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P A study of companies that
adopted SFAS 106 early reveals
the companies generally have not
funded retiree health benefits. The
timing of a firm’s adoption of the accounting
standard is affected by a number of variables
specific to that firm. <

ftermore than ten years of study, the Fi-
nancial Accounting Standards Board
(FASB) issued the Statement of Finan-
cial Accounting Standards (SFAS) 106,
“Employers’ Accounting for Postretire-
ment Benefits Other Than Pensions,” in Decem-
ber 1990. For profit making firms with more than
500employees, the ruletook effect for fiscal years
startingafter December 15,1992, Pertinent view-
pointsandcritical analysis on the effectsand ac-
tions of individual employers have been plen-
tiful in all forms of public media. This article
focuses on the actual responses of companies that
adopted the standard before the mandated date.
The early adoption of a standard that reduces
reported net income and has dramatic negative
effect on the financial worth of the firm requires
study. What are the characteristics of such com-
panies and what are their motivations?

Under SFAS 106, the companies can choose
not only the year in which they adopt the stan-
dardbut alsothe actuarial assumptionsand tim-
ing for recognition of the past service liability.
The specific selection of actuarial assumptions
may cause an under- or overstatement of the re-
tiree health liability, permitting managers to
smooth present and future income reports. The
decision to recognize the full liability immedi-
ately rather than spread it over up to 20 years,
asthe standard allows, may be tied more to the
effect on the firm’s total financial performance
for a particular year than on any aspect of the
retiree health standard.

Theevolution and the technical aspects ofthe
accounting rule are discussed first. Next, data col-
lected from financial statements and the appro-
priate footnotes demonstrate the actions and re-
sponses of the companies; previous studies have
utilized only theoretical data. The possible mo-
tivations forearlyadoption are discussed. Finally,
the empirical results of testing various hypoth-
eses that might differentiate the early adopters
from the later ones are presented and demonstrate
important firm-specific variables.

BACKGROUND

Theappropriate accounting treatment for post-
retirement health benefits has been of concern
to FASB for some time.! In 1979, FASB issued
an exposure draft of an SFAS that would have
required disclosure of information about such ben-
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efits. FASB believed such costs were significant
and a standardized accounting treatment was
needed to provide full disclosure of acompany’s
financial position. That SFAS was not adopted.
Between 1981 and 1984, FASB issued several dis-
cussion memorandaand a preliminary views doc-
ument. The substantial discussion of these doc-
umentsthat followed included varying viewpoints,
such as: Most ‘“other postemployment benefits”

i The actuanal present value
all future postretirement benefits

ed to be paid after retwement

) the employee and his or her
ependents is the expected

postretlrement benefit

~ obligation (EPBO).”

(OFEBs) were similar 1o pensions and should be
treaied thesame; the costs of accounting for OPEBs
would exceed the benefit of the additional infor-
mation; the employer’s obligations for OPEBs
were different from those for pensionsand should
not be treated the same; the costs of OPEBs were
immaterial and the cash method provided ad-
equate inforrnation; OPEBs were not directly
related toservice. Finally, in February 1984, FASB
separated consideration of OPEBs fromits work
on pension accounting because of the complex-
ity of the issuezs and the need to clearly identify
the pertinent aspects of accounting for OPEBs.
After additional discussions, SFAS 81 was is-
sued in 1984, requiring a description in the fi-
nancial statements of the postretirement ben-
efits provided, their funding, the current costs
(pay as you go) and anything else that signifi-
cantly affected their comparability. This infor-
mation was to be provided for periods ending
after December 15, 1984. Immaterial items were
not included. Ifthe postretirement benefit costs
were not available separately from the benefit
costs foractive employees, then total costs could
be shown. Ifthe employers could not otherwise
provide the cost information, “the Board encour-
age{d] employers to use reasonable methods to

approximate the costs recognized for retirees’
benefits.”?> SFAS 81 did not cover any measure-
mentorrecognition issues. In 1987, FASB Tech-
nical Bulletin No. 87-1 responded to the ques-
tion of how to treat a change in the accounting
method used for OPEBs, if an employer made
such a change. by stating that the employer ei-
ther could amortize the amount forward or could
recognize the change in the year of change.”

FASB issued an exposure draft on postretire-
ment benefitsin February 1989. Afteradditional
public comment and discussion, FASB finally,
in November 1990, issued SFAS 106, which re-
quiresa change totheaccrual accountingmethod
for postretirement benefits for most companies
inthe accounting period beginning after Decem-
ber 15, 1992,

SFAS 106 . . . applies to a// postretirement
benefitsexpected tobe provided by an employer
to current and former employees . . . their ben-
eficiaries. and covered dependents....”® It

. does not apply to pensions or life insurance
benefits provided through a pension plan.”? It
treats postretirement benefits as part of an em-
ployee’s current pay, which must be accounted
for in the current period. The present value of
the future benefits is the measure of the current
obligation. Theretfore, theemployer’sannual post-
retirement benefit expense (net periodic postre-
tirement benefit cost) under the accrual method
is made up of the following factors: annual ser-
vice cost,® interest cost,” actual return on plan
assets, arortization of changes in the assets or
the calculation of the obligation® and amortiza-
tion of changes in the plan design.’

Since companies had postretirement bene-
fit plans inexistence before SFAS 106, the change
to the accrual method requires the recognition
of the past service liability. As of the date the
standard is initially adopted, the present value
of this past service obligation or transition ob-
ligation is the difference between the accumu-
lated postretirement benefit obligation and the
plan’s funded amount.'® This transition obli-
gation may be immediately recognized or am-
ortized over up to 20 years.

The actuarnial present value of all future post-
retirement benefits expected to be paid after re-
tirement to the employee and his or her depen-
dents is the expected postretivement benefit ob-
ligation (PBO). The accumulated postretirement
benefitobligation (APBO)isthe actuarial present
value of future postretirement benefits based on
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anemployee’sserviceuptothecurrent date. When
anemployee becomes fully eligible for postretire-
ment benefits, the EPBO and APBO are equal:
priortothat time the APBO isthe portion of the
EPBO due to past service. The change to the ac-
crual method requires recognition ofallthe APBO
to date. Figure 1 illustrates this.

Theamount ofaccrued expense will be affected
by employee demographics, plan design and ac-
tuarial assumptions. Extensive disclosures ofthe
factors used in the calculations are required in
the footnotes tothe financial statements. Health
benefits represent the largest portion of postre-
tirement benefits expense of most companies, al-
though many companieslump postretirement life
insurance with the health benefits. While SFAS
106 hasa not-later-than-required adoption date.
employers could choosetoadopt priortothat date.

Asemployersare not required to set aside any
moneyatthetimethey chargethese benefitsagainst
income, most postretirement benefits are not
funded. This means that currently the charges do
not affect cash flow—only the benefits actually
paid duringthe year do. Thisamount may be more
or less than the expense charged against income
for the year. The net periodic benefit expense.
including all of the items discussed above, will
generally appearonthe income statement (in some
businesses, a portion of this expense may have
tobecapitalized in inventory and included in as-
setson the balancesheet). The difference between
the annual expense and the postretirement ben-
efits actually paid during the year will be added
to the liability for postretirement benefitson the
balance sheet. Should the cash paymentsinayear
be larger than the net periodic benefit expense.
the accrued liability would be reduced. By mak-
ingthisarecognized claim against the company.
itreduces the amountthatisavailable to be paid
to shareholders as dividends.

To see what the actual costs of the postretire-
ment benefitsare, rather than what was forecast.
the financial statements, including the footnotes.
from annual reports for fiscal years ending be-

tween June 1991 and June 1992 were obtained
from October 1992 CD-DISCLOSURE. Thisda-
tabase includes 12,000 publiccompaniesthat filed
reports with the Securities and Exchange Com-
mission inthe 18 months priorto October 1992.
Tobeincluded, companies must haveat least 500
shareholders of one class of stock and assets of
atleast $5 million. The database. when searched
for ““postretirement benefits™ or “FAS 106" in
the footnotes, produced 1.342 companies. Ofthese
companies, |13 had adopted SFAS 106 prior to
the period under study; 120 had no postretire-
ment benefits; 29 had canceled their postretire-
ment benefits; 344 had postretirement benefits
that they said were not material; 775 had ben-
efits that they said would have a significant ef-
fect on their financial statements, but they were
notadopting SFAS 106 at that time;and 61, which
are the focus of this study, had actually adopted
thestandard. Thissmall numberissimilarinsize
to early adopters of other FASB standards.
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Sample by Number of Employees

Number Percentage
Number of Employees of Companies ﬂ?&anies
100-999 4 6.6%
1,000-9,999 27 44.3
10,000-29,999 16 26.2
30,000-59,999 6 9.8
60,000-99,999 2 33
100,000-299,999 5 8.2
Over 300,000 1 1.6
TABLE il
Sample by Total Assets
Number Percentage
Percentage of Companies of Companies
Under 50 million 1 1.6%
50 to 100 million 1 1.6
100 to 500 million 15 24.6
500 million to 1 billion 7 1.5
1 to S billion 21 344
5 to 10 billion 4 6.6
10 to 50 billion 10 16.4
50 to 100 billion 1 1.6
Over 100 billion 1 1.6

TABLE | .
Sample by Industry
Category SIC Numbers Number of Companies Percentage of Companies
Mining & Construction (1000-1798) 6 9.8%
Food & Tobacco (2000-2199) 2 3.3
Textile & Apparel, Lumber, Furniture & Fixtures (2200-2599) 2 33
Paper & Printing Mfg. (2600-2799) 7 11.5
Chemical & Rubber (2800-3099) 5 8.2
Leather & Stone Mfg. (3100-3299) 3 4.9
Metal Mfg. (3300-3499) 7 11.5
Machinery & Equipment Mfg. (3500-3999) 11 18.0
Transportation, Pipelines, Transportation Services,
Communications (4000-4899) 3 4.9
Public Utilities (4900-4999) 2 33
Wholesale Trades (5000-5199) 3 4.9
Retail Trades (5200-5999) 6 9.8
Other (6000+) 4 6.4
In the following sections we first describe the
TABLE I characteristics of the early adopting companies,

the discount and medical trend rates they used
and theetfect ofthe change tothe accrual method
on their annual costs. Then we discuss possible
motivations forcompanies toadopt the standard
before required. And finally, we report the results
of our empirical tests of these motivations.

CHARACTERISTICS

Manufacturing businesses made up more than
60% of the sample. The rest were from various
industries. This was not unexpected as manu-
facturing companies had the largest number of
both under 65 retirees and age 65 and over re-
tirees with theirown employment-based health
insurance (Zedlewski 1993). Table I shows the
industry composition of the group.

Ofthe 61 companies, the median firm had be-
tween 1,000and 9,999 employees. An additional
quartcrofthe firmshadbetween 10,000and 29,999
employees with only four below 1,000 workers.
Again, this was a somewhat expected result, as
the August 1988 Current Population Survey
showed that 72% of retirees who worked for firms
withmorethan 1,000employeeshademployment-
based health coverage (Zedlewski 1993). (See Ta-
bleI1.) Early adopters were also most likely tobe
inthe middle range of companies in terms of dol-
lars of assets, as Table I1I shows.

Total accumulated postretirement benefit ob-
ligation (APBQO) among this sample was $20.8
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billion, with funding of $3.7 billion by nine of
the companies. The low level of funding is not
surprising: There are no vestingand fundingre-
quirements. Furthermore, the Deficit Reduction
Act of 1984 (DEFRA) restricted the amount of
contributionsthat are tax deductible and taxed
asunrelated businessincome the earnings of trusts
set up to fund these benefits.

Inatheoretical study of 676 large firmsin 1989,
(Warshawsky 1992), theaccumulated postretire-
ment obligation was estimated at an average of
31% of the net worth of a company. The results
ofour study show that the obligation of a major-
ity of the early adopters are below this figure (Ta-
ble V). Themedian APBQis 5-10% ofnet worth;
79% of the companies have an APBO of 15% or
less. Only three companies have an APBO of 50%
or more.

In estimating the APBO, a company must
adopt somediscount rateto determinethe present
value of the benefits and a medical trend rate
to determine the future cost of the benefits. A
higher discount rate produces a lower obliga-
tion and expense. The figuresused by the 61 com-
panies 1n this study are presented in Table V
and Table VI. There was not much variation
in the discount rate used by industry, and the
overwhelming majority used the same discount
rate in the valuation of their pension plans as
intheretiree health plan. Inestablishing the dis-
countrate, SFAS 106 required employerstolook
at rates of return on high-quality fixed income
investments such as those rated by Moody’s as
Aa or Aaa. At the middle of 1992, these were
just over 8.5%.'" Almost a quarter of the sam-
ple in our study used a higher discount rate to
reduce their measured obligation.

The medical trend rate used varied widely,
as shown in Table VI. This rate is determined
by consideringestimated medical care inflation,
projected changesin health care utilization, the
projected changes in the health status of partic-
ipants and projected technological advances.
These assumptions are difficult to estimate ac-
curately and will vary from company to com-
pany. The beginning rate commonly used was
the current rate assumed inthe employer’s health
careplan foractive employees, generally assumed
to decrease over time. The declining rate pre-
sumably was based on an assumption thathealth
costs cannot continue to increase at the present
raterelativetothe Gross National Product(Akresh
et al. 1990).

TABLE IV
Accumulated Postretirement Benefit Obligation/
{Equity Plus Net Transition Charge)
Number Percentage
Percentage of Companies of Companies
0-5% 18 29.5%

5-10 17 279

10-15 13 21.3
15-20 4 6.6
20-50 5 82
50-60 3 49
Negative Equity 1 1.6

Discount Rates
Number Percentage
Discount Rate of Companies of Companies
75 % 5 8.2%
7.6-8.0 18 29.5
8.1-8.5 23 37.7
8.6-9.0 12 19.7
9.1-9.5 2 33
None Shown | 1.6
TABLE VI
Medical Trend Rates
Low Median High

Present Rate 8-8.9% 14-14.9% 17-18.5%
Future Rate 5-6% 6-7% 9-10%
Number of Years 1-10 yrs. 11-15 yrs. 50+ yrs.
to Future Rate

An understated trend rate in the early years
produces an understated APBO. The data show
great variance and some cause for alarm because
of possible future earnings manipulations. There-
fore,companies were required to disclose the ef-
fectofa | %change in the medical trend rate. While
the datawere presented in different formats, Ta-
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Effect of 1% Increase in Medical Trend Rate

Percentage Number Percentage
Increase in APBO of Companies of Companies
Over 20% 2 3.3%
16-20 4 6.6
11-15 22 36.1
5-10 24 39.3

0-5 5 8.2

No Value 4 6.6

Percentage

10-20

20-30

30-40

40-50

50-60

60-70

70-80

80-90

90-100

Not Available

Less than 10%

Accumulated Postretirement
Benefit Obligation Retirees/
Total Accumulated Postretirement

Benefit Obligation
Number Percentage
of Companies of Companies

1 1.6%
1 1.6
2 33
6 9.8
S 8.2

17 279

10 16.4
9 14.8
0 0.0
5 8.2
5 8.2

ble VII shows the results expressed as the effect
on APBO. The majority of companies expect an
increase of 1% inthe medical trend rate toincrease
the APBO by 5-15%.

The maturity of the group is another charac-
teristic that would affect the impact of the re-
quired standard. Before compliance, the current
retirees’ health care costs were reported using
apay-as-you-go method. The increase in the an-
nualcostundertheaccrual method is greater for
groupsthat have few current retirees relative to
future retirees. While the number of people in
each of the three employee groups (active em-
ployees not yet eligible, active employees eligi-
ble and retired emplovees) are not disclosed in

the financial statements or in the footnotes, the
dollar amount for each category was provided
and, therefore, the percentages of the APBO al-
located to the retirees may be calculated. This
is shown in Table VIII.

Theratioof APBOforretireesto total APBO
will be affected by the richness of the plan, the
actuarial assumptionsused and any plan design
changes limiting benefits for future retirees. Nev-
ertheless, much of the early adopters’ liability
seems likely to be for current retirces (Akresh
et al. 1990). The increase in annual costs from
pay as you go to an accrual method are shown
in Table IX. The expense for immediate recog-
nition of the transition obligation (similarto past
service liability of a pension) is not recognized
asanannual costinthistable. Firmswith higher
numbers of current retireesto future retirees will
havelowerrates ofincrease over the amount that
they are paying immediately before the adop-
tion. The data give evidence that many of the
early adopters were mature groups.

A field study of 25 major companies by Coop-
ers & Lybrand (Dankner et al. 1989) for the Fi-
nancial Executives Research Foundation estimates
that the most mature firms with fewer than two
actives per retiree will experience, under the ac-
crual method, annual costs 2.6 times pay-as-you-
goexpense. The immature firms with morethan
six actives perretiree will see annual costs increase
6.3 times. The majority of the companies in our
study showed ratios below this.

Inasmall prototype study for the National As-
sociation of Accountants (Akresh et al. 1990) of
valuation of ten firms, mature firms produced
ratios of two to seven times the current cost. Us-
ingthisdefinition of maturity, 91% ofthe above
sample would qualify as mature.

While these characteristics generally describe
theearly adopters, they do not necessarily explain
why thesz companies chose to adopt SFAS 106
before FASB’s mandatory date, orwhy othercom-
paniesdidnot. Thisquestion of motivationis dis-
cussed next.

MOTIVATIONS
FOR EARLY ADOPTION

While the trade literature stressed the time
needed to gather data necessary to make SFAS
106 computations and to redesign and/or elim-
inate benefits to lower the yearly expense and
accrued liability, other factors—size, maturity
and the company’s prospective credit rating—
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may also influencea company’s decision toadopt
SFAS 106 accounting rules relatively early. Large
companies, such asthose in thesample, are more
likely to use consultants and to generate more
internal data; consequently, they may have the
information necessary to proceed early to adopt
the standard. As court rulings have made it very
difficult to eliminate or reduce health benefits
for the already retired, mature companies can-
not change their plans to affect the amount of
the liability. Finally, analysts are generally not
concerned about the effect of SFAS 106 on credit
ratings. Moody’sand Standard and Poor’shave
stated that analysts have already factored this
in from earlier required disclosures and that fur-
ther adjustment is unlikely.'?

The accounting literature offers other hypoth-
eses about motivationstoadopt the mandatory
FASB statement requirements early.'? In par-
ticular, the accountingliterature emphasizesthe
standard’s effect on financial statements asa prin-
cipal motivationtoadopt amandatory standard
earlyratherthanlater. Thissectionreliesonearn-
ings management literature in two respects: First,
to develop our hypothesis that management’s
intent in recognizing immediately the transition
obligationisrelated toacompany’s financial re-
sults for the year; and, second, to specifyan em-
pirical model to explain the adoption decision
of'the 61 early adopters versus the 775 compa-
niesthat recognized in their financial footnotes
that the effect of SFAS 106 will be significant
when adopted.

Ofthe 61 early adopters, 54 immediately rec-
ognized the transition obligation. (This transi-
tionobligation may be immediately recognized
or amortized over up to 20 years.) Twenty of
the companies that adopted immediately ended
the year with a net loss before taking the tran-
sition obligation into account. One hypothesis,
called the ““big bath theory,” suggests that com-
panies with a decline in earnings may take that
opportunity also to report other discretionary
bad news(Healy 1985). Sucha “bigbath” clears
the financial statement all at once, and nega-
tive items do not atfect the income in future pe-
riods. Table X suggests this might be the rea-
son some of the sample companies chose early
adoption. For eight of the 18 companies that
already had a net loss before recognizing their
net transition liability, the transition amount
was more than half of their total loss. An ad-

TABLE IX

Increase in Annual Cost

Number Percentage

Multiple of Prior Cost of Companies M
0t0 0.9 times 2 3.3%
1to 1.9 times 13 21.3
2 to 2.9 times 8 13.1
3 to 3.9 times 5 8.2
4 to 4.9 times 2 33
5to 5.9 times 2 33
9 t0 9.9 times 1 1.6
Over 10 times 2 33
Not Available 26 42.6

TABLE X

Magnitude of Transition Write-Off
for Companies With Negative Net Income

Net Loss

Due to Write-Off

Company __(1.00 = 100%)
Pittston Co. 0.88
Georgia Pacific Corp. 0.84
IBM 0.80
Digital Equipment 0.79
Weyerhaeuser Co. 0.77
Woolworth Corp. 0.68
Reading & Bates Corp. 0.62
Pope & Talbot Inc. 0.56
West Co. Inc. 0.43
Brush Wellman Inc. 0.37
Owens Corning Fiberglas Corp. 0.31
Homestake Mining Co. 0.22
Henley Group Inc. 0.18
American Standard, Inc. 0.17
Ecolab Inc. 0.10
Columbia Gas System Inc. 0.10
AMUC Entertainment Inc. 0.07
Fibreboard Corp. 0.05

ditional two companies had a net loss as a re-
sult of the transition amount.'*
Theaccountingliterature also offers, converse
to the “big bath theory,” the hypothesis that
healthy companies, those that are doing very
well, will take the charge early to help smooth
theirincome(McNicholsand Wilson 1988). This
may be the case with 34 of the 54 sample com-
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Magnitude of Transition Write-Off

for Companies With Positive Net Income

Net Income

Due to Write-Off

Company _ (1.00 = 100%)
Peter Kiewit Sons Inc. 0.04
John H. Harland Co. 0.05
Freeport McMoran Copper & Gold 0.05
Super Valu Stores Inc. 0.06
Tootsie Roll Industries, Inc. 0.07
Abbott Labs 0.11
Fleming Cos. Inc. 0.13
Stanley Works 0.13
American President Co’s 0.16
American Stores Co. 0.17
Phillips Petroleum Corp. 0.17
Tiffany & Co. 0.20
United States Shoe Corp. 0.22
Philip Morris Co. Inc. 0.23
Provident Life & Accident Ins. 0.26
Hancock Fabrics Inc. 0.27
Northrop Corp. 0.30
Communications Satellite: Corp. 0.37
Washington Post Co. 0.40
General Electric Co. 0.41
Commercial Intertech Corp. 0.45
Crane Co. 0.50
Snap-On Tools Corp. 0.53
International Paper 0.54
Freeport McMoran Inc. 0.58
Bausch & Lomb, Inc. 0.68
JCPenney Co. Inc. 0.70
Pennzoil Co. 0.70
Warner Lambert Co. 0.75
Brown Group Inc. 0.76
Manville Corp. 0.83
Mead Corp. 0.89
Blount Inc. 0.90

panies. These 34 companies have positive net
income for the year even after recognizing the
transition amount for the postretirement ben-
efits. Table XIshowsthe magnitude of the tran-
sition charge as a percentage of the net income
before the transition charge for these compa-
nies. Management for companies with low per-
centages may have decided to take the write-
off to smooth out their excellent financial per-
formance that year. For 21 of the companies,
the transition amount was less than 50% of the
income in the year of adoption.

Another theory contrary to the “bigbath the-
ory” relates to company executive bonus plans.
Large companies generally havean earnings-based
bonus plan as part of their reward system for up-
per management. Fox (1980) found that this is
true for 90% of Fortune 1000 companies. Man-
agers may select accounting accruals that max-
imizetheirbonuses(Wattsand Zimmerman 1978).

Watts and Zimmerman described the polit-
ical costs of adopting accountingstandardsearly.
Large firms are subject to more scrutiny from
regulatory forces through antitrust and tax laws
and the Federal Trade Commission. However,
Espahbodietal. (1991)state political costs may
bereduced for SFAS 106 adoption since income
isgenerally reduced by implementation. There-
fore, large firmswould have anincentive toadopt
early. Senteney and Strawser (1990) also discuss
the size of adopters and propose that only large
firms may be able to expend the resources nec-
essary to adopt any accounting pronouncement
priortoitsmandatoryimplementation date. Large
firms generally use consultants more and gen-
erate moreinternal data (Langerand Lev 1993),
enabling them to produce the valuation of the
retiree health plan that SFAS 106 in effect re-
quires.

Because the data collected are all from one fi-
nancial year, it is possible to test for statistical
differencesbetween the 61 earlyadoptersand the
775 nonadopters that had nonetheless stated in
footnotes the effect was significant. Various firm
level variables are included in our empirical model
in order to test the competing theories of moti-
vationdescribedabove. First, totest the “bigbath
theory,” the return on shareholder equity before
changes tonet income is compared to equity for
APBO. For companies that were motivated to
take the big bath, we hypothesize that this rela-
tionship is positive and positively affects their
decision to adopt early.

Next, the standard requires firms to recog-
nize liabilities, thus, increasing liabilities which
inturn lowers equity and may violate debt cov-
enants. Thus, managers of firms that may be con-
cerned about the possible limitation on theirabil-
ity to borrow in the future or the possible pen-
alties for violating current contracts willnot find
earlyadoption attractive. Rather, they would re-
quire additional time to renegotiate and possi-
bly restructure debt aswell astoeducatethe hold-
ers of this debt. Therefore, we hypothesize that
firms with low debt-to-equity ratios would tend
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to adopt early, while firms with high debt to eq-
uity would adopt later. The effect of debt cov-
enants is analyzed using a measurement proxy:
theratio oftotal debt tototal equity (Salatka 1989;
Espahbodi et al. 1991).

We also test the potential effect of bonuses
onthe company’s decision to adopt. If earnings
estimates indicated a bonus, management would
not jeopardize this bonus by recognition of the
large additional expense associated with APBO:
These companies would not adopt early. How-
ever, management bonuses are generally subject
to a ceiling and, therefore, companies with ex-
traordinary earnings could take the deduction
without decreasing bonuses. The hypothesis is
that the greater the return on investment (net
income/invested capital), the morelikelythe com-
pany would adopt SFAS 106 early. We also test
the relationship between a company’s already
high expenses and its decision to adopt early,
causingalow or negative net income ratio. High
expenses are measured as a company’s net in-
comeratio(netincome divided by net revenues).

The final variable studied is the effect of size,
which is used as a proxy for political costs. We
hypothesize that large firms will tend to adopt
SFAS 106 earlier than small firms and measure
size both as the company’s total assets'> and as
its number of employees.

EMPIRICAL RESULTS

Both LOGIT and ordinary least squares anal-
yses were performed with assets, number of em-
ployees, return on shareholders’ equity, debt-to-
equity ratio, return on investment and net-income-
to-net-revenueratio asindependent variables. To
capture potentially nonlinear relationships, debt-
to-equity ratio was entered in both simple and
squared values, and assets entered in log form.

The estimation procedures produced similar
results: Only debt/equity and number of employ-
ees were significant at the 0.05 level. First, the
results suggest that early adopters are likely to be
firms with lower debt/equity ratios than the non-
adopters and that the added debt of the retiree
health liability did not cause major problems with
their debt covenants. Secondly, theemployers with
larger employeegroupswilladopt earlierthan small
employers. This is expected because the politi-
cal costs for these firms is minimal since SFAS
106 onlylowers netincome. Large firmsalsohave
theadvantage of the necessary information toap-
propriately time their adoptions.

CONCLUSION

The Financial Accounting Standards Board
issued SFAS 106 to recognize the potentially sub-
stantial costs of employers’ promises to provide
health insurance to their retirees. SFAS 106 makes
the accounting treatment of retiree health sim-
ilar to that for pensions: The present and future
costs of the benefits are to be reflected on a com-
pany’s financial statements in order to give in-
vestorsa true picture of the company. SFAS 106
givesemployersa window of several years before
themandated implementation. During thistime,
firms’ financial statements will vary depending
onthe timingofthe adoption of the retiree health
standard. This study provides data about com-
paniesthat adopted SFAS 106 early. Retireehealth
benefits have generally not been funded by this
group.

Atleast three of the findings of this study are
significant. First, the effect of the APBO on the
net worth of the early adopters was below the
projected national average ofa majorstudy. Sec-
ond, companies that adopted SFAS 106 seemed
motivated by a desire to get the bad news be-
hind them, taking the transition obligation (past
serviceliability)asaone-time charge ratherthan
amortizingit. By doingthisimmediately, expenses
in future years would not be increased by the
amortization of the transition expense. Third,
our empirical results suggest that the timing of
adoption is affected by firm-specific variables
such as the number of employees and the debt-
to-equity ratio. This is consistent with research
on other studies of early adopters of prior ac-
counting standards. |

Authors’ Note: The authors wish to
thank Dr. Linda Martin and Dr. Mahmoud
Woahab for statistical assistance.

Endnotes

1. SFAS 81, Appendix B, November 1984.

2. SFAS 81, paragraph 27,

3. The SEC also required companies to disclose infor-
mationabout postretirement benefits in Staff Accounting Bul-
letin 74. At the Emerging Issues Task Force meeting in No-
vember 1990, it was reported the SEC requirements would
be effective when FASB issued the SFAS on accounting for
postretirement benefits.

4. SFAS 106, paragraph 6.

5. SFAS 106, paragraph 11.
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6. The annual service is the actuarial present value of
the benefits earned in the accounting period.

7. Theinterest cost is the increase in APBO due to pas-
sage in time at the assumed discount rate.

8. Thisisbecausetheactualexperienceis different from
assumptions, whether or not realized.

9. Both improvements and reductions in benefits are
generally required to be spread over the remaining service
life of each employee or the remaining life expectancy of the
participantsifalmostall participantsare fully eligible for ben-
efits.

10. Becausenotall of the transition obligation and gains
and losses may be currently recognized, the accrued postre-
tirement benefit may differ from this amount.

11. Adiscountratethatistoohigh understatesthe APBO.
The SEC may require companies to justify a discount rate
that is considered too high, according to the Mercer Report
#34, November 10, 1993.

12. Seethe Wall Street Journal, September 5, 1989, p. 4;
National Underwriter, September 18, 1989, p. 3 and Septem-
ber25, 1989, pp. 21-23; and Pensionsand Investment Age, Sep-
tember 18, 1989, pp. 2, 61.

13. Mostoftheaccountingliterature deals with standards
that increase recognition of income rather than effects sim-
ilar to SFAS 106 that decrease reported income by shifting
from a pay-as-you-go accounting method to an accrual one.

14. One other company chose immediate recognition,
but was in fresh start (bankruptcy actions) and therefore is
not shown in this table.

15. Langerand Lev(1993)used a somewhat similar test.
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