
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 

 
 
 
     

Could it be that inflation is as hard to find these days as either the Loch Ness 
monster or Big Foot?  Weren’t we warned that QE1, QE2, QE3, QE forever … 
and no, these aren’t new additions to the Cunard Cruise Line’s fleet … were 
going to create hyperinflation? 
 
With these dire warnings came an understandable reaction by plan sponsors, 
pension consultants and money managers to “suggest” that fixed income 
exposures, especially bonds issued by the U.S. Treasury, needed to be 
reviewed, reduced, eliminated, and perhaps buried.  However, it appears 
that perhaps these suggestions were premature. 
 
More importantly, we would suggest that the movement to review, reduce, 
or eliminate a plan’s fixed income exposure is adding more risk to that plan – 
NOT LESS!  Why?  Members of the KCS team have participated in a number 
of conferences so far in 2013, and there remains a singular focus on the 
Return on Assets (ROA) assumption among the retirement industry 
professionals as the appropriate performance target for pension plan 
funding.  If that were the true bogey, we’d probably agree that fixed income 
exposures should be reduced. However, as we’ve mentioned in previous 
Fireside Chats, we disagree with this line of thinking.   
 

Changing the Focus 
 
We believe that the main focus for a pension plan should be the liabilities 
related to promises made to plan participants and the growth of those 
liabilities which can be measured.  The asset that correlates most to 
liabilities is, of course, fixed income.  By eliminating or reducing a plan’s 
fixed income exposure, a greater mismatch between the assets and 
liabilities is created, ensuring greater volatility in both the funded ratio and 
contribution costs.   
 
Furthermore, even if the ROA were the appropriate bogey or target, most of 
the recent conversation on forecasted asset class returns in the near-term is 
related to “how are we going to hit the 8% target”?  The fear is that in the 
short- to intermediate-term, most asset classes will likely not generate 
enough return to meet this difficult hurdle.  Recent presentations have been 
sprinkled with guesses, wishy-washy forecasts of “expected” returns and 
caveats.  Prayers were even suggested at one conference!  All in the hope of 
putting together a combination of asset classes and products that just might 
achieve the Holy Grail 8% ROA net of expenses.  But why should an entire 
industry jump through these forecasting hoops…shouldn’t the forecasting be 
left to weather professionals, especially given their rate of “success”? 
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Changing the Focus (con’t) 
 
Instead of relying on forecasts, assumptions and prayers, we’ve suggested 
creating a Beta portfolio that matches fixed income instruments with the 
plan’s short-to intermediate-term benefit payments (liabilities).  This strategy 
more appropriately aligns the assets with the liabilities, while improving 
liquidity management.  However, many sponsors are concerned about using 
fixed income in this low interest rate environment.  As the below chart 
highlights, 10-year U.S. Treasuries are only about 40 basis points from their 
all-time low yield. 
 

 

 “…we’ve suggested 
creating a Beta 

portfolio that matches 
fixed income 
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There is great concern that a liability-driven investment (LDI) program will 
bring more harm than good, given the current rates.  We are sensitive to these 
concerns, and as such, we aren’t espousing a long duration fixed income 
program.   We do appreciate the fact that an LDI strategy with a 12-year 
average duration could see tremendous principal loss, even with just a 100 
basis points backup in rates. As such, we are stressing the use of short-
duration U.S. Treasury STRIPS to immunize the short- to intermediate-term 
benefit payments.  This strategy will improve a fund’s liquidity profile, and 
should stabilize both the funded ratio and contribution costs. 
 
How likely are interest rates to back up in the near-term? Importantly, we 
don’t see inflation in the immediate future, which is the biggest negative 
factor for bonds.  Why?  We believe that the U.S. employment picture is 
extremely weak (see the chart below which highlights the U.S. labor 
participation rate), and without an appreciable pick up in employment, 
aggregate demand will remain weak. According to the Federal Reserve, there 
appears to be a nearly $1 trillion gap between the demand for goods and  
 

 
 
services and what the U.S. economy is capable of producing. In addition, 
global growth is declining in many of the developed countries and regions, 
including Europe, Japan, China, the U.S. and Australia.   

“Importantly, we don’t 
see inflation in the 
immediate future, 

which is the biggest 
negative factor for 

bonds.” 
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As the chart above highlights, our current environment remains far from 
full employment.  U6 is a measure of the unemployed, marginally 
attached and employed part-timers for economic reasons.  This measure 
remains substantially above pre-recession levels.  

Inflation, Unemployment and their Origins 

What is inflation?  Is it a pay rise for workers?  Might it be an increase in 
the price of a good or service?  Does it occur as a result of the 
devaluation of a country’s currency?  Finally, is it brought on by an 
increase in taxes that causes a firm to increases prices to cover the 
additional cost(s)?  Each of these examples involves an increase in 
price.  However, Bill Mitchell, an Australian professor of Economics and a 
proponent of Modern Monetary Theory (MMT), would suggest that “each 
example would constitute what we would call a necessary condition for 
an inflationary episode.  But none of these examples represent a 
sufficient condition.”  A price rise alone is not an inflationary 
episode.  One would have to see continuous price increases of a 
significant level to constitute inflation.  So, a price rise can become 
inflationary if it is repeating, but a one-off occurrence is not 
inflationary. 

Under Pressure 

There are two types of inflationary pressures that can arise in an 
economy.  One pressure, demand-pull, can be created when nominal 
demand (spending) growth outstrips the real capacity of the economy to 
react to it with output responses.  The other type is cost-push inflation, 
which occurs when the cost of production (supply shock) increases and 
prices rise as a result.  Given that commodity prices have been stable to 
falling in the most recent past, it doesn’t appear that we have cost-push 
inflation shocks to worry about at this time. 

Both forms of inflation can be understood within a framework where 
different demands on real GDP and national income struggle to assert 
their aspirations.  Inflation is a conflict within capitalist economies 
between workers trying to maintain and / or achieve a higher real wage 
and firms trying to maintain and / or expand their profit margins.  The 
relationship between workers and capital (firm) has historically been 
managed by the government. But policy decisions can support one 
constituent over another from time-to-time.  Where do you think that 
bias is today? 
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Full Speed Ahead…When? 
 
What is full employment?  The definition has changed through the years.  
In fact, prior to the Keynesian era, full employment was defined as the 
intersection between labor demand and labor supply and any 
unemployment was voluntary.  However, Keynes’ concept of full 
employment was rethought, and the new definition changed to providing 
enough jobs to match the work preferences of the available labor force. 
 
In the 1950’s, the Phillips Curve, named after New Zealand economist Bill 
Phillips, “discovered” what was considered a reliable, inverse relationship 
between inflation and unemployment.  The idea behind the Phillips Curve 
was a belief that the free markets would deliver optimal outcomes with 
respect to the natural rate of unemployment.  Unfortunately, capitalist 
economies are rarely at full employment and these economies typically 
operate with spare capacity, which is clearly our current state. 
 
Interestingly, recent studies have concluded that wage inflation is most 
influenced by “underemployed” workers and not those currently in full-
time positions.  Given the current measure of U6, and the very large 
percentage of underemployed workers, wage inflation is likely to remain 
muted.  Without supply shocks or significant wage pressures, inflation 
appears to be in a dormant state at this time.  Furthermore, the banking 
industry’s reluctance to lend at their previous level is thwarting the U.S. 
Federal Reserve’s efforts to keep interest rates low for the purpose of 
stimulating aggregate demand. 
 
Plan sponsors may want to take a closer look at our approach to asset 
allocation.  Bond exposures can be reconfigured to immunize short- to 
intermediate-term benefit payments, as this strategy will help to stabilize 
both funded ratios and contribution costs.  The balance of the portfolio 
can be invested in asset classes that will eventually benefit from an 
improving employment picture, a pick-up in aggregate demand and 
eventually stronger economic activity.  When that happens is anyone’s 
guess, but in the meantime, the plan’s short-term benefit needs have the 
potential to be met. 
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