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	Pension Investment Association of Canada

Association canadienne des gestionnaires de fonds de retraite


October 21, 2005
Mr. Davin Hall
Policy Manager
CAPSA Secretariat
5160 Yonge ST
17th Floor, Box 85

TORONTO Ontario

M2N 6L9
Re:
Proposed Funding Principles for a Model Pension Law

CAPSA Discussion Paper -  June 20, 2005
Dear Mr. Hall:
The Pension Investment Association of Canada (PIAC) is the representative association for pension funds in Canada in pension investment and related matters. The Member funds of PIAC collectively manage over $680 billion in assets on behalf of more than six million beneficiaries. This letter is in response to your invitation to PIAC to comment on the above referenced June 20, 2005 discussion paper. We thank you for the invitation to comment.

PIAC supports uniformity and the concept of the Model Pension Law and urges CAPSA to move forward with uniformity as quickly as possible. We note however, that Quebec is not participating in this consultation and has its own consultation process. In addition, the Federal Department of Finance has issued a consultation paper that we have responded to separately.

A number of the issues raised in the discussion paper deal with the existing risk/reward asymmetry in defined benefit pension plans. This critical issue of asymmetry drives the investment and funding policy of plan sponsors. If plan sponsors will not benefit from taking risk then they will not take it. Unless the current legislative framework is changed, plan sponsors will adopt less conservative funding policies and more defensive investment policies. More defensive investment policies translate into higher costs and plan sponsors will not offer the higher-cost benefits unless they can reasonably achieve a long-term offset in cost through investment returns within the fund, or pass on these higher costs to customers or accept lower margins. This result will not be favourable in the long-term to defined benefit pension plans or to the Canadian economy. 
Meaningful change is required. Steps should be taken to reduce complexity, cost and risk in the system to maintain the value of defined benefit plans for Canadian workers. Plan sponsors need to know the projected cost of benefits, and determine an investment policy including acceptable risk parameters to pay for the cost. If the risk is uncertain or too high, plan sponsors will look for alternative compensation methods including defined contribution arrangements or cash payments to employees.

Letters of credit, voluntary "special accounts" and longer amortization periods are all mechanisms that should be considered. Members of PIAC have considerable finance and risk management expertise and we would request that you work with us on any initiatives you undertake based on the feedback you receive to the discussion paper.
PIAC agrees with the two primary objectives in the discussion paper. We believe that the secondary objective will be extremely difficult to achieve and that this issue is best left to the plan sponsors and plan stakeholders to address. Developing funding rules to address this issue is ill advised and will not be successful given the wide divergent approaches in existing plans across the country.
We agree with the following quoted “Other Considerations” on pages three and four of the discussion paper: A minimum funding requirement should promote stability in the funded status while promoting stable contribution rates; Maintain employment pensions as an integral part of Canada’s retirement income system while recognizing the competitive pressures facing Canadian companies operating in a global environment.
We have the following comments on several of the specific issues identified in the discussion paper.
Proposed Principles

3.
-
PIAC supports the extension of the amortization period for solvency deficiencies from the existing limit of 5 years.  A 10-year amortization period should be allowed where the plan sponsors obtain a letter of credit that fills the gap between what would otherwise be required under the existing 5-year amortization period and the 10-year amortization.

The current low interest rates and low real rates of return have not been seen for more than 40 years.  The current market conditions have never existed together with pension legislation and solvency funding rules and it is appropriate to consider changes to the current rules.

-
We recommend that letters of credit be considered as plan assets to address the existing risk/reward asymmetry and to provide plan sponsors with greater funding flexibility for solvency deficiencies.  Letters of credit should not be revocable until the plan sponsors have brought the solvency deficiency funding up to at least the point it would have been had no letter of credit been taken out in the first place. They should fill the gap between required and actual cash contributions and not be required to increase the level of funding under the plan. A letter of credit would be revocable once an actuarial valuation showing no solvency deficiency has been filed with the regulator.

11.
-
We believe that the requirement to have smoothing applied consistently over at least 10 years is too restrictive. Additional flexibility should be available to sponsors.

-
Since the valuation discloses all material items, we do not understand why there would be a need for a new regulation for the pension regulator to request a solvency valuation to be completed without the use of smoothed assets.
13.
-
In the absence of contractual clarity, plan sponsors are required to share any surplus while remaining responsible for deficits.  This discourages funding beyond required minimum levels and effectively discourages plan sponsors from funding at more conservative levels when the plan sponsors may be in a financial position to do so.  This issue and the existing tax rules related to the maximum level of allowable surplus at which tax deductible employer contributions must cease are obstacles to more conservative funding and the build up of funding cushions by plan sponsors. PIAC supports fundamental and clear regulatory changes to correct the existing risk/reward asymmetry in defined benefit pension plans.

Principles Requiring Further Deliberation

1(a)-
PIAC does not believe that stronger minimum funding standards are required.  The current rules supplemented by the changes we have outlined earlier will meet the primary objectives.  In addition, as with any regulation, enforcement must be pursued and sufficient resources for prompt enforcement should be allocated by the regulators. If the resources for enforcement monitoring and enforcement action are not allocated then there will be an increased potential for critical diminishment in the benefits to plan beneficiaries.

1(c)-
The current practice of providing point estimate actuarial funding recommendations serves the simultaneous objectives of beneficiaries, funders, and pension and tax regulators.

Our concern is that the decomposition of the actuary's recommendation, as proposed by the Canadian Institute of Actuaries, into the as yet undefined components of an unbiased estimate, the PfADs and the AtUMs may create the spectre of numerical cherry picking by each stakeholder, and ultimately a more uncertain pension plan funding environment. Further, all measures have their biases, and can only be understood in the context of those biases. We are skeptical that the enumeration of PfADs and AtUMs will add to the understanding of the financial position of a plan. They may denote a level of precision that does not exist, rather than one possible answer with some degree of probability attached to it.

We believe that all stakeholders are best served by obtaining a clear, considered opinion as to the minimum and maximum level of contributions. The approach proposed by the Canadian Institute of Actuaries risks reduced accountability, more divergent views as to the funded status of pension plans (e.g., definition of surplus), and potentially higher cost.

We agree that concerns have been identified with the band of permitted contribution levels as defined by pension and tax regulations: it has perhaps been proven to be too narrow. However, an appropriate widening of the band does not necessarily dictate the calculation of a myriad of intermediate points within the band.

1(d)-
PIAC supports reasonable transparency in funding disclosure.  A fine balance must exist between what is required to be an informed plan member and what is required to become an advocate on issues that are the responsibilities of the plan sponsors and the regulators.

PIAC supports the development of well-articulated funding policies for pension plans solely as a means for the plan sponsors to provide context, not to prescribe a set of binding constraints on the management of the pension plan, or to add to current regulatory requirements.  The broadest of scope must be provided, since a funding policy does not lend itself to definite, precise formulae.  To be overly prescriptive ignores the reality that funding policy, like capital markets, exists as part of a dynamic process and cannot be captured in a static framework.  Changes in the financial position and risk preferences of the plan sponsors are two examples of factors that will affect funding policies.  If regulators, in conjunction with plan sponsors, choose to develop funding policy guidelines, such guidelines should embody the flexibility to accommodate a broad range of funding objectives, and approaches to the measurement and management of funding risks.

Respectfully submitted on behalf of the Members of the Pension Investment Association of Canada.
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