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Chapter 45:

Dedicated Bond Portfolios

THE NEED FOR A BROADER ASSET/LIABILITY FOCUS

A. For financial intermediaries such as banks and insurance companies, there is a well-recognized need for a complete funding perspective
1. This need is best illustrated by the significant interest-rate risk assumed by many insurance carriers in the early years of their guaranteed investment contract (GIC) products
2. Dedication and immunization have become popular matching strategies to control this market risk

B. Similarly, in funding pension liabilities there is also a need for a broad asset/liability focus

1. Since the future investment performance of a pension fund is unpredictable, actuaries generally incorporate conservative investment return assumptions in the calculation of annual funding requirements

2. Through use of the dedication strategy to fund the relatively well-defined, retired-lives portion of the pension liability, some of this conservative margin can be eliminated

II. CASH FLOW MATCHING FOR PENSION FUNDS

A. The most popular application of the dedicated strategy has been to fund the payout obligations of the retired-lives portion of a pension plan
B. The strategy

1. Determining the Liabilities
a. Determine the schedule to be funded
b. In addition to funding the retired-lives payouts, the dedicated strategy is frequently applied to a somewhat broader universe of participants that includes retirees plus terminated vested participants
c. Several pension plans have extended the dedication strategy to include the funding of “anticipated retiree” pension obligations
d. Similarly, one can apply the dedication strategy to insurance company funding, where a liability schedule can represent monthly projections of fixed payouts for products such as GICs, single-premium buyouts, or structured settlements
2. Setting Portfolio Constraints
a. The next step in instituting a dedicated portfolio is to specify portfolio constraints on sector, quality, issuer, and lot sizes
b. To identify the cheapest portfolio possible that funds the fixed schedule of liabilities, the portfolio manager may wish to constrain the optimal or least-cost solution to a universe of government and corporate securities rated single-A or better by one rating agency

c. As a general rule, mortgages are not desirable instruments for dedicated portfolios because uncertain prepayment rates cause uncertainty in monthly cash flows from mortgage securities

d. Nevertheless, some portfolio managers allow PACs because PAC cash flows are call-protected within a relatively wide band of prepayment speeds
e. It is also worth noting that the use of corporate securities, although providing higher yields, carries credit and call risks
f. Round-lot solutions (in lots of $2 million or more) are strongly preferred

3. The Reinvestment Rate
a. Since the timing of cash receipts does not always exactly match the timing of cash disbursements, surplus funds must be reinvested at an assumed reinvestment rate until the next liability payout date

b. This reinvestment or rollover rate is vital because it is often preferable to prefund future benefit payments with higher-yielding securities rather than to purchase lower-yielding issues that mature closer to the liability payment dates

c. The more conservative the reinvestment rate, the greater the penalty for prefunding future benefit payouts and, therefore, the tighter the cash flow match

d. The more aggressive the reinvestment rate, the greater the prefunding in optimal portfolios but the greater the risk of not earning that aggressive short-term reinvestment rate in a future period and experiencing a shortfall of cash
4. Selecting the Optimal Portfolio
a. Assembling a dedicated portfolio that has a high probability of attaining its funding objectives over time requires restricting the universe of available issues
b. Three methods are used to identify an “optimal” portfolio

i. Stepwise solutions

ii. Linear programming

iii. Integer programming (most technically advanced)

5. The Cash Flow Match
a. In every year, the cash flow from the maturing principal when added to the coupon income from all securities in the portfolio and the reinvestment income should almost precisely equal the liability requirements specified by the actuary

b. Since almost all cash flow is paid out each month to fund the liability payment, the portfolio has very little cash to reinvest each period and hence assumes very little reinvestment risk
c. The plan can therefore lock in the prevailing rate regardless of the future course of rates

d. The computer model controls reinvestment risk by structuring relatively small surplus positions in most years
6. Pricing the Bonds
a. A dedicated portfolio is concerned only with cash flows
b. As long as all coupon payments are made in a timely fashion and every bond matures on schedule, the liabilities specified by the actuary will be funded

c. Though credit ratings on some bonds in a portfolio may deteriorate over time and their market prices drop markedly, the integrity of the dedicated design is preserved as long as cash flow payments are complete and punctual
d. Prices and yields enter the analysis only in determining the initial cost of the optimal portfolio
7. The Savings to the Pension Plan
a. Increasing the assumed rate on the retired-lives portion of the pension fund decreases the present value of the funds promised as future payouts, thus reducing the actuarial liability
b. Reductions in actuarial liability usually translate into reductions in the current contribution requirements
c. The reduction in current contribution due to the dedicated strategy can be substantial
d. This amount cannot be realized in the form of a reduced contribution all in the first year

e. Pensions and tax legislation require that the gain be spread over 10 to 30 years
8. Reoptimizing a Dedicated Bond Portfolio
a. In addition to bond-for-bond swapping and active sector positioning of the portfolio, a cash-matched solution can be entirely reoptimized on a periodic basis
b. Since the new optimal portfolio will be less expensive than the old, a cash take-out can be generated by selling off a portion of the original portfolio and replacing the cash insufficiencies with a new combination of securities

c. The new optimal portfolio will always be cheaper than the original portfolio
9. Active Management of Dedicated Portfolios
a. Bond swaps can be undertaken to pick up yield or to swap out of an undesirable credit
b. To preserve the integrity of the dedicated portfolio, however, the cash flows associated with the bond being sold must be replaced with those from the bond (or bonds) being purchased
i. Bonds with identical coupons and maturities, or bonds with higher coupons and similar maturities, can be swapped

ii. Bonds with similar coupons and slightly earlier maturities can also be swapped provided an additional cash pay-up is not required

c. In addition to swapping, an active manager might add significant value by actively positioning a new dedicated portfolio in cheap sectors of the market
III. ROLE OF MONEY MANAGER AND DEALER FIRM

A. Advantage to selecting a dealer firm over a money manager in implementing the dedicated strategy

1. Most money managers have access only to matrix pricing (computer-derived pricing), which is generally reliable for corporate securities within a range of plus or minus 30 basis points

2. Since the computer-derived solution is not executable at the cheap levels specified in the database, the “least-cost” solution is not optimal when executed at market rates
B. Dealer firms and software vendors with dealer connections are best positioned to simulate, structure, and execute an optimal portfolio due to the accurate pricing and sizing in their databases
1. However, because dealer firms are not fiduciaries, money managers are best suited to make the active management decisions about sector positioning, call protection, credit decisions, and spread forecasts
2. In addition, money managers are best suited to oversee the execution of reoptimizations with dealers
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