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INTRODUCTION

It became apparent during the 1818 Society annual meeting in October 2001 that there was a need to set down for Society members some basic information about the financial workings of the World Bank Group’s pension plan (“the Plan”), and about its financial governance. 

Please address questions and comments to me at stephendeccles@aol.com, sending a copy at the same time to 1society@worldbank.org.  Or you can send letters for my attention to the 1818 Society office.

SOME BASICS

As most readers are aware, the Plan is a ‘defined benefit’ plan
. That means that the Bank guarantees payment of our pensions, irrespective of the investment results of whatever funds may have been contributed to the Plan in advance, and irrespective of whether the regular contributions made by staff and the Bank prove to be adequate. The financial security of your pension thus ultimately lies with the Bank’s solvency and goodwill, neither of which is in doubt. [Note: The Bank alone maintains the Plan on behalf of staff of the Bank, the IFC and MIGA.]

Nevertheless, it is good financial practice – followed by the Bank – to establish segregated funds needed to finance the Plan and to ensure, as far as is practical, that there is a long-term balance between Plan assets and liabilities (i.e. our pensions). It is the handling of these funds that this article principally addresses.

The Bank is set up by international treaty and the Plan is thus not subject to any regulations of any individual member country. As far as I know, there has never been a challenge to any Plan provisions in the courts of any member country. There have, however, been some recent challenges within the Bank’s internal appeal system, culminating in the Administrative Tribunal; these have dealt with benefits aspects and are not further discussed here. Partly because there are no ‘protections’ available from national courts – at least as long as the Bank behaves in a reasonable manner, although it obviously cannot meet the pension regulations of every single member country – the Bank has made substantial efforts to act in an open manner in respect of pensions. For example:

· All Plan benefits and financial and governance arrangements are contained in a single document, which is approved by the Board of Executive Directors of the Bank and made available to staff. 

· Both Plan governance bodies (the Pension Finance Committee and the Pension Benefits Administration Committee) include nominees from the Staff Association and the 1818 Society. There is no external obligation on the Bank to do this.

· A few years ago, the Board  made explicit that Plan funds are a “trust”, a matter that had been only implicit in the past. Thus the current document is entitled: Staff Retirement Plan and Trust, rather than the earlier formulation as the Staff Retirement Plan. Note, however, that the Trustee is the Bank, necessary to ensure that the Bank’s privileges and immunities continue to be enjoyed by the Plan, and not unreasonable given that the Bank guarantees the payment of pensions, irrespective of the financial condition of the Trust.

· The Bank has elected to maintain the Plan as a U.S. tax qualified governmental plan in order to take advantage of certain tax benefits that inure to most Plan participants and to the Bank itself. The Plan thus contains in practice many of the ‘protections’ afforded to pension arrangements in the U. S.

· The Plan is independently audited and reported on by independent actuaries. These reports are included in the Annual Report made available to all staff and retirees.

The rest of this article is arranged as follows. First, there is a description of the Pension Finance Committee and its principal functions. Second, those principal functions are expanded upon in turn – investment practices; setting of financial contributions from the Bank; and Plan budget, audit and actuarial arrangements. Finally, there is a note on the role of the 1818 representative on the PFC.

PENSION FINANCE COMMITTEE (PFC)

History

There has been a PFC (or equivalent) for at least 30 years, as I was first appointed to it about then, as the first Staff Association nominee; prior to that, there was no representative organization of active staff, never mind retirees. PFC functions have varied over time. 30 years ago, investments were carried out by a single firm, TRowePrice. Our principal task was to monitor their performance, but we had no meaningful benchmarks. Plan staff were very few. The funds involved were quite small. There were few retirees drawing pensions.

Present composition

The Plan document requires that the PFC shall be composed of a VP, an SVP or an MD, acting as chairman (currently the SVP Finance), two Executive Directors and at least 3 but not more than 8 other members. There is a formal requirement concerning representation by the Staff Association (two nominations) and the 1818 Society (one nomination, with an alternate). This 2:1 breakdown reflects historical developments, but it is also the case that there are almost twice as many non-retired Plan participants (about 12,000) as retirees (about 6,800).

There are currently 4 other members (5 would be the maximum) appointed by the President, all senior managers in the Bank or IFC. 

Present functions

The formal functions of the PFC are: overall financial management responsibility for the Trust Fund; appointment of actuaries and ensuring that an actuarial valuation of Plan assets and liabilities is carried out at least once every three years; adoption of actuarial methods and assumptions; exclusive determination of the contribution to be made by the Bank ‘in consultation with the Bank’; seeing that accounts and financial statements are prepared and audited; and directing the investment of the Trust Fund.

Day-to-day financial management is carried out by the Finance Administrator and Bank staff made available to him. He is appointed by the Bank but subject to the general directions of the PFC. The PFC is responsible for overseeing investment staff and for evaluating how they have managed the assets.

Other governance elements

By way of completeness, it should be noted that there is also a Pension Benefits Administration Committee – PBAC (on which the 1818 Society is represented) and a Benefits Administrator. The PFC has the responsibility for allocating budget resources for benefits administration. Coordination is assured by having the chairman of the PBAC sit on the PFC.

As well as looking after the basic pension Trust Fund, the PFC has similar responsibilities for the financial management of the Retired Staff Benefits Plan (RSBP) Trust Fund. This Trust Fund, which also contains irrevocable contributions from the Bank, covers the Medical Insurance Plan for retirees. Retirees may come across references to RSBP in the actuarial and audit reports in the Plan’s Annual Reports. It is not dealt with further here. 

PFC FUNCTIONS

Directing investments – the Strategic Asset Allocation

A key PFC function is to determine the Strategic Asset Allocation (SAA) for the Trust Fund assets of almost $12 billion, on the basis of staff recommendations. The SAA states how much of these assets should be placed in each of a number of asset classes. The SAA is usually reviewed in depth every five years, and more lightly on an annual basis. The PFC is currently embarked on a major review. This section describes what the current SAA is and how it is arrived at. The following section deals with how it is used for management purposes.

The current SAA is: 60% in so-called ‘risky’ assets and 40% in cash and fixed income assets [which are not risk-free, of course!]. Within the ‘risky’ asset allocation, 35% are in publicly quoted equities (19% in US equities; 16% in non-US equities) and 25% in what are known as ‘alternative’ investments – private equity (up to 12%), real estate (up to 8%) and hedge funds (up to 12%). However, because it takes time to build up ‘alternative’ investments to the  determined 25% share, the SAA is adjusted in practice to reflect the actual investments in those investments. The present breakdown is about 41% publicly quoted equities [in the ratio of 33:20:2] and about 19% alternative investments. Because of different relative movements in prices in these various asset classes, there is usually a need to re-balance them at month-end to revert to the SAA allocations.

The SAA is arrived at with the help of simulation modeling. Reflecting a PFC decision in 1998, the model maximizes the value of the Trust Fund over time, subject to certain constraints. It takes into account not only the assets themselves, but also the Trust Fund’s liabilities (i.e. pensions payable), a feature not common in setting pension fund SAAs. That fact explains why the Trust Fund hedges back into USD our non-USD assets, net of non-USD Plan liabilities. 

A key input into the simulation modeling, of course, is the long-term return that might be expected from each asset class. While the basis for these assumptions lies in historic returns, there is a good deal of judgment involved, as future returns may not reflect historic returns – and the period chosen for determining historic returns also affects the results considerably. The PFC therefore pays a lot of attention to these key assumptions. [Note: There is no known reasonable manner for determining whether – even post facto – the chosen SAA was optimal. Clearly, with hindsight, we could always have improved our returns within acceptable risk boundaries; the question is whether it would have been reasonable to have chosen that optimal SAA in advance.]

Currently there are two main risk constraints applied in evaluating the SAA –  ‘risk’ in the sense of the volatility of expected returns. Each asset class has a different expected volatility, and the PFC has to make judgments about future volatility similar to those it makes about future returns for each asset class. One of the applied constraints is that the PFC has judged that it would be unwise for the Trust Fund to find itself in a position where it had to make unusual demands on the Bank for its annual contribution.

The second constraint is to avoid undue concern on the part of Plan participants about the funded ratio (see below for further discussion) – this constraint is set at not more than a 5% probability that the funded ratio would drop below 85%. 

Both these constraints are currently being reviewed in depth by the PFC, as part of the ongoing major review of the SAA: are they still relevant and, if so, are they expressed in the most appropriate form?

Directing investments – using the SAA

To make best use of the SAA, the PFC adopts benchmarks for performance of each asset class, so that the investment managers and the PFC can monitor performance. The overall Trust Fund benchmark is then arrived at by weighting these individual benchmarks by the SAA weight allocated to each asset class.

In choosing benchmarks, the PFC is guided by three considerations. First, the benchmark must be broadly representative of asset class performance. This means, for example, that we do not use either the Dow Jones Industrial Average or the S&P500 as our benchmark for US equities. We use instead the Russell 3000 index, which covers the performance of the 3000 publicly-traded companies (from all stock exchanges) with the largest capitalization. Second, the benchmark needs to be replicable, i.e. the investment staff should be able to make investments which precisely match the benchmark if they wanted to. This means, for example, that we rejected the broader Russell 5000 index for US equities, as that index involves too many very small companies. Third, the benchmark needs to be externally maintained. The current benchmarks are:

- US equities




Russell 3000

- Non-US equities
Blend of MSCI World, excluding the US; and the MSCI Emerging Market Free

- Fixed Income
Lehman Brothers Global Aggregate (hedged)

- Private Equity



Venture Economics Custom Index

- Real Estate




Blend of NCREIF and WARESI Index

- Hedge Funds
S&P Hedge Fund index

There is no PFC requirement that investment staff actually invest funds precisely as indicated by the SAA, and it is not always practical for them to do so. The objective in consciously varying from SAA allocations is to improve overall performance. The PFC receives a quarterly report which indicates how much actual investments have varied from the SAA and attributes differences between actual performance and what the performance would have been with precise tracking of the SAA. Set out below is a description of typical reasons for variance from the SAA.

Benchmark Value Added. Staff may allocate funds to some external managers for investment in their specific area of expertise, which may not precisely match the benchmark for the relevant asset class. For example, a particular manager may work best against the S&P500 benchmark, rather than the Russell 3000. This may be offset – but not precisely – by another manager specializing in smaller cap equities. The Benchmark Value Added tracks the overall difference. The net effect is usually small and seldom makes more than a few basis points difference in returns on Trust Fund assets. [A ‘basis point’ is 0.01 percent.]

Manager value added. Almost all actual investments are handled by external managers. Having delegated the authority to choose these managers to the investment staff, the PFC is not involved directly – but does retain a general oversight role. Some managers are chosen to track indices closely, so there is little or no ‘manager value added’. But many are chosen because of their proven track records of beating the respective benchmark performance. Manager value added is often considerable. Over the last three years, for example, it amounted to 153 basis points over the whole portfolio on an annualized basis. Although termed ‘manager value added’, it should be noted that Plan investment staff should also take credit for this performance, as they are the ones who actively select the managers, constantly reviewing their performance and making changes as needed.

Tactical asset allocation. Pension investment staff are permitted, within limits prescribed by the PFC, to allocate funds to different asset classes than set out in the SAA, if they think this will improve returns. In practice, however, this freedom is little exercised. At some times, this reflects a real agnosticism. But it also reflects an unwillingness of staff to stick their necks out here; they prefer to allocate their risk-taking to the field of managing the managers. This approach is fairly normal – pension investment managers feel that negative tactical asset allocation performance on anything but a minor scale would not be well received – and so far, the PFC has not been able to create appropriate incentives to encourage staff to take on appropriate risk. Because of this, over the last three years, tactical asset allocation affected Plan performance only marginally (by adding 6 basis points, reflecting more technical difficulties in keeping investments across asset classes precisely in line with SAA, rather than conscious reallocation).

Determining the Bank’s contributions to the Trust Fund

The Plan document gives the PFC the exclusive role in determining how much the Bank is required to contribute to the Trust Fund ‘in consultation with the Bank’ and specifies that such contributions, once made, cannot be taken back. [Note: The Board of Executive Directors can amend these Plan provisions at any time. But unless it does so, it must accept the PFC determination.] The only guidance given to the PFC by the Plan document is that the contribution ‘should be based on actuarial valuation’. The PFC endorses the actuarial assumptions for this valuation, which could take many forms; and the valuation only forms the ‘basis’ for the PFC decision. Hence, in practice, the PFC has considerable latitude. The principal ways the PFC has used this latitude are set out below.

The PFC asks the actuaries to provide it with information according to four different methodologies:

· The method that is used most centrally by the PFC is known as the ‘Closed Group’. Under this methodology, it is assumed that all current staff remain at the Bank Group for a typical number of years of service and receive typical salary increases. The main output from this methodology is the present value of pension liabilities, which is then compared to the three-year average value of investment assets (plus the present value of future staff contributions to the Trust Fund) to give a ‘funded ratio’ – it was 0.92 at the last valuation, as of January 1, 2005. Another output is the percentage of staff salaries that the Bank would need to contribute to the plan in future, to bring the funded ratio back to 1.0.  At the last valuation, this was 26.72%.

· The PFC used to be guided mainly by an alternative methodology known as the ‘Open Group’, and we still request information in this format, as it remains relevant. Here it is assumed that the Bank Group will maintain its workforce at current levels indefinitely, and that assumption may not be realistic. Moreover, a problem with this methodology is that it tends to exaggerate the required contribution rate during long periods of asset growth (such as we experienced until 2000), while tending to underestimate it during long periods of asset decline. Accordingly, in recent years, the actuaries have advised the PFC to pay more attention to the ‘Closed Group’ methodology than the ‘Open Group’. 

· Another measure widely used in the industry is the funded status on an Accumulated Benefit Obligation (ABO) basis. This compares the pensions already earned by participants, ignoring future service and salary increases, with assets. By this measure, the Trust Fund has assets well in excess of those needed to meet all existing pension obligations, should the Bank suddenly cease to operate. While this is a rather unlikely scenario, it is comforting to know this fact.

· Finally, the industry also uses a fourth measure, assessing pension liabilities on a Projected Benefit Obligation (PBO) basis. PBO assumes the present number of service years of existing staff, but takes into account projected wage growth for these staff. It represents a situation, for example, where the Bank would stop the existing scheme, as far as accumulating years of service is concerned, presumably with a separate scheme covering future years of service, but would nevertheless continue to give pensions based on participants’ final salaries. As of January 1, 2005, the PBO funded ratio stood at 1.14. 

The above figures are only as good as the assumptions they are based on. Over the years, these assumptions have been constantly reviewed to keep them on the conservative side of reasonable. For example:

· The actuaries carried out a mortality study in 2000, leading to assumptions of increased life expectancy compared to the UN mortality tables previously used.

· The real rate of return on investments is assumed to be 3.5 percent, a reasonably conservative assumption. The same figure is used for arriving at the present value of pension liabilities.

· Inflation is assumed to be 4 percent. The principal use of this figure relates to the future growth of salaries and of pensions already being drawn.  

The actuaries do not use current market value of assets in making the above calculations, because this could produce unwarranted volatility in the results. Instead, and with the PFC’s endorsement, they use the average asset value over the last three years.

Taking all the above into account, the PFC did not require the Bank to make any payment into the Trust Fund from 1998 through 2001. One factor brought into this decision was the fact that, once contributed, the Bank cannot withdraw funds from the Trust. If asset values had remained where they were in 1997, it was foreseen that the Bank might not need to make additional contributions for a very long time. As asset values continued to rise, by mid-1999, that ‘very long time’ had become about 20 years. As a result, there were then suggestions from the Staff Association  that the so-called surplus of Trust Fund assets be used up in a variety of ways. The 1818 Society – and management – resisted these ideas. 

Market corrections in 2000/2001 indeed caused the PFC to ask the Bank to resume making contributions.  Although not strictly necessary (because of the 3-year averaging methodology), the PFC asked the Bank for a token contribution of $20 million in 2002. Fuller contributions have been made since then with one of $245 million being paid in during FY06.

I will close this section by reiterating that the Bank is obligated to meet any financing shortfalls in the Trust Fund, irrespective of investment performance, the build-up of pension liabilities or the payment or non-payment of annual contributions. All that is at stake is the timing of Bank payments. Prudence suggests that the Trust Fund should always remain well-funded, but not overly so; that is what the PFC aims at.

BUDGET, AUDIT AND ACTUARIAL ARRANGEMENTS

Budget

The costs of employing external managers making actual investments have always been paid for from Trust Fund assets. Until recently, however, Bank staff involved in fund management and pension administration formed part of the Bank Group’s administrative budget. Given the perennial constraints in that budget, this proved limiting to optimal management of pensions. Since July 1, 2000, therefore, the Plan has met these expenses directly, according to a budget drawn up by the Finance Administrator and approved by the PFC. 

The Finance Administrator, and the PFC, are careful not to misuse the budget freedom that now exists. Apart from the usual kinds of budgetary review, the PFC also compares Plan budgetary costs to those of the pension fund industry. The approved CY06 budget covers the following broad categories:

· Administrative expenses – i.e. the kinds previously met by the Bank’s administrative budget: 7.6 basis points on Trust Fund assets. Of this, 1.3 basis points cover benefit administration and 6.3 cover investments. The latter compares to about 5.8 basis points for corporate pension schemes, 6.7 for public schemes and 8.7 for endowments/foundations.

· Plan service fees – e.g. custodial, actuarial and audit services: 3.6 basis points. Comparable fees are 13.8 for corporate funds, 4.7 for public funds and 8.0 for endowments.

· Investment management fees: depends on asset value and manager performance but estimated at 50.1 basis points. 

While this new budget freedom is proving useful, pension staff salaries are still ruled by overall Bank Group policies. This limitation can be troublesome at times, contributing to turn-over of staff and some recruiting difficulties. This is partly offset by the Finance Administrator’s ability to engage consultants at the PFC’s behest. The PFC is keeping a close eye on this aspect.

Audit

Trust Fund assets are audited annually by the same auditors that handle the rest of the Bank Group, appointed by the respective Boards [currently Deloitte Touche Tohmatso]. The PFC meets with the auditors at least twice a year – once to review the auditor’s plans for the forthcoming audit, and again to review the results. 

The Finance Administrator also engages the auditor to assist in monitoring that the Bank is appropriately charging the Plan for the staff services rendered to the Plan. Note that, to qualify for US tax advantages, the Bank cannot charge the Plan for certain kinds of expenditure, such as overheads.

Actuarial services

A respected actuarial firm is directly contracted by the PFC. As already noted, the PFC receives annual reports, even though the Plan document only requires this every three years. In addition to these reports, the staff – which includes an in-house actuary – is in continuous discussion with external actuaries about the assumptions and methodology that are used. The PFC meets with the actuaries at least once a year.

ROLE OF 1818 SOCIETY REPRESENTATIVE ON PFC

The 1818 Society representative on the PFC (and his alternate) spend most of their time in actively contributing to the overall financial management of the Plan Trust Fund, without any specific ‘retiree’ viewpoint. Similarly for the two Staff Association representatives. This is because management appears to handle the Trust Fund in an open manner, which does not present the staff or retirees with major problems. Indeed, the retiree and staff representatives are far more likely to join other PFC members in querying management proposals than to find themselves in an isolated position.

This does not mean to say that there is nothing to do! PFC discussions are usually quite lively and often highly technical. There are usually 4 to 5 formal all-afternoon meetings per year, plus a number of informal brain-storming sessions. 

One area where there is a higher probability of difference of view between staff and retiree representatives on the one hand, and other PFC members and management on the other hand, concerns annual Bank contributions to the Trust Fund. This was particularly true in the years when management proposed a contribution ‘holiday’ for the Bank. The staff and retiree representatives therefore take a particularly close and critical interest in that issue. However, in practice, it has always proved possible for the PFC to take a unanimous position here.

Perhaps different decisions would have been taken if the retiree and staff representatives were not directly involved? That possibility, plus the openness of decision-making that is achieved, is the principal justification for our involvement.

March, 2006

� This guide is written for the benefit of current pensioners, most of whom participate in the Plan in effect for staff who joined the Bank before April 1998.  Staff who joined subsequently participate in a new Plan, which includes both ‘defined benefit’ and ‘defined contribution’ elements.  What is explained in this guide applies only to the ‘defined benefit’ element of the new Plan.
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