OTPPB Case Discussion

Synopsis:

This case deals with the asset allocation decision facing a large Canadian pension fund, i.e., the process followed (including discussion about the efficient frontier), the assumptions made, and the risks involved. 

This case is presented from the point of view of William Booth (who is a member of the management team – OTPPB) who has the task of evaluating the fund’s asset allocation strategy as approved by the board in 1991. Booth’s conclusions will be presented to the board and could have an influence on the fund’s future diversification strategy.

Class Plan and Discussion Questions:

1. What is the key issue facing the OTPPB (as of 1994)?

Re-evaluating its asset mix policy

2. Why is the board re-evaluating the asset mix now?

· Moved from zero percent equities in 1990;

· To 46 percent equities and 54 percent fixed income by the end of 1993

· To 66 percent equities targeted for 1995

· To 80 percent equities targeted for 1996

· “On Target” to reach their “interim” goal of 66 percent equities by 1995: should they continue?

· Addition of other asset classes such as real return bonds (RRBs) being considered.

3. Who are the key stakeholders? What are their key concerns? Any potential conflicts among the stakeholders?

· Retired (and older) teachers: pension (benefits) security

· Young teachers: costs to fund the plan (contributions) and security

· Ontario  taxpayers/ Ontario government: reducing financing requirements

4. What are the OTPPB’s stated objectives/targets/goals?

· Earn a minimum 4.5% real return annually (on a four-year moving average basis)

· Maintain or reduce the level of member contribution rates (while maintaining benefits) and move the fund towards a fully funded position

5. What type of pension plan is this? Implications and key assumptions?

· Defined benefits plan: 2% x “best five-year” salary x number of years of service

· Benefits indexed to CPI

· Assumptions: future wage increases; average years of service; inflation rates; mortality rates. See example

6. What particular challenges does OTPPB face?

· Unfunded liability

· Indexing benefits to inflation

7. How critical is the 4.5% real return?

Key to maintaining or decreasing contribution rates.

8. How are the asset classes defined? Why are these classes chosen? Were they appropriate in the past? Are they appropriate now?

· T-Bills, mid-term bonds, long-term bonds, international bonds, real estate, North American equities, EAFE equities, small cap equities.

· Based on consultants’ suggestions

· Real-return bonds now considered

9. What impact has the “new” asset allocation strategy had? How have they gone about this process?

· Relatively quick re-allocation by any standard

· Substantial foreign investment – made possible by derivatives

· Foreign investment is necessary since the Canadian equity market is relatively small (5% of the world), most industry leaders are not in Canada, diversification benefits of more assets, liquidity concerns.

10. What is the purpose of the efficient frontier analysis? Critique the consultants’ report, their assumptions and constraints.

· Optimal allocation: trade-off between risk and return, diversification benefits

· Includes many assumptions for expected returns, standard deviations and correlations based on chosen asset classes

· Include many assumptions for projected actuarial liabilities

· Little sensitivity analysis performed (or presented) to determine significant variables

· To consider where on the frontier the fund should be, we need to analyze the liabilities and determine what level of risk we are willing to endure. After all, unfunded liability is the most important issue facing the fund.

11. What is the results of sensitivity analysis?

The greatest dangers for the fund include unexpected rises in inflation (because of the indexing of the benefits) and increases in real wages. The frontier is sensitive to the estimated returns and standard deviations.

12. What are some of the key riks the OTPPB needs to consider when determining its diversification strategy?

· Risk that growth in the value of liabilities outpaces the growth in assets in a level contribution rate environment (risk of long term declines in the real rate of return)

· Risk of unexpected increases in teachers’ real salaries

· Risk that unexpected inflation increases value of liabilities

· Increased risk of short term volatility of real returns

· The size of the fund in the context of the Canadian market

· The availability of investment opportunities in Canada (20% foreign content limit)

· The government “promises” to make special contributions

13. As William Booth, what additional analysis (if any) would you do at this point and what would you recommend to the board?

· Increase the number of assets and re-calculate efficient frontier

· Sensitivity analysis of expected returns, variances, and covariances on efficient frontier

· Sensitivity analysis of liabilities

· Determine key factors that have greatest impact

· Depending on the outcome of such an analysis, one might substantially change one’s strategy

14. As a member of the board, what special concerns and worries would you have? What questions might you ask?

· Is the fund too aggressive

· Is the fund too “different” from other pension funds?

· What would be the impact of several years of negative returns?

15. What happened to the fund: 75% equity. The fund did very well, before last August, that is.

Summary:

In my opinion, this case helps us to do the following. Our discussion covered most, if not all, these points.

· Understanding the nature of pension fund management

· Identifying the various risks faced by pension funds

· Understanding the concept of Efficient Frontier

· Understanding the assumptions underlying it

· Understanding the importance of defining and selecting asset classes

· Understanding the effect of defining and selecting asset classe

