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Proposed Financial Economics Applications to Plan Liabilities Raise Concerns 
 
 
 

he debate on how to measure and account for public pension plan liabilities is 
heating up.  Proponents of having public funds move to a financial economics-
based (i.e., Treasury yield curve-based) liability discount model state that doing so 

virtually eliminates inter-generational inequities that might otherwise arise under the 
conventional actuarial-based model.  They also point out that transparency improves 
because of the application of a standard discounting approach that would apply to all 
plans.1 
 
There are numerous simplifying assumptions typically used to make this case:  for 
example, (i) the distribution of risky returns is symmetrical, (ii) current active participants 
are completely risk averse with respect to bearing pension costs, (iii) there are no cost-of-
living adjustments associated with future retirement benefits, (iv) the only liability 
measured is the accrued liability (which does not factor in the impact of future wage 
increases and thus represents a value the plan sponsor would be required to pay if the 
plan was terminated today), (v) all excess risky returns are spent by plan sponsors, rather 
than reserved, (vi) municipalities and states are completely riskless entities from an 
investment perspective, and (vii) the political environment and other practicalities can be 
ignored. 
 
Opponents of the proposed financial economic modeling approach strongly disagree with 
its application to the public plan pension system.2  Their view is (i) that a financial 
economic model would, in fact, provide inaccurate information, (ii) plan sponsors would be 
compelled to develop investment strategies that limit long-run investment return potential, 
(iii) financial economic models would actually create confusion rather than provide the 
relevant transparency, and (iv) that there is a profit motive lurking behind promotion of the 
financial economics mantra. 
 
Finally, taking these factors into account, opponents also argue that more defined benefit 
plans would be forced to terminate, resulting in a shift to defined contribution plans and 
annuity-based products.  This scenario has played out in the corporate plan arena, 
resulting in the development and promotion of numerous investment “solutions.”  Since 
these recent trends within the corporate community are in their infancy, significant 
questions remain about whether they will actually add value.  What is highly probable is 
that the resultant product line of retirement solutions will be more expensive to the end 
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user (i.e., the beneficiary).  What is also certain is that, despite the popularity of the 
defined contribution plan framework as an investment solution and social engineering tool, 
implementation of defined contribution plans has been (i) costly in terms of management 
costs and underperformance and (ii) ineffective at providing anything close to a substitute 
for the defined benefit framework.  In summary, broad acceptance of recent “innovative 
solutions” has not produced the desired outcomes. 
 
In fact, two of the largest pension funds in the world (ABP and CalPERS) have essentially 
rejected the financial economics-based approaches to strategic investment allocation.  
ABP indicated that liability-driven investing (or LDI) is problematic because of the difficulty 
of accurately matching the risk structures of assets with the risk structures of liabilities.3  
CalPERS instead instituted a contribution rate stabilization plan in 2005 that significantly 
reduced the need for financial economics models.4  The CalPERS approach (i) 
incorporates additional smoothing techniques to the Plan balance sheet and (ii) 
establishes “rainy day” reserves that receive priority funding before the granting of 
additional benefits.  These techniques are designed to place less stress on the broad 
array of contributing employers that support and fund the Plan. 
 
PCA/EFI agrees that moving toward a financial economics-based approach is an 
inappropriate “solution” for public plan sponsors.  First, there is no crisis in funding 
public funds:  The average public pension plan has a funding ratio of nearly 90%.5  
Furthermore, the administrative and investments staffs of most public funds are 
thoroughly competent and professional.  Moreover, as highlighted above, plan sponsors 
have the capability to apply a spectrum of approaches to resolve existing or potential 
funding challenges without having to rely upon untested nationally-binding funding-
method standards based on too many simplifying assumptions and having a highly 
uncertain potential outcome.  Interestingly, there is one area of broad consensus:  As 
public funds reach and exceed full funding in future years, benefit granting discipline and 
benefit funding discipline must improve. 
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