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Asset Liability Management

« Pension financial management requires understanding
pension financial drivers

* Pension risk is managed relative to pension liabilities

« Asset liability management facilitates understanding the
key drivers of pension risk

« Asset liability modeling is a valuable tool for understanding
pension risk

buckconsultants A

an ACs company a



Asset Liability Management

Effective pension financial management involves using Asset Liability Management (ALM) to
establish a risk budget and then to understand, monitor, and manage the key drivers of pension
plan costs on an ongoing basis to stay within the budget. It is particularly valuable in
responding to the effects of an economic downturn.

Pension Plan
Financial Management

Investment

Demographics

Funding Policy | Benefit Design

Strategy.

Compliance

Administration
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Asset Liability Management

Investment _ _ : : _

e Long-term
strategic asset
Allocation

» Shorter-term
tactical asset
Allocation

* Dynamic
rebalancing

* New investment

strategies /
products

* Impact of PPA

« Cash
management
and
organizational
liquidity

« Contribution
timing

» Avoiding benefit
restrictions

« Managing
PBGC variable
premiums

* Ongoing, closed
and frozen plans

» Benefit formula -
timing and
amount of
benefit accruals

* Liquidity needs

* New hire impact
» Exodus timing

e Corporate
transactions
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Ongoing ALM Process

Risk assessment/budgeting

Risk allocation

Developing a dynamic plan

Implementation
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Risk Budgeting

Risk Budget Is Built Around the Liability Benchmark

Current Spot Curve

\_//

Projected
Benefit
Payments

Years

Graphs shown are for illustration purposes only
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Risk Budgeting — Fiduciary Considerations

Identifying the Best Interests of Participants

Beneficiaries can lose
“value” if the plan
sponsor claims
bankruptcy and the
plan is underfunded

Graphs shown are for illustration purposes only

A
Beneficiary
Value /
>
Poorly Fully funded Fully funded
funded PBGC termination
maximum liability
guarantee
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Risk Budgeting — Shareholder Considerations

Participant and Shareholder Interests Are Well Aligned

Status: A/L Matched -” Status: A/L Matched
We
» Take low level, tax-efficient, dynamic » Take moderate level, tax-efficient,
: Funded o
risk to develop usable surplus dynamic risk to develop usable
surplus

» Negative investment performance
could trigger bankruptcy

“Dynamically
de-risk”

Status: Materially Underfunded Status: Partially Funded

* Unfunded pension liabilities treated

« Sponsors should take risk to try to
as a hard debt

improve funded status
« Companies should fund the plan to
Poorly take advantage of the tax arbitrage
Funded between the corporation and the

ension plan
‘ “PBGC g P
end of game” ’

Graphs shown are for illustration purposes only
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* May not be possible to avoid
bankruptcy without taking risk
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Risk Allocation

Risk Allocation Liability Hedge

Enterprise
Risk Management
(Beta Tilt)

Explicit Risk Budget Risk
Management
Portfolio

Integrated

Pension

lution
Solutio Tail Risk

Protection

Performance
Portfolio

Diversified Alpha
Sources

Cheap Beta
Sources
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Allocate Risk Efficiently

Restructure
Performance
Portfolio

Liability Reduce
Hedge Equities

Funded Status Volatility (%)

Current Portfolio Portfolio After Reduce Equity Proposed
Liability Hedge Exposure Portfolio -

Integrated

Solution
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B
A Useful Tool: Asset Liability Modeling

e Scenario-based (deterministic) valuation projections

— Evaluate the outcome created by specific economic and
capital market environments

— Identify the economic and capital market conditions that
create a specific outcome

Plan Sponsor: 123 Company
PlanName: Plan 1
l (Millions)
Pension Cost
$15
/\.—/—\ 2008 | 2009
$10 —
M/i 0284 | 0408
% Py O 0605 | 0235
2 < 0 \\% S——, el oo | 0287
E ~#—Scenario 2
= $0 % ~4—Scenario 3 O % 0 2%
($5) \
($10) : : : : : : : : : :
2009 2010 2011 2012 2013 %014 2015 2016 2017 2018 2019
ear
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B
A Useful Tool: Asset Liability Modeling

 Monte Carlo (stochastic) valuation projections
— Understand the likelihood of specific outcomes
— ldentify the range of specific outcomes

— Observe how likelihoods/ranges are affected by different
pension cost drivers

Funding Target Attainment Percentage

300%

250%

200%
W 75%-95%
150% - percentile
050%-75%
- percentile
100% = : [ M 25%-50%
- il

percentile

50% 1 B5%-25%
percentile

0%

2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Year

YEAR
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B
A Useful Tool: Asset Liability Modeling

« Common financial metrics
— Cash funding requirements
— PPA funded levels
— Credit balances
— Liquidity
— Financial statement impact
— PBGC variable premiums
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A Useful Tool: Asset Liability Modeling

» Asset Liability Modeling Approach

Kickoff
Step One

Goal Setting

ALM

Analysis
Step Two

Output & Analysis

Reporting
Step Three

Reporting
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Present Situation

Asset Allocation

Capital Market Inputs

Project Assumptions
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Implementation
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Ongoing Asset Liability Management

Dynamic Financial Management

e Developing the ultimate goal and dynamic glide path

* Implementation

— Periodic monitoring of funded positions and risk and portfolio
adjustments

— Portfolio adjustments in response to hitting predefined triggers

— Ongoing monitoring of asset class characteristics and manager
performance drives adjustments to the allocation of active
management fees

— Periodic asset liability modeling updates

B buckconsultants A
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Ongoing Asset Liability Management
Dynamic Financial Management — Glide Paths
lllustrative Glide Path: 100% Portfolio

2009 Future

Current Situation Ultimate Goal
* Funded status volatility = 10.0% » Funded status volatility = 2-4%
* Asset allocation: * Asset allocation:
— 35% fixed income — Significant cash and long-duration treasuries
— 55% equities — Low equity exposure
—10% alternatives — Spend risk budget on alternatives
* Low liability interest rate hedge * Liability interest rate hedge

* Improve Liability Tracking Error by at least X% per annum
* Reduce equity exposure by y% per annum
— If the market declines, no rebalance is completed
— If the market improves, rebalance assets and reduce equity exposure by
additional y% per annum

 Degree of hedging — recommend interest rate triggers as well as time triggers
20
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Ongoing Asset Liability Managemen
Dynamic Financial Management Dashboard

XYZ Plan
LIABILITIES 5
Accounting 4/30/2009 Risk Management 4/30/2009
Liability 584,800,000 Liability 649,300,000
Effective interest rate 7.24% Effective interest rate 6.23%
YTD Return Decomposition YTD Return Decomposition
Interest Rates -14.11% Interest Rates -14.11%
Credit Spread 0.90% Credit Spread 0.00%
Total -13.21% Total -14.11%
4302009 AA
12/31/2008 AA
Projected Benefit Projected Benefit
Payments Payments
Years Years
ASSETS
Current Assets Estimated Return Decomposition
YTD YTD Active Estimated
4/30/2009 Return Benchmark Return Management LTE
llliquid Assets
Private Equity 26,250,000 -4.55% 15.00%
Real Estate 12,500,000 13.64%
Infrastructure 5,000,000 17.65%
Total llliquid Assets 43,750,000 2.34%
Liquid Assets
Equities 262,500,000 -0.94%
Hedge Funds 12,500,000 -16.67%
Fixed Income 153,800,000 -9.53%
Cash 510,820 -22.86%
Total Liquid Assets 429,310,820 -4.74%
Grand Total 473,060,820 -4.12%
FUNDED STATUS
Accounting Liability (584,800,000) Risk Management Liability
Assets 473,060,820 Assets . " .
Funded Status (111,739,180) Funded Status = (i
Funded % 80.89% Funded % v
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Asset Liability Management
Case Study Synopsis

o Evaluation of current and alternative investment strategies

— Improve risk/return through alternative assets (e.g., hedge
funds)

— Longer-term portfolio de-risking through increased fixed
Income exposure

— Evaluating the merits of a cash based liability interest rate
hedge versus an overlay strategy

« Funding policy analysis

— Compare the post-PPA minimum required contribution to
Funding Target Attainment (FTAP) maintenance policies
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Asset Liability Management
Case Study Synopsis

e Plan design — evaluate the impact of investment and
funding strategies as part of plan redesign

— Change in liability growth pattern and liquidity needs when
plan changed to a cash balance plan from a final average
pay plan

— Change in emerging liabilities when a plan is closed to new
entrants or frozen

 Demographic analysis
— Evaluate the impact of alternative HRs

24
buckconsultants A

an ACs company a



Conclusions

« Pension financial management requires understanding
pension financial drivers

* Pension risk is managed relative to pension liabilities

« Asset liability management facilitates understanding the
key drivers of pension risk

« Asset liability modeling is a valuable tool for understanding
pension risk
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Who to Contact

 Kali Petersen: 310.226.1491
kail.petersen@buckconsultants.com

e Chad Hueffmeier: 212.330.1027
chad.hueffmeier@buckconsultants.com

e Stuart Schulman: 212.330.1297
stuart.schulman@buckconsultants.com

e Hal Knox; 212.330.1394
hal.knox@buckconsultants.com

 Your Buck account executive
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Questions & Answers
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Thank You
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