
 

 

 
 

 

 

 

Ontario Announces New Funding Rules  

for Defined Benefit Pension Plans 

 
December 18, 2017 

 

The Ontario Government has released a consultation paper setting out its proposed new 

funding rules for defined benefit pension plans registered in Ontario. The consultation 

paper can be found here.  

 

Unions wishing to make submissions to the Ministry of Finance regarding its proposed 

rules can do so until January 29, 2018, when the consultation period is scheduled to close. 

 

These changes parallel the changes made for US Steel and its plans. Essar has been in 

CCAA protection since 2015.   

 

 

Which plans will be affected?  

If implemented, the proposed funding-rule changes will apply to single-employer defined 

benefit pension plans and multi-employer defined benefit pension plans, which have not 

been designated as a specified Ontario multi-employer pension plan, or SOMEPP. The 

funding-rule changes will not apply to SOMEPPs. In addition, the proposed rules will not 

apply to most jointly-sponsored pension plans. However, some elements of the new 

funding rules, such as those regarding the provision for adverse deviations or PfAD, may 

provide some indication as to the government’s thinking regarding the PfAD 

requirements of the new funding rules for SOMEPPs, which are expected next year. 

 

Proposed new rules 

These funding rule changes have been expected since the spring, but the consultation 

paper includes some additional detail on how the new going-concern funding rules are 

expected to work.  

 

Unions should examine the pension plans in which their members participate to 

determine the impact the proposed changes will have on their members. While the 

consultation paper trumpets contribution stability, it is clear that employers sponsoring 

defined benefit plans will see their funding obligations reduced by the new rules. 

 

http://www.ontariocanada.com/registry/showAttachment.do?postingId=25526&attachmentId=36164
http://www.ontariocanada.com/registry/showAttachment.do?postingId=25526&attachmentId=36164
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There are two types of funding for pension plans. Solvency funding assumes that the plan 

was terminated on a specific date. The value of benefits is calculated using the interest 

rates on that date. The current funding rules for defined benefit pension plans provide that 

should they become less than fully funded on a solvency basis, special payments must be 

made until they become fully funded. Any solvency-funding shortfall must normally be 

eliminated within five years. 

 

Going-concern funding assumes that a pension plan will continue indefinitely. With 

going-concern funding, the value of benefits is calculated using long-term assumptions 

and any funding shortfall must now be eliminated within 15 years.   

 

Given today’s extremely low interest rates, the dollar value of pension benefits calculated 

on a solvency basis is higher than the dollar value of those same benefits calculated on a 

going-concern basis. The proposed new funding regime replaces solvency funding with 

going-concern funding but will require sponsors of defined benefit pension plans to 

resume solvency funding if the solvency-funded level of the plan falls below 85%. 

 

The proposed rules for calculating the contributions required for defined benefit plans 

include a complex formula for determining the amount of the plan’s required funding 

margin, or PfAD. While PfAD is intended to create contribution stability, it is an 

additional cost which will need to be funded. That additional cost will be permanent and 

only marginally protects plan members whose employer becomes insolvent.  

 

One unfortunate effect of the PfAD rules is that they will encourage plans to invest in 

fixed income assets, which have lower rates of return and will make sponsoring such 

plans more costly. Once the initial savings from no longer have to make solvency 

payments is realized by employers, they may seek to reduce the benefit accrual rates of 

their plans to offset the additional costs of having to fund a PfAD.  

 

Additionally, some rather confusing rule changes will require going-concern shortfalls to 

be amortized over 10 years instead of 15. However, plan sponsors will be permitted to re-

calculate and re-amortize a going-concern shortfall every three years, which will 

effectively permit them to avoid ever having to completely eliminate such a shortfall.  

 

Reduction in Solvency-Funding Obligations 

The making of special payments to eliminate a solvency-funding shortfall will only be 

required if a plan is less than 85% funded on a solvency basis. Additionally, any such 

payments will only be required until the solvency-funding level of the plan reaches 85%. 

Any solvency-funding shortfall must be eliminated within five years, which under the 
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new rules means that employers sponsoring a defined benefit plan will have five years to 

get the plan back to being just 85% funded.  

 

Letters of credit may secure up to 15% of a plan’s solvency liabilities. If letters of credit 

are now being used to secure part of a solvency shortfall for a plan which is more than 

85% funded on a solvency basis, the value of the letters of credit may be reduced 

accordingly. 

 

If a defined benefit plan is more than 85% funded on a solvency basis but is now making 

special payments, it may reduce either the amount of the monthly payments or the 

amortization period in order to transition to the new 85% minimum solvency-funding 

level. Following the transition period, any solvency excess (the amount by which plan 

assets and required solvency special payments exceed solvency liabilities) may only be 

used to shorten the amortization period. Existing solvency relief measures cannot be 

renewed once the new funding regime is in place.  

 

Most plans to which these rules will apply are already more than 85% funded on a 

solvency basis, so this rule change will reduce or eliminate any further special payments 

required to eliminate the majority of existing solvency-funding shortfalls.  

 

Although letters of credit may be used to secure up to 15% of a plan’s solvency 

liabilities, they are non-performing assets since they do not generate investment returns.  

Relying upon letters of credit reduces the ability of the plan’s assets to generate the 

investment returns which pay for most of the cost of pensions. 

 

Despite the fact that Ontario’s pension legislation has targeted a 100% solvency-funding 

level for decades, $54 billion of Ontario’s total solvency liabilities of $246 billion are 

now unfunded. By lowering the funding-level target to 85%, another $33 billion will be 

removed from the liabilities that would otherwise need to be funded. It has been 

estimated that this rule change will save employers sponsoring defined benefit plans 

about $1.4 billion per year. Less than 5% of that amount would fully fund a meaningful 

expansion of the Pension Benefits Guarantee Fund (the “PBGF”) so that it can better 

protect pensioners and members should their employer become insolvent. (The province 

has announced that it will increase the maximum guarantee from the PBGF by $500 a 

month to $1,500 a month.) 
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Going-Concern Funding Rules 

The proposed going-concern funding rules are a bit contradictory. For example, going- 

concern shortfalls will be required to be funded over 10 years instead of 15. However, 

each valuation will be a “fresh start” under which any existing going-concern shortfall 

may be re-amortized over another 10 years, unless a benefit improvement has been made. 

(Benefit improvements will require a separate funding schedule.) 

 

This fresh-start rule is a significant concern as it will effectively permit plan sponsors to 

continually re-amortize a going-concern shortfall and thus avoid eliminating it entirely 

for much longer than 10 years. For example, a going-concern shortfall that arises in year 

1 could be re-calculated and re-amortized in year 3 for a further 10 years. Doing so would 

create an effective amortization period of 13 years. If this shortfall was re-amortized 

again in year 6 of the original 10-year period, the effective amortization period would 

increase to 16 years. If re-amortized again in year 9 of the original schedule, it would be 

19 years between the date the shortfall was identified and the date it was eliminated, 

assuming it was not re-amortized again.  

 

The only exceptions to this rolling re-amortization are when a new plan, with past service 

obligations, is established or a benefit improvement is made. Both scenarios require a 

separate, but fixed, 10-year going-concern special payment schedule. In effect, new 

benefits or benefit improvements will be more expensive for employers than current 

benefits and thus harder to secure at the bargaining table.   

 

Provision for Adverse Deviations (PfAD) 

PfAD will be the percentage used to determine the amount of required additional going-

concern special payments in respect of a plan’s going-concern liabilities and the amount 

of required additional contributions in respect of its normal cost.  

 

The PfAD in respect of accrued going-concern liabilities would be determined by 

multiplying the PfAD, as calculated below, by the plan’s going-concern liabilities, not 

including any liabilities for future indexation. Any unfunded portion would have to be 

included in the plan’s going-concern unfunded liabilities and amortized over 10 years, 

subject to the “fresh starts” described above.  

 

The PfAD in respect of the normal cost would be determined by multiplying the PfAD, as 

calculated below, by the plan’s normal cost, not including any liabilities for future 

indexation. The resulting amount would be added to the plan’s normal cost and funded 

accordingly  
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The PfAD percentage will be determined by totalling the following three percentages: 

 

1. A fixed percentage. The percentage for a plan closed to new members is 5%, the 

percentage for a plan open to new members is 4%.  

 

2. A percentage based on the proportion of the plan’s assets invested in non-fixed 

income investments. The consultation paper indicates that what will constitute 

fixed income for the purposes of calculating PfAD will be set by regulation. 

 

 
 

3. A percentage based on the degree by which the plan’s going-concern discount rate 

exceeds the benchmark discount rate.  

 

Ontario’s proposed PfAD methodology is similar to the methodology now used to 

determine the PfAD for multi-employer plans registered in Alberta and BC. However, 

Ontario’s is much more complicated than the approach taken by those provinces which 

only penalize plans for holding equities. (The amount of the required PfAD increases 

with an increase in the allocation to equities.) The western approach thus encourages 

plans to invest in less volatile, income-producing assets, such as infrastructure, 

commercial real estate and mortgage funds, by not increasing a plan’s PfAD if it does so. 

Ontario will increase a plan’s PfAD if it makes such investments but the amount of the 

increase will be half of what it would have been had those assets been invested in 

equities.   

 

Generally, it is proposed that fixed income be of a type and quality to support pension 

liabilities and will include bonds, cash, treasury bills and short-term notes. Worth noting 

is that none of these asset classes now generate meaningful investment returns. One of 

the expected effects of Ontario’s proposed PfAD scheme is to encourage plans to allocate 
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more plan assets to fixed income. Encouraging plans to invest in an asset class which 

generates minimal or negative rates returns will make them more expensive to sponsor.  

 

Ontario is effectively forcing plans to invest in bonds at a time when bonds are expected 

to generate flat or negative returns. For example, due to rising interest rates, the Canadian 

universe bond index generated an investment return of -3% in the year ending September 

30, 2017. Interest rates are widely expected to increase further next year and thereafter. 

Virtually all investment professionals agree that the years of steady, robust fixed income 

returns are over. As investment returns fund 60% or more of the cost of pensions, 

penalizing plans for investing in alternative asset classes at a time when bonds are 

generating negligible, or negative returns, is poor public policy. Doing so will result in 

employers seeking reductions in future accrual rates and smaller future pensions. It 

appears that the province’s concerns with benefit security have trumped any concerns 

about benefit adequacy. 

 

PfADs do not achieve benefit security. They compel  reserves that, in most cases, will be 

dead money that could otherwise be used to provide workers with decent retirement 

incomes. PfADs do not provide real protection against insolvency. Rather than rely on 

PfADs, the government should significantly enhance PBGF coverage to better protect 

workers and pensioners.  

 

Special Rules for Broader Public Sector Plans 

Valuations with an effective date prior to December 31, 2017 for broader public sector 

plans will continue to be required to use the current funding rules. Valuations for such 

plans with an effective date on or after December 31, 2017, which are filed on or after the 

proposed new funding rules become law, must be in accordance with the proposed new 

rules. The regulations, which provide temporary solvency-funding relief to 25 pension 

plans in the broader public sector, will continue to apply. 

 

Limits on Benefit Improvements 

Benefit improvements will be prohibited if a plan is less than 85% funded on a solvency 

basis or less than 90% funded on a going-concern basis. Any benefit improvement must 

be fully funded on a going-concern basis within five years of the date it is implemented. 
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Contribution Holidays 

Contribution holidays will be permitted only if the plan’s going-concern funded ratio is 

greater than 115% and the plan’s solvency-funded ratio is at least 105%. Only up to  20% 

of available surplus can be used to fund a contribution holiday. 

 

Transition 

The proposed new funding rules have a three-year transition period. For example, if the 

first valuation under the new rules is at January 1, 2020, no additional contributions 

would be required in 2020. In 2021, one third of the increase in contributions would be 

required with the remaining two–thirds of the increase being required in 2022. 

 

 

******* 


