In the United States, pension plans have traditionally paid attention primarily to domestic entities such as Congress, the Department
of Labor, Internal Revenue Service and Pension Benefit Guaranty Corporation (PBGC) as the sources for potential rules that influence
their operation. However, at least one international body has chosen to enter the debate over pension funds, and U.S. employers may
wish to keep an eye on its activities for possible future impact on U.S. pension plans. The Organization for Economic Cooperation and
Development (OECD) is an organization that seeks to foster good governance in market economies. This article reviews recent OECD
activities and relates them to ongoing international pension developments arising from the European Union (EU) and International
Accounting Standards Board (IASB) proposals for pension accounting.

he Organization for Economic Co-
I operation and Development (OECD)
is an organization founded in 1960
and comprised of approximately 30 coun-
tries, including the United States, the
United Kingdom and a number of Euro-
pean and other countries, which seeks
to foster good governance in market
economies. For some years, OECD has
been issuing pension guidelines, such as
protection of the rights of members and
beneficiaries, pension fund governance
and managing pension fund assets. OECD
was instrumental, for example, in encour-
aging the expensing of stock options.
Most recently, the Working Party on
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Private Pensions (WPPP) of the Direc-
torate for Financial, Fiscal, and Enterprise
Affairs (DAF) and the Insurance and Pri-
vate Pensions Committee of OECD have
promulgated a number of papers and
guidelines concerning areas of key inter-
est to many U.S. public and private plans.
These include the areas of pension fund-
ing, licensing of plans by regulatory au-
thorities and financial education of plan
participants. In addition, WPPP holds
meetings to periodically review these
guidelines and further study these areas.
This article will review these recent activi-
ties in more detail and their relationship
to ongoing international pension devel-



opments, such as those arising from EU’s
efforts to regulate cross-border pensions
and the International Accounting Stan-
dards Board’s (IASB’s) proposals regarding
pension accounting.

Pension Funding

Recently, WPPP published its draft
Guidelines on Funding and Benefit Secu-
rity. These funding guidelines are avail-
able at the OECD Web site relating to DAF
(www.oecd.org\daf).

These guidelines are intended to “lay
down a framework for modernizing fund-
ing regulations in order to meet the goals
of financial security of pension funds and
adequate level of pensions” and are the
first attempt at the international level to
regulate pension funding. They reflect the
views of delegates from OECD’s 30 mem-
bers as well as from three other countries
(Brazil, Israel and Russia) and several in-
ternational organizations that have ob-
server status in WPPP.

The guidelines reflect many concepts
familiar to U.S. plan sponsors. For exam-
ple, they generally call for adequate fund-
ing of defined benefit plans on the basis of
termination liability or ongoing liability
and the use of reasonable actuarial as-
sumptions reflecting appropriate factors.
In addition, the guidelines call for insol-
vency guaranty schemes (e.g., PBGC in-
surance) to be provided. However, the
guidelines also suggest several views not
currently in line with common U.S. plan
practices.

Funding Requirements
Possibly Imposed on Public Sector
Pension Plans

The funding guidelines state that they
may also be applicable to the funded oc-
cupational plans of public sector em-
ployees. In the United States, plans of
states, local governments, and their in-
strumentalities and political subdivi-
sions are generally exempt from federal
regulations, except for selected portions
of the federal tax rules. Public sector
plans are, in particular, not subject to the
funding requirements of the Employee
Retirement Income Security Act (ERISA)
or the Internal Revenue Code. Govern-
mental plans in the United States are
generally funded in the manner deter-
mined by the applicable jurisdiction’s
governing body, or in some cases not

funded at all. It is also common for
funded public plans in the United States
to be funded as a percentage of em-
ployee compensation, rather than an
amount determined in relation to costs,
experience or other actuarial factors,
other than indirectly. These common
practices would apparently not be per-
mitted if rules similar to the funding
guidelines were to be applied to public
pension plans (which are much closer to
the current ERISA funding require-
ments), as discussed below.

The guidelines reflect

many concepts familiar to U.S.
plan sponsors . ..

However, the guidelines

also suggest several views
not currently in line with
common U.S. plan practices.

Unfunded Private
Occupational Plans

The funding guidelines state that they
do not cover unfunded occupational (em-
ployment-based) plans, but that is be-
cause prior guidance (the Occupational
Pensions Core Principles issued in 2001)
recommends that such financing arrange-
ments be prohibited. This recommenda-
tion appears to include unfunded supple-
mental executive retirement plans
(SERPs), defined benefit plans offered to
senior executives (top-hat plans) and ex-
cess benefit plans in the United States.
The annotations to the funding guidelines
acknowledge that these plans may be per-
mitted, “but should not benefit from tax
advantages.” Specific reference is made in
the funding guidelines to tax deductibility
as such a tax advantage, but it is not clear
whether this is intended to refer to the ad-
vantage of tax deferral or to deductibility
when paid. The application of the prin-
ciples of the funding guidelines to either
defined contribution plans or excess

plans covering all employees affected
by the qualified plan limits (which may
cover nonexecutives) is not specifically
addressed.

Varying Actuarial
Funding Standards

The goal of the draft funding guide-
lines is best summed up as follows: The
legal requirements of the country
should require the identification and
maintenance of a level of assets suf-
ficient to meet accrued benefit obliga-
tions. In this, the funding guidelines
do not appear to go as far as the ap-
proach taken by EU in its 2003 Directive
for Institution for Occupational Retire-
ment Provisions (IORP), which says
“in cases of cross-border activity . . . that
the technical provisions be fully funded
at all times,” though IORP also contem-
plates that a member state may allow
temporary underfunding in plans that
do not cross borders. (Some EU member
states, though, require overfunding.)
A number of other interesting points
concerning actuarial standards for
pensions appear in the draft funding
guidelines:

* Among the factors that should be
taken into account is “the possibility
of benefit adjustments.” Though not
clear, this could be read to include
the possibility of voluntary early
retirement window benefits, shut-
down benefits and other future bene-
fit increases.

e Legal requirements should not pre-
vent funding methods that seek to
dampen the short-term volatility of
funding contributions. This would ap-
pear to be approving of current efforts
by many companies to attempt to bet-
ter manage their defined benefit plan
contribution volatility.

e Funding rules should be counter-
cyclical, providing incentives to build
reserves against market downturn. Tax
regulations should not discourage the
buildup of sufficient reserves to with-
stand market conditions. The draft
funding guidelines do not, however,
address the impact of confiscatory
taxes on pension reversions, which
some in the United States view as hav-
ing precisely that effect.

e In the case of “autonomous pension
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funds” operating without a guarantee
from the sponsor, a term that would
appear to include (but not be limited
to) Taft-Hartley funds in the United
States, the fund should be required to
hold additional assets over and above
what is necessary to fully fund the
pension liabilities on a termination
basis. This proposal, of course, could
have controversial implications for
employer contributions to such plans.
* The funding guidelines do not clearly

intended to guide pension plan regulations
of the member states. The precise manner
of implementation is up to each country,
and the funding guidelines recognize that
the manner of implementation may vary
from country to country. While the funding
guidelines refer to themselves at one point
as best practices, they also state that the
aim is to meet the underlying objectives of
each guideline.

Currently, the funding guidelines are in
draft form, and because of the importance

The funding guidelines will not be of binding force

on the OECD member states. Rather, the funding guidelines

are intended to guide pension plan regulations of the member
states. The precise manner of implementation is up to

each country, and the funding guidelines recognize that

the manner of implementation may vary from country to country.

address the reversion of excess pen-
sion assets, other than to say that
in the event that assets exceed prom-
ised benefits upon termination, there
should be rules in place as to the allo-
cation of the funding excess or sur-
plus between the plan sponsor and
plan members and beneficiaries.
In the United States, plans may allo-
cate surplus assets to plan members
on plan termination through addi-
tional benefits but generally strive to
avoid having any such excess assets
or a reversion to the employer due
to the confiscatory taxes on such
reversions.

Though not addressed in the funding
guidelines, a related area under study by
OECD is that of longevity risk, and the ef-
fect of changing demographics on the
pension needs of employees and the
funding of defined benefit plans and an-
nuity products.

Funding Guidelines
and Possible U.S. Effect

The Guidelines on Funding and Benefit
Security are to be sent to the Insurance and
Private Pensions Committee and then to
the OECD Council for approval as a recom-
mendation. The funding guidelines will not
be of binding force on the OECD member
states. Rather, the funding guidelines are

of the funding issue, a public consultation
on the guidelines was held and comments
were taken until September 15, 2006. For
more information, see www.oecd.org/daf/
pensions.

Licensing Guidelines

Another area in which the OECD WPPP
has begun to prepare draft guidelines is
the licensing of pension plans and pen-
sion institutions. WPPP has been collect-
ing data on the licensing practices of its
member jurisdictions for some years, and
has most recently summarized that data
in a draft paper on Licensing and Regis-
tration Requirements for Private Pension
Systems. The draft is still being circulated
for comment by the countries that pro-
vided the information. That information
has, however, been used to prepare, in
conjunction with the International Orga-
nization of Pension Supervisors (IOPS), a
draft set of Guidelines on the Licensing of
Pension Entities. IOPS is an independent
international body, essentially an associa-
tion representing those involved in the su-
pervision of private pension arrange-
ments. [OPS has about 50 members and
observers representing more than 40
countries worldwide. That does not in-
clude the United States, though OECD is a
member of IOPS, and the United States
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is a member of OECD. OECD and IOPS
have worked closely together in the past,
and often meet in conjunction with each
other.

The draft licensing guidelines are not
yet available on the Web at this writing but
are worth commenting on. The draft li-
censing guidelines particularly point out
the great differences between pension reg-
ulation methods in different countries and
the difficulty of coming up with relatively
uniform standards in an area that is essen-
tially legal, compared to the area of plan
funding, which is to a great deal financial
in nature and at least arguably more sus-
ceptible to cross-border rationalization. It
is clear, for example, that the concepts of a
pension plan document and a trust hold-
ing assets are by no means universal. In
fact, the draft licensing guidelines point
out significant differences, if not confusion,
among countries over what the plan is,
what the people and institutions running
the plan are, and how they relate to each
other. Some of this may be attributable to
differences between common law and civil
law legal systems. Some may be attributa-
ble to different concepts in different juris-
dictions of how independent a plan is from
the employer, and the role of labor in rela-
tion to business. As a result, the draft
guidelines for licensing pension entities do
not clearly distinguish between plans,
those funding them and those administer-
ing them.

Other concepts in the current draft
licensing guidelines include advance
licensing of plans, required in much of
the rest of the world but not the United
States (other than in the area of annuity
contracts by state insurance regulators,
which may be more akin to how the rest
of the world views pensions). Another
concept in the guidelines that is common
elsewhere, but not in the United States, is
professional qualification criteria for
those involved in governing the plan.
What appears to be missing, at least from
the current draft licensing guidelines, is
the concept of regulation through the tax
code and law regulating behavior by
fiduciaries, such as ERISA, which can
then be enforced by the plan members
through a robust legal system, as op-
posed to making the plan a relatively in-
dependent body that seeks advance gov-
ernmental approval for most actions (for
example, setting an investment policy).
Comments on these early drafts reflect-



ing this U.S. regulatory approach are ex-
pected.

Because these licensing guidelines are
being developed in conjunction with the
pension regulators of IOPS, they may, at
some point, have enforcement teeth, at
least for IOPS member countries. Conse-
quently, they are worth paying attention to.
The licensing guidelines also cross refer-
ence the funding guidelines referred to
above, so enforcement of those funding
guidelines could be a by-product of the li-
censing guidelines.

Financial Education

OECD has been studying the area of fi-
nancial education for a number of years,
in part driven by the trend toward defined
contribution plans in OECD countries.
This is, of course, an area that has been a
“hot topic” in the United States as well,
and possibly the subject of legislation as
this is written. OECD has been following
the U.S. debate on this topic intently.

OECD has begun a financial education
project. The first goal of the project is to de-
velop and use information on the types of
programs and their effectiveness to de-
velop a methodology against which policy-
makers can compare strategies for improv-
ing financial literacy. The second phase of
the project will be an in-depth survey of
the financial literacy of individuals in a few
selected countries. It is intended that the
survey will provide guidance for countries
on how to effectively address the issues of
financial illiteracy. The next meeting of the
project was held in New Delhi, India in
September 2006, and a principal topic was
the creation of national initiatives to ad-

vance financial literacy, particularly among
vulnerable groups.

Financial institutions with an interest
in investment education in the pension
area may wish to stay apprised of OECD’s
global initiatives.

Accounting Changes
to Come

OECD has long had an interest in the
work of IASB in the pension area. IASB
has recently begun to consider the appli-
cation of so-called fair value accounting
to pension assets, as well as to reconsider
the accounting for pensions in general
(currently prescribed in IAS 19). In the
United States, the Financial Accounting
Standards Board (FASB) has proposed
to revise its rules for accounting for
pensions, FAS 87, which is likely to have
a significant impact on U.S. pensions.
FASB and IASB are clearly working to
bring together accounting standards for
pensions. Some questions have been
raised regarding the possible impact of
fair value accounting on the management

of pension portfolios, such as its possible
favoring of bond portfolios over equity
investments, a matter discussed at the
recent meeting of WPPP in Geneva,
Switzerland.

Conclusion

In pensions, as in business generally,
the world is becoming a smaller place.
Events happening at the global level can
now affect U.S. pension rules and invest-
ments, even where no operations or in-
vestments are occurring outside the
United States. With OECD, IOPS and
other international bodies now taking a
regulatory interest in those very areas, it is
important to stay aware of current devel-
opments. It may even be a good idea to
become involved in them. B&C

The views expressed in this article are the
personal views of the author and not the
views of OECD or any other body.
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