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Tom Yates

From: Andrew Adams <Andrew.Adams@campbellriver.ca>
Sent: October 11, 2018 12:09 PM
To: Elle Brovold; Tracy Bate; Tom Yates
Subject: FW: Municipal Finance Authority - Report to Members on the activities for the period May 2018 to 

October 2018
Attachments: Municipal_Finance_Authority_Report_to_Members_on_activities_for_the_period_May_2018

_to_October_2018.pdf

Attached MFA Report for the next CCR Council and SRD Board meetings for receipt.  
 
Thank You, 
 
ANDY ADAMS 
Mayor 
 
City of Campbell River 
Tel: 250.286.5740 
Fax: 250.286.5760 
Mayor.adams@campbellriver.ca 

From: MFA [mfaemail@mfa.bc.ca] 
Sent: Thursday, October 11, 2018 9:53 AM 
Subject: Municipal Finance Authority - Report to Members on the activities for the period May 2018 to October 2018 

Welcome to this year’s 2nd summary report on activities of the Municipal 
Finance Authority – 

Dear MFA members, 

We are pleased to share with you the attached summary of the activities and performance of the Municipal 
Finance Authority of British Columbia for the period ending October 2018. 

You are welcome to share this report with your respective organizations. 

Please note, the MFA Annual General Meeting of Members will be held on Thursday, March 28, 2019 in 
Victoria, BC.  Further details will follow. 

Thank you, 
  
Malcolm Brodie, Chair 
Al Richmond, Vice‐Chair 
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Municipal Finance Authority of BC 
Unit 217 – 3680 Uptown Boulevard, Victoria, BC  V8Z 0B9 
P: 250.383.1181  |  Web: mfa.bc.ca 
  
This e‐mail and any attachments may contain confidential and privileged information. If you are not the intended recipient, please notify the sender immediately by return e‐
mail, delete this e‐mail and destroy any copies. Any dissemination or use of this information by a person other than the intended recipient is unauthorized and may be illegal. 
Unless otherwise stated, opinions expressed in this e‐mail are those of the author and are not endorsed by the author's employer. 
  
  



 
 
 
 

MUNICIPAL FINANCE AUTHORITY OF BRITISH COLUMBIA 
 

REPORT FROM THE CHAIR and VICE-CHAIR 
ON ACTIVITIES FOR THE PERIOD OF ENDED OCTOBER 2018 

 
 
PURPOSE 
This report is intended to provide a summary of the activities and performance of the Municipal 
Finance Authority of British Columbia (“MFA”) for the period ended October 2018. 
 
MFA 
Board of Trustee Meetings 
The Board of Trustees attended six meetings. 
 
The Investment Advisory Committee, comprising all trustees, held two meetings. The purpose of 
these meetings is to receive reports and analysis from management and our pooled investment 
fund manager, Phillips, Hager & North (PH&N). 
 
Semi-Annual General Meeting of Members  
Members and trustees attended the Semi-Annual General meeting on September 11, 2018 during 
the annual convention of the Union of British Columbia Municipalities (UBCM). 
 
2018 MID YEAR OVERVIEW 
During the year, we added three new team members: Marina Scott, Programmer/Analyst; Selina 
Pieczonka, Administrative Assistant; and Connor Neuman, Business Support Officer.  These 
excellent additions continue the reinvention of our organizational structure we began in 2015, 
deepening our expertise and expanding our capacity for growth and improvement.  In the fourth 
quarter of 2018, we will fill our vacant Credit & Economic Analyst position and welcome Matthew 
O’Rae as he transitions into the role of our new Director of Finance on October 1st. 
 
From a program perspective, in 2018 we added an additional pooled high interest savings 
investment option, and both of our offerings in this area have been extremely well-received.  
Review continues on the possible creation of a pooled ‘socially responsible investment fund’ as we 
work with interested clients and our fund managers at PH&N on this option.  Demand for a pooled 
SRI fund remains at under $70 million, but we continue to monitor interest and will continue our 
work if we reach $100 million in demand.  We have also begun researching the possibility of adding 
a pooled mortgage fund to our investment product line.  We made the decision to fully transfer our 
Municipal Investment Plan program over to the third party service providers and this will be 
finalized at the end of October. 
 
Results from Operations – Six months 2018 vs Budget 
The annual budget was reviewed by the Board of Trustees on March 13th, 2018, and approved by 
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the Members at the Annual General Meeting on March 22nd, 2018.  The annual budgeted 
operating revenue is $6.44 million and expenditures $3.15 million for a projected profit of $3.29 
million. 
 
The results for the 1st half of 2018 show a net profit of $1,323,570 and is favourable to budget by 
$3,170.  Revenues are down $44,140 which is attributed to lower overall participation levels in 
pooled investment funds than expected.  Expenditures are favourable by $47,310. 
 
The retention fund for the first half of the year is favourable to budget by $230,982 and has a 
balance of $68.25 million at June 30, 2018. 

Triple A Credit Ratings 
Annual credit rating presentations were held in Victoria and New York in early 2018.  The main 
representatives for MFA were Chair Malcolm Brodie, Vice-Chair Al Richmond, CAO Peter Urbanc, 
Graham Egan (Director of Finance), Shelley Hahn (Director of Business Services) and Phil Trotzuk 
(CFO of Metro Vancouver Regional District). 
 
Our AAA credit ratings with stable outlooks were since reaffirmed by all three ratings agencies – 
Standard and Poor’s, Moody’s, and Fitch.  Our Commercial Paper program was also reaffirmed at 
the highest ratings available. 

Standard and Poor’s (S&P) Adopts New Model 
In May 2018, two years after they initially announced their intentions, S&P finally released its 
review of MFABC under a new methodology for Public-Sector Funding Agencies (“PSFAs”).  
Historically, MFABC was viewed by S&P as a Municipal entity while now we will be viewed as a bank 
providing services to the Municipal Sector.  This means, among other factors, that holding “at risk” 
capital on our balance sheet becomes a more important factor influencing our ratings than do our 
taxation powers.  In other words, S&P analysts want to know that we our own capital on hand to 
deal with any financial problems as opposed to having the ability to raise the capital via taxation if 
problems were to arise. 
 
While MFABC maintained its AAA rating, this required vigorous lobbying of our lead analyst and 
members of the S&P ratings committee.  The new S&P methodology has introduced risk and 
uncertainty as to MFABC’s ability to maintain its AAA credit rating going forward.  MFABC strongly 
objected to being analyzed under the new methodology.  We are a unique entity with direct 
taxation powers, while no other PSFA, nor any other highly-rated government agency, has the 
power to tax.  In this light, we have always maintained that capital to deal with unexpected losses is 
not critical to MFABC’s business.  Our ability to deal with a severe market event causing a loss of 
access to funding or a significant loss at MFABC, means that strong internal liquidity is paramount, 
as taxation moneys are available to eventually shore-up the organization.  
 
Notwithstanding these points, we are now subject to S&P’s new methodology under which many of 
MFABC’s key strengths are marginalized and its weaknesses highlighted.  The primary issue at hand 
is S&P’s increased and formalized focus on minimum capital requirements.  These capital 
requirements are similar to what is required of commercial banks by regulators.  MFABC is not 
regulated and has never been constrained by capital requirements.  Its taxation authority and 
strong liquidity have negated the need for any such requirements in the past. 
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While S&P recognizes that some of the deficiencies MFABC faces under the new model will not ever 
be fully addressed (organizational capacity for example), it is urging us to formalize a capital 
retention policy as soon as practical.  We have been telling them that we were waiting for feedback 
from their review process, as this was first needed for us to quantify an appropriate level of capital 
and we now have that.  Over the coming months, we will work on a recommended capital target 
and present these finding to the Trustees for consideration. 
 
In the meantime, prior to formally establishing capital targets, the Trustees have agreed with staff 
recommendations that our Strategic Reserve Fund ($64 million of retained earnings of MFABC that 
were not redistributed to Members) will not be redistributed to Members until a capital policy is 
approved.  This is an important signal to the rating agencies and the market.  In effect, we are 
indicating to our capital market participants (investors, banks, dealers, rating agencies) that 
MFABC’s Strategic Reserve Fund is an important and (possibly) permanent component of our risk 
capital held for the benefit of the organization and bondholders, and is to be used in the event of 
unexpected credit or operational losses. 
 
Asset and Investment Management 
Assets under management approximate $9 billion as at the end of August.  Assets comprise our 
loans to clients of $4.4 billion, representing 1,823 long-term requests for financing through 27 
regional districts, 19 regional hospital districts, and four other entities.  Our short-term loans of 
$300 million represent 114 short-term loans and 327 equipment financing loans.  Included in our 
assets are investments of $3.8 billion managed internally.  Of these investments, $3.5 billion are 
held as sinking funds which reflect payments collected from clients and invested for the future 
retirement of market obligations.  We also manage and invest a debt reserve fund, valued at $110 
million at the end of August.  The debt reserve fund holds assets as security for debenture 
payments to bondholders in the unlikely event that a client is unable to make payment to the MFA.  
It is a measure of protection that has never been accessed in our history. 
 
Long-Term Lending 
We issued an additional $555 million of long term bonds in 2018 since our April issuance of $580 
million of 5- and 10.5-year bonds.  The total amount for 2018 thus far is $1.135 billion.  The Fall 
issuance of $554 million of new loans was completed with the re-opening of our Spring 10.5-year 
debenture Issue 145.  Following that, we will be refinancing several existing loan issues in late 
November with the issuance of an expected new $605 million 5-year debenture. 
 
 

New Long-Term Loans – 2018 Full Year 

Size ($) Number Aggregate Amount ($) 

   
Less than $1 million 37     13,388,836 
Between $1 & $5 million 27     62,131,423 
Between $5 & $10 million 1       5,000,000 
Between $10 & $15 million 2     20,500,000 
Above $15 million… 1     15,000,000 
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 1     89,898,990 
 1   120,000,000 
 1   128,787,879 
 1   270,000,000 
Total 73 $724,707,128 

 
Short-Term Lending 
We continue to have $700 million issued in Commercial Paper and it remains widely sought after by 
investors.  Monies raised through the issuance of commercial paper are used primarily to provide 
interim financing for capital projects during construction and lending for our equipment financing 
program.  The current lending rate is 2.32% (variable daily).  Short-term loans are refinanced 
weekly, allowing for flexibility and efficiency for our clients.  
 
As of the end of August we had 441 short-term loans outstanding with an aggregate outstanding 
balance of $300.99 million. 
 
 

Short-term Loans Outstanding - August 31, 2018 
Size ($) Number Aggregate Amount ($) 

   Less than $50,000 222       4,582,129 
Between $50,000 & $150,000 106       9,316,541 
Between $150,000 & $500,000 69     19,289,726 
Between $500,000 & $1 million 19     13,536,153 
Between $1 million & $5 million 18     36,853,866 
Between $5 million & $10 million 3     18,256,200 
Greater than $10 million 4   199,163,437 
Total 441 $300,998,051 

 

Pooled Investment Funds 
In June 2018, we launched our second pooled high interest savings account (PHISA) with National 
Bank of Canada (NBC).  The NBC PHISA is presently paying 2.27% on all money deposited and the 
CIBC PHISA is presently paying 2.21% on all money deposited.  These rates will adjust with the 
prime rate.  Our new Pooled High Interest Savings Account options has been an extremely 
successful new product.  The PHISAs allow clients with an alternative to credit union term deposits 
and competitors’ HISA offerings and offer further diversification from their existing financial 
institutions. As at the time of this report we have 30 active depositors with over $775 million on 
deposit.  Of note, many local governments are using our higher negotiated rates on our PHISA 
accounts to pressure their own financial institutions to increase the rate they are receiving. While 
this does not contribute to our operating revenues it does benefit our clients in obtaining rates they 
would otherwise not have received. 
 
The 2018 results for the three managed funds are all positive relative to the benchmark indexes.  
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These are Money Market Fund, 1.41% (Index 0.89%), Intermediate Fund, 1.42% (Index 0.98%) and 
Bond Fund, 0.60 % (Index .37%). 
 
Total pooled funds as of August 31, 2018 $2.826 billion (2017, $2.396 billion), with the Money 
Market Fund at $1.184 billion (2017, $1.255 billion), the Intermediate Fund at $0.339 billion (2017, 
$0.360 billion), Bond Fund at $0.580 billion (2017, $0.781 billion), and Pooled High Interest Savings 
Accounts at $723 million (2017, $0). 
 
We have seen significant redemptions out of our Bond fund over the last few months ($205 million 
since April 1st).  We have been concerned about the potential for this happening for some time, as 
the rising interest rate environment was developing, and would impact short term returns of 
longer-dated bond holdings.  Increased redemptions in funds displaying negative returns is common 
with less experienced institutional or retail investors – as soon as markets turn negative, they tend 
to sell underperforming investments, and it is usually at precisely the wrong time.  If one’s objective 
is to earn higher returns over the long term then a buy-and-hold strategy throughout a volatile 
period will, more often than not, meet that objective.  Timing the markets and trying to predict 
periods of outperformance and underperformance rarely leads to the right outcome.  As interest 
rates have started to rise over the last year or so, we have been warning Members to expect 
negative returns in our Bond and Intermediate funds.  Despite this, many are now surprised at 
“losing” money in an MFA Pooled fund and some have redeemed funds.  Attached as Appendix “A” 
and “B” are an informational presentation and memorandum we have posted on our website 
discussing “investing in a rising rate environment”. 
 
Investor Relations 
Management continues to actively promote our credit story to institutional investors around the 
world.  Investor development meetings are done in various formats, including one-on-one 
teleconference calls, one-on-one meetings, and group presentations.  Peter Urbanc, Graham Egan, 
and Shelley Hahn have all been active participants in investor development which is a critical 
component in differentiating MFABC and achieving our lowest cost of fund status from among our 
peers.  We outline our four most important investor development events for 2018 below: 
 
BMO Annual Government Finance Conference 
We presented to a large group of institutional investors at the BMO 13th Annual Government 
Finance Conference in Toronto and Montreal in May. 

CIBC Government Finance Conference  
A presentation of the MFABC credit story was made in Vancouver to a group of western Canadian 
institutional bond investors in June. 
 
National Bank Financial BF Municipal Investor Conference 
We will be participated in a presentation to a group of Canadian fixed income investors in Montreal 
in September.  
Bloomberg Canadian Fixed Income Conference 
We will be making presentations in New York to US and International investors in October. 
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2018 Business Plan Progress  
We continue to focus on our three strategic priorities: ensuring organizational capacity, increasing 
operational excellence, and enhancing financial management. Many of our initiatives revolve 
around increasing our resilience in the key areas of people, programs, processes, partnerships, and 
policies, with top level themes of: 
 
 greater connectivity and communication with related agencies and our clients 
 internal streamlining and refining of processes 
 incorporation of digital solutions, both internal and external 
 cybersecurity and business continuity planning and preparedness 
 increase in oversight of broker relationships 
 expansion of education support 

 
While onboarding three new team members and revising our related organizational structure has 
been most important this year, we have made excellent progress towards our 2018 priorities.  Most 
significantly, we have undertaken a comprehensive cybersecurity project with a former principal of 
the Province of BC’s Information Security Branch that will influence not only digital security but also 
our processes and regular practices relating to the technology that underpins all of our programs 
and services. 
 
SUMMARY / CONCLUSION 
The MFA Annual Meeting of members will be held on the afternoon of Thursday, March 28, 2019 in 
Victoria. 
 
 
References 
1. About Metro 2040 (Regional Growth Strategy 
 
 
Submitted by: 
 

 
Malcolm Brodie 
Chair 
 

 
Al Richmond 
Vice-Chair 
 



Navigating a Rising Rate Environment

Presented by:
Karen Kerr

David Nygren
Peter Urbanc, MFABC

August 2018
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Pray for Higher Rates??  
Understanding The Link Between Bond Duration and Returns

A)  Duration is a proxy for RISK

Duration = Interest Rate Sensitivity

Immediate price impact = -[duration] x [interest rate change]

Example:   MFA Bond Fund during a 1% rise in interest rates 

Immediate price impact = - [2.4 years] x [1%]

= -2.4%
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Pray for Higher Rates??  
Understanding The Link Between Bond Duration and Returns

B)   Duration is also a proxy for time horizon RETURN 

Duration = how long to earn starting yield under any interest rate change

Number of Years to earn Fund’s starting yield = [duration] 

Example:   MFA Bond Fund returns after a 1% rise in interest rates 

<see next slide>



4MFA of BC

Effects of Rate Changes on Bond Returns
Your Time Horizon Should Meet or Exceed Fund’s Duration

MFA Bond Fund:  yield 2.0%, duration 2.4 years

Annualized Return (Total Period)

Important steps for investors:

1. Choose bond fund for which your time horizon equals or exceeds fund’s duration.
2. After step #1 completed, pray for interest rates to go up!
3. Don’t panic and sell when they do.  

As of May 31, 2018 1Yr 2 Yr 3 Yr 4 Yr 5 Yr 6 Yr 7 Yr 8 Yr 9 Yr 10 Yr

0.5% increase over first year 1.1% 1.8% 2.0% 2.2% 2.2% 2.3% 2.3% 2.4% 2.4% 2.4%

1% increase over first year 0.1% 1.6% 2.0% 2.3% 2.4% 2.5% 2.6% 2.7% 2.7% 2.7%

2% increase over first year -1.9% 1.1% 2.0% 2.5% 2.8% 3.0% 3.2% 3.3% 3.4% 3.4%
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Does it Matter How Quickly Rates Change?
Rapidly Rising Interest Rates are GOOD for Long Term Investors

MFA Bond Fund: yield 2%, duration 2.4 years

Annualized Return (Total Period)

(Amended) Important steps for investors:

1. Choose bond fund for which your time horizon equals or exceeds fund’s duration.
2. After step #1 completed, pray for interest rates to go up, AND GO UP FAST!!
3. Don’t panic and sell when they do.  

As of May 31, 2018 1 Yr 2 Yr 3 Yr 4 Yr 5 Yr 6 Yr 7 Yr 8 Yr 9 Yr 10 Yr

3% in Year 1 -3.8% 0.5% 2.0% 2.8% 3.2% 3.5% 3.7% 3.9% 4.0% 4.1%

0.5% in each of Years 1-6 1.1% 1.3% 1.6% 1.8% 2.1% 2.3% 2.7% 3.0% 3.2% 3.4%
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Cash Management Considerations
How to invest that next $100?

 What’s the money intended for?

 When will you spend it?
• Understanding timing of cash flows

• Focus time and resources here for best results

 What if you’re wrong?
• Will you need it sooner or later?

• How important is liquidity?

 How important is maximizing return?

 How are you managing risk?
• Beware concentration risk
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Future Path of Interest Rates Difficult to Predict
Don’t Bet Your Portfolio on Your Ability to Predict This

Source: FTSE TMX Global Debt Capital Markets Inc., PH&N Source: yc\CA 10 YR Yields… 03/31/18

10 Year Government of Canada

Market expected yield (1-Yr Forward)
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Portfolio Customization 
Tier Your Cash to Meet Liquidity Needs and Maximize Returns

 Divide cash into investment buckets with time horizon that 
matches expected liquidity needs

 Earn higher returns on cash not likely to be withdrawn 

Daily cash

 Instant liquidity, low risk
 Good alternatives: bank 

accounts, very short-term 
Term Deposits

Short cash

 Instant liquidity, low risk
 Suitable for money market 

funds, high interest savings 
accounts

Long Cash

 Wider investment 
universe

 Suitable for money 
market funds and short 
duration bonds

Short Term Bonds

 Quasi-permanent cash reserve
 Widest investment universe
 A portfolio of short term bonds

Daily/Weekly Fluctuating Cash 
(Bank Account)

Short Term Cash: 1 – 9 months

Long Term Cash: 9 – 24 months

Time

$

Short Term Bonds:  24  – 60 months
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Term Premium is Paid for Longer Maturities
Matching Assets to Liabilities is Key

Government of Canada Yield Curve

Source: yc…\can & us yield… 8/17/15

 Government of Canada bond yields

 A “term premium” is often paid for 
longer dated securities

 Higher yields come at cost: 
• Interest rate risk if bonds need to be 

sold early

 Holy Grail is to match assets 
with liabilities 

• i.e. cash with expenses

Source:  FTSE TMX Global Debt Capital Markets Inc., BondLab
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MFA Pooled Fund Choices

May 31, 2018

7- 60 Days WAM* 6-18 mos. 
WAM*

+/- 2.5 years

Time

Opportunity costs 
of staying too short 

can be high

Net 
Yields

MFA Money 
Market Fund

MFA 
Intermediate 

Fund

MFA Bond 
Fund

*  WAM = Weighted Average Maturity

Net Yield:
1.58%

Net Yield:
2.04%

Net Yield:
1.83%
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Disclaimer

This presentation is intended for institutional investors only.

This document has been provided by Phillips, Hager & North Investment Management (PH&N IM) for information purposes only and may not be reproduced, distributed or 
published without the written consent of PH&N IM. It is not intended to provide professional advice and should not be relied upon in that regard.

PH&N IM takes reasonable steps to provide up-to-date, accurate and reliable information, and believes the information to be so when printed. PH&N IM reserves the right at any 
time and without notice to change, amend or cease publication of the information. Information obtained from third parties is believed to be reliable, but no representation or 
warranty, express or implied, is made by PH&N IM, its affiliates or any other person as to its accuracy, completeness or correctness. We assume no responsibility for any errors 
or omissions.

This information is not intended to be an offer or solicitation to buy or sell securities or to participate in or subscribe for any service. No securities are being offered, except 
pursuant and subject to the respective offering documents and subscription materials, which shall be provided to qualified investors. This document is for general information only 
and is not, nor does it purport to be, a complete description of an investment in any RBC, PH&N or BlueBay funds. If there is an inconsistency between this document and the 
respective offering documents, the provisions of the respective offering documents shall prevail.

Commissions, trailing commissions, management fees and expenses all may be associated with the funds mentioned in this presentation. Please read the offering materials for a 
particular fund before investing. The performance data provided are historical returns, they are not intended to reflect future values of any of the funds or returns on investment in 
these funds mentioned in this presentation. Further, the performance data provided assumes reinvestment of distributions only and does not take into account sales, redemption, 
distribution or optional charges or income taxes payable by any unitholder that would have reduced returns. The unit values of non-money market funds change frequently. For 
money market funds, there can be no assurances that the fund will be able to maintain its net asset value per unit at a constant amount or that the full amount of your investment 
in the fund will be returned to you. Mutual fund securities are not guaranteed by the Canada Deposit Insurance Corporation or by any other government deposit insurer. Past 
performance may not be repeated. The amount of risk associated with any particular investment depends largely on the investor’s own circumstances. Investors should consult 
their professional advisors/consultants regarding the suitability of the investment solutions mentioned in this presentation.

This document may contain forward-looking statements about general economic factors which are not guarantees of future performance. Forward-looking statements involve 
inherent risk and uncertainties, so it is possible that predictions, forecasts, projections and other forward-looking statements will not be achieved. We caution you not to place 
undue reliance on these statements as a number of important factors could cause actual events or results to differ materially from those expressed or implied in any forward-
looking statement. All opinions in forward-looking statements are subject to change without notice and are provided in good faith but without legal responsibility.

PH&N IM is a division of RBC Global Asset Management Inc. (RBC GAM Inc.). RBC GAM Inc. is the manager and principal portfolio adviser of the Phillips, Hager & North 
(PH&N) investment funds and RBC Funds. 

RBC Global Asset Management is the asset management division of Royal Bank of Canada (RBC) which includes RBC GAM Inc., RBC Global Asset Management (U.S.) Inc., 
RBC Global Asset Management (UK) Limited, RBC Investment Management (Asia) Limited, and BlueBay Asset Management LLP, which are separate, but affiliated subsidiaries 
of RBC. ®/™ Trademark(s) of Royal Bank of Canada. Used under licence.

© RBC Global Asset Management Inc., 2018.
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MEMORANDUM 

DATE:  July 12, 2018 

TO:  Municipal Finance Authority Members & Clients 

RE:  Investing in the MFA Intermediate & Bond Funds in a Rising Interest Rate Environment 

Recently, some MFA Pooled Fund investors have expressed concerns about holding the MFA 
Intermediate and MFA Bond pooled funds in a rising interest rate environment.  This memo 
responds to these concerns, including those raised by some BC-based investment advisors who 
have not been providing local government investors with a balanced point of view. 

We have listed below several concerns raised and prudent investing guidelines that should be 
considered by investors before making rash decisions based on short-term results: 

1. “..investing in the MFA Bond Fund is risky in a low and rising interest rate environment…
when interest rates rise, bond prices fall…” 

It is true that when general interest rates rise, bond prices will fall, all else being equal. 
However, more often than not, a flight to cash and short-term term deposits by fixed income 
investors results in underperformance compared to holding longer-term, fixed income 
investments throughout the cycle. 

While one may experience short-term unrealized capital losses by holding bonds, rising interest 
rates are beneficial to bond investors in the long run because the income they generate in the 
form of coupon payments reinvested at new, higher, interest rates serve to offset short-term 
unrealized capital losses.   

An illustration provided by Phillips, Hager & North (PH&N), the investment manager for the 3 
MFA Pooled Funds, illustrates this principle below.  In the two scenarios presented, the yield at 
the time of initial investment is 2.0%.  Immediately following the initial investment, the effects 
of a rise in general interest rates is presented, demonstrating the impact on the investment’s 
total annualized return over a multi-year time horizon. 

Appendix "B"



 
 

 

 

Following an interest rate hike, the income is reinvested at a higher yield, making up for the 
initial price loss and eventually offsetting it.  By year three in these illustrations, the portfolio’s 
return has not only caught up to the initial portfolio’s return but exceeds its growth in market 
value and grows faster into the future.  This underscores the benefits of long-term investment 
planning and the importance of not making rash decisions and changing strategy when the 
short-term returns of a given longer-term investment come under pressure. A second example 
below shows that the higher and faster interest rates move up, the higher the future growth.   

 



 

 

Not only are investors who sell immediately after an interest rate hike forgoing the future 
outperformance, but they also are crystalizing what was merely a loss on paper. 

The performance comments above are particularly true for the MFA Intermediate and MFA 
Bond funds, as these maintain duration profiles that are quite short.  For example, the MFA 
Intermediate and MFA Bond fund have average terms of 1 year and 2.6 years, respectively.  
These two MFA pooled funds were designed to provide the opportunity to recoup small 
unrealized capital losses due to the rise of general interest rates.  This goal aligns with the 
return objective of most local governments that need options to invest their permanent 
reserves over longer-term horizons while remaining within the regulatory constraints under 
which they operate.   

 

2. “…the Bond Fund 3-year annualized performance is below the MFA Intermediate Fund and 
the MFA Money Market Fund…” 

If your investment time horizon is longer than the duration of the MFA Bond fund, rising rates 
should ultimately benefit you no matter how large the rate increase. Because the MFA Bond 



 
Fund has a longer-term duration than the MFA Intermediate and MFA Money Market Funds, 
higher price volatility is expected.  This can lead to short-term situations where the total return 
of the MFA Bond Fund is below the two other funds.  However, this situation is expected and 
most often temporary.  As shown in the second illustration above, longer-term time horizons 
enjoy a greater probability that longer-duration fixed income will achieve higher returns.  These 
higher returns reflect the reward that is commensurate with accepting greater interest rate risk 
in a fair and efficient capital market.  

 

3. “…investors are better off utilizing fixed term GICs, which show a higher current yield than 
the MFA Bond Fund…” 

The primary issue with fixed term GICs is one of credit risk of the issuer.  In finance, there is no 
such thing as a ‘free lunch’.  Higher yields are most often indicative of higher investment risk.  
This higher risk may or may not be rewarded depending on the credit strength of the issuer and 
on future unknown and unknowable events. 

Typically, higher GIC yields are offered by financial institutions who have a higher credit risk 
profile.  These could be smaller financial institutions with concentrated business lines, weaker 
balance sheets, and low or limited ability to raise money efficiently and at low cost in the capital 
markets.  It is important to keep credit quality in mind when comparing single issuer-backed 
GIC rates compared to a diversified pool of marketable fixed income investments.  The latter 
offers investors significant diversification and credit-risk protection while the former does not.  

While some unscrupulous investment advisors will talk about a “diversified” portfolio of GICs, 
keep in mind that the health of smaller Canadian financial institutions is very sensitive to 
interest rate levels and Canadian housing prices and so will often experience credit 
deterioration in unison.  Granted, one can diversify geographically across Canada, but this 
diversification is far inferior to buying a large diversified portfolio of corporate and government 
investment-grade issuers who operate varied businesses, in many cases on a global scale.  It is 
also worth remembering that a local government’s revenue streams are very much tied to the 
local economy and housing market, factors that are among the biggest determinants of a local 
credit union’s ability to repay its own debts. 

More alarmingly, BC credit unions are often misjudged as having “no credit risk” due to the 
perceived notion that the province of BC “guarantees” BC Credit Union deposits in full.  In fact, 
the relationship is more complex than is commonly understood.  The Financial Institutions Act 



 
(British Columbia) provides in section 271(5) that if the deposit insurance fund established and 
administered by the Credit Union Deposit Insurance Corporation of British Columbia (CUDIC) is 
impaired, the Lieutenant Governor in Council (commonly referred to as the Cabinet) may direct 
the BC Minister of Finance to repair the fund.  In other words, there is clearly no explicit 
guarantee by the Province of BC to meet the obligations of CUDIC.   

Worse still, in the post financial crisis era, Governments around the world are less likely to bail-
out financial institutions in the future as evidenced by increased regulatory scrutiny and the 
newly introduced “bail-in” regime for banks.  It should also be noted that like any insurance 
entity, CUDIC does not hold reserves, dollar for dollar, to cover 100% of the risks for which it 
provides insurance.  The reality is that if an economic crisis materializes, the financial demands 
on CUDIC could easily outstrip its ability to protect BC credit union deposits.   In fact, there have 
been many instances around the world where deposit insurance has been insufficient to meet 
liquidity needs of depository institutions during a crisis.  While central governments have at 
times bailed out deposit insurance programs to help retail depositors, it is common for 
institutional depositors to have experienced significant losses and receive no government 
relief.  This makes sense as institutional depositors are deemed to not require additional 
extraordinary protection from a government, given their higher level of sophistication relative 
to a retail depositor. 

Summary 

The MFA Intermediate and Bond pooled funds are well designed for the needs of BC local 
government investors.  They are intended for those investors with longer time horizons.  They 
allow easy access to a low-cost, diversified, and professionally managed portfolio of corporate 
and government bonds.  Maximizing returns for the longer term while using these funds, 
however, requires sticking to a plan, remembering the objectives and time horizons of one’s 
portfolio, and to not get unduly influenced by short term results by selling and crystalizing short 
term losses. 

GIC investments will always play an important role in any local government’s portfolio.  They 
are good yield enhancing tools relative to other investment options, but need to be assessed 
critically considering the material credit risks inherent to the sector.  One goal of local 
government investors is to maximize risk-adjusted returns (not just returns!) and having a well- 
constructed, diversified portfolio (by geography and sector) that includes deposits, GICs, 
governments and corporate bonds is a great way to achieve that goal. 



 
To address the needs of MFA clients with very short time horizons, in addition to the MFA 
Money Market fund, we have also recently negotiated very attractive terms for our customers 
for new Pooled High Interest Savings Accounts (PHISAs) with two major Canadian banks.  These 
PHISAs are intended to provide higher-yielding options to BC local governments while investing 
in larger, diversified global financial institutions, thus addressing the diversification and credit 
risk management issues of concentrating too much of one’s portfolio in riskier credit union 
GICs. 

Should you have questions regarding this information, or about your own investment 
portfolio, please contact the MFA at mfa@mfa.bc.ca or 250-383-1181 and we will put you in 
touch with the professional Investment Portfolio Managers at PH&N. 

 

For almost 50 years, the MFA’s mandate has been to provide financial solutions to BC’s Local 
Governments.  Our team of dedicated local government finance specialists provide programs 
and services specifically designed to meet the legislative and operational requirements of our 
clients.  Our non-profit organization is unique in Canada, and prides itself on our 
professionalism, contributions to education and leadership, and cost-savings for all BC 
communities and their tax payers.   
 

mailto:mfa@mfa.bc.ca
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