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ABOUT THIS PAPER

I’m pleased to release this paper on behalf of the provincial-territorial Steering
Committee of Ministers on Pension Coverage and Retirement Income Adequacy. The
Steering Committee’s mandate was to study retirement income adequacy and the specific
issue of pension plan coverage, as well as propose and analyze options for improving
pension plan coverage.

Federal, provincial and territorial Finance Ministers will undertake further analysis of
these two options and consider other ideas for improving the retirement income system.
Provincial and territorial Finance Ministers will report out in August 2010. Among the
broader range of options to be considered are potential innovations in pension plans and
other retirement savings vehicles created by and for employers, employees and
individuals, along with tax and other public policy changes that might be needed to
facilitate such innovations.

Finance Ministers have agreed that each jurisdiction may undertake consultations as it
deems appropriate. The release of the Steering Committee’s paper is intended to aid in
public discussion. Three important points should be kept in mind to put this information
and any consultations into context:

1) No jurisdiction — federal, provincial or territorial — has endorsed these options;

2) Finance ministers do not view the options in this paper as the only ones under
consideration;

3) These options, as well as others that are being analyzed or that may be proposed,
are not mutually exclusive. In fact, some combination of options may provide the
best solution to improve Canada’s retirement income system.

The Steering Committee looks forward to the development of viable options to ensure the
retirement income security of future generations of Canadians.

Colin Hansen

Chair

Steering Committee of Ministers on Pension Coverage
and Retirement Income Adequacy
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OPTIONS FOR INCREASING PENSION COVERAGE AMONG
PRIVATE SECTOR WORKERS IN CANADA

EXECUTIVE SUMMARY

This paper analyses the most promising options for increasing pension coverage through a
national pension plan. It is intended as an aid to Ministers to determine whether there is
sufficient consensus to recommend proceeding with the development of one, or a combination, of
the options.

The Problem

Although research suggests that in Canada, most of today’s retirees have sufficient income to
maintain their pre-retirement lifestyles, concerns have been raised about the fate of future
retirees.

Current pensioners receive a significant proportion of their income from workplace pension
plans. Yet workplace pension coverage has been steadily declining. Employers are not required
to offer a pension plan. Despite good business reasons for offering them, changing workplace
dynamics (international competition, reduced unionization of the workforce and declining size of
employers), rising costs and increasing regulatory burden are making employer sponsorship of
pension plans less attractive.

Today, sixty-seven percent of the Canadian labour force and three in four private sector
employees are not covered by an occupational pension plan.

This may not create a problem if other types of savings fill the gap. But evidence indicates that
the average Canadian is not saving enough for retirement. Registered Retirement Savings Plans
(RRSPs) are tax-effective savings vehicles, yet they are not being fully utilized — contribution
rates are low, and are skewed towards higher income individuals. And the capacity of individuals
to accumulate personal savings for retirement is seriously impacted by high fees for retail
investment — some studies say the highest in the world.

What about the mandatory part of Canada’s pension system? Canada’s public pension system
(Canada/Quebec Pension Plan (CPP/QPP) and Old Age Security programs) is designed to
provide up to approximately 40% of the average wage to retirees ($46,300 in 2009). The CPP is
considered exemplary for its funding model, but ranks poorly among comparable high-income
countries within the Organisation for Economic Co-operation and Development (OECD) for its
limited scope. Public pensions in comparable OECD countries cover almost double the average
wage, twice the scope of the OAS and CPP.
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In summary, shortfalls appear to exist in both the mandatory and voluntary parts of Canada’s
retirement income system. Those individuals who are not adequately covered by mandatory
programs, who have no access to a voluntary employer-sponsored pension plan, and who are not
accumulating enough personal savings will not have adequate income in retirement. Specifically,
those earning between approximately $30,000 and $100,000 appear to be the most vulnerable.
Individuals earning less than $30,000 appear to be well-served by our public pension system.
Those earning more than $100,000 are likely to have sufficient resources to plan for their
retirements. According to a 2007 study by the University of Waterloo:

... two-thirds of Canadians in the private sector earning between $30,000 and $100,000 who are planning to
retire in 20 years will not have sufficient retirement income to cover necessary living expenses.

This problem will manifest in the future. Uncertainty about the future is challenging for
decision-makers. Are we certain the problem will materialize? Can we afford to wait and see?
What are the consequences of inaction to future retirees and taxpayers if the problem is real?

Calls for Reform

Four provinces (Alberta, British Columbia, Ontario and Nova Scotia) and the federal government
have undertaken significant pension reviews over the last two years. Among numerous
recommendations on pension standards issues, the idea of expanding the mandate of the CPP or
creating a national voluntary pension plan arose in every review.

A broad spectrum of stakeholders is calling for a national pension approach to address the
problem of waning pension coverage. The Canadian Association for Retired Persons, the
Canadian Labour Congress and the Federal Superannuates National Association have all
proposed an expansion to the existing mandatory, defined benefit CPP. A number of experts
recommend the addition a of a voluntary, defined contribution “tier” to the CPP. The federal
NDP and Liberal parties have both recently announced that they are in favour of expanding the
CPP in some manner. The House of Commons passed a motion in June that the federal
government should work with provinces and territories to introduce measures such as expanding
and increasing the CPP and other federal retirement programs.

The insurance industry has recommended against a “government-run” pension plan.
Representatives suggest they could create an effective pension plan model to increase pension
coverage if pension regulations and income tax rules were modernized.

British Columbia has already announced that, barring the creation of a national supplementary
plan, it will spearhead the establishment of a pension plan for all workers who do not have access
to an employer-sponsored plan. Alberta and Saskatchewan have agreed to collaborate with
British Columbia to explore the possible design of such a plan, and other provinces have shown a
strong interest in the idea.

! In the report, necessary living expenses are identified as food, shelter, clothing, transportation, health care, energy
and taxes.
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The Options

This paper analyzes two proposals for increasing pension coverage in Canada through a national
pension plan:

1. A Canada Supplementary Pension Plan (CSPP) — a voluntary, defined contribution “tier”
that would be added to the CPP;

2. A CPP Expansion — an expansion of the existing mandatory, defined benefit plan through
an increase in the replacement rate, or the upper limit on income on which the pension is
calculated, or both. A CPP Expansion could take a variety of forms. As a result, three
variations are presented for consideration in the paper.

The analysis highlights the similarities and differences between the proposals and shows how
each could contribute to addressing the future pension coverage problem.

The CPP Expansion would naturally leverage the existing CPP infrastructure to provide
efficiencies that would lower overall costs. The CSPP contemplates a close relationship with the
CPP that would achieve a similar result.

Both models emphasize the advantages of scale, low cost, expert administration and investment
management. The CSPP would offer limited investment choice based on risk tolerance. The
expanded CPP, like the current CPP and other defined benefit pension plans, would not offer any
investment choice to members.

Both proposals would target particular income groups by setting upper and lower limits on the
income that would be subject to contributions. The CSPP focuses on the target group identified
in the University of Waterloo study (workers earning between $30,000 and $100,000). Each
variation for a CPP Expansion targets different income ranges. One variation proposes increased
benefit levels to all CPP participants.

The CSPP model, envisioned as a voluntary plan, contemplates automatic enrolment as an
effective way to maximize participation without making it mandatory. The CPP Expansion
would retain the mandatory nature of the existing CPP.

The CSPP would be operated independently, at arm’s length from government. The CPP

Expansion would fall within the existing CPP governance structure, that is, joint stewardship of
federal and provincial governments, and an independent, arm’s length Investment Board. Both
reflect the need for independent investment management that is free from political interference.

Both models consider the potential role for the private sector in administration, investment
management, custodianship and annuitization (i.e., the purchase of a life-time pension with a pot
of money on retirement), where applicable. The insurance industry proposal that pension
standards be modernized so that insurance companies can create innovative plan designs is also
considered.

The evolving character of the retirement market points to a major role for governments. The
products are complex, and there is an asymmetry of knowledge and information between
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consumers and sellers. This suggests a role for governments in ensuring that individual interests
are protected and that all Canadians have the opportunity to save for their retirement in a cost-
effective and efficient manner.

Reaching Consensus

While the two options for a national pension solution are presented as separate options, they are
not mutually exclusive. Ministers may wish to consider mixing elements of each model to arrive
at the best solution. In addition, a blend of the two models has the potential to address savings
deficits in both the mandatory and voluntary sections of the Canadian retirement income system.
The role of the private sector should also be considered, both in terms of its expertise in pension
plan administration, investment management, custodianship and retirement income delivery, and
as innovators in alternative pension plan design.
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STEERING COMMITTEE OF PROVINCIAL/TERRITORIAL MINISTERS
ON PENSION COVERAGE AND RETIREMENT INCOME ADEQUACY

OPTIONS FOR INCREASING PENSION COVERAGE AMONG
PRIVATE SECTOR WORKERS IN CANADA

SCOPE

This paper focuses on the most promising options for a national supplemental pension solution
for consideration by the Steering Committee and, ultimately, Finance and Pensions Ministers at
the December meeting in Whitehorse. It is not intended to examine every possible option or
alternative. While it addresses key policy issues, some are set aside for future consideration,
should Ministers decide to pursue a national solution. A list of policy issues that will require
further analysis is included for reference in Appendix B. The paper is intended primarily as an
aid to Ministers to determine whether there is sufficient interest to proceed with further
development of one, or a combination, of the options outlined.

CANADA’S RETIREMENT INCOME SYSTEM

Retirement income systems around the world are often described in terms of “three pillars” of
retirement income. There are different interpretations of how the components of the pillars
should be categorized. For the purposes of this paper, the pillars are defined according to the
OECD framework for retirement income.

Pillar 1 is comprised of publicly funded pensions. It generally consists of programs that are
financed from tax revenues and focus on the elimination of poverty. These programs are
typically available to the elderly based on criteria such as age and years of residence or
citizenship, with or without an income or means test.

In Canada, Pillar 1 consists of Old Age Security (OAS), the Guaranteed Income Supplement
(GIS) and two smaller programs targeted at surviving spouses of couples in receipt of OAS/GIS
benefits.

Pillar 2 is made up of compulsory programs for the employed and self-employed that focus on
the maintenance of comparable living standards before and after retirement and are designed to
replace a portion of pre-retirement earnings.

In Canada, Pillar 2 consists of the Canada and Quebec Pension Plans (CPP/QPP).

Pillar 3 consists of voluntary personal savings, including employer-sponsored occupational
pension plans and tax-assisted individual retirement savings. It is designed to supplement the
first two pillars so that when combining all three sources, retirees have adequate income to
approximate their pre-retirement living standards.
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In Canada, Pillar 3 includes registered pension plans (RPPs) provided voluntarily by employers
and/or unions, group or individual registered retirement savings plans (RRSPs), and the new Tax
Free Savings Accounts (TFSAS).

The OECD model does not include other personal savings, such as non-tax-assisted investments
and home equity. These forms of saving are included in other models. The World Bank’s three
pillars include them in pillar three, and other studies place them in a fourth pillar (e.g. University
of Waterloo, 2007).

In Canada, it is generally agreed that the combination of all three pillars contributes to a healthy
retirement income system. To the extent that all three pillars are strong and sustainable, all
Canadians will have adequate resources in retirement to maintain a standard of living comparable
to their pre-retirement standard.

An important and somewhat controversial issue is the appropriate target for replacing pre-
retirement income as individuals transition to retirement. The debate focuses on a number of
issues, including the different replacement rates that may be necessary for families depending on
their size, pre-retirement income levels, and whether the family unit owns a home or rents. Since
post-retirement expenses are usually less than pre-retirement expenses, and taxes are generally
lower, it is commonly acknowledged that individuals usually require less income in retirement to
maintain a similar lifestyle.? Individuals with low pre-retirement incomes may need higher
replacement rates than individuals with high pre-retirement incomes. Some suggest that home
ownership could reduce the required replacement rate, as homeowners do not pay rent and may
downsize or sell their homes in retirement, thus converting their asset into a potential stream of
income. However, homeowners must pay property taxes and maintenance costs that may
increase as housing stock ages, and may not intend to downsize or sell their homes in retirement.

A frequently used target for an adequate level of income replacement in retirement is between
60% and 85% of pre-retirement income. In the final analysis, individuals will likely have
different objectives and plans in retirement — there is no one size fits all.

The public components of the Canadian retirement system (Pillars 1 and 2) are targeted to
provide support at the lower end of the income spectrum, and are designed to deliver about 40%
of pre-retirement income (15% from OAS/GIS, and 25% from CPP/QPP) for individuals earning
up to the national average wage ($46,300 in 2009). They provide a high degree of income
replacement at the lower end of the income scale — those earning up to approximately $30,000 —
but contribute progressively smaller proportions as incomes increase.

The CPP has been cited by the OECD as exemplary world-wide for its financial sustainability,
and Canada compares favourably internationally in terms of future income security for its lower

2 Keith Horner’s paper for the Research Working Group, “Retirement Saving by Canadian Households,” concludes
from a net disposable income continuity analysis that, depending on family type and home ownership, gross
replacement ratios in the 53% to 75% range are needed to ensure full continuity of pre-retirement consumption in
retirement (p. 22). To promote 100% consumption continuity, he suggests that a replacement ratio of 80% for
modest income Canadians is required (p. 45).
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income citizens (OECD, 2009). However, the scope of Canada’s public programs at middle to
higher income levels compares less favourably. The World Bank observed in 2007:

...the ceiling on public pensions averaged across 16 high-income OECD countries is 190 percent of average
economy-wide earnings. At roughly the level of average economy-wide earnings, the Canadian ceiling is
exceptionally low.

In other words, the first and second pillars in the Canadian system, although financially strong,
contribute considerably less to those who were middle to higher income earners than these pillars
do in most other comparable OECD countries. The World Bank data shows that Canada’s public
pension programs cover incomes up to the level of our average wage, while comparable programs
in other high-income OECD countries cover income levels up to almost double the average wage
in those countries. According to Baldwin:

....on earnings up to one half average wages and salaries [$23,150], the benefits from Canada’s publicly
administered programs meet the commonly used replacement rate target of 70 per cent of pre-retirement earnings.
However, the replacement rate that emerges from these programs declines quite steeply as a result of the flat rate
amount of the OAS and the offset of CPP benefits against GIS entitlements. Thus at average wages and salaries,
there is a significant gap to be filled by third pillar income to eliminate the difference between what is available
from OAS, C/QPP and GIS, and a replacement rate target of 70 per cent. As earnings increase beyond the level
of average wages and salaries, the gap to be filled continues to increase.

Table 1 below illustrates the role played by the first two pillars in Canada in terms of replacement
rates provided, compared to other OECD countries (Baldwin, 2009, p. 15). Canada’s
comparative rank is 13" with a 76.5% replacement rate for those at the lower end of the income
spectrum (annual income in the $23,000 range) but drops to 26" out of the 30 OECD countries,
with a replacement rate of only 29.7% at 1.5 times the average wage ($69,450 in 2009).

Table 1: Gross Replacement Rates (RR) Provided by Pillars 1 and 2,
Canada and OECD Comparators

0.5 x Average Wage | 1.0 x Average Wage 1.5 x Average Wage
[$23,150] [$46,300] [$69,450]
Canada RR 76.5 44.5 29.7
Canada Rank 13 20 26
OECD Average RR 71.9 59.0 54.3
OECD Highest RR 124.0 95.7 95.7
OECD Lowest RR 43.0 30.8 21.3

Based on OECD, 2009

With Pillar 1 and 2 combined replacement rates of 44.5% at the $46,300 wage level, and only
29.7% at the 69,450 level, it is clear that middle and higher income Canadians must rely
extensively on Pillar 3 (occupational pensions and personal retirement savings) to maintain pre-
retirement standards of living in retirement.
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THE PROBLEM

Except for very low income Canadians (those earning below approximately $23,000 annually)
who receive adequate income replacement levels from Pillars 1 and 2 sources, Canadians must
rely significantly on Pillar 3 (RPPs and tax-assisted savings) to maintain pre-retirement
consumption levels after retirement.

Research suggests that most of today’s retirees in Canada are achieving adequate income
replacement rates to maintain pre-retirement levels of consumption, and certainly to pay basic
living expenses. However, current pensioners receive a significant proportion of their income
from RPPs and personal investments. Of an average annual income for seniors of $30,000,
almost 50% comes from Pillar 3 sources.®

Given today’s heavy reliance on Pillar 3 income sources, what are the prospects for future
retirees?

In Canada, employers are not required to provide a registered pension plan or any other
retirement savings vehicle for their employees. Most employers have strong business reasons for
including pensions in the compensation package in order to attract and retain scarce labour; but
rising costs and mounting risks, along with increasing regulatory burden, are making employer
sponsorship of pension plans far less attractive.* As regulatory standards are strengthened to
secure the benefits of members, increasing obligations for plan sponsors may have had the
unintended consequence of deterring employer participation in the current voluntary system.

Employer-sponsored pension plan coverage has been declining since the late 1970s, and has
fallen from 46.1% of paid workers in 1977 to 38.3% in 2007 (Baldwin 2009 at p. 8). Sixty-seven
percent of the Canadian labour force and three in four private sector employees are not covered
by an occupational pension plan.

Not only has pension coverage by employer-sponsored pension plans declined, but other Pillar 3
programs have fallen short of the social policy objective of increasing retirement savings to meet
targeted retirement income replacement rates.

Existing tax incentives on their own do not appear to have encouraged adequate savings. RRSP
contributions are low (only 31% of eligible tax filers made an RRSP contribution in 2007 and
contributions represented only 6% of the total RRSP room available to tax-filers). Further,
contributions are skewed towards individuals in the top level of income distribution (TD
Economic Special Report, 2009; Horner, 2009, Table 4.4, pp. 31-32) and the high costs
associated with retail investing have impacted the capacity for these plans to accumulate
sufficient savings over time.> Since the economic downturn of the past year, one in eight

¥ $10,100 from pension plans and $3,500 from investments (Baldwin, 2009, p. 33). Another $2,500 comes from
earnings, a source not included in any of the retirement income pillars.

* The introduction of solvency funding requirements in the late 1980s, combined with weak stock market
performance, increased longevity and low interest rates in the current decade has had a serious impact on pension
plan financing, while adverse court rulings on surplus ownership and the introduction of governance guidelines for
both DB and DC plans has imposed further obligations on employers who wish to have pension plans for employees.
> Ambachtsheer and Bauer, 2007.
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Canadians has either reduced contributions or stopped contributing to an RRSP (HSBC, 2009 at
p. 4). In his paper for the Research Working Group, Horner observes:

RRSP contributors who do not belong to RPPs do contribute more on average to RRSPs than do contributors who
are RPP members. The difference is not great enough, however, to support the idea that RRSP-only contributors
are achieving savings levels similar to those of RPP members. (p. 36)

Even if RPP and RRSP savings are insufficient, some argue that there is no evidence, at least up
until now, of significant gaps in the retirement system (Baker and Milligan, 2009). They suggest
that other forms of personal savings, such as non-tax-assisted investments, home equity and
business ownership will fill the gap for those that do not have occupational pensions or sufficient
RRSP savings. However, others argue that there is no tangible evidence to support this theory
and that there a looming problem. Horner states (at p. 33):

[The] analysis suggests that in the modest/middle earnings range, about 40% of households are not saving enough

for full maintenance of their pre-retirement consumption, and about 28% face serious shortfalls in their living
standards.

According to a 2007 study undertaken by the University of Waterloo and funded by the Canadian
Institute of Actuaries, two-thirds of Canadians in the private sector earning between $30,000 and
$100,000 who are planning to retire in 20 years will not have sufficient retirement income to
cover necessary living expenses.® Baldwin, 2009 suggests that roughly one-third of the near
elderly” will not achieve continuity of living standards in retirement.

While the future can never be certain, there is considerable evidence to suggest that a significant
proportion of modest to middle income Canadians are not saving enough to maintain their pre-
retirement living standard, and a significant minority of these may not be able to cover basic
living expenses in retirement. Only 25% of working-age Canadians in the private sector are
members of pension plans. While, in theory, tax-assisted vehicles provide the opportunity for
adequate savings in retirement, actual savings rates do not appear to be filling the gap.

A challenging combination of factors, not contemplated previously in the evolution of our
retirement system, faces Canadian decision-makers today:

e an aging population - increasing pressure on not only the retirement system, but also on health
and other social program costs,

o slower labour force growth - creating potential intergenerational funding pressures,

¢ the trend toward early retirement - in part due to incentives built into the system under earlier
demographic and mortality assumptions,

¢ inadequate retirement savings - especially in Pillar 3,

e increasing pension costs due to greater longevity, low interest rates and poor investment
returns,

e the growing complexity of investment markets and retirement products,
o low general levels of financial literacy in the population,

® Necessary living expenses are identified as food, shelter, clothing, transportation, health care, energy and taxes.
7 Unattached individuals and family units with a head of family aged 45 to 64.
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e some of the highest investment management fees in the world,® and

e increased risks to employers - resulting in an overall decrease in employer-sponsored
pensions, as well as a shift from defined benefit (DB) plans in favour of defined contribution
(DC) plans® and group RRSPs.

Collective wisdom suggests that the number of pension plans in the private sector, particularly
DB plans, will continue to decline unless there are significant fundamental changes to the
regulatory framework, including both pension standards and income tax rules. Several provinces
and the federal government are currently working on improvements to their regulatory
frameworks, and recently announced federal income tax changes will help to allow for more
prudent funding of DB plans in future.™

However, even with improvements, many believe that the best that can be expected is a slowing
of the pace of declining coverage — and perhaps the preservation of existing DB plans. There is
considerable pressure from pension experts to modernize pension standards to encourage
innovative plan designs that could replace the current DB model. Further, they recommend that
we consider shifting the pension delivery model away from employers on the grounds that
employers are increasingly unwilling or unable to bear the costs and risks of pension plans. They
tell us that multi-employer pension plans with sufficient scale could achieve cost efficiencies,
increase coverage and portability, and provide reasonable benefit security. High-performing
expertly managed DC plans*! and target benefit plans,*? with shared governance models (such as
joint trusteeship), are of growing interest to employers who wish to minimize risk and costs, and
to employees (particularly younger Canadians) concerned with mobility and flexibility.

The combination of the weaknesses in Pillar 3 and the limited scope of Pillar 2 form the nub of
the savings deficit problem in Canada.

CALLS FOR REFORM

Calls for pension reform are mounting, with pension coverage and benefit security rapidly
becoming pressing public policy issues for Canada. Recent economic events have called into
question not only the immediate needs of current pensioners and those nearing retirement, but

® See Rekenthaler et al., 2009 at pp. 13, 26; Khorana et al., 2009; Appendix E.

% A defined contribution pension plan is one for which contributions are “defined” or fixed, and the amount of the
benefit depends on the investment performance of the fund. In contrast, a defined benefit pension plan is one for
which benefits are defined, or guaranteed, regardless of the investment performance of the fund, and contributions
may be adjusted to achieve the guaranteed level of benefits.

19 The federal government announced on October 27 that it will amend the income tax rules to increase the amount
of surplus that may be held in pension plans from 10% to 25% of liabilities. Currently, employers must cease
contributing if surplus exceeds the 10% limit, effectively precluding the ability of employers to build prudent
margins into their funds. However, until employers have assurance that they will have unrestricted access to excess
surplus in the future, it is not likely that many employers will create surplus buffers in their DB plans.

1 The concept of high-performance, expertly managed DC plans has emerged as an alternative to the “traditional”
DC plan, which is often inexpertly administered by an employer and under-performs due to its reliance on member
selected investments. Strong governance, expert investment management and large scale, features which are
generally found in large DB plans, have been identified as characteristics that greatly improve DC plan performance.
12 Target benefit plans are similar to DB plans since contributions are based on projected retirement benefits, but are
similar to DC plans in that benefits are not guaranteed and are based on investment performance. Commingling
would combine the funds of a number of pension plans into a single fund, thereby achieving the advantages of scale.
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also the long-term retirement income prospects of Canadians. Four provinces (Alberta, British
Columbia, Ontario and Nova Scotia) and the federal government have undertaken significant
pension reviews over the last two years.

In November 2008, the Ontario government released A Fine Balance, the report of the Ontario
Expert Commission on Pensions (OECP). Despite its mandate being limited to DB plans, the
OECP made a number of recommendations for improving benefit security and expanding pension
coverage. Articulating the need to complement the traditional “pure” DB or DC model, the
OECP recommended a new strategy to offer the advantages of scale and expert administration to
Ontario’s pension plans by allowing them to access “super-plans” (those with assets in the range
of $10 billion). Ontario responded by enacting legislation in June that allows two large public
sector plans in Ontario (Ontario Teachers’ Pension Plan (OTPP) and Ontario Municipal
Employees Retirement Pension Plan (OMERS)) to form subsidiaries to take over the
administration of smaller plans.

The OECP report also suggests that rules be enacted to enable and promote large, commingled
target benefit plans that might provide affordable pension coverage to those who do not currently
have it.

In addition, the OECP noted that a number of stakeholders had urged an expansion of the existing
CPP to increase the unit of benefit, the maximum earnings on which benefits accrue, or both. It
suggested that the government investigate the advantages and disadvantages of expanding the
mandate of the CPP, or creating a comparable provincial plan, so as to enhance pension coverage,
control costs and improve benefit continuity when individuals change employers (pp. 187 — 88).

One week after the release of the OECP report, the Alberta/British Columbia Joint Expert Panel
on Pension Standards (JEPPS) issued its report on pension standards, Getting Our Acts Together.
In addition to recommendations to improve the provinces’ minimum pension standards, JEPPS
recommended that the two provinces facilitate the establishment of an independent, widely
accessible, privately-run DC voluntary pension plan to address the problem of low pension
coverage in the private sector (pp. 180 — 92).

In January, 2009, Nova Scotia’s Pension Review Panel also recommended a province-wide
pension plan similar to the model recommended by JEPPS.

In response to the JEPPS report, British Columbia has already announced that it will spearhead
the establishment of the recommended plan and passed enabling legislation. However,
recognizing the advantages of larger scale and improved portability afforded by a national or
multi-province plan, the Alberta and British Columbia governments have been working to attract
other provinces to collaborate on the initiative. As a result, British Columbia, Alberta and
Saskatchewan premiers signed a letter of intent in March 2009 agreeing that their governments
would explore the possible establishment of a regional occupational pension plan. Since the
establishment of the Research Working Group and the Steering Committee, further development
of the regional plan has been temporarily deferred in favour of building support for a national
approach.
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A variety of stakeholders, including pensioners’ organizations, labour unions and pension experts
have called for a national supplementary occupational pension plan or an expansion of the
existing CPP to address the problem of waning pension coverage. A number of other provinces,
as well as the federal House of Commons, have also expressed interest in the idea. On June 16,
2009, the House passed a motion that “in light of the legitimate concerns of Canadians that
pensions and their retirement security may not be there for them in their retirement years,” the
federal government should work with provinces and territories to “ensure the sustainability of
Canadians' retirement incomes by bringing forward at the earliest opportunity, measures such as
expanding and increasing the CPP/QPP, OAS and GIS to ensure all Canadians can count on a
dignified retirement” (Debates, June 11 and 16, 2009).

STAKEHOLDER PERSPECTIVES

Most stakeholders participating in the consultations undertaken in Alberta/British Columbia,
Ontario and Nova Scotia agreed that the future retirement income security of Canadians is of
concern. While suggested solutions varied, a common theme was that remedies to the pension
system are urgently required.

Stakeholders consulted by the JEPPS were strongly in support of a broadly-based multi-employer
pension plan, and many argued for a national approach - leveraging the existing infrastructure of
the CPP. When consulted by the Alberta and British Columbia governments after the release of
the JEPPS report, respondents were also generally supportive of the idea of a widely-accessible
plan. Some trade unions and labour organizations indicated their strong preference for a
mandatory DB model over the voluntary DC plan recommended by the panel, because they
believe that a mandatory DB model would produce better incomes and risk protection for
workers. Furthermore, they fear that a voluntary DC plan could supplant existing DB plans.

The announcement by the British Columbia government that it would spearhead the
establishment of a broadly accessible multi-employer DC pension plan has been well-received,
particularly by the self-employed and small business sectors. They see a large multi-employer
occupational plan as a viable way for the self-employed to access a registered pension plan,** and
for small enterprises to offer low-cost pensions with expert services normally only available to
large-scale pension plans. Smaller businesses also see the proposal as a vehicle that would allow
them to compete more effectively with larger firms in the same sector for scarce labour resources.

On the other hand, stakeholders in the insurance industry have expressed significant concerns that
a government-facilitated pension model would directly compete with them in their traditional
market territory, and would prefer a hands-off approach. They acknowledge that the existing
retirement income system in Canada will not provide adequate retirement incomes to a significant
portion of the future retired population. However, they believe that government’s involvement
should be limited to improving the regulatory framework to provide the flexibility required for
the private sector to develop alternative pension products similar to the model recommended by
JEPPS, using their existing infrastructure and expertise.

3 As noted elsewhere in the paper, self-employed Canadians participate in the CPP/QPP, paying both employee and
employer contributions.
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The Financial Advisors Association of Canada recently commissioned a report, “Encouraging
Small and Medium Sized Firms to Participate in Pension Plans,” which advocates the fostering of
group plans in the private sector to exploit economies of scale, thereby reducing administrative
complexities and fees (Gunderson and Wilson, 2009). Suggested plan design elements, such as
automatic enrolment with opting out provisions, the simplicity of the DC model, a limited range
of investment options and life-cycle investment strategies, have much in common with the
recommendations of the JEPPS and others for a more centralized, government-facilitated pension
plan. The key differences centre on how these plans would be governed, and beliefs regarding
the ability of the private sector to deliver on large scale and low cost. These differences are
explored later in the “Discussion” section of this paper.

OPTIONS FOR A NATIONAL PENSION PLAN

Under the Terms of Reference for this analysis, three possible models for a nationwide pension
plan were to be examined:

Option 1: Canada Supplementary Pension Plan (CSPP) — based on the multi-employer, DC top-
up to the CPP, originally proposed by Keith Ambachtsheer.

Option 2: Pension One — based on the multi-employer, DC model originally proposed by the
JEPPS as the “ABC Plan”.

Option 3: CPP Expansion — builds on the current mandatory, DB national plan by increasing
contributions and/or the income threshold subject to contributions, originally
proposed by the Federal Superannuates National Association (FSNA).*

On further analysis we have concluded that the essential features of Pension One are almost the
same as those of the CSPP. The primary difference between the two models is their relationship
with the existing CPP. The CSPP is described as an additional “tier” overlaid on the existing
CPP, while Pension One is envisioned as a stand-alone multi-employer pension plan. Under
either arrangement, there would be clear advantages to working in close cooperation with the
existing CPP. The details of the relationship with the CPP under each model would require
further study should it be decided to pursue a CSPP-like approach. To simplify the following
analysis, we have focused on just two models:

Option 1: CSPP (or Pension One), and
Option 2: CPP Expansion.

Minor differences between Pension One and the CSPP are identified where relevant.

While the two options in this paper are presented as separate and distinct, they could be seen to
address different aspects of the problem, and should not be viewed as mutually exclusive.
Rather, considering the problem in terms of the weaknesses identified in both Pillars 2 and 3, the
options could be also combined in some manner to address them.

! Federal Superannuates National Association, 2008.
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1. Canada Supplementary Pension Plan

The CSPP would be a supplementary occupational pension plan that is:
e voluntary,
e available to all employers,

e available to all workers (including the self-employed) who are not otherwise covered by a
workplace pension plan, and

¢ regulated under the existing regulatory framework for pensions and income tax.

While it is intended to operate at arm’s length from government, the CSPP does contemplate a
role for governments during its establishment phase. The role of government would be to
provide a framework that ensures a sustainable, low-cost pension plan is ultimately developed
and maintained. Economies of scale and portability (or continuity of coverage) would be
achieved by creating one very large plan that would bring together unrelated employees, self-
employed individuals and employers. Scale and portability (or continuity of coverage) are core
features to achieving the objectives of low cost and flexibility for members.

The government would not be the plan “sponsor,”*> nor would it be responsible for pension
obligations to members. A non-profit board of trustees with relevant expertise and representation
would be the fiduciary of the plan.'® The board would operate independently of government, and
would likely hire agents to invest the funds and provide other relevant services as required.

Board appointments would likely be made by a nominating committee, similar to the current
arrangement for the Canada Pension Plan Investment Board (CPPIB).

The CSPP is a simple DC pension plan into which it is proposed that both employers and
employees would be automatically enrolled with the ability to opt out. The use of automatic
enrolment in a voluntary model is examined later in the Discussion section of this paper.

One of the elements of a low-cost model is a simple contribution formula. The CSPP proposal
contemplates an annual contribution rate of 10% of earnings: 5% each from employer and
employee. (JEPPS recommended a tiered approach: an option of 3%, 6% or 9% each from
employer and employee.) Contribution levels may change over time to accommodate changing
priorities and financial resources of the member or the employer. Contributions would be
credited to fully funded individual member accounts (similar to the proposed UK personal
accounts system).

Because Pillars 1 and 2 already provide adequate retirement income to those at lower income
levels, a contribution threshold of $30,000 of earnings is suggested. That is, contributions would
not be payable on income below $30,000. The proposed contribution rate of 10% is expected to
achieve a target replacement rate of 70 to 75% of pre-retirement income.” To keep
administration and investment costs low (50 basis points is considered appropriate and

15 A plan sponsor is an entity that plans, designs, normally helps to administer and may guarantee the benefits of an
occupational pension plan for its employees or members.

16 A pension plan fiduciary is the individual or entity that is charged with the responsibility of acting in the best
interests of the members in administering the plan and investing the pension funds.

7 Ambachtsheer, 2008.
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achievable), and ensure maximum returns, there would be limited or no individual investment
choice. Rather, investment strategy would be developed by the trustees, who would rely on
expert investment managers to recommend specific investments. This approach is consistent
with that of DB pension plans, which have been shown to consistently outperform employee-
directed investment.*®

Investment management, administration and custodianship could be handled internally, or they
could be publicly tendered, offering opportunities for the private sector to provide these services.
A combination of internal and external management could also be considered. Life-cycle
investment strategies and options for staged annuitization within the plan are also suggested, and
should be further explored should a decision be made to pursue this model.

2. Expansion of the Canada Pension Plan

A number of stakeholders have suggested that the existing CPP should be expanded as a way of
addressing the pension coverage problem. The FSNA (represented by Bernard Dussault, former
federal chief actuary with the CPP), the Canadian Association of Retired Persons (CARP), the
Canadian Labour Congress, and both the federal Liberals and NDP have all proposed that the
existing CPP be expanded in some fashion.

An expansion of the existing CPP would provide enhanced benefits under a pension plan model
that:

is mandatory,

requires the participation of all employers,

covers all workers (including the self-employed), and

is operated under the existing framework for the CPP.

The degree to which coverage would be expanded depends on the details of the model, i.e. the
targeted replacement rate on pensionable earnings and the maximum level of income that would
be subject to contributions (otherwise referred to as the Year’s Maximum Pensionable Earnings
or YMPE).

The FSNA proposal goes the furthest, with a target replacement rate of 70% for everyone earning
up to the maximum income level for RRSP contributions ($116,667 for 2009). This would
require a doubling of contributions at the lower income levels (up to the current YMPE of
$46,300) as well as new contributions on incomes between the current YMPE and the proposed
YMPE of $116,667 (which would increase annually to keep pace with wage trends, as in the
existing CPP). As a result, income replacement rates would rise from the current 25% of the
average industrial wage, to 70% of pre-retirement income up to the $116,667 level. These
increases would be gradually phased in, to avoid significant short-term shocks to the system.

The FSNA proposal would be a major departure from the current situation since it would
effectively replace Pillar 3 forms of retirement savings by expanding Pillar 2 to such an extent
that no additional savings would be required. As noted by Baldwin, most OECD countries have
three pillar pension systems. However, there are exceptions. For example, Austria, Germany,

18 Tang et al., 20009.
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Hungary, Italy, and the United States have no first pillar programs; Iceland and New Zealand
have no second pillar programs, and Finland, Greece, Italy, Poland, Portugal, Spain and Turkey
have such comprehensive publicly administered programs that Pillar 3 savings, including
employer-sponsored pension plans, are not necessary. If Canada were to implement the FSNA
proposal, it would join the third list of countries by eliminating the need for third pillar savings.

In Canada it is generally believed that all three pillars contribute positively to income security in
retirement, and that the three pillar system reduces risk by fostering a diversity of retirement
savings mechanisms.

At the same time, the level of income provided by the first two pillars in Canada to middle and
upper income individuals is extremely low relative to other high-income OECD countries.”® An
expansion of the existing Pillar 2 would improve Canada’s ranking on public program adequacy
when compared with other OECD countries, and could mitigate the risks of savings deficits in the
third pillar.

While the FSNA version of expanding the CPP may be considered too extreme, ?° variations on it
could have strong potential for an efficient and relatively simple fix. Three variations are
considered below. Under either variation, implementation is projected over a full 40 years.

Table 2: CPP Expansion — Comparison of Current CPP with Three Variations

Current CPP | Variation 1 Variation 2 Variation 3
YMPE $46,300 $92,600 $92,600 $69,450
Maximum pension as a percent
of career pensionable earnings 25% 50% 25% 25%
Maximum pension payable
(monthly) $908.75 $3,635.00 $1817.50 $1363.13
Employee/employer
contribution rate to $46,300 4.95%/4.95% | 7.95%/7.95% | 4.95%/4.95% | 4.95%/4.95%
Employee/employer
contribution rate from $46,301 0.0%/0.0% 6.0%/6.0% 3.0%/3.0% 3.0%/3.0%
to new YMPE

Notes: Self-employed individuals pay both the employee and employer contributions. These
rates are not additive. A portion of the contribution rate up to the current YMPE pays for
unfunded liabilities arising from the payment of benefits for service that predated the
establishment of the CPP. The contribution rate from the existing YMPE to the new YMPE
assumes the new benefits are fully funded, with no retroactive effect.

19 See Table 1 above, and related discussion.
20 For example, the NAFR proposal would provide significant additional pensions to individuals at the lower end of
the salary spectrum for whom existing Pillar 1 and 2 programs already provide sufficient income replacement in

retirement.
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As can be seen in Table 2, the CPP Expansion model allows for significant variations in benefit
levels. Variation 1 doubles both the replacement rate and the maximum pension covered by the
CPP. Variations 2 and 3 leave the replacement rate as it is, and increase the maximum
pensionable earnings by 2 times and 1.5 times respectively.

e Variation 1 applies to all earnings levels. It would quadruple the maximum pension payable
(available to individuals who work a full 40 years and have earnings at or greater than the
YMPE of $92,600 in each of those years). Employee and employer contributions would each
increase by 3.0% on earnings up to $46,300, and by 6% on earnings between the $46,300 and
$92,600.

e Variation 2 does not apply to earnings of less than the average wage. It would double the
maximum pension payable (available to individuals who work a full 40 years and have
earnings at or greater than the YMPE of $92,600 in each of those years). Employee and
employer contributions would not increase on salaries up to $46,300, and but each would pay
3% on earnings between $46,300 and $92,600 to pay for the cost of providing benefits on the
higher salaries.

e Variation 3 does not apply to earnings of less than the average wage. It would see the
maximum pension payable increase by one and a half times (available to individuals who
work a full 40 years and have earnings at or greater than the YMPE of $69,450 in each of
those years). Again, employee and employer contributions rates would not increase on
salaries up to $46,300, but each would contribute 3% on earnings between $46,300 and
$69,450 to pay for the cost of providing benefits on the higher salaries.

The contribution rates are split because of the 1995 requirement that any new benefits under the
CPP be fully funded. The current total annual contribution of 9.9% salary up to the YMPE
(4.95% from both employees and employers)?! includes about 6% of salary to cover the cost of
benefits accruing currently plus about 3.9% of salary to partially fund the benefits earned in the
past. Hence, based on the assumptions currently employed to perform actuarial valuations of the
CPP,? the full cost of increasing the CPP benefit under all three variations is equal to 6% of the
related pensionable salary, 3% by employees and 3% by employers.?® It should also be noted
that the cost estimates assume that the changes would also apply to disability and survivor
benefits. Additional work will be required regarding other possible changes, such as increasing
the age at which members are entitled to payment of benefits, or making adjustments to disability
and survivor benefits for future service.

21 Or 9.9% up to $46,300 and 6% between $46,300 and the new YMPE for the self-employed.

22 The existing actuarial assumptions are developed as best estimates of the very long term future demographic and
economic environment with the purpose of establishing and monitoring a steady state contribution rate for many
decades into the future. The assumptions reflect the expectation that the diversified portfolio of assets accumulating
for the CPP will earn rates of return in excess of the returns on risk-free Government of Canada bonds. There is a
body of thought that argues that the true economic cost of any CPP enhancements should be measured on the
assumption that the CPP assets earn only the risk-free return, and therefore the cost estimate should not anticipate
higher returns on risky assets which may not materialize. In the current economic environment of low interest rates,
the economic cost of CPP improvements would be materially higher than indicated by the existing actuarial
assumptions.

2 Assuming the cost of CPP enhancement is shared equally by employees and employers.
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For some examples of the impact the three variations would have on individuals at different ages
with different salary levels, see Table 3 below, under the “Contributions” section of “CSPP
versus CPP Expansion — A Comparative Analysis.”

The plan would remain mandatory and DB, and would continue to be administered by the Canada
Revenue Agency (deduction of contributions) and Human Resources and Social Development
Canada (payment of benefits). All benefits and administrative costs would be financed from
contributions of employers, employees and self-employed persons, and investment earnings.

CPP legislation requires that additional contributions must be adequate to fully fund additional
benefits. Since these variations would apply prospectively, no past service unfunded liabilities
would incur: that is, cost increases would only affect the current service costs, and full
implementation would not occur for 40 years.

Investments could either be managed by the CPPIB or invested separately under a different
regime, should that be considered appropriate. For example, options for providing opportunities
for the private sector to participate in the management of investments are also under
consideration, and are discussed further below.

DISCUSSION

Before considering the relative advantages and disadvantages of each of the proposals, a number
of more general topics warrant further examination.

First, it is important to be clear on who we are attempting to help, and why. Appropriate
solutions cannot be properly designed or evaluated without identifying the primary target group
for whom the reforms are being considered, and what we would like to do for them. The
identified target group is defined below under the heading “Primary Target Group”. The
objective is to ensure that we have a framework that will provide adequate income in retirement
for this group to not only cover basic living expenses, but to maintain a standard of living similar
to their pre-retirement standard.

Second, the appropriate role for governments in providing solutions is controversial. While some
support a strong role for governments in both setting the legislative framework and ensuring the
ongoing sustainability of the policy solution, others favour a private sector solution that could be
developed with governments only acting to provide an appropriate regulatory framework. This
difference of opinion appears to be a fundamental driver for what type of solution is preferred.
The range of possible roles for government is explored in more detail below, under the heading
“Role of Governments”.

Third, it is also important to understand what has been attempted in other jurisdictions to address
similar problems. International experience can provide invaluable guidance and help to avoid
pitfalls. A summary of some of the initiatives undertaken in other countries is included below
under the heading “International Comparisons”.

Fourth, a common theme throughout this paper is the assumption that large scale offers
economies that are critical for the efficient operation of pension plans. Some current perspectives
on the issue of scale are provided below under the heading “The Advantages of Scale”.
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Finally, it has been suggested that the private sector is well-positioned to address the coverage
problem. Some say group RRSPs already provide an effective vehicle for employers who wish to
provide a retirement savings vehicle to their employees, and that new pension plan designs could
be created by the private sector if pension standards were modernized to allow for them. These
concepts are discussed below under the heading “Private Sector Solutions”.

Primary Target Group

It is important to ensure that the preferred solution fits the actual problem identified. We must
clearly identify who may suffer from the retirement savings deficit identified earlier in this paper,
and how the proposals apply to this group and others. By targeting the right group for action, we
can avoid creating problems or unintended consequences for those who would not benefit from
any of the alternatives under consideration.

In defining the appropriate target group, the timeframe is also important. Available research
shows that the financial situation of most of today’s retirees is relatively healthy. The concern is
that current savings levels for a significant proportion of middle-income Canadians are not
adequate for them to maintain their pre-retirement standards of living as they transition into
retirer?fnt. The proposed solutions focus on the future — i.e., those that will retire in twenty
years.

Based on the evidence that Canadians at the lower income levels (those earning less than
$30,000) are already receiving a relatively high level of income replacement through Pillar 1 and
2 programs, retirement savings solutions should target Canadians earning over $30,000
(Ambachtsheer, 2008). As noted by Baldwin, it is important to avoid mandatory “over-saving”
for retirement at the lower income levels, i.e., forcing lower income individuals and families to
curtail current consumption in order to increase post-retirement living standards (p. 25). At the
same time, those earning high incomes relative to the average wage (e.g., those earning over say,
$100,000) are generally expected to have sufficient resources, both financial and educational, to
prepare adequately for retirement. Therefore, the target group for a national solution appears to
be middle income Canadians earning between $30,000 and $100,000.

The CSPP, as proposed, focuses on the identified target group - those earning from $30,000 to
$100,000 (or the upper limit for RRSP contributions, which is $116,667 for 2009), but also
contemplates additional voluntary contributions from higher income earners.

Depending on which variation is considered, the CPP Expansion model could apply equally to
those who earn up to the RRSP maximum of $116,667, or could be designed to focus more on the
identified target group. In all three suggested variations, the CPP expansion would be aimed at
improving income replacement ratios for Canadians earning up to 1.5 to 2 times the current
average wage. However, the first variant would also increase the maximum pension payable to
individuals at the lower end of the salary spectrum whose pre-retirement income is essentially
replaced by Pillars 1 and 2. Because the CPP provides more than retirement benefits, changes to
the plan could also have positive consequences for disabled and surviving spouses.

24 University of Waterloo, 2007.
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A question has also arisen as to whether it is possible to have women who do unpaid work in the
home rather than in the paid workforce participate in a supplemental DC plan. The labour force
participation rate for women, with and without young children, has increased significantly, and is
one of the key reasons why the level of poverty among the elderly has been reduced significantly.
However, there remains a cohort of women who are not eligible to participate in occupational
pension plans because they do not have employment earnings. Some are self-employed in home-
based businesses and are therefore eligible for CPP participation. Others may have no earnings.
The recently introduced TFSA does go some way to enabling tax-assisted savings by these
women. While tax provisions do allow for a spouse to make contributions on behalf of their non-
earner spouse, they must use part of their own contribution room. Should ministers decide to
pursue a national pension plan, this issue will require additional research and analysis.

Role of Governments

There is no evidence that the expected future shortfall in savings for middle to high income
earners will improve without positive action. This suggests a role for governments in helping
Canadians achieve adequate income security during retirement,* particularly given the potential
for greater government health and social program expenditures and slower revenue growth as the
“baby boomers” retire, a situation that may be aggravated by improvements in longevity
(Hamilton, 2009, pp. 26-28). Indeed, there is some evidence that Canadians are looking to
various levels of government to address these issues.

The role of governments in retirement savings was explored by Baker and Milligan, 2009.
Noting that certain features of risk environments can weaken the efficiency of insurance markets,
they suggest that, in addition to “need and fairness”, government has a role in ensuring that all
risks (both good and bad) are included in the marketplace so that products (such as annuities and
implicit insurance against poor lifetime earnings) are available at a fair price. They suggest that
government-imposed mandatory participation can level the market by mitigating the effects of
“adverse selection”.?® The consequences of market and decision-making failures for the
individual and society as a whole make a good case for government involvement (Baker and
Milligan, 2009, pp. 6-8).

There is a wide range of possible levels of government involvement in the potential solution. For
example:

e Modernizing pension standards to allow for innovative plan designs - Some have suggested
that the role of governments should be limited to modernizing pension and employment
standards legislation to allow for more flexibility in pension plan products designed and
offered by the private sector (insurance companies, investment brokers and/or third-party
administrative service providers).

e Modernizing income tax rules - Others have recommended that income tax limits that deter
prudent retirement saving or limit participation in tax-assisted savings vehicles to certain
categories of income earners be reviewed and updated. (The federal government has recently

% See Baker and Milligan, 2009 for reasons for government involvement in retirement savings.
%6 The concept underlying “adverse selection” is that riskier (more expensive) customers are more likely to buy
insurance, with the result that insurance contracts will only be offered at very high prices by for-profit companies.
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responded, in part, to these recommendations by announcing that it will increase the limit on
the amount of surplus that may be held in pension plans from 10% to 25% of liabilities.)

e Expanding the mandate of existing high performance public sector plans - Expanding the
mandate of some of the larger, high performance public sector employer pension plans to
enable them to provide management services to smaller plans has also been recommended.
(As noted earlier, the Ontario government has introduced legislation to allow the OTPP and
OMERS to provide such services to other pension plans.)

e Facilitating the establishment of a new multi-employer pension plan - As recommended by
many (the JEPPS, the Nova Scotia Expert Pension Review Panel, along with many pension
experts and stakeholders) governments could facilitate the establishment of a pension plan.
The level of government involvement could range from a government-administered model to
an independently run pension plan. In the former case, the plan would be managed by
government, but investments would be made by an arm’s length party, free from political
influence (the current CPP/CPPIB model). In the latter case, government would limit its
involvement to providing a legislative framework that would allow for the consolidation under
one plan of employers, employees and self-employed individuals who otherwise would have
no common ground to join together to achieve the economies of scale necessary to provide a
low-cost plan with a first class governance structure. The framework would include a
mechanism for the appointment of an independent board of trustees that would undertake the
role and fiduciary obligations of plan administrator.

¢ Introducing a mandatory pension system - Some believe that a strong government role is
necessary along with mandatory participation to ensure high levels of pension coverage and
avoid the need for future reliance on other government “social safety net” programs (some
trade unions, other labour organizations, some retiree organizations).

International comparisons

Several countries around the world have attempted to address retirement savings deficits by
creating alternative pension plan structures. Notable among these are Australia’s Superannuation
Plans, New Zealand’s “KiwiSaver”, the United Kingdom’s proposed “Personal Accounts” and
the Netherlands’ industry-centred pension plans. A separate paper detailing the approaches to the
pension savings deficit in a number of countries is currently under development.

On the international front, a few commonalities stand out.

First, most of the supplemental systems were developed in response to a concern that a
significant percentage of people were not appropriately supplementing expected benefits under
first and second pillar state plans. They were either not saving at all, or if they were saving, it
was estimated that they were not saving sufficiently to maintain an adequate lifestyle in
retirement.

Some designs address these concerns by imposing mandatory enrolment (Australia), or automatic
enrolment with an opt-out provision (New Zealand,?” United Kingdom, United States 401(k)

%" The KiwiSaver has an automatic enrolment with limited opt out for new employees: once existing employees opt
in, they are not allowed to opt out.
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plans?®). Mandatory plans are often characterized as too paternalistic and inflexible, but
voluntary plans have yielded low participation rates.” Behavioural studies have shown higher
participation rates occur with automatic enrolment where individuals must take steps to opt out of
a plan, rather than where individuals must take steps to opt into a plan. Experience in the United
States is consistent with this observation, as there has been a marked increase in participation in
401(k) plans under an automatic enrolment approach. See further discussion on mandatory,
voluntary and automatic enrolment in the comparative analysis below, under the heading
“Mandatory versus Voluntary”.

Second, several of the alternative plan structures developed to address low pension coverage have
been designed to transfer risk away from employers. Excessive risk has been identified as one
reason employers are losing interest in offering pension plans. Many experts have recommended
that alternative plan designs that limit employers’ risk are key to increasing employer
participation in Pillar 3 occupational plans. This has spurred innovations that incorporate DC
features that rebalance risk between employers and employees (e.g., eliminating liability for
guaranteed benefit delivery) with other characteristics commonly associated with DB pension
plans: strong governance, expert trustees, sophisticated investment management, scale and cost
effectiveness.

Third, contributions are often encouraged through preferred tax treatment, offering favourable
treatment (tax deferrals, deductions, tax credits) of contributions and/or investment earnings.

Experience in the other countries that have already taken positive action to address coverage
problems may also be instructive. The Australian experience is noteworthy. “Superannuation”,
the main source of retirement income for most Australians, is a mandatory pension scheme
whereby employers make tax-deductible payments to their employees’ superannuation funds.
The system is governed by federal departments, but contributions are made to independent
superannuation funds. These funds, which are not government-sponsored, were often started to
serve a specific industry (e.g., health services) or region (Queensland), however, many funds now
cater to a broader client base than their original mandate. Members choose their superannuation
fund, and then have a range of investment options within that fund. The retirement income
marketplace in Australia is dominated by what is known as the “superannuation industry.”

A fundamental flaw identified in the Australian system is the negative impact on scale caused by
allowing any number of funds to be developed under the program (De Bever, 2008). As noted
above, scale is a key advantage of centralizing retirement savings in one very large plan
(sometimes referred to as a “super-fund”, as discussed earlier in this paper).

Another emerging weakness in the Australian system is the significant increase in the size of the
investment industry that competes to provide advice to investors. While a competitive free
market can work effectively to keep costs low, this expectation does not always bear out in

28 401(k) plans are US individual savings vehicles that are similar to RRSPs in Canada.

29 See Baker and Milligan, 2009 who talk about a new trend towards “libertarian” or “soft” paternalism as a
compromise designed to maximize pension coverage without mandatory participation. See also Thaler and
Sunstein, 2003, who coined the term “libertarian paternalism”. Thaler and Sunstein are well-known as the authors
of Nudge: Improving Decisions About Health, Wealth and Happiness.
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imperfect markets where consumers have insufficient information and comprehension to make
informed decisions. The Australian example is important when considering the solution
proposed by the insurance industry (see “Stakeholder Perspectives” above). Although the
industry argues that the objective of low cost can be met by allowing private sector financial
service providers to compete amongst themselves for pension business, the evidence from
Australia appears to be the opposite. Rather than reducing costs, competition in this
asymmetrical market*® appears to have increased costs, as providers compete on bells and
whistles rather than cost. In this case, it is argued that competition has increased costs as a result
of dysfunctional capital markets (Bird and Gray, 2009; De Bever, 2008).

The Advantages of Scale

The CSPP and CPP Expansion options under consideration share the advantages of large scale, a
characteristic that has been identified by many as critical in achieving the economies required to
minimize costs and maximize investment earnings in order to deliver sufficient retirement

income. Advantages of both models relating to their proposed large scale include the following:

¢ Significantly lower administration and investment management costs (management expense
ratios or MERs),*!

o Ability to hire expert staff or advisors to execute their investment strategies,
e Access to sophisticated investment products not available to smaller plans or individuals,

e Ability to participate in longer term illiquid investment opportunities not available to smaller
funds,

e Ability to spread risks across a larger member base, resulting in more predictable outcomes
and less volatility,

¢ Ability to offer members more information, education and service,
o Ability to keep up with best practices for governance and administration,
¢ Ability to influence corporate governance of prospective investees.

Toronto-based CEM Benchmarking Inc. tracks the performance of pension plans around the
world, and has considered the impacts of scale on unit costs and net returns. Its findings confirm
that unit costs are materially lower in larger pension funds, and that they generate higher net
returns than small funds:

...in a global database of 89 pension plans, annual pension benefit administration costs range from $24 to $546
per member. Plan membership ranges from 100,000 to two million. Statistical analysis confirms that these scale
differences are the No. 1 explanation for the observed material differences in unit costs. In a global database of
252 pension funds, annual investment costs range from a low of 0.05% to a high of 1.31% of assets. Asset values
range from $100 million to $340 billion. Once again, statistical analysis confirms that these scale differences are
the No. 1 explanation for the material differences in unit costs. A 17-year analysis with 4,500 return and cost

% |n this context, “market asymmetry” refers to the fact that sellers have key product information or information
processing availability that is not available to buyers. This lack of symmetry violates the necessary conditions for a
perfect market and results in what is termed as “market failure”.

3! In the Canadian mutual fund industry, MERs in the order of 2.5% of assets under management are common,
particularly at the retail level. By comparison, 0.5% is the benchmark for large, expertly managed DC pension plans
including administration costs. Investment management costs for a large DB plan are in the order of 0.25% to 0.45%
(Jog, 2009, p. 15). MERs for the CPP are approximately1.10% of assets under management for 2008/09, and are
expected to decrease with the growth of the fund.
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observations confirmed that large pension funds generate higher net returns than small funds. The net return
differential was higher than could be explained by the large funds’ cost advantage alone. For example, $100-
billion funds outperformed $1-billion funds by an average of 0.56% per annum, of which 0.36% was pure cost
advantage, and the remaining 0.20% was due to other factors. *

While the advantages of scale appear to be generally agreed upon by most experts, there has been
some recent cautionary commentary on the subject, particularly from Professor Jack Mintz in his
article “Beware the Super-fund” (Financial Post, April 22, 2009). Mintz points out that the
“super plan” concept assumes that there are cost savings due to economies of scale. His article
asserts that group RRSPs can achieve similar results. He questions whether pension plan
managers are better at achieving positive investment results than individuals. However, other
than noting that Canada’s greatest existing super-fund, the Caisse de dép6t et placement, had
disastrous results this past year, Mintz provides no evidence or research that would substantiate
his views.

While Mintz’s comments are of interest, they are not directly relevant to the issue of scale.
Rather, they seem to represent a generally unfavourable view of the concept of “super-plans” that
do not offer individual investment choice and one that characterizes government involvement in
such plans as paternalistic.

It has been speculated that very large super-funds could result in inefficiencies due to lack of
competition and over-size, or could have unknown impacts on the economy due to an over-
concentration of assets under one governance structure. Problems with governance structure and
representation have also been suggested. However, no supporting data have been found to
validate these claims. Indeed, one of the top five US funds in terms of meeting set investment
return benchmarks, the Teachers Insurance and Annuity Association — College Retirement
Equities Fund (TIAA-CREF), is also one of the largest and most cost-efficient funds in the
survey. It reported assets under management of $367 billion as at December 31, 2008, a size
similar to some projections for a Canada-wide supplemental plan.

Private Sector Solutions

A number of the research papers reviewed at Experts Day referred to the problems individual
investors face in attempting to save for retirement. It is noted that most individuals do not
achieve anywhere near the same investment results as those of large, expertly managed pension
funds. Further, except for the small proportion of individuals who have the interest and
knowledge to do their own investing, Canadians rely on investment advisors to help them with
their retirement savings plans. Individuals who rely on retail investment markets face very

high administration and investment management costs that impede their ability to save efficiently
and effectively for their retirement years.

The impacts of high retail investment costs as compared with those in an efficiently-run DC plan
are significant. For example, if total administration and investment costs can be reduced to 0.5%,

%2 Ambachtsheer, 2009.

%% Global equity markets have rebounded significantly since December 31, 2008 and the TIAA-CREF assets will
have enjoyed similar returns. The weighted returns on TIAA-CREF equity and bond mutual funds to November 19,
2009 exceeded 20%. The market value of the TIAA-CREF assets will have increased significantly since 2008 year
end.
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accumulated savings after a 35 year career are 48% higher than the accumulations in a typical
mutual fund (Appendix E, p. 1).

In other words, an individual saving for retirement through RRSPs (or other private savings using
mutual funds and investment advisors) must set aside almost half as much again to achieve the
same retirement savings target as one that saves in an efficiently-run pension plan.

Group RRSPs

A group RRSP is a collection of individual RRSPs with centralized routine administration. Plan
sponsors (employers) are not required to contribute, but arrange for employees to make
contributions through a schedule of regular payroll deductions. The employee can decide the size
of contribution per year and the employer deducts an amount accordingly and submits it to the
investment manager selected to administer the group account. The contribution is then deposited
into the employee’s individual account and invested as specified.

In some cases, employers offer to match employee contributions to a group RRSP. However
employers cannot technically make contributions directly into an employee’s RRSP. Any
contribution by the employer must be characterized for tax purposes as employee wages subject
to other payroll deductions, such as CPP and Employment Insurance. This treatment of employer
contributions to group RRSPs means that such contributions are more expensive than pension
plan contributions, which are not subject to other payroll deductions.

While group RRSPs can provide individual choice and flexibility, numerous studies have shown
that individuals generally make poor buy and sell decisions — typically “buying high” and
“selling low”.>* Since many fund managers do not produce consistent historical returns (there is
little evidence of persistence in investment manager returns), a recent history of high returns is
more typically followed by period of underperformance. As noted by Jog, 2009, earlier studies
have concluded that the average household under-performs the market index by as much as 3.7%
annually (p. 6).

Group and individual RRSPs are also not “locked in” in the same manner as pension funds.*
While they are tax-efficient on the contribution side, the taxation of early withdrawals from
RRSPs, often at higher rates than the related deductions for contributions, can exacerbate savings
deficits. Further, withdrawals from RRSPs cannot generally be reinstated in future years.*
RRSP room that is lost by withdrawals can never be recovered. This unfortunate restriction
detracts from the effectiveness of RRSPs as a vehicle for retirement savings, given that many
group RRSP plans are seen as savings plans — and are not necessarily treated as retirement
savings. In fact, some group RRSP plans are seen as a way of “getting around” the locking-in

3 As noted in Appendix E: “research reveals that when individual investors have access to a selection of investment
funds, their choices on average are not optimal. A recent Pension Research Council Working Paper (Tang et al.,
August 2009) analyzed the individual investment returns over 7 years of almost 1 million participants in over 1,000
401(Kk) plans in the US. The researchers estimate that “retirement wealth over a 35-year worklife might be reduced
by as much as one-fifth due to participant diversification errors.”

% “Locking in” refers to rules that limit withdrawals from pension funds. All Canadian jurisdictions have rules that
govern and restrict the withdrawal of funds from registered pension plans. The degree of required locking in varies
amongst jurisdictions.

% Except for withdrawals under special programs for home purchase or education.
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regulation applicable to registered pension plans. Allowing early withdrawals makes the
accumulation of adequate retirement income more challenging, as there are many competing uses
for accumulated assets and retirement often seems a long way off. '

The Insurance Companies’ DC Plan Solution

As noted above, some believe that the best solution would be for governments to simply provide
the flexibility in pension standards that would allow the private sector to establish pension plans
for a broad range of unrelated employers. For example, the insurance industry has suggested
that insurance companies could create plans much like the ABC plan proposed by JEPPS if
government would change the rules so that they could act as the administrator of a pension plan.
However, there are important questions as to how this approach would achieve the key objectives
of benefits security, low cost and large scale.

Current research suggests that too much investment choice for members and too much non-price
competition in an imperfect market can have detrimental effects on investment results - with high
fees reducing returns to retirees. While the industry argues that strong competition would
naturally result in the desired economies, recent commentary from Australia indicates that the
key circumstances that lead to efficient free markets may not work well in the imperfect
retirement savings market, where most individuals do not have the time or knowledge to process
the information made available to them.*®

At the same time, recent studies indicate that financial service providers and advisors often have
pay incentives that are not based on investment performance, but rather on such measures as
frequency of transactions and the sale of products that are subject to high fees for active
management.® A number of stakeholders have noted that the asymmetry of information between
buyers and sellers combined with these types of incentives for advisors can result in “market
failure”, a situation where normal market forces, such as value for money and competition, do not
operate appropriately. Instances of market failure can make a case for corrective action by
government to ensure that the interests of the investor are protected.

These considerations serve to highlight a critical attribute of an effective retirement savings
vehicle: that those charged with running it on behalf of members/beneficiaries should clearly act
in the sole interests of those persons. In other words, they should have a fiduciary responsibility
for the members and beneficiaries.

Expert advisors have recommended that pension standards should be designed to permit
flexibility in the development of new governance structures, and in particular, to allow for more
options for who can be the administrator of a pension plan. However, they caution that the key

37 A Scotiabank survey released in January 2007 reported that nearly half of Canadians withdraw retirement savings
before retirement, for a variety of reasons, including paying down debt, covering living expenses and home
investments. A study by Giles and Maser (Statistics Canada, Dec 2004) reported that high income tax filers were
less likely than low income tax filers to withdraw RRSP contributions, but even at the highest income levels, 25% of
individuals pulled funds out of their RRSPs at least once. Further, of those individuals who had contributed five or
more years into RRSPs, over half of them had withdrawn funds three or more times.

% Fear and Pace, 2009; Ambachtsheer, 2007, Baker and Milligan, 2009. Also, see earlier discussion on the
Australian experience under “International Comparisons”, above.

% Rekenthaler et al., 2009.
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role of governing fiduciary should be limited to existing permitted entities (the employer, a
pension committee or a board of trustees), not-for profit entities with sufficient capital or liability
insurance, or for-profit entities subject to regulation consistent with the objectives of pension
standards.*® Insurance industry representatives have indicated that the legal framework for
insurance companies may preclude them from assuming the fiduciary role. Without an
administrator that is liable as a fiduciary, members’ interests and benefit security would be
jeopardized. Discussions with the industry and the question of the fiduciary role are ongoing. **
The Canadian investment industry appears vibrant and profitable, with a large number of insurers
and mutual fund providers. Nevertheless, the industry has had little success in filling the gap in
retirement savings among the middle to high income group. Where the industry has been
successful, such success has been accompanied by some of the highest MERs in the world —
particularly mutual funds (see Appendix E).

CSPP versus CPP Expansion — A Comparative Analysis

A number of the key characteristics of each of the options under examination are compared and
contrasted below, followed by a general summary. A comparison chart is also included as
Appendix D for quick reference.

In reviewing the following, it will be important to consider whether some of the characteristics
described could be “mixed and matched” to better meet the objectives, or whether both options
could be combined in some manner to develop the optimal solution for Canada.

Scale

As noted above, both the CSPP and the CPP Expansion proposals rely on large scale to achieve
economies, efficiencies and marketplace power. Both proposals could conceivably leverage the
existing scale of the CPP.

Low Operating Cost

Both the CSPP and the CPP Expansion models emphasize the importance of low cost
administration and investment management. The literature in this area reinforces that
inefficiencies, competing profit motivations and other cost-drivers have a direct and significant
impact on the adequacy of resulting pension incomes (Ambachtsheer, 2007). The CSPP proposal
suggests that in an efficient DC pension plan, MERs should not exceed 0.5% of assets under
management (and could be as low as 0.3%). Evidence from around the world confirms that this
level of MERSs is achievable in an efficiently-managed DC plan.

The CPP Expansion proposal also relies on the efficiencies of scale and expert governance to
minimize costs. In his most recent report, the Chief Actuary of the CPP anticipates that
administration costs will decrease as the CPP fund grows, since costs will not grow as fast as
assets.

“0 Alberta-British Columbia Joint Expert Panel on Pension Standards, 2008.
1 1t would appear that the legal framework for insurance companies precludes them from assuming the fiduciary
role, because the underwriting and trust functions are required to be separated.
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Attached for reference is a paper on world-wide MERs prepared by Alberta Finance and
Enterprise staff (Appendix E).

Continuity of Coverage/Portability

One of the greatest potential advantages of a national pension plan would be the continuity of
pension coverage if an employee changes jobs. In today’s labour markets there are a number of
sectors where it is common for employees to move frequently from one employer to another.
Both the CSPP and the CPP Expansion models would improve the accumulation and continuity
of pension credits over time for Canadians.

Ultimately, the CPP Expansion, because of its more universal and mandatory nature, would
provide the best continuity of benefits. As the CSPP is proposed for only those that are not
otherwise covered by a workplace pension plan, the advantage of continuous pension coverage
may not extend to the entire working population. Should the CSPP ultimately be selected for
development, more work will be required to determine how it should relate to other existing
pension plans in this regard. For example, if an employee were to move from an employer that
sponsors a pension plan to one that does not, we may or may not wish to ensure that the value of
the individual’s accrued pension benefits could be transferred from the RPP to the CSPP. The
transfer of assets from one vehicle to another is called portability.

Defined Benefit versus Defined Contribution

The CSPP is a DC model, meaning that the contributions, rather than the benefits, are defined. In
a DC model, benefits paid out of the plan rely entirely on the level of contributions and the
investment performance of the fund. The traditional DC model shifts investment, longevity and
timing risk to members. The CSPP, however, would leverage strengths currently associated with
healthy DB plans — scale, cost effectiveness, expert investment and strong governance — that help
to maximize benefits. For example, the CSPP proposal includes possible automatic annuitization
mechanisms that would enable members to pool their longevity risk by locking in values at
various points in time (say, between the ages of 45 and 65). The topic of annuitization is
complex and should be further researched should a CSPP approach be decided upon.

The CPP Expansion model would reflect the current defined benefit nature of the CPP,
guaranteeing a benefit related to salaries earned over working lives. This reduces the uncertainty
to beneficiaries with respect to their benefit entitlements. As a national, mandatory DB pension
plan, the CPP can significantly mitigate risk and facilitate intergenerational risk-sharing by
pooling longevity, investment and timing risks** among all contributors and beneficiaries. With
the significant changes to the CPP in the 1990s that resulted in improvements in funded status
and mechanisms to ensure that contribution rates are adequate to fully fund any new or enhanced
benefits, intergenerational inequities have been mitigated to some degree.

Eligibility
The CSPP as proposed would initially apply to those workers not currently covered by a
workplace plan, but could also be expanded to allow for additional voluntary contributions from

*2 “Timing risk” refers to the risk that an individual will reach retirement age at a time when asset values are low,
cash flows from investments are low, costs of purchasing annuities are high — or all three combined.
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current RPP participants who may have available contribution room. If a “savings plan”
component were added, those that do not have earnings from employment or self-employment
could also be included.

Initially restricting eligibility to those who are not currently covered by a workplace plan would
simplify administration and avoid complications arising from potential over-contributions.

Some employers currently offering a workplace plan might wish to switch to the CSPP in order
to reduce costs and risks. More study on the policy impacts of this possibility will be required if
it is decided to pursue the CSPP option.

The CPP Expansion model would apply to all employed or self-employed Canadians.

Mandatory versus Voluntary Enrolment

Participation levels are an important aspect of achieving the objective of scale as well as the
overall objective of expanding pension coverage and improving retirement incomes among the
target group.

Participation in the CPP Expansion would be mandatory for all employers and all workers
receiving income from employment or self-employment.

Participation in the CSPP as proposed would be voluntary. To maximize participation, eligible
individuals would be automatically enrolled, with the ability to opt out. Research on 401(k)
plans in the United States strongly suggests that member participation rates increased
significantly after the introduction of automatic enrolment, even with an unlimited right to opt
out (Madrian and Shea, 2002; Choi et al., 2004; Choi et al., 2001).

The impacts of a voluntary approach utilizing automatic enrolment and opt out provisions are
complex and may vary depending on its application to employers, employees and the self-
employed. A separate paper exploring these issues is under development, and may be of interest
should a decision be made to pursue a voluntary pension option.

Contributions

The CSPP as proposed suggests a total minimum contribution level of 10% of earnings, 5% from
the employee and 5% from the employer, to achieve a target replacement rate of 70 — 75% of pre-
retirement earnings (including Pillar 1 and 2 pensions). Although not specifically mentioned in
the proposal, it is assumed that the self-employed would contribute both portions —i.e., 10% of
earnings. The proposal also contemplates the potential for additional voluntary contributions, in
addition to the minimum level.

Contribution levels under the CPP Expansion model would depend on which variation was
selected. At one end of the spectrum, the FSNA proposal contemplates a doubling of
contributions up to the YMPE, which would mean total contribution rates on income up to
$46,300 would increase to 19.8% of earnings. On income between $46,300 and the proposed
new YMPE ($116,667 for 2009), total contributions would be 15.4% of earnings. For
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contribution levels under the three variations presented in the CPP Expansion model, refer to

Table 2, above.

Table 3 below illustrates the impacts of the three variations on monthly employee contributions
and net replacement ratios at four different age and salary level combinations.

Table 3: CPP Expansion Variations — Effect on Individuals at Selected Ages and Incomes

Current CPP Variation 1 Variation 2 Variation 3
Individual earning $30,000
(Age 26, retiring in 2048)
* Employee $109.31 $175.56 $109.31 $109.31
contributions/mo. 58% 87% 58% 58%
* Net replacement ratio
Individual earning $46,300
(Age 35, retiring in 2039)
* Employee $176.55 $283.55 $176.55 $176.55
contributions/mo. 49% 83% 51% 51%
* Net replacement ratio
Individual earning $69,450
(Age 45, retiring in 2029)
Employee $176.55 $399.30 $234.42 $234.42
contributions/mo. 37% 78% 49% 47%
Net replacement ratio
Individual earning $92,600
(Age 55, retiring in 2019)
Employee $176.55 $515.05 $292.30 $234.42
contributions/mo. 31% 73% 45% 37%
Net replacement ratio

Notes: Self-employed individuals would pay double these contributions as they are responsible
for both the employee and employer contributions. Single individual is assumed to retire at age
65. Net Replacement Ratio = OAS/GIS/CPP (net of income) benefits in the first year after
retirement divided by net income (net of income and payroll taxes) in the year before
retirement. The calculations assume that the changes are fully implemented, which overstates
the replacement rate for older individuals in this table. On the other hand, the calculations
assume that there are no adjustments to OAS/GIS between 2009 and the year of retirement
other than quarterly adjustments to the Consumer Price Index for Canada. Salaries are assumed
to increase by 1.3% per annum above inflation to provide for future real wage growth. Over
time, as the individual’s income rises faster than inflation, the relative value of the OAS/GIS

decreases. In effect, this calculation assumes that the government does not recalibrate the level
of OAS/GIS to catch up with real wage growth in the projection period, which reduces the NRR
over time.

Investment Choice for Members

Both models under consideration contemplate little or no investment choice for members,
contrary to the common contemporary DC model that allows members considerable scope for
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choosing investments. The approach to investment choice in the CSPP proposal reflects
mounting evidence that offering member choice increases pension plan costs without reliably
compensating with an improvement in results, and that individuals are generally ill-equipped to
make the informed investment decisions necessary to select an investment mix that will
maximize returns while providing stability over the long-term. Studies show that, when faced
with a myriad of fund choices, individuals tend to make no choice at all, or make the wrong
choices (i.e., choose funds that do not match their risk profile), or choose one or two funds at
most. Thus, there is a limit to the number of choices that should be made available to members
to avoid unnecessary complexity and higher costs.

However, the CSPP proposal also allows for portfolio selection based on low, medium or high
risk tolerances with a default option to be determined.

As is currently the case with the CPP and other DB pension plans, the CPP Expansion does not
contemplate member involvement in investment decisions. The CPP’s investment fund is
managed by the CPPIB and invested by a combination of in-house and external investment
managers.

Role of Government

The CSPP model is intended to operate at arm’s length from government, with investment
decisions free from political interference. Government’s role could be limited to the creation of
the corporate framework under which the plan operates and to facilitate its start-up (i.e., use of
government data bases to maximize potential participation), and developing a mechanism for
appointing the board of trustees. The level of government involvement could be minimal or more
— depending on public opinion, social policy, private sector capacity and plan objectives. (The
Pension One model more clearly articulates independence from government by proposing an
independent, non-profit board of trustees operating as an independent legal entity.)

An expanded CPP would operate as the existing CPP functions now, with the investment arm
independent of government, but with stewardship and administration remaining the responsibility
of government — in fact, joint stewardship by the federal and provincial governments.

Role of the Private Sector

Depending on the ultimate decisions on how the plans would be operated, both the CSPP and the
CPP Expansion as proposed could potentially provide for important roles for private sector
participants to leverage their expertise in administration, investment management, annuitization
and/or custodianship.

In the CSPP model, scale is achieved by government facilitating the centralization of the pension
plan, and the fiduciary role is covered off by an independent board of trustees. The proposal
suggests that investment management would be undertaken by the existing CPPIB, using
professional managers, and working at arm’s length from government. While the concept of
outsourcing this function to private sector managers is not contemplated in the original proposal,
this could be one method of distributing risk, as well as utilizing and involving private sector
expertise. Transferring risk in this manner may have the advantage of reducing early cashflow
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requirements, but would likely increase overall costs of the plan due to the pricing of risk by the
private sector participants.

The Pension One model contemplates competitive tendering of investment management and plan
administration. Other potential roles for the private sector might include custodianship of the
fund and the delivery of retirement income through annuities, as discussed in the Life Cycle
Approach section below.

The CPP Expansion model assumes that the administration and investment mechanisms in the
existing CPP would be used. As proposed by the FSNA, the investments could be managed by
the CPPIB, or externally by a number of investment managers. *®

Cost to Government

The CSPP would involve start-up costs, including systems costs, communications and other
administrative costs to support the implementation of the plan. Costs would be greatly reduced if
the existing data/administrative infrastructure supporting the CPP could be leveraged.

Depending on the approach chosen, some initial start-up financing may also be necessary to
ensure equal treatment of early members versus later entrants to the plan. Options for financing
this “smoothing” of administrative costs in the early years of the plan are currently under
examination by officials. One potential option would be for one or more private sector providers
to provide early financing in return for an agreement that would offer them net returns over a
guaranteed period of time.

The CPP Expansion model would also involve some initial systems and communications costs to
reflect the changes adopted, including the development of appropriate phase-in periods. These
costs would likely be absorbed into the contribution rate of the plan. Due to the existing
infrastructure and scale of the CPP, start up costs for the Expansion model would likely be
considerably lower than those anticipated for a CSPP.

Both models would have government tax revenue impacts, depending on how contributions are
treated, as deductible contributions (RPPs, tax-assisted retirement savings plans), or as tax credits
(CPP). As individuals defer current consumption for future consumption in retirement, so
governments would defer tax revenue. There may be pressure to increase other taxes or lower
program expenditures to adjust for the deferral in tax revenue. However, over the longer term,
revenue will be realized and there exists the potential for the mitigation of future social and
health expenditures that could arise if retirees do not have adequate income in retirement,
especially for income-tested pension benefits such as the GIS.

Fiduciary

The fiduciary role is a key element of our pension system. A fiduciary is charged with the duty
to act solely in the interests of plan members and beneficiaries. Pension standards across the

** The FSNA CPP Expansion model, given its potential size, gave rise to the possibility that the investment of the
new funds would be divided into several sub-funds for investment purposes. Further work would be needed to
explore the implications of dividing the fund and having it invested under different regimes.
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country require that the administrator of a pension plan act in a fiduciary capacity in the best
interests of the members, an important role in the protection of members’ rights and benefit
security.

Under the CSPP model, a separate board of trustees could act as fiduciary to the plan, or, if the
CPP governance model is shared, the federal and provincial finance ministers would assume this
role. As noted above, federal and provincial finance ministers are the stewards of the CPP, and
the Canada Pension Plan Act and the CPPB Act provide that the plan is to be administered and
invested in the best interests of plan members and beneficiaries.

Governance

Both models rely on best practices in plan governance, including the use of expert administration
and investment managers and the adoption of principles related to independence for investment
decisions. That is, they assume investments will be undertaken by an arm’s length entity that is
free from political influence, and the plan will have the interests of contributors and beneficiaries
at the forefront of their investment decisions.

A notable difference between the CSPP and Pension One is in the degree of independence
recommended for plan administration as a whole. Pension One would be framed as a separate
legal entity, with an independent, non-profit, expert board of trustees to serve as plan sponsor and
administrator. Depending on the role of the private sector, those who govern the plan might
oversee private sector providers. There would be a clear fiduciary role for the Board.

The CSPP proposal is less clear on this point. Although investment management is clearly
intended to be independent from political influence, the proposal is vaguer on the question of
independent administration. As a supplemental plan to the CPP, the CSPP could either share the
governance features of the existing CPP, or could be independently run and managed in the same
manner as the Pension One model.

In the case of the CPP Expansion, the default position would be to rely on existing governance
arrangements of the CPP. That is, federal and provincial governments would serve as stewards
of the plan. The CPPIB, whose board of directors is appointed by the federal Minister of Finance
after having gone through an extensive nomination and consultation process involving federal
and provincial governments, would invest the funds to maximize returns without undue risk of
loss for the sole benefit of the plan members and beneficiaries.

A detailed analysis of the existing CPP governance structure and considerations of options for
governance structures for an expanded CPP or a CSPP would be required before the details of
any proposal were determined.

Tax Treatment

Under the CSPP model, contributions are proposed to be allowed as deductions from income for
both the employee and the employer — this would reduce the cost of contributing, but also reduce
RRSP contribution room.
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Under the CPP Expansion model, unless the tax treatment is changed for CPP as a whole,
employee contributions would be treated as a tax credit. Due to the less favourable treatment of
tax credits, this means that the cost of contributing is higher than the cost of contributing to other
retirement vehicles for which contributions are deductible from taxable income. Employer
contributions would be allowed as a deduction from corporate income. RRSP pension
contribution limits would not be impacted, but the program itself could be viewed as an
additional tax because of its mandatory nature.

The existing difference in tax treatment between employee contributions to the CPP and other
tax-assisted retirement savings has been a source of some criticism. In 1988, CPP contributions,
unlike all other tax-assisted retirement savings, began to be treated as a tax credit, rather than a
tax deduction for individuals. The difference in this treatment creates a situation of double
taxation: an individual with income greater than the first federal tax bracket pays tax at a higher
rate on the earnings withheld for CPP, but obtains a tax credit at the lower bracket rate, i.e. pays
tax on a portion of the contribution now, and will be subject to tax on the full CPP benefits later.

Life Cycle Approach

The CPP Expansion proposal, which relies on the existing CPP DB model, does not address life
cycle theory. Since the benefits under a DB plan are provided for the life of the individual and a
pension is also payable over the life of the surviving spouse, the life cycle approach is not
relevant to this model. Life cycle theories are more applicable to DC pension plans, where risks
are borne by the members.

The CSPP proposal includes recommendations for customizing contribution levels, investment
selection and timing of annuitization based on stage of life and proximity to retirement. The
purpose is to manage risk appropriately while optimizing returns. This “life-cycle approach” to
investment and pension plan administration is rapidly evolving to become best practice. As
noted by Hamilton in his paper for the Research Working Group, if the fund were to offer
annuities rather than relying on the (currently) small and expensive annuity market in Canada,
longevity risk for individual beneficiaries could mitigated through pooling (Hamilton, 2009,

p. 22). Consideration should be given to the question of whether private sector insurers would
offer better annuity prices than at present if given the opportunity to bid on large bulk purchases
such as this plan would need.

Implementation Issues

Legislation would be required for both options. Under a best-case scenario, they would likely
take at least two years to implement from date of decision. Any changes to the CPP (e.g., CPP
Expansion) would require parliamentary approval and the agreement of two-thirds of the
provinces, representing two-thirds of the population. Changes to the CPP are generally
implemented on a three-year cycle to match the triennial actuarial valuation cycle.

The majority of public sector employers and many larger private sector employers sponsor DB
pension plans. These plans are typically integrated with the CPP.** Implementation of a CPP

* The unit of pension on salary up to the YMPE ($46,300 in 2009) is reduced to reflect the value of the CPP benefit
earned on that portion of salary. For example, many DB pension plans in the public sector provide a pension of
1.4% on salary up to the YMPE and 2% on salary above the YMPE.



Page 35

Expansion option would require that these plans be amended to adjust for the CPP changes,
Additional policy work may be necessary to decide on the appropriateness and manner of
integration if a decision is made to proceed with a CPP Expansion.

A further complication of the CPP Expansion option is the traditional parallelism of QPP benefits
and contributions. Quebec’s willingness to make parallel amendments would be a key factor.

Summary of Discussion

Both models under consideration would be expected to increase pension coverage and lifetime
accumulations of retirement savings by offering an easy method for employers and workers to
access an efficient, low-cost savings vehicle that would provide continuity of plan participation.

Some (labour and some retiree groups) are convinced that a supplemental pension plan cannot
achieve its objective unless it is mandatory and DB. They support a second pillar solution - a
CPP Expansion-styled approach that would extend coverage to incomes up to the same limit as
the RRSP income threshold ($116,667 for 2009).

Others believe that a mandatory approach is too paternalistic and does not provide the flexibility
expected by most Canadians. They support a third pillar solution — a voluntary supplemental
system that would allow for individual choice as to whether and how to save. They generally
believe that a DB model would not be practical considering the risks associated with this type of
promise, and suggest that a DC formula, combined with the large scale, strong governance and
expert investment management that have traditionally been associated with DB plans, would
provide the best result.

Many of those that support a voluntary system suggest that automatic enrolment with the ability
to opt out is an effective mechanism for increasing voluntary pension participation, and could be
an elegant way to preserve the voluntary character of our current system while achieving high
levels of participation. This approach is incorporated into the CSPP proposal.

Both options would benefit from efficiencies of the large-scale, expert investment management
and strong governance recommended by most experts. Both could benefit from the advantages of
the existing scale of the CPP and its infrastructure (e.g., the existing databases of all potential
participants).

Both options would require significant cooperation or partnership from the federal government.
The CPP Expansion would require approval by Parliament. Parallel amendments to the QPP
would require National Assembly approval. The CSPP contemplates leveraging the CPP
infrastructure, which would require federal government cooperation. Pension One, while it is
theoretically independent of the CPP, would be extremely expensive to implement without the
benefit of CPP data and other potential assistance.

While the CPP Expansion proposal in the form proposed by the FSNA is controversial in its
extreme approach, the more modest variations noted in this paper should be considered as a way
to strengthen the second pillar - in combination with other measures. Because governance,
investment and administrative frameworks are already in place, this model builds upon one of
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Canada’s acknowledged success stories and provides the best benefit security and protection
from risk for members.

The CSPP proposal is a way to strengthen the voluntary third pillar, while allowing for individual
flexibility. It could be combined with a CPP Expansion as a way to bolster both second and third
pillars, furthering the objective of strengthening the system in a balanced way.

CONCLUSIONS

This paper provides the basis for ministers to consider two options for expanding pension
coverage in Canada through a national pension plan. While the options are compared and
contrasted for analytical purposes, they may also be viewed as complementary. An important
role for the private sector also exists, to the extent that it can provide services competitively and
effectively, and to the extent it can develop innovative plan designs that would enhance the
choices available to Canadian employers and workers. A comprehensive approach to pension
reform in Canada could combine all three to strengthen our three pillar retirement income system.

In evaluating the options, it will be important to be clear on the objective: to ensure that retirees
of the future will have adequate retirement income to maintain their pre-retirement standards of
living. Underlying this objective is an implicit need to ensure our retirement income system is
reliable, sustainable and strong enough to withstand a variety of potential risks. It is generally
believed that these goals are best achieved by maintaining a three pillar approach to retirement
income, with each pillar contributing differently to the strength of the system.

In moving to the next step, from research and evaluation to development, Ministers will need to
find common ground on the way forward. Once a direction is agreed upon, additional analysis
will be required in a number of areas (see Appendix B). A consultation strategy, which could
include a federally hosted Pension Summit, should also be developed.

In assessing the options presented in this paper, ministers should keep in mind that other
measures to improve the retirement income system are not precluded, and indeed are necessary
for a comprehensive approach pension reform in Canada. Most proponents of a national pension
option® support a multi-pronged approach to address the savings shortfall: modernizing pension
standards and related tax rules, improving the general level of financial literacy in the Canadian
population and establishing a widely accessible supplementary pension plan for those that are not
otherwise covered. Many also believe that the existing CPP should be expanded as a
complementary measure.

Proposals for a government-facilitated supplementary pension plan do not preclude a significant
role for the private sector in the provision of services such as administration, investment
management, custodianship and annuitization. However, the insurance industry’s notion that it
could create a large-scale, low cost model that would be equivalent to the JEPPS ABC plan may
not be realistic. At the same time, many proponents of a national pension solution agree that
more flexibility must be provided so that the industry can develop innovative plan designs that
could meet the needs of today’s employers and workers, in particular those that wish to compete

45 Ambachtsheer, 2009; Denison 2009; TD Economics 2009.
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for labour with enhanced benefit packages. They believe that, even with a CSPP, there is room in
the third pillar for new savings products that could arise from private sector innovation.

The foregoing analysis indicates that both models under examination can help to solve the
pension coverage deficit, particularly for the target income group, in different ways. The CPP
Expansion focuses on strengthening the second pillar, while the CSPP option would enhance the
third pillar.

One striking finding in the development of this paper is the limited scope of Canada’s second
pillar when compared to other OECD countries (see Table 1). Canada’s poor comparative results
and observations of the World Bank regarding the low Canadian ceiling on public pensions are
compelling. While an expansion of the CPP would address this concern, this is likely not the
complete solution.

A modest expansion of the second pillar that would put Canada on an even footing with other
OECD countries could be complemented by a voluntary CSPP for those not otherwise covered by
a workplace pension plan. Once again, this may not be the complete solution.

Increased flexibility in pension standards could allow for innovative plan designs that offer
something more to employers that wish to distinguish themselves when competing for scarce
labour — a likely scenario once the economy has recovered and labour markets feel the full
impacts of the baby boomer retirement process.

APPENDICES
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PREMIERS AGREE ON EI REFORMS
AND CALL FOR A RETIREMENT INCOME SUMMIT

REGINA, August 6, 2009 — Premiers agreed on the urgent need to modernize
the Employment Insurance system to support a modern workforce in a modern
economy and called for a national summit on retirement income.

Modern Employment Insurance Program

Premiers agreed that the following principles should be used to modernize the El
system:

1. El should build a temporary bridge to get workers through these
challenging economic times. A renewed emphasis on training should be a
critical component of the reform. The federal government must increase
its allocation to training, other active employment measures and maternity
benefits, under the Employment Insurance Act.

2. El should provide Canadians with equitable support regardless of where
they live.
3. The program should be simplified and streamlined to have fewer than the

current 58 El regions.
4, Reforms must not reduce access or benefits from the current standards.

5. The program must be affordable and sustainable and financed through a
stand-alone and independent fund.

National Summit on Retirement Income

Premiers called for urgent attention to the issue of how private and public
retirement plans can better meet the needs of Canadians as they retire. They
called on the federal government to host a national summit on retirement income.

Finance Ministers have established a Research Working Group on Pension
Coverage and Retirement Incomes. Premiers welcomed this as a good first step.
However, due to the urgent nature of this issue, Premiers directed Finance
Ministers to report on possible options for reform by the private sector and
governments by the end of the year.



The national summit should be conducted by 2010 and should bring together
provinces and territories, the federal government and interested stakeholders
and experts to discuss possible options to improve saving options for Canadians
and to encourage greater saving.

-30 -

For more information:

lan Hanna

Communications Advisor

Office of the Saskatchewan Premier
306-787-2127
ian.hanna@gov.sk.ca
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APPENDIX B: POLICY ISSUES TO BE RESOLVED

Eligibility for Membership
e What should the target group be (i.e. income floor and ceiling)?
Residency requirements?
Immigration status?
Minimum age? Maximum age?
Age of eligibility for benefits payment?
Participation in RPP?
Federally regulated workplace?

Enrolment
e Mandatory or voluntary (automatic enrolment with option to opt out)?
e Who will be required to participate and on what level (e.g., should employers who do not
participate in the plan still be required to withhold and remit contributions from
participating employees)?

Specifics of Plan Design

Contribution levels?

Ability to transfer existing pensions, RRSPs, TFSAs into the plan?

Locking-in requirements?

Vesting?

Life-cycle strategies, i.e. auto-glide, auto-annuitization, etc.?

Source of annuities, i.e. from within the plan, from external providers such as insurance
companies?

e Option for benefits to be paid from the plan in a RRIF format?

Role of Government and Governance
e For a CSPP model, should the plan be completely arm’s length from government, or is it
sufficient for investment management to be free from political interference?
e If the plan is to be completely independent, how will an independent
administrator/fiduciary be established independently from government (e.g., nominating
committee for board of trustees established by legislation, other)?

Role of Private Sector
e How much (or how little) private sector involvement would there be, in either the CSPP or
CPP model? Investment management? Administration?
o |If private sector involvement, who would choose the provider(s)? What would the
selection process be?

Start-up Costs
e What would each option require? Quantification of start-up costs?
e How would start-up costs be funded?
e What are the opportunities for private sector partnership?
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Timing of Implementation
e How long will implementation take under each model? Factors that might affect timing?
e A CPP Expansion model would require the review of the Chief Actuary.

Legal/Constitutional Issues
e Confirm whether legislation is required in each participating jurisdiction.
e Changes to CPP —would there be enough support to achieve the required approval of
Parliament as well as approval of at least 2/3 of the provinces with 2/3 of the population of
Canada?

Data and systems
e Will IT systems be needed for a CSPP model? If so, costs?
e Is there an “off the shelf” system that could be used?

Other
e Option for individuals who do unpaid work in the home to participate?
e Adjustments to disability and survivor benefits for future service under a CPP Expansion
model?
o Degree of difference in total benefits under a CPP Expansion model with benefits indexed
to the Consumer Price Index versus a CSPP model with annuities that include stock market
gains?
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Executive Summary
Purpose of the Report

This research study was prepared for the Ministry of Finance of the Province of Ontario to
“... assess the capacity of Canada’s retirement income system to provide retirement incomes
in the future.”

The paper includes six sections, which, together, provide an analysis of the elements of
Canada’s retirement income and their efficacy in providing retirement income. Gaps in data
and questions for future research are identified, as well as the resources used in developing
the paper. This executive summary highlights key findings of the research study.

Structure of Canada’s Retirement Income System (RIS)

Canada’s RIS is composed of three pillars. Two programs administered by the federal
government and financed out of general tax revenues comprise the first pillar: Old Age
Security (OAS) and the Guaranteed Income Supplement (GIS). OAS and GIS combine to
provide a minimum income guarantee for older Canadians. Most provinces provide income-
tested top-ups to the OAS and GIS.

The Canada and Quebec Pension Plan(s) (C/QPP) make up the second pillar. The C/QPP are
compulsory earnings-related programs that replace 25 per cent of pre-retirement earnings up
to average wages and salaries. When combined with OAS and GIS, the C/QPP allows a
person with half-average wages and salaries to maintain their standard of living in retirement.
For people with higher levels of earnings, additional income is needed from the third pillar to
meet this objective.

The third pillar, made up of privately administered Employment Pension Plans (EPPs) and
Registered Retirement Savings Plans (RRSPs), is extremely diverse. The third pillar is
privately administered but receives government support in the form of special tax measures
and regulatory oversight. EPPs may be either defined benefit (DB) or defined contribution
(DC) plans, and a growing number combine elements of both DB and DC. Participation in
EPPs is positively associated with: large employers, a unionized workplace, level of earnings
and education, and sector of employment. Until the recent past, male employees were more
likely than females to be EPP members, but that is no longer the case.

Participation in RRSPs grew rapidly from the mid-1970s to the mid-1990s and has been stable
since then. Participation is strongly associated with level of income. Since the early 1990s,
some employers have introduced group RRSPs (GRRSPs) as an alternative to EPPs. RRSPs
and GRRSPs operate outside of the regulatory framework that applies to EPPs.

Many of Canada’s elderly get additional income from sources other than the RIS (e.g.
earnings from employment and self-employment, and investments). Their standard of living is
influenced by the ownership of consumer durables such as housing. It may also be influenced
by provincial government subsidies for housing and prescription drugs.

Canada’s RIS in Comparative Context

The Organization for Economic Co-operation and Development (OECD) brings together 30
high-income democracies and provides a good point of comparison for Canada’s RIS.
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Canada is similar to most OECD countries in having a three-pillar RIS. However, there are
important differences among OECD countries in the roles played by different pillars.
Compared to the OECD as a whole, Canada’s first and second pillars together place more
emphasis on providing minimum income protection to the elderly, and less emphasis on
replacing earnings across a broad range of pre-retirement earnings. Canadian first and second
pillars have a higher rank among OECD countries in replacing low versus high levels of
earnings.

The latter part of the 20™ century was a period of income improvement for the elderly through
much of the OECD.

Criteria for Judging Canada’s RIS

The adequacy of incomes arising from an RIS is commonly judged by two criteria: how
incomes compare to poverty measures, and how they allow retired persons to maintain their
pre-retirement standard of living. Although these concepts are quite straightforward, there is a
great deal of debate about how to make them operational.

There is also debate as to whether poverty is a state of absolute deprivation or a state of
relatively low income, and this generates further debate about the correct measure of poverty.

The common approach to determining whether the elderly are maintaining their standard of
living is to compare the income of the elderly population with their pre-retirement earnings.
This comparison is called the “replacement rate” and is usually expressed as a percentage.
Actual replacement rates are compared with a benchmark replacement rate — usually in the
range of 70 to 75 per cent of gross pre-retirement earnings — to decide whether people are
maintaining their pre-retirement standard of living.

The predictability of retirement income is also cited as an important consideration.
Predictability is seen as an intrinsic virtue, as the elderly often have little ability to adjust to
adverse income shocks by changing their participation in the labour force. Predictability is
also thought to be important in allowing people to plan their personal financial affairs.

Pensions are also judged in relation to criteria such as financial sustainability and/or fairness
among generations. Like the standards of income adequacy, however, these concepts are not
easy to make operational.

The life cycle consumption theory provides some help in thinking about the extent to which
pre-retirement earnings should be set aside to provide for retirement. According to the theory,
savings during the pre-retirement period should be at a level that permits continuity in
consumption between the pre-retirement and post-retirement periods. However, many people
do not set aside enough to meet this objective. On the other hand, over-saving for retirement,
especially if it is forced over-saving, is not benign. Lifetime consumption and well-being may
be negatively affected for people who are forced to over-save for retirement.

The RIS and Today’s Elderly: An Assessment

Over the period from 1976 to 2007, the median real income of elderly couples increased by
55 per cent, and the real income of elderly singles by 79 per cent. There was also a general
equalizing tendency in incomes of the elderly until the mid-1990s.
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Income from the C/QPP and the third pillar has grown very strongly. (Canadian income data
does not permit a separation of income from EPPs versus income from annuities and RRIFs.)
Most of the growth in income from the C/QPP occurred by the mid-1990s, while income from
the third pillar continues to grow. Income from investments and employment has declined
over time, although there has been some increase in employment income in the recent past.

Generally speaking, people in the lower half of the elderly income distribution rely heavily on
income from the OAS, GIS and C/QPP, while people in the upper portion of the distribution
rely much more heavily on third pillar income. At the highest level of income (the 10"
decile), investment and employment income is much more prominent: 20 per cent from each
source.

Since the late 1970s, there has been a sharp decrease in poverty among the elderly from about
35 per cent to roughly 5 per cent based on the Low Income Measure (LIM). The elderly
poverty rate in Canada is one of the lowest in the OECD. However, subsets of the elderly (e.g.
widowed and separated women) have notably higher rates of poverty.

Three Statistics Canada analysts have recently used newly available data to measure Canadian
replacement rates over the period from the early 1980s to the middle of the current decade.
They found that most elderly Canadians have incomes that amount to 80 per cent or more of
their pre-retirement earnings. At the same time, there are significant minorities whose
incomes are less than 60 per cent of pre-retirement earnings. This finding is generally
consistent with the way the elderly assess their current financial situation compared to their
pre-retirement financial situation.

The latter part of the 20™ century was a period of significant improvement in the incomes of
older Canadians. However, this positive achievement must be qualified. First, by most
measures, positive developments were achieved by the mid-1990s, and the period since then
has been one of stability or mild deterioration. Second, the improvements reflect not just the
strength of the RIS, but the way it interacted with a particular set of financial and economic
circumstances. The existing RIS will produce different outcomes under different
circumstances.

The RIS of the Future: Outcomes and Influences

Several attempts have been made to estimate quantitatively the likely retirement income
situation of Canada’s future elderly. Generally, these efforts have focused on age cohorts near
retirement age. As there is no established protocol for this type of work, existing studies use a
variety of approaches. Among them, the most convincing is prepared by two analysts at
Statistics Canada based on data from the 1999 Survey of Financial Security (SFS). They
estimate that roughly one-third of Canadians in the 45 to 64 age range are likely to end up
with incomes that fall short of adequate minimum incomes and/or incomes that will allow
them to maintain their standard of living. Other studies reach different numerical conclusions,
but agree that income adequacy will be a problem for a significant minority of the future
elderly.

Limitations in the attempts to quantify the future incomes of the elderly point to the need for
tools that are very granular, longitudinal and stochastic. Analytical methods that rely on
“average” experience and suppress a view of uncertainty are a chronic problem in the pension
world. Attempts to quantify incomes of the future elderly generally assume that the RIS has a

Baldwin Consulting — October 2009 -V-



Research Study on the Canadian Retirement Income System: Final Report

stable institutional structure and that economic, financial and labour market environments are
also stable. The RIS structure and the economic environment are, of course, changing all the
time.

Economic, labour market and demographic trends may make it harder for third pillar
institutions to deliver adequate retirement incomes in the future. Two developments stand out
in particular:

- The ratio of the retirement period to the pre-retirement period is growing.
- The gap between returns on financial assets and wage and salary growth is likely
to shrink.

These developments will increase the contribution/savings rates required by third pillar
institutions.

Since the late 1970s, the portion of employed Canadians who participate in EPPs has declined
from 46 per cent to 39 per cent. Both public and private sectors have experienced this decline,
but it has been more acute in the public sector.

So far, the decline in EPP participation has not been reflected in declining third pillar income.
Until the mid-1990s, the decline was partially offset by the increasing use of RRSPs. Another
mitigating factor has been that, as the portion of the employed who participates in EPPs has
declined, the portion of the adult population that is employed has gone up. Thus, the portion
of the adult population that participates in EPPs has been quite stable. In addition, coverage at
the level of couples has not declined as steeply as has coverage of individuals. Underlying
both of these mitigating factors is the increasing portion of women in the paid labour force.
Finally, regulatory changes in the late 1980s increased EPP beneficiaries, thanks to new rules
on vesting and survivor benefits. Some of these mitigating influences have limits to the relief
they can provide: once all adults are coupled and in the paid labour force, no further relief will
come from these sources.

The other major development that is widely noted with respect to EPPs is a general shift from
defined benefit (DB) to defined contribution (DC) coverage. This change has been taking
place in both sectors, but has been more pronounced in the private sector. It raises concerns
about the predictability of retirement incomes. The shift away from classic DB has included
the emergence of hybrid plans in addition to the growth of pure DC. Research done for the
Ontario Expert Commission on Pensions (OECP) indicates that two-thirds of EPP members
who are classified as belonging to DB plans in Ontario actually belong to hybrids.

Data from the SFS suggest that the decline in EPP coverage and the shift from DB to DC are
not prompting offsetting forms of wealth accumulation for retirement. This is a very
important issue that needs further study.

Four provincial governments established inquiries into the problems of EPPs in the recent
past: Ontario, Nova Scotia, and a joint review by Alberta and British Columbia. In addition,
the federal government and Quebec undertook inquiries that were somewhat less formal.

The scrutiny to which EPPs have been subjected reflects a number of problems: concerns
about DB funding rules as result of volatile contributions; unresolved legal disputes about
appropriate use of DB pension surplus; lack of clarity about plan sponsor responsibilities
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under DC plans; lack of clarity about the application of regulatory law to new hybrid plans;
lack of uniformity of regulatory law among jurisdictions; and declining coverage of EPPs.

The provincial inquiries addressed a wide range of issues related to the regulatory law and
processes, and the governance of EPPs. Proposed changes should make EPPs easier to
manage if only by removing legal uncertainties. The inquiries also made proposals that reflect
concerns raised by Ambachtsheer about the limited scale, lack of expertise in EPP governance
and management, and lack of alignment of beneficiaries’ interests with those of plans’
governors and managers. The reports also note the need for changes to tax and bankruptcy
law. Despite the potential benefits of the proposed changes, the inquiries recognized the need
for more substantial change in order to address the coverage issue.

The reports prepared for Alberta and British Columbia, and for Nova Scotia recommend the
creation of provincial pension plans. Employees with earnings above a minimum level who
do not belong to EPPs would be enrolled in these plans unless they opt out. The self-
employed would opt in. The OECP recommended the creation of an Ontario Pension Agency
that might serve as an investment and pension plan manager. It also recommended that large
plans be allowed to sell investment and other services to small plans and individuals, and that
Ontario consider proposals to expand the role of the CPP.

Gaps in Data, Research and Information Systems

The research study identified important gaps in data, research and information systems. See
section 7.

Conclusions

The incomes of the elderly improved significantly in the latter part of the 20" century and
there is reason to believe that significant portions of the future elderly will be well served by
existing arrangements. But a number of issues remain.

In the first and second pillars, an important issue is how the OAS and GIS benefits will be
adjusted in the future if real wage growth resumes in response to demographic change. If
benefits remain price indexed with no further adjustment, these programs will be less useful in
preventing poverty and maintaining pre-retirement living standards.

The EPP component of the third pillar faces serious challenges. Provincial inquiries have
made recommendations that should facilitate the operation of EPPs. However, the big
question is whether something needs to be done outside the purely voluntary framework in
order to address the coverage issue. This report identifies the questions that need to be
addressed in considering this issue:

e what is the earnings range to which a new initiative might apply;
e what age cohorts would participate in a new initiative;
e how should any new initiatives relate to existing EPPS;

e what is the right balance of voluntarism and compulsion in a new initiative and is it
the same for employees and the self-employed;

e what is the right mix of public and private institutions in a new initiative; and,
e what are appropriate federal and provincial roles?
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The status quo is an option. However, it is an option that may leave a significant minority of
people with moderate to high earnings facing a decline in their standard of living in
retirement, and force many people to rely on sub-optimal pension and retirement savings
institutions.
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Section 1: Introduction

This paper has been prepared for the Ministry of Finance of the Province of Ontario. The
general purpose of the report is to “... assess the capacity of Canada’s retirement income
system to provide retirement incomes in the future ...”. The Ministry has also specified
that:

“... retirement incomes should be compared to poverty indices and pre-

retirement earnings with appropriate adjustments. The study should assess

these broad questions in terms of individuals and families to the extent

possible using existing and publicly available data sources.”

The issue raised by the Ministry is profoundly important. Over the coming twenty years,
the portion of the population over 65 will nearly double, from 13.4 per cent in 2007 to
23.2 per cent in 2030 and continue to increase to 26.3 per cent in 2075. (OCA, 2008)
Thus, the success (or lack thereof) that is achieved in providing adequate incomes to the
older and largely retired population will have an increasing impact on the economic and
social well being of the population in general. It is equally clear that providing adequate
incomes to the elderly® population entails increasing the claims that the elderly
population will make on national income. These are two sides of the same coin that will
have to be balanced.

The issue raised by the Ministry also has dimensions that extend in many directions. The
Retirement Income System (RIS) in Canada is in a constant state of flux and participation
in its component parts is also in a constant state of change. Changing degrees of
participation reflect not only changes in taste, but changes in variables such as: levels of
earnings, the sector composition of employment, rates of unionization, changes in female
participation in the labour force, and so on. Moreover, the outcomes generated by the RIS
will vary based on economic and financial variables, such as rates of inflation and real
wage growth and rates of return on financial assets.

The Ministry asked the author of the report to prepare this report within a time frame that
precludes undertaking original research on all aspects of the issue. Fortunately, there is a
good deal of relevant literature, analysis and data already in the public domain and it has
been drawn on heavily. Nonetheless, there are some dimensions of the general issue that
deserve more attention than they get in the report. As is noted in Section 7, much of the
discussion in this report needs an assessment with the specific situation of women and
immigrants in mind. The report does present new data on the incomes of the current
elderly.

Two things about the way the report has been prepared need mentioning at the outset.

! Unless context demands otherwise, the terms elderly, pensioners, seniors and retirees will be used
interchangeably and will be used to designate individuals who are 65 years of age and older and/or
economic families in which the oldest member of the household is 65 or older.
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In the process of preparing the report, gaps in existing data and analysis have become
evident. Indeed the author of the report has been noting these for some years. (See:
Baldwin, 2007 and 2008) Despite these limitations, issues that need to be addressed have
been addressed even where the existing data and analysis have been less than complete.
Relevance has trumped reliability in the preparation of this report. Second, the subject
matter of this report, like pensions as institutions, focuses on the future, which by its
nature is uncertain. This is not a field that permits fixed and firm answers to questions
(though many are propounded). Answers to all of the key questions in this report need to
be treated with some caution irrespective of the source. The reality of uncertainty also has
some implications for analytical tools that are best suited for analyzing future retirement
income prospects and these are noted in Section 7 and in the Conclusions in Section 8.

The report proceeds as follows.

Section 2 provides an overview of the Canadian RIS. The component parts are briefly
described, as is the manner in which they combine to meet retirement income goals.

Section 3 looks at the Canadian RIS in an international comparative perspective. The
comparators are provided by the 30 high income democracies that make up the
membership of the Organization for Economic Co-operation and Development (OECD).
The roles played by different parts of the RIS are compared with those in other countries.

Section 4 is largely conceptual and discusses criteria for judging the RIS. It notes some
of the difficulties in making key concepts operational.

Section 5 describes the income situation of the current elderly, as well as elderly income
trends. It notes amounts and sources of income, the evolution of poverty among the
elderly, replacement rates and quasi-replacement rates. All but the discussion of
replacement rates relies on data gathered for the report.

Section 6 looks to the future with a view to answering the key questions the report has
been asked to address. It begins with a review of several attempts to quantify the future
retirement income prospects of Canadians and it also notes the subjective assessment of
near retirees in Canada of their retirement income prospects. Section 6 moves on to
discuss changes that are taking place in Employment Pension Plans (EPPs) in Canada and
some proposals that have been made to overcome some of their current problems and
limitations. Section 6 also includes a brief discussion of issues related to Canada’s public
pension plans.

Section 7 takes stock of some of the limitations in data, research and information systems
relating to incomes of the elderly and future retirement income prospects.

Conclusions are drawn in Section 8 and references are identified in Section 9.
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Section 2: The Structure of Canada’s Retirement Income System

2.1 Introduction

In order to describe the structure of the Canadian RIS in a manner that is consistent with
the comparative context presented in the next section of the report, the Canadian RIS will
be described in terms of the three pillars structure employed by the OECD. (See for
example: OECD, 2009). Inthe OECD’s classification:

e The first pillar is made up of programs that are financed from general tax
revenues and are available to the elderly based solely on age plus years of
residence or citizenship, or these qualifications plus an income or means test.

e The second pillar is made up of compulsory programs that are designed to replace
pre-retirement earnings. These programs could be either defined benefit (DB) or
defined contribution (DC).

e The third pillar is made up of privately administered retirement income plans,
including those that are put in place “voluntarily”? by employers for their
employees (EPPs) and individual tax assisted retirement saving accounts.

This typology developed by the OECD is useful and widely used. However, several
things about it are worth noting. First, incomes of the elderly include sources of income
that are not encompassed by it because they are not specifically designed to provide
income in retirement. Investment income and earnings from employment and self-
employment are the most obvious cases in point. Second, publicly administered
retirement incomes are not the only source of public support for the elderly. Other types
of support may include drug and housing subsidies. Public support is also provided to
privately administered retirement income plans through tax support and regulation.
Finally, it is noteworthy that the typology does not differentiate among pillars based on
funding method.

Pension plans can be financed on one of two classic bases: pay-as-you-go (pay-go) or
fully pre-funded. In a pay-go plan, contributions are levied at a rate sufficient to pay
benefits due to be paid in the current time period. No reserve fund is built up, there are no
pension investments, and investment income plays no direct role in the financing of the
plan. The contribution rate under a pay-go plan will reflect two ratios: the ratio of
pensioners to contributors, and the ratio of retirement benefits to contributory earnings.

In a fully pre-funded plan, contributions in a particular year are levied to match the
present value of the future benefit payments that are earned that year. Typically, assets
that accrue in the pension fund are required to match the full amount of the financial
obligation of the plan to its members. In cases where there is a shortfall of assets in
relation to plan obligations (liabilities), special payments to the pension plan over and
above those needed to match newly accruing benefits are typically required. Conversely,

2 EPPs are voluntary for employers in the sense that they are not required to provide them by law. But,
union bargaining pressure and pressures from competitors on the demand side of the labour market may
leave employers little choice but to offer them as part of a compensation package.
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if there is an excess of assets over liabilities, reduced contributions may be allowed or
required. Contribution rates in fully funded plans will depend on the ratio of the
retirement period to the period over which contributions are made and, assuming wage
related Eenefits, the relationship between returns on pension investments and wage
growth.

First pillar programs are almost invariably pure pay-go programs and until the recent past
the same could also have been said of second pillar programs in OECD countries.
However, the tax base used to support first and second pillar programs usually differs
even where both are being financed on a pay-go basis. First pillar programs usually rely
on the full tax base of the government which means that to some degree, capital income
and the incomes of the elderly form part of the tax base. Second pillar programs usually
levy contributions exclusively on labour income and then, only up to a maximum level.
In recent years, a number of OECD countries have begun to introduce or expand pre-
funding in second pillar programs and Canada is a case in point. Other members of the
OECD, particularly new members, have complete pre-funding of their second pillar as a
result of having adopted mandatory DC arrangements.

Plans in the third pillar are almost invariably fully pre-funded. This is true by definition
of pure DC plans and true, with some notable exceptions, of DB plans.

Canadian arrangements will be described against this backdrop.

2.2  Pillar 1: OAS, GIS, The Allowance and Provincial Top-Ups

In Canada, the first pillar is dominated by two large programs that are financed and
administered by the Government of Canada — namely, Old Age Security (OAS) and the
Guaranteed Income Supplement (GIS), which is part of the OAS program in a formal,
legal sense. It also includes a smaller income tested supplement (The Allowance) and
provincial top-ups to GIS in most of Canada’s provinces and territories.

The OAS was established in 1952 as a universal flat rate benefit that provides monthly
benefits to all Canadians who satisfy age and residence requirements. Initially, the age of
eligibility was 70 but was lowered to 65 in one-year annual stages from 1966 to 1970.
The residence requirement was ten years of residence in Canada between ages 18 and 65
in order to qualify for OAS. Starting in 1973, the amount of the monthly benefit was
indexed to changes in the Consumer Price Index (CPI), with the price adjustments being
made quarterly.

® It is typically assumed that returns on investment will exceed wage growth and that therefore pre-funded
contribution rates will be lower than pay-go contributions. While this assumpti