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  NEW YORK (Dow Jones)--Pensions are to the government bond market in 2005, what
mortgages were three years ago: a powerful, latent force that has the potential
to set off a vicious cycle of buying in the Treasury market, sending long-dated
yields lower. At least that's what some are speculating. 
  
Just as mortgage investors were forced to buy long-dated securities such as
Treasurys to protect their holdings against interest-rate risk in 2002, chronic
underfunding of the nation's private pension funds, due in large part to falling
long Treasury yields, is likely to result in large purchases of government
securities. 
  
There are plenty of reasons why long-dated yields have fallen this year.
Federal Reserve Chairman Alan Greenspan listed most of them earlier this week
including pension fund demand, which he said only represented "a small part of a
complete equation." 
  
That may be true, but for bond investors who have an appetite for speculative
ventures, chronically underfunded pension fund schemes, coupled with the
government's recent takeover of United Airlines' retirement plans, smells like a
buying opportunity in long-dated Treasurys, even at today's historically low
levels. 
  
"There clearly is a front running element to it," said Dominic Konstam, head
of interest rate strategy at CSFB in New York, speaking about the recent spate
of buying in the 30-year bond, which notably outperformed shorter-dated
securities on Tuesday. 
  
That's because the Pension Benefit Guaranty Corporation, the government agency
responsible for insuring private pension schemes, tends to favor bonds - read
Treasurys - to equities when it invests. The PBGC has said it only earmarks 15%
to 25% for stocks. 
  
Analysts expect the agency to buy roughly $3 billion in Treasurys once it
takes control of the United Airlines pension funds. With a pension crisis
brewing, front-runners, or those speculators who attempt to execute a trade
before a specific event or trend takes hold of the market, are betting the PBGC
will invest a lot more in Treasurys in the months and years ahead as other
companies hand off their burdensome pension plans to the government. 
 
       
Global Buying Frenzy 
 
  The PBGC, though at the forefront of traders minds in light of Tuesday's
Congressional testimony by the agency's executive director, Bradley Belt, isn't
the only actor in the bond market's pension play. Enacted and pending pension
reform in aging Europe has whipped up a global appetite for longer-dated
securities, so much so that traders attributed a one-day selloff in Treasurys
late last month to speculation that the Netherlands would delay proposed reform
until next year. 
  
The other actor, of course is the pension plans themselves in the U.S. If -
and it's a big if - these private retirement benefit schemes are forced to
better match their assets and liabilities by a change in accounting standards,
that would boost interest in long-dated fixed income securities. In the U.K.,
such a legislative change, caused its yield curve to invert in the late 1990s, a
rare phenomenon meaning longer-dated yields were lower than shorter-dated ones. 
  
This belief is so strong that investors are willing to buy a 30-year Treasury
bond that currently yields as little as 4.20%. That's down more than 0.60
percentage points since the beginning of the year and only a few hundredths of a
percentage point away from its record low of 4.135% hit in 2003. Not even a
surprise announcement from the Treasury Department in May that it would consider
reintroducing new issuance in the 30-year bond next year could keep the bond's
price down and the yield up. Treasury hasn't sold a bond with a 30-year maturity
since October 2001. 
  
The pension fund trade first gained serious traction at in January after the
Labor Department issued its proposal to hold pension funds accountable for
properly calculating their long-term liabilities. But with yields now even
lower, Michael Cheah, portfolio manager at AIG SunAmerica Asset Management, said
"the speculators have a stronger case this time around to front-run the pension
buyers." 
  
The lower that yields fall, the greater the liabilities for the bulk of
pension funds that are heavily invested in equities and therefore, the most
exposed to interest-rate risk. The most vulnerable funds, run by companies whose
own debt carries a junk-bond credit rating, are already running a $96 billion
deficit. That number, which was just $4 billion in 2000, undoubtedly increases
the burden on the companies and possibly taxpayers. 
  The PBGC flagged this possible liability in its annual report released earlier
this year. The PBGC already faces its own shortfall of $23 billion. 
 
     
Pain Set To Increase 
 
  Gordon Latter, an analyst at Merrill Lynch's Pensions and Endowments group in
New York, thinks the underfunding of pension plans insured by the PBGC is even
worse than the government's estimated $354 billion shortfall reported for 2004.
He said the combination of poor asset performance - mostly in equities - and the
flattening of the Treasury yield curve since Sept. 30, increases the PBGC
estimate to $500 billion and drops the underfunded ratio to 62% from 69%. "The
real killer has been interest rate risk" for pension funds, said Latter. 
  
The Treasury yield curve, which measures the difference between government
bond yields of different maturities, has been flattening dramatically since the
beginning of the year, as long-dated rates decline, while shorter-dated ones
rise. 
  
This pain associated with interest rate risk is likely to get worse, according
to Cheah. With the benchmark 10-year Treasury note holding below 4.0% since May
31 - the longest stretch below 4% in a year - and the Federal Reserve closer to
the end than the beginning of its rate tightening cycle, "many would say there's
a greater chance that rates are going lower rather than getting back to 4.50%,"
he said. 
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