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Foreword

By Catherine Swift, President, Canadian
Federation of Independent Business

The demographic tsunami that has already hobbled many European countries and U.S. states is just starting to hit Canada. Pension and benefit promises that have been made over the past several decades by both private corporations and governments to employees are now coming due as the baby boomers retire, and there has not been anywhere near sufficient money put aside to pay these obligations.

As private sector companies have struggled to remain competitive in the marketplace, they have already, in recent years, scaled back pensions and benefits, or risked facing bankruptcy. As governments do not have to compete in the same manner, and are, in fact, the one “business” that can force “customers” to pay by law via taxes, they have had the ability to procrastinate on this issue even longer than have private sector players.

The end result is that Canadian taxpayers now owe hundreds of billions of dollars in pensions and benefits that governments have already promised, but never put aside the funds to pay for. If governments had been honest and funded these plans properly from the outset, protests from private sector taxpayers would have been so strong that the situation would not have been permitted to become so unbalanced in the first place, with public sector workers now earning much more in compensation and benefits than their private sector counterparts, and retiring much earlier with very generous pensions and other benefits.

With the baby boom generation starting to retire, the chickens are coming home to roost. Pension Ponzi outlines how this predicament came into being, how extensive and outrageous Canada's national pension liability situation currently is, and what needs to be done before we destroy our economy and effectively bankrupt the taxpayers who are being asked to pay for this enormous shortfall. 

A warning: All Canadians who read this book will be enraged at how, over the decades, our governments have duped us all and built up a massive debt that is now coming due. But all Canadians should read this book in order to become informed about this complex issue, and realize the need for all of us to demand of our politicians, at all levels, that it be addressed with the utmost urgency. 





Introduction

Canadians are blissfully unaware that Canada's economic system is broken, defrauded by the most successful economic organization in history—the public sector union. The truth is, our politicians have been coerced by public sector unions into paying salary and benefits packages far beyond what our economy can support, as well as guaranteeing to pay inflated pensions to those same workers after retirement. As the National Post said, these giant public pension funds are “wealth confiscated by governments . . . using money taxed from all their constituents.”1 Almost every government employee—including elected politicians—will benefit from these pensions, at the expense of the vast majority of Canadians.

The 20 per cent of the workforce that belongs to public sector unions—civil servants, teachers, firefighters, police officers, armed forces personnel, and all government workers, including politicians—have quietly negotiated the most lucrative compensation packages in history. And these will all be paid for with tax dollars—and massive government debt. The CFIB Wage Watch Report2 shows public sector salaries and benefits exceed those of private industry by up to 30 per cent. More troubling is the fact that their guaranteed, indexed-to-inflation pensions are creating two classes of retirees.

This book will open your eyes to one of the greatest reallocations of legal assets in the history of the world. Some call it pension envy, some call it pension apartheid, some call it fraud. We call it a pension Ponzi plan, an unsustainable scheme to funnel money from one group of Canadians to another under the pretense of providing services. Who will be the loser when it collapses, as all Ponzi schemes eventually do? Consider these facts:


	The Ontario Teachers' Pension Plan (OTPP)3 has $107.5 billion in assets to fund 295,000 teacher pensions ($366,000 per retiree); the Ontario Municipal Employees Retirement System (OMERS)4 has $53 billion for 400,000 members ($120,000 per retiree); and the Canada Pension Plan (CPP)5 has only $148 billion for 18,000,000 working Canadians ($722 per retiree). The OTPP, believe it or not, is actually $35 billion short6 of being able to pay its commitments, while OMERS is $8–$9 billion short.7 The extent of the CPP shortfall is unknown. These shortfalls must be covered by increased taxes yet to come.

	The average CPP benefit payment is $5,919 per year. The average annual pension for a new OTPP retiree, in 2010, is around $42,900 per year.

	The City of Hamilton8 has a $1.5 billion-yearly budget but an underfunded pension and employee benefits liability of $262 million. The University of Toronto9 pension funds have deficits estimated to be in excess of $2 billion. These deficit stories are repeated across the country, creating billions of dollars of hidden liabilities. Because these pensions are guaranteed by you, as a taxpayer, the shortfalls will have to be covered either by future taxes or service cuts to health care, education, and other government programs.

	Combined federal and provincial debt now totals more than $1.2 trillion,10 most of it created by paying public service employees unrealistic wages and making allocations to their pensions. How will the next generation react when it is forced to repay this debt?

	Canada's total government per capita debt alone in 2010 was USD $36,000.11 This is before liabilities on the Canada Pension Plan or future healthcare costs are estimated. Compare this with the USD per capita debt of the so-called PIIGS group of failing economies: Portugal ($17,000); Italy ($39,000); Ireland ($35,000); Greece ($35,000); and Spain ($17,000).12 Greece has already defaulted on its pensions, public employee paycheques, and international debt obligations. Will Canada be next?

	Compare the numbers above with the USD per capita debt of the so-called BRIC countries leading a global economic boom in emerging nations: Brazil ($5,800); Russia ($834); India ($695); and China ($673).13 Which nations do you think are poised to be winners in the next decade?

	In Canada today there are five employees for every pensioner. By 2036 there will be only two and a half workers—a 50 per cent relative decline in taxpayers, who will be stuck paying for a 100 per cent increase in pensioners living 50 per cent longer.14 How is this viable?

	Counting on your employer to fund your retirement? Nortel's pension plan is $2.4 billion in deficit,15 Air Canada's pension fund has a deficit of $2.1 billion,16 U.S. Steel (formerly Stelco) pensions were cut by 15 per cent, and the government is refusing to top up these funds—or any private pensions that go bust.

	Got your retirement funds invested? Mutual fund withdrawals have led to stagnant returns on the Toronto Stock Exchange (TSE) for the past 10 years, and net losses since 200817—no gains at all while inflation and higher taxes rob you of your buying power. Meanwhile, public employee pension plans invested in the market have their losses covered by your tax dollars. Their returns are guaranteed by your future tax increases.

	The C.D. Howe Institute18 compared private and public sector workers each earning $50,000. They compared an example of a private sector worker retiring with $255,000 in his Registered Retirement Savings Plan (RRSP), while the same public sector worker will have in excess of $1 million to fund his pension. The public sector worker's RRSPs are built on tax-free benefits and excessive salaries paid with taxpayer dollars. The public sector has accumulated $800 billion into pension plans; the remaining 80 per cent of Canadians have accumulated around $700 billion in RRSPs.



Canada's baby boomers, the country's largest demographic group, account for one-third of our adult population and are moving into their retirement, expecting to live for another 30 years. This is a group that has consistently spent money it should have been saving for its future on fun and games today. No savings, small RRSPs, big mortgages, high credit card balances. The promise they believe has been made to them over a lifetime of financial contribution and achievement is that they will enjoy a quality of life in retirement second to none. The unfortunate truth is far different than that promise.

It's true that some baby boomers—those who have toiled in public service—will have pensions unlike any seen before. These gold-plated retirement packages typically guarantee employees 70 per cent of their highest five years of working income, indexed to inflation, until the day they die. But only 20 per cent of working baby boomers belong to this select group. Another 30 per cent of boomers have some form of private industry and/or personal plans in place to augment their government pensions, but nothing close to those of their public sector counterparts. The majority of the other 50 per cent of boomers will risk living in or near poverty, the equity they created in this country drawn off on a yearly basis to fund public service pensions. These disproportionate public service pensions are funded by taxes, which means that supporting them will divert money from every aspect of government-funded programs, including health care, education, infrastructure, the military, and foreign aid, and will ultimately undermine the quality of life of every Canadian.

Private company pension funds are in deficit, the economy will be stagnant for years to come, jobs are going overseas, the health care system is crumbling. Meanwhile, one group of retiring Canadians is set to raid the public treasury for billions of dollars in guaranteed, indexed pensions. How will the other boomers survive their old age? Consider the following illustration to see just how different your retirement may be from your neighbours'.


Which Future Will be Yours?

Mark and Jennifer lived next door to Carl and Marnie for 32 years. They raised their families in comfortable, three-bedroom homes in a suburb just outside of Toronto. All things considered both couples had a pretty great life. They had regular holidays, late model cars, went out to dinner together often, were subscribers to first-run theatre, belonged to the same golf and country club, bought quality clothes, and didn't worry much about the price of food. Both families had two children, and all of them went to university. Mark and Jennifer have four grandchildren, while Carl and Marnie have three.

Carl and Mark were both accountants by trade, earning their certified public accountant designation within a year of each other. Mark got a job in the accounting department of the local municipality and worked his way through the public service, eventually taking a position with the Canada Revenue Agency. Jennifer worked at the library as an assistant librarian. Carl worked as an accountant for a large steel company for 27 years, but was downsized and let go with a two-year-income severance package when he was 54. He was unable to find similar employment and spent his last 10 working years largely self-employed, doing contract work and income tax returns. Marnie worked part-time while the children were young, and then as a secretary at a law office for 24 years. She retired when the senior law partners took early retirement and the younger lawyers chose not to continue her employment. She was 58 at the time.

For the first 20 years or so, the family incomes coming into the two homes were quite similar but then a gap appeared and continued to widen each year. As a government employee, Mark's income was negotiated by the Canadian Union of Public Employees (CUPE) and outpaced inflation, whereas the manufacturing company that Carl worked for had had a very weak decade starting in the late ‘90s. Salaries were frozen for several years and a lot of the perks, such as company car allowances and expense accounts, were cut back.

Jennifer also benefited from steady raises negotiated by her union, whereas Marnie was never very good at asking for more money and consequently received small and erratic increases in pay. After Carl lost his job the difference in the couples' incomes accelerated, and when Marnie was fired her income dropped to zero. It's fair to say that Carl and Marnie were caught unprepared for this turn of events. They had both been hard-working, loyal employees and just assumed that they would work at their respective companies until they were 65. 

“I suppose as an accountant you might think that I would have seen it coming,” says Carl, “but after a while you get used to seeing a bad balance sheet and that becomes the new reality. The company had cut a lot of expenses—I had actually helped them decide which ones to cut—and that included downsizing the workforce. I just never thought they would get rid of senior staff.

“We closed down whole sections of the plant and sent jobs overseas to cut back on wages. We delayed replacement of a lot of our older production equipment and cut back on research and development, but it still wasn't enough. At the end of the day our Canadian labour costs were killing us. Our plant workers were all unionized and we had paid top wages for many, many years but once the steel industry went global we just couldn't compete. 

“Our health care costs were killing us too. The average age of our employees was much higher than that of our competitors overseas, and our workers were becoming less productive and less healthy. Our health care premiums jumped every year and there was no end in sight for that. When we started to pay out more in pensions than we were paying our active workforce, there wasn't anywhere to turn.” 

Once they had absorbed the shock of being fired, Carl and Marnie searched for similar jobs in their fields but were never able to secure permanent positions. They found themselves competing with much younger candidates, usually being interviewed by managers who were much their juniors and had little or no interest in hiring two older workers looking for a short-term bridge to their retirement years. The loss of income caused both Carl and Marnie to stop contributing to their RRSPs, and once they had spent all of Carl's severance money, were forced to draw from their RRSPs well before their 65th birthdays. 

Mark and Jennifer, on the other hand, fulfilled the mandates of their employment contracts and were able to retire early with full benefits. Mark retired at 56, having worked 30 years, and Jennifer retired two years later. While they were working, their incomes never stopped increasing. Their incomes weren't affected by the recession in the early ‘80s, the market crash in the late ‘90s, the Silicon Valley bust last decade, or the financial market meltdown in 2008. After his official “retirement” as a full-time employee, Mark took contract work with the agency and continued to work while collecting his pension.

Mark and Jennifer's RRSPs did, of course, suffer fluctuations in value based on the stock market, but they had always considered these RRSPs to be an “add-on” to their government-guaranteed pensions anyway, so the loss was really only a paper one. They didn't need this money to live on, and had no plans to redeem any RRSPs until they were forced by government legislation to do so. They were able to leave their money invested and wait to see if the markets rebounded. Truth is, they were hoping to leave this money to their children and grandchildren, or to cash it in and spend it on their offspring while they were still alive.

It was a shock to the couple when Carl and Marnie informed them that they were selling their house and moving into a small condo in a new subdivision about 50 kilometres away. They had always planned to spend their retirement years as neighbours, continuing to borrow each other's tools, share summer barbecues beside the pool, and grow old together as best friends.

“I felt as if my life were somehow ending and would never be the same again. So many memories came to me,” says Marnie. “That house was my life, it held my family. It's hard to describe if you've never been through it, but it just seemed so un-Canadian to me to be forced out of my house because of money. Carl and I were good people. We worked hard all our lives, we were honest, and we sure paid a tonne of taxes. I just feel like we tried to do everything we were supposed to do and in the end the system just kicked us out like our lives didn't even matter.”

Ten Years Later: Carl and Marnie

The first few years in their new home had not been as difficult as Carl and Marnie feared. There had been a period of adjustment to the smaller rooms, the lack of a backyard, the isolation of not really knowing their neighbours—which was a dramatic change in their day-to-day lives and routines—but they encouraged themselves by pointing out that they still had their health and each other.

Before Carl had been terminated at work, he and Marnie had been overextending their credit like most baby boomers. They had remortgaged their home to access cash for investments and run up credit cards for holidays, a small home theatre room in the basement, a kitchen renovation with beautiful new appliances, and really just living slightly beyond their means. It seems that pretty much every boomer family was living that way in the 1990s and in the first seven or eight years of the new millennium. With both of them unemployed, the couple found it very difficult to pay their bills. They remortgaged their house again to consolidate their loans and hoped that their investments would do well, but when the stock market crashed in 2008 they lost half of their equity. When they finally sold their house, paid off their short-term debts, and reinvested in their condo they had nothing left from their lifetime savings, investments, or RRSPs.

After 10 years in the condo, most of the couple's furniture had become worn and had to be replaced. They had to buy another used car when their old one became unreliable. They had initially tried to continue their previous lifestyle as best they could, taking an annual holiday in the south, renewing their theatre subscription, playing golf. They rationalized that they would not live forever and that their health might start to diminish, so they might as well spend the money while they were able to enjoy it, but now in their early 70s, Carl and Marnie were beginning to realize that they could no longer maintain their lives at this level. Their nest egg was gone; they had maxed out their credit cards and used a $50,000 line of credit on their home.

Carl and Marnie qualified for almost the maximum Canada pension and old-age security payments, but with property taxes going up every year, the price of gas, food, and utilities, and more money being spent for health-related expenses that were not covered by Canada's universal health system (chiropractic adjustments, orthotics, glasses, dental visits), there was nothing left over at the end of the month for luxury items, and even staples were becoming more and more difficult to afford. They began to buy lower-quality meats, store-brand products, and damaged produce, and became the “coupon clippers” they had made fun of before.

The couple found themselves seeing less and less of Mark and Jennifer. Their inability to cover their share of meals, theatre tickets, and other entertainment costs made them feel that they were taking advantage of their friends when they went out together. Much as they tried to stay positive about their lives it became impossible not to feel somewhat jealous of Mark and Jennifer, and eventually that jealousy began to turn into resentment. Carl and Marnie felt they had both contributed so much to their community, and yet their reward was so meagre compared to that of their friends.

Ten Years Later: Mark and Jennifer

Mark and Jennifer's life as seniors turned out to be everything they could have ever imagined, and probably more. They kept their family house and it was a great joy to them to be able to have their children and grandchildren come and stay with them on a regular basis throughout the year. The summers were especially wonderful, and the whole family enjoyed lounging around the big pool in the backyard and frequent barbecues, complete with steak, chicken, fresh fruit, and fine wines.

When Carl and Marnie hit hard times, Mark and Jennifer took this as a warning and paid off their mortgage and credit card debts before they retired. With two government pensions bringing in 70 per cent of their previous working incomes and reduced expenses, they had money left over every month. Each year they planned a special event or major purchase that increased their enjoyment of life. One year they took all their grandchildren to Disney World. Another year they rented three luxury cottages in Muskoka for two weeks and took their entire family on holiday. It was a summer of memories which they would never forget.

“I think we'd have to say that for us, Canada is the best country in the world,” says Jennifer. “I guess we were just lucky to have picked careers in government jobs. I can't say we really planned it that way, it just kind of happened. When we started in our jobs they weren't particularly high paid, and neither of us were thinking too much about pensions anyway since we were so young, but our unions did a great job for us and we're just so very grateful for it, especially when you look at what happened to Carl and Marnie.”

Mark had always had a passion for vehicles of all kinds and bought himself a high-end, European convertible sports car for the summers. Jennifer preferred a larger vehicle—safer, she called it—and leased a new SUV every four years. They invested in a number of vacation property programs and typically spent between six and eight weeks of the winter in Florida or the Caribbean islands.

For Jennifer's 65th birthday Mark surprised her with a three-week trip to Europe, something she had always wanted. They spent a week in London, a week in Paris, and several days touring Italy. So, all in all, they would be the first to admit that their lives just seemed to get better and better, and that their retirement years truly were the golden years of their lives.



Carl and Marnie's story is not unique. Some 70 per cent of Canadians will have this or much, much less to look forward to when they retire. Carl and Marnie were fortunate to have maintained enough equity in their home to purchase the condo and supplement their pension income into their 70s. 

Jennifer and Mark's situation is also not unusual in the sense that some 20 per cent of Canadians are looking forward to a retirement fully funded by your taxes. Perhaps the question is not how did this happen, but why did this happen? And second to that, is this a fair result in a fair society? Do we believe that Jennifer's work organizing books in a library was more important than Marnie's work helping people deal with their legal issues?

Does Mark deserve a better retirement than Carl because he handled government money, whereas Carl spent his life helping to manage a company that provided jobs for thousands of employees? Who makes these value judgments? Anyone? Who designed this economic system? Anyone, or did it just evolve organically? What will happen to our country when 5 million voting baby boomers discover this inequity in the pension system? What will happen when the next generation of Canadians realizes that the prosperity of their families is being undermined by the billions of dollars being paid to retired public sector workers? 

If you are one of the lucky few expecting this kind of guaranteed pension-for-life, we suggest you keep your fingers crossed. The chances that our government will be able to withstand the fury of millions of seniors living near the poverty level—and the anger of millions of working Canadians whose taxes are being redirected into your pockets to allow you to benefit from the wanton and reckless spending of the previous governments you elected—is slim, to say the least. 

You might well ask how governments could have let this happen. How did becoming a teacher, a police officer, a public works truck driver, or a municipal office secretary become so much more important to Canada's welfare than being a lawyer, a plumber, a steelworker, or the owner of one of the many thousands of small businesses that are the backbone of Canada's economy? This book will expose the startling truth about our future, show you how we got into this mess, and offer advice about what you can do (if anything) to put yourself on the right side of this life-altering trend.





Chapter 1

The Elephant in the Room

The whole idea of the pension was to provide public servants with a decent retirement when they left public service. It was not to enrich them or to make them wealthy, to allow them to retire younger, with more money, to go off and play golf while the rest of us supported them. This attitude is growing out there in the public. People are beginning to realize what has been done and they are not happy about it.

Jack Dean, PensionTsunami.com

If you happen to be one of the lucky 20 per cent of Canadians who is a government employee, we have to say congratulations. Your employee unions have consistently negotiated phenomenally lucrative contracts on your behalf over the past 30 years—while complaining bitterly that it's never enough. It used to be that government service workers such as librarians, garbage collectors, municipal office staff, and even politicians were paid less than private industry employees doing similar tasks. Partly this was because government workers had better job security, and never had to worry about their employer going out of business or being unable to meet payroll. Partly it was the concept of being a “good citizen,” and that the joy of working on behalf of everyone else had some intrinsic value to it. Choosing a career as a teacher, nurse, or police officer had intangible rewards of increased respect and prestige, which offset lower income levels. All that, however, has changed.

It may have started at the politicians' level. If you have been paying attention during the past 30 years, you'll remember a move to raise the salaries of politicians, supposedly in order to attract a higher calibre of person to public office. The theory was that our elected politicians came from an income class populated by people with low moral and educational standards, who were prone to corruption, bribes and influence peddling, and poor decision making. The idea was that the type of people we needed to run our country were highly sought after by business and had the opportunity to make more money there, and that we therefore needed to match incomes with business or at least offer an attractive benefits package to encourage such people to commit to public service.

We will leave it to you to decide if our current crop of politicians demonstrates a higher ethical and moral standard than previous generations. Or if they are better able to make decisions on our behalf. Read on and judge for yourself. The point is that politicians, who actually vote on their own salary increases (can you say “conflict of interest”?), were encouraged to raise their own salaries and the benefits that went with them. The best benefit they could give themselves was a fantastic pension plan that rewarded them with a lifetime of income for what often turned out to be a very short period of actual work.

When Losers Become Winners

The 2011 federal election demonstrates this plan in action. The 113 defeated and/or retiring members of parliament (MPs) will collectively receive $4.9 million1 in pensions their first year under a plan—for all MPs—that will eventually cost taxpayers $1.1 billion, based on a life expectancy of 85 years. Seventeen former MPs qualify for more than $100,000 per year, including former Bloc Québécois leader Gilles Duceppe, who receives $141,000 annually for his years of effort in trying to break up the country. Vive le Québec libre! As an elected representative paid by taxpaying Canadians, Duceppe would have received his pension—from those same Canadians—even if he had succeeded in his attempts at secession and become the prime minister of an independent Québec!

MP pensions are paid starting at age 55, so those retiring closest to that age receive pensions for the longest period. Five MPs will receive more than $3 million each thanks to their early retirement age.2 Even those MPs who did not serve the minimum six years to qualify for a pension will receive a severance payment equal to 50 per cent of their annual salary. For deposed Liberal leader Michael Ignatieff, this severance was $116,000.3

The biggest loser in this scenario was Labrador MP Todd Russell, defeated after serving five years and 11 months—one month short of pension eligibility. The Canadian Taxpayers Federation estimates4 that this will save taxpayers $600,000—unless Russell wins again in the next election. He certainly has incentive.

Once the trend of awarding themselves pay raises, great pensions, benefits, and severance was established, it became increasingly difficult for politicians to turn down the ever-increasing salary and pension requests of all the government workers in their domain. And whenever a ruling political party tried to limit these increases, employees threatened massive strikes and disruption of public services. In many cases these strikes became reality, and in every case, politicians eventually backed down.

Debt vs. Deficit

If the government spends more than it collects in a year, the shortfall is called an operating deficit, or simply the deficit. The deficit is the cost of providing a year's worth of services to Canadians, minus revenue taken in that year from taxes. Services such as health care, education, and road work that most Canadians say are insufficient anyway.

The debt on the other hand, is the accumulation of yearly deficits. Most people are confused about these two terms, largely because the media and politicians focus on the deficit—which is current news—and ignore the debt. Part of any yearly deficit includes interest payments on the debt. However there is an elephant in the room that promises to be much more damaging to your future than simply the yearly deficit, interest payments, and accumulated debt that will need to be repaid, hopefully before you die. This elephant is federal, provincial, and municipal government pension obligations, and is more damaging because this cost provides no real value to the taxpayer. In fact, whenever a public sector employee retires, two costs are incurred—the retiree's pension, plus the cost of the worker hired to replace him. With life expectancy now at 85 and the average retirement age of our public sector at 59 and dropping, pension costs will become astronomical. As you can see in the example of our retiring politicians, paying for just 113 of them incurs a bill of $1.1 billion. What will be the final cost when our 3,500,000-plus current public sector workers (federal, provincial and municipal) are retired?

Let's set aside the rhetoric for a minute and look at the amount of your money already siphoned off to fund these ever-increasing employment and pension benefits, and how their associated costs have been accumulating. Our federal government has approximately 420,0005 employees with a basic pension plan that guarantees them up to 70 per cent of their final five years' average income for life and/or the life of their spouse if their spouse outlives them. What this guarantee means is that if their Canada Pension Plan income is less than 70 per cent of their last five years' average annual working income (which is virtually guaranteed, given their high incomes), and their employee pension plan is underfunded and can't pay this amount (most of them are), the government will top this up with additional funds from taxes—and these pension commitments legally come before all other government expenditures. In fact, in 2009 the C.D. Howe Institute, a leading Canadian think tank started in 1958 to “research and promote educational issues related to public economic policy,” calculated that the pension plan for federal employees alone is short about $200 billion.6 This is impossible to pay under our current system. The entire yearly revenue for the federal government in 2010 was only $231 billion—and the government spent $280 billion without touching this pension shortfall.

Nowhere is this shortage more apparent than in the federal politicians' own pension fund. According to the pension fund's annual report to Parliament for 2008–09 7 the fund for members of Parliament rose by 10 per cent during the 2008/09 global recession. How did they achieve this miracle of growth in an economy in which private pension plans lost 21 per cent of their value, and even the staid Canada Pension Plan (CPP) lost 14 per cent? Easy—there is no actual money in the fund, it's simply a guarantee that politicians will receive a specific pension. This guarantee currently sits at more than $500 million and has an interest set by regulation and guaranteed by taxpayers. So while your RRSP may be at risk from market fluctuations, you can be comforted by the fact that your elected representatives have no risk—just like your other 420,000 employees. “Not a dollar of real cash has gone into these (politicians') plans,” said Bill Robson, president of the C.D. Howe Institute, a conservative think tank, “so when the time comes to pay the pensions, all of this money is going to have to be raised either by real borrowing—like actually floating bonds that people pay cash to invest in—or through taxes.”

Canadian Taxpayers Federation federal director Kevin Gaudet said he doubts many Canadians are aware that “not only do they not have enough of their own money saved, but they're also paying through the nose in their taxes so that they can feather the retirement beds of public sector employees and politicians. I think they ought to be mad. It's a huge discrepancy.”

The taxpayer's federation calculates that after serving only six years, an MP is entitled to an annual pension of $27,000. Long-serving MPs can collect more than $100,000 a year. Having just completed his fourth year as prime minister (2011), Stephen Harper is now eligible to collect a special retirement allowance once he turns 65—on top of his MP's pension, which he can begin collecting at 55. By Gaudet's calculation, that means Harper will eventually collect an annual pension and allowance worth at least $178,000.

If you are a government worker, this apparently just looks like a fair deal. After all, Canada's moral standard for taking care of its seniors is that we respect their contribution to our country and want them to be comfortable in their old age. We already have a health care system that provides more benefits to seniors than any other age group. Again, going back 30 years or so, the general idea was that people working for big business, such as the automobile industry, the steel industry, and other manufacturers that built our country, had strong unions which had negotiated better wages, benefits, and pensions for their workers. Better, that is, than the compensation packages offered to public sector workers. Public service unionized employees were simply trying to keep pace. However something completely unforeseen has taken place and the pendulum has swung in the other direction. Private industry in Canada has been decimated by global forces, resulting in massive layoffs, plant closures, and entire industries being moved to foreign countries—resulting in a significant erosion in incomes and benefits. Private company pensions in particular have been hard hit, in part because government regulations that were meant to ensure future pension payments were lenient at best, and non-existent at worst.

Why are Pensions the Problem?

Pensions. Pension debate. Pension reform. The mere words put most of us to sleep and yet at some point in your life, the quality of your pension will become the very foundation of the quality of your life. It has been said that the only two things you can count on in life are death and taxes, but in Canada it may be more accurate to say death, taxes, and pensions, because virtually everyone in Canada is guaranteed some form of pension income once they reach a certain age or become disabled and cannot work.

“Okay, okay,” we can hear you saying. “I get that pensions are important, but what do government employee pensions have to do with me?” Well, it turns out that most of the money that politicians have borrowed in your name over the past 30 years has accumulated in pension plans8 for a select group of people—your employees. Don't think you have employees? Think again. In a government “of the people, for the people, by the people” as democracy is often described, all government employees are actually employees of the people. That would be you. The same can be said of your elected officials, who secure their jobs by way of winning more votes than the other “job applicants” who run in elections.

It's very easy for individuals to completely lose their connection with our democratic system, our elected officials, and our government employees when they become disconnected from the reality of where the money comes from to fund all of these jobs and the programs they are associated with. We'll deal with this in detail in Chapter 8, but we think it's important that you understand that you are the employer of all of these people since you actually pay their salaries, benefits, and most importantly—their pensions.

So now that you understand that you are the employer in this circumstance and that all the money for the system comes out of your pocket by way of taxes, let's consider the suggestion that most of the money that has been borrowed in your name by our various levels of government has been funneled into pensions for your employees. Keep in mind that this borrowing is an ongoing process with no end in sight unless we see some very dramatic changes in the way government business is conducted.


Figure 1.1 Total Retirement Assets of Canadians (1990-2007)
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So here are the numbers. Canada's total provincial and gross federal debt is somewhere in the range of $1.27 trillion,9 and increasing daily. The total current assets of all government employee pension funds is in the range of $800 billion. If you can take a step away from the rhetoric of who contributed how much to what, it's pretty easy to connect those two dots and conclude that a large part of our debt has been created by governments borrowing money to fund the pensions of public sector workers.


Few Californians in the private sector have $1 million in savings, but that's effectively the retirement account they guarantee to public employees who opt to retire at age 55 and are entitled to monthly, inflation-protected checks of $3,000 for the rest of their lives . . . legislators don't want a government of the people, by the people, and for the people, but a government of the employees, by the employees, and for the employees.

Arnold Schwarzenegger, (Governor of California), “Public Pensions and Our Fiscal Future.” Wall Street Journal, August 27, 2010.



This $800 million has already been transferred from your pocket to theirs, but your total debt obligation doesn't stop with the money that's already been transferred. Because public sector pension payouts are guaranteed by taxpayers, you have, in effect, signed promissory notes—by proxy of course, since you weren't directly consulted on any of these decisions—that commit you to hundreds of billions of dollars in future payments. That's right: most of these pension funds are “underfunded.” This means that the $800 million that the funds already have in their coffers is far short of being enough money to pay the pensions that politicians have agreed to on your behalf. And by “far short,” we mean that these lucrative public sector pension plans are currently estimated by us to be underfunded in excess of $300 billion dollars. The pension guarantees are based on unrealistic expectations of strong economic growth and consistently high investment returns for years to come—windfalls we haven't seen in Canada for the past 10 years. We expect the shortfall will be much larger than this. The actual cost will be guaranteed by you the taxpayer, regardless of investment return. So even if the markets remain stagnant, as they have for the past 10 years, you will pay the full pension amount to your retired employees.

It's not uncommon for average taxpayers to become incensed when they realize that for the past 30 years,10 as they have struggled to support their families in the face of an ever-increasing tax burden, the taxes they pay have been siphoned off to provide ever-increasing salaries and benefits for public sector employees and politicians. Supporting these pacts has already cost us $1.2 trillion in government debt. Every man, woman, and child in Canada now owes $35,000 worth of this government debt,11 and we must pay it back, with interest! Add in the $300 billion pension funding liability, and the many other “hidden” debts at the municipal level, in the form of other post-employment benefits (OPEBs) (which we will talk about later), and you can see why pundits refer to a “pension tsunami.”

The Wage Gap—Skyrocketing Compensation Packages

So, public sector employees have better pension plans than most Canadians, but do public service workers really make more money than private sector employees? This has been a recent debate as unions defend their territory. Let's look at the studies. The Canadian Federation of Independent Business put together a comprehensive analysis called Wage Watch,12 which highlights the gap in wages between private sector workers and the civil service. The report, released in 2008, concludes the following:

Detailed analysis of 2006 census findings on full-time earnings by sector and occupation shows that government and public sector employees are paid roughly 8–17 per cent more than similarly employed individuals in the private sector. In addition, taking into account significantly higher paid benefits and shorter workweeks, the public sector total compensation advantage balloons past 30 per cent. Expressed in dollar terms, public sector employers have a combined wage and benefits bill that is $19 billion higher annually than if they had kept costs to private sector norms.

This $19 billion includes wages, benefits, and pensions. Another report recently released by the Frontier Centre for Public Policy, a Winnipeg-based think tank updated the annual cost of just the wages paid to the public sector as $2.6 billion per year more than equivalent private sector wages.13 This $16.4 billion difference shows the true cost of the “add-on benefits” that the public sector has negotiated for itself at taxpayer expense. Most Canadians are not aware of the existence or cost of these benefits because they are not reported as part of wage settlements or given a dollar value in media reports. Add-ons include contributions made by the government to employee pension plans and various benefits programs including dental, health, life insurance, and sick pay. The public hears about a 3 per cent wage increase for instance, but not about the corresponding cost of benefits or the future cost of higher pension guarantees based on the higher wages.

Beyond simple wages, there is a multiplier effect on pensions for every dollar wage increase given to an employee. As wages go up so too do other post-employee benefits (OPEB) costs, such as health insurance, dental insurance, life insurance, sick pay, holiday pay, and unfunded pension liabilities, which are based on retirement salary. These associated costs have become a huge and unrecognized burden hidden in the back pages of the financial statements of your local hospital, school board, municipality or university.

While many public sector employees retire early their contracts entitle them to continue to receive paid health care benefits until age 65. Taxpayers pick up this employee benefits tab for early retired workers. These costs are reported as future employee benefit liabilities or debts; in effect, this is like a loan to early retirees that is paid back by all taxpayers through future taxes. Health care rates are rising by 8–10 per cent a year and these costs add up. For every dollar of wage increase, the pension fund requires $16 in contributions to cover associated retirement benefits. So a reported $1,500 wage increase for an employee means that the pension plan will need an additional $24,000 by the time the employee retires. Of course the employee will never contribute that much, so the government reports it as an OPEB or future employee benefit liability.

At the City of Toronto in 2009, for example, OPEBs were $2.6 billion.14 Ontario's Hydro One15 had $980 million of OPEB liability on its books, as do many other government entities. You can guess what this will do to your tax rates and your Hydro bill.

At the other end of the equation, benefits paid out continue to outpace contributions paid into these public sector pension funds. This discrepancy will eventually be made up by taxpayers and is added to the pension deficit or shortfall. Demographic and investment trends indicate that this gap will widen every year for the next 20 years as baby boomers retire and live longer than any previous generation, and stock markets suffer from continual RRSP withdrawals. Currently, Ontario Teachers' Pension Plan (OTPP) annual benefit payments exceed $4 billion while annual contributions are only $2.2 billion. This trend will continue and accelerate in the future.

The report by the Frontier Centre for Public Policy we mentioned earlier found that:


	Federal government public administration workers saw their average wage increase by 59 per cent between 1998 and 2009. This is almost twice the rate of wage growth in the economy as a whole, which grew at approximately 30 per cent. Provincial administration came in second at 55 per cent, and municipal increases were close to the national average at 33 per cent.

	No other major industry tracked by Statistics Canada experienced wage growth that was close to that seen in the public administration category. The next highest rates were in the real estate, mining, and oil extraction industries at 46 per cent. Others included waste management at 35 per cent, construction at 34 per cent, finance, insurance, and business management at 33 per cent, and food services at 31 per cent.

	At the bottom of the list were manufacturing at 19 per cent, retail at 17 per cent, and forestry at 11 per cent.

	Rapid public administration wage growth has caused the pay gap between the average public servant and the average worker in the economy to widen considerably. In 1998, the average annual wage for federal public administration workers was approximately $10,000 higher than the average worker in the economy. By 2009, that gap had grown to $25,000.16




Figure 1.2 Provincial Government “Pay Premium” (2008)
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It's interesting that we have a constant focus on wage disparity by gender, age, and ethnicity, but any focus on “sector discrimination” between public and private sector workers is attacked as unfair by public sector unions.

Let's go back to our discussion of fair wages and pension funding. If the government pays a building inspector $5,000 a year more than you can afford (meaning that the government borrows the money and adds it to the yearly deficit and accumulated debt), and that inspector puts this $5,000 into his union-managed pension fund and that $5,000 is matched by his employer (the taxpayer again), we can say that his pension fund has been totally funded by taxpayers. Of the $1.05 trillion in private and public trusteed pension funds (not including private RRSP funds), $800 billion has been funded by taxpayers on behalf of public sector employees in this way.17 The remaining is in private sector employee pension plans.

It's funny to hear people comparing government jobs to private sector positions and claiming these jobs are in some way the same. In private business the perpetrators of this pension Ponzi scheme would have been behind bars years ago. In government we re-elect them, overpay them, give them tenure and huge payouts if they get caught being incompetent or unethical and have to step down before their terms expire; or great pensions if they can outlast the chase. Does this sound fair to you?

Staff costs—including salaries, benefits, and pensions (all known as compensation costs)—are the biggest costs of government. These range from a low of 45–50 per cent at the municipal level to as high as 80–90 per cent for police and education budgets. Here are some recent examples:
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The question of fairness comes down to who is paying the bill. If the private sector can run a profitable business and reward its employees with higher salaries, more benefits, shorter careers, and higher pensions, more power to it. Our governments will then also receive higher income by way of income tax on workers' salaries, taxes on corporate profits, and so on, as part of the redistribution of wealth. But if our governments are borrowing money every year—money that taxpayers will have to pay back—in order to provide the best salaries, benefits, and pensions for public sector employees, is this defensible? We think not.

Reduced Workload

But wait, it gets even better. The next step in the master plan to create a better life for Canadians (which we believe is the purpose of government, is it not?) was to systematically reduce the workload on government employees. This began by shortening the work week for government employees, now typically 35 hours per week, down from an average of 40 hours a week 30 years ago. Next we saw an increase in vacation time, to up to eight weeks a year for senior employees. And lastly, just to be done with the whole bother of working altogether, we saw a reduction of years on the job necessary for workers to earn their pensions. Before we go into that, however, a word on the “age of retirement.”

If you ask Canadians what the age of retirement is, or if you look on any global information site that compares Canada to other countries, you will find that the age of retirement in Canada is referenced to eligibility for the Canada Pension Plan (CPP) or the equivalent Québec Pension Plan (QPP) which replaces the CPP in Québec. This age is currently 65. “Early retirement” is an option at age 60, with reduced CPP benefits, and no Old Age Security (OAS) or Guaranteed Income Supplement (GIS), two additional federally-funded pensions that are not available until age 65. The CPP is the government-managed plan for all working Canadians into which employers and employees have been paying since 1966. If you have paid into the CPP, you are entitled to receive full benefits—based on your employment contributions—at 65 or a reduced monthly payment at age 60. This typically means working 40 years or more, and is often referred to as the “40-year plan.”

Public sector employees, however—the ones whose salaries you pay—have been able to whittle that down to just 35 years, and in the case of some specific jobs, such as those in the police force, fire department, or military, just 30 years of service are required before employees can retire. In fact, the average retirement age in the public sector is now 5918 with many thousands of civil servants retiring closer to 50. Of course, they don't receive those pensions until they're 65, right? Wrong. While the rest of Canada's taxpayers must wait until at least age 60 to receive a reduced pension from CPP/QPP, and age 65 for a full pension, government employees begin receiving CPP immediately upon retirement. This CPP equivalent is known as a bridge benefit because it “bridges” the time from early retirement until age 65. This benefit is topped up from the employee pension fund to make the full pension amount. The bridge benefit stops when the employee becomes entitled to CPP/QPP benefits.19 This effectively gives the public servant CPP from the first day of retirement.

Seems that the public sector took to heart insurance company London Life's concept of “Freedom 55” as an achievable goal for themselves. Most Canadians will never achieve this level of financial freedom at any age.

Having reached only the age of 50–59, public servants don't have to retire. They can continue to work at those same positions until they reach 65, and many do, “retiring” one day and then returning to work shortly thereafter. Sometimes they return to the same job but usually another government job, because of the connections they have within the system. The only difference is that they are now collecting both the pension and a regular paycheque. This is known as “double dipping.” Plus, these workers begin building a second pension. If they are able to work another 15 years in their new job, they will qualify for almost half the value of a full second pension (equal to 30 per cent of income), which can put them up to 100 per cent of their previous working income in total.20 So few of these people actually retire the first time—what they are really doing is retiring from that particular job. Many of them get another job in the public sector. Retire twice and get two pensions? Sign us up for that!


Double Dipping

In Newfoundland the provincial auditor discovered that during 2010 a group of 443 retired teachers earned $15.6 million in pensions and $5.2 million in wages.

CBC News, January 26, 2011



We often read reports of top civil servants, such as police chiefs,21 fire chiefs, government department heads, and others in senior public sector positions, retiring in their early 50s and listing “personal reasons” as their motivation for leaving highly-rewarding jobs. None of them ever seem to say, “I qualify for 70 per cent of my income as pension now, so it makes no sense to continue working.” Strangely though, these personal reasons always seem to crop up at the 30- or 35-year mark, just as their pensions become available. The public statements of retiring senior civil servants are carefully crafted to avoid any hint of the financial bonanza that awaits them, so the public never learns the truth. Perhaps if every 50-something public sector retiree said, “I'm retiring because I have a full pension now, and I'm going to spend the rest of my life playing golf while you pay me,” or “I can get 70 per cent of my salary for doing nothing, so I'm going to take that, and then go out and get another job working for the government and get 100 per cent of that, plus build a second pension for when I really retire,” the taxpaying public would know where its tax dollars are actually going.

So there you have it. The people you chose to govern on your behalf have systematically borrowed and/or obligated you to the tune of an estimated $1.2 trillion to make sure that your employees have the best of all possible worlds.

Living Under the Bell Jar

The fundamental purpose of our government is to provide common services to protect and enhance the lives of all Canadians. Essential services such as defence, police, and capital projects in the domain of public works have long been provided through government taxation. Provision of nonessential services—ones that could be provided privately or by volunteers, such as fire fighting, health care, education, libraries, culture and sports, garbage collection, and maintenance of public works—is a sign of a modern, more controlling government, and Canadians have come to expect these types of services to be provided by the government. Many political commentators refer to this level of government intervention in our daily lives as living in a nanny state.

These services have been funded by Canada's progressive tax model, under which income tax rates increase along with a person's taxable income. The intent is to have those who can afford to pay more provide a larger contribution to the public good. A balancing act is required to provide services, while at the same time maintaining incentives to motivate and reward people for working hard to get ahead, thereby increasing their own incomes and generating higher tax revenues for the government.

Under our current system, income taxes alone are not sufficient to cover government expenditures, and rather than increase the taxes paid by the wealthy and corporations our governments have created an array of consumption taxes. These include the now-defunct Federal Sales Tax, the Provincial Sales Tax (PST) in most provinces, and the Goods and Services Tax (GST), now combined in some provinces as the Harmonized Sales Tax (HST), in addition to specific additional taxes on gasoline, entertainment, alcohol, and other items. These taxes are not considered progressive since they cost lower income earners a larger percentage of their income than they do higher income earners. For instance, two people earning vastly different incomes would pay the same amount of tax on a tank of gas.

Naturally, managing these billions of dollars of ever-expanding services and the labyrinthian system which collects these taxes requires the hiring of more civil servants with their inflated salaries, luxurious benefits packages, and eventually unsustainable pensions, driving yearly deficits and long-term debt ever higher.

Note that while the private sector reeled from a collapsing global economy in 2008 and 2009, the growth of the public sector continued unabated. The expansion of the federal civil service as an example, in the five years of Stephen Harper's rule so far, is nothing short of stunning. And the corresponding increase in public sector wage, benefits, and pension settlements has grown hand-in-hand with the deficit.

Had we built this country and provided these services with cash flow generated by a thriving economy and an efficient tax-based government we could all be rightfully proud. Unfortunately we have built this country by mortgaging our future, and the mortgage renewal date is coming soon.


The bell jar is a system that protects and isolates a developing country's tiny class of elites. These elites are shielded by laws and customs from having to compete with the majority in their society.

Hernando De Soto22



The bell jar concept can be used to describe all societies wherein a “protected class” lives within the bell jar and a “vulnerable class” lives outside. The guiding principle behind democracy and Canada's Charter of Rights and Freedoms is to include all Canadians within the bell jar. Certainly when it comes to access to and protection under the legal system, the opportunities of higher education, gender and ethnic equality rights, and freedom of speech and religion, Canada is inclusive. However, when it comes to economic principles within our society, many of us are stuck on the outside of the bell jar.


Figure 1.3 Canada's Growing Civil Service
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As we will see during a closer examination of the disparity between the salaries, benefits, and pensions of private and public sector workers, public sector unions have successfully insulated their members within a bell jar which excludes non-member taxpayers. More specifically, these unions have engineered a redistribution of wealth from all levels of society into the bank and pension accounts of their members.





Chapter 2

The Devil is in the Details

If you are not a public servant, the odds are very good that you will not have a genuine pension in retirement. Now, public sector workers may say, “We paid for our pension coverage!” but the reality is that as a taxpayer, so did you; except you will not see any benefit from your contributions. In addition, defined benefit pensions in the public sector are the only pensions that come with a government guarantee.

Moshe A. Milevsky and Alexandra C. Macqueen,
Pensionize Your Nest Egg

Let's consider how pensions are created. Step out of the box for a minute and ask, “Why are pensions based on what you did when you were working, since the whole point of a pension is to provide income for you when you are no longer working?” Let us explain.

Take the case of a chief of police, police officer, and police secretary. Among other factors, the responsibilities and skills entailed by each job are different, and are therefore accorded different salaries. We could argue about the relative value of these workers to society and the fairness of their income, but once they are retired they are all of equal value to society. Why should their pension be based on what they earned while they were working? Take a look at the numbers.

A police chief in a medium-sized city might earn $150,000 annually. A police officer might reach $100,000 a year, while a secretary earns $50,000 annually. Could the police force operate effectively without all three? Probably not, however their respective pay is reflective of a number of considerations including training, risk, responsibility, and other factors such as replacement cost. It is likely easier to replace the secretary than it is the police officer. The chief's position requires leadership in addition to public relations and political savvy, and in our society these skills are more highly rewarded than those of the officer.

These career income differences have evolved through years of evaluation, negotiation, and experience. But once these three individuals retire, these values become moot. The police chief with his $100,000 pension might easily retire to Florida. The police officer with his $70,000 pension might contribute his time to minor sports organizations. The secretary with her $35,000 pension might volunteer at the local food bank and spearhead fundraising efforts for years to come. It could be that in retirement, the value that these individuals contribute to our country is inverse to what they contributed during their working lives. So why are their pensions based on their previously-earned incomes?

Naturally the police chief, with a lifetime of higher earnings could more easily have contributed to his RRSP, would have been able to afford a more luxurious house and lifestyle, and would have a more secure retirement anyway, so why does he need a higher pension than the secretary? We ask this in the context that you are paying for their pensions as their employer, so you should decide if this is fair value for your tax dollar.

The truth is that these pensions have no relation to retirement but are, in actual fact, deferred income. This is significant when one considers the overall wage and benefits packages of public sector employee that unions have negotiated over the past 30 years. When you include the deferred income portion of these contracts you see the real size of the windfall. As we saw in the Frontier Centre report, wages and benefits for the public sector have wildly outpaced those of industry, but the difference in pension outcomes dwarfs even those figures. These lifetime pensions based on the highest three or five years of income enshrine the inequality of the system until death. By spreading out the total compensation that government workers receive by hiding it as a pension (when, in fact, it is deferred income), the public sector is able to conceal these excessive compensation packages from view—and from taxes. This loss of income tax revenue also contributes to our deficit. Recent tax changes allow married pensioners to split their pension incomes, which may significantly lower the total combined income tax paid, and takes this tax avoidance to a new level.

Funding Retirements

To understand how pension inequality, called pension apartheid by some, will affect you, it is important to have a basic understanding of how pensions are structured and how Canadians can go about funding their retirements. (We'll try to make this part short so you don't fall asleep, but it is important information.) All working Canadians will receive pension income from the Canada and/or Québec Pension Plan (CPP/QPP) once they reach the age of 65 (reduced benefits are available at age 60). The CPP has achieved its minimalist goal—to provide retired Canadians with a pension of up to 25 per cent of the average Canadian income1—but has also created a false sense of security for Canadians. Unless they care for a senior and understand his finances, young adults generally have no idea how much their CPP will pay on retirement and typically don't inquire until their late 50s. They work for 40 years under the assumption that their CPP will be adequate to support them financially during retirement. By the time they understand the reality, it is generally too late to create a significant supplement to what most will see as a meagre CPP payment. The average annual CPP payment in 2011 was $6,144, while the maximum payment was $11,520.2 Contrast this with the average new police pension (for those retiring in 2011) from the City of Montreal of $59,000 per year (at age 53).3 Indexed for inflation, an average (or even maximum) CPP payout won't come close to supporting most Canadian retirees in the lifestyle to which they have become accustomed.

We urge all Canadians to get a periodic update of their Canada Pension Plan Statement of Contributions. This is a statement of your CPP account with the government and is easily accessible online at Service Canada.4 It will show you how much you would receive upon retirement. You want to be able to accurately estimate how much the CPP pensions will add to your retirement program.

The CPP is considered a defined benefit (DB) pension fund, meaning that specific payments are guaranteed regardless of whether the fund has enough money. These benefits are not, however, guaranteed by contractual law as are public sector pensions, and can be adjusted up or down by parliament, depending on the strength of the economy. Equivalent pensions in Greece and the UK for instance, have been cut as part of austerity measures. (On the other hand, the federal Conservatives recently increased the Old Age Security (OAS) segment of the national pension plan.) Shortfalls in the CPP must be made up from taxes. The fund is held in various investments including stocks. The CPP has $56 billion in equity investments, with 66 per cent ($37 billion) in foreign companies. This makes it very vulnerable to market fluctuations. As of the end of 2010, the plan required $1.9 trillion in assets to meet future pension obligations, and by 2019 the total actuarial liability of the CPP is expected to be $2.8 trillion. Remember, the fund had $153.2 billion at the end of 2010.5 And just as with public sector pensions, taxpayers are on the hook for any CPP-related underfunding.

Some of the assumptions on which the CPP system is based have to be very accurate in order to prevent a future time bomb. Any fluctuations in any one of these assumptions can upset the apple cart. The key assumptions are based on life expectancy, the size of the workforce, future immigration trends, wage levels, rates of return on investments, and total future contributions into the plan. Based on the assumptions we have used for various other workplace pensions, and the shortfalls and risks they have created, Canadians should be very concerned about the performance of the CPP. The plan's projections are based on a consistent return of 6 per cent per year in perpetuity. If this is not achieved, the difference will have to come from general revenues, which in turn means less money for education, health care, and other public services.

The 10-year S&P/TSX Composite index average rate of return to the middle of 2010 was only about 8 per cent6—in total—for the entire 10-year period. The CPP's annual 6 per cent projection may turn out to be wildly optimistic. The University of British Columbia (UBC) Staff Pension Plan, for instance, returned an average of only 3.79 per cent from 2001 to 2010.7 It is possible we may see performance in the markets similar to Japan's because of our demographics. Japan has very similar demographics to Canada but is about 10 years more advanced in its aging cycle. As the percentage of retired people increases, national economic productivity drops, leading to stagnation and lower investment returns. International companies may choose to build new plants in countries with a younger workforce, which offers longer (and usually cheaper) productivity, reduced health costs and delayed pension liabilities. Japan's stock market since the market highs of the '90s has lost 75 per cent of its value.8 Canadian pension funds are counting on positive returns every year to fund their future commitments. A long period of underperforming stock markets would be catastrophic.

The CPP is set up so that it is funded with matching contributions from both employer and employee. Currently these contributions are 4.95 per cent of salary up to a maximum eligible income ceiling called the Yearly Maximum Pensionable Earnings (YMPE). A self-employed person contributes both the employer and employee portions and pays 9.9 per cent of total earnings. In 2011, the YMPE was set at $48,300, so the maximum contribution was $4,781. It's interesting to note that when the CPP was created in 1965, average life expectancy was only 67, so the plan was expected to fund a two-year retirement, whereas today, with life expectancies in the mid 80s, the CPP has been widely recognized by just about everyone as being inadequate. Realistically, any demographer over the past 20 years would have identified the CPP as insufficient (and many have), but it is only in the last few years, as the baby boomers retire en masse, that the government is being forced to focus on the problems that our false expectations have created.

Unions and some pension pundits are suggesting increases in CPP benefit rates to increase the national pension available to Canadians. A rate hike would require additional contributions by workers and employers into the plan. The current government has opted for the creation of the optional Pooled Registered Pension Plan9 (PRPP) which will be a second workplace plan for all Canadian workers, but how much more can you realistically take away from your own family needs to pay into all of these liability pools for retired people?

In addition to CPP, Canadians can use Registered Retirement Savings Plans (RRSPs) to provide themselves with retirement income. A recent addition to savings options was introduced with the Tax Free Savings Account (TFSA). If you have started your own retirement savings plan—either an RRSP or a TFSA—you will know that the basic concept is that you put money away every year while you're working to create a nest egg you can draw on in your retirement years. You can invest your money in any number of options, including equities (stocks), mutual funds, Exchange Traded Funds (ETFs), Guaranteed Investment Certificates, and the like, and hope that the markets are good to you. Neither the RRSP nor the TFSA is actually a pension, but rather a savings vehicle that the government hopes you will have when you retire. Since neither is a pension, money can be withdrawn at any time, and in fact, many RRSPs have been dissolved or reduced by their owners in the face of economic hardships over the past decade, or have been used as down payments by first-time home buyers who aren't earning enough money to fund their house purchase the traditional way.

Unfortunately, the RRSP program has been a spectacular failure in Canada. StatsCan states that fewer than 6.2 million tax filers contributed to RRSPs in 2008, and that the median balance of RRSPs in 2005 was only $25,000.10 When you consider that the maximum amount of income that you can shelter each year in an RRSP (as of 2011) is $22,450 (based on a maximum of 18 per cent of your income), and that the average Canadian income is only $41,000, it's clear that the RRSP program has proven to be of little value in providing significant pension security for the average Canadian. In addition, the loss of income tax revenue from these sheltered incomes has contributed to our national debt.

Employee Pension Plans Explained

Employee pension plans are managed by employers, unions, governments, and in some cases, such as the large provincial public sector plans, independently managed by professional pension fund managers. These pension funds are created from money contributed through payroll deductions. Employees contribute a percentage of their wages and, generally speaking, employers match these contributions. Private sector employers and municipal and provincial governments usually match contributions dollar for dollar. The federal government goes one better and contributes roughly $2.34 for every $1 the employee contributes.

There are two types of pensions: defined contribution (DC) and defined benefit (DB). Under a DC plan, the employee and the company each contribute a specific or “defined” amount of money to the pension plan, and the pension payment in retirement is based on how well the investment of the pension fund has fared. Most private companies have switched to DC plans because these plans are not required to guarantee benefit amounts. As long as contributions are being made, there is no possibility of a pension fund deficit, or unfunded liability.

DB plans guarantee the amount of income a pensioner receives from the pension during retirement (the “benefit”), regardless of the success or failure of the fund's investments. Benefits are based on a variety of factors, including salary, age, and years of service. Generally speaking, they are calculated on the number of years worked multiplied by a number known as the pension accrual rate. Eighty per cent of public sector employees have DB pensions, and not only do these public sector plans guarantee a fixed-rate of income, they also guarantee an upward adjustment of that income to keep pace with inflation, so public sector workers' pensions never lose their buying power.

Most public sector unions use an accrual rate of 2 per cent, which means that you multiply the number of years you have worked times two to find your pension multiplier. Then multiply your earnings by this number. Public sector pensions guarantee to replace 70 per cent of income once they are fully qualified, which means that after 35 years (2% × 35 = 70%) the pension is maximized.

Public sector pensions are usually based on the final three or five years of salary or the highest earning years, while private section pensions are based on average income over an entire career. The examples below show how this one small difference in terms can make a huge difference in benefits.


Example—Public Sector Final Salary Calculation

Pension based on $90,000 income for a qualified worker with 35 years of service.

Last 5 years' income: $90,000/year

Calculation: 35 years × 2% = 70%

Annual Pension: $90,000 × 70% = $ 63,000/year




Example—Private Sector Career Average Calculation

Pension based on $90,000 income for a qualified worker with 35 years of service.

Average 35 years' income: $60,000/year

Calculation: 35 years × 2% = 70%

Annual Pension: $60,000 × 70% = $ 42,000/year11



Note that public safety workers, such as police, firefighters, and members of the military are eligible for a full pension after 30 years of service. Their calculation is based on an accrual rate of 2.33 per cent.

The gap between public and private sector pensions is widening every year. The percentage of public sector employees covered in DB plans remains the same, even as employment levels increase, while private sector pensions are being converted to DC plans and their coverage is rapidly falling. The year 2009 was a landmark for pensions in Canada. For the first time, there were more public sector employees with pensions than private sector employees. In that year, 3,026,400 public employees had pensions, an increase of 2.6 per cent from the previous year, while only 2,997,300 private sector employees were covered, a drop of 2.1 per cent. The trend has continued and the gap is even wider now.12

Supplementary Supersize-me Pensions

As if these indexed, guaranteed pensions weren't enough, there is an ever-growing number of your senior public sector employees, such as municipal department heads, university professors, and health care administrators, who are paid salaries beyond the legal pensionable limits. The Income Tax Act limited the qualifying annual pensionable income in 2008 to a maximum of $131,000. At a top rate of 70 per cent of income, this limits the pensions you are guaranteeing to a maximum of $91,700, including CPP. This should be more than enough for a person to retire on, but wily employees and politicians who were paid more than $131,000 felt they were being shortchanged. Using a creativity they can never seem to find to stay within their budgets, but can always muster up for their own gain, they came up with a plan to create a new fund called the Supplementary Employee Retirement Plan (SERP).13 Naturally, these very highly-paid employees contribute only a small portion of the total cost of these plans. StatsCan shows that these plans have accumulated $199 billion14 to pay the pensions of these supersized pensions. In actual fact, taxpayers have paid more into these plans for the select few ($199 billion) than they have contributed to the CPP plan ($153 billion) for the other 18,000,000 working stiffs.15

It's interesting that when it comes to the private sector, the pensionable income limit for CPP contributions is only $48,300 (2011), which limits the amount that employers have to pay to a maximum of $2,217.60 per employee, regardless of salary. Individuals are also prevented from funding their CPP beyond this amount. But when it comes to the cost that you as the employer of the public sector have to pay, there is no limit!

Underfunded Pensions

As we have mentioned, taxpayers guarantee pension payments to public service workers. This means that if the fund investments don't meet expectations, or if pensioners live longer and thus payouts are higher than estimated (both of which occur in almost every public sector pension plan), the government has to top up the fund—with your tax dollars. This is done yearly, based on actuarial calculations. This shortfall amount is referred to as a pension deficit, or unfunded pension liability, and refers to the future benefit liabilities of the pension plan.

No one was particularly concerned about these deficits before the latest market collapse in 2008. But now that even our “too big to fail” industries are, in fact, failing, and in some cases going bankrupt, people are very concerned. Employer and employee contributions to pensions are invested with the expectation of capital growth to fund retirements. If stock markets move ever upward as they did in the 1980s and 1990s,16 when baby boomers drove markets higher by investing hundreds of billions of their pension dollars into equities, no problem. If the boomers withdraw those hundreds of billions to support their retirements and the markets flatline as they did in the last decade, well, that's a problem. In fact, the markets may just follow Japan's lead, where an aging population, longer lifespans, and massive public debt have nudged Japanese stock markets downward for two decades with no rebound in sight. Big problem. And if people live longer, and if future economic growth is flat, and if the cost of living rises more than expected . . . meltdown.

Do defined benefit pensions and their associated liabilities represent a serious amount of money? Well it depends somewhat on the industry. Consider General Motors, for instance. When the company declared bankruptcy two years ago, GM Canada's pension deficit was $6 billion, meaning that sometime in the near future, as its workers retired, GM would need to come up with $6 billion from either profits or loans to pay defined benefits to workers who were no longer producing anything of value to the company. Ostensibly Canada's $10.6 billion bailout of GM was to save jobs, but in reality it may have been to save pensions. The bailout amounted to $2 million per job—hardly defensible under any business case scenario. The restructured GM will employ only 5,500 workers in Canada, down from 20,000 four years ago. Those 5,500 workers would have eventually found work elsewhere, but no one would have picked up the tab for the pensioners. Meanwhile other large companies, such as Air Canada, U.S. Steel, and Nortel were going bankrupt with no way to cover their pension deficits. U.S. Steel took a government handout based on job retention then promptly closed down anyway, leaving the government to pursue the steel giant in court for retribution. Typically these large bankrupt companies are broken up, with the pieces purchased by new owners who feel no obligation to workers from previous regimes. Paying pensions to former employees becomes a negotiable matter. And those negotiations rarely, if ever, favour the employee.

Problems in the private sector plans made media headlines, but pale in comparison to the unfunded liability in public sector plans. The amount of these liabilities is estimated at $300 billion and grows every year. Should you be concerned? If you are a taxpayer, yes sir, because you are on the hook for this $300 billion. If you work for the public sector, yes again, because your pension depends on either a government bailout every year, or higher pension contributions from union members who are still working.

Private sector taxpayers are just beginning to hear about these obligations and politicians are beginning to line up on one side or the other. Will they align themselves with the 20 per cent of Canadians who are eligible for these generous pensions or the 80 per cent of Canadians who are not? Which side has more supporters? When you consider that most politicians at every level make less money and have smaller pensions than the top civil servants they supposedly manage, it's not difficult to believe that people seeking office will side with the majority and seek a way to avoid this liability on behalf of the taxpayers. On the other hand, our current politicians share the same pension plan as their civil servants, a major reason why they don't want to focus any attention on this issue. The main pension focus of our politicians is private sector pensions. They like their pensions, and just wish you could find a way to get one of your own without affecting theirs.

How to Miss the Point Completely

Despite being one of the biggest problems for governments across Canada, the question of public sector pension sustainability was not even discussed in the 2011 federal budget. The Québec government published an extensive report in March of 2011 on the QPP and reported that it is an unsustainable time bomb unless dramatic changes are made.17 This excellent report pointed out the problems that an aging workforce brings. Québec's report outlined concerns about declining labour force participation rates, more retirees than workers, and contribution rates into the plan that are too low. The Québec government introduced a new Voluntary Retirement Savings Plan.18

Québec is not alone in its concern with pension problems. Four provinces recently held expert commissions, the federal government did two studies, and all of the provinces created special reports for the finance ministers' conference on pensions in 2010. Despite this intense focus, not a word was said about the 800-pound gorilla in the room: public sector pensions. Hundreds of thousands of dollars and thousands of hours were spent putting these reports together and the biggest retirement threat to taxpayers—public sector pensions—was not even mentioned?

Why are Public Sector Pensions Set at Seventy Per cent?

Recent studies have concluded that the true amount necessary to maintain one's lifestyle after retirement is not 70 per cent of salary, but closer to 40–45 per cent for most people.19 Seventy per cent was probably the highest number public sector unions could negotiate for their members while keeping a straight face and so the mythical figure was born.

You need much less income in retirement because many employee expenses are eliminated, including payroll deductions, such as CPP premiums at 4.95 per cent of income, Employment Insurance premiums at 1.73 per cent, and CPP and other workplace pension contributions, which can be as much as 10 per cent of the average income. These payroll deductions then can save retirees as much as 17 per cent.

There are many lifestyle expenses that are reduced in retirement, as well. The immediate ones that come to mind are transportation and parking for work, clothing, and meals. The single biggest such expense would be housing, as most Canadians over the age of 65 no longer have a mortgage. A StatsCan report in 2011 showed that 15.1 per cent of Canadians over the age of 65 still had a mortgage, compared to 86.9 per cent of those under 45.20 Even for those over 65 with a mortgage, the mortgage costs were almost half of the Canadian average. Considering that $14,400 is the average annual mortgage payment for Canadians, the elimination of mortgages is a big factor in the disposable income of retired Canadians.21

As a result of reduced expenses, most public employees will retire with a higher disposable income than they had when they were working. It is interesting that the federal government, in its Summary Report on Retirement Income Adequacy Research,22 noted that homes were a major source of income for retired Canadians. This means that some retirees might possibly have to sell their homes in order to afford retirement. For public sector workers this is not an issue, as comfortable pensions provide them with a higher disposable income than they likely had when they were working. In a pinch, they might have to sell the cottage.

Details from a report by Canadian pension expert Fred Vettese,23 chief actuary with Morneau Shepell, covered this issue. The report uses the term “neutral retirement income target” (NRIT) to define the level of retirement income (from CPP, OAS, RRSPs, and pension plans) required to maintain the same disposable income after retirement. In Figure 2.1, the NRIT is indicated by the dotted line at 43 per cent of final pay.


Figure 2.1 Why Income Needs Drop in Retirement
[image: img]


Seniors also benefit from an income tax system that includes an age credit (starting at 65), a pension income credit, and the ability to split pension income or transfer credits between spouses. To achieve a target of 43 per cent of working income, a couple would each have had to save 6.5 cent of their pay for 35 years. This would entail a contribution of 3.25 per cent from both the employee and the employer, and would be much more sustainable for the economy.

Vettese points out that retirement planning is a balancing act, with the NRIT as the equilibrium point. Save too little and you won't have enough retirement income. Save too much and you will be depriving yourself unnecessarily during your working years. On the other hand, if we apply this analysis to the public sector, the 70 per cent rule used for pensions is unrealistic, unfair, and unsustainable for taxpayers.

Vettese's report shows, surprisingly, that the higher the level of income in working years, the lower the replacement income required in retirement. This highlights even more dramatically why the excessive pensions of top public sector income earners (in excess of $100,000) are so obscene. The income replacement number for homeowners with two children varies from 48 per cent of income at the high end to 40 per cent at the low end—both a long way from 70 per cent.

Public sector employees who qualify for the full 70 per cent of income–pension not only retire into the highest income levels in society, they also are able to travel, own second homes, and live a life of luxury. For most Canadians, this is a fantasy that will never come to pass.

One strategy you could consider is to move outside of Canada to a jurisdiction where you can live your fantasy life, pay much lower taxes, and live like a king. The Ontario Teachers' Pension Plan website informs retired teachers that they can have their pensions automatically deposited in a bank in Europe, Belize, or Costa Rica.24

What is a Fair Pension?

Before we go any further let's ask the question of what is fair in terms of pension amounts. As you saw in the story of Carl, Marnie, Mark, and Jennifer, people have worked side by side building this country only to arrive at dramatically different points as far as pensions go. Let's take a look at the couples' taxpayer guaranteed–pensions.

For simplicity's sake we have used CPP figures for 2010 for this illustration, as if the couples were all beginning to receive their pensions in that year. Carl, Mark, and Jennifer each qualified for the maximum CPP pension, since their incomes exceeded the maximum pensionable earning threshold of $48,300. Marnie's CPP would be approximately 65 per cent of this, based on an average income of $32,000. We have used an average final five years' salary of $130,000 for Mark as a senior civil servant and $55,000 for Jennifer. As you can see, Carl and Marnie qualify for additional OAS and GIS payments, but Mark and Jennifer do not.

[image: ing]

The difference in the couples' annual benefits during the first year of retirement is $96,836. Since all of these pensions are indexed for inflation the gap will widen each year. If we use an inflation rate of 2 per cent, within two years this gap will reach more than $100,000. If we imagine that all four of our friends will live for 21 years after retirement, Mark and Jennifer will be receiving $196,279 per year in their final year, while Carl and Marnie will get $49,508—a difference of $146,771 per year!

And so we ask the question again, is there anything Mark and Jennifer can be doing in retirement that justifies them being paid $196,279 per year? At age 77? We think you can clearly see that these pensions are really deferred income, hidden from public view and taxed years after they were earned.

To make the life of pensioners easier, Canadian Finance Minister Jim Flaherty gave them a special break whereby they could split their income for tax purposes. When income splitting was introduced, the financial planning company Investors Group said that it was “one of the most significant changes to Canada's tax code in recent memory.” Do you think this move was for the advantage of the 80 per cent of Canadians without pensions or to garner favour with the public sector unions?25

If Mark and Jennifer were to collect their full pensions for 30 years, the total income stream from their pensions will amount to $5.2 million if adjusted for inflation at 2 per cent. After 20 years, or at age 78, their annual income will be the same as it was just before they retired.

As we were writing this book, we contacted several public sector employees—some retired, some still working—to get a better understanding of their point of view. Naturally all of them consider their pensions to be just reward for their work. Many pointed out that they contributed to their pension funds and therefore owed nothing to taxpayers. They were often quick to blame politicians for poor decisions on taxpayers' behalf and often blamed the private sector for not paying higher pensions to its workers. They blamed governments—the very same ones that were protecting them—for not taxing industry higher, for using tax money to prop up failing businesses, and—this one's priceless—for paying senior public sector workers (but not themselves, of course) too much. This is to be expected; we could hardly expect people to say they were overpaid, that they didn't work hard enough, or that they are receiving too much money in retirement.

In isolation, of course, there is nothing to be gained by criticizing others for being successful. That being said, there is no isolation between public sector workers and the taxpayers who pay them. If our governments had operated with balanced budgets for the past 40 years we could rightly say that all is well and fair. However, an examination of the financial state of our governments shows that they have consistently borrowed money to pay out more than they—in other words, we—could afford, and have also committed future generations to fund pension liabilities, a debt they will be paying for years to come.

It is important to understand that we are not making value judgments about public employees. Is a teacher worth $50,000 a year, $60,000 a year, $120,000 a year? What about a garbage collector, a sewage worker, a building inspector, an arena manager? Our answer to that would be that public sector jobs are worth whatever we can afford to pay, but that we cannot afford to borrow money every year to underwrite these jobs and fund pensions for these workers. And that is what has been happening for most of the past 40 years.
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These numbers suggest that most if not all of Canada's public debt can be
attributed to tax free retirement plans. By giving income tax exemptions for
pension contributions the federal government loses tax revenue, which in
turn must then be borrowed to pay its obligations. More than 50% of these
obligations are compensation. Governments overpay their employees,
which provides them with disposable income to invest in their pensions.
These contributions are then matched by borrowed government funds,
and when the pension funds are in deficit, governments borrow again to
top them up.






