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Let me start by thankingairPensiondor sponsoring this important event...and all of
you for attending...

| propose to split our time together into 5 segreent

1. A quick sweep through 400 years of capitalism

2. An equally-quick assessment of the challenges fpcapitalism in the 21
century

3. The special role pension funds should...and could fglaaddress these
challenges

4. Getting pension funds to actually ttos on a large scale

5. An opportunity for you to respond

400 Years of Capitalism

The broadest definition of capitalism | could fiisd

“Capitalism is an economic system in which the nseafrproduction are privately owned
and operated for profit, usually in competitive tkets”

Many considethe Dutch East Indies Compafounded in 1602 as the prototype of the
first modern corporation, complete with key featuseich as limited liability for
shareowners.....and the ability for them to buy dirtkeir shares on the stock
exchange....

However, it was the 8century industrial revolution that transformed itajsm into the
dominant economic system that it continues to daya..although at first, its major
owners were not institutions....but powerful indivadsi with names such as Carnegie,
Rockefeller, Getty, Vanderbilt, Ford, and JP Morgan

With their passing...and after the deeply traumatjpegiences of WWI...The Great
Depression...WWII....and the drawing of the Iron Curtacross Europe....we witnessed
the birth of ‘institutional capitalism’....with insance companies, mutual funds, and
pension funds becoming the dominant owners of teans of production...

Before we diagnose the ills of today’s version @pitalism and discuss possible
remedies, we should reflect for a moment on itdreérole in the remarkable
transformation of the still-largely agrarian soigstof the 18 century into the post-
industrial societies of the ‘developed’ world today

As just one indication of this remarkable transfation, global GDP per capita grew
roughly 50% in the 7 centuries from 1000 to 1800ompared to a 20-fold (2000%!)
increase in GDP per capita for the developed wiorttie 19" and 28' centuries ....while
at the same time significantly reducing the # afisgpeople worked....and eliminating
forced labour for children...and for the aged...




Capitalism’s Challenges Today

However, with our entry into the 2tentury, most of us are painfully aware that
capitalism faces strong headwinds today.... For examp

» Physical limits to continued economic growth infsfierms as carbon emissions,
pollution, water usage, and food production

» Aging populations and much-diminished economic ghoprospects in the
developed world

» Preferences by collective electorates and indivitAraily units to maintain or
enhance public services and private living stargliicbugh borrowing rather
than through current taxes and earnings

* Increased frequency of bubbles and crises in filgantarkets

» A growing societal ‘have-have not’ divide in botarpeption and reality

» Continued alignment-of-interests challenges betwmeporate managers and
corporate owners

The question before us today is what the $30T ¢jlpbasion fund sector can do to
ameliorate some of these headwinds...while at theegame fulfilling its mission to
provide retirement income security to hundreds tiians of beneficiaries...

Or, repeating the advertised title of this talk....

“Can Pension Funds Shape the Future of Caprialis

The short answer is: “Yes we can!”

It is within our reach to move capitalism in a diien that is more wealth-creating, more
sustainable, less crisis-prone, and more legitirtiate the ‘headwinds’ capitalism we
have today....

And why specifically pension funds? Because theytlae only global investor class
which has a fiduciary duty to invest across gemnanat...

In determining their investment strategies....pensims are duty-bound to be even-
handed between the financial needs of today’s paess.....and those of young
workers... .... whose retirement years lie 30, 40, Hryahead of them?..

! Jensen and Meckling ‘solved’ this problem theaadty in 1976 in “Theory of the Firm: Managerial
Behaviour, Agency Costs, and Ownership Structuretirnal of Financial Economics. They predicted that
the market system would naturally lead to monitmmd control activities carried out by institutsoand
individuals “who possess comparative advantagéisese activities”.

2 See, for example, “Reclaiming Fiduciary Duty Balehby Hawley, Johnson, and Waitzer in the Fall
2011 issue of the Rotman International Journalesfdfon Management (RIJPM).
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Two Challenges

However, this transformation to ‘pension fund calsm’ will not be easy.....for two
reasons:

1. It requires the redesign of pension systems s@tbgstems themselvbscome
more sustainable and intergenerationally-fair....
and
2. It requires the redesign of pension fund organiretiso that they themselves
become more effective and hence more productivesstis of the retirement
savings of young workers and pensioners alike....

Let me tell you why | believe these two pre-corafis are essential....and what must be
done to bring them about....

Sustainable Pensions

The designs of traditional DC and DB plans are Ipotiblematical:

1. Traditional DC plangorce contribution rate and investment decisioms o
participants they cannot, and do not want to malesa, little thought has been
given to the design of the post-work asset decutiounlphase.... As a result, DC
plan investing has been unfocused, and post-woédnéial outcomes have been,
and continue to be highly uncertain....raising fundatal questions about the
effectiveness and sustainability of this individstt pension model...

2. Traditional DB plandump the young and the old on the same balancst,styed
unrealistically assume they have the same riskante...and that property rights
between the two groups are clear.....these unreafissumptions have had
serious consequence®ver the course of the last decade, aggressiveretu
assumptions and risk-taking.....together with fallasget prices, falling interest
rates, and deteriorating demographics...have pungagihg holes in many DB
plan balance sheets.... To which unfocused respdrasesranged the full
spectrum..... ..... from complete de-risking at one etal piling on more risk at
the other....

Fortunately, there is a growing understanding eséhtraditional DC and DB design
faults....and of the problems they have caused...alic¢dontinue to cause plan
participants in the years aheadThere is also the beginning of an understandivghat
must be done to address these design faults.....

The Dutch economist Jan Tinbergen won the firstéli@wize in Economics for his proof
of the proposition that the # of policy goals minstmatched by the # of policy

% Peter Drucker titled his prescient 1976 book @npblitical economy of pensions “The Unseen
Revolution: How Pension Fund Socialism Came to Acaér We think ‘pension fund capitalism’ may be a
more salient descriptor today.
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instruments....and this fundamental proposition heectlapplication in pension system
design....

Pension systems have two goals: 1. Pension affditgdbr workers (and their
employers)...and 2. Payment certainty for pensiondhgrefore they must offer
participants two instruments: 1. A long-horizon (Ltdturn maximization instrument to
support the affordability goal, and 2. An asselbilisy matching instrument to support the
payment certainty goal....

Logically, young workers should favour using instent #1 ..... and pensioners
instrument #2 .....Over the course of their workivgs....participants should transition
steadily from instrument #1...to #22..

Unfortunately, there continues to be consideragdéstance to adopting this more
transparent, robust ‘two goals-two instruments’si@m model....some continue to
defend traditional DB models for emotional ratheart rational reasons...others continue
to defend the ‘caveat emptor’ philosophy of tramiil DC plans because they profit from
it...

Let me be clear about why the ‘two goals-two instents’ design feature is critically
important to pension funds’ ability to reshape talgm:

Without the existence and legitimacy of highly-focsed, well-managed L-H return-
maximization instruments, pension funds cannothe play the wise intergenerational
investor role that we have cast them in....

Effective Pension Fund Organizations

Such investment instruments are a necessamgition for a pension fund-led transition
to a more functional form of capitalism... .... howevett is not a sufficienbne...

Something else is required....specifically, we misb dave pension organizations that
can effectively construct and manage the two needptémentation instruments....

Fortunately once again, we know what such pensiganizations look like.... They
have five success drivers:

Aligned Interests with Pension Plan Participants
Strong Governance

Sensible Investment Beliefs

Right-scaled

Competitive Compensation

Al A

* Pillar 1 public pensions should be taken into aotén calculating the pension payment certaintydse
for retirees. In many cases, it will not be neaeg$o shift the entire Pillar 2 retirement savipg®| from
investment instrument #1 to #2. These design afigdle have become very real in the UK with advent of
NEST.




Unfortunately, there are only a handful of pengioganizations on the planet today that
score well on all five countsinstead....

1. Most pension organizations employ many layers ehégyin the execution of
their mission....the greater the number of layerageints employed....the greater
the likelihood that principal-agent problems wilise with their attendant

2. ldeal boards of trustees are passionate abouatiee@ndinderstand the purpose
of the governance function as distinct from theceige function in the complex
business of pension management....while most aperadion boards pass the
first test...they do far less well on the second....

3. Actual investment behavior suggests many pensiodsfulo nohave sensible
investment beliefs....John Maynard Keynes pointedioaidistinction between
short-horizon ‘beauty contest’ investing and geeuirH wealth-creating
investing way back in 1936...yet even today...the farthsfunctional
investment style continues to dominate the latter...

4. Effective pension organizations need scale to dffbe requisite resources to be
successful...and to drive down unit costs....yet, darrhany funds continue to be
too small to attain either of these two criticatsess drivers....

5. Executing L-H wealth-creating investment strategiescessfully requires a
special breed of investment managers working ingetesion organizations
....yet, because these people are not cheap....thigeatgnt is usually discarded
in favour of hiring far more expensive people adgsihe organization... .... why?
....because their cost can be buried by only regprtet returns to plan
stakeholders....

Again, let me be clear about the bottom line otfal:

Without the existence and legitimacy of pension oanizations willing and able to
create and execute L-H wealth-creating investment andates, they cannoplay the
wise intergenerational investor role we have cashém in....

Opening Up a Second Front

This is an appropriate time to acknowledge the np@egple and organizations working
hard on the ‘pension fund transformation’ projeciusad the world.....and as sponsor of
this event, it is further appropriate to single BairPensiondor special mention....

Over the course of its six-year lifiéairPensions’research publications, advocacy
campaigns, and engagement strategies have hadsanalgle impact on UK decision-
makers.....elected officials, regulators, pensiostges, business executives, investment
managers...in their understanding that retiremeringawshould not be invested based on

® Chapter 12 of Keynes’ “The General Theory of Emypient, Interest, and Money” (1936) may still be
the best ever essay on sensible investment beleis,implications, and their consequences. Weeuo
liberally from it at the end of this document, inrdgg how_hemight have crafted this speech.
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short term profit considerations....but on the lorgem, sustainable wealth-creation
potential of prospective investments.....

And FairPensionds not alone in this quest....as just two furthermegkes, theJN
Principles for Responsible Investing (PRipject is rapidly globalizing the ‘responsible
investing’ movement around the world....tRetman International Centre for Pension
Management (ICPMproject is documenting the drivers of sustainalgleson systems
and of effective pension organizations....and tistsdould go on...

Having said that, | do believe the time has coma&ctelerate the implementation of the
‘pension fund transformation’ project....by openinmaisecond front.. We must
develop explicit strategies to move from sayingaing at a faster pace....

To that end, in pension desigpace, the Dutch have publicly acknowledged tnat t
traditional DB plan is dead...but that does n@an moving to traditional DC plans. A
serious, collective search is on for a middle wagneen these two designs ....and | am
betting they will find it...

In pension delivergpace, my colleague David Beatty at the Rotmar&abf
Management advocates a ‘measure, disseminate ghetatate’ strategy: measundat
should be managed, disseminagsults widely, and celebraseccesses publicly....

Three quick examples of the ‘M-D-C’ strategy:

1. CEM Benchmarking Indias been measuring the cost-effectiveness of pensio
organizations since 1991. Research using the negulatabases is validating the
‘5 success drivers’ modél.

2. FairPensiondounding executive director Alex van der Velden &islcolleagues
at the Dutch pension organizatiBG&GMhave for the last 3 years managed a 3B
euro equity portfolio in a manner that would hageeived John Maynard
Keynes’ hearty stamp of approval'he portfolio has an explicit L-H focus,
considers both macro and micro economic, finanamlyell as environmental,
social, and governance (ESG) factorsvith PGGM  consciously acting as an
active owner of the dozen corporations the podfaicurrently invested in...
....Not surprising to me...the portfolio has perfornveell by both return and risk
criteria in its (admittedly short) 3-year life...sothimg | (and Keynes!) would
expect to continue in the years ahead....

3. Ontario Teachers’ Pension Plamas designed in 1990 as a high-performance
pension organization, explicitly endowed with theugcess drivers set out in this
speech..... Today, over 20 years later, it has eerifivestment and pension

® Full disclosure: | am a CEM co-founder and co-owne

" Active owners are interested in the quality of hoard of directors of investee corporations, als agein
their policies regarding such strategic issues asagerial incentives (e.g., executive compensation)
allocation of retained earnings between re-investpshare buy-backs, and dividend payments, long-
horizon enterprise risk management, etc. Oftenrtbst effective and efficient way to deal with thigees
of issues is through collaborative strategies witker active owners. Look for Alex van den Velden’s
approach to L-H investing in the Spring 2012 isstiIRIJPM.
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administration track records unequalled anywhet@enworld. It is most
encouraging that the growth in other large pensietitutions, both in Canada
and elsewhere, adopti@TPPs ‘5 success driver’ formula is beginning to
accelerate.’.

In closing: a vision

In closing, | leave you with a vision....imagine tisands of investment managers with
the kind of mandate Alex van der Velden is fortenat have had for the last 3
years....working for hundreds of ‘5 success drivpesision organizations lik TPPhas
been for the last 20 years.The result would be $Trillions of retirement says
managed with a truly L-H focus, carefully considgrboth macro and micro economic,
financial, and ESG factors....all consciously actsgactive owners of the thousands of
corporations they have invested in....

| put it to you that if we could achieve that visjave would not just create more wealth
for current and future pensioners....we would inghecess transform today’s
‘headwinds’ capitalism into a more sustainable, ltheereating version...less prone to
generate the financial bubbles and crises of ttedecade.and more legitimate in the
skeptical eyes of today’s occupiers of Wall Streetnd of other financial centers around
the world....

...and now over to you....

I look forward to your responses and our conversati

8 See “Effective Pension Governance: the Ontaricfiess’ Story” by Lamoureux in the Fall 2008 isstie o
RIJPM. There may be a dozen or so ‘5 success dtigension organizations in the world today. Anothe
dozen or so have publicly declared they intenaito this elite club. New York City did so very puddy

with its $120B in pension assets just two weeks 8¢ge stress that while all of these organizaticengeh(or
aspire to have) significant internal investmentatalities....focused, cost-effective outsourcing tetgées
will likely continue to be part of their overalhiestment programs.
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John Maynard Keynes’ Version of this Speech:

Excerpts from Chapter 12 of “The General Theory Binployment, Interest, and
Money” (1936)

On forming return expectations and making investndegisions:

“...expectations of prospective returns are basedlpan existing facts...and partly on
future events which can be forecasted only withenoorless confidence...we may sum up
the latter as the ‘state of long-term expectation®’

“...the ‘state of long-term expectations’, upon whar decisions are based, does not
solely depend on the most probable forecast wengae...it also depends on the
confidencewith which we make it...”

“...our basis of knowledge for estimating the yied years hence of a railway, a copper
mine, a textile factory, the goodwill of a patergditine, and Atlantic liner, a building in
the City of London amounts to little...those whomesiy attempt to make any such
estimate are often so much in the minority thair thehavior does not govern the
market...”

“...in former times, when enterprises were mainly ewvby individuals who undertook...
investment decisions...they did not really rely agcjge calculations of prospective
profit...if human nature felt no temptation to takehance...there might not be much
investment as a result of cold calculation...”

“...with the separation between ownership and managemnwhich prevails today...and
with the development of organized investment msurkatnew factor of great importance
has entered in...which sometimes facilitates invegtmbut sometimes adds greatly to
the instability of the system...”

“...the daily revaluations of the Stock Exchangeutffoprimarily made to transfer old
investments between one individual and anothevjtalgly exert a decisive influence on
the rate of current investment...”

“...in point of fact, all sorts of considerations eninto market valuations which are in
no way relevant to the prospective yield...as th@@mion of stock owned by persons
who do not manage and have no knowledge of théaspegcumstances of the business
in question increases...the element of real knowl@dgee valuation of investments
...has seriously declined...”

“...it might have been supposed that competition betwexpert professionals...would
correct the vagaries of ignorant individuals ledtthemselves...it happens however that
their energies and skill are mainly occupied othieaw..largely concerned with
foreseeing changes in conventional valuations atshmne ahead..”




“...the social object of skilled investment shoulddeefeat the dark forces of time and
ignorance which envelop our future...the actual obgdenost skilled investors is ‘to
beat the gun’...to outwit the crowd...to pass on theehzf-crown to the other fellow...”

“...professional investment may be likened to th@sespaper competitions in which the
competitors have to pick out the six prettiest $afcem a hundred photographs...the
prize being awarded to the competitor whose choiost nearly corresponds to the
average preferences of the competitors as a whole...”

On the societal implications of this behavior:

“...it is the long-term investor who most promotes plublic interest, who will in
practice come in for the most criticism, wherevereistment funds are managed by
committees or boards or banks...for it is the essehbés behavior that he should be
eccentric, unconventional, and rash in the eyemvefage opinion...if he is successful,
that will only confirm the general belief in hisstaness...and if in the short run he is
unsuccessful, which is very likely, he will notaige much mercy...”

“...worldly wisdom teaches that it is better for régtion to fail conventionally than to
succeed unconventionally...”

“...speculators may do no harm as bubbles on a steadgm of enterprise...but the
situation changes when enterprise becomes the burba whirlpool of speculation...”

“...when the capital development of a country becotinedy-product of the activities of
a casino, the job is likely to be ill-done...”

“...the measure of success attained by Wall Streegarded as the institution of which
the proper social purpose is to direct new investisiénto the most profitable channels
in terms of future yield... cannot be claimed as @inbe outstanding triumphs of laissez-
faire capitalism...if | am right in thinking that iteest brains have in fact been directed
towards a different object...”

Ideas as fresh, relevant, and powerful today...aswieynes wrote them over 75 years
ago...there is nothing new under the sun....excepsilplys our understanding of what
needs to change...and how to go about it.
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