- Amortization of Unrecognized Prior Service Cost
Suppose a company decides to give pension benefits retrospectively to employees who served company prior to creation of a pension fund such cost are called 'Prior Service Cost'
Another case, when a company decides to make some retrospective amendments to its pension plan which may result in some increased cost due to increase in some additional benefits to its employees.
These must be amortized over the remaining service life of employees.

These costs must be amortized over the remaining service life of the employees.

There are two methods to amortize such costs:-

1. Straight line amortization

2. by assigning a fraction to each remaining year of service


[image: image1.emf]Employees Remaining yrs

Mr. A 1

Mr. B 6

Mr. C 5

Mr. D 4

Mr. E 4

20

Per Straight Line Method

= Prior Service Cost

Avg no. of years remaining

= $20,000.00

(20/5)

= $5,000.00

We thus have $5000 to be  amortized each year

Per Assignment of Fraction Method

Employees Remaining yrs Yr1 Yr2 Yr3 Yr4 Yr5 Yr6

Mr. A 1 Y

Mr. B 6 Y Y Y Y Y Y

Mr. C 5 Y Y Y Y Y

Mr. D 4 Y Y Y Y

Mr. E 4 Y Y Y Y

20 5 4 4 4 2 1

Amortization factor = 5/20 4/20 4/20 4/20 2/20 1/20

0.25 0.20 0.20 0.20 0.10 0.05

Amortization amount = 5000 4000 4000 4000 2000 1000

(20000 * Amort. Factor)

Harry Inc decide to make some retrospective amendment which result in prior service cost of $20000.

Company has 5 employees who are entitled to benefits for prior services, 

Examples


- Amortization of Unrecognized Gain or Losses
(A).If you remember, in my previous post I explained that expected return on pension fund assets is used to calculate Pension expense. Let see it again, pension expense is calculated as under:
	
	Pension Expense =

	(+)
	Service Cost

	(+)
	Interest Cost

	(-)
	Expected Return on Pension Fund

	(+)
	Unrecognized Prior Year Service Cost

	(+/-)
	Unrecognized Gain or Losses

	
	


So, it should be clear now that expected Return is used instead of actual returns.

Now, to understand the underlying concepts please refer to below scenarios. 


[image: image2.emf]Scenario-1 Fair Value of Pension Fund Assets $100,000.00

Expected Return 10%

Actual Returns 9%

Unrecognised Loss $1,000.00

>> This loss of $1000 is Unrecognised & deferred loss

Scenario-2 Fair Value of Pension Fund Assets $100,000.00

Expected Return 10%

Actual Returns 10.50%

Unrecognised Gain $500.00

>> This Gain of $500 is Unrecognised & deferred Gain



(B). A change in the PBO (Please refer to my previous post ‘IAS 19 Pension Concepts & Accounting – Examples’) due to change in actuarial estimates are also (currently) recognised as Unrecognised and deferred to future periods.
Now, to understand the underlying concepts please refer to below scenarios.

[image: image3.emf]Scenario-1 PBO before any change $100,000.00

PBO after Actuarial Estimates $110,000.00

Unrecognised Loss -$10,000.00

>> This loss of $10000 is Unrecognised & deferred loss

Scenario-2 PBO before any change $100,000.00

PBO after Actuarial Estimates $90,000.00

Unrecognised Gain $10,000.00

>> This Gain of $10000 is Unrecognised & deferred Gain
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				Examples

				Harry Inc decide to make some retrospective amendment which result in prior service cost of $20000.

				Company has 5 employees who are entitled to benefits for prior services,

				Employees		Remaining yrs

				Mr. A		1

				Mr. B		6

				Mr. C		5

				Mr. D		4

				Mr. E		4

						20

				Per Straight Line Method

				=		Prior Service Cost

						Avg no. of years remaining

				=		$20,000.00

						(20/5)

				=		$5,000.00

				We thus have $5000 to be  amortized each year

				Per Assignment of Fraction Method

				Employees		Remaining yrs		Yr1		Yr2		Yr3		Yr4		Yr5		Yr6

				Mr. A		1		Y

				Mr. B		6		Y		Y		Y		Y		Y		Y

				Mr. C		5		Y		Y		Y		Y		Y

				Mr. D		4		Y		Y		Y		Y

				Mr. E		4		Y		Y		Y		Y

						20		5		4		4		4		2		1

				Amortization factor		=		5/20		4/20		4/20		4/20		2/20		1/20

								0.25		0.20		0.20		0.20		0.10		0.05

				Amortization amount		=		5000		4000		4000		4000		2000		1000

				(20000 * Amort. Factor)

				Scenario-1		Fair Value of Pension Fund Assets		$100,000.00

						Expected Return		10%

						Actual Returns		9%

						Unrecognised Loss		$1,000.00

				>> This loss of $1000 is Unrecognised & deferred loss

				Scenario-2		Fair Value of Pension Fund Assets		$100,000.00

						Expected Return		10%

						Actual Returns		10.50%

						Unrecognised Gain		$500.00

				>> This Gain of $500 is Unrecognised & deferred Gain
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				Examples

				Harry Inc decide to make some retrospective amendment which result in prior service cost of $20000.

				Company has 5 employees who are entitled to benefits for prior services,

				Employees		Remaining yrs

				Mr. A		1

				Mr. B		6

				Mr. C		5

				Mr. D		4

				Mr. E		4

						20

				Per Straight Line Method

				=		Prior Service Cost

						Avg no. of years remaining

				=		$20,000.00

						(20/5)

				=		$5,000.00

				We thus have $5000 to be  amortized each year

				Per Assignment of Fraction Method

				Employees		Remaining yrs		Yr1		Yr2		Yr3		Yr4		Yr5		Yr6

				Mr. A		1		Y

				Mr. B		6		Y		Y		Y		Y		Y		Y

				Mr. C		5		Y		Y		Y		Y		Y

				Mr. D		4		Y		Y		Y		Y

				Mr. E		4		Y		Y		Y		Y

						20		5		4		4		4		2		1

				Amortization factor		=		5/20		4/20		4/20		4/20		2/20		1/20

								0.25		0.20		0.20		0.20		0.10		0.05

				Amortization amount		=		5000		4000		4000		4000		2000		1000

				(20000 * Amort. Factor)

				Scenario-1		PBO before any change		$100,000.00

						PBO after Actuarial Estimates		$110,000.00

						Unrecognised Loss		-$10,000.00

				>> This loss of $10000 is Unrecognised & deferred loss

				Scenario-2		PBO before any change		$100,000.00

						PBO after Actuarial Estimates		$90,000.00

						Unrecognised Gain		$10,000.00

				>> This Gain of $10000 is Unrecognised & deferred Gain
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				Examples

				Harry Inc decide to make some retrospective amendment which result in prior service cost of $20000.

				Company has 5 employees who are entitled to benefits for prior services,

				Employees		Remaining yrs

				Mr. A		1

				Mr. B		6

				Mr. C		5

				Mr. D		4

				Mr. E		4

						20

				Per Straight Line Method

				=		Prior Service Cost

						Avg no. of years remaining

				=		$20,000.00

						(20/5)

				=		$5,000.00

				We thus have $5000 to be  amortized each year

				Per Assignment of Fraction Method

				Employees		Remaining yrs		Yr1		Yr2		Yr3		Yr4		Yr5		Yr6

				Mr. A		1		Y

				Mr. B		6		Y		Y		Y		Y		Y		Y

				Mr. C		5		Y		Y		Y		Y		Y

				Mr. D		4		Y		Y		Y		Y

				Mr. E		4		Y		Y		Y		Y

						20		5		4		4		4		2		1

				Amortization factor		=		5/20		4/20		4/20		4/20		2/20		1/20

								0.25		0.20		0.20		0.20		0.10		0.05

				Amortization amount		=		5000		4000		4000		4000		2000		1000

				(20000 * Amort. Factor)
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