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Comments By Doug Andrews, FCIA, FSA, CFA 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

Jim Paterson has done a good job of comparing the traditional and financial economics approaches to the funding valuation of 
pension plans. His paper will provide an easy way for actuaries and other readers to be introduced to this debate.

In framing the debate, it is important to consider the purpose of the valuation. As Jim notes, in Canada, we have solvency valu-
ations, valuations for accounting purposes, and going concern valuations for funding purposes. The main focus of the financial 
economics actuaries (hereafter referred to as “FE actuaries”) has been on the interests of plan members and shareholders.

In Canada, solvency valuations are performed as though the plan were terminated at the valuation date. Liabilities are determined 
using interest rates based on long-term government bonds and assets are often valued at market. Accrued benefits (calculated 
on a plan termination basis) are valued. This approach does provide plan members with appropriate information regarding the 
security of their promised benefits and should meet the approval of the FE actuaries.

For Canadian accounting purposes, liabilities are frequently valued using the returns on longer term high quality corporate 
bonds. This valuation rate may be somewhat acceptable to the FE actuaries. There will be arguments about what benefits should 
be valued, i.e. accrued, vested or projected. There will be more concern on the asset side where values other than market may 
be used. Moreover, there are various smoothing components in the expense calculation, such as amortization of past gains and 
losses, use of a corridor, which adds greater opacity. This is an area where shareholders or other investors may be misled. This 
area needs more careful consideration by the actuarial profession and concrete suggestions to improve transparency.

Let us assume that we will take the necessary steps to improve valuations and disclosures for accounting purposes. Hence, we 
will have solvency valuations that inform members on benefit security and accounting valuations and disclosures that inform 
shareholders on the financial impact of the pensions provided. Should we apply the financial economics or traditional approach 
for funding valuations?

Let us begin with the theoretical or academic world, a world devoid of regulation, court decisions, and other considerations. 
In the context of an employer – sponsored single employer defined benefit pension plan, it is not particularly controversial 
to claim that the promised pension benefits are like a debt of the employer. As such, it makes sense to choose a valuation rate 
basis with reference to the structure of interest rates available on “comparable debt obligations” (i.e. comparable with respect 
to term, and arguably credit quality depending on your view of the amount of default risk members should bear in such an 
arrangement), as proposed by the FE actuaries.

Remaining in the academic world, let us consider defined benefit pension plans where the cost is negotiated and the benefits 
are adjusted based on the ability of the fund to pay. The pension benefits have some debt-like characteristics but they also have 
some unusual features because benefits may vary based on the performance of the assets. One might argue that the liabilities 
should be valued using the financial economics approach and then benefits could be improved as surpluses arise; however, 
this approach raises issues of intergenerational equity. Current participants will undoubtedly wish to earn benefits with some 
anticipation of the equity premium. It may be too late to provide them with their fair share of the equity premium when it is 
realized (if at all).

Moreover, in this type of arrangement, where the parties negotiate, security of the promised benefits is not the overriding con-
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cern. The negotiation concerns a current wage package, a sharing of cost based on present terms, which may be renegotiated. 
For retirees, security of benefits is essential; however, retirees are not represented in the negotiation. They do not sit at the 
bargaining table nor is the union their legal representative.

This analysis would suggest that retiree benefits be valued using a financial economics approach, and ideally that asset-liability 
matching, immunization, or annuitization be required for retiree benefits, in these negotiated-cost plans.

Let us now remove the academic framework and consider valid reasons why valuation bases for funding valuations might be 
other than as proposed by the FE actuaries:

• Ownership and distribution of surplus interpretations favour the members over the sponsors. Consequently, sponsors 
could be reluctant to have the equity premium appear and produce benefits in excess of the original promise.

• Tax rules prohibit contributions when surplus exceeds a specified level, approximately 10% of liabilities. For planning 
purposes, it may be desirable to use a valuation basis that takes into account this limit, e.g., one which gives the appearance 
of surplus so that contributions are not required or one that values liabilities more conservatively so that contributions 
may be made.

• Provided the sponsoring organization remains solvent and is able and committed to make the necessary contributions, 
member benefits are secure. In such a situation, there is no need that benefits be 100% funded on an ongoing basis (as 
judged by an actuarial basis derived using the financial economics approach).

Due to the existence of “other considerations”, to my mind legitimate considerations, the financial economics approach should 
not be prescribed as the valuation basis for funding valuations. However, a valuation on the financial economics approach 
would provide useful information to sponsors, members, regulators, actuaries and others with respect to potential future fund-
ing obligations, expectations with respect to future asset performance, and potential future benefit security. As such, I would 
suggest that accepted actuarial practice include a statement of the value of liabilities using a valuation basis derived from the 
financial economics approach.

In developing accepted actuarial practice for valuations on a financial economics basis, there are two areas of particular con-
cern:

• Since funding valuations are based on the premise that the pension plan is a going concern which will operate indefinitely 
into the future, I believe that the correct benefits to be valued are projected future benefits payable at retirement, not ac-
crued benefits. The financial economics approach of using accrued benefits should be modified for funding valuations.

• For most pension plans, the expected term of promised benefits will be much longer (farther into the future) than any 
debt instrument. As such, there are assumptions required in order to derive the appropriate valuation basis on the financial 
economics approach. Jim correctly notes the difficult and contentious nature of approximations of interest rates more 
than 30 years after the valuation date. This is an area for further actuarial and economic research.

In conclusion, Jim Paterson has made an important contribution to the actuarial literature, by providing a very readable compari-
son of the traditional and financial economics approaches, and by raising questions regarding what accepted actuarial practice 
should be. I agree with Jim that the traditional approach will be the practical one to use for funding purposes, in many situations; 
however, the financial economics approach, with certain modifications and additional research, would provide useful disclosure 
information. Moreover, I would support requiring the use of the financial economics approach for the valuation of retiree li-
abilities, especially in negotiated plans where retirees are not represented and benefits apparently earned, may be changed.


