Statement at 1818 Society Annual Meeting

by Stephen Eccles, Society representative on the Pension Finance Committee

Good afternoon.

I want to touch briefly on two subjects: recent market turmoil and asset allocation for our pension funds going forward.

Recent turmoil

Our pension plan has negligible exposure to highly leveraged US credit trading strategies and has not invested in funds that have leveraged long exposure to US sub-prime mortgages. Indeed, it has managers that have benefited from the July-August events. Overall, the pension plan’s hedge fund portfolio is well diversified. Moreover, our real estate portfolio does not contain any residential homes/housing or residential mortgages.

Nevertheless, most sectors of the economy are troubled, from the knock-on effects. This may be expected to continue for some time, perhaps surfacing in quite unexpected ways.

In the event, the pension fund still made money in the 3rd quarter, at an annual rate of about 6 percent. Our assets are now at the highest level they have ever been, at about $14.7 billion, matching almost precisely the present value of our liabilities (ie pension payments).

In the year ending September 30, 2007, the pension fund had an overall return of over 14 percent. Our benchmark only improved by about 11 percent over that period, so that our management of the funds added almost 3 percent: a great result reflecting well on the pension fund investment staff. 

Mr Oliveros will go into greater detail in his presentation. I have asked him to concentrate on the recent turbulent quarter and on the performance of our hedge fund and real estate portfolios.

Asset allocation going forward

We are almost at the end of one of our regular five-yearly deliberations concerning the strategic asset allocation for the pension fund. I had hoped to dedicate the major portion of today’s presentation to that topic, but individual scheduling problems have prevented the PFC from convening its decision meeting on the subject until October 29. Because of that, Mr Oliveros will be unable to comment today, just in case the PFC decides to modify the staff proposals. But that does not stop me from giving you a sense of the direction in which I am certain we are heading.

The main change going forward concerns how we measure the present value of our liabilities. As I am sure you know, given certain actuarial assumptions (which are usually quite conservative), we can arrive at a projection of annual payments needed to meet the Bank’s pension obligations. We then have the problem of bringing these to a single present value, to compare this figure with our assets. In the recent past, we have used a fixed interest rate for that purpose, namely our expected long-term return on assets. In future, we propose to use market real interest rates. This is called ‘marking-to-market’ our liabilities. While adding some volatility to the computation, as these market rates change continuously, we believe the results will be far more realistic for planning purposes, as well as being more conservative than our present methodology.

We propose to hedge ourselves against declines in real interest rates (which declines can have a large impact on the present value of our liabilities and thus on our financial ratios). We expect to devote up to 25 percent of our assets to this purpose, some invested in TIPS (Treasury inflation-protected securities) and some to provide a liquidity reserve for a program of interest rate swaps. This allocation (to be known as our Liability-Hedging Portfolio) will hedge about 50 percent of our liabilities.

Largely protecting ourselves against falls in real interest rates will allow us greater freedom in how we invest the remaining 75 percent of our assets in what will be known as our Return-Generating Portfolio. On the basis of detailed investigation, it is likely that our future asset allocation will contain an expansion in what are known as ‘alternative asset classes’, ie the private equity, private real estate and hedge fund portfolios that have stood up well to the recent turmoil. Small investments in commodities, timber and infrastructure will probably be added. The rest will be in publicly-traded equities. Our portfolio of fixed-interest assets will disappear as its main purpose – protection against interest rate changes – will be taken over by our Liability-Hedging Portfolio.

As in previous years, I suggest that you hold any questions until after Mr Oliveros has made his presentation.

Thank you.

[NOTE: The PFC did unanimously approve these changes at its October 29 meeting. A statement will appear in due course.]

