








* More prec;isely, the FASB calls for business entities to compute
their projected pension benefit obligation and show it in the footnotes
to their financial statements. A business entity must also determine
the fair value of the related pension plan assets and disclose this
amount in the footnotes as well.” What goes on the entity’s balance
sheef is then the difference between the projected pension benefit
obligation and the fair value of the related pension plan assets. Of
course, this difference between pension liabilities and pension assets
may be either positive or negative. If the pension liability is higher,
then the net amount is shown as the unfunded projected benefit
obligation in the liabilities section of the balance sheet. On the other
hand, if the pension plan assét amount is higher, the net amount is
shown as an overfunded projected benefit obligation in the assets
section of the balance sheet.?

Similarly, the International Accounting Standards Board, the
governing body for international accounting standards, has also

addressed the question of accounting for pension benefits. Most

7 FASB, Employers’ Disclosures about Pensions and Other
Postretirement Benefits, Statement of Financial Accounting Standards No.
132 (1998; revised in 2003).

B FASB, SFAS No. 87 §35.



relevant in this regard, is International Accounting Standard 19, which
deals with accounting for employee benefits.” While there are some
differences in how the FASB and the IASB account for pension
benefits, none of those differences call into question the fundamental
concept that a projected pension benefit obligation constitutes a
liability. Both the FASB and IASB require the disclosure as a
“liability” of any excess over total plan assets of the actuarial present
value of all benefits attributed by a pension benefit formula to
employee service rendered up to the balance sheet date — inclﬁding
any plan amendments that retroactively increase benefits.

The Government Accounting Standards Board is the body that
establishes accounting standards for governmental bodies. The
GASB’s balance sheet approach differs somewhat from that of the
FASB and the IASB. But like the FASB and IASB, the GASB
requires entities to disclose unfunded accrued pension benefit
obligations.  Specifically, the GASB requires measurements of a
governmental entity’s unfunded accrued pension obligation that are
closely related to financing requirements. Under GASB current rules,

a pension “liability” is recognized as the difference between the

) IASB, Employee Benefits, International Financial Reporting
Standard No. 19 (1983; revised 1993, 1998, 2000, and 2004).



government employer’s annual pension cost and the employer’s actual
contributions to the pension plan.'® But the current rules also require
governments to disclose the unfunded accrued pension benefit
obligation, a measure very close to what business corporations have to
report.”

Because of sustained criticisms by the investment community,
the GASB is currently undertaking a review of its current approach to
pension accounting. In 2009, the GASB issued an invitation for
interested parties to comment on the current GASB rules and to offer
improvements to those rules.”> The American Institute of Certified
Public Accountants (AICPA) responded to this invitation, and its
comments are pertinent to this case.”’ For present purposes, the

AICPA’s comments can be summarized as follows:

10 GASB, Financial Reporting for Defined Benefit Pension Plans and
Note Disclosures for Defined Contribution Plans, Statement No. 25 (1994)
and GASB, Accounting for Pension by State and Local Governmental
Employees, Statement No. 27 (1994).

""" GASB, Pension Disclosures, Statement No. 50 (2007).

12 GASB, Pension Accounting and Financial Reporting, Invitation to

Comment (2009).

13 AICPA, Letter to the GASB (August 12, 2009) signed by Frank W.
Crawford, Chair of the AICPA State and Local Government Expert Panel
and by Mary M. Foelster, Director of the AICPA Governmental Auditing
and Accounting Committee.



« Basing the liability on the funding process, as currently done
in the balance sheet, is incorrect. It “does not properly
measure the true obligation of a government.”

» “We strongly believe that the measure of the employer’s
unfunded accrued benefit obligation meets the definition of
a liability...”

» “We recognize that the unfunded accrued benefit obligation
is currently required by GASB Statement No. 50, Pension
Disclosures, to be disclosed in the notes to the financial
statements...However, because we believe that the unfunded
accrued benefit obligation meets the definition of a liability,
we believe that it should be reported on the face of the
financial statements to measure the annual cost of pension
benefits earned and the demands on future cash flows.”

With respect to this issue of the unfunded accrued benefit
obligation, we agree with the FASB, the IASB, and the GASB’s
disclosure requirements. In addition, we also agree with the AICPA’s |
response to the GASB’s Invitation to Comment. The unfunded
accrued benefit obligation “meets the definition of a liability” and

“should be reported” on the balance sheet as a liability, not, as is



currently the case, in the footnotes. We also agree with the FASB, the
IASB, the GASB’s disclosure requirements, and the AICPA’s Letter,
that any unfunded accrued pension benefit obiigation is also a
liability.

II. THE RETROACTIVE BENEFIT AWARD CHALLENGED
IN THIS CASE CREATED A “LIABILITY” AS THE
%EI%\(/)IUNTING PROFESSION UNDERSTANDS THAT

In this case, the economic substance of the change in benefits
for past years of service rendered as an Orange County employee is
that this change or “transaction” obligates Orange County to pay out
substantial sums of money to an identified group of persons for
services already rendered in the past. Against this backdrop, the
pension benefits for prior services for these Orange County employees
undoubtedly meet the criteria for a “liability” as embodied in the
definition generally accepted in the accounting profession.'* The
reasons the Orange County pension change or “transaction” meets the
definition of a liability include the following:

 First, the award of retroactive pension benefits challenged in

this case constitutes a present obligation of Orange County,

because, as we understand the relevant facts, the employees

1 These criteria are discussed in GASB, Pension Accounting and

Financial Reporting (2009) 996-8.



who stand to reap those benefits do not have to do anything
else in order to receive them. Our understanding is that an
increase in benefit was granted (from 2% to 3%) to these
workers such that, if they retired at any time after the
enhancement became effective, they would receive the 3%
for each year they worked in the past. (In contrast, the
incremental portion given for future service is not a present
obligation—the workers have not yet performed the wc')rk
that entitles them to receive that portion of their pension
benefit.)

Second, Orange County has little ability to avoid having to
“sacrifice resources” in the future in order to pay for these
pension benefits, except due to some extraordinary event
like a court overturning the legality of pension obligation.
Third, the obligating event has already occurred; namely, the
former Board of Supervisdrs has already agreed to the

“transaction” involving this pension benefit enhancement.
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III. THE ACCOUNTING PROFESSION’S UNDERSTANDING
OF THE TERM “LIABILITY” IS BROAD AND NOT
LIMITED TO OBLIGATIONS THAT ARE FUNDED,
FIXED, AND/OR DUE AT THE PRESENT TIME.

It is also important to focus on what is not necessary to, or a
precondition for, recognizing a “liability,” as the term is used in the
accounting profession. The existence of a funding source or funding
plan to fund the pension obligation is not necessary to the recognition
of a liability.”” The fact that claims will be asserted only in the future,
and not the present time, does not preclude the recognition of an
obligation as a liability. And the fact that estimation techniques, as
opposed to precise measurements, must be used to measure the
projected magnitude of an obligation is also not a valid reason for
declining to recognize the obligation as a liability. These factors have
nothing to do with the existence or non-existence of a “liability,” as
that term is used in the accounting profession.

First, the lack of funding or even the lack of a funding plan is
immaterial to the recognition of a liability. What is important to an

accountant is the existence of an unavoidable debt or obligation; if

13 Of course, prudent financial management would require a funding

plan before governmental supervisors approve the incurrence of liability.
The point is that the recognition of a liability, for purposes of financial
reporting, is independent of how it will be repaid.
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such an obligation exists, it should be measured and recognized as a
liability on the balance sheet. Knowing when and how the liability
will ultimately be discharged, including where the money to pay it
will come from, is of course important to stakeholders such as
taxpayers and creditors. But questions regarding the availability or
sources of funding have no bearing on whether or not a “liability”
exists in the first instance.

Second, the recognition of a liability also does not depend on
the existence of a present legal claim, as opposed to one that will
come due only in the future.'® For instance, when Ford manufactures
(say) one million automobiles and offers a warranty with each one, an
accountant will recognize that some of those autos will have defects
and that claims will arise in the future that will require Ford to meet
its obligations under the warranty, even if Ford is presently not aware
of any such claims. Thus, accountants require firms to estimate the

expected magnitude of future warranty claims and recognize the

' GASB Concepts Statement No. 4 19 says “Sometimes a liability
will be created, not because it is legally enforceable, but because of a
government’s actions or conduct. In these cases, social, moral, or
economic consequences leave the government little or no discretion to
avoid the sacrifice of resources.”
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resulting amount as a warranty “liability.”"” This “liability” is a true
“liability” as accountants use the term because it is a present
obligation that Ford cannot get out of, and it is the result of a past set
of transactions. This is true notwithstanding the fact that the
payments made as a result of this liability could all occur in future
accounting periods.

In similar fashion, accountants recognize unfunded actuarial
accrued pension benefits as “liabilities” even though the employees
who will receive such benefits have not yet retired and thus have only
a contingent claim to receive those benefits that will mature, if at all,
in the future.'® We know that, taken collectively, the relevant
employees will have such rights and that they will exercise their
present legal claims at some time in the future. The fact that payment
will commence only in the future is irrelevant to the recognition of
pension benefits as a “liability” today.

Third, thé fact that the precise dollar amount of a liability can

only be estimated and cannot be fixed with precision does nothing to

17 FASB, Accounting for Contingencies, Statement of Financial

Accounting Standards No. 5 (1975) 1924-26.

18 FASB, Statement of Financial Accounting Standards No. 87 and
IASB, International Financial Reporting Standard No. 19.
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negate the status of the obligation as a “liability.” Accountants
routinely use estimates in their work. Indeed, if accountants were not
allowed to use reasonable estimation techniques in their work, the
profession would almost cease to exist. Almost everything an
accountant does involves some degree of estimation.”” Even a simple
thing like depreciation requires the accountant to estimate the future
salvage value and the future service life of the asset being depreciated.
To measure the size of the liability created by pension obligations
requires the accountant to estimate the present valﬁe of the future
pension benefits owed to the workforce. Actuarial science has
progressed to such a point where estimates of the size of these
obligations generated by actuaries are accepted as reasonable and
reliable by the accounting profession. Accountants believe that proper

estimates produced by well trained actuaries are very useful for

19 GASB, Objectives of Financial Reporting, Concepts Statement No.

1 (1987) 964 makes clear the desirability of reliable financial statements
and adds, “Reliability does not imply precision or certainty. Reliability is
affected by the degree of estimation in the measurement process and by
uncertainties inherent in what is being measured...A properly explained
estimate provides more meaningful information than no estimate at all.”
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readers of financial reports and much better than the alternative of

ignoring pension liabilities altogether.”®

CONCLUSION

In summary, when a governmental unit promises to pay
additional benefits to their employees because of past service, the
entity creates a “liability,” as that term is used in the accounting
profession. In this case, because, as we understand the facts, the
relevant Orange County employees have no additional requirements to
meet in order to become entitled to a pension benefit enhancement for
past service, it is a present obligation that cannot be avoided. From
the point of view of an accountant, without doubt, as soon as the
decision of the Board of Supervisors awarding these | enhanced
benefits for prior service became effective a “liability” was created.
Not to recognize these obligations as “liabilities” would be a refusal to

see the economic reality of the enhanced benefit award for what it is.

Dated: June 25, 2010 ﬂ h/?

Andrew W. Zepedd, OffCounsel
Lurie, Zepeda, Sc z & Hogan

2 AICPA, Letter to the GASB (August 12, 2009) states, “actuarial
science is well established and there are numerous instances in which
financial statements are affected by actuarial calculations and are reliably
stated.”
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EXHIBIT A

W. David Albrecht, Ph.D., is associate professor of accounting
at Concordia College in Moorhead, MN, where his teaching
focuses on financial accounting as well as cost accounting. Dr.
Albrecht has authored numerous articles covering a wide
variety of accounting topics. Dr. Albrecht is a widely cited
authority on accounting topics published in popular and
business publications such as The Wall Street Journal, The New
York Times, and Los Angeles Times. Dr. Albrecht authors a
widely read blog, The Summa, which critiques the accounting
standard setting practice and the practices of corporate America
and large audit firms.

Anthony H. Catanach Jr., Ph.D., CPA, is an associate
professor in the School of Business at Villanova University, as
well as the Cary M. Maguire Fellow at the American College
Center for Ethics in Financial Services. His consulting and
research interests relate primarily to business risk management,
financial statement analysis, and performance management
issues. He has previously served on the faculties of the
University of Virginia and INSEAD. His professional
experience includes five years as an audit manager with KPMG
and six years in the financial services industry. Currently, he
consults actively for several major investment banking firms, as
well as numerous private equity and hedge funds, on a variety
of global financial reporting issues. He continues to deliver
executive programs for numerous professional, private, and
public organizations in the United States, Europe, and Asia, and
serves as a national instructor for several global professional
services firms. Dr. Catanach also is a Pew Scholar and
Carnegie Fellow at the Carnegie Foundation for the
Advancement of Teaching. He also has received numerous
awards for his publication, teaching, and curriculum innovation
efforts. Dr. Catanach has authored over sixty articles on a
variety of accounting, finance, and management issues, as well
as several business education texts, and is currently editor of
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Advances in Accounting Education: Teaching and Curriculum
Innovations.

Jack T. Ciesielski, CPA and CFA, is the owner of R.G.
Associates, Inc. (http://www.accountingobserver.com/about-
rg.asp), an investment research and portfolio management firm
located in Baltimore. Mr. Ciesielski is the publisher of The
Analyst's  Accounting Observer, which is an accounting
advisory service for security analysts. He has been a CPA since
1978, and a CFA since 1988. From 1997 to 2000, Mr.
Ciesielski served as a member of the Financial Accounting
Standards Advisory Council, which is the advisory body that
consults with the Financial Accounting Standards Board
(FASB) on practice issues and advises the FASB on setting its
agenda. He is also a member of the American Institute of
Certified Public Accountants, and served on that body’s SEC
Regulations Committee from 1992 to 1995, returning for
another stint in 2002. Mr. Ciesielski served as a member of the
FASB’s Emerging Issues Task Force (EITF) from 2003 to
2008. He is currently a member of the FASB’s Investors
Technical Advisory Committee, which advises the FASB on
technical matters from the investor’s point of view.

Rajib_Doogar, Ph.D., is a professor of accountancy. at the
University of Illinois at Urbana Champaign. His research
interests include accounting theory and the economics of
financial reporting and auditing. His research has been
published in leading peer-reviewed journals such as The
Journal of Accounting and Economics, The Journal of
Accounting  Research, and Contemporary Accounting
Research. His research has been used by the U.S.
Governmental Accountability Agency to model the US audit
industry [GAO 2003]. He has also been invited to testify
before the SEC on matters of auditor independence [SEC
2000].

Joanne Duke, Ph.D. and CMA, is a Professor at San Francisco
State University where she teaches primarily financial
accounting in both the undergraduate and graduate programs.
Her research interests concern financial reporting issues and she
has publications in Journal of Accounting and Economics,
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Journal of Business Finance and Accounting, Risk
Management, Journal of Education for Business, and Journal
of Business Management among others.

Alan_D. Jagolinzer, Ph.D., is an Assistant Professor at
Stanford University. His research focuses on the economic
impact of financial reporting standards, the economic impact of
insider trading regulation, and the valuation of executive option
compensation. Professor Jagolinzer’s current research projects
explore how corporate insiders trade within SEC Rule 10b5-1,
what the market can infer from corporate insiders’ use of
prepaid variable forward transactions, the market’s perception
of events leading to IFRS adoption in Europe, and the impact of
early employee stock option exercise on option expense
valuation.

J. Edward Ketz, Ph.D., is associate professor of accounting at
The Pennsylvania State University, where his teaching focuses
on financial accounting and financial statement analysis. Dr.
Ketz has authored or edited 18 books as well as numerous
articles. His recent books include Fair Value Measurements
(BNA, 2007, co-authored with Mark Zyla), Accounting Ethics
{(Routledge, 2006), and Hidden Financial Risk (John Wiley &
Sons, 2003). Dr. Ketz has been widely cited on accounting
topics published in popular and business publications such as
The Wall Street Journal, The New York Times, The Washington
Post, and Business Week. Dr. Ketz has also appeared as an
accounting commentator on CNBC, CNNfn, and National
Public Radio, and he writes a column for SmartPros.com, that
extensively critiques the accounting practices of corporate
America.

Francine McKenna, CPA, is the Managing Editor of the
specialized new site re: The Auditors, focusing on the business of
the Big 4 audit firms. She is a freelance writer and subject
matter expert with quotes and credits in the New York Times,
Wall Street Journal, Business Week, Forbes, The Guardian,
The Times of London, Financial Times, Accountancy Age,
Accountancy Magazine and other financial, media, and
technology blogs. Ms. McKenna was a Director for
PricewaterhouseCoopers LLC, auditing “PwC the firm” itself
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and an RVP for Jefferson Wells/Manpower. She was the Vice-
President responsible for the Y2K PMO for JP Morgan in Latin
America and was the first female Managing Director for
BearingPoint in Latin America, responsible for the Industrial,
Automotive and Transportation practice. She earned her BS in
Accounting from Purdue University.

Edward J. Riedl, Ph.D., CPA, CMA, and CIA, is an associate
professor at Harvard Business School. His research focuses on
issues relating to fair value accounting, including asset
impairments, the role of monitors, and SFAS 157. His research
has been published in The Accounting Review, Journal of
Accounting Research, Contemporary Accounting Research, and
Review of Accounting Studies, and has been recognized with the
Competitive Manuscript Award. He has also authored cases on
fair value accounting in the real estate, agriculture, and
financial services industries. Prior to entering academia, he
worked at Coopers and Lybrand and Amerada Hess.

Joseph P. Weber, Ph.D., is associate professor at MIT and
specializes in empirical work on the importance of accounting
information in financial contracts. His recent work documents
how an innovation in the commercial debt market—
performance pricing —allows for more efficient contracting by
reducing the expected renegotiation costs of the contract.
Weber's research has recently appeared in The Accounting
Review, the Journal of Accounting Research, and the Journal of
Accounting and Economics. He teaches the core financial
accounting class to first year MBA students at MIT Sloan.
Prior to entering academia, Weber worked for Price
Waterhouse and AXA Financial.

Jack Zwingli is Chief Executive Officer of Audit Integrity, a
leading provider of independent research and risk management
services. Audit Integrity services include ratings and analysis
on approximately 12,000 corporations globally, which are used
by leading financial institutions, investors and others to identify
and manage risk related to a unique perspective on corporate
integrity. Prior to Audit Integrity, Jack led a multi-faceted,
global business at Standard & Poor’s. Over a decade at
Standard & Poor’s, Jack had overall management responsibility
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for many of S&P’s well-known business lines and products.
Some of the many business information services Jack managed
include Standard & Poor’s Compustat financial database
services, the equity analytical group responsible for producing
Stock Reports, and S&P global indices — including the
company’s venerated S&P 500 Index. Jack holds a BS in
Marketing from Indiana University and an MBA from Rutgers
University.
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I, Mary Ann Markwell, am employed in the County of Los Angeles,

State of California. I am over the age of 18 and not a party to the within

action; my business address is 9107 Wilshire Blvd., Suite 800, Beverly
Halls, California 90210.

On June 25, 2010, I served on the interested parties in this action

with a true copy of the following document(s) described as:

1. APPLICATION FOR LEAVE TO FILE AMICUS
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OF THE APPELLANT;
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X

PERSONS

[BY U.S. MAIL] By placing the document(s) listed above in a
sealed envelope with postage thereon fully prepaid, in the
United States mail at Eos Angeles, California addressed as set
forth below. I am familiar w1th the firm’s practice of collection
and processing correspondence for mailing. Under that
practice it would be deposited with the U.S. postal service on
that same day with postage thereon fully prepaid in the ordinary
course of business.

[FEDERAL EXPRESS] By depositing the documeni(s) listed
above in a sealed envelope with delivery fees provided for a
Federal Express pick up %ox or office designated for overnight
delivery and addressed as set forth on the attached service list.
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I declare under penalty of perjury under the laws of the State of
California that the foregoing 1s true and correct

Executed on June 25, 2010, at Beverly Hills, California.

Mary Ann Markwell
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