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New Brunswick Shared Risk Pension Plans
The Good and the Bad

The deal
You are a public sector employer, a city. Your defined benefit pension plan is deeply
underfunded. You are told that it will be necessary for you to contribute 47.9% of your
$55 million payroll for the foreseeable future. Members pay 9% or 12% of earnings to the plan
depending on their group. The wind-up deficit, as at the end of 2011, is $384 million.

You don’t wish to alienate your ratepayers by increasing municipal taxes. Your employees
would be unhappy with any significant increase in their contributions. Everyone understands
that the province might not foot the bill.

The province has a solution. It tells you that you can lower your pension payroll cost to 30% of
payroll, at least for the foreseeable future. Your costs cannot go above 32.5% of payroll and
they could decrease to 28.5%. After 15 years, or so, your payroll costs should decrease to
13%. You will have no financial responsibility other than the payment of these contributions.
Employee contributions would increase on average by less than 1% of earnings, and cannot be
increased by more than 2.5% of earnings. You are told that you cannot be sued for adopting
this solution. The unions are onside, because the proposed solution maintains the defined
benefit nature of the pension promise.

Do you make the deal? – Of course, you do.

The background
This was the proposal made to the City of Saint John. It was formally presented to the Common
Council on November 26, 2012. It detailed a scheme authorized under the Pension Benefits Act
(PBA) of New Brunswick. The City of Saint John Pension Plan, created under the City of Saint
John Pension Act, was to be converted into a Shared Risk Pension Plan (SRPP).
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On December 21, 2012, the unions representing the firefighters, police, inside and outside
workers signed a memorandum of understanding with the City agreeing to the conversion. The
conversion applies to union and non-union plan members and to pensioners from both groups.
The date of conversion is January 1, 2013.

Similar stories have unfolded for other New Brunswick public sector plans.

The cutbacks
Moving from 47.9% of payroll to 30% of payroll obviously requires reductions in benefits. Like
all pension plans, the benefits that can be paid under a SRPP are based on the level of
contributions made and corresponding investment income earned.

The SRPP provisions of the PBA provide the ability to reduce past service accrued benefits for
deferred members and pensioners and to make the future indexing of accrued benefits
contingent based on the funded status of the plan even when the terms of the plan previously
guaranteed indexing.

For active members, SRPPs might typically make the following changes to benefits with respect
to service up to the date of conversion:

 The pension is hard frozen (based on final average earnings determined as of the
conversion date).

 All future indexing of the frozen pension is made contingent.
 The right to a commuted value on termination is replaced with a right to a “termination

value”, which is the member’s proportionate share of the plan assets determined on a going
concern basis.

 The 50% cost sharing rule ceases to apply.
 All accrued benefits are subject to reduction, if ultimately required.

For service from the conversion date, SRPPs typically provide the following benefits, which are
also subject to reduction depending on plan experience:

 Base benefits accrue on a career average earnings basis.
 All future indexing of the frozen pension is made contingent on the financial position of the

plan.
 An unreduced pension is payable at age 65, with a reduction for each year that retirement

occurs prior to age 65.
 A benefit, on termination at the election of the member or payable on death, equal to the

“termination value” of the member’s benefits.
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The benefit promises and conversion requirements
A number of representations and promises have been made by the government or its Task
Force on Protecting Pensions in various forums and documents. For example, representations
made in a presentation by the Task Force1 included:

 for a typical retiree, age 70,
– the pension paid before conversion will not decrease by moving to the new model
– his or her pension is protected better than ever before

 for a typical mid-career member,
– everything earned up to conversion is protected at transition
– the member will likely be paying more and working somewhat longer

 for an early career hire
– there is no subsidization of someone else’s pension
– the member will probably pay larger contributions and work longer

 the benefits under the SRPP are estimated (depending on many factors that differ between
groups) to be between 99.8% and 105.5% of the benefits under the old model.

The New Brunswick Government has established rigorous stochastic testing criteria that must
be met in order to convert to a SRPP. These criteria include:

 at least a 97.5% probability that past base benefits at the end of each year (typically non-
indexed career earnings benefits) will not be reduced over a 20 year period; and

 for a plan that had guaranteed indexing before conversion, the average indexation (over a
period of 20 years) on base benefits earned before conversion will at least equal 75% of the
previously guaranteed level of indexation.

An assessment
New Brunswick is addressing its pension problem, at least in the public and para-public sector.
For plans that convert to the new SRPP design, past promises are cut back and future pension
promises are reduced. Plan members will pay more to preserve some sort of defined benefit
pension, even if it isn’t fully guaranteed. This results in reduced employer contributions.

First and foremost, the ability to reduce past benefits and replace future guaranteed indexing
with contingent indexing, including for current pensioners, is the lynchpin of the SRPP
legislation, its one truly novel feature. This feature is combined with immunity from liability for
the plan sponsor and others with respect to any reduction of accrued benefits on conversion.
This immunity appears to be intended even with respect to constructive dismissal actions by
non-unionized members. It appears that SRPP plan conversions will be unassailable once all
the necessary legal documents are executed assuming the legislation can withstand any
potential court challenges.

It is questionable whether other Canadian jurisdictions would enact legislation that sanctions
the ability to reduce rights associated with accrued benefits and provides legal immunity to all
engaged in the conversion process. Political will to take this action in the public sector will likely
require a combination of unsustainable pension plans and an unwillingness or inability to rely
on taxpayers or rate payers as the guarantors of the benefit promises.

1 http://www2.gnb.ca/content/dam/gnb/Corporate/pdf/Pension/Protecting_Pensions.pdf.

http://www2.gnb.ca/content/dam/gnb/Corporate/pdf/Pension/Protecting_Pensions.pdf
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The ability under the New Brunswick rules for SRPPs to change the rights associated with
accrued benefits combined with immunity for employers does place a heavy responsibility,
moral if not legal, to be as open and transparent as possible about the risk allocation and the
relative cost of benefits in SRPPs. Like traditional defined benefit pension plans, SRPPs have
economic efficiencies, as they provide low-cost professionally managed plan investments and
pool plan funding and longevity risks. Plan members must clearly understand, however, that
risks exist, that the allocation of risks has changed, and how risks and rewards will be shared in
the long term.

As Nassim Taleb observes in the Black Swan and in his more recent Antifragile, it is foolish to
make financial predictions, particularly those based on standard normal (Gaussian)
distributions. Reality is stranger than modeling and all models have limitations meaning that
their results must be viewed with a healthy skepticism. While rigorous financial models can help
provide direction and aid in decision making, risk is being transferred to plan members under
SRPPs even if the financial models show that the risk of benefit reductions is minimal. It is
important to make an assessment of the financial targets, and the underlying financial models,
even when the financial targets are hard wired into the legislative scheme itself.

Almost any plan design can be proven to be sustainable if contributions are set high enough
and promised benefits are set low enough. For a pension design to be economically efficient for
plan members there needs to be a close relationship between the contributions required and
the expected benefits. Under a well designed risk-shared pension plan, plan members might
experience both sharing of risks and sharing of rewards over their careers. Well designed plans
could have lower contribution requirements and higher possibilities of base benefits being
reduced than under the current New Brunswick SRPP framework.

We believe that debate should be engaged over the changes made in New Brunswick. How
should non-union employees or pensioners be brought in? Are base benefits too low in relation
to contribution rates? What trade-offs would be needed for a different calibration?

It would not be wise to simply cut and paste the New Brunswick legislation into our various
pension benefits statutes. While the New Brunswick legislation has a number of significant
strengths, we believe that its conditions are too rigid, and that other jurisdictions considering
similar models should allow all stakeholders more flexibility in establishing their new pension
deal.
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For more information, contact your Mercer consultant or the following Mercer consultants:

Marcel Théroux Scott Clausen Manuel Monteiro Leigh Ann Bastien
416 868 2158 416 868 7658 416 868 2927 416 868 2568
marcel.theroux@mercer.com scott.clausen@mercer.com manuel.monteiro@mercer.com leighann.bastien@mercer.com

Mercer publishes the Communiqué as a general summary and commentary on topical issues. The information in the
Communiqué in no way constitutes specific advice and should not be used as a basis for formulating business decisions.
To determine what implications the information contained in the Communiqué will have for your company, please contact
your Mercer consultant. Reproduction of the Communiqué is permitted if its source is acknowledged.
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