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In this paper the author considers the funding mechanism for pension 
schemes which, rightly, makes us face the choice between current 
consumption and retirement income. He argues that pure defined benefit - 
schemes are too inflexible to cope adequately with changing economic 
conditions and the different as~irations of individual scheme members. 
However, he also argues that pure money purchase schemes, because the 
benefit levels they produce are significantly unpredictable, are inherently 
inefficient. He suggests that the best solution may be a compromise 
consisting of elements of each. 

This paper, which looks at the financing and benefit design of pension plans, 

is not specific to any particular environment as regards tax, regulation or 

custom. 

My intention is essentially practical, namely to seek a better insight into the 

basic design and funding of pension plans. The paper deals almost entirely 

with retirement benefits. Although other benefits are an important element of 

most pension plans their consideration is beyond the scope of this paper. 



1 Funding 

1.1 Pension plans can be operated on a fully funded basis o r  on a 

pay-as-you-go basis. There are many bases of financing which lie 

between these extremes and the distinctions are not always clear. 

1.2 As a very broad generalisation, occupational pension schemes 

sponsored by private sector employers for their employees tend to be 

funded, whilst public sector pension schemes are often unfunded. This 

is usually explained by the observation that governments have 

open-ended powers to raise revenue, whereas private sector employers 

can become insolvent. This risk of insolvency gives rise to the need to 

'provide security to employees for their accrued pension rights and to 

seek to prevent the cost of pension benefits becoming an unreasonable 

burden at  any time. An appropriate funding programme is the usual 

way to achieve these objectives. 

1.3 Funding usually implies that the pension promise is backed by 

tradeable investments. I say 'tradeable' because an employer who 

issued non-tradeable loan notes (bonds) which encapsulated his promise 

to meet the cost of pension benefits from an unfunded pension plan 

would not by doing so significantly change the unfunded nature of the 

plan. However, if those loan notes were to become tradeable the plan 

could establish their market value and by trading them diversify its 



investments. It  would then have the potential to become funded in the 

normally accepted sense. 

1.4 An issue which needs to be addressed in distinguishing between funded 

and non-funded plans is the level of funding. The  level needs to satisfy 

two basic criteria if the plan is to be regarded as fully funded. The  first, 

and arguably more important, is that at any time the cost of the benefits 

vesting on  a termination of the plan should be covered by the assets in 

hand. T h e  second is that the contributions required to be paid to the 

plan from time to time should remain reasonable in relation to the 

pensionable payroll of active members and hence likely to remain 

within the employees' and employers' ability and willingness to pay, and 

that this should remain true in a wide range of possible circumstances. 

1.5 From the viewpoint of the plan member, security for benefits which 

would vest on a termination is probably the most important criterion of 

funding. On the other hand, the plan sponsor's main concern will be 

that the cost of funding the plan, both in terms of accounting cost and 

cash contribution, should remain reasonable in relation to the economic 

contribution of the active members to his business. These criteria are 

not always entirely compatible, but it is not within the scope of this 

paper to argue the rival merits of the various funding methods and how 

well they satisfy these criteria. 



Of course, these criteria will only be satisfied if an appropriate funding 

discipline is followed and if the investments bought by the Fund 

produce an adequate investment return. 

Can these criteria be satisfied without funding? They can, and arguably 

a government supervised system of pay-as-you-go or  book reserve 

schemes can, in principle, achieve the objectives at least as well as 

funded schemes. A potential problem with any government supervised 

arrangement, however, is that it is liable to political manipuiation, 

particularly when bad decisions may take decades to become obvious. 

Looked at in macro-economic terms, funding is, a mechanism for 

properly recognising the liabilities inherent in the' retirement benefit 

promise and for avoiding the imposition on future generations of an 

unreasonable level of cost. 

How d o  we determine what is a reasonable level of cost to impose on 

future generations? T h e  funding mechanism should enable us to 

address that question. Investment is, in principle, a mechanism for 

exchanging present for future consumption and, by applying money to 

the capital markets rather than to current consumption, to make 

available the financial resources needed for physical capital investment. 
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2 The choice between current consumption and retirement income 

2.1 Of course, the mechanism is far from perfect. If levels of current 

consumption are  low, that may damage business confidence and hence 

reduce the demand for capital expenditure. The  consequential fall in 

rates of investment return (at least in the short term until confidence is 

restored) may, unless the level of retirement benefits promised is 

reduced, become a factor in the recession since the reduced investment 

returns will cause a n  increase in required pension contributions and 

hence further reduce current consumption. In such circumstances it 

seems desirable that there should be a degree of flexibility in the target 

level of retirement benefits. 

2.2 Looked at from the point of view of the individual plan member, the 

level of target retirement benefit is a compromise between the current 

consumption that he o r  she is willing to sacrifice and what is wanted as 

a retirement income and different individuals will have diff'erent 

priorities. Moreover, the individual's priorities as between current 

income and prospective pension may change from time to time for 

many reasons. One of these reasons may be a change in the expected 

investment return, ie in the rate of exchange between current income 

and prospective pension, so that a change in investment returns may 

alter the amount which a person is willing to save towards retirement 

income. Thus, to fix the target retirement income at an early point of 

the member's career (as in a defined benefit scheme providing a high 

level of retirement income and hence leaving little need or scope for 



voluntary contributions) arguably pays insufficient regard to these 

different and changing aspirations. 

2.3 In  many countries the ratio of retired people to those of working age is 

projected to increase over the next few decades. How can the pension 

expectations of the current working population be reconciled with the 

reduced working population projected for the future? There are  likely 

to be many elements to the answer, including 

a. an increase in actual retirement ages (or less of a reduction than 

might otherwise have occurred) 

b. a reduction in rates of return on capital (since labour will be able to 

demand a higher price due to its scarcity) 

c. arising from a. a reduced retirement benefit accrual requirement 

d. arising from b. either an increase in contributions for retirement 

benefits to compensate for lower investment returns o r  a reduction 

in retirement benefit accrual rates or a combination of both. 

2.4 The  conclusion is, 1 believe, that retirement benefit levels should be 

flexible to cope with changes in circumstances and that an element of 

dependency of the level of retirement benefit on the rate of investment 

return should be an element of that flexibility. 



2.5 Is the answer a pure money purchase (defined contribution) 

arrangement (ie one in which the benefits are  exactly those secured by 

investment of the contributions paid by and on behalf of the members, 

and in which the employers' contributions are  fixed)? 1 believe that it is 

not, for the following reasons. 

2.6 Pure money purchase arrangements tend to be inefficient because the 

level of benefit which emerges is to a material extent a product of 

transitory financial conditions rather than the needs of the members. 

Thus plan sponsors can add value to their pension plans by taking a 

broader and longer term view than individual employees can and by 

being willing to smooth out some of the fluctuations arising from 

changing conditions in financial markets. I n  contrast, defined benefit 

schemes involve considerable pooling of investment and other risks 

which concentrates resources where they are  required. 

3 Benefit design 

3.1 So what, then, is the ideal plan design? I n  my view it should have a 

modest core element which is provided for all members. This would 

probably be non-contributory and should be of final salary o r  career 

average revalued type. My preference would be for a career average 

scheme with accrued benefits being revalued in line with prices o r  

earnings. However, career average schemes have become a rarity, 



perhaps because they are a little more difficult to explain than final 

salary schemes. They deserve to be revived. 

3.2 Alongside the core scheme would be voluntary contribution 

arrangements, perhaps with the employer offering to match employee 

contributions up to a specified level. These arrangements would 

probably be on a pure money purchase basis. 

3.3 There are  many other possible designs of pension plan which would 

achieve a compromise between defined benefit and money purchase. 

However, the simple approach in 3.1 and 3.2 above seems to me to 

have much to commend it. 


