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Abstract
This paper discusses the modelling and control of pension funds.

A continuous-time stochastic pension fund model is proposed in which thererisiey

assets plus the risk-free asset as well as randomness in the level of benefit outgo. We
consider Markov control strategies which optimise over the contribution rate and over the
range of possible asset-allocation strategies.

For a general (not necessarily quadratic) loss function it is shown that the optimal pro-
portions of the fund invested in each of the risky assets remain constant relative to one
another. Furthermore, the asset allocation strategy always lies on the capital market line
familiar from modern portfolio theory.

A general quadratic loss function is proposed which provides an explicit solution for the
optimal contribution and asset-allocation strategies. It is noted that these solutions are
not dependent on the level of uncertainty in the level of benefit outgo, suggesting that
small schemes should operate in the same way as large ones. The optimal asset-allocation
strategy, however, is found to be counterintuitive leading to some discussion of the form of
the loss function. Power and exponential loss functions are then investigated and related
problems discussed.

The stationary distribution of the process is considered and optimal strategies compared
with dynamic control strategies.

Finally there is some discussion of the effects of constraints on contribution and asset-
allocation strategies.
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1 Introduction

The analysis and control of pension fund dynamics is becoming increasingly important as
members start to pay more attention to the security of promised benefits and as sponsoring
employers become more concerned about the timing and stability of cashflows.

This paper discusses some current problems in the analysis and control of defined benefit
pension funds. Under a pure defined benefit pension fund the benefits payable to an
individual member depend only upon his or her salary and length of past service.

The principal alternative to a defined benefit scheme is a defined contribution occupational
pension scheme. Here the benefits are defined by the level of contributions which are
paid into an individual member’s fund or ‘pot’ and by the investment returns which are
achieved over the period up to retirement. Since the pot is used to purchase an annuity at
the time of retirement the level of pension is also determined by the annuity rate which
prevails at the date of retirement and, in particular, the term structure of interest rates on
that date. Generally the rates of contribution by the sponsor and by the member are fixed.
All of the investment risk is borne by the member and there is no opportunity for the
member to smooth out the effects of adverse investment returns. EXxisting literature on
defined contribution problems typically deals with the case where the terminal utility is
a function of the fund size at retirement (for example, see Merton, 1990, Gerber & Shiu,
2000, and Deelstrat al.,). The case where the terminal utility is a function of pension
purchased at retirement (that is, fund divided by annuity rate) in a stochastic interest-rate
environment has been considered by Caatal. (1999).

Under a defined benefit scheme the sponsoring employer has no ability to vary the tim-
ing or amount of the benefits payable. In contrast to this and to a defined contribution
scheme the rate at which contributions are paid into the fund are (within limits) very flex-
ible. Typically this flexibility rests fully with the fund sponsor while individual members
contribute a fixed percentage of their salaries.

Increasingly, we also see schemes which provides elements of both defined benefit and
defined contribution. Most common are schemes which allow for discretionary increases
to pensions in payment with the size of the increase depending upon recent investment
returns. Other ‘*hybrid’ schemes provide a pension which is equal to the maximum of a
defined benefit pension and a defined contribution pension.

Within the pure defined benefit framework there is considerable scope for freedom:

e in how the variable contribution rate should be varied;

¢ in the choice of asset allocation strategy.

1.1 Contributions

By-and-large, the fund sponsor has considerable freedom in how the contribution rate
can be varied. The basic principle underlying how the contribution rate is set is that it

should take account of the amount of surplus or deficit (that is, the excess of assets over
liabilities). Thus, in some sense, the contribution rate can be reduced during periods of
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surplus and increased above the normal rate when the scheme is in deficit. The role of
the actuary is to take account of the needs of the sponsor and of the members before
recommending to what extent surplus or deficit should affect the contribution rate.

The overall level of flexibility may be restricted by the presence of certain constraints:

e There may be a legal requirement to keep the funding level (the asset/liability ra-
tio) above a certain minimum level (the method of calculation of which can take a
number of forms). If the funding level drops below this minimum the sponsor may
be compelled to make up the deficit immediately.

e Similarly there may be a restriction on the maximum size of the fund. This may
require refunds to the sponsor or improvements to the benefits (although, in the
latter case, the fund would cease then to be a ‘pure’ defined benefit scheme).

e The fund sponsor may wish to keep the contribution rate below a certain level (for
example, twice the normal rate).

e Regulations or plan rules may prevent refunds to the employer, or perhaps refunds
are only permitted when the funding level is sufficiently high.

1.2 Assets

A pension fund will normally fall under the responsibility of a grouptiefsteesor man-
agerswho must act in the best interests of the fund members. Within this remit they can
choose how to invest the assets of the fund. Appropriate investment strategies will take
account of:

prudence;

requirements to

maximise returns;

minimise risk;
diversify;

avoid self-investment;

immediate cashflow requirements;

security;

¢ the tax status of the fund and of the various potential assets.

Besides taking the advice of their fund managers, trustees may also seek the advice of
the fund actuary before deciding upon an appropriate strategy. How the funds available
should be allocated presents an interesting problem for the actuary. The solution to such
a problem must take account of many things:
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¢ the balance between the conflicting interests of the members and the sponsor;

¢ the expected returns on the various assets and the associated risks and dependencies
(both between individual assets and through time);

¢ the current level of funding;

e constraints on short selling of assets.

1.3 Objectives

For an actuary to set an optimal contribution rate and asset allocation strategy it is nec-
essary to use a well defined objective function with appropriate constraints. Objective
functions must be sufficiently precise to avoid ambiguous or non-sensical solutions. For
example, the imprecise objectim@nimise variancéeads to various outcomes which min-
imise the variance of the funding level and/or the contribution rate.

Other apparently precise objectives lead to optimal solutions which do not entirely make
sense. In such circumstances it may be necessary to revise the objective function.

1.4 Types of model

A basic question which must be answered first is should we use a deterministic or a
stochastic model. Deterministic models are adequate for cashflow projections and valua-
tions but little else. Stochastic models, on-the-other-hand, allow us to investigate fully the

dynamics of the fund through time and, for example, devise suitable control strategies.

Here we consider stochastic models only.

A separate question is whether models should be kept simple or be made very realistic.
The answer here depends on the reasons for modelling. In a more academic study we are
looking for the major drivers of pension fund dynamics. Simple models allow detailed
study of these factors. Often it is possible to derive analytical results which can then
be used to provide specific links between causes and effects. A more complex model,
on the other hand, may be required if the modeller has in mind a specific pension fund
with a very specific benefit structure. As models become more complex we input more
and more factors and find that more detail comes in the output from each simulation. It
then becomes very difficult to identify why certain effects are evident. However, simple
models provide the backup in the analysis of complex models. Such models give pointers
to what we should be investigating. Thus we may be able empirically to observe the same
links between causes and effects as were found analytically in the simple model. More-
often-than-not such comparisons can explain, with ease, the majority of the variation in
the dynamics of a complex model.

In some problems the aim may be to devise an optimal control strategy. As we show here
it is possible using simple models to derive precisely an optimal control. This then gives
us the starting point for further study and optimisation within a more complex model.

This paper has a number of aims. First, it will pull together some recent results in
continuous-time pension fund modelling (O'Brien, 1986, 1987, Dufresne, 1990, Boulier
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et al., 1995, 1996, and Cairns, 1996, 1997). Fresh proofs of these results will be pre-

sented as appropriate along with further discussion of their implications. Second, some
new avenues will be developed to show how this earlier work can be modified to consider
some generalisations and to pull the results closer to current practice. Third, the paper
will discuss some open problems.

Within this framework the paper will proceed as follows. Section 2 introduces the continuous-
time stochastic model for the dynamics of a pension fund in its most general form which
will be used in the majority of the paper.

Section 3 considers dynamic stochastic control of the model by making reference to a
value function which discounts exponentially future random values of a quadratic loss
function. The section proceeds by looking at various cases both constrained and uncon-
strained. The advantages and disadvantages of the quadratic loss function are discussed
in detail here. Finally, power and exponential loss functions are considered with problems
similar to those under the quadratic loss function identified.

In Section 4 we take the longer-term view and consider the stationary distribution of the
process (although the distribution of the model nears its stationary form within 10 to
15 years usually). This includes a look at the continuous proportion portfolio insurance
approach to asset allocation introduced by Black and Jones (1988) and compares this with
a static investment strategy. Section 5 compares the results of dynamic versus stationary
optimisation derived in Sections 3 and 4 and shows how sensitive these results are to
changes in the control parameters.

Finally Section 6 discusses how the model and value function might be developed in the
future to come closer to reality.

2 A general model

In this paper we consider continuous-time stochastic models for pension fund dynamics
which allow forn risky assets and for noise in the level of benefit outgo. The general form
of this simple model is:

dX(t) X(t).ddx (t,X(t)) +c(t).dt— B.dt — 0p.dZy(t) (1)
where X(t) = fund size at
ddx (t,X(t)) = instantaneous return on assets betwesmdt + dt
c(t) = c(t,X(t))
= contribution rate
B = expected rate of benefit outgo
and o, = volatility in benefit outgo

Discrete-time models have been considered by Cairns (1995), Cairns & Parker (1997),
Dufresne (1988, 1989, 1990) and Haberman & Sung (1994). Such models have yielded
a number of useful analytical results with wider applications. Continuous-time models,
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which are, in some ways, more idealised, yield further analytical results (for example,
see Dufresne, 1990, Bouliet al., 1995, and Cairns, 1996). Similar results can then be
sought empirically in discrete-time models.

The contribution rate;(t), is a predictable process and provides us with one of the means
of controlling the dynamics of the pension fund. Dufresne (1990) and Cairns (1996)
considered continuous-time models in which the contribution rate was a linear function
of the current fund sizeX(t). Boulieret al. (1995) considered more general formsdir

but found that the optimal solution to a simple control problem was that the contribution
rate should indeed be linear X(t). These results are discussed in detail in Sections
3 and 4 of this paper. O’Brien (1987) considered a similar objective function where
the contribution rate only was controllable and where there was a stochastic reserve (in
contrast to the constant targef relative to salary roll used in Section 3 of this paper).
He found that the optimal contribution rate was linear in the amount of surplus. However,
other aspects of the model used by O'Brien (1987) were unrealistic even for a simple
pension scheme, making a fresh start here appropriate.

The other means of control is through the asset-allocation strategy. First we may allow
for the possibility of a risk-free asset (omsh which has a value at timeof Ry(t) =

Ro(0) exp(dot). There are, in additiom risky assets, the prices of which (including rein-
vestment of dividend income) we assume follow correlated geometric brownian motion:
that is,

dR(t) .
R = d6.(t)_6..dt+glo.1.dzj(t) 2)
or dd(t) = d.dt+Sdz (3)
where dd(t) = (d&q(t),...,ddn(t))T
5 = (81,...,00)"
S = (o)1
dz = (dz,...,dZ)T

andZ(t) is standardh-dimensional Brownian motion. We assume tAét) andZy(t) are
independent.

For convenience later on, we defibe= SS (the instantaneous covariance matrix) and
A= (Ag,... ,)\n)T whereAj = & — g is the risk premium attached to asget

Let us assume that > &g for alli > 1 (that is, investors are rewarded with higher expected
returns for taking on some risk). No assumption is made about the level of correlation be-
tween the returns on the various stocks including, for example, the benefits (or otherwise)
of diversification. The proportion of the assets invested in dsget 0,1,...,n) is de-

noted byp;(t,X(t)). It follows thatS! ypi(t,X(t)) = 1. In the development below we
write p= p(t,X(t)) = (pa(t,X(t)),..., pn(t,X(t)))". The instantaneous rate of return on

the fund is then:



(1~ i pi)o.dt+ _i pid3i(t) = o.dt+ p' A.dt+ p' SdZ 4)

In this paper we will consider a range of constraints on the proportions invested in each
asset. These include the possibility that we hold no cash (or a fixed percentage of the fund
in cash) and that there shall be no short-selling of assets.

We allow for more than one risky asset for two reasons. First, it allows for a degree of
realism without complicating substantially the analysis. Second, the experience of the
UK pension funding scene is that pension funds only use cash for short-term liquidity
rather than as a serious asset. Instead funds use government bonds (fixed interest and
index linked) as low-risk (but non-zero-risk) assets. This situation is modelled in Section
3.3.

3 Optimal dynamic stochastic control

3.1 The general quadratic case

We consider first the case where there is no constraint on the amount invested in cash.
Following Boulieret al. (1995) we define the value function for a general controlled
pension fund process

W(t,x)(c,p)=E {/tw exp(—Ps)L (s,c(s,X(9)), X(s))ds| X(t) =x (5)

Here exp—Bs) is a discount function anld(s, ¢, x) is a loss function given that at tinge

X(s) = x. This value function is also a function of the chosen, Markov contribution strat-
egyc(s, X(s)) and investment strategy(s, X(s)) which we abbreviate, where appropriate
to c andp respectively.

Let V(t,x) = infc ) W(t,X)(c, p) = W(t,x)(c*, p*) assuming that such optimal control
strategiec* and p* exist. ThenV(t,x) satisfies the Hamilton-Jacobi-Bellman equation
(for example, see Merton, 1990, @ksendal, 1998, or Fleming & Rishel, 1975):

. 1
0 = inf (e*BtL(t,c,x)+\/t+ (6o+pT)\)x+c—B]Vx+évxx(x2pTDp+0§))

c,p
where\t = dV/ot
Vx = 0V/ox
Vik = 02V /0x? (6)

We differentiate the expression in brackets with respectaiod p to find that:



6%( > = ePL .+ =0 wherelL.=0L/dc (7)

=cit,x) = LoY(—€MV) (8)

and a%(') — AV +DpxVig =0 9)
* _ VX -1

= p(t,x) = (XVxx) DA (20)

We see from the form gp* that the amounts invested in each of the risky assets always
stay in the same proportion. Thus we may define a special portiglighich is a mixture

of assets 1 tain the same proportions (in market value termdpas\. Then for anywe

hold a proportiorp(x) (which depends upovi(t,x)) in portfolio A and 1— p(x) in cash.

This result has obvious parallels in modern portfolio theory where the combination here of
cash and portfolio A mimics movement along the capital market line. However, here we
have not yet specified any form for the loss functigi, c, x) whereas modern portfolio
theory (which works in discrete time) relies upon the use of a quadratic loss function.
Further consideration of the model shows that portfolio A (which is efficient in the sense
of minimising the value function) is also efficient in the sense of modern portfolio theory:
that is, it has the lowest instantaneous volatility for a given rate of return.

Classical portfolio theory has been extended to include liabilities by Wise (1984), Wilkie
(1985), Sharpe and Tint (1990) and Keel andllr' (1995). Working in discrete time
and using a quadratic loss function Keel andilMri’ (1995) find that the composition

of efficient portfolios can be altered by the inclusion of liabilities: in particular, where
liabilities are random and not independent of the asset returns.

The precise form fo¥ (t,X) is, of course, still not yet known: we only have expressions
for c* andp* involving V (t, x).

It is necessary that the loss function is a strictly convex functioa dfhis ensures that

the inverse oL exists. This requirement excludes, for example, downside loss functions
which are convex but not strictly convex.

Here we restrict ourselves to the following quadratic loss function:

L(t,c,x) (C—Cm)?+2p(C—Cm) (X—Xp) + (k+p?) (x—xp)* (11)
wherek > 0.

Thus Lg1(—eMVy) Cm— P(X—Xp) — %eﬁtvx (12)

(thatis, ifc = cm— p(X—Xp) — exp(Bt)Vx/2 we have. ¢(t, c,x) = —exp(Bt)Vy ).
A special case of this loss function is the one suggested by Haberman and Sung (1994)
(in a discrete-time framework).

We apply this to the Hamilton-Jacobi-Bellman equation to give:



V,
+Vt + (30X — B)Vy — ATD 1A\

1 2
_ B[ I y)\2
0 e [ ( > VX) +K(X—Xp) e

1

+ (Cm p(Xx— Xp) - —eB Vx) Vi + 2Vxx

V,
X ( X) ADIDD A+
VXX

(13)

Given the form of the objective function (Markov and time-homogeneous) it is clear that
the optimal strategies” and p* depend only upom and not uport. ThusV (t,x) will be
of the forme P'F (x) and therefore

0 = %FX2+ K(X—Xp)? — BF + (8oX — B)FX—)\TD‘l)\E—X
1 1 R Tp-L 2
+(Cm_p(x_xp)_§Fx)Fx+ EFXX|:F2)\ A+ 0p (14)
Try F(x) = PX2 + Qx+R, and writee = ATD~!A. Then
0 = —%(2Px+ Q)2+ k(x—xp)%2 — B(PX + Qx+R) + (80x — B) (2Px+ Q)
2
BT (e plx—xp)) (2Px Q) + P} (15)
=0 = X[—P?+k—BP+ 2P — Pe—2pP)
+X[~PQ— 2kxp — BQ—2PB+Qdp — Qe — pQ+ 2P(Cm + pXp)]
2
[——Q2 +ké — BR—BQ— Q— + (Cm+pXp)Q+Paf]  (16)
DefineP = 25p — B — ¢ — 2p. Then we find that
2[P(K)(B— cm— pXp) + kxo]
QK —P(k)+8—B—e—p (18)
17 1 k)?
R = 5 |-3QU02 0§~ B — L=+ (en+ QK +PIIGE| (19)

This is an admissible solution providé&d> 0.
We find then that



09 = o px—xp) — 5(2PKX+Q(K)) (20)

or c'(x) = cy—CiX (21)
or pf(x) = w (23)

wherepg andpj are bothn x 1 vectors which are proportional o 1A

Note that wherx = —Q(k)/2P(k), p*(x) = 0: that is, we are invested entirely in the
risk-free asset. Furthermore if a portfoli, is synthesised from therisky assets in the
proportionsD 1A as described earlier, then, given a funding levet,offe should hold a
proportion of the fund

2P(k)x+ Q(k)

TH-1
P © DI\ (24)

B(x) = e p*(x) = —
in portfolio A and 1— f(x) in cash. €" = (1,...,1) is the unit vector.)
We can also note tha&t(x) is minimised ax = —Q(k) /2P(k), which we will denote by
Xmin SaY. As discussed in Section 3.6 this presents, to a certain extent, a barrier through
which it is difficult for the funding levelX(t), to pass. Depending upon the relationship
betweercn, k andxp this could take the form of a ceiling or a floor.

It is important to note thaP(k) andQ(k) do not depend upoay. It follows, therefore,

that the optimal control strategy (both contributions and investments) do not depend upon
op. Thus, demographic variability is a factor which affects the value fundfigrx) only

and we should treat small funds in the same way as large funds.

It is also important to note that the precise proportions of each asset held in portfolio A
do not depend upon the form of the loss function, nor does it dependaioon

Remark

The non-linear ordinary differential equation (14) is subject to the boundary condition O

F (x) for all x. We have two degrees of freedom in how we solve this equation. Numerical
work suggests that there are also solutions to (14) which either have singularities (which
we regard as an inadmissible solution) or which are asymptotically linearastco.

Now if F(x) ~ a+bxasx — +o, ¢*(X) ~ cm—b asx — +oc. With such a solution

we may find thafX(t) will drift off to infinity. This drift, however, is countered by the
asset-allocation strategy which is quite extreme:

e AsX(t) gets very large the fund goes very long in cash and very shortin risky assets.
This ensures that there is a very inefficient strategy which more-or-less throws away
money in order to get back to the target funding leygl

e As X(t) gets very small the fund goes very long in risky assets and very short in
cash to get a high expected return to help us get back to a better funded position as
quickly as possible.



In the quadratid-(x) case these problems with the asset-allocation strategy also apply
but they are much less extreme. Furthermore, the optimal contribution rate is a linear
function of X(t). It is a necessary condition for stationarity that the contribution rate is at
least linear. (Note, however, that linearity is sufficient only when the styps greater

than a certain minimum level described later in this paper.)

Thus we can reasonably put in the further boundary conditiorRtpgt/x*> — constant as
X — F00,

3.2 Constraints on cash

We have up until now assumed that the amount of money invested in cash could vary
without bound. Here we go to the other extreme and assume that we invest a proportion
pm of the fund in risky assets and-1py, in cash, wherey, is fixed. It is reasonable that

pm < 1 allowing for a small but fixed amount in cash to provide short-term liquidity for
the fund to cover immediate benefit payments. (A typical figure for a UK pension fund in
the UK is 5% cash an@y, = 95% risky assets.) Subject to this constraint, there is total
freedom in the proportions invested in theisky assets.

Recall the Hamilton-Jacobi-Bellman equation:

| 1
0 = inf (e‘BtL(t,c,x)+\/t+[(50+ pT)\)x+c—B]VX+§VXX(x2pTDp+0%))
eTp£pm
(25)
wheree = (1,...,1)7

We differentiate the expression in brackets with respectas before to get:

9

— - = _Bt = =

6c<) e P, +\V=0,  wherelLc=0L/dc (26)
=c'(t,x) = Loi(—€ePvy) (27)

To minimise ovelp subject to the constraint we use the method of Lagrangians. Thus we
minimise the function

1
G(p,y) = XA Tp+ EXZVXXPT Dp+Y(e" p— pm) (28)
over p andy.
0G
5y = €Ppm=0 (30)
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for which the solution is

p=p(x) = (pm+ %’;XeTD‘l)) eTDlleD_le_ %{D‘l)\ (31)
_ (do+d1X\\//):(X) Dte— %{D‘l)\ (32)
wheredy = %
Th—1
andd; = 237_12

We note, as in the previous section, the connection with modern portfolio theory. We
have already discussed the relevancB®ofA. Here we note that portfolios which invest

in the same proportion a3~ e have the minimum variance given that there are to be no
investrr;ents in cash. Furthermore, all efficient portfolios are linear combinatidsaf
andD™ e

Again because of the form of the value function we substiftex) = e P'F (x).

Now L(t,c,X) = (C—Cm)?+2p(C—Cm)(X—Xp) + (K+p?)(X—Xp)*>  (33)

S LMW = o px—xp) SR (34)

We apply this to the Hamilton-Jacobi-Bellman equation to give:

1

0 = zlFX2+|<(x—xp)2—[3F
+ KéoJr)\TD—l <d0e+ (dle—)\)X'I::X )) X+ Cm— P(X—Xp) — %FX—Bl Fx
XX
+1E e doe+ (d e—)\)i TD‘l doe+ (die—\) B ) 4o (35)
2 XX 0 1 XFxx 0 1 XFxx b

As in the unconstrained case this has a quadratic solBtign= P(k)x? + Q(k)x+ R(k).
The form of p(x) indicates that we require two portfolios A and B. Portfolio A is made
up of fixed proportions of assets 1ndn proportion to the vectoD 1A, while portfolio

B is synthesised similarly but in proportion to the vediorte.

As in Section 3.1 portfolios A and B are independent of the form of the loss function.

3.3 Further discussion of the general model

We now consider the optimal asset-allocation strategy in more detail. In particular, con-
sider the instantaneous rate of return on the investments: tifgtis\" p*(x). Consider
the unconstrained case first.
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2P(K)x+ Q(k)

T _ _ TH-1

do+A p'(X) = & 2P(K)x AD A (36)
_ 5 aTp I QK yTha

= Og—A'D A 2P(k)x)\ DA (37)

Now D is positive definite so that' DA is positive. Furthermore?(k) is positive and
Q(Kk) is normally negative. Hena® + AT p*(x) is normally a decreasing function rf

Similarly consider the constrained case.

T osioy AT —1 2P(K)x+Q(K) 1,

AT = AT |doD et Tag TSR (D e ) (38)
_ TH-1 Th-1a 3 Th-1y ., QK ‘11,4
= dopA'D"e+di]A' D "e—A'D )\+72P(k)x)\ D (die—A) (39)

Note thate' D~1(dje—A) = 0. HenceATD~1(die—A) = —(die—A)"D~1(die—A) <0
sinceD is positive definite. AgaiP(k) > 0 and normallyQ(k) < 0 so that\T p*(x) is a
decreasing function of.

Furthermore an analysis of the instantaneous variance of the investments confirms that as
the instantaneous rate of return decreases, the instantaneous variance decreases also and
then starts to increase as we go long (effectively) in low-risk assets and short in high-risk
assets.

Thus we find that when the funding level is low we invest more in high-risk assets and
as the funding level rises we shift from high-risk into low-risk assets. This is a rather
counterintuitive investment strategy. We would expect that as the funding level falls that
we might shift into lower-risk assets to protect our position. The strategy we have found
here does the opposite. The reason for this is because of the quadratic form of the objective
function. This, in a sense, defines an ideal funding lgyeind an ideal contribution rate

cm. If the funding level is below this then we invest in high-return, high-risk assets to
increase the chance of getting quickly back to the ideal level. Conversely if the funding
level is too high then we are prepared to invest in what is effectively an inefficient, high-
risk, low-return investment strategy in order to get back to the ideal level. Indeed the fund
will go long in cash and short in equities. In effect the scheme would be throwing money
away since, for the same level of risk (that is, volatility of asset returns) it could have
a higher expected return. The inefficiency here turns out, with hindsight, to be a result
of the quadratic loss function. This actually prefers the positive target contribution rate,
Cm, to refunds. In other words, it is better to throw money away than to take a refund.
(There is nothing new in this observation. Related problems in other branches of financial
economics come to the same counter-intuitive conclusions where, for example, quadratic
utility functions are employed.)

Now consider the optimal contribution rate. Sometimes this is written in the fogm
C1Xp) — C1(X— Xp) wherex — X, is the surplus relative to the target fund sige c; is the
rate at which we try to remove surplus @amortizethis surplus. It can be noted that the
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optimal amortization rateg; = P(k), depends ok, 8, A andD but not oncm, X, or 2.

On the other handy; also depends ox, andcy, but again not oy,

Similarly it can be seen that*(x) does not depend upasg. Thus, it has been demon-
strated that for such a quadratic loss functldn) the optimal contribution and asset-
allocation strategies do not depend in any way upon the randomness in the level of benefit
outgo (at least where this uncertainty is uncorrelated with investment returns).

Later in this paper we will return to the dynamic optimisation problem where we have a
different objective function and where there are constraints on the investment strategy and
of the funding level.

3.4 Optimal strategy whenpis fixed

Suppose instead that the asset-allocation strategy is static: tipét, g, = p for all t, x,
for somep. We can still apply the Bellman equation but minimise osérx) only. Thus
we find that

0 = BFXZJrk(x—xp)z]—BF

1 1
+ {60x— B—p'Ax+ (cm—p(x—xp) - QF’()} R+ éFxx(pTDpxancrﬁ) (40)

Again we try to find a solution of the fori(x) = Px? + Qx-+ R and we find that

_ P+V/P244K
=S

P = Pk (41)

whereP = 25— B—2p'A—2p+p'Dp (42)
2 [kxp +P(k) (B —Cm— pxp>]

Q = Qlkj=- P(K)+B—30+ P A+p (43)

R = RO = 5|50+ 108 - B+ (on+ pxp) QK+ PIKIGE]| (44

The question now arises: how do we choose the optimal gidtic

We will consider one option here: minimig¥k) over p. This means that the optimal
curve F(x) will be as close as possibile in the limit astends to+o to the superior
solution derived in Section 3.1. Clearly the solution derived in Section 3.1 will be lower
for all x regardless of the value @f (Other possibilities include minimisinig(x) overp

for a specific value o%, or minimising the minimum oF (x) over p.)

To minimiseP(k) over p we differentiate:

dpP dPdP
- 45
dp dPdp (45)
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Y N P -1/2
- <§+§P(P +4K) )(—2A+2Dp) (46)

=p = DA (47)

A consideration of the form d? as a function op shows that this is a minimum gt *

We note that the proportions in the risky assets as giveraire the same as those derived
in Section 3.1. Furthermore, we find that, gives: p, P = 28y —B—2p—AT D1\ (again
the same as in Section 3.1). This means that:

e for large or small values of the loss of optimality as a result of fixingdoes not
become too great;

e if we write c*(t,X) = ¢ — c;x thenc] is not affected by the restriction on the invest-
ment strategy (that is, the rate of amortisation of surplus or deficit is not affected).

3.5 Comparison of the strategies

Let us consider a specific example to compare the effectiveness of the optimal strategies
derived in Sections 3.3 and 3.5 compared to that in Section 3.1. The fixed parameters are
as follows:

0.04 0.05 005
0o = 0.03, 6_<0.06>’ S_(O.OS 02 ), B=1 0,=01 (48)
The control parameters are:
Cm=0.6, k=0.001, x,=10, B=0.03 p=0 (49)

In this and in subsequent sections we define the funding I¥\€), as the value of the
assets divided by the expected rate of benefit outgo. Alternatively, if expected benefit
outgo is defined as it is here Bs= 1 thenX(t) is also the fund size.

The optimal value functionB (x) are plotted in Figure 1 and their stationary distributions
(as derived later on in Section 4) are plotted in Figure 2.

Selected statistics are given in Table 1. From Table 1 and Figure 1 we can see that the
unconstrained solution is significantly better that the other two. The unconstrained and
static cases are quite similar in some ways (shape and contribution strategy) but the lack
of flexibility in the investment strategy adds on a fixed and substantial penalty. The con-
strained (no cash) case looks much more different. By reference to Figure 1 it performs
well in the middle of the range and, indeed, attempts to stay there by applying a more ag-
gressive amortization strategy. For more extreme valugsho$ strategy is much poorer

than the static case. However, by looking also at the stationary densities of the funding
level under the three strategies (Figure 2) we can see that such extreme values will occur
very rarely indeed.
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F(x)

Figure 1: Comparison of value functions for three investment/contribution strategies. (a)
(solid line) unconstrained optimum. (b) (dotted line) optimum under the constraint of no
cash pm = 1). (c) (dashed line) optimum under a static investment strategy.

0
“
(=]

0.25

stationary density
0.15

0.0 0.05

Figure 2: Comparison of stationary densities for three investment/contribution strategies.
(a) (solid line) unconstrained optimum. (b) (dotted line) optimum under the constraint
of no cash pm = 1). (c) (dashed line) optimum under a static investment strategy. (The
funding level is defined here as fund size divided by the expected rate of benefit outgo.)

Table 1. Comparison of optimal strategies with and without constraints.

Minimum
P Q R F(X) o O
Unconstrained 0.073 -1.60 9.00| 0.19 1.40 0.073
Constrainedn, = 1) | 0.086 -1.75 9.79]| 0.85 1.48 0.086
Static 0.073 -1.60 16.70 7.89 1.40 0.073
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As mentioned in Section 3.1 we can look at Figures 1 and 2 and see that under the uncon-
strained investment strategy the value function is minimiseghat= —Q/2P = 11.01

and that this, in effect, turns out to be a ceiling (althoXgh) can have brief excursions
above this value because of volatility in the benefit outgo). Under such circumstances
(that is the existence of, effectively, a ceiling) some of the criticisms of the approach with
the quadratic loss function become somewhat irrelevant since we are practically never at
a funding level where we choose effectively to throw away money (in the sense described
in Section 3.4).

Under other circumstances (for example, here if we toek0.005 andx, = 10 as before

but changed, from 0.6 to 0.8) the ceiling would turn into a floor at 8.99 and the funding
level would spend most of the time above this floor. While this appears to be an appealing
strategy the reservations about the investment strategy discussed in Section 3.4 are well
founded here.

Under the constrained strategy the valuegf, is 10.19 but we can see that the funding
level can frequently go above this level. Ahin note that the fund here is invested in
proportion to the minimum variance portfoli> 'e.

Finally we can see from Figure 2 that the static investment strategy leads to much wider
fluctuations in the funding level which could only be reduced by increasing the vakue of
in the loss function.

We will return to this example in Section 5.

3.6 Power and exponential loss functions
3.6.1 Power loss function

Let us complete this section now with a short analysis of the special case aher@
and

_1 _cVY <
L(t,c,x):{ ylem—0)Y fore<cm 0 5 1. (50)
+-00 forc> cm

Again we assume that the optimal value function takes the Y6ft1x) = exp(—Bt)F (x).
Then the form of the Hamilton-Jacobi-Bellman equation takes the form:

. 1 1
|Can){—\—/(cm—c)V—BF+[(60+pT)\)x+c—B] FX+§FXXX2pTDp} = 0 (51)

(We restrict optimisation to strategies which keep the fund size positive. Without this
condition it is clearly optimal to take contribution refunds of infinite size.)

Now
0



= (cn—C)Y 14+F = 0 (53)
=c'(x) = om—(-R)YVY (54)
9
() -0
= p(x) = —D—l)\% (56)

Insertingc*(x) and p*(x) into equation (51) we get

/-1 (Y1 1R 11
y 2FXX
We try for a solution of the fornfr (X) = —k(X— xm)?.
Inserting this into equation (57) we get, for =zl
(ko) Y/ -3) (x — )Y@~ D/(v-1) (V;l)
Y
a B—Cm a—1
+BK(X—Xm)” — o | X— % Ko (X — Xm)
1 kZGZ(X_Xm)ZafZ e
+§k0((0(—1)(x—xm)°‘—2)\ DA =0 (58)
oy = D Cm (59)
do
a =y (60)
andk = %c{l (61)
—3gy+ 3 LATDIA
wherec; = (B VT 2T (62)
1-y
Hence
C'(X) = Cm—C1(X—Xm) (63)
‘0 = p AKX 64
p*(X) A=y (64)

We note the similarity of the problems and solutions here with a well-known optimal-
consumption problem described by Merton (1971, 1990). Equivalence is achieved by
equating the controllable level of consumption wh- c*(t) in the current model. This
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enables us to speculate that recent extensions of this work to include the effects of trans-
actions costs can be applied to the present problem. For example, the problem of propor-
tional transactions costs has been considered by, amongst others, Davis & Norman (1990)
and Shreve & Soner (1994).

As with the quadratic loss function, contributions decrease linearlyxwittth the amor-
tisation ratec; being determined by the discount r@@nd the risk-aversion parameter
(but not the maximum acceptable contribution ratg),

Investment in risky assetg*(x).x increases linearly ix above the minimum, and
therefore appears to conform better with conventional wisdom. However, it turns out that
this solution gives rise to one of two trivial stationary solutionsXer): that is,X(t) — Xm

or +oo depending upon the value Bf

Returning to the dynamics of the funding lev&lt) we find thatc*(x) and p*(x) give rise
to

dX(t) = (X(t)— )KéoJrﬂ)\TD‘l)\—cl)dtJrl S ldz(t) } (65)
2 (X(t)—xm)[(eswl%yATD - c1>dt+—Wdz )1 (66)

whereZ(t) is another Brownian motion. It follows that (and inserting the known form of
C1):

X({t)=Xm = (X(0) —Xm) exp[(60+ D IA- B) t+ ﬁvATD—l)\Z(t)]

(67)

2(1-y)

That is, X(t) — xm is a geometric Brownian motion which tends to zerif> & +
TD=IA/2(1—v) and to4-o if B < &o+ATDIA/2(1 ).

There are some similarities between this solution and that of Baetligk (1995) under

which xyn — X(t) is also a geometric Brownian motion.

With either the introduction of volatility in benefit outgoy > 0) or with restrictions on

the amount of cash we cannot have both a lower bound on the funding level and an upper

bound on the contribution rate.

The loss functiorL(c) = c¢¥/y for ¢ > 0 andy > 1 has been considered by Siegmann

& Lucas (1999). They obtain similar results to those described above, excepsthat

becomes a maximum, and contributions are bounded below by O rather than above by

Cm.)

3.6.2 Exponential loss function

Similarly, we can consider the exponential loss function (for example, see Siegmann &
Lucas, 1999):
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L(t,c,x) = exp(yc— 6x) (68)

wherey > 0 and@ > 0. Here the relationship betwegrand 6 determines the relative
emphasis on the employer and the members.

This gives us the solution:

F(x) = expla—bx) (69)
whereb = ydy+6
— 0)B S0+ 0)/v— IATD—1A
anda — log—Y + B+ (Yo +6)B+ (Yo +8)/y— 3
YO + 6 (Yo +6)/y
:>C*(t) = Cp—C1X (70)
1
p*(t) = ;pO (71)
— B — SATD~1A
where ey — —P+(Bo+O)B+ (Yoo +6)/y—3
Yo + 8
G = 60
and = D™
M= V%+8

This solution is more like the quadratic loss function considered in earlier sections: that s,
the proportion of the fund invested in risky assets decreasesasases. If we increase

0 then pp decreases. This reflects the fact that there is a greater degree of risk aversion
when we consider the interests of the members, so we invest less in risky assets.

With a little algebra we can see thXft) follows a Brownian motion with drifju =
(—B+ (Y80 +8)/y+ SATDA) / (y8+6) and volatility/a = vATD—IA/(y8o+8). This

means that the solution is unsatisfactory because it is both non-stationary and because it
gives rise to a ‘counterintuitive’ investment strategy.

4 The stationary distribution of X(t)

4.1 General model

Assume now that

c(t,x) =c(x) = cp—C1X (72)
Po + P1X

Pt =p) = P (73)

wherepg andp; aren x 1 vectors.
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The reason for assuming a linear form f§k) andxp(x) is simple. They are consistent
with the optimal dynamic controls derived in Section 3 when we use a quadratic loss
function. Furthermore let us recall the value function

W(t,x)(c,p)=E [/tw exp(—Bs)L (s,c(s,X(9)), X(s))ds| X(t) =X (74)

As 3 — 0,BW(t,x) — E[L(s,c, X)]: that is, the limiting optimal dynamic controls are also
optimal in the static case if we use the same quadratic loss function.

The dynamics of the fund siz¥|(t), are then

dX = X[(&+px)TA)dt+ p(x)TSEZ] + (co — c1X — B)dt+ 0,dZ, (75)
= [(8oX+ (po+ P1X)"A) dt+ (po+ p1X)TSAZ] + (Co — €1X — B)dt + opdZ,

(76)

2 pdt—vX.dt+ (a+pX +yX2)Y2dz (77)

whereZ(t)is a standard-dimensional Brownian Motion, arg(t) is a standard Brownian
motion which depends upafit) andZy(t),

W = co—B+phA (78)
V = -8 —pIA (79)
a = pyDpo+0p (80)
B = 2p;Dp1 (81)
y = piDp: . (82)

In order to discuss the properties of this model we state the following theorem:
Theorem 4.1.1
Let the continuous-time stochastic procegsafisfy the stochastic differential equation

dX = (a4 BX +yX2)Y2dZ + pdt— vXdt (83)

subject to the constraints on the parameters 0, y > 0, 2 —4ay < 0, u> 0 andv > 0.
(a) If % — 4ay < 0, the stationary density function of ¥

fx(x) = Kexp {Zatan‘1 icb} (O + Bx+ ) TV (84)

for —oo <X < o0
1
where a = —— <§+2u)

Vaay—pB2\ Y
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2y
\/day— B2
v

(b) If B2 —4ay = 0 and X > —b, the stationary density function of

forx>—-bif6>0

K(x+b) P exg—@/(x+b)] { forx< —bif6<0

fx(x) = (85)
0 otherwise

B
where b = —
2y

o — 2(1+Y)

Y

VB+2
o - Byz My

that is, the Translated-Inverse-Gamma distribution with parametdrs6 — 1 > 0 and
©>0(TIG(—b,0—1,0)). (If X ~ TIG(k,a,B) then(X —k)~1 ~ Gamméa,B).)
In each case K is a normalizing constant.

Proof: Proofs of these two results have been provided before by a number of authors.
Distribution (b) was first derived in the context of pension funding by Dufresne (1990) in
the case where there is one risky asset, no cash and no demographic votajiiy].
Dufresne also noted that the stationary distribution of the funding level was the same as the
distribution of a perpetuity. An alternative proof for the distribution of the present value
of a perpetuity was also shown to have distribution (b) by Yor (1992) and by De Schepper
et al. (1994). Bllmer and Schweizer (1993, Theorem 5.1 and erratum) considered the
diffusion process defined above as underlying a model for stock prices. They derived both
of the limiting distributions given in (a) and (b).

The two distributions above are also known as Pearson type IV and type V distributions
respectively (for example, see Johnsbral.,1994).

Let us consider the Pearson Type IV distribution. This distribution has four degrees of
freedom. The fifth degree of freedom used in the dynamics of the fund size determines
the speed of the process.

Following the notation of Johnsaet al. (1994) we defingy = E[X"]. We defing{ ; =0
and havay, = 1. Itis easy to show that th€ satisfy the following recursive relationship:

—korpy 1+ (ks — (r + ko)l + (1= (r + ko)l .3 = O (86)
a B oy Bz
whereko = oy T oy 2T oyt T 2y @7
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Hence we have

EX] = = :1__22 = g (88)
_ 2

EXY = = ko + (ik—l SklZs)li/ v _ O(VVJ(FZE)“—er?u (89)

Varxl — av +Bu+212 2 _V2 (0‘+B%'+VC'—§> o+ BE[X] +VE[X]?

=Var[X] = Vov—y v vy v_y

(90)
Ele(X)] = co—GEX]=co—cr’ (91)
Vare(X)] = cvarX] :cf‘*BEZ[i(]_*yVE[X]Z ©92)

The stationary distribution exists if and only if2+ Vv /y) > 1: thatisc; > &+ pJ A — 3y
(in fact, y/2 is the asymptotic volatility as| — ). Similarly E[X] exists if and only if
c1 > 8+ p] A andVar(X] exists if and only ifc; > 8o+ p] A + 1.

Coming back to the optimal solution for the dynamic problem we founddhatP (k) =

P(k,B). Thus the condition for stationarity is

1
P(K) > Bo+pi'A—pi Dpj (93)
where p; = —D !\ (unconstrained case).
=Pk > S+ gATD—lx (94)

Now P(k, B) is a decreasing function @fand an increasing function &f so the condition
above is less likely to be satisfiedffis large ork is small. Under such circumstances
the funding level will diverge astends to infinity. The situation, therefore, is that with

a relatively large value db we pay more attention to control of short-term variability in
the contribution rate at the expense of larger fluctuations in the long term. Likewise, if the
value ofk is too small then we also pay too much attention to short-term contribution-rate
stability.

4.2 Continuous proportion portfolio insurance

The idea of continuous proportion portfolio insurance (CPPI) was introduced by Black
and Jones (1988) and Black and Perold (1992).

The previous sections in this paper have concentrated upon quadratic loss functions. The
motivation behind CPPI is that in certain countries there exist minimum funding con-
straints: that is, there exists a floor below which the funding level must not fall. CPPI was
proposed as a means of reducing the risk that the fund falls below this floor.
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Under CPPI if the funding level is low then the fund will be invested more in low-risk
assets (in particular, those which will best match variations in the floor). As the funding
level improves the fund can be shifted more into risky assets which provide the fund with
higher upside potential.

Suppose that the minimum funding level (or floor)Ms We have a low-risk portfolio
A with a proportiontia; of the fund invested in asse(i = 1,2,...,n). We also have a
higher-risk portfolio B which invests in proportion to the vectgr At funding levelx a
proportionpa(X) of the fund is invested in portfolio A anpg(x) = 1 — pa(X) in portfolio
B. Since A is less risky we have (normally):

MA < TEA (thatis, A has a lower expected return) (95)
mDm < DR (thatis, A is lower risk) (96)

We definepg(x) in one of the following ways:

X—M

Pe(X) = v (97)

or pg(X) = max{%,o} (98)

We will concentrate here opg(x) for the sake of mathematical convenience since it is
normally the case that the probability théft) falls belowM under this strategy is very
small if A is very low risk.

The vector of proportions invested in each asset under CPPI is thus:

M X—M

Pe(X) = ;T[A—F x T8 (99)
_ Pco ‘;pclx (100)
where pg = M(Ta —T)
Pcr = TB

We can, therefore, apply all of the results discussed in Section 4.1 to CPPI. For example, it
is of interest to compare the effectiveness of CPPI relative to a static investment strategy.
Let us look first at the stationary mean and variance of the funding level. In the equations
below we use a subscriptfor calculations under CPPI arsdvhere we are considering

the static strategy. Thus

e _ Co—B+pih

EX] = 1, c—So—pLA T (101)
and Var[X] = ac+§\frr5$ycm§ =& say (102)
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We will assume that the flooM, is sufficiently small and that portfolios A and B, and

the contribution strategy have been chosen in such a wayXftatis stationary with
M<me < co.

Now suppose that we will employ a static investment strategy under which we hold assets
in proportion to the vectopsta + (1 — ps)Ts for all x whereps is some scalar quantity.
Then we have

co—B

B = c1— 8 — (PsTla+ (1— ps)TiB) TA

= M. (103)

Now chooseps in such a way thatns = mg: that is,

o= Me(CL=%—TE)) —(c0—B) _M(m—7e)’A M (104)
° me (T — T3) TA Me(Ma—T)TA  me
Note that O< ps < 1.
We now claim thaVar[Xs| < Var[Xg].
Oc + BeMe + Verm@ (105)
= 02+ M2(Th — i)' D(Tla — Tig) + 2M (Tl — Tig) ' DTeM. + T, DTNE  (106)
— O+ (M(Th— ) + MeTig) ' D (M(TTa — Ti) + MeTig) (107)
= 02+ (pea+ (1— pe)T)" D (petta+ (1— pe) i) Mg (108)

wherepc = M/m.
We also have

Os+PBsMs+ Vs = Of+ (PsTia+ (1~ ps)Ti) " D (psTia + (1 — ps)Tig) e (109)

But mc = ms and pec = ps SO thatolc + BeMe + Y = O+ BsMs + YsMe.
Next consider

Vs—Ys = 2(c1— 80— THA — ps(Th—Ti)TA) (110)
—(psTa+ (1~ ps)T) " D (PsTia+ (1 — Ps)Tis) (111)
— 2(c1—3—TA) — DR — 2ps(Ta — ) ' A (112)

+ | DTG ~ (psa+ (1 ps)Te) " D (P + (1 - o)1) | (113)

Now 0< ps< 1, (Th— 1) TA < 0 and

24



0.20

0.15

CPPI

density
0.10

0.05

g static

0.0

0 10 20 30 40 50
funding level, x

Figure 3: Comparison of stationary distributions for static and CPPI investment strategies.
Both distributions have the same mean.

DT — (PsTa+ (1 Ps)Te)" D (PsTa -+ (1— ps)1e) | >0 (114)
(since the expression in square brackets is convex, quadrqi&cainanDT[A < T[EDT[B).
Therefore
2Vs—Ys > 2Vc — Y. (115)
Hence
s+ Bsms‘f‘ysmg < Gc+Bch‘c+Vc”%

2Vs—Vs Ve —Ye
=Var[Xs] < Var[X] (117)

(116)

This can be summarised in the following theorem:

Theorem 4.2.1

For any CPPI investment strategy let mnd £ be the stationary mean and variance of

the funding level X There exists a static investment strategy which invests under which
the stationary mean funding levelghnis equal to rg but the stationary variance of the
funding level, § is less than%

Interpretation: In the variance sense, the static strategyase efficienthan CPPI: that

IS, given a CPPI strategy we can always find a static strategy which delivers the same
mean funding level but a lower variance.

One example illustrating this result is plotted in Figure 3. Here we use the same fixed
parameters as in Section 3.5. In addition we heye- 1.5 andc; = 0.07 for both the
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static and CPPI strategies. Under CPPI we have a flovt ef 10 with 1y = (0,0) and

1§, = (0.2,0.8) (meaning that at the flooX(t) = M) the fund is invested 100% in cash).
This givesrise to a mean funding level (that is, assets divided by expected benefit outgo) of
17.1 while the variance of the funding level is, in fact, infinite. Under the matching static
investment strategy the expected funding level is also 17.1 while the standard deviation of
the funding level is 5.4. This marked difference in the variances is caused by the fatness
of the tail of the CPPI distribution although this is not clear from Figure 3. What we can
see in Figure 3 is that the two distributions are quite different.

One might ask why would we use CPPI when the static strategy has been shown to be
more efficient. The answer to this is that it depends upon the objectives of the pension
fund. If the objective is to minimise variance then clearly the static strategy is superior
(although we have shown in Section 3 that a form of "inverse” CPPI is better still). On
the other hand, if the objective is to minimise the probability that the funding level falls
below the floorM, then CPPI is clearly superior.

5 Numerical examples

We consider now an example in which the following parameters are fixed (as in Section
3.6):

8 =003 5= ( 0.04 ) o ( 0.05 Q05

0.06 0.05 02 ) B=1 op=01 (118)

Here we consider an analysis of the sensitivity of the optimal control strategies to variation
of the input parameters in the value function and the loss function. The central parameter
values which we will use are:

Cm=0.6, k=0.001 Xx,=10, B=0.03 (119)

Furthermore, we assume that none of the fund can be invested in cash (as in Section 3.3
with pm = 1). Throughout this analysis we keep the fifth input paramgtsgual to O.

In Tables 2 (Dynamic optimisation) and 3 (Stationary optimisation) below we give the
values of the input parametersy( K, X, and3), the optimal values ofg, p1, Co andcy,
and the mean and standard deviation of the stationary fund size and the contribution rate.

The values given fopgg andpg; relate to the proportion of the fund invested in the more
risky but efficient portfolio B: that is, the portfolio in which investments are in proportion
to the vectorD~IA. In particular, the proportion of the fund invested in portfolio B is
pe(X) = (pso + PB1X)/X. Sincepm = 1 the remainder of the assets are invested in the
minimum variance portfolio AD~te/(e"D~le).
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Table 2: Dynamic Optimisation

Ex. Cm K % B| ob | peo Pe1 Co a | E[X] SD.X] E[C] SD.[C]
1 0.6 0 - 002{01]20.7 -197 100 0.034 8.9 3.8 0.660 0.146
2 0.6 0 - 00301 20.7 -197 089 0.028 7.0 o 0.699 00
3(*) | 06 0.005 10 0.03 01| 201 -197 148 0.08§ 9.6 1.5 0.651 0.132
4 0.6 005 10 0.03] 01| 198 -197 3.00 0.23§ 9.9 0.8 0.647 0.194
5 05 0.005 10 003 01| 221 -1.97 147 0.084 9.7 1.6 0.633 0.141
6 06 0.005 15 0.03 01| 260 -197 1.74 0.08q 14.2 23 0512 0.194
7 06 0005 10 003 02| 201 -1.97 148 0.084 9.6 1.6 0.651 0.139

Table 3: Stationary Optimisation

Ex. Cm k Xp B Op PBso PB1 Co C1 E[X] S.D.[X] E[C] SD[C]

1 0.6 0 - —-|01] 207 -197 121 0.058 9.7 2.2 0.644 0.127
2 — —

3(*» | 06 0005 10 -| 01| 201 -197 168 0.10§ 9.8 1.3 0.647 0.141
4 0.6 005 10 - 01| 199 -197 316 0.254 9.9 0.8 0.647 0.200
5 05 0005 10 - 011|224 -197 170 0.10§5 10.3 1.4 0.619 0.152
6 06 0005 15 - 01| 256 -197 197 0.109 13.7 1.9 0.526 0.197
7 06 0005 10 - 02| 201 -197 168 0.105 0938 1.4 0.647 0.149

5.1 Notes on the numerical examples

e Examples 1 and 2 show the effect of changing the risk-discounBrateenk =
0. Note how the variances in the dynamic case become infinife insreases.
However, wher3 = 0.03 the dynamic optimum still has a stationary distribution,
albeit with infinite variances.

Whenk = 0 we can also see that the optimal asset-allocation strategies for the
dynamic and static cases are the same and do not depen@ujdmalso see that
P =c-Bifk=0

1= 4 =V
As (3 tends to 0 the optimal dynamic solutions converge to the same values as the
optimal static solution. The effect @fis therefore to suppress variance in the short
term through a lower value af;. A low value ofc; may reduce variance in the
short term but it increases it in the long run by allowing fluctuations in the fund size
to persist.

In Example 1 we also see th&a{C| > cy,. This reflects that fact that the minimum
variance ofC falls asg|[C] increases (ang[X] falls).

¢ In Example 1, the fund is invested 100% in portfolio B whérequals about 7.0.
Below this the fund goes long in portfolio B and short in portfolio A. Conversely,
when X reaches just above 10.5 the fund has 100% in portfolio A. WKejoes
above this there is a long position in portfolio A and a short position in portfolio B.

Similar ranges apply for each of the other examples.
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Examples 2, 3 and 4 show the effect of increasin@his shifts the emphasis onto
reducing the variance of the fund size rather than of the contribution rate. The
principle effect is that; increases wittk: that is, surplus or deficit is amortised
more quickly. The changes jp andcp are primarily a knock on effect.

Examples 3 and 5 demonstrate the consequences of changing remains un-
changed as it does throughout. The changes in the remaining control parameters
have the effect of shifting the mean values principally but also affect the variances.

Examples 3 and 6 consider the effect of changing the target fundkgiz&€here

IS no change ircy or p1. po andcy change in order to shift the mean fund size.
The variance rises because the target fund size is being moved away from the more
natural mean observed in Example 3. This increases the tension on the mean con-
tribution rate since a target fund size of 15 is not entirely consistent with a target
contribution rate of 0.6.

Examples 3 and 7 show the influence of the uncertainty in the level of benefit outgo.
As was remarked in Section 8, has no effect on the optimal values@f, p1, Co
andcz;. Furthermore, the increases in the variances are small indicating that at this
level (op, = 0.1 or 0.2) the main source of variability in the contribution rate is due

to investment risk.

The stationary distributions for the fund size for the dynamic and the stationary op-
tima in Example 3 are plotted in Figure 4. It can be seen that the results are similar
although the dynamic optimum gives rise to a stationary distribution which is less
peaked and which has fatter tails. In other cases (for example, Example 6) if there is
some tension between the target funding lexgland the target contribution rate,

Cm, there will be more of a difference between the two stationary distributions.

Constraints and discontinuities

A number of possible constraints can be put in place which complicate considerably the
preceeding analyses. These are:

e upper and lower barriers for the funding lev(t). These might be legislative

requirements or self-imposed by the fund sponsor and the trustees.

e an upper limit set by the fund sponsor on the contribution rate.

e restrictions on the short-selling of assets.

Further discontinuities might exist where the objective function has a non-standard form.
For example, we may have

L(t,c,X) = (c— cm)? + k(max{xp — x,0})? (120)
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Figure 4: Example 3: Comparison of the stationary distribution of the funding levels for
the dynamic and stationary optimal solutions.

where the second term only introduces a penalty when the funding level dropsxhelow
Such a function can also be used as a means of investigating the effects of a barrier since
ask gets larger and larger the optimal contribution rate betgwill increase in an effort

to raise the funding level abovg as quickly as possible. For largethis will have the

effect of looking like a reflection off the batrrier.

Analysis of many of these problems is under way but there are only a few interesting
results to discuss at this stage.

6.1 Dynamics in the presence of a minimum barrier

A much simplified version of the minimum funding requirement in the UK is as follows.
There is a flooM below which the funding level should not fall. X(t) does drop below

M then it is immediately increased kb by a special contribution.

This problem can be approached by modifying the original setup described in Section 2
by adding an additional contribution rate&. max{M — X(t),0}: that is, when the fund-

ing level is belowM. Asc™ tends to infinity the dynamics of the model approach that
described above and the process reflects off the bddrién this limit the process can be
written as follows:

dX =X [(8o+ p(X)"A) dt+ p(X)TSdZ +¢(X).dt — B.dt — op.dZ, +dL . (121)

The new term in this formulajL), is called thdocal timeof the processX(t), atM and
is defined as

LM = /OtdLg" (122)
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= lim=/ 1|

(M <X(t) <M+¢)ds (123)
e—0€ Jo

wherel () is equal to 1 wheiX(t) lies betweerM andM + € and O otherwise.
LM is a measure of how much time the process spends in the vicinitly of

ThedL)M term represents the additional contributions required when the process hits the
barrier to keepX(t) aboveM. In a sense it gives the process a small upwards ‘kick’ every
time it hits the barrier.

It is possible to analyse the stationary distribution of such a processakieand p(x).x

are linear inx away from the barrier: it has a truncated Pearson type IV distribution.
However Var[c(X)dt+dLM]/dt? is infinite whereas the variance is finite when there is
no barrier. This inhibits the optimisation of, for example, quadratic objective functions.
For such problems it is easier to replatg’ by ¢t max{M — X(t),0}dt and consider
what happens as" tends to infinity.

A more suitable loss function which accommodates local time as a result of the existence
of upper and lower barriers is:

L(c) =loc+4/1+12(c—12)2 (124)

Note that ag — +oo, L(C) ~ (lo+11)c, while asc — —o, L(c) ~ (Io—I1)c. This asymp-

totic linearity is required to ensure that the expected value of the loss function does not
become infinite when a reflecting barrier and local time is introducdg <ifl; thenL(c)

Is increasing and convex. In other words, the fund sponsor prefers to pay less rather than
more and prefers stability to instability. Furthermore, the employer will be prepared to
pay a higher average contribution rate in the long run in return for lower volatility in the
contribution rate.

6.2 No short-selling of assets

Suppose that the holdings in each asset must be non-negative: that gt ) < 1 for

all t, x.

Let us consider the following piecewise linear model for the proportion of the fund in-
vested in the more risky asset 2 in a 2-asset model:

c(x) = cp—cix forallx (125)
(1 if X < Xo

PRM = ¢ w5 LaX) i xg < x <X (126)
{ 0 if X3 <X

In the unconstrained case
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Table 4: Stationary optimisation under constraints

Case X0 X1 Co a | E[X] SD.X] E[C] SD.[C] | E[L(C,X)]

Constrained| 3.87 7.40 177 0.123 9.29 150 0.628 0.184 0.0485

Unconstrained| 3.96 7.89 1.68 0.104 9.85 1.35 0.645 0.147 0.0315

X0 (Xx1—X)
X1—X) X

p2(X) = ( (127)

for all x. The use okg andx; here makes it easier to see where the constraints lock in.
For asset 1 and cash we have:

Pa(X) = 1-p2(X) (128)
Po(x) = 0 (129)

Over each intervgD, Xo), [Xo, X1) and[xi, ) the stationary distribution function is a scaled
Pearson type IV with different parameters over each interval. Siceis continuous

the stationary density function is continuous. This allows numerical evaluation of an
objective function and hence optimisation oggrc, Xo andx;.

Let us consider a numerical example. We use the same model parameter values and
objective function as in Section 5. In the unconstrained problem the optimal solution is
linear inx as usual. In the constrained problem the optimal solution will not be linear or
piecewise linear ix, but here we optimise only over piecewise linear strategies.

It can be seen by referring to Table 4 that the effects of the constraints in this example are
fairly small but, nevertheless, significant. The size of the effect of the constraint depends
upon to what extent the intervid, x1) comes into play in the unconstrained casé (i)

falls into [xo,x1) most of the time then the effect of the constraint will be small. Here, in
the unconstrained case, most of the time the fund is invested long in the low-risk asset 1
and short in the high-risk asset 2.

6.3 Upper limit on the contribution rate

Boulieret al. (1996) considered the effect of an upper bound on the optimal contribution
rate. This resulted in a nearly linear form fofx) and a bell-shaped curve fgXx).

Their solution required the existence of a risk-free asset for the fund and zero volatility in
the benefit outgo: otherwise the dynamics of the model would be non-stationary since a
sufficiently large deficit will eventually build up which cannot be eradicated.
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7 Conclusions

This paper has considered the optimal control of a pension fund using the asset-allocation
strategy and the contribution strategy.

Optimal solutions have been derived for power and exponential loss functions (with no
demographic risk -, = 0) and, in more detail, for a quadratic loss function. In most
cases the contribution strategy appears to be sensible and conforms with current practice.
In each case aspects of the solution were not completely satisfactory. First power and ex-
ponential loss functions were found to give rise to non-stationary solutions. Second, when
we considered the quadratic and exponential loss functions, the optimal asset-allocation
strategy derived was rather counterintuitive: moving, say, out of equities into bonds when
the level of surplus is growing.

This has one of two explanations. Funds may be operating in a very non-optimal way.
Alternatively, they may be operating optimally but with different objectives. For example,
in the UK, the government has recently introduced minimum funding legislation. This
should lead to loss functions which heavily penalise events when the fund size falls below
the legal minimum. Boulieet al. (1996) considered a related problem in which the
contribution rate was subject to an upper constraint (say, twice the target rate). However,
in the present framework (in which all assets are risky and where there is volatility in the
benefit outgo) it is not possible to constrain the contribution rate in this way, for otherwise
the fund size would ultimately drift off to minus infinity.

There is, however, some sense in a shift out of equities if the fund size is well above its
target level. First if there is too much surplus then there will be pressure on the sponsoring
employer to use this surplus to pay for discretionary pension increases which, perhaps,
had not been promised. In any event the members would be benefitting from good invest-
ment returns while the employer has to pay when things go badly. Second if the employer
is able to take a refund, the refund may be liable to tax (for example, in the UK this is
40% with the aim of inhibiting exploitation of the tax advantages enjoyed by a pension
fund). Third, too much surplus may lead to the removal of part or all of the fund’s special
tax status (again this is the case in the UK). All of these reasons mean that it should be
advantageous to put a bigger proportion of the fund into low-risk assets when the fund
has a large surplus. The results described in this paper back up this viewpoint.

It is clear from the results contained in this paper that we must look for alternative loss
functions. The target are ones which give rise to stationary solutions and sensible asset-
allocation strategies.

The results presented in this paper and in that of Boelia@t. (1995) also draw attention
to the following issues:

¢ what objective functions (if any) are used by pension funds? Are pension funds cur-
rently operating in a sub-optimal way or do they have different objective functions
from the one considered here?

e what constraints (if any) on contributions and investments are appropriate? Can
investment constraints be circumvented by prudent use of derivatives?
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e is too much emphasis placed on the calculation of the so-called actuarial liability
when this may have no relationship to the target funding level under the optimised
objective function? Here the problems have been analysed solely with reference to
the objective function. A framework which relies heavily on the actuarial liability
might result in a solution which is sub-optimal with reference to this stated objective
function.

It must be stressed again that we have assumed a stable membership structure in the pen-
sion plan. In many problems there may be a reason, for example, to incorporate changes
in the membership as a sponsoring company evolves or restructures. Such situations
would require an adaptation of, for example, the us¥ @j = F (t) /W(t) as the key pro-

cess and of the objective function. The findings in this paper suggest that the interests
of the employer and fund members might be served better by a combination of dynamic
control theory and more traditional actuarial valuation techniques. In this respect, theo-
retical solutions to simplified problems give us a basis for investigations of more complex
situations.
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