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INTRODUCTION

This manual is meant as a guide for CEP local bargaining
committees, activists and members who share the
union’s goal of providing a decent living to retirees.

CEP members need people who understand the basics
of pensions and can explain them to other members —
people who know the different sources of pension
revenue available, understand the kinds of expenditures
retirees face, and can identify where improvements might
be made in pension benefits.

Our members also need a solid understanding of these
issues when dealing with employers at the bargaining
table. As CEP has made improvements to pension plans,
employers have been arguing that our pension plans cost
too much. They want to reduce their costs at the
expense of the retirement security of our members. In
addition, government pensions such as OAS, CPP and
QPP, have been under attack.

CEP has fought back against these demands, and with
the help of local members who are educated and
informed about pensions, we will continue to do so.



SOURCES OF RETIREMENT INCOME

In Canada, retired workers have three main sources of
potential income:

Government:

e Old Age Security (OAS)

e Guaranteed Income Supplement (GIS)

e Canada Pension Plan (CPP), or QPP in Québec
Registered Retirement Savings Plans (RRSPs)
and other private savings
Workplace pension plans

Government-funded retirement income

General

The OIld Age Security Program (OAS) is a monthly
benefit available to Canadians and legal residents of
Canada 65 years of age and older, regardless of
employment history. The program is designed to provide
a minimum income to those who meet the eligibility
criteria. The OAS benefit does not come automatically.
You must apply to receive it. Go @ to:
www.sdc.gc.ca/en/gateways/topics/ozs-gxr.shtml

For the period July to September 2005, the maximum
monthly OAS benefit was $476.97.



General

The Guaranteed Income Supplement (GIS) provides
additional income, on top of the Old Age Security
pension, to those 65 or older who have little or no
income. You must apply for the GIS each year.

Contact information (OAS, GIS)

General Enquiries

Social Development Canada

Income Security Programs, Old Age Security
355 River Road, Tower 'B'

Vanier, Ontario

K1A OL1

Phone: 1 800 277-9914 (N. America)
TTY device: 1 800 255-4786
Web: www.sdc.gc.ca/en/gateways/topics/ozs-gxr.shtml

General
The Canada Pension Plan (CPP) is a compulsory,
government-sponsored, earnings-related program paid
for by contributions from workers and employers. It
provides worker contributors and their families with some
protection against loss of income as a result of:

e retirement,

e disability, or

e death.



The CPP is designed to replace about 25 percent of the
earnings on which your contributions were based.

The Canada Pension Plan provides:
e a monthly benefit
e paid for life
e indexed annually

You must apply to start receiving CPP. The government
recommends you apply at least six months before you
want to start receiving your CPP pension.

N.B. Workers in Quebec are covered by the Quebec
Pension Plan (QPP), which is closely associated with the
CPP and pays similar benefits.

Age you start to receive your CPP

Your retirement pension normally starts the month after
your 65" birthday. Your monthly payment is smaller if you
begin receiving it before then, larger if you take it after.
You can start as early as age 60 or any time up to 70.

CPP adjusts your pension by 0.5 percent for each month
before or after your 65" birthday from the time you begin
to receive your pension. The adjustment is permanent; if
you choose to start your pension early, your benefit does
not increase when you reach 65.

For example, if you start your pension at 60, your
monthly payment is 30 percent lower than if you wait
until 65. But, by starting it sooner, you will likely receive it
for a longer time. If you start your pension at 70, your
monthly payment is 30 percent higher than if you had
taken it at 65. There is no financial benefit in delaying
receiving your pension after the age of 70.



Contact information (CPP)
Enquiries Centre

Social Development Canada
Income Security Programs
140, Promenade du Portage
Gatineau, Québec

K1A 0J9

Phone: 1800 277-9914
TTY device: 1 800 255-4786
Fax: (819) 953-7260

Web: www.sdc.gc.ca




Workplace pension plans

The money in a pension plan
There are three types of money associated with a
pension plan:
e Pension contributions (or premiums): the money
that is paid into the fund
e Pension fund: the money that has been received
in contributions, plus investment earnings, less
money that has been paid out in benefits or used
to administer the plan
e Pension benefits: the pension money that retired
members receive

PENSION FUND
$
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Pension contributions
The employer, the plan members, or some combination
of the two, pay pension plan contributions.

Non-contributory plan. A plan funded entirely by the
employer, where the members do not contribute, is called
a non-contributory plan.




N.B. While technically the members do not contribute to
a non-contributory pension plan, in fact they do pay for
their pensions. When the union negotiates a pension
plan the workers give up some of their wages now, to pay
for the money that goes into the pension fund. That's
why pensions are sometimes called deferred wages.

A wholly contributory pension plan is one where the
premiums are paid entirely by the pension plan members.

A partial contributory pension plan is one where both
the employer and the plan members pay the
contributions. The plan has rules about what
contributions are paid by the plan member, who pays if
the plan runs into a deficit and special payments have to
be made, etc.

Pension fund

The pension fund is the money that has accumulated in
the pension plan. It consists of the money that has been
received in contributions, plus investment earnings, less
money that has been paid out in benefits or to administer
the plan.

The idea behind a pension plan is to ensure enough
money is paid into the fund now, so that there will be
enough money available to pay out the required pensions
to retirees in the future. Unfortunately, there are many
variables that can affect these figures. It can be hard to
predict.

For example, in a contributory plan (where the members
pay contributions), the money flowing into the plan may
decrease if there are layoffs, or may increase if new
members join the plan.



Money in the fund is invested. But, we do not know what
earnings the fund may generate. The economy may do
well, the plan administrator may make good investment
decisions, and a large amount of interest may
accumulate. Or, poor returns may mean little or nothing is
made.

Pension benefits

Money is paid from the fund as pension benefits to
retirees. But, we do not know how long individual retirees
are going to live after retirement. So, we do not know
exactly how much money we need for each individual.
Some workers who are plan members do not even make
it to retirement; they die when they are still young. Other
workers may collect pension benefits for over 40 years.

But, an advantage of having a group plan is that while it
is difficult to predict how long any individual will be
drawing a pension, it is much easier to predict what
averages will apply to a group as a whole. Actuaries,
specialists who calculate statistics for pension plans, are
quite accurate at predicting what these averages will be,
based on statistics for the population as a whole.

A conflict between different interests

The uncertainties associated with contributions, fund size
and benefit payments lead to a conflict between different
interests. Union members and other workers want to
know, as precisely as possible, what pension benefits we
will receive when we retire. We want to know how much
we will have to live on when we stop receiving our
employment income.




Employers usually want to know as precisely as possible,
what they have to contribute to a pension plan. They
prefer a predictable contribution amount. It makes
budgeting easier. Generally speaking, workers prefer a
defined benefit plan, whereas employers prefer a defined
contribution plan.

The pension plan
A pension plan is a written document that describes:

e Contributions: how contributions will be made, who
will make them, what contributions will be made,
etc.

e Fund: what happens to the money in the fund,
who controls it, who makes decisions about how it
will be invested, etc.

e Benefits: who is entitled to benefits, what type of
benefits will be paid, what level of benefits will be
paid, under what circumstances benefits will be
paid, etc.

Important definitions and distinctions

A defined benefit plan is one where the plan members
know what benefits they will receive when they retire. A
defined contribution plan, or money-purchase plan, is
one where we know what contributions will be made to
the fund, but we cannot know what any member’s
pension benefits will eventually be.

A hybrid plan contains elements of defined benefit and
defined contribution plans. E.g. in a target benefit plan
the employer makes a defined contribution, and benefits
are paid out like a defined benefit plan on a years of
service basis. But, the level of benefits is calculated by
an actuary and is not guaranteed. If the actuary’'s
estimate is off your benefit may be adjusted.



Most pension plans cover the employees of a single
employer. But, multi-employer plans cover the
employees of more than one employer, usually by
agreement with one or more unions.

A registered pension plan is registered under the
relevant provincial or federal pension legislation.
Registered pension plans operate under rules that
provide certain levels of protection to the plan members.

Some employers sponsor group Registered Retirement
Savings Plans (RRSP). These plans are registered
under the Income Tax Act, but are not considered
workplace pension plans under provincial or federal
pension legislation and are not registered under those
acts.

Defined benefit plan

A defined benefit plan is one where the plan members
know what benefits they will receive when they retire.
Contributions vary with changes such as investment
income fluctuations, increases in the number of members
receiving pension benefits, etc., but a formula clearly sets
out how to calculate the benefits each member will
receive.

There are two kinds of defined benefit formula:
e Earnings related formulas
e Flat rate formulas

10



Earnings related formulas

Every earnings related formula has three factors:
e Percentage
e Dollar amount (based on earnings)
e Years of service

These three factors are multiplied together to give the
amount of pension benefit a member will receive.

For example:
2% x $64,342.00 x 27 = $34,744.68

There are three types of earnings related formula:
e Best average earnings formula
e Final average earnings formula
e Career average earnings formula

Best average earnings formula
CEP’s model pension plan is based on a best average
earnings formula.

A typical best average earnings formula is:

1.65% x average of best 3 years salary x years of
pensionable service

The formula has three factors:
e Percentage
e Dollar amount based on your average earnings
over your three best years
e Years of pensionable service

These three factors, multiplied together, give the amount
of the pension benefit.

11



Final average earnings formula
In a final average earnings formula the three factors are:
e A percentage
e A dollar amount based on your average earnings
in your last years at work
e Years of pensionable service

The difference between the best average and final
average earnings formulas is in the dollar amount in the
calculations.

Some people do not make their highest wages in the last
years they work. For example, they may work fewer
hours in their last years, or take an easier job that pays
less money. So, all other things being equal, a best
average earnings formula is better than a final average
earnings formula.

Career average earnings formula
In a career average earnings formula the three factors
are:
e A percentage
e A dollar amount based on your average annual
earnings for all your years of service with the
employer
e Years of pensionable service

The dollar amount in the career average earnings
formula is lower than in the best average and final
average earnings formulas. So, it provides the lowest
pension benefits of the three, all other things being equal.

Flat benefit formulas
A flat benefit formula is not based on earnings. It is only
years of service that count.

12



The formula is very simple:
Flat dollar amount x Years of pensionable service
= Pension benefit

Defined contribution plan

A defined contribution plan, or money-purchase plan,
is one where the formula for determining what amounts
of money will go into the pension fund is clear (the
contributions that the employer and the plan members
will make are defined), but the benefits that the pension
plan members will receive are not clear. We know what
contributions will be made to the fund, but we cannot
know what any member’s pension benefits will eventually
be.

Defined contribution formulas
There are different defined contribution formulas:

Registered Pension Plan
e Cents per-hour formula
e Percentage of annual wages formula

Deferred Profit Sharing Plan®
e Percentage of profit formula

Benefits under a defined contribution plan

A defined contribution plan may have a single pooled
fund or be like a series of individual savings accounts.
When you retire, you receive a lump sum based on your
share of the pool or whatever money is in your individual
account. You use this to purchase your retirement
income, for example, through an annuity or a Life Income
Fund.

! A Deferred Profit Sharing plan cannot be registered under provincial or
federal pension legislation.

13



Various factors can influence whether you will be able to
buy adequate pension benefits.

Amount of money contributed to the account

If contributions to your account have been too small, if
you do not have a large enough account, you will not
have enough money to purchase adequate pension
benefits when you retire.

Investment performance

If the investment performance of your account has been
poor, you will end up with less money to spend than
someone who has enjoyed good investment
performance.

Timing of retirement

Many workers with defined contribution pension plans
have a tough decision to make about when to retire. One
person who retires with a particular amount of money
may be able to buy an adequate pension. But, with a
change in the economy or an unlucky choice of
investment, another person retiring six months later, with
the same amount of money, may be forced to live in
poverty the rest of their life.

As the table below shows, your timing, when you buy an
annuity, has a considerable impact on how big a monthly
allowance you will receive. $50,000 in 1981 bought an
annuity that paid a monthly allowance of more than $600.
But a $50,000 annuity bought in 2001 paid a monthly
allowance of less than half that, under $300.

14



With a defined contribution pension plan, you try to avoid
retiring at a time when the cost of purchasing retirement
income is high.

The pension you end up with is whatever the money

in your account will buy when you retire. A defined
contribution pension plan is a crapshoot.

15



If your employer is talking up the idea of converting your
defined benefit (“DB”) pension plan to a defined
contribution (“DC”) pension plan or an RRSP, chances
are the switch is being presented as a “win-win” for
everyone involved.

Your employer wins, because it gets “cost certainty” out
of the deal. The employer knows exactly what its pension
obligations are because in a defined contribution pension
plan, the employer’s only obligation is to make a fixed
contribution to the plan. The employer has no
responsibility for the retirement benefit that the plan
eventually pays.

You win, according to the pitch, because you get control
of your own pension money. You get to decide how it is
invested. You get to decide how and when the money in
your plan is paid out. And you can take it with you if you
quit.

Defined contribution conversion is often presented as a
kind of pension magic that's sure to make everybody a
pension millionaire.

But there’s no magic in retirement savings. And

there’s a lot more at stake for you in conversion than
just getting control over your money.

16



Your retirement income depends on three things: how
much is contributed to the retirement fund; what rate of
return is earned on the money while it is in the fund; and
who bears the risks when you convert your savings into a
retirement income when you stop working.

And in each of these three areas, defined benefit plans
have a clear advantage.

Defined benefit pension plans generally earn higher
investment returns than defined contribution plans,
and substantially higher returns than RRSPs.

Because all of the risk in a defined contribution
plan is borne by plan members at the point where
retirement income is actually paid, defined
contribution funds and RRSPs tend to be invested
more conservatively than defined benefit funds.
Because defined benefit pension funds are
generally larger than defined contribution funds,
and much larger than individual RRSPs, the
investment management fees they pay are much
lower.

These differences add up. A typical return
differential of 1% increases the cost of providing a
given retirement income by about 30%. And if the
investment management fees are 1% higher than
a defined benefit plan’s fees — a low estimate of
the differential -- that means about a quarter of
your retirement savings are going to pay the
investment manager rather than to provide a
pension for you.

17



Defined benefit pension plans take the risk out of
retirement. The benefit is guaranteed. The plan, and
ultimately the employer, bears all of the risk. In a defined
contribution plan, the risk is yours, and it affects both
your retirement income and its security. For example, in
the past 20 years, the monthly pension you can buy with
$50,000 has been as high as $629 and as low as $331.
And what you get depends entirely on when you have to
make the conversion.

In a defined contribution plan, you are forced to play
an interest rate lottery when you retire.

In a defined contribution plan, you also have to think
about what happens if you run out of money in your
retirement fund before you die.
e You can bear the risk yourself — imagine not
carrying any fire insurance on your house;
or
e You can pay an insurance company -- out of your
retirement savings — to bear it for you.

The bottom line? You get more for your money with a

Defined Benefit plan than with a Defined Contribution
plan: more pension; more options; and more security.

18



Issues in your retirement income: a quick
comparison of DB and DC plans

Issue Defined Benefit Defined RRSP
Contribution
Investment Borne by Borne by plan Borne by
risk before employer members as a individual
retirement group or as employee
individuals

Investment Borne by Borne by individual | Borne by
risk after employer plan members individual
retirement employee
Life Borne by Borne by individual | Borne by
expectancy | employer plan members individual
risk employee
Expected Highest, both Moderate, long- Lowest, all
investment long-term risk term risk may be risks borne
returns and timing risk spread over by individual
before spread out over membership, but employee
retirement plan membership | timing risk is borne

and backed by by individual

employer
Expected Highest, risks Lowest, all risks Lowest, all
investment shared by all plan | borne by the risks borne
returns after | members --active | individual by the
retirement and retired -- individual

backed by

employer
Risk and Most favourable Less favourable Least
return: relationship relationship favourable
Benefits between between relationship
provided contributions and | contribution and between
relative to benefits benefits: le. to contributions

contributions

match a DB benefit,
contributions must
be higher

and benefits.
|.e. to match
a DB benefit,
contributions
must be
substantially
higher
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Issue Defined Benefit Defined RRSP
Contribution
Design: A common Early retirement Early
Unreduced feature of defined | only on self-funded | retirement
Early benefit plans and reduced basis | only on self-
retirement funded and
reduced
basis
Design: Some plans Cannot be provided | Cannot be
Indexing provide automatic provided
indexing; many
plans provide “ad
hoc” cost of living
adjustments
Plan Design: | A common Cannot be provided | Cannot be
Integration feature of defined provided
with benefit plans
disability
benefits
Termination | Minimum Terminating Terminating
benefits and | termination member generally member
portability benefit is receives automatically
commuted value | contributions plus receives
of pension. Lower | interest as contributions
values for termination benefit. | plus interest
younger workers; as
higher for older. termination
Higher benefit
termination
benefits can be
negotiated.
Retirement Guarantees a Forecasting Forecasting
planning specific benefit pension requires pension
around which forecasting stock requires

retirement can be
planned

market returns and
interest rates

forecasting
stock market
returns and
interest rates

This material is the property of The Manitoba Centre for Labour Capital (MCLC).
Distribution of this information is limited to MCLC customers. Distribution beyond this
group requires the written permission of MCLC.
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Defined benefit pensions (fully indexed)

Defined benefit pension plans that are fully indexed to
inflation (just like the Canada Pension Plan and Old Age
Security) pay pension money until death. Many even pay
money after death through survivor benefits.

Because they are fully indexed (again like the CPP and
the OAS) it is simple. You calculate what your
entitlement will be at your expected retirement date and
can be sure that you will receive the same amount, plus
adjustments for inflation, until you die.

Defined benefit pensions (not fully indexed)

Defined benefit pension plans that are not indexed or are
only partially indexed, also pay pension money until
death, but the actual value will drop over time. You can
calculate what you will receive when you retire, but you
have to guess what impact inflation will have. With a fully
indexed pension, you know that you will be able to buy
the same basket of goods and services in your 15" year
of retirement as at the start of your retirement. With an
un-indexed or partially indexed pension, it is much more
difficult to predict how much the value of your pension will
fall and what you will be able to afford.

Defined contribution plans and personal savings
However, it is much more difficult when you are trying to
work things out under a defined contribution plan or for
retirement income from personal savings.

21



In these cases, you have to budget your money, based
on how long you expect to live and on what different
income sources you may have at different stages in your
retirement. All this is further complicated by the need to
invest your savings and to try to guess what returns, if
any, different types of investment might yield.

Your retirement income might come from investments
such as annuities, Registered Retirement Income Funds
(RRIFs), Life Income Funds (LIFs), and Life Retirement
Income Funds (LRIFS)

First, we'll consider life expectancy, the number of years
you can expect to live. Then we’ll look at changes in
income at different stages of your retirement.

How long am 1 going to live?

No one can know for sure how many more years they
have left to live. The following page gives recent life
expectancy statistics that will go some way towards
helping you calculate how long a retirement you will need
to finance.

22



Life expectancy statistics Source: Statistics Canada

Chart 1:Life expectancy (in years) at birth, by sex and by province

Males Females
1990-92

Newfoundland and 74 80
Labrador

Prince Edward Island 73 81
Nova Scotia 74 80
New Brunswick 74 81
Quebec 74 81
Ontario 75 81
Manitoba 75 81
Saskatchewan 75 82
Alberta 75 81
British Columbia 75 81

Retirement income changes
Your family income will probably change during the
course of your retirement.

For example, imagine you are a married male CEP
member, with early retirement provisions in your union-
negotiated, defined benefit pension plan. Your wife is
three years younger than you and has a workplace
pension, but no bridging.

The diagram below illustrates typical changes you may

expect in your family income over the course of your
retirement.
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If you decide to take early retirement at 57, and your
spouse is still working, your family income at the start of
your retirement will consist of your pension, plus bridging,
plus your wife’s salary.

If, after three years, your wife retires too, the family
income will drop by the difference between her former
salary and her workplace pension. Because she has no
bridging, your wife may choose to receive a reduced
CPP, starting at age 60. This will increase the family
income again.

24



When you hit 65, you will start to collect CPP and OAS.
But, the increase in your income as a result of these
government pensions will be offset by the loss of your
bridging.

When your wife turns 65, she will be able to collect OAS.

If one of you dies before the other, the survivor will
experience a drop in family income, but may be entitled
to survivor benefits.

Unions work for proper funding
As union activists, we work in various important ways to
ensure our pensions are properly funded:
e We work politically to pass laws that protect
workers’ pensions
e We negotiate pensions with stable funding
e We work for union involvement in the control of
our pension plans
e We educate our members on the basics of
pensions, including funding

Funding issues

With defined contribution plans, the employer simply
pays the agreed amount into the fund. So long as the
employer pays the agreed amount, he is off the hook
when it comes to funding issues. Any funding shortfall
must be addressed by the plan members themselves, not
by the employer (unless something specific has been
negotiated.) The employer, of course, does not worry
about what level of benefit their contributions will
eventually pay for. That's a worry for the workers, the
members of the plan.

25



With defined benefit plans, regular calculations and
adjustments are made to ensure that enough money is
going into the fund to pay for all current and future
liabilities. The funding issues and the worry that goes
along with them belong to the employer and others who
ensure the funding, rather than with the plan member and
the retiree.

Two key funding guestions
We need to answer two key questions when we consider
pension funding:

e Question1 How much money will the plan need
to pay your pension when you eventually retire?

e Question 2 How much money should be paid
into the fund now, to ensure enough money is
available to pay the benefits to which you will be
entitled when you do retire?

These answers apply to two different pension costs:

e Current service cost The cost of providing you a
pension for the service you earn this year.

e Past service cost The cost of providing pension
improvements or new pensions for previous years.

These calculations can be used in other
circumstances

The calculations on the next pages are related to funding
for defined benefit pension plans. But the principles
apply to other situations too.

If you are relying on a defined contribution pension plan
or on personal savings such as RRSPs you can apply
these principles when you do calculations on how much
an annuity will pay, and how much you will have to save
each month to accumulate enough money to buy a
particular annuity.

26



How to calculate current service costs

Assumptions
Let’'s assume:
e We are doing the calculation for a male plan
member
e The member joined the plan at age 35. He will
have 30 year’s service if he retires at 65.
e At 65, the member’s final average earnings will be
$50,000
e Pension is calculated based on the formula: 2%
per year of service
e This member has a life expectancy of 17 years at
age 65. (It would be higher for a woman: around
21 years)
e No indexation

Question 1 How much money will the plan need to pay
your pension when you retire?

Without investment earnings
If the fund did not earn returns on its investments, you
would need $30,000 in the fund to pay for the member’s
pension each year.

$50,000 x 2% x 30 years service = $30,000

If the member lived for 17 years after retirement,
assuming the fund earned no investment earnings, you
would need $510,000 in the fund to pay the member’s
pension until he died:

$30,000 x 17 years = $510,000

27



But, pension funds do earn returns on their investments.
So, you need less than $510,000 in the fund when the
member starts retirement to cover the total costs of his
pension.?

2 A more complete explanation

If, when the member retired, you had the full $510,000 in the fund to cover
the pension costs, only $30,000 would be paid out the first year to the
retiree. With no investment earnings, this would leave $480,000 in the
fund.

$510,000- $30,000 = $480,000

But, we can expect that the rest of the money would be making making
investment returns. So, instead of having only $480,000 left in the fund, you
would have $480,000 plus these investment earnings. The actual figures
might be:

$510,000 - $30,000 + 3% investment earnings = $480,000 + $14,400 =
$494,400

Interest would continue to be added on the reduced amount every year. So,
to cover the costs of a pension, you need less in the fund when the
retirement starts than the total amount that eventually will be paid out. In
our example, you can have less than $510,000, and still be covered.

28



With investment earnings®
If you do not need the full $510,000 in the fund when the
member retires, how much do you need?

The answer depends on the interest rate and what you
can expect to earn on your investments. The amount you
would require in the fund to pay $2,500 per month over
17 years is:

Return on investment Amount in the fund at the
start of retirement

10% $244,807.52
7% $297,739.33
5% $343,097.77
3% $399,122.12

At 3% return, over 20% of the payments would come
from returns earned by the fund during the period of
retirement. With a return of 7%, more than 40% of the
retirement payments would come from these accrued
investment earnings.

® There are several programs available to make these calculations, some on
the internet.
If you have Microsoft Excel:
1. click on Paste Function, or on the icon: fx
2. under function category select Financial
3. under function name select PV
4. Insert your Rate. In our first example, the rate is 7%, and we are
talking about 12 monthly payments a year, so type in: 7%/12
5. Insert your Nper (Total number of payments). This is 204 (17
years x 12 months a year)
6. Insert your Pmt (Payment): 2,500 ($30,000 per year = $2,500 per
month)
7. The formula result provides the amount you will require in your
fund at the start of the retirement to cover the full amount.
N.B. You can use this feature to calculate how much annuity you must buy,
at different rates of interest, to return a particular payment every month.
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N.B. When markets are in a downturn, everyone can expect to
make lower returns on average. But, as a general rule,
professionally managed, large pension funds can expect to
make relatively higher rates of return than small investor
individuals at any point in the business cycle. Individuals
investing their own money, because of less expertise, a smaller
fund and a lower capacity to take a loss can expect to make
relatively lower returns on their investments.

Question 2 How much money should be paid into the
fund now, to ensure enough money is available to pay
the benefits to which you will be entitled when you do
retire?

Let's assume the plan will need $297,739.33 in your
pension fund when you retire at 65 to pay for your 17
years of retirement. The amount that needs to be
invested each month to reach this total depends on:
e How long you have until you retire, and
e How much the money will earn as it is contributed
to the fund (the rate of return on the contributions)

If you are 35 and a new member of the plan, the plan will
have 30 years to accumulate this total of $297,739.33.
The table* below shows how much money has to be
contributed each month over the next thirty years to
accumulate this total, assuming different rates of return.

Rate of return Monthly contributions
10% $132.71
7% $244.05
5% $357.75
3% $510.93

4 Use Microsoft Excel function PMT to do these calculations.
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As we saw with our calculations to answer Question 1, a
significant proportion of the final total will come from
returns on investment earned by the fund.

If the rate of return is 7%, monthly contributions will total
$87,858.00 ($244.05 x 360). This represents less than
30% of the $297,739.33 that will be in the fund in thirty
years time. The other 70% comes from investment
earnings.

With a 7% rate of return, the current service cost for this
member this year is:
$2,928.60 ($244.05 x 12)

Costing for the whole plan

By performing these calculations for all the plan
members, an actuary can have a good idea about how
much money will be needed in the fund at given times to
cover all the expected future benefits.

Additional assumptions

Life expectancy

In our example, we assumed a life expectancy for our
member of 17 years after retirement. Of course, we
cannot know for sure how many years any one individual
will live. Some people will live exactly as long as the life
expectancy tables predict, some will die sooner, some
will die later.
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But, the total effect of these early and late deaths means
we can assume for any one person that the life
expectancy from the life expectancy tables is more or
less correct. The larger the group, the closer to the
actuarial life expectations we can expect our
assumptions to be. This is one of the advantages of a
group pension plan; individual differences tend to even
out statistically.

Indexing
Gloria Swanson had a neat take on inflation: “Americans

are getting stronger” she said. “Twenty years ago, it took
two people to carry ten dollars’ worth of groceries.
Today, a five-year-old can do it.” We all know she must
have said that a while ago, because you don’t get many
groceries for ten dollars these days. Prices are rising all
the time

An additional calculation will have to be made if the plan
has full or partial indexation of benefits, to allow for the
increase in price of groceries and other essentials.

We do not know how much the cost of living will rise in
any future year. So, if your pension is indexed (as the
best pensions are), assumptions are made in the costing
about what the cost of living increase will be.

How to calculate past service costs

Past service costs (also known as previous service or
prior service) are calculated when we negotiate an
improvement in pension benefits.

If we negotiate an improvement in the formula, e.g. from
1.65% to 1.7%, the pension you are entitled to may be
increased for all your past years of service. The
difference in this example (1.65% to 1.7%) is 0.5%.
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If you have been in the pension plan ten years, the
difference of 0.5% will be applied to the ten years you
already have in the plan.

Extra money will have to be set aside for everyone in the
plan to cover this increase of:

0.5% x pensionable years to date x final average
earnings

This represents the increase in costs to cover past
service liability.

The past service cost is a one shot cost (unlike an
increase in current service cost that has to be paid every
year in the future).

Sometimes this one-shot cost can be paid for out of a
fund’s surplus. Where there is no surplus, special
payments will be needed to cover the past service cost.
Because the past service cost can be large, these
payments are often spread over a period of time, usually
15 years. ltis like paying the mortgage on a house.

Until the special payments have all been paid, the fund
will have an unfunded past service liability.

With past service costs as with current service costs,

assumptions have to be made about life expectancy,
additional costs to cover indexation, etc.
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Levels of pension plan administration

Different pension funds are administered in different
ways. The options are defined in legislation, which varies
across the country, depending on jurisdiction. There are
three levels of pension plan administration:

Function

Responsible

Explanation

Governance

Plan
administrator

The plan administrator, on top
of the hierarchy, is ultimately
responsible for all major
decisions.

The plan administrator is
responsible for plan adminis-
tration, drafting the plan text
and amendments, planning the
trust agreement and
amendments.

The plan administrator could be
an employer, board of trustees,
pension committee, insurance
company, union or another
body set up according to the
law’s requirements.

Management

Pension
committee
Staff

The people at this level:
eadvise the plan administrator
on what to include in the
investment plan

eimplement the investment plan
provisions.

Larger plans have investment
managers.
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Function Responsible Explanation

Operations Staff Staff members do the day to
Service day work of the plan: keep
providers records, answer plan members’

questions, etc.

Service providors such as
actuaries, investment advisors,
investment managers,
custodians, legal counsel, etc.
provide actuarial, investment,
insurance or legal advice and
services.

Plan administrator

The plan administrator must:

Act in the best interests of all plan members and
other beneficiaries

Establish governance objectives for the oversight,
management and administration of the plan
Ensure the plan is administered according to its
provisions

Ensure compliance with statutory requirements
(Registered pension plans must report to Revenue
Canada and the Office of the Superintendent of
Financial Institutions (OSFI) or provincial authority)
Ensure contributions are paid on a timely basis
Provide for the establishment of performance
measures

Ensure that participants who have decision-
making authority in the governance process are
monitored

Establish an internal control framework to address
the plan’s risks

Protect personal information

Guard against the misappropriation of funds
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e Educate the plan members about their retirement
options and the associated risks.

Actuaries

Actuaries are statisticians who work in the pension
industry. They play an important role in advising the plan
administrator.

Actuarial assumptions

Actuaries make predictions about what will happen to the
pension plan in the future. These predictions are based
on actuarial assumptions.

Actuaries make assumptions about variables such as:
the age at which plan members will retire, future interest
rates, the life expectancy of members, the life expectancy
of spouses (when calculating the costs of survivor
benefits), etc.

These actuarial assumptions are educated guesses. For
example, actuaries use mortality tables that give life
expectancy statistics for the whole country, to make
educated guesses about how long members of a
particular pension plan will live.

Actuaries are experts at estimating what will happen in
the future, but their estimates are rarely, if ever, exact.
Actual costs end up being different from estimated costs.

Key actuarial assumptions
The four most important actuarial assumptions in
connection with a pension plan are:

e The rate of return on the fund’s assets

e The age at which members retire

e The rate of inflation

e \Wage increases
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Registered pension plans must be evaluated by an
actuary at least once every three years. When they
prepare their actuarial valuation report, actuaries usually
compare the assumptions they used for their previous
actuarial valuation with what actually happened since
then.

For example, they will report their assumed rate of return
on the fund’s assets and compare it with the actual rate
of return on the fund’s assets. How much they predicted
the fund would make, compared with how much it
actually made.

Changes in assumptions can make an enormous
difference. For example, a one per cent increase in the
rate of return assumption represents a change in the
required contribution of around 20%.

Aggressive or conservative assumptions

Assumptions can be aggressive, conservative, or fall
somewhere between the two. Larger plans can afford to
be more aggressive in their assumptions and in their
investment strategies than smaller plans, because they
have a larger pot, so they can invest more broadly, and
there are more people to spread any potential losses
over.

Experience gains and experience losses

An experience gain occurs when actual costs are lower
than predicted. An experience loss occurs when actual
costs are higher than expected.

If experience gains are made, the money can be used in
one of three ways:
e To pay improved benefits
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e To offset current service costs or past service
costs

e To accumulate in the fund and eventually create a
surplus

Systematic under-funding or over-funding

If aggressive return on investment assumptions are made
for the plan on a regular basis, it may be viewed as a
systematic strategy to lower regular contributions and
make them up, if need be, by periodic special payments.
Regular use of conservative assumptions can be
expected to lead to surpluses, which can then be used
for benefit improvements, or to give the employer a
contributions holiday.

Actuarial valuation reports

Under pension legislation across the country, a pension
plan must be evaluated by a professional actuary at least
once every three years. The time between actuarial
evaluations is called an actuarial cycle.

Balance sheets: two sets of calculations
Registered pension plans must make two calculations:

e Going concern calculations (which assumes the
plan will continue forever)

e Solvency calculations (which assumes the plan
will be wound up on the date of the valuation)

These two sets of calculations indicate how well (or
badly) the fund is doing, and in particular indicate any
under-funding or over-funding.

The actuary examines these documents and others to
assess how the plan has done in the last actuarial cycle
and predict what might happen in the future.

38



Actuarial valuation report
The actuary prepares a report (an actuarial valuation
report) which:
e Estimates what contributions are required over the
next actuarial cycle
e Compares the assumptions that were used in the
last evaluation against what actually happened
over the last cycle
e If necessary, recommends adjustments needed to
contributions or benefits

Surpluses
A surplus in the plan might be used to:

e Finance improvements in benefits

e Pay past service costs

e Subsidize a reduction in employer contributions, or
even a contributions holiday

e Finance other activities of the sponsor (surplus
withdrawal)

The specifics of pension legislation vary across the
country, but there are rules about when employers can
withdraw surpluses:

Usually employers must prove they are entitled to
withdraw a surplus

The employer must follow rules about notifying plan
members

There are limits on how much money can be withdrawn.
Employers cannot make changes that reduce the rights
of the plan members without the members’ consent.

Actuary’s recommendations

The recommendations in the actuarial valuation report
usually provide the basis for decisions affecting the plan
over the next period.
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On the following pages you will find the details of a model
pension plan. This model plan is based on pension
bargaining objectives set for CEP’s Eastern Canada pulp
and paper negotiations and may be used as a guide
when you formulate pension proposals.

The model plan contains all the major elements of a good
workplace pension plan:

Inclusive membership

Adequate employer funding

Union participation in fund supervision
Early retirement provisions with bridging
Adequate lifetime defined benefits
Indexation of benefits

Death benefit

Survivor benefit

Termination benefit

Disability benefit
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Model Pension Plan

Membership

All members of the Communications, Energy and
Paperworkers Union of Canada (CEP) employed by a
company that has entered into a collective agreement
with the CEP shall participate in a pension plan as
described hereatfter.

Funding

Premiums shall be fully funded by employer
contributions and by returns on investments of the plan.

Regular and special employer-funded premiums shall be
determined by statutory actuarial valuations and,
according to applicable laws, shall provide sufficient
funding for the premiums of former and present
members as well as for reasonable expenses necessary
for the administration of the plan.

Should an actuarial valuation reveal a deficit in the plan,
special employer contributions will absorb the deficit
over the period prescribed by the applicable legislation.

If an actuarial valuation determines that the plan has a
surplus or a profit, such surplus or gain shall be used,
following an agreement with the CEP Local, solely for
the purpose of improving members’ benefits.
Accordingly, this surplus or gain shall not, at any time,
be wused to reduce regular or special employer
contributions, unless the applicable legislation provides
for an opposite prohibition.
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Supervision

A pension committee composed of representatives of
the members as well as representatives of the employer
shall supervise the plan. The number of representatives
of the members shall be at least equal to the number of
representatives of the employer. Supervision involves
the financial management as well as the administration
of the plan.

The representatives of the members shall be granted
sufficient resources and paid time-off as required to
perform the tasks associated with their role as trustees
as well as any necessary professional support provided
by the CEP. Such professional support shall be funded
by the plan.

Benefits

The pension plan shall provide the following benefits:

1. Pension benefit:

A member may retire and receive an unreduced pension

as long as one of the three following criteria is met:

¢ the member has reached the age of 58;

e 30 years of pensionable service have been
completed;

e the age of the member plus the years of pensionable
service total 80.

A member may also opt for an early retirement. In such
a case, the amount of pension payable shall be reduced
permanently by 0.25% multiplied by the number of
months from the date of retirement to the first date on
which the member would have met one of the three
criteria above.
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A member's pension shall consist in two parts: the
lifetime benefit and the bridging benefit. The lifetime
benefit shall be payable until the death of the member
and shall be equal to, for each year of pensionable
service, 2% of the best final average wage of the
member over a period of 36 consecutive months. The
bridging benefit, established on the day of retirement,
shall be payable until the age of 65 and equal to, for
each year of pensionable service, 1/30 of the sum of the
maximum benefit of the Canada Pension Plan or the
Quebec Pension Plan and the basic amount of Old Age
Security.

Benefits payable to a member or a spouse shall be
automatically increased on January 1% of every year by
an adequate amount to fully compensate for the loss of
purchasing power caused by inflation, according to the
Consumer Price Index of the previous year.

A member’s pensionable service shall be equal to the
number of years since the date the member was last
employed by the employer. Furthermore, pensionable
service provided to a previous employer is included as
long as severance pay was transferred into the plan.

2. Death benefit:

If the death of a member occurs before retirement, the
spouse, or in the absence thereof, the legal heirs shall
receive, prorated with the number of completed years of
service, a benefit equal to the pension which the
member would have received had he or she completed
30 years of pensionable service without exceeding the
age of 65, taking into account the wage increases the
member would have received.
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If the death of a member occurs after retirement, the
spouse shall receive for life 66 2/3% of the member’'s
pension, effective on the date of the member’s death. In
the absence of a spouse, the member’s legal heirs shall
receive 100% of the member’s pension, effective on the
date of the member’s death, until a total of 180 monthly
payments have been issued since the date of
retirement.

3. Termination Benefit:

A member whose employment ends before retirement
shall receive, prorated with the number of completed
years of service, a benefit equal to the pension which
the member would have received had he or she
completed 30 years of pensionable service without
exceeding the age of 65, taking into account the wage
increases the member would have received.

4. Disability Benefit:

A member who is disabled before retirement shall
continue, throughout the period of disability, to
accumulate entittement to pension benefits, death
benefits and termination benefits in the same manner as
if he or she had continued to work, and until the day on
which he or she would have completed 30 years of
pensionable service.
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Registered Retirement Savings Plans

The federal government has set up tax incentives to
encourage Canadians to save for their retirement. A
registered retirement savings plan® (RRSP) allows you to
save for your retirement and defer paying taxes on the
money you save. You, your spouse or common law
partner can contribute.

You can invest in RRSP’s until 31 December of the year
of your 69™ birthday. If your spouse has not yet reached
69 you can continue to invest in his or her RRSPs.

RRSPs and tax reduction

You can use deductible RRSP contributions to reduce
your tax. Income earned in an RRSP is also usually
exempt from tax while the funds remain in the plan. But,
you can expect to pay tax when you cash in or receive
payments from the plan.

For retirement and other uses

RRSP money is not just available for your retirement.
You can use it to buy a home for yourself or for a relative
who is disabled. You can use RRSP money to pay for
training or education for yourself, your spouse or your
common law partner.

Income from RRSPs

RRSPs generate income in three ways:
Withdraw money

Buy an annuity

Convert into a RRIF

® For more information on RRSP’s, check out:
http://www.cra-arc.gc.ca/tax/individuals/topics/rrsp/menu-e.html
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1. Withdraw money from your plan

You can cash in all or part of your RRSP at any time.
The money will be added to your income for that year
and you will pay tax at the appropriate rate.

2. Buy an annuity
You can use your RRSP to buy a life annuity or an
annuity certain.

Life annuity: A life annuity pays an amount regularly
(e.g. each month) for the rest of your life.

Annuity certain: An annuity certain pays for a pre-set
period, e.g. until you reach 85.

The amount you receive from an annuity depends on
how much you paid for it, rates at the time of purchase,
your life expectancy, the expected rate of return and your
age when the annuity starts to pay. The payments are
taxed.

3. Convert your RRSP into a RRIF

A Registered Retirement Income Fund (RRIF) is the
post-retirement equivalent of an RRSP. You can convert
your RRSP into a RRIF. The deadline is 31 December of
the year you turn 69.

You must withdraw a minimum annual income out of your

RRIF, but no maximum is set. Income from a RRIF is
subject to income tax.
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Group RRSPs

Some employers have set up Group RRSP schemes.
The employer administers a series of individual RRSPs
for employees in the plan. Often contributions are made
on a matching formula. The employer will match the
worker’s contribution, up to a certain limit.

Group RRSPs are an exceedingly poor substitute for a
negotiated pension plan. CEP’s goal is always to
negotiate pensions, not RRSPs.

When part of your retirement income is from a Defined
Contribution Plan or RRSPs, you have to make
investment decisions.

Some people make their own investment decisions
without help from others. Some handle their own self-
controlled RRSPs as part of a pre-retirement savings
strategy. Some play the stock market. However, the
majority of working Canadians have not had the interest
or the time or the confidence to control our own
investments (if we've had any) without outside advice.

Author Monica Townson, speaking of individual savings
accounts, says: “the amount of any pension will

depend on financial markets and individual investment
expertise. Lower pensions would ... result for individuals
who made poor investment decisions: if the stock market
dropped so that the rate of return on their investment was
much lower than ...anticipated, or if interest rates were
low when they retired and used their funds to buy an
annuity. Fees and commissions also reduce the
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proportion of the individuals’ contribution that will actually
generate a pension.

“The pooling of risk is a central characteristic of a
pension plan. It does not even exist in a system of
individual accounts, which — by definition — are based on
the individual investor bearing the entire risk.”®

So, many workers who depend on individual accounts
under a Defined Contribution plan or personal savings
plan, seek financial counseling. However, as Diana
Salomaa and Henry Dembicki point out: “Much of the
retirement financial advice we get comes from investment
advisors, mutual fund salespeople, insurance agents and
stockbrokers. Typically, when you are sitting in a bank or
mutual fund office, the person giving you advice is a
salesman.”’

Often the advisors we seek advice from are not
completely unbiased. Free financial counseling is almost
always advice from a person who makes t