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Defined-benefit plan sponsors exert significant effort conducting asset-liability studies to determine an
appropriate policy for their glide paths. The goal of this policy is to lock in improvements to funded status by
incrementally de-risking the portfolio, shifting the asset allocation from return seeking to liability hedging.
However, this plan often fails to contemplate the practical challenges of implementing the glide path once
funded-status triggers have been met. In this paper we'll take a brief look at glide-path management via
liability-driven investing (LDI) completion. This natural extension of overlay management provides the
infrastructure to create an integrated and holistic framework for more robust governance and risk control.

Key takeaways

» LDI completion streamlines the process of portfolio data consolidation, providing a snapshot
of funded status, glide-path targets, and current allocations of growth and hedging assets.

» In the absence of a midperiod monitoring mechanism, pensions may find themselves unsure
of their funded status and unaware of opportunities to lock in improvements.

» Sponsors should consider two key implementation enhancements: developing a mechanism to
monitor location and triggers along the glide path and creating a framework for timely, efficient,
and risk-controlled movement.

» The ability to unite multiple overlay components, such as cash securitization and rebalancing,
can help fund sponsors capture incremental return.
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Investing in an LDI completion program involves risk. All investments are subject to loss.
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Knowing your location on the glide path

A comprehensive portfolio summary, including asset and
liability information, is critical to determining a plan’s
funded status and, ultimately, its location on the glide
path. Plan sponsors must consolidate data from a variety
of sources, including custodians, actuaries, consultants,
and third-party vendors. Further, friction from stale

or lagged data, inconsistent reporting standards, and
limited internal staff resources may make managing

this process time-consuming and cumbersome. An LDI
completion manager streamlines this data-consolidation
process, providing a timely and accurate snapshot of
funded status, glide-path targets, and current allocation
of growth and hedging assets.
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For illustrative purposes only.
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As funded status improves, pensions will approach

and eventually reach triggers defined in the glide path's
policy. That's when action is required. These triggers are
often reached in between standard monthly or quarterly
reporting periods. In the absence of a midperiod monitoring
mechanism, pensions may frequently find themselves in
limbo, unsure of their funded status and potentially missing
opportunities to lock in improvements to funded status.

As a result of these lags, pensions may not make
adjustments to their glide path for a month or more
after hitting a trigger. In some cases a shift may never
occur if the monitoring mechanism didn’t capture the
trigger event. An LDI completion program addresses
these challenges and tracks the portfolio daily to take
advantage of these market dynamics.

Consolidated overlay
reporting
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A plan for moving along the glide path

Equipped with a streamlined monitoring mechanism,

an LDI completion manager can help mitigate real-time
implementation risks. Specifically, an overlay can make
the necessary adjustments to the glide path shortly after
the trigger has been reached and in a coordinated manner,
bypassing the lags introduced by writing direction letters to
investment managers and other administrative procedures.

Reallocating capital may also result in a settlement gap,
whereby growth assets have been reduced but hedging
assets haven't yet been added. An overlay manager can
reduce these gaps, and improve policy alignment, by adding
exposure to the hedging allocation in conjunction with
de-risking rather than waiting for transactions to settle.

In this way an LDI completion manager provides plan
sponsors with the flexibility to move capital thoughtfully,
strategically, and at natural rebalancing points. Once the
necessary exposures are in place, the completion manager
can work with the investment staff or directly with other
asset managers to coordinate a seamless transition
between the completion overlay and physical assets.

Further, LDI completion can be used to more precisely
hedge the unique characteristics of a given pension’s
liability. This aspect of a glide path’'s management typically
becomes more important as plans grow closer to being
fully funded. Interest-rate management can be further
expanded to include key rate analysis to mitigate any
unintended curve risks relative to the liabilities.

Lastly, a key benefit of using an LDI completion manager is
the ability to seamlessly unite multiple overlay components.
In addition to the efficiency and risk-control benefits outlined
in this paper, fund sponsors should expect to capture
incremental return through the use of components such as
cash securitization and rebalancing. This beneficial outcome
arises from the reduction of opportunity costs associated
with cash drag and adherence to a disciplined rebalancing
program. In this way LDI completion as part of a broader
overlay program provides a holistic, cohesive solution.
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Implementation and collateral considerations

Like any overlay program, implementation of glide-path
management involves the use of derivatives. This requires
sponsors to account for a number of considerations:

¢ Depending on the design of the glide path, each
increment may lead to a sizable change in asset
allocation. For this reason, sponsors should have
a clear set of guidelines in place that outlines the
process for implementing each glide-path shift.

e These increments may also impact the portfolio’s
collateral needs. Sponsors should create a liquidity
waterfall—a step-by-step process for sharing the
proceeds of a liquidity event—in order to support
these needs.

* While sponsors can make some glide-path adjustments
immediately following the activation of a trigger, others
may require additional confirmation. Sponsors should
clarify who will be responsible for providing this
confirmation and how they should provide it.

e To ensure that all stakeholders are in agreement before
beginning the program, sponsors should provide clear
guidelines upfront about their implementation plans
and any relevant governance issues.

Conclusion

An increasing number of corporate pensions are
implementing glide paths, and plan sponsors face many
challenges putting them into action. After determining

a glide path, developing a robust monitoring mechanism
and a seamless action plan should be key areas of focus
to mitigate policy risk. An LDI completion manager can
help address both in an integrated program. This new
environment, focused on de-risking, adds new challenges
in pension management, but with the appropriate
framework in place, opportunities exist to improve the
efficiency of the glide path and capture tangible benefits
along the journey.
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About

Parametric Portfolio Associates® LLC (“Parametric”), headquartered in Seattle,
is registered as an investment advisor with the US Securities and Exchange
Commission under the Investment Advisers Act of 1940. Parametric is a leading
global asset management firm, providing investment strategies and customized
exposure management directly to institutional investors and indirectly to individual
investors through financial intermediaries. Parametric offers a variety of rules-
based investment strategies, including alpha-seeking equity, fixed income,
alternative, and options strategies. Parametric also offers implementation
services, including customized equity, traditional overlay, and centralized portfolio
management. Parametric is part of Morgan Stanley Investment Management,
the asset management division of Morgan Stanley, and offers these capabilities
through offices located in Seattle, Boston, Minneapolis, New York, and Westport,
Connecticut.

Disclosures

This material may not be forwarded or reproduced, in whole or in part, without the
written consent of Parametric. Parametric and its affiliates are not responsible for
its use by other parties.

This information is intended solely to report on investment strategies and
opportunities identified by Parametric. Opinions and estimates offered constitute
our judgment and are subject to change without notice, as are statements
of financial market trends, which are based on current market conditions. We
believe the information provided here is reliable but do not warrant its accuracy
or completeness. Certain statements contained herein reflect the subjective views
of Parametric and its personnel and as such cannot be independently verified.
This material is not intended as an offer or solicitation for the purchase or sale
of any financial instrument. Past performance is not indicative of future results.
The views and strategies described may not be suitable for all investors. Investing
entails risks, and there can be no assurance that Parametric will achieve profits
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or avoid incurring losses. Parametric and Morgan Stanley do not provide legal,
tax, or accounting advice or services. Clients should consult with their own tax or
legal advisor prior to entering into any transaction or strategy described herein.

Charts, graphs, and other visual presentations and text information were derived
from internal, proprietary, or service vendor technology sources or may have been
extracted from other firm databases. As a result, the tabulation of certain reports
may not precisely match other published data. Data may have originated from
various sources, including, but not limited to, Bloomberg, MSCI/Barra, FactSet, or
other systems and programs. Parametric makes no representation or endorsement
concerning the accuracy or propriety of information received from any third party.

No security, discipline, or process is profitable all of the time. There is always the
possibility of loss of principal.

Derivatives such as futures, swaps, and other investment strategies have certain
disadvantages and risks. Futures require the posting of initial and variation margin.
Therefore, a portion of risk capital must be preserved for this purpose rather than
being allocated to a manager. Liquid futures may not exist for published benchmarks,
which may result in tracking error. Also, some intraperiod mispricing may occur.
Swaps require periodic payments, may be less liquid than futures, and may have
counterparty or credit risk. Some investment strategies require a cash investment
equal to the desired amount of exposure.
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