
Risk mitigation for defined benefit plans

National Society of Institutional Investment Professionals 
Charles A. Service, CFA

Not intended for public distribution. For important additional information,
please see the Additional Disclosures at the end of the presentation.

US-IDecember 3, 2009



1

aydemiah [printed: Juni 5, 2009 12:11 PM] [saved: September 7, 2009 1:03 PM] C:\Documents and Settings\aydemiah\Desktop\PROD final layout correction 090907\ALIS Case study.ppt

A more effective approach to addressing the challenge

  
Tradit ional asset-only 

approach (Stat ic 65/35) 
 

Our asset-liability approach 
(Policy port folios) 

 

Goal Long-term return on assets Improve/maintain funding rat io  

Return 
object ive 7%-9% Liability return + X% 

Benchmark / 
Low risk 
investment  

Cash 
 

Liability (i.e., long durat ion f ixed income) 
 

Focus Select ing managers 
 

Dynamically managing key funding rat io risks 
 

Risks managed 

 
Asset  volat ility and act ive 

management  risk 
 

Interest  rate, credit  spread, market , and act ive 
management  risk 

 

Pension management practices have been redefined

Many of the most sophisticated plans have made the shift 
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Funding ratio risk/return framework
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Source: UBS Global Asset Management
For illustrative purposes only.

Funding ratio risk/return characteristics

Funding rat io risk (volat ility of  funding rat io returns)
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Traditional 
65/35 policy
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Aggregate Bonds

Funding ratio frontier

Liability matching strategy
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Liabilities are the benchmark for risk and return measurement
♦ Four types of risk can be taken relative to the liability – interest rate, credit spread, market, and active 

management

♦ Goal is to outperform liability by hedging uncompensated risk and taking compensated risks
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Constructing efficient portfolios

Source: UBS Global Asset Management
For illustrative purposes only.

Hedge uncompensated 
liability risk

Hedging component
♦ Interest rate derivatives
♦ Long duration bonds

Return generating component
♦ Diversified market risk

♦ Diversified active risk

Efficient return 
generation

US-I

Take compensated risks and hedge uncompensated risks
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For illustrative purposes only.
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We believe our approach leads to 
increased benefit security and 
predictability of the plan’s impact  on 
cash flows, earnings and balance 
sheet

A more efficient allocation of risk More condensed distribution of funding 
ratio returns …

Funding ratio

Same expected 
funding ratio

100%

Credit spread risk

Narrower range of 
funding ratio 

outcomes

Narrower tails of 
funding ratio 
distribution

Sample policy:

106% 111%94%89%

Traditional allocation Sample policy
Expected funding ratio 100% 100%

90% Confidence interval 78% - 122% 88% - 112%

95% Funding ratio VaR 82% 90%

Traditional approach

Our approach

The importance of managing a plan’s funding ratio 
outcomes
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Dynamic management of pension risk

Dynamic management of overall risk budget : Managing the split between liability matching and 
return generating assets  

♦ Size of risk budget shrinks (allocation to liability matching assets increases) as 
the plan’s funding ratio increases

Dynamic management of liability risk: Managing interest rate risk and credit 
spread risk within the liability matching asset pool

Dynamic management of market risk: Managing the amount and types of 
market risk within the return generation asset pool

1.

2.

3.

− Interest rate risk: As interest rates rise and the plan’s funding ratio improves 
increase the duration of assets to track liabilities more closely

− Credit spread risk: As credit spreads narrow, move long duration credit 
exposure into long duration risk free assets

Unattractive

Attractive

Our current 
assessment

Attractive
− Market risk: Increase (decrease) the allocation to return generation when risky 

assets are attractive (unattractive) and adjust the allocation between the various 
assets based on relative valuations 

US-I
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Case study: DB Outsourcing – focused on funding ratio
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Client strategy
Tradit ional " 65/35"  strategy
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Source: UBS Global Asset Management. Data as of December 11, 2008
PPA funding ratio is defined as the ratio of the market value of the assets to the market value of the liabilities. Market value of the liabilities is calculated using a corporate A-AAA credit discount curve 
as developed by UBS. Client strategy is representative of a holistic Asset Liability Investment Solutions (ALIS) approach employing an interest rate swap-based hedging component and UBS Global 
Asset Management Dynamic Alpha Strategy as the return generation component. The improvement in the client’s funding ratio can mainly be attributed to the relative performance of the return 
generation component compared to the equity proxy (S&P 500) of a traditional 65/35 strategy and the effect of the fall in LIBOR rates on the 100% overlay for the interest rate swap-based hedging 
component. Traditional “65/35” strategy is a typical corporate pension plan with an equity/bond ration, represented by 65% S&P500, 35% Barclays US Aggregate Bond Index allocation. For illustrative 
purposes only. This is an example of the implementation of an ALIS strategy with specific investment objectives and funding goals, occurring under certain market conditions.  Past performance is no 
guarantee of future results.  Results will vary significantly from client to client based on numerous factors, including but not limited to:  time horizon; plan maturity; degree of liability hedging; allocation 
of assets between return generating and hedging components; funding ratio; interest rates; and contributions. 

♦ Client has achieved its objective of increasing the plan’s funding ratio to the point where they can voluntarily 
terminate the plan and purchase annuities

♦ Transitioned them into an immunization strategy to protect the surplus as they go through the plan termination 
process

Achieved annuity buyout 

funding level

Outperformed the 
traditional strategy by 

59%

US-I (RU)

Improved funding ratio outcome
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Ignoring risk at your own peril

tensionnot.com
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Additional disclosures 
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Past performance is no guarantee of future results.  Potential for profit is accompanied by possibility of loss.  Any statements made regarding investment performance objectives, risk 
and/or return targets shall not constitute a representation or warranty that such investment objectives or expectations will be achieved.

No part of this presentation may be reproduced or redistributed in any form, or referred to in any publication, without express written permission of UBS Global Asset Management.  This 
material supports the presentation(s) given on the specific date(s) noted. It is not intended to be read in isolation and may not provide a full explanation of all the topics that were presented
and discussed. 

The information and opinions contained in this document have been complied or arrived at based upon information obtained from sources believed to be reliable and in good faith.  All such 
information and opinions are subject to change without notice.  A number of the comments in this document are based on current expectations and are considered “forward-looking 
statements.” Actual future results, however, may prove to be different from expectations.  The opinions expressed are a reflection of UBS Global Asset Management’s best judgment at the 
time this report is compiled, and any obligation to update or alter forward-looking statement as a result of new information, future events, or otherwise is disclaimed.  UBS AG and/or its 
affiliates may have a position in and may make a purchase and/or sale of any of the securities or other financial instruments mentioned in this document.

The information contained in this presentation should not be considered a recommendation to purchase or sell any particular security.  There is no assurance that any securities discussed 
herein will remain in an account’s portfolio at the time you receive this information or that securities sold have not been repurchased.  The securities discussed do not represent an account’s 
entire portfolio over the course of a full market cycle.  It should not be assumed that any of the securities transactions or holdings referred to herein were or will prove to be profitable, or that 
the investment recommendations or decisions we make in the future will be profitable or will equal the investment performance of the securities referred to in this presentation.

A client's returns will be reduced by advisory fees and other expenses incurred by the client. Advisory fees are described in Part II of Form ADV for UBS Global Asset Management 
(Americas) Inc.

This presentation does not constitute an offer to sell or a solicitation to offer to buy any securities and nothing in this presentation shall limit or restrict the particular terms of any specific 
offering. Offers will be made only to qualified investors by means of a prospectus or confidential private placement memorandum providing information as to the specifics of the offering. No 
offer of any interest in any product will be made in any jurisdiction in which the offer, solicitation or sale is not permitted, or to any person to whom it is unlawful to make such offer, 
solicitation or sale.

The achievement of a targeted ex-ante tracking error does not imply the achievement of an equal ex-post tracking error or actual specified return. According to independent studies, ex-ante 
tracking error can underestimate realized risk (ex-post tracking error), particularly in times of above-average market volatility and increased momentum.  Different models for the calculation 
of ex-ante tracking error may lead to different results. There is no guarantee that the models used provide the same results as other available models.

Any taxation position described in this presentation is a general statement and should only be used as a guide.  It does not constitute tax advice and is based on UBS Global Asset 
Management’s understanding of current tax laws and their interpretation.  As individual situation may differ, clients should seek independent professional tax advice on any taxation matters.  

Strategies may include the use of derivatives.  Derivatives involve risks which are different from the risks associated with investing directly in securities, including: the risk that changes in the 
value of a derivative may not correlate with the underlying asset, rate, index, or market, as well as liquidity risk, interest rate risk, counterparty risk and credit risk. While some derivatives 
strategies can reduce the risk of loss, the use of derivatives can also reduce the opportunity for gain or result in losses by offsetting favorable price movements in other investments.  
Derivatives may create leverage and pose the risk of losing more than the amount invested.

Copyright © 2009 UBS Global Asset Management (Americas) Inc.


