
Commuted Value Update +        5 minutes  
= New Thinking 

Reducing risk and enhancing 
portfolio yield with corporate bonds 

 

Examining the impact of the Canadian Institute of Actuaries 
Commuted Value Standard Change 

The Canadian Institute of Actuaries (“CIA”) has adopted a new standard for calculating the 
‘commuted value’ of a pension plan, which will come in effect on December 1, 2020. The commuted-
value standard is used to determine how much to pay a terminating plan member who chooses to 
take their pension payment as a lump sum. It is also a key part of calculating solvency ratios. 

In this paper, TD Asset Management (“TDAM”/”We”) will share our perspective on the impact of 
the CIA’s new rules from an Asset Liability Management (“ALM”) standpoint. Based on the analysis 
we have conducted, the change in standards will make it easier for pension plan sponsors to 
structure bond portfolios that more closely replicate solvency liability performance, in most 
spread environments. 
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The Former Commuted Value Standard 
The former commuted value standard discounted 
liabilities at a fixed spread of 90 basis points (bps)  
over Government of Canada (“Federal”) bond yields  

(see Chart 1). Under the old standard, pension plan 
sponsors needed to assume spread risk in their bond 
portfolio to keep up with liabilities. 
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5 
0.50 

0 1 2 3 4 

1.00 

1.50 

2.00 

2.50 

Yi
el

d 
(%

) 

Tracking Error (%) 

Federal Bond Portfolio Provincial Bond Portfolio Discount Rate  
(Old Standard) 

Chart for illustrative purposes only. Source: TDAM, June 2020. 

• Under the former standard, 
solvency liabilities are valued 
based on Federal Canada 
bond yields + fixed spread 
of 90bps. 

• To earn a rate of return in 
line with liabilities (and thus 
maintain funded status), 
pension plans need to 
assume exposure to credit 
spread movements. 

• A typical liability hedging 
portfolio has a large allocation 
to Provincial bonds, with 
funded status exposed to 
credit spreads widening. 

The New Commuted Value Standard 
The new commuted value standard requires the 
discount spreads to be determined from observable 
spreads on provincial and corporate bonds, using a 
weighted average of two-thirds provincial bonds and 
one-thirds corporate bonds, subject to a cap of 150 
bps. Relative to a federal bond portfolio, a provincial 
bond portfolio will earn a higher yield and have lower 

tracking to the liabilities. Furthermore, an allocation to 
corporate bonds can further increase the portfolio yield 
and reduce tracking to the liabilities. The new standards 
now make it easier for pension plan sponsors to manage 
funded status risk. The following chart (Chart 2) 
illustrates the impact of the change on the tracking error 
of different portfolios relative to liabilities. 

Chart 2 
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Chart for illustrative purposes only. Source: TDAM, June 2020. 

• Under the new standard, 
solvency liabilities are valued 
based on Federal bond yields 
+ spread based on weighted 
average of provincial bonds 
(2/3) and corporate bonds 
(1/3) spreads. 

• Within the liability hedging 
portfolio, the risk minimizing 
allocation to corporate bonds 
may not be 1/3 and will depend 
on the profile of the bonds 
themselves (e.g., duration, 
credit quality). 

• At the total plan level, it’s also 
important to recognize the 
degree to which other assets 
are correlated with liabilities 
under the new standards 
(e.g., offer partial credit 
hedging benefit). 



Conclusion
Based on the analysis conducted by TD Asset Management, from a liability hedging perspective, an allocation 
to corporate bonds can both improve portfolio yield and reduce lability tracking error, under the new 
standards. We also believe that these changes will work in conjunction with other actuarial valuation basis; 
namely the going concern and accounting basis. Finally, we recommend pension plan sponsors continually 
review their current asset mix to identify and capitalize on the new advantages arising from the new 
commuted value standard.    

For more information, contact your Relationship Manager 
or Associate, Relationship Management at 1-888-834-6339 

 

Notes: Yields as of June 2020. Liabilities have duration of 20 years and are discounted based on CIA lump sum methodology excluding lag and rounding 
effects. Bond portfolios invested to match liability profile. Annualized tracking error based on monthly observations from April 2010 to March 2020  
(10 years). 
The information contained herein has been provided by TD Asset Management Inc. and is for information purposes only. The information has been 
drawn from sources believed to be reliable. Graphs and charts are used for illustrative purposes only and do not reflect future values or future 
performance of any investment. The information does not provide financial, legal, tax or investment advice. Particular investment, tax, or trading 
strategies should be evaluated relative to each individual’s objectives and risk tolerance. All products contain risk. Important information about the 
pooled fund trusts is contained in their offering circular, which we encourage you to read before investing. Please obtain a copy. The indicated rates 
of return are the historical annual compounded total returns of the funds including changes in unit value and reinvestment of all distributions. Yields, 
investment returns and unit values will fluctuate for all funds. All performance data represent past returns and are not necessarily indicative of future 
performance. Pooled Fund units are not deposits as defined by the Canada Deposit Insurance Corporation or any other government deposit insurer 
and are not guaranteed by The Toronto-Dominion Bank. Mutual fund strategies and current holdings are subject to change. Certain statements in 
this document may contain forward-looking statements (“FLS”) that are predictive in nature and may include words such as “expects”, “anticipates”, 
“intends”, “believes”, “estimates” and similar forward-looking expressions or negative versions thereof. FLS are based on current expectations and 
projections about future general economic, political and relevant market factors, such as interest and foreign exchange rates, equity and capital 
markets, the general business environment, assuming no changes to tax or other laws or government regulation or catastrophic events. Expectations 
and projections about future events are inherently subject to risks and uncertainties, which may be unforeseeable. Such expectations and projections 
may be incorrect in the future. FLS are not guarantees of future performance. Actual events could differ materially from those expressed or implied 
in any FLS. A number of important factors including those factors set out above can contribute to these digressions. You should avoid placing any 
reliance on FLS. Bloomberg and Bloomberg.com are trademarks and service marks of Bloomberg Finance L.P., a Delaware limited partnership, or its 
subsidiaries. All rights reserved. TD Asset Management Inc. is a wholly-owned subsidiary of The Toronto-Dominion Bank. The TD Bank Group means 
The Toronto-Dominion Bank and its affiliates, who provide deposit, investment, loan, securities, trust, insurance and other products or services. All 
trademarks are the property of their respective owners. ® The TD logo and other trade-marks are the property of The Toronto-Dominion Bank. 
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