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I ntroduction

The purpose of this study isto examine the management of occupational pension planstin
Canadaand, in particular, thelegal structuresthat have been put in placeto regulate their
administration and financing. Thestudy consistsof five sections:

e Thefirst section discussesthe framework for the regulation of occupational pension plans.
It describesthe complementary roles played by the tax authorities and by the government
agenciesthat oversee occupational pension plans.

e Thesecond section examinesthe statutory provisionsthrough which the framework
described inthefirst section isimplemented. It summarizesthe requirements of thelaws’
regulating occupational pension plansasthose lawsrelate to the administration, funding
and investments of the plans. 1t also summarizestherelevant requirements of the Income
Tax Act.

e Thethird section looks at non-statutory mechanismsfor improving the management of
occupational pension plans. Theseinclude the governance guidelines of the Canadian
Association of Pension Supervisory Authoritiesand thetraining and information initiatives
of the Régie desrentes du Québec.

e Thefourth section anayzesthefinancial difficultiesthat many defined benefit pension plans
in Canadaface, the underlying causes of those difficulties, and the solutionsthat have been
proposed to resolve them, including pension benefit guarantee funds.

e Thefifth section summarizesthe principal conclusionsthat can be drawn fromthe
descriptions and the analysesin the study.

The framework for the regulation of occupational pension plans

Thefirst formal step to regulate occupational pension plansin Canadawastaken in 1946 when
the Department of National Revenue, which at the timewasthe agency of thefederal government
responsiblefor the administration of the Income Tax Act, issued guidelinesto determine whether a
plan qualified for the preferential tax treatment offered under theAct. Since 1917 thispreferential tax
treatment had allowed employersto deduct contributionsto occupational pension plansasabusiness
expense when cal culating income subject to incometax, and since 1942 the Income Tax Act had
allowed employeessimilarly to deduct their contributions. The policy objective sought through this
preferential tax treatment wasto encourage savingsfor retirement. However, in the absence of
specificlegal provisionsregarding pension plans, the Department of National Revenue had no clear
basisfor determining if contributions were being made for theintended purpose or simply asameans
of avoiding taxation. In particular, the Department was concerned that contributionsto pension plans



could be used asameans of bypassing the wage freeze and the excess profit tax that had been
imposed during the Second World War [Albert 2006; Whiston and Gottlieb 2005]. The purpose of
the 1946 guidelineswastofill thelegal gap.

Thefederal tax authorities, now known asthe Canada Revenue Agency (CRA), continueto
thisday to play animportant rolein the regulation of occupational pension plans. Although the policy
objectivefor giving such plans preferential tax treatment —encouraging savingsfor retirement —
remains unchanged, the focus of the CRA’sinvolvement has evolved since 1946 and consists of two
related goals. Thefirstisto make certain that pension plansarelegitimate vehiclesfor providing
retirement income, and not devicesto avoid tax on savingsin general. The second isto ensurethat
the contributions eligible for deduction arein amountsthat the government considers asreasonable
[Albert 2006; Whiston and Gottlieb 2005].

Thetotal value of thetax which isforegone® because of the preferential tax treatment givento
occupational pension plansislarge and explainsthe ongoing role of thetax authoritiesin regulating
such plans. According to estimates by the federal Department of Finance, the deductibility of
contributionsto occupational pension planswill result in foregone taxes of $10,000 million*in 2006.
The exemption from taxation of theinvestment income of pension planswill resultin further foregone
taxes of $10,670 million. Thesetwo amounts, however, are partially offset by thetax that is collected
on the benefits paid by occupational pension plans. Thistax isestimated as $8,340 million, leaving a
net cost to the federal treasury in 2006 of $12,330 million [Finance 20054]. In addition to the cost to
thefederal treasury, the provincial treasuries also forego taxes because of the preferential tax
treatment given to occupational pension plans. Thiscan be estimated asalittlelessthan half of the
coststo the federal treasury, or about $6,000 million.

Whilethefederal tax authoritieshave historically played, and continue to play, an important
part in regulating occupational pension plans, their roleislimited under the Canadian Constitution to
issuesrelated to taxation. It becameincreasingly clear in the 1960s, when occupational pension plans
expanded rapidly in Canada, that there was aneed for regul ation which extended beyond i ssues of
taxation. In particular, therewasaneed for lawsto protect the interests of plan members by
regul ating the key terms and conditions of occupational pension plansaswell asthe administration of
the plans, their funding and their investments.

Thisadditional, and from the perspective of plan members unquestionably moreimportant, role
intheregulation of occupational pension plansisplayed by the agencies of thefederal and provincia
governments which have been mandated to apply the respectivefederal and provincial lawsgoverning
pension benefits.®

Pension benefit lawsin Canadahave evolved over the past 40 years. Inthefirst stage of their
evolution, which took place primarily inthe mid and late 1960s and the early 1970s, thefirst pension
benefit lawswere enacted in most provincesaswell asat thefederal level. Thoselaws established
minimum standards regarding various aspects of occupational pension plans. Inthe second stage,
which occurred in the 1980s and early 1990s, the minimum standards wereimproved and
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strengthened. The emphasiswas on broadening membership in occupational pension plans(in
particular to include part-time workers), enhancing the rights of members (for example, by shortening
thelength of the period of service needed to acquire theright to apension on reaching pensionable
age), and expanding benefits (for instance, requiring survivors pensions). Finally, inthethird stage of
the evolution of pension benefit laws, which began around 2000 and continuesto thisday, attention
has been focussed on the governance of occupational pension plansand strengthening their funding.

In order to qualify for the preferential tax treatment offered under the Income Tax Act, a
pension plan must be registered with the Canada Revenue Agency. One of the conditionsfor
obtaining thisregistration isthat the plan al so be registered with the provincial or federal agency
responsiblefor the pension benefit law applicabl e to the plan, thus ensuring that occupational pension
plans comply with all the requirements of the regulatory framework under both the tax and the pension
benefit laws.® Thisreflectsthe complementary roles played, on the one hand, by the federal tax
authoritiesand, on the other hand, by the provincia and federal regulatory agencies.

Statutory provisions regarding the administration, funding and investments
of occupational pension plans

To understand how the regulatory framework described in the previous sectionisappliedin
practice, it isnecessary to examine several specific aspects of the laws applicableto occupational
pension plans. the designation of the plan administrator and the plan trustee, the obligation to provide
sufficient funding, the rulesregarding theinvestment of the assets of aplan, the processfor registering
aplan and ongoing reporting requirements, and the requirementsfor communicating with plan
members.

Nine provinces of Canadaaswell asthefederal government have implemented pension benefit
laws.” To simplify analysis, thisstudy only discussesthe lawsin threejurisdictions—at the federal
level and inthe provinces of Quebec and Ontario. Two-thirds (66 percent) of the occupational
pension plansin Canadawith almost three-fifths (58 percent) of all plan membersareregisteredin
thesethreejurisdictions[ Statistics Canada2006]. Thetitles of the relevant pension benefit laws and
of the agenciesresponsiblefor overseeing their application are shownin Table 1.

Designation of the plan administrator and the plan trustee

The plan administrator isthe person, group or entity responsible for managing the affairs of an
occupational pension plan. The plan text, which isthe document setting out the plan’stermsand
conditions, must specify the plan administrator and, if the administrator isacommittee or board of
trustees, the method of selecting the members.

Caledon Institute of Social Policy 3



Table 1
Pension benefit laws

Jurisdiction Title of the law Regulatory agency

ffi f th int t of Financi
Federd Pension Benefits Sandards Act, 1985 Office of the Superintendent o ancial

Institutions (OSFI)
Quebec Supplemental Pension Plans Act Régie des rentes du Québec (RRQ)
Ontario Pension Benefits Act Financial Services Commission of

Ontario (FSCO)

For occupational pension plansunder federal jurisdiction or thejurisdiction of the province of
Ontario, the plan administrator can be the employer, a pension committee established for this purpose
(usually consisting of representatives of the employer, although representatives of memberscan also
beincluded) or thefinancial institution or insurance company guaranteeing benefitsunder the plan (if
thereisone). Inthe case of multi-employer plans, the plan administrator must usually be aboard of
trustees.®

In Quebec, the plan administrator must be a pension committee whose members are appointed
in accordance with the plan text.® The committee must have at | east three members. One of the
members must be arepresentative of the active members of the plan (those paying contributionsto the
plan or on whose behalf contributions are being paid) and another must be arepresentative of the
non-active members (for example, personsreceiving apension fromtheplan). Theremust also bea
third member of the pension committee who isindependent of both the members and the employer.
The Quebec law does not set alimit on how many other members may be appointed to the pension
committee nor doesit prescribethe criteriafor selecting those other members (except that the criteria
must be contained in the plan text). Therefore, representatives of the employer can, and usually do,
form amajority of the committee.

The Quebec law isthe only onein Canadawhich requires, in all instances, that the
administrator of an occupational pension plan be a pension committee and that members of the plan
be represented on the committee. Under thefederal and Ontario laws, apension committee can be
the plan administrator, but, as noted above, other optionsare also allowed. However, under the
federal law, if the plan administrator isapension committee, both the active membersand theretired
members each have theright to be represented on the committee if amajority of them so request.

In addition to designating the administrator, the pension benefit lawsrequire that therebe a
plan trustee responsible for holding the assets of the plan. The employer cannot be thetrustee. Under
thefederal and Ontario laws, the trustee can be afinancial institution (generally speaking, an insurance
or trust company) or aboard of trustees established for this purpose. If thetrusteeisaboard, the
Ontario law requiresthat there be at | east three members and that at |east one of them be independent
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of theemployer. 1n Quebec, the pension committee serves asthe trustee unlessthe planisone under
which benefitsareinsured by alifeinsurance company (in which casethat company isthetrustee).

Obligation to provide sufficient funding

Under federal and provincial pension benefit laws, an occupational pension plan, at any given
time, should have sufficient assets— accumul ated through contributions and theincome derived from
investing past contributions—to enableit to pay the pensions and other benefits which current and
past members (including retirees) have earned to date. Thisisoftenreferredto as‘advancefunding’.

A defined contribution pension planis, by definition, aways sufficiently funded because the
benefitsthat are dueto amember are only determined at the timethat he/she qualifiesfor apension,
and they are based exclusively on thetotal amount credited to the member at that time and the annuity
which that amount can purchase.

In the case of adefined benefit pension plan, on the other hand, it ismuch more complicated
to determineif the schemeissufficiently funded. The benefitsdueto amember are determined
according to aformulagiveninthe plantext. Theformulaisbased on factorswhich cannot be
determined with certainty until the benefits start to be paid. Thesefactors canincludethe member’s
total length of service and future earnings. Equally, the sufficiency of the contributionsthat have been
madeto date will depend on factorsthat cannot be precisely known —for example, future rates of
inflation, futurelong-terminterest rates, and theincomethat will be derived from investing theplan’s
funds.

In order to determine whether adefined benefit occupational pension planissufficiently funded,
an actuarial valuation of the plan’sassetsand liabilitiesisrequired. Under federal and provincial
pension benefit laws, such an evaluation must be conducted at least every threeyears. Thevaluation
must be done on two bases. asolvency basisand an ongoing basis. Whiston and Gottlieb
[2006: 190-191] describethese asfollows:

An ongoing valuation focuses on the ability of the plan to meet its obligations, assuming that it
continues to operate. For example, in afinal average earnings plan, the val uation on an ongoing
basis views the plan asif members will continue to accrue benefits and receive pay increases, in
accordance with the plan terms and assumptions used in the valuation respectively. The ongoing
valuation attempts to show whether the funding of the plan is on course ...

A solvency valuation focuses on the ability of the plan to meet its obligationsiif it isterminated as
at thereview date. At first glance, it may seem more likely that aplan will be fully funded on a
solvency basis simply because members cease to accrue benefits. However, the plan terms or
[applicable pension benefit law] may result in the plan having additional liabilities on termination
that it does not have if it continues on an ongoing basis. The solvency of the plan is determined
as the aggregate of the market value of the plan assets and the present value of future special
payments, over the liabilities of the plan where the liabilities are determined on a plan termination
basis. If liabilities exceed assets, the plan has a solvency deficiency, and if assets exceed
liabilities, the plan has a solvency excess.
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In accordance with the terms and conditions set out in the plan text, employees may berequired
to make* current service' contributionsto finance part of the cost of the future benefitsthat arerelated
to serviceduring ayear.’® However, whether or not thisisthe case, the federal and provincial pension
benefit laws obligate the employer to bear the ultimate responsibility for providing sufficient funding to
ensure the payment of the benefits promised by adefined benefit plan.®* Any shortfall infundingthatis
revealed in an actuarial valuation of the plan istheresponsibility of the employer and must be paid
(amortized) within aprescribed period of time.

The prescribed period for amortizing an unfunded liability dependswhether theliability is
determined on an ongoing basisor on asolvency basis. Funding shortfallson an ongoing basis must
usually be amortized over aperiod of not morethan 15 years. Funding shortfallson asolvency basis,
on the other hand, must be amortized over ashorter period. Until recently, this period under federal,
Quebec and Ontario lawswas not morethan five years. However, in response to the funding
problemsthat many defined benefit plansin Canada have encountered in recent years (discussed
further in thefourth section of thisstudy) both the federal and Quebec governments have extended
that period to as much asten years.*?

In the case of Quebec, a plan must meet one of two alternative conditionsin order to qualify for
an extensiontotenyears. Thefirst alternativeisthat the pension plan “obtain a suitable guaranteeto
cover the difference between the value of the amortization paymentsthat would have been required
under [therulesprevioudly in effect (i.e. over five years)] and the value of the payments actually made
after taking advantage of the relaxed amortization requirementsfor solvency deficits.” The guarantee
must be from a source outside the pension fund. The second alternativeisto “ obtain the consent of
the active membersaswell as of the non-active members and beneficiaries (including retirees) with
less than 30% opposition within each of the two groups’ [RRQ 2005: 69].

In the Budget brought down in April 2006, the federal government announced itsintention to
take measures similar to those of Quebec and to extend the amortization period for solvency deficits
totenyears[Finance 2006a]. For occupational pension plans subject to thefederal pension benefit
law, an extension to ten yearsisnot allowed if onethird (33 1/3 percent) or more of the active
membersor of the non-active members and beneficiaries object [ Finance 2006b].

Ensuring that defined benefit occupational pension plansare sufficiently funded isone of the
primary objectivesof thefederal and provincia pension benefit laws. One means of accomplishing
thisgoal would be to encourage employerswith defined benefit plansto maintain surplusesin their
plansin order to provide acushion that would absorb at |east part of the impact of unforeseen
negative micro- and macro-economic developments such asadeclinein the profitability of the
employer or adrop in equity markets. However, thisraisesaconcern for the tax authorities:
employersmight try to defer thetax on their profits by putting them into the pension plan evenif the
pension planisalready in surplusand does not require additional contributions. Thiswould mean that
the profits, to the extent they are contributed to the pension plan, would be deductible from the
employer’sincome subject toincometax. It would also mean that theincome derived frominvesting
those profitswould be exempt from taxation aslong asit remainsin the plan.
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In response to these concerns, the Income Tax Act setsalimit on the amount that employers
can contribute to an occupational pension plan. Generally speaking, an employer’scontributionsina
year cannot exceed an amount that would bring the surplus of the planto alevel greater than ten
percent of the plan’sliabilities, as determined by the plan’s most recent actuarial valuation. Aswill be
seeninthefourth section of thisstudy, this‘ten percent’ limit has been the subject of considerable
debate. Alongwith several court decisionsregarding the ownership of surplusesin defined benefit
pension plans,®® thelimit, in the view of many, effectively discourages employersfrom taking measures
that would protect their defined benefit plans from unforeseen economic devel opmentsthat could
adversely affect the plans and the security of their benefits.

Rules regarding the investment of the assets of a plan

The overriding objectives of pension benefit laws areto protect theinterests of plan members
and, in particul ar, to ensure that the planswill be ableto pay the promised benefitswhen the pensions
become due. One of the waysin which pension benefit |laws meet these objectivesisto prescribe
rulesfor theinvestment of the assets of apension plan, especially in the case of defined benefit plans.
Aswell, given the concern of thetax authoritiesthat the preferential tax treatment given to pension
plans be used to further the goal of providing incomein retirement and not simply asameans of
avoiding taxation, the Income Tax Act also hasrulesregarding the investment of plan assets.

Therules set out in the Income Tax Act are straightforward. First, an occupational pension
plan cannot invest in the shares or bonds of the employer unlessthe sharesare publicly traded ona
recognized stock exchange (in which case both the employer’s shares and bonds are permissible
investments). Second, the plan’sinvestments must conform to the requirements of the federal or
provincial pension benefit law to which the planis subject.

Until 2005, the Income Tax Act placed an upper limit on the amount of a plan’s assets that
could beinvested outside Canada. Thisrestriction, which had been 30 percent of the plan’s assets,
waseliminated in 2005 [ Finance 2005b]. Therationalefor eliminating thelimit on foreign investment
was, in part, that financial marketsin Canadamake up only asmall fraction of worldwide markets, so
allowing occupational pension plans unlimited accessto out-of-country markets permits greater
diversification and, therefore, can resultin lower investment risk. However, asagreater portion of a
plan’s assets are invested outside Canada, its currency-exchangerisk increases since benefitsare
amost always denoted in Canadian dollars[Whiston and Gottlieb 2005: 445].

Themost significant rulesregarding theinvestment of the assets of an occupational pension
plan arefound in thefederal and provincial pension benefit laws. Theserulesare based on three
considerations:. the* prudent person’ or ‘ reasonable person’ principle, the need for diversificationin
theinvestment of the assets of the plan, and the requirement for awritten investment policy.

Caledon Institute of Social Policy 7



The* prudent person’ principleisfound inthe pension and trust laws of many countries,
especially thosewith legal traditions derived from the United Kingdom. An example of itswording
can befoundin article 8 of thefederal pension benefit law:

(4  Intheadministration of the pension plan and pension fund, the administrator shall exercise
the degree of care that a person of ordinary prudence would exercise in dealing with the property
of another person.

(4.1) The administrator shall invest the assets of a pension fund in accordance with the
regulations and in a manner that a reasonable and prudent person would apply in respect of a
portfolio of investments of a pension fund.

(5)  Without limiting the generality of subsection (4), an administrator who in fact possesses, or
by reason of profession or business ought to possess, a particular level of knowledge or skill
relevant to the administration of a pension plan or pension fund shall employ that particular level

of knowledge or skill in the administration of the pension plan or pension fund.

Quebec’s pension benefit law isbased on the ‘ reasonable person’ principle. Article 151 of the
law statesthisprincipleasfollows:

The pension committee shall exercise the prudence, diligence and skill that a reasonable person
would exercisein similar circumstances; it must also act with honesty and loyalty in the best
interest of the members or beneficiaries.

The members of the pension committee shall use in the administration of the pension plan all
relevant knowledge or skill that they possess or, by reason of their profession or business, ought
to possess.

Therequirements set out in pension benefit lawsregarding diversification in theinvestment of
the assets of a pension plan define, to some extent, how a prudent or areasonable person is expected
to act in making investment decisions. These requirements prescribe quantitative limitson certain
typesof investmentsand, in the case of Quebec, an explicit statement regarding diversification. By
way of illustration, article 171.1 of Quebec’s pension benefit law statesthefollowing regarding the
investment of the assets of an occupational pension plan:

Unlessit is reasonable in the circumstances to act otherwise, the pension committee must
endeavour to constitute adiversified portfolio so as to minimize the risk of major losses.

In addition, the Quebec law sets out two quantitativelimits. the assets of apension plan cannot be
invested, directly or indirectly, in securities controlled by the employer in aproportion greater than 10
percent of thetotal book val ue of those assets; and the assets of a pension plan cannot be invested,
directly or indirectly, in shares carrying more than 30 percent of the voting rights of all the sharesof a
company taken together.
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Thefederal and Ontario pension benefit |aws contain considerably more quantitative limitsthan
the Quebec law. Under the federal law, for example, apension plan cannot invest more than 10
percent of itsassetsin any one company or intwo or more related companies. Variouslimitsareaso
placed on theinvestmentsthat can be madein real property, such asland and buildings, and in
resource properties, such asoil and gasfields.

Thethird important part of the rulesregarding investmentsfound in pension benefit lawsisthe
requirement that aplan have awritten statement of itsinvestment policy and procedures. The
development of such apolicy requiresthe administrator of apension plan to consider the various
factorsthat need to be taken into account ininvesting the assets of the plan. Thepolicy provides
guidanceto the plan administrator in making investment decisions.

Asan example of what an investment policy should contain, thefederal law requiresthe
following:

categories of investmentsand loans, including derivatives, optionsand futures;
diversfication of theinvestment portfolio;

asset mix and rate of return expectations,

liquidity of investments,

thelending of cash or securities,

theretention or delegation of voting rights acquired through plan investments; and

the method of, and basisfor, the valuation of investmentsthat are not regularly traded at a
public exchange.

Thethree-part regulatory structure just described governing theinvestment of the assets of
pension plans—the ‘ prudent person’ or ‘ reasonable person’ principle, the requirement for
diversificationininvestmentsalong with quantitative limits, and the requirement for each planto havea
written investment policy —isintended to balance the need for oversight by public regul atory agencies
and the desirability of alowing plan administratorswith broad discretion in making investment
decisions. Measured by itsresultsto the present time—that is, the ability of occupational defined
benefit pension plansto pay the promised benefits—the regulatory structure has been successful.
There have been no significant defaults by pension plansin Canada. However, thefinancia difficulties
currently faced by many defined benefit pension plansin Canada (discussed in the fourth section of
thisstudy) demonstrate weaknessesin the structure that require attention.

Registering a pension plan and ongoing reporting requirements

Aswas noted earlier in this study, an occupational pension plan must beregistered with the
CanadaRevenueAgency (CRA) aswell aswith afederal or provincia agency regulating such plans.
In both cases, the registration process invol ves submitting various documents and information that will
allow thetwo agenciesto determine whether the plan meetsthe requirements set out in the lawswhich
they administer. Among the most important of these documentsisthe plan text, which setsout the
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plan’stermsand conditions. Inthe case of adefined benefit plan, pension benefit lawsalso require
that an actuarial report be submitted either as part of the registration process or within ashort period
following the establishment of the plan.

Any modification to an existing occupational pension plan must be submitted inwritingto the
CRA and to the agency regulating the plan. Before amodification can enter into effect, it must be
accepted for registration by the CRA and the regulatory agency.

The Income Tax Act and the federal and provincial pension benefit laws set out specific
requirementsfor ongoing reporting that al the occupational pension plans must meet. An occupational
pension plan must submit an annual report to the CRA and to itsregulatory agency which contains
varioustypes of information such asthe composition of the membership of the plan and the
contributionsthat have been paid.

Inaddition, at least once every three years adefined benefit plan must submit an actuaria
valuation. Theregulatory agency may require aplan to submit actuarial valuations more frequently
then every threeyearsif apreviousvaluation showsafunding deficit on asolvency basis. Under the
Ontariolaw, for example, if aplan’sactuarial valuation showsadeficit on asolvency basisthatis
morethan 10 percent of the plan’s estimated liabilitiesand if the amount of the deficit exceeds $5
million, or if the deficit ismorethan 20 percent of the plan’sliabilitiesirrespective of the dollar amount
of the deficit, another actuarial valuation must be conducted and submitted to the regulatory agency
within oneyear. Through thesekindsof provisionsin pension benefit laws, the regulatory agenciesare
ableto monitor the funding status of all occupational pension plansand to direct particular attention to
those planswhose funding givesreason for concern.

In addition to the regul ar requirementsfor ongoing reporting, thefederal and provincial
regulatory agencies have broad authority to require aplan to submit additional information on the
plan’sfinancing if they have reason to believethat the plan’sfunding isinsufficient or not in accordance
with the applicable pension benefit law. Aswell, theregulatory agencies have devel oped teststhat
allow themtoidentify planswhich are at agreater risk of funding shortfallsand, therefore, which
require ahigher degree of oversight.

Communicating with plan members

Pension benefit laws set minimum requirementsregarding theinformation that an employer with
apension plan or the plan administrator must provide to members about the planin general and about
each member’sindividual accrued rightsunder the plan. These areasfollows[Albert 2006: 141;
Whiston and Gottlieb 2005: 410]:
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awritten description of the plan;

an annual personal statement;

apersonal statement when an employee ends membership in apension plan; and
accessto information, including key documentsrel ated to the plan.

Every employee must be given awritten description of the pension plan when he or she
becomeseligiblefor membershipinthe plan. Members must also be given awritten description of any
modification to the plan. These descriptionsusually take theform of abrochure or abooklet
summarizing the plan’sterms and conditionsaswell asthe members' rightsand responsibilities.
Quebec’ s pension benefit law specifically requiresthat the actual plan text be provided to each
member in additionto asummary. Thefederal law requiresthat the description of the plan and of any
maodification also be provided to the spouses and common-law partners of plan members so they will
be aware of the survivors benefitsto which they can be entitled in the event of the death of the
member.

Every active member of apension plan must be given an annual personal statement that shows:

e thetotal amount of contributions paid to the plan by the member and, in the case of a
defined contribution plan, by the employer on behalf of the member;

e themember’stotal period of serviceto date on which apension will be based,

o theearliest date on which the member will qualify for apension; and,

e inthecaseof adefined benefit plan, the estimated amount of the future pension based on
service, contributions and earningsto date.

Thefederal and Quebec pension benefit laws al so require that amember’s annual personal
statement indicateif the pension plan hasasolvency deficit and, if it does, the measures being taken to
eliminatethedeficit. Under thefederal and Ontario laws, the annual personal statements must usually
beissued within six months of the end of the plan’ sfinancial year; the Quebec law providesfor a
longer period of nine months. Under the Quebec law, both active and non-active members (for
example, former employeeswho now work for adifferent employer) must receive an annual persona
statement. Under thefederal law, the spouse or common-law partner of amember must be sent a
copy of the member’s statement.

When an empl oyee ceases to be amember of an occupational pension plan (for example, on
changing jobsor when retiring), he or she must be given astatement contai ning much the same
information asthe annual personal statement just described. In particular, the statement must show the
member’stotal accrued pension rights, the earliest date to which he/shewill beentitled to aregular
retirement pension, the estimated amount of that pension, and any rightsthe member may haveto an
early pension. The statement must usually beissued within 30 days of ceasing membership. The
federal law requiresthat acopy of the statement be given to the member’s spouse or common-law
partner. Inthe event of the death of amember, a statement must be sent to the spouse or common-
law partner of the member describing any survivor benefits payable under the plan.
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Finally, every plan member hastheright to see various documentsrelated to the plan. These
includethe plan text, the actuarial reportson the plan, the annual information statementsthe planfiles
withitsregulatory agency and the plan’sfinancial statement.

In addition to the minimum requirements set out in pension benefit laws, many plans provide
further information, including financia counselling, for plan members. Thiscan be particularly
important in the case of defined contribution plansin which members can make choicesregarding the
investment of the funds credited to their accounts.

Non-statutory mechanisms for strengthening the management
of occupational pension plans

The statutory provisions described in the preceding section set legally binding conditionsthat
must be observed in the management of occupational pension plans. However there has been another
development in recent yearsin Canada regarding the management of such plansthat warrants
discussion. Itinvolvesanon-statutory mechanism: voluntary guidelinesfor pension plan governance.

Theissue of the governance of business enterprises has been given increased attention during
the past fifteen yearsin many countries around theworld. 1n Canada, anumber of factors, including
court decisionsinvolving the management of pension plans, haveled to specific attention being given
to the governance of pension plans[Whiston and Gottlieb 2005].

Theterm ‘governance’ has many possible meanings. Inregardto apension plan, it canbe
defined as* the structure and processesfor overseeing, managing and administering aplan to ensure
thefiduciary and other obligations of the plan aremet” [ CAPSA 2004: 10].

In 1998 the Office of the Superintendent of Financial Institutions, which regulates pension
plansunder federal jurisdiction, issued aguidelinefor the governance of the plansfor whichitis
responsible [OSFI 1998]. Theguidelinewasthefirst of itskind in Canadaand likely inany country.
It was, and remains, voluntary. The guideline describesthe considerationsthat should be taken into
account in properly governing apension plan.

In 2004, the Canadian Association of Pension Supervisory Authorities (CAPSA), whichismade
up of thefederal and provincial agenciesresponsiblefor the regulation of pension plans, issued
guidelines on governance which are applicableto all pension plansin Canada. Entitled Pension Plan
Governance Guidelines, they set out eleven principlesthat should form the basisfor the governance
of apension plan. The guidelinesalso describein general terms how those principles should be
applied. Theeleven principlesarethefollowing [CAPSA 2004]:
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Fiduciary responsibility: The plan administrator hasfiduciary and other responsibilitiesto
plan membersand beneficiaries. The plan administrator may also havefiduciary and other
responsibilitiesto other stakehol ders.

Governance objectives:. The plan administrator should establish governance objectivesfor
the oversight, management, and administration of the plan.

Rolesand responsibilities: The plan administrator should clearly describe and document the
roles, responsibilitiesand accountability of all participantsin the pension plan governance
process.

Performance measures: The plan administrator should provide for the establishment of
performance measures and for monitoring the performance of participantswho have decision-
making authority in the governance process.

Knowledge and skills: The plan administrator, directly or with delegates, has aduty to apply
the knowledge and skills needed to meet governance responsibilities.

Accesstoinformation: The plan administrator and, as necessary, any delegate should have
accessto relevant, timely and accurate information.

Risk management: The plan administrator should providefor the establishment of an internal
control framework, commensurate with the plan’s circumstances, which addressesthe pension
plan’srisks.

Oversight and compliance: The plan administrator should provide for the establishment of
appropriate mechanismsto oversee and ensure compliance with thelegidlative requirements
and pension plan documents and administrative policies.

Transparency and accountability: The plan administrator should providefor the
communication of the governance processto plan members, beneficiariesand other
stakeholdersto facilitate transparency and accountability.

Code of conduct and conflict of interest: The plan administrator should provide for the
establishment of acode of conduct and apolicy to address conflict of interest.

Governancereview: The plan administrator should conduct aregular review of itsplan
governance.

The CAPSA guidelinesare genera intheir wording because they areintended to apply to all
occupational pension plans. The variationsamong such plans, interms of their type, size, termsand
complexity, makeit very difficult —somearguevirtually impossible—for asingle detailed set of
guidelinesto be devel oped that could apply to al plans. For much the same reason, the guidelines
have not been included in pension benefit laws themsel ves, although some of the provisions of the
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guidelinesare closely related to the provisions of those laws (for example, the fiduciary obligation of
the plan administrator). To assist plan administratorsto apply the guidelines, CAPSA has developed a
questionnaire administrators are urged to completein order both to identify the measuresthat are
already in placeintheir plansand the measures still needed. Aswell, CAPSA has produced, and
regularly updates, a‘ frequently asked questions’ section onitswebsite that provides additional
guidance on variousissuesrelated to the guidelinesthat have been brought up by plan administrators
[CAPSA 2006].

Although the CAPSA guidelinesare voluntary, this does not mean that they haveno lega
significance. AsWhiston and Gottlieb [2005: 433-434] have pointed out, “ Should aplan
administrator ever be subject to litigation, the reasonabl eness of the administrator’s actionswill
depend in good part on the degree of compliance with best practices, whichinturnwill largely reflect
the CAPSA ... Guidelines.”

In addition to the CAPSA guidelines, another non-statutory mechanism for strengthening the
management of occupational pension plansarethetraining and information initiatives of Quebec’s
regul atory agency, the Régie desrentes du Québec (RRQ), directed to the members of pension
committees.

It will berecalled that the Quebec pension benefit law requiresthat the plan administrator bea
pension committee. Thelaw further requiresthat at least one member of the committeebea
representative of the active members of the plan, and that another member be arepresentative of past
members (including those receiving benefits). Asaresult of theselatter provisionsin particular, some
members of a pension committee may be personswho have had little or no formal experiencein
managing apension plan, and they may have not have thefull range of knowledge required to carry
out their duties.

To respond to thissituation, the RRQ has devel oped publications, written in non-technical
language, that assist members of pension committeesto carry out their responsibilities. Oneof theseis
the Guide for Pension Committee Memberswhich explainstherole, rights and responsibilities of
committee members. Another isaseriesof publications entitled Administering a Pension Plan Well
which contains sections on sound administration, therole and responsibility of apension committee,
and how apension plan operates. All of these documents are available on the RRQ’ swebsite
WWW.F'rg.gouv.qgc.ca.

In addition toits publications, the RRQ also givestraining coursesfor membersof pension
committees. The course of greatest relevanceto strengthening the management of apension planisan
orientation coursefor new committee members.
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The financial difficulties of many defined benefit pension plans

In the past five years, many defined benefit pension plansin Canada have experienced
substantial solvency deficits. Although there have always been some planswith such deficits, the
problem was not widespread until 2001, when pension planswere severely affected by asharp
declinein equity marketsthat began in late 2000 and that occurred at the sametime asadeclinein
long-term interest rates, which play akey rolein actuarial valuationson asolvency basis. At first
many expertsthought that when equity marketsrecovered, the solvency deficitswould belargely
erased. Equity marketsdid recover in 2003, and deficits were reduced, but they nonethel ess
remained, and continueto remain, substantial. A few statisticswill illustrate the magnitude of the
problem:

e TheOffice of the Superintendent of Financial Institutions, the agency that regul ates
pension plansunder federal jurisdiction, estimatesthat 78 percent of all the defined benefit
plansit oversees had asolvency deficit on 31 December 2005 [OSFI 2006].

e InQuebec, the Régie desrentes du Québec estimates that 70 percent of the plansit
oversees had asolvency deficitin December 2002, and that for one planinfivethe deficit
was morethan 20 percent of itstotal liabilities[RRQ 2005].

e InOntario, the Financial Services Commission estimatesthat about 75 percent of the
plansit oversees hasasolvency deficit, and that the median funding level of occupational
pension plansin the province of Ontario is87 percent of their liabilities[FSCO 2006].

A significant part of the funding shortfall of defined benefit pension plansin Canadawould be
resolved if long-term interest rateswereto increase. However, thisisunlikely to happeninthe
foreseeablefuture. Moreover, agrowing number of experts believethat there are underlying causes of
the funding problems of defined benefit plansthat must be addressed.

The obvious solution to the funding problem isfor employerswith defined benefit planshaving
solvency deficitsto make additional contributions, asrequired under the federal and provincial pension
benefit laws, in order to amortize the deficits over aprescribed period. But for many employers, the
cost of doing thisishigh. Inthe case of companies experiencing general financial difficulties, the
added pension costs can be hard for them to absorb in the short term, and might even result in some
declaring bankruptcy. Even enterprisesthat arefinancialy sound will seetheir profitsdeclineand, asa
result, the price of their stock shares. Thiscould make some companiesterminatetheir defined
benefit plansand convert them to defined contribution schemesin order to reduce futureliabilities.

The challenge that governments and pension regulatorsfaceisto find ameansfor reducing the
solvency deficits of defined benefit planswhile, at the sametime, taking into account the circumstances
of companiesexperiencing genera financia difficultiesand not accel erating the shift among these and
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other companiesfrom defined benefit to defined contribution schemes. Asdiscussed earlier inthis
study, Quebec’ sinterim solution has been to extend to ten yearsfrom five the period for amortizing
solvency deficits, and the federal government has done the same. However, both Quebec and the
federal government have said that extending the amortization period, by itself, isnot along-term
solution for ensuring sufficient funding for defined benefit plans. Other measuresare also required.

To understand the measures that have been proposed —in particular, amendmentsto Quebec’s
pension benefit law which are currently before the province’s National Assembly (the provincial
legislature) —it isnecessary to examineissuesrelated to the use and ownership of the surplusof an
occupational pension plan (when asurplus arises) aswell asthe question of matching assets and
liabilities. Theissue of pension benefit guarantee funds al so needsto be considered.

Use and ownership of pension plan surpluses

It may seem contradictory to discussthe use and ownership of the surplus of apension plan
when theissue under consideration istheinsufficient funding of defined benefit plans. However, some
observersarguethat the existing legal provisionsregarding the use and ownership of plan surpluses
have discouraged employersfrom building reservesin their pension plansthat could cushion those
plansfrom adverse devel opments such as declinesin long-term interest rates. Combined with court
decisionsin casesinvolving the ownership of plan surpluses, these observersargue, the result has been
that defined benefit plansarelesswell funded than would otherwise be the case. Whilethereisnot
unanimity infavour of these arguments—in fact, there are well-informed observerswho disagree
strongly with such aconclusion —the arguments have many proponents and warrant consideration.

Onefact isincontrovertible. Inthe sameway that economic and other developments can
adversely affect thefinancing of adefined benefit pension plan and result in asolvency deficit, these
developments can also positively affect aplan and lead to asurplus. Thiswasthe casefor many
pension plansin the period from 1990 to 2000 when stock marketsin Canadarose sharply and, with
them, the value of the assets of pension plans, asignificant proportion of which areinvested in
equities.

Thefederal and provincial pension benefit lawsgenerally do not allow employersto withdraw
surplusesfrom apension plan unlessthisis specifically permitted under the plan text and, even then,
subject to prescribed conditions. 1n Quebec, thewithdrawal of asurplusfrom an ongoing planis
entirely prohibited. Anemployer whose defined benefit pension plan has a surplus hasthree options:
leave the surplusin the plan; usethe surplusto improve benefits; or, unlessit isspecifically prohibited
inthe plan text, reduce the amount of contributions.”® These optionsare not mutually exclusive.

Because of thelimits prescribed in the Income Tax Act on the preferential tax treatment given to
an employer’scontributionsif aplan’s surplus exceeds 10 percent of itsliabilities (seethe section
abovetitled * Obligation to provide sufficient funding’), an employer will not make further contributions
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when the surplus exceeds 10 percent of liabilities. In such acircumstance, the employer will either
increase the pension plan’sliabilities (through improvementsto benefits) or, unless prohibited under
the plan text, decrease contributions (including, depending on the circumstances, ceasing contributions
entirely) until the surplusisreduced to the allowablelimit.

Thelimitsregarding surpluses prescribed by the Income Tax Act have been criticized by the
associ ation representing Canada’ s largest pension funds (the Association of Canadian Pension
Management, or ACPM) and others. The ACPM haswritten that “thelimit [on plan surpluses] is
arbitrary and may betoo low. It caninterferewith therational management of [defined benefit] plan
funding” [ACPM 2005: 18]. The Governor of the Bank of Canada has expressed the view that the
limit “ has certainly added to the bias against sponsors allowing surplusesto build up in their pension
plans’ [Dodge 2005]. The Quebec regulatory agency, the Régie des rentes du Québec, has
concluded that “the taxation ceilings on accumulated surplusassets ... encourage minimum funding
sincethey makeit impossibleto constitute an adequate, explicit provision for adverse deviations’
[RRQ 2005: 43].

Thereisanother factor which has made employersreluctant to maintain surplusesin pension
plans. the provisionsof pension benefit laws, and several court rulings, regarding the ownership of
such surplusesinthe event that aplanisterminated. Theissuesinvolved are complex. However, the
practical outcome can generally be summarized asfollows: an employer will only receive, at most, a
portion of the surplusof aplanthat isterminated, evenif the surplusisprimarily or entirely theresult
of the contributionsthe employer has madein the past.

There has been much debate in Canada over the use and ownership of the surplus of
occupational pension plans—both in the case of ongoing plansand in the event of plan termination.
Many (likely most) employersarguethat itisunfair that they usually haveto bear thefull responsibility
for deficitsin aplan but that they have access, at most, to only part of any surplus, and thisgenerally
only on plantermination. Thissituation isoften described asthe asymmetrical treatment of surplus
assetsand deficits. Members of pension plan, on the other hand, have adifferent perspective. They
usually feel that pension plans have been established for the benefit of the members, and that surpluses
therefore should primarily belong to them. Thisview isheld particularly by those who see pension
plansasaform of deferred compensation. The casein favour of the ownership of surplusesby plan
membersisoften linked to thefact that, in most pension plans, benefitsare only increased partially or
on an ad hoc basistorisesin the cost of living. Surpluses, when they arise, provide ameans of
adjusting pensionsin payment.

Thereare many other arguments both for and against the claim that thereisunfair asymmetrical
treatment of surplus assets and deficits. What isimportant from the perspective of the present analysis
isthe practical result. Thisissummed up in the discussion paper of the Quebec pension regulatory
agency asfollows[RRQ 2005: 42]:

... many employers see little advantage in making a provision for adverse deviationsin a plan since any
additional contribution that could result in [a plan surplus] could eventually be lost, at least in part. The
funding rules provided by law require high contribution payments when deficits appear and in away,
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when surplus assets appear, encourage their use for benefit increases and contribution holidays. Thus,
plan sponsors are not much encouraged to provide more than minimum funding.

Matching assets and liabilities

Inanideal world, the futureincome from the investment of the funds of adefined benefit pension
plan (including, asrequired, the sale of assetsfrom the fund) would exactly equal, at any given pointin
time, thefuture pensionsthat must be paid from those funds. Thiswould be aperfect matching of
assetsand liabilities.

Intherea world, such aperfect matching isimpossibleto achieve because of the many different
factors affecting both investment income and future pensions—factorsthat cannot be predicted with
certainty. Some of the most important factors have been described earlier in thisstudy in the section
titled * Obligation to provide sufficient funding’. In practical terms, the closest matching of assetsand
liabilitieswould be achieved by investing the funds of adefined benefit plan entirely infixed-income
securities (e.g. bonds) whose interest payments and maturity coincide with the best possible
proj ections of the future pensionsto be paid by the plan.

Over thelong term, therate of return from investing in fixed-income securitiesisalmost always
lower than therate of return from investing in variable-income securities such as equitiesand in other
asset classessuch asreal property. Thedifferenceintheratesof return—the‘risk premium’ —reflects
thefact that thereisgenerally morevolatility, and less certainty, in the return from asset classes such as
equitiesand real property than thereisfrom fixed-income securities.

Therate of return from investmentsisakey factor in determining the cost of adefined benefit
plan. Asaresult, asubstantial part of the funds of al defined benefit plansareinvested in asset
classes such asequitiesthat pay arisk premium. Thishaskept the cost of defined benefit planslower
thanif their fundswereinvested exclusively in fixed-income securities. It asalso brought benefitsto
the Canadian economy asawhole, as noted by the Governor of the Bank of Canada[Dodge 2005]:

The managers of defined-benefit pension plans have both the ability and desireto invest inthe
kinds of assetsthat the averageindividual investor might not normally consider. Pension
managers have superior knowledge of financial markets and of the associated risksthat makes
themwilling toinvest in alternative asset classes and to engage in arbitrage between markets.
All of these activitiesmakefinancial markets more complete and, so, enhancetheir efficiency.

However, investing in asset classes such as equitiesand real property makeit much more
difficult to match the assets of adefined benefit pension plan anditsliabilities. Incomefrom such
investments can vary substantially over time depending on market conditions. If the assets need to be
sold at sometimeinthefuturein order to pay pensions, theincomethat will berealized will depend on
markets at that time. |If markets are depressed, the price of the assetswill likely also be depressed.
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Over the past five years, several commentators have written about the * mismatch’ between the
assetsand liabilities of most defined benefit plansin Canadaand the consequencesfor the plans
financing. Ambachtsheer hasargued that alarge part of the funding problems encountered by defined
benefit plans since 2000 has been due to the mismatch of assetsand liabilities. He has advocated that
“asset-liability mismatch risk in defined benefit plans should be measured and disclosed regularly”
[Ambachtsheer 2004: 9]. Robson has stressed the need for “ closer attention by sponsors and
regul atorsto asset-liability mismatches’ [Robson 2005: 3] . The agency regulating occupational
pension plansin Quebec, the Régie des rentes du Québec, has noted that “ among thefinancial risks
facing pension plansaretherisk that pension fund yieldswill belessthan the actuarial assumptions
and therisk of inadequate matching of assetsand liabilities. Inrecent years, we have noted that some
plansarein aprecarious situation because of excessive exposureto such risksand if they had to be
terminated, there could be amajor loss of benefitsfor many membersand beneficiaries”

[RRQ 2005: 47].

Pension benefit guarantee programs

In order to provide greater security of benefitsfrom defined benefit pension plans, severa
countriesand jurisdictions have established publicly administered pension benefit guarantee programs.
These programsinsure part or all of the benefitsto which members have acquired rightsin the event
that adefined benefit pension plan isinsufficiently funded and the employer isunableto providethe
needed additional financing. The programsare usually financed by mandatory contributionsfrom
employerswith defined benefit pension plans and, asrequired and as permitted by the applicable
laws, by government subsidiesor |oans.

In Canada, the only such programisin the province of Ontario. Known asthe Pension
Benefits Guarantee Fund (PBGF), it wasintroduced in 1980, at atime when the consequences of the
closure of the manufacturing plantsof several largeindustrial companiesin the province, in particular
the possiblefailure of those companies’ defined benefit pension plans, wereissues of serious concern
[Stewart 2006].

Subject to prescribed limits and exceptions, the PBGF protectsthe retirement pensions of the
members of adefined benefit pension planinthe event that the plan isterminated. It also protectsthe
benefits payableto members’ survivors. The PBGF appliesonly to apension (or the part of a
pension) based on employment in the province of Ontario. The maximum amount of benefit
guaranteed by the PBGF is $1,000 amonth.*® Benefits under aplan which hasbeenin operation less
than three years are not insured by the PBGF, nor are any improvementsto benefits madein the three
years beforethe plan isterminated (e.g. new typesof benefitsor increasesto existing benefits).

Under thelegal provisions applicableto the PBGF, paymentsfrom thefund are allowed only if
adefined benefit pension plan has been terminated because of the bankruptcy (insolvency) of the
employer. Inall other instances, the employer remainslegally responsiblefor funding any deficitina
planif theemployer decidesto terminate the plan. These provisionsareintended to avoid situationsin
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which an employer could voluntarily terminate an underfunded plan and expect the PBGF to assume
theliabilities.

When payments under the PBGF are required, the Ontario agency regulating pension plans, the
Financia Services Commission of Ontario, becomesresponsible, in effect, for the administration of
the plan and appoints aplan administrator.

The PBGF isfinanced primarily through contributions paid by employerswith defined benefit
pension plans. Theamount of an employer’sannual contribution isbased on the number of members
of the pension plan and on the plan’sunfunded liabilities (if any). Every employer in Ontariowitha
defined benefit plan, irrespective whether the planisin surplusor deficit according to the plan’slast
actuarial valuation, isrequired to contribute $1.00 ayear to the PBGF for each plan member. In
addition, aplan with an unfunded liability isrequired to pay an addition annual contribution whichis
calculated asapercentage of theliability. Theadditional contributionisdetermined usingasdliding
scal e based on the proportion of the plan’stotal liabilitiesrepresented by the unfunded liability The
higher the proportion, the higher the required contribution.*” Therationalefor basing part of the
contribution on aplan’sunfunded liability isto link the amount that an employer hasto pay to the
PABG with therisk (degree of possibility) that benefits under the employer’splanwill require
protection under the PABG.

In 2004, the assets of the PBGF became insufficient to cover itsliabilities, due primarily to the
partial termination of the defined benefit pension plan of amajor manufacturer. Inorder to allow the
PBGF to continue to operate, the province of Ontario made aloan of $330 milliontothe PBGF. The
loan wasinterest-free, and hasaterm of 30 years. Themost recent financial statement of the PBGF
indicatesadeficit of $237 million, taking into account the remaining outstanding portion of the
province'sloan [FSCO 2005].

There have been discussions whether pension benefit guarantee funds should be established in
other jurisdictionsin Canada. For example, in aconsultation paper on possible changesto the federal
pension benefit law issued in 2005, the federal Department of Finance asked for viewson the
establishment of aguarantee fund for defined benefit plansinfederal jurisdiction. The paper
summarized the principal argumentsfor and against such afund asfollows[Finance 2005c: 14]:

The attraction of a PBGF isthat it provides pension compensation to employees, retirees, and
beneficiariesif an employer becomes bankrupt or insolvent and its pension plan is under-
funded. A PBGF may also reduce the propensity of employees from leaving companies
experiencing financial difficulty because employees have greater confidence that the PBGF
will provide them with benefitsin the event that their employer becomes bankrupt.

While there are potentially a number of benefitsto a PBGF, there are also potential draw-
backs. One major consideration isthat a PBGF could provide adisincentive for employersin
financial difficulty to properly manage their pension plansto control risksif their pension
liabilitieswill be covered. It may also be difficult to efficiently spread theinsurancerisk ina
PBGF at the federal level because federally registered pension plans account for only 10 per

20 Caledon Institute of Social Paolicy



cent of pension plan assets in Canada, with 10 plans accounting for about 63 per cent of the
assets. Moreover, there would be an increase in cost to plan sponsors through insurance
premiums. This additional cost could contribute to the shift to defined contribution plans.
Thereisalso arisk the PBGF hasinsufficient funds to cover its pension liabilities. This
could lead to pressure for government funding, the extent of which could have broader
implications for government policies and the economy. Indeed, the PBGFsin Ontario and the
U.S. are experiencing significant deficits.

Not surprisingly, different viewswere expressed regarding the establishment of afederal pension
benefit guaranteefund. Most respondents either opposed establishing such afund or urged further
study beforeadecisionistaken. For example, the association representing thelargest pension plans
argued asfollows[ACPM 2005: 21-22]:

... All of the existing guarantee funds are insolvent if their assets and liabilities are properly
measured ...

Those with the greatest need for protection (financially troubled companies with poorly
funded pension plans) are also those least able to pay for it. Events causing plan sponsor
insolvencies also tend to affect certain industries ... disproportionately. Consequently,

guarantee funds subsidize poor risks and overcharge good ones.

Some respondents, especially those from the trade union sector, werein favour of the creation
of aguaranteefund at thefederal level. However, even among these respondents, caution was urged.
For example, thelargest federation of trade unionsin Canada, the Canadian Labour Congress, which
“has promoted theidea of pension insurance for many years’, noted that “there are clearly potential
problems of moral hazard and adverse selection” [Finance 2005d].

It appearsunlikely at the present timethat pension benefit guarantee fundswill be established
either by the federal government or by any of the provinces. Thisconclusion isbased onthewidely
shared (although not unanimous) opinion in Canadathat such fundsdo not, overall, significantly
strengthen the security of benefits under defined benefit pension plansand that their potential
disadvantages outweigh their potential advantages.

Proposed amendments to Quebec’s pension benefit law

Quebecisthefirst jurisdiction in Canadathat has proposed a comprehensive set of amend-
mentsto its pension benefit law, the Supplemental Pension Plans Act, to addressthe financial diffi-
cultiescurrently facing defined benefit pension plans. Theamendmentsaretheresult of aconsultative
processthat began in 2005 with the rel ease of adiscussion paper by the province' sregulatory agency,
the Régie desrentes du Québec (RRQ). The paper analyzed the situation of defined benefit plansand
made anumber of preliminary proposalsfor changesto the pension benefit law [RRQ: 2005]. Based
on the reaction to those preliminary proposals and on alternatives put forward in the course of the
consultation process, the Quebec government devel oped its definitive proposalsfor amending the
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province's pension benefit law. These are contained in Bill 30 [Quebec 2006] which has been
examined by the Social Affairs Committee of the province’s National Assembly and isawaiting final
approval by the National Assembly itself.®

Quebec’s proposed amendments aff ect many aspects of the financing and governance of
pension plans[RRQ 2006a, 2006b]. Threeare of particular significanceto thisstudy:*° the
requirement for aprovision for adverse deviations, theright of future pensionersto havetheir pensions
guaranteed by aninsurer, and the introduction of the principle of equity in determining how aplan’s
surplus can be used to improve the plan.

Under the proposed amendments, all pension plansregulated in Quebec will berequired to
create aprovision for adverse deviations. The purpose of the provision will beto cover therisks
associated with fluctuationsin the economy. Thelevel of the provision (i.e. theamount of the
provision expressed as a percentage of aplan’sliabilities) will vary from one plan to another and will
be primarily based on therisk inherent in aplan’sinvestment policy. Thegreater therisk, the higher
therequired level of the provision. The exact formulato be used to determinethelevel of the
provision will be set out in regulationsto be adopted by the RRQ after the amendments enter into
force. Preliminary estimatesfrom the RRQ indicate that a provision equal to 15 percent of aplan’s
liabilities (on asolvency basis) would be sufficient for most plans [RRQ 2005: 56].

The provision for adverse deviationswill be built up fromthe surplus, if any, inaplan and by
contributionsfrom theemployer. If aplanisinsurplus, theemployer will not be allowed totakea
‘contribution holiday’ (i.e. reducethe amount of contributions by the amount of the surplus) until the
required level of the provisionisachieved. Aswell, until thelevel isachieved, the employer will not be
allowed to make any improvementsto the plan (for example, by increasing benefits) unlessthese are
entirely financed by additional contributions. If aplanisin deficit and the employer ismaking
contributionsto amortize the deficit, the employer will be required to continue making those
contributions even after the deficit has been eliminated until suchtimeasthelevel of theprovisionfor
adverse deviations has been achieved.

Members of apension plan who retire after 2009 will have theright to request that their
pensions be guaranteed by an insurer. In most instances, the practical effect will bethat, if a
member exercisesthisright, the pension plan will haveto purchase an annuity contract froman
insurance company. Theinitial amount of the annuity will be equal to the amount of the pensionto
which the member would otherwise have been entitled from the pension plan. Oncethe pension plan
has purchased the annuity contract, the member’ stieswith the plan will have been severed since
future paymentswill be paid exclusively under the annuity contract. Therefore, if inthefuturethe
pension planisterminated with asolvency deficit and the employer isunableto amortize the deficit
because of bankruptcy, the member’s benefitswill not be affected.

If adefined benefit plan hasasurplus, and if the plan meetsthe new requirement just
described regarding aprovision for adverse deviations, one possible use of the surplusisto improve
benefitsunder the plan. If thisoptionistaken, the proposed amendmentsto Quebec’s pension benefit
law will require that the principle of equity be used to determine the improvementsthat will be
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madeto the plan’sbenefits. The objective of introducing the principle of equity isto ensurefair
treatment for both active members (current employees) and non-active members (personsreceiving
benefits). Thecriteriathat will be used to apply the principle of equity will include: the evolution of
the pension plan, any amendments madeto it and the circumstancesin which those amendments were
made, the origin of the surplus assets concerned, the use made in the past of any surplus assets, the
characteristics of the benefits provided for under the plan and the characteristics of the pensionsbeing
paid out.

The Social Affairs Committee of Quebec’s National Assembly which studied the changes
proposed in Bill 30 received submissionsfrom many interested organizationsand individuals. These
included organi zations representing the key stakeholdersin the pension system, such asemployers(the
Conseil du Patronat du Québec, or CPQ), trade unions (the Confédération des syndicats nationaux,
or CSN), pensioners (the Associ ation québécoi se de défense des droits des personnes retraitées et
préretraitées, or AQDR), pension plan administrators and sponsors (the A ssociation of Canadian
Pension Management, or ACPM ), and actuaries (the Canadian I nstitute of Actuaries, or CIA).° An
analysisof the submissionsfrom these groups demonstratestheir different and sometimes opposing
positionsregarding the proposed amendments.

All the principal stakeholdersthat appeared before the Committee agreed in principle with the
fundamental objectiveswhich the government of Quebec isseeking to accomplishinBill 30. The
explanatory notesto the bill givethese objectivesas. “toimprovethefunding of pension fundsin
order to protect the pension benefits of plan members and beneficiaries[and] to enhancethe
governance of pension plansand better define the scope of the responsibilities of pension committee
members and other personsinvolved in the administration of pension plans’ [Quebec 2006].
However, the stakeholders had very different views about the approach proposed inthe bill asa
whole and about the specific measuresit contains.

The pensioners' organization wasthe most positive among the stakehol der groups about the
approach reflected in the bill, agreeing with almost all the proposed changes[ADQR 2006]. The
organi zations representing trade unions, pension plan administrators and actuaries supported the
general approach takeninthebill, but expressed concern about, or outright opposition to, some of the
specific measures[CSN 2006, ACPM 2006, CIA 2006]. At the other end of the spectrum of
opinions, the organization representing employers believed that the entire approach embodied inthe
bill iswrong. Their submission stated: “Thishill, which seeksto strengthen thefinancial security of
current and future pensioners, is, in our view, apurework of fiction ... Itisclear that thisbill will
result in the end of [defined benefit pension plans] in the private sector. The costsand the accrued
risks associated with such plansfor companieswill lead those companiesto offer their new employees
defined contribution plans, wherethe risks are assumed by employees’ [CPQ 2006: 1,9].%

Other stakeholders al so expressed concern that some provisionsof Bill 30, if implemented,
would hasten the shift from defined benefit to defined contribution plansin the private sector. The
associ ation representing pension plan administrators expressed the view that “ some new provisions
..., If they areretained, would causeirreparable harm to defined benefit pension plans ... and would
precipitate aflight towards defined contribution plans, as shown by the experience of other countries
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that have over-regulated defined benefit plans’ [ACPM 2006: 2]. Thetrade union confederation
stated the view that “ despite the fact that the adoption of the bill could give greater security to current
members of defined benefit pension plans, wefirmly believethat, inthelong term, workerswill bethe
biglosers. Many will find themselvesin defined contribution plansin which they will entirely haveto
bear thefinancial risk” [CSN 2006: 9]. Theactuaries’ association warned that “[ Some of the
proposed measures| represent major issuesthat could lead anumber of sponsors of [defined benefit
pension plans] to terminatetheir plans’ [CIA 2006: 3].

Turning to the specific changes proposed in Bill 30, therewasageneral consensus among most
stakehol dersthat amandatory provision for adverse deviationswould strengthen the security of
defined benefit pension plans and should be adopted. However, the trade union confederation wanted
to seethebill amended to include specific measuresfor determining the level of the provision rather
than only the principlethat thelevel will belinked to aplan’sinvestment policy. Theemployers
organization al so criticized the absence of wording specifying precisely how thelevel of the provision
will be determined, and expressed the fear that, in the absence of precise wording, the government
will continually changetherequirements. Theactuaries association, on the other hand, implicitly
endorsed theflexibility of thewording of thebill (i.e. the absence of detailed rulesin thelaw itself for
setting the level of the provision for adverse deviations), stressing that “the emphasis should be on the
rule’ssimplicity rather thanitstheoretical precision” [CIA 2006: 9].

The organizations representing employers and pension plan administrators opposed the
proposal that would require employerswho are making contributions amortizing the deficitsin their
defined benefit plansto continue making those contributions even after the deficit has been eliminated,
until the required provision for adverse deviations has been established. Theemployers' organization
argued that thismeasure“isunfair becauseit would have the effect of treating differently [the pension
plans of] two employers having the same degree of funding” [CPQ 2006: 5]. The employers
organization further argued that the measure * accentuates the problem of asymmetry under which the
employer isresponsiblefor deficitswhile, in practice, not owning surpluses’ [CPQ 2006 : 3]. The
organi zation representing pension plan administrators argued in the same vein, expressing the view that
the proposed measureis* excessive and all the more unacceptable from the fact that the bill contains
no measure seeking to correct the asymmetrical treatment of surplusesand deficits’ [ACPM 2006: 3].

The pensioners’ organization took adifferent position on the proposed provision for adverse
deviation from that of the other major stakeholders. It advocated the creation of apension guarantee
fund, stating “we consider the creation of aprovision for adverse deviations, as proposed inthehill, to
beatimid step. Infact, thismeasure ... offersat first glance few guaranteesfor the protection of
benefitsin the short and medium term” [AQDR 2006: 3].

Equally strong opinionswere expressed regarding the proposal to give personsretiring after
2009 theright to request that their pensions be guaranteed by an insurer. The pensioners’ organization
welcomed the measure, but believed that it should be extended to all pensioners, including those who
are aready receiving benefits, and not just to future pensioners. Inasimilar vein, the actuaries
associ ation expressed concern about treating pensionersdifferently solely on the basis of when they
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retire. Their submission stated that “members, be they active or non-active, should betreated the
sameinthe event of an insolvent plan being terminated, irrespective of the date they retire (before or
after 2010)” [CIA 2006: 3].

In addition to their concern about treating different groups of pensionersdifferently, the
actuaries’ association also warned about the cost of the proposed guarantee. The same concern
regarding cost was expressed by the organizations representing employers and pension plan
administrators.

Theactuaries' submission noted that “the option given to pensionersto havetheir pension
guaranteed isretroactivein scope. Indeed, employerswill need to assumethe additional costs
associated with the payment of these pensioners’ benefitsthrough lump sum transfersto insurers, while
the plans have been funded on the assumption that the payment would be spread over thelife of the
pensioners and funded from the pension fund” [CIA 2006: 7]. Inthe opinion of the organization
representing pension plan administrators, if the guarantee option is adopted, “the effectswould be
disastrous’ [ACPM 2006: 4].

Thetrade union confederation supported the principle of aguarantee. Itssubmission states
that “we believe that permitting the purchase of annuitiesfrom insurance companieswould not only
enhance the security of pensioners, but would reducein thelong term thelevel of risk and of volatility
of pension plans’ [CSN 2006: 15]. However, the confederation was opposed to the measures being
proposed to implement that principle, expressing the view that these measureswill have anegative
effect on thefinancing of defined benefit pension plans. The confederation argued that “it would be
useful to evaluate this measure and its consequences during the coming yearsin order to find asolution
that is adequate and acceptableto everyone” [CSN 2006: 17].

Finally, regarding the measure requiring that the principle of equity between active and non-
active members be applied in deciding on improvementsto aplan’s benefits, al the stakeholders
except the pensioners’ organization were, for varying reasons, opposed. The pensioners
organization, on the other hand, which has advocated such aprinciplefor many years, warmly
welcomed the proposed measure, arguing that it finally recognizestherights of non-active members
(pensioners and other beneficiaries) who, in the opinion of the organization, have beenforgottenin the
past.

The organization representing pension plan administrators stated its opposition to the proposed
principle of equity asfollows: “Equity isahighly subjective concept. But onethingisfor sure: The
plan sponsor will always bethe loser because the sponsor a one continuesto be responsible for
deficitsand because the sponsor’s contractual right to modify the plan by using asurplus becomes
open to all manner of contestation and submitted to binding arbitration. Of all the measuresinthebill,
thisisthe onethat will causethe greatest harm to registered pension plansin Quebec, inthat it will be
retroactive, litigiousand discriminatory in the eyes of pension plan sponsors both actual and possible.”
[ACPM 2006: 4-5].
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Theemployers' organization stressed the difficulty of reaching consensusamong different
stakeholders, in particular between active and non-active members, about what would be equitable.
It al so expressed concern regarding theimplications of the proposed changefor collective bargaining
between employersand employees. Their submission noted “asan example, it could be difficult for
retired membersto understand that an improvement granted or negotiated to the future retirement
benefits of active memberswastheresult of asmaller salary increase, of anincreaseinthe
contributionsthat these memberswill pay inthefuture, of achangefavourableto the employer in one
or more conditions of work, or of provisions of the collective agreement ... On the other hand, active
members might be opposed to a partial indexation of pensions, arguing that they pay moretoday in
contributionsthan their seniors paid during their period of employment” [CPQ 2006: 6-7].

Thetrade union confederation shared the concern of the employers about reaching consensus
among stakeholders. After an analysisof theimplications, the confederation concluded that it “isin
agreement with the principle of equity. However, we believe that the proposed measuresare entirely
inadequate. Inadequate becausethey will entail substantial administrative costs, becausethey will give
riseto divisions between generations of workers, because they will confer aright of vetoto all
members, and because they will establish the rel ationshi ps between different stakehol dersby judicial
means. [ The confederation] isstrongly opposed to theintroduction of such ameasureinthe
[Supplemental Pension Plans Act]” [CSN 2006: 20].

The examplesjust cited — and there are agreat many more that could be given —demonstrate
the challengesintrying to find solutionsto the financing problemsfacing defined benefit pension plans
in Canadathat are acceptableto all the stakeholders.

Conclusions

Theregulation of occupational pension plansisinherently complex, in large part becausethe
plansthemselvesare complex. The complexity of regulating pension plansismadeall the greater by
the need to find abal ance between protecting the security of the benefits promised to plan members,
on the one hand, and allowing plan administrators sufficient |eeway to make | egitimate management
and financing decisions, on the other hand. A further element of complexity arisesfrom the need for
public authoritiesto ensurethat occupational pension plans, which qualify for preferential tax
treatment, are not abused by employers and/or workersand simply turned into vehiclesfor evading
taxesonincomeor profits.

In Canadathere are two additional factors contributing to the complexity of regulating
occupational pension plans. Thefirstisthefact that such plansarevoluntary. The secondisthat
responsibility for regulating pension plansis shared by the federal and the provincial governments.
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Because occupational pension plansare voluntary, over-regul ation could induce employers
with plansto terminate those plans altogether or to convert defined benefit plans (which are generally
seen to be advantageous from the perspective of workers) to defined contribution plans (which usually
entall lower, and certainly more predictable, costsfor employers, although they are often seen asless
advantageousfor employees).

Because both thefederal and the provincial governmentsareinvolved in the regul ation of
pension plans, there are multiple pension benefit laws aswell as agenciesto oversee the application of
thoselaws. Whilethefederal and provincia lawsare broadly similar in terms of the aspects of
occupational plansthat are subject to regulation and the parametersfor that regulation, there are
nonethel ess significant differences between them. Thissituation can, and often does, create challenges
for employersoperating in two or morejurisdictionsin Canada.

Thisstudy hastried to summarizethe principal features of Canada’'s approach to the
management and regulation of occupational pension plans. Based on experience, the Canadian
approach has been successful to the present time. There have been no significant failuresamong
occupational pension plansin Canada. The share of theincome of Canada’s seniorscoming from
such plans had increased significantly over the past 25 years. The shift from defined benefit to defined
contribution plans, which has been very marked in countries such asthe United States and the United
Kingdom, has also been happening in Canadabut, so far, at amuch slower pace [ Tamagno 2006].

However, inthe past six yearsyears, many —infact, most—defined benefit pension plansin
the private sector in Canada have experienced seriousfinancing problems. The problems have many
causes, perhapsthe most important being the continued low level of long-term interest rates.

Thefinancing problems defined benefit pension plans have encountered has caused
governments, both federal and provincial, to examine waysin which to strengthen the security of
occupational pension plans. The province of Quebec wasthefirst in Canadato propose specific
changestoits pension benefit law. Asthisstudy has shown, Quebec’'s proposed changes have drawn
very different reactionsfrom various key stakeholdersin the pension system such asemployers, trade
unions, pension plan administrators, actuaries and pensioners. Morerecently, the province of Ontario
created an * Expert Commission on Pensions' with amandate to study awide range of issuesrel ated
to occupational pension plans, especially defined benefit schemes, and to make recommendation to
the provincia government [OECP 2006]. The Ontario Commissionisexpected to giveitsfinal report
inlate 2007 or early 2008.

Giventhecritical rolethat occupational pension plansplay in Canada soverall retirement
income system, the regul ation of those planswill continueto be amajor subject of study and analysis
in Canadafor many yearsto come.
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Endnotes

1. These plans are sometimes referred to as employer-sponsored pension plans, workplace pension plans, private
pension plans, or, in Canada, registered pension plans.

2. When references are made in this study to laws, they include the regulations made in accordance with the laws
aswell asthe laws themselves. Regulations are statutory instruments which are authorized by alaw and which are
approved by the cabinet (council of ministers) or a designated agency of the government concerned.

3. Theterm ‘forgonetax’ meansthe tax that would have been paid if a deduction, exemption or tax credit did not
exist.

4. Whenever the dollar sign ($) and the word ‘dollar’ are used in this study, they refer to Canadian dollars (CAD).

5. The federal pension benefit law (the Pension Benefits Standards Act, 1985) applies to the occupational
pension plans of private-sector companies in Canada engaged in fields of economic activity within the
constitutional jurisdiction of the federal government. These include banking, international and inter-provincial
transportation and communications. The federal law also applies to the occupational pension plans of all private-
sector companiesin Canada's three northern territories. Provincial pension benefit laws (for example, in Quebec,
the Supplemental Pension Plans Act, and in Ontario, the Pension Benefits Act) apply to the occupational pension
plans of all other private-sector companiesin Canada. The generic term ‘ pension benefit law(s)’ is used
throughout this study to refer to the federal and provincial laws. To reduce the regulatory burden on companies
operating in two or more provinces or territories, the federal and provincial laws contain provisions under which
the occupational pension plan of such a company only needs to be registered in the jurisdiction (province or
territory) in which it has the largest number of members. That jurisdiction is then responsible for the oversight of
the plan. Under these provisions, the rights, duties and responsibilities of one jurisdiction’s pension regulatory
agency are delegated to the pension regulatory agency of another jurisdiction (i.e., another province or the federal
government). However, the standards in force in the first jurisdiction (the one delegating its regulatory authority)
are not replaced by the standards in force in the second jurisdiction (the one to which regulatory authority has
been delegated). Thus, an occupational pension plan operating in more than one province or territory must meet
the standards prescribed in the pension benefit law of the jurisdiction in which it isregistered in respect of plan
members working in that jurisdiction, and it must also meet the standards prescribed in the pension benefit law of
any other jurisdiction in which it has membersin respect of plan membersworking in that other jurisdiction.

6. Therequirement for registration with afederal or provincial agency regulating occupational pension plans does
not apply to plans which are established under a specific law of the federal Parliament or of aprovincial legislature
which exempts them from such registration. Such plansare almost all in the public sector. 1n 2004, there were 253
occupational pension plans in Canada exempted from registration with a pension regulatory agency. They
covered about 20 percent of all the members of occupational pension plansin Canada [ Statistics Canada 2006].

7. One province, Prince Edward Island, has enacted alaw but has not yet brought it into force. 1n 2004 there were
66 occupational pension planswith 12,100 membersin Prince Edward Island [ Statistics Canada 2006].

8. Multi-employer pension plans are schemes that cover the employees of two or more separate employers, each
of which contributes to the plan. Such plans are generally found in industries such as construction and forestry
where employees move frequently from one employer to another. Multi-employer plans ensure that employees will
accrue rights to a pension which will be based on their periods of service with all the participating employers.
Such plans are usually the result of collective bargaining (negotiations between trade unions and employers). In
2004, multi-employer pension plans made up 3.2 percent of the occupational pension plansin Canada and covered
20.2 percent of all the members of occupational plans taken together [ Statistics Canada 2006].

9. For very small planswith less than 26 members the employer can be the plan administrator.
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10. If members arerequired to contribute to aplan, the planisreferred to as contributory. In 2004, 55 percent of all
occupational pension plansin Canada, having among them 75 percent of all the members of such plans, were
contributory [ Statistics Canada 2006].

11. Thereisan exception if, under the plan text, members (which can include persons already receiving pensions)
are required to assume part of the cost of a funding shortfall, either in the form of reduced benefits or increased
contributions. At the present time, there are few occupational pension plans with such terms.

12. In both cases, the extension of the amortization period from five to ten yearsis on atemporary basis, to allow
time for comprehensive proposals for strengthening the funding of defined benefit pension plans to be legislated.

13. One of the court decisions that has been of particular significance is that of the Supreme Court of Canadain
the case of Monsanto Canada Inc. v. Ontario (Superintendent of Financial Services) [SCC 2004].

14. The Régie des rentes du Québec estimates that, on average, over 50 percent of the assets of the plans it
overseeswereinvested in stock sharesin 2002 [RRQ 2005: 36].

15. Thisisreferred to asa’contributions holiday’.

16. In general terms, in the event of the termination of a defined benefit pension plan insured under the PBGF, a
member who is entitled to a monthly pension of $1,000 or less from the plan is guaranteed the full pension from the
PBGF. A member who isentitled to amonthly pension greater than $1,000 is guaranteed thefirst $1,000 of the
pension from the PBGF. In addition, he/she will receive the portion of the remaining part of the pension that can
be paid from the assets of the terminated pension plan. For example, if the assets are sufficient to pay 70 percent
of the total benefits earned under the plan by all members (active and inactive, including retirees), the member will
receive 70 percent of the remaining part of his’her pension. The legal provisions setting the terms and conditions
under which benefits are guaranteed are complex. For afull description of these provisions, see FSCO 1996.

17. For aplan with asolvency deficit, the part of the contribution related to the plan’s deficit is calculated as
follows: 0.5 percent for the unfunded liability representing up to 10 percent of the plan’stotal liabilities; for
additional unfunded liabilities (if any) representing up to 20 percent of total liabilities, one percent; and for any
unfunded liabilities above 20 percent of total liabilities, 1.5 percent [Stewart 2006: 18].

18. The Social Affairs Committee heard submissionson Bill 30 at various sittings between 20 September and 1
November 2006. On 28 November the Committee finished its clause-by-clause examination of Bill 30. It submitted
its report to the National Assembly on 29 November. The final stageis for Bill 30 to be debated and voted upon
by the National Assembly.

19. In addition to the three measures discussed in this study, Bill 30 contains several other important changes to
Quebec’s pension benefit law. Theseinclude: allowing aplan with a solvency deficiency to finance the amor-
tization payments through the use of letters of credit, up to 15 percent of the value of the liabilities of the plan;
requiring annual actuarial valuations of all plans with a solvency or going-concern deficit; requiring that any
improvements to a plan which would bring the plan’s degree of solvency to less than 90 percent be fully and
immediately financed by contributions from the plan sponsor; requiring all the providers of servicesto aplan
(e.g., the plan’s actuary, accountants, financial advisors, etc.) to act in the best interest of the plan’s members;
and providing that, in the event of a conflict between the wording of the plan text and the by-laws adopted by the
plan’s pension committee, the by-lawswould prevail.

20. Altogether, some 40 organizations and individual s made written submissionsto the Social Affairs Committee
regarding Bill 30. All the submissions are available on the Commission’s website at http://www.assnat.qc.ca/fra/
37legislature2/commissions/cas/depot-pl 30.html. The five submissions examined in this study are from major
organizations that represent the principal stakeholdersin the pension system.
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21. All of the submissions examined for this study, with the exception of the one from the Canadian Institute of
Actuaries, were in French only. Translations of the portions cited are those of the author.
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