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           A set of rules that create a  
    formal connection between  
               employer contributions and  
             benefits—a funding policy— 
         may help a multiemployer benefit  
                      plan weather economic  
                downturns with minimal  
              changes in contributions  
                     or benefits.
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pension plan policy

The economic crisis and Great 
Recession that developed in 
2008 had a significant and 
long-lasting impact on many, 

if not most, U.S. multiemployer pen-
sion plans. Not only was 2008 the worst 
year for investments in multiemployer 
plan history—the median return was 
-23.5%1—but declining work levels 
compounded the problem: Fewer con-
tribution base units meant added pres-
sure on contribution rates to make up 
the shortfalls.

Despite this, a number of plans were 
able to survive both the market melt-
down and the downturn in work levels 
with little or no changes to contribu-
tions or benefits. Why did some plans 
sail through the crisis relatively un-
scathed while others had to take drastic 
actions to regain their financial health 
and yet others will never recover? In 
many instances, the answer is simple: 
funding policies.

What is a funding policy? For this 
article, funding policy is defined as an 
objective set of rules, established either 
through collective bargaining or by a 
multiemployer plan’s board of trust-

ees, that creates a formal connection 
between contributions and benefits. A 
funding policy defines the plan’s fund-
ing goals and the conditions under 
which benefits and/or contributions 
can, or must, be changed.

Benefit changes—both improve-
ments and reductions—can involve dif-
ficult negotiations. It is easier to debate 
the funding policy at a time when no 
benefit change is on the table. Later, 
when the benefit change question aris-
es, the result can be reached more easily 
because the funding policy is in place.

This article explores how a funding 
policy can help stabilize a plan’s long-
term financial health and, importantly, 
how widespread use of funding poli-
cies can help stabilize the entire multi-
employer pension system. (This article 
focuses on U.S. multiemployer plans, 
but the concepts also apply to single 
employer and public plans.)

ERISA Requirement
The Employee Retirement Income 

Security Act (ERISA) requires pension 
plans to adopt a funding policy:

[E]very employee benefit plan 

shall provide a procedure for es-
tablishing and carrying out a 
funding policy consistent with the 
objectives of the plan . . . [ERISA 
Section 402(b)(1)].
Further, the funding policy must be 

described in each plan’s annual fund-
ing notice, which is provided to plan 
participants and filed with the Pension 
Benefit Guaranty Corporation (PBGC). 
Despite this requirement, most plans 
take a minimalist approach to compli-
ance. Here are some sample funding 
policy statements from annual funding 
notices:

• “The funding policy of the Plan 
is to meet the minimum funding 
requirements of ERISA.”

• “It is intended that the actual 
contributions will be sufficient to 
fund each year’s benefit accrual 
and amortize any unfunded lia-
bilities over 15 years measured 
from each January 1 valuation 
date.”

• “It is intended that the actual 
contributions will be sufficient 
to fund each year’s benefit ac-
crual and also lead to full fund-
ing of all accumulated benefits 
within a reasonable period of 
time.”

While these policy statements com-
ply with the letter of the law, they do 
little more than that, and they provide 
minimal guidance to either the boards 
of trustees that sponsor the plans or the 
related bargaining parties. These poli-
cies do not offer enough information 
to guide the plans’ operations: When 
can benefits be changed? When should 
contribution rates be changed? What is 
a reasonable period of time to achieve 
full funding? And what does full fund-
ing mean?

takeaways
•  ERISA requires every plan to have a funding policy, but many policies—though compli-

ant—offer only minimal guidance for plan operations.

•  A funding policy should help a plan achieve stability in its long-term funding and recog-
nize the fact that contribution rates are not easily changed.

•  The policy should specify when a plan can or must improve benefits and/or reduce contri-
butions or reduce benefits and/or increase contributions.

•  Among the various funding measurements appropriate to use in a funding policy, the 
funded percentage matters most.

•  A funding policy can be developed and monitored by stress-testing it against adverse 
conditions such as unfavorable investment experience or downturns in work levels.

•  The funding policy must be customized to each plan’s unique funding patterns and 
characteristics.
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Whose Policy Is It?
Who should create and maintain the funding policy? The 

answer generally depends on how contributions and benefits 
are set for a plan. In most cases, but not all, benefit levels are 
established and changed by the board of trustees, while con-
tributions are set through the collective bargaining process. 
Funding policies generally will follow these protocols: Where 
the trustees set the benefit levels, the funding policy typically 
will address the conditions under which benefits can or must 
be changed, based on the collectively bargained contribu-
tion rates. In some instances, both benefit and contribution 
changes are governed by the bargaining process; the fund-
ing policy for those plans will be set forth in the collective 
bargaining agreement (CBA). What matters is that there is a 
clear set of rules governing benefit and contribution changes 
and that it is clear who has authority for necessary or permit-
ted changes.

Funding policies can be documented in a number of ways. 
The policy may simply be a motion passed by a plan’s board 
of trustees, or it can be a formal written document adopted 
by the board. If established through the bargaining process, 
it typically will be included in the CBA, in which case it will 
need to be renewed (or amended) whenever the CBA is re-
newed.

Funding Policy Objectives
Consider the first sample funding policy statement quot-

ed above: “The funding policy of the Plan is to meet the min-
imum funding requirements of ERISA.” Given the volatility 
of investment markets, the minimum required contribution 
under ERISA can fluctuate significantly from year to year.2 
While many single employer pension plans can live with this 
volatility by writing a different-sized contribution check each 
year, multiemployer plans can’t easily react quickly to chang-
es in the ERISA minimum contribution because contribu-
tion rates usually are fixed through multiyear CBAs. Not only 
is ERISA minimum funding an unworkable approach for 
multiemployer plans as a practical matter, it does not achieve 
funding levels that adequately protect the pension promise 
against adverse experience.

A desirable objective for a funding policy is to help the 
plan achieve stability in its long-term funding and recognize 
the fact that contribution rates are not easily changed. Stable 
funding necessitates a financial “cushion” to absorb a certain 
amount of adverse experience in order to lessen the frequen-

cy with which contributions need to be increased, benefits 
need to be reduced or both. And the more plans there are 
achieving funding stability, the better for the multiemployer 
system as a whole—Participants, unions and the employers 
will have greater confidence that the system is sustainable in 
the long term.

The existence of a funding policy does not guarantee 
stability—some plans with reasonable funding policies still 
struggled with the Great Recession due to circumstances be-
yond their control—but greater prevalence of funding poli-
cies can only help strengthen the system.

Funding Policy Components
Funding policies usually focus on one or more of the 

common funding measurements for multiemployer plans:
• Funded percentage
• Credit balance
• “Zone status” under the Pension Protection Act of 

2006 (PPA)
• Contribution margin
• Unfunded vested benefits (for employer withdrawal li-

ability).
Before describing some illustrative funding policies, here 

is a brief definition of each of these measurements:
• Funded percentage is the value of a plan’s assets as a 

percentage of its accrued benefit liability. Depending 

learn more
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Collection Procedures Institute 
September 19-20, Boston, Massachusetts
Visit www.ifebp.org/collections for more information.
62nd Annual Employee Benefits Conference 
November 13-16, Orlando, Florida
Visit www.ifebp.org/usannual for more information.

From the Bookstore
Trustee Handbook: A Guide to Labor-Management  
Employee Benefit Plans, Seventh Edition
Claude L. Kordus, editor. International Foundation. 2012.
Visit www.ifebp.org/books.asp?7068 for more details.
Multiemployer Plans: A Guide for New Trustees,  
Third Edition
Joseph A. Brislin. International Foundation. 2014.
Visit www.ifebp.org/books.asp?7372 for more details.
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on the purpose for the funded percentage, the assets 
may be the market value or the “actuarial value,” which 
“smooths” gains and losses over a period of time, usu-
ally five years. The accrued benefit liability is the pres-
ent value of the benefits earned by all participants 
through the measurement date. The funded percent-
age based on the actuarial value of assets is one of the 
two funding measurements used in the PPA zone sta-
tus tests.

• Credit balance is a “notional” account (not actual 
money) that tracks the historical accumulated excess 
of actual contributions over the minimum required 
contributions under ERISA. A projection of the credit 
balance is the other necessary funding measurement 
for the PPA zone status test. 

• PPA zone status: Each year, a plan’s actuary must cer-
tify as to the plan’s zone status—critical (red zone), en-
dangered (yellow or orange zone) or neither (green 
zone). The zone test rules are complex3 but, in simple 
terms, a plan’s funded percentage must be at least 80% 
(or projected to be at least 80% within ten years) and 
its credit balance must be projected to remain positive 
for seven years for the plan to be certified in the green 
zone. If the plan fails either (or both) of the funded 

percentage and credit balance tests, the plan will be 
certified in the yellow (or orange) zone. A plan is in 
the red zone if the credit balance is projected to be 
negative within four years (or five years, in certain cir-
cumstances). 

• Contribution margin is the projected annual contribu-
tions less the actuarial cost of the plan. The actuarial 
cost consists of the value of annual benefit accruals 
(usually including an allowance for assumed plan op-
erating expenses) and a payment to amortize (pay 
down) any unfunded benefit liability over a specified 
period of time, such as 15 years. The contribution 
margin is not a statutory funding measurement but is 
a way of assessing whether the projected contribu-
tions are expected to support the promised benefits. 
A positive contribution margin generally indicates 
that a plan’s funded percentage will improve over 
time.4

• Unfunded vested benefits is the excess, if any, of the 
plan’s liability for vested benefits earned through the 
valuation date over the plan’s assets (which may be ei-
ther market value or actuarial value). When a plan has 
unfunded vested benefits, employers withdrawing in 
the following plan year may be assessed their share of 
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the unfunded vested benefits as withdrawal liability. 
Although withdrawal liability is of concern to many 
people involved with multiemployer plans, this article 
focuses on the other measurements discussed above as 
components of funding policies.

Snapshots vs. Forecasts
Current year funding results tell us where a plan is now 

but say little about where a plan’s funding may be headed. 
Forecasts (also called projections) provide important insight 
into where a plan’s funding may be headed or at least where it 
is headed if future experience matches specific assumptions. 
The difference between funding “snapshots” (i.e., the current 
year’s results) and forecasts is like the difference between a 
photo and a movie; the photo gives us some information, but 
the movie tells us so much more. 

Because snapshot results provide little insight into a plan’s 
future funding health, reliance on the snapshots may lead to 
erroneous conclusions about the plan’s funding. For this rea-
son, it is essential that funding policies focus on projected 
funding results. Consider the two plans illustrated in Fig-
ure 1. At January 1, 2016, Plan A’s 94% funded percentage 
is materially higher than Plan B’s 82% but, over time, Plan 
A’s funding is projected to deteriorate while Plan B’s funding 
improves. This illustration helps explain why the projected 
funded percentage is more useful than the snapshot funded 
percentage for developing a funding policy and for assessing 
the financial health of a plan.5

Creating a Funding Policy
Any or all of the funding measurements defined above 

can serve as the basis for a funding policy that specifies when 
it is permissible (or necessary) to:

• Improve benefits and/or reduce contributions or
• Reduce benefits and/or increase contributions.
As mentioned, the funding policy must be clear as to the 

governance regarding benefits and contributions: Is it the 
board of trustees or the collective bargaining parties that 
have the authority to make changes?

Let’s look at a few sample funding policies (simplified for 
illustration purposes).

Sample Funding Policy #1:
• Increase contributions or reduce future benefit accru-

als if 100% funding is projected to be more than ten 
years away. 

• Benefits cannot be improved unless the funded per-
centage is projected to reach at least 100% within seven 
years.

Sample Funding Policy #2:
• Benefits can be improved only if the ten-year valuation 

forecast indicates, after consideration of the improve-
ment, a:
—Positive credit balance each year
— Positive contribution margin at the end of the ten-

year period.
Sample Funding Policy #3:
• Previously reduced benefits will be restored to the ex-

tent that the plan can maintain for ten years (with the 
benefit restoration):
— At least 90% funded 

p e r c e n t a g e 
each year

— A  p o s i t i ve 
credit  ba l -
a n c e  e a c h 
year.

Sample Funding 
Policy #4:

• No  b e n e f i t  i m -
provements are per-
m it t e d  u n l e s s  t h e 
funded percentage, with 
the benefit improvement, is 
projected to exceed 110% 
within 15 years.

• Corrective action (increased con-
tributions or reduced benefits) 
must be taken if the plan is projected 
to be certified as endangered or critical 
status within the next five years.

Which funding measurement is most ap-
propriate for a funding policy—credit bal-
ance, contribution margin or funded percent-
age? Credit balance typically is a lagging indicator 
or, even worse, a misleading indicator of funding 
health. Often, the credit balance projection can indi-
cate a problem when the funded percentage is improv-
ing, or the credit balance may be growing while the fund-
ed percentage is declining. Still, the credit balance cannot 
be completely ignored because of its role in the PPA zone 

pension plan policy
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tests—Plans may be required to take 
corrective action solely because of 
what is happening with the credit bal-
ance.6 So ignoring the credit balance 
can risk defeating a key purpose of 
funding policies—to have the trustees 
and bargaining parties maintain con-
trol of the plan’s benefits and funding, 
rather than be forced to take action by 
the regulatory bodies when a zone test 
results in endangered or critical status.

Contribution margin can be an ef-
fective measurement for a funding 
policy, since maintaining a positive 
margin almost always means that the 
plan’s funding is improving. However, 
contribution margin alone generally is 
an insufficient test for a good funding 
policy.

Ultimately, funded percentage mat-
ters most—and not just the current 
funded percentage, but the projected 
funded percentage, as shown earlier. 
If anticipated contributions will cover 
the actuarial cost of annual benefit ac-
cruals (and operating expenses) and 
also pay down (amortize) a plan’s un-
funded liability, the funded percentage 
will improve over time. Paying down 
the unfunded liability is analogous to 

increasing home equity by paying off a 
mortgage—Since mortgage payments 
not only cover the interest on the out-
standing loan balance but also pay 
down the principal, the homeowner’s 
equity increases over time. One goal 
of a funding policy is to increase the 
“home equity” of the pension plan. An 
increasing funded percentage leads to 
full “ownership” of the benefit obliga-
tion, securing the pension promise to 
the plan’s participants. On the other 
hand, a declining funded percent-
age is like a “negative amortization” 
mortgage, where the mortgage pay-
ments don’t cover the interest on the 
outstanding balances, resulting in a 
decreasing home equity.

What do these sample funding poli-
cies accomplish? First, they develop 
funding “cushions” against possible 
adverse experience so that changes in 
benefits and/or contributions are less 
likely to be necessary at inopportune 
times, such as during an economic 
downturn. Further, funding policies 
formalize a structure for plan sponsors 
and bargaining parties so that changes 
in benefits and contributions are made 
in an objective and orderly manner, 

with less chance that a benefit improve-
ment or contribution reduction will 
need subsequent corrective action due 
to unexpected events.

Stress-Testing  
the Funding Policy

One way to develop and monitor 
an effective policy is to “stress-test” 
it against adverse conditions such as 
unfavorable investment experience or 
downturns in work levels. If the fund-
ing measurements remain positive 
(and improving) under adverse condi-
tions, then the policy protects against 
the need for corrective action. Fore-
casts are an important tool for under-
standing how much adverse experience 
a plan can tolerate before it needs to in-
crease contributions or reduce benefits 
(or both).

Figures 2a, 2b and 2c illustrate an 
investment return stress test for a plan 
that assumes 7.5% annual returns. Fig-
ure 2a shows a plan projected to be 
in the green zone indefinitely, with a 
funded percentage that grows from 
93% to 109% over the next 15 years 
and a credit balance that steadily in-
creases with time. Figure 2b shows 

0%
20%
40%
60%
80%
100%
120%
140%

(280)
(210)
(140)
(70)

0 
70 

140 
210 

2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030
7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50% 7.50%
$0.47 $1.01 $1.42 $1.75 $2.20 $2.46 $2.73 $3.03 $3.35 $3.73 $4.12 $4.52 $4.93 $5.38 $5.84 
$137.8 $147.7 $151.8 $153.1 $156.1 $160.0 $163.4 $168.6 $177.3 $180.0 $182.7 $185.1 $184.5 $185.2 $189.0 
93% 93% 93% 94% 96% 97% 98% 99% 101% 102% 103% 104% 106% 107% 109%

Credit balance at 12/31

Plan year beginning 1/1
Asset return during year
Contribution margin ($/hr)
Credit balance at  12/31
Funded percentage at  1/1

PPA Funded PercentageCredit Balance at 12/31 ($ Million)

FIGURE 2a
Stress Test Assuming Constant 7.5% Return
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what happens if the 2016 investment return is 0.0% instead 
of the assumed 7.5%: The plan is still projected to remain 
in the green zone for the next 15 years, but the funded per-
centage barely grows after 2018 and the credit balance de-
clines steadily after that year. Finally, Figure 2c shows what 
happens if the 2016 return is -5.0%: The plan is projected to 
enter the yellow zone in 2023 and the red zone in 2026 due 
to a credit balance that becomes negative in 2029.

Further, the funded percentage, although remaining 
above 80%, is beginning to decline at the end of the fore-
cast period. This particular stress test tells us that this plan 
can tolerate one bad year of 0.0% return, but a one-year 
-5.0% return without a subsequent recovery will lead to a 
need for corrective action.

One Size Does Not Fit All
In designing a funding policy, there is no single ap-

proach that works for every plan. The funding policy must 
be customized to each plan’s unique funding patterns and 
characteristics. What drives the plan’s funding results the 
most? Is it investment return, work levels or contribution 
rates? The answer will vary from plan to plan. And what is 
the trustees’ tolerance for risk? How difficult will it be to 
take corrective action (contribution increases and/or ben-

efit reductions) when unfavorable experience occurs? The 
trustees and bargaining parties should work with the plan’s 
actuary and investment consultant to answer these ques-
tions in order to design a funding policy that will work best 
for the plan.

The funding policy should find the right balance of inter-
generational equity: If the policy is too conservative or the 
funding cushion too large, the current generation of partici-
pants may forgo benefit improvements and subsequent gen-
erations will reap the rewards. Conversely, a policy that is too 
aggressive or optimistic may reward current participants at 
the expense of future generations.

Strategies for Healthy Plans 
Common goals for multiemployer pension plans are to 

secure the promised pensions with minimal volatility in 
contribution rates and to be able to improve participants’ 
benefits without introducing unacceptable funding risk that 
could jeopardize the improvement. Instability of contribu-
tions causes participating employers to lose confidence in 
the multiemployer system, possibly threatening the system’s 
long-term stability. 

For green zone plans that are projected to remain green, 
trustees should develop appropriate funding policies and re-
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view current investment policies, using 
actuarial forecast methods and stress 
tests to ensure that the policy is appro-
priate for the plan.

There has been interest in recent 
years in investment derisking—chang-
ing a plan’s investment policy to de-
crease the volatility of investment re-
turns in order to stabilize contributions 
and benefits. But investment derisking 
can be very expensive, since lowering 
volatility usually means lower expected 
returns. This may lead to the plan’s ac-
tuary using a lower valuation interest 
assumption, producing higher benefit 
liabilities.

It may be preferable to derisk im-
plicitly through the plan’s funding 
policy. In this approach, an appropri-
ate funding cushion is developed over 
time by “harvesting” investment gains 
(rather than spending them on benefit 
improvements) and allocating contri-

bution increases when practical. This 
may mean that benefit improvements 
that might otherwise be adopted will 
be deferred until the desired funding 
cushion is developed. However, it also 
means there is a greater chance the 
plan will not need to make undesired 
changes, especially when those changes 
are least affordable, such as during a re-
cession.

Both approaches to derisking aim 
for the same goal—less contribution 
volatility—but take different approach-
es to achieve it. Investment (explicit) 
derisking gradually changes the asset 
allocation to decrease investment re-
turn volatility. This approach reduces 
the long-term risk of undesired chang-
es in contributions and benefits, but the 
lower expected investment returns re-
duce the potential rewards that might 
be achieved with higher risk invest-
ments.

Strategies for Unhealthy Plans
PPA effectively forces plans into 

statutory funding policies—funding 
improvement plans (FIPs) for yellow 
zone plans and rehabilitation plans 
(RPs) for red zone plans. Plans that 
must adopt these statutory funding 
policies still have an opportunity to 
develop and use FIPs and RPs to more 
effectively address long-term funding. 
First, to the extent possible, the FIP or 
RP should build in cushions to lessen 
the chance that the FIP or RP will need 
to be updated frequently and to shorten 
the expected period of funding insta-
bility. Second, plans should maintain 
discipline by saving gains when they 
occur, rather than adjusting the FIP 
or RP to use up any available margin. 
Finally, once these plans attain green 
zone status, they should develop a 
funding policy to achieve the objectives 
discussed above.
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The Role of Plan Design
Plan design is closely connected to funding policy. The 

growth in benefit liabilities can be controlled through the 
design of future benefit accruals. Except for critical status 
plans, where adjustable benefits may be reduced, benefits 
that have already accrued cannot be reduced or eliminated. 
Plans should be careful not to aggravate the problem of 
large unfunded liabilities with unaffordable future benefit 
accruals.

One approach to managing the growth of future benefit 
liabilities is to set the future benefit accrual rate at a some-
what conservative level and then “backfill” prior years’ ac-
cruals to the desired higher level when opportunities arise 
under the plan’s funding policy. In essence, this is derisking 
through the design of future benefit accruals.

What We Learned From 2008
Despite the severe market downturn in 2008, which re-

sulted in the worst investment returns in U.S. pension his-
tory, a number of multiemployer plans were able to survive 
that crisis without making any changes to either contribu-
tions or benefits. These plans were able to get through the 
crisis unscathed in large part due to prudent funding poli-
cies that allowed them to absorb significant losses. That’s 
not to say that a prudent policy must protect every plan 
from a once-in-100-years event, but plans that overreached 
in the past (i.e., maximized benefit levels relative to contri-
butions) will need more time to stabilize their funding in 
the future.

Alternative plan designs, such as variable benefit accrual 
plans, have attracted more interest in recent years. While 
these plan designs have merits, the same objective—stable 
long-term funding—may be easier to achieve through a dis-
ciplined approach to funding and plan design that serves 
both plan participants and those responsible for funding the 
plans. 

When well-designed, practical funding policies become 
more prevalent, more plans will be on the road to funding 
stability, leading all stakeholders to have greater confidence 
in the multiemployer pension system. 

Endnotes
 1. Multiemployer Retirement Plan Landscape: A Ten-Year Look (2004-
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The annual minimum required contribution consists of the normal cost (the 
actuarial cost of current year benefit accruals) and charges and credits to 
amortize changes in the unfunded liability, reduced by any credit balance. 
Ignoring the credit balance, the minimum required contribution can fluctu-
ate materially from year to year due to the requirement to fund each year’s 
actuarial gain or loss over a 15-year amortization period.
 3. This is not intended to be a comprehensive description of the PPA 
zone tests. The rules for the zone tests are set forth in ERISA Section 305 
and Internal Revenue Code Section 432.
 4. An alternative approach to measuring contribution margin is to de-
termine the period of time over which the assumed future contributions will 
amortize the unfunded liability. For example, if future contributions (net of 
the normal cost) will amortize the unfunded liability in 12 years and the 
policy is to amortize in 15 years, the margin is three years.
 5. The forecasts in this article are of the deterministic (or “if-then”) type; 
stochastic forecasts, which quantify the probability of specific future funding 
outcomes, are another useful forecast tool in evaluating funding policies.
 6. In some cases, a declining credit balance presents an opportunity, not 
just a requirement, for corrective action, since red zone plans can make ben-
efit reductions that yellow and green zone plans cannot. These are the “ad-
justable benefit” reductions described in ERISA Section 305(e)(8)(A) and 
Internal Revenue Code Section 432(e)(8)(A). 
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