for inactive employees and whether they should be amortized; and

— whether external changes (e.g. a change in law, lawsuit resolution) that increase retroactive benefits are plan
amendments.

This section examines common questions and complexities around the accounting for prior service cost.
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Balance sheet components Income statement components

Gain/loss

(section 7.3.10) Amortization (section 7.3)

Question 7.3.130

How does prior service cost arise and how is it accounted for?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: An entity may amend a plan or initiate a new plan that gives rise to prior service cost. A plan
amendment or new plan that retroactively increases benefits (including those granted to retirees) increases the benefit
obligation. The cost of the benefit improvement is initially recognized in OCI. The prior service cost is subsequently
amortized out of AOCI as a component of net periodic benefit cost based on the remaining service period of the active
participants for pension benefits or remaining service until the full eligibility date for OPEB benefits. If, however, all or
almost all of the participants are inactive (pension) or fully eligible (OPEB) at the date of the plan amendment, the prior

service cost is amortized over the remaining life expectancy of inactive participants. [715-30-35-11, 715-30 Glossary, 715-60-35-
14, 35-17, 715-60 Glossary]

An amendment can also reduce benefits resulting in negative prior service cost, or ‘prior service credit’. Such a negative
plan amendment reduces the benefit obligation. The reduction first reduces any existing prior service cost included in
AQOCI with the excess amortized to net periodic benefit cost in the same fashion as prior service cost. Chapter 9
discusses negative plan amendments.

An entity remeasures the benefit obligation as of the plan amendment date if it is deemed a ‘significant’ event (see
Question 8.7.50). [715-30-35-11, 715-60-35-16]
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Question 7.3.140

What are key considerations when determining the amortization period for prior
service cost?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Under Topic 715, an entity amortizes the incremental benefits related to a plan amendment as a
component of net periodic benefit cost by assigning the prior service cost to future periods. There are two key
considerations when determining the amortization period.

What participants are eligible to receive the retroactive benefits?

An entity first determines which participants are expected to receive benefits under the amendment. For DB pension
plans, an entity then determines which of those participants are active or inactive employees. The retroactive benefits
are amortized over a different period depending on this designation.

For OPEB plans, the entity determines which participants are fully eligible to receive the retroactive benefits at the date
of the plan amendment. Participants who are fully eligible to receive the retroactive OPEB benefits would have no future
service requirement and therefore an amortization period different from those who are not fully eligible at the date of the
plan amendment. [715-60-35-17]

Subtopic 715-30 does not define ‘active’ or ‘inactive’ and, in our experience, practice is mixed with respect to when a
participant is considered inactive (see Question 7.3.40). [715-30-35-11]

Over what period?

Participant status Amortization period

Subtopic 715-30
. Amortize ratably over each future period of service of each active employee expected to receive benefits
Active
under the plan. [715-30-35-11]
. If all or almost all participants are inactive, amortize the cost over the remaining life expectancy of those
Inactive L
participants. [715-30-35-11]
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Participant status Amortization period

Subtopic 715-60

Amortize ratably over each remaining year of service to the full eligibility date of the active plan

Not yet full eligible participants who were not fully eligible for benefits at the date of amendment. [715-60-35-17]

If all or almost all participants are fully eligible to receive benefits, amortize the cost over the remaining life

Fully eligible expectancy of those participants. [715-60-35-17]

Question 7.3.150

Can an entity simplify the way it amortizes prior service cost?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Yes. The computations to calculate prior service cost amortization can be complex and detailed.
As a practical expedient, an entity may adopt a policy to straight-line amortize over the average remaining service period
of employees expected to receive benefits under the amended pension plan (or the average remaining years of service

to full eligibility for an OPEB plan) if that approach would result in accelerated amortization. [715-30-35-13, 715-30-55-100, 715-
60-35-18]

See Subtopic 715-30's Example 1 Case B for an example of straight-line amortization to assign prior service cost.

Question 7.3.160

Can an entity revise its amortization schedule for prior service cost?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: It depends. Once an entity establishes an amortization schedule for prior service cost from a

specific retroactive plan amendment, it revises the schedule only if: [715-30-35-11, 715-30-35-17, 715-30-35-68, 715-60-35-17, 715-
60-35-125]
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— a negative plan amendment or curtailment occurs;

— events indicate that the period over which the entity expects to realize future economic benefits from the
retroactive plan amendment that created the prior service cost is shorter than originally estimated; or

— future economic benefits are otherwise impaired.

Revising the schedule to recognize the prior service cost more slowly is not permitted.

Transition obligation/asset

FE Excerpt from ASC 715-60

20 Glossary

Transition Asset — The amount, as of the date Subtopic 715-60 was initially applied, of the fair value of plan assets plus
any recognized accrued postretirement benefit cost or less any recognized prepaid postretirement benefit cost in
excess of the accumulated postretirement benefit obligation.

Transition Obligation — The amount, as of the date Subtopic 715-60 was initially applied, of the accumulated
postretirement benefit obligation in excess of the fair value of plan assets plus any recognized accrued postretirement
benefit cost or less any recognized prepaid postretirement benefit cost.

35 Subsequent Measurement
>> Transition Obligation or Asset

35-38 Amortization of the transition obligation or asset shall be adjusted prospectively to recognize the effects of all of
the following:

A negative plan amendment pursuant to paragraph 715-60-35-20

A constraint on immediate recognition of a net gain or loss pursuant to paragraphs 715-60-35-31 through 35-32
Settlement accounting pursuant to paragraphs 715-60-35-150 through 35-155

Plan curtailment accounting pursuant to paragraphs 715-60-35-161 through 35-171

A constraint on delayed amortization of the transition obligation pursuant to the following paragraph.

PoooTw

35-39 The amortization of the transition obligation shall be accelerated if the cumulative benefit payments after the date
the employer first applied the provisions of this Subtopic to all plan participants exceed the cumulative postretirement
benefit cost accrued after the transition date. In that situation, an additional amount of the transition obligation
remaining in accumulated other comprehensive income shall be recognized as a component of net periodic
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postretirement benefit cost equal to the excess cumulative benefit payments. For purposes of applying this provision,
cumulative benefit payments shall be reduced by any plan assets or any recognized accrued postretirement benefit
obligation at the date the employer first applied the provisions of this Subtopic. Payments made pursuant to a
settlement, as discussed in paragraphs 715-60-35-150 through 35-159, shall be included in the determination of
cumulative benefit payments made after the transition date. If a settlement occurs in the middle of the year, the
additional transition obligation to be recognized in income, if any, pursuant to the constraint in this paragraph is
determined based on projected amounts for the full year.

35-40 If at the measurement date for the beginning of an employer's fiscal year it is expected that additional recognition
in net periodic postretirement benefit cost of any transition obligation remaining in accumulated other comprehensive
income will be required pursuant to the preceding paragraph, amortization of the transition obligation for interim
reporting purposes (see Topic 270) shall be based on the amount expected to be amortized for the year, except for the
effects of applying the preceding paragraph for any settlement required to be accounted for pursuant to paragraphs
715-60-35-150 through 35-159. Those effects shall be recognized in net periodic postretirement benefit cost when the
related settlement is recognized in income. The effects of changes during the year in the initial assessment of whether
additional recognition in net periodic postretirement benefit cost of the transition obligation remaining in accumulated
other comprehensive income for the year shall be recognized in net periodic postretirement benefit cost over the
remainder of the year. The amount of the transition obligation remaining in accumulated other comprehensive income
to be recognized in net periodic postretirement benefit cost for a year shall be finally determined at the measurement
date for the end of the year based on the constraints on delayed recognition in net periodic postretirement benefit cost
discussed in the preceding paragraph; any difference between the amortization of the transition obligation recognized in
net periodic postretirement benefit cost during interim periods and the amount required to be recognized in net periodic
postretirement benefit cost for the year shall be recognized in net periodic postretirement benefit cost immediately.

55 Implementation Guidance and lllustrations
>> lllustration of Terms
>>> Expected Postretirement Benefit Obligation and Accumulated Postretirement Benefit Obligation

55-39 Assuming no changes in health care costs or other circumstances, the accumulated postretirement benefit
obligation at December 31, 20Z5 (age 53), is $7,289 (23/25 of $7,923). At the end of the employee's 25th year of
service and thereafter, the expected postretirement benefit obligation and the accumulated postretirement benefit
obligation are equal. In this Example, at December 31, 2027, when the employee is 55 and fully eligible for benefits, the
accumulated and expected postretirement benefit obligations are $9,244. At the end of the 26th year of service
(December 31, 20Z8) when the employee is 56, those obligations are $9,984 ($9,244 plus interest at 8 percent for 1
year).
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Although Subtopics 715-30 and 715-60 refer to the transition obligation and asset, it is unlikely that this remains relevant
to most entities so long after the standards were adopted (1985 and 1990, respectively). On adoption of the guidance in
both Subtopics 715-30 and 715-60, entities were required to recognize a net unrecognized obligation or asset related to
the impact of transition. To minimize the cost of adoption, entities amortized the net transition obligation or asset over a
subsequent period. [FAS 87.77, FAS 87.254 — 206, FAS 106.110]

Interest cost and service cost

20 Glossary 20 Glossary

Interest Cost (Component of Net Periodic Pension Interest Cost (Component of Net Periodic

Cost) — The amount recognized in a period determined as  Postretirement Benefit Cost) — The increase in the

the increase in the projected benefit obligation due to the  accumulated postretirement benefit obligation to recognize
passage of time. the effects of the passage of time.

Service Cost (Component of Net Periodic Pension Cost) Service Cost (Component of Net Periodic
— A component of net periodic pension cost recognized in a Postretirement Benefit Cost) — The actuarial present

period determined as the actuarial present value of value of benefits attributed to services rendered by
benefits attributed by the pension benefit formula to employees during the period (the portion of the expected
services rendered by employees during that period. postretirement benefit obligation attributed to service in

the period). The service cost component is the same for an

The service cost component is a portion of the projected : . .
P P Pro) unfunded plan, a plan with minimal funding, and a well-

benefit obligation and is unaffected by the funded status of

e el funded plan.
35 Subsequent Measurement 35 Subsequent Measurement
>> Service Cost >> Service Cost

35-6 The service cost component of net periodic pension  35-10 The measurement of the service cost component
cost is the actuarial present value of benefits attributed by requires identification of the substantive plan and the use
the plan's benefit formula to services rendered by of assumptions and an attribution method, which are
employees during the period. The service cost component discussed in paragraphs 715-60-35-48 through 35-105.

is conceptually the same for an unfunded plan, a plan with
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minimal funding, and a well-funded plan.

35-7 The measurement of the service cost component
requires use of an attribution method and assumptions.
That measurement is discussed in paragraphs 715-30-35-
29 through 35-46.

35-7A The service cost component shall be the only
component of net periodic pension cost eligible to be
capitalized as part of the cost of inventory or other assets.

>> Interest Cost

35-8 The interest cost component of net periodic pension
cost is interest on the projected benefit obligation, which is
a discounted amount. Measuring the projected benefit
obligation as a present value requires accrual of an interest
cost at rates equal to the assumed discount rates.

35-9 The interest cost component of net periodic pension
cost shall not be considered interest for purposes of
applying Subtopic 835-20.

Overview
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35-10A The service cost component shall be the only
component of net periodic postretirement benefit cost
eligible to be capitalized as part of the cost of inventory or
other assets.

>> Interest Cost

35-11 Interest cost is the interest on the accumulated
postretirement benefit obligation, which is a discounted
amount. Measuring the accumulated postretirement
benefit obligation as a present value requires accrual of an

interest cost at rates equal to the assumed discount rates.

Section 7.4 addresses two components of net periodic benefit cost: interest cost and service cost. Unlike the amounts
discussed in section 7.3, an entity does not have the ability to defer recognizing interest and service cost in AOCI. Both
of these components are recognized in net periodic benefit cost immediately, except that service cost is eligible to be

capitalized as part of an asset such as inventory.
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Question 7.4.10

What is interest cost and how is it calculated?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Interest cost refers to the increase in the benefit obligation due to the passage of time and
therefore represents the unwinding of the discount. Interest cost is calculated at the beginning of the year, traditionally
by multiplying the opening balance of the benefit obligation by the discount rate — often with the assistance of an
actuary.

Interest cost for the period is immediately recognized in the income statement as a component of net periodic benefit
cost. This interest cost cannot be capitalized as part of the cost of an asset under cost Subtopic 835-20 (interest
capitalization). This is because it reflects the effects of the passage of time rather than the borrowing cost of
accumulated expenditures incurred for the qualifying asset. Question 7.4.30 provides more guidance about approaches
used to calculate interest cost. [715-30-35-8, 715-30 Glossary, 715-60-35-11, 715-60 Glossary, ASU 2017-07.BC25]

Question 7.4.20

What is service cost and how is it calculated?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Service cost is the actuarial present value of the benefits attributed to services provided by
participants during the period. It is recognized throughout the year based on amounts — often calculated with the
assistance of actuaries — at the beginning of the year. It may be recognized in the income statement as a component of
net periodic benefit cost (expense) or capitalized as part of an asset such as inventory or self-constructed long-lived
assets, and recognized in future periods as the asset is consumed or depreciated.

Calculating interest cost and service cost

This section focuses on common issues around calculating interest cost and service cost, and accounting for changes to
the methodologies for those calculations.
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Question 7.4.30

What are the alternative approaches to calculating service cost and interest cost?

This interpretive response applies to both Subtopics 715-30 and 715-60.
Interpretive response: There are a few ways in which to calculate the service and interest cost for DB plans.
Traditional approach

Section 8.3 discusses discount rate assumptions, and Question 8.3.20 explores how an entity uses a yield curve
approach to derive a single weighted-average discount rate to measure its benefit obligation and to derive a single
weighted-average discount rate for disclosure purposes. Similarly, as described in Question 8.3.30, an entity using a
bond matching approach to measure its benefit obligation will also disclose an equivalent single weighted-average
discount rate. The single weighted-average discount rate is used to calculate service cost and interest cost in the
succeeding period. This is known as the traditional approach.

The calculations are as follows:

— Service cost. The entity uses the single weighted-average discount rate to discount the incremental future cash
flows associated with benefits projected to be earned during the following period.

— Interest cost. The entity multiplies the beginning of period benefit obligation (reduced by weighting projected
benefit payments during the period) by the single weighted-average discount rate.

This traditional approach is viewed as a reasonable approximation in the computations of benefit costs under the
discount rate guidance in Subtopics 715-30 and 715-60. [715-30-35-44, 715-60-35-79 — 35-82]

When there is a low interest rate environment, the unusually steep upward-sloping vyield curve exacerbates the
tendency of the traditional approach to overstate the service and interest cost components of net periodic benefit cost.
As a result, in low-interest rate environments, some entities have reevaluated the use of the traditional approach’s single
weighted-average discount rate for all components of the calculation, seeking to refine the calculation of service cost
and/or interest cost to yield more representationally faithful results. For example, the single weighted-average discount
rate derived from calculating the benefit obligation reflects the duration of all expected benefit payments, including both
near-term payments to current retirees and long-term payments to future retirees.

Conversely, service cost is associated with benefits earned by active participants, which, on balance, will be payable
farther out in the future. In a typical interest rate environment with an upward-sloping yield curve, those longer duration
obligations would carry a higher interest rate than near-term payments. This suggests that the additional benefit
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payments earned for current service should be discounted at a higher interest rate than the average rate used for the
overall plan. [715-30-35-44, 715-60-35-79 — 35-82]

While the traditional approach of calculating service cost and interest cost uses a single aggregate computation with a
constant discount rate, more refined calculations that better reflect the fact that the benefit obligation comprises
multiple sets of cash flows of varying durations with varying implicit interest rates also may be supported.

The traditional approach effectively treats the benefit obligation as a single obligation carrying a constant effective
interest rate (like a bond or mortgage). However, when a yield curve approach is used to determine the benefit
obligation, that obligation is the sum of multiple present values of future benefit payments to be paid across many time
periods, with each year’'s payments discounted using a different rate. Therefore, it may be reasonable in these
circumstances that an entity could use multiple calculations of interest cost for different components of the overall
benefit obligation.

Alternative spot rate approach

Alternative approaches to determining service cost and interest cost use multiple individual or weighted-average
discount rates relative to projected future benefit payments associated with various subsets of the plan’s obligation, also
referred to as the alternative spot rate approach. The SEC staff has indicated that it will not object to this approach when
the entity uses a yield curve approach to determine its benefit obligation. An entity that adopts this approach will
determine interest cost using a rate different from the single weighted-average rate under the traditional approach. Use
of the alternative spot rate approach to compute service or interest cost has no effect on the measurement of the
benefit obligation. [2015 AICPA Conf]

The Codification defines interest cost, but under Topic 715 there is no explicit requirement about how it is calculated.
The guidance also accepts the use of a properly weighted-average discount rate for aggregate computations such as
interest cost, although it neither defines this phrase nor provides specific guidance for calculating the weighted average
(or interest cost). [715-30-35-8, 715-30 Glossary, 715-60-35-11, 715-60 Glossary]

To calculate interest cost, the alternative spot rate approach uses the same information used to determine the benefit
obligation differently from the traditional approach. The actuarially projected benefit payment cash flows for each future
period over the life of the plan are discounted back to the measurement date using the spot interest rate associated
with each respective period in the high-quality corporate bond yield curve. The sum of the discounted amounts is the
benefit obligation. Interest cost for the subsequent annual period under the alternative spot rate approach is determined
by multiplying the individual spot rates from the same yield curve by each year’s present value of future projected
benefit payments. The sum of those products is the interest cost for the period.

The alternative spot rate approach will yield a result different from the traditional approach and, depending on a plan’s
specific circumstances, that difference could be material. The different weighting techniques in the two approaches
cause the varying outcomes. Under the traditional approach, each future period’s cash flow is weighted for all of the
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future periods until that cash flow is extinguished. Under the alternative spot rate approach, each future period’s cash
flow is weighted for only one year. As a result, if the yield curve is upward sloping, the interest cost for typical benefit
payment arrangements would be higher under the traditional approach.

Determining service cost under the alternative spot rate approach involves estimating the present value of benefits
expected to be earned by participants in the subsequent year using the individual spot rates from the same vyield curve
used to determine the benefit obligation at the most recent measurement date.

Question 7.4.40

Can an entity that uses a bond matching model to calculate its benefit obligation
adopt the alternative spot rate approach?

This interpretive response applies to both Subtopics 715-30 and 715-60.

Interpretive response: Generally, no. Question 8.3.30 provides an overview of the bond matching approach to
calculating the benefit obligation. Similar to the traditional approach discussed in Question 7.4.30, the discount rate
derived from the bond matching approach is used in the succeeding period for measuring service and interest cost.

The bond matching model focuses on the fit of the cash flows associated with both principal and interest payments
from the selected bonds to the estimated benefit payments. The selected bonds do not necessarily have maturities in
each future year. Therefore, there is no fully developed yield curve for each year's benefit payments that could be
readily used to generate an interest cost that is equivalent to the alternative spot rate approach.

The SEC staff has commented that it would object to one approach that has been proposed to adapt a bond matching
model to the 