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Introduction
In the third and final part of our series, we turn 
our attention to the practical issues associated 
with the implementation of dynamic IPs, focus-
ing mostly on investment structure design and 
ongoing management. In doing so, we review 
the following:
n  Investment time horizon
n  Active versus passive management
n  Investment manager structure
n  Cash flow (liquidity) management
n  Design of the hedging portfolio 
n  Re-risking policies
n  Execution of the dynamic IP

For purposes of pension risk management, we 
classify investments as liability-hedging and 
return-seeking. Liability-hedging assets generally 
include investments that have an explicit interest 
rate linkage (e.g., bonds and interest-rate deriva-
tives). Return-seeking assets are investments 
(e.g., stocks, hedge funds, private equity, and real 
assets) which are used to enhance the risk-return 
attributes of the portfolio and are not explicitly 
linked to interest rates.

Case Study
We will continue to use our case study from 
Part Two. Exhibit One illustrates the dynamic IP 
for our frozen plan, beginning with the current 
funded ratio and return-seeking asset allocation of 
70 percent and concluding with the 100 percent 
funded ratio goal and a final target allocation to 
return-seeking assets of 10 percent. The rebal-
ancing range is also represented.

Exhibit One: Rebalancing Policy and Flight Path

Point of View

Synopsis
In this three-part series, we provide a 
comprehensive overview of dynamic 
investment policies (dynamic IPs) for 
defined benefit plans. Part One covers 
the events that have contributed to the 
rise of dynamic IPs. Part Two reviews 
the basic mechanics of a dynamic IP. 
And finally, Part Three offers some 
additional practical considerations for 
plan sponsors.
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                   Return-Seeking Assets 
Ratio        Low       Target       High     Range (+/-)

70%         60%        70%      80%         10%
75%         46%        56%      66%       10%
80%         37%        45%      53%         8%
85%         28%        35%      42%         7%
90%         21%        26%      31%         5%
95%         14%        18%      22%         4%
100% 6%        10%      14%         4%

Funded



Be Mindful of Your New Time Horizon 
With the advent of the Pension Protection Act 
of 2006 (PPA), pension deficits are funded over 
a seven-year period via contributions. Based 
on the selected contribution policy, investment 
portfolio, funding goal, and realized market 
performance, the time horizon to reach the final 
target portfolio may be longer or shorter. 

Exhibit Two illustrates the expected time 
horizon to reach a 100 percent funded status 
for our case study. As shown, the plan is 
expected to achieve a 100 percent funded 
ratio in the median case in only five years due 
to future contributions and the excess return 
of assets over liabilities. In favorable scenarios 
where interest rates rise and/or return-seeking 
assets outperform our expectations (the top 20 
percent), the plan reaches a fully-funded level 
in only three years. Conversely, unfavorable 
capital market events (the bottom 20 percent) 
can extend the time horizon to seven years.

Exhibit Two: The New Funding Horizons 
Under the PPA
 

Exhibit Two illustrates the number of years required to reach a 
100 percent funded ratio on a PPA basis at various probability levels 
using the dynamic IP and assumptions outlined in the case study. 
Two thousand simulations were conducted.

It is worth noting that the time horizon to reach 
a fully-funded level is relatively short with or 
without a dynamic IP due to mandatory PPA 
funding rules; however, combining a de-risking 

schedule with mandatory contributions results in 
a significant reduction in the investment horizon 
for a substantial portion of the portfolio. This is 
discussed further in the next section.

Focusing on the expected case, an investment 
horizon of five years is a far cry from plan spon-
sors’ traditional longer-term focus of more than 
ten years. This impacts the investment portfolio 
design in various ways, including the use of 
active and passive management, investment 
manager structure, and the flexibility to make 
timely asset allocation moves.

Active Management and  
Return-Seeking Assets
Exhibit Three depicts the current and final target 
portfolios for our case study, as well as the 
change in asset allocation that occurs along the 
flight path. As the plan is de-risked over time, 
the return-seeking asset allocation is reduced 
by 60 percentage points and the allocation to 
custom long-duration bonds increases. We have 
illustrated the individual asset classes in order to 
analyze the investment structure along the flight 
path in greater detail.

Due to the de-risking strategy, most of the 
return-seeking investments have an expected 
time horizon of five years; however, the dollar-
weighted average time horizon is only about half 
that period, or about 2½ years. This is a fairly 
short expected investment horizon for active 
managers to add value, which begs the question: 
Is active management the right approach in this 
case? 
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                                                 Current          Final 
                                                                                       Target            Target
                                       Asset Class      Approach     Allocation     Allocation     Change

      Return-Seeking Large Cap          Passive            40%               5%              -35% 
                                       Small Cap          Active             10%                0%              -10%                    
  Non-US        Active             20%                5%              -15%
   
   Liability-Hedging       Long Bonds      Passive            30%             50%               20% 
                                       Long Bonds       Custom             0%             40%               40%

Exhibit Three: Comparison of Current and Final 
Target Allocations (Illustrative)



If a plan is frozen and the flight path is steep, it 
may be prudent to employ less active manage-
ment or to consider lower risk (tracking error) 
strategies—managers that take on a lot of active 
risk can have meaningful swings in performance 
relative to their benchmarks, even in normal 
market environments. All things equal, a shorter 
investment horizon should lead to lower convic-
tion that an active manager can outperform 
its benchmark net-of-fees during the holding 
period.

While we have used a sample investment struc-
ture for our case study consisting of equity and 
liability-hedging assets, additional assets (such 
as alternatives) are often added to the return-
seeking portfolio to enhance diversification. 
In practice, we advise plan sponsors to consider 
various ways to improve the diversification 
of their return-seeking asset portfolio using 
alternative assets and other lowly-correlated 
asset classes. In some cases, using less equities 
at the outset of the flight path may be advisable 
due to the projected time horizon of the return-
seeking assets. Further analysis on this topic is 
outside the scope of this paper as plan sponsors 
should consider their specific needs.

Investment Manager Structure
As the actively managed small cap and non- 
U.S. equity portfolios above decline in size over 
time, it is important to determine in advance 
whether the number of active managers will 
decline as well and if so, by how much? In 
thinking ahead, it may be more appropriate 
to employ fewer managers at the outset than 
under a traditional static allocation. It is also 
important to plan ahead regarding the order in 
which managers are to be liquidated. Conversely, 
you need to know when new managers will be 
added to the liability-hedging portfolio. Over 
time, this will perpetuate a smoother transition 
from both a logistical and cost perspective.

Choosing the Right Liability-Hedging 
Strategy
Following passage of the PPA, fixed income 
managers and investment bankers have 
inundated plan sponsors with new (or in some 
cases, repackaged) liability matching strategies. 
These strategies typically involve some level of 
customization and a heavy reliance on deriva-
tives, and they can incur material asset manage-
ment and/or trading costs. Our analysis, however, 
indicates that such products add less value to 
surplus volatility management strategies when 
return-seeking asset allocations are high.

In general, when the return-seeking asset alloca-
tion is high (e.g., greater than 40 percent), the 
impact of customizing the fixed income port-
folio to the duration profile of the liabilities is 
fairly minor compared to a far cheaper, passive, 
long–duration investment-grade bond fund (see 
Exhibit Four).

Exhibit Four: Projected Annual Surplus Risk for 
Various Hedging Strategies

Exhibit Four compares the projected surplus risk (volatility of funded 
ratio) of portfolios employing a passive, long-duration credit index 
and those using a custom hedging portfolio with cash flows matched 
to the plan liabilities. Various return-seeking asset allocation levels 
are illustrated.

At high return-seeking asset allocations, the 
surplus risk stemming from the nonhedging assets 
overwhelms the importance of more precise 
liability matching within the hedging portfolio. 
As the return-seeking asset allocation declines, 
more customized hedging strategies may make 
more sense for several reasons: (1) A greater 
percentage of the surplus risk results from 
asset-liability mismatch (see Exhibit Five) and 
(2) fees are lower due to larger portfolio sizes.

3

                                Using Passive     Using Custom Cash 
                                                     Long Credit     Flow Matched           Difference

  0% Return-Seeking Assets             5.0%            2.9%                       2.1%
20% Return-Seeking Assets             6.5%            5.2%                       1.3%
40% Return-Seeking Assets             9.9%            9.2%                       0.7%
60% Return-Seeking Assets           13.9%          13.5%                       0.4%
80% Return-Seeking Assets           18.0%          17.9%                       0.2%



We should note that plans with a duration 
longer than 12 years may require the use of 
custom duration extensions earlier along the 
flight path, as liabilities are contributing more 
surplus risk and the duration of investable 
long-duration bond indices maxes out at around 
11 to 12 years.

Exhibit Five: Decomposition of Surplus Risk 

Exhibit Five illustrates the decomposition of surplus risk for various 
allocations to return-seeking assets. Surplus risk is broken out by 
return-seeking (equity beta) exposure and interest rate exposure.

Even when customization is beneficial, plans can 
benefit from using a passively managed long-
duration investment-grade bond fund as the core 
of their liability-hedging portfolio with a custom 
fixed income portfolio constructed around it to 
complete the hedge. This can reduce fees by up 
to 15 to 20 basis points without sacrificing the 
precision of the hedge.

Exhibit Six illustrates how a passive long dura-
tion index fund can be used to hedge some of 
the future pension obligations for our case study. 
As illustrated, a custom portfolio of bonds and 
synthetic investments (swaps and interest rate 
futures) could be used to complete the interest 
rate hedge at shorter and longer duration levels. 
 

Exhibit Six: Term Structure of Hedging 
Assets and Liabilities (Illustrative)

  

Exhibit Six compares the present value of the future cash flows of 
a long-duration index with the present value of the future benefit 
payments of a frozen pension plan. 

Lastly, we should note that some surplus risk 
will always remain. Surplus risk is driven by 
hedgable and nonhedgable factors. Most invest-
ment risks are hedgable, whereas many nonin-
vestment risks are not. The latter includes, but is 
not limited to, the following factors: (a) discount 
rate methodology; (b) cash flow optionality; 
(c) asset/liability smoothing; (d) future regulatory 
changes; (e) longevity and other demographic 
risks; and (f) uncertainty of termination cost.

In some cases, plan sponsors have the ability to 
mitigate the influence of these factors. As the 
plan is de-risked and the allocation to return-
seeking investments is reduced, plan sponsors 
should become more mindful of the practical 
impact of noninvestment risks—those they can 
control and those they cannot.
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The Art of Re-Risking
Throughout this series, we have focused on the 
de-risking aspects of a dynamic IP; however, this 
can be a one-way or two-way street, meaning you 
could allow re-risking if the funded ratio declines 
in addition to de-risking as the funded ratio 
increases. Re-risking would entail buying return-
seeking assets after they decline in value and/
or selling hedging assets after they appreciate 
(interest rates fall meaningfully). 

The issue of re-risking involves both financial 
and risk posture factors. There’s not necessarily 
a “right” or “wrong” way to re-risk but rather 
various approaches with different advantages 
and disadvantages. For this reason, we suggest 
that plan sponsors work with their advisor to 
determine which approach best addresses their 
needs. For the purpose of this analysis, we have 
considered two basic approaches: symmetrical 
rebalancing and unidirectional rebalancing.

Under a symmetrical rebalancing policy, the 
plan’s allocation to return-seeking assets can 
increase if the funded ratio declines. As the 
name implies, with a unidirectional rebalancing 
policy the plan’s allocation to return-seeking 
assets is only allowed to decline along the flight 
path.

In Exhibit Seven, we have chosen the period 
December 1995 to August 2009 to illustrate 
the differences between these two policies 
during multiyear bull and bear markets. As 
shown, symmetrical rebalancing can lead to 
higher allocations to return-seeking assets 
during protracted, multiyear bear markets 
(e.g., 2000 to 2002). In this instance, symmet-
rical rebalancing resulted in a modestly lower 
funded status (87 percent versus 92 percent 
in the example above). That said, the benefits 
of rebalancing to a higher return-seeking 
asset allocation are seen in 2003 to 2007, as 
the bull market results in a slightly higher 
funded status.

Exhibit Seven illustrates the different funded ratios and return-
seeking asset allocations that result for the case study using 
historical data from December 31, 1995 through August 31, 2009. 
Two scenarios were tested: undirectional rebalancing (no-re-risking) 
and symmetrical rebalancing (re-risking).

Exhibit Seven: Comparison of Rebalancing  
Policies (1995 to 2009)

The bear market of late 2007 to early 2009 
brings the two policies back into alignment 
with each ending with a return-seeking asset 
allocation of 10 to 15 percent and a funded 
ratio of roughly 96 percent. The contributions 
made over the entire period were fairly similar 
as well.
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While these two rebalancing policies offer 
fairly similar results over the full period of  
our analysis, there are some differences to  
consider:
n  Plan sponsors with frozen pension plans
    and steep de-risking flight paths are mostly 
    concerned with managing future contributions.
    For these plan sponsors, a unidirectional 
    rebalancing policy may be preferred as it 
    lessens the short-term, negative impact
    of a multiyear bear market.
n  Plan sponsors with active pension plans
     tend to have flatter de-risking flight paths
     and longer time horizons. They, too, are
     focused on managing future contributions,
     but they may be more interested in the
     longer-term value associated with two-way
     rebalancing. For this reason, using a 
     symmetrical rebalancing policy may be
     more appropriate. In addition, it helps
     mitigate the increase in pension expense if
     the funded status of the plan falls by 
     increasing the allocation to return-seeking
     assets (and the expected return).

An approach which can be combined with 
either of these rebalancing policies is to use 
what we call medium-term asset allocation. 
This is taking advantage of extremes in either 
equity or bond market valuations to make 
asset allocation moves.

There are more complex re-risking methods 
that also may be considered but are outside 
the scope of this paper (e.g., asymmetrical 
rebalancing strategies). In summary, plan 
sponsors should evaluate which strategy best 
meets their specific risk-management objectives.

Execution
Implementing a dynamic IP mandates additional 
focus on execution issues such as rebalancing 
and cash flow management. It also requires 
timely decision making regarding changes to 
the investment manager lineup and investment 
structure design. The plan manager should 
be capable of monitoring and executing the 
dynamic IP as the investment needs of the plan 
change and capital markets present new invest-
ment opportunities such as those produced by 
very large moves in capital markets in recent 
years.

For many plan sponsors, a dynamic IP may be 
most effectively implemented by outsourcing 
the monitoring and implementation of these 
policies to a third party, using either a directive 
or delegated investment services model. Under 
a delegated mandate, fiduciary responsibil-
ity may also be shifted to a third party, who 
generally would be considered an investment 
manager under ERISA.

Timely execution of the dynamic IP requires 
sources of liquidity in both the return-seeking 
asset and liability-hedging portfolios. Gener-
ally, daily-valued index funds can serve that 
purpose, and we recommend having an index 
portfolio in both the return-seeking and hedg-
ing asset portfolios. 

In addition, larger plans may employ an overlay 
manager to adjust the beta exposure of the 
plan in a timely manner using derivatives. This 
mitigates transaction costs and can be vital 
during periods of low market liquidity (e.g., late 
2008/early 2009). In addition, plans that are 
de-risking to a low allocation of return-seeking 
assets, or those that may be terminated in the 
near future, should deemphasize the use of 
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illiquid investment strategies such as private 
equity and real estate at the outset of the 
dynamic IP.

Finally, we would be remiss not to stress the 
importance of being mindful of the medium-
term investment opportunities available in the 
market as the dynamic IP is executed. In 
particular, dynamic IPs should be written to 
afford implementers some latitude to pursue 
hedging strategies as they become favorably 
priced. For example, in some markets, it is 
cheaper to hedge with synthetic investments 
such as interest rate and credit default swaps, 
whereas in other markets physical bonds are 
cheaper. Implementation costs and opportunities 
are unpredictable, so flexibility is important as 
you design your solution.

In dealing with the events of the last 12 
months, we have found that more and more 
plan sponsors are seeking pension plan advi-
sors (co-fiduciary partners) with expertise 
in asset allocation, manager research, risk 
management, and liabilities as opposed to a 
single-discipline focus.

Parting Thoughts
In closing, we would like to review several 
principles and conclusions we have outlined in 
this paper:
n  Dynamic IPs result in shorter time horizons
    for a portion of the return-seeking portfolio.
n  This directly impacts how the return-seeking
    portfolio is initially structured (active/passive
    mix, number of managers, liquidity 
    needs, etc.).
n  The liability-hedging portfolio should 
    become more customized as the 
    return-seeking asset allocation declines.
n  Plan sponsors should determine which 
    re-risking policy best meets their risk 
    management objectives.

n  Executing the dynamic IP may require 
    outsourcing some tasks (monitoring and
    management) but can greatly improve the
    risk management process.
n  Dynamic IPs should afford some latitude 
    regarding medium-term asset allocation 
    opportunities. 

Finally, we would like to reemphasize the 
importance of documenting how the dynamic 
IP will be implemented in the investment policy 
statement. As shown in Exhibit Eight, the 
dynamic IP underperformed the traditional 
static IP during most of the 2005-to-2007 
equity bull market. It is difficult for an investment 
committee to sell an asset that has recently 
outperformed. However, doing so would have 
mitigated the decline in the ending plan funded 
ratio by a very material amount during 2008—
101 percent versus 74 percent! While dynamic 
IPs involve shorter time horizons and more 
activity than traditional static allocations, 
effective implementation still requires discipline 
and commitment to longer-term goals.

Exhibit Eight: Historical Comparison of 
Static and Dynamic IPs
 

Exhibit Eight demonstrates the month-by-month changes in the 
funded ratios of two plans—one using a static 70 percent allocation 
to return-seeking assets and the other using the dynamic IP in our 
case study. Historical capital market data from 2002 to 2008 
was used.
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