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Sir, Long, long ago, in the
mists of pre-history when
mankind had just discovered
tools and uses for stone, and
final salary occupational pen-
sion schemes were still afford-
able, an innovator realised the
potential of the wheel.

As a first cut, he hammered
out one which was square in
profile. It didn’t work very
well. So he gathered around
the brightest of minds, the
thought leaders and experts,
the accountants, actuaries and
regulators.

The problem was obvious to
all; it was the corners on the
wheel causing the problem.
That is how we came to have
the triangular wheel with
which we are all familiar, and
final salary occupational
schemes are almost extinct.
The obvious question here: is
this Darwinian or Malarcky? 

The processes of evolution

and adaptation to the envi-
ronment were slow, in no
small part due to the discom-
fort and inefficiency of the
widespread use of the triangu-
lar wheel. Mankind’s natural
curiosity was, however,
unabated. There were many
strange phenomena he could
observe but not understand;
the more gilts you buy the
poorer you become, the deep-
er the black hole.

Shamanic rituals came to
the fore in this period and
enabled man to sleep soundly
secure in the one true faith;
financial economics and
investment banking became
esteemed, even Nobel, profes-
sions. Unfortunately what
became of the fatted calf and
whole hog that were necessary
for a shamanic “hole solution”
ceremony remains only for the
initiated.

The success of the shamanic

cults, their wealth and influ-
ence, was noted and envied by
the established professions.
Adoption of the trappings 
was an obvious strategy;
patent and copyright were
still far in the future. Strange
new words and incantations
entered the language; interest
rates, swaps, financial engi-
neering and risk based regula-
tion to name but a few;

and ever more cows and 
pigs disappeared into now-
compulsory rituals supervised
by the initiated.

A descendant of our first
man, Innovatorsson by name,
had a revolutionary idea: the
wheel should be round; travel,
trade and commerce would all
improve. The shamanic hordes
smiled indulgently and chant-
ed in unison. “Don’t be ridicu-

lous; to knock off all the cor-
ners will take forever. There
are infinitely many of them.”

Innovatorsson, though con-
fused, thought he could see
their logic and trudged off to
grind some more corn for his
grand-parent’s supper.Though,
first he had to bring in the
cow and feed the pigs.

Innovatorsson did once
wonder, during a long cold
night in winter, if storage of
corn from the good times
might provide for his own
dotage, but that reverie was
broken by a rat scurrying
across the hard-earth floor,
and the pigs needed to be fed
again.

There are, perhaps, lessons
from this history...

Con Keating 
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Sir, Pension legislation is 
making its way through the 
US Congress, but Americans
should not be lulled into a false
sense of security about their
financial future. The proposals
will further threaten the retire-
ment security of millions of
American workers.
That’s because a seemingly

irreversible trend of employers
freezing or terminating defined
benefit (DB) pension plans will
accelerate under these propos-
als.The proposals increase fund-
ing requirements, but offer no
incentives or benefits to employ-
ers who maintain DB plans.
Merely increasing employers’
costs will worsen the situation.
The solution lies in changes

that will promote the long-term
health of the pension system.
The tax benefits of these plans
are great, but no greater than
for defined contribution (DC)
plans. But DB plans pose greater
risk for corporations, so it is not
surprising that plan sponsors
are moving toward DC plans.
Continuing the trend away

from DB plans and toward DC
plans will increase the long-term
cost of retirement plans because
more money is needed in DC
plans to deliver the same level of
benefits, due to early distribution
leakage, lower investment
returns,and no longevity pooling.
Current reform proposals can

be improved: First, provide a tax
credit for sponsors who main-
tain DB and DC plans of a mini-
mum level. This gives corpora-
tions an incentive to take on the
risk of a traditional pension plan.
Second, exempt from taxation a
portion of the benefit payable as
an annuity from a pension plan.
Third, allow benefit distribu-

tions from a DB plan that has a
significant surplus of assets to
be used for health and other
benefit purposes for covered
participants. This will mitigate
the reluctance of many corpo-
rate executives to fund more
than minimum amounts.
Retirement security is best

attained through a diversity of
financial assets. DB plans pro-
vide a secure, stable income,and
reinvigorating these plans with
the aforementioned suggestions
would help assure millions of
Americans’ financial security,
restore financial stability to the
PBGC, and relieve pressure on
the social security system.
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Sir, Virtually every day seems
to bring a new liability driven
investment product to the mar-
ket. Investment managers are
launching an increasing range of
pooled LDI products to Euro-
based investors that can provide
superior liability-matching quali-
ties and hence risk-reduction
properties compared to tradi-
tional fixed income assets. Such
products can offer an attractive
route to reducing the volatility
of funding levels calculated on
bond-related bases. Irish pen-
sion schemes are beginning to
see the benefits of being part of
the common currency as such
products, particularly pooled
offerings, can meet many of
their needs for liability match-
ing.
It is worth considering how

this latest innovation might be
received in Ireland, compared
with other European markets.
Generally speaking, Irish defined

benefit pension funds have pre-
ferred to pursue investment
strategies with high equity con-
tent. The average balanced fund
presently contains 75-80% equi-
ties. Such strategies, although
common in Ireland, are unusual
in a wider Eurozone context.
There are some important

implications for this. First, the
present high equity weighting of
most Irish pension schemes
means interest rate risk repre-
sents a much smaller propor-
tion of total risk compared with
schemes in continental Europe
where equities typically play a
smaller part in investment strat-
egy. To get the most out of an
LDI strategy such schemes
would need to undertake a sig-
nificant shift in their strategic
asset allocation away from equi-
ties. Moving 20% of a scheme’s
assets from long-dated bonds to
a duration matching LDI prod-
uct will have only a marginal

effect on total risk if the other
80% remains invested in equi-
ties.
The second issue Irish

schemes in particular need to
address when evaluating the
merits of LDI strategies is the
basis risk.This applies to strate-
gies that try to hedge out infla-
tion risk, perhaps through infla-
tion swaps. Although prices
across much of the European
Union are now expressed in a
common currency this does not
mean that price movements are
perfectly correlated across the
region. Trying to match a pen-
sion liability indexed to Irish
consumer prices with an asset
index linked to Eurozone con-
sumer prices will not provide an
ideal match. This basis risk is
even greater for benefits that
might be accruing in line with
salary levels in Ireland.
Third, from the perspective of

investment managers, introduc-

ing the benefits of LDI products
to Irish schemes will present dif-
ferent challenges compared with
other European markets. In
order to get the most benefit
from closer liability matching,
Irish pension schemes are more
likely to need to make significant
changes to their asset alloca-

tion, with an adverse implication
for sponsor contributions.
Managers would do well to bear
this in mind when bringing LDI
products to the Irish market.
Recent innovation in liability

matching asset classes and their
increasing accessibility for Irish
pension schemes is a welcome
development. However, to make
effective use of such opportuni-
ties Irish pension schemes typi-
cally have further to travel, in
terms of modifying their present
investment strategies, compared
with other Eurozone pension
plans. This is likely to present
challenges for all parties, but in
the interests of better risk man-
agement it is a challenge worth
confronting.
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Sir, International Financial
Reporting Standards (IFRS)
continue to impact companies’
relationships with their employ-
ee benefit plans. This article
looks at some recent examples
in the UK and Kazakhstan.
The recent changes to IAS19

encourage companies to recog-
nise the true funding position of
their employee benefit plans on
their balance sheets immediate-
ly, but gives the option to con-
tinue using the current “corri-
dor approach”, where only
cumulative gains and losses
exceeding 10% of the value of
the plan need to be recognised.

The UK standard (FRS17)
requires recognition of gains
and losses in the period they
occur. Some UK companies,
therefore, are adopting IAS19 in
order to give them the ability to
defer balance sheet recognition
of their pension scheme deficits.
One example is the UK sub-

sidiary of an overseas company,
which pays an annual dividend
to its parent at the maximum
permitted level. They recog-
nised that recognising the pen-
sion scheme deficit on the bal-
ance sheet would significantly
reduce the dividend that could
be paid. Therefore, they are

adopting IFRS this year with the
corridor approach. Adoption
requires the calculation of the
amount of deficit which would
be recognised on the balance
sheet had IAS19 been adopted
at the date the company com-
menced the plan. The fact that
this date is more than 30 years
ago is causing some headaches.
IAS19 is also having an effect

on newer developing economies,
particularly in the former Soviet
Union. Here, companies raising
capital on the international
markets have to adopt IFRS.
They are finding that in financial
terms, their employee benefit

arrangements are much larger
than they previously thought.
Another example is a large

industrial concern in Kazakhstan.
Under the Soviet system, the
company ran the town; they pro-
vided housing, schools and health
care.Today they still run the hos-
pital where employees and for-
mer employees of the company
are treated for free or at heavily
subsidised rates. Under IAS19,
they are providing post-retire-
ment medical benefits.Therefore,
they have to calculate a balance
sheet reserve.
Collecting adequate data to

place a realistic value on the lia-

bility is difficult. Records of for-
mer employees are not com-
plete because, until now, there
was no need to keep such
details. Then, our calculations
revealed that the size of the lia-
bility was much higher than
expected. As a result, the com-
pany is reviewing the way in
which the benefits are provided:
we expect them to make changes
to reduce the liabilities involved,
and in particular to reduce the
risk of future increases in cost.
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