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                          Pension Investment Association of Canada

                          Association canadienne des gestionnaires de fonds de retraite


August 31, 2004

Mr. Matthew Ou,

Senior Policy Consultant, Pension Division

Financial Services Commission of Ontario

5160 Yonge Street, 17th Floor, Box 85

North York ON  M2N 6L9

Dear Mr. Ou:
Re:
Proposed Risk-Based Investment Monitoring Model

The Pension Investment Association of Canada (PIAC) is the representative organization for pension plans in Canada in matters related to investment. The 136 pension plan Members of PIAC collectively manage over $600 billion in assets of more than six million beneficiaries. PIAC’s mission is “to promote the financial security of pension plan beneficiaries through sound investment policy and practices”. Clearly, PIAC’s focus on pension investment issues raises its interest in the proposed model.

PIAC’s observations are set out below in four sections; General Comments, Specific Comments on Issues to be Addressed, Comments on the Investment Information Summary and Comments on Proposed Risk Criteria.

GENERAL COMMENTS

PIAC understands the purpose of the regulatory objectives and agrees that they are laudable. Keeping the pension promise is the most important objective of any pension fund.  PIAC   supports risk-based supervision as a way to stretch the limited resources of the Financial Services Commission of Ontario (FSCO).  However, we believe that the proposed approach is an extremely inefficient and ineffective way to achieve your objectives.

PIAC agrees that it is very important for any regulator to understand that the entities being regulated are actually complying with law and regulation in their day-to-day activities. While that is true, the manner by which the regulator determines compliance must be reasonable in the circumstances and recognize industry practice. To dictate what constitutes appropriate investment policy to fiduciaries is totally inappropriate. PIAC is sympathetic to the persistent issue that FSCO faces which is the great variation in size and complexity of the pension plans it regulates. But there cannot be a “one size fits all” approach to investment monitoring, whatever the purpose.

The proposed model is far too complex, especially the risk criteria, with which PIAC has many serious concerns. We strongly believe that regulation need not dictate practice to industry participants that are fully aware of their fiduciary responsibility.

To determine whether a plan is risky or not, one must look at the interaction of the plan assets with its liabilities.  It is pointless to look at assets in isolation or relative to the investment policies of other 
pension plans.   The solvency or windup valuation represents the best available independently calculated measure of a plan's ability to pay accrued benefits in the event of a plan wind-up AND the insolvency of the plan sponsor.  The solvency calculation reflects both investment performance as well as liability and plan characteristics.

Pension plan fiduciaries invest pension assets prudently over the long-term in order to meet pension obligations, at a reasonable cost.  As such, plan sponsors do not strive to be solvent every year.  To do this would mean sacrificing the provision of a benefit to employees at a reasonable cost to shareholders in the case of corporate plans, and taxpayers in the case of public plans.   To address the disconnect between the short-term nature of the solvency calculation and the longer-term investment horizon, PIAC recommends that FSCO use the threshold that already exists in the Ontario pension regulations, namely Reg. 909 s.14. (2) & (3), as a primary screen for determining whether a plan should come under more scrutiny and file the IIS.  The existing legislation requires a pension plan to conduct an annual valuation if the solvency ratio is below 80%, or below 90% if the solvency deficit is greater than $5 million.  
 Under this approach, plans that meet the threshold would not be required to incur the time and cost to complete the Investment Information Summary (IIS).  
SPECIFIC COMMENTS ON ISSUES TO BE ADDRESSED
1.
The proposed monitoring model:

(a)
PIAC believes the proposed model is extremely inefficient and ineffective.  It would be very costly to collect data from all plans, including those that are not at risk.  It is ineffective to focus only on assets, without taking into account the plan liabilities.  Once risky plans are identified using a minimum solvency calculation, those plans should submit the detailed information requested and rationale for its investment policy. 

(b)
The proposed risk criteria are very problematic for PIAC and its Members. We have provided detailed comments below.

(c)
The answers to whether pension assets are prudently invested or not lie in asset and liability management studies that determine an appropriate investment profile to discharge the liabilities. See further detailed comments below.

2.
The proposed Investment Information Summary:

(a)
For those pension plans failing the minimum solvency threshold, PIAC  believes the IIS is designed to collect some of the appropriate information for further risk assessment purposes.  The IIS collects asset information. To determine risk, FSCO needs to look at both assets and liabilities and the plan sponsor’s ability to make additional contributions to its pension plan.

(b)
PIAC strongly supports the electronic filing of information in order to make the process more efficient.  

3.
Third party certification:

(a)
PIAC supports certification from plan administrators for the following three reasons:  1) efficiency, 2) cost-effectiveness, and 3) delivery of timely information to FSCO. Pension plan administrators already sign off on pension plan financial statements and provide OSFI with necessary certification.  Certification by auditors is extremely costly for pension plans. PIAC estimates that it could reach $30 million annually for the industry, depending upon the number of plans required to provide it.  The cost to administer defined benefit plans is already a concern to many sponsors; the proposed approach exacerbates those concerns. Information from plan administrators can be provided on a more timely basis than via auditors. Information from auditors cannot be expected earlier than six months following a fiscal year-end. 

(b)
See 3 (a). 

4.
Exemptions from monitoring requirements:

(a)
PIAC is in favour of the exemptions proposed. It is necessary to define “insured contracts” clearly making any distinction between them and pooled funds managed under an insurance contract. 

(b), (c) and (d)

Size of a plan does not determine risk.  All plans should be assessed in terms of solvency.  Additional information should only be submitted by those plans determined to be at risk.

COMMENTS ON THE INVESTMENT INFORMATION SUMMARY
Part 2  - PIAC recommends having the plan administrator certify the IIS. 

Part 5  - The size of a plan does not relate to the riskiness of the plan. As noted earlier, benefit risk cannot be assessed by looking only at the assets.  The completion of the IIS should be confined to plans that fail a minimum solvency test threshold.  

Section 5.6  - Leverage is more important than the notional value of the derivatives. 

Section 5.8  - We do not understand why this section is necessary.  Plan administrators already report all issuers that are greater than 1% of plan assets.  For greater clarity, is a pooled fund provider considered an issuer?  

Section 5.13  - The most efficient and cost-effective provider of this certification is the plan administrator.  

Section 5.15  - It will be challenging for an auditor to provide a certification relating to “related party” transactions.  

Section 5.20  - It will be very costly and difficult for the auditor to certify this.  The plan administrator will supply the certification based on information received from its trustee/custodian, fund managers, performance measurement service, etc.

Section 5.21 – It would be helpful to have an "Other" category for assets not listed above

(Venture Capital, Private Equity, alternatives, etc.)
COMMENTS ON PROPOSED RISK CRITERIA
Level 1 Screening:

Please see our foregoing comments with respect to exemptions.

Level 2 Screening:

Criteria 2.1.1 through 2.1.9 all address compliance with law, regulation and industry practice. PIAC believes that any breach of these criteria is a serious matter and requires the attention of the regulator. We see no reason to assign primary points.

Chart 2.2 – Secondary Risk Criteria.

2.2.1 
The asset mix of a pension plan is generally established by conducting an asset/liability study involving the pension plan’s consultant using data provided by the plan’s actuary.  The optimum asset mix is derived after a great deal of analysis of the plan’s specific liability structure, membership profile and risk tolerance.  A one-size fits all asset mix does not exist and is not prudent from a fiduciary perspective.  The fiduciary (plan administrator) is responsible for managing the assets based on the plan’s own liability structure and risk tolerance and not that of the median pension plan in a survey.  It would be difficult to argue before a court that a pension plan’s asset mix was based on the median asset mix without any relationship to its own liabilities.  A plan could be faulted for not taking enough risk in order to meet its pension obligations.  The important factor about risk is its management and not its avoidance.

Real estate is an investment vehicle that has both fixed income and equity-like characteristics.  It would not be prudent to assume that a pension plan is investing in real estate only for the capital appreciation.  Many plans invest in real estate as an inflation hedge because their benefit payments are linked to inflation.  They also invest in real estate for the steady cash flow that is generated.  Therefore, real estate should not be categorized with equities.

Therefore, this risk criterion is not appropriate or applicable.

2.2.2
Pension plans are long term in nature.  Pension plans attempt to match the duration of the assets with the duration of the liabilities.  Longer-term investments are used to help match liabilities.  Liquidity is plan specific.  Some pension plans require a great deal of liquidity due to high pension payments relative to contributions while others have very modest pension payments relative to contributions.  Illiquidity of an investment is attractive to those pension plans that do not have short term cash needs because these investments provide an investment premium as a result of the illiquidity feature.  Large valuation swings can also be caused in the public markets.  An example of this is the S&P/TSX returning +26.7% in 2003 and –12.4% in 2002 – a 39.1% swing in returns over a one- year period.  

Therefore, this risk criterion is not appropriate or applicable.
2.2.3
Investments made in resource properties are undertaken to meet specific objectives and require no different an approach to risk management than do investments in real estate, venture capital or private equity. Therefore, our comments in 2.2.2 and 2.2.4 are also valid for this criterion.

Therefore, this risk criterion is not appropriate or applicable.
2.2.4
Investments are selected based on risk tolerance, ability to manage the investment and liabilities.  An assumption cannot be made about the plan administrator’s ability to manage an investment based on the amount invested in venture capital and private placements.

Therefore, this risk criterion is not appropriate or applicable.

2.2.5
This criterion is redundant as its elements have been addressed in 2.2.2 through 2.2.4.  Our responses to 2.2.2 through 2.2.4 apply here and nothing is changed because the aggregate of these investments exceeds 10%.

Therefore, this risk criterion is not appropriate or applicable

2.2.6
The federal investment rules clearly stipulate that no more than 10% of a fund’s assets, based on book value, may be invested in any one security.  Pension plans should NOT be penalized by having some smaller percentage of their assets invested in a single security.  If FSCO considers a 5% allocation to any one single issuer to be a good early warning system, that is fine but it certainly does not justify immediate review based on excessive risk.

Therefore, this risk criterion is not appropriate or applicable.

2.2.7
Our issue with this criterion is that asset mix outside the SIP&P intended range can, and often is, market driven. It is not appropriate to penalize a plan for such an event but it is important to understand that the pension plan has an action plan in place to rebalance the portfolio.

Therefore, this risk criterion is not appropriate or applicable.

2.2.8
Comparison of plan returns to a median return is inappropriate since the median pension plan is not responsible for paying the benefits of the pension plan in question.  The median pension plan will likely display a different liability structure, plan sponsor financial strength and risk tolerance level.  

The appropriate benchmark is the benchmark created to match the asset mix policy of the plan or a proxy for the plan’s liabilities.    The CFA Institute defines a benchmark as:

· Unambiguous – benchmarks should be freely published and available in the public domain; component securities and their weights should be clearly identifiable.

· Investible – it should be possible to replicate and invest in the benchmark.

· Measurable – benchmark returns should be calculated and available on a frequent and predictable schedule.

· Appropriate – the benchmark should be consistent with the plan’s investment style and objectives.

· Reflective of Current Investment Opinions – the pension plan to be measured should have knowledge of the securities that compose the benchmark.

· Specified in Advance – the benchmark should be defined and accepted by the pension plan prior to their evaluation.

The median benchmark return as proposed by FSCO does not have any of the above characteristics and is therefore inappropriate. If a pension plan does not meet the proposed minimum solvency test, PIAC would support including the nature of the benchmark on the IIS.  

Returns above or below the pension plan’s benchmark are not necessarily indicative of a problem.  A plan administrator only needs to understand why returns are different from their plan benchmark.

Therefore, this risk criterion is not appropriate or applicable.

.

2.2.9
No issue with this risk criterion. This criterion is the same as all those in Chart 2.1.

2.2.10
No issue with this risk criterion. This criterion is the same as all those in Chart 2.1.

2.2.11
No issue with this risk criterion. This criterion is essentially the same as all those in Chart 2.1.

2.2.12 to 2.2.14

These Sections all address derivatives in a similar way.  As stated in the rationale for 2.2.12, “Derivatives are a very valuable tool for modifying asset mix since they are cost effective, efficient, and easy to use.”   Based on this statement, an argument could be made that a pension plan should be asked to justify not using derivatives to achieve lower costs.  The point of this counter-argument is that there is no one solution that fits all pension plans. The concerns about fund leverage (not the notional amount of derivatives) and non-compliance with the SIPP are valid.  The concern about the general use of derivatives is not valid. The fact is, the use of derivatives is a valuable risk management tool.  

2.2.15
The use of a benchmark (SEI Survey of Fees, 1997) that is 7 years old is no longer relevant.  Cost Effective Measurement Inc. (CEM) of Toronto annually produces a Canadian universe average cost for pension plans that is a widely accepted industry benchmark.  Many PIAC Members participate in this survey for their own monitoring purposes and we recommend CEM’s methodology to FSCO.
Comparison of costs between pension plans are virtually meaningless because differences in cost are almost always due to differences in fund size, complexity, asset mix and investment style.  The number of managers used by a pension plan will impact cost.  Differences in investment style such as internal versus external and passive versus active will impact cost.  Being high or low cost is neither good nor bad and, in any case, this criterion has no relevance to risk.  

Therefore, this risk criterion is not appropriate or applicable.

2.2.16
How will it be decided if a plan has the requisite expertise to make direct investment decisions?  Is an investment manager with a staff of three people better qualified to manage assets than a plan sponsor with a staff of three people?  The threshold of $10 billion, before a pension fund can be seen to be adequately sophisticated so as to make investment decisions internally, is outlandishly high. What should be of greater concern are pension funds smaller than $50 million attempting to conduct a sophisticated internal investment program.

Therefore, this risk criterion is not appropriate or applicable.

2.2.17
Asset mix and investment strategy of a pension plan is not something that should be dictated by regulation.  Each plan is unique and a single investment strategy does not exist.  Requiring pension plans to follow a strategy that requires a specific minimum investment in debt securities violates the fiduciary’s responsibility to manage the assets prudently. 

Therefore, this risk criterion is not appropriate or applicable.

2.2.18
While we agree that a minimum solvency test should be used as a primary screen, FSCO needs to be aware that plans will routinely be under-funded on a solvency basis:

· Low interest rates cause the value of liabilities to increase at a rate faster than the rate of increase in the value of assets.  
· Change in plan experience can cause liabilities to increase and create an under-funded position.  An example of this would be employees retiring earlier than the actuary had projected based on past experience.  

Increasing benefits will impact the liabilities.  It is prudent for a plan sponsor to monitor the unfunded position and to understand how the position was created.  
STAGE 3 REVIEW
PIAC welcomes the discussion of the prudent person rule and is pleased with the obvious understanding of the underlying principles. For example, we quote from the Consultation Paper at page 8, “In general terms, the prudent person rule is a standard that measures a course of conduct and not an investment outcome.” Later on that same page the following is found, “It has also become understood that the quality of investment management should not be judged based on investment outcome, but on the process undertaken in making the investment management decisions that produced the outcome.” PIAC strongly supports this approach and believes that all cases where the data filed in the IIS is not consistent with good practice, the process by which the relevant pension plans made the decisions be examined and recommendations made. We do not believe that it is necessary to collect additional ‘outcome’-oriented data. It is the practices of the pension plans that need to be reviewed and commented on.

CONCLUSION
PIAC believes that the risk-based investment monitoring proposal has merit but that the process being proposed is much too complex, arbitrary in the assignment of scores to criteria and costly to comply in the manner suggested. As discussed earlier, PIAC suggests that the compliance process should be reasonable in both data collection and in cost. It should be clear that PIAC does not think that the proposed criteria in Appendix C are appropriate and that the scoring proposed is entirely inappropriate. The scoring could lead to some large and very capably managed pension funds being identified as requiring review because some of their activities have been determined by FSCO’s proposed criteria to be risky. We do not believe that this is the result FSCO expects from this process but, rather, the identification of plans that are not following a prudent process is what is being sought. FSCO needs to concentrate only on those pension plans that really do require some attention and assistance. As such, a minimum   solvency test is proposed to screen potentially risky plans.  Once these plans have been identified, FSCO can obtain required information from them, focusing on rationale for poor solvency positions and plan sponsor’s ability to correct the situation within the 5 year regulatory timeframe.

We will be pleased to discuss any of these comments with you and assist, in any way we can, to make this process as efficient and effective as possible.

Respectfully submitted on behalf of Members of the Pension Investment Association of Canada,

Original signed.
Terri Troy, Chair
Investment Practices Committee
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