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35, 36, 87, 88, 106, 112. What do these numbers have in common? The panel
will discussthe variousFASB statements with which the retirement benefit actuary
must deal. Emphasiswill be on current developments.

MR. DENNIS M. POLISNER: I'd like to introducethe speakerswho we have on our
panel. KenDakdduk is with the FASB and has been involved in someof the FASB
pronouncements1hatwe'll be discussing. Kenwill provideus with a perspectiveof
what the FASB is all about and what its objectiveshave been in issuingthese
accountingstandardsthat deal with variousemployeebenefit plans.

Our secondspeakerwill be Diana Scott. Diana'sbackground is interesting. She also
has been with the FASB, involvedwith some of these statements that we'll be

discussing,and is now currentlya consultantwith TPF&C. She has been involved,
from the client side,in the implementationand ongoingadministrationof these FASB
statements. Diana will share with us some of the practicalrealitiesof dealingwith
clientsand some of the problems that exist in dealingwith these FASB statements.

Jim Colburnis a partnerwith KPMG Peat Marwick. Jim is a consultingactuary and
has been heavilyinvolvedfrom an actuarialstandpoint,as well as from an audit
standpoint, dealingwith client issues. He will providesome thoughts and insightson
issuesfrom an actuarialperspective;the utilizationand implementationof the various
FASB statements that we're talking about.

Just as a bit of generalbackground, the purposeof this sessionis to gain greater
understandingof the purposeof the statements that deal with employeebenefit plans
and some of the practicalissuesinvolved.

MR. KENNETHE. DAKDDUK: I am going to talk about the FASB, what it is that the
board does, how itdoes it, why itdoes it, and the process it undergoes in order to do
it. I will touch on some of the benefit accounting standardsthat Dennis mentioned.
I'm not going to go into detailon them. I presumethat you're very familiar with how
those standardsoperate. I will try to give you some idea of what the board was
trying to achieve when it establishedsome of the accounting standardsthat we heard
about, namely/::AS 35, 87, 88, 106, and 112.

* Mr. Dakdduk,not a member of the Society, is a PracticeFellow with the
FinancialAccountingStandardsBoardin Norwalk, Connecticut.

Ms. Scott, not a member of the Society, is a Consultantwith Towers Perrinin
Chicago, Illinois.
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Well, since 1973 the FASB has been the designated organization of the private sector
for establishing standards in financial accounting and reporting. From its inception in
1973, the FASB has been and continuesto be our country's chief accounting rule
maker.

The missionof the FASBis quite simplyto establishand improvestandardsof
financialaccountingand reporting. That missioncertainlyincludesissuingnew
accounting standardswhenever necessary. But it also includes keeping existing
standards up to date;for example,if there's been a change in doing business or a
change in economicsand the FASB thinks that the accountingshouldbetter reflect
those changes.

The board's rules of proceduredo requirethat the board perform allof these functions
in an open decision-makingprocess,which means that its meetings and its decisions
anddeliberationsareessentiallyopento not only to publicobservationbut also public
participationin certainways. The board alsohas to follow certain otherconditionsor
precepts in the conduct of its business, tt does have to be objectivein its decision
making. It alsohas to carefullyconsiderthe views of allof the constituents who
provide it with input. It also has to look at standards that will be perhapsissuedonly
when the expected benefitsexceed the perceived cost of doing so. Bringingabout
any needed changes,the beard is requiredto try to do so in ways that would
minimizethe disruptionto the financialaccounting reportingpracticethat exists
currently.

Those arethe types of guidelinesthat the board follows. They have been established
primarilybecausethe board's actions affect so many people that the boardbelieves
that it's important to be very evenhanded in its decisionmaking.

One of the myths that you may hear about the FASB is that it is actually part of the
American Instituteof CertifiedPublicAccountants. Another myth that some of you
may have heard is that it is an arm of the federal government. In fact, every so often
I receive letters from ourconstituentsthat have been addressedto the Federal

Accounting Standards Board.

Well, standardsthat are issuedby the FASB are officiallyrecognizedas beingauthori-
tative by the SEC andthe AICPA. However, the FASB is not part of either of those
organizations. As you know, the SEC does have authority by statute to establish
financialaccountingand reportingstandardsfor publiclyheld companies,although it
has historicallyleft that to the private sector. Prior to the FASB, it was the AICPA
that was the majorstandardssetter in the U.S. It had a committee on accounting
procedurethat was inoperationfrom 1936 to 1959, I believe. And it issuedthe
accountingresearchbulletins(ARBs),and many of those are stillin effect. From
1959 to 1973, the AICPA kind of changed gears. It stillwas the major standards
setter, but it didset standardsthroughthe accountingprincipalsboard. And of
course, it gave usthe accounting practice bulletin(APB)opinions. And then in 1973,
the AICPA ceded its standardssetting authority to the FASB. And, as I said earlier,
that made the board the chief accounting rule maker in the U.S.

Well, here's another myth that we hear from time to time. The board actually
comprises many academics, and they sit around a table and talk about accounting
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issueson a very esotericlevel. Well, of course, that's not true either. The board
consistsof seven members who do serve full-time. They are not part-time members,
and they are requiredto sever allof the ties with the organizationsthat they came
from before they start their appointmentsat the board. Eachboard member serves
one five-year term and is eligiblefor anotherterm of five years. So, in total, a board
member can generallyput in about ten yearsat the FASB.

The occupationalmakeup of the board members is intentionallydiverse, but each of
the board members has to have a fervent interest in accounting, finance, and busi-
nessand alsoa desireto further improve financial accountingand reportingin the
U.S.

In addition,none of the boardmembers is permittedto representthe interest of any
particularsegment of the board's constituency. There has to be an independentand
rather objective approachto standards-setting. Our current board comprisesthree
individualsfrom public accounting,two individualsfrom industry,one academic, and a
former securitiesanalyst.

Well, these are the types of accounting statements or standards that the FASB
issues.

FASB STATEMENTS

Board Issues

Concepts Broadgeneralprinciplesto
guide Board

Standards Bindingunder AICPA Rule203

Interpretations Clarifyexistingstandards

Staff Issues

Technical Bulletins Timely guidanceon applying
existingstandards

There are generallyfour types of documentsthat will emanate from the Board.
Statements of financialaccounting conceptsare very important to the Board.
Although they don't establish accounting rules and standards,and they don't require
any changes in the application of existing accounting principles,they provide broad
general principles that are really intended to help the board in solving problems.

For example, they set forth the charectedstics of an asset or the characteristics of a
liability. They discuss elements of financial statements, and they discuss things such
as relevance and reliability and comparability of financial information, which are all
very important to the board in standards-setting.

Concept statements are developed under the same due process that the FASB
follows when it issues accounting standards and statements. At this time, there are
six concept statements. When you hear references to the beard's conceptual
framework, that reference is to the six concept statements.
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Now, of course, the board does issue accounting standards. Those are the account-
ing rules that have to be applied if financial statements are going to be prepared in
accordance with GAAP. As of today, there are 117 of those standards.

The board also issues FASB interpretations. An interpretation clarifies, explains, or
elaborates on an existing accounting standard that has been issued either by the
board or by a predecessor of the board, the APB or the ARB, if those pronounce-
ments are still in effect.

To issue a statement or an interpretation requires a five-to-two majority vote of the
Board. So essentially, five board members have to support the document and
approve its issuance, or it isn't going to be a final document, and it will not come out
in final form.

The last item is technical bulletins. Technical bulletins do emanate from the board,
but they're actually developed and issued by the FASB staff. Such bulletins generally
address issues that aren't directly covered by existing accounting rules. And I think
the real key to a technical bulletin is that it can only be issued if it's not expected to
cause a major change in practice for a significant number of companies. The cost of
implementing a technical bulletin could not be expected to be very significant and also
cannot create a new or novel accounting practice.

There is, of course, another type of staff document that is issued in addition to a
technical bulletin. And that's the questions and answers books, the implementation
guides that the FASB staff has periodically issued. Of course, Q&A books have been
out on pension accounting, income tax accounting, and accounting for loan origination
fees, and last month a Q&A book on FAS 106 for pestretirement benefits was
issued.

Here is the GAAP hierarchy:

GAAP HIERARCHY
SAS N0.69

Level

A FASB statements and interpretations, APB opinions,
and AICPA accounting research bulletins

B FASB technical bulletins, AICPA audit guides, and
AICPA statements of position

C FASB EITF consensus and AICPA practice bulletins

D AICPA accounting interpretations, FASB "Q&As,"
and industry practice

E Other accounting literature

There are standards that exist that possibly may touch on the same area. And when
you're in doubt, you look to this to determine which one has the highest level in the
hierarchy. That's generallythe one that shouldcontroland be your guide.
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At the top of the list at level A are FASB statements and interpretations. They're the
highest level GAAP that you can look to, They're up there with the ABPs and the
ARBs that are still in existence. As you can see, staff technical bulletins are at level
B. So they're the second highest level of GAAP. They are not quite as authoritative,
if you will, as level A. But Level B, I guess, is better than C, D, and E.

Staff Q&As are at level D. And the reason they're down at level D is because Q&As
don't normally undergo the extensive due process that a standard or a technical
bulletin would undergo. We also have an arm of the FASB, called the emerging
issues task force (EITF). It is basically commissioned by the FASB to respond to
emerging issues or issues that require a quick turnaround. When it members issue a
consensus, it ends up in the leveI-C category of the GAAP hierarchy. So, they are a
little bit higher than the staff Q&As, but certainly below technical bulletins and below
the FASB standards and interpretations.

I have heard the myth that the FASB operates from an ivory tower. People think the
Board members just kind of sit and set standards at will and don't really think about
all the issues and fully consider them. Well, once again, that is not true.

To place a topic on the agenda, the beard must first look to the pervasivenessof the
problem. To what extent is the issue troublesometo users,to preparers,to auditors,
or to others who may look to financialinformation? And to what extent is there a
diversityof practice? Also, what's the likelydurationof the problem? Is the problem
that the board perceivessomething that's merely transitory or is it likelyto persist?

I think perhaps post retirementbenefits other than pensionswas a good example of
somethingthat was deemedby the board to be a situation that was not transitory
but would, in fact, persist because of factors such as health care costs increasing,
increasedlongevity, and early retirement.

The board alsohas to considerwhether there are any alternative solutionsto the
problemsbeing looked at currently. Basicallythat considerationinvolvesassessingto
what extent one or more alternative solutionsmight be able to be developedthat
might serve to improve financialaccountingand reportingjust as well. Another factor
to consider: is the solutiontechnicallyfeasible? In other words, can the board
developa technicallysoundsolution? Or, shouldthe projectthat it is consideringbe
put on the back burner until another project is complete? Perhapsa good example of
that is the board's stock compensationproject.

The FASB first added accountingfor stock compensationto its agendaback in 1984.
BUt shortly after it decided that it needed to resolvesome other fundamental issues
concerningliabilitiesand equity and how those are defined before it could resolve the
accounting for stock compensationplans. Becausethose issues were already being
addressed as part of the board's financialinstruments project, it decided to put the
compensation project on hold pendingfurther progresson the financialinstruments
project.

The last considerationis the practicalconsequenceof issuinga standard and even
addinga project to the agenda. The boarddoes haveto considerthe extent to which
an approved accounting solution will be accepted in the market. And it also has to
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considerwhen addressinga particularsubject,or maybe not addressing,the extent to
which it might cause others to act. And who are those others? Well, certainly the
SEC for publiccompanies and even Congresscould be one that couldact in place of
the board or as a result of what the board has done.

Unfortunately, I think we're seeinga littlebit of that with Congress getting involved in
some of the stockcompensation debate. For those of you who aren't aware, several
pieces of legislationhave been introducedin Congress that would either support the
FASB's work on stock compensationor would tell the SECto ignoreanythingthat
the FASB finallycomes out with. So, once again, those are factorsthat have to be
considered,and I would put them in the last category of practicalconsequences.

It isn't possibleto evaluate all of these items in exactly the same way for every
project, but the board does find that identifyingthese factors helps to bringout
consistentdecisionsregardingwhat goes on the board's agenda. I keep mentioning
agenda, and agenda decisionsdo rely on advice from many of the board's consti-
tuents. The sourcesthat we rely on comprisea fairly diversegroupfrom our
constituency.

We have the regulators, who comprise the SEC, Congress, and federal and state
agencies. We have the users, who are basically the shareholders, analysts, rating
agencies, and lenders. In practice, we have the AICPA and the accounting firms.
The preparers are in the last category. Preparers would be groups like the Financial
Executives Institute, the BusinessRoundTable, various industry groups,etc.

All of these groupsprovide the board with quite a bit of input on the types of projects
that ought to be added to its agenda. Contraryto popularbelief, the beard really
doesn't have to look for projectsto add to the agenda. This group reallydoes keep
the board busy with many different suggestionson what ought to be looked at next.
And it was actuelly based on the actions and input from this group that the board
added to its agenda in 1974 the projects and accounting for employee benefit plans
and accounting for pensions.

Both of those projects were actually added partly in response to the actions of the
regulator group, primarily with the passage of ERISA, and in response to certain
criticisms by the other three groups. Basically, the criticisms involve perceived
efficiency and Opinion 8, which of course was the applicable standard on accounting
for pensions before FAS 87 was issued.

Basically, APB 8 was criticized for the flexibility that it permitted to employers in
choosing between various actuarial cost methods. Critics asserted that flexibility
could produce different pension amounts in similar situations, and, therefore, they
were very unhappy that it resulted in the lack of comparability in financial information
from company to company.

Another reason, by the way, for adding the agenda project on accounting for
pensions and other postemployment benefits was that at the time, in the 1970s,
there really wasn't much in the way of accounting literaturethat addressed
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specifically the accounting for postretirement benefits or postemployment benefits.
And, of course, as the significance of the cost of those benefits grew, the lack of
accounting became a bigger issue.

So, what did the board actually hope to achieve by developing in 1985 a standard for
accounting for pensions, and, of course in 1990-92 standards on postretirement and
postemployment benef_s? Well, certainly an improvement in financial accounting
reporting was a major goal. And, of course, that type of goal is certainly consistent
with the board's mission statement that I mentioned a moment ago. The board
basically wanted to enhance the relevance and representational faithfulness of an
employer's financial statements. It wanted the employer to provide basic information
on the cost of benefits that would be useful to the financial-statemant users. And in
the case of pensions, it really wanted that information to be comparable and more
understandable than what was used in the past under Opinion 8. Did the board
achieve that goal? Well, many say yes, to the extent that pension accounting is now
more consistent from company to company. Many believe the board has improved
financial reporting.

Many also say yes to that question, to the extent that financial-statement users now
have information on an employer's obligation to provide postretirement benefits and
postemployment benefits. And, of course, we're talking primarily about retiree
medical benef_s, severance benefits and disability benefits.

On the other hand, there are those who actually believe that financial reporting has
been improved, but maybe the degree of improvement is more modest compared
with what could have been achieved. For example, some have pointed to certain
inconsistencies among the board's benefit accounting standards, including inconsisten-
cies with past standards. And they feel that those inconsistencies may have hindered
the achievement of the degree of improvement the board wanted to achieve.

One example that I hear from time to time that some cite as an inconsistency is a
consideration of future salaries and reporting pension costs. Under Opinion 8 and
certainly under FAS 35, of course, employers look to current salaries when they
measure costs and obligations. Future salary increases aren't considered. But, of
course, in measuring your projected benefit obligation (PBO) and your service cost
under FAS 87, the board concluded that estimated future compensation levels should
be projected and considered if the plan's benefit formula does provide for that.

Now some have argued that an employer can't have a present obligation for a future
salary increase, because those future salary increases are really dependent upon future
events, such as future inflation, promotions, or improved productivity. And they also
argued that if you look at the board's own definition of a liability that's contained in
the concept statements that I mentioned earlier, that definition would exclude future
salaries, because it defines liabilities in terms of past events.

Another aspect of the accounting that some point to as an inconsistency involved the
attribution period. Statement 106, of course, specifies an attribution period that
generally runs from the date of hire to the date of full eligibility. Most pension plans,
however, accrue pension benefits to the plan's normal retirement age, so in the case
of pension plans, the full eligibility date and the normal retirement date can often be
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the same. That means that attributing postretirement benefits to the date of full
eligibility could result in the pension and postretirement benefits being attributed over
different time periods, even though the postretirement benefit usually is not paid until
the pension benefit is paid. There are those who believe that financial reporting
would be better sewed if those periods were the same.

Of course, I think there's a significant and obvious difference between these three
standards, involving the treatment of transition. FAS 87 requires amortization over
future periods, FAS 112 requiresimmediate recognition, and FAS 106 gives the
employer a choice between the two methods.

Knowing that these employers are dealing with standards that essentially emanated
from the same project back in the 1970s, some observers have basically said that the
board was cleady inconsistent with respect to the transition provisions of each of
these documents. Well, that may seem so on the surface, but actually, the board
established the transition rules in each of these documents, based on rather well-
reasoned views. The basic view, and the one that's really espoused in FAS 112, is
that from a conceptual standpoint, the immediate recognition of the transition amount
is appropriate, and it would be in line with existing accounting rules on adopting
accounting changes that require a cumulative-effect adjustment.

The magnitude of the pension transition amount for FAS 87 was deemed to be so
significant by the board that it compromised its conceptual position. It required the
trans'_on amount to be recognized over future periods. Although the board did
consider offering employers a choice between immediate recognition and amortizing
the amount, it rejected that choice because it felt that would result in a lack of
comparability, given the wide range of pension practices that existed under Opinion 8.
V_f_hFAS I06, however, the board believed that even if it tried to achieve complete
comparability, it probably wasn't going to be able to do that, because at the time FAS
106 was being deliberated, Technical Bulletin 87-1 allowed accounting for employer
costs for postratirement benefits to be immediately recognized.

Frankly, even before FAS 106 would have been issued, that bulletin was still effec-
tive. Employers would have had yet another opportunity to adopt accrual accounting
by using immediate recognition. So the board decided that it was not going to
preclude the transition obligation from being immediately recognized. Obviously, there
are other factors, but I think the point is that these transition provisions were estab-
lished by the board with a purpose in mind, and they certainly weren't done in any
degree in a haphazard way.

Now, last but not least, I think some question the degree of improvement in financial
reporting by simply looking at the complexity of the standard. And I think many
people answer the issue of improved financial accounting and repo_ng by saying they
probably have improved it, but just to a degree. But wouldn't it be great if these
things were a lot simpler to do? And certainly some of the complexities that have
occurred in those standards have led to many implementation questions. The board
certainly can't anticipate all of those questions, but, of course, when necessary, the
staff has tned to help out with the issuance of Q&As.
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I think Diane and Jim are going to talk a little bit about some of the practice problems
they face in applying the standards. So I'm not going to touch on any of them.

Nothing new is currently in the works, but FAS 87, 106, and 112 are not likely to be
the final step in the evolution of accounting for pensions and postemployment
benefits.

MR. POUSNER: Now Diana Scott will share some of her views on some of the
practical issues and the application of these statements.

MS. DIANA J. SCOTT: As Dennis mentioned, I come with a rather interesting
perspective. I am a CPA by background. I spent 12 years in public accounting. I
went to the FASB, where I met a number of you in my role as a project manager in
FAS 106, and now I'm a benef_sconsultant. So you might at first blush at a lot of
what I'm going to say, or think my heavens she is being irreverent, but I'm really
trying to be very realistic in my remarks.

Ken mentioned that the law of the FASB is to develop standards that improve the
usefulness of financial reporting, and that clearly drives everything the FASB does.
One of the criticismsthat peoplealways make is that the board doesn't consider the
socialimplications. I recallwhen FAS 87 was about to be issued, the wodd was
running around saying, you can't do this allof the defined-benefitplansare going to
have to convert to defined-contributionplans. And, of course, that never happened.

When FAS 106 was getting reedy to be issued, everybody kept running around
saying, you can't possibly do this, you're going to cause all of the retirees in the
country to lose their retiree medical benefits. And, of course, that didn't happen.

BUt the issue here really isn't that the board is ignorant to those social implications,
but rather that the board doesn't have the ability to take those into consideration. It
acknowledges up front that it is in business to improve the financial statements on
which investors make their decisions. And it's up to Congress and the government
to deal with all of the social issues.

I want to talk a little bit about FAS 87, FAS 106 and FAS 112, from the perspective
of someone who's tn/ing to be fairly realistic about the shortcomings of some of
those statements. And as one who wrote one of them, I'm trying to be objective in
saying that certainly there are things that we could have done better.

FAS 87 and FAS 106 are often criticized for being too much like a cookbook. And
I'll tell you, after having seen FAS 112, 131take a cookbook any day. In my view,
FAS 112 is one of the Ioosest standards that's ever been issued. The staff at the
Board kind of says, well you guys asked for it, and you got what you were asking
for. I'Ugo back to cookbooks any day.

In my view, the biggest advantage of FAS 87 was the fact that it conformed
practice, and that's really the objective of most of the standards that the FASB puts
out. But there are a certain number of shortcomings, and some of them we'll be
seeing, probably, for the first time this year.
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The first is that the discount rate is a rate that is based on rates at which an obliga-
tion could be effectively settled. Unfortunately, the majority of the people who apply
the standard don't appreciate that effectively settled doesn't really mean settlement
rate. What the Board was really looking for, as described in one of the Q&As for
FAS 87, was the risk-free rate. Essentiallyff you were to go to an insurance com-
pany that was going to settle the obligation, it's not the rate it would charge you, it's
the rate it would be anticipating - what underlying investment return would it be
anticipating on the assets that it would purchase to annuitize the obligation?

The board more or less clarified that issue in FAS 106, but unfortunately, we did it
more in the basis for conclusions, where we talked about the fact that rate is to
represent a current rate of return on high-quality, fixed-income investments with
maturities that match the expected accounting of benefit payments. The key here is
that it's current rates of return.

That's great, except that every other assumption that's being used in the measure-
ment process is looking longer term. You know, what is our expected long-term
salary growth? What is our expected long-term rate of return on plan assets? We
may be assuming a higher return on plan assets than we're currently experiencing,
but our discount rate is forced to look at environment. Of course, that has some

rather onerous impacts in that it can cause companies to trigger a minimum liability
for the first time, because the measure of the obligation is so much higher as a result
of the low interest rate driving a low discount rate. In fact, we've seen interest rates
come down 150 basis points just this year.

So you have a situation in which a company that has always been in an overfunded
position, or a company maybe that doesn't even have the ability to make contribu-
tions to the pension plan, is going to be triggering a minimum liability under FAS 87, a
potential charge against equity. There's nothing that it can do about it. It's not that
the company wasn't prudent in its investing. Its just that it was a victim of what
happens to be a low-interest-rate environment.

The other thing that can happen with interest rates coming down that we have seen
in our experience is that because the measure of the PBO increases so significantly,
as a result of the low interest rate, it can throw off a huge remeasurement loss, and
in some s'Ctuationsthat loss is enough to throw the company outside the gain/loss
corridor. In one situation, I saw that the net periodic pensioncost in 1994 can go up
75%, just because allof a suddenwe're thrown out of the gain/losscorridor and
have to start recognizingsome of those net losses. I'm not sayingthat's a bad thing.
I'm just saying that that's certainlygoingto be a situation that we're going to see this
year, and in many cases for the first time.

I have to admit the corridoris one of the thingsI hate about FAS 87 and FAS 106.
The right answer is to immediately recognizegainsand lossesall at once. The
corridoris some magical way of hidinggainsand lossesuntilyou hit a certain point.
Then, all of a sudden, you blow through the corridor,which is easy to do after one
year under FAS 106. All of a sudden, for some arbitraryreasonwe're recognizing
gainsand losses. That corridorapproachand the market-related value of plan assets,
which I alsothink is an extremely complexand difficult-to-understandapproach to
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measurement, were done solely to nullify the critics of the FASB who said, oh, you
can't possibly ask us to recognize gains and loses as they occur.

So it's one of those situations where the good news is, we have a great way to help
you mitigate the volatility in net periodic cost.

Another thing that's unique about FAS 87 and FAS 106 is that you have the
opportunity to have a measurement date that's prior to year-end. That's nice,
because companies and their actuaries don't want to be running around in January
going absolutely crazy trying to do all of the clients' valuations within the first four
weeks of the year. This gives companies the opportunity to set an earlier measure-
ment date and go into year-end with numbers that they think are really reliable.

The strange result of that, however, is that ff you choose a measurement date that's
let's say three months prior to your year-end, let's say September 30, and you have
an event that occurs in October or November or December, for example, in which
you have an open window and you're curtailing benefits under the plan, that effect is
not going to be recognized in your financial statement, because it occurred after the
measurement date. So you'll have an event that occurred in one fiscalyear but
won't be realizedin your financialstatement until the next, other than for footnote
disclosurethat says, by the way we did have this other event, and it did have a
tremendous cost.

Under FAS 106 1shouldsay that the substantive plan provisionsare a blessingand a
curse. The reason a substantive plan was introducedwas becauseit would be
onerousto ask companies to measurean obligationbasedon the deductible and other
cost-sharingprovisions. Twenty years from now a $100 deductible is meaningless,
so it made more sense to say, how is this plan evolving?

The downside, though, is trying to understand what the substantive plan is and the
fact that different rulesapply to bargained-versus-nonbargainedplans. What we're
finding is that it's kind of anything goes, becausethe auditors are buyingoff on
anythingthat's going to make their clients happy.

The good thing about FAS 106 is that it got companiesto focus on a really huge
liabilitythat nobody had reallybeen focusing on. We kind of knew it was there, but
you didn't know how much it was. Sometimes if you don't know, it's better to
forget about it. When companiesfinally realizedthey couldn't forget about it and
they started lookingat FAS 106, we found that it was three times bigger than our
worst nightmare. And so, you really now have the opportunity to help your clients
find ways to manage that liability. I think if there's anything good that came out of
FAS 106, it is that it got companiesto focus on this obligation,becauseyou can't
manage what you haven't measured.

The other thing I like about FAS 106 is that you have the opportunityto immediately
recognizethe transitionobligation. And underFAS 87 the board said, well the
transitionasset or obligalJonreallycomprisesamounts that would have been recog-
nized on a delayed basis;like the effect of planamendments and gainsand losses,
which are recognized on a delayed basis. But with FAS 106 we could look at it and
say, well that might be part of it, but the biggerpart is that companies have never
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recognized the cost that would have been recognizedin the past. So it's much more
like the cumulative effect of a change in accounting that would be immediately
recognized. Many companies took advantage of that opportunity to get the transition
amounts behind them and get their financial statements where they reallyshould be,
showing the full liability for their retiree medical.

I think the biggest problem with FAS 106 is that it came out five or ten years too
late. I think that's the fault of the accounting profession, the FASB, and the actuar-
ies. We all should have worked harder to focus on the fact that this was an issue

before we had to deal with significant increases in Medicare costs, with people retiring
eadier, and all these issues that contributed to a mushrooming retireemedical
obligation.

But unfortunately, we all blew it. I think the FASB learned from that experience and
maybe overcompensated for that by coming out with FAS 112 so that it wouldn't fall
into the same trap five years down the road.

Ken alluded to the fact that there are inconsistencies between FAS 106 and FAS 87,
and I think that results in an unfortunate amount of complexity, v_r_hFAS 106 you
almost want to sit down and say, now what is it that I want to amortize? _need a
matrix to figure out what period I'm going to recognize it over. Gains and losses are
over full service, but attribution of the obligation and amortization of prior service is
over service to the full eligibility date. There were good bases for doing that, but it
does add unnecessarily to complexity.

Even as an author of FAS 106, I never knew the distinction that the staff was
drawing between a plan amendment and a curtailment. And if you haven't looked at
the Q&A, I strongly encourage you to get it. I do think it's quite helpful in under-
standing and implementing FAS 106.

What I find really unusual is that I and many others have always had the notion that,
if, for example, I decide that I'm no longer going to provide retiree medical benefits for
future retirees, I've essentially curtailed their benet"rts. I would have treated that as a
curtailment. I thought that cleady met the definition of a curtailment. What I'm
finding is that the staff is saying that's a negative plan amendment, and the effect is
a negative plan amendment and a curtailment. The effect is extremely onerous in my
view. Not only do we record a negative plan amendment, but then when we
recognize the curtailment, we're recognizing a portion of the remaining transition
obligation that relates to the people whose benetTcsaren't even affected.

For example, many companies have changed their plans to go from a 55-10 plan to
you get benefits if you provide ten years of service after age 45. Individuals who
were receiving benefits under the old plan, but who were under age 45, have now
had their benefits essentially eliminated.

You then have a negative plan amendment, you've taken away benefits that had
been attributable to earlier years, and you've eliminated anything that you had accrued
for those people. But that's not really true. You've done that, but now you have a
curtailment, and you have to look at your remaining unamortized transition obligation
that relates to everybody who's 45 or older, including retirees. You have to take a
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portion of that as a cost of making this change. I think that that's a bit of an unusual
result, but its an anomaly of how you look at plan amendments and curtailments.

I find that even now I still have to read through the situations that are described in the
Q&A to help me understand a plan amendment and a curtailment.

Moving on to FAS 112, I think it is the statement that everybody loves to hate. I
haven't talked to anybody in the accounting firms who likes FAS 112, and I think the
reason starts with the title, which is misleading. It says Employers Accounting for
Postemployment Benefits. Then you reed the small print that says, postemployment
means anybody who is either an inactive employee or an inactive or terminated
employee of the company. But inactive employees are on disability. I guess I
wouldn't have thought of them as being postemployment; I would have said they're
out on disability leave. That's the first hurdle I have to overcome with FAS 112.

The staff is very defensive about the title and about FAS 112. I'm going to try not to
be overly critical, but I will point out what I feel are some of the shortcomings.

A second shortcoming is that the standard is extremely general. That is a polite use
of the word. And it's kind of short on telling you what the l_e intent of the standard
is. If we would say, well what we're really trying to do is eliminate the use of cash-
basis accounting for postemployment benefits, that would be fine. You do find those
words somewhere. But then you have to go through all kinds of gyrations to decide
ff this plan is one that should be accrued for under FAS 43 because it has certain
aspects of accumulation, Even though it provides a more generous benef'_ than the
service-related plan, am I able to structure the plan in such a way that I can say that
it's not a benefit that accumulates, so I can't reasonably estimate, and I can fall under
FAS 5?. In my view, and I've shared this with the FASB, it would have been much
better to say, if what you were really trying to do is get rid of cash-basis accounlJng,
then at a minimum, you should be accruing for these benefits under FAS 5, which
says that when the triggering event occurs, you should accrue the expected cost of
benefits to be provided as a result of that event, whether it's disablement, severance,
or whatever it might be.

Instead, the board decided that there were situations where companies might be
accruing under FAS 43, because a benefit accumulates and it didn't want to preclude
that. Well, I don't think my aitemative would have precluded that, but what we find
now is that companies are tryingto find ways to argue that somethingthat accumu-
latesdoesn't reallyaccumulate. Worse than that, auditors are saying, well, I think
FAS 112 is a reallydumb statement, and so, even though I agree with you that this
disability benefit is one that accumulatesover service, because I think this is a dumb
standard, I'm not going to make my clientapply it. This puts actuariesand consul-
tants in kind of a tough situation.

For example, you sit down with your client and you say, here is what the rule is, and
here's how you're supposedto applythe rule. You're doing what you think is a good
thing and explaining what FAS 112 says. This benefit is one where you earn a
greater benefit with additionalservice, and it needs to be accrued under FAS 43.
Then the auditors come in and say they think that's dumb, recordinga $20 million
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liability is ludicrous, it's probably more like $1 million, which is immatedal, so ignore it.
We turn out looking a bit foolish, and I've run into that in more than one situation.

Another situation that you'll find to be faidy sticky is what's the distinction between a
sick day or a sick-pay program and a short-term disability program? I've run into this
issue on a number of occasions, and Ken and I have recently discussed it. Many
companies don't have short-term disability programs, but they have a sick-pay
program that is intended to act as a short-term disability plan. So accountants are
going to look at the substance of the program.

The fact that it's called a sick-pay plan doesn't mean that you can ignore it. But FAS
43 says, if you have a sick-pay plan and the benefit is one that is a nonvesting
benefit, even though it may accumulate, if it doesn't vest you can ignore it.

Well that's great, except when they got to FAS 112 the word occasional was
inserted. It says if you have an occasional sick-pay program you can fall under FAS
43, and you can get this exclusion that says you don't have to accrue for it. But I
don't think there's general agreement on what occasiona/means. Now, in talking to
Ken and to his contemporaries at the board, what was intended is that if you have a
sick-pay program, that provides a nonservice-related benefit and the amount of sick
days an individual can earn during a year is no more than would be necessary to take
occasional sick days, and you can use your judgment as to what that means. Even
though an individual can accumulate all of those sick days, that doesn't fall under
FAS 112, because the individual sick-pay plan does not provide for more than
occasional sick days in any one year.

One other problem with FAS 112 is the fact that there are no examples. That, I
believe, is a real shortcoming. It's one thing to say, here is what we mean, but you
know a picture is worth a 1,000 words. I really do wish that the document would
have included some examples of what was intended, because I think we would have
a much better understanding of it.

Is it true, Ken, that you're putting together an article for Highlights that will address
some of these questions on FAS 112?

MR. DAKDDUK: That is true. I'm not sure if I'll go into any of the topics that you've
mentioned. But we are planning something. Stay tuned.

MS. SCOTT: Summing up, I would say that my biggest frustration is not as much
with following the rules, because being an accountant I'm used to having rules and I
feel comfortable with rules. My frustration comes more from not having enough rules
and finding that auditors are ignodng the rules that are out there, and that's the area
that I find the most challenging and the most frustrating, because auditors are
supposed to be independent. It's OK for consultants to be a bit aggressive; our role
is to help management come up with creative ways of addressing issues. But you
always like to think that the auditors are independent as they sign their names as
independent public accountants.

In my expedence, it's been kind of unfortunate that what they seem to be losing sight
of is that they should be working for the shareholders. And instead they say they are
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working for management. Management writes the paycheck, and so they're going to
help management achieve its financial goals.

I guess being on the benefit consulting side now, my role is to say to my clients,
here's what the rules say. If you want to deviate from the rules, that's between you
and your auditors. But I'm not going to suggest that you just blatantly ignore FAS
112 or whatever.

I will say, though, that because of the accountant's disregard for what the rules call
for, particularly in the discount-rate area, the SEC has chosen to take some action.
You may or may not be aware of the letter that the SEC distributed to the Emerging
Issues Task Force a few weeks ago that focused on the discount rate. This letter
arose out of frustration on the part of the SEC that companies discount rates are all
across the beard, that there is no notion of a current rate of return on high-quality,
fixed-income investments, when you're looking at ranges anywhere from 5.75% to
11% all as of December 31, 1992.

So the SEC has put out a letter that really states verbatim from FAS 106 what the
intent of the discount rate is, that discount rates are current rates of return, and that
as interest rates are changing, we should be reflecting those changes in the discount
rates that we use. But then the SEC went a little bit further and said, essentially
thinking we know how judgment works, and we know that there are many views of
what highquality is, we're going to put some parameters around those views, it
went on to specify that its view of highquality is a AA or higher rated bond. This is
a bit more narrow than what many actuariesI've worked with have viewed as being
high quality.

So you might want to be aware of that as you're meeting with your clientsbefore
this year-end, because we're more likelyto see discountrates this year, at least if the
SEC view prevails, that are much more like 7% than 8%.

MR. POLISNER: Jim Colbum will giveyou some views from the actuarialperspective,
the role of the actuary and the applicationof these statements and some of the
practicalactuarialissuesthat he encountersin his practice.

MR. JAMES T. COLBURN: We've heard from the CPA who's working for the
actuarial firm. Now it's time to hear from the actuary who's working with the Big
Six.

I have outlined my speech, Rules for Survivalfor an Actuary in the World of FASB. It
really representsnothing more than an outline of the kind of thingsthat I want to
address.

The first three items are vew basicitems, and would seeminglynot requiremuch
discussion,although in my many years at Peat Marwick and in my experiencewith
FAS 87 and FAS 106 sometimes the basicsare somewhat overlooked. The basics

I'm referringto are the role of the actuary, the responsibilitiesof the parties that come
to play with respect to financialstatements, and then back to the actuary's responsi-
bility for the assumptions.
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There are three specific roles for the actuary in FASB issues:
• Advise on the selectionof the assumption,
• Calculate and attest to the values to be reported,and
• Respondto inquiriesof the auditor.

The second one is obvious. We do calculate and attest to the values that are
produced and that have been used by our clientsin their financialstatements. The

rolethat we probablylikethe least is to get inquiriesfrom the accounting firm to
respondto a lot of information,which we merely say is to look in our actuarial report.

But if you reallywant to know about the actuarialreports, it's very seldom that I see
an actuarial report that reallydoes answer the questionsthat the auditors need.
Maybe if we change our actuarial reports, we wouldn't be having that trouble,

The first one, interestinglyenough, is to advise on the selection of the assumptions. I
consider that to be a role of the actuary, but it surprisesme how often I run into a
situation in which the actuary refuses to get involved in that. I think what's hap-
pened is actuaries have been burned once or twice; they say, talk to your auditors on
what your discount rate ought to be. That's specifically where they might say that. I
haven't heard them say that about the other assumptions.

It seems to me that it is not the role of the actuary to defer and say, that's your
auditor's responsibility. In truth, the selection of assumptions is the responsibility of
the client, Who is more qualified to give advice to the client on those assumptions
than the actuary? I truly encourage that; if you're in a scenario and you're going to
be there by the end of this calendar year, don't be fearful of being the bearer of bad
news on the selection of assumptions. Bad news will likely develop as a result of the
need to lower the discount rate. But in my opinion, I don't believe you should put
yourself in a position and say, let your auditors choose or you choose and check it
out with your auditor. I think you need to be more proactive in setting those assump-
tions. There's nobody better equipped to advise on the selection of the various
assumptions than the actuary. We've been doing it all of our lives, and there's no
time to quit just because the accountants come up with some rules that perhaps
narrow the parameters of our selection.

By the way, my views are truly my personal views. My views are not the views of
Peat Marwick. I'm not a CPA. I'm an actuary who is trying to deal with FASB
issues just like you are.

The financial statements of the plan are indeed the responsibility of the plan adminis-
trator, which is usually the employer. The financial statements of the company are
the responsibility of the company, and they're not the responsibility of the auditor.
The auditor's responsibilityis to clearlydetermine in the overall,whether the financial
statements are fairlyrepresented,whether they are consistentwith the statements of
prior years, and whether they are presented in a manner that's consistent with GAAP.

They're not responsiblefor the discountrate. They're not responsiblefor all those
things. They're merely responsiblefor the financialstatements being presented in
whole, fairly representingthe financialpicture of the plan, if that's the case,or the
company.
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The actuary does have a responsibility,becausewe are professionalsskilledin the
calculationof very significantnumbersthat go into those financialstatements.

What are our respon,_bil_es in selecting assumptions? Again, I suggestthat with
FASB we don't have an ultimate responsibilityfor those assumptions. But we're
certainlypositioned and we ought to give adviceon the selection of the assumptions.
UnlikeScheduleB and unlikethe situationunder ERISA in which we attest and say
that in our opinionthe assumptionsare reasonable,and we sign our name to those
assumptions,there's no place where we have to do that with the FASB numbers that
we develop. The only thing that might bear on us is to the extent that we follow the
Academy guide to professionalconduct if we're going to calculatenumbers, and if
we're going to use assumptionsthat in our opinionare not reasonable,we must
disclosethat fact. From my perspective, that's our responsibilityfor settingthe
assumptions.

In implementingmany of the FASB issues,a number of issues come up. A lot of it
evolvesaroundthe languagedifferencethat has existed between actuariesand
accountants. I would suggest to you that most actuariesin their actuarialreports are
tryingto stay with their own language,to try to resist usingthe kind of language that
you'll find in FASB. But to me they will be doing their clientsa better service by
adoptingthe kindsof languagethat exists in the FASB statements, in which our
numbers are going to be used.

There's an interestingdifference, and again this is an actuary speaking,we've come
to grips over the years, and we're goingto have it this year, with what constitutes a
change in estimate and what constitutesa change in principal. I've seen firms get in
trouble becausethey have misunderstoodthis issue. As we see these discount rates
fall this year, we may also seethe salary assumptionsfall as well. Peoplemay say
that the salary assumptionof 6%, perhaps if we revisit that, ought to only be 5%.
Well that is indeed a change in estimate. The company couldconcludetoday that
future salaryincreasesmight be lower than what it thought it was a year ago. We've
changed ourestimate. You might say, is that the same thing, if we change the
discountrate from 8.25% to 7.25%? In my view, I don't considerthat a change in
estimate.

The discount rate is tied to a particular benchmark. It representswhat you could
settle your obligationsat, or something similarto that. If the processof arrivingat
that number last year was 8.25% and this year it's 7.25%, that's not a change in
estimate.

But if we happento also chooseto changethe salary scale, in my opinionthat is a
change in estimate. Now, not that that's a dramatic issue. But I would suggest that
if you are going to change the salary assumption, if you're going to changeany of the
assumptions, the mortality table for example, you may be aware that a change in
estimate does have a responsibilityfor the employer. And that is to essentially
measure what that effect is. To the extent that effect is materialto any of the
numbers or to readers of the financial statements, the company would be obligedto
report what the effect of that change in estimate is.
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I mentioned change in principal, and I'm sure I'm going to be walking in dangerous
waters here when I try to describe what I mean by a change in principal. For
example, there might be a company that adopted FAS 87 in 1987, and in that
process adopted using the amortization of gains and losses without using that 10%
corridor. And now when we have this loss that's likely to occur as a result of a
lower discount rate, it may decide to implement that corridor this year. I would
venture to say that is indeed a change in principal. It is much different than a change
in estimate. It presupposes a higher standard before you go to the process of
changing a principal. I think it presupposes that by all standards it's preferable; it
certainly, may, in fact, require a catch-up. It's not the kind of thing that you might do
once and thereafter begin to apply the numbers with that change in principal. You
may find that you'll have to go back and find out that if you had done that from the
beginning, you'd have to bring forward and catch up with a change in principal.

There are many other examples of a change in principal. But there truly is a differ-
ence between change in principal and change in estimate. And I'm sure I haven't
done it justice, but these are issues that in truth we do need to bring to our CPAs,
our accountants, and even the chief financial officers (CFOs)of our clients. They will
generally have a better understanding of those issues before we start talking about
some of these changes.

Relative to our daily lives and FASB, one of the things that's been difficult for us is
coping with all of the interest issues that we have to deal with. I just mentioned a
few of those. We essentially have to address all kinds of interest assumptions in our
actuarial reports. The discount rates are either settlement rates or rates that are
available on high-quality, fixed-income investments, assuming that there's a difference.

There's the long-term return on assets that is used in FAS 87. There's the interest
rate we use for FAS 35, present value of accumulated benefits. There's our
Schedule B interest rates and there are probably at least two there. There's a current
liability rate. There's a funding rate. There are actuarialequivalencies inside the plan
document. And there are even multiple rates in there if you're talking about lump-
sum distributions. And then there are PBGC variable premium rates. And truly one
of the more difficult parts of our assignments is to bring some order to that so that it
makes sense to our clients when we describe all those rates.

I get troubled often in FAS 35 because I see many actuarial reports. Typical actuaries
even among our very largest companies, in my opinion, do a very poor job of
identifying the interest rate that is used for the present value of accumulated benefits
that is going into the financial statements. They almost always shortcut the descrip-
tion there. Sometimes they specify, and I commend those actuaries who do. They
say this rate was based on, or these values are based on, this interest rate.

More often than not they say to refer to the assumptions page on what the interest
rate is for these numbers. And you go back to the assumptions page and there's a
description of their funding assumptions, the interest rate, the interest for current
liability, and the interest for FAS 87 long term. Nothing is said about FAS 35. And
some of the largest companies do this. In fact, the CFO of the company might think
that current liability is the rate they're using. And I know generally speaking that's
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not what they're using. You might surmiseit's the long-term return on assets, or the
discountrate, or the funding rate.

Intruth, we end up having the auditor and the CFO either guessor callthe actuary,
which rate is it? But I don't understandwhy we can't put on our reportsfor FAS 35
that this is the rate we use. By the way, as you approachthe end of this year, most
companies and many actuarieswill essentiallyshortcut the processand use the
accumulatedbenefit obligationfor FAS 87 as the same numberfor present value of
accumulatedbenefits for FAS 35. Generally speaking,that is an acceptableprocess
for getting to those numbers,assumingyou are comfortable with that assumption.
It's close enoughthat that's acceptable. But in this year, when you lower your
discountrates and produce a different presentvalue of accumulated benefits, you
might want to revisit and rethink,do I want that number to be my FAS 35 present
value of accumulated benefits? The standard for choosingyour FAS 35 interest rate
is different than the standard for choosingyour discountrate. There's a similarity, but
there is a difference. And, I'm sure that for FAS 35 the interest rate you use for
presentvalue of accumulated benefits is generallyspeakingthe rate of return you
expect on your plan assets. Diana made the point that that's very different from the
discount rate.

There is, inFAS 35, an optionto use the rate at which you could settleyour obliga-
tions,just likethere is in FAS 87. But my guessis that's not the rate you probably
want to use, becausethat ends up being a lower rate than all the standards we use
in both discount rates and FAS 35 rates.

Diana mentioned the word remeasurement. I think she was referring to the measure-
ments to take place at this next measurement date, such as December 31. Often
there are questions, when is there an obligation to remeasure in the middle of the
year? Or interim measurement? And there is the very fact, for example, that interest
rates have fallen, such as they have since January 1, 1993. As of June 30 they had
dropped significantly and have even continued to drop. Is there any obligation as a
result of that? Is that the kind of an event that would, under FAS 87, call for a
remeasurement or a recomputing of the costs from that point forward? My answer
to that is no. That's not the kind of event that suggests a remeasurement. How-
ever, if you do have an event like a curtailment that has occurred during the year,
curtailments generally require remeasurements to take place. And if you're going to
do a remeasurement because you had a curtailment in midyear, you're obligated to
use an appropriate discount rate at that remeasurement date. But choosing when
and if you need to have remeasurements is one of our practical problems we need to
deal with.

Is the PBO an appropriate measure in accounting? Part of the problem is using the
salary-scale assumption for coming up with the PBO. I haven't had any problem with
that, and I think most actuaries agree and understand that is a relevant part of the
pension expense, except where you employ the rules of purchase accounting when
one company buys another. There it becomes a very sensitive and very difficult
issue. Because when one company buys another, the rules of purchase accounting
require that the buyer essentially calculate the PBO, and if it exceeds plan assets, it
has to book that entire difference and represent it as part of its cost of acquisition.
That can become a very difficult issue, particularly if you're negotiating price. The
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seller is saying it's not a real live liability, and if we include that in the price, you can
acquire the plan and then terminate the plan or curtail it and cut off the effect of
future obligations. Yet on the otherhand, the buyer will say it doesn't intend to do
that, and this is going to be part of the price and it's going to haveto go on the
balance sheet. So it becomes a difficultissue with respectto purchaseaccounting.
Other than that, it hasn't been a problemfor me.
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