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Synopsis
Many proponents of Canada Pension Plan (CPP) reform call for its mandatory expansion, while others have made the case for alternatives. This study examines CPP expansion from an economies-of-scale perspective to assess the potential impact of
expansion on the Canada Pension Plan Investment Board’s (CPPIB’s) performance in
managing costs and generating returns.
The empirical literature reviewed in this study found that fund managers generally experience diseconomies of scale at some point in generating investment returns
as their asset base increases, although relatively large pension plans can take action to
offset these diseconomies.
The study concludes that diseconomies of scale present a risk to the CPPIB’s
investment performance. The actions that the CPPIB is taking to offset diseconomies
of scale in investment returns will likely become less effective as its assets continue to
grow. Even modest expansion of the CPPIB will increase the risk that the CPPIB will
not meet its objectives in helping the CPP fund Canadian retirement incomes.
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Executive summary
There is currently a debate going on in Canada over the country’s retirement income
system. The discussion centres around whether the current retirement income system
needs to be improved and, if so, what reforms should be undertaken. The debate is an
important one for Canadians as it affects their disposable income both during their
working lives and in retirement.
Many proponents of reform advocate mandatory expansion of the Canada Pension Plan (CPP) contributions and benefits. Others have made the case for alternatives
to CPP expansion, such as legislative changes that would improve access to private
alternatives. In assessing the merits of CPP expansion, one issue that has not received
much debate is how that expansion could affect the Canada Pension Plan Investment
Board’s (CPPIB’s) performance in managing costs and generating returns. The
CPPIB’s assets under management are expected to grow to CA$700 billion by 2038.
The future size of the CPPIB’s assets prompt the question of whether economies of
scale will be achieved as it continues to grow, or whether the reverse will happen and
there will be diseconomies. This study examines this question.
The empirical literature reviewed in this study found that as their asset base
increases, fund managers generally experience diseconomies of scale at some point in
generating investment returns. However, relatively large pension plans can take action
to offset these diseconomies.
The study examines the CPPIB’s changes in costs and investment management
practices, and finds evidence that the board is taking actions similar to those taken by
large pension funds to offset diseconomies of scale that set in with a growing asset
base. Those actions include shifting assets towards alternative asset classes, such as
private equity. Alternative assets in the CPPIB portfolio grew from 2.7 percent of total
assets in 2003 to 25.6 percent in 2010. Changes in investment management practices
likely contributed to a rapid escalation of costs for the CPPIB. Administrative
expenses and advisory fees increased five-fold as a percentage of average assets
between 2005 and 2010.
The study concludes that there is a limitation in applying findings from existing
literature on economies and diseconomies of scale to the CPPIB due to the sheer size
of the CPPIB in comparison to the size of funds covered in the literature. However, it is
clear that diseconomies of scale present a genuine risk to the CPPIB’s investment performance. The actions that the CPPIB is taking to offset diseconomies of scale in
investment returns will likely become less effective as assets continue to grow.
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Even modest expansion of the CPPIB will add to the risk that the board will not
meet its objectives of helping the CPP fund Canadian retirement incomes. This has
real implications for Canadians because CPP legislation includes a mechanism to
adjust benefits or contribution rates to return the plan to sustainability in meeting its
objectives. Hence, weaker than expected investment performance could adversely
affect CPP benefits drawn by retired Canadians.
Policymakers who believe that more should be done to enhance retirement security for Canadians should recognize the strengths of the existing system and focus on
improving the third pillar, which includes registered pension plans, individual and
group RRSPs, and Tax Free Savings Accounts.
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Introduction
There is currently a debate in Canada over its retirement income system. The debate
focuses on two related issues: (a) whether there is a need to improve the current retirement income system to ensure adequate replacement income and (b) if yes, what reforms should be undertaken to improve the framework including mandatory versus
voluntary savings options. The debate is an important one for Canadians as it impacts
their disposable income both during their working lives and in retirement.
Many proponents of reforms advocate mandatory expansion of the Canada Pension Plan (CPP) contributions and benefits while others have made the case for alternatives to CPP expansion such as legislative changes to improve access to private
alternatives. A number of the arguments that have been made for CPP expansion have
been outlined in table 1.

Table 1: Arguments for mandatory CPP expansion
Savings behaviour and myopia
A significant proportion of people do not save adequately to achieve optimal consumption over their lifetimes and
this can be addressed by expanding forced savings through mandatory pension schemes.

Individual investment behaviour
Many individuals make decisions based on hunches, which usually works against them as they tend to “buy high”
and “sell low.”

Economies of scale and costs of fund management
A larger scale can significantly reduce administrative (ie., record-keeping) and investment costs (ie., external
management fees) by spreading fixed costs and improving governance and administrative practices.

Adverse selection and annuitization costs
To convert savings into lifetime income, an annuity (a contract providing a regular stream of payments) must be
purchased. Individuals who expect to live longer will be more inclined to purchase annuities, while those who
expect to have shorter lives will not, thus leaving them with the risk that they will outlive their savings.

The Samaritan’s dilemma
The Samaritan’s dilemma results from a public program that seeks to help people, but actually increases their
dependency through disincentives. Increasing the CPP benefit rate will reduce the disincentive for some low
income Canadians to save because doing so will eliminate their eligibility for the Guaranteed Income Supplement.

Labour market incentives
Workplace defined benefit pension plans have deficiencies compared with the CPP, such as vesting conditions, that
could bias a worker’s decision to stay or seek a different position.
Source: Kesselman, 2010.
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While some have called for the mandatory expansion of the CPP on the basis that
Canadians are not saving adequately for retirement, others have questioned whether
there really is a savings crisis (Canadian Bankers Association, 2010). Mintz (2009)
concluded Canadians are doing relatively well by international standards in ensuring
they have adequate savings for their retirement although there is evidence that not all
working Canadians are saving enough to obtain the same level of consumption in their
retirement as they enjoy in their working years.
There have also been arguments made against CPP expansion as a solution to
ensuring adequate retirement income. Davies (2009) notes that while expanding the
CPP has the advantage of ensuring higher public pensions for a very large portion of
the population, it has the disadvantage of forcing increased contributions to a
pay-as-you-go pension system (ie., current retiree benefits are funded by current
worker contributions). That system offers a poor rate of return and does not provide as
tight a relationship between contributions and future benefits as does a defined contribution pension plan or registered retirement savings plan.
The Canadian Federation of Independent Business (CFIB) has argued against
expanding the CPP as it would increase payroll taxes. The CFIB has released a paper
that concludes that a Canadian Labour Congress proposal to double the CPP would
result in 1.2 million person-years lost in employment in the short run, and wages being
forced down by 2.5 percent in the long run (Mallet, 2010). TD Economics has argued
that while the retirement income system needs to be bolstered because increasing
numbers of individuals are at risk of saving inadequately for retirement, reforms
should target the at-risk group, and CPP expansion is not a targeted response (Alexander, 2010). As alternatives, TD Economics has proposed that either a new national
public plan be created with coverage for all workers without an employer pension plan
or an expansion of the private pension system.
Some commentators have outlined principles for reforming Canada’s retirement
income system that are consistent with avoiding CPP expansion or creating new government plans. The Canadian Bankers Association (2010) argues that it is important
to consider the financial security of families at all stages of life, and to recognize that
families within each stage are not homogeneous, and in doing so to consider the assets
and liabilities that are important to them at those stages. The Canadian Life and
Health Insurance Association (2010) argues that the public part of the retirement savings system should be directed at providing income for basic needs in retirement.
In assessing the merits of CPP expansion, one issue that has not received much
debate is how expansion could affect the Canada Pension Plan Investment Board’s
(CPPIB’s) performance in managing costs and generating returns. The CCPIB was
established to manage the assets that are being accumulated through higher contribution rates on workers; these assets will contribute to funding future CPP payments.
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The CPPIB’s net assets at the end of its last reported year were CA$127.6 billion.
The CPPIB was ranked the fifth largest sovereign pension fund by assets in 2009 (Towers Perrin, 2010). CPPIB assets are expected to grow to CA$700 billion by 2038
(CPPIB, 2010a). The future size of the CPPIB’s assets prompt the question of whether
economies of scale will be achieved as it continues to grow, or whether the reverse will
happen and there will be diseconomies. An Ontario government consultation paper
flagged the economies of scale issue noting that expanding the CPP would result in a
significant increase in the CPPIB’s assets, which may be a challenge to manage
(Ontario, Ministry of Finance, 2010). The “economies of scale” argument has also been
raised in favour of CPP expansion (Kesselman, 2010). However, there has not yet been
any substantive analysis of the issue. This study is intended to address this omission by
examining the economies and diseconomies of scale from asset size from two perspectives: costs, and the impact of size on investment performance (ie., rate of return).
The study begins by framing the debate and describing the current Canadian
retirement income system. That leads to an examination of relevant literature on
economies of scale and the relevance of the literature to the CPPIB before concluding.
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Canada’s pension landscape
Canadian retirement security
The Canadian retirement income system is often described as a set of pillars. The first
pillar consists of two programs administered by the federal government funded by
general government revenues. Old Age Security (OAS) is a monthly payment available
to most Canadians who reach age 65. Benefits are clawed back once they reach a certain level of income. The Guaranteed Income Supplement (GIS) is an additional
amount available to low-income seniors.
The second pillar is the CPP Retirement Plan, which provides up to 25 percent of
lifetime contributory earnings, indexed to inflation. Employers and employees make
matching contributions to the CPP. Individuals begin receiving CPP benefits at age 65
but have the option of collecting a reduced monthly benefit at age 60, or a higher
monthly benefit at age 70. The CPP covers Canadians in all provinces except Quebec,
which has its own plan, the Quebec Pension Plan.
The Canada Pension Plan Act includes an automatic mechanism to adjust benefits and contributions to ensure the plan remains viable if at any point it is considered
unable to sustainably meet its obligations. Every three years, federal and provincial
finance ministers must review the financial state of the CPP and recommend whether
changes should be made to benefits, contribution rates, or both. In conducting these
reviews, the ministers must consider the latest report and estimates of the Chief Actuary of the Office of the Superintendent of Financial Institutions, which regulates federal registered pension plans. The most recent report of the Chief Actuary, submitted
in September 2010, concluded that at the current legislated contribution rate, the
Canada Pension Plan is expected to be able to meet its obligations throughout the projection period (through 2020) and to remain financially sustainable over the long term
(OSFI, 2010).
Tax-assisted programs make up the third pillar. This includes registered pension
plans, individual and group RRSPs, and Tax Free Savings Accounts.
Some pension commentators have argued that there is a fourth pillar consisting
of income from assets that are not registered in tax-assisted programs, such as investment income and capital gains (Taylor, 2010). Davies (2009) finds that in 2005, Canadians aged 65 or over held an average of CA$260,400 in non-financial assets and
CA$35,600 in financial assets outside registered plans. Non-financial assets other than
principal residence averaged CA$121,900.
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The Canada Pension Plan Investment Board
The CPPIB was established as a result of a 1997 federal-provincial government agreement to increase contribution rates to create a reserve fund of surplus assets and establish an organization that would operate at arm’s length from government to manage
this fund. The agreement followed an actuarial report projecting that the CPP’s existing contingency reserve would be exhausted by 2015.
The CPPIB’s mandate is to:
4

assist the Canada Pension Plan in meeting its obligations to contributors and beneficiaries under the Canada Pension Plan;

4

manage funds in the best interests of the contributors and beneficiaries of the CPP;
and

4

invest its assets with a view to achieving a maximum rate of return, without undue risk
of loss taking into consideration the ability of the CPP to meet its financial obligations.
The CPPIB governance structure includes a board of directors with responsibilities for hiring the chief executive officer, reviewing performance, and approving external investment management partners hired to manage CPPIB assets. Directors are
appointed by the federal finance minister in consultation with provincial counterparts. The CPPIB emphasizes that it operates at arm’s length from government and
free from political interference (CPPIB, 2010 b). Amendments to the CPIB’s legislation require agreement by the federal government plus two-thirds of the provinces
representing two-thirds of the population.
The CPPIB Act requires “special examinations” at least once every six years.
They are to determine if the systems and practices in place related to financial management and control provide assurance that the CPPIB’s assets are safeguarded and
controlled, and that resources are managed efficiently. The most recent special examination was published in February 2010 and provided an opinion that there were no significant deficiencies in the systems and practices examined (Deloitte, 2010).
Initially, the CPPIB was mostly invested in bonds with a small passive allocation
to equities. However, it has since moved into other asset classes and shifted from passive to active investment. Figure 1 shows the fund’s current asset mix. As of September
30, 2010, that mix included 27 percent of assets in private equity, real estate, and infrastructure. Similar to federal regulations for the investments of private pension plans,
the CPPIB is subject to both a “prudent person” rule (a requirement to apply to the
investment portfolio of a pension fund an approach that is reasonable and prudent)
and investment restrictions such as a 10 percent limit on the amount of CPPIB assets
that can be invested in any entity.
Fraser Institute 4 www.fraserinstitute.org
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Figure 1: Asset mix of the CPP Board as of September 30, 2010
Infrastructure Inflation-linked Bonds
3%
5%
Real Estate
7%
Public Equities
38%

Fixed Income
32%
Private Equities
15%
Source: CPPIB 2010b.

For the period ending September 2010, the CPPIB fund generated a five-year
annualized rate of return of 3.4 percent, and a 10-year rate of 5.5 percent. While the
excess of CPP contributions over benefits has been directed to the funds managed by
the CPPIB, beginning in 2021 a small portion of CPPIB earnings will be used, along
with worker contributions, to finance benefits.
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Economies of scale
“Economies of scale” refers to the fact that the cost per unit of a good will drop as its
production rises; it is a result of spreading fixed costs over a greater level of production. In the context of studies on the asset management industry, the impact of economies of scale have been examined not only on direct costs, but on investment returns
as well.

Costs
Diseconomies of scale occur when production reaches a certain level, after which unit
costs begin to rise. Canbäck, Samouel, and Price (2006) describe four groups of diseconomies of scale:
1) Bureaucracy. Bureaucracy increases with size and can lead to excessive rigidity, conservatism, resistance to change, perpetuation of social class differences, etc., and can
shield managers from reality.
2) Information loss and rigidity. Larger organizations with more hierarchical levels are
more prone to communications problems such as delays in information being conveyed or lost.
3) Agency theory. Bureaucratic management structures that are put in place to cope with
administrative problems result in conflicts of interest between different levels of management.
4) Employee incentives and lack of motivation. Job satisfaction tends to be lower in large
organizations. Smaller firms link pay and performance more closely together, while
larger firms favour fixed-wage contracts based on tenure and make extensive use of
monitoring to control productivity.
Studies that examine economies of scale related to costs in the mutual fund
industry find that economies of scale do exist, but they ultimately become exhausted.
Latzko (1999) notes that US mutual funds have three major categories of operating
expenses. These include management fees to investment advisors, other administrative expenses from the provision of record keeping and transaction services, and distribution fees. Latzko’s study found that average costs diminished over the full range of
fund assets. However, the rapid decrease in average costs is exhausted by the time a
fund has US$3.5 billion in assets.

Fraser Institute 4 www.fraserinstitute.org
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Returns
For asset fund managers, three causes of diseconomies of scale are hierarchy, liquidity
or inflation of existing positions, and dissipation of managerial talent.

Hierarchy
In literature on hierarchical diseconomies of scale in fund management, a study by
Stein (2002) is often referred to for the theoretical case. Stein (2002) examined how organizational design influences the way capital is allocated to competing investment
projects. Stein contrasts two organizational forms: decentralization (small, single-manager firms) and hierarchies. Stein distinguishes between soft and hard information. Information is soft if it cannot be verified by anyone other than the agent that
produces it. In contrast, hard information is more verifiable. Within a hierarchy, a line
manager faces the risk that somebody higher up will decide that investment opportunities are better somewhere else. Stein argues that this possibility results in line managers spending more effort on documentation and less on research in order to turn
soft information hard. By doing this, they can build the case to higher levels of management that they should be given more resources to manage.
Lopez-de-Silanes et al. (2011) analyze the performance of private equity investments, and document the presence of substantial diseconomies of scale using the average number of simultaneously held investments managed by the firm over the
investment’s life. The authors argue that the number of investments held is a good
proxy for scale as each investment, regardless of its size, probably requires a similar
amount of time spent on it, and communication put into it. They find that as the number of simultaneous investments by a single firm increases, returns fall. Firms pursuing
fewer investments obtain higher returns. They also find that diseconomies of scale are
substantially smaller in flatter organizations with less hierarchy. The authors note that
their findings are consistent with the view that private equity performance suffers
from those structural features of the firm that curtail information flows and reduce the
value-added capacity of management in both more hierarchical firms and those in
which communication is more difficult.

Liquidity
Liquidity refers to the ease with which a security can be traded without causing a price
impact (ie., a fluctuation in a share price). A larger asset base can erode fund perfor-
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mance because of trading costs associated with liquidity (Chen et al., 2004). While a
small fund can invest its money in its best ideas, a larger fund has to invest in its second
and third-best ideas, and take larger positions in individual securities than is optimal,
thereby eroding performance (Chen et al., 2004). Chen et al. (2004) investigate economies of scale in the performance of the active money management industry using US
mutual fund data from 1962 to 1999, and find evidence that fund size erodes performance. The effect of fund size is most pronounced for small caps (equities with relatively small market capitalizations), suggesting that liquidity is an important reason
for this. They also argue that organizational diseconomies related to hierarchy costs
may also play a role, as they find that the size of a fund’s family does not significantly
erode fund performance.

Management dissipation
Berk and Green (2004) describe the theoretical case for the third type of diseconomy of
scale in asset fund management. They argue that managerial talent is a scarce resource
that dissipates as the scale of operations increase. Skilled managers will manage more
assets, but because they manage more assets, they will generate the same expected future returns as less skilled managers. Empirical studies have found evidence of the diseconomies of scale that Berk and Green describe, such as those by Reuter and
Zitzewitz (2010) in the mutual fund industry and Fung et al. (2008) in the hedge fund
industry.

Fraser Institute 4 www.fraserinstitute.org
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Economies of scale in pension funds
This section describes the literature on economies of scale on the cost and returns for
pension funds.

Costs
Jog (2009)
Jog examines the costs of managing Canadian defined benefit pension plans using data
from Statistics Canada and CEM Benchmarking Inc. CEM Benchmarking Inc. is a Toronto-based global pension benchmarking firm that focuses on the objective measurement of the investment performance, service levels, and costs of pension investments
and administration. Jog finds that the total costs do not decline consistently with the
total size of the asset. For the years 2007 and 2008, costs seem to stabilize at 30 to 45
basis points using data on all funds. Jog concludes from these findings that there do not
seem to be cost economies of scale after a particular size and expenses seem to be independent of fund size at these levels.

Bikker et al. (2010)
Using CEM Benchmarking data, Bikker et al. (2010) examine the impact of scale on the
administrative costs across pension funds in Australia, Canada, the Netherlands, and
the US. The dataset included 90 pension funds from 2004 to 2008. The authors find
that, except for Canada, large, unused economies of scale exist.
Table 2 shows the authors’ findings on administrative costs by size classes. The
weighted average of the administrative costs per asset show that costs decrease rapidly
as size increases, reaching 0.05 percent for pension funds in the Euro50-100 billion
class before slightly increasing again. While the weighted average administrative costs
per asset reflects a U-shaped association, the authors found that the weighted average
of administrative costs per participant does not show a similar shape. However, the
authors also examined administrative costs per participant on a disaggregated basis
and found a U-shaped pattern for most sub-categories, with average costs first declining with size, then increasing again.
Bikker et al. also examine administrative costs across pension fund types and
find significant variance. For example, state or provincial plans have 70 percent higher
administrative costs.
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Table 2: Average annual administrative costs of pension funds
by size classes
Administrative cost per
participant (€)

Administrative cost per
asset (%)

148.5

0.157

50-100

82.2

0.098

100-500

61.6

0.085

500-1,000

44.9

0.133

>1,000

55.1

0.085

<10

81.4

0.115

10-20

52.0

0.085

20-50

74.8

0.077

50-100

51.3

0.052

>100

77.4

0.061

Size classes
Number of Participants (x 1000)
<50

Total assets (€billion)

Source: Bikker et al., 2010.

Coleman et al. (2003)
Coleman et al. (2003) examine the expenses of Australian superannuation funds (returns, volatility of returns, and expenses), using data from 1995 to 2002. Australian superannuation funds are pension funds with mandatory employer contributions and
voluntary member contributions.
The authors examine expenses with annual and quarterly data. The annual data
universally cover the Australian regulated superannuation sector. The quarterly survey data are limited to large funds (including non-regulated funds) with assets in
excess of AU$60 million. The funds in this database account for the majority of superannuation members, although coverage is limited in the number of funds. The authors
note that an advantage of the quarterly survey data is the greater frequency in reporting, which allows for the calculation of better investment performance measures.
Table 3 shows the results from the annual return data on expense ratios. Average
expense ratios decrease as asset size increases for the full sample of funds and across
the fund types examined (ie., corporate funds, public sector funds).
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Table 3 : Equal-weighted expense ratios by total asset—annual return
data: 1996-2002
Total Assets (in AU$)

Corporate

Industry

Public
Sector

Retail

All

1.33%

1.74%

2.42%

2.00%

1.37%

477

15

6

9

507

1.19%

1.84%

1.35%

1.55%

1.27%

334

36

7

27

404

0.93%

1.44%

1.34%

1.74%

1.26%

57

31

4

26

118

0.79%

1.18%

0.65%

1.32%

1.08%

18

15

10

34

77

$1 million to <$10 million
Average expense ratio
Number of funds
$10 million to <$100 million
Average expense ratio
Number of funds
$100 million to <$500 million
Average expense ratio
Number of funds
$500 million or more
Average expense ratio
Number of funds
Source: Coleman et al., 2003.

Table 4: Equal-weighted expense ratios by total asset—quarterly survey
data: 1995 (Q2) to 2002 (Q2)
Total Assets (in AU$)

Corporate

Industry

0.98%

1.22%

27

Public
Sector

Retail

All

n/a

1.63%

1.10%

1

0

6

34

0.88%

1.47%

1.06%

1.95%

1.24%

68

26

6

27

127

0.78%

1.27%

0.82%

1.65%

1.24%

13

16

16

31

76

$60 million to <$100 million
Average expense ratio
Number of funds
$100 million to <$500 million
Average expense ratio
Number of funds
$500 million or more
Average expense ratio
Number of funds
Source: Coleman et al., 2003.
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Table 4 shows the results from the quarterly data on expense ratios. In contrast
to the annual data, the quarterly data do not show economies of scale. In aggregate,
expense ratios are lower for the smallest category size. The authors attribute the difference in results from the annual data set to the smaller number of funds and that the
funds represent the 10 percent of the largest funds in the industry.

Returns
Coleman et al. (2003)
Coleman et al. (2003) examine the returns and their volatility for Australian superannuation funds. Tables 5 and 6 show average return on assets and volatility by total asset

Table 5: Average annual return on assets and volatility by total
asset—annual return data: 1996 to 2002
Corporate

Industry

Public
Sector

Retail

All

Average annual return on
assets

7.11%

4.67%

5.16%

3.76%

6.95%

Average volatility

6.21%

4.20%

4.41

3.01%

6.07%

Number of funds

477

15

6

9

507

Average annual return on
assets

7.05%

5.37%

6.49%

4.79%

6.74%

Average volatility

6.10%

5.18%

5.28%

4.42%

5.89

Number of funds

334

36

7

27

404

Average annual return on
assets

8.22%

6.42%

5.76%

4.15%

6.77%

Average volatility

7.68%

5.62%

6.04%

4.73

6.43%

Number of funds

57

31

4

26

118

Average annual return on
assets

8.26%

6.85%

6.23%

4.77%

6.18%

Average volatility

6.50%

4.93%

5.96%

5.77%

5.80%

Number of funds

18

15

10

34

77

Total Assets (AU$)
$1 million to <$10 million

$10 million to <$100 million

$100 million to <$500 million

$500 million and over

Source: Coleman et al., 2003.
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Table 6: Average annual return on assets and volatility by total
asset—quarterly survey data: 1995 (Q2) to 2002 (Q2)
Corporate

Industry

Public
Sector

Retail

All

Average annual return on assets

7.19%

6.60%

n/a

7.45%

7.22%

Average volatility

8.93%

5.07%

n/a

5.98%

8.29%

Number of funds

27

1

0

6

34

Average annual return on assets

9.21%

7.27%

8.05%

5.46%

7.96%

Average volatility

7.88%

5.86%

6.13%

4.92%

6.75%

Number of funds

68

26

6

27

127

Average annual return on assets

9.19%

8.08%

8.08%

5.84%

7.36%

Average volatility

7.01%

5.87%

7.36%

5.93%

6.40%

Number of funds

13

16

16

31

76

Total Assets (AU$)
$60 million to <$100 million

$100 million to <$500 million

$500 million and over

Source: Coleman et al., 2003.

size, using the annual return data and the quarterly survey data. Both data sets show
mixed results. Some types of superannuation funds (corporate and industry) show
economies of scale in returns, but this is not consistent across all fund types. The results from the quarterly survey data, which is representative of the largest funds in
the industry, show, on aggregate, the middle category as having the greatest return
on assets.

Jog (2009)
On performance, Jog finds little evidence that larger funds consistently outperform
smaller plans at the fund level, notwithstanding considerable differences in the asset
mix of these funds. Jog also finds that the larger the fund, the larger are their investments in non-conventional and potentially non-benchmarkable and illiquid assets
(eg., private equity and hedge funds).
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Bauer et al. (2010)
The authors use the CEM pension fund database to provide an overview of the performance and costs of domestic equity investments by US pension funds. They find that
while a larger scale brings economies of scale in costs, liquidity limitations seem to allow only smaller funds, and especially small cap mandates, to outperform their
benchmarks. They also find that fund size erodes risk-adjusted performance (performance relative to level of risk), and they attribute this to the inability of large pension
funds to respond quickly to news or invest large parts of their portfolio in relatively
illiquid stocks.

Blake et al. (2010)
Using data on UK pension funds between 1984 and 2004, Blake et al. examined a shift
from centralized to decentralized investment management (which employs a greater
number of asset managers). The data included quarterly returns on the investment
portfolios of 2,385 UK pension funds and covers seven asset classes: UK equities, UK
bonds, international equities, international bonds, index-linked bonds, cash, and
property.
Defined benefit plan sponsors commonly delegate portfolio management to
external fund managers. The authors identify two trends towards decentralization:
1. A shift from managers with a balanced approach who are responsible for investing
across the full range of assets permitted by the sponsor to specialized managers
responsible for asset selection within a sub-class of assets.
2. A shift from one to many competing managers within each asset class.
The trend towards decentralization has been taking place despite the adverse
effects of multiple managers. These effects include coordination problems, higher
fees, and diversification losses (ie., individual managers can only account for diversification within their own portfolios, not the aggregate portfolio of the fund, which
includes assets managed by other, external managers).
The authors examine the dynamics of manager switching and determine that
shifting from one to several managers appears to be driven mainly by diseconomies of
scale at the fund level, and funds make the switch before there is significant deterioration on pre-fee performance. The authors examine the impacts of shifting towards
multiple specialized managers to determine if this behaviour is rational. They find:
4

specialist managers display significant securities selection skills whereas balanced
managers fail to do so;
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4

there is evidence of persistence (demonstrated consistency) in the performance by
specialist managers;

4

coordination problems associated with multiple managers is addressed by allocating
reduced risk budgets to each manager;

4

competition amongst multiple managers improves their performance after controlling for factors such as size of assets.

Dyck and Pomorski(2011)
Dyck and Pomorski (2011) examine the question of economies of scale in pension fund
returns by looking at the strategies and performance of defined benefit pension plans.
The authors use data from CEM Benchmarking Inc. covering Canadian, US, European
and Australian/New Zealand plans.
The authors find economies of scale with the largest plans achieving returns
45-50 basis points a year higher than the smallest plans. The authors find no evidence
that economies of scale abate even for the largest plans in their sample. However, they
expect that for sufficiently large plans, the economies should dissipate and likely turn
negative. They note that if one plan accounts for the entire sector, they would still
expect diseconomies of scale at the level of the overall pension industry. The average
size plan in the largest size quintile was US$37 billion.
The authors find evidence for the following behaviours of larger plans:
1. An increase in the number of external mandates to address diseconomies of scale at
the fund level;
2. A shift towards more internal management where costs are lower than under external
management; and
3. An increase in allocations to alternative assets, such as real estate and private equity.

Summary
The literature on asset management funds reviewed in this study indicate the following:
1. For costs, there are economies of scale in fund management, including pension funds,
but these economies level out or turn negative at some point.
2. While asset fund managers generally experience diseconomies of scale at some point
in generating returns as their asset base increases, large pension funds have the capability of taking actions that offset diseconomies of scale.
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In examining the relevance of the literature for the CPPIB, an important consideration is the sheer size of the board’s portfolio. For example, Dyck and Pormoski
(2011) found economies of scale in investment performance even in the largest pension plans. However, the average size (in assets) of pension plan in their largest size
category was US$37 billion. This is much smaller than the CPPIB’s current size, which
at the end of 2010 was CA$127.6 billion. By 2038, the CPPIB’s expected asset size will
be CA$700 billion.
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Is the CPPIB experiencing
diseconomies of scale?
As a single fund with limited history, a historical or comparative analysis of the
CPPIB’s costs and performance in generating financial returns would not provide any
insight into whether the fund is experiencing economies or diseconomies of scale. Too
many other factors affect the results of a single fund to make such a determination, including changes in investment strategy. However, an examination of the CPPIB’s expenses and investment management practices provides insights into whether the
CPPIB is reacting to diseconomies of scale.
Table 7 describes the CPPIB’s cost performance. The table focuses strictly on the
CPPIB’s costs, as opposed to the CPP’s overall costs. However, comparisons have been
made of the CPPIB costs versus those of private pensions and other vehicles such as
mutual funds. These comparisons fail to acknowledge the costs the CPP faces other
than asset management, notably, collecting funds, recordkeeping, and disbursements.
Appendix 1 documents these costs.
The ratio of administrative expenses to average assets remained flat from 2003 to
2006 before rising 170 percent by 2010. Advisory fees declined sharply through 2007
before rising by 1,750 percent between 2007 and 2010.

Table 7: CPPIB administrative expenses and advisory fees as
percentage of average assets
Year

Average Assets
(CA$millions)

Admin
Advisory Fees /
Expenses /
Average Assets
Average Assets

2003

16,116

0.07%

0.29%

0.36%

2004

25,525

0.07%

0.25%

0.33%

2005

46,070

0.07%

0.04%

0.11%

2006

74,539

0.07%

0.05%

0.12%

2007

105,004

0.11%

0.02%

0.13%

2008

125,441

0.12%

0.19%

0.31%

2009

121,705

0.16%

0.31%

0.47%

2010

126,411

0.19%

0.37%

0.56%

Sources: CPPIB Annual Reports, 2003-2010; author calculations.
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As noted earlier, rising costs in administrative expenses after 2006 and advisory
fees after 2007 are not clear evidence that diseconomies of scale in costs are setting in,
as other factors may be at play. For instance, the CPPIB’s 2010 annual report stated
that the CPPIB launched new portfolio, accounting, and performance-measurement
systems to replace services that were previously outsourced, which could pay off in
lower costs for these services in the future.
However, rising administrative and advisory expenses as a percentage of asset
value could also be a result of the CPPIB recognizing the challenges in generating
returns posed by diseconomies of scale. Box 1 includes an excerpt from a 2006 speech
by David Denison, President and CEO of the CPPIB. While noting there are some
advantages to size, Mr. Denison also described the sheer size of the CPPIB’s portfolio
as a challenge.
The escalation of the CPPIB’s administrative and advisory fee expenses could be
as a result of the board reacting to diseconomies of scale in investment returns. Some
of the literature reviewed earlier discusses how large pension funds react to diseconomies of scale. Their findings can be compared to the CPPIB’s behaviour.

Box 1
Excerpt from a speech by David Denison to the Conference Board of Canada,
2006 Pension Summit, on the challenges of managing CPP assets
“One aspect of our investment challenge is the sheer size of our portfolio—$100 billion
growing to an anticipated $250 billion over the next 8 to 10 years. Sometimes that size can
be a disadvantage—for instance, we won’t pursue investment opportunities even though
they have attractive returns if they aren’t sufficiently scalable to make an appreciable contribution to our portfolio, given the resources we would have to devote to them.
“As well, we sometimes identify valuation anomalies in companies that we hold that, unfortunately, would be offset by the market impact of trading in the volumes entailed by our
portfolio size if we tried to capture them. That being said, in many other respects, size does
indeed matter, and matter in a very positive way, in that it enables us to forge partnerships,
access large less competitively bid private markets transactions, develop leading edge trading, investment and risk management technology, and other capabilities, and allows us to
have internal specialization across a broad range of investment categories.”
—Source: Denison, 2006.
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Blake et al. (2010) found that pension funds respond to diseconomies of scale by
moving from a single general manager to multiple specialized managers even though
this results in higher management fees. Table 8 shows evidence of the CPPIB taking
this approach, which could explain at least part of the growth in external advisory fees.
The total number of managers grew from 46 in 2004 to 133 in 2010 (CPPIB, 2010a).
Dyck and Pomorski (2011) found that larger pension plans were able to offset
diseconomies of scale in investment returns by shifting towards alternative investments such as real estate, private equity, and infrastructure. The Canada Pension Plan
Investment Board initiated a private equity program in 2001 (CPPIB, 2002). The
CPPIB’s 2002 annual report stated that the CPPIB expected that it would take several
years to reach a target of 10 percent of assets invested in private equity. A former president and CEO of the CPPIB noted in 2006 the CPPIB’s intention to move towards
more alternative investments in the asset mix. In a speech he stated, “We would also
like to invest as much as 20 percent of total CPP assets in real estate, infrastructure,
and private equity … with a maximum 10 percent allocation in any of these asset
classes” (MacNaughton, 2006). Figure 2 shows the percentage of total assets in alternative investments over time. These assets grew from 2.7 percent of the CPPIB’s total
assets as of March 31, 2003, to 25.6 percent as of September 20, 2010, exceeding the
previously stated objective of 20 percent.
Dyck and Pomorski (2011) also found that larger funds shift towards more internal asset management. This could explain some of the growth in the CPPIB’s administration expenses. The CPPIB’s 2010 annual report notes that it has been adding

Table 8: Canada Pension Plan Investment Board partners
Infrastructure

Private
Investments1

General
Partners

Public
Market2

Real
Estate

Other3

Total

2004

1

36

3

6

46

2005

1

43

4

4

52

2006

1

48

6

7

62

2007

1

57

10

8

76

2008

1

63

17

21

102

2009

1

70

22

22

115

2010

1

72

21

29

133

Source: CPPIB Annual Reports, 2004-2010.
1
“Private investments” includes asset managers specializing in private equity.
2
Public Market Investments (PMI) includes managers that invest in all publicly-traded asset classes
and in derivatives based upon these asset classes.
3
”Other” includes Transition Management Partners and Active Overlay Managers.
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Figure 2: Percentage of total assets in alternative investments
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Source: CPPIB Annual Reports, 2003-2010; CPPIB, 2010b.

significantly to its staff of investment professionals to oversee external managers but
also to pursue internal active investment programs over the past five years. There were
121 additional staff hired for internal active management programs in 2010.
The CPPIB’s actions in expanding the number of external managers, shifting
towards internal management, and shifting to alternative assets are consistent with
the behaviour of a pension fund recognizing and addressing the risks of diseconomies
of scale in investment returns.
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Conclusions
The CPPIB’s success in meeting its objectives is very important to the future retirement incomes of Canadians. While the CPPIB was determined to be actuarially sound
in 2010, there is no guarantee that its objectives will be met. There are factors other
than the CPPIB’s investment performance that can affect the CPP’s revenues, including fertility rates and real wage growth (MacNaughton, 2004). As noted earlier, CPP
legislation includes a mechanism to adjust benefits or contribution rates, if necessary,
to ensure the plan remains sustainable. Hence, investment underperformance could
lead to a drop in benefits. If fertility or real wage growth is lower than expected, investment over performance could offset lower than expected contributions.
A limitation in applying existing literature on economies and diseconomies of
scale to the CPPIB is the sheer size of the CPPIB in comparison to the size of funds covered in the literature. In addition, the literature reviewed in this study does not identify
a tipping point where diseconomies will set in for the CPPIB. Diseconomies of scale
will set in earlier in some asset classes than others, such as public equities. However, it
is clear that diseconomies of scale present a genuine risk to the CPPIB’s investment
performance.
Where possible, the CPPIB has been making the right choices for a large fund to
enable it to take advantage of its scale, such as pursuing larger private markets transactions. The CPPIB is also taking actions that can offset diseconomies of scale including
shifting more of its portfolio into alternative assets, hiring more external managers,
and expanding its internal asset management capacity. However, there are limits to
the extent the CPPIB can employ these strategies effectively.
Because of its size and the long time horizon on which it operates, the CPPIB has
more flexibility than other funds to invest in alternative assets such as private equity,
infrastructure, and real estate. However, these assets already represent over a quarter
of the CPPIB’s portfolio and the CPPIB has limited room to grow these assets prudently as a percentage of its total portfolio. Hence, the size of its assets in classes more
prone to diseconomies of scale, such as public equities, will need to grow.
Some of the evidence suggests large pension funds also manage diseconomies of
scale by hiring specialized and multiple external managers (Blake et al., 2010). By the
end of March 2010, the CPPIB had 133 partners managing board assets, a number that
has been growing annually. Just as larger mutual funds experience diseconomies of
scale in generating returns because they need to invest in their second- or third-best
ideas (Chen et al., 2004), the CPPIB may find itself compelled to turn to less stellar
managers to minimize expanding the risk budgets of its existing partners.
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As the CPPIB expands its internal asset management capacity, it will risk diseconomies of scale from the hierarchy needed to continue to provide assurance that
assets are safeguarded and controlled. Additional hierarchy could result in investment
managers spending more time generating information for higher levels of management to secure approvals for their budgets and investment strategies relative to the
time they spend selecting and monitoring investments.
The CPPIB has the advantage of understanding how much its assets will grow,
and can prepare for it. However, as well equipped as it may be to handle it, the CPPIB
faces a tough challenge in managing the growing size of its portfolio as it continues to
expand towards the expected level of CA$700 billion by 2038.
As noted earlier, a number of arguments have been made for and against CPP
expansion. While some expansion advocates have used economies of scale as an argument in favour of expansion, the size of the assets the CPPIB will be managing even
without expansion shows that diseconomies of scale is a reason not to expand CPP.
Even modest expansion of the CPPIB will add to the risk that the board will not meet
its objectives of helping the CPP fund Canadian retirement incomes.
Policymakers who believe that more should be done to improve retirement security for Canadians should recognize the strengths of the existing system and focus on
improving the third pillar, which includes registered pension plans, individual and
group RRSPs, and Tax Free Savings Accounts.
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Appendix 1:
Canada Pension Plan costs
Comparisons of the administrative costs of the Canada Pension Plan Investment
Board have been made with private pensions and other vehicles such as mutual funds.
For example, a website on pensions operated by the Canadian Labour Congress
(http://betterpensions.ca) states the cost of the CPPIB is 0.5 percent and compares it
to the cost of private pensions and mutual funds. These comparisons fail to note that
the CPPIB has the single function of financial asset management, while the other functions of private pensions and other vehicles are handled through various government
departments including Human Resources Development Canada and the Canada Revenue Agency. The costs incurred by these government departments are charged to the
CPP.
The consolidated financials of the CPP, including the CPPIB, are included in the
Public Accounts of Canada. Table A1 shows the assets and expense ratios of the CPP.
Average assets are slightly higher than that of the CPPIB because the CPP manages
some funds directly. For the year ended 2010, operating expenses were 61 basis points
and operating expenses combined with advisory fees reached 99 basis points.

Table A1: Canada Pension Plan operating expenses and advisory fees as
a percentage of average assets
Year

Average Assets
(CA$millions)

Operating Expenses /
Average Assets

Operating Expenses +
Advisory Fees /
Average Assets

2003

56,173

0.67%

0.75%

2004

64,881

0.53%

0.63%

2005

77,961

0.53%

0.56%

2006

92,266

0.50%

0.54%

2007

110,476

0.52%

0.54%

2008

123,308

0.49%

0.67%

2009

118,404

0.59%

0.91%

2010

120,721

0.61%

0.99%

Sources: Public Accounts of Canada, 2003-2010; CPPIB Annual Reports, 2003-2004; author
calculations.
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