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	Pension Investment Association of Canada

Association canadienne des gestionnaires de fonds de retraite


September 9, 2005
Ms. Diane Lafleur
Financial Sector Policy Branch

Department of Finance

L’Esplanade Laurier

20th Floor, East Tower

140 O’Connor ST

Ottawa, Ontario

K1A 0G5

Re:
Strengthening the Legislative and Regulatory Framework for Defined Benefit Pension Plans Registered under the Pension Benefits Standards Act, 1985
Dear Ms. Lafleur:
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 May 2005 consultation paper. We thank you for the invitation to comment.

A number of the issues raised in the consultation paper deal with the existing risk/reward asymmetry in defined benefit pension plans. This 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 high-cost benefits unless they can reasonably achieve a long-term offset in cost through investment returns. This result will not be favourable in the long-term to defined benefit pension plans or to the capital markets.

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 consultation paper.
There is also a need for uniformity in any legislative initiatives the Federal Government undertakes. Regulatory streamlining and consistency must be a goal. In addition, PIAC’s view is that the federal pension investment regulations are outdated and need significant change. You will recall PIAC’s earlier communication with respect to the prudent person approach to investments and the need to restate the current investment rules. We would be pleased to assist you with a review of these regulations.

We have the following comments on several of the specific issues identified in the consultation paper.
1.
Surplus
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.

2.
Distribution on Partial Termination
PIAC supports the confirmation of OSFI’s current interpretation of the PBSA as stated in the penultimate paragraph on page 6 of your consultation paper. PIAC does not support the distribution of surplus on partial plan termination. As most partial plan terminations cannot be planned for in advance, the concept of a "partial wind-up distribution" is flawed. Payment of additional, non-contracted benefits prior to termination prejudices the interests of the plan sponsors and the remaining or future members, and negatively impacts plan investments through potential liquidity pressures and additional costs.

3.
Letters of Credit
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 OSFI.

4.
Extending Solvency Funding Period to 10 Years
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.

The special regulation related to Air Canada should be made available to all similarly situated companies under CCAA or BIA.

5.
Alternatives to Relaxing Funding Requirements
Beyond the relaxed funding alternatives mentioned above in relation to letters of credit and solvency deficiency amortization periods, PIAC believes there is merit in considering the establishment of voluntary special accounts for solvency payments or other payments made to enhance the funded status of the plan above the minimum funding requirement.  However, legislation must be structured to make it absolutely clear that, notwithstanding the terms of the pension plan and any related trust agreement, these voluntary special accounts would be returned to the plan sponsors if they are no longer needed to fund plan benefits.

An increase in the tax deductible contribution limit from 110% to at least 120% of plan liabilities for all plans would remove the existing roadblock faced by most plan sponsors to establish more conservative funding policies in order to provide more robust benefit security.

6.
Disclosure of Funding Information
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 OSFI, 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.

7.
Pension Benefit Guarantee Fund
PIAC does not support the establishment of a pension benefit guarantee fund.  Such a fund would act as an incentive for a plan sponsor to assume imprudent risk taking and would unfairly spread the risk of financially weak sponsors on all plan sponsors.  Experience in the USA and in Ontario points to an inability to self-fund (taxpayer bailouts), high premium assessments to sponsors with well-funded plans and the potential for “dumping” of pension obligations by certain plan sponsors on well funded plans and taxpayers.

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

Chair
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