
Developing an Investment Strategy for Frozen Plans
A recent report by the Pension Benefit Guaranty Corporation*
states that 9.4% of defined benefit plans are frozen. While many of the
affected plans in the PBGC’s report had fewer than 100 participants,
recent actions by Verizon, IBM and GM to freeze their defined benefit
plans underscore the increased popularity of freezing among large
companies. Although the motivations and objectives of sponsors vary,
most wish to eliminate the risk and volatility of DB plans. Freezing
eliminates the accrual of future benefits, and often prompts a
collective sigh of relief within the organization. But it should also
generate new questions:

� Have we really eliminated plan risk and volatility?
� Is termination our end goal? If so, how and when do we terminate?
� How do we address our funding gap?
� Should we change our asset allocation?

A frozen plan often leads management, analysts, and others to believe
that the risk of the defined benefit plan has been mitigated, so it is time
to move on to other more important issues. But freezing a plan does
not necessarily reduce a sponsor’s financial risk significantly. In
fact, freezing a plan requires more, not fewer, decisions from the sponsor. 

Those decisions and their implementation can present the sponsor
with a wide range of possibilities. In this paper, we offer a road map
to help sponsors make the best choices for frozen pension plans.

Termination Liability: A Higher, Moving Target
For most sponsors who freeze their DB plan, termination of the plan
is the ultimate goal. In many cases, though, the termination goal is
not immediately attainable, due to underfunding and cash cost. While
the desired outcome may vary, each sponsor of a frozen plan must
develop a strategy that begins with the calculation of the termination
liability, and the recognition that over time it will be a moving target
that requires close monitoring.
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How a plan sponsor responds to this
challenge will define its success in
managing toward termination. The plan
sponsor needs to understand that there
are many required steps, and managing
a frozen pension plan is a dynamic and
complex process.

Plan Termination Costs
Many plan sponsors are surprised to
discover that the costs of terminating
a defined benefit plan may be significant.
The reasons are many, often mired in
actuarial and accounting convention.
But there is a simple explanation –
lower discount rates. 

Traditional plan termination involves
payments to the individual participants
(lump sum settlements) or a transfer of
the liability to an insurance company. 
An insurance company assumes full
responsibility for paying participants
their retirement benefits in accordance
with the plan provisions. For most plans,
these payments will extend upwards of 
75 years from the date of termination.

In order to protect itself from market shifts,
the insurance company discounts the 
liabilities using very conservative
assumptions. These “market” rates are
invariably lower than the rates used for 
actuarial or financial statement reporting. 
The lower rates mean greater termination costs.

Road Map for 
Plan Termination
Some plan sponsors may be successful
in reaching termination with little to no
planning. It is important to point out that
this will be the exception – not the rule.

Waiting for interest rates to rise, contributing the ERISA minimum, or
taking increased portfolio risk are examples of strategies that may
make plan termination unlikely. 

Our five-step process for mapping the road to termination addresses
the challenges sponsors face in frozen plan management.

STEP 1:
Calculate Market Value of Liabilities (MVL)
The cost of terminating a pension plan cannot be found in any
actuarial report, financial statement or government form. A plan
may appear to be fully funded on an accounting or ERISA basis, 
but may be underfunded on a market-valued plan termination basis.

Market Value of Liabilities (MVL) can be used to approximate
plan termination costs. MVL, a seldom used but increasingly
important measure, is calculated using U.S. Treasury spot rates,
similar to rates used by insurance companies when developing
termination cost. MVL approximates what it would cost a sponsor
to transfer plan liabilities in the market. It results in the highest
liability valuations of the methods shown below because Treasury
spot rates are lower than the high-grade corporate rates used in
other measures.

Alternative Liability Measures
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STEP 4:
Use ALM model to forecast
The strategic asset allocations developed in Step 3 are integrated
with the plan liabilities in Asset/Liability Management (ALM)
models. ALM models are used to forecast future interest rate levels,
asset returns, plan assets and liabilities. Stochastic ALM models
use Monte Carlo simulation to generate thousands of future paths,
accounting for correlated movement of economic variables, such as
interest rates and asset returns.

ALM models can assess the likelihood of having sufficient assets for
plan termination and identify the range of asset surplus or shortfall.
These models also forecast future contribution requirements,
pension expense, and other financial statement impacts. 

STEP 5:
Select strategy, monitor and adjust
Multiple trials of various strategic asset allocations lead to 
the selection of an optimal strategy based on the ALM output, 
plan risk tolerance and plan objectives. The implementation of 
this strategy allows the plan sponsor to establish a deliberate 
and measurable process for transitioning its frozen plan 
to termination. 

Sponsors should be aware that, while monitoring active managers
against appropriate asset-only benchmarks is prudent, plan-level
investment strategies require customized liability benchmarks to
determine the success of the investment strategy against plan-
specific liability growth.

Changes in the time horizon, end-state objectives, risk tolerance,
capital market expectations, regulatory environment or other factors
require continuous monitoring, and adjustments may be needed.

Case Study
As an example of how an ALM model can be used to tailor an
investment strategy for frozen pension plans, consider the case 
study on the right page. Please see overleaf for analysis.

For more information on how ALM can be used to aid pension plan
management, please contact Peter Austin, Executive Director, Mellon
Asset Management, at 412 234-4474.

STEP 2:
Establish objectives and risk tolerance
A plan’s investment strategy must be
aligned with a targeted time frame for
terminating. Terminating a plan in one
year requires a very different investment
strategy than termination in five years. A
target date for termination, or some other
desired end state, should be established
immediately, as we recognize that
the termination liability is a dynamic
target that requires a comprehensive
solution. Sponsors must establish a
contribution budget, especially in the
case of underfunded plans. Ongoing
contributions will be essential to
achieve the desired outcome.

During Step 2, sponsors must determine
their sensitivity to future plan funded
status levels, ERISA contribution
requirements, pension expense, and
balance sheet impact. Every sponsor has
a unique degree of risk tolerance for each
of these financial measures. For example,
private companies may be more sensitive
to required contributions, but large public
companies may be more concerned about
pension expense. 

STEP 3:
Select various strategic 
asset allocations
At this point, the liabilities have been
valued, the time horizon set, the
contribution budget established and
risk tolerance assessed. Attention now
shifts to the selection and modeling of
investment portfolios.

In Step 3, we look at the current asset
allocation as well as a number of other
alternative asset allocation strategies.
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Hypothetical Case Study — Using an ALM Model to Develop an 
Investment Strategy for Frozen Plans

Source: Mellon Asset Management
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Case Study Analysis
The hypothetical case study examines
a frozen plan that is 80% funded today,
and wishes to achieve a fully funded
status and termination in three to
five years.

Portfolio Strategy 1 has a 60% equity/
40% bond asset mix that would be
typical for many pension plans. Portfolio
Strategy 2 is strongly concentrated in
customized long duration bonds, with
a few selected “alpha” sectors to
supplement total return.

Given its greater equity component,
Strategy 1 has the higher expected
average return, and a small chance
of superior results in the near term.
However, Strategy 1 also has a wider
range of unfavorable outcomes. Thus
there is a greater risk of underperformance
in both the near and longer term.

With Strategy 2, the outcomes are more
predictable, with much less downside
risk. By Year 4, the chance of reaching
the terminal funding objective (100%
funding) is actually higher with
“conservative” Strategy 2.

See back page for index disclosure and explanation
of assumptions.

Termination Alternatives
The proliferation of frozen plans has
triggered interest in the development of
alternatives to traditional termination
options. We expect there will be
significant interest in these products
if they are more cost effective than
traditional solutions. 

Additional Resources for 
Pension Fund Management
In previous articles, Mellon Asset Management has examined
a range of topical pension issues, including Asset/Liability
Management, pension fund reform, and custom liability indexes. 

For more information on freezing or terminating pension plans,
or prior topics, please contact Peter Austin, Executive Director,
Mellon Asset Management, at 412 234-4474.
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Part I of III

This is the first of three papers on pension reform that we hope
will help pension plan sponsors navigate through the likely pension
funding and accounting changes.

This paper will assess the implications of pension reform. Subsequent
papers are intended to assist plan sponsors in developing a plan and
monitoring results.

Pension Funding Reform

ERISA, the Department of Labor, the Pension Benefit Guarantee
Corporation (PBGC) and the Internal Revenue Code affect how
companies fund their pension plans. There is a strong move afoot
to change pension funding rules, because of:

� Complexity of current regulations
� Misleading information about funded status of a plan
� Deteriorating financial position of PBGC
� Expiration of temporary regulations at end of 2005
� Severe underfunding in troubled firms

Reform proposals include:
� Movement towards mark-to-market measurement
� Increased reporting transparency
� More relevant and timely disclosures to participants and public
� Incentives to close the funding gap
� Elimination of long amortization periods
� Reduced use of smoothing mechanisms
� Allowing more tax-deductible contributions
� Creation of incentives to build reserves
� Limited use of lump sums and other ancillary benefits
� Increased PBGC premiums to improve solvency

A summary and an analysis of the key elements of the current
regulations, the Bush Administration (DOL) proposal and the
Pension Protection Act are shown on the following chart.
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The Benefits of Asset /Liability Management 

Your Defined Benefit Pension Plan may have a significant impact 
on your cash flow and financial statements. Determining the
appropriate Strategic Asset Allocation (SAA) to be included in your
Plan Investment Policy is one of the single most important decisions
to be made about plan management.

Studies have demonstrated that a plan’s asset allocation explains
about 90% of the variability of a pension plan’s return. 

Asset/Liability Management (ALM) uses quantitative models to
support the decision-making process. These models are commonly
used to help set a SAA customized to a sponsor’s specific situation
and needs. ALM can provide forecasts under current and alternative
allocations to illustrate the impact on funded ratios, contributions,
pension expense and other balance sheet items over time and under
various economic environments. 

Mellon Institutional Asset Management

  91% Asset Allocation Among Categories of Investments

Determinants of Portfolio Return

  9%  Security Selection, Timing and Other Factors

Source: Brinson, Singer, and Beebower, “Determinants of Portfolio Performance II: An Update,”
Financial Analyst Journal, May-June 1991.

ALM Results Consider Alternative Allocations In Various Economic Environments
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Introducing the Mellon Pension Liability Indexes
Sponsors of defined benefit plans increasingly recognize the benefits
of aligning the plan’s asset allocation with its liabilities: reduced
funding and expense risk, with more consistent funding levels.
At the same, there has been a dearth of good information on how
liabilities are performing in a real-time, “real world” environment.
Benchmarking of both assets and liabilities is an important
component of an effective asset/liability strategy.

Summary
In response to this need, we have created the Mellon Pension

Liability Indexes, a set of benchmarks that closely track the market
value of actual pension liabilities, using current discount rates. We can
compare the total return of these benchmarks to a range of investment
portfolios with different asset and risk profiles. These comparisons
allow the plan sponsor to evaluate the effectiveness of investment
strategies under a variety of economic and interest rate conditions.

Pension Funding
The principal function of a pension fund is to pay the benefits due
to its retirees. The ultimate measure of success is whether the assets
of the plan can grow faster than its liabilities. The relationship
between the market value of a plan’s assets and its liabilities is
called the funded ratio. If assets grow faster than liabilities, the
funding ratio will generally increase over time. If liabilities
grow faster, the plan will become less well funded.

Historically, pension plan sponsors have had good information
about asset benchmarks and the market value of plan assets.
Unfortunately, there has been much less information about liability
benchmarks and the market value of liabilities. In many cases,
sponsors do not receive actuarial valuation reports until 15-18
months after the valuation date. Moreover, the valuation discount
rates are government-mandated constructions, not current market
rates. Hence, it is very difficult for plan sponsors to compare plan
assets and liabilities on a frequent and consistent basis.
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Congress Moves Toward New Law

By Albert R. Trezza

Assistant Director, Research and Analysis

In our August 2005 white paper, Pension Reform: Road Map for Plan Sponsors, Part I, we discussed
various corporate pension funding reform proposals. Since then, the House and Senate passed two
versions of legislation designed to tighten pension funding rules, which we outline below.

Over the next 60 days, committee members from both houses will be working to iron out differences.
We expect a compromise bill will be ready for the President’s signature by early March. 

Both measures call for the following:

� Higher funding targets (100% of accrued plan liabilities)
� Increased PBGC premiums (flat and variable) 
� Increased maximum tax deductible contribution limits
� Clarification on legality of cash balance plans, though only prospectively

The differences include:

For most underfunded plans, both bills call for a five-year phase-in of the 100% funding target beginning
in 2007. However, these underfunded plans will likely see an increase in their annual contribution
requirements until they have reached the appropriate funding targets. Companies sponsoring overfunded
plans will have more latitude with respect to the tax advantages gained by contributing to their plans.

The new legislation will likely go into effect on January 1, 2007. It is important that plan sponsors be
prepared for the impending changes and take the necessary steps to ensure compliance. Plan sponsors
may wish to revisit their funding and investment policies to minimize the financial impact of the reform.
Stay tuned for additional Mellon Briefs on this topic. For more information, please contact Sean O’Neil
at 617-722-7654.

Issue Senate Bill House Bill

Industry-specific pension relief Airlines None

Smoothing period for interest rates and asset values One Year Three Years

“At-risk” plan definition based on credit rating Yes No

B R I E F S

January 2006

Pension
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Road Map for Plan Sponsors, Part II
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Part II of III – Developing a Plan

This is the second of three papers on pension reform that are
designed to help pension plan sponsors navigate through the
likely pension funding and accounting changes on the horizon.

This paper addresses the topic of developing a plan in response
to pending pension reforms, including: implications of likely
pension funding and accounting reform, an overview of pension plan
financial risk management, the role of asset/liability management,
and the impact of regulatory changes on investment policy. Our
next paper, Part III of III – Monitoring Results, will provide plan
sponsors with a comprehensive plan for monitoring financial risk
controls and responding to future changes.

Implications of Pension Reform –
A Summary of Part I

In Part I of our pension reform series, we discussed the proposed
rule changes for defined benefit pension plans. We are likely to see
less generous smoothing and amortization, more mark-to-market
valuations, and more rapid mandatory funding of deficits. Measuring
assets and liabilities at market will tend to increase the volatility of
contribution requirements, pension expense, balance sheet impact,
and funded ratios.
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Overhaul Begins
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A Preliminary MIAM Assessment 
On November 10, 2005 the Financial Accounting Standards Board
(FASB) approved a two-phase project to reconsider current pension
plan accounting standards. These standards provide guidance for
determining annual pension expense (income statement) and 
disclosing Plan assets and liabilities (balance sheet and footnotes).
The objective is to improve financial statement reporting of pensions
and other postretirement employee benefits (OPEB) plans by making
the information more useful and transparent for investors, creditors,
plan participants, and other users. 

Phase I is designed to improve transparency by requiring that the
pension plan surplus (or deficit) now contained in the financial
statement footnotes, be moved onto the balance sheet. This is similar
to the FRS 17 approach in the UK. Changes in the annual surplus 
(or deficit) would be included in shareholder equity and comprehensive
income, not in net income. Companies will still be able to use “smoothing”
mechanisms to reduce the volatility of their earnings. FASB has
indicated they expect Phase I to be completed by the end of 2006.

Phase II will be a joint-initiative with the International Accounting
Standards Board (IASB). Phase II may take up to three years or
longer for completion.

Concurrent with this two-phase project, the FASB and IASB are 
working to establish new standards for the presentation of information
in financial statements. For example, one outcome may include
separating earnings items into various components (e.g., operating
vs. non-operating). These new standards may allow for an easier
transition and acceptance of Phase II outcomes.

Accounting vs. Funding

Required cash contributions and pension expense are often together 
referred to as the “cost” of the pension plan – the former being a cash
outlay and the latter a reduction (or increase) in company earnings.
It is important to remember that the processes and outcomes under
pension funding rules are very different from those relating to
pension accounting. While each is important, this paper addresses
the impact of the proposed FASB changes on pension accounting. 
For information on the proposals for pension funding reform, please
refer to Mellon’s three-part series Pension Reform Road Map for
Plan Sponsors.
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Phase I Phase II

• Balance sheet recognition
 of “true” pension plan 
 funded status 

• Income statement recognition
• Liability measurement
• Assumption setting guidance
• Possible consolidation of assets
 and liabilities on balance sheet
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Mellon Asset Management
Integrated Pension Solution

The Mellon Asset Management integrated
pension solution offers all the services necessary
to enhance the overall management of your plan.

Our strategic advice and analysis capabilities
allow us to deliver a customized pension solution
that will meet your specific objectives. The solution
is focused on all aspects of plan management and
will include:

� Reducing plan contribution levels and
avoiding pension expense surprises 

� Managing your pension’s impact on
financial statements 

� Improving portfolio diversification
and investment performance

� Realizing cost savings 

All of our services are delivered in a cost effective
manner by a dedicated team from a proven and
trusted provider. With the growing complexities
of pension plans, this singular focus will enable
us to structure a unique solution for you. Our
proprietary modeling capabilities are a main
feature of our service.

We use proprietary asset / liability modeling
capabilities to enhance the asset allocation
decision-making process. Our modeling process
will incorporate your specific liabilities, funded
status and risk tolerance to set the optimal asset
allocation for your plan.

We will also create customized liability-driven
benchmarks to enable you to measure the
investment performance against both capital

market based benchmarks and the liabilities of your
plan. Monitoring the changes in the value of your
assets and plan liabilities on a regular basis will
enable you to better manage your plan.

Investment Process and Philosophy

We use a complete lineup of top investment
management firms. Our investment philosophy
is based upon proper portfolio diversification,
management of risk and alpha generation.
Mellon takes responsibility for manager
selection, ongoing manager evaluation and
manager replacement as recommended by
our Investment Committee. The objective
is to deliver:

� Superior investment performance 

� More cost-effective diversification across
world-class managers

� Alternative investment strategies that
provide enhanced risk adjusted return 

� Simplified plan administration 

Client Service Excellence and Trust
Services from the Global Leader

Mellon has the experience, size and expertise
to deliver the best resources to our clients. This
is driven by over $4.7 trillion in assets at Mellon
under management, administration or custody as
of 12/31/05. We will provide a comprehensive set of
trust services, including on-line reporting, monthly
statements and benefit disbursement services.

For more information on the Mellon Asset

Management Integrated Pension Solution,

please contact Craig Hartnett at (617) 722-7931.



The statements and opinions expressed in this article are those of the author 

as of the date of the article, and do not necessarily represent the view of 

Mellon Asset Management or any of its affiliates. This article does not constitute 

investment advice, and should not be construed as an offer to sell or a solicitation

to buy any security. For more information about any product or services of

Mellon Asset Management, please contact Peter Austin at 412 234-4474.

ALM Model Assumptions
Mellon Asset Management’s Asset/Liability
Management (ALM) modeling is based on
proprietary capital market projections
for the expected returns, volatility and
correlations of common asset classes.
These asset classes include equities,
bonds of various durations, international
securities, emerging markets, commodities,
absolute return strategies, and
other alternatives.

The ALM model uses Monte Carlo
simulation to generate thousands of
hypothetical economic scenarios that
incorporate the projected returns and
volatility assumptions. The model
produces a range of possible portfolio
returns and assigns the probability
of their occurrence, as highlighted in
the charts. The expected returns and
standard deviations shown in the case
studies are the weighted averages of
the component asset classes.

Index Disclosure
The Russell 3000 Index is an unmanaged capitalization-
weighted index that is broadly representative of U.S.
equity markets.

The Russell 2000 Index is an unmanaged capitalization-
weighted index that is broadly representative of U.S.
small cap equity markets.

The Russell 1000 Index is an unmanaged capitalization-
weighted index that is broadly representative of U.S.
large cap equity markets.

The MSCI Europe, Australasia, Far East (EAFE) Index is
an unmanaged market-value-weighted index of more
than 1,000 securities issued by foreign companies.

The Lehman Brothers U.S. Aggregate Index is an
unmanaged index broadly representative of the
taxable high grade U.S. bond market.
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