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 The Proposed International Accounting Standard  

 for Pension Plans  

 Changing the Rules for Pension Investments 

Pension accounting addresses the “when” and “where” 
of recognizing the cost of operating a pension plan. 
The “when” component dictates the point at which the 
cost associated with a change in the plan’s fi nancial 
condition (for example, a plan amendment improving 
benefi ts) affects P&L and/or OCI. The “where” compo-
nent identifi es where on the Statement of Comprehen-
sive Income (either on the P&L or OCI) the effects are 
reported. (EPS is based on P&L.) Pension accounting 
— or changes to it — does not change the effect of 
asset allocation on the ultimate cost of the plan. But it 
does affect where those costs are reported, which may 
change the perception of the risk and reward in the 
decision about how pension assets are invested.

Recently, the IASB issued an Exposure Draft that 
proposed a change to the pension accounting rule 

(IAS 19) under IFRS. The proposal would change both 
the “when” and “where” of pension accounting. From 
an investment perspective, the change in the “where” 
of investment earnings (i.e., how they are allocated 
between P&L and OCI) will be crucial: The proposal 
marks a philosophical shift from the current rule, 
which is generally quite similar to the rule under 
U.S. GAAP, with respect to measuring and reporting 
the expected return on assets (EROA). 

While this paper concentrates on the investment 
implications of the proposed rule on companies 
currently reporting under IFRS, the effect of the change 
in EROA treatment on U.S. companies reporting under 
U.S. GAAP will likely be similar should the FASB choose 
to make similar changes in connection with the 
convergence of U.S. GAAP and IFRS. 

The International Accounting Standards Board’s 
(IASB’s) recent release of an Exposure Draft 
proposing changes in accounting for defi ned benefi t 
pension plans marks a fundamental shift from past 
practice. If adopted as proposed, the new account-
ing rule would eliminate a signifi cant incentive for 
defi ned benefi t pension plan sponsors to hold 
stocks in the plan trust. While the proposed 
changes would apply only to companies following 
International Financial Reporting Standards (IFRS), 
the Financial Accounting Standards Board (FASB) 
could choose to make similar changes in connec-
tion with the convergence of U.S. Generally 
Accepted Accounting Principles (GAAP) and IFRS.

In contrast with the current accounting rule,  •

the proposed rule does not use an expected 

return on assets assumption to calculate 

pension expense. Under the current rule, a plan 
sponsor with a riskier asset portfolio would 
typically assume a higher expected return on 
assets, resulting in lower pension expense — 
an incentive to hold stocks and other “risky” 

assets. By effectively replacing the expected rate 
of return on assets assumption with the discount 
rate, pension expense for the year would no 
longer be related to asset allocation. And for 

most plan sponsors, the pension expense 

hitting P&L would increase.

The proposed rule places both the investment  •

risk and reward in Other Comprehensive Income 

(OCI). In contrast, the current rule immediately 
credits the P&L with (and increases earnings 
per share [EPS] by) the expected added returns 
coming from investing in stocks, while the risk 
of underperforming expectations is recognized 
in OCI. For most plan sponsors, this change will 

reduce year-to-year pension expense volatility.

These changes will impact the nature of the  •

perceived risk/reward trade-off in holding 

stocks. Rather than providing a strong incentive 
for the plan to hold stocks, the proposed rule 
produces a muted trade-off of risk and reward 
from holding stocks. 
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“EROA assumption” eliminated under
the proposed changes

Currently under IAS 19, the pension expense recognized 
in P&L incorporates an offset attributable to the EROA. 
This offset is calculated by multiplying the market value 
of assets by an EROA assumption, which the plan 
sponsor sets depending on the asset allocation of the 
pension plan. Over the long term, stocks are expected 
to have higher returns than bonds, and consequently a 
portfolio holding more in stocks will typically have a 
higher EROA assumption than one holding less in 
stocks. This aspect of the accounting rule allows the 
current year’s pension expense to be reduced based 
on the expectation of earning this assumed invest-
ment return in the current and future years. (U.S. GAAP 
rules work in a similar way, but allow the use of a 
smoothed value of assets instead of market value.) 
Under the current rule, the difference between the 
EROA and the actual return on assets in the year (the 
asset gain or loss) fl ows into OCI or unrecognized net 
gain/loss, depending on the company’s accounting 
policy,* making larger equity allocations more attrac-
tive because investment gains and losses are either 
never recognized in P&L or are amortized over time.

Under the proposed accounting rule, plan assets are 
effectively assumed to have returns equal to the discount 
rate used to measure liabilities (determined by market-
based yields on high-quality corporate bonds) regardless 
of the actual asset allocation. Any differences between 
the discount rate and the actual rate of return on 
assets in the year would fl ow into OCI and would never 
be amortized back into future years’ pension expense. 
Consequently, the asset allocation decision would have 
no immediate impact on pension expense (Figure 1), 
and — as discussed in more detail below — over 
longer time horizons, the higher returns anticipated for
a portfolio holding more in stocks will decrease only 
marginally, on average, the cumulative pension expense 
fl owing into P&L. As a result, the proposed rule would 
increase pension expense recognized in P&L for most 
plan sponsors and move the consequences of both 
investment risk and reward into OCI.

The risk/reward trade-off between stocks 
and bonds over longer time horizons

The current accounting rule generates a bias toward 
holding stocks. Stochastic forecasting of pension 
plans under the current rule typically results in the 
portfolios with the highest allocation to stocks having 
the lowest expected and worst-case level of accumulated 
expense over a 10-year period (Figure 2). This is 
consistent with how the rule apportions risk and 
reward: Reward for holding stocks reduces pension 

* Under the current IAS 19 accounting rule, companies may choose to amortize gains and losses (including investment gains and
losses) outside a corridor into future years’ pension expense. Alternatively, a plan sponsor may elect to recognize all gains and losses 
immediately in OCI, with no effect on future years’ pension expense. The analysis presumes the latter approach, which is more 
prevalent, is being used.
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Figure 1. Under the proposed changes to IAS 19, pension expense in any 

single-year period is independent of asset allocation
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Figure 2. The current accounting rule encourages holding stocks — 

the 100% stock portfolio has both the lowest expected and lowest worst-case 

cumulative pension expense (P&L) over a projected 10-year period
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expense (regardless of whether stocks actually 
perform as expected), but the risk of underperfor-
mance fl ows primarily through OCI.

In contrast, the proposed accounting rule would create 
a risk/reward trade-off associated with holding stocks. 
However, for the reasons outlined above, the magnitude 
of trade-off under the proposed accounting rule is 
small (Figure 3).* As a result, if the proposed account-
ing changes are adopted, the asset allocation decision 
is likely to be driven primarily by funding rules (Figure 4) 
or other risk/reward-based considerations.

Another notable impact of the proposed accounting 
changes is the resulting decrease in year-to-year 
expense volatility (Figure 5).** This decrease is due to 
the inverse relationship between the discount rate and 
the market value of the fi xed-income assets in 
the portfolio.

 * Figures 2 and 3 show the impact of asset allocation only on 
pension expense, which is currently a primary driver of asset 
allocation decisions for many plan sponsors. Our modeling 
allowed forecast contribution levels to vary depending on the 
stock/bond composition of the different portfolios. However, 
pension expense is affected by contribution levels: In scenarios 
where stocks perform badly, larger contributions will be made 
to portfolios with higher stock allocations, reducing the size 
of increase in future years’ pension expense. To understand 
the full fi nancial impact of asset allocation, additional plan 
fi nancial metrics should be considered.

 ** The change in year-to-year expense volatility for a plan going 
from U.S. GAAP to proposed IAS 19 would depend on a 
number of plan-specifi c facts and circumstances, including 
the plan’s asset allocation, use of asset smoothing and 
smoothing method.
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Figure 3. Under the proposed changes to IAS 19, the magnitude of the

risk/reward trade-off is small 
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Figure 4. Under the U.S. contribution requirements, there is a substantial 

risk/reward trade-off for holding equities
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Figure 5. Year-to-year expense volatility decreases under the proposed changes to IAS 19
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Towers Watson Investment Services, a division of Towers Watson 
& Co., creates fi nancial value for institutional investors by 
offering independent, best-in-class investment advisory 
services. We are specialist investment professionals who 
provide coordinated investment strategy advice based on our 
expertise in risk assessment, strategic asset allocation and 
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Towers Watson provides investment advisory services to 
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In the United States, investment advisory and investment 
consulting services are provided by Towers Watson Invest-
ment Services, Inc., a subsidiary of Towers Watson & Co. 
Towers Watson Investment Services, Inc., is a registered invest-

ment advisor with the Securities and Exchange Commission.

About Towers Watson
Towers Watson is a leading global professional services 
company that helps organizations improve performance through 
effective people, risk and fi nancial management. With 14,000 
associates around the world, we offer solutions in the areas 
of employee benefi ts, talent management, rewards, and risk and 
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Why does the Exposure Draft matter for 
companies reporting under U.S. GAAP?

While the proposed changes to IAS 19 would not be 
effective in the near future for companies reporting 
under U.S. GAAP, this development is still important to 
U.S. companies for at least two reasons. First, the 
FASB and IASB have agreed to converge their account-
ing in several key areas, including the accounting for 
employee benefi ts. An SEC decision on whether to 
require publicly held companies in the U.S. to adopt 
IFRS is expected in 2011. If adoption is mandated, 
publicly held companies could be required to adopt 
IFRS as soon as 2015 or 2016 (with a 2013/2014 
transition date). But even if IFRS is not mandated, the 
FASB will likely adopt benefi ts accounting rules that 

are substantially the same as the IASB’s rule. Second, 
even if only plan sponsors reporting under IFRS are 
affected, any changes they make to their asset 
allocations could impact global capital market condi-
tions, with associated implications for pension funding 
levels worldwide.

Disclaimer: The information contained in this article 
does not constitute legal, accounting, tax, consulting or 
other professional advice. Before making any decision 
or taking any action relating to the issues addressed 
in this article, please engage a qualifi ed professional 
advisor.

For more information, visit towerswatson.com.


