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We strongly believe a plan 
can benefit from the new changes 
while maintaining a strong risk 
management culture.

Are We Back to the Good Old Days?
By Jean-Philippe Lemay, M.Sc., FSA, FICA
Vice President and Senior Portfolio Manager, Liability Driven Investment

It appears a new trend has hit the country: Changes in pension 
funding legislation. After the shared risk plans of New Brunswick 
followed by Alberta with new funding rules and now in Quebec for 
privately sponsored plans (through the proposed Bill 57), legislators 
are moving to amend the required funding mechanism of defined 
benefit pension plans. The key point in the proposed Bill 57 is 
to replace the solvency valuation basis as a measure for deficit 
funding purposes by the going concern valuation basis. In addition, 
these new funding rules propose, among other things:

• The establishment of a stabilization provision for future and 
past service based on the level of investment risk in the plan, 
i.e., the allocation to return-seeking assets (to counterbalance 
the potential benefits of removing the solvency requirements);

• the complete removal of boomerang risk in the case of annuity 
purchases, such that buying annuities for a subgroup of the 
plan discharges the sponsoring organization from its liability 
toward the bought-out group. Hence, in the event of the 
insurer’s insolvency, the insured members would have no legal 
recourse against their previous employer; and

• changes in amortization methods for funding deficiencies on 
a going-concern basis.

After many western countries embraced marked-to-market 
for pension funding requirements and accounting purposes, 
the proposed approach re-opens the door to many smoothing 
mechanisms. These mechanisms are meant to help stabilize 
plan costs through time (benefit), but they can mask underlying 
economic risks. 

On the surface, the proposed changes seem to indicate that we are 
back to the good old long-term actuarial view of pension funding: 
we assume plans will be around for the long run and fund the 
promised benefits, on the basis that future risk premiums will be 
harvested in the long term. Even so, we strongly believe a plan 
can benefit from the new changes while maintaining a strong risk 
management culture. 

The changes will require many of our clients to review their 
respective investment policy objectives and game plan. This is 
obviously true for LDI clients but also for all defined benefit plans. 
Here are key discussion points and our assessment of the impact 
of the recent legislative changes on pension funds:

Q Interest Rate Risk: Is it still relevant or even present in plan liabilities?

One of the key methodological differences between solvency 
basis (SB) and going-concern basis (GC) is the discount rate 
assumption. Of course, migrating to GC will lead to differences 
in future liability cash flows between the two bases (although the 
more mature the plan, the less they will differ), but the biggest 
assumption change is the assumed discount rate. SB discount rates 
are based on prevailing government of Canada market rates as 
per the Canadian Institute of Actuaries’ guidelines for both active 
participant and pensioner liability calculations. GC discount rates, 
used for the plan’s long-term funding, are set by the plan’s actuary 
to reflect the long-term expected return on assets used to fund 
the promised benefits.

The two main consequences are as follows:

1) Higher Discount Rate & Lower Pension Liabilities: A typical 
plan invested 50% in return-seeking assets (i.e., public market 
equities and alternatives) and 50% in liability-hedging assets 
(i.e., fixed income), will have a significantly higher discount rate 
on a GC than on a SB basis (see Table 1 as at June 30, 2015, for 
illustrative values);

2) Interest Rate Risk Exposure: The extent to which the GC 
discount rate will move with a change in market rates will 
depend on not only the allocation to liability-hedging assets 
but also on the methodology used by the actuaries to set the 
discount rate for the fixed income portion of the assets.
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Table 1: Going concern (GC) discount rate calculation as at June 30, 20151

Asset mix Long-term 
expected return

Equities 50% 7.5%

Fixed income (FTSE TMX Long Term Universe Index) 50% 3.13%

Going-concern basis discount rate 5.3%

Solvency basis discount rate 2 2.75%

1.  Does not account for diversification effects, plan expenses and other actuarial assumptions that may be added to determine the 
actual GC discount rate assumption.

2.  Assumes the use of CIA guidelines for a 14-year duration plan with solvency liability weights of 50% active members and 
50% pension members.

Fundamentally, the plan’s true liability has not changed due to the 
new funding requirement legislation. Plan liabilities are still a set 
of fairly predictable cash flows to be paid at known points in the 
future. The present value of these cash flows should continue to 
change with prevailing market interest rates, suggesting interest 
rate risk will still remain present. However, the amount of interest 
rate risk that will be reflected in the GC will depend directly on the 

actuarial methodology used to determine the long-term expected 
return on the fixed income assets to be used to set the discount 
rate. The more sensitive this long-term assumption is to changes 
in market rates, the more the true interest rate risk will be reflected 
in the going-concern valuation and hence the more the interest 
rate risk will be recognized in the GC liabilities. 

Q Are LDI portfolios still an effective risk management tool for pension funds?

We believe that customized LDI strategies will remain an effective tool to help stabilize overall pension costs and make them more 
predictable. However, for LDI portfolios to fit into a sound risk management strategy, several key considerations need to be addressed:

Asset Value Smoothing
The GC guidelines enable the actuary to use a smoothed value 
of assets (e.g., gradual smoothing of realized asset returns over a 
period of 5 years at most) instead of the fair market value of assets. 
In the context of LDI portfolios, the risk management rationale is 
to match the market value changes of the assets with the changes 
in the marked-to-market valuation of the plan’s liabilities. Thus, 
for LDI portfolios to remain an effective risk management tool, 
the smoothing mechanism on the asset side of the plan’s balance 
sheet should be applied exclusively to the return-seeking assets, 
i.e., only the non-fixed income assets;

Improved Quality of Liability Matching
The GC discount rate should be linked to the actual asset strategies 
used to fund the promised benefits; this has the advantage of 
improving the quality of matching that one can achieve versus 
what could be achieved with the solvency liability objective. The 
tracking error (i.e., the forecast and realized return difference 
between the LDI portfolio and the liability) should materially 
decrease because the difficulties involved in matching the actuarial 
guidelines for the solvency liability will be eliminated; 

Plan horizon
We expect that the impact of the proposed changes on the 
investment management of assets to be somewhat different, 
depending on where each plan is in the life cycle. 

• Plans that are already either closed or frozen and had devised 
a journey plan to reduce their asset-liability risk (both in terms 
of allocation to fixed income assets and the implementation 
of customized LDI strategies) will most likely stay the course. 
The changes will probably only help improve the matching 
measurement and potentially require a change in the parameters 
definition of their specific de-risking matrix. 

• For ongoing plans, we expect the discussion to be more 
fundamental. Discussions around the true economic exposure 
of the plan on an asset/liability basis, the funding policy of the 
plan, the level of provision that can be supported by the sponsor 
(both in terms of past service and current service cost), the 
chosen actuarial methodologies for reflecting interest rate risk, 
the consideration for accounting results (which are still based 
on a marked-to-market evaluation of the liabilities), the point-
in-time changes in overall cost level from the previous regimes 
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to the new changes starting in 2016 and the interplay between 
the asset mix should be engaging. Bottom-line, LDI-wise, we 
believe that one of the likely outcomes would be to be that 
sponsors will slow down any planned increase in conservative 
liability matching strategies and reassess the nature of the 
customized LDI strategies towards more attractive expected 
return strategies.

To summarize, economic risks linked with investing towards a 
stream of promised benefits are still present even if they are 
actuarially smoothed away. We believe the more plan sponsors 
address their investment policy framework in terms of an asset/
liability risk/reward, the better off plans will end up both in the 
short and the long run.

Q How will the LDI strategies evolve in light of these changes?

Overall, we believe these changes represent an opportunity for customized LDI portfolios to ensure their design evolves into structures 
that offer more attractive expected returns, while maintaining the economic and (new) regulatory risk management benefits. We 
assume, of course, that conditions for sound risk management are adopted in the context of this new paradigm. More concretely, we 
believe the following:

Credit in LDI Portfolios
Given that the credit portion of fixed income portfolios should be 
reflected in the GC discount rate, the expected return component 
will help long-term funding but should not result in an increased 
tracking error against the liability (except obviously in case of 
default). Thus the credit aspect of LDI portfolios will become 
increasingly important.

Use of Leverage
One of the workhorses of LDI strategies is fixed income overlays, 
which combine capital efficiency and risk management to reduce 
interest rate risk at the plan level, while keeping the overall long-
term expected return at a reasonable level. Given the new target 
provision level in terms of allocation to risky assets, we believe 
these strategies will be of even greater interest because they will 
help sustain a given expected return level without increasing 
the target provision level. However, this will depend on the way 
the new changes reflect levered strategies in the setting of the 
provision level.

Active Strategies and Beta Overlays
A key characteristic of the GC discount rate setting is that no 
active management benefit (i.e. no value added) can be priced 
into the GC liability. We therefore believe that overlay strategies, 
which through the use of capital efficiency enable plans to gain 
more beta exposure, will get full recognition in the GC discount 
rate setting and thus be highly effective in sustaining an attractive 
expected return for ongoing plans.

Alternative Fixed Income
As insurance companies navigate the low rate environment by 
including alternatives within their liability matching assets, we 
believe the new changes will lead to pension funds adopting 
similar strategies. Private and infrastructure debt, commercial 
mortgages, diversified alternative lending and other strategies 
using capital efficiency to gain exposure to diversified sources of 
credit, combined with long-term duration exposure, are likely to 
become more prevalent within customized LDI portfolios.

We believe these changes represent an opportunity for 
customized LDI portfolios to ensure their design evolves into 
structures that offer more attractive expected returns.
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In the coming year, these new changes in the pension world will 
certainly encourage plan sponsors and stakeholders to review 
their current and future pension plan objectives. We believe the 
outcome of these discussions will be continued interest in sound 
interest rate risk management strategies for defined benefit plans 
and a form of liberalization of the investment guidelines with 
regard to fixed income investments. It will also be interesting to 
see how other provinces respond to these changes, given that 
they are moving defined benefit plans away from the mainstream 
and established marked-to-market approach seen elsewhere in 
the world.

As history has taught us, aggressive actuarial assumptions 
combined with smoothing mechanism can lead to disastrous 
consequences. So, to answer our introductory question, it is fair to 
say new proposed legislation give pension actuaries more leeway, 
however sound risk management practices should prevail. Asset 
performance relative to liabilities is paramount.

Whether you are a consultant or a plan sponsor, we would be 
delighted to discuss these topics with you at greater length. Should 
you be interested, please contact ldi@fieracapital.com.

The information provided herein does not constitute investment advice and it should not be relied on as such. It should not be considered a solicitation to buy or an offer to sell a 
security. It does not take into account any investor’s particular investment objectives, strategies, tax status or investment horizon. There is no representation or warranty as to the current 
accuracy of, nor liability for, decisions based on such information. Past performance is no guarantee of future results. Information pertaining to Fiera pooled funds is not to be construed 
as a public offering of securities in any jurisdictions of Canada. The offering of units of Fiera pooled fund is made pursuant to the fund’s Trust Agreement and only to those investors in 
jurisdictions of Canada who are accredited investors or who meet minimum purchase requirements. Important information about Fiera pooled funds, including a statement of the fund’s 
investment objective, is contained in its Trust Agreement, a copy of which may be obtained from Fiera Capital Corporation. Unit values and investment returns will fluctuate. Please 
read the Trust Agreement of the pooled funds before investing. All performance data assume reinvestment of all distributions or dividends and do not take into account other charges or 
income taxes payable by any unitholder that would have reduced returns. Pooled funds are not guaranteed, their values change frequently and past performance may not be repeated.


