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By going-concern valuations, 
we mean determinations of con-
tributions based on the assumed 
long-term existence of plans. Such 
valuations use assumptions about 
the future service and salaries of 
plan members and the long-term 
return of the assets held by the 
plan. They differ from solvency 
valuations, which show how 
pension plans would stand if they 
were terminated immediately. 

Neither a Borrower  
Nor a Lender Be
Pension funding is tightly regulated in North America 
and elsewhere. Still, we may usefully ask, apart from the 
rules, how should pension plans be funded? The principles 
of financial economics suggest that going-concern valua-
tions are unnecessary. In an earlier article in Contingencies, 
Jeremy Gold proposed that funding rules should ignore 
going-concern valuations and focus solely on solvency 
valuations; the rules should simply specify minimum and 
maximum funding percentages relative to accrued benefits. 
He left the percentages blank, to be filled in by the political 
process. I concur with his general approach. Political reali-
ties aside, however, I suggest that economic logic would set 
both minimum and maximum funding percentages at 100 
percent. That is, plans should always be funded to the level 
of accrued benefits, and no further.

I presented the first half of this case in an article titled 
“Pension Deficits: An Unnecessary Evil.” That article argues 
that pension plans should be fully funded at all times and 
immunized with regard to accrued benefits. This condition 
would align pension plans with other financial intermedi-
aries, such as banks, insurance companies, and securities 
dealers. It’s the only practical way to protect the Pension 
Benefit Guaranty Corp., healthy plan sponsors, and per-
haps taxpayers from the poorly funded plans of weak or 
irresponsible plan sponsors.

This article presents the second 
half of the case: Pension surplus is 
also undesirable as a misallocation 
of corporate resources and societal 
tax subsidies.

Why Prefund Unearned 
Benefits?
Suppose a corporation decides to set 
aside funds in an irrevocable trust to 
pay the future salaries of its employ-
ees. What would shareholders think 
of this decision?

Not very much. While recognizing the general need 
for a prudent cash reserve, shareholders would see this 
prefunding as hoarding rather than prudence, destroying 
rather than supporting shareholder value. They would 
feel that future salaries should be paid from the revenues 
generated by the recipients of those salaries. Any surplus 
not needed for corporate projects should be returned to 
shareholders, not reserved to pay future salaries. 

The company violates the same principles of finan-
cial efficiency when it funds pension benefits that will be 
earned only by the employees’ future service. Even the 
benefits that represent a “roll-up” of accrued benefits due 
to salary increases in a final-pay plan are attributable to fu-
ture compensation decisions by the company. Those future 
decisions must reflect the accompanying cost of increased 
pensions and other employee benefits. The increased total 
compensation should be justified by, and paid from, in-
creased revenue. The company should not prefund these 
future pension increments, any more than it should pre-
fund the pay increases that produce them.

Why, then, do companies routinely aim to fund beyond 
accrued pension benefits (apart from legal requirements 
that may order it)?

Gimme Shelter
One possible reason is the favorable tax treatment granted 
to such prefunding: a current tax deduction, and a tax shel-
ter for the investment earnings. But if the tax treatment is 
the sole reason for prefunding pension plans, the question 
shifts back to society’s interest. Why should a tax code sub-
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sidize such prefunding, if there is no reason 
for it other than the subsidy?

Perhaps society should encourage 
prefunding to provide a cushion against 
adverse fluctuations in assets or liabilities. 
Corporate plan sponsors who meet the 
standard I suggest—immunization of all 
accrued benefits—have a minimal need for 
a protective surplus, a few percent at most. 
Companies investing in risky assets need a 
greater surplus to be fully protected. 

It’s not clear, though, how companies 
can benefit their shareholders by setting 
aside additional capital to support their 
ability to take risks in the capital markets 
(which shareholders can do on their own). 
Nor is it clear why tax law should subsidize 
such activity. Further, if a safety margin 
is desirable, the actuary can calculate it 
directly based on the risk. Only by the 
oddest of coincidences would a going-con-

cern valuation of future pension accruals 
provide an appropriate safety margin.

A Better Way to  
Stabilize Contributions
Another possible reason for prefunding is 
the company’s desire for stable and predict-
able contributions. Prefunding allows the 
company to adjust the contribution level 
slowly when conditions call for a change. 
But if the company demands a predictable 
contribution stream, stabilizing the un-
derlying economics is more sensible than 
misallocating its capital. 

Instead of prefunding, the company 
can simply immunize its accrued pensions. 
The ongoing cost of the plan will then be 
the year-by-year value of future pension 
accruals (known as service cost), which can 
be readily forecast. Significant departures 
from this forecast would result only from 

plan changes, unanticipated changes in 
total payroll or individual pay increases, 
and changes in market interest rates. The 
company can hedge market interest rate 
changes, and the other factors are under 
its direct control. Even left unhedged, the 
annual fluctuations in the service cost 
would seldom reach 20 percent. Though it 
sounds large, a 20 percent swing in service 
cost would most likely be only 1 percent to 
2 percent of payroll.

The remaining problem with a con-
tribution stream that tracks accrued 
pensions without prefunding is that it may 
rise steeply for individual employees. But 
this cost pattern simply reflects the true 
value of pension accruals to employees 
as they age. The escalating cost curve en-
ables a company to pay younger employees 
a bit more generously, but suggests more 
stringency in granting raises for older 
employees. 

Conclusion
I’ve argued previously against pension 
deficits; it’s prudent for corporate pension 
plan sponsors to provide, and for society 
to demand, full security for accrued ben-
efits at all times. But pension surpluses are 
also a mistake; it’s profligate for sponsors 
to prefund benefits not yet earned, and for 
society to subsidize such prefunding. Of 
course, current North American regula-
tory structures don’t require, or in some 
cases even permit, plan sponsors simply to 
keep their funding at the level of accrued 
benefits. But an enlightened future regula-
tory system would aid plan sponsors and 
society by making both plan deficits and 
surpluses relics of the past.� ●
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