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shocks such as rapid drops in share price, steadily declining interest rates and unforeseen events that 
change expected earnings and/or the cost of benefits can increase risk to pension plans or can precipitate 
insolvency proceedings and impose losses on the plan members and beneficiaries in the form of reduced 
benefits. Plan members’ claims for the balance of any remaining deficiency in the fund’s assets and any 
unremitted contributions will be treated as unsecured claims in a liquidation and distribution of the sponsor’s 
assets in an insolvency proceeding. Insolvency and bankruptcy law is aimed at providing an orderly distribution 
of assets where a plan sponsor is liquidated, while providing a mechanism that allows plan sponsors, in 
some circumstances, to attempt to devise a business plan such that the plan sponsor can restructure and 
carry on business. A restructuring plan may allow the sponsor to continue through the compromise of 
creditors’ claims and through pension risk allocation in the form of amended plans, extended amortization 
schedules, letters of credit and termination of plans. 

While unremitted contributions during bankruptcy do not currently qualify for a preference, proposed federal 
legislation would enhance the position of such claims by securing pension contribution arrears with a charge 
over the assets of the plan sponsor in both bankruptcies and receiverships. The amendments would also 
enhance the position of such claims in an insolvency restructuring proceeding. 

Ontario is a leader in reducing insolvency risk through its Pension Benefits Guarantee Fund (PBGF). From 
1980 to September 2007, the PBGF has paid out claims from 107 plan sponsors with a total of 144 pension 
plans, which represents only a fraction of the 7,674 plans currently covered by the PBGF. The PBGF has 
paid claims totalling $883 million and has recovered $48.5 million from the estates of plan sponsors in  
the same period. The data on the intersection of pension law and insolvency law continues to be limited. 
Of the amounts paid out by the PBGF to March 2006, 70% of pension plans for which claims were paid 
had plan sponsors in bankruptcy proceedings. The dollar value of total claims paid in respect of plan 
sponsors under Bankruptcy and Insolvency Act (BIA) and Companies’ Creditors Arrangement Act (CCAA) 
proceedings was $823 million, representing 93% of the value of all claims paid out by the PBGF. 

Private receivership and voluntary assignment into bankruptcy appear to be the two routes most frequently 
utilized prior to plan termination and claims to the PBGF. There are also a number of cases in which the 
plan sponsor has filed bankruptcy after a restructuring effort under the BIA or the CCAA and claims have 
been paid out by the PBGF. In contrast, in most cases of successful BIA and CCAA restructuring plans, the 
pension plan does not require access to the funds of the PBGF, indicating that restructuring proceedings 
are likely an important risk reduction tool at the point of plan sponsor insolvency. The PBGF has, however, 
been used effectively in a few instances, to facilitate the survival of a plan sponsor. In terms of timelines, 
the claims made to the PBGF follow a markedly different pattern than bankruptcy cases, which have been 
steadily in decline for the past decade. However, if one separates out the bankruptcy cases that involved 
failed CCAA proceedings, it is evident that payments by value out of the PBGF track the number of CCAA 
filings. Given that both restructuring and liquidation proceedings in Ontario have been concentrated in the 
manufacturing and retail sectors, the PBGF figures for bankruptcy filings also track general bankruptcy 
sector trends.

Examination of jurisdictions such as the United Kingdom, the United States, Germany and Sweden indicates 
that there are multiple strategies to reduce insolvency risk, including well-funded national pension guarantee 
programs; early warning programs; risk levies; and other strategies noted in the study. 
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14	 The Impact of Pension Funds on the Ontario Government

Research Paper:	� Pension Funds: Their Role in Capital Markets, Corporate Governance  
and a Competitive Economy 

Researcher:	 Poonam Puri 

Date:		  2007

Executive Summary

This paper examines the investment patterns of pension funds in Canada and their impact on capital 
markets and corporate governance. The analysis made in the paper is under the following five headings:

Asset allocation patterns of Canadian pension funds;•	

Pension funds’ impact on capital markets;•	

Recent trends in pension fund investments — private equity and venture capital;•	

Pension funds’ influence on corporate governance; and•	

The role of pension funds in policy making and regulatory changes.•	

For the purpose of analysis, the paper uses a combination of data for which the main source is Statistics 
Canada, scholarly literature on the subject, field surveys and reports of current events. The conclusions 
drawn in the paper with reference to the five headings listed above are summarized below.

Asset allocation patterns of Canadian pension funds

Pension funds are large investors in various assets, such as stocks, bonds, private equity and other 
securities and assets. The asset allocation patterns in the investments of Canadian pension funds are 
examined, and the following are the major conclusions drawn from the study:

Over the period studied, stocks traded in the public capital markets have remained •	
more or less stable at about 40% of the total assets of pension funds, and are an 
important asset class for the funds.

Foreign holdings by pension funds more than doubled to 30%, while holdings  •	
of Canadian securities have correspondingly fallen during the period. 

Holdings in fixed-income securities declined by a quarter, from 41% to 32%  •	
of the assets of pension funds during the period. 

There appears to be a small, but steady, interest for new varieties of investments •	
such as venture capital and private equity. According to available data, the value  
of such investments was over $70 billion in 2006.

The data available on the asset allocation patterns of Ontario pension funds reveals •	
that the pattern of asset allocation by Ontario pension funds is more or less in line 
with their non-Ontario counterparts. 
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Pension funds’ impact on capital markets

Most of the investments of pension funds are in publicly traded securities, and this makes pension funds  
a powerful force in these markets. The paper examines how the presence and operations of pension funds 
impact the capital markets, and draws the following conclusions:

Pension funds are important players in the capital markets. The trading activity of pension •	
funds is significant to the functioning of the capital markets in that it enhances the 
efficiency of the public market and adds liquidity. In the 13-year period between  
1993 and 2006, pension funds made net purchases of over $350 billion in the  
stock market. 

Pension funds earn significant profits on the sale of securities, and derive revenues •	
from investment income. However, profits on sales of securities have emerged as  
the more important source of revenue for pension funds. Investment income fell from 
over 58% in 1990 to less than 27% in 2004. Net profits from the sale of securities, 
which represented less than 3% of the revenue of pension funds in 1990, rose to a 
high of almost 54% in 2000, and were about 30% in 2004. Although the trend with 
profits on sale of securities is variable during the period, their importance in the 
revenue structure of pension funds has been gaining in significance.

There is mixed evidence about the performance of pension funds relative  •	
to market benchmarks.

Pension funds have some influence on the corporate governance practices of public •	
issuers, and their presence in the capital markets enhances investor protection and 
public confidence in the capital markets

Recent trends in pension fund investments — private equity and venture capital

Since the 1990s, some pension funds have increased investments in private equity and venture capital, 
marking a break from their traditional practice. The paper analyzes the significance of the trend for private 
equity and venture capital investment by pension funds, and makes the following findings: 

Large pension funds have invested in new varieties of investments, such as venture •	
capital or private equity. Thirty-two of the 100 largest pension funds have assets in 
venture capital and private equity, and these assets represent 8% of their total asset 
value. In comparison, only 2% of smaller funds have invested in private equity and 
venture capital, and their assets in this category, including real estate, are just 3%  
of their total.

Investments in private equity and venture capital require greater scrutiny, transaction •	
costs and overall involvement, both at the pre-investment stage as well as in the 
post-investment phase. 

Some data indicate that private equity investments are profitable for pension funds. •	
For example, the Ontario Teachers Pension Plan (OTPP) earned a return of 31.4% on 
its investments in this category while its overall rate of return was only 17.2%.
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Pension funds’ influence on corporate governance

Pension funds are significant shareholders in public corporations. This raises the question of their role  
in influencing the governance of these corporations. The paper examines the issue and draws the  
following conclusions:

Canadian pension funds have undertaken systemic efforts to promote good governance •	
among corporations primarily through suasive methods. The Canadian Coalition for 
Good Governance (CCGG) was launched mainly by pension funds and is an important 
vehicle. Its activities include regularly examining current issues and preparing policy 
guidelines for its members. In addition, the Pension Investment Association of Canada 
(PIAC) also provides guidance to its members on playing an effective role in their 
capacity as shareholders in corporations. 

The literature on the subject finds that the involvement of institutional investors, •	
including pension funds, in corporate governance has myriad implications, both 
positive and negative. The positive ones include the size of the holdings and ability  
to influence corporate behaviour through suasion, litigation and effective use of the 
threat of exit. Some negative aspects of pension fund involvement in corporate 
governance include free-riding by other shareholders, conflicts of interest situations 
for pension fund managers and absence of proprietary interest on the part of pension 
fund mangers.

In general, pension funds in Canada place reliance on informal discussions with •	
corporate managers for resolving corporate governance issues, and prefer to avoid 
more confrontational methods, such as negative voting, litigation or proxy campaigns. 
This influence is difficult to measure objectively.

Pension funds have generally not been keen on seeking representation on the boards •	
of directors of corporations. This trend may reverse for large funds with more private 
equity investments.

Data on shareholder proposals is insufficient to arrive at clear conclusions on the use •	
of this instrument by pension funds to intervene in corporate governance.

A minority of pension funds (about 30%) surveyed in 2006 delegated the task of •	
voting to their investment managers. Of these, about 70% gave freedom to the 
investment managers to decide on how to vote. This may indicate the constraints  
of lack of resources and expertise on the part of smaller pension funds to effectively 
exercise their voting rights as shareholders of corporations.

The role of pension funds in policy making and regulatory changes

Pension funds operate in a complex regulatory environment and have an important stake in the formulation 
of policy and legislation with respect to corporations, corporate governance, securities markets and pension 
fund investments. The last part of the paper examines the role of pension funds in influencing policy and 
bringing about regulatory changes, and the following are the important conclusions:

Pension funds play an active role and appear to be quite effective in campaigning for •	
regulatory changes in which they are interested as investors in the capital markets. 
The amendments made to the Canada Business Corporations Act in 2001 with 
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respect to proxies and shareholder communications, as well as the removal of the 
foreign property rule from the Income Tax Act in 2005, are prominent examples of the 
efficacy of pension fund activism in bringing about policy and regulatory changes. 

Campaigning for policy and regulatory changes is done both at the collective level •	
through organizations such as the CCGG and PIAC, and by larger pension funds such 
as the Canada Pension Plan Investment Board and the OTPP.

15	 Pension Plans and the Labour Force 

Research Paper:	 Incentive Effects of Occupational Pension Plans 

Researcher:	 Morley Gunderson 

Date:		  October 2007

Executive Summary

About 35% of the workforce is covered by employer pension plans, and coverage is declining over time. 
Coverage is much higher in the public sector compared with the private sector, in large firms and when 
there is a collective agreement. Coverage rates have grown more rapidly for females than males so that 
female coverage is now almost as high as male coverage. 

About 81% of plan members are in defined benefit (DB) plans, divided between 66% being in final-earnings 
plans and 15% in flat-benefit plans. About 16% are in defined contribution (DC) plans, although there has 
been an increase in DC plans relative to DB plans over time.

The ageing workforce and impending retirements means that larger numbers are facing “pension issues.” 
Impending labour and skill shortages means that employers may want to consider pensions as a strategic 
human resource policy to facilitate retention — the opposite of the strategy followed in the 1970s and 
1980s to facilitate early retirements and downsizing. This will give rise to other related issues such as: 
age-related fringe benefits including disability benefits; reasonable accommodation requirements; age 
discrimination issues; and the continuation of seniority-based pay.

For employees, the main challenge will be to ensure a degree of financial security in retirement that may 
otherwise be jeopardized by:

a longer period of retirement because of increased life expectancy; •	

the decline in pension coverage and the shift from DB to DC plans;•	

concerns over the financial viability of even DB plans;•	

potential retrenchments in public pensions; and •	

risks to pensions associated with increases in non-standard employment  •	
and the possible decline of long-tenured jobs, at least for some.
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The long-term trend toward early retirement appears to be reversing, perhaps reflecting:

concerns over income adequacy in retirement, perhaps from uncertainties  •	
over pensions; 

a need to continue working to accumulate the service credits that affect  •	
pension benefits; 

the growth of non-standard work that may provide less income security, although  •	
it may also accommodate continued employment; 

a desire or need to amortize the cost of a longer education period over a longer  •	
work life;

more job opportunities associated with the growing labour and skill shortages;•	

shift in the nature of work away from blue-collar work, which is physically arduous, •	
toward white-collar work, which is less physically demanding and intrinsically  
more interesting; 

improved health and longer life expectancy;•	

fewer early retirement buyouts in pension plans; and •	

increased participation of women, •	 who are also coordinating their retirement  
with their husbands.

With respect to retirement preferences:

Most people tend to retire for voluntary reasons. •	

Few retired due to mandatory retirement and few cited mandatory retirement as a •	
substantial barrier to continued employment.

Working time inflexibility was a prominent barrier. •	

Slightly less than one-quarter of retirees return to work after initially retiring. •	

Returning for financial reasons was the most prominent reason for returning. •	

The expected age of retirement is increasing. •	

The probability of returning to work after retiring is greatest for those with the following •	
characteristics: healthy; younger when they initially retire; have a pension and other 
income that provides financial security during retirement; have an available job; were 
in a previous job that was not physically demanding; and had a “distaste” for retirement.

Regulations on DB plans have also fostered the shift to DC plans. While DC plans may expose workers  
to more investment risk, DB plans also expose them to other risk:

inflation risk, since the benefits are not fully adjusted for post-retirement inflation; •	

risk of benefit loss associated with job loss or job changing or wage concessions, •	
which affect earnings and service credits upon which such benefits are usually based; 

the risk of firm bankruptcy and its implications for pension solvency; •	
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risk associated with inadequate funding arising from various factors;•	

risk associated with disputes over surplus assets; •	

risk associated with having so much of your wealth tied to your employer; and•	

risk associated with not understanding the complexities of DB plans.•	

Both theory and evidence suggest that employees “pay” for their pension plan in the form of compensating 
wages. This also implies that employees will “pay” in the form of lower cash wages for at least some of the 
benefits they may receive from improvements in occupational pension plans if those benefits impose a cost 
on employers. As well, it may be perfectly rational for workers in low-wage jobs to not want costly pension 
coverage since they may prefer the cash wages, especially if they are liquidity-constrained, or have spousal 
coverage, or if private pension benefits when they are retired would reduce their eligibility for income-tested 
public benefits.

The wage–benefit tradeoff could also imply that female wages are lower than male wages in part because 
of greater pension benefits that females receive because of their greater life expectancy. However, this is 
more than offset by other factors that reduce their pension benefits so that females tend to receive fewer 
pension benefits than do males — and this exacerbates the male–female wage gap.

Employer pensions are the most prominent source of income for seniors age 65 and over, and the increase 
in both private and public pensions has contributed substantially to Canada’s success in dramatically 
reducing poverty among the aged. Some concerns remain: 

There are still some elderly groups “at risk,” especially divorced and separated women.•	

Much of the improvement for seniors relative to that of non-seniors reflects  •	
the stagnation of employment income for the non-elderly.

For many elderly, the •	 security of their income and well-being can still be “at risk” 
given the difficulties of combatting elder abuse and financial exploitation.

With respect to job tenure and hence the ability to accumulate pension benefits:

The evidence is inconclusive, but recent evidence suggests that job tenure has been •	
decreasing because the decline for males has more than offset the increase for 
females.

There is more polarization with short-duration jobs getting shorter and long-duration •	
ones getting longer.

There is a slight decline in job duration for youths, and especially for less-educated •	
and younger males.

There is also considerable variability over time for youths.•	

With respect to incentive effects, both theory and evidence suggests that employer pensions facilitate 
deferred compensation and a range of interrelated positive behaviours, including employee loyalty, 
commitment and bonding to the firm; employee interest in the financial solvency of the firm; and periodic 
and retrospective evaluations. Employees also exhibit a strong preference for such deferred compensation 
for reasons outlined.
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Pensions can be used strategically to induce early retirement and discourage postponed retirement (as was 
prominent during the downsizing of the 1970s and 1980s), or vice versa to alleviate shortages (as is 
prominent today).

Pensions can foster desirable effects with respect to employee selection, recruitment and retention by 
discouraging poor performers from applying, and encouraging employees who are “savers” and future-oriented.

Pensions (and even under-funding) can foster employee interest in the financial solvency of the firm, which 
in turn can induce positive behaviour and foster a willingness to engage in concession bargaining.

Pensions can save on current wages and thereby provide private sector firms with an internal source of 
funds. In the public sector the concern is that this will be used to reduce tax costs for current generations 
by shifting pension obligations to future taxpayers.

Mandatory retirement, which existed for about half of the workforce in the 1990s before Ontario banned it 
in 2006, is intricately twinned with pensions in that the security of a pension income is the quid pro quo 
for having to retire from the particular job. Mandatory retirement provisions tend to prevail in “good jobs” 
and for workers who would generally not be considered as vulnerable. If mandatory retirement is banned, 
as is increasingly the case, this suggests that pensions may also dissipate or they may be altered in ways 
to serve as a substitute for mandatory retirement by creating incentives to leave the job with the pension 
plan. As well, it may be more difficult to have other human resource practices: deferred compensation; job 
and promotion opportunities for youths; succession planning as well as the costing of age-related benefits 
for employers; retirement planning for employees; and periodic and retrospective monitoring and evaluation 
of older workers. 

The evidence on job stability is mixed, albeit some recent comprehensive evidence suggests it has declined 
in the United States, especially for older males. Whether this suggests that DB plans are less capable of 
delivering pension benefits that depend upon such long-term employment relations is an open question. 
Earlier Canadian evidence suggested no substantial change in job durations.

DC plans, however, have other advantages for employees: 

they do not inhibit mobility (as do DB plans); •	

they are attached to workers and not jobs, and increasing emphasis is being placed •	
on “protecting” workers rather than jobs; and

while DC plans expose workers to investment risk, DB plans also have risk.•	

Both economic theory and empirical evidence suggest that employees “pay” for their pension plan in the 
form of compensating wages. This also implies that employees will “pay” in the form of lower cash wages 
for at least some of the benefits they may receive from improvements in occupational pension plans if 
those benefits impose a cost on employers. 

DB plans can have a wide range of incentive effects, including:

to facilitate deferred compensation, with its positive associated effects for both •	
employers and employees;
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to induce early retirement and discourage postponed retirement (as was prominent •	
during the downsizing of the 1970s and 1980s), or vice versa, to alleviate shortages 
(as is prominent today);

to foster desirable selection, recruitment and retention effects, discouraging poor •	
performers from applying and encouraging employees who are “savers” and 
future-oriented;

to foster employee interest in the financial solvency of the firm, which in turn can •	
induce positive behaviour; 

to save on current wages and thereby provide private sector firms with an internal •	
source of funds (albeit in the public sector this can be used to reduce tax costs  
for current generations by shifting pension obligations to future taxpayers); and 

to reduce unwanted turnover and quits (and thereby foster training), but this can also •	
mean reduced mobility. 

16	 Tax Policy and Occupational Pension Plans 

Research Paper:	 Tax Expenditure Analysis of Employer-Sponsored Registered Pension Plans 

Researcher:	 Jinyan Li 

Date:		  October 2007

Executive Summary

Employer-sponsored registered pension plans (RPPs) receive tax assistance from both the federal and 
Ontario governments. From a tax policy perspective, such tax assistance is in the nature of a “tax expenditure.” 
This report analyzes the amount of the tax expenditures associated with RPPs, who benefits from these 
expenditures, and the impact of these tax expenditures on other tax-assisted retirement savings plans 
such as Registered Retirement Savings Plans (RRSPs), and public pensions such as Old Age Security 
(OAS) and the Canada/Quebec Pension Plan (C/QPP). 

By relying primarily on existing data and secondary literature, the report concludes that the cash flow 
estimates of the annual cost of federal RPP tax expenditures ranges from $7 billion to $12 billion (with  
the exception of three “odd” years: over $15 billion in 1999, less than $1 billion in 2001 and negative  
$1 billion in 2002), accounting for 0.8 to 1.3% of the gross domestic product.

RPPs are designed to provide a “top-up” source of retirement income. Therefore, RPP tax expenditures 
benefit only individuals covered by an RPP. The question of who benefits from these tax expenditures is 
tied to the membership of RPPs. Generally speaking, RPP members are individuals with middle or high 
incomes, who work for public sector employers or large companies, or belong to a trade union. Companies 
that sponsor RPPs also benefit from the tax expenditures as a result of tax deductions for the contributions 
made to RPPs.

RPPs interact with RRSPs and public pensions. The amounts of tax expenditures associated with the tax 
deduction for contributions to RPPs and for contributions to RRSPs from 1989 to 2006 show that contributions 
to RRSPs have increased at a higher rate than those to RPPs. The coverage of RRSPs has expanded during 
the era of decline in RPP coverage. Because RRSPs can be used as “income smoothing” vehicles as opposed 
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to retirement saving plans, they provide less security in retirement income than RPPs (especially defined 
benefit, or DB, plans).

RPPs have a potential impact on the Old Age Security/Guaranteed Income Supplement (OAS/GIS) system 
through the “clawback” in the OAS/GIS system and the funding of these programs. OAS payments are clawed 
back when an individual’s net income (which includes private pension income) is greater than $63,511 (as 
of 2007). RPPs may interplay with OAS/GIS in terms of financing the latter programs. Tax expenditures on 
RPPs and RRSPs are revenues foregone by the government. OAS/GIS payments are funded by general tax 
revenue. From 1988 to 1998, pension tax expenditures accounted for over 80% of OAS/GIS payments. In 
1999, pension tax expenditures exceeded the OAS/GIS payments and with the exception of the odd years 
(1999–2002), they continue to account for between 68 and 70%. On the other hand, the RPP and OAS 
regimes have been designed to assist individuals in different income groups: the former is for middle- and 
high-income groups to ensure a certain level of income replacement, and the latter is for low-income groups 
to provide old age income security (income replacement may be 100% or more for these individuals).

RPPs and the C/QPP share a common feature: contribution-based plans. Only individuals who make 
contributions to such plans are covered. They are totally different from the OAS/GIS system. The majority 
of RPPs take into consideration contributions and benefits under the C/QPP. For example, DB plans often 
provide “bridging” benefits to early retirees to ensure that the retirement income remains relatively stable  
if a worker takes early retirement.

Ontario does not have its own tax policy on RPPs. Because the shared income tax base and RPP tax 
expenditures are provided through deductions or exclusions in computing the tax base, federal tax policy 
directly affects Ontario. As such, tax expenditures associated with RPPs have revenue cost for the federal 
government as well as Ontario. The increasing RPP tax expenditures and the expansion of RRSPs in the era 
of decline in RPP coverage raise significant issues about the efficacy and equity of the tax policy. However, 
if the dual policy goals of the Canadian and Ontario retirement income system remain to be income 
replacement (mostly for middle- and high-income individuals) and income security, the tax expenditures 
remain important policy instruments. It is perhaps time to re-examine the design of RPP tax expenditures 
to make them more effective and viable in a changing business, demographic and social environment.

Research Paper:	 Impact of Tax Policy on Coverage and Funding of Corporate Sponsored Pension Plans

Researcher:	 Jinyan Li 

Date:		  October 2007

Executive Summary

Corporate-sponsored defined benefit (DB) plans and defined contribution (DC) plans are referred to as 
registered pension plans (RPPs) under the Income Tax Act. The decline in DB coverage and the under-funding 
of DB plans have been well reported elsewhere. This report examines the extent to which tax policy has 
contributed to these problems in the case of corporate-sponsored DB plans. It relies primarily on existing 
empirical data and secondary literature.

Part 2 of this report discusses whether the decline of the coverage of corporate DB plans is related to, or 
caused by, major changes in tax policy, such as the universal contribution limit for all tax-assisted retirement 
saving plans, the contribution limits, and reductions in tax rates for individuals and corporations.
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The report concludes that the 1991 tax reform has clearly reduced the relative advantage for DB plans by 
integrating the tax treatment of DB plans, DC plans and Registered Retirement Savings Plans (RRSPs) and 
by increasing the tax-sheltered contributions to DC plans and RRSPs. Empirical data shows an increase in 
DC plans and RRSP coverage during the era of decline in DB coverage. It is clear that tax policy has encouraged 
the expansion of RRSPs and DC plans. However, it is not clear whether — or if so, to what extent — such 
expansion has occurred at the expense of DB plans. It is true that small DB plans have tended to disappear, 
and some may have been replaced by a DC plan or group RRSP — but the question remains as to whether 
these DB plans would have disappeared regardless of the option of DC plans or group RRSPs. RRSP 
contributions made by individuals who are not covered by DB plans (e.g., new workers, part-time workers, 
the self-employed, and workers in smaller firms) are not necessarily the result of a shift away from DB plans. 
Therefore, the growth of RRSPs and DC plans may represent additional retirement savings, especially in 
cases where individuals with higher earnings tend to contribute to both RPPs and RRSPs.

Lowering marginal tax rates for individuals and corporations can be a double-edged sword. Lower tax rates 
result in more after-tax income, and thus more funds available for making contributions. On the other hand, 
the value of the tax assistance is determined by the marginal tax rate. Lower rates mean less value of the 
tax assistance and thus, less tax incentive. There is no conclusive empirical evidence, however, on the extent 
to which the decline in DB coverage has resulted from the lowering of tax rates.

Part 3 discusses the role of tax policy in respect of the funding of DB plans. More specifically, it examines 
the role of the 10% surplus rule, the lack of flexibility in funding DB plans and the foreign property rule.

The effect of the 10% rule is to deny corporate sponsors their tax deductions for the contributions to “over-
funded” plans, resulting in a “tax cost” to the employer (the amount is dependent on the applicable corporate 
income tax rate). The purpose of this rule is to allow a moderate amount of surplus to be retained in a plan 
while limiting the government revenue cost associated with deferrals of tax on amounts over and above 
those required to fund the promised pension benefits. Empirical evidence shows that:

It is not clear that the 10% rule is the sole, or major, cause of contribution holidays •	
taken by corporate sponsors in the late 1990s.

There is no observable relationship between the number of contribution holidays •	
taken by plan sponsors and plan funding ratios.

The percentage of under-funded plans that did not take contribution holidays was •	
sometimes greater than for those that did take contribution holidays between 1994  
and 2003.

Forty-five percent of under-funded plans would have completely eliminated their •	
current actuarial deficit if contribution holidays had not been taken.

Overall, the 10% rule is counter-intuitive: it does not encourage companies to “save for rainy days,” thus,  
it is not an effective “smoothing” mechanism.

The Income Tax Act currently recognizes DB plans and DC plans and provides limits on various aspects of a 
DB plan that can be registered for tax purposes. It does not encourage any innovation in designing corporate 
pension plans, such as “cash balance plans” recognized by the U.S. Pension Protection Act of 2006. A cash 
balance plan may violate the benefit accrual requirements for DB plans.
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Part 4 of the report suggests a re-evaluation of the pension tax policy in light of the changing environment 
for corporate pension plans. Although no exact data can pinpoint the impact of the 10% surplus rule on 
the funding status of DB plans, this rule is too rigid and fails to function as a buffer for companies whose 
financial position changes dramatically from year to year. The surplus limit may be raised. In light of the 
increasing popularity of DC plans and remaining relative advantages of DB plans in managing pension risks, 
it is also worth considering reforming the tax rules so that they can accommodate “cash–balance” plans 
that have features of both DB plans and DC plans.

17	 Mapping Pension Legislation in Canada 

Research Paper:	 Mapping Pension Legislation in Canada 

Researchers:	 Ontario Bar Association, Pension and Benefits Section 

Date:		  2007

Research Paper:	 Summary of Pension Legislation in Canada 

Researcher:	 Morneau Sobeco 

Date:		  2007

Executive Summary

This project compares a wide range of legislative and regulatory pension provisions across Canada, including 
those related to funding, multi-employer pension plans, jointly sponsored pension plans, minimum benefits, 
surplus, plan wind-ups, asset transfers and mergers, plan expenses, regulatory tools, financial reporting 
and defined contribution plans.






