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Summary

Until now Canada’s retirement income system has done well in alleviating elders’ poverty and
helping workers maintain their standard of living in retirement. But according to Patrik Marier,
the latter achievement is threatened by problems in the coverage and governance of occupational
pensions, and by the voluntary nature and high cost of savings alternatives. These issues, together
with the limited generosity of public pension programs, mean that a significant proportion of
today’s middle-income earners could face a decline in their living standards when they retire.
Patrik Marier looks at pension reforms in Norway, Sweden, New Zealand, the United Kingdom
and Saskatchewan to determine if there are lessons for Canada, and finds that all five systems
have features that would complement Canada’s public pensions.

Norway mandated employers to top up its generous pay-as-you-go, public, earnings-related
scheme with modest occupational pension coverage. Small businesses addressed the challenges
this measure posed by forming a partnership between their national organization and an
insurance company. About 600,000 workers gained new occupational coverage at a low cost to
the state. Sweden expanded pension coverage by incorporating mandatory, modest, defined-
contribution (DC) individual pension accounts into its generous public scheme.

New Zealand and the UK chose automatic enrolment with opt-out provisions for workers
(employers must contribute if workers do). In 2006, New Zealand started enrolling new workers
into DC individual pension accounts, and provided financial education and incentives. By
mid-2010 coverage was achieved for 1.5 million individuals. By 2017 workers in the UK will
be enrolled into either an occupational plan or a low-cost, DC, individual pension account,
managed by an arm’s-length trust.

Canada would face obstacles in adapting foreign solutions. For instance, pensions are a
shared federal-provincial jurisdiction, and the business sector is less structured than in
Norway. As such, a national structure would have to be established, or subnational programs
would have to be coordinated between jurisdictions in order to avoid impeding the free
movement of labour. Individual accounts would have to supplement public programs; offer
a low-cost, high-return “default” option to savers; and only be mandatory for workers
without occupational coverage.

The voluntary, collective, DC Saskatchewan Pension Plan was initially successful, due to its
financial incentives (subsequently eliminated) and low cost structure. Homemakers, workers
and employers can make irregular contributions to a single pooled fund, and retirees receive
regular annuities. Marier argues that with financial incentives and a higher contribution
ceiling, this plan could be a model for a national plan to cover individuals without
occupational pensions.

Whatever option Canada chooses, middle- to high-income earners will need better private
retirement savings vehicles to supplement the limited replacement rate offered by the Canada
Pension Plan and the Quebec Pension Plan.
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Résumé

Le systeme de revenu de retraite canadien est jusqu’ici parvenu a réduire la pauvreté chez les
personnes agées et a maintenir le niveau de vie des travailleurs retraités. Mais selon Patrik
Marier, des probléemes touchant la couverture et la gouvernance des régimes de retraite profes-
sionnels, ainsi que le caractere facultatif et le colt élevé des autres options d’épargne, pour-
raient compromettre le niveau de vie de plusieurs travailleurs a revenus moyens a ’heure de
leur retraite. L'auteur analyse les réformes adoptées par la Norvege, la Suede, la Nouvelle-
Zélande, le Royaume-Uni et la Saskatchewan afin d’en tirer des lecons pour le Canada, et il
repere des éléments qui compléteraient les régimes de pension publics canadiens.

La Norvege a obligé ses employeurs a offrir, au-dela de son généreux systeme public, une modeste
couverture de retraite professionnelle. Les petites entreprises ont relevé les défis liés a cette exigence
en créant un partenariat entre leur association nationale et une compagnie d’assurance; environ
600 000 salariés ont acquis une couverture de retraite professionnelle a un faible cotit pour I’Etat. De
son coté, la Suede a amélioré la couverture des pensions en intégrant a son généreux systeme public
des comptes de pension individuels a cotisations déterminées (CD), modestes mais obligatoires.

La Nouvelle-Zélande et le Royaume-Uni ont choisi ’adhésion automatique avec option de retrait
pour leurs travailleurs. Depuis 2006, la Nouvelle-Zélande inscrit chaque nouveau travailleur a un
compte de pension individuel a CD, et offre des mesures incitatives et de la formation. Résultat :
1,5 million de Néo-Zélandais bénéficiaient d’'une couverture a la mi-2010. Les travailleurs du
Royaume-Uni, eux, participeront d’ici a 2017 soit a un régime de retraite professionnel, soit a un
compte de pension individuel a CD peu cotteux, géré par une fiducie autonome.

Mais le Canada ne pourrait adapter ces modeles sans surmonter certains obstacles, notamment
parce que les pensions y relévent a la fois d’Ottawa et des provinces et que le secteur des entreprises
y est moins structuré qu’ailleurs. Il serait donc nécessaire de créer une structure nationale ou de
coordonner les programmes sous-nationaux pour ne pas entraver la circulation de la main-
d’ceuvre. Il faudrait aussi que des comptes de pension individuels viennent compléter les régimes
publics, qu'ils offrent aux épargnants une option « par défaut » a faible cott et a haut rendement,
et qu'ils soient uniquement obligatoires pour les travailleurs sans régime de retraite professionnel.

Le Régime de pensions de la Saskatchewan, qui est a CD, collectif et facultatif, a connu un vif succes
initial en raison de ses incitations financieres (ultérieurement supprimées) et de sa structure a faible
cott. Il permet aux personnes au foyer, aux travailleurs et aux employeurs de cotiser de facon
irréguliere a un méme fonds commun, et aux retraités de toucher une rente réguliére. Selon l'auteur, ce
régime, auquel on ajouterait des incitations financieres et un plafond de cotisations plus élevé, pourrait
servir de modele a un régime national pour les personnes sans régime de retraite professionnel.

Peu importe le modele retenu par le Canada, ses travailleurs a revenu moyen et élevé devront
disposer de meilleurs instruments privés d’épargne-retraite pour suppléer au revenu de rem-
placement limité qui leur est offert par les régimes publics.
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Improving Canada’s Retirement Saving: Lessons from
Abroad, Ideas from Home

Patrik Marier

efore the Second World War, in the industrialized world, living in old age was a synonym

for living in poverty. If unable to work, an elderly person had to rely on various forms of
poor relief (Esping-Andersen 1990, 88-91). The Canadian situation was consistent with interna-
tional trends. With the failure to adequately implement the 1927 Old Age Pensions Act — it took
more than 10 years for all provinces to adopt the measures covered under the Act and each
province implemented the Act differently — seniors were ill equipped for retirement. The earli-
est available data indicate that 66.4 percent of the population aged 65 and over earned less
than $1,000 in 1951 (Bryden 1974)." Adjusted for inflation, this corresponds to $8,360 in 2010.

The coverage and generosity of public pension benefits increased tremendously after the Second
World War, resulting in a significant reduction in the risk of poverty among the elderly. Canada
was part of these trends, with the creation of Old Age Security (OAS) in 1952, the Guaranteed
Income Supplement (GIS) in 1967 and the Canada Pension Plan (CPP)/Quebec Pension Plan (QPP)
in 1966. The Registered Retirement Savings Plan (RRSP) and Registered Pension Plan (RPP) ensured
that the public pension system would be complemented by private savings schemes. This pension
mix has been highly effective in combatting poverty among seniors. As of 2006, elderly Canadians
had lower poverty rates (5.4 percent) than individuals aged 18 to 64 (11.3 percent) (Statistics
Canada 2008a). From an international perspective, Canada is a success story with regard to the
alleviation of poverty among the elderly, ranking at the very top, alongside Nordic countries such
as Sweden and Finland (Régie des rentes du Québec [RRQ] 2004).

In order to maintain this performance well into the twenty-first century, Canada will have to
tackle several challenges. Socio-economic and demographic changes have triggered multiple
pension reforms across member countries of the Organization for Economic Cooperation and
Development (OECD). Slower economic growth, declining fertility rates and improved life
expectancy are among the key factors pressing governments to alter their public pension
schemes. These factors strongly affect countries that rely on pay-as-you-go (PAYGO) schemes,
such as Canada (for most of the CPP/QPP), the United States (Social Security) and France
(Régime général).? They also affect programs financed through general revenues, such as the OAS
and the GIS in Canada. The proportion of individuals aged 65 and over is expected to nearly
double by 2031. By then, this age group will represent 23 percent to 25 percent of the Canadian
population (Statistics Canada 2005). Prior to 1980, it represented less than 10 percent (OECD
2000, 142). It should be stressed that it is primarily the combination of population aging and
slower economic growth that is responsible for the difficulties associated with PAYGO systems.
For instance, with no changes to the contribution rate, wage growth results in additional rev-
enues that could partly offset the increasing proportion of the population reaching retirement.’
The real wage growth of -0.40 percent in Quebec during 1993-2002 (RRQ 2004) is a key con-
tributing factor in the actuarial difficulties currently being experienced by the QPP.
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These data excluded farm workers. Also, women fared much worse due to their low rate of labour-market participation: 88 percent of women aged 65 and over earned less than $1,000 in 1951 (Bryden 1974).

In PAYGO pension systems, contributions from the workforce are not invested but are used to pay current pension benefits. In many countries, this formula was adopted to address poverty among the elderly immediately, creating an intergenerational contract with future generations. Canada does not have a pure PAYGO system, since excess contributions are invested by an independent board (Canada Pension Plan Investment Board [CPPPIB]; Caisse de dépôt et placement in Quebec). One of the objectives of the 1997 reform was to place more focus on this funded component. 

This also depends on the benefit formula and the indexation mechanisms used to calculate pension entitlements and benefits. For example, if most contributors end up above the ceiling, increased wage growth would not have a great impact (unless individuals continue to contribute above the ceiling, which is not the case in Canada). This was seen as a potential problem in Sweden prior to the 1994-98 reform. In its 1987 actuarial report, the Swedish National Insurance Board demonstrated that a continuous 3 percent increase in real wage growth would put more than 87 percent of men and 81.7 percent of women above their ceiling (Riksförsäkringsverket 1987) — the reason being that the ceiling in the old system was only price indexed, which in the long run would have led to the creation of a flat pension since the vast majority of citizens would have received the maximum allowable.
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To address these issues, most countries have opted to maintain the structures of their retirement
income systems while altering a few parameters, such as raising the retirement age, lengthening the
contribution period, strengthening the link between contributions and benefits, and reducing the
generosity of indexation mechanisms. Moreover, some countries, such as Belgium (Fonds de vieil-
lissement) and France (Fonds de réserve pour les retraites), have established mechanisms to prefund
PAYGO schemes. The consequences of these reforms vary greatly according to the measures
employed. The 1997 reform of the CPP/QPP is a good example of an instance whereby contribution
rates were raised to maintain the current level of benefits into the future. To rectify the actuarial
deficit of the plans, Canadian governments opted to gradually increase contribution rates, from 5.6
percent in 1996 to 9.9 percent in 2003, and to create reserve funds using the excess contributions.

An increasing number of countries have also sought to alter the public/private balance of their pen-
sion system, mainly to reduce the need for future public commitments by increasing the reliance on
private savings. They have done so in a variety of ways. Sweden has increased reliance on private sav-
ings by creating individual pension accounts, with a portion of the funds invested privately. It has
established a special agency (Premium Pension Authority) to handle these private pensions and facili-
tate the selection of investment funds. The United Kingdom is on the verge of creating a new individ-
ual accounts scheme (Department for Work and Pensions 2009). In the United States, President
George W. Bush'’s failed 2005 plan to reform Social Security included individual pension accounts.

The adoption of individual pension accounts in some OECD countries, often within public pension
programs similar to the CPP/QPP has led to debate in Canada on the merit of this policy tool.
However, while this policy tool was used in most countries to adjust to population aging and to pro-
tect public finances, the Canadian debate deals mainly with the social objectives of increasing pri-
vate savings and providing more adequate retirement incomes. Should this type of policy tool be
adopted in Canada as a complement to existing public programs — which for the most part are on a
solid footing, in contrast with the situation in many other OECD countries.

The major aims of this study are to examine emerging challenges to the Canadian pension
system and to analyze possible avenues for facilitating access to private pensions in light of
recent experiences abroad. As a result of the limited replacement rate provided by the
CPP/QPP, it is imperative that proper access to private retirement savings for middle- to high-
income earners be ensured or that the replacement rate be increased. This study considers
reform options of the former type.

No solutions involving the expansion of a public earnings-related pension plan (like the
CPP/QPP) are presented in this study. However, the government could well raise the cur-
rent CPP pensionable earnings ceiling; increase benefits by raising contribution rates; or
even create a new occupational scheme, as part of the CPP, for workers who are not cov-
ered by a company plan. The Ontario Expert Commission on Pensions raised these possi-
bilities in its final report and suggested that they be explored by the provinces at a
national pension summit. However, due to its limited mandate and resources, the
Commission did not explore these avenues (Expert Commission on Pensions 2008, 187-
88), and the third option was largely dismissed by finance ministers at their June 2010
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meeting. But the Quebec pension board (RRQ) considers the first two options in its latest
document on QPP reform (RRQ 2008), and the minister responsible for the RRQ and the
QPP has recently put forward a proposal built around the third option.

The paper is structured in four sections. The first section is an overview of the Canadian pen-
sion system. The second contains a discussion of some of the system’s key challenges, includ-
ing issues related to the maturation of RRSPs/RPPs and the shift now under way with regard to
occupational pensions. The third and fourth sections are analyses of experiences abroad and
in Saskatchewan, and include an assessment of the political and policy obstacles to the intro-
duction of similar programs in Canada.

Overview of the Canadian Pension System

he first component of the Canadian pension system consists of noncontributory, infla-
T tion-indexed benefits issued mainly on the basis of residency (OAS) and need (GIS). In
order to access these benefits, seniors must have lived in Canada for at least 10 years (table 1).
The programs are financed and administered by the federal government and represent 14 per-
cent of total yearly federal spending (Auditor General of Canada 2006).

The OAS is financed through general revenues and is provided to the vast majority of
Canadians as taxable income. A full benefit is issued to individuals aged 65 or older who have
resided in Canada for at least 40 years, and a partial, prorated benefit to those who have lived
in Canada for 10 to 40 years. In July 2010, the full benefit came to $6,222 per year. Following
the introduction of the clawback in 1989, individuals with a net income above $66,733 must
reimburse a portion of their OAS pension at a rate of 15 percent for each additional dollar of
income. Thus, those earning over $108,152 must reimburse the full amount. (For a broad dis-
cussion of the clawback and its implications, see Marier 2008a, 424-25; Service Canada 2010b.)

The GIS is a means-tested program targeting poorer seniors. Benefits are not taxable and their
level varies according to household composition and income; it is “taxed back” at a rate of 50
cents for every dollar of income other than OAS. In 2010, a single senior with no income
other than OAS could receive up to $7,854, over and above OAS (Service Canada 2010Db).
According to the 2004 Survey of Labour and Income Dynamic, 38 percent of Canadian retirees
receive some level of GIS (Marier and Skinner 2008). The GIS is completely phased out at a
non-OAS income of $15,720 for a single senior.

The second component of the Canadian pension system is the mandatory earnings-related
pension plan, the CPP/QPP.* Following the 1997 reform, the contribution rate for both the
CPP and the QPP currently (in 2010) stands at 9.9 percent of all earnings between $3,500 and
$47,200. In 2010, the average monthly CPP benefit is $505 and the maximum is almost $934
(or $11,210 per year) (Service Canada 2010a). Like most public earnings-related pension
schemes, the CPP/QPP includes redistributive features such as elimination of the worst years
of income (15 percent) for benefit-calculation purposes. Thus, for example, the worst seven
years of a 47-year career (from 18 to 65 years of age) are expunged to calculate average earn-
ings (see box 1) and determine benefit levels.
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Table 1: Key components of the Canadian pension system
Program Coverage Financing Annual benefits as of 2010
OAS All seniors aged 65 and over who » Federal general revenues > $6,222 if retirement income is
have lived in Canada for at least 40 under $66,733
years (for a full benefit) or between » 15% “clawback” when retire-
10 and 40 years (for a partial benefit) ment income is between
$66,733 and $108,152
> No benefit if retirement income
is over $108,152
GIS > Seniors 65 years and over with low » Federal general revenues > Single person and spouse of an
retirement income (maximum bene- OAS or Allowance' nonpension-
fit given to individuals with no er: maximum benefit of $7,854
income other than OAS) » Spouse of an OAS or Allowance
» Must have lived in Canada for 10 pensioner: maximum benefit of
years $5,186
» Each retirement income dollar
other than OAS reduces the GIS
benefit by 50 cents; therefore,
GIS stops being paid completely
at $15,720 of non-OAS income
for a single recipient and at
$20,784 for a couple
CPP/ » All workers with income over > 9.9% contributions split equally > Maximum benefit: $11,210 at
QPP $3,500 between employees and employ- age 65
ers for all income between $3,500 » Average CPP benefit at age 65
and $47,200 (for 2010) (March 2010): $6,061
» PAYGO programs, with excess > Average QPP benefit (2009):
contributions invested by the CPP $5,317
Investment Board/Caisse de depdt
et placement du Québec.
RPP > Individuals working for an employer » Varies — usually from employer » Varies according to each individ-
offering a pension plan and employee contributions ual plan.
» Tax deferral for contributions and
investment returns
RRSP > Individuals contributing to a per- > Individual contributions. » Varies according to individual con-
sonal pension plan » Tax deferral for contributions and tributions and the performance of
investment returns the investment option selected
Sources: RRQ (2010); Service Canada (2010a,b)
" The Allowance is another small-scale, limited program that provides income support to individuals aged 60 to 64 who have a spouse eligible for GIS benefits. As
such, it is integrated with the OAS/GIS.

It should be pointed out that, unlike the public earnings-related pension schemes of many
European countries, which are designed to provide an earnings-replacement rate above 50 per-
cent of the average wage, the CPP/QPP aims for a modest replacement rate of 25 percent of the
average wage for 40 years of contributions (i.e., 47 years minus the worst 7 years). As a result, the
role of private pensions is to ensure that most retirees receive adequate replacement income, as
opposed to mere subsistence income. The OECD has estimated that the average Canadian work-
er needs to contribute 3.8 percent of gross earnings to private pensions annually for 45 years in
order to achieve the average OECD gross replacement pension rate (OECD 2007, 84).°

The focus of this study is the privately administered portion of the Canadian pension system: com-
pany pension plans (such as RPPs), where coverage and benefit rates vary widely based on factors
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Box 1 — CPP and QPP

The CPP and the QPP are two separate but closely coordinated programs (for a description, see RRQ 2008, 65-
67). Both pension plans operate primarily on a PAYGO basis. In line with the 1997 reform, however, excess contri-
butions are now invested by the CPP Investment Board and this funded component should represent close to 25
percent of CPP obligations by 2025 (HRSDC 2007, 11); in the case of the QPP, excess contributions are invested
by the Caisse de depdt et placement du Québec. In contrast to the OAS and the GIS, the CPP is a joint
federal/provincial program. Changes to the CPP require substantial support from the provinces (at least two-thirds
of the provinces representing at least two-thirds of the population). Federal and provincial ministers meet every three
years as part of a scheduled financial review. The last review took place in 2009. Minor changes have been pro-
posed, such as removing the incentives for early retirement and increasing the general low-earnings drop-out. While
the CPP is not experiencing an actuarial deficit, the reverse is true for the QPP, partly as a result of an older popula-
tion, slower wage growth and a lower rate of labour-market participation among older workers. The Quebec gov-
ernment has been engaged in discussions to reform the QPP.

such as age, unionization and occupational status; and private savings, which can rely on various
instruments, such as RRSPs. This study examines options for improving replacement rates for future
retirees by increasing access to occupational and private pensions and by improving the manage-
ment of private pensions.

The Future of the Canadian Pension System

ension systems are very complex and have multiple concurrent policy goals that can be at
P odds with one another. These policy goals may include combatting poverty, reducing
inequalities, providing universal coverage, increasing private savings, ensuring similar policy
treatment or outcomes for every generation, and ensuring the good governance of pension
plans at a low administrative cost. This study focuses on two key stated goals of Canadian
pension policy: to ensure a minimum level of income for seniors, and to help Canadians
avoid significant changes in their living standard upon retirement (Horner 2009; Task Force
on Retirement Income Policy 1979).

Fighting poverty

As in many countries, in Canada the original pension legislation (in this case, the Old Age Pension
Act of 1927) provided for a form of social assistance determined by a means test, with the objective
of reducing poverty among the elderly. Alleviating poverty and reducing income inequalities
remain important goals today,* and Canada has been a world leader in tackling both problems
among the elderly. This can be attributed to the generosity of the pension income floor, consisting
of the OAS/GIS (Osberg 2001), and maturation of the CPP/QPP program (Myles 2000). However,
women and immigrants continue to have a comparatively high risk of poverty. Elderly women liv-
ing alone are more than twice as likely as seniors in general to be receiving the GIS (Marier and
Skinner 2008). Although the increasing participation of women in the labour market is likely to
generate stronger future pension rights that are independent of marital status, gender differences
are not expected to disappear, because women are still more likely than men to have career inter-
ruptions and to earn lower wages. As the population ages, elderly women and immigrants will like-
ly remain most at risk of poverty (Marier and Skinner 2008). But more Canadian seniors, both
women and men, could face such a risk if the OAS and GIS continue to be indexed to inflation
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only, and not to standards of living. Such an indexation policy implemented in France and the
United Kingdom has had a large impact on replacement rates and has produced a wide income gap
between retirees and average workers as retirees grow older. For example, the Balladur Reform of
1993 in France resulted in a 12 percent decline in replacement rates, and two-thirds of this impact
has been attributed to price-only indexation (Conseil d’orientation des retraites 2001).

Maintaining living standards

Another major objective of pension systems is to ensure an adequate replacement rate for
retirees. Although various elements, such as the cost of housing (Ritakallio 2003), social benefits
and the tax rate, influence the rate sought (and obtained) by workers, the general goal is that a
person’s standard of living will not decline drastically once s/he retires. In Canada, public pro-
grams such as the OAS, GIS and CPP/QPP provide a high replacement rate for low- to middle-
income earners (see table 2). However, individuals with above-average earnings experience a
sharp drop in income if they rely exclusively on public programs.

It is in this context that the role of private pensions and their relationship with the public pen-
sion system is particularly important. Even if the OAS, GIS and CPP/QPP maintain their current
level of benefits, many Canadians will still have to rely on private pensions to enjoy an adequate
replacement rate. Canada’s public system provides a 57 percent net replacement rate for the
average income earner, compared with an OECD average of 68 percent, and private voluntary
schemes add 37.5 percent, for a grand total of 94.6 percent of average income (see table 2). The
replacement rates drop considerably for those with above-average preretirement earnings.

Table 2: Average net replacement rates by earning levels (percent of net individual preretirement earnings)

Multiple of average earnings

0.5 0.75 1 1.5 2 2.5
Canada: mandatory
public programs’ 89.4 67.6 57.1 39.5 30.6 25.1
OECD average 84.1 73.2 68.7 64.3 59.4 54.5
Difference (Canada
less OECD average) +5.3 -5.6 -11.6 -24.8 -28.8 -29.4
Canada: public and
private programs 108.9 96.4 94.5 78.8 68.8 63.7

Source: OECD (2005, 52); author’s calculations.
" Includes OAS, GIS and CPP.

Canadian private pensions are the weakest components of the pension system. In contrast to the
OAS and the CPP/QPP, private pension plans provide uneven and unequal coverage. These plans
are mostly voluntary, operate under various rules and generate a wide range of benefits. As a
result, the maturity of private pension plans and current trends in their accessibility and generosi-
ty will likely have an appreciable impact on the capacity of the pension system to provide ade-
quate replacement income for many individuals with an average or above-average income.

The state’s role in private pensions is to act primarily as a regulator, rather than as an administra-
tor. But governments are usually not passive when it comes to private pensions; tax incentives
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represent a large, often underestimated, share of social expenditures. At least five OECD countries
(Australia, Canada, Ireland, the United Kingdom and the United States) devote more than 1 per-
cent of GDP to the subsidization of various pension plans (Adema and Ladaique 2005, 28).” In
Canada, private plans are regulated federally and provincially and receive preferential tax treat-
ment from both levels of government (for an extensive review of workplace pension plans, see
Baldwin 2007). Considering that in Canada direct expenditures on public pensions equalled 5.3
percent of GDP in 2001 (Baldwin 2007, 14), and government tax incentives to promote private
pensions were another 1 percent (for a total of 6.3 percent of GDP), these tax incentives represent
approximately 16 percent of total public expenditures on pensions.

Occupational pensions: A privilege?

Given that the earnings-related public plan has a replacement rate of only 25 percent for the
average wage-earner, employer-sponsored plans play a vital role in the retirement income of
Canadian workers. RPPs are the most common type of pension plan, but coverage is fairly nar-
row. In 2006 only 38.1 percent of workers participated in an RPP (Statistics Canada 2008b). The
key factors associated with the likelihood of participating in a company pension plan are full-
time employment, union membership, employment by a large organization, employment in the
public sector, seniority, and a high-status occupation (Lipsett and Reesor 1997). However, there
has been a 7-percentage-point decline in the coverage of company plans since 1991, when 45.3
percent of paid workers were covered (Statistics Canada 2008b). Using data from 1986 and 1997,
Morissette and Drolet (2001) attribute the shrinking coverage to a decline in union density and a
shift away from manufacturing toward industries with low pension coverage, such as services.

Regarding these figures, two points should be made. First, there is a wide gap between pension
coverage in the public and private sectors. In the public sector, coverage is widespread, with 82
percent of workers participating in a pension plan in 2006. In the private sector, coverage is much
more limited, with a 2006 participation rate of 23.8 percent, and is concentrated in large enter-
prises (Gougeon 2009). Second, there are now more women than men with RPP coverage. In
2006, 37.5 percent of male workers were enrolled in an RPP — a 12-percentage-point decline since
1991 — whereas women'’s coverage was 38.9 percent — a mere 1.9-point decline (Statistics
Canada 2008b). This outcome is partly attributable to the steady rise in the number of women in
the workforce; improved access to pension plans for part-timers; and employment growth in
those sectors of the economy with easy access to a pension plan and where women have a strong
presence, such as education and health care (Schembari 2006).

There are three types of occupational pension plans: defined benefit (DB) plans, defined contri-
bution (DC) plans, and group registered retirement savings plans (RRSPs).* The most common is
the DB plan. DB plans usually offer pension benefits on the basis of a formula factoring the num-
ber of years worked, age and best annual earnings. Thus, retirement income is predetermined and
it is the responsibility of the employer (or sponsor) to ensure that it has sufficient resources to
finance pension liabilities if the accumulated contributions and the investment returns from
these contributions do not cover employee pensions. It should be pointed out, however, that not
all risks are assumed by the employer, even though the employer is responsible for making addi-
tional contributions when liabilities outweigh assets in a pension plan. For example, the
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Estimating the costs of tax incentives is an extremely difficult task that has been the subject of numerous debates. For example, when an individual purchases an RRSP, the government forgoes current taxable income (the value of the RRSP) and future taxable income (returns earned on the RRSP investment). However, the government collects taxes once the RRSP has been cashed in. Thus, projections are required to assess the current  cost of RRSPs.

It should be noted that hybrid RPPs combining features of both DB and DC plans are becoming more widespread throughout Canada; see Baldwin (2008).
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employer can seek to increase employees’ contribution rates or alter pension indexation mecha-
nisms in order to sustain the DB plan, depending on the nature of the difficulties associated with
the plan. The worst-case scenario from the employee’s perspective may simply be termination of
the plan, which is likely when a firm goes bankrupt.

Several recent studies and reports have stressed the funding deficits experienced by DB plans
in Canada (Association of Canadian Pension Management 2005; Laidler and Robson 2007;
RRQ 200S5; Selody 2007). While the situation was considered “manageable” in 2005
(Department of Finance 2005, 3), the latest financial crisis will likely generate a different
assessment.’

There are multiple reasons for the plans’ funding deficits that extend beyond the recent finan-
cial crisis. First, the decline in long-term interest rates used in actuarial valuations has signifi-
cantly raised the costs of pension liabilities. Second, the decreasing returns on equities have
resulted in depressed funding ratios for the many plans holding a sizable portion of assets in
equity. Third, the increasing life expectancy of plan members has increased the costs of retire-
ment. With some companies facing the prospect of having as many as one retiree per employ-
ee, their pension liabilities are likely to increase (Armstrong 2004, 46). This problem is
accentuated by early retirement options (Tuer and Woodman 2005, 21-22).

Finally, many firms took a contribution holiday in the 1990s, when a number of plans experienced
a sizable surplus. The Income Tax Act was partly responsible for this situation, since it limited the
size of surpluses to 10 percent of liabilities (i.e., a DB plan’s funding level could not exceed 110 per-
cent of its liabilities; this cap was recently raised to 125 percent). Moreover, recent court decisions
have determined that funded pension plans are subject to classic trust legislation, meaning that a
portion of surpluses must be returned to all plan members, including retirees (Armstrong and
Selody 2005; Association of Canadian Pension Management 2005). Much uncertainty remains
when it comes to surpluses in DB plans, which explains why this issue has received particular
attention in recent provincial inquiries (Expert Commission on Pensions 2008; Joint Expert Panel
on Pension Standards 2008; Pension Review Panel 2008). Plan managers continue to face strong
disincentives against the accumulation of surpluses, which is counterintuitive in a volatile financial
environment. According to the RRQ, a third of the firms that took a contribution holiday in 2001
and 2003 experienced a pension plan funding deficit in 2005 (RRQ 2005, 31).

Among workers covered by an RPP, 83.6 percent are members of a DB plan (Statistics Canada
2008c¢). In 2004, 75.2 percent of private-sector workers with RPP coverage had a DB plan, down from
90.6 percent in 1984. Almost all civil servants (93.3 percent) continue to have DB pension coverage.
While there is a discernible trend away from DB plans in favour of DC and group RRSPs (GRRSPs),
the resilience of Canadian DB plans is unique relative to developments abroad (see box 2).

The second type of occupational pension plan is the DC plan. With DC plans, unlike DB plans,
benefits are not set in advance, because they are based solely on the contributions made by both
employee and employer and the returns earned on these contributions. Also, the risks associated
with pension income are borne mostly by the employee. Each employee usually has his/her own
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The standard measure for evaluating the health of a DB pension plan is the solvency ratio, which corresponds to the market value of the plan’s assets divided by the plan’s solvency liabilities. Thus, a ratio above 1 indicates that the plan has a surplus and a score below 1 indicates a deficit. Preliminary figures demonstrate that the last financial crisis has had a strong negative impact on many Canadian pension plans. Watson Wyatt’s recent survey of Canadian pension plans found that the typical solvency ratio declined by 27 percentage points in 2008 (0.96 to 0.69) (Towers Watson 2009).
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Box 2 — Recent developments abroad: Occupational pension plans in the United
Kingdom and the United States

In the United Kingdom, as in Canada, the shift from DB to DC schemes and the declining coverage occurred pri-
marily in the private sector. In the United Kingdom, active DB plans in the private sector shrank by 60 percent dur-
ing the period 1995 to 2003. By the year 2003, only 14 percent of new workers in the private sector were covered
by a DB scheme and 53 percent of British workers were not covered by any employer-sponsored pension scheme
(Pensions Commission 2004, 80-89).

In the United States, profound changes have taken place over the past 20 years. In 2005, 21 percent of workers in
the private sector were covered by a DB plan — a decrease of 11 percentage points since 1992/93. DC plans, on
the other hand, grew by 7 percentage points, reaching 42 percent of private sector workers. Interestingly, 53 per-
cent of workers were offered a DC plan and 11 percent refused to participate in 2005. Virtually all workers offered a
DB plan accepted (Costo 2006, 58-59)." The most recent figures are almost identical, with 20 percent of private-
industry workers participating in a DB plan and 43 percent participating in a DC plan. Currently, 51 percent of pri-
vate sector workers are covered by a pension plan (Bureau of Labor Statistics 2010).2

The predominance of DB plans in Canada relative to the United States has received some attention in the literature.
The main reasons for Canada’s broader DB coverage are its higher rate of unionization, the larger size of its public

service and the tax deductions it allows for DB plans (employee contributions are tax-deductible in Canada but not
in the United States) (Luchak, Fang, and Gunderson 2004). Brown and Liu (2001) largely support these arguments
but add that pension regulations, the poorer performance of Canadian investments and the fact that Canadians are
more risk-averse help explain the relative popularity of DB plans in Canada.

" These coverage figures include 401(k) plans as DC plans. The 401(k), which takes its name from the section of the Internal Revenue Code that estab-
lished this type of pension plan, is akin to the Canadian GRRSP. Figures provided by Statistics Canada do not cover GRRSPs because an RRSP is not an
RPP. The strong increase in 401(k) plans is partly responsible for the increased participation in DC plans in the United States.

2 This total figure is lower than the sum of DB and DC plan participation because some workers participated in both types of plan.

account, and risks are not pooled within the firm. Thus, two workers with the same work histo-
ry, wage and pension contributions may end up receiving very different pension incomes,
depending on their investment decisions and the period during which they invested.

As suggested by the current trend away from DB plans, employers generally prefer DC plans,
because they result in lower direct and indirect costs to them (Aaronson and Coronado 2005;
Hustead 1998). DC plans also provide more cost certainty for employers, who are responsible
only for making their contributions and paying their share of administration fees, whereas DB
plans entail more responsibilities. According to an American study, with DC plans the employer
cost per worker is reduced by 1.7 percent to 3.5 percent (Ghilarducci and Sun 2006). For example,
employers do not have to make adjustments if members live longer or if equities held by their
pension plan generate lower returns than expected. Workers who change employers often are also
likely to prefer DC plans, because the rules associated with DB plans tend to favour individuals
who have a long career with the same employer (see box 3); this explains why employees are also
partly responsible for the shift towards DC plans (Aaronson and Coronado 2005). In a nutshell,
DC plans offer more flexibility to both employers and employees (Mitchell and Schieber 1998).

A third option, the GRRSP, is increasing in popularity (Luchak and Fang 2005; Pozzebon 2005).
This is not a registered pension plan like DC and DB plans, and thus is more flexible for the
employer. In a GRRSP, the employer simply facilitates its workers’ purchase of an RRSP, which
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Box 3 — DB plans and labour mobility

DB plans, where benefits are traditionally calculated as a proportion of final wage, penalize labour mobility. Consider
companies A and B. In both cases, the annual accrual rate is of 1/100th per year employed. Thus, if my final wage is
$100,000 and | worked at company A for 40 years, | will receive a $40,000 annual pension from company A (since
40/100 x 100,000 = 40,000). However, if | leave company A after 20 years (when my salary is $60,000) and join com-
pany B for the next 20, also with a final salary of $100,000, my pension will decrease by $8,000. | will receive $12,000
from company A (20/100 x 60,000) and $20,000 from company B (20/100 x 100,000), for a total of $32,000.

receives tax treatment similar to other RRSPs. There are no contractual obligations tying
employers to their workers. The employer can add its own contribution, which it can reduce,
increase or withdraw at any time. (Luchak and Fang 2005; Pozzebon 2005). The employer can
even increase its contribution for some workers and not others. Also, the employer does not
assume administrative responsibility beyond collecting payroll contributions — a task usually
given to an outside party managing the individual funds — and, as in the case of DC plans, is
not liable for guaranteeing a specific retirement income.

Few studies have captured the extent of the increase in the reach of GRRSPs, especially with
respect to coverage and contribution rates. However, recent publications found a sharp rise in
their popularity. Using survey data collected from more than five thousand workplaces from
1999 to 2001, Luchak and Fang (2005) found that, while the number of workplaces offering
RPPs or hybrid plans (defined here as RPPs and GRRSPs concurrently)™ declined by 10.8 percent
and 7.4 percent, respectively; the number of those offering only GRRSPs increased by 21.2 per-
cent. Other sources point to significant increases as well. GRRSP deposits grew by 25 percent
between 2003 and 2004 (from $82 to $102 million), and a 2003 survey found a twofold
increase in GRRSP contributions between 1993 and 2003 (Sipes 2005).

Although current shifts in pension plan coverage offered by employers, mostly affecting pri-
vate-sector workers, are likely to have a long-term impact on retirement income levels, the key
issue remains: more than 50 percent of employed Canadian tax filers do not currently partici-
pate in either an RPP or a RRSP (Moussaly 2010). If we exclude the public sector, where cover-
age is nearly universal, more than 75 percent of private-sector workers are not covered by an
RPP (Gougeon 2009). What is particularly alarming is that an even larger portion of the
younger workforce is not covered, which could bring an end to the gains recently achieved in
retirement income levels (LaRochelle-Coté, Myles, and Picot 2008); for example, between the
mid-1980s and the mid-1990s, coverage actually declined slightly among women aged 25 to
34, although it rose for those aged 35 to 54 (Morissette and Drolet 2001).

Pension management and fragmented regulation

In the private sector, the Canadian landscape is complicated by the presence of multiple regu-
latory regimes. According to the Canadian Association of Pension Supervisory Authorities
(2004), this contributes to administrative complexity for companies operating in more than
one province, because occupational pension plans are regulated by provincial or federal
authorities that have different rules. For example, British Columbia and Quebec have clauses
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In Luchak and Fang (2005), a “hybrid plan” is the result when a workplace offers both GRRSPs and RPPs. This departs from the usual definition of a hybrid plan: an RPP with characteristics of both DB- and DC-type plans.
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allowing employers to make participation compulsory (Tapia 2008), while plan membership is
always compulsory in Manitoba (Hering and Kpessa 2008). The federal government regulates
pensions in industries such as banking and transportation. Moreover, recent reforms have led
to greater divergence across Canada, making it more difficult to integrate private pension reg-
ulations (Hering and Kpessa 2008).

The Joint Expert Panel on Pension Standards, established by the Alberta and British Columbia
governments, has called for measures to facilitate harmonization across the country (2008).
However, the advocates of harmonization may be facing an uphill battle. The Nova Scotia
Pension Review Panel (PRP) stresses that the nonharmonization of occupational pensions is a
positive factor, because it is a source of innovation; it rejects the possibility of harmonization
due to the “independence of different jurisdictions” (PRP 2008).

The ability of private pension plans to safeguard prior investments (or promises) has also been
questioned. Beyond cases that have attracted media attention, such as pension losses due to
bankruptcy or poor stock market performance, the overall governance and management of
private pension plans have also been criticized (Ambachtsheer 2004, 2007; Reynolds 2007).

Can RRSPs replace RPPs?

The lack of extensive occupational pension coverage in the private sector means that many
workers need to establish their own pension plan; they will likely face a sizable reduction in
living standards if they rely on the CPP/QPP, the OAS and, potentially, the GIS. However, indi-
vidual private pension coverage and benefits for many middle- to high-income earners are not
adequate, resulting in dramatically lower replacement rates. The findings of current studies
also demonstrate that fewer young workers (aged 25 to 34) are contributing to RRSPs (41 per-
cent in 1997, compared to 34 percent in 2008) (Moussaly 2010).

The RRSP was created in 1957 (as the registered retirement annuity) to compensate for the lack of
employer-sponsored pension plan coverage for a large segment of the workforce. In the 1970s, the
Registered Retirement Income Fund (RRIF) was created to allow retirees to withdraw RRSP invest-
ments gradually or transform them into annuities without the tax penalty associated with com-
plete withdrawal. The RRSP’s status within the Canadian pension system was solidified in 1984,
when the federal government explicitly stated that the CPP/QPP would not be expanded and that
private pensions would provide the additional resources for retirement (Baldwin 2007; Boychuk
and Banting 2008). Major changes were made in 1991, when tax deductions were equalized
between RPPs and RRSPs and the contribution ceilings for both plans were raised considerably
(they have since been raised again). The Conservative government recently modified the RRSP by
allowing individuals to wait until 71 years of age, instead of 69, to convert their RRSPs into RRIFs.

Despite the presence of RRSPs, multiple hurdles contribute to generally lower retirement incomes
for individuals who are not covered by an RPP. First, administrative costs are higher for individual
investors than for group pension plans. For instance, despite the management and safeguarding
issues cited above, administrative costs associated with private pension plans tend to favour
workers in large firms with sizable pension assets. Ambachtsheer (2004) estimates that a tenfold

IRPP Study, No. 9, September 2010 13



Improving Canada’s Retirement Saving: Lessons from Abroad, Ideas from Home

difference in pension assets managed by two funds leads to a difference in annual administrative
costs of 0.45 percent of assets in favour of the larger fund. Furthermore, basic computations show
that charging 1 percent of assets annually to administer a pension fund depletes the fund’s accu-
mulated balance by 20 percent over a 40-year period (OECD 2001). This issue is starting to receive
the attention it deserves, figuring prominently in recent provincial commissions reports (Expert
Commission on Pensions 2008; Joint Expert Panel on Pension Standards 2008; PRP 2008).

Second, unlike RRSPs, RPPs offer the opportunity to pool pension risks, thus reducing uncertainty
and increasing the likelihood of higher returns and higher retirement income. Third, individual pen-
sion plans like RRSPs require that individuals be aware of the risks and uncertainties associated with
retirement. The literature concludes almost unanimously that individuals, regardless of their income
and for a variety of reasons, underestimate the cost of retirement. Likewise, individuals do not know
how to deal with the uncertainties associated with private investments, have difficulty finding the
proper information and do not make the “right” investment decisions (Bernatzi and Thaler 2001;
Byrne 2004; Diamond 1977; Hey 2002). As a result, RRSPs are a poor substitute for RPPs.

Lessons from abroad, ideas from home

While in Canada the key public pension programs (OAS, GIS and CPP/QPP) provide a solid base
for the future, the shrinking coverage of private pension plans is alarming, given their role in pro-
viding adequate retirement income for a majority of people. In the following two sections, I review
potential policy solutions to this problem by exploring the enactment of reforms in certain juris-
dictions that have sought to extend the coverage and generosity of private pensions, I present five
cases — Sweden, the United Kingdom, New Zealand, Norway and Saskatchewan — where meas-
ures have been taken to improve access to private pensions.

These five cases were chosen because the reforms were introduced within well-established pen-
sion systems. This matters greatly because the introduction (or the replacement) of a component
in a pension system involves multiple political and administrative hurdles. Policy-makers must
overcome the inertia generated by the existence of a current policy and by clientele groups with a
stake in particular programs (Hogwood and Peters 1982). As a result, most of the ambitious
reforms in industrialized countries have been instituted following lengthy studies, debates and
negotiations. The literature is filled with examples of pension policy stressing the difficulties of
introducing reforms (Béland 2001; Bonoli 2000; Marier 2008c; Pierson 1994). There is as much to
be learned from the process under which reforms are introduced as from the measures imple-
mented. For each case, a succinct assessment will be made as to how such reforms could be imple-
mented in Canada (see table 3).

Lessons from Abroad: Sweden, the United Kingdom, New Zealand

and Norway
Mandatory individual accounts: Sweden

he Swedish case offers interesting lessons for Canada, for two reasons." First, Sweden’s
T new pension system includes a mandatory funded component administered and super-
vised by a government agency. Second, an ambitious reform was enacted in a difficult context,
since it required the approval of many political parties (see box 4).
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The Swedish government has published a reader-friendly English summary of the Swedish pension system, including a discussion of the 1994-98 reform; it is available at http://www.regeringen.se/content/1/c6/02/42/21/aa589a7c. pdf. The exchange rate between the Swedish crown and the Canadian dollar has fluctuated between 6 and 7 crowns to the dollar over the past 15 years. To simplify the discussion, an exchange rate of 6.5 was used in this study. 
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Box 4 — Swedish pension reform: Background

Instead of altering the parameters of its public earnings-related pension scheme (ATP), the Swedish government
introduced a new pension scheme with its ambitious pension reform in 1998. The ATP system had difficulties very
similar to those of the CPP/QPP prior to the 1997 reform. As a result of population aging and slow economic
growth, changes were necessary to ensure the long-term viability of the public scheme. In order to ensure the
adoption of a major bill in the legislature, Swedish authorities usually rely on parliamentary commissions. These
commissions fulfill multiple functions, such as gathering expert opinion on a specific topic, introducing solutions to
policy problems and securing compromises among political parties. Since pensions are one of the most divisive
issues in Swedish politics, in 1991 the government appointed a special working group comprising senior civil ser-
vants and Members of Parliament from all parties. In spite of an impending election and internal division within the
Social Democratic Party, an agreement in principle was reached in 1994 and new pension legislation was adopted
in 1998. (For discussion of the Swedish pension system, see Holzmann and Palmer 2006; Lundberg 2003; Marier
2008b; Palme 2005; Palmer 2000.)

The structure of Sweden’s pension system prior to the 1994-98 reform was similar to that of
Canada’s. It included a generous fundamental pension (folkpension), provided on the basis of citi-
zenship, similar to the OAS. In 1994, a single pensioner received SEK33,116 (roughly $5,100) per
year, and married pensioners SEK27,079 ($4,200) each. Low-income retirees were eligible for a
means-tested supplement similar to the GIS, raising the basic pension for a single person to
SEKS2,261 ($8,000) (Statens offentliga utredningar 1994, 24). In the 1994-98 reform, the two ben-
efits were amalgamated. The new, single-benefit guaranteed pension is means-tested only with
respect to retirement income originating from the public earnings-related plan. In 2009 the maxi-
mum benefit for a single pensioner under the guaranteed pension was approximately $14,000.
Other sources of retirement income, such as occupational pensions, are not taken into account in
calculating the guaranteed pension.

Sweden’s former pension system also included a mandatory public earnings-related scheme (ATP,
or National Supplementary Pension) similar to the CPP/QPP, with a contribution floor and ceil-
ing. However, the ceiling, which was not affected by the reform, was set at a higher level than
Canada’s (at roughly $51,000 in 2010). Moreover, the contribution rate was significantly higher,
at 13 percent,”” which resulted in more generous benefits. In order to receive a full pension, a
person had to work a minimum of 30 years. A 60 percent replacement was then calculated using
the best 15 working years. Excess contributions were invested by investment agencies (the so-
called AP funds, or National Pension Funds); in this respect, the ATP was similar to the CPP/QPP.
Due to the generosity of the ATP scheme, occupational pensions play a minor role in Sweden.

Now, after a long transition period, the new public earnings-related pension scheme is based
on the “life income principle” and relies on the principle that every Swedish crown con-
tributed to the pension scheme (up to the ceiling) should count in the calculation of one’s
public pension. Essentially, everyone who works an additional year should receive a higher
pension based on the amount contributed during that year. Instead of focusing on the elimi-
nation of the worst years to achieve redistributive aims, the new system compensates for life
events that prevent individuals from participating in the labour market (such as the birth of a
child, unemployment or military service).
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In this reformed scheme, every additional day worked generates additional pension benefits. In
the previous system, by contrast, pension gains were marginal for anyone working an additional
year beyond the 30" year of contribution. The contributions made for each individual, at a rate
of 16 percent of pay (shared between employer and employee), are now recorded in a “notional
personal account,” whose value is automatically indexed on general earnings trends each year
and which serves to determine benefits upon retirement. However, this account is not funded
and thus the system remains PAYGO; this type of pension scheme has been called a “notional
defined contribution” (NDC) scheme (see Palmer 2006). The Swedish reform has attracted inter-
national interest and has been emulated in Latvia and Poland.

More interesting for the purpose of this study was the introduction, within the public scheme, of
private individual pension accounts administered by the newly created Premium Pension
Authority (PPM). In the new public pension scheme, therefore, two types of contribution are col-
lected on earned income, up to the ceiling: a 16 percent contribution managed on a PAYGO (but
NDC) basis, as described above; and an additional mandatory 2.5 percent contribution (also shared
by employer and employee) invested in private individual pension accounts. In contrast to the
NDC scheme, the latter are pure DC, fully funded accounts and the retirement benefits they gener-
ate will depend solely on the contributions made into them and the actual returns they earn.

In 2000, after a mass information campaign, all working Swedes received a distinctive orange
envelope asking them to select investment funds for their 2.5 percent contribution. Every year
since, contributors have received an orange envelope containing information on their private
individual pension account, asking them to select an investment fund and explaining that they
have the option of switching funds. As of 2008, 785 investment funds were registered with PPM.
Individuals can opt not to select a fund, in which case their assets are managed by a publicly
managed default fund called the Seventh AP Fund (which is integrated with the broader public,
earnings-related NDC scheme). But once a contributor has opted to select a nondefault fund, s/he
can no longer revert to the default fund. At the end of 2008, 57 percent of contributors had select-
ed a fund (Premiepensionsmyndigheten 2009). For the past six years (including 2008, a turbulent
year), the default fund has had an average annual return of 6.9 percent, compared to 5.5 percent
for contributors who made a selection (Sjunde AP-Funden 2009, 11). With a steady group who
continue to choose not to choose, the administrators of the default fund were mandated to create
default “generational funds” (generationsfondsalternativ) in 2009, which are funds with higher risk
for younger cohorts and limited risk for those nearing retirement (Sjunde AP-Funden 2009, 11).

It is worth pointing out that the long-term future of the new pension system rests on a solid politi-
cal compromise involving five major parties (which represented more than 80 percent of all parlia-
mentary seats at the time it was reached). Therefore, in contrast to the British situation (see below),
policy reversal is highly unlikely. A stable pension framework is in place for years to come. This is
an extremely valuable feature in a policy area that requires long-term planning and execution.

The Swedish system of mandatory individual accounts would be unlikely to succeed in
Canada. The introduction of this feature into the Canadian pension system would necessitate
revisiting the 1997 CPP/QPP reform agreement, a problematic endeavour since any changes
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must have the support of at least two-thirds of the provinces, representing at least two-thirds
of the population. The idea of a private component within the CPP/QPP was briefly discussed
in the 1990s but failed to garner support (see, for example, Béland 2006; Bernier 2003).

As a result, mandatory individual accounts would likely have to be introduced as a supplement
to the CPP/QPP, and the contribution rates would have to be higher than Sweden’s 2.5 percent
if the primary objective is to increase replacement rates substantially.” This option poses two
challenges. First, in Canada, unlike in Sweden, privately managed pensions are well organized
and RPPs/RRSPs are now strongly established within the pension system. Adding a new and
mandatory system of individual accounts would increase the complexity of the pension sys-
tem, especially for individuals who are already covered by an RPP and contribute regularly to
an RRSP. Second, it would result in higher contribution rates. Assuming that new contributions
would be shared between employees and employers, as is the case for the CPP/QPP,* employers
who already have established occupational pension plans would likely terminate them or
reduce their generosity to avoid contributing to three different pension schemes.

Nevertheless, mandatory pension schemes such as Sweden’s private individual accounts have clear
advantages. For instance, they ensure a high level of participation and broad coverage. Moreover,
the creation of the PPM in Sweden has made it easier for individuals to select and manage their pri-
vate pensions and has played a role in educating the population about private pensions. In spite of
these efforts, it is easy for citizens to feel confused, with more than 750 funds from which to
choose — a situation that is partly responsible for the high proportion of individuals (43 percent)
staying with the default fund."”® Some confusion remains with regard to the new pension system.
For example, while 96 percent of Swedes are aware that they can select their own pension fund,
only 29 percent know that not making a selection results in placement in the default fund. In addi-
tion, only 43 percent of Swedes know that the mandatory contributions to their private individual
accounts are integrated with the universal pension system (Premiepensionsmyndigheten 2010, 47).
Nonetheless, Sweden has achieved a much higher active selection rate than Australia, where close
to 90 percent of individuals remain with the default option for their mandatory occupational
scheme (Fear and Pace 2008). The PPM has also ensured that administrative fees are kept low.
Among the most interesting features of the Swedish funded individual pension accounts are their
very low management fees (0.31 percent) and administration costs (0.19 percent goes to the PPM)
(Premiepensionsmyndigheten 2010) and the good financial performance of the default fund.

The most likely scenario in the Canadian context would be a modified version of the Swedish
individual pension accounts, to be introduced as a mandatory measure for workers who are not
covered by occupational pensions. This option would ensure that all workers are covered by
either an occupational pension or individual pension accounts regulated by a new pension
agency (similar to the PPM). The new agency could require that eligible investment funds meet
specific criteria, such as low administration fees and a proper mix of risk. Both the pension
industry and individuals could benefit from economies of scale. The creation of a good default
option is also essential in this kind of initiative. However, setting up an agency to serve the
needs of workers not covered by occupational pension plans might require an agreement
among the provinces, which could prove difficult. Moreover, this option might generate disin-
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As stated earlier, the OECD estimates that additional savings equivalent to 3.8 percent of gross earnings for 45 years are needed for the average Canadian worker to reach the average OECD gross replacement rate.

Of course, this need not be the case; a mechanism could likely be devised whereby only employees would contribute to their individual accounts.
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centives for employers to provide an occupational plan because they would not have to con-
tribute anything to private individual accounts. One way to resolve this situation would be to
introduce mandatory contributions among employers who do not offer an occupational plan.

Automatic-enrolment individual accounts: The United Kingdom and New Zealand

The introduction of automatic enrolment as a policy option to increase participation in pension
plans is fairly recent. Automatic enrolment has been presented as a response to the ongoing
question of whether to adopt voluntary or mandatory pension schemes. While mandatory
schemes have been criticized for restricting individual choice and imposing a one-size-fits-all
solution, voluntary schemes have resulted in wide gaps in both coverage and generosity.'
Although there is little opposition to mandatory public programs like the CPP/QPP, or Social
Security in the United States, occupational pensions have been the subject of debate. In the
United Kingdom, the mandatory/voluntary debate on occupational pensions was omnipresent
in discussions leading up to an ambitious 2007/08 reform, initiated largely because of a steady
decline in the coverage of occupational pensions that has not been offset by a similar rise in pri-
vate savings. By 2005/06 only 42 percent of the working-age population in the United Kingdom
was contributing to some type of private pension (Department for Work and Pensions 2008, 16).
Similar discussions in New Zealand resulted in the creation of the KiwiSaver in 2006.

In the case of occupational pensions, automatic enrolment refers to the process by which individ-
uals are automatically registered for a pension plan when they begin employment. In contrast to
purely voluntary solutions, the default option is membership in the plan. Individuals must, then,
actively choose to leave a plan, as opposed to choosing to join it. Also in contrast to mandatory
solutions, individuals can choose to withdraw from the plan (opt out) at no cost. American stud-
ies have shown that if individuals are automatically enrolled in a 401(k) (similar to a GRRSP) by
their employer, instead of having to actively choose to participate in the plan, participation rates
will be significantly higher; moreover, individuals are likely to take the default contribution rate
to be the appropriate savings rate (Madrian and Shea 2001; Thaler and Sunstein 2003). These
studies suggest that, for both automatic and voluntary enrolment, “procrastination” and difficul-
ty finding appropriate information compel individuals to avoid making a decision (in this case to
opt out or to join a plan). These findings contradict key assumptions held in the economics litera-
ture about the capacity of individuals to make decisions that are in their best interests. They have
led various countries to consider automatic enrolment as part of their pension reform. This is the
case for both the United Kingdom and New Zealand. These two countries have recently launched
programs to increase the coverage of occupational pensions, and they have introduced tax incen-
tives to entice individuals to remain enrolled.

The United Kingdom’s National Employment Savings Trust (NEST)"”

Given the more than one hundred parameters its taxpayers must consider when estimating
their pension income, the United Kingdom has earned the distinction of having “the most
complex pension system in the world” (Pensions Commission 2004, 210) (see box 5). While
the CPP is more difficult to alter than certain elements of the Canadian Constitution, the
British pension system can be changed with an Act of Parliament. This feature of British poli-
tics, combined with the fact that pensions are a highly politicized issue in the United

IRPP Study, No. 9, September 2010 19
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Box 5 — The complex British pension system and its reforms'

The United Kingdom’s Basic State Pension (BSP) is a quasi-flat benefit for which individuals must contribute 11 per-
cent of annual earnings between £4,475 and £26,600 and 1 percent of earnings above £26,600. The BSP is not
favourable to individuals with limited lalbour market experience (primarily women), since pension rights that would yield
less than 25 percent of the full benefit are ignored — that is, it is only possible to receive between 25 percent and 100
percent of the full benefit. The latter stood at £98 per week in 2010/11 (DirectGov UK 2010), for 44 years of contribu-
tions for men or 39 years for women (to be reduced to 30 years for both sexes with the 2007 reform). There are vari-
ous credits for child, elderly and sick care, but the value of the BSP has shrunk considerably since its indexation on
prices only, in 1980.

Beside the BSP is a means-tested pension, the Pension Credit, which ensures that every citizen above the age of 60
receives a minimum income of £124 per week (roughly $200). To encourage private pension savings among low-
income individuals, only 40 percent of income from private savings is included in the means test.

The mandatory public earnings-related pension scheme is the State Second Pension (S2P), which replaced the previ-
ous State Earnings-Related Pension Scheme (SERPS) created in 1978. The S2P was introduced by the Labour gov-
ernment in 2001 to increase pension income for low-income earners, but it is also indexed to prices only; the 2007
reform will transform the S2P into an explicitly flat benefit. A parallel private earnings-related system has operated
alongside the public system, whereby individuals could opt out of the SERPS/S2P as long as minimum requirements
were met by their chosen private plan (which could be occupational or personal). To a certain extent, occupational
pensions were therefore integrated with the public earnings-related schemes; the 2007 reform will restrict this mecha-
nism starting in 2012.

The 2001 reforms had also introduced Stakeholder Pensions, a form of voluntary occupational pensions eligible for
SERPS/S2P opting-out at the time, to increase private plan coverage among workers earning between £9,000 and
£18,500 per year. That group rarely has access to an occupational pension plan, and the government sought to pro-
vide it with a low-cost investment vehicle. These plans had to meet certain criteria — such as administrative costs
below 1 percent of the fund’s value — and were expected to make it easier for small businesses to offer pension cov-
erage to their workers.

1. For a more detailed review, see Pensions Commission (2004, appendix F).

Kingdom, has resulted in perpetual reforms — the worst-case scenario for a policy area requir-
ing long-term horizons. Conservative and Labour governments have systematically over-
turned whatever changes were made to the pension system by their predecessor.

The earnings-related public pension scheme created by the Labour government in the late 1970s
(SERPS) was amended in the 1980s to reduce the generosity of public benefits and to subsidize a
parallel private system for workers wishing to opt out. The Labour return to power in the 1990s
resulted in new reforms in 1999-2001 that introduced the S2P and voluntary Stakeholder Pensions.
However, the government failed to achieve its objectives of increasing the importance of voluntary
occupational pensions and easing the pressure on state pension programs. Stakeholder Pensions
did not attract small businesses (less than 4 percent participated), and plans consist mostly of
“empty shells with no contributing members” (Pensions Commission 2004, 92). Occupational
pensions also underwent a crisis: membership in DB plans fell by 60 percent between 1995 and
2003, at which point only 14 percent of new entrants were being offered a DB plan (Pensions
Commission 2004, 84). Observers forecast that up to 82 percent of pensioners would have to resort
to means-tested benefits (Cohen and Hall 2004).

20 IRPP Study, No. 9, September 2010



Improving Canada’s Retirement Saving: Lessons from Abroad, Ideas from Home

Consequently, the Blair government appointed the Pensions Commission in 2002. The
Commission’s reports formed the basis of the pensions acts of 2007 and 2008. The 2007
Pensions Act included a shortening of the contribution period required to obtain the BSP and a
change in its indexation mechanism to make it more generous; transformation of the S2P into
a flat-rate benefit and elimination of the S2P opting-out arrangement for DC private plans;
and an increase in the normal retirement age to 68 years between 2024 and 2046. The 2008
Pensions Act introduced automatic enrolment in either an occupational pension plan or a
default individual pension account (NEST), beginning in 2012.

These reforms sought to address two problems. Measures related to the BSP and the S2P clearly
sought to reduce the number of retirees relying on means-tested benefits: poverty rates among
British elderly were expected to rise sharply as a result of the limited indexation and contribu-
tory nature of the BSP and the reduced generosity of the SERPS/S2P. The government
addressed the decreasing coverage and generosity of occupational pension plans, also a source
of future poverty among the elderly, by creating the NEST, which will provide fully funded DC
individual accounts, and by introducing automatic enrolment into either the NEST or an
employer-sponsored plan meeting minimum requirements.

The NEST and the automatic enrolment procedure are gradually being rolled out and imple-
mented. Beginning in 2017, workers will contribute a minimum of 4 percent of pay; addition-
al contributions will consist of (at least) 3 percent of pay coming from employers and a
1 percent tax relief from the state. These contributions, which cannot exceed £3,600 per year,
will be collected on earnings between £5,034 and £33,540."® The NEST will be an arm’s-length
trust governed by an independent board of directors; the Pensions Regulator will enforce the
automatic-enrolment provisions. No transfers in and out of the NEST will be allowed; in this
respect, the NEST contrasts with earlier pension regimes.

New Zealand’s KiwiSaver

Although the principles on which it is based are different from those underlying the Canadian
public pension system, New Zealand’s superannuation plan has achieved similar policy outcomes.
Poverty rates among retirees are lower in New Zealand than in any other OECD country and are
substantially lower than those among the workforce (Paul, Rashbrooke, and Rea 2006). This is due
to a combination of a generous universal pension, a high rate of mortgage-free home ownership
among the elderly, and private savings (Periodic Report Group 2003). New Zealand does not have
an earnings-related public pension scheme like the CPP. Instead, it has a superannuation plan
(equivalent to a very generous OAS) for those aged 65 and over. This plan provides flat benefits to
those who pass a residency test.” Benefit rates are currently set at 66 percent of the net average
wage in New Zealand for couples and at 60 percent or 65 percent for singles, depending on their
living arrangements (Kritzer 2007).> Moreover, the plan is financed not by contributions but from
general revenues. Faced with an increasing proportion of individuals aged 65 and over, the gov-
ernment established a superannuation fund in 2001 to offset a portion of future costs. Prior to
implementation of the KiwiSaver program, New Zealand had no tax incentive to bolster private
savings or to favour the development of occupational pension plans. Tax concessions had been
introduced in 1915 but these were eliminated in 1988 (Preston 2004, 16).
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Like Canadians, New Zealanders experienced a decline in both coverage and generosity with
respect to company pension plans. DB plans lost a third of their membership in the period
1990 to 2004. By 2004, the proportion of the workforce covered by a company pension plan
had plummeted to 14.1 percent (Paul, Rashbrooke, and Rea 2006, 130) — much lower than
the approximately 40 percent in Canada. The 2003 report of the Periodic Report Group*
stressed that pension arrangements failed to achieve an adequate replacement rate for middle-
income earners, who could save more and thus be assured of a larger pension.

The government’s response was the creation of the KiwiSaver scheme, which consists of
subsidized individual pension accounts. The scheme was developed in 2006 and became
operational on July 1, 2007.>> New workers aged 18 to 65 are automatically enrolled in a
KiwiSaver account but can opt out between the second and eighth week of employment.
Their contributions are placed in one of six default funds and workers can choose to move
their account to a nondefault provider at any time. Individuals were initially enrolled at a
default contribution rate of 4 percent of gross earnings but could opt to increase their
monthly contribution to 8 percent of gross earnings. Individuals who were already
employed before the scheme was introduced can opt in, and employers can also opt in on
behalf of their employees. The government has created incentives to discourage opting
out. First, it provides a one-time payment of NZ§1,000 ($750), which is deposited directly
into the individual’s KiwiSaver account. Second, it provides a subsidy of up to NZ$20 ($15)
weekly (up to NZ$1,040 yearly) for continuous contributions; this is also deposited directly
into the account (Kritzer 2007).

Since 2008, employers have been required to contribute to the individual accounts of their
workers. The rate was originally expected to be increased to 4 percent of the employee’s gross
salary in 2011 (up from 1 percent in 2008). Under certain conditions, employers already con-
tributing to an occupational plan can offset their contributions to KiwiSaver against their con-
tributions to their occupational plan.

After coming to power in 2008, the new National Party government introduced minor changes
to the KiwiSaver. These were implemented in April 2009. The changes sought to reduce the
costs of government subsidies — costs have been much higher than expected due to the
immense popularity of the KiwiSaver; they reached NZ$1.655 billion during the first two years
(Evaluation Services 2009) — and curb upcoming employer contributions. First, the minimum
contribution rate for employers was set at 2 percent instead of 4 percent; any contributions
made above this ceiling will not be tax exempt. Second, the original employer tax credit was
discontinued. Third, the minimum worker contribution rate was reduced from 4 percent to 2
percent, with the new default contribution rate set also at 2 percent. Finally, an amendment
was made ensuring that employees would not experience a decline in their gross pay as a result
of their decision to join the KiwiSaver.

Though not long in place, the KiwiSaver program has been much more popular than expected.
The membership was 716,637 at the end of year one (June 30, 2008), a level that was not expect-
ed to be achieved until 2011 (Evaluation Services 2008, 6). As of June 30, 2010, 1.46 million
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individuals had enrolled in the KiwiSaver program. Interestingly, the number who joined the
program voluntarily represented 48.38 percent of members, compared to 37.11 percent who
joined via automatic enrolment and 14.51 percent via their employer.” The results of a recent
government survey highlight the appeal of both incentives and automatic enrolment: 77 per-
cent of enrolled individuals stated that the government and employer contributions/incentives
were an important reason to join the KiwiSaver, while 45 percent of automatically enrolled indi-
viduals stated that they would not have participated in a pension scheme otherwise. Even more
interestingly, 38 percent of households with KiwiSaver members said that they likely would not
have set money aside for retirement without the KiwiSaver program (Colmar Brunton 2010).

Is automatic enrolment a solution?

Is automatic enrolment the best way to increase pension coverage? Although neither the
British nor the New Zealand reform provides conclusive evidence concerning the impact of
automatic enrolment on coverage and retirement savings, the adoption of this feature is based
on substantive evidence against voluntary programs. Both countries rejected voluntary
options. They also rejected mandatory options, because both countries had already estab-
lished a niche for the private sector and these arrangements had to be respected. In the United
Kingdom in particular, private pension funds were allowed to replace the public SERPS/S2P as
long as the pension benefits they provided were as generous as those of the public plan
(beginning in 2012, only certain DB plans can continue this practice). These arrangements are
far more complex than those in Canada or Sweden, as they include opt-out clauses from pub-
lic earnings-related pension plans similar to the CPP/QPP.

In the United Kingdom and New Zealand, the results of extensive surveys led policy-makers to
believe that automatic enrolment would be successful. Moreover, in both countries, tax incen-
tives have been introduced. Both countries have also set up an organization and a framework to
facilitate investment of the funds placed in individual pension accounts. In New Zealand, this
initiative has been accompanied by information campaigns to “financially educate” the public.

An interesting aspect of these reforms is the fact that employers are removed from the deci-
sion to participate in a pension plan. Previously, in both countries, an employer could simply
refuse to offer retirement benefits, without penalty. The decision to remain with the KiwiSaver
(or, in the United Kingdom, with the NEST or an occupational plan) now rests solely with
workers. Unless their employer offers a generous pension plan, workers are unlikely to opt out
of the new individual accounts scheme. However, this flexibility has a price. There is no more
debate on whether occupational plans should be DB or DC, as fewer employers are offering a
DB plan — a situation that predated the reforms and prompted the creation of the system of
DC private individual pension accounts in the first place. Consequently, although more work-
ers will be covered in the future, it is now an accepted fact that those covered will bear far
more risks in the years to come than they have thus far.

The adoption of a similar solution in Canada could greatly improve the coverage of occupa-
tional pensions by offering an alternative for workers who lack coverage. In contrast to the
Swedish scheme, both the NEST and the KiwiSaver include strong participation by employers.
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Employers now have the option of either providing (or retaining) an occupational plan that
meets basic requirements or simply paying into a default plan that might eventually be
changed by the employee. Strong protective measures are needed to ensure that workers do
not come under undue pressure by their employers to withdraw from pension schemes.

Politically, applying automatic enrolment in a default program at the national level would require
the active participation of the provinces and the federal government since these entities are respon-
sible for monitoring and supervising occupational pension plans. Coordination would be needed
regardless of the extent of support for the harmonization of regulations governing occupational
pension plans. On the one hand, the development of a national program — say, “LeafsSaver” or
“CanuckSaver” — would demand political will on the part of Ottawa and the provinces, to ensure
that all occupational plans supervised by the provinces meet the basic requirements of the default
program; moreover, negotiation would be needed since the national option could result in a loss of
regulatory power for the provinces in the field of pensions. On the other hand, the creation of mul-
tiple programs based on current jurisdictions, whereby each province (and the federal government
for the industries it oversees) establishes its own program, would necessitate mechanisms to ensure
that they do not impede the movement of labour across provinces and industries. Agreements akin
to the one currently existing between the CPP and the QPP would be required.

In terms of implementation, resources and expertise would have to be pooled to ensure stan-
dardized implementation of individual pension accounts. The result would be a Canadian
agency (or multiple provincial agencies with a coordinative agreement) to facilitate the pur-
chase of private individual accounts, to ensure the availability of financial information as well
as transparency among providers, and to develop new tax credits (possibly similar to those
offered for RPPs). Such a reform would have several advantages. Canadians would benefit
from lower administrative fees and additional resources when making decisions about their
retirement plans. As a result, occupational pensions could be near universal in coverage.
Ambachtsheer’s (2008, 8-10) proposal for a supplementary pension plan comes closest to
describing how the KiwiSaver and the NEST would look if implemented in Canada.

Mandatory occupational coverage: The Norwegian reform

The old Norwegian pension system was similar to the Swedish system. It included a universal
basic pension (similar to the OAS) and an extensive PAYGO public earnings-related scheme
(folketrygd) that was more expensive than the CPP/QPP (but also more generous). It provided
benefits on the basis of 40 years’ worth of contributions, using the best 20 years to calculate
one’s pension. In the late 1990s, authorities foresaw rising pension costs, prompting the gov-
ernment to launch a broad consultation process to look into possible reform.

The role of private pensions was also the subject of continuous debate in the 1990s. While DB plans
benefited from tax allowances, DC plans were excluded until 2001. As in Canada, concern grew over
the lack of pension coverage for many workers in the private sector. The Banking Law Commission,
set up to study the possibility of introducing mandatory occupational pensions, estimated that 45
percent of workers in the private sector were not covered by an employer-sponsored pension plan
(Norges offentlige utredninger 2005, 54) — this compares with approximately 75 percent in Canada.
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Moreover, discriminatory practices, such as exempting newcomers and individuals below a certain
income level from pension plans, were on the increase. Concerns about public sector workers had to
do with the relatively generous benefits provided by their occupational plan (2.2 percent per year of
service or 66 percent of final pay for 30 years of service, indexed on wage growth).*

In early 2001 the Labour government opted to establish a Pension Commission with a mandate to
clarify the main goals and principles of the entire pension system (Norges offentlige utredninger
2004, 38). The Pension Commission'’s report was published in early 2004, followed immediately by
intense political negotiations resulting in a broad agreement in 2005. Multiple elements of the
Norwegian pension system were altered as a result. The changes included the introduction of a
means test for the basic pension and expansion of occupational pensions (see box 6).

The government first developed a new mandatory occupational pension scheme and a new
Pension Fund to prefund part of the folketrygd (both legislated in 2006). The new mandatory occu-
pational pension legislation set minimum standards that must be met by all plans created by
employers. The Banking Law Commission originally tried to set up common standards for DB and
DC plans, but argued that this was virtually impossible due to their different nature. As a result, it
opted to focus on contribution rates related to a DC plan. The minimum requirements include:

> a 2 percent contribution by employers (based on the annual wage of an employee between
NOKG60,099 and NOK728,388 — roughly $12,000 to $150,000)

» disbursement of the pension over a period of 10 years following the individual’s retirement®

» a waiver from contribution for any employee on disability, and payment by employers of

the costs of administering the plan

The authorities supervising the occupational schemes must also ensure that DB plans provide some-
thing equivalent to 2 percent employer contributions. Employers receive tax credits for their contri-
butions. The pension schemes are expected to complement the public pension system. In October
2006, after nearly two years of negotiations based on principles adopted in 2005, the government
presented a white paper addressing the other elements. The legislation was adopted in February 2009.

The interesting aspect of the reform for Canadians is the adoption of mandatory occupational
pension schemes. Thus, unlike the United Kingdom and New Zealand, Norway has opted to
expand occupational coverage by placing this responsibility in the hands of employers instead
of workers. The Financial Supervisory Authority (Finanstilsynet, previously Kredittilsynet) is
charged with the monitoring of occupational pensions. The implementation of mandatory
schemes has not been well received among small businesses, since creating and administering
a pension plan for as few as three workers entails considerable unit costs, which clearly advan-
tages large enterprises. The Financial Supervisory Authority suggested that small companies
pay only a portion of the administrative fees needed to run a pension plan, but this proposal
was rejected by the finance ministry. Eventually, the Norwegian employers’ association
entered into a partnership with an insurance company to provide this service for its members,
thus allowing small companies to benefit from the economies of scale offered by the larger
pension schemes. In the first year of implementation, only nine companies received advance
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Box 6 — Key elements of the Norwegian pension reform of 2005

The political agreement reached in 2005 was based on the recommendations of the Pension Commission, which

submitted its report in 2004. The recommendations that were eventually adopted included the following elements:

> The “best years” rule was replaced by a lifelong pensionable earnings rule, so that an individual’s pension is
based solely on the average of all her/his earnings up to a ceiling of NOK535,000 (roughly $97,000) annually.

> The old basic pension was replaced by a means-tested guaranteed pension. The structure of the benefit was
intended to ensure that the new guaranteed pension would be at least equal to the old minimum basic pension and
that low-income earners would receive more with the earnings-related pension than with the guaranteed pension.

> Unpaid caregiving responsibilities such as child and elderly care generate pension entitlements.

> Alife expectancy index was built into the system. If the life expectancy of a cohort is extended by one year, this
cohort will have to work an additional 8 months in order to receive a full pension.

> Contributions are indexed on wages, while pension benefits are indexed on wages and price growth.

» The Pension Commission advocated the creation of “fictive” individual accounts to make it easier for people to
see how much they have contributed to the system and how much they can expect to receive when they retire.

> The right of workers to retire at 62 was retained, but the Commission insisted that working longer be translated into a
larger pension. The early retirement program was later reformed, following negotiations with labour-market partners.

» Occupational pensions were extended to cover all employees via the creation of a mandatory occupational
scheme with a minimum contribution of 2 percent of the annual base wage financed by the employers.

> The Pension Fund was created from the existing Petroleum Fund and National Insurance Fund.

warnings and only four received compliance orders, and all of these enterprises had estab-
lished pension schemes by the end of the year (Kredittilsynet 2008, 38). There is no evidence
that the reform has significantly increased the responsibilities of the Financial Supervisory
Authority since only two new full-time employees have been added to the four who monitor
pension funds in Norway (Finanstilsynet 2010; Kredittilsynet 2008).

The introduction of mandatory occupational pensions in Canada would require an agreement
with the provinces and, based on the Norwegian experience, some input by the Office of the
Superintendent of Financial Institutions. It would also provide strong incentives for employers
to coordinate their efforts and create large pension schemes in order to contain administrative
costs. It could be facilitated by some regulatory changes (for example, by allowing for pension
plans that cut across federal/provincial jurisdictions). According to a Scandinavian investment
magazine, the implementation of mandatory occupational pensions resulted in 600,000 new
participants and served to “fuel competition within the [financial] industry” (“Mandatory
Pensions Spark Fierce Competition” 2006). Reaching consensus among Ottawa and the
provinces in favour of a mandatory solution might prove difficult because of differences in
economic structure and ideological leanings, and securing the cooperation of employers
might prove more difficult in Canada since employers in this country are not structured in an
all-encompassing hierarchical association as they are in Norway.

Interestingly, this solution would relieve employees of occupational pension responsibilities.
Workers would not have the option of declining pension coverage, as they do in the case of
automatic enrolment plans, and investment decisions would be made by pension administra-
tion boards. However, all employees would be assured of coverage and replacement rates
would be raised considerably for most middle-income earners.
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Lessons from Within: The Saskatchewan Pension Plan

hile there has been an increased focus on learning from abroad (especially with
W regard to pension policy), experiences within Canada can also be instructive. The
Saskatchewan Pension Plan (SPP) comes to mind. Created in 1986 to ensure that home-
makers and others not covered by an RPP would have access to benefits beyond the OAS
and GIS, the SPP originally provided matching government contributions of up to $300 for
individuals earning less than $9,133 a year and a partial matching contribution for those
earning between $9,133 and $25,800. The maximum annual contribution was — and still
is — set at $600.* It also included a guaranteed minimum pension for a low-income earn-
er who contributed $300 for the first 10 years of operation of the plan; a $15 monthly pen-
sion for each contribution year was guaranteed. Thus, someone contributing $300 for 10
years — with a full $300 matching contribution from the province — would receive a guar-
anteed pension of $150 per month ($255 in 2007 dollars). It was estimated that the SPP
would cost the government $20 million annually. However, a 1992 reform significantly
reduced the appeal of the SPP. The matching government contribution and the guaranteed
minimum pension were eliminated and members were given the choice of opting out; 45
percent of the 54,913 members did so. As a result, the SPP has since been operating as a
large DC voluntary pension scheme that can also be used by employers wishing to provide
a modest occupational pension to their employees. Currently, there are 165 employer
plans within the SPP, representing 752 contributing members. At the end of 2009, the SPP
had 31,830 members (SPP 2010), a figure that would likely increase noticeably with a con-
tribution ceiling above $600.

The SPP is administrated by a board of trustees, in accordance with the Saskatchewan Pension
Plan Act. Its day-to-day management is handled by a general manager who supervises the
activities of the private firms contracted to invest member contributions, while an external
pension consultant monitors the investment managers (SPP 2007). At retirement, annuities
are paid out monthly. With its low administrative fees and its flexibility (individuals are not
penalized for irregular and fluctuating contributions), the SPP facilitates access to the equiva-
lent of a private pension. Employers can make payroll deductions easily on behalf of workers,
free of cumbersome administrative responsibilities. The SPP’s expense ratio for the
Contribution Fund* in 2009 was slightly less than 1 percent of assets, covering all administra-
tive expenses related to this fund within the SPP (such as salaries and benefits, investment
management, advertisement, and information diffusion) (SPP 2010, 21, 31). This figure is
impressive considering the administrative difficulties associated with voluntary contributions
that are irregular and limited to $600. The latter features account for the high administrative
fees of the SPP compared to other large DC plans such as the Co-operative Superannuation
Society Pension Plan, whose assets are worth ten times those of the SPP.*

It is worth pointing out that variants of the SPP have been discussed in Nova Scotia
(www.gov.ns.ca/lwd/pensionreview), Ontario (www.pensionreview.on.ca), Alberta and British
Columbia (www.ab-bc-pensionreview.ca). The key difference is that these plans are unlikely to
have a $600 annual contribution ceiling and may require employer participation. For exam-
ple, in its position paper the Nova Scotia PRP recommended that the provincial government
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establish “plans available to all employers in the province, administered by an independent
agency” (PRP 2008).

The SPP could serve as a model for increasing pensionable earnings among all workers — includ-
ing low-income workers and even nonparticipants in the labour market if some elements of the
original plan (such as matching government contributions for low-income earners and a guaran-
teed minimum pension) were restored and if the plan were better integrated with the GIS. As cur-
rently structured, the scheme could be of most benefit to nonparticipants in the labour market (or
low-income earners) whose spouses have high earnings, resulting in a joint retirement income
that disqualifies them from the GIS. Poor households are unlikely to benefit unless some meas-
ures are introduced to remove the disincentive created by the GIS, as 50 percent of investment
income is considered in the calculation of the means test and therefore reduces the GIS benefit.
Unless an individual is expected to receive over $15,000 in annual retirement income (the point
at which s/he will stop qualifying for the GIS), it does not make financial sense to invest in the
SPP (or RRSPs). The newly created Tax-Free Savings Account would be a better vehicle.

The matching contributions and the minimum pension guarantee previously offered by the
Saskatchewan government made up for the GIS disincentive; the government contribution de
facto provided for the GIS loss for those with lower incomes. However, this financial input by
the province implied a loss of income provided by the federal government, since fewer
Saskatchewan residents would have benefited from the GIS (administered and financed by
Ottawa) in the long run had the original SPP been retained.

The SPP could also function as a powerful pension scheme for middle- to high-income earners
who are not covered by an occupational pension plan if the $600 annual contribution ceiling
were to be raised substantially. In its most recent budget, the Saskatchewan government took a
step in this direction via a formal request to the federal government to raise the ceiling to
$2,500 (Government of Saskatchewan 2010, 71). This is necessary because the $600 contribu-
tion limit is also part of the federal Income Tax Act and SPP contributions are treated as RRSP
contributions for tax purposes. Prior to the inclusion of this request in the budget, the province
sought and received the support of the financial industry on raising the ceiling to $2,500.
Increasing the limit even further could encourage additional employers to enrol their workers
in the SPP and force private firms to offer alternative products with lower administrative
charges. Other incentives could be added to encourage firms without an occupational plan to
join the SPP. The key question remaining is whether a voluntary solution can be effective. The
early years of the SPP demonstrated that the introduction (and subsequent removal) of incen-
tives can have an appreciable effect on the number of individuals enrolled in a pension plan.

Conclusion

he Canadian pension system has produced remarkable results in terms of alleviating
T poverty, reducing income inequality and increasing income replacement rates among
retirees. Private pensions were designed to contribute to this latter outcome. However, the cur-
rent decline in RPP coverage and the inability of RRSPs to act as an alternative are worrisome.
An increasing number of governments around the world are making adjustments to their pen-
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sion systems to broaden coverage of occupational plans. It is time for this issue to be
addressed in Canada, to ensure that future generations will be able to retire without a signifi-
cant drop in their standards of living. While intergenerational issues are not addressed explic-
itly in this study, it remains imperative that younger cohorts endorse future reforms. Erosion
of younger workers’ confidence in the current pension system could have long-term negative
consequences if these workers distance themselves from their commitment to the system.

Based on the above discussion, four key questions must be answered before decision-makers
can deliberate. First, which type of pension plan is preferable: voluntary, automatic enrolment
or mandatory?

So far, the voluntary option has not produced the desired outcome. According to the Nova
Scotia Pension Review Panel, the introduction of efficient and easily accessible pension plans
could result in more employers offering their workers some form of occupational plan. However,
recent evidence raises doubts about the extent to which coverage will improve as a result. Some
countries, including the United States, have had lower administrative costs for operating pen-
sion schemes for many years, and their participation rates have also been on the decline.

Automatic enrolment has been the trend for the past five years, and it represents an interest-
ing compromise between voluntary and mandatory options. Nonetheless, while the signal
being sent to potential participants is positive and may affect their view of pension plans,
there are few long-term studies (using longitudinal data beyond five years) on the specific
behaviour of participants. The study most cited by various pension advocates and commis-
sions, by Madrian and Shea (2001), used data gathered 15 months after the introduction of
automatic enrolment within a firm. It would be interesting to analyze the behaviour of partic-
ipants in an automatic enrolment plan in the aftermath of the current recession. New
Zealand’s KiwiSaver addresses the retention problem by restricting to six weeks the window to
refuse participation in the plan. Both New Zealand and the United Kingdom have instituted
multiple incentives to ensure that individuals remain enrolled and that employers do not
exert pressure on workers to question their enrolment. The lesson to be drawn so far is that, to
be optimally effective, automatic enrolment requires additional incentives.

Mandatory solutions aimed at increasing the coverage and generosity of occupational pension
plans have not been predominant in the Canadian debate, for various reasons. They might
face strong opposition by the financial industry, since they would present a challenge to many
RRSPs. They are also likely to be opposed by small firms and to require institutional imple-
mentation or at least considerable monitoring. However, the mandatory option would ensure
much broader coverage and compel employers to be creative in order to keep administrative
costs to a minimum. The Norwegian reform resulted in more than 600,000 additional workers
(25 percent of the workforce) being enrolled in a pension plan, because the reform forced
130,000 (mostly small) companies that previously had not offered an occupational plan to do
so (Finansdepartementet 2008). In Norway, as in New Zealand and the United Kingdom, vari-
ous fiscal incentives have been offered to both employers and workers to facilitate the adop-
tion of the plans and reduce opposition by employers.
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Another mandatory solution would be to expand the CPP/QPP, by raising the pensionable earn-
ings ceiling, to broaden the scope of pension benefits. However, this option would have to be pur-
sued with the primary objective of increasing benefits rather than addressing current (or
potential) actuarial deficits. Some key characteristics of the CPP/QPP, such as its portability across
jobs, its coverage of the entire workforce and its comprehensibility, make this option attractive.

The second question has to do with the role of employers and workers when additional coverage is
sought. Federal and provincial authorities have to decide explicitly who should bear most of the
responsibility for increasing pension coverage and generosity. In the Norwegian case, employers
play a key role. This approach is the most “paternalistic,” since it takes pension decisions out of the
hands of workers by mandating employers to provide occupational pensions, which are co-man-
aged with workers. In the Canadian context, this approach could result in lower participation in
RRSPs and other individualized pension products. Adoption of the Swedish individual accounts
system would imply the opposite: workers would be solely responsible. Implementing individual
accounts would therefore require an extensive information and training campaign to ensure that
members of the public understand the basic principles of pension investment. The latter issue part-
ly explains why more than 40 percent of Swedes remain with the default option. Moreover, the
adoption of such a scheme would send the signal that employers are no longer responsible for pro-
viding pension coverage and could lead to the discontinuation of company plans. In both the
United Kingdom and New Zealand, the approaches adopted entail a partnership between employ-
ers and workers, although the ultimate decision to remain enrolled lies with the individual partici-
pant. However, since employers co-contribute to the pension plan, measures must be taken to
protect workers from employer pressure to withdraw. In both countries, fiscal incentives have been
introduced to minimize the costs to employers, thus facilitating their cooperation. Regardless of
the approach chosen, the role and responsibility of each party must be clearly defined.

The third question concerns the roles of provincial and federal authorities in enacting
reforms. Any pension reform in the Canadian context will require some form of cooperation
between the provinces and the federal government. Although piecemeal alternatives require
less political effort, a comprehensive approach should be chosen so as to meet clear objectives,
such as increasing occupational coverage among workers in the private sector. The 1997
reform of the CPP/QPP serves as a clear demonstration that provincial/federal differences can
be overcome with good leadership and the will to succeed.

Some recent developments suggest that provincial authorities may be avoiding reform options
that require Ottawa’s involvement, studying ways to improve occupational pension coverage
and generosity on their own. If provinces fail to involve the federal government and to seek a
pan-Canadian solution, it is unlikely that something radically different from the SPP applied
to other provinces, perhaps with a higher contribution ceiling, will emerge as a result; it is
unlikely that mandatory options would even be considered. Introducing province-based plans
would require substantial administrative commitment and resources and could result in high-
er labour costs relative to other provinces. Moreover, province-based options would not cover
everyone in the province, since some sectors of the economy, such as transportation, are gov-
erned by the federal government. Tax incentives are usually restricted to current RPPs and
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RRSPs, and are determined by the federal government (and, in Quebec, the provincial govern-
ment). In the meantime, the federal government cannot really do more than improve individ-
uals’ ability to save, since its jurisdiction in occupational pensions is very limited.
Cooperation between Ottawa and the provinces on pension reform, though difficult to
achieve, would allow for more creative and all-encompassing solutions. Both orders of govern-
ment stand to gain from further cooperation. For example, if all workers were covered by an
occupational pension scheme, GIS costs would probably decrease in the future and taxable
retirement income would rise. Some of these fiscal gains could be redirected to the provinces
to bolster their efforts to improve occupational pension coverage and generosity.

The last major question relates to the type of organization needed to manage or supervise
newly created pension arrangements. The public sector is likely to play a key monitoring and
assistance role in the introduction of mandatory occupational pensions or private individual
accounts, but its role will be negligible if a voluntary default option is chosen. In the case of
the SPP, many functions are devolved to the private sector (including the actual investment
decisions), while a board and a few personnel make sure that the goals and objectives of the
plan are being met. Regardless of the option chosen, it is imperative that investments reach
their full potential without incurring high administrative costs.

Canada’s retirement-income system has performed relatively well over the decades, but decreas-
ing occupational pension coverage among Canadian workers, particularly in the private sector,
is cause for concern. The result is that a growing number of Canadians are likely to see an
appreciable reduction in their income at retirement and, as suggested by the British experience,
a large number could even end up relying on means-tested benefits in old age. In addressing
this lack of coverage, decision-makers will have to go beyond the traditional “DB versus DC”
debate. Strong political leadership will also be needed, as few political gains are associated with
the adoption of a new pension strategy, whose benefits would be mostly in the future — in the
case of Canada they would amount to averting retirement income inadequacies.

It is crucial in the current discussions to accurately identify policy alternatives. The decline in
occupational pension coverage is occurring in many industrialized countries, yet, as demon-
strated in this study, the reforms introduced have been based on different premises. In Norway,
employers have been deemed able to provide occupational pension coverage, albeit relatively
modest; by mandating all companies to offer such plans, the government has dismissed the
argument that they are too expensive for small companies to run. In Sweden, pension reform
has reinforced the state’s leading role in providing an earnings-related plan, but has also includ-
ed the creation of mandatory individual pension accounts. In the United Kingdom and New
Zealand, the principle underlying the reform is that individuals should be encouraged but not
forced to save enough to achieve something akin to a replacement wage. This principle is not
in line with one of the options currently being discussed in Canada, which is the expansion of
the mandatory CPP/QPP. Prior to developing a Canadian solution, which may be inspired by
both foreign and domestic experiences, decision-makers will have to reach a broad consensus
on what the goals of the pension system should be for future retirees, as well as the principles
around which a reform plan should be developed. They should not delay in doing so.
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Notes

10

11

solvency liabilities. Thus, a ratio above 1 indicates that
the plan has a surplus and a score below 1 indicates a
deficit. Preliminary figures demonstrate that the last
financial crisis has had a strong negative impact on many
Canadian pension plans. Watson Wyatt’s recent survey of
Canadian pension plans found that the typical solvency
ratio declined by 27 percentage points in 2008 (0.96 to
0.69) (Towers Watson 2009).

In Luchak and Fang (2005), a “hybrid plan” is the result
when a workplace offers both GRRSPs and RPPs. This
departs from the usual definition of a hybrid plan: an RPP
with characteristics of both DB- and DC-type plans.

The Swedish government has published a reader-friendly
English summary of the Swedish pension system, including
a discussion of the 1994-98 reform; it is available at

1  These data excluded farm workers. Also, women fared much . -
worse due toftheir low rate of labour-market palrticip}zlition: Ll(tltfp ﬁ{Méffggen;g;trel%ee/tcvsgetsrigel/Scw6£ (()l%s/ﬁzc/r iuia:rﬁgiilce.
251; gg{)cfg tlg S‘f’(()}?rl egeilgig 76 45) and over earned less than Canadian dollar has fluctuated between 6 and 7 crowns to

! Y ’ the dollar over the past 15 years. To simplify the discussion,

2 In PAYGO pension systems, contributions from the work- an exchange rate of 6.5 was used in this study.
force are not invested but are used to pay current pension I
benefits. In many countries, this formula was adopted to 12 igiii?e%tgeugﬁpﬁfxgﬁﬁj lllgosega;iévgfns '120 pgsc)ent
address poverty among the elderly immediately, creating an qually ploy PIOYETS).
ilntergentequatlonal Conlt)ga‘?EvOVHh ftuture generations. Cin%da 13 As stated earlier, the OECD estimates that additional savings
tiogssr;? .::esta glge an ind sy;gr?ﬁstl)n:i de)((éilsaf;;n Tibu- equivalent to 3.8 percent of gross earnings for 45 years are

ons are invested by an independe ° X A needed for the average Canadian worker to reach the aver-
Pension Plan Investment Board [CPPPIB]; Caisse de dépot et age OECD eross replacement rate
placement in Quebec). One of the objectives of the 1997 8 8 P :
reform was to place more focus on this funded component. 14 Of course, this need not be the case; a mechanism could

3 This also depends on the benefit formula and the indexa- ,l[g(iilye Eeig(el;’;isfﬁxggg?l’lgnly employees would contribute
tion mechanisms used to calculate pension entitlements :
and benefits. For example, if most contributors end up 15 There are at least five other reasons for this outcome. First,
above the ceiling, increased wage growth would not have a many of the system’s new entrants fail to select nondefault
great impact (unless individuals continue to contribute funds. These are primarily young adults who are still studying
above the ceiling, which is not the case in Canada). This full time or who have just entered the labour market. Second,
was seen as a potential problem in Sweden prior to the individuals nearing retirement have a long-standing connec-
1994-98 reform. In its 1987 actuarial report, the Swedish tion to the old AP Funds; they do not see the point of select-
National I.nsurance. Board demonstrated that a continuous ing funds other than the default option and rely on this for a
3 percent increase in real wage growth would put more than short period. Third, some politicians on the political left have
87 percent of men and 81.7 percent of women above their been actively encouraging individuals to stay with the default
ceiling (Rikstorsakringsverket 1987) — the reason being that option. Fourth, in spite of all the efforts to educate the pub-
the ceiling in the old system was only price indexed, which lic, people simply are not comfortable making this invest-
in the long run would have led to the creation of a flat pen- ment decision themselves. Finally, in line with the literature
sion since the vast majority of citizens would have received on automatic enrolment (see the next section), individuals
the maximum allowable. may not wish to take the time needed to make an informed

4 Although the CPP/QPP’s main function is to provide retire- decision, preferring to remain with the default option.
ment 'benefits, it also issues survivor, death and disability 16 The extent to which individuals can properly plan their
benefits. own retirement has been a source of discord among econo-

. e mists. One of the arguments in favour of a mandatory pub-

° Tl}lesrenoil}c? rC zﬂcula;u;) e rr efirt tro clorr:linbtflt:otnsntlo?th . lic pension plan like the CPP/QPP is that individuals do not
;C N d ¢ lea li ng a . pe Ceth fez €o t cturn. 1hey are have the long-term horizon necessary to save sufficiently
ba:e on tr}i:a earnufl%%gro;v 65 ° d p erc‘/f\:]n lléelr% anl?/l[ljm. ted for their own pension and that therefore the state should
Ne tv1v eﬁ?m erta glis ° o a? n faqu 2(())210 orid bank/Lnite adopt a “paternalistic” approach by instituting mandatory

atio ortalily projections 1o ’ pensions (Diamond 1977). But to what extent should the
; : o T state force people to provide for their own pensions?

6 In_lme with the comparatl_ve literature on Fhe Wdf?re Stat?’ Individualsp hage diffgrent preferences withP;egard to their
this study focuses on relative poverty and income inequali- level of consumption across their lifetime. Thus. the
Fy. Thesg two ancepts are related{ because a reFluCtion in should have thepright to make a choice co.ncern'ing ti,le
mcom&vglequlzlihtfy usuallybreslu Its in lower relative poverty extent to which they want additional pension income. In
rates. en the focus is absolute poverty, in contrast, X . I .
income inequalities are irrelevant. For a full discussion of the %a?adlagp%a/sei)})hls relates to pension income above the
this subject, see Osberg (2001). mandatory QPF.

7  Estimating the costs of tax incentives is an extremely diffi- 17 ;th‘?tncel‘/{(‘c oacllition ggver&lment electfe:lhin IvfIay 2010in the
cult task that has been the subject of numerous debates. For Tl*?é fevielevlgg oiﬁféefxayai;eﬁivg ;)n d i(: zzt(g)rilc%rr?l;elsest.ion
example, when an individual purchases an RRSP, the gov- . . A ¥
ernment forgoes current taxable income (the value of the mn thle fgi)l.lghe discussion here covers the reform as it stood
RRSP) and future taxable income (returns earned on the in July '

RRSP investment). However, the government collects taxes . . . . .
once the RRSP has been cashed in. Thus, projections are 18 Z#ee:iglog&léf: will be adjusted in 2012 prior to the launch of
required to assess the current cost of RRSPs. ’

. L 19 Individuals must be currently residing in New Zealand and

8 It should be noted that hybrid RP,PS combmlr}g features of have lived there for at least 10 years since age 20 or at least
both DB and DC plans are becoming more widespread S years since age 50. This benefit is taxable
throughout Canada; see Baldwin (2008). : :

. 20 It should be noted that the indexation of the superannua-

9 The §tandi1rd miﬁsurelfor evaluta_tmg ttlhehhealth of a dD]i tion plan, its rules and the level of benefits were the object
pension pian 1s the solvency ratio, whlch corresponds to of multiple adjustments during the 1980s and early 1990s;
the market value of the plan’s assets divided by the plan’s see Preston (2004)
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21 This group is legally bound to report on the state of private
pensions every six years. It is composed of experts and civil
servants.

22 Unless otherwise stated, all information in this portion is
taken from http://www.kiwisaver.govt.nz/.

23 From data obtained at http://www.kiwisaver.govt.nz/
statistics/ks-stats-10-06-30.html.

24 The plan is coordinated with the public earnings-related
scheme: the public workers’ plan sets the replacement rate
and the government makes up the difference between the
public earnings-related scheme benefit and the 66 percent
replacement rate.

25 Individuals can negotiate to receive lower benefits over a
longer period.

26 The financial industry opposed a higher ceiling at the time,
fearing competition with their RRSP products because indi-
viduals can treat their SPP contribution as an RRSP contribu-
tion for tax purposes.

27 The Contribution Fund is the fund that non-retired SPP
members pay into; a separate fund has been set up for
retired members receiving benefits (as annuities).

28 The Co-operative Superannuation Society Pension Plan
(CSSPP) is a multi-employer DC plan serving 40,000 employees
in credit unions and cooperatives in seven provinces and the
territories. It offers its members two basic investment funds
with extremely low administrative fees (0.20 percent and 0.25
percent). Full-time employees of CSSPP members are required
to join. Employers are responsible for setting the contribution
rate (which cannot exceed 9 percent of salary) and are required
to match employees’ contributions. Contributions are adminis-
tered by a non-profit pension society incorporated on a mem-
bership basis and representing employees and employers
equally (Co-operative Superannuation Society 2010). It differs
from the SPP in that most contributions are made directly and
regularly by employers, who collect and remit their own con-
tributions and those of their employees. Employees have the
option of making additional contributions
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Abbreviations

AP fund National Pension Fund (Sweden)

ATP National Supplementary Pension
(Sweden)

BSP Basic State Pension (UK)

crp Canada Pension Plan

CPPIB Canada Pension Plan Investment
Board

CSSpp Co-operative Superannuation
Society Pension Plan

DB defined benefit

DC defined contribution

GIS Guaranteed Income Supplement

GRRSP group Registered Retirement
Savings Plan

ITA Income Tax Act

NDC notional defined contribution

NEST National Employment Savings
Trust (UK)

OAS Old Age Security

OECD Organization for Economic
Cooperation and Development

PAYGO pay-as-you-go

PPM Premium Pension Authority
(Sweden)

PRP Pension Review Panel (Nova Scotia)

QPrp Quebec Pension Plan

RPP Registered Pension Plan

RRIF Registered Retirement Income Fund

RRQ Régie des rentes du Québec

RRSP Registered Retirement Savings Plan

S2p State Second Pension (UK)

SERPS State Earnings-Related Pension
Scheme (UK)

SPP Saskatchewan Pension Plan
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