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The elimination 
of solvency funding 
–  LDI’s kryptonite?

In Canada, a survey by Vanguard published in November 2016 
revealed that 80% of plan sponsors are now using at least one 
LDI strategy. LDI is designed to ensure that, all else being equal, 
a plan’s financial position stays stable through good and bad 
market conditions. Pension liabilities generally move like fixed 
income assets, so LDI means investing in fixed income assets (like 
bonds) that mimic the characteristics of the plan’s liabilities. 

Many plan sponsors use solvency as their liability target for 
LDI purposes because that’s what’s driving their contribution 
requirements. However, Quebec recently removed the 
requirement to fund on a solvency basis with Bill 57, while other 
jurisdictions are now contemplating similar changes. As a result, 
pension plan sponsors are now wondering whether LDI strategies 
are still appropriate in this new regulatory environment. 

This article explores that question and reaches an interesting 
conclusion – the choice of investment strategy should be driven 
by the plan sponsor’s objectives and not the funding regime. For 
some plan sponsors, this means that the elimination of solvency 
funding will be a non-event while for other plan sponsors it will 
drive changes in investment strategy. For most plan sponsors, 
LDI strategies still have a critical role to play.

Over the last few years, more and more Canadian defined benefit (DB) plan 
sponsors have made investment changes to reduce or eliminate pension 
volatility so they can focus more time on their core businesses. Plan 
sponsors can reduce pension volatility by matching some or all of their 

assets to a liability target (solvency, accounting or going concern) – this is called liability 
driven investment or LDI. 

As more jurisdictions look at changing 
their funding rules, are LDI strategies still 

appropriate for your plan? 

Our view: it depends on your 
objectives, not the funding regime.
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What’s the right liability target for LDI?

The backbone of any LDI strategy is identifying a liability target that aligns with the plan sponsor’s objectives. To illustrate how these are 
linked, let’s take a closer look at what happens with Bill 57. 

Different liability targets will lead to different investment strategies. To determine an appropriate investment strategy, it’s important to 
understand how the liabilities are determined.
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QUEBEC PLAN SPONSOR’S OBJECTIVE

APPROPRIATE LIABILITY TARGET

Buy annuities and/or get out of 
the DB business

Solvency liability target
Solvency liabilities are based on insurers’ 
annuity prices (as represented by CIA 
annuity proxy) and prescribed commuted 
value rates. Insurers typically back annuity 
liabilities with fixed income assets 
only. Commuted values are based on 
Government of Canada bond yields plus a 
fixed spread of 90 basis points. As a result, 
fixed income assets will provide the best 
match.

Manage financial statement 
volatility

Accounting liability target
DB pension plans that report pension 
costs on their financial statements use 
accounting liabilities for this purpose. 
Accounting is a long term view, with the 
discount rate based on the current yield on 
high quality corporate debt instruments. 
This means that fixed income assets will 
provide the best match.

Maintain the DB plan for the 
long term and manage cash 
volatility

Going concern liability target
A going concern liability target can be more 
challenging because there is discretion 
involved in setting the assumptions. As long 
as the going concern discount rate is at 
least partially marked to market, then LDI is 
an effective tool to reduce going concern 
funding volatility. 

Here’s an example of how a discount rate for a going concern liability target could be determined:

 • Plan is invested 60% in equity and 40% in bonds
 • Discount rate = 60% of the expected yield on equities plus 40% of the expected yield on bonds 
  (with adjustments for expenses, defaults, etc.)

If the expected yield on bonds is marked to market at each valuation date, then LDI strategies can be used to reduce going concern 
funding volatility. If not, then LDI strategies will not be as effective because the liabilities are not marked to market even though assets 
will be. One way to potentially reduce this volatility is to smooth assets (by using an average of several years’ values) so that neither the 
assets nor the liabilities are being marked to market; however, this is a less effective solution than simply matching fixed income assets to 
a liability target. 

The new Quebec funding rules address this funding volatility by introducing a stabilization provision. Plan sponsors that invest in assets 
that don’t match their liabilities are required to increase their liabilities to reflect the additional risk. For instance, our example plan above 
would be required to hold approximately 16% on top of their current service cost and 11% on top of their liabilities as a margin for 
volatility, assuming their fixed income assets matched the duration of their liabilities.
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How do objectives 
drive investment strategy?

The chart below provides a summary of how 
different objectives impact investment strategy. 
Although the chart shows a straight path, in 
practice, plan sponsors may have several different 
objectives driving their investment strategy. For 
example, a plan sponsor may invest 20% in return 
seeking assets and 80% in matching fixed income 
assets to combine a significant amount of risk 
mitigation from the fixed income assets with the 
potential for additional yield by taking on mismatch 
risk with the return seeking assets.

Termination

Accounting

n/a n/a

Objective Liability target Matching asset

Objective for 
DB plan

Sustainability

Control cash
volatility

Going 
concern Fixed income

Fixed income

Fixed income

Fixed incomeSolvency

Solvency

Control accounting
volatility

Buy annunities to
reduce risk

Mismatch assets in
pursuit of excess

yields

Future includes
plan wind-up with 
annunity purchase
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For empirical evidence, we can look at what happened when the U.K. eliminated solvency funding in 2006. The U.K. Purple Book published 
by The Pension Regulator reports that U.K. pension plans now invest 59% in liability hedging assets, compared to only 36% in 2006. There 
has been a similar (but opposite) move in return seeking investments, from 64% in 2006 to 41% in 2016. That is, in spite of the elimination of 
solvency funding, U.K. pension plans still increased their use of LDI strategies to reduce their pension volatility.

Because of their new funding regime, going concern is now an appropriate liability target for Quebec plans looking to control cash 
volatility.  A solvency or going concern liability target is still appropriate for plans in other jurisdictions where solvency funding is still 
required. This is the only change to liability targets driven by Bill 57.

Based on the analysis on page 2, Quebec’s elimination of solvency funding should only impact the LDI strategy of plan sponsors who 
are most focused on controlling cash volatility. That is, plan sponsors who are in the DB pension business for the long term, who are less 
focused on accounting volatility and who are not planning to purchase annuities. As discussed, LDI strategies can be a powerful tool for 
these plan sponsors as long as their expected yield on bonds is marked to market at each valuation date.

U.K.

Quebec 

0%

20%

40%

60%
59%

20162006

36%

64%

41%

80%

100%

U.K. pension plans 
Asset allocation

Return seeking investments

Liability hedging assets

A
ss

et
 a

llo
ca

ti
on

MAY 2017DB SOLUTIONS InSights



- 5 -

But the increased demand for private fixed income investments in recent 
years is being driven by two additional benefits not found in public fixed 
income markets: 

  Higher yields due to the illiquidity premium 
  that these assets carry
 
  Lower portfolio risk through diversification

When we compare our Sun Life general account private fixed income 
assets versus comparably-rated, comparable-term public corporate bonds, 
private fixed income assets have earned a premium averaging about 150 
basis points over the last 10 years.
 
Private fixed income assets can also reduce risk through diversification. 
Corporate issuance in the public universe in Canada is highly concentrated 
in the financial sector. Borrowers in the private markets are not typically 
active in public markets, and represent very diverse sectors of the market.

The benefit for a pension fund? When we compare the return frontiers for 
combinations of the FTSE®/TMX Universe and Corporate Indices with a 
duration-neutral portfolio of commercial mortgages (another core private 
asset) and private fixed income investments, the portfolio of private 
assets dominates, with a higher yield and less risk. 

By giving up some liquidity, pension plans may be able to reap significant 
portfolio benefits by including private fixed income investments as part 
of their liability driven investing strategy.
  

Private assets – 
a fixed income 

superhero

Carl Bang, President of 
Sun Life Institutional 

Investments (Canada) Inc. 
shares insights on why 
private fixed income 

assets are in hot demand 
by DB pension plans.
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Like public fixed income, private fixed 
income – which includes investments such 

as infrastructure financing, private debt 
and securitized financing – can generate 
a stream of steady and predictable cash 
flow well suited to the liability driven 

investment strategies of pension plans. 

Bottom line: 
LDI can still 
save the day

Even though the funding rules for pension 
plans may change over time, the choice of 

investment strategy should be driven by 
the plan sponsor’s objectives and not the 
funding regime. This means that for most 

plan sponsors, LDI strategies still have a 
critical role to play in reducing pension 

volatility – allowing them to focus on 
their core businesses where they can 

create value for shareholders.
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“TMX” is a trademark of TSX Inc. and is used under license. “FTSE®” is a trademark of FTSE International Limited and is used under license. This document is intended for Canadian institutional investors 
only. The information in this document is not intended to provide specific financial, tax, investment, insurance, legal or accounting advice and should not be relied upon and does not constitute a specific 
offer to buy and/or sell securities, insurance or investment services. No part of this material may, without Sun Life Institutional Investments (Canada) Inc.’s prior written consent, be (i) copied, photocopied 
or duplicated in any form, by any means, or (ii) distributed to any person that is not an employee, officer, director, or authorized agent of the recipient. This report may present materials or statements 
which reflect expectations or forecasts of future events. Such forward-looking statements are speculative in nature and may be subject to risks, uncertainties and assumptions and actual results which 
could differ significantly from the statements. As such, do not place undue reliance upon such forward-looking statements. Distribution, republishing and reproduction of any part of this article is 
prohibited without prior permission. A version of this article was published in the February 2017 issue of Benefits and Pensions Monitor. © Sun Life Institutional Investments (Canada) Inc., 2017. All rights 
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About Sun Life Investment Management

The Sun Life Investment Management group of institutional investment management companies comprises Bentall Kennedy Group in 
North America, Prime Advisors, Inc. and Ryan Labs Asset Management Inc. in the United States, and Sun Life Institutional Investments 
(Canada) Inc. in Canada. These operations have combined third-party assets under management of $53 billion, as of December 31, 2016. 
Sun Life Investment Management is supported by the investment division of Sun Life Assurance Company of Canada that manages $142 
billion in assets under management for the Sun Life Financial group of companies as of December 31, 2016.

Sun Life Institutional Investments (Canada) Inc. collaborates with Sun Life Assurance Company of Canada’s Defined Benefit Solutions 
team to provide liability driven investment solutions. Sun Life Institutional Investments (Canada) Inc. manages the underlying 
investments that constitute the LDI mandates and partners with DB Solutions to develop customized strategies, grow new business 
and provide ongoing client servicing.
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