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Financial Reporting Standard 17 is set out in
paragraphs 1-105.

The Statement of Standard Accounting Practice, which
comprises the paragraphs set in bold type, should be
read in the context of the Objective as stated in
paragraph 1 and the definitions set out in paragraph 2
and also of the Foreword to Accounting Standards and
the Statement of Principles for Financial Reporting
currently in issue.

The explanatory paragraphs contained in the FRS
shall be regarded as part of the Statement of Standard
Accounting Practice insofar as they assist in
interpreting that statement.

Appendix IV ‘The development of the FRS’ reviews
considerations and arguments that were thought
significant by members of the Board in reaching the
conclusions on the FRS.
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SUMMARY

SUMMARY

Financial Reporting Standard 17 sets out the
requirements for accounting for retirement benefits.

Defined contribution schemes

The cost of a defined contribution scheme is equal to
the contributions payable to the scheme for the
period.

Measurement of defined benefit scheme assets and liabilities

Defined benefit scheme assets are measured at fair
value.

Defined benefit scheme liabilities are measured using
the projected unit method.

Defined benefit scheme liabilities are discounted at the
current rate of return on a high quality corporate
bond of equivalent term and currency to the liability.

Full actuarial valuations should be obtained at intervals
not exceeding three years and should be updated at
each balance sheet date.

Recognition of defined benefit schemes

An asset is recognised to the extent that an employer
can recover a surplus in a defined benefit scheme
through reduced contributions and refunds. A liability
is recognised to the extent that the deficit reflects the
employer’s legal or constructive obligation.

The resulting defined benefit asset or liability is
presented separately on the face of the balance sheet
after other net assets.
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The change in the defined benefit asset or liability
(other than that arising from contributions to the
scheme) is analysed into the following components:

i) the current service cost
ii) the interest cost

iii) the expected return on assets

(
(
(
(iv) actuarial gains and losses
(v) past service costs (if any)
(

vi) settlements and curtailments (if any).

The current service cost and interest cost are based on
the discount rate at the beginning of the period. The
expected return on assets is based on the expected rate
of return at the beginning of the period. The current
service cost is shown within the appropriate statutory
heading for pension costs in the profit and loss
account. The interest cost and expected return on
assets are shown as a net amount of other finance costs
(or income) adjacent to interest.

The expected return is calculated by applying the
expected rate of return over the long term to the
market value of scheme assets at the beginning of the
year, adjusted for any contributions received and
benefits paid during the year. Although the expected
rate of return will vary according to market conditions
it is expected that the amount of the return will
normally be relatively stable.

Actuarial gains and losses are recognised immediately
in the statement of total recognised gains and losses.
They are not recycled into the profit and loss account
in subsequent periods.
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Past service costs are recognised in the profit and loss
account over the period until the benefits vest. If the
benefits vest immediately, the past service cost is
recognised immediately.

Gains and losses arising on settlements and
curtailments are recognised immediately in the profit
and loss account.

Disclosures for defined benefit schemes

The following disclosures are required:

(iv)

v)

the main assumptions underlying the scheme

an analysis of the assets in the scheme into broad
classes and the expected rate of return on each
class

an analysis of the amounts included (a) within
operating profit, (b) within other finance costs
and (c) within the statement of total recognised
gains and losses

a five-year history of (a) the difference between
the expected and actual return on assets, (b)
experience gains and losses arising on the scheme
liabilities and (c) the total actuarial gain or loss

an analysis of the movement in the surplus or
deficit in the scheme over the period and a
reconciliation of the surplus/deficit to the balance
sheet asset/liability.
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FINANCIAL REPORTING STANDARD 17

OBJECTIVE

The objective of this ers is to ensure that:

(@)

financial statements reflect at fair value the assets
and liabilities arising from an employer’s
retirement benefit obligations and any related
funding;

the operating costs of providing retirement
benefits to employees are recognised in the
accounting period(s) in which the benefits are
earned by the employees, and the related finance
costs and any other changes in value of the assets
and liabilities are recognised in the accounting
periods in which they arise; and

the financial statements contain adequate
disclosure of the cost of providing retirement
benefits and the related gains, losses, assets and
liabilities.

DEFINITIONS

The following definitions shall apply in the rrs and in
particular in the Statement of Standard Accounting
Practice set out in bold type.

Actuarial gains and losses:-

Changes in actuarial deficits or surpluses that arise
because:

(@)

events have not coincided with the actuarial
assumptions made for the last valuation
(experience gains and losses) or
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(b) the actuarial assumptions have changed.
Current service cost:-

The increase in the present value of the scheme
liabilities expected to arise from employee service in
the current period.

Curtailment:-

An event that reduces the expected years of future
service of present employees or reduces for a number
of employees the accrual of defined benefits for some
or all of their future service. Curtailments include:

(@) termination of employees’ services earlier than
expected, for example as a result of closing a
factory or discontinuing a segment of a business,
and

(b) termination of, or amendment to the terms of, a
defined benefit scheme so that some or all future
service by current employees will no longer
qualify for benefits or will qualify only for reduced
benefits.

Defined benefit scheme:-

A pension or other retirement benefit scheme other
than a defined contribution scheme.

Usually, the scheme rules define the benefits
independently of the contributions payable, and the
benefits are not directly related to the investments of
the scheme. The scheme may be funded or unfunded.
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Defined contribution scheme:-

A pension or other retirement benefit scheme into
which an employer pays regular contributions fixed as
an amount or as a percentage of pay and will have no
legal or constructive obligation to pay further
contributions if the scheme does not have sufficient
assets to pay all employee benefits relating to employee
service in the current and prior periods.

An individual member’s benefits are determined by
reference to contributions paid into the scheme in
respect of that member, usually increased by an amount
based on the investment return on those contributions.

Defined contribution schemes may also provide death-
in-service benefits. For the purposes of this definition,
death-in-service benefits are not deemed to relate to
employee service in the current and prior periods.

Expected rate of return on assets:-

The average rate of return, including both income and
changes in fair value but net of scheme expenses,
expected over the remaining life of the related
obligation on the actual assets held by the scheme.

Interest cost:-

The expected increase during the period in the
present value of the scheme liabilities because the
benefits are one period closer to settlement.

Past service cost:-

The increase in the present value of the scheme
liabilities related to employee service in prior periods
arising in the current period as a result of the
introduction of, or improvement to, retirement
benefits.



FINANCIAL REPORTING STANDARD 17

Projected unit method:-

An accrued benefits valuation method in which the
scheme liabilities make allowance for projected
earnings. An accrued benefits valuation method is a
valuation method in which the scheme liabilities at the
valuation date relate to:

(@ the benefits for pensioners and deferred
pensioners (ie individuals who have ceased to be
active members but are entitled to benefits payable
at a later date) and their dependants, allowing
where appropriate for future increases, and

(b) the accrued benefits for members in service on
the valuation date.

The accrued benefits are the benefits for service up to
a given point in time, whether vested rights or not.

Guidance on the projected unit method is given in the
Guidance Note GN2z¢6 issued by the Faculty and
Institute of Actuaries.

Retirement benefits:-

All forms of consideration given by an employer in
exchange for services rendered by employees that are
payable after the completion of employment.

Retirement benefits do not include termination
benefits payable as a result of either (i) an employer’s
decision to terminate an employee’s employment
before the normal retirement date or (ii) an employee’s
decision to accept voluntary redundancy in exchange
for those benefits, because these are not given in
exchange for services rendered by employees.
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Scheme liabilities:-

The liabilities of a defined benefit scheme for
outgoings due after the valuation date.

Scheme liabilities measured using the projected unit
method reflect the benefits that the employer is
committed to provide for service up to the valuation
date.

Settlement:-

An irrevocable action that relieves the employer (or
the defined benefit scheme) of the primary
responsibility for a pension obligation and eliminates
significant risks relating to the obligation and the assets
used to effect the settlement. Settlements include:

(@) a lump-sum cash payment to scheme members in
exchange for their rights to receive specified
pension benefits;

(b) the purchase of an irrevocable annuity contract
sufficient to cover vested benefits; and

(c) the transfer of scheme assets and liabilities relating
to a group of employees leaving the scheme.

Vested rights:-

These are:

(a) for active members, benefits to which they would
unconditionally be entitled on leaving the
scheme;

(b) for deferred pensioners, their preserved benefits;

(c) for pensioners, pensions to which they are
entitled.



FINANCIAL REPORTING STANDARD 17

Vested rights include where appropriate the related
benefits for spouses or other dependants.

SCOPE

The FRS applies to all financial statements that
are intended to give a true and fair view of a
reporting employer’s financial position and
profit or loss (or income and expenditure) for a
period.

The rrs covers all retirement benefits that an employer
is committed to providing, whether the commitment
is statutory, contractual or implicit in the employer’s
actions. It applies to retirement benefits arising
overseas, as well as those arising in the UK and the
Republic of Ireland. Retirement benefits include, for
example, pensions and medical care during retirement.

The rrs covers funded and unfunded retirement
benefits, including schemes that are operated on a pay-
as-you-go basis, whereby benefits are paid by the
employer in the period they fall due and no payments
are made to fund benefits earned in the period. The
FRrs requires a liability to be recognised as the benefits
are earned, not when they are due to be paid. The
fact that the employer is funded by central
government (or any other body) is not a reason for the
employer not to recognise its own liabilities arising
under the ers.

Reporting entities applying the Financial
Reporting Standard for Smaller Entities
currently applicable are exempt from the FRS.
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DEFINED CONTRIBUTION SCHEMES

The cost of a defined contribution scheme is
equal to the contributions payable to the
scheme for the accounting period. The cost
should be recognised within operating profit in
the profit and loss account.

MULTI-EMPLOYER SCHEMES

Where more than one employer participates in a
defined contribution scheme, no special problems
arise, since the employer’s cost is limited to the
contributions payable.

Where more than one employer participates in
a defined benefit scheme the employer should
account for the scheme as a defined benefit
scheme unless:

(a) the employer’s contributions are set in
relation to the current service period only
(ie are not affected by any surplus or deficit
in the scheme relating to past service of its
own employees or any other members of
the scheme). If this is the case, the
employer should account for the
contributions to the scheme as if it were a
defined contribution scheme.

(b) the employer’s contributions are affected by
a surplus or deficit in the scheme but the
employer is unable to identify its share of
the underlying assets and liabilities in the
scheme on a consistent and reasonable
basis. If this is the case, the employer
should account for the contributions to the
scheme as if it were a defined contribution
scheme but, in addition, disclose:
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(i) the fact that the scheme is a defined
benefit scheme but that the employer is
unable to identify its share of the
underlying assets and liabilities; and

(ii) any available information about the
existence of the surplus or deficit in the
scheme and the implications of that
surplus or deficit for the employer.

Most multi-employer schemes will set contributions
from employers so as to make good any deficit in the
scheme and may reduce contributions to enable
employers to benefit from a surplus. However, in
some multi-employer schemes, an employer may have
no obligation other than to pay a contribution that
reflects only the benefits earned in the current period.
In this case, from the point of view of the employer,
the scheme is a defined contribution scheme and is
accounted for as such. For this to be the case, there
must be clear evidence that the employer cannot be
required to pay additional contributions to the scheme
relating to past service, including the existence of a
third party that accepts that it has an obligation to
fund the pension payments should the scheme have
insufficient assets.

An employer may be required to make contributions
set at a level to make good any deficit but may be
unable to identify its share of the underlying assets and
liabilities in the scheme on a consistent and reasonable
basis. This may be the case if the scheme exposes the
participating employers to actuarial risks associated
with the current and former employees of other
entities, for example when the contributions from
employers are set at a common level rather than
reflecting the characteristics of the workforces of
individual employers.
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Subsidiaries are not exempt from the rrs and, where
possible, will account for defined benefit schemes in
accordance with its requirements. However, many
group schemes are run on a basis that does not enable
individual companies within the group to identify
their share of the underlying assets and liabilities. In
these circumstances, the individual companies
(including the parent company) within the group will
account for the scheme as a defined contribution
scheme and will give the additional disclosures
required above. From the point of view of the group
entity, a group defined benefit scheme is not a multi-
employer scheme and is treated as any other defined
benefit scheme.

MEASUREMENT OF DEFINED BENEFIT
SCHEMES

Paragraphs 14-36 of the rrs set out the requirements
for measuring the assets and liabilities within a defined
benefit scheme (the scheme assets and the scheme
liabilities). The recognition of an asset or liability and
the movements therein in the financial statements of
the employer arising from the defined benefit scheme
measured on this basis is covered in paragraphs 37-74.

Scheme assets

Assets in a defined benefit scheme should be
measured at their fair value at the balance sheet
date.

Scheme assets include current assets as well as
investments. Any liabilities such as accrued expenses
should be deducted.
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For quoted securities, the mid-market value is taken as
the fair value. For unquoted securities, an estimate of
fair value is used. The fair value of unitised securities
is taken to be the average of the bid and offer prices.

Property should be valued at open market value or on
another appropriate basis of valuation determined in
accordance with the Appraisal and Valuation Manual
published by the Royal Institution of Chartered
Surveyors and the Practice Statements contained
therein.

Insurance policies that exactly match the amount and
timing of some or all of the benefits payable under the
scheme should be measured at the same amount as the
related obligations. For other insurance policies there
are a number of possible valuation methods. A method
should be chosen which gives the best approximation
to fair value given the circumstances of the scheme.

Notional funding of a pension scheme does not give
rise to assets in a scheme for the purposes of the rrs.

Scheme liabilities
Actuarial method and assumptions

Defined benefit scheme liabilities should be
measured on an actuarial basis using the
projected unit method. The scheme liabilities
comprise:

(a) any benefits promised under the formal
terms of the scheme; and

(b) any constructive obligations for further
benefits where a public statement or past
practice by the employer has created a valid
expectation in the employees that such
benefits will be granted.
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Where the scheme rules require a surplus arising in
the scheme to be shared between the employer and
members (perhaps in conjunction with a similar
sharing of deficits), or where past practice has
established a valid expectation that this will be done,
the amount that will be passed to members should be
treated as increasing the scheme liabilities.

The benefits should be attributed to periods of
service according to the scheme’ benefit
formula, except where the benefit formula
attributes a disproportionate share of the total
benefits to later years of service. In such cases,
the benefit should be attributed on a straight-
line basis over the period during which it is
earned.

The assumptions underlying the valuation
should be mutually compatible and lead to the
best estimate of the future cash flows that will
arise under the scheme liabilities. The
assumptions are ultimately the responsibility of
the directors (or equivalent) but should be set
upon advice given by an actuary. Any
assumptions that are affected by economic
conditions (financial assumptions) should reflect
market expectations at the balance sheet date.

Because of the long-term nature of most defined
benefit schemes and the inherent uncertainties
affecting them, the liabilities of the scheme are
measured on an actuarial basis. This involves
estimating the future cash flows arising under the
scheme liabilities based on a number of actuarial
assumptions such as mortality rates, employee turnover
rates and salary growth, then discounting the cash
flows at an appropriate rate.
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Some of these assumptions are affected by the same
economic factors. Actuarial assumptions are mutually
compatible if they reflect the underlying economic
factors consistently. To be consistent with the
measurement of the assets of the scheme at fair value,
they must also reflect market expectations at the
balance sheet date.

For example, the rate of increase in salaries and the
discount rate must reflect the same rate of general
inflation. In jurisdictions where there is a liquid
market in long-dated inflation-linked bonds, the yields
on such bonds relative to those on fixed interest bonds
of similar credit standing will give an indication of the
expected rate of general inflation.

The actuarial assumptions should reflect
expected future events that will affect the cost of
the benefits to which the employer is committed
(either legally or through a constructive
obligation) at the balance sheet date.

Expected future events that will affect the cost of the
benefits include:

(a) any expected cost of living increases either provided
for in the scheme rules, publicly announced or
awarded under an established practice that creates
among the employees a valid expectation of
receiving them;

(b) in the case of pensions based on final salary, any
expected salary increases; and

(c) expected early retirement where the employee has
that right under the scheme rules.

These events affect the measurement of benefits to
which the employer is committed at the balance sheet
date.



29

30

31

32

ACCOUNTING STANDARDS BOARD NOVEMBER 2000 FRS 17

Expected future redundancies are not reflected in the
actuarial assumptions because the employer is not
committed (either legally or constructively) to making
such redundancies in advance. When the employer
does become committed to making the redundancies,
any impact on the defined benefit scheme is treated as
a settlement and/or curtailment (see paragraph 64).

Expected future changes in the cost of retirement
healthcare are particularly difficult to estimate—the
cost often increases at a faster rate than either the retail
price index or national earnings rate. Relevant
considerations in determining the assumptions used to
arrive at the retirement healthcare obligation include:

(a) advances in medical skills and technologies, often
involving more expensive treatment;

(b) the rise in the expectations of prospective patients;
and

(c) the effect of the above on companies, governments
and insurance schemes in cutting back benefits, or
making the patient pay a proportion.

It is not appropriate to assume a reduction in benefits
below those currently promised on the grounds that
the employer will curtail the scheme at some time in
the future.

The discount rate

Defined benefit scheme liabilities should be
discounted at a rate that reflects the time value
of money and the characteristics of the liability.
Such a rate should be assumed to be the
current rate of return on a high quality
corporate bond of equivalent currency and
term to the scheme liabilities.
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For this purpose, a high quality corporate bond means
a bond that has been rated at the level of AA or
equivalent status. The rate of return for such a bond
reflects the time value of money and a small premium
for risk. That premium is taken to reflect the options
that the employer has to reduce the assumed scheme
liabilities, including in extremis the option of closing
down the scheme. If there is no liquid market in
bonds of this type or duration, then a reasonable proxy
should be used. This may be government bonds plus
a margin for assumed credit risk spreads derived from
global bond markets.

Many pension schemes provide benefits at least partly
linked to inflation. One way to reflect that
characteristic would be to consider the return on an
index-linked corporate bond. However, given that
there are few such bonds in existence, a more reliable
alternative is to consider fixed interest corporate bonds
and increase the cash flows to be discounted in line
with inflation (ie project the liability to be discounted
in nominal terms). Guidance on the inflation
assumption is given in paragraph 26.

Frequency of valuations

Full actuarial valuations by a professionally
qualified actuary should be obtained for a
defined benefit scheme at intervals not
exceeding three years. The actuary should
review the most recent actuarial valuation at
the balance sheet date and update it to reflect
current conditions.
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The actuarial valuations required for the rrs may use
different assumptions and measurement methods from
those used for a scheme’s funding valuation. Full
actuarial valuations under the rrs are not needed at
every balance sheet date. Some aspects of the
valuation will need to be updated at each balance
sheet date, for example the fair value of the assets and
financial assumptions such as the discount rate. Other
assumptions, such as the expected leaving rate and
mortality rate, may not need to be updated annually.

RECOGNITION OF DEFINED BENEFIT
SCHEMES

Recognition in the balance sheet

The surplus/deficit in a defined benefit scheme
is the excess/shortfall of the value of the assets
in the scheme over/below the present value of
the scheme liabilities. The employer should
recognise an asset to the extent that it is able to
recover a surplus either through reduced
contributions in the future or through refunds
from the scheme. The employer should
recognise a liability to the extent that it reflects
its legal or constructive obligation.

A surplus in the scheme gives rise to an asset of the
employer to the extent that:

(a) the employer controls its use, ie has the ability to
use the surplus to generate future economic
benefits for itself, either in the form of a
reduction in future contributions or a refund from
the scheme; and

(b) that control is a result of past events (contributions

paid by the employer and investment growth in
excess of rights earned by the employees).

20
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Usually the employer’s obligation under the trust deed
is to pay such contributions as the actuary believes to
be necessary to keep the scheme fully funded but
without building up a surplus. When a surplus arises,
it is unlikely that the employer can be required to
make contributions to maintain the surplus. In
addition, the award of benefit improvements is also
usually in the hands of the employer. Thus, in general,
the employer controls the use of a surplus in the
scheme.

Conversely, the employer has a liability if it has a legal
or constructive obligation to make good a deficit in
the defined benefit scheme. In general, the employer
will either have a legal obligation under the terms of
the scheme trust deed or will have by its past actions
and statements created a constructive obligation as
defined in rrs 12 ‘Provisions, Contingent Liabilities
and Contingent Assets’. The legal or constructive
obligation to fund the deficit should be assumed to
apply to the deficit based on assumptions used under
the ers.

In a scheme where employees as well as the employer
make contributions, any deficit should be assumed to
be borne by the employer unless the scheme rules
require members’ contributions to be increased to
help fund a deficit. In this case, the present value of
the required additional contributions should be treated
as reducing the deficit to be recognised by the
employer.

21
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In determining the asset to be recognised in
accordance with paragraph 37, the amount that
can be recovered through reduced contributions
in the future is the present value of the liability
expected to arise from future service by current
and future scheme members less the present
value of future employee contributions. No
growth in the number of active scheme
members should be assumed but a declining
membership should be reflected if appropriate.
The amount that can be recovered should be
based on the assumptions used under the FRS,
not the funding assumptions. The present value
of the reduction in future contributions is
determined using the discount rate applied to
measure the defined benefit liability.

The amount to be recovered from refunds from
the scheme should reflect only refunds that have
been agreed by the pension scheme trustees at
the balance sheet date.

The employer may not control or be able to benefit
from the whole of a surplus—it may be so large that
the employer cannot absorb it all through reduced
contributions, and refunds from the scheme may be
difficult to obtain.

The amount recoverable through reduced
contributions reflects the maximum possible to be
recovered without assuming an increase in the number
of employees covered by the scheme. There is no
restriction on the period over which the reduction in
contributions can be obtained, but the effect of
discounting will increasingly reduce the impact of the
reductions the further into the future they are, leading
to an absolute limit on the amount that can be
recognised.

22
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In practice, a surplus that potentially could be
recovered will instead often be used in part to provide
benefit improvements to members, thereby reducing
the amount that the employer recovers through
reduced contributions. The use of a potentially
recoverable surplus in this way should be treated as a
past service cost when it occurs (see paragraph 6o0) and
not anticipated by reducing the amount recognised as
an asset.

Paragraphs 67-70 specify how the limit on the amount
that can be recognised as an asset should be recognised
in the performance statements.

Any unpaid contributions to the scheme should
be presented in the balance sheet as a creditor
due within one year. The defined benefit asset
or liability should be presented separately on
the face of the balance sheet:

(a) in balance sheets of the type prescribed for
companies in Great Britain® by the
Companies Act 1985, Schedule 4, format 1:
after item J Accruals and deferred income but
before item K Capital and reserves; and

(b) in balance sheets of the type prescribed for
companies in Great Britain® by the
Companies Act 1985, Schedule 4, format 2:
any asset after ASSETS item D Prepayments
and accrued income and any liability after
LIABILITIES item D Accruals and deferred
income.

* The equivalent statutory provisions for Northern Ireland are in the Companies
(Northern Ireland) Order 1986, Schedule 4; and for the Republic of Ireland are in the
Companies (Amendment) Act 1986, the Schedule.

23
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Where an employer has more than one scheme,
the total of any defined benefit assets and the
total of any defined benefit liabilities should be
shown separately on the face of the balance
sheet.

An example of the required presentation for the
defined benefit asset or liability other than any unpaid
contributions is shown in Appendix I.

The deferred tax relating to the defined benefit
asset or liability should be offset against the
defined benefit asset or liability and not
included with other deferred tax assets or
liabilities.

Recognition in the performance statements

The change in the defined benefit asset or
liability (other than that arising from
contributions to the scheme) should be
analysed into the following components:
PERIODIC COSTS

(a) the current service cost;

(b) the interest cost;

(c) the expected return on assets;

(d) actuarial gains and losses;

NON-PERIODIC COSTS

(e) past service costs; and

(f) gains and losses on settlements and
curtailments.

24
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Current service cost, interest cost and expected return
on assets

The current service cost should be based on the
most recent actuarial valuation at the beginning
of the period, with the financial assumptions
updated to reflect conditions at that date. It
should be included within operating profit in
the profit and loss account (except insofar as
the related employee remuneration is capitalised
in accordance with another accounting
standard). Any contributions from employees
should be set off against the current service
cost.

The current service cost will be based on the discount
rate at the beginning of the period and will therefore
reflect current long-term market interest rates at that
time.

The interest cost should be based on the
discount rate and the present value of the
scheme liabilities at the beginning of the
period. The interest cost should, in addition,
reflect changes in the scheme liabilities during
the period.

The expected return on assets is based on long-
term expectations at the beginning of the
period and is expected to be reasonably stable.
For quoted corporate or government bonds,
the expected return should be calculated by
applying the current redemption yield at the
beginning of the period to the market value of
the bonds held by the scheme at the beginning
of the period. For other assets (for example,
equities), the expected return should be
calculated by applying the rate of return
expected over the long term at the beginning of

25
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the period (given the value of the assets at that
date) to the fair value of the assets held by the
scheme at the beginning of the period. The
expected return on assets should, in addition,
reflect changes in the assets in the scheme
during the period as a result of contributions
paid into and benefits paid out of the scheme.
The expected rate of return should be set by
the directors (or equivalent) having taken advice
from an actuary.

For quoted fixed and index-linked securities, the
expected return can be observed from the market.
For other assets, the expected return has to be based
on assumptions about the expected long-term rate of
return. The rate of return expected over the long
term will vary according to market conditions, but it
is expected that the amount of the return will be
reasonably stable.

The net of the interest cost and the expected
return on assets should be included as other
finance costs (or income) adjacent to interest.

Actuarial gains and losses

Actuarial gains and losses arising from any new
valuation and from updating the latest actuarial
valuation to reflect conditions at the balance
sheet date should be recognised in the
statement of total recognised gains and losses
for the period.

Actuarial gains and losses may arise on both the

defined benefit scheme liabilities and any scheme
assets. They comprise:
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(@ on the scheme assets, differences between the
expected return and the actual return (for
example, a sudden change in the value of the
scheme assets);

(b) on the scheme liabilities, (i) differences between
the actuarial assumptions underlying the scheme
liabilities and actual experience during the period
and (ii) the effect of changes in actuarial
assumptions; and

(c) any adjustment necessary in accordance with
paragraph 67 resulting from the limit on the
amount that can be recognised as an asset in the
balance sheet.

Once an actuarial gain or loss has been recognised in
the statement of total recognised gains and losses it is
not recognised again in the profit and loss account in
subsequent periods.

Past service costs

Past service costs should be recognised in the
profit and loss account on a straight-line basis
over the period in which the increases in benefit
vest. To the extent that the benefits vest
immediately, the past service cost should be
recognised immediately. Any unrecognised past
service costs should be deducted from the
scheme liabilities and the balance sheet asset or
liability adjusted accordingly.

Past service costs arise when the employer makes a
commitment to provide a higher level of benefit than
previously promised, for example the creation of a
pension benefit for a spouse where such a benefit did
not previously exist or a grant of early retirement with
added-on years of service.
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Past service costs do not include increases in the
expected cost of benefits that the employer is already
statutorily, contractually or implicitly committed to,
for example cost of living increases to pensions in
payment and deferred pensions. Such increases are
covered by the actuarial assumptions and any
difference between actual experience and the
assumptions or the effects of any changes in the
assumptions are actuarial gains and losses.

Past service costs include benefit improvements
awarded as a result of a surplus arising in the scheme.
The fact that they are funded out of a surplus does not
result in there being no cost to the employer if the
surplus was potentially recoverable by the employer—
the use of the surplus for benefit improvements means
that the employer cannot then benefit from it in other
ways.

Settlements and curtailments

Losses arising on a settlement or curtailment
not allowed for in the actuarial assumptions
should be measured at the date on which the
employer becomes demonstrably committed to
the transaction and recognised in the profit and
loss account covering that date. Gains arising
on a settlement or curtailment not allowed
for in the actuarial assumptions should be
measured at the date on which all parties whose
consent is required are irrevocably committed
to the transaction and recognised in the profit
and loss account covering that date.
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Where under the scheme rules the employees have the
option to retire early or transfer out of the scheme, the
resulting settlements and curtailments are allowed for
in the normal demographic assumptions made by the
actuary and any gains and losses arising are actuarial
gains and losses.

In contrast, some settlements and curtailments arise
from specific decisions made by an employer that are
not covered by actuarial assumptions, for example
major changes in the circumstances of the scheme
instigated by the employer, such as the transfer of
accrued benefits of some or all the members into a
defined contribution scheme or a reduction in
employees because of the sale or termination of an
operation. Gains and losses arising from such events
are part of the employer’s operating results for the
period (unless they attach to one of the items shown
immediately after operating profit).

Impact of limit on balance sheet asset

The limit set out in paragraph 41 on the
amount that can be recognised as an asset may
result in there being some part of a defined
benefit scheme surplus that is not recognised.
Where this is the case, the amounts recognised
in the performance statements should be
adjusted as follows.

(a) First, if any refund is agreed and is covered
by the unrecognised surplus, it should be
recognised as other finance income adjacent
to interest, with separate disclosure in the
notes.
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Refunds from schemes where the whole surplus is
regarded as recoverable do not give rise to gains.
The cash received simply reduces the balance
sheet asset (along with any related tax effect).

(b) Next, the unrecognised surplus should be
applied to extinguish past service costs or
losses on settlements or curtailments that
would otherwise be charged in the profit
and loss account for the period, with
disclosure in the notes of the items and
amounts so extinguished.

(c) Next, the expected return on assets should
be restricted so that it does not exceed the
total of the current service cost, interest
cost (and any past service costs and losses
on settlements and curtailments not covered
by the unrecognised surplus) and any
increase in the recoverable surplus.

(d) Finally, any further adjustment necessary
should be treated as an actuarial gain or
loss.

An increase in the recoverable amount of a
surplus arising from an increase in the active
membership of the scheme should be
recognised as an operating gain.

An increase in the active membership can arise either
from an increase in general recruitment or from the
transfer of employees following an acquisition. The
gain arising in the latter case is a post-acquisition
operating gain, not an adjustment to the purchase
price and goodwill.
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A decrease in the recoverable amount of a
surplus arising from a fall in the active
membership should be treated as an actuarial
loss unless it arises from an event not covered
by the assumptions underlying the amount
originally regarded as recoverable, for example
a settlement or curtailment. If it does arise
from such an event, it should be treated as part
of the loss arising on that event.

Tax

When current tax relief arises on contributions
made to a defined benefit scheme, it should be
allocated to the profit and loss account or
statement of total recognised gains and losses
on the basis that the contribution covers first
the items reported in the profit and loss
account and then any actuarial losses reported
in the statement of total recognised gains and
losses, unless it is clear that some other
allocation is more appropriate. To the extent
that the contribution exceeds these items, the
current tax relief attributable to the excess
should be allocated to the profit and loss
account, again unless it is clearly more
appropriate to allocate it to the statement of
total recognised gains and losses.

Current tax relief is usually available on contributions
paid to the scheme and deferred tax usually arises on
the balance of the charges/credits. The tax follows
the relevant item, ie tax on the service cost, interest
cost and expected return on assets will be recognised
in the profit and loss account and tax on the actuarial
gains and losses will be recognised in the statement of
total recognised gains and losses. Frs 16 ‘Current Tax’
requires disclosure of the current tax recognised in the
profit and loss account and statement of total
recognised gains and losses. The question arises of
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where the current tax relief arising on contributions
should be deemed to belong. Sometimes it will be
clear what the contribution relates to, for example
when a special contribution is made to fund a deficit
arising from an identifiable cause, say an actuarial loss,
in which case the current tax relief should be allocated
to the statement of total recognised gains and losses.
In the absence of a clear link between the
contribution and the items recognised in the
performance statements, the allocation in paragraph 71
should be followed.

Death-in-service and incapacity benefits

A charge should be made to operating profit to
reflect the expected cost of providing any
death-in-service or incapacity benefits for the
period. Any difference between that expected
cost and amounts actually incurred should be
treated as an actuarial gain or loss.

Where a scheme insures the death-in-service costs, the
expected cost for the accounting period is simply the
premium payable for the period. Where the costs are
not insured, the expected cost reflects the probability
of any employees dying in the period and the benefit
that would then be paid out.

DISCLOSURES
Defined contribution schemes

The following disclosures should be made in
respect of a defined contribution scheme:

(a) the nature of the scheme (ie defined
contribution);

(b) the cost for the period; and
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any outstanding or prepaid contributions at
the balance sheet date.

Defined benefit schemes

The following disclosures should be made in
respect of a defined benefit scheme:

(a)

(b)

(©

(d)

the nature of the scheme (ie defined
benefit);

the date of the most recent full actuarial
valuation on which the amounts in the
financial statements are based. If the
actuary is an employee or officer of the
reporting entity, or of the group of which it
is a member, this fact should be disclosed;

the contribution made in respect of the
accounting period and any agreed
contribution rates for future years; and

for closed schemes and those in which the
age profile of the active membership is
rising significantly, the fact that under the
projected unit method the current service
cost will increase as the members of the
scheme approach retirement.

Paragraph ¢ requires additional disclosures about some
multi-employer defined benefit schemes that are
accounted for as if they were defined contribution
schemes.
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Assumptions

Each of the main financial assumptions used at
the beginning of the period and at the balance
sheet date should be disclosed. They should be
disclosed as separate individual figures, not
combined or netted. The main financial
assumptions include:

(a) the inflation assumption;
(b) the rate of increase in salaries;

(c) the rate of increase for pensions in payment
and deferred pensions; and

(d) the rate used to discount scheme liabilities.

The most important assumptions underlying the present
value of the scheme liabilities are the rates of increase in
salaries and pensions in payment and the rate of interest
applied to discount the estimated cash flows arising
under the liabilities. The valuation of assets in the
scheme is not affected by the actuarial assumptions
because the assets are measured at fair value.

Fair value and expected return on assets

The fair value of the assets held by the pension
scheme at the beginning and end of the period
should be analysed into the following classes
and disclosed together with the expected rate of
return assumed for each class for the period
and the subsequent period:

(a) equities;

(b) bonds; and

(c) other (subanalysed if material).
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The assumption made for the expected return on
assets does not affect the valuation of the scheme assets
because they are measured at fair value. It does,
however, determine the amount to be recognised in
the profit and loss account.

Components of the defined benefit cost

The following amounts included within
operating profit (or capitalised with the relevant
employee remuneration) should be disclosed in
the notes to the financial statements:

(a) the current service cost;
(b) any past service costs;

(c) any previously unrecognised surplus
deducted from the past service costs;

(d) gains and losses on any settlements or
curtailments; and

(e) any previously unrecognised surplus
deducted from the settlement or
curtailment losses.

Any gains and losses on settlements or
curtailments (and any previously unrecognised
surplus deducted from the losses) included
within a separate item after operating profit
should be disclosed in the notes to the financial
statements.

The following amounts included as other
finance costs (or income) should be disclosed
separately in the notes to the financial
statements:

(a) the interest cost; and
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(b) the expected return on assets in the scheme.

The following amounts included within the
statement of total recognised gains and losses
should be disclosed in the notes to the financial
statements:

(a) the difference between the expected and
actual return on assets;

(