
 

 

 
 
 
 
 
 

 
 
 
 
 
 
 
 

 
 
 

 
 

 
 
 
 
 
 
 

 
     

KCS’s investment professionals believe that providing education to 
plan/fund fiduciaries and participants is the critical function for any   
asset / liability consulting firm. We take this responsibility seriously, and 
frequently place our words and thoughts into the marketplace for the 
benefit of all through our website, Fireside Chat series, speaking 
engagements, and now, the KCS Blog (www.kampconsultingblog).  

This month’s Fireside Chat features a few of our recent Blog posts.  They 
look back on our concern related to the mismatch that exists between the 
assets and liabilities in most defined benefit plans. For much of the last 
10-12 years, this mismatch has hurt the American pension industry, 
highlighted by the collapsing funded ratios and escalating contribution 
costs.  In 2013, diminished fixed income exposure helped plans, as interest 
rates and equity prices rose, providing plan sponsors with a false sense of 
security that the funding situation is improving.  It seemed that everyone 
was expecting interest rates to rise once again, and in some cases, 
rapidly.   

However, at KCS, we were calling for interest rates to be at least stable, 
if not fall.  In case you missed them, the following blog excerpts highlight 
our thoughts on interest rates, portfolio risk reduction techniques, and 
regrettably, the potential consequences if DB plans disappear.  

Interest Rates Have To Rise – Don’t They? 

In our January 9th and April 4th 2014 blogs, we addressed the issue of U.S. 
interest rates.  With everyone in the world seeming to believe that 
interest rates had only one way to move - UP - we thought that there was 
a good chance that rates might fall.  In fact, the interest rate on the 10-
year U.S. Treasury has fallen by more than 60 basis points so far this year - 
a very meaningful move.  With many plan sponsors and asset consultants 
trimming, eliminating, and restructuring their U.S. fixed income exposure, 
a plan's asset allocation is now more disconnected from the liabilities than 
ever before.  This disconnect exacerbates the volatility in funded ratios 
and contribution costs.  

Don't believe us?  Check out a brief research piece from Cullen Roche's 
website www.pragcap.com, where he states “Jim Bianco, of Bianco 
Research, points out in a market comment Tuesday that a survey of 67  

 

I N S I D E  T H I S  I S S U E  

1  Another Blog? 

1  Interest Rates Have to 
Rise – Don’t They?  

2  Feeling Exposed? 

3  Less Gain, More Pain 

4  Final Thoughts 

Another Blog?  Ours is Different…Really!! 

Your Monthly Update from KCS                                  June 2014
       

KAMP INSITE           

Fireside Chat  



 

 

Page 2 KCS Fireside Chat 
 
 
 
 
            
                   
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
  
 
 
 
 
 
       

                
          

  
 
                    
     

 
                
               
                

 “The U. S. retirement 
industry cannot afford 
to get the direction of 

interest rates wrong.  A 
continuation in the 
decline of rates will 

only further inflate the 
underfunding of U. S. 
pension liabilities…” 

economists this month shows every single one of them expects the 10-year 
Treasury yield to rise in the next six months.  The survey, which is done each 
month by Bloomberg, has been notably bearish for some time now, with 
nearly everyone expecting rising rates. In March, 97% expected rising rates. 
In February, 95% expected yields to climb. And in January, 97% held that 
expectation. Since the beginning of 2009, there have only been a handful of 
instances where less than 50% expected rates to rise.” You can read the 
article “The Metamorphasis of the Bond Bears” at www.pragcap.com. 

Having had the chance to speak at and attend 18 conferences in the last 13 
months, I can tell you that there was near universal acceptance of the 
expectation that interest rates in the U.S. and abroad were going up. The 
thought was that all of the stimulus provided by QE would have to create 
economic growth and inflation.  What happened? 

As we witnessed during the first three months of 2014, interest rates for U.S. 
Treasury bonds fell.  In fact, the yield on the 10-year fell 31 basis points in 
the quarter, and the 30-year T-bond rallied nearly 11%...wow! Global growth 
is waning, many of the globe's regions are experiencing extremely low levels 
of inflation, and high unemployment is lessening the demand for goods and 
services.  All of these factors, and more, are tamping interest rates. Today's 
bond market activity is only further exacerbating this move. 

The U.S. retirement industry cannot afford to get the direction of rates 
wrong.  A continuation in the decline of rates will only further inflate the 
underfunding of U.S. pension liabilities, and continue to put pressure on both 
private and public DB plan sponsors to act, such as close or freeze DB plans 
and move more participants into DC plans.  We've spoken and written about 
alternative strategies that go a long way to improve funded ratios and 
stabilize contribution costs.  Plan beneficiaries cannot afford to have us 
delay any longer. DC plans are not the quick fix, but are quickly becoming 
the only game in town. 

Feeling Exposed? 

We blogged in early January 2014 that DB plans should not reduce their 
current fixed income exposure, but should in fact reconfigure it.  With most 
asset consultants and plan sponsors anticipating higher U.S. interest rates, 
many restructured, reduced and / or eliminated fixed income exposure.  
However, they neglected to contemplate how this reduction would impact 
the relationship of their plan’s assets to the liability that that own (and have 
promised to their beneficiaries).  We proposed the following, and we still 
think it makes sense as noted in the blog: 

“What I'd like to highlight today is a new use for a plan's current fixed 
income exposure. In day two of the conference, I attended a panel discussion 
titled, "Opportunities in Fixed Income and Credit Markets".  The panel was 
occupied by 4 senior investment pros (plan sponsor, consultant, and 
investment managers).  They generally discussed the likelihood that interest 
rates were going to rise (I'm beginning to wonder if there is anyone out 
there who doesn't think that rates will rise), and the implications of that 
movement on traditional fixed income portfolios.  Most of the panelists 
talked about various sub-sectors (mortgages, asset backs, bank loans, etc.) 
and which ones might hold up better.  There was discussion about shortening  
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duration, etc. They also talked about fixed income's traditional role as an 
anchor to windward, a risk reducer, and a provider of liquidity. 

However, only one individual mentioned taking a step back to truly 
contemplate the "role" of fixed income.  He didn't provide any further 
perspective, which is why I'm addressing the issue here and today.  I believe 
(as do my partners at KCS) that a plan's liabilities should be the focal point 
of any pension discussion.  As such, they need to be the primary objective 
for the plan, the driver of asset allocation decisions and investment / 
portfolio structure.  The asset class most similar in characteristic to 
liabilities is fixed income.  As such, fixed income needs to play a prominent 
role in a defined benefit plan. 

Instead of worrying about the implications from a rising interest rate 
environment on an LDI strategy that currently consists of long duration 
corporates, change the emphasis to matching near-term liabilities, by 
converting your current fixed income portfolio into a portfolio that matches 
cash flows with projected benefits (Beta portfolio).  First, you are improving 
liquidity.  Second, duration is shortened in an environment that may not be 
conducive to long bonds.  Third, you are lengthening the investing time 
horizon for the balance of the corpus, which will allow asset classes / 
products with a liquidity premium a chance to capture that performance 
increment (Alpha portfolio). Finally, the funded status and contribution 
costs should begin to stabilize.  As the Alpha portfolio outperforms liability 
growth (hopefully), siphon excess profits and extend the beta portfolio. 

This is a proactive move to restructure the fixed income portfolio in an 
environment of uncertainty. 

Lastly, I am not of the general school of thought that interest rates are 
definitely going to rise, and soon.  I believe that we still have slack demand 
in our economy, brought on by underemployment, which will keep inflation 
in check and provide room for stable to slightly lower rates.” 

Our expectations have been realized, as longer-term interest rates have 
fallen substantially in the U.S.; unfortunately, this is adding pressure to the 
performance of assets versus the plan’s liabilities. 

Less Gain, More Pain  

We are already feeling the implications from the demise of DB plans. Fewer 
U.S. workers are prepared for the economic reality of retirement. Many of 
these workers have indicated that they will just work longer.  Unfortunately, 
the decision to stay in the workforce is not always in line with an employer’s 
thoughts or actions. The following blog was written to highlight just how 
unprepared we are for retirement: 

 “‘I think I can, I think I can’ is a signature phrase that appeared in the 
book, The Little Engine that Could, that was first published in the United 
States in 1930.  The story is used to teach children the value of optimism 
and hard work.  Based on a recent Gallup Poll, it seems to be influencing 
American workers, too.  The poll asked working Americans what they 

“We are already 
feeling the implications 
from the demise of DB 

plans.  Fewer U. S. 
workers are prepared 

for the economic 
reality of retirement.  

Many of these workers 
have indicated they will 

just work longer.” 
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expected in retirement, and half of the respondents think they will have 
enough money to live comfortably after they retire. This is the first time 
since before the financial crisis that a majority of Americans have felt this 
way. 

Really? Half the American working population expects to have enough 
financial resources to not only retire, but to live comfortably in 
retirement.  How is this possible? According to SSIP, there are 21.5 million 
U.S. households that are considered "near retirement".  Of these 21.5 
million, 55% have no current participation in a retirement plan, and the 
median assets accumulated by this cohort is a whopping $4,450.  Yes, 55% of 
the 21 million near-retirement households have less than $5,000 in savings, 
and at the same time that the average American man and woman is living 
longer. 

Furthermore, 75% of the remaining near-term households only have a DC 
plan as their retirement vehicle. Regrettably, only 11.7% of the near-
retirement households are currently participating in a defined benefit 
plan.  In the 1980s, nearly 46% of American workers participated in a DB 
structure.  The retirement security afforded by DB plans allowed the masses 
to actually "live comfortably after they retire".  Unfortunately, with the 
retirement risk having been shifted from the employer to the employee, the 
likelihood of a comfortable retirement has been severely and negatively 
impacted.” 

The potential negative economic impact on these retirees is fairly obvious, 
but the impact on the communities in which they live has not been discussed 
or analyzed enough. How will your community or state fare in the next 
decades? 

Final Thoughts 

We believe any asset / liability consultant worth their salt needs to be 
proactive in their recommendations and actions, and not wait for direction 
from their clients.  By continually providing our views on a variety of 
retirement and economic issues through our Fireside Chats, speaking 
engagements and social media, including the KCS blog, we believe that 
we’re providing our clients with valuable education.  At the very least, we 
are providing them with a means to evaluate our track record. Keep 
checking our blog for updates on timely topcs and don’t hesitate to 
recommend a topic to us – we’re here to help! 

“The potential negative 
economic impact on 
these retirees is fairly 

obvious, but the impact 
on the communities in 
which they live has not 

been discussed or 
analyzed enough.  

How will your 
community or state 

fare in the next 
decades?” 
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