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Investing to Pension Risk Transfers. 
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4 Canadian Pension Risk Strategies 

Managing Risk in
Good Times and Bad

LAST YEAR WAS A GOOD ONE FOR MOST 
Canadian defined benefit pension plans. 
Solvency ratios exceeded 100% for part of 
the year, and even with a year-end dip, many 
plans finished 2018 close to full funding.

But this good news wasn’t necessarily the 
result of prudent derisking activity. Canadian 
DB plans, like most investors of pensions or 
other assets, were rewarded by strong equity 
markets.

The fourth quarter downturn was sharp 
(95.3% as of Jan. 1, and a decline of nearly 8% 
from the end of the third quarter of 2018). But, 
said Brent Simmons, senior managing director 
and head of defined benefit solutions at Sun 
Life Financial, “we see this as another timely 
reminder to plan sponsors to manage the 
long-term risks in their pension plan instead of 
trying to predict where markets will go.”

So while the overall picture remains posi
tive, it still leaves most plan sponsors with the 

question of whether they want to maintain a 
pension plan at all. If not, they need to think 
about what steps are required to terminate 
and handoff the plan. 

And if that isn’t an attractive option, how 
can they manage the risks associated with 
their plans without having a detrimental ef
fect on the main business?

One Answer
Insurers have a straightforward answer. If the 
DB pension plan were a division of a com
pany, most chief financial officers would have 
concluded by now that the business model of 
making bets on equity markets and interest 
rates has not been successful, Simmons said.

The average Canadian DB plan is close 
to fully funded today, and was close to fully 
funded 20 years ago. In the intervening years, 
from 1997 to 2016, companies in Canada 
have had to contribute more than $124 

billion Canadian dollars (C$1 = US$0.76) to 
cover pension deficits according to Canada’s 
national statistics office.

“Had the business model been successful, 
plans would be well over 100% funded and 
these additional contributions wouldn’t have 
been required,” Simmons said. “Financial 
markets have become increasingly unpredict
able, and in this new world, the traditional 
pension plan asset strategy has actually 
destroyed value for the company’s share
holders and put plan participants’ retirement 
security at risk.”

“Most plan sponsors aren’t in the business 
of investment management and actuarial 
assumptions,” said Francois Helou, head of 
balance sheet solutions sales at BMO Global 
Asset Management. “They usually want to 
concentrate on running their core business, 
which is often quite different in scope.”

Pension plans face significant disruption 
risk, according to Helou. Potential increases 
in contributions and/or a decrease in pen
sion benefits following a significant pension 
funding shortfall could have an effect on em
ployee morale, and negative headlines about 
pension shortfalls could affect the company’s 
public image.

As a result, more CFOs, understanding that 
they’d rather take risk in their core business 
han in their DB plan, are changing the business 
model of failed pension divisions.

It’s one answer, but not the only one. 
Companies can have myriad reasons for 
maintaining a pension plan, ranging from 
workforce retention and paternalism to a 
belief in their own ability to effectively man
age the risks and costs associated with the 
benefits.

Asset management and consulting firms 
are available to support this line of thinking. 
For asset managers, this means identifying 
and controlling risk. 

“Plans are increasingly looking for solu
tions to reduce the risk of funding volatility,” 
said Carlo DiLalla, vice president and head of 
client portfolio management and solutions 
at CIBC Asset Management. “Their challenge 
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is to ensure that asset returns will be high 
enough to meet the return targets implied 
by their liability assumptions. What we are 
finding is that many plans are questioning 
whether they are too reliant on the equity 
risk premium.”

Evidence suggests that many plan 
sponsors think they are too exposed to the 
vagaries of equity markets.

“We witnessed a marked move from 
return-seeking assets toward hedging assets 
in 2018,” said Greg Johnson, director of client 
services at NISA Investment Advisors, “even 
though market performance in the fourth 
quarter put a damper on some funded status 
positions.”

This increased use of fixed income to 
hedge liabilities follows the growing adop
tion of liability driven investing strategies as 
more plans pursue overt derisking agendas.

Valuing the Liabilities
“To the extent that sponsors are focused 
on an accounting-based valuation, the corpo
rate-credit spread risk is relevant, but if they 
are focused on a solvency-based valuation, 
provincial spread exposure becomes more 
prominent than corporate exposure,” said 
Rick Ratkowski, director, investment strate
gies at NISA Investment Advisors.

According to Francois Pellerin, LDI strate
gist at Fidelity Investments, the purest value 
of a liability “is what an insurance company 
would ask you to pay to take it away. That is 
why we often suggest managing the volatil
ity associated with that intrinsic liability 
value.”

“Keep in mind that from an accounting 
perspective, most plans still want to derisk,” 
Ratkowski added. “Tailwinds are still pushing 
plans to derisk.” 

However, new solvency rules in two of 
Canada’s largest provinces — Ontario and 
Quebec — have made it easier for sponsors 
to underfund their pension plans. But if a 
plan tries to match more 90% of its assets to 
its liabilities in fixed income, it can have diffi
culty in managing any changes — in markets, 
in mortality, in workforce composition. Some 
experts suggest holding between 15% and 
20% in return-seeking assets to provide a 
buffer against changes.

Many plans have contained their interest 
rate risk. “For those that haven’t, there is a 

good chance that we get some sort of sur
prise in the next few years,” said CIBC Asset 
Management’s DiLalla. “One could be a reces
sion that brings rates lower or it could b e an 
inflation surprise moving rates the other w ay, 
so plans should be focused on managing 
these risks.”

Interest rate risk remains a significant risk 
for Canadian pension plans. But, as Fidelity’s 
Pellerin pointed out, not all rates are created 
equal. 

“We see sponsors focusing on the short 
end, i.e., on what [rates] the Bank of Canada 
and the Federal Reserve influence,” he said. 
“But 90% of interest rate risk t ypically relates 
to long corporate rates.” 

So Fidelity has focused on clarifying 
what interest rate risk needs to be managed. 
Furthermore, because interest rate risk is 
not compensated, Pellerin said he advocates 
hedging the liability as much as practically 
possible.

C$4.6B
Annuity sales in 2018

Downturn Ahead?
Though no one is ready to pinpoint when a 
recession will hit, most investors and observ
ers expect to see some kind of economic 
slowdown, and so pension plans are consid
ering their exposure to compounding risk.  

“Declines in plan funding levels are 
generally driven by a decrease in long-term 
interest rates and/or a drop in equity markets, 
both of which tend to occur during reces
sions,” said BMO Global Asset Management’s 
Helou. “At these times, the sponsor’s core 
income typically declines, and its ability to 
borrow becomes more difficult and often 
more expensive, further restricting its ability 
to increase its plan funding levels.”

-

One of the idiosyncrasies of pension fund 
investing is its asymmetrical risk profile to the 
sponsor. Helou called this truncated risk. 

“The plan’s surplus belongs to the plan, 
with the sponsor’s limited ability — in 

some cases inability — to access the plan’s 
surplus, whereas the sponsor bears the plan’s 
downside funding risk,” he said. So managing 
pension risk is primarily about managing the 
plan’s downside risk.

Canadian plans run the gamut from those 
that are focused on achieving full funding 
to those that are woefully underfunded. As 
such, plan sponsors in different situations 
are likely to have different visions of how to 
achieve their plan goal. 

On one end of the spectrum sits a plan 
that is 80% funded, sponsored by a company 
with a long-term investment horizon and the 
ability to contribute if needed.

“For such a risk-tolerant  sponsor, we 
generally advise an asset allocation that is 
focused on compensated risks and asset 
classes with a higher expected rate of return ” 
said Fidelity’s Pellerin.

On the other end sits a plan that is sched
uled to be hibernated or terminated within a 
year or two. “In this case, we would suggest 
taking almost no risk, even compensated risk 
like equities,” Pellerin said. “Equity risk is only 
compensated if you give it enough time.”

Plans in this situation pursued voluntar y 
annuitization last year more frequently. 

Strong solvency funding ratios helped 
drive annuity sales to C$4.6 billion in 2018, ac
cording to LIMRA. This represents an increase 
of C$1 billion over 2017.

Interestingly, over 80% of annuity sales 
were voluntary last year — some C$2.3 billion 
out of the C$2.8 billion that Willis Towers 
Watson reported on through the end of Sep
tember. This trend started back in 2013 and 
has continued strong in the Canadian market.

Sun Life Financial’s Simmons said many 
plan sponsors have already transitioned into 
portfolios that are annuity ready. Even with 
the 8% decline in Canadian solvency ratios 
in the fourth quarter (from 103.2% to 95.3%), 
the settlement momentum continued, with 
nearly $2 billion in sales in that final quarter 
according to Sun Life Financial estimates.

However, market volatility at the end of 
the year meant that a few plan sponsors that 
hadn’t moved to annuity-ready portfolios 
had to pull their annuity purchases. 

With the markets coming back, Sun Life 
Financial’s Simmons is expecting a strong 
2019 as plan sponsors put renewed focus on 
good risk management. •

With funded status up, plan sponsors consider options as uncertainty increases
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Tailoring Portfolios to 
Uncertain Times
Canadian plans aggressively go global  
but stick to fixed income and real assets

CANADIAN DEFINED BENEFIT PENSION  
plans continue to seek return, but these days 
are looking farther afield. What’s interesting 
is that in the move to go global, sponsors are 
taking the opportunity to increase their use 
of international bonds and more conservative 
alternatives.

It isn’t that equity isn’t part of the mix, 
but for those with a longer time horizon, the 
need to hedge liabilities effectively while also 
harvesting some illiquidity premium leads in 
the direction of bonds and real assets.

“We see plans adopting more actively 
managed fixed-income mandates that 
include a broader range of assets including 
private debt and commercial mortgages,” 

said Carlo DiLalla, vice president and head of 
client portfolio management and solutions at 
CIBC Asset Management. “They are also wid
ening the flexibility of managers to include 
assets outside Canada through core-plus 
mandates.”

“Rates in the U.S. and Canada are quite 
correlated, so going into a U.S. bond of high 
quality or even a sovereign, dollar-denomi
nated bond in Mexico or Brazil can be a good 
way to expand the hedging universe,” said 
Francois Pellerin, LDI strategist at Fidelity 
Investments. 

Initially, Canadian plans only invested in 
domestic real estate, but William da Silva, 
Canadian practice director at Aon identified 

a more global view of the asset class today, 
with infrastructure also being a nice add-on 
for many plans. 

“However, sponsors are aware of the need 
for balance,” he said. “Yes, real assets provide 
nice risk-adjusted returns that can improve 
the performance of the portfolio. The flip side 
is that they don’t want to be left holding the 
bag when they want to settle the liabilities 
and have too much in illiquid assets.”

Balance is also a concern for plans with an 
indexation component. 

“If a plan’s liability is sensitive to infla
tion, plan sponsors would typically have an 
allocation to real return bonds,” said Rick 
Ratkowski, director of investment strategies 
at NISA Investment Advisors. “Real return 
bonds are not a very liquid market. That can 
lead sponsors to ask how other markets can 
potentially hedge Canadian inflation.” 

NISA does not advocate using TIPS as a 
hedge against Canadian inflation.

Importance of Liquidity
In a more volatile global macroeconomic 
environment, Canadian plans are increas
ingly seeking diversification in many ways to 
mitigate against risks inherent in traditional 
asset classes. “We see plans increasing their 
allocations to both liquid and illiquid alterna
tives,” said CIBC Asset Management’s DiLalla. 
“Illiquid alternatives offer a liquidity premium 
and can better match the plan’s long-term 
investment horizon, but liquid alternatives 
are being discussed more frequently.”

DiLalla pointed to the ability of liquid 
absolute-return strategies to act as a diversi
fier and improve the risk-adjusted return of 
the portfolio. These strategies include multi
asset, global macro, active currency, long/
short equity and credit. 

The main attraction of liquid alternative 
strategies is their potential to offer uncor
related alpha. “Manager skill becomes an 
important consideration when making the 
decision to hire a liquid alternative manager,” 
DiLalla said.  

Not all managers share this view. 
“I would want to think long and hard 

about liquid alternatives,” Fidelity’s Pellerin 
said. “The advantage of alternatives is to 
monetize one’s ability to invest in the long 
run. Adding a liquidity constraint to alterna
tives often erodes their power.”

Market demographics show that within 
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the private sector, 55% to 60% of plans are 
closed to new entrants and, of those, 17% are 
closed to future accruals, while the average 
plan is made up of 50% pensioner mem
bers, explained Nicola Thorpe, director of 
investment solutions, North America, at BMO 
Global Asset Management. This means that 
a lot of Canadian plans will �nd themselves 
turning cash-�ow negative in the near future. 

So it’s extremely important for a plan to 
have a liquidity strategy in place to deal with 
these cash-�ow needs. 

“This does not mean investing solely 
in liquid assets,” she said. “Illiquid assets 
still have an important place in an invest
ment portfolio, but a clear liquidation and 
drawdown strategy should be developed for 
the plan.”

Liquidity is always important to pension 
plan investors because investors never want 
to be forced sellers. 

“Provincial bonds can be better liquidity 
bu�ers than cash because they have dura
tion,” Pellerin said. “This environment also 
underscores the need for active manage
ment,” which doesn’t just mean searching for 
alpha. “It also means considering the ability 
to sell a security in the future in addition to its 
current price ”

Whither Equities?
“We’ve seen clients enhancing their portfo
lios by selling liquidity,” said NISA’s Ratkowski. 
“It can be a good way to get compensation 
because liquidity needs for a pension are 
predictable.” Such strategies include giving 
up access to liquidity on an indexed equity 
allocation for a period of time to enhance 
return.

To be sure, equity isn’t being erased from 
the investment picture. 

“Plan sponsors are becoming more 
defensive in their equity allocations due to 
lower growth expectations and higher valua
tions,” CIBC Asset Management’s DiLalla said. 
“Some are simply reducing their allocations 
to equity. Others are looking at low volatility 
equity or even dividend income strategies.”

“We are certainly �elding more ques
tions about downside protection strategies,” 
Ratkowski added. “And we are seeing some 
adoption of option-like strategies in the 
return-seeking portfolio.” He also noted 
more interest in replicating option pro�les 
and dealer-based risk premia strategies, each 

of which provide a form of downside risk 
protection.

With more global exposure across port
folios, the question of currency hedging is 
rising in importance. 

“In our opinion, plan sponsors should ap
proach currency hedging within the overall 
context of their balance-sheet risks,” said 
Francois Helou, head of balance sheet solu
tions sales at BMO Global Asset Management. 

“Maintaining currency risk might be ben
e�cial, especially in times of market volatili ty 
when it can act as a diversi�er against other 
asset classes,” he said. “However, this needs 

87
Estimated number  

of annuity buy-in deals  
worth C$6.6 billion

since 2009

to be considered relative to the total balance 
sheet to ensure currency risk is not additive 
to the plan’s unwarranted risk.”

That’s especially true when following 
a glidepath to full funding. “We don’t use 
currency as a lever to produce alpha in LDI,” 
Pellerin said. 

“So for the hedging portfolio, where the 
goal is to get funded-ratio peace of mind, you 
want to minimize risk,” he continued. “Your li
abilities are Canadian dollar-denominated, so 
your LDI portfolio should be as well. On the 
equity side, we see all sorts — full hedging, 
no hedging and half-and-half hedging of the 
non-Canadian part of the portfolio.”

“Many plans are coming to the realization 

that passive and dynamic hedging approach
es to currency management are too narrow,” 
said CIBC Asset Management’s DiLalla. “Now 
these plans are considering active overlay 
strategies that can be more capital e�cient, 
by not disturbing the existing portfolio al
location and diversifying returns.”

“Often, plans will invest in MSCI ACWI 
where the Canadian dollar exposure is about 
5%,” said NISA’s Ratkowski, referring to the 
MSCI All Country World Index. “Often they 
will hedge a material amount of remaining 
currency risk, which generally reduces plan 
volatility.”

Buy-ins to Buy-outs
Annuity buy-ins are a regular feature of 
the Canadian pension scene. Sun Life has 
estimated that 87 deals worth 6.6 billion 
Canadian dollars (C$1=US$0.76) have been 
completed since 2009. 

“Some of these transactions represented 
steps along a path to termination while oth
ers represented risk reduction by ongoing 
plans,” said Brent Simmons, senior managing 
director and head of de�ned bene�t solu
tions at Sun Life Financial. 

But over the past few years, Canadian 
plans have shifted from using buy-ins to 
pursuing buyouts. 

“Following the oil crises when the Cana
dian markets plummeted and funding posi
tions dropped, plans were looking to hedge 
a portion of their longevity and market risk 
without taking an accounting settlement 
through buy-ins,” said Rohit Thomas, chief 
product actuary and head of group retire
ment solutions at BMO Insurance. 

“Fast forward to 2018, when funded posi
tions are signi�cantly stronger, buyouts ac
counted for 90% of all annuities purchased 
in the �rst three quarters of the year,” he 
said.

According to Aon’s da Silva, because of 
the very positive solvency news in the �rst 
three quarters of 2018, many plans moved 
from saying, “Wouldn’t it be great if we could 
get to full funding so that we can execute 
new strategies,” to “We had better get ready 
because we are going to test the settlement 
market next quarter.” 

Unfortunately, that disappeared some
what in the fourth quarter, he said, leaving 
some plan sponsors wondering whether they 
missed their opportunity. •
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Delivering Full Funding 
Through Customization

Fine-tuning LDI  
the focus for pension 

plans seeking  
to end funded  

status volatility 

EVEN THOUGH CANADA’S LARGEST JURIS
dictions recently provided some regulatory 
funding relief, Canadian pension plans have 
embraced liability driven investing, or in some 
cases, liability aware strategies with gusto. 

“We don’t see LDI decreasing in Canada, 
in spite of the funding reforms that could 
have potentially caused a decrease in adop
tion,” said Rick Ratkowski, director of invest
ment strategies at NISA Investment Advisors.

“The client base we talk to is focused on 
being more precise in their hedging pro
grams.” This involves moving away from pub
lished benchmarks toward custom, liability
based ones and thinking about the role that 
derivatives could play in hedging mandates.

The move to more precision in liability 
matching is a consequence of the desire of 
companies to achieve stability in plan funded 
status. 

“LDI is still a strategy that is employed by 

plans and will [continue to] be going forward, 
especially for those plans looking to settle,” 
said William da Silva, Canadian practice direc
tor at Aon. 

“At the end of the day, whether the gov
ernment requires a plan to fund on a mark
to-market basis or not, the sponsor still has 
to worry about their mark-to-market funded 
status because settlements are transacted at 
market prices.”

A �at line is what a plan sponsor wants for 
its pension funding level. 

“That’s why boring is the new awesome,” 
said Brent Simmons, senior managing direc
tor and head of de�ned bene�t solutions at 
Sun Life Financial. “Our research shows that 
a custom LDI strategy did the best job of 
avoiding the funding-level roller coaster. This 
has been especially evident in the last quarter 
of 2018.”

There is no question that the market 

setback in the �nal quarter of 2018 dented 
funded ratios. 

Compensation for Risk
“For those plans that are well-funded and 
have closed or frozen plans, taking any risk 
isn’t well-compensated because the asym
metry of surplus means they cannot grab any 
surplus,” said Francois Pellerin, LDI strategist 
at Fidelity Investments. “So while LDI has not 
become more popular, the way it is deployed 
has become more sophisticated.”

That doesn’t necessarily mean moving to 
immunization.

“Capital-e�cient LDI strategies could re
move unwarranted risks from these [de�ned 
bene�t] plans by managing the plan’s liability 
risk while still allowing exposure to growth 
assets. This could be done by replacing a 
portion of its equity allocation with an equity 

continued on page 10
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INSTITUTIONAL

MULTI-ASSET ABSOLUTE RETURN INVESTING: 
A SOLUTION IN A CHALLENGING 

INVESTMENT ENVIRONMENT

Low expected returns from traditional asset allocations 
and a continued concentration of portfolio risk in  
equities are two current challenges facing investors.  
Expected performance can be improved by using 
portfolio risk more efficiently, including by allocating 
to liquid alternative multi-asset absolute return  
strategies. 

These strategies help improve portfolio diversification 
by encompassing a range of investment strategies  
across multiple asset classes and investment horizons;  
they can also reduce the sensitivity of portfolios to the 
prevailing macroeconomic environment. The expected 
result is smoother, more diversified portfolio  
performance, with higher risk-adjusted returns.

For more information, contact us at;

INSTITUTIONAL@CIBC.COM

For general informational purposes only and does not constitute investment advice nor does it constitute an offer or solicitation to buy or sell any 
securities referred to. The information contained has been obtained from sources believed to be reliable and is believed to be accurate at the time of 
publishing, but we do not represent that it is accurate or complete and it should not be relied upon as such. All opinions and estimates expressed in 
this presentation are as of the date of publication unless otherwise indicated, and are subject to change. CIBC Asset Management Inc. uses multiple  
investment styles for its various investment platforms. The views expressed in this document are the views of the CIBC Asset Management Institutional  
Team and may differ from the views of other teams. The information does not constitute legal or tax advice. 
®CIBC Asset Management and the CIBC logo are registered trademarks of Canadian Imperial Bank of Commerce (CIBC), used under license. The  
material and/or its contents may not be reproduced without the express written consent of CIBC Asset Management Inc.
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continued  from  page 8

replication strategy,” said Francois Helou, 
head of balance sheet solutions sales at BMO 
Global Asset Management.

This approach is sometimes referred to as 
liability aware, which is a contrast to LDI.

“We see more plans adopting liability
aware strategies, while those embracing 
pure LDI are decreasing,” said Carlo DiLalla, 
vice president and head of client portfolio 
management and solutions at CIBC Asset 
Management. 

Liability aware can mean active �xed
income strategies to maintain some align
ment with a plan’s liability and alternatives 
to reduce funded status volatility. “But it 
doesn’t mean granularly matching assets to 
liabilities,” DiLalla said. “It’s about being less 
strict about the whole concept.”

What is clear is that plan sponsors want — 
at all costs — to avoid the need for contribu
tions to prop up their funded status.

Aon’s Da Silva said some plan sponsors 
are now relying more on investment strategy 
than contributions to bring them to full 
funding. 

“These plans see an economic bene�t to 
re-risking because the volatility of the fund
ing risk is reduced thanks to the new legisla
tion,” he said. “It has freed up risk budget to 
be spent elsewhere.”

Two Approaches
To be more speci�c, he separated plans into 
two camps. 

“One camp is very focused on their glide
path and are unlikely to deviate because they 
are close to the end state and their ultimate 
goals for their plans,” Da Silva said. “But 
others see the law change as an opportunity, 
perhaps not to re-risk, but to go after some 
return because volatility is down and they 
can defray some future cost by getting a little 
bit more return.”

These di�ering approaches lead to a 
variety of manager mandates.

“We are seeing formal requests for 
proposals for LDI investment strategies that 
require a high degree of customization and 
alternative asset classes to generate yield 
and manage risk,” said Sun Life Financial’s 
Simmons. 

The cleanest way to adopt LDI is by using 
physical bonds, ideally corporate bonds of 
good quality and some Canadian govern
ment bonds, that allow a plan to duration 
match their liability fairly closely, according 
to Fidlity’s Pellerin. Alongside this hedg

ing portfolio, a 10% to 15% allocation to a 
well-diversi�ed equity portfolio will enhance 
the expected yield on the portfolio without 
adding much risk. 

“We are seeing more �xed-income cus
tomization,” Ratkowski at NISA Investment 
Advisors said. “That can mean using all-pro
vincial or corporate benchmarks. It could also 
mean changing the standard sector weights 
from traditional benchmarks. They are also 
more interested in using strips.”

In addition, plans are considering the use 
of a range of alternatives that introduce an 
element of illiquidity to the portfolio.

“Plan sponsors who have an ongoing 
plan or are taking a staged approach to 
purchasing annuities can live with illiquidity 
in their pension plan and are able to harvest 
additional returns through asset classes such 
as private debt,” Simmons said. 

10-25%
Amount of return-seeking assets

in end-state portfolios

Customization also means taking advan
tage of a wider range of �xed-income instru
ments. “When plans go outside Canada, they 
generally invest in lower duration bonds, so 
are continuing to use domestic �xed income 
for their long duration needs,” DiLalla said. 

Execution Challenges
That said, it isn’t always easy to execute these 
strategies.

“It is becoming more di�cult to �nd the 
bond you want for hedging purposes,” said 
Fidelity’s Pellerin. As more Canadian plans 
become better funded, they cling to the long 
bonds they own, like insurance companeis. 

The answer, he suggested, is to make sure 
the plan is working with managers that have 
access to a good trading desk. Over time, 
though, demand for long bonds is likely to 
press Canadian corporations to issue more 
paper.

Even as plans reach for more customiza

tion and use liability benchmarks, managers 
suggest they need to be mindful of the cur
rent economic and market environment. This 
isn’t the moment for radical change, so some 
managers are adjusting LDI glidepaths subtly. 

“Late in the cycle, where we are now, it 
can be di�cult to invest because you never 
know when and if recession will happen,” Pel
lerin said. “If you play defense too early, you 
leave money on the table, or if you stay on
board too long you may be hit by recession 
before you have the chance to play defense. 
What we do is slowly but surely take risk o� 
the table to manage that reality.”

CIBC Asset Management’s DiLalla added: 
“We’ve seen Canadian equity allocations fall 
below 10% in many cases and we’re not sure 
we’re at the bottom yet.”

Even on the �xed-income side, non
Canadian exposures are increasing. “Obvi
ously there’s a much stronger justi�cation for 
Canadian bonds because of the risk reducing 
role they play relative to the liabilities,” DiL alla 
continued.

The most dramatic way to take risk o� 
the table is to pursue a hibernation strategy, 
where LDI is used to create a long-term 
steady state that keeps the plan on the bal
ance sheet.

A portfolio that has been hibernated will 
typically have a hedge ratio close to 100% 
and a funded volatility of 2% or less, said 
Pellerin. 

“If plan sponsors want to hibernate their 
DB pension plan, they should use a custom 
bond portfolio with a high allocation to 
credit. Not a passive bond portfolio,” Sun Life 
Financial’s Simmons said. 

“For a plan that is focused on a solvency
based liability, we believe that provincial 
spreads are a good proxy,” said NISA’s Rat
kowski. “If they focus on a blend of corporate 
and provincial bonds, there is enough to go 
around.” He emphasized that even end-state 
portfolios have 10% to 25% in return-seeking 
assets, so it isn’t necessary to have as many 
corporate bonds if the plan is getting spread
like exposure elsewhere in the portfolio.

“We see increased use of hibernation por t
folios globally as pension plans start to mature 
and enter a run-o� phase,” said Nicola Thorpe, 
director of investment solutions, North 
America, at BMO Global Asset Management. 
“These are typically referred to as ‘end game’ 
strategies and are most appropriate for those 
plans that are not suited to a full pension risk 
transfer, that are comfortable with managing 
the pension risk on their balance sheet or who 
have a strong sponsor covenant." •
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The Final Frontier
Annuitization continues to grow in Canada, as 
companies look to offload their pension obligations

ANNUITIES ARE PROVING AN ATTRACTIVE 
option for a growing number of Canadian 
companies that are thinking about terminat
ing and settling all or part their pension plan 
liabilities. It is, however, a complex process 
that no plan sponsor enters lightly. 

By purchasing annuities for all or a por tion 
of their beneficiaries, plan sponsors are both  
entering into a long-term relationship with 
an insurer for those beneficiaries, but also , in 
the case of partial annuitization, changing the 
complexion of the remaining plan. 

For most Canadian plans, annuitization 
is considered a part of the derisking process, 
albeit an end point.

“The goal is for plan sponsors to under
stand pricing early in the process and thereby 
set triggers,” said Diane Liu, head of client re
lations and operations, group retirement so
lutions, at BMO Insurance. “As these triggers 
are breached, annuities can be purchased. It 
is important for plan sponsors to understand 
the drivers of pricing and take the timing and 
guess work out of the process mak ing the 
journey of derisking more seamless.”

Annuitization can bring benefits to both 
beneficiaries and sponsors.

“For plan members, knowing that their 
pensions are backed by the strict governance 
policies and financial strength of an insurer 
would be welcome news, especially after the 
Sears situation,” said Brent Simmons, senior 
managing director and head of defined ben
efit solutions at Sun Life Financial.

For shareholders, he continued, having a 
corporation redeploy pension risk to its core 
businesses where it can gain competitive ad
vantages would be considered a smart move.

In 2017, Sears Canada filed for bankrupcy, 
leaving a pension plan 260 million Canadian 
dollars (C$1=US$0.76) short of funds. Pen
sions were cut by 30%, and pensioners are 
suing to recoup some of the cut benefits.

The process can be complicated, but as it 
becomes more common, more plans are able 
to transition to strategic allocations that are 
easy to settle.

“For those plans focused on settlement, 
liquidity is always in the conversation,” said 
William da Silva, Canadian practice director 
at Aon. 

Plans close to full funding are considering 
how best to manage their illiquid assets and 
when to unwind because plans do not want 
to be left with more illiquidity than expected. 
“Gains a plan is expecting by settling at the 
right time,” he said, “could be eroded away 
because a plan is too illiquid.”

Annuities are super bonds, offering 
better yield and free risk prote ction to 
investors, according to Simmons. Over the 
past three-and-a-half years, annuities have 
provided an additional average yield of 17 
basis points per year over a t ypical passive 
bond portfolio. 

“This means that plan sponsors that have 
purchased annuities have gotten investment 
and longevity risk transfer for free, in addition 
to decreasing the time and attention needed 
to administer the plan,” he said. “These are 
benefits that a typical passive bond portfolio 
can’t provide.”

Deal Size Growing
Large, multi-insurer settlement deals are 
becoming more common in Canada. In 2018, 
Alcoa completed a C$750 million annuity deal 
with Sun Life and two other insurers. 

“Ten years ago, we were thrilled with a 
C$25 million deal,” Simmons said. “In  2018, 
we saw a record number of deals over C$100 
million in size, nearly double the number 
from 2017.”

“The question is whether 2019 will be 
as good as 2018,” da Silva said, adding that 
this year could be better if funded status 

improves over the year, because the wounds 
of the fourth quarter of 2018 will still be fresh 
and plan sponsors may not want to miss their 
opportunity to settle at higher funded ratios.

Other Roads
That said, asset managers contend that 
annuitization isn’t the only option when it 
comes to stabilizing funded status volatility.

“There is less depth in the buyout market 
in Canada,” said Rick Ratkowski, director, 
investment strategies at NISA Investment Ad
visors. “We have not had as many conversa
tions regarding terminating plans as opposed 
to just putting them into hibernation.” 

In the U.S., one of the drivers of buyout 
activity is the need to pay Pension Benefit 
Guaranty Corp. premiums; that isn’t an issue 
in most of Canada, although Ontario charges 
a small premium. 

“We are seeing a marginal increase in 
hibernation and settlement strategies, but 
it remains a very small part of the entire 
Canadian pension market,” said Carlo DiLalla, 
vice president and head of client portfolio 
management and solutions at CIBC Asset 
Management.

Francois Pellerin, LDI strategist at Fidelity 
Investments, agreed.

“The interest in hibernation and termina
tion is high because most C-suite executives 
do not want to have the pension plan on their 
balance sheet,” he said. “Of course, it isn’t as 
easy as it sounds, and that’s probably why we 
spend time with sponsors talking through 
partial termination.”

But he called this a flawed approach to 
managing pension risk. “By packaging and 
selling, for instance, your retiree population, 
your liability is reduced in size, but you have 
removed the easy-to-hedge portion of your 
risk. The plan overall is not as well-funded 
and is managing more overall risk." •
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Regulatory Changes  
Prompt Funding Relief
Ontario and Quebec relax solvency provisions, allowing for  
longer investment time horizons and new approaches to asset selection

TWO OF CANADA’S LARGEST PROVINCES — 
Ontario and Quebec - have new solvency 
rules that make it easier for sponsors to 
underfund their pension plans. 

“Canada is a mosaic of pension legisla
tion,” said William da Silva, Canadian practice 
director at Aon. “It all depends on where 
most of your employees are.” 

The largest number of plans are regis
tered in Ontario. The rule change in that juris
diction means that plans that are at least 85% 
funded on solvency measures do not have to 
make mandatory amortization payments.

In Quebec, solvency measures have been 
done away with altogether, a move that’s in 
stark contrast to the rest of Canadian jurisdic
tions, where any plan below 100% solvency 
is forced to implement a �ve-year plan to 
amortize the de�cit. 

Da Silva said it’s likely - but not certain - 
that other Canadian jurisdictions will follow 
in the footsteps of Quebec and Ontario.

“Given that most plans in Canada are 
funded above 90%, this means many are no 
longer thinking just in the short term but 
are balancing long-term objectives as they 
manage much lower funding volatilit y going 
forward,” he said.

Using the Rules
Brent Simmons, senior managing director 
and head of de�ned bene�t solutions at Sun 
Life Financial, voiced concern that some plans 
are using these new rules to minimize their 
contribution requirements rather than fol
lowing good risk-management practices and 
keeping long-term objectives in mind.

That said, other plan sponsors are ignoring 
the rules altogether and moving ahead with 
their risk-management strategy, as can be seen 
by the continued growth in the annuity market.   

“Generally, most plan sponsors are most 

concerned about volatility in their funding re
quirements,” da Silva said. “But the way they 
are looking at risk has changed in jurisdic
tions such as Ontario and Quebec, where it 
used to be around solvency.” With the rule 
changes, that risk has been muted.

“The new Ontario funding reform pro
vides plan sponsors an opportunity to seek 
higher returns in alternative investments 
without being penalized in the development 
of the provision for adverse deviations, as cer
tain assets are considered 50% �xed income,” 
said Diane Liu, head of client relations and 
operations, group retirement solutions, at 
BMO Insurance. 

“However, plans at the end of the 
derisking spectrum should ensure that their 
portfolio is invested in liquid assets,” she said, 
pointing to a recent instance in which a plan 
sought to purchase a group annuity but was 
unable to liquidate the portfolio on time for 
the premium payment.

Complications
One of the complications surrounding the 
new solvency rules involves what is techni
cally de�ned as a bond in a �xed-income 
portfolio. This a�ects the calculation of the 
discount rate and therefore the way the 
plan’s overall liability is determined. 

“In some ways, the Ontario rules - and 
to some extent those in Quebec - are 
arbitrarily classifying certain securities as 
�xed income or non-�xed income,” said 
Carlo DiLalla, vice president and head of 
client portfolio management and solutions 
at CIBC Asset Management. “This black-or-
white decision about what a security is has, 
in some cases, gone a little too far. Classifying 
high-yield or unrated securities as non-�xed 
income disadvantages pension plans when 
they are trying to optimally create portfolios.”

Aon’s da Silva gave the following 
example. Consider a closed plan registered 
in Ontario that holds 100% of its assets in 
equities. That plan would produce a liability 
based on the expected returns of that port
folio plus a provision for adverse deviation 
above that to account for the riskiness of such 
an investment strategy. 

“One-hundred percent equities in a 
closed plan would imply funding to 128% of 
going-concern liabilities to take account of 
the riskiness of those assets,” he explained.

By contrast, a 100% �xed-income portfo
lio would imply a load of just 5%. 

“What is tricky in the calculation of the 
[provision for adverse deviations], is what is 
considered �xed income, because the de�ni
tion is very narrow, excluding, for instance, 
all non-investment grade and private debt,” 
he said. 

Under a current regulatory interpretation, 
even having just some exposure to ‘rogue’ 
bonds in a �xed-income portfolio would lead 
to classi�cation as a risk-seeking asset for 
these purposes. A rogue bond in this case 
would be a high-yield or unrated private 
market bond.

Trade-o�s
The recent provincial regulatory changes 
placed greater emphasis on going-concern 
funding. The asset allocation also determines 
the DB plan’s actuarial going concern dis
count rate, which a�ects the value of the li
abilities on which the plan’s funding is based. 

“This is encouraging plans to revisit their 
asset allocation in light of their trade-o� 
between their e�ects on the plan’s funding 
requirements and on its discount rate,” said 
Nicola Thorpe, director of investment solu
tions, North America, at BMO Global Asset 
Management. •
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