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Question:  What should be the basis for determining the discount rate used for discounting projected pension benefits to their present value for accounting purposes?  Why? 

Answer:

5 b.  Pension liabilities should always be valued at the risk-free Treasury STRIPS yield curve rates for numerous reasons and benefits:

· Only a zero-coupon bond has a certain future value and can be used as a discount rate(s). This is well documented by defeasance strategies, pre-fundings of municipal bonds, Lotteries, FAS 87 and FAS 158. The only zero-coupon yield curve that you can buy is the Treasury STRIPS yield curve.  All others are hypothetical and cannot be purchased (i.e. financial creations). Agency zeroes exist but not as a yield curve from one issuer plus they have some credit risk (i.e. FNMA, FHLMC, FICO, REFCO, TVA, etc.).
· Each liability payment should be priced to calculate its present value.  Accordingly, you need a yield curve of discount rates that can match the cash flow or benefit payment schedule.  Only the Treasury STRIPS YC offers rates monthly or quarterly out 30 years.

· The ROA (long-term investment yield) is a forecast of asset returns …a very bad forecast. The ROA never predicts negative returns and merges all asset classes into one return assumption.  Since it is not a yield curve, it has nothing to do with the behavior of liabilities. By definition, using the ROA as the discount rate creates a flat and static yield curve that is updated infrequently (annually). This is in sharp contrast to the true behavior of interest rates and liabilities. In reality, yield curves are dynamic shapes that are forever changing (inverse, positive sloping, etc.) which would affect the present values of liabilities and funded ratios.
· The ROA usually is a higher discount rate than risk-free Treasury STRIPS. This not only undervalues the present value of liabilities but overvalues the Funded Ratio and causes an unwarranted reduction in contributions which damages the future solvency of the plan.
· The ROA has become the hurdle or target rates for public pension assets. This causes asset allocation models to be heavily skewed to non-bonds and be quite static. Moreover, it tends to persuade asset allocation into more risky investments to meet the ROA target.  As a result, in the late 1990s when most pension plans had surpluses they did not change their asset allocation to bonds matched to liabilities because it would not validate or match the ROA.  Had they switched their asset allocation to bonds matched to liabilities then they would have secured their surplus position. This static asset allocation led to the disastrous decade of the 2000s.  Amazingly, State Lotteries mandate that all assets be in zero-coupon bonds matched to their liabilities.  We never hear of a problem with State Lotteries.
· The Funded Ratio (market value of assets/MV of liabilities) should be the focus of asset allocation.  A surplus should have a different asset allocation than a deficit. Until pensions mark to market both assets and liabilities in a frequent and accurate manner the true economic Funded Ratio will not be known.  This should be the true objective of the asset side is to enhance the economic Funded Ratio and reduce contribution costs.  Isn’t it amazing how many public plans show a fully funded or near fully funded plan while contributions have increased dramatically in this decade (see New York City Employees).  How could you be fully funded and have your costs go up significantly every year? Pensions are misled about their true economic conditions and unfortunately behave accordingly.  If you are told that you are fully funded you may decide to increase benefits or decrease contributions at a time you cannot afford to do so.  This is a common malady facing most public pension funds. 

· The Society of Actuaries 2004 research (Principle Underlying Asset/Liability Management) explained that until pensions create a set of economic books (market value) asset management cannot achieve its financial objective of funding liabilities.

· I testified before the ERISA Committee twice.  I urged that the pension accounting rules should state clearly …that the discount rates must be real rates such that you must prove that you can buy the discount rates used so the pension plan has the knowledge and ability to defease liabilities at those rates (and cost) if they so desire. Rates that are not purchasable are financial creations or lies which distort the true economic reality of the plan’s liabilities and Funded Ratio.  An overvalued Funded Ratio due to a much higher discount rate than the true economic reality leads to erroneous asset allocation, benefit and contribution decisions. This is the pension crisis of today.
· The borrowing rate of an employer should never be used as a discount rate for many obvious reasons.  First, it creates a bias towards lower credits.  The higher the yield the lower the present value suggesting that the same liability payment schedule for one borrower is worth less than another. Second, there are usually no zero-coupon bonds for most issuers.  Third, there would never be enough supply of zeroes for the pension to buy if it wanted to match liabilities.  Fourth, it would not be operating at arm’s length if a pension bought heavily the bonds of the plan sponsor.  Usually, investment policies prohibit such transactions or limit them to 5% of assets.
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