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The actuary should be familiar with relevant educational notes. They do not constitute
standards of practice and are, therefore, not binding. They are, however, intended to illustrate
the application of the Standards of Practice, so there should be no conflict between them. The

actuary should note however that a practice that the educational notes describe for a

situation is not necessarily the only accepted practice for that situation and is not necessarily
accepted actuarial practice for a different situation. Responsibility for the manner of
application of standards of practice in specific circumstances remains that of the members. As
standards of practice evolve, an educational note may not reference the most current version
of the Standards of Practice; and as such, the actuary should cross-reference with current
Standards. To assist the actuary, the CIA website contains an up-to-date reference document
of impending changes fo update educational notes.
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MEMORANDUM

To: All Pension Actuaries

From: Steven W. Easson, Chair
Actuarial Guidance Council

Jared Mickall, Chair
Committee on Pension Plan Financial Reporting

Date: August 13, 2020

ti Standards for
3570)

Subject: Educational Note — Section 3500 of the Pr
Pension Plans — Pension Commuted Va

Introduction

The purpose of this educational note is to proygle gui®gnce¥o actuaries for determining
commuted values for pension plans that areQgve er Subsection 3570. A separate
educational note has been prepared for t ce of Section 3500. Input from some
members of the designated group o muted value standard was
solicited in the development of th on, the content of this educational
note was based on questions s e Committee on Pension Plan Financial
Reporting (PPFRC) after the rel revised Section 3500 of the Practice-Specific
Standards for Pension P ' mmuted Values on January 24, 2020. No input

btocol for the adoption of educational notes. In
accordance with th&q#istitute’s Policy on Due Process for the Approval of Guidance
Material Other than andards of Practice and Research Documents, this educational
note has been prepared by the PPFRC and has received final approval for distribution by
the AGC on July 14, 2020.

Guidance Council’

The actuary should be familiar with relevant educational notes. They do not constitute
standards of practice and are, therefore, not binding. They are, however, intended to
illustrate the application of the Standards of Practice, so there should be no conflict
between them. The actuary should note however that a practice that the educational
notes describe for a situation is not necessarily the only accepted practice for that
situation and is not necessarily accepted actuarial practice for a different situation.
Responsibility for the manner of application of standards of practice in specific
circumstances remains that of the members. As standards of practice evolve, an
educational note may not reference the most current version of the Standards of
Practice; and as such, the actuary should cross-reference with current Standards. To

1740-360 Albert, Ottawa, ON K1R 7X7 ) 613-236-8196 & 613-233-4552
head.office@cia-ica.ca / siege.social@cia-ica.ca cia-ica.ca


https://cia-ica.ca/docs/default-source/2020/220124e.pdf

assist the actuary, the CIA website contains an up-to-date reference document of
impending changes to update educational notes.

Guidance to Members on Specific Situations

From time to time, Canadian Institute of Actuaries (CIA) members seek advice or
guidance from PPFRC. Both the CIA and PPFRC strongly encourage such dialogue. CIA
members would be assured that it is proper and appropriate for them to consult with
the chair or vice-chair of PPFRC.

CIA members are reminded that responses provided by PPFRC are intended to assist
them in interpreting the CIA Standards of Practice, educational notes, and Rules of
Professional Conduct, in assessing the appropriateness of certain techniques or
assumptions. A response from PPFRC does not constitute a formal opinion as to
whether the work in question is in compliance with the CIA Sta s of Practice.
Guidance provided by PPFRC is not binding upon the memb

Recent Guidance

The revised standards (and the red-lined version) a iongle for the amendments
to Section 3500, as well as for the addition of the ne®g Su n 3570, are addressed in
the January 24, 2020 memorandum: Final Sta memMdments to Section 3500 of
the Practice-Specific Standards for Pension n Commuted Values.

This educational note is in the format of a aNgl addresses the following:
1. Application of Subsection 3570 get sion Arrangements
2. Going concern assumptigfis and rge™pds

3. Funded status adju

4. Disclosure

Note that throug i cument, the phrase “official terms of the plan” means “the
terms of the plan, W Ed in official plan documents such as a plan text, benefits
policy, and/or colle

Questions or commertts regarding this educational note may be directed to
Jared Mickall, Chair of the PPFRC, at Jared.Mickall@mercer.com.

SWE, IM
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1. Application of Subsection 3570 — Target Pension Arrangements

a) Do the standards in Subsection 3570 apply to multi-employer plans that are
required to be funded on a solvency basis? Do these standards apply where a plan
may reduce benefits, but only if such reduction is approved by a regulator?

A target pension arrangement is defined in paragraph 3570.01 as:

“a pension plan for which applicable legislation contemplates the reduction to the
accrued pensions of plan members and beneficiaries while the pension plan is
ongoing as one of the available options for maintaining the funded status of the
pension plan, and where the reduction in accrued pensions is not necessarily caused
by the financial distress of the plan sponsor or sponsors.”

Any pension plan that meets this definition, regardless of whether or not the plan is
required to be funded on a solvency basis, and regardless of wj or not the
contemplated reduction to accrued pensions is subject to a ditions such as
regulatory approval, is a target pension arrangement for, g ction 3500.

b) For a target pension arrangement, is the use of j ern basis
mandatory?

For a plan that meets the definition of a targe ioRarrangement, Subsection 3570
applies. However, in accordance with par 35 , the use of different

commuted values may be required by the &ici rms of the plan, by applicable
legislation, or by a plan administrato owered to specify the commuted value
basis. Paragraph 3550.04 outline osure requirements that apply in this case.

The actuary would also consid imy ns on commuted values under the Income
Tax Act (Canada).

c) For atarget pensiqg
wind-up and solve
of a lump-su

does Subsection 3570 apply to the hypothetical
for those benefits assumed to be settled by means
Nd value?

In accordance with
the determination ofgommuted values under a target pension arrangement in the case
of a full or partial wind-up. As such, the standards under Section 3500 do not apply to
the determination of commuted values for such plans for purposes of a hypothetical
wind-up or solvency valuation. At present, there are no actuarial standards of practice
that specify the assumptions and method to be used for such calculations. The actuary
would rely on the official terms of the plan, applicable legislation, or a plan
administrator who is empowered to specify the commuted value basis, as applicable.
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2. Going concern assumptions and methods

a) For jurisdictions where the going concern discount rate is mandated in some
manner, how would the discount rate adjustment referenced in paragraph 3570.07
be applied?

While paragraph 3570.07 requires the exclusion of margins for adverse deviations for
purposes of assumptions used for commuted values (unless another treatment is
required by the official terms of the plan or applicable legislation), the application of
paragraph 3570.07 may become unclear in circumstances where the going concern
discount rate is mandated by applicable legislation in some manner, such as a cap on
the permitted discount rate.

For the purpose of determining the appropriate discount rate for calculating the
commuted value under Subsection 3570, in accordance with parggraph 3570.07, the

below would apply.

In all three of the following examples, non-investmergex s are assumed to be

funded through annual contributions.

In certain cases, as illustrated in Example
discount rate development which is
margin for adverse deviations. For ex

below, the component of the

is clearly defined as relating to the

, a [t may be applied to the best estimate
Il discount rate. In these cases, where the
itly result in a higher margin for adverse

ly the margin from the going concern discount

Example 1
Limit on best
estimate rate of

return
Best estimate rate of return, net of investment expenses 6.00%
Legislated limit on best estimate rate of return, net of investment 5.75%
expenses
Adjusted best estimate rate of return, net of investment expenses 5.75%
Margin for adverse deviations [A] (0.50%)
Discount rate used for going concern valuation [B] 5.25%

5.75%
Discount rate used for commuted values under Subsection 3570 [B] - [A]
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Example 2
Limit on discount
rate, not specified to
be additional margin
Best estimate rate of return, net of investment expenses 6.00%
Margin for adverse deviations [A] (0.50%)
Discount rate before legislated cap 5.50%
Legislated cap or limit on discount rate 5.25%
Discount rate used for going concern valuation [B] 5.25%
5.75%
Discount rate used for commuted values under Subsection 3570 [B] - [A]

There may be other cases, as illustrated in Example 3 below, whasgathe mandated cap

or limit on the going concern discount rate is explicitly consig e applicable
legislation to be an additional layer of margin for adverse % ifkhe going
concern discount rate. In these cases, the actuary wo j oving the margin
as well as the effect of the cap from the going concegn'§ te to determine the

discount rate for purposes of commuted values calc(qate r Subsection 3570.

Example 3
Limit on discount
rate, specified to be
additional margin
Best estimate rate of return, pent expenses 6.00%
Margin for adverse deviations@A (0.50%)
Discount rate before | 5.50%
Legislated cap or limi b 5.25%
Additional margige by cap [B] (0.25%)
Discount rate us€ fOPANE concern valuation [C] 5.25%
6.00%
Discount rate used ®r commuted values under Subsection 3570 [C]-[B] - [A]

b) Would non-investment-related expenses be reflected in the going concern
discount rate used to determine commuted values under Subsection 3570?

As indicated in paragraph 3570.08, the interest rate used to calculate the commuted
value would be net of any adjustment for investment expenses. Only if required by
applicable legislation or by the official terms of the plan would the discount rate used
for purposes of the commuted value calculation be further adjusted for any non-
investment expenses that are expected to be paid from the pension plan’s assets.
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Examples:

Example 1
Non-investment
expenses are

Example 2
Non-investment
expenses are funded

netted off the through annual

discount rate contributions
Best estimate gross rate of return 6.65% 6.65%
Investment expenses (0.40%) (0.40%)
Non-investment expenses [A] (0.25%) n/a
Best estimate rate of return net of expenses 6.00% 6.25%
Margin for adverse deviations [B] (0.50%) (0.50%)
D|scou.nt rate used for going concern 5.50% 5 75%
valuation [C]
Discount rate used for commuted values 6.25%
under Subsection 3570 [C]-[B]

In the above examples, provided the applicable legi
plan are silent regarding any adjustment for ngg-i

calculating commuted values under Subsectti
would be 6.25% in both cases. This disco
discount rate used for the valuation
the non-investment expenses (if the
rate).

If applicable legislation and thegfficial
adjustment for the non-j
values under Subsectid

c) Would the pe@¥

value under S
retirement) ass

ra

e official terms of the
xpenses for purposes of
discount rate to be used

an be arrived at through adjusting the

margin for adverse deviations, and
y implicit in the valuation discount

rms of the plan are not silent regarding an
enses for purposes of calculating commuted
wstments as required would be applied.

pencement assumption used to calculate a commuted
570 be the same as the pension commencement (or
ption used in the most recent going concern actuarial valuation?

When valuing deferred pensions, including deferred pensions for a plan member who

may also be entitled to an immediate pension, the actuary would consider the pension
commencement (or retirement) assumption used for deferred vested members in the
most recent funding actuarial valuation report or cost certificate filed with the

applicable pension regulator. In accordance with paragraph 3570.09, the actuary would
then consider whether this assumption would still be appropriate if the plan is made up
only of deferred members such as the member for whom the commuted value is being
calculated. In accordance with paragraph 3570.07, the actuary would also consider
whether this assumption includes margins for adverse deviations, and if so, revise the
assumption to remove the margin unless it is required by applicable legislation or by the
official terms of the plan. Any simplifying approach appropriate for the purpose of the
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most recent going concern valuation may or may not be appropriate for the commuted
value.

For example, deferred members may be entitled to an early retirement subsidy in
accordance with the official terms of the plan. However, in the most recent going
concern actuarial valuation, a simplifying assumption that deferred members would
commence their pension at normal retirement age was used, because the deferred
members are a non-material portion of the plan’s overall liabilities. For purposes of the
commuted value under Subsection 3570, the actuary would instead consider a best
estimate pension commencement assumption as to the actions that would be expected
by deferred members. This assumption would be chosen to be appropriate for a
valuation of the plan if deferred members had been a material portion of the plan’s
liabilities.

gadministrative
commencement

If appropriate, the actuary may make reasonable simplificationg

commencement assumption addressed in applicabl tioghfor the purposes of
calculating commuted values.

For greater clarity, in certain circumstanc
respect of a member who has reached elig an immediate pension. In these
circumstances, for purposes of the c Iu€, the actuary would use the pension
commencement assumption usegggpth®gost recent funding report for deferred vested
members who are eligible for iffmedia irement, modified if appropriate as
described above. This assumptNg may, Br may not, be that the pension commences
immediately.

value may be calculated in

50% Excess Cost Sharin 'member who has elected an immediate pension

mWped value for a member who has elected an immediate
pension, such as fo poSes of determining excess contributions payable on
retirement, the imm¥giate pension would be valued. In other words, in these
circumstances, a pension commencement assumption would not be used and the actual
retirement age would be reflected.

When calculating

When calculating the commuted value for a member who is eligible for an immediate
pension, but has not yet made such an election and is considering a commuted value or
deferred pension option, then for purposes of the calculation of the commuted value,
and for purposes of determining any excess contributions payable with the commuted
value or deferred pension, a pension commencement assumption would continue to be
used as described earlier in this section.

For additional clarity, if a member is provided with both immediate pension payment
options as well as commuted value and/or deferred pension options, the excess
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contributions payable under the immediate pension option may differ from the excess
contributions payable under the commuted value and deferred pension options.

d) Are there other going concern assumptions or methods besides the discount rate
and the pension commencement assumption that need to be considered or
revised when calculating a commuted value under Subsection 3570 for a member
under a target pension arrangement?

In accordance with paragraph 3520.04, the commuted value should reflect the plan
member’s full benefit entitlement as a deferred or immediate pensioner, as may be
applicable, determined under the official terms of the plan.

Benefit Entitlement

For purposes of determining the deferred or immediate benefit entitlement, the actuary
would consider applicable legislation and the official terms of tj

In accordance with paragraph 3570.09, when calculating the i value of a
deferred pension, the actuary would use assumptions a sistent with
those used for deferred members in the most recent i al valuation report
or cost certificate filed with the applicable pension . actuary would then

consider whether these methods and assumptjons w e appropriate if the plan
is made up only of deferred members such er for whom the commuted
value is being calculated. In particular, anQginRlifyi proach appropriate for the

the commuted value.
The actuary would consider plagfterms suMgas the following, where applicable:
e Pension commencerpaot andgarly retirement provisions.

i <ai grm of pension (see also paragraph 3530.05 which
requires the actua’i0 consider possible changes to marital status after the
valuation d Wt to the determination of the benefit).

e Cost of living bridge pension provisions.

e Pre-retirement Benefits applicable to deferred members, such as pre-retirement
death benefits.

e Any applicable projections of service, salary, or benefit rate increases as would be
applicable to deferred members of the plan who have terminated from active
service and are not expected to resume working.

As noted above, each of these assumptions would be adjusted where appropriate, in
accordance with paragraph 3570.09, where a simplifying approach used in the valuation
may not be appropriate for purposes of a valuation of the plan if it were to consist of
only deferred members.

If appropriate, the actuary may make reasonable simplifications for administrative
purposes in calculating commuted values.
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Mortality assumption

The mortality assumption used in the calculation of a commuted value under Subsection
3570 would normally be the mortality assumption used in the most recent funding
actuarial valuation report or cost certificate.

In accordance with paragraph 3570.10, if the mortality assumption used in the valuation
varies for different subsets of the plan population, the actuary would instead use an
assumption that would be appropriate for the overall plan membership. This means that
the mortality assumption used to calculate commuted values would not vary between
individual members, different membership types (active members, deferred members,
retirees, etc.), or any other subset of the overall plan, with the exception of variations
by sex (unless not permitted under applicable legislation) and variations by age.

Margins for adverse deviations in the assumptions or provisions for adverse deviations

In accordance with paragraph 3570.07, the commuted value
margin for adverse deviations in the assumptions or provig
that are reflected in the going concern valuation, unle
value is required by applicable legislation or by the
may include margins embedded in the inflation or m&ta umptions.

include any
irse deviations

3. Funded status adjustments

a) Where the member’s benefit entitlem
status of the plan as per applicalfg le
how recent must the funde
value of the member’s be
Subsection 3570?

isQgquired to be adjusted by the funded
bon or by the official terms of the plan,
Iculation be to adjust the actuarial present

The funded ratio used
member’s benefit entitl¥
valuation report f

®ild not be any earlier than the most recent actuarial
inMRUrposes or actuarial cost certificate filed with the
applicable pension . This could include any report or certification required to
be filed with the pegion regulator for purposes of reporting an updated funded ratio.
The use of a more re®nt funded status would be as required by applicable legislation or
by the official terms of the plan.

b) How is the funded ratio of the plan determined under paragraph 3570.05?

The funded ratio for purposes of adjusting the actuarial present value of the member’s
benefit entitlement may not necessarily be the same as the pension plan’s funded ratio
determined by comparing the plan’s assets and going concern liabilities disclosed in the
most recent valuation report or cost certificate. As per paragraph 3570.05, the
assumptions used to determine the funded ratio used for this purpose would be
consistent with the assumptions used to calculate the actuarial present value of the
member’s benefit entitlement.

10
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Asset valuation method

The applicable legislation or the official terms of the plan would describe the asset
valuation method for purposes of the funded ratio adjustment. For the purpose of a
funded ratio adjustment, it is expected that the asset valuation method would either be
consistent with the asset valuation method used in the most recent funding actuarial
valuation report or cost certificate or be an asset valuation method that would have
been appropriate, under accepted actuarial practice, to be used in the most recent
funding actuarial valuation report or cost certificate.

Liabilities

With respect to the liabilities, the actuary would first look to the assumptions and
methods used to determine the actuarial present value of the member’s benefit
entitlement. These assumptions are the same going concern assumptions used in the

most recent funding valuation report or cost certificate filed y TRension regulator
but adjusted for this purpose by considering the adjustmepgt ount rate and

In addition, the cost method to be used for the pur d ratio adjustment

would be described in the applicable legislation or t rms of the plan. For the
purpose of a funded ratio adjustment, it is e tPQt the cost method would either
be consistent with the cost method used i nt funding actuarial valuation
report or cost certificate or be a cost meth ould have been appropriate, under
accepted actuarial practice, to be usali st recent funding actuarial valuation

report or cost certificate.

The following is an example of e assufptfons and methods that could be applied for

purposes of the commut I nd f@hded ratio adjustment calculations, given the
assumptions and met in most recent funding valuation report or cost
certificate filed with th IoNn™gulator:

11
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Example — Assumptions and methods used to determine:

Going concern liabilities in
the most recent funding

actuarial valuation report Member’s Liabilities to calculate the
or cost certificate commuted value | funded ratio for commuted
Assumption (“GC report”) (“cv”’) value adjustment
Cost method Projected Unit Credit n/a As per GC report

Discount Rate?

5.50% per year

6.25% per year

6.25% per year

Inflation Rate

2.50% per year, which is
composed of best
estimate of 2.00% per
year and margin of 0.50%
per year

2.00% per year

2.00% per year

Actives Active going concern n/a till value as an active, but
assumption set with discount rate and
inflation rate above,
including adjustments to
inflation-related
assumptions
Retirees Retiree going conce n/a Still value as a retiree, but
assumption s with discount rate and
inflation rate above,
including adjustments to
inflation-related
assumptions
Deferreds
e Mortality
o Base table 14Publ As per GC report, As per GC report
unless another
assumption is
more appropriate
(see Q&A 2d)
o Improvement MI-2017 As per GC report, As per GC report
table unless another
assumption is
more appropriate
(see Q&A 2d)
o Unisex Sex distinct Sex distinct, As per GC report

unless legislation
requires
otherwise

! The same adjustments being made to determine the discount rate for purposes of the commuted value
(see Q&A 2a and 2b) would apply to the funded ratio adjustment.

12
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Example — Assumptions and methods used to determine:

Going concern liabilities in
the most recent funding

actuarial valuation report Member’s Liabilities to calculate the
or cost certificate commuted value | funded ratio for commuted
Assumption (“GC report”) (“cv”’) value adjustment
e Indexation Pre-retirement: None Pre-retirement: As per CV
Post-retirement: 60% of None
Consumer Price Index Post-retirement:
(1.5% per year) 60% of Consumer
Price Index (1.2%
per year)
e Salary increase n/a n/a n/a

As per GC report,

As per CV, unless not
material (i.e., GC report
assumptions are
appropriate as a
simplification)

e Pension 100% at normal
commencement retirement age

e Family 80% with an eligible
composition spouse, where spouse is

assumed to be the sam
age as member

When determining the funded ratio
documentation and comply wit

¢) Can the funded ratio for p
member’s benefit enig

The applicable legislat
to the funded rati

oses

N
Q
<
\

As per CV, unless not
material (i.e., GC report
assumptions are
appropriate as a
simplification)

adjusting the actuarial present value of the
in e a floor or a cap?

icial terms of the plan may apply a cap and/or a floor
e cap would be no less than 100%, and the floor would be

no more than 100

ble legislation or the official terms of the plan apply a cap of 100%
n:

For example, if appl
and a floor of 90%, t

Funded ratio for commuted value adjustment

Prior to application of cap and floor After application of cap and floor
110% 100%
95% 95%
85% 90%

d) What about the “share of the assets” for TPA CVs, how is this to be determined?

The share of assets is a special case of the funded ratio adjustment without a cap and
without a floor. As per paragraph 3570.05, consistent with the guidance provided
elsewhere in this educational note, the assumptions used to determine the funded ratio
used for this purpose would be consistent with the assumptions used to calculate the

13
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actuarial present value of the member’s benefit entitlement. The asset and liability
methods for the share of assets would be described in applicable legislation or the
official terms of the plan.

e) How would an actuary determine whether consistency between the
assumptions used to calculate funded ratio adjustment and the
assumptions used to calculate the actuarial present value of the member’s
benefit entitlement is not appropriate?

An actuary may determine that an unusual or unforeseen situation exists in accordance
with Subsection 1230, and consistency is not appropriate when considering the
assumptions used to determine the funded ratio adjustment and the assumptions used
to determine the actuarial present value of the member’s benefit entitlement. In
making this determination the actuary would be prepared to describe and justify such a
deviation from paragraph 3570.05.

4. Disclosure

a) What additional disclosures are required when cgffim at he

commuted values of pensions and deferred pedgi ay from target
pension arrangements?
The actuary would follow the disclosure req¥gem tlined in Subsection 3550 and
paragraph 3560.09. If a funded ratio adju$ge nder paragraph 3570.05 was made to
iustWrent is required to be disclosed.

the commuted value, then the funded rati

The actuary may consider disclosj er the funded ratio adjustment is required by
applicable legislation or the offffial ter he plan. In addition, the actuary may
disclose a reference to the docqgnentat®n where the funded ratio adjustment was
determined.

14
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