
Reprinted with permission from:

December 2012 Issue

By: Tony Williams (FSA, FCIA)

| ANNUAL REVIEW AND FORECAST 2012 |

Investment Policy Changes 
Sustain Pensions

PENSIONS



 Reprinted with permission from Benefits and Pensions Monitor – December 2012

| ANNUAL REVIEW AND FORECAST 2012 |

return does not necessarily mean that 
the funded ratio hasn’t fallen and that 
pensions can be paid. Fiduciaries 
should focus on plan liabilities, not 
asset-based benchmarks, when man-
aging the fund.

 Reliance on the investment managers 
to improve their results isn’t keeping 
plans fully funded. While it is impor-
tant to monitor managers, changing 
investment managers based on indi-
vidual performance against bench-
marks while keeping the asset mix 
policy the same, hasn’t proven to be 
a successful strategy. Aligning invest-
ment policy and asset mix to liabilities 
better manages plan risk and has far 
more impact than manager decisions. 
Stress testing and other techniques 

complementing the standard asset/ 
liability modeling are better approaches 

assumptions and time horizons where 
high equity returns (with high short-
term volatility) would make the plan 
whole, fiduciaries take misplaced 
comfort in average ‘we’ll be okay’ 
outcomes. 

 Managing to a benchmark of invest-
ment indices creates a false sense of 
progress and so does comparing fund 
results to universes of unrelated pen-
sion funds. A first quartile total fund 

A 
decade of falling bond 
yields and volatile equity 
returns has led to volatil-
ity in funded ratios (mar-
ket value of plan assets 

over plan liabilities) along with sharp 
increases in contributions for pension 
plans using traditional investment poli-
cies which depend on strong and stable 
equity returns to achieve the funding 
objectives. 

As Chart 1 illustrates, pension plans 
with a 60/40 mix have had very volatile 
funded ratios and many now have large 
deficits to deal with.

Common Objection
Pension fiduciaries are aware of the 

issues, but few have made the investment 
policy changes required to adapt. The 
most common objection to investment 
policy changes, echoed from both plans 
sponsors and investment advisors, is that 
now is not the time to lock in low yields. 
However, waiting for bond yields to rise 
or for stock markets to rally before chang-
ing policy is a strategy based on hope. 
Risk-reduction options end up being rel-
egated to the back-burner waiting for bet-
ter times; but what if this low-yield, low-
growth economic environment persists? 
Plan sponsors should consider making 
fundamental policy changes sooner to 
ensure that pensions are sustainable in 
both good and bad times. 

Traditional methods of setting and 
implementing investment policies and 
monitoring the results are under scrutiny:
 Asset/liability modeling studies 

introduced in the 1980s are now the 
industry standard. The main issue 
comes from models that often under-
state the chances and severity of 
adverse results and cluster equity/
fixed income asset mixes at 60/40. 
As a consequence of using long-term 
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Chart 1

60/40 Pension Plans Have Very Volatile Funded Ratios
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This example is included for illustrative purposes only. Asset assumptions: 60% equities/ 40% Universe Bonds, 
managed passively with quarterly rebalancing. Contributions are equal to service cost and expenses only. Liabilities 
(duration = 13 years) are determined on a solvency basis.
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to identify the ability of a plan and spon-
sor to withstand severe events. Indeed, 
plans need to consider the impact of such 
severe events as a further drop in bond 
yields or a repeat of the 2008 stock mar-
ket correction. It does not matter if an 
undesirable event only has a one per cent 
chance of occurring, if the sponsor can-
not finance the incurred shortfall in the 
event that it takes place (tail events hap-
pen more frequently than a distribution 
shows), the policy should be changed to 
reduce the risk and effect.

Investment solutions for financing 
Defined Benefit pensions have evolved 
significantly since I joined the industry 
35 years ago. Pension funds are larger, 
more mature with outflows often exceed-
ing inflows, and the receipt of pensions 
more imminent for many members. The 
need to better match assets and liabilities 
as a cornerstone of investment policy has 
become more evident to some industry 
advisors, including myself. The typical 

60 per cent equity, 40 per cent universe 
bond asset mix works well in generally 
rising stock markets for sponsors with 
high tolerances to risk, but for many 
plans, and in this environment, it is the 
wrong strategy. However, there are other 
methods including:
 Investment solutions now include a 

wider range of matching fixed income 
products, such as commercial mort-
gages, infrastructure debt, and cus-
tom liability matching solutions.

 Equity alternative assets such as infra-
structure and real estate are increas-
ingly popular, but these investments 
are illiquid and supply is limited. 

 A desire to limit equity volatility 
has led to a greater focus on high 
dividend strategies and low volatility 
equity strategies. 
Some plans have successfully focused 

on the ultimate goal of securing pen-
sions. They better matched plan assets 
and liabilities and managed for down-

side risk. These plans can serve as great 
examples. Their alternate approaches 
often include much lower equity weight-
ings, higher fixed income and alterna-
tives weightings, and more control of 
interest rate risk through extended bond 
duration to match liability duration. 

Worst Effects
Plans which adopted this risk man-

agement approach through the 1990s 
have avoided the worst effects of funded 
ratio volatility and contribution increases 
that came with the tech crash of the 
early 2000s, the financial crisis of 2008, 
and the ongoing European debt prob-
lems. Plans that adopted the approach 
more recently have benefited from bet-
ter growth and stability in their funded 
ratios than they would have otherwise 
experienced. 

Do not wait for better times to reduce 
risks. Start taking action now. You owe it 
to your pensioners!   BPM


