]
\
¢
' \ ‘
\ '
S 4
st (S
' '
e i
/
\
'
\
~

CCH

a Wolters Kluwer business

‘.v' e “"n
ot f )4 l"‘
G FAAE Do,
) )
L}
¢ / .
, 2o
) : ;
PR !
ol
‘
Lasy
L “
L
¢ 0 RN
Wl e
7 B plel]
L4 4 i
~
e
e
By Pl
A 0
y e
¢
r i
; ¢
- /
¥
. i

14th Edition

Morneau Sobeco
Handbook of
Canadian

Pension and
Benefit Plans



a Wolters Kluwer business

Morneau Sobeco
Handbook of
Canadian
Pension and
Benefit Plans

14th Edition

CCH Canadian Limited
300-90 Sheppard Avenue East
Toranto Ontario

M2ZN 6X1

1 800 268 4522

www.cch.ca




Published by CCH Canadian Limited

Important Disclaimer: This publication is sold with the understanding that (1) the
authors and editors are not responsible for the results of any actions taken on the basis
of information in this work, nor for any errors or omissions; and (2) the publisher is not
engaged in rendering legal, accounting or other professional services. The publisher, and
the authors and editors, expressly disclaim all and any liability to any person, whether a
purchaser of this publication or not, in respect of anything and of the consequences of
anything done or omitted to be done by any such person in reliance, whether whole or
partial, upon the whole or any part of the contents of this publication. If legal advice or
other expert assistance is required, the services of a competent professional person
should be sought.

Edited by:
Hyun Joo Kim

Canadian Cataloguing in Publication Data

The National Library of Canada has catalogued this publication as follows:
Main entry under fitle:
Morneau Sobeco Handbook of Canadian Pension and Benefit Plans

Previously published under title: The Handbook of Canadian Pension and
Benefit Plans

Includes index.

ISBN 978-1-55367-961-5 (14th ed.)

1. Old Age Pensions — Canada. 2. Employee Fringe Benefits — Canada. 3. Social Security — Canada.
|. Whiston, Bethune A. Il. Gottiieb, Lois C. [ll. Morneau Sobeco (Firm) V. Title: Handbook of Canadian
Pension and Benefit Plans.

HD7106.C2M4 658.3'25'0971 C2008-905183-3

@ 2008, CCH Canadian Limited

All rights reserved. No part of this work covered by the publisher's copyright may be
reproduced or copied in any form or by any means (graphic, electronic or mechanical,
including photocopying, recording, taping, or information and retrieval systems)
without the written permission of the publisher.

A licence, however, is hereby given by the publisher:

(a) to a lawyer to make a copy of any part of this publication to give to a judge or
other presiding officer or to other parties in making legal submissions in
judicial proceedings;

(b) to a judge or other presiding officer to reproduce any part of this publication in
any decision in judicial proceedings; or

(c) to anyone to reproduce any part of this publication for the purposes of parlia-
mentary proceedings.

“Judicial proceedings™ includes proceedings before any court, tribunal or person
having authority to decide any matter affecting a person’s legal rights or liabilities.

Typeset by CCH Canadian Limited.
Printed in the United States of America.



FOREWORD

This book is the result of the efforts of the following professionals at
Morneau Sobeco who assisted in the revision of the 14th Edition:

Richard Béliveau Wade Harding Ramona Robinson
Jean Bergeron Julie Holden André Sauvé
Dianne Brown Greg Hurst Paul Serafini
Michel Cantin Gillian Kotras Howard Slaney
Paul Chang Rick Kular Anne Stevenson-Schramm
Don Charlton Fred Lewis Larry Swartz
Alison Coelho Hubert Lum John Trieu

Jean Liemers Cheryl Lynn Kane Frangois Turgeon
Andrew Donelle

Mare Drouin Maryse Malo ' Nancy Turner
Harmish Dinlop Gerry Malrlashewskl Fred Vettese
Jason Eatock Jason MeQuaid Dany Vignola
Debists Garkes Tejash Modi Deidre Walker
Hofa Fehés Andrea Nasallo Terry Wallace
Conrad Ferguson Claire Ouellet. Bethune Whiston
Greg Forbes Louis-Philippe Péloquin Paul Winnett
Louise Gagné Nichola Peterson Deborah Wisteard
Peter Gorham Aura Paorfilio Johnny Yang

Lois Goltlieb Francine Proulx Andrew Zur

We would also like to thank the individuals at CCH Canadian
Limited who assisted with the preparation of this book, namely Simon
Bossick-New Product Development Manager, Cheryl Finch-Director of
Editorial-Legal and Business Markets, Hyun Joo Kim-Editor-Legal
and Business Markets and the excellent typesetting team: Rebecca
Carter, Zulika Bacchus and Al Fogal.

Lois C. Gottlieb and B. Bethune A. Whiston, Co-ordinators
June 2008 :

ni



LIST OF ACRONYMS

The following acronyms are used in this publication:

ACPM Association of Canadian Pension Management

AcSB Accounting Standards Board

AD&D Accidental Death and Dismemberment

AIR Annual Information Return

ASO Administrative Services Only

ASP Application Service Provider

AWI Average Weekly Income

BPO Business Process Outsourcing

CANSIM Canadian Socio-economic Information Management database.

Statistics Canada, the Bank of Canada and Canada Mortgage and
Housing Corporation maintain information contained in this

database.

CAP Capital Accumulation Plan

CAPSA Canadian Association of Pension Supervisory Authorities

CEIC Canada Employment Insurance Commission

CFR Claims Fluctuation Reserve

CHST Canada Health and Social Transfer

CIA Canadian Institute of Actuaries

CICA Canadian Institute of Chartered Accountants

CLHIA Canadian Life and Health Insurance Association

COB Coordination of Benefits

CPI Consumer Price Index

CPP Canada Pension Plan

CRA Canada Revenue Agency (With the reallocation of the Customs
branch, the CCRA became the CRA.)

CSA Canadian Securities Administration

DB Defined Benefit

DC Defined Contribution

DLR Disabled Life Reserves

DPSP Deferred Profit Sharing Plan
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Executive Summary

More than ever before, governments, employers and employees
are concerned about pension planning.

This chapter describes the changing environment within which
pension arrangements operate, and looks at how governments,
employers and employees view pension arrangements. The different
types of government and employer pension arrangements are
described, as are the issues that an employer might consider in
choosing a pension arrangement that best meets its needs and the
needs of its workforce.

The balance of the chapters in Part I describe the pension pro-
grams sponsored by government and the variety of plans sponsored by
employers in more detail. The typical terms and conditions found in
employer plans are described, as are the considerations, including
legislation, that an employer will take into account when deciding on
these terms and conditions. While the focus is on registered pension
plans, Part I also reviews other supplementary plans for executives
and other retirement income and savings arrangements.

Part I also looks at governance issues generally — the administra-
tion and financial management of pension plans and the investment of
pension fund assets. A specific chapter in Part III, Chapter 27, Govern-
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4 Morneau Sobeco Handbook of Canadian Pension and Benefit Plans

ance of Retirement, Savings and Other Benefit Plans, is devoted to
the recent development of governance guidelines in Canada and com-
pliance with those guidelines. Finally, since pension arrangements
operate in a complex legislative environment, separate chapters in
Part I are devoted to the taxation system in which retirement arrange-
ments operate and to pension standards legislation.

History

Informal pension arrangements existed in Canada as early as the
late 1800s to provide benefits to employees who were no longer able to
work or to widows of former employees. In 1887, the federal govern-
ment passed the Pension Fund Societies Act, which enabled
employees to establish pension funds to which an employer might or
might not contribute. A few of these societies still exist. The federal
government further encouraged the implementation of pension plans
through income tax legislation introduced in 1919. This legislation
allowed an employee to deduct from taxable income the contributions
made to a pension plan. Further changes to income tax legislation, in
later years, allowed employers to deduct their contributions to pension
plans on behalf of their employees.

Pension arrangements were originally provided on a
pay-as-you-go basis. In 1908, the federal government passed the Gowv-
ernment Annuities Act, which provided a means of pre-funding pen-
sion benefits. Government annuities were discontinued in 1975. Cana-
dian insurance companies introduced group annuity contracts for
pension plans during the 1930s as an alternative to government annui-
ties. In 1961, insurance companies were authorized to establish segre-
gated pension funds, and since that time, group annuity contracts have
largely been replaced by segregated fund and deposit administration
contracts. Today, while just under 58%!' of pension plans are funded
through insurance company contracts, these plans tend to be small (in
terms of numbers of members) and account for only 17% of the total
membership of all Canadian employer-sponsored pension plans. Large
employers favour trusteed arrangements under which they assume
responsibility for the investment of pension fund assets. Assets are
generally held by a trust company or individual trustees and invest-
ment of these assets is typically delegated to one or more investment
managers.

Canadian governments have also actively implemented
broad-based retirement programs. Old Age Security (OAS) pensions
were first introduced by the federal government in 1952. The Canada

I'Source: Statistics Canada, CANSIM, table (for fee) 280-0014%.
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and Quebec Pension Plans were established in 1966 and the Guaran-
teed Income Supplement (GIS) was introduced in 1967. In recent
years, these arrangements have been subjected to intensive scrutiny
due to concerns over their long-term financial viability. In 1989, Old
Age Security ceased to be a universal arrangement when benefits
became subject to a clawback for high income earners. The future of
the Canada and Quebec Pension Plans (CPP and QPP) was somewhat
uncertain in light of escalating contribution requirements and the
changing demographics of the Canadian workforce. This prompted the
government to review proposals for reform of the CPP/QPP to ensure it
would be sustainable in the long run, without placing too much of a
financial burden on future generations. In 1998, a variety of amend-
ments were made to both the CPP and QPP to ensure both plans’
financial sustainability, including a new schedule of contribution rates.
Further details on government-sponsored arrangements are found in
Chapter 3.

The first of the provincial pension benefits acts was introduced in
Ontario in 1965, and it provided improved vesting and funding of
benefits under employer-sponsored pension plans. Today, nine prov-
inces plus the federal government have comparable legislation
(referred to throughout this Handbook as pension standards legisla-
tion) in place.

Major reform of the legislation took place in the 1980s and early
1990s. Revisions were made to the minimum standards for
employer-sponsored arrangements, covering such items as eligibility
for plan membership, vesting of pensions for terminated employees,
and benefits for spouses of plan members, as well as administration
and governance. Furthermore most provinces continue to adjust their
pension legislation on a fairly regular basis and some provinces have
since adopted a third set of reform-type legislation (Alberta, effective
March 1, 2000 and Quebec, effective January 1, 2001). Further initia-
tives for reform have emanated from the Canadian Association of Pen-
sion Supervisory Authorities (CAPSA) in the form of pension govern-
ance guidelines and the proposed principles for a model pension law.

In the early 1990s, the federal government introduced major
changes to the Imcome Tax Act (ITA), which significantly changed the
tax treatment of retirement savings arrangements. The government’s
stated purpose of this “tax reform” was to put members of all types of
retirement arrangements on a “level playing field” and to eliminate the
more favourable treatment previously enjoyed by members of
employer-sponsored pension arrangements. In the 1997 Federal
Budget, an adjustment known as a Pension Adjustment Reversal (PAR)
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was introduced to deal with concerns that some of these “equality”
provisions introduced in 1992 were actually creating inequitable
results for some plan members. Chapter 7 provides additional informa-
tion on the taxation of retirement savings arrangements.

In the province of Quebec, legislation was adopted in 1997 to
provide phased retirement provisions, permitting employees to receive
an annual lump-sum payment from their pensions while continuing
employment. Alberta subsequently enacted similar legislation. Phased
retirement is discussed in more detail in Chapter 2.

The federal government is likewise promoting the concept of
“phased retirement”.

Shifts in demographic patterns have brought about a reduction in
the working-age population coupled with a reduction in the number of
years worked by this group. There has been a constant reduction of
the number of people in the age 15-65 group and an increase in the
post-65 age group. Further, between 1970 and 2005, the median retire-
ment age dropped from 65 to just below age 61. In an effort to address
the looming labour shortage as the baby boomers start to retire, pro-
posed changes to the ITA were introduced in the 2007 Federal Budget
to allow defined benefit members who have met certain age and ben-
efit entitlement tests (but at age 60 in any event) to receive a partial
payment of their accrued pensions while concurrently accruing pen-
sion credits should their employment continue during this “phased
retirement” period.

The effectiveness of the proposed tax changes to promote the
“phased retirement” concept is questionable. It focuses on the provi-
sion of Regulation 8503 of the ITA, which prohibits members from
earning credited service under a defined benefit pension plan in
respect of periods during which they are receiving a defined benefit
pension from the same employer. Many questions remain unanswered.
Employers are not obligated to offer this program. Furthermore,
employers are likely to favour offering this program to selected indi-
viduals rather than to a whole class of employees, but this may not be
allowed by law. Also, a majority of the provinces have yet to make
changes to their respective pension laws to accommodate the phased
retirement concept.

Present Position

Canadians typically receive retirement income from three key
sources: government-administered pension programs, employer-
sponsored retirement savings programs and personal savings. Each of
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these sources is sometimes referred to as one leg of a three-legged
stool.

Government Pension Programs

Government-administered pension programs include two dis-
tinctly different programs:

e OAS and GIS, which supply the base of the retirement income
system and are financed out of general tax revenues; and

e CPP/QPP, which are work-related arrangements with earn-
ings-based benefits financed solely by employee and employer
contributions.

Currently, all persons who have resided in Canada for a sufficient
period are entitled to the Old Age Security benefit commencing at age
65. For those with sufficiently high individual incomes, however, Old
Age Security benefits will be entirely taxed back. For those with small
incomes, a Guaranteed Income Supplement and an Allowance (paid to
spouses and common-law partners of pensioners) may also be payable.
Old Age Security benefits are now taxable; in contrast, the benefits
from the Guaranteed Income Supplement and the Allowance are
tax-free.

In addition to these federally administered social security pro-
grams, some provincial programs, such as Ontario’s Guaranteed
Annual Income System (GAINS) program, also provide pension supple-
ments, subject to an income test.

The CPP and QPP provide a basic level of earnings replacement
on earnings up to the Year’s Maximum Pensionable Earnings, which is
linked to the average Canadian wage and is indexed annually. Virtually
all employees and self-employed persons in Canada, other than those
with very small earnings, must contribute to one of these plans. Unlike
the social security programs, which are income-tested, the CPP and
QPP are universal and are financed solely by contributions from
employees, employers and the self-employed, without any government
subsidy. The benefits are payable in addition to Old Age Security and
benefits from other income-tested programs. Benefits from the CPP
and QPP are subject to income tax. Chapter 3 provides more details on
government pension programs.

Employer-Sponsored Pension Plans

On January 1, 2006, there were 15,130 employer-sponsored pen-
sion plans in operation, covering nearly 5.7 million employee mem-



