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Comments By Dan Anderson, FCIA, FSA on  
“Selection of Valuation Interest Rates for Funding Valuations of  
Pension Plans – Traditional Pension Plan Approach versus  
Financial Economics Approach” by James G. Paterson, FCIA, FSA

One fundamental consideration with regard to Jim Paterson’s excellent May 2003 paper “Selection of Interest Rates for Funding 
Valuation of Pension Plans” (www.actuaries.ca/publications/2003/203044.pdf) is whether an interest rate adjustment 
for the risk of non-payment of benefits (also referred to in the paper as credit risk) would be part of a Financial Economics Ap-
proach to funding pension plans, with the effect of lowering the calculated value of the pension liabilities. If such an adjustment 
were not appropriate, it’s application would increase the risk of under-funded pension plans. 

The paper also makes related reference to the Canadian Institute of Actuaries’ Task Force on Transfer Values, and the current 
draft proposal for such a credit risk adjustment, raising the question of whether such an adjustment would be appropriate and/or 
consistent with a Financial Economics Approach to funding pension plans, with the effect of lowering the commuted values 
paid to individuals that leave a pension plan. If such an adjustment were not appropriate, it’s application would inappropriately 
penalize individuals by understating the actuarial present value of their accrued benefits.

The recent focus on financial economics as a terminology framework is primarily due to the groundbreaking paper “Reinventing 
Pension Actuarial Science” by Lawrence N. Bader and Jeremy Gold (www.soa.org/sections/reinventing_pension.pdf). 
Messrs Bader and Gold comment in the authors’ response section of their paper that funding was outside the scope of their paper’s 
references to Financial Economics, because “prescriptions for funding must include social judgments”. Similarly, prescriptions 
for commuted values would have been outside the scope of the Bader/Gold comments on financial economics because of the 
need to consider social judgments, and the basic financial relationships and obligations between the parties.

Somewhat at counterpoint then to the presentation structure in Jim’s paper, I believe from other references therein that Jim 
might in fact agree that the Financial Economics Approach to funding pension plans would arguably not include an adjustment 
for the risk of non-payment of pension benefits. Financial economics would not establish valuation principles without first 
considering the nature of the financial relationships; and the nature of those relationships indicates that such an adjustment 
may not be appropriate.

The following paragraph is included in a later section of Jim’s paper:

“More appropriately, when applying the financial economics approach to a funding valuation, I suspect one would ignore the 
discount for non-payment of benefits. Funding to less than 100% of the promised benefit would not be acceptable to plan 
members or regulators, nor to most shareholders, even if capital markets apply such a discount when assessing the market 
value of the plan sponsor’s securities.” 

The reader might incorporate the above paragraph directly within the section entitled “The Financial Economics Approach”, 
and consider removing the original premise that a discount for non-payment of benefits was part of the financial economics 
approach to funding. Such a clarification would be useful not only for the issue of pension plan funding but also for the related 
issue of what adjustments are appropriate for determining pension plan transfer/commuted values.

Further comments with regard to the issue of a credit risk adjustment are included in the members-only section of the general 
list archives on the CIA website under the heading CVCR (commuted value credit risk adjustment) including summary com-
ments dated April 15 and May 2-3, 2003.  https://www.actuaries.ca/members/security/index.cfm
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With regard to the current CVCR controversy, it has been proposed that CIA standards should not include adjustments that 
reduce (or increase) commuted values if no clear and defensible rationale can be identified and included in the standards. A 
financial economics approach to funding would not seem to provide that defensible rationale.

Similarly, I would support the view expressed in the paper that it would seem inappropriate to reduce target levels for basic 
pension plan funding by incorporating an adjustment that assumes future non-payment of accrued pension benefits. It seems 
unlikely that a financial economics approach to funding would promote such a viewpoint. Financial economic theory would 
appropriately take into account the various financial relationships and obligations.

Congratulations again Jim on producing a paper that provides a comprehensive context and focus for a number of related pen-
sion issues.


