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Risk Philosophy Concept 

▪ Risk tolerance (or “Risk Philosophy”): one of the most important inputs in Asset-
Liability Modeling

▪ A Risk Philosophy encapsulates the Board’s priorities regarding overall Plan risk

▪ A Risk Philosophy is a specific combination of weighted Decision Factors

▪ Once a Risk Philosophy is expressed, portfolio selection can be a mechanical 
exercise
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Risk Philosophy Concept - Definitions 

Risk Philosophies are a weighted combination of Decision Factors:

(i) Certain sets of decision factors reflect specific sensitivities
(ii) Weightings of decision factors reflect priorities unique to 

EBMUDERS

Definition:

Pre-established risk philosophies allow decision makers to
rapidly establish their risk tolerance and, in turn, select an
appropriate policy portfolio

Purpose:
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Risk Philosophy Concept - Definitions 

A Decision Factor is a combination of two components:

(i) a variable that describes the financial condition of the System and
(ii) an established threshold level (or goal) for that variable

Definition:

Decision Factors allow decision makers to define and quantify their
tolerance for risk using intuitive metrics, allowing the Board to easily
establish a consensus risk tolerance

Purpose:
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Risk Philosophy Considerations 

▪ Minimize Contributions over the next several years

▪ Avoid Contribution Surprises (i.e., manage contribution volatility) for the next 
several years

▪ Achieve a Funding Goal within a certain number of years

▪ Avoid a Funding Shortfall for next several years

▪ Etc.

In general terms, specific decision factors might be characterized as follows:
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Decision Factors Examples 

Financial Objective Risk Measure (Threshold)

Sustain Long-term Funding 
Progress

Maximize Average Funded Ratio

Minimize Funded Ratio Volatility

Achieve Actuarial Rate

Maximize Long-term Compound Return

Minimize Compound Return Volatility

Manage Funding Costs

Minimize Average Employer Contribution Level

Minimize Employer Contribution Volatility

Avoid Employer Contribution Spikes

Mitigate Severe  Downside 
Event

Avoid Severe Low Funded Ratio

Minimize Rebalancing Stress

Common Decision Factors Utilized by PCA Clients
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Decision Framework
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Selection of Decision Factors

▪ Goal : Select a set of decision factors that will quantify the Board’s risk philosophy

o A risk factor is a mechanism for quantifying the Board’s objectives and concerns about the 
retirement funds’ role in the broader retirement system throughout the asset allocation 
modeling process

o The Board should periodically review and select the decision factors for the asset allocation 
studies

o Thresholds should be designed for the factors to reflect the Board’s objectives and concerns

o The Board will determine its risk philosophy by weighting key decision factors that respond 
differently to a range of portfolios

o In practice, portfolios are ranked based upon ability to meet threshold(s)

o Achieving one objective or concern may result in others not being met 
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Risk Philosophy Considerations

Decision factors can then be grouped into risk philosophies having different emphases:
 

Risk Tolerance Philosophy Description of Risk Variable and Decision Factors  

Funding improvement/Return-oriented 
Places a high priority on improving the funded status of the plan, particularly through seeking to maximize investment returns.  
Specifically, a high weight is placed on portfolios that score high with respect to the plan improving its funded ratio over the 
next 25 years and on portfolios that score high with respect to producing the highest possible long-term compounded return. 

Funding-oriented 
Places a high priority on improving and protecting the funded status of the plan.  Specifically, a high weight is placed on 
portfolios that score well with respect to the plan improving its funded ratio over the next 25 years and on portfolios that score 
high with respect to keeping the plan’s funded ratio above a minimum threshold level of 50%.  

Funding protection/Downside-oriented 

Places a high priority on protecting the funded status of the plan and avoiding poorly performing investment results.  
Specifically, a high weight is placed on portfolios that score well with respect to keeping the plan’s funded ratio above a 
minimum threshold level of 50% and on portfolios that score high with respect to avoiding long-term returns below 
EBMUDERS’ assumed rate of return. 

Return/funding protection-oriented 
Places a high priority on achieving a favorable long-term investment return while also acknowledging the importance of 
avoiding a funding catastrophe.  Specifically, high weight is assigned to the score relating to the portfolio’s ability to produce 
strong investment returns.  The higher the real return, the higher the score.    

Return/cost management-oriented 

Places a high priority on achieving a favorable long-term investment return while also acknowledging the importance of 
managing plan costs.  Specifically, high weight is assigned to the score relating to the portfolio’s ability to produce strong 
investment returns and on portfolios that score high with respect to the plan being able to keep its overall actuarial costs close 
to statutory levels. 

 

Cost management/funding protection-oriented 

 

Places a high priority on managing plan cost levels and minimizing periodic cost surprises while also recognizing the 
importance of maintaining a minimum funding threshold.  Specifically, a high weight is assigned to the score relating to the 
frequency of periods when actuarial costs exceed statutory costs by 2%-of-pay or more and on portfolios that score high with 
respect to keeping the plan’s funded ratio above the minimum 50% threshold level.  The fewer cost surprises, the higher the 
score.    

Return space only 

Places a high priority on achieving a favorable long-term investment return while also avoiding poorly performing investment 
results. This risk philosophy is analogous to finding the most optimal portfolio on the traditional mean-variance efficient 
frontier, which assesses portfolios only by their investment return prospects. Specifically, half weight is assigned to the score 
relating to the portfolio’s ability to produce strong investment returns.  The higher the real return, the higher the score.   The 
remaining half weight is placed on portfolios that score high with respect to avoiding long-term returns below EBMUDERS’ 
assumed rate of return (i.e., exhibit higher levels of downside return outcomes). 

Equal Weight All Risk Factors 
Includes all Decision Factor groups.  All Decision Factors are weighted equally when screening for asset allocation policies.  
This risk tolerance philosophy represents a neutral position from which to assess the other philosophies. 
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Decision Factors 

▪ Portfolios should be ranked on their ability to accomplish the goal laid out in a specific 
Decision Factor

▪ While each Decision Factor has its merits, they cannot be accomplished 
simultaneously – they compete against each other; the Board must prioritize them

▪ The factors should be understandable and intuitive, reflecting core objectives and 
concerns

▪ The prioritization process takes place through a voting process among Board members

▪ For example, there are four major liability-oriented Decision Factors (goals):

• Achieve Full Funding within a certain number of years
• Avoid a Funding Shortfall catastrophe for next number of years
• Minimize Contributions over the next number of years
• Avoid Contribution Spikes (i.e., manage contribution volatility) for the next number of 

years
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Decision Factor Examples

▪ Goal: Seek to achieve fully funded status (i.e., assets = liabilities).  Stated as a 
“funded ratio.”  A funded ratio progressing toward 100% means that assets = 
liabilities (Good).  A lower funded ratio means that assets < liabilities (Not Good).  
Ideally, a funded ratio >100% means assets > liabilities (Good).

▪ Tradeoff 1:  Since the current funded ratio is significantly <100%, to get to 100% 
will require either higher actuarial contributions (Not Good), or that risk be taken 
in the portfolio.  The more risk taken, the higher the likelihood that the funded 
ratio will fluctuate before the end of the horizon (Not Good).

▪ Tradeoff 2:  If the funded ratio fluctuates before the end of the horizon, then 
actuarial contributions may also fluctuate and/or increase dramatically (Not 
Good).

Decision Factor:  Achieve Higher Funding
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Decision Factor:  Avoid a Low Funding Ratio

▪ Goal: Protect the funded status of the Plan.  EBMUDERS may desire to avoid a 
funded ratio below a certain level.  This threshold, to be established by the 
Board, ensures that EBMUDERS will always be considered a going concern 
(Good).

▪ Tradeoff 1: Protecting the funded ratio from falling below a certain threshold 
may reduce the potential upside gains that the investment portfolio might 
produce (Not Good).

▪ Tradeoff 2: Protecting the funding ratio may also put upward pressure on 
actuarial contribution rates which may, in turn, exceed statutory rates (Not 
Good).

Decision Factor Examples
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Decision Factor: Minimize Contributions

▪ Goal: Seek to keep average contributions as low as possible.  Lower cost 
provides one form of relief to both active employees and the District.  Lower 
contributions means that employees and the District, over the long term, can 
redirect their resources to other areas (Good).

▪ Tradeoff 1: Seeking to minimize average contributions may lead EBMUDERS to 
take on a more risky investment strategy to maximize returns.  This step, in turn, 
may threaten EBMUDERS’ funded ratio/status (Not Good).

▪ Tradeoff 2: Seeking to minimize average contributions may lead EBMUDERS to 
take on a more risky investment strategy.  This may increase the yearly 
fluctuation in employer contribution rates, making budgeting difficult (Not 
Good).

Decision Factor Examples
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Decision Factor: Avoid Contribution Spikes

▪ Goal: Avoid unplanned contribution spikes.  Contribution management is 
difficult and keeping contributions over time within a manageable band is 
reasonable.  Well managed contributions over time means less surprises for 
decision making groups and easier budgeting (Good).

▪ Tradeoff 1: Avoiding portfolios that lead to contribution spikes may force 
EBMUDERS to accept portfolios that are too geared to asset safety.  As a result, 
the Plan may see its funded ratio deteriorate over time (Not Good).

▪ Tradeoff 2: Avoiding contribution spikes may actually lead to portfolios that have 
higher-than-average contribution levels (Not Good).

Decision Factor Examples
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DISCLOSURES: This document is provided for informational purposes only. It does not constitute an offer of securities of any of the issuers that may be described herein. Information
contained herein may have been provided by third parties, including investment firms providing information on returns and assets under management, and may not have been
independently verified. The past performance information contained in this report is not necessarily indicative of future results and there is no assurance that the investment in
question will achieve comparable results or that the Firm will be able to implement its investment strategy or achieve its investment objectives. The actual realized value of currently
unrealized investments (if any) will depend on a variety of factors, including future operating results, the value of the assets and market conditions at the time of disposition, any
related transaction costs and the timing and manner of sale, all of which may differ from the assumptions and circumstances on which any current unrealized valuations are based.

Neither PCA nor PCA’s officers, employees or agents, make any representation or warranty, express or implied, in relation to the accuracy or completeness of the information
contained in this document or any oral information provided in connection herewith, or any data subsequently generated herefrom, and accept no responsibility, obligation or
liability (whether direct or indirect, in contract, tort or otherwise) in relation to any of such information. PCA and PCA’s officers, employees and agents expressly disclaim any and all
liability that may be based on this document and any errors therein or omissions therefrom. Neither PCA nor any of PCA’s officers, employees or agents, make any representation of
warranty, express or implied, that any transaction has been or may be effected on the terms or in the manner stated in this document, or as to the achievement or reasonableness
of future projections, management targets, estimates, prospects or returns, if any. Any views or terms contained herein are preliminary only, and are based on financial, economic,
market and other conditions prevailing as of the date of this document and are therefore subject to change.

The information contained in this report may include forward-looking statements. Forward-looking statements include a number of risks, uncertainties and other factors beyond the
control of the Firm, which may result in material differences in actual results, performance or other expectations. The opinions, estimates and analyses reflect PCA’s current judgment,
which may change in the future.

Any tables, graphs or charts relating to past performance included in this report are intended only to illustrate investment performance for the historical periods shown. Such tables,
graphs and charts are not intended to predict future performance and should not be used as the basis for an investment decision.

All trademarks or product names mentioned herein are the property of their respective owners. Indices are unmanaged and one cannot invest directly in an index. The index data
provided is on an “as is” basis. In no event shall the index providers or its affiliates have any liability of any kind in connection with the index data or the portfolio described herein.
Copying or redistributing the index data is strictly prohibited.

The Russell indices are either registered trademarks or trade names of Frank Russell Company in the U.S. and/or other countries.

The MSCI indices are trademarks and service marks of MSCI or its subsidiaries.

Standard and Poor’s (S&P) is a division of The McGraw-Hill Companies, Inc. S&P indices, including the S&P 500, are a registered trademark of The McGraw-Hill Companies, Inc.

CBOE, not S&P, calculates and disseminates the BXM Index. The CBOE has a business relationship with Standard & Poor's on the BXM. CBOE and Chicago Board Options Exchange
are registered trademarks of the CBOE, and SPX, and CBOE S&P 500 BuyWrite Index BXM are servicemarks of the CBOE. The methodology of the CBOE S&P 500 BuyWrite Index is
owned by CBOE and may be covered by one or more patents or pending patent applications.

The Barclays Capital indices (formerly known as the Lehman indices) are trademarks of Barclays Capital, Inc.

The Citigroup indices are trademarks of Citicorp or its affiliates.

The Merrill Lynch indices are trademarks of Merrill Lynch & Co. or its affiliates.

FTSE is a trademark of the London Stock Exchange Group companies and is used by FTSE under license. All rights in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors.
No further distribution of FTSE data is permitted with FTSE’s express written consent.




