
Canadian Institute of Actuaries • Institut Canadien des Actuaires 

 
SURVEY 

 

COMMUNICATION TO CIA PENSION PRACTITIONERS  
WITH RESPECT TO THE PROPOSED  

COMMUTED VALUE TRANSFER BASIS 

COMMITTEE ON PENSION PLAN FINANCIAL REPORTING 

FEBRUARY 2003 
© 2003 Canadian Institute of Actuaries 

Document 203018 

Ce document est disponible en français



 2

COMMUNICATION TO CIA PENSION PRACTITIONERS 
The Pension Plan Financial Reporting Committee (PPFRC) released an exposure draft of the 
proposed Standard of Practice for Determining Pension Commuted Values in April 2002.   

A large number of actuaries have invested a significant amount of time and effort providing 
feedback to PPFRC on the various issues.  Obviously, this is an issue of great interest to pension 
practitioners. 

PPFRC is endeavouring to finalize the appropriate basis to determine commuted values for pension 
plans.  After reviewing all of the comments, PPFRC would like to obtain more feedback from 
members of the Canadian Institute of Actuaries (CIA) who practice in the pension area. 

In order to promulgate standards, the PPFRC must assess the level of consensus among the members 
of the CIA who practise in the pension field.  After several years of discussions of the various issues 
amongst the membership, there are still three issues for which there does not appear to be a clear 
consensus.  Indeed, because of the range of opinion, it may not be possible to achieve consensus as it 
is usually thought of; that is, it is unlikely that there is one basis that most pension practitioners 
would agree is the best basis.  It would appear that consensus must be viewed to be a basis that most 
pension practitioners find acceptable because it generally produces results that are acceptably close 
to, even though not identical to, the results produced by what they view as their preferred basis. 

For this reason, PPFRC is seeking not just feedback on what pension practitioners feel is the 
preferable approach but also on the acceptability of alternative approaches. 

The key issues that need to be addressed are: 

1. The appropriate extent and manner of including projection for mortality improvements. 
2. The appropriate discount rate premium; that is, the spread over Government of Canada bonds. 
3. The discount rate structure; that is, two variable rates versus one variable rate. 

Following is a discussion of each of the three issues giving the exposure draft basis, a summary of 
the feedback received on the exposure draft, a summary of PPFRC’s analysis of the issue and 
various alternatives that have been suggested and that PPFRC would like you to consider.  It should 
be kept in mind, when determining what is preferable, acceptable or not acceptable, that larger 
commuted values are permitted, provided that they are required by the plan terms or applicable 
legislation, or by a plan administrator who is empowered to specify the basis on which commuted 
values are to be determined.  The resulting commuted values would still be considered to be in 
accordance with the standard. 
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Respondent’s Information: 
Please provide the following information about yourself: 

1. Name:____________________________________________________________ 

2. Membership in the CIA: 

 Fellow ٱ

 Associate ٱ

 Not a member of the CIA ٱ

3. Pension practitioner: 

 Yes ٱ

 No ٱ

1. MORTALITY 

Exposure Draft 
The exposure draft proposed that the mortality basis be the UP 1994 Table projected forward to the 
year 2010 using mortality projection Scale AA. 

Feedback Received 
A number of actuaries wrote in support of the exposure draft mortality basis.  It was suggested that a 
specific named table be published. 

A few actuaries who agreed with using a static table felt that projection to 2010 was insufficient and 
suggested projecting further than 2010. 

One suggestion was to project to ten years beyond the year of the calculation. 

There was also a significant amount of feedback to the effect that there should be full mortality 
projection.  There were two ways proposed to accomplish this: 

1. Use projection scale AA on a generational basis. 
2. Apply a 0.25% reduction in the discount rate (which was meant to be a rounding of an equivalent 

adjustment calculated around 0.17 or 0.18%) to incorporate mortality projection without the 
complicated calculations involved in using generational mortality tables. 

The rationale has been proffered that, since the long-term interest rate differential between the 
commuted value discount rate and the yield on Government of Canada bonds should be higher than 
the mid-term differential, the use of a constant rate differential implicitly accounts for mortality 
improvements in the longer term. 

A significant amount of feedback was also received to the effect that the proposed transfer value 
basis is too complicated.  While not all of this feedback pointed to mortality projection, it is 
reasonable to assume that those who are opposed to undue complexity would be opposed to full 
mortality projection using a projection scale.   
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PPFRC Analysis 
The majority of PPFRC’s members are concerned about the appropriateness of a pension plan 
member receiving full compensation for projected future mortality improvements.  The majority of 
PPFRC members did not feel that it is appropriate to compensate members who elect portability for 
the full effect of projected future mortality improvements.  Making partial allowance for expected 
future mortality improvements can be considered as a form of “risk adjustment” to reflect 
uncertainty with respect to the extent of future mortality improvement. 

The existing CV basis makes no allowance for future mortality improvement, although the margins 
included in GAM83 may be viewed as implicitly reflecting some mortality improvement.  

The rationale for the exposure draft static table with projection to 2010 is that this partially reflects 
future mortality improvement and is simple to apply.   It is expected that the basis will be reviewed 
again in five years. 

2010 was chosen as being approximately five years beyond the midpoint of the period for which the 
standard is expected to be in effect. 

The year to which mortality is projected involves a trade-off.  As the projection is pushed farther out, 
the long deferreds can be seen to be receiving more accurate mortality projection, but the immediates 
and short deferreds may be receiving too much.   

The suggestion of projecting mortality to ten years (or some other period of time) beyond the year of 
the calculation means that the mortality table will change every year. 

Presumably, either a static table or an approximate projection using a reduced discount rate would 
satisfy the concerns about complexity. 

Question 1 
There are six alternatives that PPFRC would like you to consider.  Please let us know your feeling as 
to the acceptability of the following alternatives.  Please indicate which one of the alternatives you 
would prefer.  In addition, please indicate for each of the alternatives that are not your preferred 
choice, whether you feel the alternative is an acceptable approach or whether it is not acceptable.  By 
way of clarification, one choice should be marked preferable and all the other choices should be 
marked either acceptable or not acceptable. 

Alternative 1. Full generational mortality. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 2. Adjust the discount rate by 0.25%. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ
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Alternative 3. Use a static mortality table with projection to 2010 (i.e., incorporating approximately 
five years’ future mortality improvement). 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 4. Use a static mortality table with projection to 2015 (i.e., incorporating approximately 
10 years’ future mortality improvement). 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 5. Use a static mortality table with projection to 2020 (i.e., incorporating approximately 
15 years’ future mortality improvement). 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 6. Use a static mortality table with projection to 10 years beyond the year of the 
calculation. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

 

Please provide PPFRC with any comments you may have: 
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2. DETERMINATION OF THE DISCOUNT RATE PREMIUM 

Exposure Draft 
The exposure draft proposed that the discount rate be 0.75% above the yield on Government of 
Canada bonds.  This was explained as representing a 1.00% increase to reflect risk comparable to 
AA corporate bonds less 0.25% for expenses. 

Feedback Received 
Many comments were received raising concerns about the increase in the discount rate premium of 
0.75% (net of expenses) in the exposure draft from 0.25% in the earlier Discussion Draft.  Some of 
the feedback disputed the justification of that differential based on AA corporate bonds. 

Some of the feedback, although not necessarily targeting the discount rate, expressed the concern 
that the new values would be too low relative to the existing basis.   

Concern was also expressed that this decrease in values could result in concern on the part of the 
regulators, some of whom will need to amend their legislation in order to adopt the new basis. 

On the other hand, there was limited feedback to the effect that the values produced by the proposed 
basis are too high and not cost neutral to pension plans. 

Comments have been received to the effect that the 0.25% offset for expenses is not appropriate 
because there are no investment expenses associated with the bond approach.   

Amongst those who accept the rationale for an expense adjustment, some feel that the 0.25% 
adjustment is too high. 

Comments were also received expressing the concern that the 0.75% discount rate premium was 
inappropriate for indexed pensions. 

PPFRC Analysis 
Long deferred pensions entail some risk of default.  PPFRC feels that high quality corporate bonds 
provide a better proxy than provincial bonds for this default risk.  At the same time, PPFRC doesn’t 
feel that it is appropriate to reflect the funded status of the pension plan in the commuted values. 

Long-term AA corporate bonds have become quite rare in Canada and PPFRC believes that the yield 
on some A corporate bonds may be a useful proxy for the theoretical market value of a deferred 
pension. 

The yield spread of investment grade corporate bonds over Government of Canada bonds has varied 
considerably over the years and has been at the higher end of the range in recent years.   

Table 3A of the Report on Economic Statistics 1924-2001 provides, amongst other things, twelve 
month average values of the yields to maturity of the 18-year federal bonds and 17-year corporate 
bonds (including a small number of AA bonds and a large number of A bonds and BBB bonds) for 
1948 through 2001.  The spread between the yields on corporate bonds and government of Canada 
bonds has ranged from a low of 0.32% in 1962 to a high of 1.72% in 1975 and has averaged 0.87% 
over the 54 years. The yield spread was 1.24% in 2000 and 1.31% in 2001.  In the five years 1997-
2001, the yield spread averaged 0.96%.  In the 10 years 1992-2001, it has averaged 0.91%.  From the 
Bank of Canada website, it can be seen that, for the first 11 months of 2002, the yield spread has 
averaged 1.30% and the spread stands at 1.35% in December 2002. 
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Scotia Capital historical bond yield statistics for January 1985 through November 2002 show that the 
spread between the yields on AA corporate bonds and Government of Canada bonds has ranged 
from a low of 0.28% in July 1997 to a high of 1.07% in November 2000 and has averaged 0.66% 
over the period. The yield spread averaged 0.91% in 2000, 0.76% in 2001 and 0.71% for the first 11 
months of 2002. In the five years ended November 2002, the yield spread averaged 0.72%. 

The Scotia Capital statistics also show that the spread between the yields on A corporate bonds and 
Government of Canada bonds has ranged from a low of 0.38% in July 1997 to a high of 1.51% in 
November 2000, and has averaged 0.92% over the period. The yield spread averaged 1.28% in 2000, 
1.27% in 2001 and 1.19% for the first 11 months of 2002. In the five years ended November 2002, 
the yield spread averaged 1.07%. 

The more recent statistics may be more relevant because the yield spreads between government 
bonds and corporate bonds in the past were influenced by the large government deficits and the 
concomitant governmental borrowing needs.  Now that the federal government is running surpluses, 
and that potential future deficits may be expected to be less acceptable politically than in the past, 
yield spreads relative to corporate bonds at the wider end of the range would be expected to be more 
prevalent, at least over the next few years.   

Moreover, the yield spread tends to increase as the period to maturity of the bond increases, and 
deferred annuities typically are very long-term, so more emphasis should be put on the longer term 
spreads. 

There is also the consideration of liquidity, which the theoretical market for deferred pensions would 
factor into determining a commuted value. 

Attached are tables that compare values calculated on the exposure draft basis with values calculated 
on the current basis. They can also be found at the following address: 
<www.actuaries.ca/publications/2003/203019e.pdf>. 

A significant amount of the decrease in value from the current basis to the exposure draft basis is due 
to the fact that the rate after 15 years is no longer fixed at 6.00%, as can be seen in the early to mid-
1990s when interest rates were considerably higher than they are now. 

Turning to the question of indexed pensions, the current standard of practice has a 0.25% difference 
between the adjustment for indexed and non-indexed pensions.  However, there are no indexed 
corporate bonds upon which to base the determination of the discount rate for indexed pensions.    
The PPFRC believes that it would be logical that, if there were indexed corporate bonds, the same 
corporate yield spread, relative to Government of Canada bonds, would be applicable because the 
credit risk and liquidity premiums would be similar.  Given that the objective of the standard is to 
reflect the default and other risks associated with deferred pensions, the appropriate risk premium 
should not vary depending on whether or not the pension is indexed.  Accordingly, PPFRC believes 
that it is appropriate to use the same spread for indexed pensions as for non-indexed pensions. 

It may be noted that, for pension accounting purposes, the accounting profession has indicated that 
AA corporate bond rates represent the appropriate basis for the discount rate to be used to reflect 
default risk in valuing future pension obligations.  The purpose of the commuted value is similar to 
the purpose of the accounting obligation; that is, in both cases, the objective is settling the pension 
obligation. 
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Question 2 
PPFRC wishes to ascertain the extent of consensus with regards to the determination of the discount 
rate premium (net of any expense adjustment).  There are four alternatives that PPFRC would like 
you to consider.  Please let us know your feeling as to the acceptability of the following alternatives.  
Please indicate which one of the alternatives you would prefer.  In addition, please indicate for each 
of the alternatives that are not your preferred choice, whether you feel the alternative is an 
acceptable approach or whether it is not acceptable.  By way of clarification, one choice should be 
marked preferable and all the other choices should be marked either acceptable or not acceptable. 

Alternative 1. Government of Canada bonds +1.00%. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 2. Government of Canada bonds +0.75%. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 3. Government of Canada bonds +0.50%. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 4. Government of Canada bonds +0.25%. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Please provide PPFRC with any comments you may have: 
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3. DISCOUNT RATE STRUCTURE 

Exposure Draft 
The exposure draft proposed a two-tier approach with both tiers varying according to prevailing 
interest rates, with no limits imposed on the range of possible discount rate results. 

Feedback Received 
Considerable feedback has been received to the effect that the proposed basis is unduly complicated.  
For example, under the existing basis, tables of annuity factors can be used (with either manual or 
computer look-up).  The use of two variable rates makes the use of such tables virtually impossible.  
The feedback often pointed out that there is no “right answer”; whatever result that is obtained is, by 
definition, an approximation, especially after consideration of the fact that there is several months’ 
delay between the calculation date and the date the funds are transferred out of the plan, during 
which time the discount rates could have changed significantly.  Therefore, the additional 
“accuracy” obtained by the use of two variable discount rates is spurious.  Some feedback also 
indicated that it is not important to reflect the yield curve at all points in time. 

On the other hand, there are many actuaries who feel that it is important to reflect the yield curve, 
and that using a constant ultimate discount rate has no basis in fact; that is, they don’t agree that 
there is satisfactory justification for assuming that interest rates will revert to a mean.  Also, there 
was feedback to the effect that the proposed basis was not too complicated. 

There were comments that there could be substantial changes in commuted values from period to 
period over very short periods of time.  One method of reducing the volatility that was suggested is 
to use an average of the discount rates over two or three months. 

There was also feedback to the effect that the ultimate rate should be subject to some limits; using a 
fixed rate of 6.00% is too restrictive, but having no limit would be too unconstrained.  The proposed 
basis is felt by some to produce results that are too volatile from period to period. 

One suggestion in the feedback was to replace the two-tier variable discount rates with a single rate 
computed by geometrically blending the two proposed rates over a period of 30 years. For example, 
using the notation in the exposure draft for non-indexed pensions, the single blended rate i would be 

i  =  [ (1+i1-10)10 (1+i10+)20 ] 1/30  -  1 . 

The suggestion was also made that, even if a two-tier approach is used for non-indexed pensions, 
only a single discount rate should be used for indexed pensions. 
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PPFRC Analysis 
PPFRC asked for feedback previously on the issue of complexity and the ability to use annuity 
tables. The majority of PPFRC members believe that the majority of the membership feels that the 
most appropriate basis should be determined without giving undue consideration to the ability to 
continue to use annuity factor tables. 

The PPFRC has discussed a new alternative with one-variable rate with or without a fixed rate after, 
say, 30 years, where the variable rate could be determined with reference to two bond yields of 
different duration in order to take into account some variations in the current yield curve. 

PPFRC appreciates that the proposed rate structure will, by nature, produce results that are more 
volatile than the existing basis because the second discount rate is no longer fixed.  However, this 
volatility is a result of the fact that the proposed basis more closely reflects actual changes in the 
market conditions. 

Constraining the ultimate rate would reduce the volatility from period to period as well as reduce the 
change in the results from the current basis to the new basis, but only in those periods when the 
limits would apply. 

Question 3 
There are five alternatives that PPFRC would like you to consider.  Please let us know your feeling 
as to the acceptability of the following alternatives.  Please indicate which one of the alternatives 
you would prefer.  In addition, please indicate for each of the alternatives that are not your preferred 
choice, whether you feel the alternative is an acceptable approach or whether it is not acceptable.  By 
way of clarification, one choice should be marked preferable and all the other choices should be 
marked either acceptable or not acceptable. 

Alternative 1. Two-tier approach as per the exposure draft. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 2. Two-tier approach as per the exposure draft, except that there will be upper and lower 
bounds on the ultimate discount rate. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 3. Two-tier approach with initial variable rate for 15 years and a fixed rate (such as 
6.00%) thereafter. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ
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Alternative 4. Two-tier approach with initial variable rate for 30 years and a fixed rate (such as 
6.00%) thereafter. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Alternative 5. One-tier approach with a variable rate based long-term bond yields. 

 Preferable ٱ

 Acceptable ٱ

 Not acceptable ٱ

Please provide PPFRC with any comments you may have: 

  

  

  


