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Summary
More than 60 percent of working Canadians currently don’t have a workplace pension. For
those who do have one, it does not guarantee them retirement security. With employers
increasingly opting for defined-contribution (DC) rather than defined-benefit (DB) pension
plans, the burden of managing the risks associated with a pension — such as longevity and
the market performance of assets — has shifted to the worker.
While this shift may have curtailed pension costs for businesses, as Robert Brown and Tyler
Meredith argue, it has also left workers more vulnerable financially, since many do not have
the wherewithal to plan effectively for retirement. In this study the authors explore ways to
improve pension coverage and better manage risk for pension members, while also providing
cost predictability for employers.
With respect to the policy reform proposals currently on the table, they find that although
expanding the CPP/QPP would be worthwhile, it is unlikely to be undertaken in the current
economic and political environment. Meanwhile, the pooled registered pension plan (PRPP),
recently introduced by the federal government, lacks mandatory employer contributions and
will do little to reduce risks for individuals.
The authors instead propose a voluntary pooled target-benefit pension plan (PTBPP). It would
involve commingling assets across all participating workplaces to maximize scale efficiencies
in investment and manage actuarial risk. Employers’ matching contributions would be
mandatory but fixed, as in a DC plan. As with the PRPP, it would be available to individuals
and the self-employed.
Most importantly, upon retirement, members could expect a benefit within a target range,
depending on market performance. The authors suggest a minimum benchmark of 50 percent
income replacement, requiring a slightly higher contribution rate than in many DC plans today.
While the target-benefit design would not eliminate the risk that benefits decrease due to market underperformance, the model proposed includes mechanisms to mitigate this risk. The
plan would be managed by actuaries and investment managers, instead of by workers. To curtail administrative costs, the PTBPPs would be required to maintain a minimum pool of $10
billion, with management fees capped at 40 basis points, which would be considerably more
cost-efficient than are most DC plans and RRSPs today (250 to 300 basis points).
In sum, for employers the proposed model would provide protection from pension cost
volatility, and for employees it would offer more effective retirement saving through low
administrative costs and reasonable retirement benefits. For many workers and employers this
would be a vast improvement over their situation today.
Brown and Meredith conclude that the PTBPP could be implemented within the legislative
framework recently created for PRPPs, but this would require concerted action by the provinces.
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Résumé
Plus de 60 p. 100 des Canadiens actifs n’ont pas accès à un régime de pension en milieu de travail. Par ailleurs, la sécurité de la retraite de ceux qui cotisent à un régime d’employeur n’est
pas non plus garantie. Le fait que les employeurs optent de plus en plus pour des régimes à
cotisations déterminées (RCD) au lieu de régimes à prestations déterminées (RPD) transfère
aux travailleurs la gestion des risques liés notamment au rendement des actifs et à la longévité.
Bien que ce changement permette aux entreprises de réduire leurs charges de retraite, il rend
bon nombre de travailleurs plus vulnérables, car ils n’ont pas les compétences financières
nécessaires pour planifier leur retraite. Robert Brown et Tyler Meredith examinent dans cette
étude différents moyens d’améliorer la couverture en matière de pensions et de mieux protéger
les adhérents contre les risques, tout en assurant aux employeurs une prévisibilité des coûts.
Parmi les propositions de réforme envisagées, ils jugeraient intéressant d’élargir le Régime de
pensions du Canada et le Régime de rentes du Québec, mais doutent que la conjoncture
économique et politique le permette. Quant aux régimes de pension agréés collectifs (RPAC)
mis de l’avant par le gouvernement fédéral, ceux-ci ne prévoient pas de cotisations obligatoires pour les employeurs et n’atténueraient guère les risques encourus par les travailleurs.
Les auteurs proposent plutôt un régime de pension collectif à prestations cibles (RPCPC), qui
regrouperait les actifs des entreprises participantes afin de bénéficier des effets d’échelle en matière
d’investissement et de gestion des risques actuariels. L’adhésion au RPCPC se ferait sur une base
volontaire, mais les cotisations de contrepartie des employeurs seraient obligatoires et fixes
comme dans un RCD. Surtout, ses adhérents pourraient compter à leur retraite sur un niveau de
prestations qui se situe dans une fourchette cible pouvant varier en fonction du rendement du
marché. Les auteurs proposent ici un indice de référence de remplacement du revenu d’au moins
50 p. 100, ce qui nécessiterait un taux de cotisation légèrement plus élevé que pour certains RCD.
Quoiqu’il n’élimine pas le risque d’une baisse des prestations en cas de faible rendement du
marché, le régime proposé prévoit des mécanismes pour l’atténuer. Ainsi les RPCPC seraient
gérés par des actuaires et des gestionnaires de placements, et non par les travailleurs. Pour
réduire les frais d’administration, les RPCPC devraient maintenir un fonds d’au moins 10 milliards de dollars dont les frais de gestion seraient plafonnés à 40 points de base, soit un taux
nettement plus avantageux que celui de la plupart des RCD et des REER actuels.
En somme, les RPCPC protégeraient les employeurs contre la volatilité des coûts due à la gestion des régimes tout en offrant aux employés un meilleur rendement de leur épargne-retraite
et des prestations de retraite raisonnables. Pour de nombreux employeurs et travailleurs, il
s’agirait d’une importante amélioration par rapport à la situation actuelle.
Les auteurs estiment enfin que les RPCPC pourraient être mis en œuvre en utilisant le cadre
législatif récemment adopté pour les RPAC, moyennant une action concertée des provinces.
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The Canadian Context

T

he world of employer-sponsored pension plans is evolving. While the traditional definedbenefit (DB) pension plan remains the primary model for occupational pensions — where
they exist — DB pensions have been in a slow and persistent decline for more than two
decades. This decline can be measured in different ways: (1) Between 1986 and 2010, the proportion of the Canadian labour force covered by DB pension plans shrank from 39 percent to
29 percent, while over the same period the number of employees covered by definedcontribution (DC) pension plans nearly tripled. (2) The share of registered pension plan members covered by a DB plan fell from 92 to 75 percent, while the proportion in a DC plan
doubled from 7 to 16 percent (with the remaining 9 percent covered by hybrid and combined
plans) (Statistics Canada 2010b,c).
These statistics tell us that there has been a notable shift away from DB pensions. In part, this
is the result of the conversion of some plans to either a DC or group registered retirement savings plan (RRSP) model;1 the Vale Inco and RBC Group plans are some examples. However, the
increasing popularity of DC and DC-like pensions is only part of the story. The growth of the
labour force outside of industries in which DB coverage has been the prevalent model
(Gougeon 2009) and the decline in workplace pension coverage overall have left many
Canadian workers vulnerable amid worsening conditions for retirement saving (Canadian
Institute of Actuaries 2007).
More pointedly, this new pension landscape raises important questions of equity. As in
many other countries, in Canada the decline of DB pensions has been felt almost exclusively in the private sector. Among public sector workers, 86 percent have workplace pensions, of which 94 percent are DB. Yet only 25 percent of Canadian private sector workers
have workplace pensions, and only 56 percent of those are DB (Statistics Canada 2011).
The concern is that for middle-income Canadians, access to a stable, secure and adequate
standard of living after retirement increasingly depends on where one is employed. Figures
1 and 2 illustrate these trends in pension coverage across the Canadian labour market.2
The decline in DB coverage, the growth of DC plans and the decrease in workplace pension
coverage among newer cohorts of workers stem from decisions that many private sector
employers have made to reduce their exposure to high and volatile pension costs and to shift
a greater part of the burden of retirement saving onto employees. At the same time, the
financial crisis of 2008-09 has clearly shown the pitfalls of saving for retirement in individual-directed DC accounts. The 2011 Towers Watson DC Retirement Age Index (figure 3) uses
market performance to calculate the age at which an average middle-income worker paying
into a DC plan can retire with sufficient asset value to pay for a life annuity guaranteeing an
average rate of income replacement.3 According to the index, workers have had to increase
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Figure 1: Pension coverage rate in the Canadian labour force,1 1986-2010
b) Pension coverage rate by plan type
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The labour force is calculated on the basis of individual employees and includes the public and private sectors, the Canadian Forces and self-employed workers in incorporated businesses (with and without paid employees).

Figure 2: Public and private sector membership in definedbenefit (DB) and defined-contribution (DC) registered pension
plans, 1986-2010
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Figure 3: Towers Watson DC Retirement Age Index (as on
September 30, 2011)1
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1
The benchmark retiree is a 60-year-old member who retired in December 2007,
after 20 years of contributing a consistent annual percentage of pay into the plan,
whose contributions were invested in a balanced fund (divided equally between
equities and bonds). That retiree’s pension (as a percentage of final pay) is the target for later retirees who have the same 20-year contribution history and asset mix.
If investment performance over a particular member’s 20-year history is worse (or if
annuity purchase prices at retirement are higher) than those of our benchmark
retiree, this member must delay retirement to achieve the same pension as the
benchmark retiree or accelerate contributions.

efore we analyze the details of the proposed reforms, it is important to outline the risks and other considerations
inherent in different choices in pension
design. Although many perceive the available options as being a binary choice
between the DB and DC models, there is in
fact a wide range of design choices and models along the spectrum, as box 1 illustrates.

Between the DB and DC plans is a series of
plans that are referred to interchangeably as “hybrid” or “mixed” pension plans. In the
aggregate, such plans represent a relatively small portion of pension membership in
Canada — approximately 10 percent in 2010 (Statistics Canada 2010b). This should not,
however, be interpreted as an absence of variation or experimentation in pension design.
Box 1: The pension continuum in Canada
DB: certainty of benefits (uncertain contributions)
➤
Final earnings with price (wage) indexation
➤
Final earnings with contingent indexation
➤
CPP/QPP (basic benefits): “updated” career average, with indexation of benefits contingent on plan’s
funding status
➤
DC with guaranteed rate of return (Denmark, Switzerland, United States)
➤
Notional DC (Sweden, Poland, etc.)
➤
Nominal career earnings, with indexation of both pension rights accruals and pension benefits
already in pay contingent on plans’ funding status (Netherlands)
➤
Flat benefit with ad hoc indexation
➤
Target-benefit multiemployer pension plan
➤
DC with DB guarantee
➤
CSPP,1 group choice with life-cycle investment and long-term annuity purchases as defaults
➤
DC, individual investment choice, with annuity purchase
➤
DC, individual investment choice, with self-managed withdrawal
DC: certainty of contributions (uncertain benefits)
Source: Baldwin (2010, 35).
1

Canada Supplementary Pension Plan.
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Although few plans are explicitly designed to blend both DB and DC components into a
“hybrid,” many plans classified as either one or the other differ at least marginally from
the typical employer-based (DB) or employee-based (DC) models of risk sharing. In this
respect, the notion that pensions are either purely DB or purely DC is not a useful framework for understanding current pension realities. This section attempts to disentangle
some of these concepts and offer a clearer guide for analyzing pension design.

Defined-benefit plans
In a classic DB plan the benefit to be paid to workers upon retirement is defined in the plan.
In this type of plan, the sponsor is legally responsible for funding the plan sufficiently to
achieve the established benefit and ensuring any necessary changes in contributions, should
circumstances require. This is not to say that plan sponsors take on these obligations forever
— in a union environment the process of collective bargaining often results in renegotiation
— but the pension’s management risks are carried by the plan sponsor who is, nominally, the
investor. Among these risks are the following:
➤

Investment risk (if assets underperform)

➤

Pension cost volatility risk (if plan deficits must be absorbed in a short period of time)

➤

Inflation risk (if the benefits in the payout period are indexed)

➤

Interest rate risk (if the payout is annuitized)

➤

Longevity risk (if the payout is not annuitized)

Even though the plan sponsor carries these risks, the company’s shareholders or its customers
may ultimately bear the costs. Conversely, workers will argue that all of these risks are ultimately borne by the workers through their total compensation package. However, regardless
of who ultimately pays the bill, it is the employer/plan sponsor who decides whether the plan
is DB or DC, or whether there is a plan at all — although, in industries where unions are
strong, this may be a debatable point.
In the early days of pension plans, sponsors were able to offer significant benefits at a relatively low cost. This was true because vesting periods were long, indexation of benefits to
inflation was rare, and pension funding requirements allowed for the use of discount rates
that reflected the full equity premium as well as a number of averaging mechanisms in
determining the funding status. With the advent of various changes in provincial acts governing pension benefits in the early 1980s, vesting periods were shortened considerably.4
The high inflation rates of the late 1970s and early 1980s caused more workers to bargain
for inflation protection. And while high rates of return on investments allowed plan sponsors to continue to promise large retirement benefits during the 1990s, three severe setbacks in financial markets in the past decade have resulted in significant actuarial deficits
in a number of DB plans. These deficits have forced increases in contribution rates for
members and have led a number of provinces to weaken the solvency regulations for pension plans (Archer 2011).
The latest round of changes to global accounting standards following the 2008 recession has further complicated the situation. Specifically, the introduction of “mark to market” valuation as of
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2013 will eliminate the smoothing of pension costs based on future expected rates of return in
favour of a present-day valuation. Employer financial statements will therefore become more
volatile as pension deficiencies and surpluses are recorded in tandem with market performance.
Taken together with the general aging of the workforce and the rising ratio of retirees to contributors, these factors have made DB pensions more onerous for employers and shifted many
of the contribution costs forward, closer to the present. Perhaps more importantly, recent turbulence in financial markets has increased the volatility of contribution rates significantly. It
is no wonder that many private sector plan sponsors have decided that they can no longer
afford the vagaries of the full DB pension promise.
We would be remiss to leave the impression that DB plans are without risk for plan members.
A worker in a private sector single-employer pension plan (SEPP) ends up bearing the risk of
insolvency of the plan sponsor if the insolvency occurs at a time when the liabilities of the
plan are underfunded. Unlike workers covered by a multiemployer pension plan (MEPP) or a
public service pension program, which theoretically collectivizes risk, SEPP members have no
protection for the accrued value of their pension benefits.5 Once in bankruptcy, the plan and
its members possess very limited rights as creditors against the remaining assets of the plan
sponsor (see Davis 2011). The bankruptcies at Nortel and AbitibiBowater have shown that
unless the government is willing to bail out the plans at full cost, DB pensions are far from
being risk-free to the worker.
Other significant drawbacks of traditional DB plans are their limited portability and the
method used to calculate termination benefits. For example, the financial cost to a worker leaving a fairly generous DB plan midway through his or her career could represent a loss of benefit
accruals of as much as 45 percent relative to a continuing plan member with similar career
earnings.6 This cost can serve as a significant deterrent to employment mobility and is increasingly problematic in a labour market where most individuals work for more than one employer
over the course of their careers.

Defined-contribution plans
In a classic DC plan, it is the contribution that is defined.7 The level of retirement income that
the defined contribution will produce is unknown and depends highly on the investment
return (after management fees) that the DC fund can achieve. The plan sponsor has normally
met all its requirements once it has made its contribution (assuming the plan requires a contribution from the sponsor).
With a DC plan, the worker in effect carries all the pension risks. If, for whatever reason, it
becomes apparent that the plan’s funding is insufficient to meet retirement income objectives, it is
up to the worker to supplement the funds in the account. And while many of the risks can be mitigated to a certain extent, the cost of mitigation can often be so high as to make it unadvisable.
The investment risk, which is now the responsibility of the individual worker, is illustrated in
figure 4. Clearly, the worker can decrease the portfolio risk by diversifying and choosing less
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volatile investments, such as government bonds. While it is true the volatility decreases
markedly, so too do the earnings replacement rates.
Figure 4: Replacement rate1 obtained from personal account
savings of workers2 who invest in alternative portfolios
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Individuals can mitigate their DC investment risk in a number of ways. For
instance, the employer/sponsor may suggest
a default investment option as well as a
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risk exposure. Interestingly, the more
options provided, the higher is the probability that a worker will choose the default
option (Antolin, Payet, and Yermo 2010).
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Source: Calculations by Gary Burtless, the Brookings Institution, Washington, DC,
explained in Burtless (2009).
1
The replacement rate is annuities as a percentage of wages.
2
Workers are assumed to contribute 4 percent of their annual salary over a 40year career.

basis points) of their gross rate of return to
the investment adviser or fund manager
(referred to as the management expense
ratio, or MER).8 If funds earn in the neigh-

bourhood of 5 percent per annum and
inflation runs close to 2 percent (not
unusual assumptions in the current environment), then such a worker is actually receiving a
zero real rate of return. We discuss the significant impact of investment fees on pension outcomes below.
In addition, workers tend not to adjust their investment portfolio mix as they approach
retirement. The literature tells us that one should move out of a strong equity portfolio to
more of a bond portfolio as one nears retirement (Ambachtsheer 2010). This shift is actually seldom seen when individuals manage their own investments. Thus, many (or most)
individual account holders lost 20 to 30 percent of their equity investment values
between the summer of 2008 and the spring of 2009. Estimates published by the OECD
(Antolin 2009) suggest that the market crash of 2008 may have led to a drop in earnings
replacement ratios of almost 10 percentage points.9
The worker can also mitigate the longevity risk by buying an individual life annuity upon
retirement. However, the purchaser bears both an interest-rate risk at the point in time the
annuity is purchased (if higher interest rates become available later and the purchaser is
locked into a low rate), as well as the cost risk of paying “full” price for the annuity if the purchaser’s health prospects are substandard relative to the high actuarial life expectancies
assumed by insurers. Annuities can be a cost-effective method for protecting benefits, but not
necessarily for all workers.
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Finally, it is very difficult to get an annuity that provides true inflation protection. One
can buy variable annuities whose payouts move with market values, but market values
do not correlate well with inflation. Or one can buy an annuity where the annual payout
increases according to a set (constant) inflation factor, but this is far from true inflation
protection (and, of course, this feature greatly decreases the initial monthly payout).
While employer-sponsored DC plans remain more advantageous to workers than self-directed
RRSP or tax-free savings account (TFSA) options, the risks are still considerable. The real problem, however, stems from the fact that few individuals are capable of assessing the risks
involved and gauging the adjustments required to effectively plan for retirement (see Schwartz
2010). Moreover, given stagnant real wages, the inability to adjust to or compensate for market volatility leaves many vulnerable to insecure retirement futures. One cannot achieve a
guaranteed level of retirement income simply through savings.

Hybrid plans
A growing number of individuals are now covered by a pension plan that is neither traditional
DB nor traditional DC. While it is still a relatively small proportion of total registered pension
plan coverage, as of 2010 more than 530,000 workers were covered by hybrid plans as classified by Statistics Canada. Growth in their membership has been nearly tenfold since 1986
(Statistics Canada 2010b). It is important to emphasize that these figures do not include a
number of DB regulated plans that possess important elements of hybrid design, such as
target-benefit plans. When these are included, as many as one million more workers could be
added to the hybrid plan pool, representing a strong cross-section of the Canadian labour
force.10 The pension plans of most Canadian universities, for example, are hybrids, with members participating in a DC plan that includes a guaranteed minimum defined benefit.
Generally, hybrid pensions come in one of four models, each with significantly different
implications for employers and employees. Table 1 provides a brief overview of each. The
universities example given above refers to a “stacked plan” wherein DB and DC components are said to sit one on top of the other. In 2010, approximately 95,000 Canadian
workers participated in a stacked pension plan of some kind (Statistics Canada 2010b). The
2011 arbitration dispute between the Canadian Auto Workers (CAW) and Air Canada centred on the union’s proposal for a stacked pension plan. It would involve segregating the
pension plan into two components: a DB base, built largely on the existing pension plan,
with a cap placed on the employer’s contributions; and, on top of this, a DC fund into
which the employer and employees would make matching contributions up to a set maximum (Burkett, Bauslaugh, and Mackenzie 2011). When a plan member retired, the combined value in these accounts would be brought together to create a single benefit
payment.11 This type of plan does not fully immunize employers from the risks associated
with pension coverage, although it ensures that benefits can be effectively capped and a
portion of risks is shared with employees.
A second hybrid model, one that has gained prominence in the US, is the cash-balance (CB)
pension plan. These plans have been particularly popular over the last several decades
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Table 1: Features of hybrid/mixed and traditional pension plans
Hybrid plans
Traditional
DB plans

Traditional
DC plans

Stacked

Cash balance

Target
contribution

Sponsor/
governance

Employer

Individual

Employer

Employer

Workers

Fixed benefits

Yes – monthly
payment/annuity

No – cash
account

Partial – one
component has
minimum benefits,
the other is DCbased

Partial – built with Yes
underlying
formula but not
guaranteed
after retirement

Employer
contributions

Variable

Fixed (usually
within range of
matching)

Variable for DB
Variable
component;
fixed for DC
component
(sometimes none)

Fixed and
indexed

Employee
contributions

Fixed

Variable

Partially fixed —
DC component
is variable

Fixed

Fixed and
Fixed
indexed;
variable if
deficiencies occur

Portability1

None

Full

Partial

Full

Unclear

Partial – across
employers
within industry/
sector

Asset accrual/
risk strategy

Long-term

High growth

Depends on
weighting of DB
and DC

Moderate
growth

Moderate
growth

Long term

Applicable
examples

Core public
sector

Majority
Throughout
membership in post-secondary
wholesale trade, sector
agriculture and
mining sectors

Target benefit
Joint (most
common)
Target

Fixed

Various large
Quebec member- Ontario
American
funded pension multiemployer
enterprises
plans
pension plans
(e.g., IBM, Bank
of America)

Source: Authors.
1
In this context, “portability” refers to the possibility for a worker who changes employers to continue making contributions, either individually or together with a sponsor.

(although not in Canada, as we explain later) as a conversion vehicle for former DB plans. In a
CB plan a principal lump sum “benefit” is paid into a hypothetical member account against
which member contributions are “booked,” although the assets themselves remain pooled
through the plan sponsor who bears the investment risk. For this reason, and due to the fact
that the principal is calculated using an actuarial formula within the plan, CBs are notionally
classified as DB. However, they operate much along the lines of a DC plan. No benefit is guaranteed upon retirement; workers receive only the market value of the account. Because the
benefit is designated as a lump sum, a member may elect at retirement either to receive the
lump sum or to annuitize the cash in his or her account as a monthly benefit.
As with some DB plans, part of the success of CBs is due to the use of the career-average
salary as the benchmark for calculating benefits. Compared to the final-average-pay model
common in DB plans, in which benefits are typically calculated as an average of the best
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three or five years of employment, the CB approach spreads contribution costs more evenly over the course of employment (Purcell 2004). While this does result in lower benefits
for most plan members, it can also improve intergenerational equity, since younger workers are not as likely to be faced with contribution adjustments to support steep increases in
pension costs for employees nearing retirement, as can happen with traditional DB plans.
At the same time, for those who change employers several times over the course of a
career, the portability of a fully accrued (front-loaded) lump-sum benefit can actually result
in higher retirement income potential in the long run (Purcell 2004; United States 2005).
These features have become more attractive as workers change jobs and employers more
frequently.
Regulatory obstacles are a major reason why hybrid pensions have been lagging in Canada.
At the crux of the matter are the traditional elements of DB and DC structures that are built
into provisions of the federal Income Tax Act and into many provincial pension and benefit
acts. Although the tax regime permits certain DB and DC features to coexist, it tends to hem
pension design into either a DB or DC template. This rigidity creates significant administrative disincentives to innovation. As an example, in responding to the CAW proposal for a
stacked pension plan, Air Canada strongly underscored the absence of a clear regulatory
path for hybrids in its preference for a simple DC conversion (Burkett, Bauslaugh, and
Mackenzie 2011).12
The current regulatory framework is outmoded from the point of view of plans that wish to
operate along a fully integrated hybrid model. For example, the provisions of the Income Tax
Act impose a DB regulatory framework on CB plans. This means that as CB benefits are transferred to a member upon retirement they can be neither more nor less than the amount prescribed within a traditional DB plan. Such provisions effectively nullify the advantages of
predictable and reduced costs in the CB design in Canada.
In reality, the closest Canadian pension design has come to a hybrid plan is Quebec’s recently
created member-funded pension plan (MFPP). The MFPP is for all intents and purposes a DB
plan in which employer contributions are fixed as though they were defined contributions.
Although it is the employer who formally invests the assets, the workers are solely responsible
for topping up the fund where deficiencies exist, and they retain ownership of any surpluses.
To ensure adequate stability in plan funding, contributions, but not benefits, are indexed to
inflation. One may therefore think of the MFPP as a sort of “target contribution” pension plan
offering minimum guaranteed benefit features. The MFPP is primarily targeted at private sector unionized workplaces, where conversion from DB to DC is a pressing concern. For this reason, several cycles of collective bargaining will have to pass before the model can be
effectively evaluated.
A final type of hybrid plan, described in great detail throughout this study, is the targetbenefit (TB) plan. Plans of this sort provide defined benefits within an intended range but do
not guarantee that the target will be achieved. This plan type is similar to the CB model in
that the accrual and funding mechanisms integrate DB and DC approaches simultaneously. TB
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plans are substantively different from DB plans in that TB plans may automatically increase or
reduce benefits in cases where actuarial projections fall outside the target benefit range. The
unique features of individual TB plans make it difficult to classify these plans consistently. For
example, Statistics Canada categorizes them, like many other hybrids, as DB plans, while the
Income Tax Act treats many such plans as DC.13 Although they possess many features of DB
plans, it is important to note that TB plans entail an everpresent risk of benefit reduction. This
feature and their underlying funding mechanisms mean that TB plans are closer to the DC
model of risk (Ontario Expert Commission on Pensions 2008, 69).
Multiemployer pension plans (MEPPs), which represent 34 percent of pension plan members
in Ontario (Ontario Expert Commission on Pensions 2008) are an interesting example of the
TB model.14 Traditional MEPPs have been dominant among private sector industries with high
union density, where a worker could be employed by several different employers over the
course of a year. (The construction industry is one example.) These plans are established by
trust agreement and often use a governance model that includes representation from both
employers and employees. Employers make a defined contribution to the pension fund that is
meant to provide a targeted benefit at retirement. Critically, however, this benefit can be
adjusted in line with the financial health of the plan.
Many provinces, led chiefly by Ontario, formally exempt traditional MEPPs established
under collective or trust agreements from statutory requirements to maintain fixed benefit accruals (Shilton 2007, x). 15 For this reason, Ontario excludes MEPPs from the
province’s Pension Benefit Guarantee Fund, which insures a portion of DB pension benefits (Shilton, 2007, xiii). The benefits under a MEPP are therefore target benefits that carry
an expectation but not a guarantee. MEPPs must make note of this uncertainty as to
future benefit levels in their annual statements to members. Because of the underlying
formula for calculating benefits and contributions in these plans, Ontario, like most other
jurisdictions, regulates MEPPs as DB plans. MEPPs can best be described as TB plans with
features of joint governance. Their prominence illustrates the important role that hybrid
plan designs can play in pension reform.16

The CPP and QPP: Defined-benefit or defined-contribution plans?
If asked to classify the CPP and QPP, many Canadians, and indeed a number of pension
experts, would classify them as DB plans. But the benefit structure of these plans has been
changed many times, and new proposals are still being debated and considered. Arguably the
most significant changes to the CPP came in 1997 with the introduction of cuts in entitlements to future retirees of 9.3 percent, and a gradual increase in contribution rates from 6 percent to 9.9 percent of pensionable earnings by 2003. This new funding and benefit structure
has restored the plan to a sound financial footing. According to the most recent report of the
Chief Actuary, current contribution levels will be sufficient to fund obligations over the next
75 years (OSFI 2010). As for the QPP, further increases in contribution rates are now required
as a result of funding shortfalls owing to lower rates of fertility, immigration and wage growth.
QPP contribution rates are scheduled to increase to 10.8 percent by 2017 to restore sustainability (Régie des rentes du Québec 2011).
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A key component of the 1997 reforms was the creation of an automatic balancing mechanism
(ABM) for the CPP (a form of which is expected to be introduced to the QPP in the future),
which triggers a review of contributions should actuarial reports find that the steady-state
contribution rate of 9.9 percent is insufficient to ensure sustainability in the plan over the following 75-year period. Under the ABM, if the federal minister of finance is unable to make a
recommendation that will achieve stability after consulting with the provincial finance ministers, the following would automatically occur:
➤

The contribution rate would increase by half of the rate increment required to achieve
stability.

➤

Benefit levels would be frozen for a period of three years (i.e., there would be no inflation
indexation), pending the next actuary’s report.

Are the CPP and QPP in fact DB plans? Their contribution rates and benefit levels are well
defined at any moment but never fully guaranteed. Thus, Canada’s own public pension system includes both target benefits and target contributions, a fact that should further highlight
the relevance of alternative models to traditional DB and DC design.

An Assessment of Pension Reform Proposals
Challenges that must be addressed

C

anada’s pension system, although relatively sturdy by international standards, faces a
number of challenges that are accentuated by both an aging population and increasing
instability in financial markets. Four challenges in particular speak to the significant vulnerability of middle-income Canadians in realizing a secure retirement, and must, in our view,
be taken into consideration in assessing current and alternative reform proposals.

Retirement income adequacy
Although the optimal rate of income replacement for retirement remains an open question
(Mintz 2009; Horner 2009; Wolfson 2011), it is generally accepted that a growing number of
modest- and middle-income working-age Canadians are not saving sufficiently to ensure that
they will be able to maintain a comparable standard of living once they retire (Horner 2011;
Wolfson 2011; Canadian Institute of Actuaries 2007). There are a number of reasons for this.
Perhaps most importantly, the propensity to save has diminished significantly over the last
several decades. The stagnation of real incomes since the 1980s, combined with increased
volatility in financial markets, has made saving more difficult and less secure. Symptoms of
this trend are flat real-dollar growth in RRSP contributions and increasing reliance on personal
debt as a source of retirement funding (Robson 2010).
For the most part, this trend is a middle-class problem (LaRochelle-Côté, Myles, and Picot
2008; Wolfson 2011). Low-income Canadians can generally be assured of replacement rates of
70 to 80 percent, thanks to Canada’s strong foundation of universal and targeted retirement
income programs: Old Age Security (OAS) and the Guaranteed Income Supplement (GIS),
together known as Pillar 1 of Canada’s retirement income system; and the CPP/QPP, known as
Pillar 2 (Mintz 2009).17
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Pension coverage
Closely related to changes in saving patterns are changes in pension coverage, as described
earlier. It is important to underline that the decline in traditional DB plan coverage and the
shift to DC plans means that Canadians must now make a greater effort to save. This effort
has not materialized. The growth of employment in sectors of the economy where employersponsored pension coverage is relatively low has amplified this concern. Occupational pensions are an important vehicle for regularizing saving behaviour and providing a measure of
predictability in retirement income. As indicated in figure 1, in 2010 slightly more than 60
percent of workers were not members of a registered pension plan, a phenomenon disproportionately evident in the private sector, where only 25 percent of employees were covered.
The absence of pension coverage is typically attributed to the high and uncertain financial
cost of pensions for employers, although less significant factors are also present. These include
employee preference for wages and benefits over pensions as a form of compensation, concerns over pensions’ portability, especially in industries without access to MEPPs, and, for
owner-operated businesses, regulatory barriers that discourage pension participation. For these
reasons it could be argued that, increasingly, single employers are not a suitable conduit for
the delivery of pension benefits.

Individual financial capabilities and behaviour
Those who find themselves in a self-directed DC pension plan face many of the same informational challenges as those who are entirely without occupational pension coverage. In these
situations, deciding how much to save and selecting appropriate investment strategies in the
hope of achieving a reasonable level of retirement income presupposes high financial literacy.
There is a fair amount of empirical evidence to suggest that when given a range of choices,
individuals will not always act rationally in planning for retirement (see Schwartz 2010).
Younger workers, for example, may have a greater preference for immediate consumption and
thus elect not to participate in voluntary pensions such as group RRSPs. DC plans will vary in
terms of their default settings for matching contributions; if these are low, workers may not
appreciate that they will have to set aside additional retirement savings. Finding the appropriate balance between voluntary and automatic enrolment requirements for a pension scheme
is a critical point of debate.

High administrative costs and management fees
One of the most significant problems with an exclusively self-directed approach to retirement
income security is the inability to benefit from the economies of scale and pooling of risk that
come from being part of a large asset pool. While the design of the plan is important, size is
also a key determinant of asset accumulation performance. Large asset pools, whether composed of an employment group in a DB/DC plan or commingled individual accounts, generate significant economies of scale. Not only are large funds able to achieve savings in
administrative and management costs, but they also have investment opportunities, such as
private placements, that are not available to smaller funds. The latter advantage may be realized only by very large asset pools (e.g., $10 billion or more) under certain conditions.18
Commingled plans, if they also pay out retirement income, enable pooling of mortality risk.
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With a larger pool of participants in the
actuarial sample, life expectancy can be
predicted more accurately, giving less
weight to outliers in health and age profile.
This can lower large plans’ ongoing costs.

Table 2: The cost of investment fees in pension funds (by
fund size) and individual savings accounts
Average
management expense
ratio (basis points)1
Large-cap equities
$10 million
$1 billion
$10 billion
Individual account

60
42
28-35
250-300

Some of the data compiled for the
Ontario Expert Commission on Pensions
(2008), reproduced in tables 2 and 3, have
Source: Based on Ontario Expert Commission on Pensions (2008, 183).
been particularly effective in focusing the
The management expense ratio (MER) in an individual’s private investment or
debate on these issues. As table 2 indiRRSP/TFSA account will vary widely according to the portfolio distribution and
the frequency of trading involved. It is possible for individual investors to manage
cates, plan size is a very important deterthese accounts at relatively low MERs (<100 basis points), although this requires
minant of investment fees. While there is
significant financial literacy as to the type of products available and the optimal
investment strategy.
no one optimal level of capitalization,
there is a significant difference in cost
efficiency between plans above and below the $1-billion-asset threshold. Plans above this
threshold have the advantages of broader investment opportunities and larger actuarial
pools to minimize risk.
1

Table 3 shows the extent to which higher management expense ratios can severely reduce
the accumulation of capital over the course of an individual’s working life and, as a result,
his/her pension outcomes (both income level and replacement ratio). This analysis assumes
consistent annual contributions of $10,000 over a worker’s 40-year career, with an average
annual income of $50,000 (Ontario Expert Commission on Pensions 2008).19 The cumulative effect of low- and high-cost MERs is considerable. In this example, a worker whose pension was managed with an MER of only 40 basis points would receive upon retirement an
annual pension benefit up to $9,000 greater than a peer with similar earnings and a similar
contribution history whose pension plan had an MER of 150 basis points. This represents a
difference of 18 percentage points in their respective income replacement rates.
Table 3: Impact of investment fee ratios on pension adequacy
Expense ratio (%):
Accumulated value (after 40 years)
Payout
Replacement ratio (%)

0
$777,000
$45,000
90

0.4
$707,000
$41,000
82

1.5
$551,000
$32,000
64

3
$400,000
$23,000
46

5
$272,000
$16,000
32

Source: Ontario Expert Commission on Pensions (2008, 184).

Pooled registered pension plans
Of the two reform proposals put forward by Canadian governments — pooled registered pension plans (PRPPs) and an expansion of the CPP/QPP — PRPPs have come the farthest and
received the most attention. PRPPs are a positive development. In terms of the challenges
described above and depending on the implementation details, they have the potential to provide a cost-effective vehicle for increasing pension coverage throughout the private sector, par-
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ticularly among small and medium enterprises. They will also be available to self-employed
individuals who had until now been excluded from participating in registered pension plans
(Finance Canada 2010).
PRPPs are voluntary registered pension plans in which assets are commingled in one or
more large pools in order to create economies of scale. Under the framework introduced by
the federal government in the proposed Pooled Registered Pension Plans Act (Bill C-25),
employers may enroll their employees, at which point the employees’ participation is automatic20 though not mandatory. Members may opt out within an initial registration period of
60 days. Individuals will also be able to join PRPPs on their own, even if their employer
chooses not to participate. Assets contributed to the pool(s) would be managed like any
large DB pension fund, that is, on a consolidated basis — for accounting purposes, assets
would be booked to individual members, although funds would not be segregated into individual accounts.
This innovation could, if properly regulated, provide substantially lower MERs than are available to Canadians in conventional mutual funds or RRSP investments. It is important to
remember that Bill C-25 is only an initial framework for implementing PRPPs in federally regulated sectors of the economy, which already have significant DB coverage. The provinces,
which hold the constitutional power to regulate pension and labour standards, will have an
important say in deciding how the proposed pension plan ultimately takes shape. Should they
wish, provinces may negotiate with the federal government for more stringent requirements
under their respective implementation agreements.
There are a number of reasons, however, to be critical of the PRPP as proposed in Bill C-25.
First, and most importantly, employer contributions are entirely voluntary. This means that
employers may automatically enroll their workforce without themselves being obliged to participate. Although cost predictability in pension management is a real concern for businesses
of all sizes — and an impediment to coverage, especially within small and medium-sized
workplaces — employer contributions are a cornerstone of all occupational pensions. To not
require this element within the PRPP architecture suggests that the PRPP is more akin to a
group RRSP than to a traditional DC pension. While its adoption may induce greater coverage
across the labour force, it will not do much to provide greater financial security for those
employees who already participate in group RRSPs. Without active employer contributions,
employees will find in PRPPs nothing more than a potentially more efficient personal savings
vehicle through greater pooling of assets and reduced investment fees.
Depending on how individual provinces decide to adapt or apply the legislation, PRPPs
could also create new disparities among workers at the regional and/or sectoral level.
Should some provinces wish to negotiate more stringent requirements for employer contributions or other features of the plans, PRPPs may become a source of labour-cost competition between employers in different parts of the country. Provinces less favourable to
PRPPs as a reform option will need to carefully weigh how they proceed with their
implementation.
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From a regulatory standpoint it is also important to note that although participants are likely to see somewhat reduced MERs as a result of pooling, no maximum average fee has been
instituted or contemplated for PRPPs. (This may change, however, with regulatory implementation.) Without this element can we expect MERs to fall substantially? The experience
in Australia since default pension enrolment was instituted throughout the labour force in
the late 1990s suggests otherwise. Although the asset value of pensions in Australia has
grown rapidly since that country instituted the “MySuper” plan, management fees have not
fallen to the same extent. Between 2002 and 2008 estimated overall management fees across
Australia’s superannuation systems ranged between 120 and 137 basis points of total asset
value. Although these fees are lower than the MERs encountered by Canadians with DC
plans or group RRSPs (and below the average for individual accounts), they are still far
above the benchmark for larger pension funds in Canada (see table 2). As Wilson Sy, a senior adviser to the Government of Australia’s Super System Review Committee, recently concluded: “Free-market competition under economic rationalist assumptions has not delivered
the economic efficiency anticipated for Australian superannuation. Market competition was
rendered ineffective due to complexity of products, and the bounded rationality of individuals” (2011, 58).
The recent skirmish between the Ontario Municipal Employees’ Retirement System (OMERS)
and the financial services industry 21 over which sector(s) should be authorized by the
Superintendent of Financial Institutions to administer PRPPs is also an ominous sign for the
future of this pension vehicle. OMERS contends that Canadian pension funds, given their
large asset size ($1.1 trillion combined) and regulatory framework (they face lesser capital
requirements than banks or insurance companies), are best placed to hold PRPP management
costs below 100 basis points. Whether or not this is a valid argument, the debate reiterates
that scale is a crucial factor for policy-makers to weigh in the implementation of PRPPs.
Without sufficient competition among plan administrators and without access to institutions
of sufficient size, investors may be denied the full potential that asset pooling offers for reducing the costs of retirement saving. Whether PRPPs, as currently designed, can provide the
envisioned cost efficiency remains to be seen.

CPP/QPP expansion
A second reform option has garnered interest among a number of provinces and organizations, such as the Canadian Labour Congress (CLC), CARP (formerly the Canadian Association
of Retired Persons) and the Federal Superannuates National Association/National Association
of Federal Retirees (FSNA). It involves the expansion of the CPP/QPP. Discussions of this
option have waned since the announcement of the PRPP initiative in December 2010,
although Finance Minister Jim Flaherty and many of his provincial counterparts have said
that they remain tentatively interested in pursuing this plan once the PRPP is fully implemented. There is as yet no formal proposal to that effect; Ontario, which has been among the
most consistent supporters of this course of action, has not specified the degree of expansion
it might consider beyond something “modest.” Stakeholders and experts have proposed
reforms ranging from increases in the replacement ratio of pensionable earnings (rising to
either 50 percent or 70 percent from the current 25 percent), to straight increases in the year’s
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maximum pensionable earnings (YMPE) for all workers, to the creation of a newly targeted
YMPE category for middle-income earners (see Baldwin 2010 and Horner 2011 for reference to
specific proposals). Our objective here is not to reassess each of the proposed variants but
rather to examine the relevance of CPP/QPP expansion as an instrument for addressing the
four challenges in pension policy today.
The attraction of CPP/QPP expansion for policy-makers is its perceived ability to provide
broad universal gains in retirement income adequacy. Although CPP/QPP benefits are, as previously described, target benefits rather than fixed defined benefits, the market performance
of the Canada Pension Plan Investment Board (CPPIB) over the last decade has been considerably stronger than that of other investment vehicles.22 As well, the CPP under current rates of
contribution has been deemed actuarially sound for the foreseeable future (OSFI 2010).
As a platform for increasing retirement income security among Canadians, particularly those
in the low- to-modest-income category, the CPP/QPP is complicated by interactions with the
means-testing features of OAS/GIS, the Pillar 1 programs of the retirement income system.
For example, to double the replacement rate on pensionable earnings from 25 to 50 percent
would require increasing CPP/QPP contribution rates from 9.9 to 14.9 percent of the YMPE
($48,300 in 2011). On the surface, this would represent only a 50 percent increase in contribution costs. However, with no adjustment to the clawback provisions in OAS/GIS,
Canadians with low and modest incomes could see up to 50 percent of their top-up CPP/QPP
benefit taxed back through these federal clawbacks, and as much as 100 percent when
provincial clawbacks are factored in (e.g., Ontario Gains). Given that many of the individuals
subject to these clawbacks are not those targeted by pension reform — they already have
high income replacement rates — any proposal for CPP/QPP expansion needs to address this
complex issue. Indeed, all pension reform proposals based on mandatory participation need
to consider the effects of OAS/GIS clawbacks.23
Various solutions have been proposed to that effect, including (1) establishing a separate
tier of pensionable earnings and benefits for those with incomes above the current YMPE,
at current or increased rates of replacement (Baldwin 2010, 28); (2) significantly raising
the year’s basic exemption (YBE) from its present level of $3,500, as suggested by Horner
(2011); and (3) redistributing the pre-1996 legacy costs of the CPP/QPP (which represent 4
percentage points of the 9.9 percent contribution rate) across workers at all earnings levels (Horner 2011, 26). The first two options illustrate the extent of the challenge involved
in increasing income replacement rates for modest- and middle-income workers through
the CPP/QPP without imposing on them onerous contribution rates. This is mostly due to
the plan’s legacy costs which, in a sense, have become an impediment to reform. For
example, extending current replacement rates to second-tier income as in the first option
outlined above could be accomplished with an incremental contribution rate of 5 percent.
The inordinate difference this would entail between contribution rates for tier 1 (9.9 percent) and tier 2 (5 percent) benefits would likely be difficult to explain and to defend.
Only, perhaps, Horner’s proposal for an income-based smoothing of legacy costs would
address this challenge.
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In counteracting the problems associated with undersaving and limited financial capabilities, the CPP/QPP, as a mandatory public program, provides a highly effective tool for
increasing pension coverage and adequacy across the labour force. That said, contrary to
popular opinion, the CPPIB, which manages the fund’s investments, may not be the most
cost-efficient pension administrator. Between 2002 and 2011 management expenses rose
sharply, growing from 11 to 72 basis points (CPPIB 2011). Although the latter may still seem
relatively low, some commentators have argued this cost profile is more or less comparable
to that of private sector investment managers when factoring in regulatory burdens not carried by the CPPIB because of its arm’s-length relationship to government (Hurst 2010;
Mohindra 2011).
Considering that the Canada Pension Plan Act also requires full prefunding of new benefits
(section 113.1(4)(d)), any expansion would take as long as four decades to have a full impact.
Although this funding provision is critical to the long-term solvency of the program, it means
that any change in the CPP/QPP would not necessarily improve income adequacy for middleincome earners nearing retirement today, though it would certainly do so in the long term.
In addition, the fully funded tier of a reformed CPP/QPP would take on some of the disadvantages now experienced by private plans. For example, the new CPP/QPP tier, once mature,
would also face the impact of volatile market returns, since it would have no pay-as-you-go
component. Any reform based on the public pension plan would still require policy-makers to
pay close attention to the cost structure.
One of the main reasons CPP/QPP expansion has fallen away from public debate in the last
year and a half is the current state of uncertainty in the global economy. Due to its mandatory
employer and employee participation and contributions based on earnings, many view the
CPP/QPP funding mechanism as a payroll tax. As illustrated by the federal government’s
recent decision to hold down mandatory increases in Employment Insurance premiums, there
is concern in some quarters (see CFIB 2010) that increases in CPP/QPP payroll deductions
could hamper employment growth in the short term in an otherwise weak and tentative economic recovery.24
A further difficulty for any proposal to expand the CPP/QPP is the need to amend the
Canada Pension Plan Act, which requires the approval of at least seven provinces representing two-thirds of the country’s population. Any reform must also consider the established
convention of maintaining parallelism between the CPP and QPP. So far six provinces have
expressed interest in pursuing this route25 although, crucially, Quebec and Alberta have
been resistant, citing the fragility of the Canadian economy as a reason for favouring
voluntary DC approaches such as the PRPP (Coughlin & Associates 2011). Quebec, notably,
must also increase QPP contribution rates in the next several years to address underfunding in the provincial plan, which means that further contribution increases are probably
impossible at this time. On balance, expanding the CPP/QPP is far more complicated than
it may appear in the public discourse.
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The Pooled Target-Benefit Pension Plan: A Middle Ground

A

t the moment, it remains an open question whether existing options will deliver
needed reform in the Canadian pension landscape. The PRPP, while a potentially costefficient innovation, is very much a work in progress. Its design as a pure DC plan without
mandatory employer contributions raises questions as to its ability to address the challenges of retirement income inadequacy, insufficient coverage and weak financial literacy.
Meanwhile, discussions of expanding the CPP/QPP appear stalled. Although, if properly
designed, this option could substantially improve income adequacy, coverage and administrative costs, and counteract the effects of weak financial literacy, it faces considerable
resistance. Critics focus mainly on its mandatory nature and are concerned about the
potential effect of payroll contribution increases on employment in the current weak economic recovery. The risk of imposing more saving than desired or necessary on certain
groups is also an important consideration.
With the PRPP providing only a partial response and CPP reform not an option for the time
being, are there other practical alternatives that could bring about substantive improvement
in Canada’s retirement income system in the short term? There now appears to be general
acceptance that neither a pure DB nor a pure DC plan is optimal for the future. Can an innovative pension plan design be found that would maximize the advantages of these two classic
systems and still address the range of challenges we have outlined?
In an effort to find such a design, the following four government panels have reported in
recent years with proposed changes to Canada’s retirement income system:
➤

Régie des rentes du Québec (member-funded pension plans, or MFPPs) (see Régie des rentes
du Québec 2008)

➤

Ontario Expert Commission on Pensions (jointly governed target-benefit pension plans, or
JGTBPPs) (see Ontario Expert Commission on Pensions 2008)

➤

Alberta-British Columbia Joint Expert Panel on Pension Standards (JEPPS) (joint provincial
DC supplement to Pillar 2 workplace pensions) (see Alberta-BC JEPPS 2008)26

➤

Pension Review Panel (Nova Scotia DC target-benefit plan administered by an independent
agency) (see Pension Review Panel 2009)

Although these reports differ in their detailed recommendations, each suggests new mechanisms to expand coverage, improve pension incomes and achieve more effective savings and
pension options for Canadians. Keith Ambachtsheer has also presented his own plan in recent
publications (2007; 2008).
Our proposal draws on many elements of the body of ideas put forward by the expert reports
mentioned above. It attempts to distill from these various models a practical application of
five key principles for reform that could be implemented in the current legislative and policy
framework. It also builds on the real-world examples of Ontario’s traditional MEPPs and the
pension model of the Teachers Insurance and Annuity Association in the US (see appendix 1).
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To address ongoing pension and retirement income challenges properly, a new pension plan
will need to satisfy certain basic principles:
1) Overall economic risk (variance) must be shared in a manner that is appropriate to the participant (e.g., a worker should not be expected to be an investment expert or to understand
life-course investing).
2) Size matters. Plans must endeavour to take full advantage of the significant opportunities
and efficiencies that come with large scale.
3) Consistent with principles 1 and 2, there should be a collective approach to risk sharing.
That is, the “law of large numbers” should be used to statistically minimize risk (variance)
whenever and wherever possible.
4) Fairness is critical for both employers and employees. In the transition from today’s DB
and DC pension landscape, whenever participants are expected to cede a right or privilege,
plans should attempt to replace the lost attribute with new entitlements. Participants
should not see a significant diminution of their future expectations.
5) Any new plan design should be cognizant of market realities and the costs experienced by
members and employers. Cost minimization is critical to extending pension coverage. Proposals
that cannot accomplish these goals in a cost-efficient manner should not be considered.

The concept
We have incorporated our five principles in a model we refer to as the pooled target-benefit
pension plan (PTBPP). Although it is similar in name to the PRPP, the PTBPP is a distinct concept with many important departures from the federal government’s proposal. In broad terms,
our plan is a target-benefit pension that blends the pooling of risk found in traditional MEPPs
with the cost predictability for employers of a DC plan. This hybrid design yields a pension
vehicle in which participants gain a better expectation as to their retirement income than
with the PRPP, greater portability across the labour market, professional third-party investment management, and a potentially more cost-efficient and effective saving vehicle.
It is important to note that our proposal entails some gains and losses for both employers and
workers. This is consistent with the intent of the PTBPP to more effectively balance the allocation
of costs and risks than current DB and DC pensions permit and to be acceptable to both sides.
This section describes each of the elements and key assumptions central to the proposal. The
next section discusses how the model can best be implemented within current federal and
provincial legislative frameworks.

Asset and risk pooling
Like the PRPP, this model is premised on the pooling of assets and risks on a comprehensive basis.
This means that accounts would exist only notionally: assets would be booked by plan and
participant, but would not be segregated per se. Funds would be invested and managed globally
across the pool. By commingling assets to such a high degree, the plan would be able to leverage
relatively low MERs and a collectivization of risk, which should provide for smoother actuarial
costs. Pooling assets in this way, while mitigating some of the investment risk for individuals,
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would not eliminate it. A downturn in financial markets as significant as that of 2008-09 would
still have a measurable negative impact on these funds.
Both employers and individual investors would be able to participate either by registering new
plans or transferring existing assets (including RRSP accounts) to the pool(s).27 This would
include access for self-employed individuals, as in the PRPP framework.28 For current singleemployer pension plans, particularly those of small and medium-sized enterprises with few
members, participation in the PTBPP would provide the cost efficiency of larger pension
funds. In this context, it is important to emphasize that having a pooled asset portfolio does
not mean that all participant plans need to be identical. The participant plans could, as necessary, operate with differing contribution rates and target benefit ranges. Larger participating
plans would have the possibility to define a portion of their investment portfolio within
established parameters.
The plan itself is therefore a large umbrella under which a number of different plans and
investments are commingled to realize efficiencies of scale. Provincial and federal regulators
would also be able to make use of this vehicle to transfer in pensions that are “orphaned” as a
result of windup or bankruptcy. While several provinces29 already have the power to designate
a particular agency to “receive or hold” the assets of a registered pension plan under extenuating circumstances, by virtue of its design as a pooled entity the PTBPP would be an ideal host.
This would ease administrative burdens during the transition process and provide greater protection of pension assets in provinces where such powers do not currently exist.
In general, this framework is consistent with the pooling features of the PRPP, with one key
exception. To ensure that an efficient scale is reached, PTBPPs would be required to maintain a
minimum portfolio of, say, $10 billion, a size generally considered large enough to generate significant cost efficiency (see table 3) and to allow for specialized investments (e.g., private placements). Although workplaces would be free to decide whether or not to join the plan, like the
PRPP our model is premised on an employee auto-enrollment feature with a provision for opting out within 60 days. Many studies have shown that systems where participation is the
default option and workers (and employers) must take action to opt out do produce significantly higher participation levels than systems in which participants must opt in (Ambachtsheer
2008).30 Once in the plan, members would have their contributions locked in over the course of
their working lives, as is the case with PRPP. These provisions, in addition to the incentive provided by mandatory employer contributions (discussed below), are critical to ensuring that a
critical mass of diverse participants is brought into the plan in order to minimize the problems
resulting from selection bias.

Contribution rates and cost minimization
Pooling provides a useful structure in which to mitigate some of the actuarial risks and management costs related to a pension fund, but it is not an end point. The effectiveness of a pension plan
depends on a number of factors, including whether contributions are to come from both employers and employees, what rate of income replacement it provides, who is responsible for supplementing underperforming funds, and what policies exist with respect to management expenses.
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For the plan sponsors (employers), the PTBPP would operate as a traditional DC plan. In this
respect, contributions would be mandatory for both parties, but the employer’s contribution
would be known and fixed within certain limits. The minimum contribution rate would be set
according to the target benefit provided in the plan, with employee contributions being
matched by the employer up to a set rate (which may vary by plan). As with most DC plans,
employee contributions would be permitted above this level, within the limits of the Income
Tax Act.31 The employer would not be responsible for any additional funding of the plan
should asset values fall below the target range of benefits. Addressing any funding shortfall
would either fall to the employees or be reconciled through a corresponding reduction in benefits, as explained further on. This framework would release existing DB sponsors from significant liabilities inherent in a classic DB plan and would provide important certainty of
contribution costs for all sponsors.
One should not expect PTBPP plans to exist with low employer and employee contributions.
As Mintz (2009) has suggested, DC plans with inadequate minimum contribution rates are an
important cause of undersaving. The intent of the PTBPP is as much to improve income
replacement as it is to achieve cost efficiency. It does not aim to reduce costs to allow lower
rates of saving, but rather to generate higher rates of income replacement. What, then, is an
appropriate contribution rate for participating plans?
Work by the Organisation for Economic Co-operation and Development (Antolin 2009)
indicates that a contribution rate of 5 percent would provide an income replacement rate of
25.3 percent, while a contribution rate of 10 percent would double the rate to 50.7 percent
(a 1 percentage point rate increase in contributions, therefore, raises the replacement rate by
5 percentage points, all things being equal).32 Although plans will differ according to the
needs of plan sponsors and participants, minimum combined contribution rates would ideally be set at 10 percent. An income replacement rate of 50 percent from the plan would
likely satisfy the needs of most workers when supplementary benefits from the OAS and
CPP/QPP are factored in.33 At this level, for example, workers earning $50,000 on average
over the course of their careers (slightly above the average wage) would receive a blended
replacement rate of 88 percent in retirement, declining to 70 percent for those with career
average earnings of $70,000.34 This would also leave room for individuals to take advantage
of other more flexible forms of personal saving such as RRSPs and TFSAs.
According to the latest Capital Benchmark Report, the average combined employer and
employee contribution rate to Canadian DC plans was 8.7 percent in 2009, having grown
steadily over the previous three years (Great West Life 2010). Participation in the PTBPP
would, therefore, require at least a modest increase in contribution rates for many sponsors.
Although some participants would also likely have to make additional contributions, the cost
efficiency of their investments would be vastly superior to that of most mutual funds available
in the marketplace.35 Much has been said already about the drain that management fees impose
on capital accumulation. To address this concern, management fees would be capped at
approximately 40 basis points after a pool has reached critical mass and an established start-up
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period has been completed. In suggesting a 40-basis-points cap, we note that British Columbia’s
public sector pension plans (public service, colleges, teachers and municipal employees) run at
a total expense ratio (investment management and pension administration) of 25 basis points
(i.e., 0.25 percent) (Kennedy 2011). Thus, we believe that the 40-basis-point limit is fair and
achievable. This requirement goes much farther than the current PRPP proposal, which expects
funds to be operated at a “low cost” yet fails to enforce a particular limit on MERs. The MER
cap would ensure that a plan’s assets grow efficiently over the course of a member’s working
life. This would represent a material advancement for many investors.

Target benefits
The PTBPP entails a target-benefit structure whereby participants make contributions over
the course of their careers with the purpose of receiving a retirement benefit within a preset
range. The initial target benefit would be based on some agreed-upon earnings replacement
objective; the required contribution rate would be set accordingly, again assuming 40 years
of contributions. The actual benefit accrued would, of course, depend on the age of the participant at entry.36 For workers who contribute to their retirement savings solely through
personal investments or as part of a traditional DC plan, having access to this type of plan
would move their retirement income prospects beyond mere hope to a reasonable expectation (although not a guarantee) of a defined benefit.
After a target benefit range has been established and the plan set up, members would
receive an update at least once annually as to the performance of their “account.” This
would include an indication of the benefit, based on a recent snapshot of plan valuation,
that can be expected upon normal retirement, expressed as projected monthly retirement
income. In contrast to traditional DC plans, this would relieve members of the burden of
extrapolating a notional retirement benefit from the present market value of their investment accounts. With this information, members can better place their pension benefits in
the context of their overall retirement plan, and determine what, if any, need exists for supplementary personal savings.
Obviously, asset values will rise and fall with market performance, but this need not have a
strong or immediate impact on the benefit schedule. This is now true with respect to Ontario’s
traditional MEPPs, thanks to changes in solvency funding requirements. However, in an environment of prolonged low investment returns, such as today’s, participants must understand
that their benefits are not guaranteed. If, over the medium term, asset values do not keep pace
with the plan’s target benefit range, the plan’s trustees would address deficiencies by either
mandating supplementary employee contributions or, as is the case with MEPPs, reducing
benefits. Conversely, any “excess” returns above the target benefit schedule could be used to
improve benefits for those still paying into the plan and to provide inflation protection for
the payouts to those in retirement.
To help mitigate the risk of funding shortfalls, PTBPPs would use a more conservative method
for calculating target benefits than is common in classical DB plans. One option is to calculate
the income replacement on the basis of an employee’s career average pay rather than over
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his/her highest earning period. This approach is arguably more consistent with a target-benefit model, as it spreads pension costs more evenly across the working life and recognizes
implicitly that the purpose of this type of pension plan is not to provide a maximum defined
benefit upon retirement but rather a reasonable expectation of retirement income.

Risk management
In addition to providing a contingency for shortfalls in investment performance, any pension
plan must also accommodate potential risks arising from extended longevity of retirees and
the effects on real benefits and related funding requirements of changes in the inflation rate
over time.
The longevity risk can be addressed in either of two ways. First, the plan could purchase
deferred life annuities for plan participants as they near retirement. This would start at a relatively early stage in a member’s working life (perhaps age 40). The proportion of an individual
worker’s plan assets allocated to purchasing deferred annuities would then increase gradually
to 100 percent as the worker nears retirement age — at which make point the retirement benefits become de facto “defined.” Not purchasing annuities all at once mitigates the interest
rate risk. The group annuity market in Canada today is highly competitive and provides good
value for this need (IFID 2012).37
Alternatively, the plan could elect to manage the payout of benefits itself. Like the Teachers
Insurance and Annuity Association-College Retirement Equities Fund (TIAA-CREF) model (see
appendix 1), the plan could be separated into two streams. Active (working) members would
remain in one actuarial pool, while retirees would move into a group annuity program. This
would require segregating assets between active and retired members, but the collectivization
of investment risks would still be vastly superior to the risk workers bear in a typical DC plan.
In either eventuality, participants are freed from managing these risks themselves.
Inflation is a major threat to any pension plan in which benefits are fully indexed to changes
in the Consumer Price Index (CPI). Instead we propose a form of target indexation whereby
the plan would guarantee only an annual inflation adjustment within a range slightly below
the CPI. If actual rates of return exceed actuarial assumptions, the plan would allow for benefits improvement. The approach could be similar to that recently introduced by the Ontario
Teachers’ Pension Plan (OTPP) whereby future benefit accruals (on or after January 1, 2010)
are indexed at half the rate of the CPI, with the other portion conditional on the funding viability of the plan (Ontario Teachers’ Federation 2009). This is also consistent with the
approach used in Quebec’s MFPP, British Columbia’s public sector pension plans and the Nova
Scotia Teachers’ Pension Plan.

Governance and investment management
A final element of the PTBPP relates to the plan’s management and oversight functions. As
compared to self-directed DC plans, where the individual bears the responsibility for investing
funds, the plan would rely exclusively on professional, arm’s-length investment managers.
These managers would be responsible for the day-to-day management of invested funds as well
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as for any annuities undertaken by the plan. Taking over these responsibilities from individual
members will greatly improve the investment capabilities of the plan and provide a significant
advantage for participating workers and small businesses. They no longer would be expected to
manage their own assets and the associated investment and actuarial risks.
The plan would be overseen by a board of trustees with appropriate representation from each
class of plan participants — active employees, individual account holders (this includes selfemployed members and those who have transferred in existing private assets) and retirees.
Since employers do not bear any investment risk in the plan and have their contributions tied
to a fixed standard, their participation is not warranted on the board. The board would maintain contact with the investment managers and make decisions with respect to investment
policies and, whenever necessary, with respect to adjustments in the target benefit schedule.
Rather than being represented directly by its own members, each voting group would nominate pension professionals to the board to act on its behalf. Models for this type of representation exist today, a prominent example being the OTPP. Nominees would be required to be
fully independent of service providers, government and fund managers.
As with any commingled plan where benefits are expected or defined, the issue of whether
to adjust benefits or to mandate supplementary employee contributions will cause friction
between active and retired members and among generations of current contributors.
Retirees will of course want to avoid any change in benefits, while current contributors
will wish to maintain intergenerational equality in the funding of current and future liabilities. The problem could grow to a critical level if the participant classes disagree and are
unable to make adjustments that take changing circumstances into account. Having a
board of trustees consisting of investment and actuarial professionals to oversee the PTBPP
addresses this risk partially, though not entirely. We therefore also propose that the plan
undergo regular stress testing and long-term actuarial valuation. The model we propose
would use moderately conservative actuarial assumptions that would discount future
investment returns on the basis of lower-yielding benchmarks such as long-term government bonds (substantially lower than the expected rate of return in many DB plans today).
An automatic balancing mechanism set out in the trust agreement (similar to that used by
the CPP) would help ensure the plan’s long-term solvency. This would make it easier to
increase employee contributions or reduce benefits in the event that the trustees are
unable to agree on a course of action that is fair to the different generational cohorts of
plan members.
Many current sponsors may see the loss of unilateral control over aspects of their pension
plan’s management and funding as a disadvantage, but this concern is likely to be more than
outweighed by the fact that sponsors would share no risk in the plan. In contrast, small-business employers may view this lesser role for the sponsor as a plus. Plan participants should
see this model as an improvement over traditional employer-sponsored pension plans where
participants often have little or no say in the running of the plan. The governance structure
we have proposed is also a key departure from the PRPP model, in which participants have
no representation.
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Implementation
We also wish to address a few issues regarding the implementation of the PTBPP. Obviously, in
this new system, asset pools could not amount to several billions of dollars on day one of the
plan. This is especially true if workplaces must opt in to the plan, as this model assumes. As
mentioned earlier, potential administrators could be existing large pension plans, such as the
OMERS and the OTPP, that could take on these new participants and manage the new assets at
very low expense ratios, since these plans are not subject to the capital requirements imposed
on banks and insurance companies. However, if the plan administrator were a bank or an
insurance company with billions of dollars in existing assets, then the administrator could be
expected to operate these new asset pools with cost levels close to those of the large pension
plans even from day one. In any case, the cost levels would certainly improve relative to the
status quo in workplace plans. Moreover, one would assume that these asset pools could exist
as segregated funds with different capital requirements than those that apply to the assets of
the financial institution itself.
Alternatively the plan’s assets could be managed by an arm’s-length, government-sponsored
investment board similar to the CPPIB. Note that while the investment board might be sponsored by government, the latter would not exercise any control or influence (again, similar to
the CPPIB). Moreover, taxpayers should not subsidize any administrative costs or be exposed
to any plan risks.
The identity of the funds’ manager is not critical to the scheme, however. What is important is
that total MERs should be equal to or less than 40 basis points and that the maximum expense fee
should be mandated through legislation or regulation.
In no case would the plan sponsor control the investment of plan assets. This should avoid
some of the investment governance issues now inherent in the MEPP model in Canada (see
Ontario Expert Commission on Pensions 2008). Any existing plan (even existing individual
RRSPs) could join the new asset pools. There would be no restrictions on entry.38 However, we
would restrict the ability to move in and out of the funds so that the plans could benefit fully
from asset commingling, long-term investment horizons and stability. For example, it would
not be unfair to lock in assets in a given fund even through the retirement payout phase.
Asset pools would be given five years from a fund’s creation to attain the desired critical mass
(e.g., $10 billion). After that time, smaller pools would be forced to merge. Policy-makers may
also wish to consider whether particular incentives might be needed to ensure that a minimum number of workplaces (especially those without pension coverage) are brought into
such plans as they are established.
Putting such a system in place would require modest changes to the Income Tax Act and the
provincial acts governing pension plans. But the amendments would be no more difficult
than those needed to implement the proposed PRPPs at the provincial level. As is the case
with the PRPP implementation now underway, a federal framework would be set up that
provinces and territories could replicate with relative consistency. The PTBPP could even be
achieved through (or built on) the PRPP framework if the provincial ministers of finance were
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willing, as a group, to negotiate more extensive requirements in their implementation of PRPP
agreements with Ottawa. This would necessitate several major additions to the existing PRPP
design, which ideally would be uniform across the country:
➤

Mandatory employer contributions

➤

A cap on management fees, to be implemented gradually

➤

Minimum asset pool sizes after a reasonable implementation period

➤

The ability of the plan trustees to alter benefits should assets fall below target ranges (as is
now only the case with MEPPs)

➤

Exemption from solvency funding, if the plan is regulated as a DB plan

➤

The calculation of benefits on the basis of a career-average pay model, with partial indexation (there would remain the potential for benefit improvement or higher indexation only
when the plan is in surplus)

➤

Regulators may also wish to issue guidelines that provide some standardization as to the
risk management and contribution design of the plans

If these changes are considered too significant to achieve by way of the PRPP framework, or if a
majority of provinces are unwilling to improve on the PRPP’s foundation — either of these is a likely
scenario — then a separate framework would be required to enable the introduction of the PTBPP.
The Ontario government is considering introducing a new pension scheme that is similar to
the PTBPP. In response to the proposal made by the Ontario Expert Commission on Pensions
(2008) for a JGTBPP, Ontario is expected to introduce regulations allowing for such plans in
unionized workplaces. This is quite different from our proposal, which is motivated by the
need to improve the coverage and adequacy of pensions across the private sector as a whole,
particularly in workplaces where pensions are not available today (mostly nonunionized).
Also, unlike the JGTBPP proposal, which includes employers in plan governance in recognition of the role of collective bargaining within these plans, the PTBPP excludes employers
from the plan’s board of trustees.

Conclusion

O

n balance, the PTBPP that we propose would provide better pension coverage, cost
efficiency and retirement income security for plan members than would PRPPs or
most current private group or individual plans. While the PTBPP would not solve all the
challenges facing Canadians in securing their retirement incomes, it should yield a less
costly savings vehicle than traditional DB plans and be more cost efficient than DC plans.
For employers, the advantages are undeniable. The PTBPP model is more sustainable than a
DB plan, and it limits risk much like a DC plan. Contribution costs may be slightly higher
for employers under this model than under a typical DC or group RRSP plan, but employers would gain immense benefits for their employees. For their part, employees would still
face pension risks under this plan, although the risks would now be collectivized in a more
efficient and effective way than in a DC plan. For members of a DB plan facing the
prospect of conversion to DC, the PTBPP would provide a better alternative to preserve
future benefits.
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Perhaps most importantly, for policy-makers the PTBPP is a timely proposal with the potential
to address many of the limitations of the PRPP within the existing framework of Bill C-25.
Given the uncertainty surrounding the future of pension reform in Canada, it should be
viewed as a key step forward.
In attempting to find a middle ground in the pension reform debate, we suggested at the outset that any new plan design should satisfy five principles. How does the PTBPP stand up to
this challenge?
1) Overall economic risk (variance) must be shared appropriately.
Appropriate risk sharing can be achieved with the PTBPP, which is premised on the concept of
large commingled asset pools. This pooling can significantly enhance plan efficiency and collectivize inflation, mortality and investment risks. Risk sharing of this kind attenuates the
need for workers to possess sophisticated investment expertise.
2) Size matters.
The requirement that PTBPPs build asset pools of at least $10 billion within five years or
merge with other plans enables these plans to take advantage of scale efficiencies and thus satisfies principle 2.
3) There should be a collective approach to risk sharing.
Again, through the pooling of plan assets, the PTBPP can achieve the collective advantages of
scale. This is especially important if the fund also manages the benefit payout phase of the
process. For example, although life expectancy is easier to predict for a large group than for
any one individual, minimizing one type of risk, another risk remains if all individuals in the
group experience improved life expectancy (as is the case today). This remaining risk can be
mitigated in the marketplace through the purchase of group annuities or longevity bonds.
(The latter would not be available to individual members.)
4) Fairness is critical for both employers and employees.
Under the PTBPP, workers gain more predictable benefits, while employers gain more predictable pension costs. For the majority of potential plan participants, these features should
provide significant improvements over their current situation.
For those in self-directed DC plans and RRSPs, the advantages of pooling assets and professional investment management are obvious. With respect to small and mid-size DB plans,
the proposed scale of asset pooling would provide greater security for plan members and
greater cost-predictability for plan sponsors than can be achieved today. For those in larger
DB plans, the trade-off is debatable. In exchange for moving to the target-benefit model, participants will receive direct representation on the plan’s board of trustees. Although target
benefits may provide less protection than one would expect in a traditional DB plan, they are
significantly better than what would be provided in a straight DC conversion. This may be a
useful alternative for unionized workplaces where DC conversion is on the horizon. Plan
sponsors cede the right to unilaterally control the plan with a move to a participant-con-
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trolled governance model. In return, sponsors no longer bear the risks and liabilities of a traditional DB plan. DB plan sponsors are likely to see this as a big plus.
For businesses without any pension coverage today, employers will see added costs, perhaps
somewhat higher than the costs of alternatives. However, for these employers and their
employees, the value of the PTBPP lies in providing predictable and cost-efficient pension
benefits in workplaces where none existed before.
For those who are already in jointly governed large DB plans with virtually guaranteed benefits (this only describes select public service plans) there may indeed be no net gain. In fact,
moving from a virtually guaranteed benefit to a target benefit would likely be seen as a
diminution of security for these members. However, a revision of public service plans in this
direction might save these plans from serious taxpayer opposition in the future.
5) Cost minimization is critical to extending pension coverage.
As we mentioned previously, costs may rise for some plan sponsors given the preference in the
PTBPP model for high income replacement ratios. Contributions, however, will be predictable
for employers, just as in a traditional DC plan, and the funds will operate at significantly
greater levels of efficiency. While governments may have to facilitate the move to commingled asset pools, once critical mass has been achieved, PTBPP plans should be able to operate
within a mandated MER cap (40 basis points or less) that is considerably lower than current
management expense ratios.
To get from where we are today to the PTBPP that we propose in this paper will require concerted action by the provinces to arrive at a common framework for implementation. It will
also require willingness on the part of the federal government to support the enhancements
to the PRPP that we propose here. The PRPP is a promising first step, but in order for it to
meaningfully improve pension accessibility and adequacy, we should look at it as a stepping
stone to further reform. We believe that the changes we have described are both necessary and
practical steps that will help ensure that future generations of retirees experience a standard of
living in retirement that is stable and secure.
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Appendix 1: The Teachers Insurance and Annuity Association-College
Retirement Equities Fund model

T

he Teachers Insurance and Annuity Association-College Retirement Equities Fund (TIAACREF) is a US financial services organization that is the leading retirement provider for
teachers, professors and employees in research, medical and cultural fields. As of September 30,
2011, TIAA-CREF served 3.7 million active and retired employees of more than 15,000 employers and had $440.7 billion in combined assets under management (TIAA-CREF 2011a).
TIAA was created in 1918 as a licensed life insurance company for the purpose of providing
retirement income for professors through guaranteed deferred annuity contracts. In 1952,
CREF was created to allow participants to invest in the stock market through the first variable
annuity products offered in the US (TIAA-CREF 2011b).
Those who finance their retirement entirely within CREF see their income rise and fall with
the value of their assets (many asset portfolio options are available, with a wide variety of
inherent risk). Those who finance their retirement from TIAA annuities have a very high level
of guarantee that their income expectations will be met. However, at the end of the day, TIAA
is a mutual insurance company owned by its policyholders. Thus, if TIAA were to face severe
financial problems, its policyholders would ultimately be at risk.
No parallel to TIAA-CREF exists in Canada. However, in most provinces, all elementary and
secondary school teachers are in a single pension plan, as are all municipal employees. In
Ontario, all employees of colleges of applied arts and technology are members of the College
of Applied Arts and Technology (CAAT) Pension Plan. To date, universities in Canada have not
formed common pension plans or even commingled asset pools.
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Notes
1

As Baldwin has pointed out, the Pension Plans in Canada
dataset collected by Statistics Canada excludes group RRSPs
from the definition of pension plans, even though some
consider them another DC model. Were they included, he
notes, “the overall decline in coverage would be smaller but
the shift to DC participation would be greater” (2010, 8).
For the purposes of this paper we are consistent with the
interpretation of Statistics Canada.

2

In interpreting the data in figure 1, it is important to note
that Statistics Canada’s Pensions in Canada Survey does not
uniquely account for plans in the process of conversion
from DB to DC that segregate members into one plan or
another based on age or enrolment date. Counting these
plan members as if they were in hybrid and dual-coverage
plans may overstate the proportion of members who are in
these types of plans today and, consequently, may also
slightly skew the proportion of the labour force covered by
an occupational pension.

3

See note 1 on figure 3.

4

In Ontario, for example, the 2010 revisions in the Pension
Benefits Amendment Act brought the vesting period to zero.

5

The exception is Ontario, where the Pension Benefit
Guarantee Fund provides coverage for private sector DB
plans up to the first $12,000 of member benefits (Davis
2011, 6-7).

18 In addition to size, access to preferential investment placements and opportunities, particularly in the “patient capital”
markets such as real estate and infrastructure, is also dependent on a fund’s strict locking-in conditions and long-term
investment horizon. This naturally favours TB and DB plans.

6

A worker who exits a DB plan prematurely for other employment will have his or her pension calculated on the basis of
salary at the time of job change, thus losing future salary
growth. The example in the text assumes a planned retirement in 15 years with a salary scale increasing at 4 percent
per annum. At the time of retirement, workers who depart
early in this scenario would see a pension equal to 55 percent
(a loss of 45 percent) of the value they would have received
had they remained in the plan for the rest of their careers
(this is expressed mathematically as: 1/(1.04)*15=0.55).

19 This example, taken from the Ontario Expert Commission
on Pensions (2008), is provided only for illustrative purposes. It assumes a 20 percent contribution rate, which not
only exceeds maximum limits under the Income Tax Act but
is also not realistic in that it does not factor in the effects of
benefits provided by Pillar 1 and Pillar 2 income support
programs (OAS/GIS and CPP). The broader point regarding
the effect of management fees on capital accumulation
remains relevant.

7

See note 1.

8

This figure is an upper bound. See table 1 for further details.

9

For example, an individual in the US lucky enough to have
reached retirement age 65 in 2007 would have achieved a
replacement ratio equal to 24 percent, while the unlucky
individual reaching age 65 at the end of 2008 would have
faced a replacement ratio of only 15 percent (assuming DC
of 5 percent over 40 years and a fixed portfolio of 40 percent domestic government bonds and 60 percent domestic
equities) (Antolin 2009).

10 See note 2.
11 Another strand, referred to as “flexible pensions,” provides
separate DB and DC components but without a combined
benefit at the point of withdrawal. For simplicity, we have
subsumed these pensions, as well as the related “greater of”
pensions that allow employees to select either DB or DC
according to their needs, in the stacked pension category.
12 Stacked plans can circumvent this problem by segregating
DB and DC elements, although not without added administrative cost.

16 It is important to distinguish MEPPs from a related but significantly different pension model, jointly sponsored pension plans (JSPPs), which also cover numerous employers
within a single industry. In contrast to MEPPs, these plans
operate exclusively within the broader public sector, with
notable examples being the Ontario Teachers’ Pension Plan
(OTPP) and the Ontario Municipal Employees’ Retirement
System (OMERS). Like MEPPs, these plans also possess
mechanisms for joint governance and, in the course of collective bargaining, they may be renegotiated, although they
are not TB plans in their own right. Until recently, benefits
accruing to members could be reduced only through collective bargaining or through the complete termination of the
plan. Some plans, such as the OTPP, have begun to address
the investment and cost volatility risks by introducing an
indexation formula that is contingent on market performance. Over time this may bring JSPPs closer to the TB
model, even though the two differ in theory. For more on
JSPPs, see Ontario Expert Commission on Pensions (2008).
17 These rates refer to low-income Canadians who worked during most of their lives and do not account of any personal
savings.

20 As per sections 39.1 and 39.2 of Bill C-25.
21 See Benefits Canada (2011).
22 The CPPIB reported an average annualized return of 5.5 percent for the 10-year period ending in fiscal year 2010
(2010). During the same period, the 10-year average annual
return of Canadian mutual funds with long-term asset allocation strategies was between 1.76 percent (“global balanced
equity” funds) and 2.98 percent (“global neutral equity”
funds) (MoneySense 2011).
23 In general, however, we recognize that shifting retirement
income reliance away from Pillar 1 coverage toward Pillar 2
(the CPP/QPP) or Pillar 3 (private savings) is a critical policy
objective in light of the fiscal pressures that OAS/GIS programs may face in the future (see Horner 2011).
24 It bears noting, however, that payroll taxes are generally
believed to have a marginal effect on employment decisions in
the long term. For example, there is little evidence of increases
in the unemployment rate or declines in employment during
previous periods in which CPP/QPP rates were raised.
25 These are British Columbia, Manitoba, Ontario, New
Brunswick, Nova Scotia and Prince Edward Island.

13 Income Tax Act regulations permit TB plans that cover 15
unrelated employers or more to be designated specified multiemployer pension plans (SMEPs), thereby allowing pension contributions to be treated for tax purposes as though
they were DC. To qualify, plans must also demonstrate that
the pensionable adjustment is not easily reported, as in a
typical DB plan (Canada Revenue Agency 2005).

26 Although the proposed Alberta-BC program would have
been based on auto-enrollment, both employers and
employees would have been able to opt out. Saskatchewan
had shown some interest in participating, though it is no
longer pursuing this. Alberta has backed out until results of
the PRPP initiative can be discerned (Baldwin 2010; AlbertaBC JEPPS 2008).

14 An example of such a plan would be the Canadian
Commercial Workers Industry Pension Plan.

27 PTBPPs would need to develop a pricing mechanism so that
individuals who wish to bring their own financial assets
into the pool(s) can have these converted into a target benefit that is adjusted appropriately to their age and contribution profile.

15 Those MEPPs that fall under BC and/or federal jurisdiction
must, however, obtain regulatory approval for any reduction in benefits (Shilton 2007, iii).
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28 A self-employed individual is treated in Bill C-25 and in our
PTBPP like any individual who wishes to join the pool but
whose workplace is not a participant. An “individual member” is required to carry the combined employer and
employee contribution rate.
29 These are Manitoba, Newfoundland and Labrador, Nova
Scotia, and Ontario.
30 Research shows that, with auto-enrollment features, pension participation can reach very high levels, effectively
addressing concerns surrounding potential adverse selfselection in voluntary pension plans. Evidence from
Benartzi and Thaler (2007) cites a dropout rate of less
than 10 percent.
31 Currently, the limit is set at 18 percent of income, including
both employer and employee contributions up to a maximum of $22,450 (for calendar year 2011).
32 These estimates assume 40 years of contributions and a balanced growth portfolio split between 40 percent domestic
government bonds and 60 percent equities (Antolin 2009).
33 According to Horner (2009), a gross replacement rate of
between 50 and 75 percent is needed to provide consumption continuity at retirement.
34 These estimates are based on 2011 CPP/QPP and OAS rates
and assume no additional sources of income in retirement.
The lower replacement rate for those earning $70,000 is due to
OAS clawbacks and the CPP ceiling on pensionable earnings.
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Retirement Savings Behavior.” Journal of Economic
Perspectives 21 (3): 81-104.
Benefits Canada. 2011. “Banks Resisting OMERS Push to Manage
PRPPs.” Benefits Canada, November 25. Accessed November
28, 2011. http://www.benefitscanada.com/ news/banksresisting-omers-push-to-manage-prpps-23121
Burkett, K., R. Bauslaugh, and H. Mackenzie. 2011. Final Offer
Selection? Pension Arrangements for New Hires. Arbitration
decision in a dispute between Air Canada and CAW-Canada
Local 2002. Ottawa.
Burtless, G. 2009. Lessons of the Financial Crisis for the Design of
National Pension Systems. CESIFO Working Paper 2735, July.
Canada Pension Plan Investment Board. 2010. “CPP Fund Totals
$127.6 Billion at 2010 Fiscal Year-End.” Press release. May
26, 2010. Accessed February 28, 2011. http://www.
cppib.ca/News_ Room/News_Releases/nr_05201001.html
------------------. 2011. Annual Report 2011. Toronto: CPPIB.
Canada Revenue Agency. 2005. Registered Pension Plan Guide.
Ottawa: CRA.

35 Exchange-traded funds (ETFs) are more competitive, but
they are not well understood by most investors.

Canadian Couch Potato. 2011. “Could You Have Picked the
Winning Funds?” MoneySense, June 13. Accessed: February
16, 2012. http://www.moneysense.ca/2011/05/13/
could-you-have-picked-the-winning-funds/.

36 Workers who enter the plan at older ages would receive a
correspondingly reduced benefit, unless they wish to supplement their contributions.

Canadian Federation of Independent Business. 2010. Forced
Savings: Economic Impacts of Raising CPP/QPP Retirement
Benefits and Premiums. Toronto: CFIB.

37 M.A. Milevsky (Executive Director of the Individual Finance and
Insurance Decision Centre), memo to authors, January 8, 2012.

Canadian Institute of Actuaries. 2007. Planning for Retirement: Are
Canadians Saving Enough? Ottawa: CIA.

38 See note 27 on the issue of converting the price of individuals’ assets at the time of their entry into the plan.

CFIB (see Canadian Federation of Independent Business).
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Acronyms
ABM
CB
CPPIB
GIS
JGTBPP
JSPP
MEPP
MER
MFPP
OMERS
OTPP
PRPP
PTBPP
SEPP
TFSA
TIAA-CREF
YBE
YMPE

automatic balancing mechanism
cash balance (pension plan)
Canada Pension Plan Investment Board
Guaranteed Income Supplement
jointly governed target-benefit pension plan
jointly sponsored pension plan
multiemployer pension plan
management expense ratio
member-funded pension plan
Ontario Municipal Employees’ Retirement System
Ontario Teachers’ Pension Plan
pooled registered pension plan
pooled target-benefit pension plan
single-employer pension plan
tax-free savings account
Teachers Insurance and Annuity Association-College Retirement Equities Fund
year’s basic exemption
year’s maximum pensionable earnings
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