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Moderator Dean A. Newell:Well, if there’s consensus I will hopefully begin the session. I thank some of you for
taking me up on the offer to move from the back to the front. There still are more seats at the front if you’d like
to move up. I know that we’re in a long and narrow room so to be able to see the slides for those of you at the back
that do want to move forward, please feel free to do so.

My name is Dean Newell. I’m the Moderator for this session. We’ve been able to get two great speakers for
this topic.

First I have Stephen Bonnar. Mr. Bonnar has been with Towers Perrin for over 25 years and is a Principal in
the Toronto office. He has extensive background in actuarial and employee benefit consulting helping a wide
variety of employers in the design, administration, communication, financing and investment of their pension
plans. With his assumption in 1996 of the practice leadership responsibilities for retirement financial management,
Mr. Bonnar focused on setting Towers Perrin’s Canadian strategy for advising clients on managing the financial
risks of their pension plans. In 2001, he assumed interim management of UK Asset Consulting Services. In this
position Mr. Bonnar was responsible for strategic review of the services provided by the practice as well as increasing
the staffing of the practice.

On his return to Canada in mid-2002, Mr. Bonnar assumed responsibilities for managing large client
relationships, has responsibilities of retirement financial management in Canada, and is a frequent speaker on
pension financing issues. Most recently, he has co-authored Towers Perrin’s White Paper on How to Rejuvenate
Canada’s Pension System to Accommodate the Realities of the 21st Century. Mr. Bonnar is a Fellow of both the
Canadian Institute of Actuaries and The Society of Actuaries. He also has his CFA designation.

Before I pass off the mike to Mr. Bonnar, I will also introduce Michel Rhéaume. Michel Rhéaume is a Portfolio
Manager at Phillips Hager & North. He is responsible for day-to-day relationship and management of assets for
institutional clients including corporations, pension funds and non-profit organizations. Prior to joining Phillips
Hager & North in 2001, he was a Senior Investment Consultant at a major multinational investment consulting
firm where he was responsible for assisting institutional clients in all aspects of investment manager selection, asset
allocation, portfolio structure, and performance monitoring. Michel is a Fellow of the Canadian Institute of
Actuaries, a Fellow of The Society of Actuaries, and I also believe a CFA and a MBA.

I will remind you one final time to turn off your Blackberries and cell phones, and I’ll pass the floor off to
Stephen Bonnar.



Speaker Stephen Bonnar: Thanks Dean. As I was listening to that introduction and the number of years that
were included in that, I just got to feeling really old at that point so hopefully this can rejuvenate me.

The way we’ve structured it between Michel and me is I’m going to talk a little bit about, at a high level, the

general thought process around dealing with frozen plans. And then he’s going to talk some more about the detailed
implementation issues. So that’s how we’ve split the time today. Probably going to be about half an hour or so each
so we’ll have time for questions at the end. And I apologize for this, if I had realized the set-up of the room, this
slide might be somewhat more legible for those of you beyond the first row or two. Regardless, it’s mostly a
mechanism for keeping me on pace.

In general, defined benefit plans expose sponsors to cash flow issues, income risk with respect to their income
statement and balance sheet risk. And a way to think about it is once a sponsor decides to freeze a plan, even if it’s
a soft freeze, it’s an implicit decision that they’re going to wind-up that defined benefit plan at some point. It
might be in 50 days, or it might be in 50 years. The point is that the decision has been made strategically to move
out of that form of pension benefit provision. And so there needs to be some thought given to what the right end-
game strategy should be for that kind of a plan, and that process, we’re talking about…. The process for thinking
about that is really what I’m going to try and take you through. Think about an approach for dynamically exiting
the plan because it’s highly unlikely, certainly in the current economic environment, that any organization with
even a closed or inactive plan is going to be in a position to wind it up in a short-term right now.

So, what this does down at the bottom, which I think is important, and is clearly going to be illegible because
I can barely read it on the screen, is that the desired outcome is a pension risk management policy that’s consistent
with a corporate or sponsor’s financial objectives that ultimately leads to an exit from plan sponsorship while
addressing interim risk tolerances and constraints. So that’s what we’re trying to achieve and the question is, how
should we be thinking about that and how do we get there?

So, risk overview. And I’m really going to thank the CIA for the colour scheme on this particular set of
templates because it doesn’t unfortunately work with this. As you can imagine, this presentation was not first
developed for this particular venue and it looked nicer in a different colour scheme. Regardless, pension financial
management strategy should look like this, kind of. You should think about these kinds of points here. What are
the pension risks that you’re exposed to? What are the pension implications of those risks? And what are the
business implications? The implications on the sponsor. And I’m going to be quite clear here, I’m going to be
focussing much more so on private sector pension plan sponsors. Public sector plans tend not to wind-up.

As you think of the direction of the arrows, that pension risk eventually manifests itself in the business. It needs
to be managed working in that reverse direction. You need to figure out what’s important for the business, and I’ll
take you through that in a little more detail. What’s important for the business? Is it cash? Is it expenses? Is it
balance sheet? Is it some combination of all of those? And recognizing the limits within which you’d like to manage
the finances of the plan and then work back to figuring out what needs to happen within the pension plan to
achieve those goals.

What are the risks? What are the pension risks that we’re taking on? We’re taking on market risk, the fact that
assets and liabilities aren’t moving together. Largely, you can think of this as equity risk but it’s basically anything
that’s invested in the pension plan that doesn’t sort of remotely move in the same fashion as the liabilities. A typical
pension plan also takes on exposure, net exposure to interest rate and inflation risk. There is a way to deal with
that on the fixed income side and to a certain extent I believe Michel is going to talk to that point, but that’s sort
of the second key or main risk. The other risks aren’t investment related but they’re just as important.

Demographic risks. The fact that folks don’t die as neatly and cleanly as we assume. They don’t necessarily retire
exactly when we assume. We’ve got embedded options sitting within the pension plan. Not just options for a plan
participant’s choice as to when to retire, but having terminated whether they choose pension or lump sum.

Regulatory risks. We’ve got an environment that’s going to be relatively painful coming up soon where we need
to contribute significant amounts to pension plans that are underwater over relatively short periods of time. And
sponsors potentially lose control over surplus assets that might emerge to the extent that some of those contributions
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prove not to be necessary. That’s a risk that should be acknowledged, should be managed within obviously fiduciary
responsibilities of the sponsor.

And there’s ongoing operational risks. The fact that you need to continue to administer the plan. You need

to calculate benefits and the like. So those are all of the various risks in the pension plan. What are the implications?
And these are mostly just financial implications. I’m going to focus on those since that’s sort of the purpose here.

You’ve got volatility in funded status. The assets aren’t moving like the liabilities, at least in the typical pension
plan. That has implications for cash contributions and when this presentation was developed, which was for earlier
this year, we were only seeing part of the implications there. Materially larger implications today, also implications
on corporate balance sheets. Those organizations that follow either U.S. or international GAAP in essence reflect
the pension plan surplus, or deficit one way or another on their balance sheet. We’re not there yet under Canadian
GAAP accounting, but we will be there shortly. And that has implications potentially for debt covenants of the
sponsor. Certainly for financial analysts reviewing financial leverage ratios of organizations.

I talked a little bit about this before, required contributions appropriately so, requiring fairly aggressive funding
of deficits to preserve security for the benefits promised to plan participants. But again, to the extent that those
contributions prove not to be necessary at some point in the future, lack of control over emerging surpluses and
typically when I talk to plan sponsors about this, it’s kind of like thinking that dollars of deficit are worth a 100
cents but dollars of surplus are worth something less than that. You can have a philosophical debate as to exactly
how much less it is, but it’s pretty clear that you’re not necessarily, as a sponsor, going to get full usage over
contributions that were made in good faith that prove at some point not to be needed.

Pension expense. Affects reporting to shareholders. And that’s fairly obvious, but what may or may not be
obvious is that it tends to have a different trend over time then other items in the income statement, and that’s an
important thing to think about and manage. Consider this, if all of the assumptions work out as we assume, if there
are no plan amendments made, pension expense will trend downward over time and most of everything else on
the income statement will be trending upward over time. At least with a successful organization. That’s an extreme
mismatch, and not at all what the typical organization would prefer, and it’s useful to think about that in this
context. Perhaps not in the immediate environment, but in more normal times, it actually provides an argument
for taking less investment risk in the pension plan with a view to spending some of that downward trend to provide
a more level trend and taking some financial risk off the table.

What are the business implications? I hope at least that you can see this chart. It’s a relatively simple chart and
it’s just meant to be a useful sort of tool for thinking about things. You can think of this vertical axis as – well it’s
labelled as growth and contraction. It’s comparable perhaps to good equity markets and poor equity markets. You
can think of the horizontal axis, it’s labelled inflation/deflation. You can also think of that as high yields and low
yields. It’s not meant to be a perfect representation. You think of the circumstances for the pension plan. You’re
struggling pretty mightily if you’re down in this quadrant and you’re pretty happy if you’re up in that quadrant.
And it’s kind of a bit of good news and bad news in the other two quadrants. It’s useful for organizations to think
about their businesses in those kinds of economic environments and how that fits into the risk that they can take
within the pension plan in those environments. Nothing more grand than that. But I think that of all of the work
that I do just putting this kind of a chart in front of a plan sponsor, often the light goes on. They say, “Oh, that’s
an interesting way to look at it.” And it’s an effective way for managing the finances of the plan, or to think about
managing the finances of the plan.

I’ll take you forward through a way of thinking about a decision tree through exit. Because what I’ve talked
about so far largely applies to almost any plan whether it’s closed or not. It’s just a general useful framework for
thinking about plan financing. Here is a useful framework for thinking about developing a directional strategy for
exiting the plan. And again, I don’t know how legible this is beyond the first couple of rows so let me just take you
through this. There are three areas that you need to think about in terms of assessing the timing of exit. Am I
prepared operationally to exit today? So in that, nothing to do with finances. I mean, do I still have a whole lot of
embedded options, inactive participants, like closed active participants, ongoing accruals? Can I physically pay these
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people out? Do I have the administrative abilities to do that? Just housekeeping. Am I prepared operationally to
exit today?

Then more financially, am I prepared to accept the accounting implications of exit today? And I was kind of

thinking earlier this year that organizations were getting closer and closer to being able to accept the accounting
implications of those. Of settlement charges in the event of purchasing annuities or any kind of full settlement were
coming down as some of the investment gains were offsetting the losses that happened in the early part of this
decade. And that’s since been unwound to a fair extent.

Just as an aside, I don’t think we’re necessarily going to see a significant deterioration in the accounting financial
status of pension plans. I think the bad news that the typical plan will have seen year to date will have been largely
offset by rising yields that are used for discounting on the pension plan side. Largely because credit spreads have
widened dramatically. It’s not really affecting the actual cost of the plan, the actual amount of money that you would
need to settle benefit, but it does affect the recognition on corporate financial statements.

And that kind of leads us into the last point. Are you prepared to accept the economic implications of plan
settlement today? Of exit today? And largely, not completely, but largely that has the financial status of the plan
on an economic basis, a typical plan will have deteriorated dramatically through the year, this year. And so, if the
answers are yes all the way through there and you have an effective way of actually getting out of the plan, that
kind of leads you to short-term exit. And that sounds nice and simple except I think in the current environment
they’re going to be virtually no plans that are in a position to be able to do that.

So if we can’t do that today, then let’s start thinking about what we can do over what time periods. Over a
medium term time period, say five to seven years, and if that’s not doable, then over a long term time period. And
if you’re going to be thinking about these two particular time periods, you actually need a directional strategy. You’re
not going to do nothing. Well, you might but it’s probably inappropriate to do nothing until the point where you
want to pull the trigger on complete exit from the plan.

So what are the kinds of things that can be done? This slide is the same as the previous slide except for the
fact that it’s got certain strategies around different exit timings. And by the way, just to step back from this, these
alternatives are alternatives that exist potentially anywhere in the world. They don’t necessarily work in Canada but
I’ve left some of these examples in here because I thought it might be useful just to consider things that may not
have been implemented yet in Canada, but might prove useful. So particularly on the short term exit side you’ve
got obviously, annuitization, termination. You wind up the plan, you pay out cash to people’s RRSPs and you pay
out cash to an insurance company to buy annuities and you’re done with it. At corporate transaction down at the
bottom there’s in all fairness not been a lot of interest in that in Canada, and I’ve had different discussions with
different folks as to whether it actually might be doable in Canada. But there are a couple of those transactions
that took place in the UK where prior to the credit crisis, basically a couple of sponsors dropped a pension plan
into a shell subsidiary together with some money. Either money or surplus that existed in the plan and sold that
business to a financial institution. In essence, it’s really no different than an annuitization, other than the regulatory
oversight is different. You potentially get some arbitrage on use of capital within a non-insurance company financial
institution versus use of capital within an insurance company. It happened to be financially advantageous for a
couple of organizations in the UK.

Moving over to the medium term timeframe, you can think of partial exit. Any of these things, whatever is
available on full exit, more or less is available on partial exit. More importantly on an investment standpoint, you
can choose to take interest rate risk off the table either through immunization or through some kind of LDI
strategy, liability driven investment strategy. And again, I’m not going to get into the details of that, I’m assuming
Michel will talk more to that. Or you might just move dynamically and I’ll show an example of that on the next
page. I think a dynamic asset allocation not sort of tactically moving asset allocation based on views of the market,
but more strategically moving asset allocation over time based on fixed trigger points. And if it’s a long term exit,
it’s basically like an open plan. You have return generating strategies, also dynamic allocation. You can think of ways
to reduce tail risk, in say equity performance. There are a number of things that can be done there by selling some



of the downside, sorry, by protecting yourself against some of the downside by potentially selling some of the
upside in terms of equity performance.

This again, it’s not earth shattering but it’s a useful way to think about a dynamic way to exit. If your goal is

to settle all obligations over time to get here and you’ve got your typical 60/40 asset mix and you’ve got all the plan’s
obligations, think about the various types of obligations you have. You’ve got retirees, you’ve got term vesteds,
you’ve got active obligations. How and what would the trigger points be to get you out of those obligations over
time. And on the other part of the matrix, you’ve got interest rate risk and equity risk and what should the triggers
be? Typically they’re triggers in terms of funded position of the plan to reduce interest rate risk by extending
duration. By using derivatives to better match the liabilities’ sensitivity to interest rates, and similarly reducing
equity risk. Obviously, this comes with trade-off. You reduce equity risk, you increase your expected cost. Not
necessarily your actual cost and the last couple of months kind of demonstrates the difference between expectations
and actuals.

So how do you think this through? What’s the best approach to thinking this through? Actually, that looks
more legible up there than I can see on my screen here. Again, no magic, just a relatively disciplined process to think
about the issues around directional strategy. What’s the time frame within which I’m going to exit? What are the
things that I need to protect against with respect to the financials of the sponsoring corporation? So directionally,
what are the approaches that sound most attractive? So that’s kind of the first step. And then tactically, what can
I do in the short term to achieve those? What specifically are the actions I want to take at some point to reduce
risk, to exit this plan? And what are the specific trigger points for taking those actions? Recognizing that if you’re
just sitting around saying, “Hmm, this period might be a good trigger point for something,” your decision making
process is not going to be instantaneous at that point. What this does is, it kind of gets you to a point where you
make a decision making process for the next five, ten years that you review periodically. That allows you to make
decisions quickly at the right time. And then you actually establish and set up an implementation plan and a
governance process to oversee that plan so you can make the decisions when you hit those trigger points, and then
there is monitoring, if necessary. Obviously if you’re winding-up the plan in total, future monitoring isn’t going
to be that necessary. But if you’re not, it’s vital to figure out whether you’re at a trigger point or whether you’re
approaching a trigger point.

So some of the key messages here. Identify the risk. Particularly the sponsoring organization. What’s their
implication of reflecting a very large pension deficit on their balance sheet? What’s that going to do to financial
analyst views of the company? What’s that going to do to credit rating agency views of the company. Identify those
risks and then manage to those risks by thinking through and establishing an appropriate exit strategy with trigger
points along the way. The point is, if it is along the way, it needs to be monitored very effectively to see when you’re
going to be approaching those trigger points to be able to make decisions quickly at that point in the future. The
message at the bottom, that’s not perhaps as legible as it might be, basically don’t allow a lack of planning to let a
pension plan wreak havoc on the financial statements of the sponsoring employer.

Are we going to have questions at the end, or now? What’s your thought?

Moderator Newell: I would save them until the end. Unless anyone has the desire to ask a question now. We’ll
save them for the end.

Speaker Michel Rhéaume:Good morning. If some of you tried to look at the presentation last week, I apologize,
I was a little bit late. Hopefully you took a look this week to get a copy of it. My name is Michel Rhéaume. I guess
with my name and now listening to me for a few seconds, I’m sure you know that I’m Francophone. I will still do
this presentation in English. I’m sure translators could do a very, very good job but just for the benefit of everybody,
it’s probably just easier if I do it in English. Having said that, if some people want to ask questions in French at
the end I will make sure that I answer them in French.
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So what I would like to do this morning is just talk a little bit about consulting to close defined benefit pension
plans. I think Steve really showed a big picture and what I want to do is I want to go into a little bit more detail
as to what kind of investment strategy we could be contemplating for closed defined benefit plans.

But before I do that, I just want to step back a little bit, talk about the investment strategy, or the
characteristics, or issues in managing assets and asset liability framework. And then we’ll take it to the particularities
of a closed defined benefit pension plan. Then we’ll construct an investment strategy. I will show you an example
of something that could be done, and obviously we’ll have to talk about benchmarking and tracking because we
want to make sure that this investment program stays on track to meet the objectives. And then we will conclude.

Again, so if we do step back, and sorry at the risk of stating the obvious, the only reason why you have a pool
of assets, the only reason why you have pension asset is really to cover the liabilities. It’s to cover the future benefits
that you have promised. It will make sense to manage these assets in line with the liabilities whether the regulators
have implicitly or explicitly made that statement. As you know, all pension plans have to have an investment policy
statement and one of the requirements in the investment policy statement is to provide some characteristics as to
the liabilities. And the reason why it’s there is probably because the assets should be managed with a look as to what’s
happening, on the liability side.

But ultimately the objective should be to build a portfolio that has a fairly high correlation with the liability
growth. Unfortunately, I think that quite often the delivery of mismatch could be quite extreme, but at the end
of the day you want asset growth to exceed the liability growth. And risk is not a standard deviation of the returns
really, but risk is really in the context of the expected return opportunities that a specific investment or asset class
could provide in excess of the liability growth.

I think there is no question, I think we all agree, that going concern pension plans have a long investment
horizon. Even the retired members are there for 20 years or more. Some active members might actually be there
for the next 70 to 75 years. There will always be a little bit of turnover, there’s no question about that, but the long
time horizon essentially means the ability to take risk. The only thing I would stress is that yes, maybe you have a
very, very long term horizon for a going concern pension plan but every three years you have that actuarial valuation
that needs to be done. So maybe horizon is not really 70 years, or 100 years, but it might be more like three years.

So how much risk? How much risk can a pension plan afford or take? I think it boils down to two things.
What’s your ability to take risk? And what’s your willingness to take risk? Again, everything being equal. If you have
a pension plan with a funded ratio of 200%, there is probably more ability to take risk than a pension plan with
a funded ratio of 50%. And what’s the ability to increase contributions? And unfortunately markets today are very
difficult but those aren’t the real tests unfortunately. If you’re in the automobile industry, if you have to double,
triple, quadruple your contributions they might say, “We can’t do that.” Same thing with the pulp and paper.
Maybe the degree of risk that was taken was too high. And also potentially the ability to reduce the benefits is one
option. But even if it is an option, let’s say a multi-employer pension plan, is probably the last option available.
So that’s the ability to take the risk.

Then there’s the question of willingness. If you’re VP Finance, you might say, “You know what, I just don’t
like the volatility in the contribution for my pension expense. And as a result of that I will have a more conservative
portfolio.” And what’s the strength of those beliefs? And what’s your willingness to bring bad news to your board
or to your members? Obviously if your funded ratio moved from 95% to 105% I’m sure if you’re the VP Finance
you’re quite happy to bring that news. But when it goes from 95% to 80%.

So at the end of the day, whether it’s an open, ongoing pension plan or a closed pension plan, there’s the
ability and the willingness to take risk. And I think right now we’re going to see the same way as we’ve seen in 2002.
Now we’re going to see plan sponsors looking at this and saying, “Maybe I took a little bit more risk than I was
comfortable with.” The real danger is for plan sponsors who don’t have the ability to take risk but they have the
willingness to take risk.

So let’s talk a little bit about closed defined benefit pension plans. And again, a lot of similarities between going
concern and closed defined benefit pension plans. What I mean here by closed defined benefit pensions plans, and



again, I don’t know if there is really a standard definition here, but whether it’s closed to new member but existing
members continue to accrue services or whether or not the service has been frozen I think my comments are kind
of appropriate in both cases.

Even closed defined benefit pension plans, the liability or the benefits could be paid over a very long time
period. The shape of these benefit payments will probably have this, as more and more active members become
retired. But at some point people pass away faster but usually if you have a pension plan that’s fully funded,
obviously you would be probably net cash flow out. There would be more money going out than coming in.

So in the case of a going concern pension plan it’s always a little bit difficult because you try to develop an
investment strategy, but you’re kind of chasing two moving targets that tend to move very differently. One being
your going concern liabilities, the other one being your solvency liabilities. I think what has been done in the past
was depending on the market condition, one will have a bigger impact on the contribution of the plan sponsor.
So you tend to focus a little bit more on that one. Things might change over time and some people might even
argue that the real liabilities of the pension plan is somewhere other than the solvency liabilities and the going
concern liabilities.

However, when you deal with a closed defined benefit pension plan, especially as the plan gets older and
older, or more mature, I would say that the past and the future obligations tend to be better known. And when
they are better known then it’s much easier to develop an investment strategy that will meet the objective of the
plan sponsor. And it’s also easier to develop a benchmark or some kind of tracking to make sure that the investment
program worked as expected.

Is the investment horizon short or long? Well, it depends what you are trying to achieve. If you really have in
mind that you have this plan, it’s frozen and you’re probably going to keep it for the next 75 years or so, until the
last person passes away and hopefully you’re still going to have some assets left. So I would say you probably have
a long horizon but I would think in many cases the ultimate goal will be to annuitize the pension plan. So obviously
in that case, if your horizon is fairly short, you have to be careful with your investment strategy and your ability
and willingness to take risk.

You have to also be aware that potentially it’s going to be more money going out than coming in. So when
you get in a little bit of a tough time, like we’re in right now, you have less assets at some point to make up for that
shortfall. Over time the mortality risk will probably become more and more important for the pension plan and
obviously the investment strategy will not be able to deal with that.

So what can we do? Well there is a wide range of opportunity all with very, very different risk and return
characteristics. At one end of the spectrum – and I’m not saying this to me is the safest investment – you could have
a very good cash flow match. You get a projection of the future benefit payment, you build a portfolio of, let’s say
of Government of Canada Bonds, that will match the timing of your expected cash payment. The problem with
that is that you will need a lot of zero coupon bonds, less liquid, a little more difficult to implement. And you have
to be careful with Government of Canada Bonds because if, at the end of the day, you’re goal is to annuitize this
pension plan, you might be lacking the growth of your liabilities based on quotes from insurance companies.

So that’s one strategy and I’m not saying that I will talk about every single one of them but another one might
say, “You know what, we don’t need that perfect of a match, we could have some kind of duration match.” We have
to be careful with that because you may have a 15 year duration, let’s say for your defined benefit plan, you could
create thousands of different portfolios having very, very different risk characteristics on the interest rate side.
What you could do is you could segment the yield curve into smaller parts. You could say, “For my next three years
of benefit payment, what’s the duration of this?” And then build a portfolio that will have very similar duration
to this. And then same thing from year three to year six, for example, what’s the duration of these benefit payments,
and then build a portfolio that will match that. And as the gap gets smaller and smaller, it gets much closer to the
cash flow match. Or, at the end of the day you could just have a balanced portfolio. The typical balanced portfolio,
if you look at pooled funds tend to be 60% equities, 40% fixed income. Maybe you don’t want 60% equities,
maybe you just want 10 or 20%.
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So now we are developing an investment strategy. You want something that will give you a little better return
than the liability growth for example. So where can you find your risk exposure? Well, one of them could be the
interest rate risk. And again, it could be at the policy level. The plan sponsor could say, “You know what? I think

short term bonds will out perform long term bonds.” Even though the duration of my liabilities – let’s say it’s 15
years, I’m still going to be invested in a Universe bond mandate duration of six years. Big interest rate, mismatch.
And actually, that’s what the majority of pension plans are doing on a going concern basis.

Or someone could say, “At the policy level, I want something much closer to the duration of my liabilities,”
and again let’s just use 15 years, “but I will let the manager actively manage the interest rate risk within a defined
range.” It could be plus or minus a quarter, it could plus or minus half, plus or minus one, plus or minus three, it
could be anything. For us, we feel interest rate risk is what we call a low quality alpha, alpha being potential value
added. It’s just because it seems to be like a zero sum game when other strategies might win a little more often.

Credit risk being one of them. You might decide that I don’t need to have all my money in Government of
Canada Bonds. What about Provincial Bonds? Actually today there seem to be some aberrations in the market,
but long Ontario bonds give you a full 1% higher yield than a Government of Canada bond. It could be appealing.

What about high quality corporate? You probably don’t want corporate bonds like 20 or 30 year corporate
bonds but what about five year corporate? Financials for example, they give you 300 basis points over Government
of Canada today.

What about liquidity risk? You might say, “You know if I invest in less liquid securities, assuming that I don’t
plan to necessarily sell them over the near term, maybe I could capture liquidity premium.” Mortgages for example
are a good example.

At the end of the day also there is an equity risk. I’m not saying everything needs to be invested in bonds, but
someone might say, “Let’s invest in equities.” Should it be something like the TSX Composite Index or mandate
managed around that? Maybe. But what about if you create an equity portfolio that tends to have a higher
correlation with your liabilities? I’m not talking about correlation of 90% here.

But what about instead of having the Research in Motion, the potash, the energy stocks, what if we created
an equity portfolio that tend to have higher correlation like utilities, financials or high yielding stocks? With high
dividend yield. These stocks will tend to have a higher correlation so that’s where you could avoid, to a certain
extent, and don’t get me wrong, it’s still very volatile here, you could reduce the potential of what we call a perfect
storm. Do we have a perfect storm today? I don’t know. Did we have it six years ago? I would say we probably did.
Equity markets were taking a beating, well, you know all of that. Equity markets taking a beating, interest rates
were coming down. And again, you get recessions so you get all this bad news that you have to give to your clients
at a time when they just can’t increase their contributions. Or, like Steve was saying, that rating agencies now are
saying, “Oh, the pension plan, the deficit on the pension plan now is worth 3 years of profitability and as a result
of that, you’re rating isn’t A anymore, it becomes triple B.” That means the debt becomes more expensive. All
these things all fuel each other.

So what do you do? Well, first of all the actuary comes into play and the actuary would estimate what’s the
future benefit payments? And I would say the best estimate. Forget about insolvency valuation but the best
estimate as to the timing of the future benefit payment and expenses. Then we would discount these portfolios
using the Government of Canada and someone could say we could use Provincial. But let’s say the Government
of Canada spot rate. And that becomes what I would call my minimum risk portfolio. I’ve created a portfolio that
will track the growth of my liabilities over time. But the client may not want to be invested this way. The client
wants to take a little bit of a risk, or a lot of risk. So the client will define a risk budget. How much risk they’re
willing to take and what kind of value added they would like to achieve over that minimum risk portfolio. Based
on that, we could all work with a client to build a portfolio that will hopefully meet their objective. And that’s
what I was just talking about on a prior slide, with some interest rate risk, credit risk, liquidity risk and maybe
some equity risk. And then obviously, on a regular basis, every three months or so we will monitor how this
portfolio is doing against the liabilities.



So what you could have is something like this in the policy or in the manager mandate. You may decide to
have maybe something like 60% in Government Bonds. Potentially a lot of Provincial Bonds. Long Provincial
Bonds because my understanding is that annuity prices, if you get a quote from an insurance company, it’s just not

based on Government of Canada Bonds, they will use Provincial Bonds so you get something much closer to the
annuitization rates if that’s your exit strategy.

What about corporate? Maybe we’ll have 30% in corporate. But again, high quality, What’s high quality?
Double A, single A, maybe triple B, you probably don’t want to go much lower than that. Same thing with
mortgages, what kind of mortgages do you want? Do you want guaranteed mortgages? That’s fine, but you don’t
get as much yield pick-up as you would get from commercial mortgages, for example. So then you could create a
portfolio like this with very clear guidelines as to what can be done and what cannot be done. The interest rate
risk could be, let’s say, about plus or minus half. Nothing magic with that. You probably don’t want it too, too tight
because it becomes more difficult to manage. But maybe you don’t want to make it too big either. But at the end
of the day, what’s your benchmark? Your benchmark is the pension plan liabilities. And you would define what
kind of value added you would expect. A year and a half ago someone would have come with this and would said,
“I want 50 basis points and value added,” and I would probably have said, “It might be a little bit difficult.” Today
that kind of strategy should give you 100 basis points value added over Government of Canada Bonds.

So you’re done, we’ve created a portfolio. Obviously we want to know how it’s doing. Not just because you
want to know how your manager is doing, but you want to make sure that you’re getting closer to something fully
funded if you’re not, or you want to maintain a good financial position. At the end of the day I would think
annuitization is the exit strategy. Maybe there are reasons to make this go forever but based on the current
environment and Steve talked a little bit about that because of the asymmetric risk to plan sponsors. If I was in a
situation where all my active members were gone and now I only have to deal with retired members, if I have
enough assets to pay for the annuitization, I think I would jump on the opportunity and do it. I would not want
to have a risk that at some point I get a shortfall and then I have to contribute to the pension plan. Mortality.
Mortality will become a bigger risk as the plan gets older and older. And again, like I said earlier this is not
something you can deal with on the investment side.

So how do you benchmark this? Well, I don’t care what the absolute return is for this pension plan. Maybe
you do care a little bit because you still have to do these going concern valuations, but I would say really from an
economic point of view I don’t care as much about that. I don’t care about how this portfolio compares to the DEX
Universe Index or the DEX Long Term Index, or the TSX Index. At the end of the day I think the best measure
is how this portfolio compares to your liabilities. Or to the annuitization costs for these liabilities. And this is
probably the kind of information that you would like. You know what the return is, you know by how much the
liabilities have grown. You want to have attribution analysis. What are the sources of the value added? What are
the sources of the value detracted? So for example, over a three month period, maybe this portfolio added 27 basis
points. So we’re getting closer to that fully funded level, if you wish. And then you break it down by strategies that
we’re allowed to use by the investment manager.

So the first one, cash flow mismatch, yield curve and duration. In this case I’ve just put two basis points of
value added maybe like a very, very tight range or the manager did not add a lot of value there. Then you’re getting
corporate bonds. There’s a couple of things there: you get a higher interest with corporate bonds than Government
of Canada Bonds but then it depends on what’s happening to the spread. If the spreads get wider, the corporate
bonds will probably underperform. If spreads get narrower, things get better. Same thing with mortgages, same
thing with Government Bonds. But quite often for these corporate mortgages and Government Bonds, if it’s not
a portfolio that’s been traded a whole lot, if it gets some negative value added at some point and you’re holding on
to these bonds, at some point this will become positive because you get poor return over a short time period but
because it’s a bond they will translate into higher returns going forward.

One other thing also again, assuming you want to annuitize, there’s probably a benefit of developing good
relationships with people who work in that department. What I mean by that is, if you understand, or if we all
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understand very well how the insurance company comes up with its pricing, it really helps us in building a portfolio.
If you know that insurance companies primarily use Provincial Bonds to do their pricing then you could invest in
a Provincial bond portfolio. You probably don’t want to be invested in a Government of Canada bond portfolio.

Maybe they use high quality corporate at the short end of the curve. I don’t know that.
Buying annuities. I’m sure if someone today wanted to go to the market and buy $5 million of annuities it’s

probably not that hard. But if someone wants to buy $225 million of annuities, I think it’s probably a market that’s
very, very difficult right now. But you know what? And I’ve never tried that but what if our clients are invested in
a way that’s very similar to the way the insurance company will investing the assets? We should be able to go to
the insurance – and instead of getting a no right away, “Oh it’s $225 million, the market just can’t absorb that kind
today.” But what if we go to the client and say, “Look, but this is how my portfolio is currently invested.” Maybe
80% of the bonds in the portfolio, the insurance company would be more than happy to keep them. So as a result
of that, buying $200 million of annuities may not be as difficult, if the insurance company is willing to accept some
securities in kind. And it’s similar to what they will end up buying anyway.

And again, if you’ve developed this relationship and you understand how things are done on the insurance
company’s side, you could really build a more appropriate benchmark and you could have a faster implementation
because you know exactly what they’re looking for.

So just to conclude, whether we deal with a going concern pension plan or a closed defined benefit pension
plan, I think a lot of the factors are the same. Investment horizons could be long for both of them although I
would argue that for ongoing pension plans it’s still fairly short because of the valuation done every three years.
As the active members disappear or become retired there’s a much, much better understanding of the real liabilities
that we are facing. Much easier to implement the strategy. And again, I would think this strategy will be in place
until at some point you’re comfortable getting out of it.

So that’s the end of my presentation. I think we have quite a bit of time for questions. Thank you.

Keith Walder: Hi there, my name is Keith Walder with Manulife Financial Group. Thanks for that presentation.
Excellent summary of the issues and some good thought provoking ideas on how to deal with it.

A couple of things going through my mind. I guess from my experience life is never quite as black and white
as it is sitting in the room here listening to these presentations, and a lot of it still comes down just as with
individuals pension plan sponsors are made up of individuals, and the boards are individuals and there’s a lot of
behavioural issues associated with all these decisions. One of the things I’ve seen is that the decisions are too large
in their entirety. So the idea of going from a high risk position to a balanced or an immunized, or a matched
position is too big to do in one step. And programs that allow for periodic or systematic reduction in risk would
be extremely beneficial and very helpful to the real life situation of moving from where you are at one point of time
to another. I think potentially even if this had been implemented five years ago, or three, or four years ago, plans
would in general be in better shape if they’d been on a systematic reduction program today then they are.

So, I guess my question is, have you seen anything to help with that particular issue? One thing I heard about,
I’m not sure if it’s in place in Europe, is an idea of a swap program that would allow plans to swap risk out
periodically or on a systematic basis to reduce the risk. I don’t know if there are other ideas but I think that would
be a very, very interesting and helpful program to have in place. So if either of you, if you’ve seen anything that
would work for that?

Speaker Bonnar: I’ve a couple of examples there. One, I worked with one organization whose plan has been
closed for seven or eight years now to new entrants. Still ongoing accruals. They actually went through this kind
of thought process. As you can imagine I was involved so probably that’s why they went through that thought
process. Nothing magic there. They’re planning on reducing equity exposure gradually at a policy level. Forget what
the market movements do. Reducing equity exposure gradually over ten or eleven years, it’s to 2009 or 2010,
because that’s in their mind when they expect their last active person no longer to be accruing benefits. And not



to zero but to a small-ish point at that stage with a commitment to review that on a three year cycle. So they’re
not going to make that much of a dramatic move over the next three years but they have at least have thought of
where they’re going to.

With respect to the other thing that you asked about, the products that might be available in Europe to swap
out interest rate and, in fact, inflation risk. They do exist. There are packaged arrangements in both places. I’m a
little more familiar with the UK products where they come with their own problems, but conceptually what they
have are swaps in five year time buckets for either interest rate or inflation together with an underlying collateral
pool. The problem with those arrangements in the current environment is that the collateral pool in theory was
meant to generate LIBOR to help provide for the short obligation on the swaps and they haven’t. I mean, it may
just be a mark to market issue, but it may also be a credit problem within those collateral pools.

The other problem that some organizations would have had, that had those things in place, is grabbing the
collateral if it were posted if Lehman were your counterparty.

Speaker Rhéaume: The only thing that I would add is when you do a transition over counting a number of
quarters or maybe a couple years, it’s a little bit like the least regret. You know that you’re not going to get the timing
perfect, but you’re not going to get it completely wrong. And I don’t have a problem with that. I think a lot of plan
sponsors do it that way but the only thing I would say is, if someone wants to move to one situation to a very
situation because the current level of risk is too high, you know what? Maybe it should all be done at once as
opposed to trying to drag it a little bit longer and hoping that the portfolios perform well.

And with regard to the swaps, I don’t know how things work in the UK.The problem with swaps is quite often
the market might be quite liquid in the sense that everybody wants to go in the same direction. The problem with
swaps – swaps work well if you get someone who’s willing to take the other side of the transaction or if the entity
or brokerage firm or whatever, who takes the other side is able to hedge itself. So if it’s a situation that cannot be
hedged and it seems like more plan sponsors are going one way and nobody wants to go the other way, the system
does not work very well in these situations.

Speaker Bonnar: In practice in the UK the liquidity has been pretty good on these things up to sort of 40 or 50
years actually. The problem you get, which may or may not have been obvious from our discussions, is that while
a typical plan’s duration might be 15 years if you think about their cash flow, and Michel showed an illustration
of cash flow, cash flow goes out a very long period of time. If you want to tightly hedge say, the interest sensitivity
of those cash flows you can’t do it physically because you’re not going to have stuff that’s that long. And if you’re
going to do it synthetically because it’s not liquid out to the end of the cash flow stream, you’re either going to accept
the lack of a hedge or you’re going leverage up as long a liquid vehicle as you can get, which has some implications
in and of itself because you now have a notional amount of swaps that exceeds the size of the liability. And if you’re
fully funded it also exceeds the size of your assets that are there to generate what your obligation is on the short
end of the swap. No simple answers but we can get better at sort of risk control there.

Brent Simmons: Brent Simmons, Sunlife Financial. Just wondering with the current market conditions in recent
discussions with your clients are you seeing more or less of a demand or interest for LDI, or longevity derivatives?

Speaker Bonnar: I’ve seen little demand and little availability for longevity derivatives here. I’ve a seen a little more
interest in the UK, but very little. And I think the interest exists more in the UK than it does here because for a
longer period of time they’ve been focused on getting rid of, or reducing the interest rate and inflation exposures
that they have in their plans. And once you get rid of that, the biggest thing that’s left that you can actually deal
with is the longevity exposure. But even there I haven’t seen that much interest. Here, nobody seems to care. In
the UK, valuation mortality tables for pension plans seem to change almost weekly, and you know the direction
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in which they’re changing. It’s raising liabilities getting longer and longer, and so there’s at least been some attraction
or some impetus there for them to consider longevity hedges.

Speaker Rhéaume: But when you talk about LDI, it depends by what you mean by LDI. Obviously the current
market situation, especially the one in Canada, the problems really started only in July and it takes time for people

to get their head around this and make changes. So have we seen anything different in the last four months? I would
say probably not.

Having said that, there has been clearly a trend in the last three or four years to move from mid-term bonds
to long bonds. And for me when we talk about LDI I’m not necessarily talking about a perfect match but I think
this is the first step. Understanding the extent of the mismatch between the assets and the liabilities, and clearly
there has been a big, big move almost to the point where the demand – the demand for long bond has been so
high from pension plans and insurance companies that it’s kept the yield probably lower than where we will have
expected them to be if that was not the case.

Speaker Bonnar: Now with respect to the longevity hedge, it strikes me that if you think about an annuity
contract and decompose it, you have an investment element in there, you’ve got a longevity hedge in there, and
you have a payroll function in there, and the trend that we’re starting to see again in the UK, and I’m sorry for
continuing to go back there but they seem to be ahead of us on this, the trend is more for unbundling. I’m not
sure if that’s a word, but you get my meaning. Unbundling of those arrangements, so that there are clearly more
and more examples in the UK of annuity contracts that don’t include the payroll function. Or the payroll function
stays with the pension plan and what the plan buys is a contracted – pays a lump sum amount every month based
on who’s alive or who’s dead. Well, they don’t pay anything for the folks that are dead. I see that as a potential for
development in the Canadian market but again, as I’ve said before I haven’t seen any significant interest in the pure
longevity hedge.

Other questions or comments?

Moderator Newell: Well seeing that, then I’ll take it that this session is to adjourn. Thank you for coming.

12 ASSEMBLÉE GÉNÉRALE (TR-6)

Vol. XXXX, Nº.1, novembre 2008 DÉLIBÉRATIONS DE L’INSTITUT CANADIEN DES ACTUAIRES


