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Actively managed equities:
Going, going....
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DB Pensions Market is > €1 Trillion

DB Pension Liabilities (Ebn)
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1300 schemes have an estimated £1057bn of liabilities

Source: Watson Wyatt, The Pensions Regulator
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Corporates and Trustees face growing
pressures on Defined Benefit pensions

ALM risk: 3 Securing NEELRTS _Finding
responsibility ¥ safe haven close risk/reward

without PPF levies @ for pension deficits balance
control B promises

Pension regulator:
barriers to
restructuring /
M&A

Pension liabilities Pension
- Corporate
delinked from s opnsors DB Schemes fund
active business P Trustees

obligations

Concerns about

— > : corporate
Deficit volatility: creditworthiness
- threat to credit : & unsecured

rating Pressure Improv?ng Unavailabili'_cy _ Need for creditor status
-ROE damage ity longevity el of long duration M independent
assumptions : assets advice

- Corporates want to jettison legacy pension liabilities
=  Trustees want to immunise themselves from sponsor risk exposure
- Current reliance on link to former employer unsustainable




and regulatnfy change has brought

new tinkig on investmen stteg Pension strategy and managers

How should pension funds assess

FUND MANAGEMENT  these idesd now rev1ewed more frequently
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Death rates spark the birth of a new market

nancial engineers are designing derivatives for the growing area of ‘longevity risk’, write Gillian Tett, Joanna Chung and David Wighton
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Implications of Owner and Trustee goals

LDI

Corporate ,

eReduce Derivatives

volatility Longevity

e Reduce hedge
reliance on

Insurance
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Buyout

eTransfer
Private risk

Equity

Non-lnsurance

Risk
Transfer
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Corporate gameplan: grow to match or
grow to exit

S

> S . e Widening gap between

= S Survivors ¢ q

I I Risk transfer + corporate sponsors an
4 Lock in gains fund Trustees :

e Particular challenges for
mature corporates post-
downsizing

e (Corporates cannot afford

Challenged Dependent to think long-term
8 Grow + Grow +
'cg Transfer risk LDI v
=
g ¢ Essential need:
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Self-managed approaches

eDuration matching with bonds
eEquity weighting sharply down
Risky assets diversified (Alternatives)

e More passive cash / derivative equity

e Swaps more efficient for matching

Derivatives «Move into higher return floating rate
credit assets including Leveraged
Loans & Structured Credit

Longevity e No market yet
hedge

Credit + Hedge = perfect liability match
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Risk transfer approaches

eInsurance regulation implies fixed income
strategy

Insurance *Pru / L&G like Gilts & Index-linked
Buyout

eNew entrants like floating rate credit

eLimited scope for upside assets

eUnconstrained asset allocation

eAim for high investment returns

Non-Insurance

Risk Transfer Equity part of diversified MAC portfolio
eSceptical on active equity mgt

eBonds often seen as too low return
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Insurance competitors

Synesis Life
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http://www.pearlgrouplimited.co.uk/pearlgroup/pearlgroup.nsf/Content/home
http://www.paternoster.uk.com/content/default.asp
http://www.aig.com/gateway/home/1-70-0-0-index.htm
http://www2.goldmansachs.com/
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Traditional Pension Fund asset & liability
management

e Equity & bonds

Froperty, 9% predominate
, (6}

e Volatile asset

Corporate
portfolio

Bonds, 16%0

eNo swaps means

Index-Link Fauities, S volatile liabilities
Gitts, 8% with full exposure
to falling interest
Gitts, 16% rates and rising

inflation
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Traditional pension fund portfolio

Actuarial forecast case
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Yale Endowment asset allocation

Real Assets,

- Equities,

28%

Bonds +
Cash, 7%

HNaIe |—bdge
Equity, 15% Funds, 26%

e Diversified MAC
Portfllio

e[lliquid Alternative
Assets dominate
(6690)

® 169 p.a portfolio
returns 1985-2005
(10x increase)

e Portfolio size:
$15.2bn
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Telent (Marconi) pension fund asset
allocation

e LDI matching bonds
targets Gilts+75bp

Growth
Assets, 20%

eGrowth portfolio
(equities + alternatives)
targets gilts + 400bp

eInflation & interest rate
swaps

¢ Pension fund + escrow
Bords, 80% targeted to grow to
insurance buyout level
by 2021
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WH Smith pension fund asset allocation

eTrustees sold all cash
equities in 2005

Growth
Assets, 20%

09490 of scheme in LDI
inflation & interest rate
immunized low risk
fixed income portfolio

® 60 of portfolio in
long-dated FTSE call
options to generate
growth & eliminate
pension deficit

Bonds, 80%
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Predicting the future

e Endgame iIs DB legacy risk transfer & massive
reduction In actively managed equity allocation

ePace of change influenced by

e\Volume of Private Equity M&A / Corporate Restructuring
e Price of risk transfers v pension deficit levels
eAttitude of Pensions Regulator to unregulated risk transfer

«When/if liquid longevity risk market develops
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