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Doubts have been expressed recently, both by writers in the media and 
individual Canadians, about the viability of the Canada Pension Plan (CPP). Most of 
them result from a lack of understanding of the funding method, which is essentially 
pay-go, with the contributions set to be approximately equal to the benefits paid in any 
one year. All social security plans that provide defined benefits are funded on a pay-go 
basis. The exceptions are plans such as Singapore's Provident Fund, where the 
benefits are what the accumulated funds will provide. A fund is established which is 
designed to be equal to two years' benefits, simply to cover fluctuations in income and 
expenditures. While the CPP was established in 1966, maximum retirement benefits of 
25% of adjusted average earnings were not payable until 1976; retirement benefits 
between these dates were pro-rated. 

Initially the contribution rate was planned to be somewhat in excess of initial 
benefits, but the Province of Quebec, which established its parallel Quebec Pension 
Plan (QPP) wanted a larger fund so it could make investments which it considered to 
be beneficial for Quebec. As it was not desirable to have different contribution rates 
for the CPP and QPP, the initial contribution rate was set well above the amount 
necessary merely to cover benefits, and a large fund was built up. An increase in the 
contribution was predicted to be necessary in the mid 1980's by the CPP actuaries, and 
the prediction proved to be accurate. 

The CPP fund, which is the excess of contributions and investment income 
over benefits, was lent back to the provinces, other than Quebec, which had its own 
plan and fund. The provinces issued non-marketable bonds bearing the same interest 
rate as would apply to long term twenty year federal government bonds, a somewhat 
better rate than the provinces would have to pay on their own bonds. 

The annual contribution rates for the CPP up to 2016 are set out in legislation 
which contains a twenty-five schedule covering the period up to 2016; these rates can 
be revised after the regular federal-provincial quinquennial reviews by the Ministers of 
Finance. The next such review is scheduled to occur prior to 1997, and probably in 
1996. The combined employerlemployee rate for 1994 is 5.20%, increasing to 10.10% 
in 2016; the corresponding pay-go rates are 7.36% and 10.18%. (All figures are taken 
from the Fourteenth Actuarial Report on the CPP as at 31 December, 1991.) For 
purposes of the actuarial valuations the rates after the end of the twenty-five year 
schedule are set by thefifreen year formula which ensures that the fund at the end of 
that period is at least equal to two years of benefits. 



It should be noted that the contribution rates are significantly less than the pay- 
go rates up to 2006, and slightly less up to 2017; thereafter they exceed the pay-go 
rates slightly up almost 2055. The fund dips below the two year benefit target in 2003, 
and does not exceed the target again until 2051, although it never drops below 154% 
of a years' benefits. 

The increase in contribution rates that has occurred, and that is predicted to 
occur, has shocked many who did not realize that this was always foreseen. The basic 
reason is the changing demographics of Canada, which is a young country. The 
proportion of the population over age 65 will increase from 11.6% in 1991 to 19.0% 
in 2025, 21.4% in 2050, and 23.3% by 2100. The increase from 1966 is even more 
marked. These shifts were predicted by the CPP actuaries in all actuarial reports. The 
shifts have been more than originally predicted because of improving mortality and the 
decline in the birthrate, although the CPP actuaries were very quick to revise their 
actuarial assumptions in light of the experience in these areas. The improvement in 
mortality increases retirement benefits and decreases survivor and orphans' benefits. 
The decrease in the birthrate reduces contributions in the mid-term, but does not 
reduce benefits until the long term. 

Another reason for the increase has been the change in economic assumptions. 
Initially there was assumed to be a spread of 250 basis points between the rate of 
increase in wages and that in prices. Experience has required this to be narrowed to 
100 basis points. This has a greater effect upon earnings, on which contributions are 
based than upon prices, and so reduces the ratio of contributions to benefits, thereby 
requiring an increase in contribution rates to bring about a balance. A less important 
factor has been the continuing high level of unemployment, which has an immediate 
effect upon contribution income and a delayed effect upon benefits. 

A final reason for the increase in costs have been enrichments of the CPP, all of 
which have a greater effect in the long term than immediately. 

The CPP has obviously many intragenerational transfers, i.e. transfers from 
living active workers to disabled workers through disability benefits and to surviving 
spouses via spouses' benefits. What has caused more concern is the intergenerational 
transfers. These are usually identified as workers paying for the pensions of an older 
generation who have retired as the CPP operates on a pay-go basis. It is often 
suggested that future generations of workers will revolt and refuse to pay 
contributions to support pensioners who devised a rich pension plans for themselves. 
Some writers in the USA have suggested that this will be exacerbated by racial factors 
as the future generation of workers will be largely Hispanic, Asiatic, and black, while 
the pensioners will be largely of Caucasian origin. The same situation may occur in 
Canada, although the Hispanic element will be lacking. Whether this racial conflict 
will occur is problematical. 



The CPP has another intergenerational aspect that is often overlooked. 
Benefits are provided to  children of deceased and disabled contributors, which is a 
transfer in the opposite direction. In any event intergenerational transfers are common 
in all societies. The infrastructure of the country-- railways, roads, airports, hospitals, 
public buildings, sewers, waterworks, power installations, etc.--have been built, and in 
part at least, paid for by previous generations for the benefit of succeeding ones. The 
current generations certainly pays for the education of following ones. The current 
generation will also leave its accumulated personal wealth to their children. 

Traditionally, children have looked after their parents. It is interesting that 
Singapore is considering legislation that will allow parents to sue their children for 
support. All that happens through the CPP is that one generation looks after the 
following one on a group basis rather than an individual one. This makes sense both 
because children may no longer live anywhere near their parents and because of the 
smaller number of children parents now have. What is happening is an 
institutionalizing of what was formerly a personal responsibility. It should be noted 
that the reduction in the number of children has allowed parents to  give more to each 
child, so the increased burden on the children imposed by their fewer number has been 
compensated for in part. 

Another criticism is that the CPP is not actuarially funded, as a plan in the 
private sector must be. If this were done, the contribution rate in the past would have 
been considerably higher than it was, and would in fact be higher than it now is. The 
entry-age normal cost would be 9.62% rather than the pay-go contribution of 5.20% in 
1994, but this would be a level rate and contributions would never reach the 13% level 
as they are anticipated to do by 2035. This however understates the entry age normal 
cost as it does not make allowance for the granting of full benefits in 1976 with only 
ten years of contributions. 

The real problem associated with actuarial fbnding is the enormous fund 
accumulated, and the investment of it. Were the CPP fully funded, there would be a 
fund of some $420 billion. The total assets of private pension funds in Canada are only 
$191 billion. (This does not include public service plans notionally funded though 
consolidated revenue funds.) There is a further $130 billion in individual Registered 
Retirement Savings Plans. Thus a funded CPP would have assets about a third more 
than all existing retirement funds in Canada. 

Ifthe fund were invested in government bonds, whether federal or provincial, it 
might encourage fiscal irresponsibility because of the enormous amounts available. 
Even if it did not, there are still problems. The interest on the bonds must be paid out 
of tax revenues. All this means is that less of CPP revenues come from contributions, 
and more from general tax revenues. As far as individuals are concerned more might 
be paid by high income earners through taxes, and taxes on investment income and 



pensions would contribute their share. For many the reduction in CPP contributions 
would be offset by an increase in income taxes: some might pay more and others might 
pay less. As far as corporations are concerned there would ultimately be less paid by 
those with lower profits, and perhaps more by highly profitable ones. 

If the fund were invested as private funds are, in a mixture of government 
bonds and corporate securities, including stocks, the influence upon the Canadian 
economy would be enormous. Whether the fund would be allowed to increase its 
yield, as most private plans do, by investing offshore, is a good question. Would 
Canadians agree to it, and if they did, would there be resistance in foreign countries to 
a government fund investing in them?. 

Whoever was managing the CPP fund would be able to profoundly effect the 
destinies of Canadian corporations. The temptations to the government to interfere in 
the investment process would be enormous, and might be difficult to resist. 
Unfortunately governments do not have a history of picking winners for investment. 

Leaving aside the matter of actuarial funding, the investment policy of the 
present fund of some $42 billion has been criticized. First the provinces are accused of 
being able to borrow at a preferential rate, which is true. Some have even suggested 
that the provinces are not credit-worthy, and should not be allowed to borrow from 
the CPP because they face bankruptcy. If this is really true, Canada faces much more 
serious problems than the CPP! 

Even if the Provinces were charged an interest rate comparable to that which 
they would pay on the open market, which at most would be one hundred basis points 
higher, the effect would not be substantial because of the pay-go funding, as 
contrasted to actuarial funding. Even if the interest rate earned were a full 1% higher 
(100 basis points) the effect on contribution rates in the long term, as shown in the 
sensitivity tests in the Fourteenth Actuarial Report, would only be a reduction of thirty 
basis points, hardly a significant reduction. 

The long term costs of the CPP are not out of line with present costs of 
retirement plans in other countries in the G-7 group. The United States is the only one 
of the six countries, other than Canada, where the current combined 
employer/employee contribution rate to their retirement income social sixurity plan is 
under 13% (currently 12.4% on the first U$57,000 of earnings ), and in Italy the 
current contribution rate is 26.1% on all earnings. (Admittedly Italy has a higher 
replacement ratio than Canada and a lower normal retirement age.) Ultimate 
contribution rates in Canada in the 13% to 14% range would not be out of line with 
the other G-7 countries, where the current contribution rate is at that level or higher. 
It was thus appear that, by themselves, the long-range CPP contribution rates should 
not be unacceptable. 



The real problem is the combined level of the wsts of all social programmes, 
and taxes in Canada. The cost of the Old Age S k t y  Pensioq a demogrant related 
to residence and not earnings, and the Guaranteed Income Supplement, which is 
income-tested, according to the Canadian Institute of Actuaries, based on work done 
by the Chief Actuary in the Office of the Superimendem of Financial Institutions, 
which is responsible for the actuarial work for these programme. as well as the CPP, 
is about another 7% of earnings on which CPP contributions are based, with the cost 
peaking at around gQ?4 in 2630. These programmes are financed out of  general 
revenue. with no identified tax Unemulo~mcnt insurance rauires 7.37% of insurable 
earnin&, which are slightly higher & tde earnings on which contributions are made 
to the CPP. Workers' compensation, whose wst 611s exclusively on employers, is 
provincially admiaistered, and varies &om province to  province, and industry to 
induw.  The cost can be as little as 0.05% of earnings, and as high as 29.01% Most 
costs are probably under 1%. 

Then there is the medicare programme. As it is provincially run, the methods 
of financing vary considerably. Alberta and British Columbia charge premiums, of $64 
to $72 per family per month. Manitoba, Newfoundland, Ontario, and Qu&c levy 
payroll taxes on employers of fiom 1.05% (Ontario) to 3.75% (Quaec). with Qu&ec 
an additional 1% to residents, to a maximum of $1,000. In the other provinces 
medicare is financed out of general revenues. 

There is a federal Goods and Services Tax, similar to European VAT of 7%, 
and provincial sales taxes, which can be as high as 12%. Federal income tax is 17% in 
the lowest brackef and 29% in the highest. Provincial income taxes, except in 
Quibec, which has its own system, are from 45% to 69%, of the federal rate. The 
Quibcc system produces comparable taxes. There are various surtaxes in the income 
tax system as wefl. 

, The question is not whether the CPP contribution rates will reach unacceptable 
levels, but whether the cast of all Canadian social programmes and taxes wiU reach 
unacceptable levels. 

There are an increasing number of stories in the media about Canadians who do 
not believe that the CPP will be around when they retire. Yet other w 9 s  show that 
few are acting on this premise, and doing any saving to compensate for the perceived 
loss. Does this indicate improvidence, or that they know they are being unnecessarily 
alarmist? It is interesting that they are not predictins the demise of the medicare 
system, or the end of &ee or inexpensive education, or all the other myriad 
programmes provided by government. If cutbacks are necessary, it will not just be the 
CPP which is afFected. 

Much of the criticism also indicates a complete lack of understanding of social 
security programmes. Some seem to think each antxibutor has an individual account 



to which contributions are credited, and from which benefits are paid. How this 
account can pay substantial benefits in the event of disability or premature death is 
never considered, nor that the benefits are inflation protected. Much education must 
be done. 

A recent study made by the Employee Benefit Research Institute in 
Washington is disturbing. It predicts a lifetime net tax rate for the United States of 
82%! Even more optimistic assumptions give a net lifetime tax rate of well over 50% 
In Canada, some aspects of the problem are better, and others worse. The savings rate 
in Canada is higher, and a full scale medicare programme is already in place. On the 
other hand, government deficits and the national debt are higher by almost any 
standards. Canada cannot benefit as much from the "peace dividend", simply because 
its defense spending was so low. While without closer study it is difficult to assess this 
report, it cannot be ignored, and some of its conclusions may apply to Canada. 

My own personal conclusions are that the CPP will continue to exist, but that 
increased life expectancy, coupled with a shortage of workers resulting from the low 
birth rates experienced over the past three decades, will force a higher normal 
retirement age on society as a whole, with a resultant lowering of CPP costs. 


