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The Future of Pensionsin Canada
Silvana Pozzehon

Abstract

Canada’'s multi-pillar retirement income system includes a public pension pillar with both a
poverty reduction program for the elderly funded out of general tax revenues, and a pay-as-you
go earnings-related income replacement program. Reforms implemented to partially fund the
latter have probably increased the financial sustainability of Canada' s public pension scheme, at
least for the medium term. A second, relatively large, pillar of the nation’s retirement income
system consists of voluntarily provided employer-sponsored pensions. As employers adapted to
the changing context of the last decade or so, two tendencies gradually became discernable: a
dow decline in registered pension plan coverage, and a complementary shift from defined
benefit to defined contribution pension arrangements, many of which alow employees to make
investment decisions. Recent large unfunded pension liabilities among the former, coupled with
the inherent riskiness of savings arrangements of the latter type, suggest growing retirement
income insecurity for working Canadians.
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The Canadian public pension system has been characterized as one of the best in the
world. Over time, it has succeeded in decreasing poverty among the elderly by the institution of a
series of targeted, flat-rate benefits which redistribute income to pensioners. Reformsin 1997 are
widely held to have increased the financia sustainability of the first pillar pay-as-you-go
earnings-related element in the public retirement income scheme. To bolster it against the
pressures of an aging population, measures have been implemented to partialy fund the plan. As
a consequence, there appears to be a general sense of increased confidence, at least among the
Canadian population, in the future of public pensions. The second pillar of the Canadian
retirement income system consists of voluntarily provided occupationa pensions, also known as
private pension plans. Until recent media attention raised questions about the financial viability
of many of these plans, particularly those of the defined benefit variety, most plan members took
their occupational pension promises for granted. Y et with 84 percent of registered, employer-
sponsored pension plan membership in 2000 covered by plans of the defined benefit type in
Canada, there isincreasing cause for concern (Statistics Canada, 2003a).

This chapter assesses the resilience of these two key components of the Canadian
retirement income system. The public pension scheme is reviewed first, as it has been the subject
of various studies in the last few years, including several of a comparative nature (for example,
Disney and Johnson 2001). Attention is then focused on occupational pensions. This second
pillar of the retirement income system has been less studied, yet it is currently facing numerous
challenges in Canada. The retirement system’ s third pillar consists of private savings. Only
private retirement savings vehicles that receive tax treatment comparable to occupational pension

plans will be discussed in this paper. We argue that future challenges to both the public and



private pension pillars of the Canadian retirement system will require regulatory reform in the
medium term.
The Public Pension System in Canada
The Components. Canada's state pension scheme consists of two main pillars.® The firs, the
Old Age Security (OAS) program, includes three sub-components: OAS pension, Guaranteed
Income Supplement, and Spouse’ s Allowance. The OAS pension is aflat benefit available to
those aged 65 and over with at least 10 years of residency. To receive afull pension, which
represents approximately 14 percent of average earnings, 40 years of residency after the age of
18 are required; the OAS pension is reduced proportionally for each year of non-residency.
Originally auniversal pension, the OAS pension became a targeted benefit with the introduction
of a 15 percent benefit “clawback” in 1989 for higher income individuals. The benefit reduction
applied to those with net incomes above C$56,968 in 2001; once net income reaches C$92,435,
no OAS benefit is received.? The OAS pension is taxable and indexed quarterly to the Consumer
Price Index (CPI).

The other two sub-components of the OAS program, the Guaranteed Income Supplement
(GIS) and the Spouse' s Allowance are means-tested flat-rate benefits. The GIS targets low-
income OAS recipients while their spouses (or widow/ers) with a minimum of 10 years of
residency are eligible for a Spouse’ s Allowance. Both are nontaxable, and like the OAS
pension, indexed quarterly to the CPI and financed out of general revenues. Benefits for
recipients who receive maximum benefits from these two income supplements represent 31
percent of average earnings for a single person and 50 percent for a couple (World Economic
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The second magjor pillar of Canada’s state pension is a compulsory, pay-as-you-go
earnings-related scheme. Except for the residents of Quebec (who contribute to the provincialy
administered Quebec Pension Plan, QPP), employed residents of the rest of Canada are covered
by the federally administered Canada Pension Plan (CPP). Contributions between plans are fully
portable and the two plans offer similar benefits under its four major transfer programs —
retirement benefits, survivor benefits, disability benefits and death benefits.®

CPP retiremert benefits are set at approximately 25 percent of average pensionable
earnings over the contributory period, adjusted for the mean increase in maximum pensionable
earnings during the five years prior to retirement.* A person’s contributory period spans the years
between his 18" and 65 birthday (or the retirement date if retirement occurs between age 60 and
64). Some periods of low or no income can be dropped from the contributory period including up
to 15 percent of the months when earnings were lowest. The normal retirement age under the
CPP is 65, though benefits can be obtained as early as 60 or as late at 70; a sSix percent annual
reduction (increase) in benefits applies for those who opt to receive a pension before (after) age
65. Retirement benefits accounted for 70.5 percent of total benefits paid out in July 2003 by the
CPP and QPP combined (author’s calculations using Table 1, Chawla and Wannell 2004). The
lion’s share of the remaining payouts was attributed to survivor benefits (15 percent) and
disability benefits (11 percent).

As the pay-as-you-go pillar of the public scheme matured since its inception in 1966, the
C/QPP share of total transfer payments to seniors increased relative to that of the OAS program.
In 2001, C/QPP benefits accounted for 48% of total government transfers to families receiving

C/QPP whose major income recipient was 65 and over, while the OAS share was 43%; the



comparable figures for 1981 were 62 percent for OAS and 30 percent for C/QPP (Chawla and
Wannell, 2004).

The CPP plan is financed essentially by contributions split evenly between employees
and employers. Combined premiums increased slowly at arate of 0.2 percent annually from
1986 to 1996 when they reached 5.6 percent of maximum contributory earnings. As a result of
demographic changes and benefit improvements, CPP transfer payments exceeded contributions
by the early 1900s. To respond to the crisis, areform in 1997 implemented arapid increase in
contributions to the 2003 level of 9.9 percent where they are projected to remain for some years.®
Premiums have been set high enough to permit the accumulation of surpluses until 2021
(MacNaughton, 2004).

Under the 1997 reform, the management of CPP surpluses was relegated to the CPP
Investment Board. Created in December of 1977, the CPP Investment Board is an independently
governed and managed Crown corporation. It was set up to oversee the investment of CPP
reserve assets “to maximize return without undo risk” in a diversified portfolio of securities
including stocks, real estate, bonds, and private equities (MacNaughton, 2004). For some five
years now, the CPP Investment Board has been actively investing funds that are segregated from
general government revenue. Professional investment managers have been employed to assist the
CPP Investment Board in managing the private equity components of the reserve fund. Though
independent, the CPP Investment Board is held to high standards of accountability; it is subject
to external audits and has a wide-reaching disclosure policy. In September 2003, CPP reserve
assets totaled C$64.4 hillion (about 2.9 years of benefits)® and they are projected to reach some

C$160 hillion over the next ten years (MacNaughton, 2004).



How Resilient is Canada’s Public Pension System? Asistrue for many developed countries,
Canada s population is aging rapidly. Those 65 and over accounted for eight percent of the
population in 1971, 13 percent in 2001, with the percentage projected to rise to 15 in 2011, 19 in
2021, and 21 by 2026 (Duchesne, 2004). While Canada s situation may not currently be as
“critical” as that of some European Union countries, such as Italy or Spain whose population age
structures already exhibit an inverted pyramidal form, declining fertility rates (from 3.7 in 1950
to 1.6 in 2000), rising life expectancies, and the looming retirement of the baby boom generation
is expected to produce a labor shortage over the 2020s in Canada (WEFPRI, 20044, b).

Dependency ratios, defined as the ratio of the inactive population over 55 years of age to
the labor force 15 years and older, are projected to amost double between 2000 and 2030 in
Canada from .31 to .60 respectively (WEFPRI, 2004b). These figures suggest an important rise
in public pension plan expenditures in the future.

The evidence indicates that Canada’ s public retirement scheme has successfully reduced
poverty among the elderly and income inequality among pensioners to date (cf. Hoffman and
Dahlby, 2001). These results are in part attributed to the highly progressive nature of the public
pension system, as it favors low income earners. Some would advocate an even more progressive
system (as the 1996 debate over the rejected Seniors Benefit Program suggests; see Battle, 2003),
while others, such as the Association of Canadian Pension Management (ACPM) (2000),
characterize Canada' s retirement income system as aready unfair for higher income workers.
The ACPM goes further, stating that poverty-level measures used to assess the adequacy of
minimum government transfer payments for the elderly (OAS and less important supplemental

assistant programs from the provinces) are too generous.



The Chief Actuary of Canada appears optimistic that changes made to partialy fund the
CPP will ensure its long-term viability, but there is room for pessimism here as well. For
example, higher contribution rates may be required if the CPP Investment Fund does not attain
its projected rate of return or if other actuarial assumptions, which underlie the long-term
maintenance of the 9.9 percent premium, are not met. Additionally, the management of public
pension reserves has typically been fraught with problems related to governance, investment
policy, reporting, and disclosure, among others (Pension Research Council, 2003). In fairness, it
should be noted that the creation of the CPP Investment Board has been welcomed by leading
experts as a positive experiment in how reserves from partialy funded pay-as-you-go systems
can be insulated from political interference’ (Pension Research Council, 2003; MacNaughton,
2004).

In view of Canada' s aready high tax rates and sizable public debt, there is also some
cause for concern that future generations will bear a disproportionate tax burden to support rising
public pension expenditures (financed both from general tax revenue and payroll taxes on
earnings). Y et high tax rates can act as a disincentive for employees, reducing labor productivity
that can, in turn, slow economic growth (WEFPRI, 20044). Moreover, the effects of higher
pension costs must be considered in the context of rising expenditures required to support
Canada’ s aready ailing public health care system.

To sustain economic growth needed to maintain living standards as the population ages,
two broad levers are available: increasing productivity growth and increasing labor supply
(WEFPRI, 2004a). Like most developed countries, Canada has experienced labor productivity
growth since World War 11, though its pattern of growth during the last three decades appears to

have been more consistent than that of other OECD nations (WEFPRI, 2004a). The increasing



service orientation of the economies of developed countries like Canada makes significant future
growth in labor productivity unlikely, however.

A second, more publicized, solution to alleviate the economic consequences of aging
populations in rich countries is to increase labor supply. Three possibilities exist: induce greater
labor force participation among seniors, do the same for other demographic groups (e.g. women
or young people) with low workforce active rates; and increase immigration. It is believed that
targeting efforts to increase labor force activity of those age 55+ will have an important impact in
Canada, because the gap in the labor force participation rate for this age group is largest when
compared with the average participation rates of the five OECD countries with the highest
workforce activity (WEFPRI, 2004b). In fact, the median retirement age in Canada of was 65 in
1975, which then fell dowly until 1986 and then more sharply to 60.6 in 2002 (Duchesne, 2004;
Statistics Canada, 2003b). Data also show that 43 percent of retirees were under 60 years of age
during the five-year period from 1997 to 2001. Factors contributing to the early retirement trend
were the lowering of the minimum age requirements from 65 to 60 for Q/CPP digibility, other
early retirement incentives introduced in corporate pension plans as a response to downsizing,
and restructuring efforts during the last two decades.

Expanding labor force attachment among the elderly poses several challenges, among
which are the need to make structural adjustments to pension programs (delaying early
retirement eligibility is one obvious option); and tax laws which often act to decrease pension
wealth for those who delay retirement in Canada. Though gradua withdrawal from the labor
force may offer an interesting aternative for seniors who would like both more income and time
to pursue leisure activities, the current system penalizes those who opt for phased retirement

(Smolkin, 2003). The quest for labor market flexibility in the new economy has begun to



generate an unprecedented number of atypical employment opportunities (part-time, contractual,
on call, seasonal, etc) that may prove increasingly attractive to seniorsin the future. Thisis
particularly likely as the elderly now face longer lifespans in better health than in the past.
Encouragingly perhaps, the labor force participation of Canadians age 65+ rose faster than the
overall growth of the same age group in the population recently (20 percent vs 11 percent from
1996-2001), and the average senior till on the job is aging (Duchesne, 2004).

Employers also have arole to play by offering agreeable work environments to attract
and retain older employees. Y et the high stress levels and increasingly heavy work loads that
characterize the Canadian health and educational sectors are often said to have driven many of
these workers, typically covered by good pension plans, to early retirement. Of course, if
employers respond to high labor costs in developed countries such as Canada by outsourcing
jobs to less devel oped nations, the projected labor shortage may never develop. An optimistic
scenario would anticipate that the capital invested by Canada' s funded private occupational
pensions and partially-funded public system (for example, the CPP Investment Board) would
sustain aggregate consumption and output levels.

When all is said and done, one can conclude that Canada s public pension system
currently meets income adequacy stardards for lower income individuals and poor seniors. The
move towards partial funding of the public pension scheme has likely increased the financial
sustainability of its earnings-related component, the CPP, for the medium term. But the impact of
future challenges and the ability of the system to adapt remain uncertain. The example of the
Quebec Pension Plan (QPP), whose population base is aging faster than that of the rest of
Canada, is perhaps indicative. A recently released Working Paper by the Régie des Rentesdu

Québec (2003b) which administers the plan, includes a proposal to modify the calculation of the



QPP benefit so that, in the future, eligible individuals who have worked fewer than 40 years
between age 18 and retirement (e.g. many of those who retire early) will receive lower benefits
than under the current system. In fairness, the QPP Working Paper also proposes other
provisions to encourage later retirement, such as allowing those who work after age 65 to
accumulate benefits up to the age of 70 at arate of 0.7 percent per month of work, rather than at

the current 0.5 percent.

Private Pensionsin Canada

The Components. The second mgjor pillar of the Canadian retirement income system consists
of occupationa pensions that are voluntarily provided by employers and some unions. Canada
belongs to a group of developed nations where such private plans play arelatively important role
in providing income for the elderly (Disney and Johnson, 2001). Thus private pension payments
to elderly Canadians amounted to 29 percent of their total income (in 1999; Statistics Canada,
2003a). Evidence also suggests that pensioners age 60-64 receive a higher percentage of their
income from private plans than do older pensioners (Hoffman and Dahlby, 2001).

Under Canadian law, registered pension plans (RPP) are the most common type of
employer-sponsored plans. These are subject to minimum standards prescribed by federal and
provincial pension legislation. Contributions for both employers and employees are tax-exempt
and subject to annual limits.® In 2000, the percentage of paid workers covered by RPPs was 40.6
(Statistics Canada, 2003a).° Of the 5.4 million RPP participantsin that same year, 54.3 percent
worked in the public sector. The vast mgjority of Canadian RPP members have historically
belonged to defined benefit plans (DB), with virtually all othersin defined contribution (DC)

plans of the money-purchase type. DB plans accounted for 84 percent of RPP membership in
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2000; the proportion of overall RPP participants in final earnings plans was 60. Seventy-three
percent of RPP members are in contributory plans. While virtually al public sector employees
belong to contributory plans, only half (51 percent) of private sector workers do. Contribution
rates are set at five or more percent of earnings for 72 percent of workersin such plans. Most
Canadian jurisdictions now set vesting provisions at two years of membership or service.

Despite the historical bias toward DB plans, an increasingly popular form of occupational
pensions in Canadais group registered retirement savings plans (group RRSPs). These are
similar to registered DC plans mentioned above, in that contributions made by workers and
investment returns receive tax-deferred treatment. By contrast, group RRSPs typically offer a
wider range of investment choices, and employer contributions to these plans are treated as non
deductible employee earnings. Group RRSPs are essentialy “pooled” individual registered
retirement savings plans (RRSPs) (see below) to which employers typically “facilitate” access by
underwriting administrative charges and deducting employee contributions directly from payroll.
Group RRSPs are not subject to pension legidation, so that, unlike RPPs, employers are not
required to contribute to them and lump sum withdrawals are permitted unless the plan specifies
otherwise.

Briefly, individual RRSPs are voluntary retirement savings vehicles available to those
with work income. Canada s income tax law since 1991 accords tax advantages to enployee
RRSPs contributions similar to those granted RPPs. As a consequence, workers not covered by
RPPs (or the self-employed who are ineligible for RPP participation) can save up to 18 percent
of earnings in a tax-sheltered individual RRSP to the maximum allowable (C$14,500 in 2003).
Additionally, employees for whom the pension adjustment (a calculated value of annual pension

credits accumulated in their RPP) is lower than the tax-exempt limit set for RRSPs, may elect to
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contribute to an RRSP, or a group RRSP if one is offered, up to the alowable limit. Investment
returns on funds accumulated in RRSPs are also not taxable. RRSP savings can be withdrawn at
any time'® but, unless used to buy a home or to finance full-time education, taxes are withheld
when funds are removed.

Unfortunately, no official statistics are collected for group RRSPs. Using annua data
reported by Benefits Canada, probably the best-known publication for employee benefit
professionals in Canada, it is estimated that assets held in group RRSPs have grown 178 percent
during the last decade, from C$9.4 billion in 1993 to C$26.1 billion in 2003 (Benefits Canada,
1993; Sharratt, 2003). As a relative measure of the importance of group RRSPs, consider that in
2003 they accounted for 47 percert of all administered assets for the DC plan market, which
includes both plans covered and not covered by pension legidation (Sharratt, 2003).

A number of changes have affected the configuration of the Canadian private pension
system, at least since the early 1990s. Official statistics are suggestive and anecdotal evidence
from professional publications and the wider media provide strong hints that at least two trends
are discernable. The first is a decline in the relative importance of pension plans covered by
pension legidation (i.e. RPPs) in favor of savings vehicles, such as group RRSPs, which are not
covered by these laws. A second trend, which complements the first, is a shift from DB plans,
which have traditionally been the focus of most pension legisation, to those of the DC type.
Growth in the latter segment is probably most pronounced outside the pension regulatory
framework.

Pension plan coverage data is perhaps most revealing of the decreasing role of RPPs.
Coverage of paid workers by a RPP fell dowly from 1991 when it was 45.4 percent, to 40.6 in

1998, where it stabilized to 2000 (Statistics Canada, 2003a). Several reasons may explain this
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decrease: structural shifts in employment patterns from sectors such as manufacturing to services
and the related decline in unionization; shrinking public sector employment during most of the
1990s; important job growth during this same decade among the self-employed who are
ingligible for RPP membership; and high pension administrative and financial costs in a context
of increasing global competition (for an overview, see Pozzebon 2002).

While official statistics are suggestive, other evidence supporting the move from DB to
DC plansis more anecdotal. Statistics Canada data does show that the proportion of total RPP
plan membership in DB plans fell 9 percent between 1984 to 2000 (from 93 to 84) while that of
DC plans rose by amost the equivalent amount (8.6 percent) (Pozzebon, 2002; Statistics Canada,
2003a). No official statistics support the alegation and as the discussion above on group RRSPs
indicates, growth in DC plans has not been confined to those covered by pension laws. A quick
scan of the contents of professional journalsin the benefits area over the last decade, such as
Benefits Canada, further suggests that change is afoot. Unfortunately, it is difficult to discern
from the information currently available how much, if any, of the DB to DC shift involves
conversions to plans covered by pension legislation or can be attributed to the creationof new
plans both within and outside the regulatory framework.

The loss of popularity of DB plans may have been fuelled by many of the same reasons
noted above for RPPs (Pozzebon, 2002). These include a fall in employment among more highly
unionized industries like manufacturing and the public sector where DB plans have been
prevalent. The market boom of the 1990s, coupled with easier access to financial information
and opportunities to self-direct one’s investments through the Internet, also contributed to
making DC plans more attractive. And, younger workers who no longer expect long-term

employment relationships probably appreciate the greater portability of DC plans relative to their
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less flexible DB counterparts. Employers too may be drawn to DC plans which are less complex
to administer and have more predictable costs that DB pension plans.

How Resilient is Canada’s Private Pension System? Many have argued that the low decline
in RPP coverage should be a matter of concern to those interested in retirement security. If the
purpose of pension legislation is to protect plan beneficiaries and the soundness of pension
funds, then one might surmise that workers would be better off with plans operating in a
regulatory framework. Plans outside this protective umbrella, like group RRSPs, may result in
lower levels of retirement savings if, for example, employers fail to contribute to them; or they
make only sporadic, low, or stock-option-only contributions; or if employees are permitted to
withdraw funds and make their own investment decisions.

Though group RRSPs are induced to some extent by tax incentives, there are also many
other types of pension agreements outside the regulatory framework that offer an even less
certain promise. The case of higher income earnersisillustrative here. Due to Canada s much
criticized low limits for tax-advantaged RPP contributions, it has become more difficult over
time for higher-income earners (earning approximately twice the average wage) to set aside
retirement savings sufficient to maintain living standards in old age. The maximum amount of
pension entitlement per year of service that could be earned under RPPs remained frozen at
C$1722.22 from 1977 to 2003; the amount rises to C$2000 in 2005, after which it will be
indexed to increases in the average Canadian wage. As a consegquence of these limits, some
employers have provided a supplementary employee retirement plan or stock option plan. The
extent to which such plans are pre-funded is unknown, and in the wake of the Enron scandal, it is

legitimate to question the security of pension arrangements built on company stock. These
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factors must further be considered in the context of Canada’ s progressive public pension system
which emphasizes the role of private pensionincome for higher earners.

The DB to DC shift may be worrisome, in that DB plans are viewed by many as
synonymous with retirement security. They offer fixed pension benefits payable on a regular
basis and employees assume no responsibility for investment or saving decisions. But recent
events have increasingly threatened the notion of security traditionally associated with private
DB plans in Canada, as elsewhere. For instance, various high profile cases have demonstrated
the fragility of DB pension plans in situations of corporate insolvencies (or near-insolvencies),
which incidentally have been linked to large unfunded pension liabilities. The Air Canada and
Stelco cases are two examples from along list of established firms that have been adversely
affected by competitive pressures over the last decade. Moreover, Ontario is the only Canadian
jurisdiction that has established a pension insurance fund that secures partial benefits (to a
maximum of C$1000 per month) in the case of a DB plan insolvency. Set up in 1980 and funded
by employer contributions, the Ontario Pension Benefits Guarantee Fund is currently under
scrutiny. With only some C$230 million in reserves, questions about its sustainability are being
raised should it be called upon to help bail out Stelco’s C$1.25 billion pension shortfall
(Livingston, 2004; Reguly, 2004).

Another related consideration is that the market downturn that followed the boom of the
1990s produced substantial DB plan unfunded liabilities. No Canada-wide estimates appear to be
available, but a study of the nation’s 104 companies on the SandP/TSX index with DB plan
assets over C$10 million indicates that 78 percent of these firms had pension shortfalls in 2002
(Church, 2003a). Another report by the Dominion Bond Rating Service found 84 percent of the

263 Canadian DB plans studied had deficits at the end of 2002, with close to one-quarter of the
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plans being less that 70 percent funded (McFarland, 2003). Using a larger sample of 1040
Canadian DB pension plans, ajoint study by three consultancy companies — Mercer, Towers
Perrin and Watson Wyatt — concluded that funding levels were generally about 85 percent
(Church, 2003b). These figures approximate those of the Régie des rentes du Québec (2003a)
which supervises that province’s private pension plans. It estimates that, as of December 31,
2002, some 70 percent of DB plans under its jurisdiction were underfunded, but assets covered
more than 80 percent of obligations in the majority of cases. Finally, arecent estimate places the
collective balance sheet deterioration of Canadian DB plans at 30 percent for the three-year
period ending in 2002 (Ambachtsheer, 2004).

Sizable pension asset shortfalls have brought to light “fuzzy” embedded risksin DB
plans, and they have a so focused attention on problematic pension accounting, investment
practices, and governance issues (Ambachtsheer, 2003, 2004). For instance, a generally
accepted accounting and actuarial practice, smoothing techniques for the calculation of pension
assets and liabilities, has served to “ camouflage” the unfunded status of many private Canadian
pension plans. Accounting standards bodies all over the world have recently undertaken
initiatives to review these practices (Fore, this volume). Though the market upturn in 2003 may
draw attention away from the issue, the events of the last few years have highlighted the need for
more transparency and communication so employees better understand the risks associated with
DB plans and investorsin general (many of whom are investing pension assets) can better
evaluate the financial health of firms.

The booming markets of the 1990s resulted in more risky behavior among pension fund
managers, many of whom increased equity exposure. As a consequence, severa pension funds

accumulated surpluses that were used to justify contribution holidays, and sometimes, to improve
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benefits. But the subsequent financial instability of many funds raises questions about pension
fund governance practices. The response of the Canadian pension community was exemplified in
a 2003 release of draft pension governance guidelines and a draft self-assessment questionnaire
by the recently created Canadian Association of Pension Supervisory Authorities (CAPSA,
2003). It may be anticipated that the promotion of better governance practices would help
address issues arising from the inherent conflict between the increasingly short-term financial
horizon of many firms, and the longer view required for the effective management of pension
plans. How successful this effort will be remains an open question, particularly since the
application of these principles appears to be voluntary.

What about the DC promise? While many workers embraced DC plans during the 1990s
when financial markets were doing well, the negative returns from 2000 period have brought
home a harsher reality. There is growing awareness of the vulnerability of employees with DC
pension plans; they may ssimply not accumulate enough retirement saving, especidly if plans
allow them control over participation, contribution, and investment decisions. By now, few
would argue that the average employee has the savvy to construct an adequate investment
portfolio focused on long term goals. The fact that many DC retirement savings vehicles are not
covered by pension legislation and supervision in Canada adds to concerns.

Some have sought to address the problems raised by allowing employees to select
investment options in retirement savings arrangements. For instance, the Joint Forum of
Financial Market Regulators, a Canadian industry taskforce, has recently proposed guidelines
for capital accumulation plans (defined as DC plans and other investment vehicles where
employees are entitled to make investment decisions; JFFMR 2001). The stated purpose of the

guidelines is to harmonize protection of the many different types of investment products across
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varying regulatory regimes (securities, insurance or pensions) so that members of capital
accumulation plans have the information and assistance needed to make investmert decisions.
While these efforts are well-intentioned, they must be considered in light of the Canadian context
where the nature of the pension sponsor’s fiduciary duty remains unclear. Even if the Joint
Forum’s efforts are successful, they could prove more useful in bolstering protection for
employers than employees. Sponsors who adopt guidelines may be better armed against legal
actions that could be brought against them by retiring employees unhappy with pension plan
returns (Smolkin and Satov, 2004).

Whether the provision of financial education will be effective in helping employees with
capital accumulation plans make better investment decisionsis far from clear. One of the least
“radical” solutions might be a return to something resembling the more cautious, early DC
pension market approach, of offering a very limited number of investment bundles with different
risk levels. Such an approach would be doubly interesting if it served to reduce the management
fees for DC plans offering investment options. Estimates indicate that the median fee on mutua
fund products targeted to individual investors was 2.4 percent in Canada (in 2000), some 1.4
percent higher than the median fee for pooled funds'! offering institutional products to corporate
investors (Ripsman, 2000).

L ooking ahead, the question arises as to whether the decline in RRPs and DB plans will
persist. What many employers perceive as burdensome pension legisation which targets DB
plans especially may discourage some from continuing to offer these plans. Thisis particularly
true for firms that operate in different provinces, and hence, must obey separate regional pension
regulations; firms with employees in more than one province sponsor some 23 percent of

Canada' s pension plans (Rubin, 2004). Inan effort to promote greater statutory uniformity across
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Canada, the Canadian Association of Pension Supervisory Authorities has circulated proposed
regulatory principles for amodel pension law (CAPSA, 2004). This model law is derived from
current “best practices’ intended to serve as examples when jurisdictions amend their pension
statutes.

Thisfirst consultative step toward greater harmony and simplification of pension
legidation is intended to conserve RPPs. Y et some of the proposals inspired by Quebec’s
pension law — immediate vesting and the establishment of a pension committee®? to act as
administrator of the plan — may be interpreted by some sponsors as an added burden. Exempting
small plans from the pension committee provision may, on the other hand, generate a more
favorable response from other employers.

Even if greater legidative harmony is achieved, the administrative and financial burdens
of DB plans make it unlikely that many employers will establish new DB plans, given the highly
competitive global economy. The need for flexibility in employment relations will grow in the
future in the context of the projected labor shortage. Turnover reduction efforts will probably be
focused on a core group of employees whose services employers expect to retain at most for a
handful of years. And it is hard to imagine that small and medium sized employers, particularly
those that increasingly serve as lower-cost subcontractors for large firms, will be able to offer
expensive and administratively cumbersome DB plans.

The shaky financial situation of Canadian DB plans may provide further motivation for
some firms to terminate them altogether, though other employers may opt to switch to aDC plan
which will retain pension assets under the purview of pension regulation. Tax incentives for

employers may also mean that not all new retirement savings arrangements will be made outside
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the pension regulatory framework. Moreover, DB plans are likely to persist for employees of
Canada' s large public sector where they are strongly entrenched.

Evidently, the private pension industry in Canadais at a crossroads. This far, change has
been relatively gradual, as employers have adapted to environmental pressures by repositioning
themselvesin or around the old pension paradigm. These adjustments have tended to increase
retirement income insecurity for employees, generally speaking, whether they had DB or DC
pensions, but especially so when employees were permitted to make investment decisions.
Responses so far have been piecemeal. Pension law harmonization efforts and recommendations
to improve pension plan governance may prove effective, or they may just be wishful thinking.
Of course given the poor performance of many investment professionals over the last few years,
it seems doubtful that providing better investment education to employees will increase their

€conomic security in retirement.

Conclusion

A multi-pillar approach with both funded and unfunded components is believed to
provide a solid foundation for retirement income, due to the opportunities that such a system
offers to balance long-term risks (Holzmann, 1999). In Canada, the public pension scheme has
both an unfunded component and a funded element, the CPP Investment Fund. The latter was
adopted as a measure to improve public pension retirement security. The public system also
embodies a balance between poverty reduction (the OAS program) and retirement income
support (Q/CPP). The private pension system is generally considered the funded component of

Canada’s retirement system. It has proved successful in providing income replacement,
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particularly for those with higher incomes, who receive lower replacement rates from the OAS
program due to the progressive nature of the public pension system.

Some might conclude from this overview that Canada’ s retirement system stands on
reasonably solid ground at present. Nonetheless, it faces many challenges in the future. In
particular, the private sector component appears to have weakened substantially during the last
decade. The gradua shift from DB to DC, with a parallel move away from retirement saving
arrangements covered by pension regulation, portend increasing insecurity for tomorrow’s
retirees.

To the extent that this shifting paradigm raises future retirees’ dependence on the public
component of the system, it may destabilize a system already susceptible to demographic
transition. As a result, more determined efforts to improve Canada s voluntary occupational
pension system are needed, along with reforms to the Q/CPP. For instance, methods to
encourage delayed or phased retirement could be a good starting point, along with a systematic
overhaul of tax policy toward retirement saving. Additional review of pension governance rules
and the plan sponsor liability environment would aso be in order. In sum, strengthening the
multi-pillar foundation of Canadian retirement income will require concerted and wide-ranging

efforts.



21

References

Ambachtsheer, Keith. 2003. “The Real Pension Crisis.” Financial Post Editorial. July 16: FP15.

Ambachtsheer, Keith. 2004. “Cleaning Up The Pensions Mess: Why It Will Take More Than
Money.” C.D Howe Institute Backgrounder, No. 78 (February). Consulted online March

30, 2004: http://www.cdhowe.org/pdf/backgrounder 78.pdf

Assaciation of Canadian Pension Management (ACPM). 2000. A Retirement Income Strategy
for Canada. Dependence or Self-reliance: Which Way for Canada’ s Retirement Income
System, 23 pages. Consulted online March 1, 2004

http://www.acpm-acarr.com/acpm/Attachments/DependenceOrSelfRelianceEN G. pdf

Battle, Ken. 2003. “ Sustaining Public Pensions in Canada: A Tale of Two Reforms’. In Taste of
Pie: Searching for Better Pension Provisions in Developed Countries, ed. Noriyuki
Takayama. Tokyo: Maruzen Co., Ltd: 37-91.

Benefits Canada. 1993. “A Wak Down Easy Street: Canadian Employers Are Trading In the
Pension Promise In Exchange For a Low- hassle Group RRSP’, Benefits Canada, 17, 11,
(December): 31.

Canadian Association of Pension Supervisory Authorities (CAPSA). 2003. Pension Plan
Governance Guidelines and Self-Assessment Questionnaire. (January). Consulted online

March 1, 2004: http://www.capsa-acor.org

. 2004. Proposed Regulatory Principles For a Model Pension Law. A report by

the Canadian Association of Pension Supervisory Authorities. (January). Consulted online

March 1, 2004: http://www.capsa-acor.org




22

Chawla, Rg K. and Ted Wannell. 2004. “A C/QPP Overview”. Perspectives on Labour and
Income (Statistics Canada Catalogue no. 75-001-XIE), 5, 1: 19-27, January 2004 online
edition.

Church, Elizabeth. May 12, 2003(a). “Pension Shortfalls Threaten To Explode’. The Globe
and Mail. Consulted online March 30, 2004:

http://www.globeandmail.com/servlet/story/RTGAM.20030512.wxrpensx/BNStory/Busine

sg/
Church, Elizabeth. May 24, 2003(b). “Pension Plans Face $225-hillion Shortfall”. The Globe
and Mail. Consulted online March 30, 2004:

http://www.globeinvestor.com/servlet/ ArticleNews/story/RT GAM/20030523/upens0524

Disney, Richard and Paul Johnson. 2001. “An Overview”. In Pension Systems and Retirement
Incomes Across OECD Counties, eds. Richard Disney and Paul Johnson. Northampton,
MA: Edward Elgar: 1-47.

Duchesne, Doreen. 2004. “More Seniors At Work”. Perspectives on Labour and Income
(Statistics Canada Catalogue no. 75-001-XI1E), 5, 2: 5-17, February 2004 online edition.

Fore, Douglas. “Changes in Accounting Practices Matter to Pension Funds.” This volume,

Hoffman, Michael and Bev Dahlby. 2001. “Pension Provision in Canada’. In Pension Systems
and Retirement Incomes Across OECD Counties, eds. Richard Disney and Paul Johnson.
Northampton, MA: Edward Elgar: 92-130.

Holzmann, Robert. 1999. “The World Bank Approach to Pension Reform”. Social Protection
Discussion Paper Series, no. 9807. Consulted online March 1, 2004:

http://wbln0018.worldbank.org/HDNet/hddocs.nsf/View+to+Link+WebPages/ A9F42F871

DE2FA9985256794005E981670penDocument




23

Joint Forum of Financial Market Regulators (JFFMR). 2001. Proposed Regulatory Principles
For Capital Accumulation Plans. A Report by the Joint Forum of Financial Market
Regulators' Working Committee on Investment Disclosure in Capital Accumulation Plans
(April 27). Consulted online March 30, 2004:

http://www.osc.gov.on.ca/en/About/Publications/JF 010427 .pdf

Livingston, Gillian. February 22, 2004. “Ontario Not Concerned About Teachers' Pension Plan
Shortfall, Watching Stelco”. Consulted online March 30, 2004:

http://money.canoe.ca/News/Other/2004/02/22/357388-cp.html

MacNaughton, John. A. 2004. “The Challenge of Investing CPP Assets’. Presentation made to
the Calgary Chamber of Commerce, January 20. Consulted online March 1, 2004:

http://www.cppib.ca/info/speeches/Calgary Jan 04.pdf

McFarland, Janet. July 31, 2003. “Our Pension Mess Could Be Worst”. The Globe and Mail.

Consulted online March 30, 2004:

http://www.globeandmail.com/servlet/ArticleNews TPStory/L AC/20030731/RJIANE/TPBuU

sinesy/TopStories

Pension Research Council. 2003. Risk Management for Global Aging: Perspectives on the
Challenges Facing Industrialized Countries. The Wharton School of the University of
Pennsylvania WP 2003- 1.

Pozzebon, Silvana. 2002. “Have Employer-Sponsored Pension Plans Outlived Their

Usefulness?’ In Rethinking Institutions for Work and Employment, Selected Papers from
the 38" Annual Canadian Industrial Relations Association Conference, ed. Gregor

Murray et al.. LesPressesdel’Université Laval: 137-153.



24

Régie des Rentes du Québec. 2003a. “La situation financiere des régimes de retraite a prestations
determinées: Une invitation ala responsabilisation et ala prudence’. La Lettre Express.
(May 2003). Consulted online March 30, 2004:

http://www.rrg.gouv.qc.ca/fr/services/Publications/| et05- 2003fr. pdf

Régie des Rentes du Québec. 2003b. Adapter le Régime de rentes aux nouvelles réalités du
Québec. Consulted online March 30, 2004:

http://www.rrg.gouv.gc.calfr/services/Publications/ ConsPub2003. pdf

Reguly, Eric. 2004. “Stelco Plan May Hit Taxpayers Hard”. News from the Globe and Mail.
March 11. Consulted online March 30, 2004

http://money.canoe.ca/News/Other/2004/02/22/357388-cp.html

Ripsman, Colin. 2000. “Focus On Fees’. Benefits Canada, September edition. Consulted
online March 30, 2004-

http://www.benefitscanada.com/content/| egacy/Content/2000/09- 00/f ocusonf ees.html

Rubin, Sandra. 2004. “Ottawa Gears Up For Pension Overhaul: ‘Ridiculous To Have 10
Provincial Regimes For Plan”. National Post. March 17. Consulted online March 30,

2004: http://www.zsa.ca/En/Articles/article.php?aid=832

Sanford, Jeff. 2003. “ Caisse Reports Biggest Investment Loss In 37-Y ear History”, Benefits
Canada, April. Consulted online March 1, 2004:

http://www.benefitscanada.com/content/l egacy/Content/2003/04-03/industry.pdf

Sharratt, Anna. 2004. “Caisse Releases Financial, Corporate Governance Results”. Benefits
Canada News Headlines, February 18,2004. Consulted online March 1, 2004:

http://www.benefitscanada.com/news/article.jsp?content=20040218 141502 1180




25

Sharratt, Anna. 2003. “2003 Defined Contribution Plan Report”. Benefits Canada (December)

Consulted online on March 1, 2004: http://www.benefitscanada.com

Smolkin, Sheryl. 2003. “Tax, Pension Rules Make Phased Retirement Difficult”. Canadian HR
Reporter, 16, 19 (November 3): 7
Smolkin, Sheryl and Lori Satov. 2004. “Y ear of the CAP’. Benefits Canada (January)

Consulted online on March 1, 2004: http://www.benefitscanada.com

Statistics Canada, Income Statistics Division, Pensions and Wealth Program. 2003a. Canada’s
Retirement Income Programs: A Statistical Overview (1990-2000). Catalogue no. 74-
507-XIE. Ottawa, Canada: Ministry of Industry.

Statistics Canada. 2003b. “Fact-sheet On Retirement”. Perspectives on Labour and Income

(Statistics Canada Catalogue no. 75-001-XI1E), 4, 9: 1-7, September 2003 online edition.

World Economic Forum Pension Readiness Initiative (WEFPRI). 2004a. “Living Happily Ever
After: The Economic Implications of Aging Societies’, Executive Summary of a Report
to the World Economic Forum Pension Readiness Initiative developed in partnership
with Watson Wyatt Worldwide. Consulted online March 1, 2004:

http://www.weforum.org/pdf/I nitiatives/pension report 2004.pdf

. 2004b. “ Canada — Country Profile”. Consulted online March 1, 2004:

http://www.weforum.org/pdf/I nitiatives/pension canada.pdf




26
Endnotes

! The description of the public pension system draws especially on Hoffman and Dahlby (2001);
WEFPRI (2004b) and Chawla and Wannell (2004).

2 The exchange rate in March 2004 was C$1.32 = US$1.00.

3 To simplify the presentation, the discussion below focuses only on the CPP and retirement
benefits.

* Prior to 1998, a three-year average was used. The move to a four-year average that year and a
five-year onein 1999 was part of the benefit reductions implemented by the 1997 reform
described below. See Table 3.4 in Hoffman and Dahlby (2001) for a summary of other changes.

® |n 2003, contributory earnings equaled C$36,400.

® Author’s estimate. Chawla and Wannell (2004) report that benefits paid under the CPP in July
2003 were C$1.86 hillion. Multiplying the monthly figure by 12 yields estimated annual benefits
of C$22.32 billion. C$64.4 billion in the CPP divided by C$22.32 equals 2.9.

" The CPP Investment Fund was modeled on the Caisse de dépot et placement du Québec which
manages QPP funds in addition to those of other public and private sector depositors. But results
for 2002 show that the Caisse experienced a 9.6 percent decrease in net assets (C$8.6 billion)
which represents its largest loss since its creation in 1966 (Sanford, 2003). Much media
attention has been focused on the Caisse' s poor performance which isin part attributed to
guestionable investment decisions and lavish spending excesses for new corporate headquarters.
Better market conditions and a major “restructuring” of the fund has seen substantial
improvement in the Caisse's performance in 2003 when it posted weighted average returns of

15.2 percent on overall funds held (Sharratt, 2004)
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8 The limits on employee contributions in 2003 were C$15,500 for DC plans and the maximum
annual pension accrual for DB plans was C$1722.22.

% Statistics throughout the paragraph are from this same source and for 2000.

10 Withdrawals are not permitted for locked-in RRSPs to which employees transfer their accrued
RPP pension savings upon termination of RPP membership.

1 The median pooled fund fee of 1 percent assumes a 0.5 percent recordkeeping fee in addition
to a 0.49 percent investment management fee.

12 At least two members of the committee must be designated by plan members, one to represent

active participants and the other non-active members.



