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Discount Rate for Actuarial Valuations of
Employee Benefits

The discount rate used in actuarial valuations of employee
benefit plans such as gratuity, pension, earned leave etc. is
determined by reference to market yields at the balance
sheet date on government bonds. Para 78 of AS15 reads as
under:

“The rate used to discount post-employment benefit
obligations (both funded and unfunded) should be
determined by reference to market yields at the balance
sheet date on government bonds. The currency and term
of the government bonds should be consistent with the
currency and estimated term of the post-employment
benefit obligations.”

This means that these valuations are essentially Mark-To-
Market (MTM) valuations, which can result in fluctuations
in the valuation of liability if the underlying yield on
government bonds fluctuates. As can be seen from the
below analysis, the yield on the government bonds as at
the end of December 2018 are at similar levels compared
to the yields as on 31 March 2018.

Bond Yields as at December 2018 and March
2018

The chart below presents the comparison of government
bond vyields of various terms as on 28 March 2018 (last
trading day in before 31 March 2018) and 31 December
2018. This information can be used to determine the
discount rate to be used for actuarial valuation as per AS15,
IAS19, Ind AS 19 and US GAAP.

The exact yield curve as at 31 December 2018 is also given
in the table below.

Yield on government

Name bond as at end of
December 2018
India 1-Year 6.93%
India 2-Year 7.14%
India 3-Year 7.23%
India 4-Year 7.32%
India 5-Year 7.37%
India 6-Year 7.44%
India 7-Year 7.51%
India 8-Year 7.58%
India 9-Year 7.56%
India 10-Year 7.51%
India 11-Year 7.69%
India 12-Year 7.70%
India 13-Year 7.67%
India 14-Year 7.69%
India 15-Year 7.71%
India 19-Year 7.74%
India 24-Year 7.71%
India 30-Year 7.75%

Source: www.investing.com. Note: Please note that the yields
have been annualised.

As per para 80 of AS15, the discount rate is supposed to
reflect the estimated timing of benefit payments. To
ensure the same, the entity should determine the average
estimated timing of benefit payments, allowing for
expected attrition and deaths and then decide, based on
above table, a single weighted average discount rate that
reflects the average expected timing of benefit payment.

Comparison on Bond Yields - Mar 2018 vs Dec 2018
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Consistent movement in Salary Growth Rate

In each of our discount rate updates, we have been
recommending a consistent movement in the discount rate
and salary growth rate to reflect the positive correlation
between the inflation component of salary growth rate
assumption and the discount rate.

Such a movement is also in line with the requirements of
Para 76 of AS15, which reads as under:

"Actuarial assumptions are mutually compatible if they
reflect the economic relationships between factors such as
inflation, rates of salary increase, the return on plan assets
and discount rates. For example, all assumptions which
depend on a particular inflation level (such as assumptions
about interest rates and salary and benefit increases) in any
given future period assume the same inflation level in that
period.”

The Companies may, thus, consider changing the salary
growth rate by a similar magnitude as is the movement in
discount rate (subject to the existing salary growth rate
assumption being reasonable). This will help in offsetting
the one off impact on account of fluctuation in the discount

rate. Further, this will also help the Companies in
maintaining a constant level of real salary growth rate
assumed in projections from one valuation to another.

| trust you will find the observations and assertions in this
note useful. | thank you for reading this note and welcome
any comments or recommendations or observations you
may have on the subject. You can direct those to the email
address mentioned below.
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Khushwant Pahwa

Founder and Consulting Actuary
KPAC (Actuaries and Consultants)
k.pahwa@kpac.co.in
+91-9910267727

Disclaimer: KPAC would like to remind you that the data contained in this note is not necessarily accurate. Further, this note /

information / mail is not for public distribution and has been furnished to you solely for your information and must not be

reproduced or redistributed. This material is for the information of the recipient and we are not soliciting any action based upon it.

Also, it does not constitute any recommendation. We have reviewed the report above and in so far as it includes information or

facts, it is believed to be reliable though its accuracy or completeness cannot be guaranteed. The information contained in the

above report should be construed as non-discretionary in nature and the recipient of this material should rely on their own

investigations and take their own professional advice. Neither KP Actuaries and Consultants nor any person connected with it

accepts any liability arising from the use of this document.
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Snapshot of yield on government bonds as at the end of December 2018 from
www.investing.com

Linvesting.com/rates-bonds/india-government-bonds?maturity_from=108&maturity_to=290
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Name Yield  Prev. High Low Chg. Chy. % Time
== India3m 6670 6670 6690 6560 0.000 0.00% 06:30:02 @
= India &M 6890 BB8I0 6910  BETO 0.000 0.00% 06:30:02 @
= India1Y 6814 6830 6972 6814 -0.016 -0.23% 08:09:55 @
= India 2y 7.014  7.047 7242 7014 -0.033 -0.47% 08:09:55 @
== India 3y 7100 7.090  7A1 7100 +0.010 +0.14% 08:09:55 @
= India 4Y 7190 7212 7228 7175 -0.022 -0.30% 08:09:55 @
— India 5Y 7240 7216 7240  7.240 +0.024 +0.33% 08:09:55 @
= India &Y 7.308  7.361  7.308  7.308 -0.053 -0.72% 08:09:55 @
= India7Y 7.378 7408 7432  7.364 -0.029 -0.41% 08:09:55 @
= India 8Y 7438 7472 7472 7437 -0.034 -0.46% 08:09:55 @
= India 8Y 7420 7430 7430 7413 -0.010 -0.13% 08:09:55 @
= India 10Y 7370 7391 7389 7.339 -0.022 -0.28% 08:09:55 @
== India 11Y 7551 7536 7583  7.551 +0.016 +0.20% 08:09:55 @
= India 12y 7562 7624 7582 7541 -0.063 -0.81% 08:09:55 @
= India 13Y 7831 75835 7575 7523 -0.004 -0.05% 08:09:55 @

— India 14Y 7551 7487 7580  7.507 +0.063 +0.85% 08:09:55 @ Fed Rate Monitor
= India 15Y 7569 7599 7599  7.569 -0.030 -0.39% 08:09:55 @

= India 19y 7595 7572 7683 7.590 +0.023 +0.30% 08:09:55 @ Meeting Time:  Jan

== India 24Y 7565 7575 7565  7.565 -0.010 -0.13% 08:09:55 @ Future Price:  97.681
= India 30Y 7610 761 7671 7610 -0.001 -0.01% 08:09:55 @
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Please note that the yields above are on semi-annual basis. In presenting the analysis on the previous page, we have
annualised the yields.
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