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Client Objective: 
Public Pension Funds
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Why do we accumulate Assets in Pension Trusts?

1. Ensure we meet our obligations when they come due

2. Equitable to the current and future taxpayer

3. Meet or outgrow liabilities
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Challenges facing Public Pensions:

1. Mean Variance Optimization (MVO) still driving asset allocation

2. Assumed Rates of Return vs. Mark to Market

3. Solvency Vs  Long Time horizons (Agency versus Pass-Through)

4. Traditional methods do not provide data for risk management

5. Principal | Agent structure 

6. Ratings agencies incorporate pensions into methodology (2012)

7. GASB 67 revised reporting requirements for pensions



Problem: Traditional Mean Variance Optimization (MVO) Model
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Assumes normal distribution of returns in a fat tailed world

Only useful within VaR boundary of 2 standard deviations

Fails during highly correlated periods (1987, 1998, 2001, 2008, ...)

Brittle vis-a-vis black swan events

Academic exercise
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Incorporate a coherent framework on collateral and promises

1.Dual Portfolio Structure  Cornerstone of sound risk management

2.Hedged Portfolio  “How much do I want to sleep at night”

3.Performance Portfolio “How much do I want to hunt”

Key Concern for Public Pension Funds is their balance sheet (CAFR)

Rethinking Asset Allocation:
Dual Portfolio Defined
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Understanding The Three Pension Levers:

Three Levers in Pension Plans

1. Asset Allocation

2. Contribution Strategy

3. Benefit Management



Alignment of Interest:
Principal vs. Agent Tension
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Taxpayer
(Current| Future)

Bondholder Plan Participant
Retired | Active

Agency
(Pension Plan)

Actuaries Politicians ConsultantsMoney
Managers

Accountants/
Auditors

Principals

Agents
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More Risk More Volatility Smaller/Larger 
Contributions

Risk of 
Insolvency

Think more 
Equity

Less Risk Less Volatility
Less Volatile
Contributions

Solvency Think more 
Bonds

Risk Transfer:
Higher Risk | Lower Risks

C    +    I = B + E
Contributions + Income  =   Benefits + Expenses

V                = H + P
Vacation                  Hotel + Pokert discussions
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II.  Accounting and Regulatory Changes
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GASB 25 | GASB 67 (Revisions):
Disclosure | Valuation

Discount rate based on a blended rate:
•Use the expected rate of return as long as they cover benefits
•Use the current rate on municipal bonds 
•Effective date will be Trust reporting 6/15/2013 |  Employer reporting 6/15/2014
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Rating Agency:
Changes to Municipal Methodology

S&P reports a change in March 2012
Reports Outstanding Debt plus Pension Deficit at 8%

Fitch reports a change in April 2012
Reports Outstanding Debt plus Pension Deficit at 8% | 6% | 4%

Moody’s reports a change in July 2012
a.Reports Outstanding Debt plus Pension Deficit at Corp AA
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Boston College Study:
Pension Funding on Run Off and On-going

Boston College Study (March 2011)
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House of Representative Bill | April 22, 2013:
Public Employees Pension Transparency Act (PEPTA)

Municipalities required to disclose the true nature of their Liabilities

Valuation mechanism will be Treasury Yield Curve

The responsibility of the plan lies at the local and state level
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Problems:
Falling Interest Rates | Higher Costs for Retirement Savings
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III. Implementing the Dual Portfolio
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Investment Objectives: Balance the Risk with the Return

1. Connect the plan sponsor’s risk capacity with the pension
2. Review three pension levers in conformity the CAFR

Public Pension Fund:
Hedge Portfolio Defined

Q: What is the definition of a Hedging Portfolio?

 A: An fixed income portfolio that looks like the promise

Q: Why are Hedge Portfolios important to avoid the mistakes of the past?

 A: Allows the plan sponsor to derisk or go neutral
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Ryan Labs Asset/Liability Watch:
Ending March 31, 2013
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IV. Pension Diagnsotic
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CAFR is not based on a Pennsylvania Municipality 

Municipal CAFR:
(12/31/2012)
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Asset Allocation:
Ending June 30, 2012
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Term Structure and Valuation of Liabilities:
Actuarial | Economic | GASB 67
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To Maintain Current Dollar Deficit:
Asset Allocation will need additional contributions
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Yield Curve Break Even:
Parallel Yield Curve Shift Up
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Risk Budget:
One STD Dollar Vol over any 12 month horizon
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Risk Budget:
One STD Dollar Vol over any 12 month horizon
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IV. Glide Path Considerations



IV.  Tactical Considerations & Concerns

Why consider dual portfolio structure?

Harvest Gains to the hedged portfolio from performance portfolio

Harvesting gains reduces risk over time

Timing Interest Rates does not work

Buying opportunities on upward movements in interest rates   

Pre-set trigger points adds discipline to the process
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Shift 5% of fund to Hedged portfolio when:

Performance portfolio up 15% (trough to peak), or

Interest rates increase more than 50 bps (trough to peak)

Simulations:

Different starting periods

60% S&P 500 & 40% BC Aggregate index (Traditional)

Starting Funded Ratio = 70%  and $1mn Annual Contribution

IV.  Dual Portfolio:
GlidePath



Historical Yields:
Betting on Yields  Fools Game
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Core Theory: Capitalize on Volatile Rate moves

Source: Ryan Labs Treasury Composite
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Glide Path: 1950 to 1963:
Traditional Allocation vs Dual Portfolio
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Glide Path: 2003 to 2012:
Traditional Allocation vs Dual Portfolio

33



Conclusion:
Key Thoughts
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• Separate the collateral (assets) and the promises (liabilities)
Separate risk/reward assumptions for Asset & Liabilities

• Understand | Model | Quantify risks of the Sponsor and Plan

• Understand liquidity needs 

• Establish triggers between “Dual” portfolios 

• Define strategy and time period to meet asset allocation goals



Disclosures
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