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Key concepts

♦ The world has changed: plans must incorporate liabilities

♦ Focus on funding ratio risk and return: seeks lower risk, similar return

♦ The approach needs to be tailored to each client’s situation: fime horizon for risk is 
key
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SECTION 1

The world has changed: 
Plans must incorporate liabilities
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The asset-liability mismatch
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Market-related Asset and Liability Returns 1994-2006
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bad year?
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Funding ratio returns

Asset-liability mismatch risk 
causes funding ratio volatility

Source: UBS Global Asset Management, Bloomberg
Note: Typical Asset Return represents 40% S&P 500 Index//10% Russell 2500 Index/10% MSCI EAFE Index/35% Lehman Brothers Aggregate Index/5% 3 Month T-Bills.  Typical Liability 
Return represents the PBO of a typical pay-related defined benefit plan.  Discount rate is the  yield on the Moody’s Aa Corporate Bond Index.  Assumes no contributions.  Benefit payments 
and service cost  are excluded from each year’s annual growth.
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Impacts of pension reform
Pension reform has reduced smoothing of assets and liabilities

Funding reform

Accounting reform

Pension Protection Act 
August 17, 2006

Phase 2: 2008-2009

♦Reduce smoothing of assets 
liabilities

♦Severe penalties for falling 
below funding ratio 
thresholds (80% and 60%)

♦Recognize surplus/(deficit)  on 
sponsor’s balance sheet

♦Recognize changes in plan’s 
funded status in the year in 
which they happen

♦ Immediate recognition of 
gains/losses in pension 
expense calculation

Change Impact

♦More contribution volatility

♦More earnings volatility

Phase 1: FAS 158
December 31, 2006

♦More balance sheet volatility

♦More volatility in 
comprehensive income

♦More contribution volatility 
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SECTION 2

Focus on funding ratio risk and return
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Funding ratio approach vs. traditional approach

For illustrative purposes only.

  Tradit ional: 
Starts w ith assets  

Our approach: Funding rat io (A/L) 
Starts w ith liabilit ies 

Objective Investment  returns  Target  funding rat io 

Risk measure Volat ilit y of  assets Volat ility of  funding rat io returns 
(assets vs. liabilit ies) 

Asset  allocation Long term stat ic allocat ion Dynamic allocat ion between hedging 
and return generat ion 

Low  risk 
investments Aggregate bonds Long durat ion bonds + derivat ives 

M onitoring Quarterly investment  report ing Ongoing monitoring of   funding rat io 

Performance 
measurement 

Outperformance of  investment  
benchmarks Liabilit y + X% 
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Value proposition
Lower expected asset-liability mismatch risk at similar levels of return

Funding rat io risk

Fu
nd

in
g 
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te

 re
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rn

Liability-relative 
efficient frontier

Traditional 65% equity / 35% 
bond investment policy

For illustrative purposes only.
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Constructing efficient options

Hedge liabilities Return generation

Hedging component
♦ Interest rate derivatives

♦ Long duration bonds

Return generating component
♦ Global diversification

♦ Absolute return focus

♦ Illiquid assets

Source: UBS Global Asset Management
For illustrative purposes only.
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Example: Alternative investment strategies

Portfolio name Philosophy behind construction

1) Step 1 - Long Bonds
• 65% Equities
• 35% Long Bonds

♦ Reallocate current fixed income assets to long duration 
bonds to reduce the duration mismatch between assets 
and liabilities

2) Step 2 – Return Generation
• 65% Efficient Return Generation
• 35% Long Bonds

♦ In addition to reallocating to long duration bonds, allocate 
50% from pure equities to absolute return strategy, and 
allocate 15% from equities into alternatives

3) Step 3 – Derivative Overlay
• 65% Efficient Return Generation
• 35% Long Bonds
• 100% Hedged

♦ In addition to efficient return generation, add interest 
rate derivatives to eliminate the duration mismatch.

Please see additional disclosures at the end of the presentation
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Example: Moving towards the frontier

Funding ratio risk return characteristics
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Return 
generation
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Source: UBS Global Asset Management
Please see additional disclosures at the end of the presentation
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Example: Sources of risk 

Funding ratio risk decomposition
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Residual liability risk
Active management
Interest rate
Equit ies

Source: UBS Global Asset Management
Please see additional disclosures at the end of the presentation



12

Example: Funding ratio distribution

Expected funding ratio 
(One year, 95% confidence)
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90%
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115%

Current Long Bonds Return Generat ion Derivat ive Overlay

Probability of falling below 80% funding ratio over the next year

12% 9% 3% <1% 

Source: UBS Global Asset Management
Please see additional disclosures at the end of the presentation
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Example: Scenario analysis – funding ratio

Low funding ratio 
(<80% funded)

Stable funding ratio 
(80%-100% funded)

High funding ratio 
(>100% funded)

-2% -1% 0% 1% 2%

-30% 60% 66% 74% 83% 97%

-15% 67% 74% 83% 94% 108%

0% 75% 82% 92% 104% 120%

15% 82% 90% 100% 114% 132%

30% 89% 98% 109% 124% 144%
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-2% -1% 0% 1% 2%

-30% 64% 68% 74% 81% 91%

-15% 72% 77% 83% 91% 102%

0% 79% 85% 92% 101% 113%

15% 87% 93% 101% 111% 124%

30% 95% 101% 110% 120% 135%
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♦ Low volatility when stocks and liability move together 

♦ Wide range of outcomes when they don’t

♦ Low volatility when stocks and liability move together 

♦ Less volatility when they don’t

♦ Outcome independent of stock/liability correlation 

♦ Worst case scenario: rates rise, equities fall

Change in Discount Rate from current (5.75%)
Long Bonds

Change in Discount Rate from current (5.75%)
Derivative OverlayReturn Generation

Change in Discount Rate from current (5.75%)

Change in Discount Rate from current (5.75%)
Current

-2% -1% 0% 1% 2%

-30% 74% 79% 85% 93% 104%

-15% 77% 82% 89% 97% 108%

0% 80% 85% 92% 101% 112%

15% 83% 88% 95% 104% 116%

30% 86% 92% 99% 108% 120%
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-2% -1% 0% 1% 2%

-30% 86% 86% 86% 86% 86%

-15% 89% 89% 89% 89% 89%

0% 92% 92% 92% 92% 92%

15% 94% 94% 94% 94% 94%

30% 97% 97% 97% 97% 97%
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♦ Low volatility when stocks and liability move together 

♦ Even less volatility when they don’t

Source: UBS Global Asset Management
Please see additional disclosures at the end of the presentation
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SECTION 3

Tailoring the approach to each 
client’s situation
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Tailoring our approach

♦ Return generation: how much do you want to rely on equity markets versus active 
management?

♦ Hedging: how much interest rate risk do you want to hedge – strategically and 
tactically?

♦ Selecting and managing the risk budget: what is the right split between return 
generation and hedging – do you want to dynamically manage it?

Key decisions must be made in order to tailor the solution

US-I
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Time horizon
Many key decisions are driven by a plan’s time horizon for risk

Time horizon

Short Long

Large Small

Weak Strong

Mature/frozen Young/ongoing

Near Far

Contributing factors

Size of plan relative 
to sponsor

Financial health

Maturity of plan

Funding ratio 
relative to goal

For illustrative purposes only
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SECTION 4

Case Study: Integrated Solution
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Case study: Integrated Solution
Understanding the situation: Time horizon for risk

Time horizon

Short Long

Contributing factors

Size of plan relative 
to sponsor

Financial health

Maturity of plan

Funding ratio 
relative to target

SmallLarge

StrongWeak

Mature/frozen Young/ongoing

FarNear

For illustrative purposes only
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Case study: Integrated Solution
Development: Investment strategy/policy checklist

Hedging

♦ What is the desired policy hedged position? 
– 100% hedged on a dollar duration basis

♦ How quickly is it implemented?
– 90% of it was implemented immediately

Return generation

♦ What balance does the client want between alpha and beta?
– absolute return strategy with market exposure (Dynamic Alpha Strategy)

Dynamic funding ratio risk management

♦ What is the right split between return generation and hedging, and does the 
client want to dynamically manage that split?
– 60% return generation / 40% liability hedging provides enough return to close gap in 2-3 

years
– dynamic – risk budget shrinks as the plan gets closer to fully funded

For illustrative purposes only
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Case study: Integrated Solution
Implementation: Summary

Allocat ion   

Return Generation:  60% 
Absolute Return Strategy  60% 

Liability Hedging:  40% 
Long Durat ion Bonds  24%  

Collateral for Derivat ive Overlay (5-yr T-note): 16% 

Total:  100% 
 

Collateral allocation is higher 
than normal due to the client’s 
higher than normal aversion to 
risk

Duration and Risk Summary  

Duration:   
Bonds:  4yrs 

Derivat ive overlay:  5yrs 

Liability: 10yrs 

Assets-Liabilit ies:  -1yrs 

Expected Risk and Return:   
Funding Rat io Risk:  5%  

Funding Rat io Return:  1.5%  
 

We did not fully hedge the 
liability at the outset due to our 
view that the liability was 
overvalued (rates were low)  

Impact
Duration mismatch: 1 (from 9)
Expected risk: 5% (from 12%)
Expected return: maintained at 

8%For illustrative purposes only
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Case study: Integrated Solution
Ongoing management: Managing the risk budget
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Investment Committee meets on a weekly basis to discuss and, if necessary, adjust 
each client’s strategy

Source: UBS Global Asset Management
Please see additional disclosures at the end of the presentation
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Key concepts

♦ The world has changed: plans must incorporate liabilities

♦ Focus on funding ratio risk and return: seeks lower risk, similar return

♦ The approach needs to be tailored to each client’s situation: time horizon for risk is 
key
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Additional disclosures 

Past performance is no guarantee of future results.  There is no guarantee that investment objectives, risk or return targets discussed in this 
presentation will be achieved.

The opinions expressed in this presentation are those of the UBS Global Asset Management Business Group of UBS AG and are subject to change.  
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. 

Information contained in this presentation has been obtained from sources believed to be reliable, but not guaranteed.  Furthermore, there can be no 
assurance that any trends described in this presentation will continue or that forecasts will occur because economic and market conditions change 
frequently.

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.

Any statements made regarding investment performance expectations, risk and/or return targets shall not constitute a representation or warranty that 
such investment objectives or expectations will be achieved.  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.

Copyright © 2007 UBS Global Asset Management (Americas) Inc.
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