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| ntroduction

The Canada Pension Plan (CPP) and the Quebec Pension Plan (QPP) are headed
towards an historical crossroads. The most recent actuarial valuation of the CPP shows
that the federal schemeis sound in its financing and should remain financially sound for
the foreseeabl e future, without the need for any increase in its contribution rate over the
next 75 years [OCA 2007]. Not entirely so, however, the QPP. Although the Quebec
planisin no imminent financial difficulty, its most recent actuarial valuation indicates
that changes to the QPP sfinancing or benefits must be made well before 2050 or the
scheme will be unable to meet its commitments fully after that year [RRQ 2007a].

The year 2050 may seem like along timein the future. However, for pension
plans like the CPP and the QPP, which base their benefits on a contributor’ s lifetime
earnings and which pay those benefits from the time a contributor retires to the
contributor’ s death (and, in many instances, benefits to a surviving spouse or partner after
the contributor’ s death), 2050 is not too far off. Adjustments to the financing of public
pension plans must be made well in advance to avoid sudden, and possibly sharp,
increases in contributions or decreases in benefits.

A magjor decrease in QPP benefitsisinconceivable. Quebeckerswould never
accept such amove, any more than Canadiansin the rest of the country would accept a
sharp decrease in CPP benefits. The alternative, therefore, is for the government of
Quebec either to implement a set of relatively modest reductions to QPP benefits or to
increase the QPP' s contribution rate or the plan’s earnings ceiling (the maximum
earnings on which QPP contributions are levied), or some combination of these measures.

It isunlikely that a set of modest reductions to benefits could be found that would
fully offset the QPP slong-term financial shortfall. Modest benefit reductions will need
to form part of a package of measures to offset the shortfall, but they will not be
sufficient by themselves to offset the entire shortfall. Action will be required on the
funding side of the equation — for example, by increasing the QPP’ s contribution rate or
contributory earnings, or both.

Changes to the QPP s contribution rate or contributory earnings without similar
changes to the CPP would present new and unprecedented challenges from the
perspective of both social and economic policy.

Although the Canada Pension Plan and the Quebec Pension Plan are separate
schemes, each with its own legislation and administration, the federal and provincial
governments, since the start of the plansin 1966, have always sought to maintain
paralelism in the key aspects of the schemes’ design. In particular, the CPP and the QPP
have always had precisely the same contribution rate and levied contributions on the
same band of earnings.*

From the perspective of economic policy, maintaining the same contribution rate
and earnings ceiling ensures that the cost to employers and employees, in terms of the
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payroll tax (contributions) for public pensions, is the same no matter where in Canada
jobs are created and work is performed. If the CPP and the QPP were to have different
contribution rates or different contributory earnings, employers might be induced to
locate in the jurisdiction (Quebec or elsewhere in Canada) with the lower cost. Interms
of social policy, higher contributionsin one jurisdiction than in the other for essentially
the same level of benefits would implicitly disadvantage contributors subject to one plan
(the one with the higher contributions) over contributors subject to the other plan.

The most recent actuarial valuations of the Canada and the Quebec Pension Plans
indicate that it will not be a straightforward matter to keep the contribution rates of the
two plans the same, as has been the case for the last 42 years. While thisissue may seem
to be ahighly technical one—and it istechnical —it is nonetheless a very important
guestion that can have far reaching implications for Canada’s economic and social
devel opment.

The purpose of this paper isto examine the reasons for the divergence in the
financial projections of the Canada and the Quebec Pension Plans and to propose ways in
which the parallelism of the two schemes, which has been a mainstay of federal and
provincial policy for over four decades, can be maintained.

Financing the CPP and the QPP:
| nception of the plansto the 1997 financing reform

Uniguein its structure, Canada s pension system includes two contributory,
earnings-related public schemes — the Canada Pension Plan, which covers workers
throughout Canada except in the province of Quebec, and the Quebec Pension Plan,
which covers workersin Quebec. The fact that there are dual public pension schemesis
the result of two factors: Canada’ s complex constitutional structure as afederal state, and
the political evolution of Canada, and in particular of the province of Quebec, over the
past 50 years.

Section 94a of the Canadian Constitution deals with responsibility for ‘old age
pensions'. It reads:

The Parliament of Canada may make lawsin relation to old age pensions and
supplementary benefits, including survivors' and disability benefitsirrespective
of age, but no such law shall affect the operation of any law present or future of a
provincial legidature in relation to any such matter [Canada 1982].

In effect, section 94a gives each province the primary responsibility for
establishing a public pension program in that province. In the absence of a provincial
program, the federal government can |legislate a pension scheme which will operatein a
province.
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Beginning in the late1950s and continuing into the mid-1960s, there was a wide-
ranging debate in Canada about the establishment of a contributory, earnings-related
pension plan that would complement the non-contributory, flat-rate Old Age Security
pension that had been paid since 1952. Eventually, two different visions of such a
contributory scheme emerged — avery modest plan proposed by the federal government
and a somewhat more ambitious (but, in comparison to most European pension programs
of the day, still modest) scheme proposed by Quebec.

It was clear from the start of the debate that Quebec would exercise its
constitutional prerogative and legidate its own scheme. It was equally clear that most
other provinces would opt for afederal plan. However, the position of one province,
Ontario, was unclear, and it is Canada’ s largest province. The government of Ontario
was initially opposed to a public plan, preferring instead occupational (private) schemes.’

A complex process of federal-provincial discussions ensued, from which a
consensus eventually emerged which resulted in the Canada and Quebec Pension Plans.
The processis well documented in several sources [Babich and Béland 2007; Bryden
1974; Simeon 1972].

From the perspective of the financing of the CPP and the QPP, there were severa
key aspect of the consensus that have been central to the design and the operation of the
two plans. These aspects concern the scale of the two plans, their financing method, and
the use of the funds not immediately required for the payment of benefits.

Already in the 1960s, occupational pension plans played amajor rolein providing
retirement income to Canadians, especialy to workersin the public sector and in the
unionized parts of the private sector. Through tax assistance, governments sought to
encourage employers with plans to improve those plans and to motivate employers
without occupational plansto establish them. It became important, therefore, that the
new, mandatory public pension plans leave ample room for occupational plans and focus
primarily (but not exclusively) on the situation of low and lower-middle wage earners
who were unlikely to be covered by occupational plans. These considerations led to the
decisions that the replacement rate of the CPP and the QPP should be modest — 25
percent of average lifetime earnings — and that the ceiling on earnings subject to
contributions should not be set very high.

In regard to the financing method of the plans, the federal government initialy
favoured a scheme that would be based on a more-or-less pure ‘ pay-as-you-go’ (PAYG)
system, which at the time was the financing method of most public pension plansin
Europe and many other parts of the world. Under pure PAY G financing, the
contributions made each year by workers and employers are sufficient to pay that year's
pension benefits to the scheme’ s retired and disabled contributors and to the survivors of
the scheme’ s deceased contributors as well as the scheme' s administrative costs. Since
the pension benefits paid in the early years of an earnings-related scheme will be small
(benefits are based on aworkers' career earnings and require a minimum period of
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contribution for afull pension), the initial contribution rate under aPAY G system is low.
The contribution rate will increase as the scheme matures.

Quebec, on the other hand, advocated a modified form of pay-as-you-go financing
— often referred to as *partial funding’ — under which the initial contribution rate would be
set higher than that needed under a pure pay-as-you-go system. The higher contribution
rate would result in the rapid build-up of afund that would be available for investment.
As the scheme matured and pension payments increased, expenditures (benefits plus
administrative costs) would eventually catch up with income from contributions and
investments, and the fund would cease to grow. At (or before) that time, the contribution
rate would be increased so that annual revenues and expenditures would balance —that is,
the scheme would become purely pay-as-you-go.* To avoid annual adjustments to the
PAY G contribution rate due solely to short- and medium-term fluctuationsin the
economy, the scheme would maintain afund that would be used as a stabilization reserve.
A target level for the reserve — e.g. two year’s expenditures —would be set to ensure a
fund of sufficient size to play this stabilization role.

Quebec’ sreasons for advocating partial funding for its public pension scheme
and, in particular, the build-up of areserve were clear. In the mid-1960s the province
was in the midst of its Quiet Revolution, an unprecedented period of economic and social
change that over a short period would move Quebec from an inward-looking society
largely dominated by outside economic interests to a modern, outward-looking, dynamic
society and economy. The provincial government of the day saw the pension plan’s
reserve fund as one of the key engines for financing Quebec’ s economic reform and
devel opment.

It quickly became clear to the federal government and the other nine provinces
that Quebec was determined to base its pension scheme on partial funding. It equally
became clear to all governments, including Quebec’s, that there would be considerable
advantages from having a uniform contribution rate and contributory earningsin any
future federal and Quebec schemes. The issue became what the contribution rate and
contributory earnings should be.

After much discussion, agreement was reached on an initial contribution rate of
3.6 percent, half to be paid by employees and half by employers, with self-employed
persons paying the entire amount. Contributions were to be levied on annual earnings up
to aceiling equal to the average industrial wage® (in 1966, $5,000°) and known as the
Y ear’s Maximum Pensionable Earnings (YMPE). To introduce a modest element of
progressivity to the flat-rate payroll tax, the first portion of annual earnings, equal to 12
percent of the contributory ceiling, would be exempt from contributions but included in
contributory earnings when calculating pensions. The exempted band is known as the
Y ear’s Basic Exemption (YBE).2

The federal and provincial governments agreed that the target levels of the
reserves of the CPP and the QPP should each equal two years' expenditures (benefits and
administrative costs). Once reserves at thislevel were attained, theinitia contribution
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rate of 3.6 percent would be increased, as needed, to put the planson a PAY G basis and
maintain the reserve level. The CPP sfirst actuarial valuation estimated that the
contribution rate would begin to be increased in the early 1980s and would reach 5.0
percent by 2000 [Department of Insurance (Canada) 1970].

To invest the reserve of the Quebec Pension Plan, the province created a public
agency titled the Caisse de dépét et placement du Québec (CDPQ).° The mission of the
Caisse, asgiven in section 4.1 of its governing legidation, is “to receive moneys on
deposit as provided by law and manage them with aview to achieving optimal return on
capital within the framework of depositors’ investment policies while at the same time
contributing to Québec’ s economic development” [Quebec 20074].

Since the creation of the CDPQ in 1965, along list of other provincia pension
and insurance programs, in addition to the QPP, have become depositors with the Caisse,
making the CDPQ the largest institutional fund manager in Canada and one of the largest
in North America. On December 31, 2006, the CDPQ had assets under management of
$143.5 hillion, of which the QPP’ s reserve constituted $32.7 billion [CDPQ 2007].

The disposition of the reserve of the Canada Pension Plan was a question which
the federal government and the nine provinces in which the CPP would operate had to
decide. Asaninducement for the provinces (in particular, Ontario) to be in the federal
scheme and not to set up pension schemes of their own, the federal government proposed
that each province could borrow from the annual surplus funds of the CPP in proportion
to the contributions paid during the year by contributors in the province. The loans
would be secured by non-marketable provincia bonds. The bonds would pay interest
equivalent to the weighted average of the interest rates paid by outstanding federal
government bonds with terms of 20 years or more. If aprovince did not take up the full
amount of its borrowing quota, the federal government would borrow the funds on the
same terms and conditions.

The federal proposal was unguestionably appealing to Canada s provinces,
especialy the poorer ones which otherwise would have had to pay interest at higher rates
than the federal government when they borrowed on financial markets.’® Moreover, all
the provinces were under fiscal pressure at the time. The post-war babyboom generation
was starting to approach university age, and the federal government had just brought in
legislation cost-sharing provincial hospital-insurance schemes — the start of Canada' s
universal health insurance system.

It isimpossible to determine with certainty how the provinces used the funds
loaned to them from the Canada Pension Plan. The funds were simply added to general
tax revenues and shown in provincia accounts under headings such as ‘ non-market
borrowing’. However, thereis good reason to believe that, in some provinces at least, the
funds from the CPP provided a substantial part of the financing needed for new hospitals
and other health-related infrastructure in the late 1960s and early 1970s. It also seems
likely that some of the Plan’ s funds went to the rapidly growing post-secondary-
education sector (colleges and universities) [Battle and Tamagno 2007].
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As areflection of the federal/provincial partnership embodied in the Canada
Pension Plan —in particular, the provinces' constitutional primacy in the field of pensions
enshrined in section 94A of the Canadian Constitution — the federal government made a
further proposal to the provinces. Future changes to the CPP could be made only with the
approval of the federal Parliament and the governments of at least two-thirds of the
provinces with at least two-thirds of the population of Canada. In thisway, provinces
were guaranteed not only that they would be consulted before changes were made to the
CPP, but also that the majority of the provinces would have to agree to the changes. In
addition, since Ontario had (and continues to have) more than a third of the population of
Canada, it was assured a veto over any future CPP changes. Quebec, even though it has
itsown pension plan, isincluded in the CPP's amendment formula.

There have been five especially important milestones in the evolution of the
financing of the Canada and Quebec Pension Plans. These occurred in 1983, 1987, 1993
(CPP)/1994 (QPP), 1995, and 1997.

The year 1983 was the first in which the expenditures (benefits and administrative
costs) of both plans exceeded their respective revenues from contributions. Because
investment earnings (for the CPP, interest on the provincial bonds, and for the QPP,
returns from the CDPQ) were greater than the shortfall of contributions over
expenditures, the reserves of both plans continued to grow.

In 1987, the contribution rate to both the CPP and the QPP began to be increased
from the initial rate of 3.6 percent. The annual increase was small — 0.2 percent per year.
By 1996, the plans' contribution rate had reached 5.6 percent.

The next milestone in the financing of the two plans occurred in 1993 for the CPP
and in 1994 for the QPP. These were the first years in which the total revenues of the
CPP and the QPP — their respective revenues from contributions and investment earnings
—were no longer sufficient to cover their expenditures. At this point, the two plans had to
dip into their reserves.

By 1993/1994 it had become readily apparent to those who understood the
financing of public pension programs that some relatively drastic measures would have to
be taken in the coming years to put the CPP and the QPP on a sound financial footing.
The extent of the challenges facing the two schemes was put in bold highlight when their
actuarial reports for the period ending on December 31, 1993 were tabled in the federal
Parliament and Quebec’ s National Assembly in early 1995.

The Canada Pension Plan’ s actuarial report projected that the plan’ s reserve
would be exhausted by 2015, at which time the contribution rate would have to jump
from 9.9 percent in 2015 to 11.26 percent in 2016. By 2030 the PAY G contribution rate
would reach 14.22 percent [OCA 1995]. There was a strong view among federal and
provincial ministries of finance, shared by many others (but by no means all) in Canada,
that a 14.22 percent contribution rate would have a negative effect on future economic
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growth, especially asregards job creation. They aso felt that such a contribution rate
would be politically unsustainable because it would require future cohorts of workers to
pay significantly higher contributions to finance the pensions of past cohorts than they
would need to pay to finance their own pensions.

A round of federal-provincial discussions followed, which included extensive
consultation with civil society and individual citizens across Canada. The process has
been documented by Battle and Tamagno [2007]. For its part, the government of Quebec
conducted similar consultations in that province regarding the Quebec Pension Plan.

The outcome of the process was an unprecedented reform in 1997 of the financing
of the Canada and Quebec Pension Plans, making Canada the first among the G-7
countries, and one of the first among the OECD countries, to put its public pension
system on along-term financially sustainable basis. The modest scale of the CPP and the
QPP — as noted previoudly, retirement pensions of only 25 percent of average lifetime
earnings and contributory earnings limited to the average wage — undoubtedly made the
reform somewhat easier in Canada than in countries with more generous schemes.
However, Canada’ s accomplishment remains significant.

The 1997 financing reform of the CPP and the QPP

Asregards the Canada Pension Plan, the 1997 financing reform consisted of three
key elements:'® arapid increase in the contribution rate in order to raise significantly the
level of the plan’s funding; a new investment policy that would substantially increase
revenues from the reserve, which itself would grow significantly because of the higher
contribution rate; and a permanent freeze on the band of annual income exempt from
contributions (the Y ear’ s Basic Exemption) at its 1997 level of $3,500.

Under the reform, the CPP contribution rate, which stood at 5.85 percent in 1997,
rose in yearly stepsto 9.9 percent in 2003. This level, according to an actuarial valuation
by the Chief Actuary, was the ‘ steady-state rate’ — the lowest rate at which revenues from
contributions, along with the investment earnings from the reserve, would maintain the
plan indefinitely without further increases to the contribution rate, while ensuring the
same ratio of the plan’s reserve to its annual expenditures at the start and end of a 50-year
period.™® The increase to the contribution rate would move the CPP from afunding level
of six percent of accrued liabilitiesto afunding level of approximately 25 percent. The
CPP sreserve, which at the time of the reform was equal to about two years
expenditures, would increase to almost five years' expenditures around 2020. It would
then decrease gradually to 4.3 years' expenditures around 2040, after which it would
remain stable at that level [OCA 1997: 12].

Table 1 shows the contribution rates from 1997 to 2030 that would have applied if
the reform had not been made to the financing of the CPP, the contribution rates resulting
from the reform, and the annual differences. Figure 1 shows the same data on pre- and
post-reform contribution rates in chart form.
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Table 1
Canada Pension Plan contribution rates
before @ and after the 1997 reform

Pre-reform Post-reform Difference
Year .
(percent) (percent) (percentage points)

1997 5.85 6.0 +0.15
1998 6.10 6.4 +0.30
1999 6.35 7.0 +0.65
2000 6.60 7.8 +1.20
2001 6.85 8.6 +1.75
2002 7.10 9.4 +2.30
2003 7.35 9.9 +2.55
2004 7.60 +2.30
2005 7.85 +2.05
2006 8.10 +1.80
2007 8.30 +1.60
2008 8.50 +1.40
2009 8.70 +1.20
2010 8.90 +1.00
2011 9.10 +0.80
2012 9.30 +0.60
2013 9.50 +0.40
2014 9.70 +0.20
2015 9.90 --
2016 11.26 -0.20
2020 12.29 -2.39
2025 13.49 v -3.59
2030 14.22 9.9 -4.32

Source: Author’s calculations based on data from [OCA 1995: Main Table 1a].

% The pre-reform contribution rates for the years 1997 through 2015 are the legislated
rates that would have been in effect in the absence of the 1997 reform. The pre-reform
rates for years after 2015 are the PAYG rates projected by the Office of the Chief Actuary
at the time of the reform [OCA 1995].

AsTable 1 and Figure 1 demonstrate, the 1997 CPP financing reform resulted in
contribution rates from 1997 to 2014 that are higher than would have been the case in the
absence of the reform. However, in the years 2016 and later, the financing reform will
produce contribution rates that are lower and, by 2030, appreciably lower than if the
reform had not been made.
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Figure 1
Canada Pension Plan contribution rates
before and after the 1997 reform
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Source: [OCA 1995: Main Table 1a].

The rapid and sizeable increase in the contribution rate between 1997 and 2003
meant that the CPP’ s reserve would grow quickly. While this would generate some of
the resources required to pay for the increased pension costs of the ageing of the baby-
boom generation, it would not, by itself, be enough to keep the plan’s contribution rate
indefinitely at 9.9 percent and ensure a constant ratio of the plan’sreserveto the plan’s
annual expenditures. To achieve these results, the return on the investment of the reserve
would have to be considerably higher than could be expected from fixed-income
securities such as government bonds. In fact, the long-term average annual return would
have to be at least 4 percent in real (after inflation) terms. Such along-term real rate of
return could only be achieved by investing in adiversified portfolio that includes asset
classes such as equities, real property and infrastructure.

The federal Department of Finance could easily manage a portfolio consisting
entirely of non-marketable federal and provincial government bonds whose term and
interest rate were fixed according to formulas. However, neither the Department of
Finance nor any other government ministry could be expected to manage a diversified
portfolio invested in capital markets. Thiswould require an entirely new mechanism, for
which the experience of the Caisse de dépét et placement du Québec could provide
important ‘lessons learned’.

The federal government and the nine provinces participating in the Canada
Pension Plan decided to create a new specialized agency, the Canada Pension Plan
Investment Board (CPPIB), to invest the future surplus funds resulting from the increase
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in the CPP s contribution rate. The objectives of the CPPIB are given in section 3 of the
act establishing the Board:

(a) to assist the Canada Pension Plan in meeting its obligations to contributors
and beneficiaries ...;

(b) to manage any amounts transferred to it ... in the best interests of the
contributors and beneficiaries [of the plan]; and

(c) toinvest its assets with aview to achieving a maximum rate of return,
without undue risk of loss, having regard to the factors that may affect the
funding of the Canada Pension Plan and the ability of the Canada Pension Plan to
meet its financial obligations on any given business day [Canada 20074a].

To allow it to carry out its objectives, the CPPIB is authorized to invest in
equities, real property, bonds and any other asset class in which occupational pension
plansin Canada can invest. Just asimportantly, and arguably even more so, the CPPIB
operates at arms’ length from governments and is armed with a strong set of governance
safeguards against any real or perceived political interference in its operation.

The provincial bonds that were in the CPP’ sreserve in 1997 can, at the discretion
of each province, be rolled over once at maturity for afurther period of 20 years. If a
province chooses to roll over its bonds, the interest rate is set at the market rate for that
province's other bonds.** The interest becomes available, as paid, to the CPPIB. If a
province does not choose to roll over its bonds at maturity, the principal becomes
immediately available to the CPPIB.

Since Quebec had already established the CDPQ more than 30 years before the
creation of the CPPIB, there was no need for the province to change the way in which the
Quebec Pension Plan’s reserve was invested. Based on its own actuarial valuation, the
QPP adopted the same schedule of contribution rate increases as the CPP for the years
1997 to 2003, and set 9.9 percent as the QPP s legislated rate for 2003 and future years.
Aswell, the QPP also permanently frozeits YBE at $3,500. These changes to the QPP
were enacted through Bill 149.

The actuarial report tabled in Quebec’ s National Assembly at the time of the
introduction of Bill 149 made specific mention in itsintroduction of the desirability “to
maintain parallelism between the Quebec Pension Plan and the Canada Pension Plan,
particularly in regard to the contribution rate of the two schemes’, adding that “Bill [149]
iswitnessto thisintent” (author’s trandation from [RRQ 1997: 1]). The report forecast
an increase in the QPP s reserve to 5.5 times annual expenditures by 2020, with a gradual
decrease to approximately 4.5 times annual expenditures by 2040 and a stable ratio
thereafter [RRQ 1997: Graphique 3]. The forecast for the QPP s reserve was virtually
identical to the forecast (already discussed) for the CPP sreserve.
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The unfolding univer se since the 1997 financing reform

Actuaries apply complex analytical techniques to estimate the likely future cost of
pension and insurance schemes under different scenarios based on various economic and
demographic assumptions. However, actuaries are not seers. Even the best actuaries —
and the Canada and Quebec Pension Plans are served by actuaries™ held in high esteem
both in Canada and around the world — cannot predict the future with certainty. They can
only deal with probabilities.

The uncertainty inherent in actuarial valuationsisillustrated in the differing
fortunes of the CPP and the QPP since the 1997 financing reform. Figure 2 showsthe
evolution of the steady-state™ contribution rates of the CPP and the QPP. The steady-
state rates for the years 1997, 2000, 2003 and 2006 for each plan are those given in their
respective triennial actuarial valuations as of December 31 of the year in question.

Figure 2
Steady-state contribution rates, CPP and QPP,

1997-2006

10.54
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Source: [OCA 1998, 2001, 2004, 2007]; [RRQ 1998, 2001, 2004, 2007a].

contribution rate

CPP and QPP actuarial valuations — 1997 and 2000

The CPP and QPP actuarial valuations as at December 31, 1997, coming shortly
after the enactment of the 1997 financing reform, confirmed, not surprisingly, that the
legidlated long-term rate of 9.9 percent should be sufficient for both schemes. In fact, for
the CPP, the 1997 valuation indicated that the steady-state rate was actually somewhat
lower, by 0.1 percentage point, than the legislated rate [OCA 1998]. Although small, the
0.1 percentage-point difference between the steady-state and legislated rates gave the
CPP a‘cushion’ against adverse future developments.
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The following triennial actuarial valuations of the CPP and the QPP, as at
December 31, 2000, gave the first hint of a possible divergence in the long-term financial
prospects of the two plans. The CPP’ s steady-state rate remained at 9.8 percent, asinits
actuarial valuation three years earlier [OCA 2001]. The QPP s steady-state rate, on the
other hand, increased to 10.1 percent, up 0.2 percentage points from the previous
valuation [RRQ 2001]. A working paper issued by the Quebec government in 2004
explained the difference in the 2000 steady-state rates of the QPP and the CPP as due to
“aless favourable demographic situation in Québec, and ... more generous survivors and
disability benefits under the Québec Pension Plan than under the Canada Pension Plan”
[RRQ 2003: 51]. These are valid factors which are examined later in this paper.

While significant, the 0.2 percentage-point difference between the QPP s steady-
state and legislated rates was not yet cause for serious concern. The QPP s 2000 actuarial
report estimated that the plan’s reserve would peak at 4.5 times annual expendituresin
2020 and then gradually decline thereafter to 3.1 times annual expendituresin 2050"" —
levels still sufficient to allow the QPP to meet its future commitments fully, and not
significantly different from the ratios projected in the QPP s 1997 actuaria report.

CPP and QPP actuarial valuations — 2003

The actuaria valuations of the CPP and the QPP as at December 31, 2003,
released in late 2004, showed that the divergence in the long-term financial prospects of
the two schemes had become more pronounced. The CPP' s actuarial report again gave
the federal plan’s steady-state rate as 9.8 percent [OCA 2004]. The QPP s report,
however, indicated that the Quebec plan’ s steady-state rate had risen from 10.1 to
10.3 percent [RRQ 2004].

The 0.4 percentage-point gap between the QPP s steady-state and legislated
contribution rates was unquestionably significant. The plan’s 2003 actuarial report
included the following observations regarding the significance of the shortfall:

The steady-state contribution rate is an indicator of the “ideal” state of the
[Quebec Pension] Plan’s funding. Inreadlity, it is not necessary for the Plan to be
perfectly balanced. A certain difference between the actual contribution rate set
by law and the steady-state rate can be tolerated without making an adjustment to
the Plan necessary.

Based on simulations performed by Régie actuaries, a 0,3 percentage point
difference compared to the steady-state contribution rate can be considered as an
acceptable tolerance zone. On the other hand, a difference greater that 0,3 below
the steady-state contribution rate, trandates into a reserve lower than twice the
annual cash outflows at the end of the projection period. Adjustments to the Plan
could then be necessary.

Fluctuations in the steady-state contribution rate from one actuarial report to
another may depend on conjunctural phenomena, the consequences of which
could be mitigated (or aggravated) in the future. A difference of more than 0,3 of
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a point between the 9,9% contribution rate and the [steady-state] rate may
warrant changes to the Plan, strictly from afunding perspective. However, to be
certain that such a difference will persist, it must be noted in two consecutive
actuarial reports[RRQ 2004: 15].

The principal reason for the increase in the QPP' s steady-state rate between 1997
and 2003 was the sharp decline in the value of equities that began in the late summer of
2000 and only started to recover in mid-2003. Few investors anticipated the depth and
length of the declinein equity valuesin this period, and the QPP was hardly the only
pension plan in Canadato be adversely affected. Infact, amost all pension plans
suffered. The CPP, for reasons discussed below, was one of the very few plans to emerge
relatively unscathed.

Figure 3 shows the QPP sinvestment returns for 2000-2002 that were projected in
the plan’s 1997 and 2000 actuarial reports and the actual investment returns for 2000-
2002, as shown in the 2003 actuarial report.

Figure 3
QPP's investment returns (gains and losses),
projected and actual, 2000-2002
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In the QPP s 1997 actuaria report, the plan’s investment returns for 2000, 2001
and 2002 were projected at $1,166 million, $1,270 million and $1,383 million
respectively [RRQ 1998: Table 7] —a cumulative projected gain for the three years of
$3,819 million. In the QPP s 2000 actuarial report, which was prepared before the final
investment return for 2000 was determined, the 2000 return was estimated as a gain of
$2,191 million [RRQ 2001: Table 11], and the projected returns for the next two calendar
years were estimated as aloss of $231 millionin 2001 and again of $1,207 millionin
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2002 [RRQ 2001: Tables 7 and 8]. This lowered the QPP s cumulative projected gain for
2000-2002 to $3,167 million — not as high as the cumulative gain of $3,819 million
projected in the previous actuarial report but nonetheless a positive result.

The actual returns for 2000-2002, however, were very different from the projected
returns. The QPP s 2003 actuarial report showed that the plan’s actual investment return
for 2000 was a gain of only $1,008 million — below the amount projected in the 1997
actuarial report and less than half of what has been estimated in the 2000 report.
Moreover, the actual return for 2001 was aloss of $928 million — four times the loss for
that year projected in the 2000 report. Most damaging to the QPP s financing, the actual
result for 2002 was not the gain of $1,383 million projected in the 1997 actuarial report or
the gain of $1,207 million projected in the 2000 report but aloss of $1,891 million [RRQ
2004: Table 12]. In the three-year period 2000-2003, the QPP had suffered a cumulative
investment loss of $1,811 million. Because of thisloss, the QPP sreserve at
December 31, 2003, which in the 1997 actuarial report had been projected at $21,292
million [RRQ 1998: Table 7] and in the 2000 actuarial report at $20,631 million [RRQ
2001: Table 8], was only at $18,704 million [RRQ 2004: Table 12].

The Canada Pension Plan, in contrast, experienced a cumulative investment gain
of $7,787 million in the period 2000-2002 [OCA 2007: Table 10]. Why wasthe CPP's
experience so different from the QPP s?

By far the most important reason was the difference in the way in which the
reserves of the two plans were invested. As noted earlier in this paper, since the start of
the QPP in 1966, its reserve has been invested by the Caisse de dépbt et placement du
Québec, which has long had a broad investment mandate including investing in equities.
In contrast, until 1998, the CPP s reserve was invested entirely in fixed-income securities
(as explained previoudly, provincial and federal government bonds). The investment of
the CPP’ s reserve started to diversify into equities with the establishment of the CPP
Investment Board in 1998, but the process was incremental.

On March 31, 2000 (the end of the CPPIB’sfiscal year), only about 7 percent of
the Canada Pension Plan’ s total reserve was invested in equities [CPPIB 2000: 11]. A
year later, on March 31, 2001, the portion of the CPP’ s reserve invested in equities had
grown to about 14 percent [CPPIB 2001: 12]. On the other hand, 42 percent of the QPP's
reserve was invested in equities as of December 31, 2000, and another 15 percentin a
specialized portfolio of the CDPQ (Québec-Mondial) consisting of derivatives
functioning “as an international stock market index” [RRQ 2001: 80]. Itisquite
understandable, then, why the broad decline in stock markets in the period 2000-2002
negatively affected the QPP much more than the CPP.

There was another factor which, although considerably less important overal, is
nonethel ess worth noting.

When the CPPIB began operations, its investments in Canadian equities were
limited, by federal regulation, to replicating pre-determined stock market indices
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(i.e. passive investing). The CPPIB chose the most widely based Canadian index, the
Toronto Stock Exchange’s TSE 300. 1n 2000, as part of their triennial review of the CPP,
federal and provincial ministers of finance agreed to relax the restriction on domestic
investments and to allow the CPPIB to begin to invest actively in Canadian equities. The
change was given effect by regulations that entered into force in August 2000.

In August 2000, a single company, Nortel Networks Corporation, represented
35 percent of the TSE 300. The CPPIB was concerned about the risk in having such a
large part of its fundsin the shares of asingle company. Therefore, using its newly-
obtained authority to invest actively, the CPPIB divided its Canadian equities, effective
September 15, 2000, between the full TSE 300 and the TSE 300 excluding Nortel.

The TSE 300 index peaked in August 2000 and, along with most other major
market indices around the world, began a major turn downward. During the next two
years, the TSE 300 (which has since become the S& P Composite) lost close to half its
value. The near-collapse in the value of Nortel shares played a mgjor role in the depth of
thefall in Canadian equity markets. Asaresult of its September decision to limit its
exposure to Nortel, the CPPIB was able to report that it “avoided $535 million in losses
that would otherwise have occurred” [CPPIB 2001: 5].

The CDPQ aso had alargeinvestment in Nortel. According to the CDPQ’s 2001
annual report, the Caisse held 87.2 million Nortel shares as of December 31, 2001, and
the ‘fair value' of those shares was $1,038.1 million [CDPQ 2002: 133]. Thereis
insufficient data to ascertain whether the CDPQ did the same as the CPPIB and
significantly reduce its exposure to Nortel before the value of the company’ s shares
tumbled. What is known isthat as of December 31, 2002, the CDPQ held 60.0 million
Nortel shares— about athird less than ayear earlier — and the fair value of those shares
was $151.1 million — on a per-share basis, about a fifth of the value ayear before.

Before continuing with the analysis of the divergence in the financial evolution of
the CPP and the QPP since the 1997 financing reform, it is important to make a
digression.

The preceding discussion should not be taken as an argument that public pension
programs ought necessarily to invest exclusively in fixed-income securities (e.g. bonds
and similar instruments). While there are risksinherent in investment strategies
involving variable-income securities such as equities, there is empirical data showing
that, over the long term, a diversified investment strategy will usually yield a higher rate
of return than alimited strategy based only on fixed-income securities. Moreover, it must
not be forgotten that even fixed-income securities involve an element of risk —in
particular, inflation risk.

It is also important to note that the period 2000-2002 was a particular exception to
the historical comparative experience of the CPP and the QPP in the investment of their
respective reserves. Figure 4 shows the annual investment returns (gains and losses) of
the CPP and the QPP as a percentage of their reserves for the period from 1990 to 2006.
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Figure 4
Annual investment returns as a percent of reserves,”
CPP and QPP, 1997-2006
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Source: Author’s calculations based on data from [OCA 2007], [RRQ 2007a].

As Figure 4 shows, the QPP often experienced a higher rate of return from its
investments — in some years as much as five percentage points higher — than the CPP
during the 1990s when the CPP invested exclusively in government bonds and the QPP
invested in adiversified portfolio. However, there were years in the 1990s when the CPP
had the higher return. In the most recent years (2005 and 2006), the QPP s investments
have outperformed the CPP’s, but the gap has been smaller.

The QPP s higher rate of return than the CPP s in recent years may be related, at
least in part, to the degree of investment risk in the respective portfolios of the two plans.
The higher the target rate of return, the higher the investment risk that must be assumed.
Although the assumed rates of return on investments used in a pension scheme’s actuarial
valuation are not explicitly designated as the scheme’ s target rates of return, in practical
terms the assumed rates have to be the de facto target rates. Otherwise the contribution
rate recommended in the valuation, which is based on demographic and economic
assumptions including rates of return on investments, would have little meaning.

The CPP' s most recent actuarial valuation assumes areal (after inflation) rate of
return in the period 2007-2020 between 3.8 and 4.4 percent. After 2020, the CPP's
valuation assumes a long-term real rate of return of 4.2 percent [OCA 2006: 20]. The
QPP s most recent actuarial valuation, on the other hand, assumes considerably higher
real rates of return: 4.9 percent between 2007 and 2015, and 4.7 percent in 2020 and
thereafter [RRQ 2007a: 92].
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In light of the fact that the CPP’'s and the QPP s reserves now have access to the
same investment markets, the difference in the assumed real-rates of return of the two
plansisstriking. Thisis not to say that one plan isright and the other iswrong. Only
timewill tell. However, the CPP, with its lower assumptions, has a better chance to
achieve its investment-return target over the long-term than the QPP, with its higher
assumptions.

Signs of things to come

Asthe QPP s 2003 actuarial valuation made clear, it would be necessary to wait
until the next valuation, as at December 31, 2006, before Quebec would make a definitive
decision whether the QPP s financial projections would require significant modifications
to the plan’s financing or benefits, or both. However, postponing a definitive decision
did not mean doing nothing. In fact, the Quebec government put forward proposals to
address the QPP sfinancial situation, and the federal government, in an oblique way, did
aswell.

Quebec’ s 2004 working paper on the QPP

In March 2004, eight months before the QPP s 2003 actuarial valuation was
tabled in the National Assembly, the Quebec government released a working paper titled
Adapting the Pension Plan to Quebec’s new realities[RRQ 2003]. The message from the
Minister at the start of the working paper succinctly summarized the document:

The Québec population is aging more rapidly than the populations of most other
industrialized societies, and it isimportant to be prepared for the results of that
phenomenon. Moreover, the labour force is very different than it was when the
Québec Pension Plan began, and the current mechanisms for the transition from
economically active life to retirement do not correspond to these changes.
Family realities have also changed. Some adjustments have become necessary.
Finally, this working paper informs the public on the Québec Pension Plan’s
financial situation [RRQ 2003: 3].

The issue of Quebec’s more rapid ageing than other industrialized societies — and,
in particular, than the rest of Canada— is an important one which is explored later in this
paper. Asthat discussion will show, the rate of ageing of Quebec’s population is
certainly akey factor creating financial pressures on the QPP.

The working paper presented various possible changes to QPP benefits. Some of
the proposals would have added to the QPP s future costs, while others would have
reduced those costs. However, if al the proposed changes had been implemented, the
plan’s future costs would unquestionably have been substantially lowered. The working
paper estimated that, without the changes, the difference between the QPP s steady-state
rate (referred to in the paper asthe ‘balanced rate’) and the legislated rate (9.9 percent)
could be as high as 0.6 percentage points. With the proposed changes, if all were
implemented, the working paper estimated that the gap would be reduced to 0.3
percentage points [RRQ 2003: 52]. The difference of 0.3 percentage pointsis exactly the
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limit of the ‘ acceptable tolerance zone' that would be noted in the QPP s 2003 actuarial
report.

In regard to the financing of the QPP, the working paper gave clear indications of
problems ahead, with headings such as ‘a plan under pressure’ and ‘atense situation to
watch closely’ [RRQ 2003: 53]. The working paper stressed the need to maintain
‘similarity’ between the CPP and the QPP, especially as regards contribution rates. It
noted that:

Today, the greater mobility of workers increases the proportion contributing to
both the Québec Pension Plan and the Canada Pension Plan. Asthe number of
contributors to both plans increases, similarity becomes even more important to
maintain confidence in the plans and to simplify the process for a growing
number of participants who can claim their pensions as if they had always
contributed to a single plan [RRQ 2003: 51].

Regrettably, the proposals in the 2004 Quebec working paper came to naught. A
committee of Quebec’s National Assembly held hearings on the paper. One of the
working paper’ s proposals —a major restructuring of survivors pensions — drew particular
fire from many groups. In response, the Quebec government eventually withdrew the
proposal. However, the proposal concerning survivors pensions was key to the overall
reduction of the long-term costs of the QPP. With the proposal off the table, the goal of
reducing the gap between the QPP s steady-state and legislated rates to 0.3 percentage
points could not be achieved. The working paper was, in the end, quietly put aside. But
thisisnot likely to be the end of the debate, either in Quebec or in Canada as awhole.
Given the financia situation of the QPP demonstrated in the plan’s 2006 actuarial
valuation, some of the 2004 proposals, perhaps in somewhat modified form, are likely to
be resurrected.

The federal Budget of May 2006

In May 2006, the Conservative government led by Prime Minister Stephen
Harper, elected to office in January of that year, tabled itsfirst Budget. In the 302-page
Budget plan, under the heading of ‘accountability’, was the statement that “[t]he
Government will examine the possibility of allocating a portion of any surplus at year-
end larger than $3 billion to the Canada Pension Plan and Quebec Pension Plan, in order
to make them more equitable to young Canadians and improve economic
competitiveness’ [Finance Canada 2006: 11].

The proposal to allocate a part of future federal budget surpluses to the CPP and
the QPP raised several questions, none of which was answered convincingly in the
Budget document or the Finance Minister’s speech. Why was the proposed sharing of
budget surpluses needed in the first place “to make [the CPP and the QPP] more equitable
to young Canadians’? One of the basic objectives of the 1997 financing reform of the
two schemes was to ensure that future cohorts of workers —today’ s and tomorrow’ s
young Canadians — would not have to pay more for the CPP and QPP benefits of current
workers than for their own eventual pensions. At least for the CPP, this objective was
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clearly already on track to be met. Was the federal government suggesting that current
workers should subsidize the CPP pensions of future workers? How would the proposal
“improve economic competitiveness’? Canada (and Quebec) already had (and still have)
lower payroll taxes for pensions than virtually any other industrialized country. As many
economists have pointed out, if Canada has a problem with competitiveness due to its
system of taxes and transfers, the root of the problem liesin the marginal rates of the
income tax system and not in Canada’s payroll and consumption taxes.

The federal government’s proposal to transfer part of its surpluses to the CPP and
the QPP was all the more strange in light of the fact that the proposal flew in the face of
one of the fundamental tenets of public financing in Canada: that the Canada and Quebec
Pension Plans had to be funded entirely and exclusively from contributions by workers,
employers and self-employed persons and from the investment earnings of their reserves,
with no subsidies or transfers whatsoever from any level of government.® Why would
the federal government now suggest a deviation from this principle when the Canada
Pension Plan was aready financially sound and had al the revenues it needed?

The Budget plan offered no coherent, logical explanation for the federal
government’ s proposal, essentially repeating it in different words and at greater length.
However, tucked away in the repetition, there was one sentence that was illuminating
because it added a new consideration. The sentence read “by contributing to awell-
functioning federal-provincial program, [the sharing of surpluses with the CPP/QPP]
would help further progress aready achieved in building a cooperative, effective
federation” [Finance Canada 2006: 56].

It seems likely that the prime objective — perhaps the only real objective — behind
the federal proposa was to provide a mechanism through which Ottawa could channel
federal funds to assist Quebec in relieving the financial pressure on the Quebec Pension
Plan ... but without explicitly stating this asthe goal. As Canadianswill recall, in the
January 2006 federal election, which resulted in a minority government, Prime Minister
Harper’ s Conservatives had made important gains in the province of Quebec. It wasno
secret that the Prime Minister and his party hoped that they could win even more seatsin
Quebec in the next general election and that these additional seats would contribute to
propelling them into a majority. Prime Minister Harper and his Quebec counterpart had
held high-visibility meetings in which Mr. Harper reiterated his election promise to
address Quebec’ s longstanding complaints about a Quebec/Ottawa * fiscal imbalance’ and
the two leaders pledged to work together. The May 2006 Budget delivered on the fiscal-
imbalance promise. Perhaps the proposal to allocate a part of future federal surplusesto
the QPP and the CPP was designed with the same intent.

Whatever the federal government’ s objective, its proposal went nowhere. No
organization spoke initsfavour. The C.D. Howe Institute warned that the “benign-
sounding proposal ... would breech what has up to now been a solid wall between the
CPP and the regular federal budget. Create a hole through which money repeatedly flows
between the two, and the odds are high that one day the flow will go the other way”
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[Robson 2006]. No province expressed its support for the federal proposal. In the end,
the federal government simply dropped the idea.

The Régie des rentes du Québec’s annual report for 2006-2007

The RRQ’ s annual report for 2006-2007 contained a clear — and for this type of
document, unusually frank —warning of the financial challenges confronting the Quebec
Pension Plan. Thewarningsisfound at the start of the report, in the message of the
RRQ’s President and CEO, which readsin part: “...the long-term financia pressures on
the Plan call for prudence. With arate of aging of Quebec’s population higher than that
of the rest of Canada, the increase in the number of beneficiaries confirms areality which
demands our full attention. The next actuarial report, now in preparation, will be one of
the tools that will assist to determine, as needed, the adjustments required to assure the
long-term viability of the Plan” (author’s trandlation from [RRQ 2007b: 8]). A noteto
the financial statement in the annual report gives considerably more details, but the
message is the same.

There could be no missing the point. For the Quebec Pension Plan, the status quo
would not be sustainable and difficult decisions would need to be taken.

CPP and QPP actuarial valuations — 2006

The Canada Pension Plan’s actuarial report as at December 31, 2006 was tabled in
the House of Commons on October 29, 2007. The report shows that the CPP remainsin a
good financial state. The plan’s minimum® contribution rate has increased slightly, from
9.8 percent to 9.82 percent, but the increase is due entirely® to a change in the eigibility
requirements for disability pensions that had been agreed by federal and provincia
ministersin their previous triennial review of the CPP,

Figure 5 shows the ratio of the CPP sreserve to its annual expenditures for the
70-year period from 1990 to 2060. Datafor years before 2007 (shown asasolid line) are
the actual ratios, while data for 2007 and beyond (shown as dashed lines) are the
projectionsin the CPP s actuarial valuations. To illustrate the evolution of the CPP's
funding since the enactment of the 1997 financing reform, two projections are shown: the
projection in the actuarial report produced at the time of the 1997 reform and the
projection in the 2006 report.

As Figure 5 makes clear, the funding status of the CPP has strengthened
considerably since the 1997 financing reform. The actuarial valuation produced at the
time of the reform had forecast that the plan’ s reserve-to-expenditure ratio would be 3.4
in 2006, reach ahigh of 4.9 in 2019, and decline gradually to 4.3 in 2040, after which the
ratio would stay stable in the 4.3-4.4 range through at least 2075. The actual ratio in
2006 was 4.1. The 2006 valuation projects that the ratio will reach 4.9 in 2012, grow to
6.1 in 2053 and stay stable thereafter at 6.1 through at least 2075.
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Figure 5
Ratio of the CPP’s reserve to expenditures,
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With the CPP s actuaria report as at December 31, 2006 in the public domain
since late October 2007, the Quebec Pension Plan’ s triennia valuation was the second to
come. The QPP report was tabled in the province' s National Assembly on December 14,
2007 [RRQ 20074].

As expected, the report confirmed the warnings that the RRQ had given earlier in
the year in its annual report for 2006-2007, but this time with hard numbers. The QPP's
steady-state rate had increased from the 10.3 percent given in the 2003 actuarial valuation
to 10.54 percent. The gap between the QPP s steady-state and legidlated rates stood at
0.64 percentage points. In two consecutive actuarial reports, the gap had exceeded the
0.3 percentage-point ‘ acceptable tolerance zone' that the RRQ had identified as the signal
that adjustments had to be made to the plan. And the gap between the steady-state and
legislated rates had widened between 2003 and 2006.

Without adjustments to the QPP, according to the 2006 actuaria report, the plan’s
reserve would be exhausted as of 2051. At that point, the contribution rate would have to
increase at least to the pay-as-you-go rate, which is estimated at 12.6 percent. Needless
to say, thereisvery little chance —in fact, virtually no chance — that this will happen
because adjustments will have been made to the QPP well in advance of 2051. However,
the need for action soon isclear.

Figure 6 parallels Figure 5 and shows the ratio of the QPP sreserve to its annual
expenditures for the period from 1990 to 2060. Asin Figure 5, two projections are
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shown: the one from the actuarial report produced at the time of the 1997 financing
reform, and the projection in the 2006 report.

Figure 6
Ratio of the QPP's reserve to expenditures,®
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Figure 6 isa‘good news/bad news' story that illustrates two key facts about the
short- and long-term financial situation of the QPP.

The good news, and perhaps a surprising fact, isthat the ratio of the QPP's
reserve to expenditures in 2006 was almost the same as what had been projected in the
actuaria report produced at the time of the 1997 financing reform. The actual ratio in
2006 was 3.6, while the ratio for 2006 projected at the time of the reform had been 3.8.

In spite of the cumulative investment loss which the QPP suffered in 2000-2002, the QPP
has had very substantial investment gains in each subsequent year, as shown in Figure 4.
The gainsin 2003-2006 largely counterbalanced the losses in the previous years and put
the QPP s reserve-to-expenditure ratio almost back on track, at least temporarily.

The bad news, however, is that having the ratio almost back on track in 2006 will
not be sufficient to keep the QPP s long-term financial situation on the track projected in
1997. Rather than peak at 5.5 in 2020 as had been projected in the actuarial report
produced at the time of the 1997 reform, the ratio is now projected to peak much lower, at
only 4.1, and much sooner, in 2012. In 2018 the ratio will begin to decline. The decline
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will be gradual at first and later accelerate. By 2051, the QPP sreserve will be
exhausted.

Why are the QPP s long-term financial prospects not more positive when, in spite
of the investment set-backs in 2000-2002, the plan has amost met its reserve-to-
expenditure ratio projected at the time of the 1997 reform?

The answer lies primarily? in the demographics.

It isuniversally known that Canada s population, like the population of almost all
other industrialized countries, is rapidly ageing. Quebec is not immuneto thistrend. In
fact, the population of Quebec is ageing even more rapidly than the population of the rest
of Canada. A principal reason is the projected decline in the number — the absolute
number, and not just the relative number — of persons of working age (20-64) in Quebec.

Figure 7 compares the rate of change in the working-age population of Quebec
and that of Canada less Quebec (the rest of Canada) from 2005 to 2050.

Figure 7
Percentage change in the number of persons of working age (20-64),
Quebec and Canada less Quebec, 2005-2050
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Canada outside Quebec will experience some growth in the number of persons of
working age in each of the periods shown (albeit avery feeble growth rate in the decade
2020-2030 when the greatest impact of the retirement of the baby-boom generation will
be felt). Quebec, on the other hand, will experience a decline in the number of its persons
of working age in every period except 2005-2010. Cumulatively over the period 2005-
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2050, while the number of persons of working age in the rest of Canada will grow by
more than afifth, in Quebec the number will drop by six percent.

At the same time as the number of persons of working age in Quebec will be
declining, life expectancy will continue to increase, meaning that pensioners will receive
their retirement benefits, on average, for alonger period.

Theincrease in life expectancy isillustrated in Figure 8, which shows life
expectancy at age 65 for men and women in Quebec. The datais taken from the QPP's
actuarial reports for 1997, 2000, 2003 and 2006. Two series of dataare given.”® The first
looks at life expectancy at age 65 as reported in each actuarial report for the calendar year
immediately following the report (i.e. life expectancy in 1998 as given in the actuarial
report for 1997, life expectancy in 2001 as given in the report for 2000, etc). The second
series of datalooks at the projected life expectancy in 50 years as estimated in each of the
actuarial reports.

Figure 8
Life expectancy for women and men in Quebec at age 65,
current year and 50 years after the current year
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W 2004 205 16.9 232 20.1
W 2007 21.3 17.8 24.0 21.4

Note: ‘Current year' in Figure 8 means the year shown at the left of the data table at the
bottom of the chart. The data shown for 1998 is the life expectancy in 1998 at age 65
given in the QPP’s actuarial report for 1997, which was produced in 1998; the data for
2001 is the life expectancy in 2001 at age 65 given in the report for 2000; etc. The data
shown under '50 years after the current year’ is life expectancy at age 65 approximately
50 years after the current year, as given in the corresponding QPP actuarial report. The
data shown on the line for 1998 is the life expectancy in 2050 at age 65 estimated in the
QPP’s actuarial report for 1997; the data for 2001, the projections for 2050 in the 2000
report; the data for 2004, the projections for 2055 in the 2003 report; and the data for
2007, the projections for 2060 in the 2006 report.

Source: [RRQ 1998, 2001, 2004, 2007a].
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Asthe data on the | eft side of Figure 8 shows, life expectancy at age 65 in Quebec
rose one year for women and 1.7 years for men between 1998 and 2007. And, as the data
on theright side of Figure 8 indicates, life expectancy at age 65 islikely to continueto
grow for at least the next half century. The QPP’'s 2006 actuarial report estimates that life
expectancy at age 65 in 2060 will be 24.0 years for women and 21.4 years for men —an

increase of 3.7 years for women and 5.3 years for men over the life expectancy at age 65
in 1998.

The consequences for the Quebec Pension Plan of the two demographic factors
just described — the decrease in the number of persons of working age and the longer life
expectancy — are significant and largely account for the long-term financial pressuresto
which the plan is subject. The Canada Pension Plan, of course, is also subject to the
effects of increased longevity. However, these effects are mitigated by the increase in the
number of persons of working age in Canada outside Quebec. Thisisillustrated in
Figure 9, which looks at the ratio of pensionersto contributors for the CPP and the QPP
for the period 1990-2050.

Figure 9
Ratio of contributors to pensioners?
CPP and QPP,1990-2050

1990 | 1995 | 2000 | 2005 | 2006 | 2007 | 2008 | 2009 [2010 | 2015 | 2020 | 2025 | 2030 | 2040 | 2050
mCPP| 56 | 43 | 41 | 38 | 37 | 35 | 34 | 32 |31 | 26 | 22 1.9 1.8 1.7 1.6
mQPP| 57 | 41 | 37 | 33 | 32 |31 | 30|29 |28 | 23 | 20 1.7 1.6 1.5 1.5

a. The term ‘pensioners’ refers only to persons receiving a retirement pension.

Source: Author’s calculations based on data from [OCA 2007], [RRQ 20074a],
[HRSDC 2007].

In 1990, the CPP and the QPP had about the same ratio of contributors to
pensioners — slightly more than five-and-a-half contributors for each pensioner. Since
1995, the ratio of contributors to pensioners has declined for both schemes, but the QPP
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has experienced a significantly greater decline than the CPP, and this gap is projected to
continue for many years before disappearing in the last half of the century.

Securing the future

The challenge facing the Quebec Pension Plan is clear. The question now is how
to respond to that challenge and secure the long-term financial future of the QPP. This
report suggests an integrated two-track approach — one track involving the QPP alone,
and the other the QPP and the CPP together. The QPP track would focus on the benefits
under the Quebec plan, while the joint CPP/QPP track would focus on the financing of
the federal and Quebec schemes.

Possible adjustments to QPP benefits

It isinevitable that changes will need to be made to QPP benefits to reduce, to
some extent at least, the long-term costs of the plan. Theissueis: what changes and
which benefits?

Changes to benefits of the magnitude that would be necessary to close entirely the
gap between the QPP s steady-state and |egislated rates do not seem feasible. Such
changes would require major reductions in the amount of benefits or major modifications
to the eligibility conditions for benefits — for example, by raising the age of entitlement to
aretirement pension significantly above the current age of 65. Not only would such
drastic changes likely be politically unacceptable to Quebeckers, but they would
introduce major new differences between the QPP and the CPP, thus further eroding the
parallelism between the two schemes that has been a cornerstone of federal-provincial
social policy for the past 42 years and that has served al Canadians well.

Changes to QPP benefits, therefore, will have to be relatively modest and, asa
result, will address only part of the gap between the QPP s steady-state and legislated
rates. The changes will need to be mindful of the key role the QPP plays in Canada s and
Quebec’ s retirement income system and not jeopardize the plan’s ability to carry out that
role.

The Quebec government’ s 2003 working paper, Adapting the Pension Plan to
Quebec’ s new realities [RRQ 2003], still provides a good, comprehensive and cohesive
blueprint of changes to the QPP. However, there is no point trying to revive al the
working paper’ s proposals. Such an effort would almost certainly suffer the same fate as
thefirst attempt. Instead, selective proposals from the working paper, some in modified
form, should be submitted for public consultation.

Retirement pensions

Retirement pensions are unquestionably the most important benefits provided by
the QPP and the CPP. In 2005 (the most recent year for which complete statistics are
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available), 92.5 percent of all senior households?* in Quebec received some income from
the QPP.® In that year, QPP income represented 19.5 percent of the aggregate income of
senior households in the province [ Statistics Canada 2007].

As part of the 1997 financing reform, CPP and QPP retirement pensions were
somewhat reduced.?® The reduction was the result of a change in the way in which
earnings from years prior to the start of receipt of aretirement pension are adjusted to
current levels (earnings at the time the pension starts to be paid). If the change had not
been made, the maximum monthly QPP and CPP retirement pension in 2008 would have
been $907.64. Because of the change, the actual maximum monthly retirement pension
in 2008 is $884.58 — $23.06 or about 2.5 percent less.

It isregrettable that retirement pensions were reduced at all as part of the 1997
financing reform. However, the reduction was necessary to bring the steady-state rate
down to 9.9 percent. Alternatives such asincreasing the age of entitlement to retirement
pensions or more drastic reductionsin disability and survivors benefits would have been
more regrettable.

Every effort should be made to avoid further reductions to QPP retirement
pensions as means are sought to contain the long-term overall costs of the plan. A
reduction in QPP retirement pensions would be felt most severely by low- and modest-
income seniors in Quebec, who rely heavily on the QPP s retirement pensions along with
the federal benefits under the Old Age Security program. Moreover, in terms of
parallelism between the CPP and the QPP, areduction in QPP retirement pensions would
introduce a major additional difference between the two plans.

Disability pensions

Unlike retirement pensions, there is scope for modest reductionsin the QPP's
current disability and survivors pensions. In regard to disability pensions, there are two
possible changes. Thefirst concerns the QPP s special eligibility requirement for
contributors aged 60 to 65. The second concerns the general contributory requirements
for adisability pension.

Under both the CPP and the QPP, the definition of disability for purposes of
entitlement to a pension requires a physical or mental medical condition that is severe and
prolonged. The act governing the Quebec Pension Plan defines the term *severe’ to mean
“only if by reason thereof the person isincapable regularly of pursuing any substantially
gainful occupation.” The act defines the term *prolonged’ to mean “only if [the
disability] islikely to result in death or to be of indefinite duration” [Quebec 2007b].
Virtually the same definitions are found in the legislation governing the Canada Pension
Plan [Canada 2007Db].

The QPP legislation, however, contains a specia provision applicable to persons
aged 60 to 64.2” The provision reads: “... in the case of a person 60 years of age or over,
adisability issevereif by reason thereof the person isincapable regularly of carrying on
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the usual gainful occupation he holds at the time he ceases to work owing to his
disability.”

In order to qualify for adisability pension, QPP contributors aged |ess than 60
(and all CPP contributors) must be unable to do any kind of work.® However, because of
the special provision just cited, QPP contributors aged 60-64 can qualify for a disability
pension (provided the other eligibility conditions are met) if they are unable to perform
their usual work. At first glance the difference between ‘any work’ and ‘usual work’
may seem only semantic, but it isfar more than that. It is considerably easier to qualify
for a disability pension under the ‘usual-work’ test than under the ‘any-work’ test, and the
easier qualifying condition increases the cost of QPP disability pensions.

In regard to the contributory requirements for a QPP disability pension, the act
governing the Quebec Pension Plan sets out three alternatives. (i) a person must have
made contributions® in at least two of the three years before becoming disabled; or
(i) she or he must have made contributionsin at |least five of the ten years before
becoming disabled; or (iii) she or he must have made contributionsin at least half of the
years since turning 18, but not less than two years.

Prior to the 1997 financing reform, the Canada Pension Plan also had aternatives
() and (ii) asits contributory requirements for a CPP disability pension. Asone of the
measures in the 1997 reform to reduce the CPP’s costs, the two aternatives were replaced
with a single new contributory requirement: contributionsin at least four of the six years
before becoming disabled. According to the actuarial report prepared at the time the
legislation implementing the reform was presented in Parliament, this change reduced the
CPP s pay-as-you-go rate in 2030 by 0.14 percentage points [OCA 1997: 6].

In their most recent triennial review of the CPP, federal and provincial ministers
agreed to ease somewhat the contributory requirements for a CPP disability pension for
older workers. A contributor who has made contributions for at least 25 years can qualify
for adisability pension with only three years of contributionsin the six years before
becoming disabled. Legislation implementing the change in the contributory requirement
(Bill C-36) was passed by Parliament in May 2007. At the time of writing, it had not yet
received approval from a sufficient number of provincial governments to enter into effect.
The change will increase the CPP’ s minimum long-term contribution rate by 0.02
percentage points [OCA 2006: 17].

Consideration should be given to aligning the QPP s eligibility requirements for a
disability pension with those of the CPP. The exact effect of such an alignment on the
QPP s steady-state rate can only be determined conclusively through an actuarial
valuation. However, it seems reasonable to estimate that it would mean areduction in the
steady-state rate of between 0.1 and 0.2 percentage points.
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Survivors pensions

With the exception of pensions for surviving spouses or partners aged 65 or more
and for some surviving spouses or partners who are aged less than 45 and who are not
disabled and without dependent children, QPP survivors pensions are higher than CPP
survivors pensions. For example, for a surviving spouse or partner aged 45 to 64, the
maximum monthly QPP survivors pension in 2008 is $745.77, while the maximum CPP
survivors pension is only $493.28. Thisisavery appreciable difference.

The effective difference in the amount of the survivors pensions under the CPP
and the QPP, however, is substantially reduced if the surviving spouse or partner has
dependent children. The flat-rate monthly benefit for the child of a deceased contributor
is much higher under the CPP than under the QPP — $208.77 versus $66.29 (2008 rates).
Thus, for example, a surviving spouse aged 45 to 64 with two dependent children could
receive atotal maximum CPP benefit (survivors pension plus children’ s benefits) of
$910.82 a month, but only $878.35 from the QPP.

The higher survivors pension of the QPP makes sense, from a policy perspective,
if one assumes that the pension is the surviving spouse or partner’s only or principal
source of income following the death of the deceased contributor. The CPP's maximum
monthly survivors pension, $493.28, isinsufficient for anyone to get by. However, today
most working-age households have two earners. In Quebec in 2005, 81.6 percent of all
women aged 25 to 54 were in the paid labour force, while the rate for men in the same
age group was 90.7 percent™ [Luffman 2008].

In the light of the long-term financial challenges facing the QPP, consideration
should be given to reducing the amount of QPP survivors pensions for surviving spouses
and partners aged less than 65 to bring them closer to the amounts paid by the CPP. A
reduction in survivors pensions could be coupled with an increase in the flat-rate
children’ s benefits, although the latter may be less imperative for children aged less than
18 in light of the substantial amounts paid by the Canada Child Tax Benefit,** which did
not exist when the QPP and CPP child benefits were designed.

As with changes to the QPP s disability pension, an actuarial valuation would be
required to determine the effect on the plan’s steady-state rate of areduction in the
amount of pensions to survivors aged less than 65, with or without an increase in the
plan’s child benefits.® It appears reasonable to expect that the steady-state rate would be
reduced by at least 0.1 percentage points.

The financing side of the equation

Changes to benefits, such as those just discussed, can likely bring the QPP's
steady-state contribution rate back to the level estimated in the plan’s 2003 actuarial
report. However, thiswill still leave a gap between the steady-state and legislated rates.
Filling the remaining gap will require changes on the financing side of the equation.
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As explained in the introduction to this paper, since the start of the CPP and the
QPP in 1966, federal and provincial governments have considered it important in terms
of both economic and social policy that the two plans have the same contribution rate and
the same band of contributory earnings (upper and lower limits on the earnings on which
contributions are levied). How can the two schemes’ contribution rates and contributory
earnings be kept the same while altering the financing to close the QPP’ s gap between its
steady-state and legislated rates?

The obvious answers would be to raise either both schemes' legislated rates above
their current level of 9.9 percent, or raise the ceilings on the two schemes contributory
earnings (the Y ear’ s Maximum Pensionable Earnings), or do both. However, trying to
persuade CPP contributors — workers and employers — to accept any of these possible
solutions would be, to say the least, difficult. Asalready shown in this paper, the CPPis
in sound financial health with the current contribution rate and contributory earnings.
Raising either would add to CPP contributors’ costs without giving them any tangible
added value.

There is, however, another approach that would not require increasing either the
legislated contribution rate or contributory earnings. The approach is based on the most
recent projected ratio of the CPP s reserve to the plan’s expenditures, whichis
considerably higher than the ratio projected at the time of the 1997 CPP financing reform.

When the 1997 financing reform were adopted, as noted earlier in this paper, the
Chief Actuary projected that the CPP’ s reserve-to-expenditure ratio would reach a high of
4.9in 2019, decline gradually to 4.3 in 2040 and remain essentially stable thereafter until
2070 [OCA 1997]. According to the most recent CPP actuaria report, the ratio will reach
4.9in 2012 and will grow to 6.1 in 2060 [OCA 2007] —far better than could have been
estimated a decade ago.

Would it be possible to use the CPP’ s projected ‘ surplus’ to counterbalance the
QPP s projected ‘ deficit’ ?

Figure 10 shows the CPP' s and QPP s reserve-to-expenditure ratios as projected
in the two plans' most recent actuarial reports for the period through 2060. The datais
the same as that which appearsin Figures 5 and 6, with the CPP shown in red and the
QPP in blue. However, thereisanew element in Figure 10 — the dashed green line
marked ‘ CPP+QPP (author’s estimate)’. This line shows the estimated ratio of reserve to
expenditures if the CPP' s and QPP s respective reserves and annual expenditures are
added together and a combined reserve-to-expenditure ratio is calcul ated.

The estimated ‘ combined CPP+QP’ ratio shown in Figure 10 is based on the
following assumptions:

(1) The Canada Pension Plan and the Quebec Pension Plan will remain distinct
schemes, each with its own legislation and administration, as has been the case
since the two plans began in 1966.
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(2) Throughout the projection period, both the CPP and the QPP will maintain their
current legislated contribution rate of 9.9 percent and their current upper and
lower limits on contributory earnings (i.e. a' Y BE of $3,500 and a Y MPE equal to
the average industrial wage, calculated according to the formula given in the
plans governing legisation).

(3) The QPP will useitsreserve to make up any shortfall between the plan’s annual
expenditures and revenues until the reserve is exhausted.

(4) When the QPP sreserveis exhausted, the QPP will borrow from the CPP's
reserve to make up the shortfall between its annual expenditures and revenues.
The terms of the borrowing will be determined through discussions among the
federal government, Quebec and the other provinces, and will be confirmed in a
written agreement. The borrowing will be secured by fixed-income securities
(i.e. interest-paying bonds) issued by the Quebec government, as agreed in the
intergovernmental discussions. The legislation governing the CPP and the QPP
will be amended, as required, to reflect the terms of the intergovernmental
agreement.*®

(5) Although the CPP s loans to the QPP will be repayable along with interest, the
borrowing will result in an effective year-over-year reduction in the amount of
funds available to the CPPIB for investment in markets until the repayments are
made. In order to avoid any impression of ‘smoke-and-mirrors accounting, the
QPP s cumulative borrowing has been deducted from the CPP’ s reserve when
calculating each year’ s combined reserve-to-expenditure ratio shown in
Figure 10.

It isimportant to keep in mind that the estimated reserve-to-expenditure ratio
shown in Figure 10 for the ‘ combined CPP+QPP' does not take into account any
reductions in QPP expenditures that would result from changes to QPP benefit, such as
those discussed in the previous sections of this paper. Such reductionsin expenditures
would increase the ratio, bringing it above the level shown by the dashed green linein
Figure 10.

As Figure 10 indicates, the reserve-to-expenditure ratio of the ‘ combined
CPP+QPP would peak at 5.2 around 2020 and then decline gradually to 4.7 around
2056, after which it would stabilize at that level through to 2060.

It isworth noting that the reserve-to-expenditure ratio of the * combined
CPP+QPP would be higher than the ratio projected for the CPP aone at the time of the
1997 financing reform. Thisisillustrated in Figure 11.
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ratio of reserve to expenditures

Figure 10
Reserve-to-expenditure ratios,
CPP, QPP and ‘combined CPP+QPF,
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Figure 11
Reserve-to-expenditure ratios,
‘combined CPP+QPP' and CPP at the time of the 1997 reform,
1990-2060
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Source: Author’s calculations based on data from [OCA 1997, 2007], [RRQ 2007a].
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Further analysisis required to confirm whether the financing approach proposed
in the preceding paragraphs s, in fact, technically feasible. A starting point would be
joint actuarial valuations of the CPP and the QPP based on a methodology and
assumptions agreed by the Chief Actuaries of the two plans. (Although the actuarial
reports of the CPP and the QPP are both prepared in accordance with the general
standards of practice of the Canadian Institute of Actuaries and the Guidelines of
Actuarial Practice for social security programs of the International Actuarial Association,
there may be differences in methodology and there certainly are differencesin
assumptions.) There might be value to having such ajoint valuation subject to a peer
review in order to satisfy all stakeholders of its objectivity and rigour.

If the proposed financing approach is confirmed as technically feasible — and we
are convinced it will be —implementing the approach will not be straightforward.
Complex intergovernmental discussions will need to take place. Such discussions will
require time and considerable effort. However, if successful, they would secure the
future of an essential part of Canada' s shared legacy — one of the most effective pension
systemsin the world.

Concluding observations

The 2006 federal Budget cited earlier in this paper referred to the Canada and the
Quebec Pension Plans as “a well-functioning federal-provincial program.” On apurely
technical level, the statement is not entirely correct. Legally, the plans are distinct
programs, and they will remain distinct programs. However, on the level of policy and
practice, the statement is unquestionably correct. Through enduring commitment over
more than four decades on the part of al the participating governments — the federal
government, Quebec and the other provinces — and through the dedication and
professionalism of the officials administering the CPP and the QPP, the two plans have
alwaysworked asa‘virtual’ single program — an outstanding example of federal-
provincial cooperation in Canada

The Canada and Quebec Pension Plans are key parts of Canada’ s socia fabric
which, together, provide almost 20 percent of the total income of Canadian seniors
[Tamagno 2006]. Asactuarial reports have shown, the CPP isfinancially secure for the
foreseeable future. Measures must now be taken to make the QPP similarly secure.
Accomplishing this goal in away that maintains the historical parallelism between the
two plans will require, once again, federal-provincial cooperation in the quest for
mutually acceptable solutions.

Securing the future of the Quebec Pension Plan will require action on the part of
Quebec in adjusting the plan’s benefits. This paper has suggested some measures that
might be considered. Whatever proposals for changes to QPP benefits are ultimately put
forward for public discussion by the government of Quebec, there will inevitably be some
persons who would receive lessin benefits than if the current provisions of the QPP are
maintained. But all Quebeckers—and, in asense, all Canadians —would be losers if the
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Quebec Pension Plan were not to be made financially secure. It iswith thisfact in mind
that the proposals of the Quebec government will need to be considered.

In spite of the hard choices Quebec will need to make in deciding the changes to
benefits under the Quebec Pension Plan, these changes will not, by themselves, be
enough to secure the plan’s financial future. Changes will also need to be made on the
financing side of the equation. This paper has suggested an approach that could effect
such changes while, at the same time, maintain the parallelism of the QPP and the CPP in
terms of contributions and avoid an increase in the contribution rate of either plan.

Asthe history of the establishment of the Canada and the Quebec Pension Plans
in the 1960s shows, there were many challenges that arose as the two plans were being
designed. And there were many times when it seemed as if no mutually acceptable
solutions could be found. In the end, the challenges were overcome and the solutions
found. The solutions reflected the complicated political and social reality of Canada, and
they have worked remarkably well.

In the same spirit, today’ s challenges can be met if all of Canada works together
for our sh