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For the employer, defined contribution plans offer an important desirable feature: the employer’s 
obligation is known and fixed. Risk is transferred to the employee.  Further, the employer ordinarily gets 
a tax deduction for its contribution, even though the employee does not recognize that contribution 
as taxable income until amounts are withdrawn from the pension many years later. Another aspect 
of defined benefit plans is that the accounting is straight-forward. The company merely expenses the 
required periodic contribution as incurred. Thus the company expenses the retirement plan payment 
(like in the journal entries above), and no further accounting on the corporate books is necessitated. 
The pension assets and obligations are effectively transferred to a separate pension trust, greatly 
simplifying the recordkeeping of the employer.

In stark contrast are the defined benefit plans. With these plans the employer’s promise becomes 
more elaborate, and its cost far more uncertain. For example, the company may agree to make annual 
pension payments equal to 2% (for each year of service) times the average annual salary during the 
last three years of employment. So, a person who works 30 years and then retires, may be eligible for 
continuing pay at 60% of their average salary during the last years of employment. Obviously, these 
plans are fraught with uncertainty. How long will retirees live and draw benefits, how many years will 
employees work, how much will their salary be, and so on?

Accountants typically rely on actuaries (persons trained and skilled to make assessments about 
life expectancy and related work force trends) to come up with certain core estimates. Then, those 
estimates are leveraged into an elaborate accounting model that attempts to produce an estimated 
annual expense for the eventual pension cost. Some or all of that estimate is funded each year by a 
transfer of money into a pension trust fund. Those funds are invested and eventually disbursed to 
retirees, but the company remains obligated for any shortfalls in the pension trust.

On the corporate books, you will find the amount of expense attributed to each year (remember, 
this amount is only an estimate of actual cost since the true cost will not be known for many years 
to come). Beyond that, if a company has failed to fund all the amounts expensed to date, or if the 
pension fund is “underfunded” relative to outstanding pension promises made, a pension liability is 
reported on its balance sheet. But, the bulk of the pension assets and obligations are carried on the 
books of the separate pension trust fund.

There has been a clear trend in recent years away from defined benefit plans and toward defined 
contribution plans. Contributing factors have been to reduce corporate risk, simplify corporate 
accounting, provide benefits more suitable for transitory work forces, and satisfy workers who 
perceive that their own investment returns generated via defined contribution plans will produce a 
better retirement.

Some companies provide items like health care coverage, 
prescriptions, and life insurance. It is not uncommon for an employee 
to continue to enjoy such benefits after retirement. However, 
because the employee is no longer working for the company, it is 
imperative that corporate cost of such benefits be expensed during 
the period of time during which the employee is actively working 
for the company and helping it to produce revenues. Again, the 
matching idea comes into play, where we must expense costs to 
match the revenue they help to produce. As a result, companies will 
expense the estimated cost of post retirement benefits over many 
years, creating an offsetting liability.  In later years, as the cost of post 
retirement benefits is paid out, the liability is accordingly reduced. 
(note: as with pensions, portions of the liability may appear in the 
current liability section of the balance sheet, and portions in the 
long-term section).
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