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Canada, like other countries, has imposed caps on the amount of pension that may 
be paid from tax-advantaged pension arrangements. As these caps become ever more 
intrusive, employers are seeking ways of providing excess benefits from sources other 
than the regular tax advantaged pension plan (RPP). Unfortunately, there is no 
conventional approach to developing these costs and comparing alternative methods. 
The purpose of this paper is to briefly outline some of the issues and suggest some 
acceptable approaches. 

A Registered Pension Plan (RPP) provides a tax deduction on the contributions. No 
tax is payable on investment return but the benefits are taxable. A tax regime 
substantially similar to that of the UK and USA. 

There are two primary methods of financing benefits which exceed the limits that may 
be paid from an RPP. The first is an unfunded promise which an employer offers 
and might be described as the book reserve approach (BRA). The second is the 
retirement compensation arrangement (RCA). The RCA is a creature of Canadian 
legislation and was designed, in large measure, to provide a funding vehicle for 
excess pensions. Stripped of its complexities, the RCA provides the same tax 
treatment of contributions and benefits as the RPP but imposes a tax of 50% on all 
investment income. Given that individual marginal tax rates are of the order of 50%, 
Revenue Canada perceives the RCA as being tax-neutral between providing an 
individual with a retirement income and simply giving more cash which the individual 
may save on an after-tax basis. 

Canadian employers are increasingly asking actuaries "how much is it going to cost 
to provide benefits for executives "and" what are the differences in cost between the 
alternative approaches". 

Faced with the question of cost with respect to a RPP, the actuary would generally 
express the cost as a percentage of earnings or as a lump sum. The calculations 
would be performed using a discount rate equivalent to the expected return on assets 
of the pension fund and the calculation would ignore the tax status of the plan 
sponsor. This approach needs to be rethought if the actuary is to give a 
comprehensive answer to the questions of costs and comparisons for non-RPP 
vehicles. To demonstrate the effect of various approaches, a simple example has 
been adopted (described in the Appendix) and results will be considered on three 
bases: 



an unfunded book reserve (BRA), 

an RCA, funded on a projected unit credit basis, and 

an RPP also funded on the projected unit credit basis 

It is assumed that the executive's salary will increase at 5% and mortality has been 
ignored. 

The first step is to determine the cash flow requirement for each arrangement. Under 
the BRA, the employer is committed to providing an annual benefit of $1 16,350 per 
annum for 10 years for a total cash payout of $1,163,500. 

The RCA calculation will be made based on the assumption that the investments of 
the RCA can return 8.5% per annum but because of the 50% tax, calculations will 
be performed at the net rate of 4.25% per annum. On this basis the cash 
contributions to the RCA over the 10 year accumulation period amount to $778,400. 

The pension plan is also assumed to obtain an 8.5% return and will require 
contributions totalling $543,500. 

The question now becomes at what rate should these cash costs be discounted to find 
their present value? There are a number of alternatives including the return on assets 
that the employer can achieve, the employer's cost of borrowing money, the return 
that the company must achieve to maintain the current share price and the return that 
can be obtained on long-term fixed interest securities which reasonably match the 
benefit commitment. It is not the intent of this article to argue the case for any one 
of these, so we will simply assume that the discount rate is 9%. The results are 
shown in Table A, column 1. 

TABLE A 

1 Present Value of Cash Flow Costs 

BRA 

RCA 

(1) 
Before Corporate 

Taxes 

343,800 

528,700 

(2) 
After Corporate 

Tax at 43% 

569,100 

617,200 



The BRA is cheapest because the discount rate used to calculate corporate costs (9%) 
is greater than the investment return achievable by the pension fund (8.5%). The 
RCA is the most expensive because of the taxes that must be paid on the investment 
return of the fund. 

It should be noted that the result for the RPP is not the conventional one because of 
the use of the two different interest rates. Most actuaries would discount the benefits 
at the expected fund rate providing the lump sum that would have to be contributed 
to an RPP at the outset. 

As stated previously, the tax status of the plan sponsor is rarely factored directly into 
the actuarial calculation when addressing the cost of an RPP. However, it should not 
be ignored when making the comparison described here. 

For a non-profit employer, e.g. a University, the picture presented in the previous 
section is a reasonable comparison. Clearly using the RCA is a much more 
expensive approach. 

However, if the corporation is liable to tax at say, 43%, the rate attributable to many 
Canadian corporations, then the discount rate of 9% should be reduced to a net rate 
of 5.13%. The result of factoring the plan sponsor's tax status into the equation is 
shown in Table A, column 2. 

This picture is dramatically different. The BRA is now significantly more expensive 
than the RPP and the RCA adds less than 10% to the cost over the BRA. It might 
be said that this extra cost is the cost of providing security to the member. 

Many analyses made in Canada start by looking at the cost of providing the benefits 
from a RPP. This should not be done if these benefits cannot, due to tax limits, be 
provided from an RPP. The comparison is misleading and leads some employers to 
conclude that the benefit is too expensive because of the apparent incremental cost. 

This analysis is superficial and raises as many questions as it answers. For example, 
most employers expect costs to be expressed as an annual dollar figure or a 
percentage of earnings. How should these costs be attributed fairly to different 
periods? The calculation of the "pension expense" raises other interesting issues. 
For example, the pension expense for the book reserve and the RCA will in total, 
over time, equal the cash outgo in respect of each. As a result, the pension expense 
for the unfunded arrangement will be greater than the pension expense for the RCA. 
However, the former approach requires no cash outlay during the accumulation 
period and therefore, theoretically, the company will be capable of earning additional 
interest income which appears on a quite different line in the accounts. It is 
interesting to note (and perfectly logical) that if the final analysis net of taxes is 
undertaken assuming the employer incurs a 50% tax rate and the discount rate 
adopted is 8.5%, the cost of the BRA is equal to that of the RCA. 



I will be interested to learn whether others have grappled with and resolved some of 
these issues. 

APPENDIX A 

The plan provides an annual payment of 50% of the executive's final earnings which 
is payable for 10 years certain from age 65. The executive is now age 55 and the 
benefit is assumed to accrue at the rate of 5% p.a. 


