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INFORMATION FOR OBSERVERS
IFRIC meeting: January 2007, London

Project: IAS 19 — Curtailments and negative past service cost
(Agenda Paper 5)

Introduction
1. ThelFRIC hasreceived arequest for an Interpretation giving guidance on

whether plan amendments that reduce benefits are accounted for as curtailments
Oor as negative past service costs.

Existing literature
2. Thedefinitionsin IAS 19 are as follows:

Past service cost

“...theincrease in the present value of the defined benefit obligation for employee
service in prior periods, resulting in the current period from the introduction of, or
changes to, post-employment benefits or other long-term employee benefits.”
(paragraph 7)

In addition, IAS 19 notes that past service cost:

e “...may be ether positive (where benefits are introduced or improved) or




negative (where existing benefits are reduced).” (paragraph 7); and

e “excludes... the effect of plan amendments that reduce benefits for future service

(acurtailment).” (paragraph 98)

Curtailment
“A curtailment occurs when an entity either:

(a) isdemonstrably committed to make a material reduction in the number of

employees covered by a plan; or

(b) amends the terms of a defined benefit plan such that a material element of
future service by current employees will no longer qualify for benefits, or will
qualify for only reduced benefits. (paragraph 111).

3. The Basisfor Conclusionsto IAS 19' notes:

(a) theold IAS 19 appeared to treat plan anendments that reduce benefits as
negative past service cost.

(b) E54, the ED preceding the current version of 1AS 19, proposed that
amendments that reduce benefits for future service are either curtailments (if
the amendment reduces benefits for future service) or settlements (if the

amendment reduces benefits for past services).

(c) some commentators on E54 argued that such negative plan amendments
should be treated as negative past service cost because they reduce employee

morale in the same way that ‘ positive’ plan amendments increase morale.

(d) the [IASC] Board decided to treat both ‘ positive’ and ‘ negative’ plan

amendments in the same way.

4.  TheBasis aso notesthat “the distinction between negative past service cost and
curtailmentsis unlikely to have any significant effect in practice and that any
attempt to deal with exceptional cases would result in excessive complexity.”
(paragraph BC62).

! Paragraphs 60-62



The issue

5.

The constituent raising the issue notes that IAS 19 plan amendments which
reduce existing benefits may fall within the definition of either curtailments or
negative past service costs. The constituent describes three possible views

being taken. These are set out below.

View A

6.

Any plan amendment should be considered in its entirety. If animpact of the
amendment is to reduce the benefits for future service then the amendment
meets the definition of a curtailment. 1AS 19.98(e) excludes the impact of
curtailments from the definition of past service cost. Therefore the full impact
of any plan amendment which reduces benefits for future (and past) service

should be accounted for as a curtail ment.

View B

7.

Follow view A but apply this at the individual member level rather than for the
plan asawhole. Therefore the impact for any retiree, terminated, or active
member who has passed the date when further service leads to no material
amount of further benefits (as specified in IAS 19.67(b)) should be accounted
for as a negative past service cost whilst the impact for other active members

should be accounted for as a curtail ment.

View C

8.

Thereferencein IAS 19.98(e) should be read as excluding only future service
impact when considering a curtailment. Therefore the impact of any plan
amendment should be broken down into elements which relate to past service
(eg accrual rate) and elements which are dependent on future service (eg the
impact of future salary increases included in the defined benefit obligation or
the impact on the calculation of the defined benefit obligation of straight lining
abenefit accrua which includes a back end load in accordance with IAS 19.67).
Having bifurcated the plan amendment into mutually exclusive past and future
service elements, negative past service cost or curtailment accounting treatment

is applied for the respective elements.



Staff recommendation

0.

The staff recommends that the IFRIC take a project onto its agenda with a view

to issuing an Interpretation supporting View A.

Preliminary analysis

Examples

10.

11.

12.

13.

The staff’ s understanding of Views A-C in paragraphs 6-8 isillustrated in the

following examples.

Example 1

An entity operates a defined benefit plan in which employees accrue 1% of their
final salary for each year of service. The entity amends the plan so that the
employees only accrue 1% of their current salary for each year of service (iea

career-average plan). The defined benefit obligation decreases.

View A would consider the plan amendment in its entirety. Asthe plan
amendment would result in future service by current employees qualifying for
reduced benefits, the plan amendment is a curtailment. The reduction in the

defined benefit obligation is accounted for as a curtailment.

View B issimilar to View A, except that it is applied at the member level. Thus,
the accounting would depend on the profile of active and inactive membersin
the plan. If part of the reduction in the defined benefit obligation relates to
active plan members, then that part would be accounted for as a curtail ment.
The remaining reduction that relates to plan members who are retired,
terminated, or past the date when further service leads to no material amount of

further benefits would be accounted for as negative past service costs.

In View C, the impact of the plan amendment is broken down into elements
which relate to past service and elements which are dependent on future service.
In this example, all the change in defined benefit obligation arises because
benefits now accrue based on the employees’ current salaries, rather than their
final salaries. View C regards the reduction from salary at the date of the plan
amendment to past salary asrelating to past service, and the reduction from
expected fina salary to salary at the date of the plan amendment as relating to




14.

15.

16.

17.

future service.? As aresult, View C would result in accounting for the decrease

in the defined benefit obligation as part past service cost and part curtailment.

Example 2

An entity operated a defined benefit final salary plan in which employees accrue
1% of their final salary for each year of service. The entity amends the plan so
that the employees only accrue 0.75% of their final salary for each year of
service. The defined benefit obligation decreases.

As the plan amendment would result in future service by current employees
qualifying only for reduced benefits, View A would treat the plan amendment as
acurtailment. The reduction in the defined benefit obligation is accounted for as

acurtailment.

Asin paragraph 12, the accounting in view B would depend on the profile of
active and inactive members in the plan. Curtailment and negative past service

cost accounting would be applied separately to each group of employees.

In View C, the change in accrual rateistreated as relating to past service. The

plan amendment is treated as negative past service cost.

Example 3

An entity operated a defined benefit final salary plan in which employees accrue
1% of their final salary for each year of service. The entity amends the plan so
that employees would no longer accrue benefits for future years of service.
However, the benefits on retirement arising from years of service before the
plan amendment would continue be 1% of final salary. Thereis no changeto the
defined benefit obligation.

In this example, future service by current employees will no longer qualify for
benefits. Thereis no change to the defined benefit obligation as benefits arising

2 For example, consider an employee who earned 100 on joining the entity, earns 300 at the date of
plan amendment and expects that his salary at retirement will be 450. View C would split the reduction
in the accrual for the first year of serviceinto (i) an amount based on 200 (=300-100) which would be
attributed to past service and (ii) an amount based on 150 (=450-300) which would be attributed to
future service.




from past years of service are unaffected. The plan amendment is accounted for

asacurtaillment in all three views.

Comments on the alternative views
18. Wemakethefollowinginitia observations on the alternative views:

(@) Inthe staff’sview, View A is consistent with IAS 19. However, View A
appearsto treat all plan amendments that reduce benefits for any future
service as curtailments. It is not clear what would remain to be treated as
negative past service costs.® We believe that IAS 19 would not include the
concept of negative past service costsif there were no situations in which it
would apply. However, View A isthe simplest of the three views. It also
maximises the amount of any reduction in defined benefit obligation that is
accounted for as a curtailment. In the staff’ s view, curtailment accounting is
superior to past service cost accounting because it does not result in the
deferred recognition of amounts over the remaining service lives of current

employees.

(b) View B isaso consistent with IAS 19. However, unlike View A, View B
would treat as negative past service costs the effect of the plan amendment

on those employees who are no longer active.
(c) The staff notesthat KPMG’s “Insightsinto IFRS’ 3 Edition states:

“The definition of past service costs excludes plan amendments that
impact future service. Therefore if an entity amends the terms of a
defined benefit plan such that it affects entitlements from both past as
well as future services for the same group of employees, then in our
view the plan amendment is accounted for as a curtailment in its
entirety. A plan amendment falls under negative past service
accounting [...] if it affects only the entitlements from past service.”
(paragraph 4.4.890.50)

In the staff’ s view, the KPMG view could be read either as being consistent

with View A (because it refersto accounting for the plan amendment in its

% The only circumstances that the staff can think of in which View A would result in negative past
service costsis the unlikely case in which the entity reduces benefits for past service but continuesto
offer the same level of benefit for future service.



entirety) or View B (because it suggests that the plan amendment be

analysed at the level of a group of employees).

(d) Some have suggested that only Views A and B are legitimate interpretations
of IAS 19. They would accept diversity between Views A and B, given the
Board' s project on post-retirement benefits (see paragraphs 29 and 30).

(e) Othersarguethat Views A and B conflict with the definition of aliability in
the Framework and in IAS 37. In their view this arises from afundamental
flaw in IAS 19.

(f) View C attributes the effect of future salary increases to future service. Some
staff arguethat View C isthe only view that divides the change in defined
benefit obligation into a component that relates to future service and one that
relates to the past. Those staff would argue that View C isthe only view that
would interpret the curtailments described in paragraph IAS 19.111(b) as
affecting the measurement of the defined benefit obligation. As aresult,
those staff argue that View C isthe view that the |ASC intended.

(g) Other staff argue that View C isinconsistent with the attribution of benefits
to years of service. Thisis because View C would characterise the uplift in
future salaries that accrues each year as resulting from future service. Thus,
View C extracts elements of future service from benefits that have already
been attributed to the past. Staff holding this view argue that employees
servicein past years was rendered in return for benefits whose value
includes the effect of expected salary uplifts. As aresult, benefits attributed
to past years of service, including amounts accrued based on an expected
future salary, relate to the past and any changes in those benefits are negative
past service costs. In addition, those staff would argue that View C
contradicts the statement in paragraph 97 that “ past service cost is measured

as the change in the liability resulting from the amendment”.

US GAAP

19.

The staff notes that the concept of negative past service costs was taken from
US GAAP and introduced to IAS 19 in response to comments received on E54.
The staff notes that the treatment of curtailments and past service cost is
different in US GAAP from IFRSs. This paper considers only the definitions.



20. Thedefinitionsin US standards FAS 87, “Employers’ Accounting for Pensions’
and FAS 88 “Employers’ Accounting for Settlements and Curtailments of

Defined Benefit Pension Plans and for Termination Benefits’ are as follows;

Prior service cost
“The cost of retroactive benefits granted in a plan amendment.” (FAS 87)

Retroactive benefits are defined as. “ Benefits granted in a plan amendment (or
initiation) that are attributed by the pension benefit formulato employee services
rendered in periods prior to the amendment. The cost of retroactive benefitsis

referred to as prior service cost.” (FAS 87)
FAS 87 aso states:

“A plan amendment can reduce, rather than increase, the projected benefit
obligation.” (FAS 87.28)

Curtailment

“An event that significantly reduces the expected years of future service of present
employees or eliminates for a significant number of employees the accrual of
defined benefits for some or all of their future services.” (FAS 87 and FAS 88)

21. Thus, plan amendments are curtailmentsin US GAAP only if the eliminate the
accrual of defined benefits for future service. In contrast, IFRSs require only
that benefits are reduced. US GAAP does not share the ambiguity in IFRS that

arises for amendments that reduce benefits and no analogy can be drawn.

22. The staff believesthat US GAAP would treat the three examples in paragraphs
10-17 as negative past service costs because none of those examples eliminates

employee benefits.

CONSIDERATION OF WHETHER THE IFRIC SHOULD TAKE
THE ISSUE ONTO ITS AGENDA

Significantly divergent interpretations
23. Theambiguity in the definitions of a negative past service cost and a

curtaillment means that entities can, in effect, choose how to treat any plan

amendments that reduce benefits. Due to the different accounting treatments of



24,

curtailments (recognised when the curtailment occurs, triggers recognition of
unrecognised gains and losses) and negative past service cost (spread over
remaining service lives), one choice would boost current year profit and |oss,
while the other would result in a stable credit to profit and loss over a number of

years.

Agenda Committee members noted that there is diversity in practice and
concluded that the IFRIC should discuss thisissue as it was not immediately
apparent which of the views described should be pursued.

Practical and widespread relevance

25.

26.

27.

28.

The request notes that paragraph BC62 of 1AS 19 indicates that the Board
anticipated difficulties in providing clear guidance regarding the distinction
between a curtailment and a negative past service costs, and that the distinction

was unlikely to result in significant variation in results.

However, the request notes that improvements in longevity and other adverse
experience for post employment benefits in many territories have made it
increasingly common to reduce such benefits, in respect of both past and future
service. Thus, the conditions described in paragraph BC62 are less rare than
originally envisaged by the Board and the issue has become more widespread
and of greater relevance. The staff has also received informal correspondence

that indicates this issue arises frequently in practice.

The IFRIC potential agendaitem request notes that the distinction between
negative past service cost and curtailments also has a potentialy significant
impact on first time adoption. The exception provided in IFRS 1 relates only to
unrecognised gains and losses, it does not apply to unrecognised past service

cost, positive or negative.

The Agenda Committee noted that thisissue is of widespread and practical
relevance.

Relationship with a Board project

29.

In July 2006, the Board added a two-phase project on post-employment benefits
to its agenda. In November 2006, the Board decided to propose immediate
recognition of al past service cost in profit or loss. Although this decision does

not eliminate the ambiguity between the definitions of a negative past service



30.

cost and a curtailment, it removes any difference in accounting for them
because:

(a) there would be no unrecognised actuaria gains or losses or unrecognised
past service cost to be recognised when there was a curtailment.

(b) gains on both negative past service cost and curtailments would be

recognised immediately in profit or loss.

The staff notes that the first phase of the Board' s post-employment benefits
project islikely to resolve the issue. Phase 1 is expected to result in adiscussion
paper in the summer of 2007, and in final guidance by 2010. Thus, the question
iswhether the IFRIC should issue an Interpretation to address application
difficulties in the short-term.

Likely to result in a consensus of the IFRIC

31.

Thereis no reason why the IFRIC should not be able to reach a consensus on
the issue in areasonable timeframe. If the IFRIC concluded its deliberations at
its meeting in March 2007, a draft Interpretation could be exposed for comment
in May 2007. A final Interpretation could be achieved by December 2007.

Other avenues open to the IFRIC

32.

33.

34.

At its November meeting, the Agenda Committee suggested the staff consider
whether this issue would be better resolved by the Board through its annual
improvements process. The annual improvements process focuses on areas of
inconsistency in standards or where clarification of wording isrequired. An
issue that forms part of the annual improvements might be exposed for comment
on 1 October 2007 with amendments effective from 1 January 2009.

It would be appropriate to recommend that the Board address this issue as a
minor amendment if the IFRIC concluded diversity in practice should be
reduced, but that the best way to achieve this would be through a change in the
words in the Standard.

However, the staff does not recommend this approach because:

(a) theissue arises from aninconsistency in IAS 19 that was noted by the IASC
Board inits Basis for Conclusions. Therefore any attempt by the Board to
address thisissue would go further than clarifying an unintended

inconsistency.

10



35.

(b) any amendment proposed by the Board islikely to be more than “minor” for
those plans affected. The annual improvements process is not a suitable

vehicle for amendments that are significant.

(c) IAS 19 wasfinalised in 1998. The Board might question the urgency of any
amendment, particularly in the light of its heavy workload and commitment

to meet the requirements of its MOU.

(d) the Board has started its short-term project on post-retirement benefits. The
Board' s tentative decisions so far would reduce the importance of thisissue.
If the Board isto address the issue, it should be within the existing Board
project that would be completed in 2010.

The staff believes that the Board is unlikely to be sympathetic to addressing this

issue pending its Phase 1 project on post-retirement benefits

Suggested approach

36.

37.

38.

The following paragraphs assume that the IFRIC decides to add thisitem to its
agenda.

In the staff’ sview, Views A-C are al |legitimate interpretations of I1AS 19.
Diversity islikely to have occurred since IAS 19 was finalised in 1998. Because
of the difference in the definitions of acurtailment in IAS 19 and US GAAP,
US GAAP does not provide any insight as to which view is most appropriate.

The Board' s Phase 1 project on post-employment benefits is expected to
eliminatetheissue. So an Interpretation is needed only to remove uncertainty
and diversity of practice over the next four years. The staff believesthat this
can be done by the IFRIC choosing to support one of the above views. In the
staff’s view, View A:

(a) issimple. A plan amendment is either a curtailment or it isnot. Thereisno
need to allocate the reduction in defined benefit obligation between past and

future service.

(b) would result in curtailment accounting for more reductionsin defined benefit
obligation. Amounts that arise from curtailment are recognised when the
curtailment occurs. Amounts that are negative past service costs are spread
over the remaining expected service lives of employees. Thus, View A

would result in superior accounting for more plan amendments.

11



39. The staff recommends that the IFRIC issues an Interpretation along the lines of
View A.

12



Appendix: Definitions and accounting for curtailments and negative past service cost

IAS 19, FAS 87 and FAS 88 —for reference

IAS 19 FAS 88/87
Curtailment A curtailment occurs when an entity either: ...acurtallment is an event that significantly reduces the
definition () is demonstrably committed to make a material reduction Zx_pe_ctztd y?ars Of. fu'F]ch_re sxterw cetc))f prfesent Iempl O){ﬁes or ol of
i the number of employees covered by aplan; o cefinee benelitsfor Someor ll of theif ke savices
(b) amends the terms of a defined benefit plan such that a Curtailmentsinclude;
material element of future service by current employees will Terminati ; | , . lier th
no longer qualify for benefits, or will qualify for only a ferminalion of employees Services earfier than
. expected, which may or may not involve closing a
reduced benefits. facility or discontinuing a component of an entity
A curtailment may arise from an isolated event, such asthe b. Terminati : f anl that |
closing of a plant, discontinuance of an operation or ' ﬁrmlnt lon %??per;lsggfp e?j%aneﬁ ¢ ?n:p Oyees
termination or suspension of a plan. An event is material 0 no earln ih 'I;gn it aI\tr'] fertl Itstor future b
enough to qualify as a curtailment if the recognition of a SerV|;:§dst n 3 ; S uf Lon’efyt ure Servul‘,:tg”nda%/as;d
curtailment gain or loss would have a material effect on the coun ot oward vesting of benetits accumu
financial statements. Curtailments are often linked with a on past service.
restructuring. Therefore, an entity accounts for a curtailment
at the same time asfor arelated restructuring.
(paragraph 111)
Curtailment Unrecognised actuarial gains and losses and past service cost | 1. Previously unrecognised prior service cost recognised
accounting added to gain or loss on curtailment and recognised when 2. Changesin PBO cancel out any unrecognised gains or

curtailment occurs

| osses.

3. If sum of 1 and 2 isanet loss then recognise in earnings
when it is probably that a curtailment will occur and the effects
described are reasonably estimable.

4. 1f sum of 1 and 2 isanet gain, then recognise in earnings
when the related empl oyees terminate or the plan suspension

13




or amendment is adopted.

Negative past | “...theincrease in the present value of the defined benefit US GAAP does not have the concept of negative past service
service cost obligation for employee service in prior periods, resultingin | cost.
definition the current period from _the introduction of, or changes to, Prior service cost is defined as “ The cost of retroactive benefits
post-employment benefits or other long-term employee granted in a plan amendment.”
benefits. Past service cost may be either positive (where '
benefits are introduced or improved) or negative (where Retroactive benefits are defined as “ Benefits granted in a plan
existing benefits are reduced).” (paragraph 7) amendment (or initiation) that are attributed by the pension
W . benefit formula to employee services rendered in periods prior
Paragraph 98 also states™ Pest service cost e).(d udes ....(€) the to the amendment. The cost of retroactive benefitsis referred
effec_:t of plan ar_nendme”ntsthat reduce benefits for future to & prior service cost.”
service (acurtailment). 28 ot
Paragraph 1.09: whert_—? an entity _reduces benefits_payable . HA(\) Vgﬁ:nerénggilgn:ﬁt cannr(;dejce, rather than increase, the
under an existing defined benefit plan, the resulting reduction projected benefit obligation.”
in the defined benefit liability is recognised as (negative) past '
service cost over the average period until the reduced portion
of the benefits becomes vested.
Negative past | Recognised over the average period until the benefits A plan amendment can reduce, rather than increase, the
service cost become vested pension benefit obligation. Such a reduction shall be used to
accounting reduce any existing unrecognised prior service cost, and the

excess, if any, shall be amortised on the same basis as the cost
of benefit increases. [ie amortised over remaining service

period.] (paragraph 28)
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