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The process cntails comhining feedhack and rwision in ordcr to hecome comfortahl~ with 

the recommendations 
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A Non-convcm Region with Numerous Local Solutions 
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Fi~urc 4: Thc cascarle CAP:l.ink structure within a single rountry. Exch country in Global 

CAP:l.ink dcpictq a commnn hcritagc. 
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Stcp 1: Anülyze Historirnl Data 

‘l’hc t’ir\t strp to :my cöllhrötton process should start wth h~stoncal data. Wr analyzed historial 
Jata to dctermiw he clwacteristics ofrhe index. For Medical CPI we took data covering the 
I947-IO9Y penad. Thc hiwicnl data on Legal Scrviccs CPI is much shorter, covering the period 
Crom 1986.1998. 

step 2: Set Targcts 

St;m&d dcwattotl 
Corrclatinn 10 CPI 

A~erace snrrad owr CPI 

_ Mrdic;il CPI Lr!+l scrvice\ CPI 
1.9 - 2.2% 0 ir - I .O% 
0.6 SI.7 0.45 - 0.55 

09 0.7 

We esprc>!. thr targets ~1s rangeb. These targets depict ú blcnd of htstortcnl experience axl 
fi>r\~nld-lorrktt1g H nalywx. Firut, WC start with the rclnges that are consiutent with hi\toncal 
expcrirnce. Then xvi ;Idju>t for historical trends. For example. for thc Ia51 ll yws mcdicnl CPI 
ha\ outpxcd CPI hy 2.5% Can we reasonably expcct thls trcnd to continur’? Over a long-term 
honzon. WC mtght esptrc~ the growth in medical costc to hr closcr to CPI. This issue must be 
wlvcd bu tbr model dcwloper~ SO that proper targrt\ CXI hc 521 

Figure 5 

Historical Data for Txget Itlflatiott Serieï 
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42.1 tkncrating thr Assrt/Liability Eflkicnt Frontier 

~L’c C;I~ LI\C an ;wet/liability ophmizer to generate an efflcirnt frontw. Thr cfflclcnt fronttcr tell\ 
LI\ lhc awhination nf ~ssrts that produce portfolios with the hlghest cxprctcd rcward for it given 
Jcwl of r14. ;It thc rnd of thc multi-pcrtod howun. In thls casc, WL’ hnvr drfinrd rrwtrd tn hc 
ctd~ng tli>ll;u surplu and rl\k to bc thc ~t~~nd~d drviatlon of doltar ~~rplus. Tu gcneratc the 
surplu\ cfficient fronrwr requires a propcr multi-period DFA hystcm. Thew resultb show thc 
benefits uf calibrating thr aset% and linhilitieï to a common set of economic factora. 
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Projected Distrihutions of Medical and Legal lntlation over the Planning Horizon 
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Asset class Min % Max % Current Portfolio % 
Cash 0 100 5 
US Large Cap Equity 0 100 20 
Bond Index 0 100 75 

Asset/Liability Efficient Frontier (ALEF’“) 
Figure 7 

5.0 Concluding Remarks 

Two line’l of rewarch merlt attention. The flrst rrquires the development of hetter ways to address 
the non-convex optimization model. We are curnntly investigûtin~ an adaptive algorithm that 
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