
obligation (PBO) for liabilities, each of
which may be computed using a rate that
is a function of expected return on assets
( ROA) or mark e t - related rates such as those
indicated by the term stru c t u re of a bond
yield curve. The computation of funded
ratios may be based on market values of
assets or may utilize “s m o o t h e d” va l u e s .
The combination of ABO or PBO with
ROA rates or yield curve rates and with
m a rket or “s m o o t h e d” asset values pro d u c e s
no less than eight alternative ways of pre-
senting funded ratios. The use of non-eco-
nomic values for assets and liabilities
p resents a distorted picture of the real state
of funding and benefit security. Pe n s i o n
plans of airlines, steel companies and other
industries have published misleading fund-
ing status re p o rts based on non-economic
values of assets and liabilities; these re p o rt e d
funding ratios turned out to be signific a n t l y
overstated when the pension plans we re
terminated and the assets and liabilities
t r a n s f e r red to the Pension Be n e fit Gu a r a n t y
Corporation (PBGC). A pension plan that
re p o rts a 100% funded ratio based on
smoothed asset values and liabilities com-
puted with a discount rate related to
expected ROA, may in fact have a signifi-
cantly lower funded ratio on a true eco-
nomic basis of market values of assets and
liabilities; re s e a rch studies performed by
New Yo rk-based asset management fir m
Ryan ALM have established that if a hypo-
thetical pension fund with a standard
assumed liability distribution had a 100%
m a rket value funded ratio as of Ja n u a ry 1,
2000, and if no changes we re made to
assets or liabilities over the next five ye a r s ,
with assets invested in an index port f o l i o
of 65% equities and 35% fixed income and
cash, the market value funded ratio would
h a ve declined to 53% by December 31,
2004. Other re s e a rch at Ryan ALM dis-
closes that five - year averaging of smoothed
asset values resulted in an overstatement of

The early years of this decade 
witnessed a “p e rfect storm” for pen-
sion funds as equity markets col-

lapsed and interest rates fell, resulting in
substantial increases in pension liabilities
and substantial decreases in pension assets.
Much of the damage was not immediately
evident due to the common practices for
accounting and funding purposes of dis-
counting liabilities at unrealistically high
i n t e rest rates and the smoothing of asset
values rather than recognizing market va l-
ues. While such practices are permissible
under accounting and funding rules, they
a re inappropriate for asset-liability man-
agement purposes. Efficient asset man-
agement re q u i res detailed knowledge of
the true economic values of both assets and
liabilities. Asset managers who only seek
re l a t i ve performance against an asset
b e n c h m a rk are failing to re c o g n i ze the sig-
n i ficance of liabilities and the need to man-
age assets and liabilities in an integrated
m a n n e r. An asset manager achieving
i n vestment returns that equal a benchmark
index, such as the St a n d a rd and Po o r s’ 500
stock index, will be negligent if the liabil-
ities grow at a greater rate than the assets.
This would result in a weakened degree of
economic benefit security for part i c i p a n t s ,
as measured by a funded ratio, computed
as the ratio of market value of assets to
market value of liabilities. Unfortunately,
most published pension plans’ funded
ratios are not based on true economic va l-
ues, but on overstated “s m o o t h e d” asset
values, typically averaged over five ye a r s ,
and on understated liability values that are
d e r i ved from applying non-economic dis-
count rates to liability cash flows where
the rates are significantly above true eco-
nomic market values of interest rates.

T h e re are many ways to compute
funded ratios; for example, a funded ratio
may be based on the accumulated benefit
obligation (ABO) or the projected benefit
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asset values by 29% as of December 31,
2004 and the use of an ROA rate of 8% to
value liabilities resulted in an understate-
ment of liabilities compared to market va l-
ues of 35% and that using the discount
rates specified in the Pension Equity Act of
2004 understated liabilities by 15%.

T h e re is a change sweeping over pen-
sion fund investment management as asset
managers re a l i ze the problems associated
with investment strategies that focus exc l u-
s i vely on performance re l a t i ve to an asset
b e n c h m a rk. Managers now embrace the
concept of Liability Dr i ven In ve s t m e n t
(LDI) Strategies. LDI establishes a closer
match of assets and liabilities. LDI re d u c e s
volatility in the pro g ress of funded ratios
f rom year to year as measured on a mar-
ket value basis, avoids the risk of substan-
tial deterioration in funding status and
a voids supplemental funding to re d re s s
d e ficits caused by mismatches of assets and
liabilities. A major feature of LDI strate-
gies is the use of a specially constru c t e d
liability benchmark that describes the pre-
cise nature of liabilities based on the pro-
jected cash flows for future benefit
payments. This liability benchmark is con-
s t ructed using market discount rates; ide-
ally this would be the series of risk-fre e
rates re p resented by a ze ro-coupon tre a s-
u ry yield curve. The benchmark is re va l-
ued continuously to re flect changes in
liability cash flows and market intere s t
rates. LDI strategies then invo l ve the con-
s t ruction and active management of a port-
folio of securities that will match or
outperform the liability benchmark. 


