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Funding is a concept that mostly pertains to occupational pensions in which sponsoring employers promise
a definable outcome (“pensions with promises”). The outcome may be promised by a single employer
(single employer), or it may be promised by one or more employers (multiple employer plans) with risk
sharing within the sponsoring group. The primary objective of funding these promises is benefit security;
that is, to collateralise the pension promises in ways to make it more likely that the promised benefits will
materialise. Typically this means diversifying the pension members’ risk away from the insolvency of the
sponsoring employer(s). A second objective is to minimise the potential for claims against the public in
the event of pension promises not being delivered by insolvent employers.1 A third objective is to
minimise financial uncertainty for shareholders and bondholders in those firms that sponsor pensions. A
competing policy constraint is that any tax arbitrage inherent in funding should not be excessive.
In pensions with promises, a pension is deemed “funded” when properly valued assets equal one or more
liability measures (discussed below) of the promise. The terms funded or fully funded are often used with
respect to defined contribution plans that do not have any promised return associated with them. In defined
contribution plans in which participants bear investment risk, there is no pension promise (liability) that is
independent of the asset. By definition, these defined contribution schemes are always technically funded.2
The pension is simply whatever value the assets have at the time of retirement. In these instances,
however, households face the same choices concerning retirement targets and portfolio choices that
employers (and unions) face when designing occupational schemes that promise particular outcomes.
Pensions with Promises. In general there appear to exist two kinds of “pensions with promises.”
 In traditional defined benefit plans the promise is expressed as a function of salary, wage or
(more rarely) some other measure of work.
 There are also pension arrangements in which the sponsoring employer makes a promise
about a minimum return on dedicated contributions – what might be termed defined


&ODLPVDJDLQVWWKHSXEOLFDUHXVXDOO\LQGLUHFW6RPHFRXQWULHVKDYHLQVROYHQF\LQVXUHUVWKDWVXEVWLWXWHIRUH[WHUQDO
IXQGLQJ *HUPDQ\ RUEDFNXSWKHSURYLVLRQVWKDWUHTXLUHH[WHUQDOIXQGLQJ 86-DSDQ6ZHGHQ)LQODQG 
7KHILQDQFLQJ EXUGHQ IRU LQVROYHQF\ LQVXUDQFH RIWHQ IDOOV RQ SHQVLRQ SODQ VSRQVRUV LQ ZD\V WKDW DUH QRW
YHU\ZHOOFRUUHODWHGZLWKH[SRVXUHDQGULVNDQGWKHUHIRUHDUHDKLGGHQLIPLQRUWD[RQSURGXFWLRQ(YHQLQ
WKHDEVHQFHRIIRUPDOLQVROYHQF\LQVXUDQFHVRFLHWLHVUHDVRQDEO\PLJKWIHHOLWQHFHVVDU\WRSURYLGHUHOLHIWR
SHQVLRQSODQPHPEHUVLQWKHHYHQWRIVLJQLILFDQWSHQVLRQGHIDXOWV



7KLVDXWRPDWLF³IXOOIXQGLQJ´DOVRH[LVWVWHFKQLFDOO\ZKHQWKHLQYHVWPHQWULVNKDVEHHQWUDQVIHUUHGWRDWKLUGSDUW\
LQVXUDQFH FRPSDQ\  6WULFWO\ VSHDNLQJ VSRQVRUV RI GHILQHG FRQWULEXWLRQ SODQV GR PDNH SURPLVHV WR SD\
FRQWULEXWLRQV RYHU WR PHPEHUV¶ DFFRXQWV DFFRUGLQJ WR SODQ WHUPV DQG QDWLRQDO ODZV PD\ UHJXODWH KRZ
LQGHWHUPLQDWHVXFKSURPLVHVFDQEH

,WFDQEHDUJXHGWKDWGHILQHGFRQWULEXWLRQSODQVZLWKSDUWLFLSDQWULVNDUHIXQGHGLQDPHDQLQJIXOVHQVHRQO\ZKHQWKH
SRUWIROLRV DUH GLYHUVLILHG RXWVLGH WKH VSRQVRULQJ HPSOR\HU RU RQH WUDGH RU LQGXVWU\ LQ WKH FDVH RI VRPH
PXOWLSOHHPSOR\HUSODQV 0DQ\FRXQWULHVKRZHYHUSHUPLWGHILQHG FRQWULEXWLRQ SODQV WR EH LQYHVWHG LQ
WKHVHFXULWLHVRIWKHVSRQVRULQJHPSOR\HUHLWKHUDWWKHHPSOR\HU¶VFKRLFHRUEHFDXVHPHPEHUVFKRRVHWRGR
VRLQPHPEHUGLUHFWHGSODQV:KHWKHUWKHVHDUHSUXGHQWLQYHVWPHQWVLVKRZHYHUDQRWKHUPDWWHU
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contribution plans with guaranteed returns.
following.
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Some examples of this model include the

,Q6ZLW]HUODQGWKHPDQGDWHPD\EHVDWLVILHGLQVHYHUDOZD\V7KHOHJDOPLQLPXPKRZHYHU
LVH[SUHVVHGDVDQDJHUHODWHGFRQWULEXWLRQUDWHRQZKLFKDPLQLPXPUHWXUQPXVWEHDVVXUHG
,QWKH8QLWHG.LQJGRPFRQWUDFWLQJRXWFDQWDNHWKHIRUPRIDPRQH\SXUFKDVHSODQEXWWKDW
SODQ PXVW DVVXUH D EHQHILW HTXDO WR WKH VWDWH V\VWHP 6(536  HTXLYDOHQW LQFOXGLQJ SRVW
VHSDUDWLRQLQGH[LQJIRUWKRVHZKROHDYHWKHSODQEHIRUHUHWLUHPHQW
,Q WKH 8QLWHG 6WDWHV VRPH ILUPV KDYH DGRSWHG SODQV WKDW SURPLVH OXPS VXP EHQHILWV ±
FRQYHUWLEOHWRDQDQQXLW\±WKDWDUHDIXQFWLRQRISUHVFULEHGFRQWULEXWLRQVDQGDJXDUDQWHHG
UHWXUQ FDVKEDODQFHSODQVDQGYDULDQWV 
Some countries mandate that employers promise a minimum level of benefits (Switzerland). Some allow
employers to offer pensions that equal or exceed a general state pension scheme (“contracting-out” as in
the UK and Japan). Other countries require employers to participate in broadly negotiated pension
arrangements that approximate in effect a legal mandate (Sweden).
Yet other countries facilitate
employers making pension promises through conducive tax provisions, collective bargaining and other
labour laws.
Pension Liabilities and Collateral. Firstly, funding requires that sponsoring employers accurately define
and calculate promised benefits, taking into account relevant contingencies. Secondly, funding requires
that assets are dedicated and allocated overtime such that they equal promised benefits according to one or
more recognised standards for defining accrued liability. Pledged assets may include the capital (securities
or property) of the sponsoring employers.



 7KHWHUP ³GHILQHGFRQWULEXWLRQ´KDVGLIIHUHQW PHDQLQJVLQGLIIHUHQWFRXQWULHV,QWKH 8. DQG RWKHU FRXQWULHV WKH

WHUPLVXVHGERWK L ZLWKUHVSHFWWRSODQVLQZKLFKLQYHVWPHQWUHWXUQVE\ODZRUYROXQWDU\SURYLVLRQDUH
JXDUDQWHHG RQ DFFXPXODWLQJ FRQWULEXWLRQV DQG SDVW UHWXUQV DQG LL  ZLWK UHVSHFW WR SODQV LQ ZKLFK
LQYHVWPHQW ULVN LV ERUQH E\ WKH SDUWLFLSDQWV  ,Q WKH 8QLWHG 6WDWHV LQ WKH QDUURZ OHJDO VHQVH WKH WHUP
DSSOLHVRQO\WRSODQVZKHUHWKHLQYHVWPHQWULVNLVERUQHE\WKHSDUWLFLSDQWV7KLVLQFOXGHVERWKLQVWDQFHV
ZKHUHSDUWLFLSDQWVKDYHSRUWIROLRFKRLFHDQGLQVWDQFHVZKHUHWKHVSRQVRUPDNHVDOOSRUWIROLRGHFLVLRQV,Q
WKH 8QLWHG 6WDWHV WKH LQVROYHQF\ LQVXUHU DQ DJHQF\ RI WKH 'HSDUWPHQW RI /DERXU FDOOHG WKH 3HQVLRQ
%HQHILW*XDUDQW\ &RUSRUDWLRQRU3%*& GHWHUPLQHGWKDW ³GHILQHGFRQWULEXWLRQ´FDVKEDODQFHSODQV ZHUH
MXVWDQRWKHUZD\RIH[SUHVVLQJFDUHHUDYHUDJHGHILQHGEHQHILWSODQVWKDWWKHDJHQF\DOUHDG\LQVXUHG2Q
WKH JURXQGV WKDW VXEVWDQFH VKRXOG GRPLQDWH IRUP WKH 3%*& ODEHOOHG FDVK EDODQFH DQG NLQGUHG
DUUDQJHPHQWV DV LQVXUHG GHILQHG EHQHILW SODQV  7KLV ODEHOOLQJ KDV EHHQ IROORZHG E\ WKH RWKHU (5,6$
DJHQFLHV ,QWHUQDO 5HYHQXH 6HUYLFH DQG WKH '2/ 3HQVLRQ DQG :HOIDUH %HQHILWV $GPLQLVWUDWLRQ 3:%$
DQGPRVWSULYDWHSHQVLRQSUDFWLWLRQHUVLQWKH863ULYDWHSHQVLRQDQDO\VWVKRZHYHUVRPHWLPHVXVHWKH
ODEHO³K\EULG´WRFRYHUFDVKEDODQFHDQGNLQGUHGDUUDQJHPHQWV

3HQVLRQ HFRQRPLVWV ZKR IRFXV RQ VWDWH VFKHPHV KRZHYHU WHQG WR XVH WKH WHUPV TXLWH OLWHUDOO\ LV WKH SHQVLRQ
XQGHUWDNLQJ H[SUHVVHG DV GHILQHG EHQHILWV RU GHILQHG FRQWULEXWLRQV"  7KH ODUJHO\  3$<* VWDWH SHQVLRQ
UHJLPHV LQ 6ZHGHQ DQG ,WDO\ KDYH EHHQ UHSDFNDJHG LQ UHFHQW \HDUV DV GHILQHG FRQWULEXWLRQ HYHQ WKRXJK
GXULQJWKHDFFXPXODWLRQSKDVHWKHXQGHUO\LQJSURPLVHLVYHU\VLPLODURUWKHVDPHDVLQDGHILQHGEHQHILW
HTXLYDOHQW 7KHJXDUDQWHHGUHWXUQLVDYHUDJHZDJHJURZWKWKHVDPHLQGH[XVHGLQGHILQHGEHQHILWUHJLPHV
VXFKDVWKH86RU*HUPDQ\ $WWKHWLPHRIUHWLUHPHQWLQ6ZHGHQRU,WDO\KRZHYHUHDFKFRKRUWIDFHVWKH
SRVVLELOLW\WKDWDQHZPRUWDOLW\WDEOHZLOOEHXVHGWRGHWHUPLQHWKHLUEHQHILWV7RWKDWH[WHQWUHWLUHHVZLOO
EHDUPRUHELRPHWULFULVNWKDQLQVWDQGDUGVWDWHVFKHPHVXVLQJPRUHWUDGLWLRQDOGHILQHGEHQHILWIRUPXODV
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In general, there are three major approaches to collateralising pensions with promises.
 One approach is that sponsoring employers maintain segregated pools of assets (so-called
autonomous pension funds) that have a value equal to recognised accrued liability(ies).
Under this approach, asset matching and diversification are key principles. Autonomous
pension funds may be entities with legal personality and capacity or simply pools of assets
managed by third parties (standard financial intermediaries, or specialised intermediaries pension fund managing companies). In both cases, however, the assets are legally separated
from the employer or employers sponsoring the pension plan.
 The second approach is for sponsoring employers to purchase allocated funding instruments
from insurance entities (such as individual or group deferred annuity contracts) that transfer
all or some of the emerging investment risks and/or biometric risk to insurance companies or
mutual insurance entities. In some countries, such as Denmark, this approach is required. In
other countries, the legal framework, such as in the UK, encourages this approach.
 The third method (less common) is that sponsoring employers explicitly recognise accrued
and accruing liability on the balance sheets of the firm (so-called non-autonomous pension
funds) and that they enter into arrangements to collateralise the risk through insolvency risk
insurance.
Promises Based on Average-Pay versus Final Pay. Cutting across the defined benefit/defined contribution
distinction is another usual classification: is the pension promise only one that is based on increments a
worker’s evolving salary or wage history-- average pay. Or is it one that pivots off a worker’s final pay
under the pension plan -- final pay. There also exist in-between pension formulas that use average pay but
each year’s increment is explicitly or implicitly indexed – indexed average pay. Depending on design
choices, workers may face more or less replacement rate uncertainty (relative to post-retirement income
and consumption levels).
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Nominal average-pay promises. Some pension promises are based on workers’ nominal average pay over
their work histories. Because of inflation and salary growth, the accrual factors or salary bases in these
plans are adjusted periodically. While the flexibility inherent in these plans is prized by some employers
(and even some unions), these habitual but technically ad hoc adjustments create layers of unfunded
liability that minimise benefit security and may affect perceptions of financial stability.
Indexed career-average pay promises. Other pension promises are based on workers’ average pay over
their work histories but adjusted by some index such as inflation or average wage growth. Firms might
still make ad hoc adjustments in these plans that reflect, for example productivity gains in excess of
inflation. But the adjustments result in lower amounts of unfunded liability. In the United Kingdom, some
degree of indexing is internalised. In the United States, indexed career average defined benefit plans are
4

rare, but in recent years a close substitute has become popular. These are defined contribution plans in
which a guaranteed return is promised, but the funding responsibility for fulfilling that guarantee remains
with the plan sponsor rather than an insurance company (“cash balance” plans). For every indexed career
average plan at some accrual rate there exists a defined contribution/guaranteed return plan cognate at
some contribution rate, so long as the indexing factor and guaranteed return are the same.
An average pay defined benefit plan generates an annuity that is not likely to be adjusted to capture
increased longevity from one cohort to the next, and it is not likely to make actuarially neutral adjustments
workers retiring before or after the plan’s normal retirement age. In contrast, the defined contribution
alternative provides a lump sum that can (or must) be converted to an annuity. Accordingly, each
successive cohort faces the possibility benefits will be adjusted downward to reflect increased longevity
projections at the time of conversion. The annuity also will reflect the age at which the individual makes
the conversion.
In the case of pension promises that index wages or provide a guaranteed minimum return, there is less
replacement rate uncertainty than in an non-indexed average pay pension. Any individual’s replacement
rate (relative to final pay) will depend on slope of the indexing factor relative to the pattern of his or her
salary or wage history. Overall replacement rates also will depend on whether the indexing factor is
adjusted from time to time across or even within cohorts, relative to nominal wage growth.4
Compared to final pay plans (below), in average pay defined benefit plans and defined contribution plans
with guaranteed returns, it maybe easier for sponsoring employers to lay off investment and biometric risk
with insurance companies. The risk transfer is achieved buying guaranteed investment contracts or
deferred annuity contracts. Alternatively, fund administrators can purchase a portfolio that closely matches
the plans’ emerging liabilities overtime. The corollary is that workers face greater uncertainty from cohort
to cohort in replacement rates (relative to income and consumption in years just before retirement).
Final-pay promises. Final pay defined benefit plans base promised annuities on some measure of final
pay. Accordingly, covered workers are assured a greater degree of replacement rate certainty (relative to
income or consumption in the years just before retirement) from cohort to cohort. It is possible to mimic
final pay defined benefit plan with a defined contribution equivalent, though defined contribution analogue
looks less like a conventional defined contribution plan. These so-called “pay equity plans,” however, do
shift to workers the longevity risk associated with annuity conversion. The corollary is that final pay
pensions have a greater degree of uncertainty associated with them for the sponsoring employer or
employers.
When is a plan funded? The terms funding, funded and fully funded have taken on so many descriptive
and even normative meanings in different country and policy contexts that it is often difficult to know what
people mean when they are using these terms.
In countries that have a large number of traditional defined benefit plans, a distinction has developed in
recent decades between “terminal” (or termination or wind-up) liability and “ongoing” liability. For tax,
regulatory and accounting purposes, these concepts apply to a “closed” group – that is, the members of the
plan at the time of valuation. In both instances, because workers will leave plan coverage and new workers
will be added, the closed group likely will change from one valuation date to the next. However,
“ongoing” in this context only connotes the proposition that the sponsoring firm (firms) and the plan will
be ongoing for those now covered.5


,Q'HQPDUNVXFFHVVLYHFRKRUWVDUHJXDUDQWHHGGLIIHUHQWUDWHVRIUHWXUQRQDIL[HGVFKHGXOHRIFRQWULEXWLRQV,IWKH
JXDUDQWHHGUDWHIDOOVDVLWUHFHQWO\ KDVWKHQ \RXQJHU FRKRUWV ZLOO UHFHLYH OHVV WKDQ ROGHU FRKRUWV LI WKHLU
VDODU\JURZWKGRHVQRWFRPPHQVXUDWHO\GHFOLQHDVZHOO



&RXQWULHVWKDWVSRQVRUVWDWHPDQDJHGDQGILQDQFHGSHQVLRQVFKHPHVRIWHQSHUIRUPDFWXDULDOYDOXDWLRQVWKDWDUHDOVR
³RQJRLQJ´ LQ WKDW WKH\ DVVXPH WKDW WKH SROLW\ LWV HFRQRP\ DQG WKH WHUPV RI VWDWH VFKHPH FRQWLQXH
WKURXJKRXW WKH YDOXDWLRQ SHULRG  7KH YDOXDWLRQ KRZHYHU LV W\SLFDOO\ ³RSHQHQGHG´ LQ WKDW LW WDNHV LQWR
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For long-term strategic planning purposes, some firms may supplement their terminal and ongoing closed
group analyses with an ongoing open group analysis. In this case, the analysis assumes that both the plan
and the firm are ongoing. In particular, new workers are assumed to join the firm.
Terminal Funding. Probably the most self-evident or intuitive meaning of “funding” relates to terminal
liability. Do plan assets (including insurance contracts and pledged assets covered by insolvency
insurance) equal the accrued rights (promises to date) of workers and other participants if the pension plan
was stopped at the time of valuation? The concept (norm) of “fully funded for terminal liability” is
appealing because it easily covers all the types of pension promises outlined earlier. It can apply whether
the promise relates to final pay, average wage or indexed average wage, and it can apply the promise takes
the form of a defined benefit plan or a defined contribution plan with a guaranteed rate of return. The
concept also can be easily associated with external funding either through insurance products or through
arrangements in which a trust, foundation or contract holds or surrounds plan assets.
Countries will differ in how terminal liability is measured, depending on each country’s law defining
accrued rights. In the United States, for example, the definition of accrued rights in the event of plan
termination requires non-vested workers to become vested with respect to their work to date. The
definition, however, does not require – unless the plan’s terms require – any projection of salaries from the
time of termination until some permissible retirement age. In the United Kingdom, individuals who leave
a pension plan are entitled to protected pensions that carry with them automatic indexing (up to a ceiling).
More rigorous valuation rules apply with respect to any “contracted-out” component of the pension
scheme. By necessity, terminal liability in the United Kingdom is a larger measure than in the United
States. In addition, for purposes of calculating lump sum equivalents or preserved pension rights, countries
need to establish rules concerning permissible discount rates and life expectancies.
Traditionally, though the terminal liability concept might be used from time to time, the concept was not as
important as the ongoing liability concept for contribution obligations and tax deduction rules. In the past
two decades, however, tax authorities and other regulators have begun to use the concept of terminal
liability to prescribe floors on minimum contribution requirements (mandatory supplements to the normal
requirements) and ceilings on what sponsoring employers may contribute.
In addition, the accounting profession, working in concert with the market regulator, may require that
pension plan administrators prepare financial statements using the concept of terminal liability. In this
accounting context, the term “accumulated benefit obligations” (ABO) in often used for terminal liability.6
Funding for Ongoing Liability. Ongoing liability is a more complex concept, involving estimations of
many kinds of future events – inflation and real salary growth, when will workers choose to leave the firm,
potential downsizing, disability, death, and so on. Depending on the actuarial funding method employed,
future work under the plan may be taken into account only for limited purposes (the potential for vesting,
for example) or future benefits accruals due to additional work as well.

DFFRXQWQRWMXVWWKRVHZKRDOUHDG\KDYHULJKWVXQGHUWKHVWDWHVFKHPHEXWDOVRIXWXUHZRUNHUV$QDO\VHV
GRQH E\ WKH :RUOG %DQN DQG RWKHUV DWWHPSW WR PHDVXUH WKH µLPSOLFLW SHQVLRQ GHEW¶ RI FRXQWULHV XVLQJ D
FORVHHQGHG JURXS FRQFHSW VLPLODU WR SULYDWH SHQVLRQ YDOXDWLRQV  ,Q VR GRLQJ WKH\ RIWHQ SURMHFW VDODU\
JURZWK ZLWK UHVSHFW WR DFFUXHG EHQHILWV DW WKH WLPH RI YDOXDWLRQ EXW WKH\ UDUHO\ SURMHFW IXWXUH DFFUXDOV
$FFRUGLQJO\WKHVHFORVHGJURXS,3'HVWLPDWHVDUHFORVHUWRDQ³LQGH[HGEHQHILWREOLJDWLRQ´YDOXDWLRQRI
SULYDWH SHQVLRQ WHUPLQDO OLDELOLW\ YHUVXV D QDUURZHU ³DFFXPXODWHG EHQHILW REOLJDWLRQ´ YDOXDWLRQ WKDW XVHV
RQO\VDODULHVDWWKHWLPHRIWKHSODQ¶VWHUPLQDWLRQ


,QWKH8QLWHG6WDWHVWKHUHOHYDQWVWDQGDUGLV)$6%6WDWHPHQW1R,QIRUPDWLRQRIIWKHVHILQDQFLDOVWDWHPHQWV
W\SLFDOO\LVXVHGIRUILOLQJVZLWKWKHWKUHHNH\SHQVLRQDJHQFLHVLQWKH867KHDFWXDOWHUPLQ)$6%IRU
WHUPLQDO OLDELOLW\ EHQHILWV LV ³DFWXDULDO SUHVHQW YDOXH RI DFFXPXODWHG SODQ EHQHILWV´ EXW WKDW WHUP LV
HVVHQWLDOO\WKHVDPHDV³DFFXPXODWHGEHQHILWREOLJDWLRQV´RU$%2XQGHU)$6%6WDWHPHQW1R
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The concept of ongoing liability is necessary in the context of pensions where sponsoring firms retain
primary contingent liability (versus having shifted investment and/or longevity risk to an insurance entity).
Arguably the concept’s usefulness is the greatest with respect to final pay defined benefit plans, where the
need to anticipate costs and hedge against uncertainty is the greatest. Final pay plans, however, are not
common to all OECD countries. In some countries (such as the US) in which final pay plans were a major
factor, they are in decline. They are being superseded either by average pay defined benefit plans (or
defined contribution equivalents) or pure defined contribution plans where participants are exposed to
investment risk and, increasing, make their own portfolio choices.
Tax and labour law provisions may require the use of the concept of ongoing liability for calculating
annual minimum contributions, maximum contributions that can be deducted without penalty, and a “full
funding” limit. These are discussed later. Forcing sponsoring firms to use the ongoing liability concept
often (but not always) results in the condition that assets are more likely to exceed terminal liability, thus
enhancing benefit security and reducing contingent liability in countries that have back-up insolvency
insurance arrangements.7
The usefulness of traditional concepts of ongoing liability has been under growing challenge. Some have
argued that terminal liability with a “buffer” (that is some multiple of terminal liability) is equally valid as
a funding target and limit that balances benefit security needs with other concerns (such as tax arbitrage
discussed later). Indeed, the accounting profession has adopted a standard that takes into account many,
but not all, future probabilities under the plan.8 The standard pivots around a measure called “projected
benefit obligations.” It is used more for the purposes of firms’ accounting for their pension plans than for
pension plan accounting, as such.

3ROLF\,VVXHV
Impact of funding and accounting rules on occupational pension provision: security vs. flexibility. Plan
liabilities do not always follow smooth and predictable courses that make funding easy to achieve and
maintain. Some plans begin with credit for years of work with the employer (or employers) before the
plan’s inception. Other plans that do not use projected salaries habitually update plan terms in light of
inflation and wage growth, creating new layers of unfunded liability. Investment returns can turn negative
decreasing assets and interest rates can drop increasing liabilities, sometimes, as recently, as the same time.
These create deviations from expected results that have to be recognised and settled. These various
unfunded liabilities can create uncertainties for members and shareholders. If the uncertainties are


)RURQJRLQJOLDELOLW\SXUSRVHVDSODQKDVKLWLWV³IXOOIXQGLQJOLPLW´ZKHQDVVHWVHTXDODFFUXHGOLDELOLW\$FFUXHG
OLDELOLW\LVWKHDFWXDULDOYDOXHRISURMHFWHGEHQHILWV $93% IRUWKHFORVHGJURXSPLQXVWKHSUHVHQWYDOXHRI
IXWXUHFRQWULEXWLRQV:KHQWHUPLQDOOLDELOLW\LVGHILQHGDV$%2RQJRLQJDFFUXHGOLDELOLW\LVTXLWHOLNHO\
ODUJHU WKDQ WHUPLQDO OLDELOLW\ 2QJRLQJ DFFUXHG OLDELOLW\ LV OHVV OLNHO\ WR GRPLQDWH ZKHQ WHUPLQDO OLDELOLW\
XVHVLQGH[HGVDODULHV,QDQ\HYHQWZKHWKHURQJRLQJDFFUXHGOLDELOLW\ZLOOGRPLQDWHWHUPLQDOOLDELOLW\RU
YLFHYHUVDDOVRGHSHQGVRQWKHSODQ¶VPDWXULW\DQGWKHDJHVWUXFWXUHRIFRYHUHGZRUNHUV



 2QJRLQJ OLDELOLW\ FRQFHSW VWDUWV ZLWK D PHDVXUH FDOOHG WKH ³DFWXDULDO YDOXH RI SURMHFWHG EHQHILWV $93% ´ 7KLV
GHULYHV IURP FDOFXODWLRQV WKDW DVVXPH JURZWK LQ FRPSHQVDWLRQ DFFRUGLQJ WR SODQ WHUPV RYHU D JLYHQ
ZRUNHU¶V ZRUN OLIH  7KH FDOFXODWLRQV DOVR DGMXVW WKH SURMHFWHG OLDELOLW\ E\ SUREDELOLWLHV RI ZRUNHUV
YROXQWDULO\ OHDYLQJ WKH SODQ EHLQJ ODLG RII GHDWK DQG GLVDELOLW\   ,I WKH SURPLVH LV D WUDGLWLRQDO GHILQHG
EHQHILWWKHDFWXDU\DOVRPDNHDVVXPSWLRQVDERXWKRZORQJZRUNHUVZLOOOLYHSDVWWKHSODQ¶VUHWLUHPHQWDJHV
DQGRIWHQWKHOLIHH[SHFWDQFLHVRIVSRXVHV ,IWKHSODQRIIHUVVXEVLGLVHVHDUO\UHWLUHPHQWRIIHUVGLVDELOLW\
EHQHILWV VXUYLYRU EHQHILWV DOO WKRVH SUREDELOLWLHV DQG SODQ WHUPV DUH WDNHQ LQWR DFFRXQW   7UDGLWLRQDOO\
DFWXDULHVDOVRWRRNIXWXUHDFFUXDOVGXH WR IXWXUH ZRUN LQWR DFFRXQW  7KH UHVXOWLQJ $93% ZRXOG WKHQ EH
GLYLGHG LQ GLIIHUHQW ZD\V DFURVV WKH SODQ¶V IXOO VHUYLFH OLIH HJ  \HDUV   7KLV ZRXOG GHWHUPLQH WKH
SODQ¶V QRUPDO FRVW  'HSHQGLQJ RQ WKH DOORFDWLRQ PHWKRG QRUPDO FRVW ZRXOG UHODWLYHO\ IODW RU LW PLJKW
IROORZDULVLQJFRVWFXUYHRYHUWLPH
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mitigated through backup insolvency insurance, then moral hazards and non-transparent subsidies are
created, and those in the insolvency pool or taxpayers as a whole face contingent liabilities.
For these reasons, traditional ongoing funding methods require an amoritisation of unfunded liabilities.
The amortisation periods differ according to the origins of the underfunding. Countries have moved to
buttress ongoing funding rules with minimum funding criteria based on terminal liability. The introduction
and implementation of minimum funding rules in the United States was a matter of controversy that largely
died down in the 1990s bull markets. Comments are surfacing in the financial press about the MFR rules
in a world of much lowered interest rates and much lowered stock values. In the UK the parallel debate is
even more intense, given the UK’s more rigorous measures of terminal liability. In both the UK and the
US, the accounting profession has imposed accounting disclosure rules that are more demanding for many
firms than that to which they have been accustomed.
These minimum funding rules and the accounting rules, however, have a price – especially with the impact
of the maximum funding rules discussed below. They can discourage the formation of new defined benefit
plans, especially those with past service credit, and they may be discouraging sponsors of existing plans to
liberalise them. They also have encouraged sponsors to amend plans to make future liabilities more
predictable and, in so doing, have shifted some risks back onto mid-career workers (breaking what some
analysts have called the “implicit pension contract”). Though only part of a complex story, these rules
have contributed to a general attitude among employers that it is better, on the whole, to move to a pure
defined contribution modality.9
Limiting Tax Arbitrage Versus Delaying Funding. Tax policies also can affect the potential for swings in
pension funding. Countries may impose limits that prevent employers from anticipating the entire amount
of projected liability. These limits exist to prevent excessive tax arbitrage10 by companies maintaining
defined benefit plans based on projected salary growth. Hence, contributions cannot occur in a year when
assets exceed accrued liability.11 Accrued liability is total plan costs allocable to date under the actuarial
method. As discussed earlier, the accounting profession requires that firms use a particular actuarial
method, called projected unit credit, in determining the annual (“net periodic pension cost”) of its pension
plans. Faced with having to deal with more than one set of pension books – one for the IRS and another
for the SEC in effect – large firms have adopted projected unit credit for tax accounting as well. This has
made this traditional funding limit more constraining and has pushed contribution obligations more into the
future.
In addition, in the United States, the traditional full funding limit has been buttressed with a second limit
that pivots off terminal liability – deductible contributions cannot occur in a year in which assets exceed
150 percent of terminal liability. This second limit has also pushed contribution obligations more into the
future. Noteworthy is that this non-traditional funding limit was amended to move up to 170 percent of
terminal liability by 2005.
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Recent decades have seen remarkable increases in the value of pension plan assets. In some periods,
increases in interest rates – leading to declining liabilities – have accompanied these increases. Given
tighter minimum funding rules, many firms have enjoyed “contribution holidays” with respect to their
pension plans. In wake of decreases in both interest rates and asset values, firms will have to resume
making contributions, perhaps to a significant degree. More tolerant maximum funding rules may have
provided a more reasonable buffer.
Arguably, tax policy and authorities should be more indifferent to the timing of contributions. From one
perspective, the present value of contributions is the same if contributions occur now or at some later date.
Revenue and budget authorities, however, tend to focus on current tax receipts. In principle, firms affected
by these more constraining limits can set up after-tax reserves in the firms’ balance sheets that are available
for when tax deductible contributions come due. Any such reserves, however, can only earn an after-tax
return, and company financial officers would rather put accumulated profits to other uses. Large
shareholders and buy-out specialists often chaff when firms set aside tax-sheltered tax reserves to the
maximum extent allowed by either full funding limit. By the same token, they likely would view after-tax
reserves for future pension costs with even greater displeasure.
Ownership of Reversions. The tension between benefit security needs and tax arbitrage concerns is
highlighted when a sponsoring firm (or employer group) terminates a plan and assets exceed legal
liabilities (reversions). This tension is further complicated by competing economic theories as why
reversions exist and to whom they should be allocated. Particularly if public policy (or plan terms) does
not require post-separation for early leavers, accrued liability often will exceed terminal liability. Some
analysts argue that this condition exists because workers have taken lower current pay commensurate with
contributions consistent with funding accrued liability, in particular salary growth expectations (“implicit
pension contract”). Arguably, therefore, any surplus (reversion) should be distributed to plan members.12
Others argue that sponsoring employers have borne substantial liability and investment risk and deserve
whatever buffers exist from their past prudent behaviour at the time of termination. Those rights to the
reversion, however, logically do not extend to that part of the reversion that exists because assets
accumulated tax-free (vis-à-vis if they had accumulated at an after-tax return). In the United States, an
excise tax that originally existed to recapture the wedge between tax-free and taxable rates of return was
amended to encourage sponsors to share reversions or create successor pension plans. Some analysts argue
that this change will encourage sponsoring employers to adopt ongoing funding assumptions that minimise
the difference between ongoing and terminal liability. In effect, employers may be inclined to recapture
potential reversions by minimising ongoing contributions, even at the cost of less tax arbitrage.
Accounting standards and concerns about reporting pension liabilities on the balance sheet, however, are
pulling in the opposite direction.
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