The Canada Pension Plan:
L ooking Back at the Recent Reforms

James E. Pesando

I ntroduction

In 1998, after extensive consultation, the federal government and the
provinces implemented a package of reforms to the Canada Pension Plan
(CPP). Two particularly significant reforms were included.

First, there was a sharp increase in the combined employer-employee
contribution rate, from 5.85 per cent in 1997 to the steady state rate of 9.9
per cent in the year 2003 and beyond. The steady-state contribution rate is
the rate necessary to fully fund new benefits and to service the existing
unfunded liability.

The sharp increase in contribution rates will result in a much larger
reserve fund — estimated to rise to about five years worth of benefits. In
light of this fact, the second major reform was to establish an independent,
trusteed CPP Investment Board with a mandate to invest in marketable
securities, including equities, in order to obtain a higher rate of return on the
enlarged CPP reserve fund.

Importantly, the benefit reductions were relatively modest. The benefit
reductions consist of:

- using afive-year rather than athree-year average of the year’ s maximum
pensionable earnings (Y MPE) to calculate retirement pensions (and the
earnings-related portion of disability and survivors benefits);

freezing the maximum death benefit at $2,500; and
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tightening eligibility conditions, aswell asreducing payments for disability
benefits.

The primary thrust of the reforms designed to improve the funded status
of the CPP is thus to increase contributions. In fact, the schedule of steep
increases in the employer-employee contribution rate is accompanied by the
freezing of the year’' s basic exemption (Y BE) at $3,500. Dueto inflation, the
freeze on the YBE serves to expand the base of contributory earnings with
the passage of time.

In this paper, | offer an economist’s perspective on several aspects of the
reform package. In particular, | address the following questions:

With the benefit of hindsight, what were the economic arguments that
proved successful in the political arena and ultimately led to the reform
package?

Is the steady-state contribution rate of 9.9 per cent likely to prove
sufficient to finance the promised leve of retirement (and disability)
benefits?

What are the prospects that the new investment strategy for the CPP
fund will produce a higher real rate of return over the long run, as is
assumed in the estimate of the steady-state contribution rate?

What about “the path not taken”; that is, possible reforms to the CPP
that were not undertaken, including those that have been considered in
prior studies of the possible reform of Canada’ s public retirement income
system?

The Economic Arguments Used to Achieve Reform

The economic argument used to “sall” the package of CPP reforms was one-
dimensional: that of intergenerational equity.

The federal government emphasized the sharp increase in the pay-go
contribution rate that would accompany the aging of the Canadian population.
Theimplicit rate of return on required CPP contributions, by age cohort, was
calculated and shown to be dramatically lower for new entrants (i.e., the
younger generation) than, for example, those Canadians approaching the
retirement age of 65 established by the CPP.
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In An Information Paper for Consultations on the Canadian Pension
Plan, released by the federal, provincial and territorial governments of
Canada in February 1996, the importance of intergenerational equity to the
consensus-building exercise is unmistakable. The Information Paper notes
that:

If pay-as-you-go financing isleft in place, future generations of Canadianswill be
paying 14.2 per cent of contributory earningsfor their CPP benefits— much more
than the 5.6 per cent that today’ s workers are paying. The advantage of pay-as-
you-go financing would be that the increase to 14.2 per cent could be gradua —
taking place over many years. However, it fails to ded with the fundamentd
chdlenge of whether it iseither reasonable or fair to expect younger generationsto
pay such high contribution rates. (1996, p. 25)

Less quantitatively, but with more obvious politica appeal, the
Information Paper emphasizes that:

The badic chdlenge facing Canadians today is one of fairness and equity. If no
changes are made to the CPP and the way it is financed, our children and
grandchildren will be asked to pay two to three times more than we are paying for
the same pensions from the CPP. For the past 30 years, we have not paid our
way. Even today, we are not paying our way. Today’s CPP pensioners have paid
much lessthan their benefitsareworth. In contragt, future generationswill beasked
to pay consderably more than their benefits are worth. (ibid., p. 4)

This concern with intergenerational equity is especialy rdevant, giventhe
fact that the other pillars of the public retirement system in Canada — Old
Age Security (OAS) and the Guaranteed Income Supplement (GIS) — are
financed on a pay-go basis.*

The security of public pensons is ultimately linked to the willingness of future
generations to provide the pensions that are promised to today’ s workers. This willingness
will depend on two considerations. firg, the share of nationa income required to meet the
pension obligations, which depends on the level of nationd income and on the ratio of
pensionersto workers; and second, the perceived likelihood that the pension system will be
perpetuated, so that future generations of Canadians will be supported in turn during their
own retirement. In other words, the viahility of today’ s pensions depends on both long-term
economic considerations and future generations acceptance of the pension “rules of the
game’ established by the current generation. If the perception isthat the rules of the game
have been singularly unfair to the now-working generation, it is reasonable to conjecture that
promised benefits could be placed at risk.
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Surprisingly, any discussion of the economic efficiency issues, which
have concerned professional economists at least since 1974, when Feldstein
wrote his now classic paper on the possibleimpact on private savings of pay-
go public pension programs (Feldstein, 1974), have been virtually absent from
the recent public debate.

In the standard life-cycle modd of consumption, the existence of a pay-
as-you-go public pension plan will depress personal savings and thus reduce
the stock of domestic capital. The reasoning is straightforward. With the
promise of public pension income during retirement, households have less
need to save from their disposable income, in order to provide for their
consumption needs during retirement.

There are two important caveats to these predictions of the standard life-
cycle model. First, under a pay-as-you-go public pension plan, households
may reduce their consumption and increase their savings (and ultimately their
bequests) in order to offset the higher “tax burden” their children face. To the
extent that the behaviour of households conforms to the Ricardian
equivalence model popularized by Barro (1974), the existence of a pay-as-
you-go public pension plan will not depress personal savings, and the decision
to increase the degree of funding of such aplan will not lead to anincreasein
personal savings.

Second, Canadaisasmall, open economy, and international capital flows
arelikdy to limit the extent to which a higher domestic savings rate trand ates
into an increase in the stock of domestic capital. In the extreme case of
perfect capital mobility, there would be an increase in the ownership by
residents of Canada of an unchanged domestic capital stock, as well as an
increase in the ownership of foreign assets by residents of Canada. However,
as noted in arecent contribution by Gordon and Bovenberg (1996), empirica
studies confirm that there is a high correlation between domestic savings and
investment — that is, that international capital is not perfectly mobile. There
is, not surprisingly, disagreement among economists as to the magnitude of
any reduction in private savings that accompanies the existence of a pay-go
public pension program. Perhaps this disagreement explains the complete
absence of attention to this issue in the Information Paper.?

In prior studies of the role of the Canada/Quebec Pension Plan, the issue of its
impact on savingsand capitd formation isaccorded seriousattention. For example, the Task
Force on Retirement Income (Canada, 1979, p. 242) writes: “One objection often registered
againg enlarging the C/QPP is that it would affect adversdly the level of saving in the
economy and would reduce the amount of capitd available to the private sector, retarding
future economic growth. The vaidity of this argument was considered in Chapter V. It was
indicated there that both the empirica and theoretical bases for this objection are at least
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Nonetheless, it seems likely that the scheduled increase in CPP
contribution rates will yield an increase in personal savings and in the
domestic capital stock. An increase in CPP contributions, with no change or
reduction in retirement benefits, will reduce the wealth of households. This
will lead to a reduction in consumption, and thus to an increase in persona
savings (public plus private).

Both Ricardian equivalence and open economy considerations, however,
make it difficult to offer a precise estimate of the extent to which higher CPP
contribution rates will trandate into higher savings and ultimately into ahigher
stock of real capital.®

Professiona economists have also studied the efficiency implications of
the link between the payroll taxes used to finance public pension programs
and the perceived benefits of such programs to individual taxpayers.

The economic rationale for using payroll taxes to finance social security
benefits depends on a close association between an individua’ s contributions
and his or her benefits. Assume, for example, that an individual’ s contribution
to apublic pension plan paysfor the pension benefit that the individual earns
during the period. Assume, aswell, that the individual is content to save this
(or alarger) amount towards retirement. Then there should be no distorting
impact on the individual’ slabour supply. The individual’s contribution to the
public pension plan is just the “price” of the pension benefit to which he or
she becomes entitled during the period.

In contrast, consider the case of an individual who perceives there to be
no benefit associated with the pension contribution. To this person, the
contribution to the public pension plan issimply atax on earned income. Like
other such taxes, the pension contribution discourages work and thus
adversely affects the long-run labour supply. For those with earningslessthan
the Y MPE, contributions raise the marginal tax rate on incomethat is aready
subject to a high margina rate, thus discouraging additional hours of work.
For those with earnings above the YMPE, CPP contributions raise the
average tax rate. This may aso adversely affect the long-run labour supply
by, for example, encouraging individuals to work in the underground
economy.

open to serious question.”

*Tothe extent that higher savings are used to acquire foreign assets (rather than to
increase the domestic capital stock), consumption needs in retirement will be financed by
imports— that is, by claimsto goods and services produced in other countries.
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Economic studies suggest that the ultimate burden of employer payroll
taxesfalls mostly on employees (i.e., these employer costs are shifted back to
the worker, through lower cash wages or other benefits). If thisis so, aclose
linkage between pension contributions and pension benefits will €liminate the
disincentives to long-run labour supply associated with payroll taxes. Thisis
an important consideration, as long as there is some long-run easticity of
labour supply with respect to the net-of-tax real wage.*

Thereis no reference to this line of reasoning in the Infor mation Paper.
However, to the extent that the higher contributions rates are seen by younger
Canadians as enhancing the security of the CPP retirement benefits promised
to them, this efficiency rationale could aso have been invoked as part of the
motivation for reform.®

The Steady-State Contribution Rate of 9.9 Per cent

To cdculate the required contribution rate for the CPP, one must adopt
assumptions regarding a broad set of economic and demographic factors.
These include, but are not limited to: fertility, migration, mortality, disability,
employment wage increases, price increases and the rate of return on
investment.

The fact that the estimated steady-state contribution rate is dightly less
than 10 per cent (i.e, 9.9 per cent) invites the question of whether the
actuarial and economic assumptions used to cal culate thisrate are reasonable
and appropriate, or have been adopted to produce a politically attractive
result.

David Sater and his co-author Bill Robson have raised some important
concerns regarding this possibility. After reviewing the Canada Pension Plan:
Seventeenth Actuarial Report as at 31 December 1997, they conclude that:

Asfor the key question — whether public confidence in the CPP' s promises will
increase commenaurately with itsimproved financia condition— the sugtainability
of the 9.9 per cent rate will probably be crucid in determining the answer.

“The prevailing view among economids is that the long-run dasticity of labour
supply issmadl, but not zero.

®In Pesando (1997), | arguethat thisefficiency issuefavoursthepartid privatization
of the CPP.
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Although the Seventeenth Report’ s bottom lineindicatesthat the 9.9 per cent rate
is more than enough, the details of its projections give rise to some cautions.

The bdance of risks appears negative with respect to severa key
assumptions; those about disability benefit, immigration, earning growth, and
inflation stand out as problematic. Therdiability of these assumptionsneedsreview
in future reports. (Slater and Robson, 1999, p. 15)

Asan economist, | find the assumption about the long-term inflation rate
to be of particular interest and of instructive value.

The Chief Actuary, in the Seventeenth Actuarial Report, assumes that
the long-term inflation rate will be 3 per cent. This figure is lower than the
assumed inflation rate of 3.5 per cent adopted in the Fifteenth and Sixteenth
Actuarial Reports.

The higher isthe assumed inflation rate, the lower will be the estimate of
the steady-state contribution rate. In the main, this is due to changesingtituted
on the benefit side of the CPP as part of the reform package. In particular,
the calculation of the retirement benefit is now linked to afive-year, instead
of a three-year, average of the YMPE. The death benefit is now fixed, in
nominal terms, at $2,500.

Further, the YBE is now frozen, in nomina terms, at $3,500. Asaresult,
the higher isthe inflation rate, the lower isthe rea vaue of theinitia earnings
which are excluded from required CPP contributions.

Since 1991, the Bank of Canada — in agreement with the minister of
finance — has committed monetary policy in Canadato the sole objective of
achieving an inflation rate that lies between 1 and 3 per cent. Moreover, since
1993, the Bank of Canada has succeeded in achieving this objective.

Further, signals from the financial market indicate that market participants
believe that the Bank of Canada will succeed in keeping the inflation rate
below 3 per cent for the foreseeable future. At present (June 2001), the
explicit rea interest rate on the principa Rea Return Bond of the
Government of Canada (the 4.25s of 1 December 2021) is 3.6 per cent. In
conjunction with the current interest rate of 5.9 per cent on conventional
Government of Canada bonds with 30 years to maturity, the implicit
“market” expectation of the long-term inflation rate is 2.22 per cent.®

In light of the above, the adoption by the Chief Actuary of alongterm
inflation rate of 3 per cent seems problematic. As noted by Slater and Robson
(1999), the use of the mid-point of the target range (i.e., 2 per cent) would
increase the steady state contribution rate by 0.2 of a percentage point.

®Note that (1.0590) , (1.0360) less 1.0, times 100, is equal to 2.22 per cent.
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The Projected Real Return on the CPP Investment
Fund

In the Seventeenth Actuarial Report as at 31 December 1997, theredl rate of
return on new fund investments is assumed to equal 4 per cent. This figure,
although the same as in the Sixteenth Report, is far above the assumed rate of
2.5 per cent in the Fifteenth Report.

Prior to the reform, CPP funds were invested primarily in 20-year, non-
marketable securities of the provincial governments, at an interest rate that
reflected the cost of funds to the federal government. After the reform, the
newly established CPP Investment Board (a Crown corporation created by an
Act of Parliament in December 1997) has a mandate to manage new CPP
funds prudently with a view to achieving a maximum rate of return without
undue risk of loss. The CPP Investment Board is currently authorized to
invest in domestic equities, and it is to be alowed to actively invest (as
opposed to replicating a broad market index) 50 per cent of its domestic
equity portfalio.

The decision to permit the CPP Investment Board to invest in domestic
equities is worthy of comment on several accounts.

First, the business community in Canada has historically opposed the
move towards fuller funding for the CPP, in large part because of the possible
“politicizing” of the investment decisions of the enlarged reserve fund. During
the discussions that preceded the 1998 reforms, this concern was much
attenuated. In sharp contrast, the potential for political interference with the
investment decision of an enlarged reserve fund remains a foca point in
discussions of a possible increase in the degree of funding for U.S. socia
Security.

Second, investment in equities — especialy in the United States— has
produced very high realized returns for the past decade, except for the past
year or so. The sharp run-up in stock prices, as reflected by price-earnings
ratios that remain very high by historical standards, invites the concern that
the CPP Investment Board may be directing a portion of fundsinto equities
a aparticularly inopportune time. Indeed, the CPP Investment Board, in its
March 31, 1999 Annual Report, acknowledges this possihility:

Stock markets, most notably in the United States and Europe, have generaly
produced the strongest investment returnsin the 20™ century during the past few
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years. While there is some risk that the Investment Board may be initiating its
passive equity program towards the “top of the market”, history suggests that
better returns can ill be expected from equities over thelong term compared with
most other investment opportunities.

In light of the existence of the large portfolio of provincia and
government bonds as well as the short-term operating reserve that are both
administered by the federal government,” the CPP Investment Board has
been dlocating 100 per cent of new investmentsto equities. In thefirst three-
guarters of the current fiscal year, asaresult of declinesin equity marketsin
Canada and around the world, the CPP Investment Board incurred a net loss
on its investments.

Thereturnsto adiversified portfolio of equitieswill, of course, fluctuate
from year to year and may on occasion be negative. Theinteresting question,
from an economist’s perspective, is whether the high level of equity prices
that currently exists has any implications for anticipated returns over the
longer term. To addressthis question, it is useful to note several insightsfrom
the modern literature in financial economics.

Firgt, the high historical rate of return on adiversified portfolio of equities
relativeto “safe” assetslike Treasury hills has posed a puzzle for economists.
Simply stated, the observed excess of the real rate of return on equities over
the real rate of return on Treasury bills (about 5 per cent, which is the
difference between areal rate of return on equities of 7 per cent and areal
rate of return on Treasury bills of 2 per cent) appears to be too large to be
explained by any reasonable degree of risk aversion of rational economic
agents. Indeed, this historical evidence has become the source of what is now
referred to as the “equity premium” puzzle (Mehra and Prescott, 1985).

It may be that the sharp run-up in equity prices (as reflected by
historically high price-earningsratios) is dueto the“ unwinding” of thispuzzle.
Investors may now bewilling to hold equities at amuch lower than historical
anticipated rate of return; that is, at a much smaller premium relative to the
rate of return offered by low-risk alternatives. If so, theimplication isthat the
expected rea rate of return on equities in the future is significantly less than
the historical rate of return.

Second, it may be that the sharp run-up in equity pricesisdueto afad or
bubble. (This argument seems particularly well-suited to the recent collapsein

"As at December 31, 2000, the market value of assets invested by the CPP
Investment Board was $6.4 billion. As at this same date, the CPP had total assets of $41.6
billion, including $29.8 hillion (at cost) of provincid and federa government bonds.
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share prices of “new economy” stocks, as evidenced by the dramatic decline
in the Nasdag index from its March 2000 high.) If so, the present level of
stock pricesisvulnerableto asignificant correction for adifferent reason: the
possihility of the bursting of this bubble.

Empirical evidence from the U.S. market suggeststhat, over mid-termto
long-term investment horizons, the rea rates of return on a diversified
portfolio of stocks are negatively correlated over time (Cochrane, 1999). This
evidence is consistent with either the “ overreaction” of equity prices (i.e., to
mis-pricing) or to simple mean reversion in equilibrium returns. Whichever
explanation is entertained, the message is again clear. The very high rates of
return observed over the past five to ten years do imply, in light of this
negative seria correlation, that rates are more likely than not to be relatively
low in the next five to ten years.

The Path not Taken

As noted, the 1998 reform package contained only a modest reduction in
CPP retirement benefits. Neverthel ess, the public debate in the period leading
up to the reforms focused solely on whether, and to what extent, CPP
benefits should be reduced.

The nature of this discussion contrasts sharply to the public debate only
20 years earlier. At this time, the Canadian Labour Congress, and others,
were aggressively campaigning for a doubling of the target replacement rate
for the CPP, from 25 per cent to 50 per cent of the Average Industrial Wage.
In 1979, initsjoint review of public and private sector pension arrangements,
the Task Force on Retirement Income Policy observed:

The fourth and last option to be considered as a means of dedling with the
multiplicity of problems surrounding the present employer-sponsored pension
system is to replace a substantia portion of it with expanded benefits under the
Canada/Quebec Pension Plans (C/QPP) V4l f the objective of such an enlargement
of the C/QPPwereto ensure that most of the elderly maintain pre-retirementliving
standards after retirement, thiswould entail anincreasein the replacement income
provided by the C/QPP from the present level of 25% of average adjusted lifetime
eanings to between 40-45%, and an incresse in the ceiling on maximum
pensionable earnings covered by those plans from the averagelevel of wagesand
sdlaries— the present statutory target — to 1.5 timesthat level. (Canada, 1979,
Vol. 1, p. 242)
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Further, the task force characterized this possible reform in very
sympathetic terms:. “ Therefore, a powerful case can be made for expanding
the C/QPP” (ibid., Val. 1, p. 243).

Of the possible retrenchments in CPP benefits that were not pursued,
raising the age of entitlement or the“normal” retirement age merits particular
note.

The possihility of raising the normal age of retirement to beyond age 65
(as is being done with U.S. social security benefits) is raised in the 1996
Information Paper. Raising the normal age of retirement from age 65 to (say)
67, with advance notice of five to ten years, would significantly reduce the
steady-state contribution rate for the CPP. Further, the combination of the
aging of the Canadian population and the increasing longevity of older
Canadians suggest the potential attractiveness of this initiative.?

In fact, there was no politica interest in raising the normal retirement age
under the CPP. In part, this is understandable, given the continuing trend
towards earlier retirement among Canadian males.® Of less persuasiveness, at
least to professional economists, is the continued reliance of those who
oppose this initiative on the “lump of labour fallacy”; that is, the claim that
encouraging or requiring later retirement for older workers will mean fewer
jobs for younger workers.

In the Information Paper, there is an attempt (although modest) to
overcome this concern:

Today, there are concerns that delaying the age of digihility for pensions would
keep people in the workforce longer, making it harder for young people to find
jobs. It is important to note that when the baby boomers gtart to retire, it is
expected that there will be no shortage of jobs, so delayed retirement would not
hurt young people. (Canada, Provinces and Territories, 1996, p. 36)

Finally, it merits note that the “partial privatization” of the CPP was
never a part of the mainstream reform agenda. In a previous paper, | have

®In 1966, when the CPP was introduced, the remaining life expectancy of
Canadians aged 65 was 15.3 years. By 1995, the remaining life expectancy of Canadians
aged 65 had risen to 18.4 years. By the year 2015, this figure is anticipated to increase
further, to 19.4 years.

The participation rates of maes aged 55 to 64 and aged 65 and above have
declined steadily for the past 25 years. Because of the dramatic increasein the participation
rates of married females, one cannot Smply inspect the participation ratesfor older femdesto
determine if there is a corresponding trend for femaes.
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reviewed the economic case for the partial privatization of future retirement
benefits (Pesando, 1997).

In brief, the scheduled increase in contributions would be directed to a
system of mandatory retirement savings accounts. This scheduled increase
represents most of the cost of fully funding the retirement benefits currently
provided by the CPP. The existing CPP contributions would finance the
disability, death and survivors benefits provided by the plan, and dso service
the unfunded liability.

Privatization would have several key advantages. Working Canadians
would perceive the higher contributions as purchasing a pension benefit, not
simply as atax increase. This would reduce both the short- and long-term
distortions otherwise associated with a payroll tax. Privatization could also
serve as a catalyst to further reform, such as servicing the existing unfunded
liability through general tax revenues rather than through aregressive payroll
tax.

In May of this year, President George W. Bush — implementing a
campaign promise — appointed a bipartisan commission to report back to
him in the fall with specific plans for creating personal investment accounts
withinthe U.S. social security system. Recently, Sweden allowed its citizens
to invest a portion of their government pension contributions themselves, in
mutual funds or other savings plans. Germany’s government has recently
proposed a similar idea.'°

Concluding Comment

The “next wave’ in the ongoing debate about reform of public pension
programs, driven worldwide by demographics and the continuing concern
with rising codts, is already in motion. Although discussion of further reform
of the CPP has quieted down, at least for the near term, one can confidently
predict that this issue will again surface on the political agenda.

OFor a sample of the rapidly-expanding literature in this field, see, for example,
James et.al. (1999); and Feldstein and Samwick (2000).
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