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A

FTER A DECADE of post–financial
crisis monetary policy easing,
fixed income markets are
confronting many disruptive forces:
interest rate and inflation uncertainty,
geopolitical noise and a rise in overall
risk and volatility.
As plan sponsors confront the late
stages of the economic cycle, how
have they positioned their fixed income
portfolios for the future? Have portfolios
and allocations changed to account for
these factors, or is inertia holding firm,
with plan sponsors either comforted by
perceived safety or unclear as to which
direction to turn? Is global diversification
into emerging and other markets
prudent or does a stay-the-course
strategy win out? What are pension plan
sponsors thinking about the future?

This survey looks at the intermediate
plans of large Canadian defined benefit
plan sponsors (with at least $500
million in pension plan assets) and their
respective fixed income allocations.
Among the highlights, the biggest
challenge defined benefit plans face
is funded status volatility (38%). And
41% of plan sponsors said reducing
equities and increasing fixed income
is an effective strategy to protect their
entire portfolio from volatility. Despite
this acknowledgment of the importance
of fixed income, defined benefit plan
sponsors have not made drastic changes
to their fixed income allocations.
There also appears to be bifurcation
when it comes to how Canadian plans
think about foreign fixed income versus
how they act, the survey results show.
Despite incorporating foreign equity
into allocations, Canadians still report
a home bias when it comes to fixed

Methodology: This survey includes respondents from 32 defined benefit
plans. The majority of respondents (84%) had $1 billion or more assets
under management in their pension plans. The minimum size plan had at
least $500 million in assets under management. The mean funded status
of the plans that responded was 98.7% as of September 30, 2018.
The research was fielded between December 21, 2018 and February
28, 2019. Thirty per cent of plans were from Ontario, 25% were from

income investing, with only 4% of assets
allocated to foreign fixed income. This is
substantively lower than plans’ foreign
equity allocation.
This comes despite an
acknowledgement of the potential
benefits of going global. For example,
looking forward, 28% of plans reported
emerging market bonds as one of the
top two fixed income categories that
offer the best risk-return opportunities,
and 25% reported global unconstrained
bonds. Canadian bonds, on the other
hand, accounted for only 9% of plans’
combined top two choices, while
Canadian core plus bonds ranked
slightly better, with 16% reporting this in
their total top two choices.
This acknowledgment about the
risk-return opportunities of leaving
Canadian borders has not led to action.
Over the past three years, the majority
of plans (59%) note they’ve seen no

Western Canada, 22% were from Quebec, 19% were from Atlantic
Canada and 6% didn’t disclose. Most respondents who disclosed the
information have been in the industry for over 11 years, with 47%
indicating they have been working for 21 years or more.
Results may add up to greater than 100% when respondents were
allowed to select more than one response, or when a single choice
added up to more than 100% due to rounding.

change to their overall foreign fixed
income allocation, whereas 28% have
increased their overall fixed income
allocation. As well, only 25% of plans
are invested in emerging markets
fixed income.

In your opinion, which of the following
strategies would be effective to help protect
your entire portfolio from volatility?
41%

A look at the
late-cycle environment
An extended investment cycle,
persistently low interest rates relative
to long-term historic norms and market
volatility make for a difficult environment
for plan sponsors.
Plan sponsors reported that the
single biggest challenge facing their
defined benefit plan is funding status
volatility (38%), closely followed by
meeting rate-of-return assumptions
(31%), with solvency level requirements
trailing behind at third (16%). These
results are not particularly surprising,
given the current market environment.
Watching how legislative
developments across Canada
influence investment choices will
prove interesting, with recent solvency
changes in Quebec and Ontario and the
implementation of a requirement to fund
a provision for adverse deviation, often
called a funding cushion, in Ontario.
When it comes to addressing
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volatility, a plurality of plan sponsors
(41%) said reducing equities and
increasing fixed income are effective
strategies to protect their entire portfolio
from volatility. As well, 28% said using
longer-duration fixed income is also an
effective strategy (See Figure 1).

When asked, two-thirds (66%)
concurred with the statement: “We have
increased our focus on long duration.”
The move to long duration may be
explained by improved funded status,
with plans wanting to protect funded
status from future erosion.

An extended investment cycle,
persistently low interest rates relative to
long-term historic norms and market
volatility make for a difficult environment
for plan sponsors.
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Asset allocation:
current state of play
When breaking down the average asset
allocation of the plans surveyed, 34%
of assets are allocated to fixed income,
with 88% of that invested in Canada. Of
the plans surveyed, an average of 38%
is allocated to equities, with foreign
equity at 21% and Canadian equity
at 12%. Aside from fixed income and
equities, plans have an average of 16%
allocated to alternatives and 3% to cash
(See Figure 2).
Interestingly, over the past 20 years,
U.S. and Canadian pension plans have
had almost identical allocations to their
own domestic fixed income, according
to 2017 research by Willis Towers
Watson. However, the U.S. bond market
has a lot more diversity than what
Canada provides, and therefore the
home country bias may be justified in
the U.S. That being said, over the past
five years U.S. investors have begun
increasing their global bond allocations.
When it comes to risk, 66% of plans
have reported becoming more risk
aware in their asset allocation. Of these,
71% report they are doing so by derisking their portfolios, 19% are moving
to risk factor allocations and 14% are
annuitizing their portfolios.
This move to de-risking is not
surprising, as many corporate pension
plans in Canada have been looking
to take risk off their balance sheets
and increase focus on their core
business. In fact, 2018 was a record
year in Canada for institutional annuity

In your DB pension, what is your current asset
allocation in the following asset classes?
(To the best of your recollection)
9%

Canadian domestic fixed income
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FIGURE 2
purchases, which reached $4.6 billion
according to data from LIMRA Secure
Retirement Institute.

Digging into fixed income
Looking back at changes to
fixed income (or lack thereof)
When asked what significant changes
were made to their fixed income
portfolios in the past three years, 38%
of large DB plan sponsors reported not
making any changes.

Approximately 3 in 10 (28%)
respondents indicated they reduced
equities and increased fixed income,
while 31% reported increasing the
duration of their fixed income.
This is aligned with the idea that
plans are looking to de-risk their
portfolios, and those with strong funding
positions may want to lock in their gains
by moving to longer-duration bonds.
As well, 19% reported increasing
investment-grade corporate fixed
income, while 13% said they have moved
domestic assets to foreign fixed income.

Fixed income risks and reward
The majority of plan sponsors (58%)
agreed with the statement that fixed
income investments will play a more
important role in the near future than in
the past five years. And, as seen earlier,
the plans reported that an average of
30% of their portfolios are allocated to
Canadian domestic fixed income and
4% to foreign fixed income.
From a capital market perspective,
plan sponsors indicate that the top
risks facing their fixed income portfolio
are duration risk (34%), followed by
geopolitical risk (19%) and inflation risk
(13%) (See Figure 3).
The significant focus on duration
may relate to plan liability exposure and
the uncertain interest rate environment,
which can have a big effect on bond
portfolios. It also likely relates to plans’
liability exposure as plans manage the
interplay between assets and liabilities.
While geopolitical risk was top of
mind, this may be more of a kneejerk reaction than an actual factor
influencing fixed income; because
geopolitics is consistently in the news,
it could result in a perception that it is

a top risk. However, in reality, it may
be that all the noise around geopolitics
heightens a sense of perceived risk.
Geopolitical risk may also be ranked
high because there is not a lot of clarity
on the outcomes or how plan sponsors
could address these risks, even if they
desired to make an adjustment.
When looking at the combined
results of the top two risks, duration risk
still leads at 47%, followed by credit risk
at 44%. Interestingly, credit risk ranked
as the number-one risk for only 9% of
respondents.
Credit generally has done well
and has been supported by sound
fundamentals, which may explain
its popularity with respondents. For
instance, according to J.P. Morgan 2018
fourth quarter data, interest coverage
ratio data for investment grade and
high-yield issuers were approximately
10 times and 5 times, respectively. This
indicates that issuers’ debt-funding
capacity remains resilient. This may
mean credit is not top of mind as a
risk, but it is on plan sponsors’ radars
because credit risk always bears
monitoring.

Looking forward, plans report
the top two combined fixed income
categories that offer the best risk-return
opportunities are investment-grade
corporate bonds (31%), followed by
emerging market bonds (28%), global
unconstrained bonds (25%), high-yield
corporate bonds (25%) and longduration bonds (22%) (See Figure 4).
While high yield ranked near the
top of respondents’ combined choice,
it was chosen by just 3% as their
number one choice. This indicates the
importance of the asset class, although
plan allocations may attempt to be more
tactical even though the data indicates
that perhaps a more permanent
high-yield allocation is warranted.
The choice of investment grade as
the best risk-return opportunity may be
explained by plans’ desire to dial down
risk. However, it seems surprising that
high yield did not rank higher since the
yield currently offered, at approximately
7%, is quite compelling compared to
government-related securities. One
potential explanation is that the
high-yield companies are more leveraged
and therefore potentially exposed to

FIGURE 3

From a
capital market
perspective,
which of the
following
are the
top two risks
facing your
fixed income
allocation?
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Thinking
about the next
three years,
what do you
consider as
the top two
fixed income
categories that
offer the best
risk-return
opportunities?
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downdrafts in fundamentals, so plans
could be cautious on the risk side.
Canadian fixed income ranked
lower among respondents, with 16%
including core plus in their top two
choices (including 13% who listed
it as their number one option). As
well, Canadian bonds were chosen
by only 9% as one of their total top
two selections, and just 3% as their
number one option.
Not surprisingly, Canadian bonds
are ranked low in terms of offering the
best risk-return opportunities. This
further hits home that while plans’
expectations for Canadian bonds are
low, there seems to be a disconnect
with their actions, as this is where they
are predominantly invested in the fixed
income space.
In a 2015 T. Rowe Price research
report on Canadian defined benefit
fixed income allocations, plans
were asked which two fixed income
categories offered the best return
opportunities over the next 12 months.
Of the respondents, 25% selected
Canadian bonds in their top two
choices, with 13% selecting it as their
number one option. Further, 55%
ranked Canadian core plus bonds in
their top two choices, including 23%
ranking it their number one choice (See
Figure 5).
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How does this compare to 2015? We asked:
Thinking about your near-term outlook over the
next 12 months, what do you consider the top
two fixed income categories that offer the best
return opportunities?
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Cast a wider net for fixed income sector opportunities
of 0.7. For plans looking for ways to maintain return
potential while reducing risk, high yield may be a good
replacement for a straight equity-like position and be a
risk-reducer from a portfolio perspective.
As evident from the following chart, the higher yield
bonds (y axis) capture the additional yield and return
opportunity, without significant increases to volatility.
The high-yield opportunities also provide additional
diversification benefits SNF/COMP326
to a portfolio.

It may be time for plan sponsors to shift how they think
about high yield, viewing it as a de-risking tool rather
than one that adds risk. Over the past 10 years, the
J.P. Morgan Global High Yield Index has delivered
annualized equity-like returns of 11.4%, compared to
the S&P 500 return of 13.1% and the AC World Index
return of 10.1%, with approximately half the volatility of
equities. This leads high yield to deliver a higher Sharpe
ratio of 1.5 versus the S&P 500 of 0.9 and MSCI World
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of the representative portfolio. The characteristics of the representative portfolio shown may differ from those of other accounts in the strategy. Please see the GIPS® disclosure page for additional
information on the composite.
Supplemental information.
Volatility is standard deviation of monthly returns over the 5-year period. Sources: Bloomberg Barclays, J.P. Morgan Chase & Co., and T. Rowe Price. All indices used are Bloomberg Barclays
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Source for Bloomberg Barclays index data: Bloomberg Index Services Ltd. Copyright© 2019, Bloomberg Index Services Ltd. Used with permission.

Volatility is standard deviation of monthly returns over the 5-year period. Sources: Bloomberg Barclays, J.P. Morgan Chase & Co., and
T. R OWE PR IC E
T. Rowe Price. All indices used are Bloomberg Barclays except for 0
the Emerging Markets indices and Canadian HY Index. Source
for
EM Indices: EM Sovereign Hard Currency: J.P. Morgan Emerging Market Global Diversified Bond Index; EM Corporates: J.P. Morgan
CEMBI Broad Diversified; EM Sovereign Local Currency: J.P. Morgan GBI EM GD Index. Source for Canada HY: S&P; S&P Canada
High Yield Corporate Bond Index. Yields are hedged using 3 month forward implied yields. EM Local yield is unhedged.
Source for Bloomberg Barclays index data: Bloomberg Index Services Ltd. Copyright© 2019, Bloomberg Index Services Ltd. Used
with permission.

Breaking down foreign fixed
income
When asked how they separate
their foreign fixed income portfolio,
Canadian defined benefit plans with
these types of investments said they
use the following top “buckets”:
global unconstrained bond portfolios
(31%), emerging market bond
portfolios (25%), investmentgrade corporate bonds (13%) and
opportunistic/private credit portfolios
(13%). One-quarter (25%) indicated
they do not have separate buckets
for their foreign fixed income
allocations (See Figure 6).
Global unconstrained bond
portfolios are popular because they
are more flexible; they can be of
short or long duration, contain credit
and have more securitized assets.
However, it’s important to recognize
that unconstrained strategies can
vary significantly in terms of portfolio
construction and parameters.
Over the past three years, 59% of
plans note they have had no change
to their overall foreign fixed income
allocation, whereas 28% have
increased their overall allocation
to foreign fixed income. This
movement to global fixed income
is an appropriate and prudent
re-allocation and consistent with
what we think will take place in the
coming years.
When asked what drives changes
to foreign fixed income allocations,
most respondents cited seeking
higher returns as the top choice
(34%), followed by de-risking (16%)
and increasing diversification (13%).
When looking at the combined
top three selections for what drives
changes to foreign fixed income
asset allocation, the top choice
remains seeking higher returns
(50%), followed by increasing
diversification (44%) and derisking (41%). Capturing tactical
opportunities also ranked high (22%)
(See Figure 7).

FIGURE 6

What are the primary buckets
of your foreign fixed income portfolio?
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What are the primary factors driving these
foreign fixed income asset allocation changes?
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NOTE: This is a Top 3 ranked question. In a Top 3 ranked question, we asked respondents for up to 3 responses in
order of importance. Top Choice is the proportion who ranked a category as Number 1. Total Choice is the combined
proportion who ranked the category as 1, 2 or 3 (i.e. Ranked 1 + Ranked 2 + Ranked 3).

Global fixed income: broad and growing opportunity set
The ability to invest across geographies and throughout the capital structure can produce more diversified
risk-managed portfolios.
For plans that have not recognized these benefits and have not made the foray into foreign fixed income, it may be

important to realize that foreign fixed income is not as complex as it may seem and there has been tremendous growth in
Global
Fixed Income: Broad & Growing Opportunity Set
the foreign fixed income opportunity set.

GROWTH IN FIXED INCOME MARKETS
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Effective ballast in an emerging markets
LONG-TERM CUMULATIVE RETURNS IN EMERGING MARKETS
portfolio
As of 31 March 2019
Ability to invest across geographies and throughout the capital structure can produce more
diversified risk-managed portfolios

Sources: J. P. Morgan, T. Rowe Price, SIFMA, Credit Suisse. US Treasury, US ABS, US Non-Agency (CMBS & RMBS) and US Agency MBS are from SIFMA (www.sifma.org/resources/research). EMC, EMD, and US IG are
from J.P. Morgan. EML is a T. Rowe Price internal estimate of the actual investable EM Local universe. Developed Sovereigns is the BBgBarc Global Treasury and Government Related Index. Euro IG is the BBgBarc Euro
Aggregate: Credit Index. US HY, EU HY, and Loans are from Credit Suisse.
Values were converted to CAD using historical spot rates (1.2345 as of December 31, 2008 and 1.3638 as of December 31, 2018)
Bloomberg Barclays index data: Bloomberg Index Services LTD. Copyright 2019, Bloomberg Index Services Ltd. Used with permission.

As seen below, allocations to emerging markets bonds have demonstrated higher, more consistent returns over time than
1
emerging markets equities.
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Values were converted to CAD using historical spot rates (1.2345 as of December 31, 2008 and 1.3638 as of December 31, 2018).
Bloomberg Barclays index data: Bloomberg Index Services LTD. Copyright 2019, Bloomberg Index Services Ltd. Used with permission.
Source: JP Morgan, MSCI. Data analysis by T. Rowe Price. EM Bond is based on the JP Morgan EMBI Global Diversified Index.
EM Equity is based on the MSCI Emerging Markets Index.

Source: JP Morgan, MSCI. Data analysis by T. Rowe Price.
EM Debt is based on the JP Morgan EMBI Global Diversified Index. EM Equity is based on MSCI Emerging Markets Index.

n What’s next for Canadian plans?
Thinking longer term, respondents
were asked what their expected asset
allocation changes are for certain
foreign fixed income categories over the
next one to three years.
55% of respondents who reported
the category is applicable to their
situation indicated they expect some
increase to their opportunistic and
private credit (including 10% who
expect a significant increase of at least
5%), while 45% said they expect no
change.
Looking at other categories, 38%
expect increases to their long duration,
with 52% indicating no change and
9% expecting to decrease this. When
it comes to short duration, most plan
sponsors invested in this asset class
are not planning changes (86%), with
10% anticipating decreases and 5%
reporting expected increases.
Regarding investment-grade
corporate bonds, 37% indicated an
expected increase in investments, while
45% anticipate no change. Only 4%
expect a decrease.

investment policy statement (31%), lack
of knowledge and experience (31%),
and expense (31%) (See Figure 8).
For plans that don’t use currency
hedging, it isn’t as complex or costly
as they may think, and the benefits are
real. Foreign bonds often appear to yield
less than Canadian bonds at first blush,
but often can yield more when hedging
is utilized.
Of note, while investment policy
statement was 31% of respondents’ total
top three challenges, it was selected by
just 6% as their number one challenge.
Further, while being too expensive
was also cited by 31% of plans as
one of their top three challenges in
implementing foreign fixed income in
their portfolio, no respondent cited it as
their number one challenge.
These rationales listed by Canadian
plans can all be addressed through
increased education about the benefits
of foreign fixed income, which may
mean that more asset managers need
to proactively fill the gap and pass on
information to plans to help address
these hesitations (See Page 10).

A majority reported not expecting
changes to their investments in global
unconstrained bond portfolios (71%),
emerging market bonds (71%), high-yield
corporate (76%), liability-hedging portfolio
(70%) or short-term durations (86%).
Looking forward, most plans (63%)
disagreed with the statement that they
will move some domestic assets to
foreign fixed income in the next one to
three years, compared to approximately
one-third who agreed (34%).
So why are some Canadian plans still
not diversifying globally?
According to respondents who are
currently not invested in foreign fixed
income, the top challenges facing plan
sponsors with implementation of such
strategies in their portfolios are the
return is not worth the effort (19%) and
a lack of knowledge and experience
(19%), trailed closely by currency
hedging policy (16%).
While the top choice is split, when
looking at respondents’ top three
combined responses, currency-hedging
policy leads the way (38%), followed by
return not being worth the effort (34%),

FIGURE 8

In your opinion, what is the biggest challenge with implementing
foreign fixed income in your portfolio?
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n A closer look into emerging markets

In the next three to five years, do you
anticipate investing in emerging markets?
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Most plan sponsors who took the
survey (66%) don’t have fixed income
holdings in emerging markets, while
just 25% reported they do.
Compared to 3% of plans reporting
they were considering fixed income
holdings in emerging markets, when
asked directly, 31% said they are likely
to invest in emerging markets over the
next three to five years, while 51% said
not likely, and 19% were not sure or
didn’t answer. Of those who said they
are likely to invest in these markets,
the intensity is high at 22% being very
likely (See Figure 9).
Of note, 88% of respondents
that said they are likely to invest
in emerging markets over the next
three years are already invested
there, compared to 15% that are not
currently invested in these areas.
Paradoxically, as mentioned
previously, plans indicted that looking
forward, the top two fixed income
categories that offer the best riskreturn opportunities are investment
grade corporate bonds (31%) followed
by emerging market bonds (28%).
One-third (33%) of those who list
emerging market bonds as one of their
top two best risk-return opportunities
is not currently invested there.
Further evidence of the potential
benefits of emerging markets can
be seen in the ‘Cast a wider net’

Not at all likely
Not sure/No answer

38%

FIGURE 9

chart (See Page 8), where over the
past 5 years (as of 29 March 2019),
emerging market investments have
provided a much higher yield than
more traditional strategies while also
carrying an overall investment grade
rating. For example, the 2.6% yield
of the Canadian Aggregate pales in
comparison to the 4.5-6% yields from
emerging market opportunities. For
underfunded plan sponsors, this may
be a way to meet plan assumptions
with minimal to moderate increases in
risks levels, depending on the strategy
chosen.

For underfunded plan sponsors,
this may be a way to meet plan
assumptions with minimal to
moderate increases in risks levels,
depending on the strategy chosen.

Conclusion
While in the past few years, plans don’t
seem to be making drastic changes
in the fixed income space, there is an
acknowledgement of the importance
of fixed income as a tool to combat
plan challenges like volatility. Pension
executives will need to be more nimble
and adaptive moving forward, untethering
from traditional allocation bias when it
comes to Canadian fixed income.
In addition, Canadian DB Funds are
beginning their transition to global fixed
income sectors as they understand the
diversification benefits of these global
sectors. But it’s still early days.
Adding a foreign component to
plans’ fixed income portfolio can be
both a diversifier and a yield enhancer –
an opportunity set that Canadian plans
may be missing.
So what can help Canadian plans
get more comfortable with the foreign
fixed income space? Education. It’s
time for investment managers and
industry players to step up to increase
information about how foreign fixed
income can benefit Canadian plans.
Building this comfort level may help
make Canadian plans more open to
looking beyond domestic markets in
their bond portfolios.

Fixed income in action
Using fixed income for stability and cash flow in the City of Montreal
The City of Montreal has six pension
funds, with assets under management
of around $8.5 billion. The main role
fixed income plays is providing stability
to the assets, says Jacques Marleau,
deputy treasurer with the city.
Fixed income is also key to providing
a steady cash stream because the
plan is very mature and must pay large
benefits to pensioners, he adds.
The plan’s target asset mix is around
53% equities, 31% fixed income and
16% alternatives. “The main objective
with respect to that component of the
portfolio is stability, a good cash flow,
less risk I would say than some other
assets,” Marleau says.
The City of Montreal is currently
reviewing its asset mix and expects to
maintain its fixed income allocation, but
also increase alternatives. “We want
some stability [in] the pension plan
assets, but we don’t have the feeling that
with the traditional bond market we will
have enough returns, so we increased
the alternative component,” he adds.
When it comes to fixed income, the
plan is exposed to credit around the

globe. It also uses both active and passive
strategies. “Most of our government
exposure is more passive and our
corporate exposure in Canada is active,”
says Errico Cocchi, head of pension
investments and debt financing at the City
of Montreal. “And then, [let’s] call it the
satellite part, that’s where we have different
global mandates, so unconstrained, credit,
we have some private debt, we have bank
loans, we have mortgages.”
The City of Montreal plan also uses
fixed income for diversification. “The
Canadian market, especially on the credit
side, is quite narrow,” says Cocchi. “I
mean it’s very limited with diversification,
so we have banks, we have some
pipelines and there’s not a lot of diversity
in the fixed income landscape on the
corporate side. So obviously you want to
look elsewhere for diversification.”
As well, the plan acknowledges that
entering emerging markets makes sense.
“Besides the U.S., I’m not sure where
else you would go because the rates are
low everywhere else in the world except
emerging markets,” Cocchi says. “So U.S.
emerging markets would probably make

sense if you have the right managers and
you’re comfortable with the risk.”
Many plans in the survey cited lack of
expertise as a barrier to going global, but
for the City of Montreal, this isn’t an issue,
as it uses external managers instead of
managing this in house, Marleau says.
“We have a strong process to find good
managers, so for us, it was not a big issue.”
The City of Montreal plan has always
been risk-aware, says Cocchi. “I don’t
think we’re more or less, we’re really just
looking at it in a different way. . . I think
right now since we’re pretty much at the
end of a cycle, it’s important to be nimble,
to be dynamic and really know what our
portfolio is exposed to on the risk side.”
Going forward, Cocchi says private
debt might offer the best risk-return
opportunity because government bonds
are expensive and credits are tight. “Pretty
much everything is expensive right now,
so [in] the private debt space, at least you
get a little bit of pickup on the yield, but
it’s a tough environment in fixed income,
so you have to be a bit more tactical right
now and not really be a buy-and-hold
manager within the fixed income market.”

Avoiding white water turbulence with the Halifax Port ILA/HEA pension plan
For the Halifax Port ILA/HEA pension
plan, fixed income plays a role for
providing diversification, says Blair
Richards, chief executive officer of the
plan, which currently has around $57
million in assets under management.
However, he notes the weighting
to fixed income has been reduced
because of expected returns. “We don’t
need it for liquidity, we don’t need it for
return,” he says. “We actually employ it
because of its qualities with respect to
the liabilities, but the reduced allocation
has everything to do with the fact that
expected return around our duration is
less than our break-even requirements.”

The fixed income reductions have
been slow over the past 10 years,
Richards notes, and it now sits at 38%
of its asset allocation.
When the plan shifted out of fixed
income, the funds were reallocated to
alternatives, he adds. “Although we
weren’t happy with expected return,
we weren’t willing to take on the risk of
equities because we just didn’t need it
in that DB portfolio.”
Richards also made the move
from passive to active fixed income
management and keeps the plan’s
allocations mostly domestic, he says.
“We calculate the duration of our

liabilities quarterly, and we artificially
mix mid- to long-term bonds to match
that duration. So the fixed income
portion still moves in a correlated
manner with the duration of our
liabilities.”
When the foreign property rule was
eliminated, Richards says the plan
wanted to find higher returns than the
index; unconstrained fixed income was
appealing, and they were willing to swap
market risk for manager risk. “In other
words, we gave our money to people
who could go anywhere and do anything
within the fixed income space and rely
on their skill to extract a higher return out

of the same fixed income space than you
would get from a simple index product.”
However, most of the plan’s fixed
income is still Canadian. “Even though
there’s a lot of opportunity, we gave some
serious time to examining what was out
there, so [with] high yield, emerging
markets, we liked the returns [but] we didn’t
like the volatility. We concluded that we
simply didn’t need to take on that risk, that
what we were doing could be accomplished
with money that’s close to home.”
Staying close to home also eliminated
other variables from the equation, like
currency and geopolitical considerations
and volatility of returns. “I run a pension
plan, I like the smooth upward track. And
so, I’m trying to avoid categories that are
going to potentially create that,” Richards
says. “I’d love to have the higher returns
too, but I’m not willing to trade off what
could be the downside for that upside
because quite frankly I don’t need it.”
Richards also notes that high yield
isn’t appealing because of the volatility.
“Yes, we know there are places we could

make more money. But as you know,
there are two sides to that coin. You’re
going to take on more expected return,

you’re going to take on more risk. And
we simply haven’t been willing to take on
more risk, or at least not much more.”

“Yes, we know there are places we
could make more money. But as
you know, there are two sides to that
coin. You’re going to take on more
expected return, you’re going to take
on more risk. And we simply haven’t
been willing to take on more risk, or
at least not much more.”
– Blair Richards, Halifax Port ILA/HEA pension plan

Keeping its eye on the liabilities at the Bruce Power pension plan
The Bruce Power pension plan, which
has about $4.5 billion in assets, uses
fixed income as an anchor for the
pension liabilities, says Simon Fréchet,
chief investment officer at the plan.
With a 40% allocation to fixed
income, about 30% of that is allocated
to long bonds and 10% is allocated to
real return bonds.
“We’re all passive too, so we don’t
use any active investments on the
fixed income side,” he says, noting the
return-seeking assets are separate.
The plan’s approach to fixed income
has remained stable over the past
few years, with the only change being
allocating some funds to real return
bonds several years ago. “It was more
to do with our liabilities because we’re
a fully indexed plan and we saw that
there were benefits to holding some real
return bonds for the inflation protection
if you will,” he notes.
Fréchet notes that duration risk is

important to consider because if interest
rates rise, bonds with long duration will
go down, which will impact the bond
portfolio and real return funds. “But
I’m less fussed about that because
ultimately our liabilities will go down by a
greater extent.”
From a fixed income perspective,
the Bruce Power plan also is invested
fully in Canada, which Fréchet credits
to the need to match the liabilities on
a solvency basis. “As long as solvency
valuations exist, it makes more sense to
hold Canadian bonds . . . the interest
rate that’s used to discount solvency
liabilities is, I guess to a certain degree,
pegged to Canadian instruments.”
He also notes that over the long
term, the plan sponsor didn’t see the
benefit of exposing the plan to another
country’s rate cycle, currency risk and
political risk. “There’s a plethora of
additional things that we would have to
consider, which we don’t think would be

beneficial [at this point].”
At Bruce Power, they’ve always been
risk-aware, Fréchet says. “We conduct
asset-liability studies very diligently
every three years, and part of that
exercise is to understand the difference
between return seeking and non-return
seeking assets and what that means
[to the plan]. But ultimately, our assetallocation decisions are driven by our
corporate objectives. We look closely
at the pension plan’s impact on the
business, so that’s really what drives our
allocation.”
Fréchet notes the plan is shifting to
real assets, particularly a combination
of real estate and infrastructure. “We’re
actually taking the allocation 50%
out of bonds and the other half out of
equities,” he says, highlighting that
there’s probably more downside risk to
bonds in the short- to mid-term and that
the plan wants to benefit from the
de-risking exercise on the equity side.
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