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General pension definitions

Types of

| _pension plans

~ Defined-benefit plan
Cash balance plan
* Defined-contribution plan

~Funded status

| Pension plan
) . funding |~ Fully funded
Wa”T"UPi F/ I\ Underfunded
_ Pension plans |  Surplus
ABO
Pension plan |- PBO
liabilities [ Total future liability
\ Retired lives
Active lives
Advantages Disadvantages

Defined-benefit plans

{ a. Contrast

. Defined-contribution plans

20.1

Objectives

_constraints

" bc. Defined- | |
H benefit plan F
-~ | objectives

_tolerance |

-Return

- Liquidity

DB plan . .
|~ Time horizon

|~ Legal & regulatory factors
* Unique circumstances

- Plan surplus
Sponsor financial status & profitability

Sponsor & pension fund
| common risk exposure

|\ Plan features
- Workforce characteristics

- Risk
Managing
Institutional
Investor
Portfolios
P Plan Assets &
e. Risk _Firm operations
Management
n In\/_estlng Plan Assets &
pension plan \_Plan Liabilities
~ assets
} Hybrid plans

._ESOPs

Description  Purpose Source of funds

Annual spending requirement

) Independent

Company
~ sponsored

| h. Foundations

_ Operating

Community

) d. IPS for DB plan

| f.1PS for DC plan

PS

j. IPS for foundation, endowment,
._insurance company & bank




/
" WARM-UP H
‘\

‘\/

| Banks |

‘ + Life Insurance
"| companies )

_{ Nonlife insurance
| companies

~Are...

~ Simple spending rule

“-Spending rules  — Rolling 3-year average spending rule

- Geometric spending rule

» . ~Whole life
-~ Traditional policies  ( §
/ ~Term life
~ Universal life

New policies . _
~Variable life

~ Asset/Liability management

y

J

- Bank security portfolios
Duration, Credit risk, Income & Liquidity

- Bank risk measures

OBJECTIVES

Return Risk Liq. TimeH

CONSTRAINTS

Taxes

Legal

Unique

Endowments

Life Insurance

N — companies
20.2 i.
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. | Nonlife
Portfolios “ Insurance
(Cont.) ||_companies
N |
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| Banks
DB pension
funds
DC pension
| funds
|/
I
) | Foundations
. N I
Asset/Liability Endowments
management .
. needs of )
. -
I\
|| Insurance
|\_companies
| Banks
Investment companies
M‘i}_' Commodity pools
._Hedge funds
" I,n. Investment policies

L of institutional investors )




a. Assumptions _ Asset-only approach

concerning
pension liability . Liability-relative approach
_ riskin ,
Market exposures due
“to accrued benefits
21. Linking |
Pension |
Liabiliti T | Market exposures
lapiiities 1o " b. Pension | @ due to future benefits
Assets ﬂ liability !
_ exposures | |

Non-market exposures

~ Active part
- Inactive part

~ Future wage growth

Future services rendered

* Future entrants

~ Plan demographic

" ¢. The liability-relative
approach in practice

- Model uncertainty



) ~ Funding shortfall
a. Funding shortfall &
~ asset/liability mismatch | Asset/Liability mismatch

22. . Formulas
I . b. The weighted T
Allocating ’# average cost of % o
Shareholder capital | Implications
Capital To /
Pension
Plans

, Total assets betas

Debt-to-equity ratio

" ¢. Changing pension %
~ asset allocations

Equity capital needed to
_ maintain equity beta
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