WHAT PENSION CRISIS?

Bill Kyle

As governments consider possible solutions to improve Canada’s retirement savings
system, they are coming to terms with the employer-sponsored retirement plan
arena, which has seen dramatic changes over a period of just a few years. To
suggest, as many commentators have, that access and cost are the main reasons
more retirement plans are not being created demonstrates a lack of understanding

of the true barriers to plan creation.

En étudiant les mesures susceptibles d’améliorer le systeme d’épargne-retraite
canadien, les gouvernements en sont venus a mieux comprendre la question des
régimes de retraite d’employeur, qui ont connu en quelques années d’énormes
changements. Certains observateurs prétendent que la création de nouveaux
régimes est avant tout freinée par des problémes d’acces et de colts, mais ils ne
font ainsi que révéler leur faible compréhension des véritables obstacles a surmonter.

issues. The Canadian pension system can benefit from

reform. The private sector offers research-substantiated
options that, with the support of government, could address
key concerns such as retirement income adequacy.

While it’s well known in the industry, some Canadians
may be surprised to learn that defined benefit (DB) plans,
other than those provided to public service employees, are
declining and many remaining plans are no longer open to
new members. At the same time, capital accumulation plans
(CAPs) — which include defined contribution (DC) pension
plans, deferred profit sharing plans (DPSPs), group registered
retirement savings plans (GRRSPs) and group tax-free savings
accounts (GTFSAs) — are growing in popularity.

Unfortunately some commentators have confused a
decrease in DB pension plan membership with a decline in
employer-sponsored retirement plans. While formal pen-
sion plan coverage in the private sector is commonly report-
ed to have dropped to just over 24 percent over time, this
statistic doesn’t mean employers and employees have given
up on retirement plans; rather, the reported drop in pension
coverage actually represents a move away from the burdens
of pension legislation to more flexible solutions.

The Canadian pension system is not broken. Employers
have maintained or created retirement programs by using CAPs
(such as DPSPs and GRRSPs), which grew over 70 percent from
2000 to 2008, according to the Benefits Canada supplier direc-
tory, 2000-2008. Today, over 50 percent of Canadians have a
retirement plan at work with CAPs providing over two-thirds
of private sector workplace retirement plan coverage, as noted
by Bob Baldwin in Canadian Public Policy in 2008).

However, the trend toward CAPs applies only to the pri-
vate sector. Baldwin’s study found that only 1 percent of

E ffective reform is strengthened by knowledge of all the

public sector workers are covered by a CAP compared with
50 percent of private sector workers.

By ignoring the presence of non-pension CAPs, any
decline in workplace retirement coverage has been greatly
exaggerated and risks missing the opportunity to leverage these
successful products as a key part of any retirement reform.

Effective reform is strengthened by knowledge of all the
issues. As the discussion on desired pension reform contin-
ues, it is concerning that some jurisdictions moved directly
to solutions without considering the facts or issues that
affect retirement savings plan coverage and adequacy.

T o suggest, as some commentators have, that availability
and cost are the main reasons more pension plans are
not being created indicates a lack of understanding of the
true barriers to plan creation.

Availability is not the issue. Feature-rich employer-
sponsored plans are available to even the very smallest of
companies. More employers do not offer retirement savings
plans because they do not understand the benefits offering
a plan holds for them and their company. More DC pen-
sion plans are not being created because the benefits they
offer have been significantly eroded by the unnecessary
application of multi-jurisdictional DB pension legislation
to these plans.

Cost plays a role in the income adequacy equation but
it's not a negative one; rather, cost reflects the level of
administrative and individual support required to effective-
ly offer a particular plan type. In a CAP, most costs are
incurred for supporting each plan member, while in a DB
plan, support costs are largely at the plan level.

The adequacy of retirement income received from CAPs
can be easily addressed through plan design considerations
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such as joining a plan early; making
meaningful contributions; having a
proper investment vehicle(s); and not
making withdrawals prior to retirement.
What makes a successful plan is
described later in this article.
Retirement savings vehicles can be
seen as a continuum, with DB plans at
one end offering minimal member-
level service, education, advice or cus-

To claim that the cost of CAPs is a major contributor to a
shortfall in Canadian’s retirement income shows a lack of
awareness of the competitiveness of CAP cost structure and
the critical service features necessary to meet the needs of

lack of awareness of the competitiveness
of CAP cost structure and the critical
service features necessary to meet the
needs of CAP sponsors and members.
Recent benchmark studies on pric-
ing (figure 1) demonstrate that CAPs
offer a cost-effective alternative to DB
plans as well as a flexible and feature-
rich choice. CAP costs remain very
competitive with the costs of DB plans

CAP sponsors and members.

tomization. In a DB plan, there is vir-
tually no member service requirement,
because the employer makes key deci-
sions such as how much to contribute
and which investments to select. The
employer uses specialized advisers for
these decisions and members receive a
basic annual statement.

At the other end of the spectrum
are individual retirement and invest-
ment products, offering the greatest
degree of personalized and customized
investment selection and advice. A sig-
nificant value proposition with indi-
vidual products is the role of the
personal adviser, who helps the client
to design and implement a savings
program and guides them over time to
stick to the plan. This service is gener-
ally not available in a CAP.

CAPs are the middle ground, offer-
ing the member individualized invest-
ment choice, service, education,
customized product features and some
one-on-one advice. Any comparison of
cost and value between DB plans with
low service requirements and CAPs,
which have high member-service needs,
must recognize the significant differences
between the two types of plans. This dra-
matic difference in service requirements
between plan types further underscores
the excellent value proposition offered
by CAP service providers in Canada.

To claim that the cost of CAPs is a
major contributor to a shortfall in
Canadians’ retirement income shows a

despite requiring significantly more
member support. Canadian CAP costs
are also competitive with US CAP
costs, even though US plans have
economies of scale resulting from a
market 23 times larger than Canada’s.

Understanding the costs of a CAP
requires an appreciation of the value of
the services that plan members
receive. CAPs require individual mem-
bers to make important decisions
based on the information provided to
them. The group retirement plan
industry has developed a wide range of
tools and resources to help members,
all within a competitive cost structure.

The complexity of decisions
increases as participants near retire-
ment age. For example, members in the
20-t0-40 age range want to know if they
should enrol in the plan, how much to
contribute, how to allocate assets to
investment choices, and if portfolio
rebalancing is required. To help answer
these questions, the group retirement
plan industry uses toll-free call centres,
Web sites, printed resources and group
information sessions.

For the 40-to-50 age range, all of the
same resources are available, but the
questions change. At this stage, partici-
pants want to know if they should
increase their contributions to achieve
their saving goals, if they are over-
weighted in equities, and whether they
should change their investor risk profile
as they get nearer to retirement. System-

generated messages and personal data-
driven retirement income probability
illustrations on statements are addition-
al resources available to these members.

In the over-50 age group, plan
members are asking about catch-up con-
tributions to stay on track. They also
want to know if they should think about
annuities and, ultimately, what to do
with the funds they’'ve accumulated. All
of the tools and resources
mentioned above are avail-
able to them, and there may
be an opportunity to do
more to meet the needs of
these members.

Three solutions have
been proposed most fre-
quently during the pension reform
debate: government-sponsored DC
plans (by province or attached to
CPP); expanding and/or enhancing
the CPP; and creating a “super fund.”
Each of these options, which may

FIGURE 1. PRICING OF DEFINED
BENEFIT (DB) AND CAPITAL
ACCUMULATION PLANS (CAP), BY
PLAN SIZE!
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' Plan size segments are as defined in the
Deloitte/Investment Company Institute (ICI) “Defined
Contribution/401(k) Fee Study” (June 2009). C$ to
US$ exchange rate is assumed to be $0.90. The
“mega” sized segment expense is considered
speculative for Canadian DB and DC plans due to the
limited incidence of this size of plan in Canada.

2 US 401(k) pricing results are median all-in fees, as
defined in the Deloitte/ICI study.

3 Canadian CAP pricing results are based on
preliminary results from the Fraser Group 2009
survey on CAP pricing, extrapolated to all CAP
types and include operating expenses, GST and
adviser compensation.

4 Canadian DB pricing results are estimates only
and based on proprietary consulting fee schedules,
benchmarked to the SEI “2004 Pension Plan
Sponsor Fee Survey” as well as expenses reported in
financial statements filed with the Financial
Institutions Commission of BC.
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seem attractive at first glance, raises
serious concerns among industry
experts.

Some commentators are suggest-
ing a significant increase in CPP bene-
fit levels as a possible solution. Aside
from the additional mandatory payroll
tax to employers, the anticipated ben-
efit provided by the CPP simply won't
be attractive to future members of the
plan (if they are under age 45) given
that they could potentially achieve a
much higher retirement income
through private plans.

To illustrate (table 1), if a new
member of the CPP, age 25, were to
take the current required employer
and member CPP contribution and
direct it to a private plan earning 4 per-
cent a year, that member would
achieve a significantly higher retire-
ment income — in some cases as much
as double, depending on the amount
of time invested. These calculations
yield similar results even for people
joining the plan in their mid-40s.

One suggestion for pension
reform is the introduction of a govern-

ment-sponsored DC plan. It’s unclear,
however, what the true benefits would
be, given that reasonably priced pro-
grams are already broadly available to
even the smallest of employers.

If this solution is adopted, there is
significant potential for confusion
between the nature of a non-guaran-
teed government-sponsored DC plan
and the existing guaranteed govern-
ment pension programs such as the
Canada Pension Plan (CPP) and Old
Age Security (OAS). Participants in a
government-sponsored DC  plan
wouldn’t be entitled to receive a guar-
anteed pension amount when they
retire. However, there is a danger that
participants may erroneously think
that because of government involve-
ment, there is some form of implicit or
explicit government support that
would mitigate investment losses and
pension shortfalls if they arise.

In addition, governments would be
challenged to develop the in-depth
administrative support needed to edu-
cate, inform and report to plan mem-
bers. This expertise has been developed

in the private sector over the past 20
years. The CPP and OAS have no existing
infrastructure for these important tasks.

Furthermore, it would be expensive
for government to offer DC plans and be
competitive because almost all adminis-
trative costs of operating these plans are
driven at the member level. For some ini-
tial time period, a new government plan
would have limited assets over which to
spread these costs. The private sector
already has sizable asset levels offering
economies of scale to offset much of the
fixed costs of serving members.

he administration costs of govern-

ment plans should not be subsi-
dized directly or indirectly by general
government revenues, nor is it appro-
priate to expect private industry to
subsidize government sponsored plan
costs by providing systems and expert-
ise at artificially discounted rates.

A growing number of commenta-
tors are calling for a large, pan-
Canadian “super fund” approach with
the goals of facilitating labour mobili-
ty, protecting retirement savings, and

TABLE 1. ASSESSMENT OF THE CANADA PENSION PLAN FOR NEW ENTRANTS, 2009

CPP model Aternative model
Estimated Effective | Estimated
CPP value of interest rate | alternative | Contributions|Percentage
Entry Retirement | Adjusted Total monthly | CPP pension | earned on | monthly | plusinterest | increase
age age AMPE' |contributions| pension? | at retirement? | contributions| pension | at retirement*| over CPP
18 70 $122,225 $394,590 $3,310 $486,718 0.94% $7,427 $1,084,116 123%
65 $110,703 | $335,821 $2,306 $390,945 0.75% $4,969 $837,664 114%
60 $100,267 | $282,756 $1,462 $285,181 0.05% $3,308 $640,362 125%
25 70 $106,404 | $313,942 $2,882 $423,801 1.49% $5,160 $753,449 78%
65 $96,373 | $263,005 $2,008 $340,434 1.43% $3,398 $573,071 68%
60 $85757 | $217,032 $1,248 $243,513 0.73% $2,216 $429,268 76%
30 70 $87,216 | $263,005 $2,362 $347,493 1.54% $3,924 $573,071 65%
65 $76,473 | $217,032 $1,593 $270,284 1.37% $2,544 $429,268 59%
60 $66,437 | $175,557 $ 969 $189,223 0.55% $1,626 $315,200 67%

Source: Great-West Life, “The Strength of CAPs in Canada’s Retirement Market,” December 2009.
' Adjusted average maximum pensionable earnings (AMPE) is based on the last five years of maximum pensionable earnings (YMPE) at the time of retirement and
adjusted for average career earnings and the low earnings drop-out provision.

2 CPP monthly pension = 25% x adjusted AMPE.
12

3 Present value of blended annuity (male/female) calculated using standard pricing and indexed at 2% annually.
4 Accumulated value of CPP contributions at retirement assuming a compound interest rate of 4%.

Assumptions

¢ Annual salary exceeds YMPE each year and increases 2% annually to retirement
* YMPE is $46,300 in 2009 and increase is by 2% annually to match salary increases

e Year’s basic exemption (YBE) is fixed at 2009 level of $3,500
 Total contribution rate (employer and employee) is 9.9% of insurable earnings (YMPE — YBE) each year and contributions are made twice each month
o CPP pensions are indexed to CPI and the 15-year average CPI rate is approximately 2%
e CPP contributions earn an interest rate of 4% in the alternative model
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benefiting from economies of scale.
This approach doesn’t give considera-
tion to individual investment risk. As
Jack Mintz has pointed out, a super
fund member who is close to retire-
ment and whose benefit falls 18 per-
cent (average 12-month drop in large
pension fund market values in 2008)
may not be consoled by the fact he or
she was in an “inexpensive” fund.

Also, a super fund isn’t immune to
investment issues such as asset write-
offs and significantly negative rates of
return, nor is it guaranteed that a super
fund would be run efficiently.

DB plans have always been
impractical for small and medium-
sized employers where a small change
in plan demographics can significantly
affect funding requirements. More
recently, even large employers have
moved away from DB plans, which
lost 193,000 members from 1991 to
2006, according to Statistics Canada
(“Shifting Plans,” 2009).

Two government-related causes
have greatly influenced the disappear-
ance of DB plans: complexity and the
cost of unplanned features.

Complexity: The various provincial
and federal regulators of pension plans
across Canada have been unable to har-
monize the regulations and rules for DB
plans. DB plan sponsors operating in
more than one province have to expend
significant resources to ensure
proper compliance with the
current patchwork of regula-
tion that exists in Canada.

This situation has creat-
ed a compliance burden
from a risk and resourcing
perspective, adding costs that plan
sponsors have become more and more
unwilling to pay. When added to exist-
ing accounting complications and
ownership-of-surplus issues, DB plans
are increasingly unattractive to plan
sponsors.

Cost of unplanned features: In addi-
tion, provinces have imposed significant
costs on plan sponsors by requiring pen-
sion plans to incur additional liabilities
that the plans were never designed for.
These expenses make DB plans cost-pro-

hibitive and place Canadian DB plan
sponsors at a competitive disadvantage
compared with firms in other countries,
including the US and the UK.

further pressure on DB plans is the

increasing awareness of the signifi-
cant dichotomy that exists between pri-
vate and public sector retirement plans.
Almost 100 percent of public sector
workers are covered by a DB plan and
the average cost for these DB plans has
been estimated to represent 33 percent
of pay, according to a 2007 C.D. Howe
study entitled “Ill-Defined Benefits.”

It seems unlikely that as taxpayers
become more aware of the cost of these
public pensions they will be willing to
continue to fund them. As the disappear-
ance of DB coverage continues, it is criti-
cal that governments leverage CAPs to
help private sector workers, and poten-
tially themselves, save for retirement.

The relative merits of DBs vs. CAPs
can be argued, but the reality for many
employers is that a CAP solution is the
only choice they have. For an increas-
ing number of employers, CAPs have
become the design of choice. By recog-
nizing the value of CAPs, government
can help create an environment that
improves their effectiveness.

The success of a CAP depends on a
number of critical factors, which com-
bine to help determine whether a plan

member will have adequate retirement

income. These success factors include

e Joining early

e Making meaningful contributions

e Making an appropriate invest-
ment choice

e Understanding the impact of
withdrawals

e Recognizing age-adjusted invest-
ment risk

worker must join a CAP early
enough to ensure tax-free com-

pounding works effectively for him or
her. In the industry, joining a plan is
called enrolment.

The following chart (figure 2) illus-
trates the impact of postponing enrol-
ment on plan savings in the long term.
A member who contributes $2,000 a
year and earns 6 percent annually would
have an extra $300,000 in savings by
joining at age 20 instead of age 35.

Too many plan designs make partic-
ipation optional. To ensure employees
take advantage of this tax-free com-
pounding, mandatory participation
(automatic enrolment) is necessary. A
2008 study showed only 61 percent of
DC pension plans and 16 percent of
GRRSPs have mandatory participation,
according to the 2008 Benefits Canada
CAP Benchmark Report.

To provide adequate retirement
income members must combine suffi-
cient contributions over time with
investment growth. Although mem-
bers have tools to calculate how much
they should contribute, few take the
time to use them. In the 2008 CAP
Member Survey by Benefits Canada,
only 35 percent of members said they
used the decision-making tools provid-
ed by their plans. This lack of member
engagement is the key reason design
options such as automatic enrolment
and automatic contribution escalation
need to be offered.

Modifying existing pension and RRSP rules to recognize CAPs
and make them more attractive to employers and better
address retirement income adequacy for plan members would
represent a practical and effective solution to Canada’s
retirement savings challenges.

Employers can do their part by
offering a meaningful “matching”
contribution to the plan. When
matching is available, it’s critical
that member contributions be suffi-
cient to maximize the employer con-
tribution. Establishing automatic
escalation of member contributions
can help build the contribution
amounts to an optimal level. Figure
3 highlights the impact of higher
contribution rates on retirement
income.
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plan member must choose an

appropriate investment option that
will maximize growth while recognizing
his or her risk tolerance. While excellent
investment options may be available in
the member’s plan, rules may allow the
member to select other funds that may
not suit his or her risk tolerance.

In the over-50 age group, plan members are asking about catch-
up contributions to stay on track. They also want to know if they
should think about annuities and, ultimately, what to do with the

funds they’ve accumulated.

Members who don’'t choose an
investment option may be placed in a
default option. Often these default
options assume that the member will
only be in the default fund for the short
term. However, too many members aren’t
engaged — they don't make a subsequent
investment decision, so these short-term
holdings become long-term investments.
Statistics on Canadian plan members
investing in default funds are hard to
find, but US numbers show over 65 per-
cent of members are invested in default
funds, according to James J. Choi and col-
leagues in their 2001 paper “For Better or
For Worse: Default Effects and 401(k)
Savings Behavior.” Having approved
default options that can work for the
long-term, offer a multi-manager
approach and automatically address
diversification, risk/ return optimization,
individual investment risk profile and reg-
ular rebalancing would address this issue.

FIGURE 2. ACCUMULATED SAVINGS
BASED ON PARTICIPANTS” AGE
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Source: Great-West Life, “The Strength of CAPs in
Canada’s Retirement Market,” December 2009.

The member must also leave the
money invested in the plan so it can
grow. Too many plans allow in-service
withdrawals and the impact is stagger-
ing. Between 1992 and 2001, 66 percent
of tax filers aged 20 to 59 contributed to
an RRSP, but over 25 percent made at
least one withdrawal. While all ages are

equally likely to make a withdrawal,
alarmingly, older members make larger
and more frequent withdrawals and are
less likely to pay them back. Figure 4
illustrates the serious consequences for
retirement fund growth of one $20,000
withdrawal at age 40, which would cost
the member almost $91,000 by retire-
ment age. While it may be a controver-
sial point, if the plan goal is to provide
adequate retirement income, with-
drawals should not be allowed.

A s a member approaches retirement,
efforts should be made to avoid dra-
matic market fluctuations. Older plan
members are looking to purchase an
income that won’t be outlived or be
affected significantly by market shifts or
inflation. There are options available
today but this is an area where there is
room for imaginative future product
development.

Feature-rich, cost-effective defined
contribution pension plans are already
available to even the smallest of com-
panies. So why don’t more sponsors
offer these plans, especially when the
perceived value by members is signifi-
cantly higher than the actual cost?

Small and medium-size employers
may not realize what'’s available because
they’re focused on running their busi-
ness. Advice from a benefits adviser
often helps convince the employer that
a retirement plan can work for their
business, for their employees and for
themselves as members.

A pension plan must be “sold”
because employers are daunted by the
complexity and restrictive nature of

pension requirements, which were
developed for DB plans but inappropri-
ately applied to DC plans. It takes a
great deal of knowledge and persist-
ence to help an employer understand
that a DC plan may be the best way to
help employees prepare adequately for
retirement at an appropriate age.

To an employer, the
extra cost and complexity of
establishing a pension plan
may not be worth the bene-
fits — they will simply opt to
offer a GRRSP. In this process
the value of intermediation by an adviser
is something that needs to be recognized.

Modifying existing pension and
RRSP rules to recognize CAPs and
make them more attractive to employ-
ers and better address retirement
income adequacy for plan members
would represent a practical and effec-
tive solution to Canada’s retirement
savings challenges.

Changes to be made to create a
national employer-sponsored product
(with one set of rules) should include

Member:

e Automatic enrolment: Plan mem-
bers maximize the benefits of tax-
deferred compounding and any
employer contributions

e Automatic escalation of contribu-
tions: Savings increase as members
draw closer to retirement

o Approved default options: Members
who don’t choose an investment
are more likely to have their con-
tributions invested appropriately

e Locking in: Members can’t make
withdrawals that will significantly
reduce their retirement savings in
the long run
Sponsor:

e Longer vesting periods: Employers
can encourage staff retention

e  Flexible contribution rates: Employ-
ers can adjust their contributions
if circumstances change (with ade-
quate notice to members)

o Sponsor held harmless if complying
with CAP guidelines: Encourages
new plan creation

e No payroll taxes on employer contri-
bution: Tax treatment of employer
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contributions to non-pension
CAPs should receive same tax
treatment as pension plan contri-
butions to encourage plan cre-
ation and employer contributions
In the US, 401(k) plans have provid-
ed a framework for employer-sponsored
retirement plans that can generate suffi-
cient retirement income for employees,
while providing safeguards and guide-
lines for employers. A similar approach is
possible in this country, with a uniquely
Canadian flavour. The solution would be
to recognize GRRSPs as a formal plan
type (just the mention of pension plan
will deter many employers) allowing the

features described above and providing
one set of national rules.

This new GRRSP plan type could be
launched with an organized awareness
campaign to educate employers and
encourage plan creation. Giving provin-
cial pension regulatory bodies a man-
date to promote the creation of plans
(along with modifying pension legisla-
tion to allow the above features and not
apply DB-related requirements) could
also help raise employer awareness.

Many of us in the group retire-
ment industry believe that the imagi-
nation and creativity shown by the
industry in developing CAPs over the

FIGURE 3: IMPACT OF CONTRIBUTIONS' ON RETIREMENT INCOME, BY AGE
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Source: Great-West Life, “The Strength of CAPs in Canada’s Retirement Market,” December 2009.

Note: The difference between a 2+2% contribution and a 5+5% contribution over 45 years would be almost

$824,617 at retirement.
T With no withdrawals

FIGURE 4: SIGNIFICANCE OF A $20,000 WITHDRAWAL AT AGE 40’
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Source: Great-West Life, “The Strength of CAPs in Canada’s Retirement Market,” December 2009.
T Assumes 2+2% contribution, 6% return, 2% salary increase per year.

years can, with regulatory support,
build Canadian products that would
successfully help Canadians reach
their retirement goals. We're opti-
mistic that the current attention on
pension reform could move these
required changes ahead.

The evolution of the DC solution
in Canada has come a long way.
Regulators (through the Joint Forum
of Financial Market Regulators) have
acknowledged the unique nature of
CAPs and implemented universally
adopted standards (the Capital
Accumulation Plan Guidelines) cov-
ering best practices for sponsors,
members, advisers and service
providers. This accomplishment
stands as a strong example of what
can be achieved when industry and
government work together toward a
clear goal.

Within today’s outdated regulatory
framework, plan sponsors have worked
diligently to engage their plan members
and arrange for the support necessary to
achieve the best retirement income pos-
sible for their employees. Service
providers, through open competition,
have evolved their product and service
features to a level that is world class.

Despite these efforts, the retire-
ment savings system in Canada would
benefit from improvement, with a par-
ticular emphasis on leveraging CAPs
and encouraging more employers to
consider them as an appropriate
option for their employees.

It’s encouraging that federal and
provincial governments have agreed to
a thorough review of the issues, goals
and available approaches, including
the contribution that could be made
by CAPs. Arriving at national solutions
could represent a huge step forward to
help working Canadians achieve a
more secure retirement. This critical
issue will affect the well-being of work-
ing Canadians and deserves the best
efforts of all stakeholders to seek effec-
tive solutions.

Bill Kyle is senior vice-president, group
retirement services, for The Great-West
Life Assurance Company.
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