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	      Lucent Retirees Organization


K. O. Raschke, President
231 Pinetuck Lane    Winston-Salem, NC 27104   Phone: 336-765-9765
email: kraschke@triad.rr.com     LRO Website: www.lucentretirees.com   
 

October 26, 2004
 
Mr. Stephen Cutler, Director
Division of Enforcement 
U.S. Securities and Exchange Commission
450 Fifth Street, NW
Washington, DC 20549-0609 
Dear Mr. Cutler: 
This letter follows up to my letter of October 20, 2004 concerning your investigation of the practices and policies of major pension funds. The press has continued to report on your effort, which we continue to commend. As you can read in the recent Wall Street Journal article (attached), there is considerable press interest in your progress, including extending your inquiries to the pension assets controlled by Lucent Technologies.   
In this note, we offer some quantitative support for this position. 
Return on Plan Assets. Audited corporate financial reports provide both shareholders and plan participants insight into the stability and management of pension plans. One component of reported data is the “Actual Return on Plan Assets.” The chart, below, compares Lucent to four of the corporations that have been identified in the press as subject to your investigation.
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The percentage shown is the reported loss in the calendar year to the fair value of plan assets at the beginning of the year. As you can see, Lucent has been far less effective in managing plan assets than four other companies in your inquiry. Importantly, this  poor management has a direct impact on shareholders. Because these losses depleted plan surpluses, Lucent was forced to discontinue transfer of pension funds to health care for retirees. Because of ERISA mandates,  Lucent shareholders will now have to contribute over $1 billion to health care. 

Expected return on plan assets. The calculation of this expected return is important to financial analysts and to the reserves that plan sponsors, such as Lucent, must contribute to meet their pension obligations. The chart and table below depict these returns for Lucent and the same four corporations.
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As you can see, the current returns for Lucent are little different from the other corporations that have been associated with your inquiry. In immediate previous years, two of the companies did have higher expected returns, but their actual performance depicted above was far better than Lucent’s actual performance. 

Investor awareness. In Lucent’s reporting of its most recent fiscal year results, the press releases focused on the profit recovery of the corporation. It provided no insight into the fact that pension credits from the pension assets provided 97% of the profits. This was left to financial analysts, such as Merrill Lynch, to correct this omission. In the attached investor advisory, Merrill Lynch states
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When this is done, as in the attachment, Lucent’s projections are far less attractive. 
We again comment that the LRO believes the SEC should have an interest in meeting with us because of the broad impact of Lucent’s pension fund management.
         Employees, retirees and their dependents rely on the assets for their future financial security;
         Shareholders will bear the costs if these assets are not properly managed or reported;
         The Public, because poorly performing pension funds become the taxpayers’ liability through the Pension Benefit Guaranty Corporation.
 
 
Sincerely,        
 
 
K. O. Raschke
 
 
Attachments
Excerpt From “Optical Illusions: Lucent and the Crash of Telecom” by Lisa Endlich

Simon & Schuster – Copyright 2004 - Pages 175 – 176 (emphasis added)
 

Another troubling accounting change came from two manipulations Lucent made to its pension fund.  Ordinarily pensions are a cost for corporations, as they have to contribute to their employees’ retirement costs.  Lucent departed from AT&T with an overfunded pension plan. Under GAAP accounting rules Lucent was able to record some of this surplus as income.  As the stock market rose, this pension surplus became greater and ever-larger amounts were taken into net income.  In the second fiscal quarter of 1999, approximately 21 percent of the company’s reported earnings came from pension income.  The problem is twofold.  First, although these funds may be recorded as income, they have little to do with the telecommunications business.  While it may be argued that a rising stock market is suggestive of robust business conditions, this says nothing about the company’s ability to provide products and services.  Second, and equally troubling from a later vantage point, what goes up comes down.  A bull market may have given Lucent an overfunded pension fund, but a bear market would do the opposite.  Lucent was in the very best company when it boosted income in this manner, as dozens of other companies took similar adjustments, collectively misleading the public about the true state of their businesses.  The pension funds of the S&P 500 companies were overfunded to the tune of $253 billion in 1998; by 2001 assets roughly equaled obligations, and in 2002 these same companies were facing an underfunding of $243 billion.

The second alteration Lucent made to its pension fund came when the company decided to revalue the fund with more aggressive assumptions about the expected rate of return.  By assuming a higher rate of return on pension fund assets, the company was able to move even more money into income.  This gave Lucent a one-time after-tax gain of $1.3 billion (noted as a one-time non-operating gain) in the first fiscal quarter of 1999 and reflected the cumulative effect of making this change retroactively from 1986 to 1998.  More important, this change in outlook allowed Lucent to lower its pension expense (or increase the amount of pension income) in the future by assuming a more cooperative investment climate.  The problems with this accounting device are similar to those just noted.  The adjustments reflected an optimistic scenario for a stock market at its peak but reflected little about Lucent’s status as an ongoing business.  Investors believed they were paying a lofty premium for earnings that came from building and selling technology.  While Lucent never hid the fact that a portion of income was from pensions—it could not, as SEC rules made such a disclosure necessary—the information was buried in the footnotes of the annual report and the SEC filings.  As might be expected, when the market turned down, droves of companies began to reverse their optimistic assumptions about future pension gains and cash generated by the underlying businesses was redirected back into the pension funds.  When Lucent announced a $4 billion restructuring charge in October 2002, it made clear that $3 billion of this was a charge to equity (rather than a cash contribution, which it still may need to make at a later date) because of the decline in the value of its pension assets.
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