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Benefits Magazine asked for another actuary’s perspective on liability-driven 
investing (LDI) as described by Gordon Latter in this issue. The author agrees  
with LDI proponents in some areas, but disagrees that LDI is an appropriate  

strategy for multiemployer defined benefit plans.

Liability-Driven 
Investments— 

A Multiemployer 
Perspective

by  |  Stanley I. Goldfarb

I
n general, a defined benefit pension plan is presumed to be im-
mortal. Everything we do as trustees, fund professionals and plan 
participants generally looks beyond the current year and well into 
the future. As a fund actuary, I perform valuations that look out 20, 
30, 40 years or more into the future and need to make assumptions 

about what the pension world will look like over time. As such, I per-
form a valuation assuming that the plan will be ongoing. 

Once in a while, however, we need to make a settlement valuation, 
where we need to determine how much it would cost to settle the fund’s 
liabilities now. For such a valuation, our most important consideration 
is current interest rates. We are not thinking about long-term fund-
ing, but settling current liabilities. In my opinion, this difference in the 
purpose of the valuation—long-term funding versus short-term settle-
ment—has led to misunderstandings about the possible role of liabil-
ity-driven investing (LDI) in the funding of a multiemployer defined 
benefit plan.
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LDI Defined
LDI is a style of investing whereby 

investments are selected such that their 
value will move in the same direction as 
the liabilities. In a defined benefit pen-
sion plan, the liabilities are the long-
term obligation to pay pensions as they 
become due. LDI proponents’ funda-
mental premise is that these liabilities 
move inversely to interest rates—i.e., as 
interest rates go down, the liabilities go 
up, and as interest rates go up, liabilities 
go down. Long-term bonds do exactly 
the same thing. Therefore, a proponent 
of LDI for a pension plan would argue 
that long-term bonds perform like the li-
abilities and should be a significant com-
ponent of a plan’s asset allocation. This 
premise is exactly correct if we are doing 
a settlement valuation. An example of 
such a settlement would be a plan ter-
mination. If we are expecting a termina-
tion in a very few years, and the plan is 
currently well-funded, than a substantial 
LDI allocation would be very sensible.

Areas of Agreement  
With LDI Proponents

I agree that interest rates have fallen 
steadily and sharply over the last 30 
years. This drop is quite visible in bank 

CD rates, bond yields, money market 
rates, government bond yields and else-
where.

I agree that it would have been a good 
strategy to invest in very long bonds 
when interest rates were high. As inter-
est rates came down, the value of the in-
vestment would have grown sharply.

I agree that current yields are below 
7.5%.

I agree that there has been an in-
crease in interest in LDI for pension 
plan sponsors. I also agree that this in-
terest is appropriate for corporate plans 
for several reasons. Both the account-
ing rules and the funding rules require 
those plans to “mark to market” each 
year based on current market interest 
rates, irrespective of how those funds 
are actually invested. Also, a company’s 
pension plan is not its core business; it 
is a benefit for its employees. As such, 
to facilitate corporate planning, the 
cost of this benefit should be fairly 
stable over time. Sharp fluctuations in 
cost, either up or down, are not desir-
able. And since, over time, this cost is 
typically less than 10% of compensa-
tion costs, even though an LDI strategy 
could be more expensive than some 
other strategies, the advantage of stabil-
ity overcomes the disadvantage of pos-
sible extra long-term cost. 

Areas of Disagreement
I do not think LDI strategies have 

grown in popularity among U.S. mul-
tiemployer plans. I acknowledge that I 
do not know about every multiemploy-
er plan in the United States. However, 
I do know about the roughly 80 multi-
employer plans represented by my firm. 
As of this writing, not one has adopted 
a formal LDI strategy.

I strongly disagree that a mismatch 
between assets and liabilities has been 
a bigger problem for multiemployer 
plans than inferior investment perfor-
mance or reduced hours (or employer 
bankruptcies).

I strongly disagree that yields need to 
return to 7.5% in order to justify a 7.5% 
interest assumption. If the plan is in-
vested 100% in long bonds, then a 7.5% 
interest assumption is only supported 
by yields around that level. By law, the 
interest assumption needs to reflect the 
actuary’s best estimate of the assets the 
fund actually has or will have. The actu-
ary cannot set the interest assumption 
until the asset allocation is known.

And, most importantly and funda-
mentally, I strongly disagree that for a 
multiemployer pension plan, a move in 
interest rates immediately causes a di-
rect move in ongoing funding liabilities 
in the opposite direction. 

The Interest Assumption
As the enrolled actuary for a multi-

employer pension plan, I am required 
to certify that each assumption I use 
in the valuation of the plan represents 
my best estimate. The most important 
assumption, and the one with the big-
gest impact, by far, on the results, is 
the interest assumption. As mentioned 
before, how I select this assumption is 
based on how the assets are expected 

takeaways >>
•   Differences in the purpose of a multiemployer pension fund valuation—long-term funding 

versus short-term settlement—have led to misunderstandings about the possible role of 
liability-driven investing.

•   The interest in LDI for corporate plans is appropriate.

•   An actuary selects an interest rate assumption based on how the assets are expected to be 
invested over the life of the fund.

•   For a multiemployer plan, long-term cost and stability of cost are extremely important.

•   Before changing a long-term rate-of-return assumption, an actuary should consider and 
analyze the change carefully.
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to be invested over the life of the fund and the expected 
returns of each of those investments.

In general, a multiemployer pension plan accumulates as-
sets in order to pay benefits as they come due. Over time, 
contribution income plus investment earnings need to be 
large enough to cover all the pensions payable, plus the costs 
of administering the plan. Unlike a corporate plan, a mul-
tiemployer plan is the entire business of the plan, not some 
ancillary aspect. As such, long-term cost is extremely impor-
tant, as is stability of cost. An employer and the employee 
group negotiate a contribution rate, and then the plan, with 
the help of the actuary, figures out what benefit that contri-
bution can support.

Obviously, the employers want to stay competitive and to 
contribute as little as possible, and the plan participants want 
as large a benefit as possible. So the fund retains an invest-
ment consultant and an actuary, and an investment policy is 
established and implemented. The policy will usually have 
a component of the allocation in fixed income investments, 
currently between 15% and 30% for most funds. Therefore, 
when interest rates move up or down, the market value of 
the fixed income component of the allocation will reflect this 
move. However, the actuary’s assumed long-term rate of re-
turn will not necessarily change (although it could). There-
fore, if the assumption does not change, then the liabilities 
will not change. The liabilities only change when the actuary 
changes the long-term rate of return assumption.

When would I change my long-term rate of return as-
sumption? I would change my assumption when something 
happens to change my long-term view. For example, if a plan 
went from a 15% allocation to fixed income to a 50% allo-
cation, I would probably sharply lower my assumption, by 
perhaps 1% or 2%. The impact of such a change could be the 
creation of withdrawal liability where none currently exists, 
movement from the green zone to the red zone, or some oth-
er negative outcome. Thus, such a change should be carefully 
considered and analyzed before taking action.

Our company has enlisted the help of the investment 
consulting community to develop a tool to help us analyze 
such changes in allocation and to help us set the long-term 
assumption. This year’s version, which can be found on our 
website, incorporates capital market assumptions from 19 
different leading investment consultants to the multiem-
ployer community. We use this information to help us set the 
long-term assumption.

Conclusion
As long as interest rates remain at or near the current 

low levels, it is both unlikely and inappropriate to allocate 
a meaningful portion of a multiemployer plan’s assets to an 
LDI strategy. The liabilities do not change as interest rates 
change; they only change when the actuary’s long-term view 
changes. These conclusions may be different for an extremely 
well-funded plan, or when interest rates return to more typical 
levels.  
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Education
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February 17-19. Lake Buena Vista (Orlando), Florida
Visit www.ifebp.org/trusteesadministrators for more  
information.
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2014 Pension Answer Book
Stephen J. Krass. Aspen Publishers. 2014.
Visit www.ifebp.org/books.asp?8982 for more details.
Trustee Handbook: A Guide to Labor-Management  
Employee Benefit Plans, Seventh Edition
Claude L. Kordus, editor. International Foundation. 2012.
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