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When considering the risks as-
sociated with defined benefit 
pension plans, one risk is 
paramount. “The ultimate 
risk for a pension plan is the 

inability to pay all of its promises at the end of 
the day,” says Paul Purcell, Managing Director 
and Head of Pension Derisking at RBC. “Within 
the plan, the biggest risks are investment risks 
— interest-rate risk and equity risk. Liquidity risk 
is also prominent, especially for mature plans. 
Inflation has been muted, but may pose a larger 
risk in the future. And longevity risk is gaining 
more profile, although it still tends to be second-
ary to investment risk.”

All of these risks exist within pension plans. 
But very often a DB pension plan sits within a 
larger organization. “The volatility of the pen-
sion account can have a significant impact on 
the sponsor’s balance sheet, particularly if the 
pension plan is large in relation to the size of the 
sponsor,” says RBC’s Purcell. For corporate or 
private-sector DB plans, funded status is a key 

metric that is watched closely both inside and 
outside the company.

Solvency isn’t just an issue for corporate DB 
plans. “Solvency levels have been on a roller-
coaster ride for the past several years,” says 
Brent Simmons, Senior Managing Director, DB 
Solutions at Sun Life Financial. “Many plans were 
below 80% at the beginning of 2013, close to 
fully funded by the end of 2013 and back down to 
below 90% at the end of 2015.”

“Given this roller coaster of solvency, plan 
sponsors are concerned with managing regret 
risk — the risk that they didn’t take action in 
the past and aren’t taking it now,” continues 
Simmons. “Therefore, they may find themselves 
facing another funding shortfall and the volatil-
ity that brings.”

Canadian plan sponsors are considering a 
number of different ways to manage the myriad 
risks associated with DB plans. The one that has 
concerned many for several years is low inter-
est rates. “Pension plans face what we call, ‘yield 
drag,’ where they may not be able to generate 

enough yield to keep up with their obligations,” 
says Adnann Syed, Vice President and Director 
at TD Asset Management. “This becomes even 
more acute when bond yields remain low for a 
long period of time. So to counteract this drag, 
pension funds need to diversify their portfolios 
and consider innovative investments that can 
enhance yields without adding risk, such as 
private debt, low-volatility equities or option-
based equity solutions.”

Risk in isolation
These ideas are leading some plans to refor-
mulate their investment approach. “Canadian 
sponsors are assessing their plans from an 
asset-liability perspective,” says Rene Martel, 
Executive Vice President at PIMCO. “They have a 
return target, but are defining their risk budget 
versus their liabilities. We are seeing spon-
sors putting more focus on risk factors in this 
context. So rather than looking at equities as 
an asset class with risks in isolation, sponsors 
are breaking down each asset class into the risk 

Equity Market Volatility
AND 

Falling Oil Prices,
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factors found in each one. In this way, sponsors 
get a better idea of where their overall risk 
exposures are.”

For many plan sponsors that do develop a 
realistic picture of the risks they are running 
in their plan, the next step may be to adopt a 
derisking strategy, often along liability driven 
investing (LDI) lines. This approach is proving 
successful in limiting uncomfortable levels of 
funded status volatility, though it is not univer-
sal. “Although many plan sponsors are taking 
derisking action, many plan sponsors are not,” 
says Sun Life Financial’s Simmons. “In 2015, Aon 
Hewitt found that the funded status of its clients 
that had taken derisking action increased by 1%, 
while the funded status of the average client 
had decreased by 3%.”

Partly, the problem may be the variety 
of interpretations of derisking as a strategy. 
“LDI is very prevalent in Canada but it means 
many different things to different people,” says 
Etienne Dubé, Vice President, Fixed Income at 
Phillips, Hager & North. “While today most plans 

are still supporting significant mismatch risk 
between assets and liabilities, the big change is 
that most are doing this deliberately as opposed 
to unknowingly.”

It can feel expensive or risky to extend 
duration today. “Even those Canadian plans not 
using LDI are well aware of it,” says William da 
Silva, Retirement Consulting Practice Leader at 
Aon Hewitt. “It’s possible that they have made 
deliberate choices not to implement traditional 
LDI. That might be because of where interest 
rates currently sit and not wanting to lock into 
long bonds at this low point.”

“It’s ironic that even though plan sponsors 
are more aware than ever of the mismatch risk 
they are running in their pension plans, with 
rates so low, there has been a relatively modest 
amount of interest rate hedging,” says RBC’s 
Purcell. “However it is good that plan sponsors 
and fiduciaries appreciate LDI much more. Many 
realize that it goes beyond the hedging assets 
and involves the entire portfolio. We are seeing 
more interest in optimizing the risk-seeking part 

of the portfolio, looking at low-volatility strate-
gies, or diversifying by taking less equity risk and 
accessing more risk factors through different 
asset classes including alternatives.”

The most common approach to derisking 
remains some form of LDI. “We’ve seen an evolu-
tion process in relation to LDI,” says PIMCO’s 
Martel. “The first wave in the mid-2000s was 
often just about managing interest-rate risk 
and duration. Over time, that approach has 
been refined to not only get the right amount of 
duration, but also the right source of duration. 
Depending on how you value your liability, you 
can have two instruments that have the same 
interest-rate risk, but their ability to match your 
liability may be different depending on whether 
it is a corporate, provincial or government bond 
or derivatives.”

“Now we are seeing plan sponsors taking a 
holistic approach to LDI,” continues Martel. “It’s 
a lot broader than just managing interest-rate 
and duration risk. It can involve diversification 
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into alternative investments or tailored risk 
hedging strategies. There’s more to be done 
there. But at the same time, sponsors are imple-
menting glidepaths that call for derisking as the 
funding ratio gets better. Typically, this means 
moving money from return-seeking portfolios 
to hedging ones. We are working with many cli-
ents on operational strategies that allow plans 
to react very quickly to glidepath triggers.”

Jumpstart
To date, even those plans that have glidepaths 
in place have found progress slow. “We see plan 
sponsors implementing LDI glidepath triggers 
at each 5% to 10% increase in funded status,” 
says PIMCO’s Martel. “So to trigger any move-
ment, there needs to be a market event that 
leads to a significant funded ratio improvement. 
However, instead of moving forward, we’ve 
probably moved a bit further away from that 
first trigger in the last 24 months, so we may 
need a jumpstart.”

It’s important to think about derisking as 
a broad approach to pension investing. “LDI is 
more than just managing bond durations,” says 
Carlos Phillips, Vice President and Director at 
TD Asset Management. “Clients are looking to 
align their assets and liabilities. In that context, 
they’re looking for asset managers that deeply 
understand their specific objectives and can 
mitigate risks via traditional and innovative 
solutions.”

Nevertheless, current low rates of interest 
make the implementation of LDI and derisking 
strategies seem difficult. “Interest rates remain 
an important issue,” says Aon Hewitt’s da Silva. 
“If the Bank of Canada lowers the overnight 
lending rate, then there would be a downward 
pull on other interest rates. It’s a dilemma for 
a plan sponsor: ‘Should I go into long bonds at 
all-time highs to match my liabilities?’”

“Even though interest rates have started 
to move up in the U.S., we haven’t seen many 
of our clients changing their rates hedging 
policy. Most Canadian pension plans already 
have a significant interest rate mismatch 
between their assets and liabilities and few are 
seeing the potential rise in interest rates as an 
opportunity to increase this mismatch,” says 
PHN’s Dubé. 

It does pay to think creatively about the 
mismatch problem, for instance, by considering 
bonds that might not have seemed appropri-
ate in the past. “The weakness in commodity 
prices, particularly oil, has meant an increase 
in provincial debt, especially in resource-rich 
provinces like Alberta,” says TD Asset Manage-
ment’s Phillips. “These are good investments for 
pension funds that need longer maturity bonds 
within their LDI frameworks.”

Matching liabilities can be difficult in 
Canada. “The discount rate we use for pension 
solvency purposes has recently tracked closer 
to the provincial yield curve,” says Aon Hewitt’s 
da Silva. “That’s partly because of a lack of 

liquidity at the long end of the corporate credit 
market in Canada.”

Even so, domestic bonds may not solve all 
of the duration-matching problem. “Canadian 
investors use a diversified or balanced blend of 
government, corporate and provincial long-du-
ration bonds to hedge liabilities,” says PIMCO’s 
Martel. “Recently, though, those plans that are 
more concerned about the accounting impact 
rather than the funding impact have been 
relying more on corporates and provincials. 
And this trend is picking up steam as long-dated 
corporate spreads have recently widened and 
become more attractive in certain developed 
markets, especially the U.S.” 

Non-bond asset classes can have a role in a 
hedging portfolio, if used sparingly. “Because of 
the low returns on Canadian bonds, some plan 
sponsors are looking at other assets that can 
effectively hedge their liabilities,” says Patrice 
Denis, Executive Vice President at PIMCO. “We 
see a mini-trend in plan sponsors looking at 
including infrastructure and real estate in their 
LDI portfolios. They know that these assets 
don’t have the same direct link to their liabilities, 
but in this low interest-rate environment, they 
do offer a better return potential.”

 “Illiquid asset classes are a prudent part of 
a multi-asset class strategy,” says Neil Cable, 
Head of European Real Estate at Fidelity Invest-
ments. “However, investors often consider real 
estate to be difficult to use in an LDI strategy 
because of the need to readjust portfolio 
weightings frequently. It can be difficult to buy 
and sell buildings quickly.”

Alternative fixed income strategy
Insurance products like annuities are often 
considered only in the context of termination — 
however, they also have a role within ongoing 
pension management through the buy-in 
structure. In that case, a pension plan will carve 
out a group of pensioners that will be covered 
by an annuity, but rather than removing those 
pensioners from the plan, they will be retained. 
“Annuities are being viewed as an alternative 
fixed income strategy that can provide similar 

or higher returns while providing investment 
and longevity risk transfer for free,” says Sun 
Life Financial’s Simmons. 

In considering LDI, pension plans are well-
served to consider where the strategy origi-
nated. “Managing a pension plan is like managing 
a mini-insurance company,” says Sun Life Finan-
cial’s Simmons. “We are getting more requests 
from plan sponsors to provide information and 
insights into how insurance companies manage 
risk. The insurance company approach typically 
involves matching assets and liabilities closely, 
not attempting to market time interest rates 
or equities, using investment-grade corporate 
credit and harvesting the illiquidity premiums of 
alternative asset classes.”

LDI can be a stage on the path to termina-
tion, bringing assets closer and closer in line 
with liabilities, with the ultimate intention of 
termination. “Some plan sponsors are using LDI 
as a powerful transition strategy for a future 
pension risk transfer transaction, by adjust-
ing their asset portfolio to look more like an 
insurance portfolio,” says Sun Life Financial’s 
Simmons. 

“For plans that are on a path to exit, it 
doesn’t matter ultimately how well your assets 
do,” says Aon Hewitt’s da Silva. “It’s only half the 
story. You also need to look at how well asset 
returns are tracking liabilities. Plans are looking 
for reporting tools that allow them to track the 
funded status closely, sometimes monthly or 
even daily.”

For those that do not wish to pursue termi-
nation, but aim to limit as far as is possible the 
volatility of the funded status, some plans are 
making use of long-term derivative strategies 
in the path to full duration matching. “Plans now 
recognize that bond overlays and leverage can 
be used within an LDI framework to better man-
age liabilities and free up capital so that it can 
be more efficiently deployed elsewhere in the 
return-seeking asset portfolio,” says TD Asset 
Management’s Syed. 

“We see those that did buy into LDI, that 
may be 80% duration-matched fixed income, 

THE WEAKNESS IN COMMODITY PRICES, 
PARTICULARLY OIL, HAS MEANT  
AN INCREASE IN PROVINCIAL DEBT
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developing more customized approaches,” says 
Aon Hewitt’s da Silva. “Managers are providing 
key rate duration matching to better match the 
curve and other techniques to fine-tune the LDI 
strategy. Sponsors are more cash-flow aware 
as well, even if they haven’t gone as far as cash-
flow matching.”

Using overlays
“We see even small- and mid-sized funds are 
making better use of leverage to manage their 
bond durations,” says TD Asset Management’s 
Phillips. “For example, they are using bond over-
lays as a way to reduce their interest-rate risk 
without reducing their expected return.”

This process can be quite complicated 
if done using physical assets, but much 
easier using synthetics. “Say a plan has 60% 
in return-seeking assets and 40% in liability 
hedging assets,” says PIMCO’s Martel. “The 
ultimate goal may be the opposite: 60% in 
liability hedging and 40% in return-seeking, 

Canadian Pension Plans  
Find Real Estate  
Attractive At Home  
and Abroad

For Canadian pension plans, domestic real 
estate has always been an important asset class. 
Increasingly, they are experiencing similar suc-
cess with international allocations. “I find quite 
a parallel between Australian and Canadian 
pension funds,” says Neil Cable, Head of Euro-
pean Real Estate at Fidelity International. “They 
are very big countries in terms of land mass, but 
have, relatively speaking, quite small popula-
tions, with less than 25 million people in Austra-
lia and around 35 million in Canada. The pension 
markets in both countries are quite mature. The 
funds have effectively bought all the buildings in 
their own markets, so they have an imperative to 
look outside. They are therefore sophisticated 
real estate investors, used to looking outside 
their home markets. There’s a level of profes-
sionalism with these investors because they 
understand the risks involved and the various 
mechanics to a fundamental level.”

Property is an ideal investment for a long-
term investor, such as a pension fund. “The 
predictability of income from commercial real 
estate is quite high,” says Fidelity’s Cable. “It’s 
quite bond-like. There is contracted income for 
a number of years. If you understand the riski-
ness of the tenants, it’s like understanding the 
default risk of a bond portfolio. So you can fac-
tor that into your portfolio with a high degree of 
confidence.”

“Most pension plans around the world, not 
just those in Canada, tend to focus on total re-
turn,” says Fidelity’s Cable. “One phenomenon — 
for me — since the crisis has been that although 
investors talk about needing income, what they 
really want is to reinvest income in order to pro-
duce a more sustainable total return. They just 
want income to be a bigger element of total re-
turn.”

 “Pension plans could benefit greatly from 
dissecting the difference between income and 
capital in their property investments,” says Fi-

delity’s Cable. “Many property markets are in 
countries without strong forecast GDP growth. 
But an investor can still get a fantastic total 
return because of a good income yield. It’s also 
worth examining the risk — not just the level — of 
income and capital separately. The volatility of 
capital is about 10 times that of income.”

“On the capital side, though, you don’t have as 
much predictability,” continues Cable. “If you are 
a long-term investor, then you can ride out the 
cycles in property. So real estate could easily be 
a much bigger part of LDI portfolios.”

“Investors don’t always segment total return 
properly into income and capital gains,” says Fi-
delity’s Cable. “In western European real estate 
markets, as well as in Canada, the U.S. and Aus-
tralia, income is two-thirds of total return over 
the long term, while in Asia it’s the other way 
around (where yields are very low). Investors 
focus on geography and location, but I believe 
you should view it more like the default risk as-
sociated with a bond portfolio. Location doesn’t 
answer the questions on return, volatility and in-
come that are crucial for pension investors that 
need to meet liabilities.”

“It pays to be diversified within an institu-
tional property portfolio because the amount 
of income that’s lost even in a severe downturn 
is really quite low — surprisingly low,” says Fidel-
ity’s Cable. “You probably don’t need more than a 
seven-year time horizon to be confident of see-
ing your way through a cycle.”

“You can’t expect to have a global property 
portfolio where each element behaves in the 
same way,” says Fidelity’s Cable. “Even within 
Europe, the sustainability and ability to forecast 
income differs between peripheral European 
markets and those of Germany, the U.K. and 
France. The peripheral markets are probably 
going to be more volatile. It’s not that different 
to equities.”

When pension plans are investing in real es-

tate internationally, they need to consider tax is-
sues,” says Fidelity’s Cable. “There are myriad tax 
issues — transfer taxes, registration duties, local 
taxes, etc. Governments levy a range of taxes on 
property. It’s an area that pension investors are 
concerned about, but need good local experi-
ence and advice on.”

“If you invest outside your home country, cur-
rency is an issue,” says Fidelity’s Cable. “We’re in 
an environment where currency is one of the big-
gest factors influencing investor behavior and 
markets. Some investors hedge; others don’t. But 
the issue is a larger one. Take Spain. We’ve told 
our investors that we aren’t investing in Spain at 
the moment and they say, ‘Surely you don’t think 
it will come out of the euro?’ I say, ‘No, I don’t think 
it will, but even if it’s a small risk, it’s a small risk of 
a gigantic event occurring.’ If Spain did come out 
of the euro, a property investor would probably 
lose 30% to 40% of their value overnight. That’s a 
risk that investors aren’t being compensated for 
in current pricing.”

“We believe currency is a much greater risk 
now than usual, because of oil prices and inter-
est rates — and issues within the Eurozone,” says 
Fidelity’s Cable. “If you wanted to invest in Span-
ish or Italian real estate, by all means do so, but 
it should perhaps be held within a private-equity 
allocation rather than part of the traditional real 
estate allocation because of the different risk 
profile.”

“Many investors see property as an inflation 
hedge,” says Fidelity’s Cable. “Today you see val-
ues rising in Europe due to the weight of money 
investing in those markets. That capital pushes 
values up, but it cannot make rents go up. Most 
leases in continental Europe are linked to infla-
tion. If there is deflation, rents will go down. That 
is often a surprise to Canadian pension investors, 
but CPI-indexation is also an automatic link to de-
flation if prices are falling — and they are in some 
markets. ”
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with a series of triggers depending on funded 
status. At each of those triggers, the plan will 
need to sell return-seeking assets across a 
number of managers and then redeploy the 
assets to fixed income managers. That can be 
complicated to orchestrate in a short period 
of time. One way to simplify the process is 
to move the physical assets to the desired 
asset allocation now, but use a derivatives 
overlay to bring the asset allocation back to 
the current situation. Then, when the triggers 
are hit, instead of having all those physical 
assets flying around, you simply reduce your 
derivatives positions.”

This approach is not always easy for manag-
ers and plan sponsors to explain to investment 
committees. “Using a derivatives strategy may 
bring a bit of eyebrow-raising in committees,” 
says PIMCO’s Martel. “But in our experience, 
their benefits significantly outweigh the optics 
complexity for sponsors who have become 
comfortable with using derivatives.”

LDI involves not just hedging the liabilities, 
but in most cases it also means having a return-
seeking portfolio, often holding a significant 
allocation to equities. But limiting the return-
seeking portfolio to stocks may be unwise in 
today’s market environment. “Historically, 
equity risk has always been the main risk that 
Canadian pension plans are looking to man-
age,” says Aon Hewitt’s da Silva. “So many are 
considering diversifying into private markets for 
risk mitigation, especially now that volatility is 
even more apparent on the return-seeking side 
of the equation.”

Private market investments pose their own 
challenges, notably liquidity, although managers 
have developed solutions to address most 
of the obstacles that plan sponsors can face. 
“Canadian pension plans need additional return 
to keep pace and close the gap versus their 
liabilities,” says PHN’s Dubé. “Many plans still 
rely on one risk — equity risk — to fund that gap. 
We think they should look outside to other asset 
classes or risk premia in their return-seeking 
portfolios to gain a better risk-return profile. 
Some of the strategies we are recommending 
investors consider are liquid hedge funds, global 
credit strategies, and smart beta strategies like 
low-volatility equity.”

Some managers point out that liquidity 
should not take up too much consideration when 
it comes to managing a long-term investment 
portfolio. “The reaction to illiquidity in the 
financial crisis was somewhat irrational,” says 
Fidelity’s Cable. “It simply reflected a severe 
lack of confidence, so anything illiquid was out 
of bounds. Now, though, we are normalizing 
and investors are returning to feeling relatively 
comfortable with a bit of illiquidity in their 
portfolios. Many mature pension funds just sat 
tight with their real estate portfolios during the 
crisis. They didn’t lose income and largely the 
value returned.”

Expanding the asset class palette is one 

simple solution, but can present issues such 
as volatility and long-tail risks. “Since pen-
sion liabilities behave like bonds, investing in 
return-seeking assets like equities can create 
significant volatility in solvency levels and 
financial statements,” says Sun Life Financial’s 
Simmons. “Plan sponsors betting on equities 

to help improve their financial position need to 
have a tolerance for material volatility.”

They have also, in some cases, been react-
ing to current macroeconomic events. “Some 
pension plans are making short-term tactical 
deviations from their long-term strategic asset 
allocation today as a result of the drop in the 
oil price, level of interest rates as well as the 
currency level,” says PHN’s Dubé. “This doesn’t 
necessarily represent major change in the 
overall investment risk borne by the plan.”

“Plan sponsors need to weigh the risk of not 
meeting their liabilities due to low bond returns 
against the downside risk of return-seeking 
assets such as equities,” says TD Asset Manage-
ment’s Phillips. “In this environment, asset 
managers have the responsibility of providing 
new thinking on safer ways to invest in return-
seeking assets.”

So how can sponsors take safe risks? “A key 
risk for pension plans is that they may not take 
enough risk to generate the necessary returns 
to meet their obligations,” says TD Asset Man-
agement’s Syed. “However, when the portfolio 
is invested in return-seeking strategies there 
is the inevitable spectre of volatility. And with 
the central-bank-induced low volatility now 
behind us, volatility will likely be higher going 
forward, so downside risk management will 
remain critical. We think that option-based 
equity strategies and low-volatility strategies 
will become an important part of portfolios in 
the future.”

“Pension plans are looking for ways to make 
their assets work harder for them,” says Sun Life 

Financial’s Simmons. “They are optimizing their 
use of corporate credit, investing in alterna-
tive asset classes such as private fixed income, 
commercial mortgages and real estate, and 
developing sophisticated overlay strategies.”

Some managers suggest that plans need 
to view their portfolios in the round. “We see 

a huge divide between the hedging and the 
growth portfolio in LDI,” says PIMCO’s Denis. 
“The case I am trying to make is that there is 
benefit in blurring the line between the two. 
If you design an active LDI portfolio around 
the right target, you will get both hedging and 
growth. This is important when the assets 
available in the hedging portfolio generate so 
little value.”

The cost of volatility is on the minds of plan 
sponsors. “The events of the last decade have 
helped plan sponsors — and investment profes-
sionals understand the concept of risk-adjusted 
return,” says Aon Hewitt’s da Silva. “So now 
they can see that yes, I may be giving up 25 basis 
points of expected return, but I can reduce my 
overall volatility by 100 to 200 basis points by 
using low volatility strategies. They are looking 
to diversify away some of their capital market 
risk, especially those that have been tradition-
ally unrewarded.”

“We continue to see a definite trend for 
Canadian plans to move out of traditional equity 
markets into alternatives,” says Aon Hewitt’s da 
Silva. “Organizations want to talk about real es-
tate and infrastructure. So we’re in the process 
of educating many plan sponsors about these 
and other alternative asset classes.”

“If plans do take on newer investments, 
they will need to have proper guidance on the 
additional risks that will need to be managed,” 
says TD Asset Management’s Syed. “These can 
include liquidity risk, business risk and the lack 
of transparency risk ,particularly in emerging 

IF YOU DESIGN AN ACTIVE LDI PORTFOLIO 
AROUND THE RIGHT TARGET,  
YOU WILL GET BOTH HEDGING AND GROWTH
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The Canadian market for longevity 
insurance is ahead of the U.S., and 
that’s not something that it can often 
boast. “Longevity insurance is gaining 
greater acceptance in Canada,” says 

Adnann Syed, Vice President and Director at TD 
Asset Management. “This means swapping the 
expected mortality with the realized mortality 
rate, and thereby a plan is able to hedge itself 
better against longevity risk.”

“Canadian plan sponsors are starting to 
recognize the significance of longevity risk,” 
says Brent Simmons, Senior Managing Director, 
DB Solutions at Sun Life Financial. “Last year, the 
first longevity insurance transaction in North 
America took place between Bell Canada and 
Sun Life, covering $5 billion in liabilities.” Sun Life 
will make monthly pension payments for the 
lifetime of Bell Canada’s existing pensioners. 

In exchange, the Bell Canada Pension Plan will 
pay monthly premiums to Sun Life. Bell Canada 
retains full responsibility for the pension plan 
and related payments to pensioners. 

The Canadian Institute of Actuaries 
introduced new mortality tables and improve-
ment scales in 2014. “Both going-concern and 
accounting liabilities were raised by between 5% 
and 10% for some plans,” says Sun Life Financial’s 
Simmons. “This highlights the cost of longevity 
risk.”

But this risk still isn’t top of the hit parade. 
“Longevity is a slow-moving risk,” says William 
da Silva, Retirement Consulting Practice Leader 
at Aon Hewitt. “It’s not as exciting as capital 
market risk. But longevity risk creeps up on you. 
So we are seeing plans looking for ways to diver-
sify some of that risk away. It’s a bit of a dawning 
realization. When the actuaries come in every 

five years, it can be a 3% to 6% surprise. Plan 
sponsors know they should measure longevity 
risk, but there aren’t many ways to manage it, 
other than by buying an annuity contract. That is 
sometimes good value for plans, but sometimes 
it isn’t.”

Longevity certainty?
Nevertheless, the costs of longevity are high. 
“Misestimation of longevity has created addi-
tional costs of 20% to 25% for plans over the last 
40 years,” says Sun Life Financial’s Simmons. 
“Can we be sure that we finally have our longev-
ity assumptions correct, or could we again be 

Canadian pension funds face the same risks 
as plans in all developed markets. “If you look at 
the world right now, economies are growing at 
a slower pace than they were before,” says Wil-
liam da Silva, Retirement Consulting Practice 
Leader at Aon Hewitt. “Demographic balances 
are dipping in favor of older vs. younger workers. 
Global fixed income yields, particularly those in 
the developed world, have only gone lower. What 
Europe and Japan are telling us and Canada has 
hinted at is that zero is not a floor; bond yields 
can and have gone lower. So the systemic risks 
that plan sponsors need to deal with continue to 
grow.”

 But at the same time, Canadian plans face 
some specific concentration risks in their do-
mestic markets. “Canadian pension investors 
see their domestic holdings influenced by oil, 
and that is introducing volatility,” says Neil Cable, 
Head of European Real Estate at Fidelity Inter-
national. “So, like other pension fund investors, 
they are looking to diversify that and other risks 
by investing more globally, and that goes for real 
estate as well as other asset classes.”

“Falling oil prices highlight the concentra-
tion risk in the Canadian market,” says Adnann 
Syed, Vice President and Director at TD Asset 
Management. “Plans are now focusing on further 
diversifying their portfolios not only across ge-
ographies, but within asset classes as well. So we 
are seeing plans adding low volatility equities to 
their large-cap equity allocations.”

Concentration risk
“Since the restrictions on investing interna-

tionally were lifted in 2005, we’ve seen a steady 
move towards more global diversification,” says 
Etienne Dubé, Vice President, Fixed Income at 
Phillips, Hager & North. “According to different 
surveys, target allocations to domestic equities 
dropped by 5% in the last five years, while those 
to global equities, emerging market equities and 
global real assets were up by the same amount.”

With international diversification comes a 
new risk — currency. “The weaker Canadian dol-
lar helped investors that were holding interna-
tional assets without hedging,” says TD Asset 
Management’s Syed. “But now these investors 

need to consider whether to lock the currency 
gains by hedging the foreign currency exposure. 
This will become an increasingly large part of the 
conversation that asset managers are having 
with their clients.”

 Changes in currency patterns also reflect 
the increasingly divergent monetary policies of 
the U.S. and Canada. “The most visible effect of 
the Federal Reserve’s interest-rate move in Can-
ada is in the exchange rate,” says TD Asset Man-
agement’s Syed. “The U.S. dollar-Canadian dollar 
exchange has now priced in divergent monetary 
policies. The Bank of Canada is accommodative 
versus a mildly hawkish Fed. So our clients are 
increasingly interested in exploring hedging so-
lutions.”

“The declining Canadian dollar is unlikely to 
significantly impact LDI portfolios, given their 
domestic focus,” says Rene Martel, Executive 
Vice President at PIMCO. “In the return-seeking 
portfolio there may be more of an effect because 
those assets are more globally diversified. The 
big distinction here will be between those that 
hedge the currency risk and those that don’t.” 

The Attraction of Global Diversification
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LONGEVITY 
The Hidden Risk
After the surprise of recent updates to mortality tables, Canadian plan 
sponsors are contemplating longevity risk mitigation techniques
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With many Canadian plan 
sponsors looking at a phased 
termination of their defined 
benefit plan sometime in the 
future, all eyes are on the 

annuity market. And the news here is increas-
ingly positive. “The pension settlement market in 
Canada is much more efficient and robust, but it 
still isn’t as large as that of the U.S. or the U.K.,” 
says William da Silva, Retirement Consulting 
Practice Leader at Aon Hewitt. “There is capac-
ity in Canada, certainly for plans with up to $150 
million in liabilities. The jumbos will take longer, 
as it could be difficult to take a large block out to 
market at a reasonable price. But the jumbos are 
testing the market.”

That said, it probably won’t be long until 
a large annuity deal does come to market. 
“Demand for pension settlement strategies is 
growing rapidly,” says Brent Simmons, Senior 
Managing Director, DB Solutions at Sun Life 
Financial. “Canadian plan sponsors are recogniz-
ing that these transactions are not as expensive 
as they thought. They also see that there may 
be a first-mover advantage for forward-thinking 
plan sponsors that get into the market ahead of 
the impending wave of demand.”

“Last year, the pension risk transfer market 

in Canada is estimated to have been worth C$7.5 
billion, with $5 billion in longevity insurance 
and $2.5 billion of group annuities,” continues 
Simmons. 

“Very soon, if not already, the Canadian in-
surance market could absorb two or three times 
the C$2.5 billion in annuity buyout volumes we 
saw last year,” says Paul Purcell, Managing 
Director and Head of Pension Derisking at RBC. 
“So it’s less about capacity and more about 
plan sponsors not being quite ready to pull the 
trigger, perhaps because of low interest rates or 
plan funded ratios still less than 100%.”

More expensive
Observers suggest that there are some 
headwinds. “The trend to offload liabilities, by 
buying bulk annuities for retirees, for instance, 
isn’t as advanced in Canada as it is in the U.S.,” 
says Aon Hewitt’s da Silva. “Several things are 
holding the trend back in Canada. There are 
stringent funding requirements to sell these 
liabilities. The bulk annuity market is developing, 
but is not yet nearly as deep and strong as it is in 
other parts of the world and so the supply side 
for annuities is not always abundant. Remem-
ber, here we measure our liabilities for funding 
purposes at close to annuity rates, so that’s the 

bogey. Even though Canadian plans, according 
to our monthly tracker, are probably close to 
90% funded by this measure, plan sponsors are 
reluctant to put more cash in to exit liabilities.”

“Settlement strategies are talked about,” 
says Rene Martel, Executive Vice President at 
PIMCO. “But there has been limited implemen-
tation so far and, importantly, annuitization 
transactions have been focused on retiree 
liabilities, often the least risky portion of a plan’s 
liability. It’s important, when looking at these 
deals, to do a thorough cost-benefit analysis to 
make sure that they really transfer a meaning-
ful amount of risk. When you do the math, you 
may find out that you do end up with a smaller 
but riskier liability. And the net amount of risk 
actually transferred could be significantly less 
than expected.”

Longevity issues have concentrated the 
minds of sponsors on the future of their plans. 
“The adoption of new industry mortality 
tables and improvement scales in Canada 
means that the relative cost of annuities 
has dropped compared to the accounting 
liabilities recorded on plan sponsors’ balance 
sheets,” says Sun Life Financial’s Simmons. 
“While the impact of increased longevity may 
have been a surprise for many plan sponsors, 
it is unlikely to affect annuity prices as most 
insurers have already been using updated 
longevity assumptions.”

“We’ve seen a slow but steady trend to 
higher annuity purchase volumes in Canada,” 
says RBC’s Purcell. “Private sector plan spon-
sors are signaling an interest in transferring 
their plan obligations at some time in the future.”

“By adjusting their assets to be more like an 
insurance company portfolio, some plan spon-
sors are able to reduce their investment risk in 
preparation for an in-kind annuity transfer,” says 
Sun Life Financial’s Simmons. “This can result in 
better annuity pricing through lower transac-
tion costs and risk margins, as well as enhanced 
pricing certainty.”

“Pension settlement strategies are just one 
of a range of potential options for managing 
risks,” says Adnann Syed, Vice President and 
Director at TD Asset Management. “Some 
sponsors that have closed their DB plans have 
combined an annuity buyout with a full plan 
windup – that’s the nuclear option for de-risking. 
Others might choose to use an annuity buyout 
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UPPING THE ANTE
with Annuity Purchases 
The Canadian market is seeing a steady increase in pension  
settlement strategies, but there’s still plenty of insurance capacity

continues on page 14
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for part of a plan when the company has no 
intention of terminating their plan. In 2015 we 
saw the sale of group annuities exceed C$2 
billion for the third year in a row. We expect this 
trend to continue.”

A hole in the plan
“Pension settlement is a process,” says Aon 
Hewitt’s da Silva. “In Canada, we don’t tend to 
freeze plans; we close them. So many plans will 
still have actives accruing well into the future. 
But in the minority that did freeze, they could 
take out the whole plan. That’s a plan termina-
tion, though, and then you have to think about 
the funded status. Not many organizations are 
comfortable writing a check when there’s a 10% 
hole in the pension plan.”

The need for cash contributions to afford 
a pension settlement is a hurdle, but the 
development of the annuity market in Canada 
means that more conversations are being held 
between pension plans and insurers. “Even 
though Canadian mortality tables were updated 
in 2014, more work is being done to align the 
pension and insurance company views,” says Sun 
Life Financial’s Simmons. “The end result may be 
a further strengthening of mortality assump-
tions for pension plans as well as insurance 
companies, with a corresponding increase in 
pension liabilities and annuity prices.”

Annuity buy-ins offer DB plan sponsors the 
opportunity to transfer risk without making a 
top-up contribution or taking an accounting hit. 
“Canadian plan sponsors have embraced the 
solution, with about 40 deals done since the so-
lution arrived in Canada in 2009, covering $3 bil-
lion worth of liabilities,” says Sun Life Financial’s 
Simmons. “In contrast, only two transactions 
have been completed in the U.S.”

“Analysts, rating agencies and sharehold-
ers recognize that pension deficits are a form 
of corporate debt and reward companies that 
take action to reduce pension risk,” says Sun Life 
Financial’s Simmons. 

Some new regulations are facilitating the 
continued use of annuitization by pension plans. 
“New pension regulations brought in by British 
Columbia in 2015 and Quebec earlier this year 
give open plans that purchase annuities vol-
untarily, a full liability discharge,” says Sun Life 
Financial’s Simmons. “This means that ‘annuity 
boomerang risk’ is removed, which has been a 
barrier to derisking.” Open plans that bought an-
nuities ran the risk, albeit small, that should an 
insurer become insolvent, the liabilities would 
return to the plan.

“I expect, when plans have their ducks in a 
row — when interest rates turn, when capital 
markets turn, when funded status gets closer 
to 100% — then you will see more liability sales,” 
says Aon Hewitt’s da Silva. “Today the activity 
is limited to understanding the market and 
perhaps testing the waters in terms of illustra-
tive quotes. For smaller plans, though, the path 
is clear particularly if they are closed or frozen. 

They want to get as much of these liabilities off 
their balance sheets through annuity purchases 
as they can, but at the right price.”

“I have several clients executing an exit 
strategy,” says Aon Hewitt’s da Silva. “As a start, 
they are looking at possibly doing deferred 
vested lump sum windows, which aren’t as 
prevalent here as they are in the U.S. That’s 
because there isn’t as much of an economic 
gain in Canada. For instance, PBGC premiums 
in the U.S. have increased dramatically in the 

last few years. Only Ontario in Canada has a 
similar insurance policy. Additionally, we have 
to provide portability to individuals when they 
leave the pension plan. So while there are 
definite benefits of running a lump-sum window 
in Canada, we often ensure that plan sponsors 
temper their expectations with respect to take 
up rates when comparing between Canada and 
the U.S. We also like running these as part of an 
overall pension risk management strategy for 

In Canada, much as in other countries that 
have a history of defined benefit pension plans, 
sponsors have been looking to move workers to 
defined contribution plans. “In the private sector 
it is increasingly rare to see an employer with 
an open DB plan,” says Paul Purcell, Managing 
Director and Head of Pension Derisking at RBC. 
“So that ship has sailed. They have made a com-
mitment to DC going forward. We are seeing 
some of the global best practice in DC coming 
to Canada — better default options, target-date 
plans and the behavioural finance-based con-
cepts like auto-enrollment. We don’t, however, 
have the same safe harbour provision for these 
tools as the U.S.”

Although the DB plan is hardly dead in 
Canada, DC is growing. “In Canada, there is a 
relatively large public sector workforce,” says 
William da Silva, Retirement Consulting Prac-
tice Leader at Aon Hewitt. “DB is still dominant 
in the public sector, although plans are looking 
for ways to curb the trajectory of their DB plans 
by sharing costs and risks. In the private sector, 
the focus has definitely shifted to DC, as it has in 
the U.S. However, assets on the DC side aren’t 
growing as quickly, partly because a large pro-
portion of DB plans still have participants ac-
cruing benefits. As a result, plan sponsors need 
two toolkits for managing the risks in both their 
DB and DC plans.”

“All the DC tools — auto-enrollment, target-
dates, financial wellness and a focus on maximiz-
ing outcomes — are alive and well in Canada,” 
continues da Silva. “As the corporate population 
slowly transforms from DB to DC, plan sponsors 
will also shift their focus to the demands of spon-
soring a DC plan.”

While DB remains the norm in the public sec-
tor, even here, the cost of pension provision is 
becoming prohibitive and sponsors are seeking 
alternatives. Shared risk options — known as tar-
get-risk or defined-ambition plans — have cap-
tured the imagination, even if they haven’t got-
ten much take-up. “Defined ambition plans are 
a very interesting concept,” says Patrice Denis, 

Executive Vice President at PIMCO. “One of the 
unfortunate aspects of moving from DB to DC is 
the loss of guaranteed income as well as protec-
tion against mortality risk. So a plan that is more 
hybrid in nature combining some features of DC 
with some minimum level of defined benefit is a 
positive development.”

Middle ground
“Defined ambition plans refer to a broad cat-
egory of plan design that extends across the 
middle ground between DB and DC,” says Ad-
nann Syed, Vice President and Director at TD 
Asset Management. “What all these plans have 
in common is that they share the risk more 
evenly between employers and employees. It 
should lead both groups to work more closely 
together to design plans that are equitable and 
resilient enough to provide meaningful benefits 
to retirees in a variety of financial market condi-
tions.”

“On the public-sector side, some plans are 
evolving from a DB plan to a defined ambition 
plan to make the DB plan more sustainable in 
the long run. New Brunswick has been a leader in 
this area,” says RBC’s Purcell. “In theory, defined 
ambition combines some of the best of DB with 
collective risk-sharing and institutional portfolio 
management with the cost certainty of DC. Un-
fortunately, though, it’s difficult to see this being 
a huge trend in Canada.”

“The defined ambition or target benefit plan 
isn’t for every organization,” says Aon Hewitt’s 
da Silva. “It’s a big topic in certain sectors while 
in others, the shift to DC has already occurred. 
However, target benefit plans require enabling 
legislation in every jurisdiction and that hasn’t 
happened except in a few smaller provinces.”

“There’s plenty of discussion about target 
benefit or defined ambition plans,” says RBC’s 
Purcell. “Some provinces have enacted legisla-
tion to support them; others have promised to. 
But in the end, those plan sponsors that have 
chosen to move from DB to DC aren’t going to 
take a detour and move to target benefit.”

The Inexorable Rise of  
Defined Contribution Plans
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Pensions & Investments is once again partnering with Aon to bring Canada’s top industry experts together to help plan 
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