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INTRODUCTION 

The public policy debate in Canada on surplus intensified in 1990 and 1991. 
New policy initiatives from governments involving uniform, arbitrary imposed 
solutions to surplus were advanced. Under these compelling circumstances, 

the Canadian Institute of Actuaries responded with a position paper on surplus 
issues in September, 1991. 

The CIA paper made a number of recommendations to more properly reflect 
the concerns and interests of both members and employers. 

The paper provides guidance and certain principles to deal with the reality 
that surplus ownership and the right to use of surplus is not clear in all 
respects or may be interpreted differently by the parties to a particular plan. 
Closely related to surplus is the public perception of a linkage between 
inflation and surplus. The perception that surplus arises directly in response 
to inflation was rejected by the profession, and the notion that surplus could 
finance indexing, a t  least in the short run ,  is not supported by past experience. 
Surplus is largely dependent on the funding policy. The use of surplus to 
finance indexing was also opposed on grounds of retroactivity, inequity among 
members and plan sponsors with and without surplus, and discouragement to 
conservatively fund plans. Affordability of indexed pensions is considered a 
separate issue from surplus ownership, and the resolution of surplus disputes. 

This paper addresses different views on surplus in Canada, the USA and the 
United Kingdom from a background of differences and traditions for 



employment related pensions including the role of pension trustees, 

regulators, unions, plan sponsors and members. 

CANADA 

Defined benefit plans have been the preferred means for building employment 

based retirement pensions. Final average earnings, career average, and flat 
dollar benefit plans are widely accepted, although final average earnings 
plans are more prevalent than periodically upgraded career pay plans. Flat 
dollar pension plans are predominant in union negotiated arrangements, 
particularly, in the industrial manufacturing sector. Earnings related plans 
have historically required employee contributions which are tax deductible, 
although, movement to non-contributory defined benefits with supplementary 
arrangements for employee contributions developed rapidly in the 1980's. 

The outlook for defined benefit plans is uncertain at best, with conversion to 
the defined contribution alternatives gaining momentum. The pressure on 
defined benefit plans is coming primarily from increasingly complex 
government regulations and uncertainty about future regulation. This 
appears to be a worldwide environment, but in Canada, the problem is 
magnified because pension plans are provincially regulated, with the 
exception of certain industries that are subject to federal employment and 
pension laws. Pension legislation and administrative practice vary 
considerably from province to province. Employers with employees across 
Canada must meet slightly different standards for each province. Another 
significant impediment to the enhancement of defined benefits in Canada, or 
indeed their preservation, is the uncertainty on ownership and treatment of 
pension surplus in both ongoing and terminated plans. 



Surplus ownership questions arise in one or more of the following three 
circumstances: 

1. On plan wind-up, 

2. On an attempt to refund surplus from an ongoing plan to the plan 
sponsor, 

3. On use of surplus to reduce employer contributions. 

Unfortunately, few plan documents were adequately drafted to clearly address 
the ownership issue in each of these circumstances. The problem is 
compounded, because, until 1960 income tax registration required surplus 
allocation among members on plan termination. It  was a requirement that 
plans prohibit any return of surplus to the employer. When this rule was 
relaxed, most employers amended their plans accordingly. Notwithstanding, 
some recent court cases have concluded, more than 20 years after the fact, that 
any such amendment is contrary to trust law. As significant surpluses began 
to accumulate, regulatory authorities then found themselves in the 
uncomfortable position of having to approve or disapprove surplus refund 
applications. The almost universal response was to require employers to show 
irrefutable proof, including unquestionably clear documentation and possibly 
a court order on the right to surplus. Failing that, surplus had to be left in the 
plan or used for the benefit of plan members. 

PLAN WIND-UP 

While some plans provide for surplus allocation to members on plan 
termination, many plans provide for surplus reversion to sponsors. Both 
Ontario and Quebec have legislated a moratorium on surplus withdrawals. 
Until recently, the moratorium in Ontario, unless 100% member consent was 
obtained, could be circumvented through a court determination a s  to surplus 
entitlement on plan termination. The court option has been removed for a t  
least a three-year period to the end of 1994. Surplus sharing i s  encouraged and 



starting this year, member consent requirements have been reduced from 
100% to 66-213% for approval of any surplus reversion on plan termination. 
The overall two-thirds member consent requirement also includes sufficient 
consent among all classes of beneficiaries, actives, deferred vested and 
retirees. All of the above applies, notwithstanding plan provisions. 

Similarly, a moratorium on surplus withdrawals continues in Quebec. 
Proposals for compulsory, uniform and arbitrary surplus sharing that would 
override any existing agreement on surplus treatment were rejected by 
employer sponsors and unions. Full membership consent must still be 
obtained on any disposition of surplus to the employer on plan termination. 

Manitoba requires compulsory allocation of surplus to members in proportion 
to their contributions, and with a t  least two-thirds consent, any residual 
surplus can be refunded to the employer. Other jurisdictions don't require 
member consent, provided the documentation clearly supports a return of 
surplus to the sponsor. 

The eventual lifting of the moratorium in Ontario has been linked to 
mandatory inflation protection. The Ontario government has made a 
commitment to introduction of mandatory idflation protection, but given the 
current economic climate, i t  is doubtful there will be any action in this regard 
in the near future. While Ontario is the only jurisdiction to have made any 
formal commitment to mandatory inflation protection, including proposals to 

require surplus allocation or prior service indexation, other governments have 
responded to the widespread public perception that surpluses are closely 
linked to inflation and that unforeseen surpluses ought to be applied in some 
way for the use and benefit of plan beneficiaries. 



ONGOING PLAN WITHDRAWALS 

Ongoing plan surplus withdrawals are less controversial. Surplus refunds are 
prohibited in Ontario, Quebec and Manitoba. Where ongoing plan 
withdrawals are not specifically prohibited, surplus must be retained to cover 
a pro-rated share of surplus attributed to employee contributions, and, the 
greater of 25% of wind-up liabilities and 2 years employer current service cost 
a s  a cushion. I .  practice, plan documentation is generally unclear or silent, so 
that surplus withdrawals from an ongoing plan are prohibited. There seems 
little interest in ongoing plan surplus withdrawals except where corporations 
are suffering severe financial hardship. 

CONTRIBUTION HOLIDA YS 

Contribution holidays are permitted in all jurisdictions. There is no 
regulatory approval process or requirement for contribution holidays. There is 
a vocal section of the public which argues that contribution holidays are 
tantamount to surplus refunds. Conversely, there is the opposing argument 
that member interests are protected when monies are not removed from the 
pension fund. A deferral or curtailment in the amount of contributions going 
into the pension fund does not constitute a variation in trust. However, there 
has been one successful challenge to a contribution holiday on the grounds that 
the plan rules required the employer contribution. The wording and 
circumstances were somewhat unusual. 

Governments have enacted legislation on the premise that pension assets 
belong to beneficiaries. Employers view the pension fund as a means for 
financing a specific pension.promise contracted between an employer and 
employees. In Canada, a trustee's responsibilities are mostly limited to 
custodial duties to hold and invests fund assets. Regulators have filled an 
apparent void in identifying with and representing member interests, a role 
that independent trustees would more often adopt in the United Kingdom, for 



instance. Further, in the absence of trustees in the traditional sense to 
represent members' interests, primarily if not exclusively, regulators have 
empowered beneficiaries to approve any surplus return to the employer 
sponsor. 

THE CIA PENSION SURPLUS PAPER 

The Canadian Institute of Actuaries' paper adopted the following surplus 
definition: 

'The surplus in a pension plan is the excess of the plan's assets over its 
liabilities. The assets are the investments of the pension fund, and the 
liabilities are the value of the promised benefits. A deficit exists when 
liabilities exceed assets." 

I t  is thought that any more technical definition would have led to ever more 
complicated layers of detailed explanation. The key recommendations set out 
in the paper are as  follows: 

1.16 The parties to each plan should remain free to agree on the treatment 
of surplus and the nature of the pension promise in their plan. Any 
legislation should provide, that with the explicit agreement of both 
parties to the plan, certain aspects can be overridden. This will allow 
each plan to reflect better the intent of the parties to that plan. Where 
member consent is required, consent should be deemed to be given if no 
more than a small minority objects. 

1.17 For existing and new pension plans, plan documents and 
communications material should specify, both for ongoing and 
terminating plans: 
- surplus and deficit ownership, and treatment, and 



- the complete nature of the pension promise on retirement, 
termination or death including, in communications material, 
whether its purchasing power is protected fully, partially or not a t  
all. 

This information should be fully disclosed on a regular basis to all plan 

members - active, retired and those with deferred benefits. 

1.18 If the terms of an existing plan dealing with surplus and contribution 
holidays are clear, they should not be overridden by legislation. 

1.19 Because the parties may not agree about the interpretation of existing 
plan documents, we recommended that a window of opportunity, 
lasting about 18 months from the date of legislation, should be created 
to allow the parties to each plan to agree explicitly on the treatment of 
surpluses and deficits. 

1.20 In addition to these disclosure requirements, minimum standards and 
definitions should be legislated for the use of surplus just as  there are 
minimum standards and definitions for funding of deficits. 

1.21 The legislation should impose the following conditions for contribution 
holidays to be taken by a plan sponsor of an ongoing plan: 
1.21.01 any existing or new experience deficiencies and unfunded 

liabilities must first be eliminated 
1.21.02 to maintain symmetry with the funding requirements for 

deficits, use of surplus ta offset contributions must be 
amortized over a t  least five years 

1.22 The legislation should impose the following condi'tions before surplus 
may be withdrawn: 



1.22.01 assets remaining in an ongoing plan must also include a 
surplus of the greater of two years' estimated member and 

employer contributions or 10% of accrued liabilities 
1.22.02 unless the plan provisions explicitly allow surplus 

withdrawals, no more than a minority of 20% - 30% of plan 
members must object to the surplus withdrawal 

This section ended with the following plea: -- 

1.24 We cannot stress enough the need for any new legislation to be uniform 
across all jurisdictions. The existing regulatory burden and minor 
differences among jurisdictions are already a major impediment to a 
continuation and expansion of the private pension system. 

UNITED STATES 

Prior to the 1986 Tax Reform Act, and the introduction of a 10% excise tax 

(15% from 19881, plan sponsors could access surplus through a plan 
terminatiodreplacement exercise. Surplus could be withdrawn without 
member consent, even if the replacement plan was a continuation of the prior 
plan. This technique, which effectively allowed ongoing plan surplus 
withdrawals, was not seen as a violation or diminution of members' rights. 
Although, plans could not specifically allow ongoing plan withdrawals, surplus 
reversion on plan termination was allowed. So unless a plan specifically 
prohibited surplus reversion, plan sponsors could access surplus taking into 
account business circumstances including the excise tax, income tax exposure, 
need for funds, etc. 

Ongoing plan withdrawals are still prohibited. The only way to access surplus 
is the terminationlreplacement route which has been modified over recent 
years. Some plans have been amended recently to allow surplus withdrawals 
on plan termination, subject to a 5-year window requirement before access to 



surplus can be obtained. Part of the surplus must be shared with members for 
plans requiring member contributions. In any event, member consent is not 
required to approve a surplus withdrawal amendment. 

The 1990 Omnibus Budget Reform Act modified the surplus withdrawal rules, 
but retained the principle of terminationheplacement. The excise tax 
increased from 15% to 20%. which is not offset against any income tax arising 
from a surplus withdrawal. The excise tax a t  20% will only apply if a 
replacement plan is set up and a t  least 25% of the excess assets are allocated to 
finance the replacement plan. Significantly, a replacement plan can be either 
defined benefit or defined contribution. Instead of the 25% sharing through 
future financing of a replacement plan, an alternative is to apply at least 20% 
of the surplus to improve pensions prior to plan termination for actives andlor 
retirees. If there is no surplus sharing either to finance future benefits or 
improve accrued benefits, the excise tax is 50%, unless bankruptcy conditions 
exist. The 50% excise tax plus corporate income tax is a strong 
discouragement if not prohibitive. 

A form of ongoing withdrawal to allow diversion of surplus to finance post 
retirement medical benefits on a pay as you go basis until the end of 1995 was 
enacted in 1990. 

Otherwise, there is not much activity these days specifically to access surplus. 
However, termination of defined benefit plans and replacement with defined 
contribution plans has been widespread. Surplus and use of surplus would be a 
consideration, but not the primary reason. 

In the US, clearly the view of pension funds as trusteed assets exclusively for 
the benefit of employees and their beneficiaries is not widely held. Rather, 
surplus withdrawals have been viewed as funding flexibility for plan sponsors 
in meeting contractual commitments for a specific pension amount at 
retirement. The principle focus in the US is abuse of the income tax system on 



pension contributions, and adequate funding to avoid any subsequent transfer 
of pension obligations to the Pension Benefit Guaranty Corporation. There 

does not appear to be any significant public perception of surplus arising from 
inflation and surplus ownership entitlement by members. Regulators have not 
adopted a pro-active position reflecting members' interests. There is no 
regulatory action along the lines of moratoria on surplus withdrawals as  there 
is currently in Canada. 

UNITED KINGDOM 

In the United Kingdom, the historical development of employment based 
pension plans is quite different than in North America. 

The tradition of a separate Board of Trustees, some of whom are independent of 
the sponsoring employer, has far greater acceptance and practice than in 
North America. The role of pension trustees is substantial, not limited to 
custodial and investment management of fund assets. A Board of Trustees' 
mandate more broadly covers plan administration in all respects, including 
utilization of pension surplus. In this regard, the plan actuary would 
frequently be requested or expected to include recommendations how emerging 
surplus might be applied to improve pensions. 

Defined benefit final average earnings plans are dominant. Most plans also 
involve employee contributions. Compared to North America, there is little 
union activity in negotiating pensions. Flat dollar pension plans prevalent in 
North America, with negotiated improvements to respond to inflation, are rare 
in the UK. Usually, pension contribution levels are set a t  a level a sponsoring 
employer can afford with the understanding that trustees would improve 
benefits from surplus that could clearly be supported from the agreed level of 
employer contributions. With this background, contributions a s  deferred 
wages is less controversial. 



Historically, pension plans have always been funded in the United Kingdom, 
contrary to the North American circumstances leading to minimum funding 
standards legislation in Canada and ERISA in the United States. 

Actuarial assumptions and techniques are more typically set close to or the 
same as the assumptions and methods for financial reporting. Surplus (deficit) 
volatility is mitigated with the use of discounted cash flow asset valuation 
methods. A greater linkage in the valuation of assets and liabilities in a 
consistent way tends to reinforce confidence in contribution stability in the 
short run, and that benefits provided can be maintained a t  the level of 
employer contributions for the longer term. 

UK surplus developments are linked to inflation, not on the basis of any 
perceived or accepted linkage of the cost of inflation (indexing) protection and 
emerging surplus, rather, that indexing is affordable. It  is accepted that any 
additional cost of indexing can either be accommodated within the existing 
funding policy, or, a plan sponsor can adjust future service retirement pensions 
andlor employee cost sharing. Also, typical UK funds have substantially 
greater equity investments than in North America. It  is debatable whether 
the higher equity content is responsive to an expectation of maintaining the 
value of pensions or responsive to having to provide affordable indexed 
pensions. 

Most private sector, UK plans, tend to follow the statutory minimum 
requirements (and no more) for increases in pensions from date of termination 
to retirement age. However, most schemes provide for increasing pensions in  
payment and these increases are often greater than the minimum requirement 
for early leaves. 

The National Association of Pension Funds, 1990 survey, showed 64% of 737 
private plans provide a minimum guaranteed increase for pensioners with a 
further 35% responding that pension increases are reviewed annually. The 



widespread prevalence of both guaranteed and voluntary indexing may 
explain the relative lack of opposition to the use of surplus for mandatory 

indexing. 

Limited indexing is required by the 1990 Social Security Act but this 
requirement has not yet been proclaimed a pending resolution of equalization 
of pensions for men and women arising from the Barber Case. The Limited 
Price Indexation (LPI) target is 100% of RPI (Retail Price Index), subject to a 
maximum of a 5% increase per year. This is to apply to pensions earned after 
the effective date. 

Surplus, determined on a prescribed basis, must be used to extend LPI 
(Limited Price Indexation) to prior service. The prescribed basis will be on 
"realistic" assumptions, compared to the more conservative assumptions 
prescribed by Inland Revenue for surplus determination and full tax deferral 
on pension fund assets (both contributions and investment earnings). 

Legislation for limited indexing now set out in the 1990 Social Security Act 
(April 4,1990) apparently met little resistance. The consensus view in the 
United Kingdom is that surplus belongs to members, subject to reasonable 
pension levels. Historically, most trust or plan documents do not provide for 
surplus reversion to employer sponsors on plan termination. Rather, trust 
documentation often gives trustees discretion to improve member benefits, 
with some plans providingsurplus ownership to plan members. The 
traditional role of trustees and the governing documentation are not altered by 
the minimum inflation protection standards and required surplus application 
arising from the 1990 Social Security Act. The trustees must, of course, act 
and carry out their responsibilities according to the trust. However, i t  is 
reasonable in having provided for indexation of all pension benefits to an 
already adequate basic pension, that residual surplus could justifiably be 
returned to the employer. 



SUMMARY 

The authors, familiar with the Canadian milieu on pension surplus, were 
curious about similar or alternative perspectives on pension surplus and 
regulatory conditions in other countries, principally the United States and the 
United Kingdom. I t  became clear to us that the evolution of pensions and 
accepted views on pension plan commitments and responsibilities is 
significant in the current response to emergence in the 1980's of substantial 
surpluses in each of the three countries covered. 

As a result of our research, there are some clear distinctions arising from a 
broader social and economic background that are useful in understanding or 
explaining differences on pension surplus and the pension system, in general. 
We believe this background will be helpful to an actuary or plan sponsor 
wanting an understanding of current surplus practices in the three countries.. 

We wish to acknowledge our many colleagues who assisted in providing us 
with information and insights on pensions and surplus treatment. The 
authors assume full responsibility for the interpretation of information and 
our assessment of the material provided for purposes of this paper. 


