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Source: “Singapore’s Central Provident Fund Scheme — AN Overview and a Comparison with the US Social
Security System” Taken from: http://www.vandine.com/cpfpaper.htm

Since CPF contributions are portable, they are assumed to contribute to efficiency and
worker mobility is ensured.

According to Ferrara and Tanner (1998) the CPF is wealth producing. Since the
contributions are invested in government bonds, positive rates of return will be
generated in the economy, with expected additions to value added.

4.5. Eligibility conditions
In order for people to qualify for social security benefits in Singapore, their situations
must fall into one of the broad categories, as listed previously:

1. Old Age, Disabilities and Survivors
2. Sickness and Maternity
3. Work Injury

In terms of Work Injury, there is no qualifying period; however, a claim must be made
within one (1) year of the injury/accident, in order for it to be dealt with.
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4.6. Changes made over time

There has been the recent creation of a Ministerial committee on ageing. This is to combat
the fact that the Singapore population is aging quickly, due to rapidly falling birth rate
and increased life expectancy. Burton 2007 has recorded that “Singapore, along with Hong
Kong, South Korea and Japan, will have one of Asia’s oldest populations by 2030, with a quarter
of people above 65 years of age. There will be only 2.2 workers to support each elderly person,
compared with 10, in 2000.”

In terms of social welfare, the CPF has been viewed as a most important advancement. It
was originally set out as a savings scheme to ensure security to the old aged upon
retirement. Since the early days, Singaporean workers have looked to their employers
and not the State to provide them with medical and other benefits. The State saw no need
to undertake this and the public policy position was that in order to deal with the issues
of destitution and unemployment, immigration was to be limited until the economy
returned to a favourable position.

The Minimum Sum Scheme was introduced in 1987 in light of the inflation problem and
increasing life expectancy. It was set up to ensure that the savings of retirees could be
stretched over a long time period. In this Scheme, the money contributed was to be
adjusted annually to cater for inflation.

4.7. Problems encountered
Asher and Karunarathne (2001) identified the problems of the system as the
following:

e Inadequate balances at retirement

e Lack of inflation and Longevity protection meaning that the time aspect is not
taken into account. That is, the contributions made by members may significantly
reduce in real terms, as a result of inflation and, as such, their savings for their
old age is significantly lessened.

e Lack of survivors’ benefits
e Virtual absence of tax-financed redistributive tier

Despite the fact that efforts have been made to liberalize the use of the CPF funds over
time, there is still regulation in terms of what they can be withdrawn for. For example,
the funds are not allowed to be withdrawn for investment in a member’s business lest
failure will wipe out his savings for old age.

4.8. Growth trend of the system relative to the population
Asher and Karunarathne (2001) have also indicated that “Between 1983 and 1999, the
membership in the CPF increased from 1.8 million to 2.8 million, at an average annual compound
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growth rate (AACGR) of 2.94%; while the contribution has increased at AACGR of 1.82%¢. Any
individual, who contributes to the CPF even once, becomes a member.”

4.9. Success of the scheme

The Central Provident Fund Board (2008) has indicated that the success of Singapore’s
Social Security system could be attributed to several factors. One of these factors is self
reliance. Self reliance, good work ethos and family support, have ensured that the CPF
has continued to thrive over the years. Each and every member of the scheme is
encouraged to work, even beyond the retirement age, in order to provide for himself and
his family. By putting his future in his own hands, literally, even the person with the
most modest level of savings can live comfortably in his retirement under the CPF
Scheme.

The Scheme also encourages people to look out for one another. In so doing, the people are
less reliant on the government, and people actual provide for themselves. They also have
enough to care for their spouses, parents, grandparents, children, etc.

The Scheme has found a way to allow the underprivileged to be indirectly taken care of
by those better off in the society. That is, social insurance has been provided. Not only are
immediate family members covered, but the insurance scheme ensures that the
community as a whole is dealt with, by the pooling of resources.

4.10.  The issue of replicability

For its part, the International Monetary Fund (IMF) has done a study which indicated
that other Asian countries might benefit from adopting the Singapore social security
system. It warned however, that such an adoption might be difficult for countries with
“less rigid regulatory systems”, since it could prove difficult to manage the pension
funds similar to the CPF due to the possibility of risky investment behaviour of officials.
IMF also added that the fact that Singapore employs a large number of foreigners may
also be difficult for other, more conservative nations to adopt.

In respect of the Caribbean, the matter of the regulatory system certainly arises. The
region does not have a history of effective regulation. In fact, Trinidad and Tobago is
only just seeking to put in place a modern comprehensive financial regulatory system.
We therefore support the IMF’s call to caution on this front.

Quite apart from this, however, there is the question of the economic relevance of the
Singapore system to the Caribbean. The three areas which seem to have potential for
adoption of the Singapore system are health, education and housing.

In respect of health, however, there is general acceptance in the Caribbean that the health
systems will move in the direction of national health insurance or national health service
systems. What this means is that the basic and more general health services, as well as a
range of non-basic services, will be available to the population either for the payment of a

® In early March 2001, US$1 was equal to S$1.74
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joint premium with their employers or as an in-kind support from the government. In
other words, unlike Singapore where people would have had to find personal resources
to pay for such services, citizens and residents of the Caribbean will enjoy a form of
health security with state support.

In respect of education expenses a similar argument holds for most of the Caribbean. The
history in the region is one where the government has always seen education as one of its
main responsibilities.

The area of housing seems to be the main aspect of the social sector where the Singapore
system might be relevant. For although the governments of Trinidad and Tobago and
Jamaica have committed themselves to the provision of housing for the lower income
groups of the society, there remains a serious problem for middle -income earners who
may be at a level too high to qualify for government housing and at a level too low to
qualify for bank mortgages. Clearly, the need here is for a survey of this cohort to
determine both the extent of the need and the feasibility of repayment on the part of
potential home owners.

If the system is to be considered, however, it must be evaluated against an alternative
which would see the SS agencies injecting funds into existing finance houses on the
condition that a special window of borrowing at minimal interest rates would be made
available to SS contributors.

5. SUMMARY

The main purpose of this study was to determine whether National Insurance resources
of Trinidad and Tobago and the OECS could be pooled and used for adjustment and
development.

All Commonwealth Caribbean countries have social security schemes introduced
relatively recently. The schemes are similar in design and were in most cases, preceded
by a provident fund that provided lump sums at retirement. Initially focusing on old-age
pensions, the schemes were gradually broadened and now offer a wide range of benefits,
typically including invalid and survivor’s pensions as well as benefits for sickness,
maternity and employment injury. The coverage has also been extended to the self-
employed, either on a voluntary or mandatory basis.

Social security schemes in the OECS and the wider Caribbean operate under reciprocal
agreements designed primarily to ensure that regionally mobile workers receive at least
one pension.

Social security reserves of the OECS are quite large by international standards when
compared to the size of the economies, ranging from 27 percent of GDP in Antigua and
Barbuda to 72 percent in St. Kitts and Nevis. From the inception, the social security
schemes generated large surpluses due to minimal expenditure in the early years.
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However, as the number of retirees and other benefit recipients grew, the margin
between income and expenditure was eroded but at present the total of contribution and
interest income still exceeds total expenditure in all countries except in Dominica.
Without policy changes, all schemes are expected to ultimately run deficits and exhaust
their reserves between 2022 (Dominica) and 2062 (St. Lucia)..

The NIS schemes in the Caribbean are not investing in ways to maximize risk-adjusted
returns or compensate for inflation adequately. The schemes should diversify investment
more regionally and internationally. Most investment is now local, with Antigua &
Barbuda leading the way with up to 100 percent of funds invested locally.

Also, there are heavy concentrations in government paper and loans to statutory bodies
and large allocations to commercial bank fixed deposits. This means that the schemes are
exposed to the success or failure of commercial banks and that a banking crisis would
result in some jurisdictions if NIS funds are withdrawn in times when liquidity is needed
to fund increasing benefit obligations.

In the OECS the investment policy statements (documents which establish risk-return
objectives, constraints and performance reporting requirements) tend to fall short of
industry best practices and do not satisfy the principles of diversification because they
allow too much exposure to the local economies and too much exposure to the
governments and state enterprises.

Trinidad and Tobago accounts for 68.1 percent of regional investment. Therefore, the case
for pooling of resources with the OECS is not strong. Essentially, the decision would
have to be political. The technical challenge would be to show that growth rates and the
balance of payments will improve, employment pushed to high levels, poverty levels
lowered and the inflation rate stabilized at a low enough level. At the very least, it should
be shown that some combination of these results can be expected.

6. RECOMMENDATIONS
1. POOLING

(1) Pooling of national insurance resources of the OECS and Trinidad and Tobago is
feasible, but its effectiveness will depend on how carried out. Two guidelines
must be respected:

(a) the imbalance between the OECS resources and those of Trinidad and
Tobago which means that the pooling will best be carried out between the
OECS and a fraction of the Trinidad and Tobago resources. It must be a
pooling in which the partners share more or less the same risk;
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(b) pooling proposals must be carried out in consultation with social security
managers in an effort to craft a workable method of proceeding which does
not ignore the culture of social security investment in the region. This culture
is one of extreme risk aversion nurtured by a series of International Social
Security Agency “investment guidelines.”

Governments of participating countries should be invited to enter into an
MOU to provide for pooling of resources in a Regional Social Security
Organisation (RSSO).

(a) the MOU should provide for the establishment of a Standing Committee of
Investment Managers (SCIM) to execute the mandate of the MOU which
would include advice on investment policy and strategy for the effective
management of reserves of social security schemes in participating countries;

(b) the participating Social Security Boards should be invited to inform the SCIM
of the quantum of their reserves to be allocated to the pool of resources after
having conducted actuarial reviews;

(c) the MOU should make explicit provisions for early release of part or all
resources to a participant Board if unforeseen contingencies arise or a
decision to exit the scheme is made.

THE INVESTMENT SCHEME

Equity

The macroeconomic requirement for the region and for the OECS in particular is
for an investment programme which serves to keep prices stable and protects the
balance of payments. What this means is that emphasis has to be on equity
investment in firms linked to agriculture and manufacturing and not on the
services sector, except possibly on the education and training components of this
sector. However, because investment in these areas is either risky or generates
returns with a substantial lag, government should provide at least a partial safety
net for the social security investments made.

Equity investments are critical to enabling social security organisations to attain
their profitability targets. Because stock markets in the CARICOM are relatively
inactive by global standards, local and regional equity limits should not exceed
15 percent of the investment portfolio.

Loans and other debt instruments

Through financial institutions and established corporations

The RSSO should not be permitted to do direct lending to the general public. All loans
should be through banks, non-banks or established corporations engaged in the
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provision of essential services including electricity generation and transmission, supply
of pipe-borne water and the provision of health care.

Lending to government
Eligible investments include treasury bills, bonds (limited to 20% of the investment
portfolio to avoid government raiding social security surpluses), loans for capital projects
and loans to statutory bodies with a proven record of sound management practices.

Cash and cash equivalents
Should be limited to 10% of the portfolio.

Property and real estate
These improve the portfolio over time as property values appreciate, but because of the
high level of liquidity associated with real estate, a ceiling on this asset should be set at
10% of the portfolio.

Mortgages
Investment in mortgages should be at market rates, with minimum loan to value ratios of
75% and lending should be through an established financial institution with a proven
track record.

(iii) Investment Ceilings
financial institution — max. of 10 % of Fund’s total investment.
a sector - max. 15% “ “ .

a country other than participating countries — max. 10% *

Total of Fund’s assets held outside participating countries should not exceed 20% of
Fund’s total investment at cost.

Maximum deposit to be held with one company — 15% of deposits.

3. THE SINGAPORE MODEL

The Social Security Savings Plan for Singapore is known as the Central Provident Fund.
Payments into the Fund are required from both employers and employees. Monthly
payments made into the Fund are to be withdrawn at age 55, but may be drawn down
earlier for medical emergencies, insurance and since 1968 to purchase Housing and
Development Board flats. Because of the Scheme, home ownership has been so successful
that nine of ten families living in a house own it through the scheme. The Central
Provident Fund ensures a minimum annual interest rate of 2.5 percent which is
computed monthly and compounded and credited annually. It is known that a member’s
funds can be withdrawn at any age, once the person is emigrating from Singapore.
However, the funds cannot be withdrawn for investment in a member’s business, less
failure wipe out that investor’s saving for old age.
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Problems of the system have been identified as inadequate balances at retirement, lack of
inflation and longevity protection, lack of survivors’ benefits and virtual absence of tax-
financed redistributive tier.

The IMF has indicated that while other Asian countries might benefit from adopting the
Singapore social security system, such adoption might be difficult for countries with less
rigid regulatory systems since it could prove difficult to manage the pension funds in a
scenario of possible risky investment behaviour by officials. The Caribbean region does
not have a history of effective regulation.

With regard to the economic relevance of the Singapore system to the Caribbean, three
areas for potential adoption are health, education and housing. With respect to health
there is general acceptance that the health system will move in the direction of a National
Health Service system, meaning that the basic and more general health services and a
range of other services will be available to the population for the payment of a joint
premium with their employers or as in-kind support from the government. The same
goes for education — government has always seen education as one of its main
responsibilities. Housing seems to be the main aspect of the social sector where the
Singapore system might be relevant to meet a need for housing for middle-income
earners who may be at a level too high to qualify for government housing and too low to
qualify for bank mortgages.

The writers of this paper recommend a survey to determine the extent of the need and
the feasibility of repayment on the part of potential home owners. They recommend that
if the system is implemented the SSO should lend through established financial
institutions for on-lending to social security contributors at subsidized rates and not
directly.

Another researcher has recommended that as a possible source of investment, countries
signing the Joint Declaration could consider the use of social security funds. What can be
explored is the use of established proportions of the portfolio (which can be established
on the basis of actuarial study) of these institutions as a source of investment funds for
targeted economic activities. The financing of the activity should be done on a syndicated
basis with the various institutions taking positions in proportions to be decided upon by
their respective management. The syndicated lending could serve as a mechanism of risk
management.

4. INVESTMENT IN HEALTH

A nexus exists between health status of the population, high levels of productivity and
sustained development. Caribbean governments have been demonstrating an increasing
interest in development of national health insurance systems. Question whether health
insurance should be integrated into the existing social security system or function as a
separate institution. Experience of several countries demonstrates that the management
of health care has special needs and therefore requires a separate administration within a
social protection network. Several models exist but are not ideal for the Caribbean. A
rational decision on who is to develop a Caribbean scheme should consider who is
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paying, who is subsidizing whom and the targets for the extent of the population to be
covered over time.

According to Frank Alleyne “The proposed union of the OECS and Trinidad and Tobago
offers exciting opportunities for the development of a sustainable regional health care
system. The proposed union would increase the contribution base of the system
substantially, thereby presenting the opportunity for reaping economies of scale. The
reduction in per capita costs that results from economies of scale will serve to reduce
premiums and open the possibility of providing a wider range of services. The initiative
could trigger interest by governments of other CARICOM states in participating in a
CARICOM health care system. Political decisions will need to be taken concerning the
provision of resource to finance access to the services provided by the national health
insurance system by the dependent portion of the respective populations. These include
dependent children, retirees, invalids, unemployed and low-income persons.”
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Appendix |

Macroeconomic Performance of OECS and Trinidad and Tobago

Years | 2004 [ 2005 | 2006 | 2007 | 2008
GDP Growth
Anguilla 17.4 11.9 15.8 12.8 5.6
Antigua-Barbuda 5.2 55 12.2 6.3 6.5
Dominica 3 3.3 4 1.6 4.8
Grenada -6.4 115 -1.1 4.3 3.7
Monserrat -0.9 4.5 -0.3 -2.8 0.9
St. Vincent 6.8 2.6 6.9 7.7 7
St. Lucia 3.8 4.4 4.9 1.7 2.3
St. Kitts 7.3 3.9 4.1 4.7 5
T&T 6.5 7 12.2 55 4
Inflation Rate
Anguilla 4.4 4.6 10.5 3.5 55
Antigua-Barbuda 2 2.1 1.8 1.4 2.1
Dominica 2.4 1.7 2.6 31 3.2
Grenada 2.5 6.2 1.7 3.9 7.8
Monserrat 1.2 31 2.7 1.9 2.7
St. Vincent 3 3.7 3 6.9 9.8
St. Lucia 15 3.9 3.6 2.8 7.2
St. Kitts 2.3 34 8.6 4.3 8.5
T&T 5.6 7.2 9.1 7.6 15
Current account balance (US$ Mn)
Anguilla -47.4 -51.9 -172.2 -254.8 -131.6
Antigua-Barbuda -95.7 -171.3 -309.1 -401.7 -244.5
Dominica -61.7 -80.7 -54.4 -92.6 -72.3
Grenada -11.7 -33.7 -34.3 -37.3 -36.4
Monserrat -45.9 -51.2 -38 -40.4 -46.4
St. Vincent -24.7 -22.3 -24 -26.7 -22
St. Lucia -11 -17.7 -33.2 -33.2 -28.3
St. Kitts -17.1 -14.7 -18.4 -25.7 -15.5
T&T 1,448 3,593 4,817 5,378 5,721
External public debt (US$Mn)

Anguilla 23.6 25.1 20.2 21.8 225
Antigua-Barbuda 158.4 109.8 109.4 105.1 | -
Dominica 79.0 78.0 73.0 72.0 70.0
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Grenada 1205 107.1 111.3 112 106.5
Monserrat 14.9 11.9 10.9 9.8 9
St. Vincent 85.5 82.6 76.9 67 66.6
St. Lucia 70 68.6 69.1 735 69.6
St. Kitts 185.9 187.4 178 170.2 168.9
T&T 23.0 18.0 15.0 14.0 14.0
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Appendix 2: Social Security Schemes Projections OECS

ECCU: Population Aged 65+ to 15-64 Years Compared (Ratio)
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ECCU: Social Security Reserve Asset Projections (In percent of GDP)
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Appendix 3: Optimal Investment Strategy

Establishing the Fund’s mission

An attempt is made here to find out exactly what the fund aims to accomplish. The
fund’s mission highlights the goals of the sponsor and attempts to relate such to the
investment program. The investment policy is informed by whether the fund is
established to secure the benefits promised or to achieve a certain funding target or
whether it aims to provide and the role that the fund plays in economic development.
The low perceived present opportunity cost of social security assets may cause them to
be used or invested in a way that may not be consistent with the funds mission. Public
pension funds must be safe-guarded from the phenomenon of government raiding. High
holdings of government securities and a high local asset ratio is justified only if the funds
so invested play a developmental role. Foreign assets holdings are justified only if
foreign assets are chosen carefully to improve portfolio returns.

If the aim is to transform the economy and domestic capital markets, a high local asset
ratio is well founded. However, if social security funds in the Caribbean aim to maximize
benefits, as they should, restriction on local investment could only increase systematic
risk and decrease potential returns because it forces the pension fund by default to
choose low yielding local assets. The returns on these local assets are highly correlated.
Foreign assets may provide better return which has a lower correlation to domestic asset
returns.

The fund’s mission is of critical importance as it establishes, at the outset, the framework
around which the plan sponsor designs the rest of the investment policy. The mission of
any pension fund should be to maintain the welfare of its retirees by either providing an
attractive return on their long term investment that is higher than the increasing cost of
living to them, by expanding their capabilities or by protecting the stability of the
macroeconomic environment in which they live. These considerations are the foundation
of investment policy.

Establishing investment objectives

Setting the investment policy includes determining the investor’s objectives and the
amount of his or her wealth. An attempt is made to identify the set of portfolio
management results that the plan sponsor believes will signal a success. The investment
objective is a specific list of quantifiable investment results, which can be expected to be
achieved over a specific time interval.

An investor defers current consumption for increased but uncertain future consumption.
Therefore investment involves a tradeoff between risk and return and as such the
investment objectives are stated in terms of the return expected by the sponsor and the
risk tolerance of the beneficiaries. An investor’s risk tolerance is defined as the largest
amount of risk that the investor is willing to accept for a given increase in expected
return. A fund’s risk tolerance expresses its willingness to bear adverse outcomes and it
depends on:



Towards a Joint Investment Strategy for the Social Security Agencies 255
of the OECS and Trinidad and Tobago

1. the underlying strength of the organization, in the case of social security this
will be the government

2. its funding status

3. the nature of liabilities

Paradoxically plans that can bear a lot of risk may not need to whereas plans which need
to bear risk in pursuit of higher returns may lack the capacity to bear such.

This continuum stretches from strategies that are designed to eliminate risk (fully hedged
A) to strategies that involve taking on high levels of risk in pursuit of high returns
(aggressive/speculative B). At the centre of the continuum are partially hedged (C)
strategies and return enhancing strategies (D).

The risk tolerance of pension funds depends on the plans liability structure, which
imposes certain liquidity restrictions. Young plans with very few retirees can afford to
take bigger risk because they may have lots of time to recover from adverse outcomes.
Also greater risks are necessary because they have a liability which is inflating at a
phenomenal rate (given the high cost of living).

Understanding the risk tolerance of a fund also implies an understanding of the different
types of risk pension funds face. The major categories of risk faced by pension funds
include:

Investment risk
Surplus risk
Sponsor/Plan Joint risk
Interest rate risk
Currency Risk
Concentration risk
Inflation risk

non financial risk

O NSO~ LN PR

Investment risk is concerned with how a given asset or sector is performing over time. It
arises from the volatility of asset values or returns. Pension funds in Trinidad and
Tobago do not face significant investment risk as holdings of mortgages and equities are
being replaced by bonds, treasury bills and fixed deposits.

Surplus risk is the risk that changes in the fund’s surplus caused by disproportionate
changes in the relative values of assets and liabilities will occur. This is influenced by the
interest rate sensitivity of assets and liabilities and the market risk of assets. With the
increasing proportion of senior citizens in our demographic projections, increased future
benefit payments is a real threat to pension funds. Furthermore, decreases in interest
rates may increase the present value of future obligations. Liquidity concerns of present
obligations may restrict investment in long term instruments. Although some pension



256 Trinidad and Tobago — Eastern Caribbean States Integration Initiative
Task Force Report Volume 2

schemes in Trinidad and Tobago now hold large surpluses, surplus risk is still a real
issue in this country.

Sponsor/Plan Joint Risk is the risk to which interaction between the plan and the sponsor
exposes a pension plan. The extent to which the pension fund holds securities in the
sponsoring company determines the degree of Sponsor/Plan Joint risk of the fund.
Particularly in the case of the public pension NIS scheme in Trinidad and Tobago this
category of risk is quite phenomenal as the assets held are largely government securities.

Currency and concentration risks are also faced by local fund managers. Currency risk
arises from international investing. If an investor is holding securities denominated in
foreign currency and the value of that currency changes relative to the investor’s
domestic currency this leads to currency risk. In this case pension fund managers should
be aware of the potential gains and losses from foreign investments with realignment of
the Trinidad and Tobago dollar.

Concentrated investment in the local economy is one of the largest sources of risk for
pension funds in Trinidad and Tobago. Given the legal framework the plans are
vulnerable to economic declines of the local economy.

The investment policy of the fund starts by examining the fund’s risk tolerance and ends
with the assets to be induced in the pension portfolio. Inflation risk and non financial
risk are also very important. Inflation risk affects the ability of the plan to continue to
pay benefits that are sufficient to meet the rising cost of living.

Security analysis and portfolio construction

The third step involves identification of the specific assets in which to invest and the
asset weights as well. Emphasis is placed here on selectively, forecasting price movement
of individual securities, and timing, forecasting price movements of asset classes and
diversification, which involves the construction of the portfolio in such a manner that
risk is minimized and return is maximized.

The success of a pension fund in accomplishing its mission depends largely on the choice
and adherence to an appropriate asset mix. In other words, it is critical for a fund to set
its own strategic asset allocation (SAA). This is the mix of assets that the pension plan’s
decision makers have decided is best for the plan over the long run. The SAA is set on the
assumption that:

1. investors cannot consistently forecast returns;
2. riskier assets have higher rates of return;
3. the investor can identify a reasonable long-term level of risk tolerance,

this is constant for the foreseeable future.

Setting the Strategic Asset Allocation Involves choosing among imperfectly correlated
assets to obtain a variety of acceptable portfolios (The efficient set). From among the
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portfolios in the efficient set the plan sponsor chooses the one which matches his risk and
return objects. In other words, the sponsor chooses a portfolio at the point of tangency of
his indifference curve and the efficient set.

A pension fund manager like any other investor faces a portfolio selection problem. The
assets of the plan must be well matched with the plan’s liabilities in such a way to
produce a return large enough to fulfil the pension promise. At the same time the risk of
not meeting the pension obligations must be minimised and also the liquidity concerns of
the beneficiaries must be matched by structuring the asset payoffs.

The fund manager’s primary concern is how to design his portfolio in such a way to
obtain maximum returns for the amount of risk the sponsors and beneficiaries are willing
to bear (i.e. their risk tolerance). An appeal to modern portfolio theory presents a
solution to the portfolio selection problem.

Mean variance portfolio theory, or modern portfolio theory (MPT) specifies a method for
an investor to construct a portfolio that gives the maximum return for a specified risk, or
the minimum risk for a specified return. The theory was first presented and published by
Harry M. Markowitz in his book Modern Portfolio Theory (1952). Modern portfolio
theory is based on certain assumptions about the investor:

1) Investors have fixed wealth, which is invested for a certain length of time
at the end of which the proceeds are either consumed or reinvested or
both.

2) Investors are characterised by non-satiation. i.e. they prefer higher levels

of terminal wealth or utility. In other words, given the choice between
two portfolios with identical risk, the investors choose the one with
higher expected returns.

3) Investors are assumed to be risk averse (i.e. they dislike risk) and only
bear it in pursuit of extra return (risk premium).

4) Investors consider each alternative portfolio as an outcome of a
probability distribution fully characterised by expected return (mean
return) and risk (variance or standard deviation) of returns. Investors
choose portfolios on the basis of expected return and variance of return.

5) Investors are also assumed to have quadratic utility functions thus
preferences are fully characterised by the first two moments.

6) Returns are assumed to be either normally or log normally distributed.
Hence, investors are assumed to base their decisions solely on the mean
and variance of returns ignoring all other factors like the suitability of
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assets for an investor’s liability, the marketability of assets higher
moments of the distribution of returns.

These assumptions about the investor are embodied in his/her utility function?’. Under
the assumption of risk aversion the utility function will be concave to the origin and
positively sloped. This shows that although the investor prefers more wealth each
additional increment of wealth adds less and less to his utility at the margin. This is the
concept of diminishing marginal utility of wealth. A risk averse investor prefers to avoid
risk by expressing a preference for a certain investment to a risky one in terms of greater
utility. Pension fund investors have been shown to be risk averse (Craigwell and
Abraham 1998).

Portfolio revisions

The strategic asset allocation is maintained in one of two ways. First the manager may
use a simple buy and hold strategy where positions in the various asset classes are
established according to the risk return preferences of the plan sponsor or beneficiary
and no trades are made other than those deemed necessary to meet the plans liquidity
needs. The impact of market action is ignored and variations in weights are accepted.
This is based on the assumption that over long periods of time the average asset mix will
meet policy targets, as markets are mean-reverting. This trading strategy incurs little
transaction cost but at any time the actual and strategic asset allocation may be different.

Alternatively, a disciplined rebalancing or constant mix strategy may be pursued. This is
a dynamic strategy, which requires the plan manager to rebalance the portfolio
periodically. To achieve this, a simple trading rule is followed. The manager buys assets
that perform badly and sells assets that perform well with the objective of returning to
the SAA. The relative performance of these strategies depends on whether asset classes
are trending (in which case disciplined rebalancing is preferred) or mean reverting for
which a buy and hold strategy is superior. It should be noted though that both strategies
are passive in nature and applied with the intent of maintaining pre-selected weights
rather than to exploit insights or beliefs about the market.

The main objective of passive asset management is to maintain asset weights that are
constant over time. If asset classes returns revert over time to a long run mean, the buy
and hold strategy would maintain the SAA because assets which increase in value would
eventually decrease in value. When the market value of an asset increases, the weight of
this asset in the overall portfolio also increases, ceteris paribus. The disciplined
rebalancing strategy would involve the disposal of assets which perform well and the
acquisition of assets which perform badly. Since asset prices here are assumed to be
trending, we expect assets that perform well to continue to perform well, and as they do,
their portfolio weights would automatically increase, giving the pension fund too much
exposure to these asset classes.

" This utility function looks at the investor’s choice between uncertain out comes and hence
considers the issue of risk. This is standard in Financial Economics.



Towards a Joint Investment Strategy for the Social Security Agencies 259
of the OECS and Trinidad and Tobago

Passive investment management is based on the efficient market hypothesis (EMH). In
an efficient market, all information available about the given asset is already reflected in
the price of the asset and new information arrives randomly and cannot be forecasted.
Money spent on trying to beat the market will be money wasted. The only sensible
investment decision is the strategic asset allocation. Passive management is not too
different to a strategy which is based of buying which ever assets become available.
Apparently many occupational pension schemes follow this strategy in the presence of
excess surplus, tight legislative constraints and a shortage of local investment
opportunities.

Active management requires a belief that a market, sector or asset may be incorrectly
priced and that investors will eventually recognize any under pricing (over pricing) that
exist and thereby bid up (or down) the prices. Investing actively means trying to beat the
market by presuming that sometimes, some markets are inefficient enough to provide
excess returns to those who can obtain superior information. This is an information—
driven philosophy predicated on the belief that inaccurately priced securities can be
repeatedly and successfully forecasted. It starts with the SAA and changes the weights to
exploit market insights.

One active management strategy is referred to as Tactical Asset Allocation (TAA). This
starts with the SAA and adjusts the asset weights in order to exploit mispriced securities.
It is based on an implied theory of relative asset valuation, which states that reversals are
responsive counter moves occurring after sharp upward or downward changes. This is
caused because investors overreact to new information causing sharp price reversions. It
is like disciplined rebalancing with a different motivation i.e. to exploit mispricing rather
than to return to SAA. The classical trading strategy is to buy when “there is blood in the
street” i.e. when nobody else is buying because when assets are over-sold prices tend to
fall below their values.

Another active strategy is Insured Asset Allocation (IAA) which makes use of Insurance-
like rules in the markets which trend over time. This involves reducing exposure to risky
classes when they are performing poorly (when asset values are decreasing) and
increasing for those that perform well. The trading dynamic is opposite to that of TAA.
IAA is an occasional strategy for certain exceptional circumstances.

At the portfolio revision stage the goal of the manager is to identify the set of decisions
that will collectively result in the improvements, after transaction cost, of the risk-return
characteristics of the current portfolio. What type of trading strategies are pension fund
managers in Trinidad and Tobago following? Are asset weights in pension portfolios in
Trinidad and Tobago actively chosen based on one of the clear strategies outlined earlier?
Or are these portfolios passively stumbled upon because of changes in market values or a
lack of investment opportunities?
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Performance evaluation

Performance evaluation is the process of measuring and interpreting the performance of
a plan sponsor’s investment program. A distinction could be made between performance
measurement and performance evaluation. Performance measurement is a technical
accounting function that computes the risk adjusted return on the total portfolio and its
sub portfolios and performance evaluation is the use of performance measures to
attribute investment performance to the important decision point of the investment
program. Performance evaluation acts as a feedback and control mechanism that can
make the investment process more effective.

This process attempts to determine how well or badly the fund performed on a relative
basis by looking at the risk and return. The return on the portfolio is calculated, adjusted
for risk and compared with that of an appropriate benchmark, a similar fund or even
past performance. The aim here is to compare the return due to active management with
the return that could have been obtained for the fund of a benchmark portfolio.

Another critically important performance evaluation issue is the impact that pension
fund investments in aggregate are having on the macro-economy. This is very important
for underdeveloped countries, because pension fund assets represent a large pool of
investible funds, which, if used effectively, could augment the capital stock and so
increase output. Further, pension funds could have a positive impact on the productivity
of labour if this is seen as a form of deferred compensation (Davis 2004). Every pension
fund manager needs to consider the impact of his investment decisions on the
macroeconomic variables, which in turn determines the real value of the pension payout.

An Investment Strategy acts as a stabiliser by deriving its importance from the complex
and dynamic investment environment and the particular needs and challenges of
pension funds. Pension funds are more than just simple asset pools. Rather, they are
sources for long term investments with certain liability structures. This implies very
serious liquidity needs and potential risk.

An investment strategy acts as a stabiliser by forcing managers to consider why existing
policy was established and the extent to which risks are bearable and predictable. It
produces superior results not because of any unique investment insights, but because it is
tailor-made for the needs of the plan and consistently applied. The main investment
strategy of pension fund trustees in Trinidad and Tobago seems to be that of passive
management. They simply do what has always been done. Assets are bought as they
become available (particularly bonds) with little thought of the overall impact on the
level of diversification of the fund. In some cases a proportion of the assets are placed in
Deposit Administration contracts or deposited with overseas investment managers, who
are assumed not only to know the opportunities for investment abroad but also to
understand the particular needs of local pension funds. These practices are far from
optimal from an investment point of view.
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Appendix 4: Objectives of an Investment Policy for Social Security Funds

Safety
Safety requires that investments be structured so that the capital value of the fund is not
diminished.  Secure investments ensure that social security schemes meet their
commitments in a cost effective manner (ISSA). This objective will be to mitigate risk
by:-
o Diversifying the investment portfolio
e Limiting investments to instruments not exposed to significant risks (e.g.
derivative type instruments used for speculation e.g. swaps, futures and forward
contracts)
e Pre-qualifying financial institutions, intermediaries and advisors with
e which the Fund does business to ensure that investments are done at arms length
based on market terms
e Performing due diligence on potential investment choices
e Regular monitoring of the investment performance

Liquidity

The investment portfolio shall remain sufficiently liquid to meet all cash requirements
that may be reasonably anticipated. This is accomplished by structuring the portfolio so
that instruments mature concurrent with cash needs. Once this objective is achieved the
scheme would not have to sell assets to meet cash flow needs.

Profitability

The investments must aim to maximize risk-adjusted returns. Sound financial principles
must be employed so that social security investments do not earn returns below market
rates or negative rates of return as experienced by some schemes.

The future financial viability of social security schemes is dependent on the growth of
their reserves which in turn is dependent on the projected nominal rate of return.
Consequently, in allocating funds for investments it must be ensured that the financial
return is pegged at a rate which allows a sufficient buffer above that actuarially
determined minimum rate. The minimum rate of return on the overall portfolio should
be the rate of return assumed by the actuary in the valuation report.

Social and economic utility

Social security funds must be invested in the productive sectors of the economy and this
is especially necessary in developing countries. The contribution base of the schemes
would vary directly with the GDP of the country. Also, in a depressed economy benefit
claims tend to be higher. The argument here is that social security institutions in the
Caribbean cannot afford to divorce their investment practices from the performance of
the local economy. When the economy does well so does the social security fund.

Ten percentage of the portfolio of social security funds must be a commitment to
economic development. These funds must be targeted to specific growth sectors of the
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economy and the investments of social security funds in these sectors must be
guaranteed to some extent by the government. The investment policy has to recognize
the role that social security organizations play in national development.

These objectives must be considered as a whole and none is more important than the
other. Economists define investments in physical terms and not just financial terms.
Investments may be considered as real efforts aimed at increasing the capital stock and so
augmenting the productive capacity of a nation. While assets such as stocks and bonds
may represent investments in a financial sense such activity is not a sufficient condition
to ensure an increase in the productive capacity of a nation.

The purchase of financial assets may arguable place more funds under the control of the
recipient institutions, whether the government or a private firm but this does not
necessarily mean that the issuer of the security will use the funds in an economically
productive way.

Social security institutions cannot afford to invest their funds in financial instruments
only and hope for the best return. They must make an attempt to ensure that their funds
are used to boost the productive capacity of the regions within which they operate. The
level of economic activity in the home country of the social security institutions
represents the ‘lifeblood” of social security institutions. This is especially so in the
economies of the OECS countries where NIS funds represent a large proportion of GDP.
These economies may also suffer from resource constraints.

Social security institutions cannot leave the social and economic aims of the investment
portfolio to chance. These institutions must allocate a percentage of their investable
funds to key growth sectors of the economies of the region. These growth sectors include:
Tourism, Agriculture, Construction and Manufacturing. This economic targeting of
investment opportunities could be exercised if the national insurance board has
representations on the boards of institutions in which a large percentage of the fund is
invested. The Governments of the region should also guarantee a minimum rate of
return on developmental investments of social security institutions. This is already done
in the case of government guaranteed bonds issued by many state enterprises.

Asset allocation

The Table below gives details of the strategic asset allocation for the social security
investments. The asset allocation is specified as a minimum and maximum range and a
target for five broad asset classes:

e Equity

e Loans and Other Debt Instruments
e Cash and Cash Equivalents

e Property and Real Estate

e Mortgages
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Asset Class Target (%) Range (%)

Local Equity 15 10-20

Regional Equity 10 5-15

Foreign Equity 5 0-10
e S

Local Government Bonds 15 10-20

Local Corporate Bonds 10 5-15

Foreign Sovereign Bonds 5 0-10

Foreign Corporate Bonds 5 0-10

Other 10 5-15
i N

Fixed Deposits 5 5-15

Mutual Funds 5 0-10

Mortgages 5 0-10

Equity

Equity investments are necessary for social security organizations to achieve the
profitability objective mentioned above. Equity investments normally provide higher
returns than other asset classes but this comes at the expensive of increased risk due to
the volatility inherent in stock markets. Equity investments provide a hedge against
inflation because the same economic factors that cause inflation also inflate the profits of
listed companies. The stock markets in the region are fairly inactive by world standards.
The markets also do not provide sufficient opportunities for diversification. The local
and regional equity limits have therefore been set at 15% and 10% of the portfolios
respectively.
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There is considerably more risk where the equity is of a newly formed company with no
track record. Given the significant percentage of startup companies which fail, the
National Insurance Corporation should avoid investing in the shares of such companies.

Loans and other debt instruments

The National Insurance institutions should not do direct lending to the general public.
All lending should be done through banks or non banks or to established corporations.
Loans may be granted to the following types of institutions:

(1) financial institutions for lending to specific programs established by the National
Insurance Board;

(i)  financial institutions engaged in lending for educational, agricultural,
manufacturing, tourism and information technology projects;

(ili) companies engaged in the provision of essential services, including:

o electricity generation, transmission and distribution
e supply of pipe borne water
e provision of health care

Government Lending should fall within the range specified above of total investments.
Eligible investments would include:-

e treasury Bills

e bonds

o loans for capital projects

¢ loans to statutory bodies with sound management structures

Bonds offer more predictable but lower expected returns than equity. These investments
are very rarely traded in the region. They are usually held to maturity. Bonds of
sufficiently long durations (in excess of 10 years) are rare in regional capital markets.
Government bonds usually have lower probabilities of default than corporate bonds. The
allocations below give greater weight to government than corporate bonds. However it
limits exposure to government bonds to a target of 20% of the portfolio to prevent the
incidence of government raiding. It is also believed that foreign sovereign and foreign
corporate bonds would help to diversify and increase the term to maturity of the
investment portfolio but exposure to these classes should be limited to prevent too much
exposure to currency risk.

Cash and cash equivalents

A limited holding of cash and cash equivalence is proposed so that the liquidity objective
is achieved. Sound investment management would dictate that the investment portfolio
remains sufficiently liquid in order to meet short term obligations and long term
commitments when they become due. Despite this, too much liquidity would be at the
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expense of returns on the portfolio. Exposure to cash and cash equivalence should
therefore be limited to 10% of the portfolio.

To assist with liquidity, fixed deposits should be placed in a manner which will ensure
that maturities occur evenly throughout the year. In addition, in order to take advantage
of the higher rates and to avoid reinvestment risk, up to 75% of fixed deposits should,
where the opportunity proves attractive, be placed for periods in excess of one year. The
Investment Committee should ensure that the rates of interest on its fixed deposits are
competitive.

Property and real estate

Property and Real Estate would improve the quality of the portfolio as the value of the
property would increase over time. This asset class although illiquid by nature may
provide valuable rental income to improve the cash flow position.

Mortgages

Investment in mortgages should be done at market rates. The National insurance Board
should not lend at subsidized rates. Minimum loan to value ratios should be maintained
at 75%. Mortgage lending should also be done through a recognized financial institution
with a proven track record.

Investment risk
Some degree of risk is inherent in all investment activities. The following should be
considered when choosing suitable investments:

Credit Risk - this is the risk that the issuer of a security will be unable to meet interest
and principal obligations. To mitigate against this, the national insurance scheme will
obtain credit ratings for all institutions or sovereigns where these are available. For
sovereigns the rating of the issuer should be at least Moody’s P-1 or Standard and Poor’s
A-1+/A-1.

Interest Rate Risk — fluctuations in the value of fixed income securities due to changes in
interest rates would affect the solvency position of the NIS. The scheme would try as
much as possible to hold bonds that are fix rated and whose maturity profile exceeds 10
years.

Concentration Risk - this occurs when assets are overweighted in a particular issuer,
asset class or country. To avoid this scheme would ensure sufficient diversification
across the various asset classes.

Liquidity Risk — this is the risk that the scheme would not have cash on hand to pay
benefits when they become due. This could be mitigated by holding an appropriate
proportion of the fund in liquid assets.
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Currency risk - if a significant proportion of the fund is invested outside of the
jurisdiction, changes in exchange rate would affect the local dollar equivalent of interest
income payments. Given that benefits are all paid in local currency this represents a risk
to the plan. This is mitigated by investing a minimum of 75% of the portfolio locally.

Market risk — changes in the market value of equity investments could negatively affect
the value of the portfolio. Diversification among a wide range of local, regional and
foreign equities would help to mitigate this risk.

Investment limitations

e Investment in any one financial institution shall not exceed 10% of the Fund’s
total investment.

e Investments in any one economic sector is restricted to 15% of the value of the
portfolio.

e Investment in any one country except the home country shall not exceed 10% of
the total investment.

e The total of the Fund’s assets held outside of the home country should form no
more than 20% of the Fund’s total investment at cost.

e A maximum of 15% Of the deposits are to be held with one company.
e No single mortgage should exceed 5% of the value of the fund
Delegation and authority of management of investments

Investment Committee
The Fund’s Investments are to be managed by an Investment Committee which shall
consist of:

(a) an official of the Ministry of Finance, who shall be the Chairman of the
Committee

(b) two persons nominated by the Minister of Finance

(c) a member of staff other than the Director

(d) the Director

The Investment Committee will monitor the investments and will submit quarterly
reports to the National Insurance Board.

Board of Directors
The Board shall have full discretionary power to direct, allocate, rebalance or liquidate
the Fund’s investments in compliance with the terms of this investment policy. The
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Board upon the recommendation of the Investment Committee shall initiate or delegate
so to do, all investment transactions.

Investment Manager

The board will designate an Investment Manager who will report directly to (1) the
Director and (2) the Investment Committee (as required) concerning recommendations
for investment decisions.

Ethics and Conflicts of Interest

Officers and employees involved in the investment process shall refrain from personal
business activity that could conflict with the proper execution and management of the
investment program, or that could impair their ability to make impartial decisions.

Employees and investment officials shall disclose any material interests in financial
institutions with which they conduct business. They shall further disclose any personal
financial / investment positions that could be related to the performance of the
investment portfolio. Employees and officers shall refrain from undertaking personal
investment transactions with the same person with whom business is conducted on
behalf of the entity.

Officers and Employees in breach of this provision shall be subject to sanctions as
determined by the National Insurance Board.

General

Investments shall be made with the same judgment and care which persons of prudence,
discretion and intelligence exercise in the management of their own affairs, not for
speculation, but for investment, considering the safety of their capital as well as the
income to be derived. Investment officers exercising due diligence and acting in
accordance with this investment policy shall be relieved of personal responsibility in the
event of loss or diminution of value of an investment undertaken in accordance with this

policy.
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Appendix 5
Health Expenditure as % of GDP — 2002
Country Public Private Total GDP
Expenditure | Expenditure Expenditure 2002(US$mn)
Barbados 4.7 2.2 6.9 2,598.3
St. Kitts & 3.4 2.2 5.6 356.4
Nevis
Bahamas 3.4 3.5 6.9 5,050.0
Trinidad & 1.4 2.3 3.7 9,371.9
Tobago
Antigua & 3.3 15 4.8 720.9
Barbuda
Grenada 4.0 1.7 5.7 401.4
Dominica 4.6 1.8 6.4 258.3
St. Lucia 3.4 1.6 5.0 676.5
St. Vincent
& 3.9 2.0 5.9 369.4
Grenadines
Belize 2.5 2.7 5.2 999.8
Jamaica 3.4 2.6 6.0 8,005.3
Guyana 4.3 1.3 5.6 743.2

Source: Human Development Report 2005, UNDP, Caribbean Development Bank,
Annual Economic Review — 2003
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CHAPTER 8

Human Resources in Trinidad and Tobago and the OECS:
Status and Needs

Vasantha Chase
1. POPULATION CHARACTERISTICS

An understanding of basic demographic features, such as the size, growth, and sex and
age composition of the population are useful in understanding social and economic
conditions of Trinidad and Tobago and the OECS countries of which a union is being
proposed. Also crucial is an understanding of the type and level of economic activity, the
size and composition of the labour force, and the performance of various social sectors,
such as the provision and delivery of health care, education and other social services to
the population.

The countries in the proposed union vary in population size and levels of economic
development. The total population of the proposed union is estimated at 1.9mil persons
with Trinidad and Tobago constituting about 68% of that population. The total
population of the OECS grouping is less than 625,000. The smallest State in this proposed
union is Montserrat with a population of less than 4,000 persons.

All States in the OECS have less than 200,000 persons each; six of the OECS States have
less than 100,000 persons each. The Windward Islands are the larger of the grouping with
Saint Lucia’s population, in 2008, being estimated at approximately 176,000; Grenada and
St. Vincent and the Grenadines have similar populations, at about 107,000 each. Antigua
and Barbuda has a population of about 88,000 while Dominica’s population is short of
72,000; St. Kitts and Nevis is at the cusp of 52,000. The Non-Independent States have less
than 20,000 persons each.

Population growth in the States of the proposed union has either declined — in the case of
the States with less a population of less than 100,000 persons, or remained stable at an
average of 1.4% per annum. Trinidad and Tobago experienced a population rate of 1%
per annum between 2005 and 2008. The small population growth has implications for the
labour force. Those countries with less than 100,000 persons, with the exception of
Dominica, are net importers of labour. Dominica, on the other hand, is the largest
exporter of labour in the OECS. Trinidad and Tobago has a labour deficit although it has
the largest population in the proposed union.

According to the 2000 census, the largest age cohort in all the States was between 0 and
29 years of age. In some States, the larger cohort was between 0 — 14 years while in
others the larger cohort was between 15 — 29 years. The significance is that there is now a
very large segment of the population, in each of the States in the proposed union that is
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part of the labour force. Yet, these are countries that are net importers of labour or that
are suffering from a labour deficit. Additionally, some of the countries, particularly
Grenada, St. Vincent and the Grenadines and Saint Lucia, have a large labour force but
exhibit unemployment rates in the double digits. It is generally acknowledged that the
labour force in these countries tend to be unskilled or semi-skilled. Additionally, since
the labour force is now outside of a formal learning environment, skills training and
upgrading of skills have to take place in an environment which is conducive to informal
and to adult learning methods.

Based on available data, about 35% of all households in the proposed union are headed
by women. Countries with high proportions of female household heads are St. Kitts and
Nevis and Antigua and Barbuda. Both of these countries are net importers of labour.
Grenada too, a country from which there has been considerable migration to Trinidad
and Tobago and to North America also has a high proportion of female headed
households (43%). Only Trinidad and Tobago has less than 30% of households with
females as head of households. Most female headed households, with the exception of
those in Trinidad and Tobago, also have more than 3 persons in the household. The
relevance of female headed multiple-person households to an economic union is the
availability or willingness of the head of the household to locate to another jurisdiction,
within the union, in search of employment.

2. LABOUR FORCE
2.1 Labour market characteristics

2.1.1  Sectoral shifts

The nature of the productive structures ultimately defines the qualitative type of labour
that is required. The agricultural sector is no longer a major source of employment for
the labor force in the countries of the proposed union, having declined over the last few
decades. For example, in Trinidad and Tobago, the contribution of agriculture and
forestry to total employment declined from 23% in 1970 to 12% in 1991 to 8% in 2001. The
agricultural sector, especially bananas and sugar, has borne the brunt of changes taking
place in the global trading environment, namely the gradual dismantling of preferential
arrangements with European countries. The shift away from agriculture and
manufacturing employment has translated into growing employment shares in services
(including tourism, construction, commerce, transportation, financial and government
services), reaching levels of 60-65% across the proposed union (Refer to figure 1).
Service sector 