]
UMFA News & Views March 2009

University Plan at Risk Again

P
A UM PENSION PRIMER

Generally speaking, there are two types of pension plans. A defined benefit plan is one in which
the sponsaor, in this case it is the University of Manitoba, guarantees some level of post-retirement
benefits, usually defined as some percentage of employee salary multiplied by years of service. A
defined contribution plan is one in which the sponsor invests some amount of cash each year on
behalf of the employee. In both the defined benefit and defined contribution models, both the
employer and the employee make contributions. Upon retirement, the employee is entitled to a
level of benefits that depends on how well the pension funds have performed. There are strong
advocates for each type of plan. The defined benefit plan offers security in the form of a
guaranteed level of benefits. Like a registered retirement savings plan (RRSP), the defined
contribution plan does not offer any kind of guarantee, but does offer the potential for a very
comfortable retirement if the pension investments perform well.

The U of M has a hybrid plan that combines the features of a defined benefit and a defined
contribution plan. Employees make regular contributions to the plan that are matched by the
university and invested by outside investment firms in a combination of fixed income (interest
bearing investments) and equity assets. The total contributions are kept in separate accounts for
each employee and any pension fund gains and losses are distributed among, and accumulate in,
these employee accounts. At retirement, the employee receives either a benefit based on the
value of his/her account in the pension plan, or the defined benefit (2% x years of service x
average of best 5 years of annual salary, adjusted downward to account for Canada Pension Plan
benefits), whichever is greater. If the pension investments perform well, the retiree can look
forward to a substantial benefit. If the pension investments do badly, the retiree is assured of
receiving at least the defined benefit. Most recent retirees are receiving a defined contribution
benefit that exceeds the defined benefit, but an increasing number are opting for the defined
benefit. The university’s actuaries predict that, primarily because of poor investment returns, more
future retirees can expect to receive the defined benefit.

Any pension plan that offers a defined benefit is very carefully regulated to ensure that it remains
solvent, i.e., that the pension plan assets are sufficient to meet the plan’s defined benefit
obligations. Specific solvency tests must be performed on a regular basis (at least every three
years). If the plan fails any of these tests, the sponsor must take appropriate remedial action.

Two years ago, the University Staff Benefits valuations of it and that no increases in
Committee met to discuss an analysis of the Members’ pension contributions could be
University’s plan prepared by its actuaries. The  implemented without UMFA consent. In
actuarial report concluded that, as at December  addition, article 7 of the Collective Agreement

31, 2005, the UM pension plan failed certain ensures that the current benefit levels stay in
tests specified under Manitoba pension place for the duration of the Collective
legislation. The actuaries warned that the Agreement.

pension plan needed either (a) substantially
increased contributions over the next few years
and/or (b) a decrease in the level of guaranteed
benefits for future retirees.

The latter half of 2008 saw a global stock
market meltdown unlike anything since the
Great Depression. The latest pension plan
information released by the U of M tells us that
The 2005 pension problems went away. Strong  the pension plan’s assets suffered a loss of

stock market returns in 2006 buoyed the almost 16% in 2008. In short, the current
pension plan’s assets upward and the UM plan  financial position of the plan is far worse than
passed all of the pension legislation tests as of it was in 2006.

December 31, 2006. At the conclusion of
collective bargaining in 2007, UMFA and the
administration agreed that a working group
would study the plan and any actuarial

Just as in 2006, the U of M’s actuaries say that
the current solvency problem is related to three
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factors. With the poor stock market returns in
2007 and the dramatic losses in equity funds of
2008, the pension plan is in a serious deficit,
although it may be at least a few months before
we know just how serious. As well, interest
rates are dropping (again), resulting in lower
returns on the fixed income side of the
investments. This all means that pension fund
assets are not expected to perform as well as
they have in the past and the cost of providing
future post-retirement benefits is increasing.
Finally, U of M retiree life expectancy
continues to increase and the cost of future post
-retirement benefits increases with it.

If the stock markets rebound dramatically and
interest rates increase, the current pension plan
problems may be mitigated in the long term. In
the meantime, we need to consider other
options. Generally speaking, there are two
ways to fix an underfunded defined benefit
pension plan; either, put more money into it, or
take less out of it. Provincial regulators have
already directed the U of M to make an
additional immediate contribution of
somewhere between $3 and $5 million.
Luckily, the university had a special restricted
fund of approximately that amount that is
available to meet these additional demands. It
is, however, very unlikely that this infusion
will be enough to restore the plan’s solvency. It

UMFA Banner

q’he UMFA banner, pictured
here, hangs on the east wall of
the UMFA boardroom. Carole
Condé and Karl Beveridge, two
artists with a long history of
designing images for labour
organizations, were
commissioned by UMFA to
produce the work. We are proud
to have this remarkable piece of
art which commemorates our
history and symbolizes the work
of our Members.

is also unlikely that there are other special
restricted funds available to help make up the
shortfall.

Over the next few months, the University Staff
Benefits Committee will be considering
proposals from the UM actuaries. A preliminary
list of suggestions includes:

* Reducing the defined benefit formula from
the current level of 2% per year of service

» Restricting membership in the defined
benefit plan (in the most extreme case, new
employees would only be eligible for the
defined contribution part of the plan)

»  Capping the maximum defined benefit for
which retirees are eligible (e.g., 60% of the
average of the best 5 years of annual
income)

» Increasing employee and matching
University contributions to the pension plan

UMFA’s position continues to be that the
pension plan is part of employee compensation
and is therefore subject to collective bargaining.
We believe that the defined benefit component
of the plan is crucial to UMFA’s Members and
must be protected. We are currently working
with our consultants and the other unions to
identify precisely how serious the current
solvency issues are and to identify a broader
range of possible solutions, if needed.
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UM Pension Plan: A Good Defined Benefit but a Bad

Defined Contribution Model

Vv
One of the great advantages of our plan is its hybrid

nature that gives us the security of a defined benefit
plan and the upside potential of a defined contribution
plan. Colleagues at many other universities very
properly envy us. What could possibly be bad about
this?

Recall that a defined contribution plan is one in which
regular contributions are determined by a specified
formula. At the U of M, employees contribute
approximately 7% of gross income, less an adjustment
for the Canada Pension Plan, and these contributions are
matched by the university. The plan sponsor, the
University of Manitoba, then invests these funds on
behalf of the employees. The value of the pension
ultimately depends on how wise, and how lucky, the
investment managers have been. The managers’
wisdom helps to determine the asset allocation, which
is, in the most basic sense, the proportion of the
retirement account that is invested in equities (usually
shares in publicly traded companies) vs. fixed income
securities (e.g., bonds and guaranteed income
certificates). Equities usually pay better returns in the
long run but are subject to potentially dramatic short-
term fluctuation which is what happened to the Toronto
Stock Exchange in the latter part of 2008. Fixed income
securities typically pay lower returns but those returns
are generally far steadier than equity returns.

One of the key advantages of many defined contribution
pension plans is that the asset allocation can be
customized to fit the risk preferences of each individual
employee. Younger employees are usually advised to
invest more heavily in equities because they have time
to ride out the market ups and downs and earn the
higher long-term returns. As employees age, they are
usually advised to move progressively more of their
investment portfolio into fixed income instruments such
that by the time they reach retirement age, almost all of
the portfolio is invested in fixed income securities that
“lock in” the equity returns earned in earlier years and
insulate the prospective retiree from extreme
fluctuations in value as retirement approaches.

A defined benefit plan is not managed in this way.
Instead, the pooled assets of the plan are invested
according to a single overall strategy designed to
maximize the long-term return on plan assets while still
providing the stability and liquidity to pay out pension
benefits to existing retirees. In Canada, the average
defined benefit plan asset allocation is approximately
60% equities, 40% fixed income. As at the end of 2008,
the U of M plan’s asset allocation was approximately
50% equities, 50% fixed income. The U of M’s plan is a
hybrid plan but its investment strategy is clearly that of
a defined benefit plan.

What does that mean to U of M employees? The
plan’s asset allocation is probably too conservative
for many younger members who have time to play
the market and weather the ups and downs. That
same asset allocation is likely far too risky for older
employees who are very close to retirement. This is
particularly true here at the U of M because UMFA
Members generally give irrevocable notice of their
plan to retire six months prior to the retirement date,
the date at which the value of their pension accounts
would normally lock in. Employees who gave
notice of a December 2008 retirement in June 2008
could only watch in horror as their UM pension
accounts lost almost 20% over the next six months.

There is an option to defer the payment of
retirement benefits for 24 months or until the
Member reaches age 71, whichever comes first.
Most people, however, plan on commencing
pension benefits in conjunction with the actual date
of retirement.

The requirements of a defined benefit plan mean
that our hybrid plan can never give UM employees
the asset allocation flexibility that a true defined
contribution plan can give. For many people,
though, the security of the defined benefit guarantee
is worth the loss of some of the advantages of a
defined contribution plan. Is what happened to our
December 2008 retirees an unavoidable risk of an
otherwise good pension plan?

The answer is clearly no. We can, and arguably
should, allow employees to lock in the value of their
pension accounts at the date they announce their
retirement, simply by removing the value of their
accounts from the general pension plan asset pool
and investing it in something secure like
Government treasury bills. This way, employees
can know fairly precisely the value of their pension
benefits at the moment they decide to retire. If the
market is down, the employee has the option to
postpone her or his retirement, keeping in mind that
at age 69 UMFA Members are required to provide
notice of their intention to retire or to continue on a
half-time appointment.

This issue is one of several related to the pension
plan that UMFA and the University Staff Benefits
Committee will be addressing over the next few
months. If you have any comments or suggestions,
we encourage you to contact the UMFA Office and
share them with us.



