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Memorandum 
 

To: All Fellows, Affiliates, Associates, and Correspondents of the Canadian 
Institute of Actuaries and Other Interested Parties 

From:  A. David Pelletier, Chair 
Actuarial Standards Board 

Stephen J. Butterfield, Chair 
Designated Group 

Date:  June 4, 2012 

Subject: Notice of Intent to Revise the Practice-Specific Standards for Pension 
Plans (Part 3000) 

Deadline for comments: July 31, 2012 
Document 212044 

BACKGROUND 

The Actuarial Standards Board (ASB) established a designated group (DG) in 2011 to review 
the new Practice-Specific Standards for Pension Plans (the Pension Standards) and to 
ascertain whether any amendments should be made to them. The DG consists of Stephen 
Butterfield (Chair), Normand Gendron, Dean Newell, Martin Cyrenne, and Greg Heise. 

The DG consulted with the Committee on Pension Plan Financial Reporting (PPFRC) and 
identified a number of issues with respect to the Pension Standards. This notice of intent 
(NOI) provides details on the issues identified and the ASB’s proposed approach in dealing 
with them. 

OBJECTIVE 

The objective of this NOI is to clarify the intent and to provide further guidance on certain 
aspects of the Pension Standards. 

ISSUES IDENTIFIED  

The following are issues identified with the Pension Standards and the intended course of 
action. 

Sensitivity Disclosures and Incremental Cost  

Concerns have been raised with respect to the sensitivity disclosures and reporting of the 
incremental cost for certain hypothetical wind-up or solvency valuations. This issue is being 
addressed by a separate designated group and is not discussed further in this NOI. The notice 
of intent related to this issue may be found here and the exposure draft related to this issue 
can be found here.  

http://www.actuaries.ca/members/publications/2012/212014e.pdf�
http://www.actuaries.ca/members/publications/2012/212040e.pdf�
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Definition of Incremental Cost 
The Pension Standards have introduced the concept of an incremental cost, but this term 
is not defined and is not explicitly explained within the Pension Standards. For clarity, 
the ASB believes that the Pension Standards should be amended to include some 
explanation of this term, either within the definitions or within the non-italicized text of 
subsection 3260. The preference of the ASB is to include a new paragraph 3260.15.1 to 
read as follows: 

“The incremental cost for a hypothetical wind-up valuation or a solvency valuation 
represents the present value, at the calculation date, of the expected aggregate change 
in the hypothetical wind-up liability or solvency liability between the calculation date 
and the next calculation date, adjusted upwards for expected benefit payments 
between the calculation date and the next calculation date.”  

The ASB notes that the inclusion of this wording is not intended to change the meaning 
of incremental cost but is intended to assist actuaries in better understanding this term. 

Disclosure of Methods and Assumptions for Determining Incremental Cost 
The Pension Standards require that the actuary disclose the actuarial methods and 
assumptions used to determine the solvency and/or hypothetical wind-up liabilities. The 
Pension Standards are silent with respect to disclosure of the actuarial methods and 
assumptions used to determine the incremental cost. Concerns have been raised as to 
whether the absence of any requirements for disclosure of the incremental cost is an 
acknowledgement that no disclosures are required/expected, or whether the omission is 
accidental. 

The ASB has sympathy for this issue and believes that a statement should be added to the 
Pension Standards with respect to requirements for the disclosure of the incremental cost. 
The ASB is considering whether such a disclosure should be in italicized text, implying 
that it would generally be a requirement in all instances where an incremental cost was 
provided, or whether such a disclosure should be in roman text prefaced by the word 
“may”, which would then presumably defer the issue to the PPFRC for issuing guidance 
as to the situations where disclosure may be appropriate and the extent of such disclosure. 
The ASB is specifically seeking feedback on the relative merits of these two approaches. 

Incremental Cost for Hybrid Plans 
The Pension Standards do not apply to defined contribution (DC) plans, but they do apply 
to any plan that is a combination of a defined benefit (DB) plan and a DC plan. Currently, 
the Pension Standards require that the incremental cost for such hybrid plans include the 
incremental cost for both the DB plan and the DC plan. As the incremental cost for the 
DC plan is based on the expected contributions to member accounts, many practitioners 
have questioned this requirement and suggested that it should be permissible to exclude 
the DC plan from the incremental cost calculation. 

The ASB does not agree with this suggestion. However, it is noted that the requirements 
for reporting the incremental cost differ from the requirements for reporting the service 
cost. Under paragraph 3260.02, for going concern valuations, the external user report 
should:  

“report the funded status at the calculation date and the service cost or the rule for 
calculating the service cost between the calculation date and the next calculation 
date”. 
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For a hypothetical wind-up valuation, the requirement in paragraph 3260.06 is: 
“report the incremental cost between the calculation date and the next calculation 
date”.  

The ASB intends to amend the Pension Standards to make the reporting requirements for 
the incremental cost consistent with the reporting requirements for the service cost. In 
particular, for DC provisions, it would be permissible to report the rule for determining 
the incremental cost rather than the dollar amount of the incremental cost. 

Discount Rate Sensitivities 
Two issues have been raised with respect to the required sensitivities for changes to the 
discount rate: 

• The rigid requirement that the sensitivities must assume a 1.0 percent decrease in 
the nominal discount rate; and 

• The fact that a 1.0 percent decrease in the nominal discount rate may result in a 
negative real discount rate for indexed plans. 

With respect to the first issue, it has been suggested that the Pension Standards should 
allow some flexibility in the requirement to show the financial effects of a 1.0 percent 
decrease in the discount rate. In particular, there are situations where information is 
readily available for a different percentage decrease in the discount rate and it would be 
more cost effective to simply report this already available information. The most 
common example would be if the discount rate used in the valuation was decreased by, 
say, 0.25 percent from the discount rate used in the prior valuation. In such situations, the 
financial effect of the 0.25 percent decrease in the discount rate would be required for 
reporting the gain (loss) and would provide, some would argue, adequate disclosure of 
the sensitivity to changes in the discount rate. 

The ASB does not agree with changing this requirement. The ASB believes that it is 
important to have comparability of information and requiring the sensitivity to be 
undertaken assuming a 1.0 percent decrease in the nominal discount rate is not overly 
burdensome. 

With respect to the second issue, while many practitioners speak and work in terms of 
real discount rates, and the use of a real discount rate is often a reasonable approximation, 
it is in fact two assumptions: the assumed nominal discount rate and the assumed rate of 
escalation of the pension benefit. If current markets are such that the real discount rate is 
less than 1.0 percent, then it is plausible that the real discount rate could reduce to less 
than 0.0 percent. Therefore, the ASB does not believe that there should be any special 
provisions in the Pension Standards to preclude the possibility of negative real discount 
rates in the sensitivity analysis. 

The ASB does not intend to amend the Pension Standards to address this issue. 
Active Management Added Value if Fees are Paid Outside of the Plan 
In determining the best estimate discount rate for a going concern valuation, the Pension 
Standards preclude the inclusion of added value, net of investment expenses, due to 
employing an active investment management strategy (except to the extent that the 
actuary has reason to believe, based on relevant supporting data, that such additional 
returns will be consistently and reliably earned over the long term). Some plan sponsors 
employ an active investment management strategy and pay all of the related investment 
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expenses from general company funds rather than from the pension fund. It has been 
suggested that in such circumstances, it should be permissible in determining the best 
estimate discount rate to include added value due to employing an active investment 
management strategy in an amount up to the estimated amount of the investment fees 
paid in respect of active investment management. 

The ASB believes that there is merit to this argument and believes that the Pension 
Standards should be amended to clarify that the inclusion of added value for employing 
an active investment management strategy in such circumstances is permitted, with the 
amount of added value limited to the active investment management fees paid directly by 
the plan sponsor. 

Margins for Adverse Deviations When Client Gives No Guidance 
The Pension Standards state that the actuary should select best estimate assumptions or 
best estimate assumptions modified to include margins for adverse deviations to the 
extent, if any, required by law or by the terms of an appropriate engagement. This section 
is being interpreted by most actuaries to require the use of best estimate assumptions in 
situations where the plan sponsor does not provide any guidance on the actuarial 
assumptions (subject to the law not requiring provisions for adverse deviations). 

The ASB agrees that the current Pension Standards require that an actuary select best 
estimate assumptions in cases where the plan sponsor gives no guidance on the actuarial 
assumptions (subject to the law). However, the ASB has some concerns that actuaries 
may be able to justify the use of best estimate assumptions by informing their client to 
not provide any direction on the selection of the actuarial assumptions. 

The ASB is seeking input as to whether the current Pension Standards are appropriate or 
whether they should be amended to either:  

1. Permit the actuary to include one or more margins for adverse deviations; or  

2. Require the actuary to include one or more margins for adverse deviations,  

in situations where the plan sponsor provides no guidance.  

Valuations that are Not Going Concern, Hypothetical Wind-up or Solvency 
Valuations 
There have been questions with respect to funding valuations that are not strictly going 
concern, hypothetical wind-up, or solvency valuations. These questions have typically 
arisen with respect to the application of the Pension Standards for supplemental pension 
plans, particularly in situations where benefits are not expected to be funded, but rather to 
be secured through a letter of credit. Paragraph 3210.10 states that the Pension Standards 
apply to a valuation whose purpose is to determine the face amount of a letter of credit to 
secure the payment of plan benefits. 

Paragraph 3260.12 discusses the types of valuations that must be included in an external 
user report. Under paragraph 3260.12, valuations of registered pension plans, excluding 
certain individual pension plans, would generally include both a going concern valuation 
and a hypothetical wind-up valuation. However, under paragraph 3260.12, there is no 
requirement to undertake any specific type of valuation for a supplemental pension plan. 

Typically, a valuation for the purpose of securing a letter of credit for a supplemental 
pension plan is undertaken in accordance with actuarial methods and assumptions 
specified in the applicable trust agreement. While these methods and assumptions are 
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typically determined based on a scenario that somewhat mimics a hypothetical wind-up 
valuation, they typically are not always true hypothetical wind-up valuations. Paragraph 
3240.01 defines a hypothetical wind-up valuation as a valuation that “determines the 
funded status of a pension plan on the assumption that the plan is wound up at the 
calculation date”. If a valuation of a supplemental pension plan is premised on mandated 
assumptions that are not necessarily appropriate for a hypothetical wind-up valuation, 
then the valuation would not be a hypothetical wind-up valuation under the Pension 
Standards and the disclosures required under paragraph 3260.05 and paragraph 3260.06 
would not apply. 

The ASB is of the opinion that the Pension Standards should be amended to introduce the 
concept of a fourth type of valuation, being any valuation that is not a going concern 
valuation, a hypothetical wind-up valuation, or a solvency valuation. It is envisioned that 
this fourth type of valuation would almost always be in respect of a supplemental pension 
plan.  

It is envisaged that the Pension Standards would give minimal guidance on how to 
undertake such a valuation (essentially in accordance with the terms of engagement), but 
more extensive additions would be required for disclosures in an external user report. 

SUMMARY OF PROPOSED CHANGES 

In summary, the ASB is proposing to amend the Pension Standards to: 

• Include a description of the incremental cost; 
• Define disclosures for the methods and assumptions used in determining the 

incremental cost; 
• Make the reporting requirements for the incremental cost consistent with the 

reporting requirements for the service cost; 
• Clarify that the inclusion of added value in situations where active investment 

management fees are paid directly by a plan sponsor is permitted; and 
• Define a fourth type of funding valuation and the disclosures required when such 

a fourth type of valuation is undertaken. 

Additionally, the ASB is considering amending the Pension Standards to either require or 
permit the inclusion of one or more margins for adverse deviations in the selection of 
actuarial assumptions in situations where the terms of engagement are silent with respect 
to the selection of the actuarial assumptions. 

TIMELINE 

The ASB would prefer an implementation date of December 30, 2012. However, the 
ASB acknowledges that this timeframe is very tight.  

YOUR FEEDBACK 

The ASB is soliciting feedback on this NOI from members of the CIA and other 
stakeholders. Feedback is encouraged both on the issues identified in this NOI and on any 
other issues that you have identified with respect to the Pension Standards. Comments on 
the proposed changes are invited by July 31, 2012. Please send your comments, 
preferably in electronic format, to Stephen Butterfield at 
stephen.butterfield@towerswatson.com with a copy to Chris Fievoli at 
chris.fievoli@actuaries.ca.  

mailto:stephen.butterfield@towerswatson.com�
mailto:chris.fievoli@actuaries.ca�
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It is the responsibility of the ASB to make final decisions regarding the revised Standards 
of Practice. During the period following publication of this notice of intent and during the 
period following the exposure draft there will be opportunity to comment, and these 
comments will be considered by the DG. Due process was followed in the development 
of this NOI. 

 

ADP, SJB 
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