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(This is part 1 of a 2 part series on Defined Benefit Plan Risk)  

Risk can be a scary word.  We tend to associate the term with worst case scenarios. In 
actuality, we take risks every day and the outcomes can be posiƟve or negaƟve. The key to 
living with risk is understanding what risks you are taking on, knowing what level you are 
willing to accept, and how to manage the ones you take.  Think about driving a car, what 
roads you take, and what speeds you travel. Think about where you invest your money and 
what funds/stocks you choose. All these decisions assume some level of risk and incorporate 
your own risk tolerance.  

As you decide which type of reƟrement plan to sponsor, similar discussions about risk should 
be addressed.  Every future financial obligaƟon has some associated risks.  That is 
unavoidable.  As actuaries, we are trained in risk management.  While some of the risks 
inherent in reƟrement plans are out of our control, we can help educate our clients to make 
informed decisions in the face of these risks.  

We see a combinaƟon of investment and contribuƟon risk come up with our small business 
clients.  Most oŌen, the moƟvaƟon for adopƟng a defined benefit plan with this sector is to 
maximize tax deducƟons.  Understanding how contribuƟons and investment return impact 
future deducƟon opportuniƟes goes a long way to miƟgate these risks. 

Defined benefit plans indirectly assume future investment returns on plan assets.  If 
investment returns are higher than those assumed, generally the required and deducƟble 
contribuƟons to the plan decrease and the plan’s funded status is higher.  Conversely, lower 
actual returns will generally increase the required and deducƟble contribuƟons to the plan 
and decrease the plan’s funded status. This is defined as Investment Risk, the potenƟal that 
investment returns will be different than expected. 

Plan assets should be invested in a prudent manner with an awareness of how fluctuaƟon in 
investment return impacts future contribuƟon requirements.  Either of the situaƟons in the 
paragraph above may be beneficial depending on your goals.  Lower investment returns in 
one year can trade off with the opportunity for higher levels of deducƟble contribuƟons. 
AlternaƟvely, higher investment returns can mean you can receive the same size benefit at 
reƟrement without puƫng as much money into the plan. 

There is also a risk that actual contribuƟons will impact future required contribuƟons or that 
future required contribuƟons are higher than expected. This is called ContribuƟon Risk. If 
the required contribuƟons are the only amounts funded, the plan may not be able to pay the 
full amount of benefits when due. AlternaƟvely, if contribuƟons are funded at the maximum 
tax deducƟble range, the plan may risk being overfunded when you are ready to reƟre and 
excise taxes may be due on any excess assets. This risk can be reduced by reflecƟng your 
future goals for the plan in your funding policy. For example, if you plan on reƟring and 
terminaƟng the plan in the next few years, overfunding the plan today may not be prudent 
since there are restricƟons on excess assets in a pension plan. 

Each situaƟon is unique – there is not any one investment/funding strategy that works for 
everyone.  We can work with you and your advisors to understand the consequences of your 
parƟcular strategy. 
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