
 

 

 
 
 
 
 
 
 
 
 
 

 
 
 
 

 
 
 
 
 

 
     

As the holiday season winds down and the decorations are packed away, 
we begin our return to our daily work and family life routines.  New 
Year’s resolutions may be broken within a short period of time, but it is 
always a good practice to think about steps to improve our individual 
lives and to create a strategy to accomplish those goals. 

As we move into 2013, another class of Baby Boomers will reach 
retirement.  As discussed in a previous Fireside Chat, only about 16% of 
private sector employees have access to a defined benefit (DB) plan, 
and there are only about 38,000 DB plans in operation, down from 
nearly 114,000 as recently as 1985.  Furthermore, nearly 50% of private 
sector employees are being asked to bear the responsibility for building 
and managing their own retirement through a defined contribution type 
plan (DC).   
 
Regrettably, 16% participation in DB plans and less than 50% 
participation in DC plans doesn’t equal 100%.  As you can see, many 
employees don’t have access to either plan type or feel they cannot 
afford to participate.  Just as individuals assess their personal situations 
at this time of the year, is it time for employers around the country to 
do the same at the organizational level with respect to providing some 
type of retirement income for their valued employees? 
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Who Are We Fighting For? 
 
The sole purpose of a DB plan is to meet the pension liabilities that have 
been promised to employees based on a formula that involves wages 
(earnings), age and/or tenure.  This promise is pre-determined and not 
based on the performance of the underlying plan assets.  Somewhere 
along the way, we seem to have lost focus of this purpose.  Was this the 
result of accounting changes, short-term earnings support, or something 
else?  Let’s explore.  
  
 



 

 

Page 2 KCS Fireside Chat 

 
 
 
 
            
                   
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            
           
            
            
            
            
             
            
            
            
            
            
            
            
            
            
            
            
            
            
            
            

Fuzzy Math?	  
 
We believe that accounting rules and changes during the last couple of 
decades misled plan sponsors into believing that their plans were in 
better shape than reality.  We’ve seen benefits enhanced based on the 
erroneous funded ratio.  How?  GASB 25/27 allows for a 5 year 
smoothing of assets and the use of a high discount rate to value 
liabilities that is not representative of available rates in the “market”, 
and as a result, funded ratios are inflated.   
 
The Financial Accounting Standards Board (FASB) governs the 
accounting statements for corporations in America. As a result, such 
accounting rules play a key role in the report of earnings (income 
statement) and solvency (balance sheet). Since pensions tend to be the 
largest asset and the largest liability for most mature companies, they 
can significantly influence such financial statements. Companies and 
their stock prices are earnings-led and not liability-led. This is not a 
problem unless it leads to financial statement manipulation in a way 
that is unethical or immoral (i.e. WorldCom and Enron).  
 
Unfortunately, and certainly not intentionally, the history of FASB rules 
and their interpretation tended to distort earnings and liabilities as 
they applied to pension accounting.  These accounting rules altered the 
focus for plan sponsors from managing the liability to using the plan as 
a source of “earnings”.  Pension earnings were evident during the 
“go-go ‘90’s”, when most plans rode the tremendous equity “bubble” 
to oversized gains.  Firms such as Lucent Technologies were 
consistently supporting their earnings through pension “profits”, and in 
some cases, these earnings enhancements were most, if not all, of the 
earnings.  The decade of the 2000’s has certainly seen the ugly side of 
this activity. 
 
 
Change in the Air? 
 
“The significant problems we face cannot be solved at the same level 
of thinking we were at when we created them." - Albert Einstein 
(1879-1955) 
 
For many plan sponsors and consultants, the return on asset (ROA) 
assumption has become the Holy Grail.  Asset allocation decisions are 
primarily, if not solely, focused on this annual asset target.  We’ve 
seen a big push to reduce this forecasted return from high single-digits 
(and in some cases low double-digits) to something more moderate like 
7-8%, but despite this effort and recognition, the funded ratios 
continue to weaken and contribution costs escalate for many defined 
benefit plans.  Why?  Unfortunately, the ROA assumption (provided by a 
plan’s actuary) is disconnected from the plan’s liabilities, and on a 
short-term basis, the term structure of those liabilities.   
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Change in the Air? (con’t) 
 
We believe defined benefit plans should have a liability index that 
helps drive asset allocation, just as they have a total fund index to 
measure the success or failure of their assets.  This index should be a 
custom liability index (CLI) derived from the plan’s actuarial report 
that is a real-time measurement of the progress that the plan has 
achieved relative to the on-going liabilities.  Unfortunately, actuarial 
reports tend to be produced once a year and with a fairly significant 
reporting lag.  Much can change for assets relative to liabilities in that 
time frame.  A CLI enables the plan sponsor to be much more 
responsive to these movements. 
 
 
Wed to an LDI Strategy? 
 
Plans focused on liabilities would NOT be wed to an LDI strategy! Just 
because we suggest that a plan sponsor become aware of their plan’s 
liabilities doesn’t mean that we are recommending that the plan 
sponsor immediately transform the investment program to an LDI 
strategy.  There are many factors to consider, including the current 
level of interest rates, as to whether or not it makes sense to use an 
LDI strategy.   
 
Importantly, for most defined benefit plans, actuarially-based 
estimates of assets and liabilities suggest that plans are woefully 
underfunded at this time.  On a mark-to-market basis, the funding 
status is even worse.  Given these facts, how many firms or state 
agencies have the financial wherewithal to write a check to make up 
the shortfall?  Few, if any, plans could close the funding gap at this 
time, nor should they.  
 
That being said, there shouldn’t be a pension committee or board 
meeting review conducted without first being given an update as to the 
plan’s liabilities.  Unfortunately, without a custom liability index, this 
is not possible.  Most plan sponsors, their consultants and investment 
advisors use asset-based indexes to evaluate asset performance.  Why 
should it be different for liabilities?   
 
If the plan truly exists to meet a promised benefit, shouldn’t the asset 
allocation reflect how the fund is performing relative to that 
liability/benefit?  If this were a football game, the offense (assets) and 
defense (liabilities) would behave very differently (or should) 
depending on the score.  As we get to a fully funded status and 
beyond, the offense shouldn’t be a wide-open aerial attack trying to 
add incremental value.  The assets should be managed more 
conservatively.  Furthermore, if you didn’t know the score during the 
game, how could you adjust your approach as the situation changed?  
This is why we believe that every plan should have a custom liability 
index. 
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Start the Conversation 
 
KCS is focused on helping plan sponsors protect existing defined 
benefit plans and their participants’ benefits.  It is unlikely that the 
U.S. economy can withstand 77 million Baby Boomers retiring when 
most don’t or won’t have the financial wherewithal to do so.  Our 
current pension industry is in a state of disrepair and bordering on 
collapse, so action needs to be taken now. 
 
Without the proper training and tools, most individuals are neither 
equipped nor comfortable handling the responsibility to build and 
manage their retirement program.  Asking a 25 year-old to forgo 
immediate gratification for delayed preparedness is, in most cases, a 
futile exercise. We’d even guess that this is futile for most  
40-somethings, especially as they are entering an age where they 
are likely supporting the educational needs of their children and 
their aging parents.  It isn’t pretty! 
 
We’d like to have a conversation with plan sponsors on short and 
intermediate actions that can be taken to begin to mitigate these 
issues.  Unfortunately, there are no silver bullets available to 
immediately “fix” the problem, but we also cannot allow the 
current status to deteriorate further.  A further decline in funding 
ratios will only increase the likelihood that defined benefit plans are 
frozen and/or terminated.  Public pressure (from taxpayers) is 
mounting as contribution costs are becoming a greater burden on 
state and local budgets.  Let’s try to control these costs before they 
create unimaginable damage. 
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