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Pension Cost Accounting Rule Change

The Financial Accounting Standards Board (FASB) introduced a new accounting standard that requires
companies to present service cost as the only operating component of periodic pension costs on the income
statement. Our forensic accounting technology has applied this convention since inception, so all of our models
and research already reflect and will continue to reflect this change. In other words, we have you covered.

Background On This Change

A company’s net periodic benefit cost (NPBC) is the total cost expensed for a firm’s pension or postretirement
plans. The service cost component of the NPBC is the portion of the expected postretirement benefit obligation
attributed to services rendered by eligible employees during the year. Other components of NPBC include:

Interest Cost - increases in the obligation due to the passage of time

Expected Return on Plan Assets - typically a credit for deferred expected realized return on plan assets

e Settlements and Curtailments - non-recurring charges that lower the obligation due to payouts or change
in plan terms

e Amortization of Actuarial Gains or Losses — charges that occur to reflect change in assumptions to
explain change in benefit obligation, amortized from other comprehensive income (OCI) over time

e Amortization of Prior Service Cost — amount of prior service cost or credit that is attributable to plan

participants’ past services rendered due to a plan amendment or initiation

Prior to this rule going into effect, companies are allowed to disclose these components of NPBC in any line item
on the income statement without disclosure as to which components were in which line item. As a result, they
could use non-operating elements of the NPBC to influence their operating results.

The new rule requires all companies to include the service cost in compensation costs or any line item above a
subtotal of income from operations. In addition, it requires disclosure of which line items contain components of
NPBC.

This change will be required for annual reporting periods beginning after Dec 15, 2017 (meaning companies with
fiscal year ends of Dec 31, 2017 are not required to adopt the change). Early adoption is allowed for companies
who had not filed a quarterly statement prior to the announcement, for their current annual period. Although we
do not know exactly how many companies will be adopting this change early, some current examples of those
who have adopted this fiscal year are Hawaiian Holdings (HA) and Ryder System (R).

Figure 1: Example of Breakdown of NPBC from Johnson & Johnson’s (JNJ) 2016 Annual Report

Retirement Plans Other Benefit Plans
{Dollare in Millions) 2016 2015 2014 2016 2015 2014
& ic 5 m 1,037 EgZ 224 257 211
Interest cost 527 g8 1,018 158 186 197
Expected return on plan assets (1962 ) (1,808 ) {1,607 1} 161 (7 [
Bmortization of prior service cost (credit) 1 2 [ RS2 (33 ) (34 )
Amortization of net transitiom obligation - - 1 - - -
Hecognized actuarial losses 496 745 460 135 201 136
Curtailments and settlements 11 ] (17 ) - - -
Het periodic benefit cost 5 &22 371 743 477 604 503

Sources: New Constructs, LLC and company filings
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Figure 2: Example of Breakdown of NPBC from Johnson & Johnson’s (JNJ) 2016 Annual Report
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Sources: New Constructs, LLC and company filings

Figures 1 and 2 above provide an example of current disclosure from Johnson & Johnson (JNJ), taken from our
Marked-up Filings page. Based on current disclosure, we treat both service cost and amortization of prior service
cost as operating expenses, removing the effect of all other components of NPBC from our calculation of after-
tax profit (NOPAT).

Recurring items, such as interest cost, are assumed to buried in operating expenses, but we do not know for
sure due to lack of disclosure. We determine whether non-recurring items, such as “Curtailments and
settlements” above, are included in operating or non-operating expenses based on disclosures in the footnotes
or MD&A.

Our calculation of NOPAT includes prior service costs because we believe that charges or credits attributable to
past services rendered are important to include as part of a firm’s normal operations. Note that the new rule from
FASB will not require companies to include these costs in operating expenses. As a result, we, and other
analysts, will need to continue to make this adjustment.

Figure 3: Impact of NPBC on Total Non-Operating Expenses Buried in Operating from Johnson &
Johnson’s (JNJ) 2010 — 2016 Annual Reports
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Sources: New Constructs, LLC and company filings
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Figure 4: Example of Breakdown of NPBC from Johnson & Johnson’s (JNJ) 2016 Annual Report

Non-Operating Net Periodic Benefit Costs Hidden in Operating Items - ($252.00)
Line item text and values from the filing are shown below:

Interest cost $927.00
Interest cost $158.00
Expected return on plan assets ($1,962.00)
Expected return on plan assets ($6.00)
Recognized actuarial losses $496.00

Recognized actuarial losses $135.00

Values in millions except per share amounts

Sources: New Constructs, LLC and company filings

Figures 3 and 4 show the impact and components, respectively, of the net $252 million gain recorded in
operating expenses for JNJ’s fiscal year 2016 based on current disclosure requirements.

Figure 5: Example of Upcoming Required Disclosure from FASB

20X0 20X1 20X2 20X3

Senice cost ' $ XX $ XK % HHK 5 XX
Interest cost ' ! 00X K XK XK
Expected return on plan assets " (2004 (3044 (3004 (3004
Met amortization and deferral ' = - - -
Met periodic pension costdetermined

under Subtopic 4520 715-30 120 200 170 120
Amount (capitalized ) expensed due o

actions of the regulator {(20) {30} 50
Net periodic pension cost recognized B 120 $ 180 5 140 $ 170

(a) Amounts are excluded for illustrative purposes only.

ib} The componenis of net periodic pension cost other than the senice cost component are included

in the line item "other income/f{expense]” in the income statement.

Sources: FASB Accounting Standards Update 2017-07 (see Appendix item #3)

Figure 5 is an example provided by FASB about how the new disclosure will look. Note that the footnote to the
disclosure indicated which NPBC components are being placed into which line item.
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Figure 6: Example of Upcoming Required Disclosure from FASB

Entity X¥Z
Notes to Financial Statements

Reclassifications Out of Accumulated Other Comprehensive Income )

For the Period Ended December 31, 201X

Amount Reclas sified from

Details about Accumulated Other Accumulated Other Affected Line ltem in the Statement
Comprehensive Income Components Comprehensive Income Where Net Income Is Presented
Gains and lossas on cash flow hadges

Interast rate contracls ] 1.000 Interastincomalexpensa)

Credil danvatives {500} Othar income/{axpansa)

Foraign exchange contracts 2500 Sales/ravenue

Commoedily contracts [2.000) Costol salas

1.000 Total befora tax
{250) Tax (expense) or banefit
5 750 Mealof tax

Unrealizad gains and losses on awailable-for-sale
debl securiies

k3 2300 Raalized gainfloss) on sale of
sacurilias
{2B5) Impairmeant expanss
Insignificant itams {15}
2.000 Total before tax
{500) Tax {sxpansa) ar banefit
5 1.500 MNetof lax
Amortization of defined benefil pension items
Prior-sarvce cosls % (2.000) L Other incomefaxpansal

Transilion obligation (2.500) ) gar incomefaxpansa)
Actuarial gains/{lossas) (1.500) L Othar incomefaspansal
(6.000) Total bafore tax
1.500 Tax {(expensa) or banefit
E (4.500) Neat of lax
Total reclassifications for the parod 3 [2.250) Nat of tax

[a) Amounts in parentheses indicala debils o profitioss.

(b} These accumulated other comprahansive income componants are irehdesstm e compotatercom ponants of net
panodic pansion cosl (Saa pansion nole for additional details).

Sources: FASB Accounting Standards Update 2017-07 (see Appendix item #3)

Figure 6 is another example disclosure provided by FASB related to NPBC components being transferred out of
OClI and included on the income statement. Note the disclosure for where NPBC items are placed.

In both of the preceding FASB-provided examples, the components were all part of “other income (expense),”
though it is entirely possible and probable that companies will put these components into multiple line items. If a
company does not provide a subtotal of “income from operations,” it is free to put these components in line items
that might otherwise be considered operating, such as “general and administrative expenses.”

Page 4 of 8


http://www.newconstructs.com

N i it ACCOUNTING UPDATE:
st STAY AHEAD OF THE CURVE

10/12/17

Figure 7: Summary of NPBC Component Treatment Differences

Existing FASB New FASB *

Rule/Disclosure Rule/Disclosure New Constructs
Service Cost Operating Operating Operating
Amortization of Prior . . .
Service Cost Operating Non-Operating Operating
Interest Cost Operating Non-Operating Non-Operating
Expected Return on Plan . . i .
Assets Operating Non-Operating Non-Operating
Amortization of Actuarial Operatin Non-Operatin Non-Operatin
Gains or Losses P 9 P 9 P 9
Settlements/Curtailments Inconsistent Non-Operating Non-Operating

*under existing and new disclosure

Figure 7 highlights the treatment of NPBC components under existing GAAP rules, future GAAP rules, and New
Constructs. Note that we are not making any changes to our treatment of line items. Our models will, as always,
maintain comparability with prior periods.

In historical documents, we have always removed the effect of NPBC components other than “service cost” and
“amortization of prior service cost” that were buried in operating expenses. We will continue to treat NPBC
components the same way.

The difference post-adoption of the new accounting rule is we will no longer need to remove the effect of non-
operating NPBC components if presented in non-operating line items on the income statement. Our NOPBT and
NOPAT values will remain 100% comparable year-over-year with regard to pension costs.

Our policies differ from the FASB guidance regarding amortization of prior service cost. We believe that the
effect of changes to the plan that bring charges or credits into the current period for prior services rendered
should be included in current-period economic income. FASB took these concerns into consideration (see
Appendix item #2), but ultimately decided not to pursue inclusion in operating income.

We strive to be at the forefront of accounting standards changes, preparing for months in advance of required
changes. When meaningful changes such as this come to light, we update our calculations to maintain historical
comparability and better reflect economic profitability. It is encouraging to see FASB update accounting
standards to better reflect operating profitability in a way New Constructs has been treating these costs all along.

This article originally published on October 12, 2017.

Disclosure: David Trainer, Alec Estrada, Kyle Guske Il, and Kenneth James receive no compensation to write
about any specific stock, style, or theme.

Follow us on Twitter, Facebook, LinkedIn, and StockTwits for real-time alerts on all our research.
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Appendix: Key Excerpts from the Official FASB Accounting Standards Update

#1 Main Provisions

“The amendments in this Update require that an employer report the service cost component in the same line
item or items as other compensation costs arising from services rendered by the pertinent employees during the
period. The other components of net benefit cost as defined in paragraphs 715-30-35-4 and 715-60-35-9 are
required to be presented in the income statement separately from the service cost component and outside a
subtotal of income from operations, if one is presented. If a separate line item or items are used to present the
other components of net benefit cost, that line item or items must be appropriately described. If a separate line
item or items are not used, the line item or items used in the income statement to present the other components
of net benefit cost must be disclosed.

The amendments in this Update also allow only the service cost component to be eligible for capitalization when
applicable (for example, as a cost of internally manufactured inventory or a self-constructed asset).”

#2 Explanation of Prior Service Cost Exclusion: found in “Background Information and Basis for
Conclusions” section

“BC15. Some respondents commented that there is no underlying difference in principle between current service
cost and prior service cost. The two components both reflect the compensation cost of pension benefits granted
to employees in exchange for services provided and, therefore, should be treated in the same way.

BC16. The Board considered pursuing, but decided not to pursue, an alternative to include the prior service cost
or credit component in the line item(s) reporting current employee compensation because this component is not
exclusively related to the current period’'s employee services and may add complexity to financial statement
users’ analyses of an entity’s core operating performance. The Board also noted that users generally view (a) the
service cost component as most clearly representing an operating component included in net benefit cost and (b)
exclude the prior service cost or credit component from their analyses.

BC17. The Board noted that the prior service cost or credit component is conceptually different from the service
cost component based on a comprehensive consideration of the factors indicated in paragraph BC11. The Board
acknowledges that the decision of treating the prior service cost or credit component differently from the service
component also reflects a consideration from a practical perspective that is driven by user needs.”
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New Constructs® - Research to Fulfill the Fiduciary Duty of Care

Ratings & screeners on 3000 stocks, 450 ETFs and 7000 mutual funds help you make prudent
investment decisions.

New Constructs leverages the latest in machine learning to analyze structured and unstructured
financial data with unrivaled speed and accuracy. The firm's forensic accounting experts work
alongside engineers to develop proprietary NLP libraries and financial models. Our investment ratings
are based on the best fundamental data in the business for stocks, ETFs and mutual funds. Clients
include many of the top hedge funds, mutual funds and wealth management firms. David Trainer, the
firm's CEQ, is regularly featured in the media as a thought leader on the fiduciary duty of care,
earnings quality, valuation and investment strategy.

To fulfill the Duty of Care, research should be:

1. Comprehensive - All relevant publicly-available (e.g. 10-Ks and 10-Qs) information has been
diligently reviewed, including footnotes and the management discussion & analysis (MD&A).

Un-conflicted - Clients deserve unbiased research.

3. Transparent - Advisors should be able to show how the analysis was performed and the data
behind it.

4. Relevant - Empirical evidence must provide tangible, quantifiable correlation to stock, ETF or
mutual fund performance.

Value Investing 2.0: Diligence Matters: Technology is Key to Value Investing With Scale

Accounting data is only the beginning of fundamental research. It must be translated into economic
earnings to truly understand profitability and valuation. This translation requires deep analysis of
footnotes and the MD&A, a process that our robo-analyst technology empowers us to perform for
thousands of stocks, ETFs and mutual funds.

Page 7 of 8


http://www.newconstructs.com
https://www.newconstructs.com/roic-paradigm-linking-corporate-performance-valuation/
https://www.newconstructs.com/technology/

ﬁ e i S G ACCOUNTING UPDATE:
= STAY AHEAD OF THE CURVE

10/12/17

DISCLOSURES

New Constructs®, LLC (together with any subsidiaries and/or affiliates, “New Constructs”) is an independent organization with no management
ties to the companies it covers. None of the members of New Constructs’ management team or the management team of any New Constructs’
affiliate holds a seat on the Board of Directors of any of the companies New Constructs covers. New Constructs does not perform any
investment or merchant banking functions and does not operate a trading desk.

New Constructs’ Stock Ownership Policy prevents any of its employees or managers from engaging in Insider Trading and restricts any trading
whereby an employee may exploit inside information regarding our stock research. In addition, employees and managers of the company are
bound by a code of ethics that restricts them from purchasing or selling a security that they know or should have known was under consideration
for inclusion in a New Constructs report nor may they purchase or sell a security for the first 15 days after New Constructs issues a report on
that security.

DISCLAIMERS

The information and opinions presented in this report are provided to you for information purposes only and are not to be used or considered
as an offer or solicitation of an offer to buy or sell securities or other financial instruments. New Constructs has not taken any steps to ensure
that the securities referred to in this report are suitable for any particular investor and nothing in this report constitutes investment, legal,
accounting or tax advice. This report includes general information that does not take into account your individual circumstance, financial
situation or needs, nor does it represent a personal recommendation to you. The investments or services contained or referred to in this report
may not be suitable for you and it is recommended that you consult an independent investment advisor if you are in doubt about any such
investments or investment services.

Information and opinions presented in this report have been obtained or derived from sources believed by New Constructs to be reliable, but
New Constructs makes no representation as to their accuracy, authority, usefulness, reliability, timeliness or completeness. New Constructs
accepts no liability for loss arising from the use of the information presented in this report, and New Constructs makes no warranty as to results
that may be obtained from the information presented in this report. Past performance should not be taken as an indication or guarantee of
future performance, and no representation or warranty, express or implied, is made regarding future performance. Information and opinions
contained in this report reflect a judgment at its original date of publication by New Constructs and are subject to change without notice. New
Constructs may have issued, and may in the future issue, other reports that are inconsistent with, and reach different conclusions from, the
information presented in this report. Those reports reflect the different assumptions, views and analytical methods of the analysts who prepared
them and New Constructs is under no obligation to insure that such other reports are brought to the attention of any recipient of this report.
New Constructs’ reports are intended for distribution to its professional and institutional investor customers. Recipients who are not
professionals or institutional investor customers of New Constructs should seek the advice of their independent financial advisor prior to making
any investment decision or for any necessary explanation of its contents.

This report is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation or which
would be subject New Constructs to any registration or licensing requirement within such jurisdiction.

This report may provide the addresses of websites. Except to the extent to which the report refers to New Constructs own website material,
New Constructs has not reviewed the linked site and takes no responsibility for the content therein. Such address or hyperlink (including
addresses or hyperlinks to New Constructs own website material) is provided solely for your convenience and the information and content of
the linked site do not in any way form part of this report. Accessing such websites or following such hyperlink through this report shall be at
your own risk.

All material in this report is the property of, and under copyright, of New Constructs. None of the contents, nor any copy of it, may be altered in
any way, copied, or distributed or transmitted to any other party without the prior express written consent of New Constructs. All trademarks,
service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of New Constructs.
Copyright New Constructs, LLC 2003 through the present date. All rights reserved.
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