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Dear Sirs:

Accounting Treatment of Surplus in the Ontario Teachers’ Pension Plan
L BACKGROUND

We understand the pertinent background facts to be the following:

1. The Ontario Teachers’ Pension Plan (the “OTPP”) is a jointly-sponsored defined
benefit pension plan established under the Teachers’ Pension Act (Ontario) and is,
subject to certain exceptions, required to comply with the Pension Benefits Act
(Ontario) as well as the Income Tax Act (Canada).

2. The sponsors of the OTPP are the Province of Ontario (the “Province”) and the
Ontario Teachers’ Federation (the “OTF”) (collectively, the “Sponsors®).
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3. We understand that as at March 31, 2016 the Province’s Statement of Financial
Position (the “Public Accounts”) includes a pension asset totalling $10.6 billion
(the “Pension Asset”) related in part to an accounting surplus under the OTPP.!

4, The Office of the Auditor General has indicated that because the Province does
not have the legally enforceable right to unilaterally access the assets of the plan,
and in the absence of that right, because the Province does not have an agreement
in place with the OTF as of March 31, 2016 with respect to how the surplus
would be utilized such that it would provide a benefit to the Province, the Pension
Asset as presented in the Public Accounts should be removed.?

You asked us to consider the processes pursuant to which the Province may utilize
surplus assets in the OTPP in accordance with the Plan Documentation (as defined
below), and to identify any considerations that might inform the expectations of the
Province as a Sponsor regarding the basis upon which decisions will be made relating to
surplus utilization. We are not providing an opinion on the proper application of the
accounting standards to the present situation, as that is an issue for the accountants to
address.

1L SCOPE OF OPINION

For the purposes of our opinion, we considered the following documentation
(collectively, the “Plan Documentation”);

1. The Ontario Teachers’ Pension Plan (the “OTPP” or “plan”),

2. The Agreement between Her Majesty the Queen in right of the Province of
Ontario represented by the Minister of Education and Training and The Ontario
Teachers’ Federation represented by its Executive (the “Partners’ Agreement”);

3. The Funding Management Policy (the “FMP”), which forms Appendix “A” to
the Partners’ Agreement; and

4. The Term Sheet agreed to by the Sponsors dated March 13, 2013 (the “2013
Term Sheet”) describing the implications of the Freeze Period (as defined below)
on the FMP.

' See letter from Bonnie Lysyk (Auditor General) to Greg Orencsak (Deputy Minister, Treasury Board)
and Scott Thompson (Deputy Minister, Ministry of Finance), dated September 13, 2016. Part of the
surplus relates to another pension plan; we understand that $10.1 billion relates to the OTPP.

T Ibid.
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We have also considered the following legislation/regulations:
1. The Teachers’ Pension Act (Ontario) (the “Teachers’ Act”); and

2. The Pension Benefits Act (Ontario) (the “PBA”) and the regulations thereunder
(the “PBR”).

As per your instructions, we have not evaluated the ability of the Province to benefit from
the withdrawal of surplus assets from the OTPP (although certain provisions of the FMP
cited herein relate to both the withdrawal and other utilization of surplus). Rather, this
opinion identifies the processes pursuant to which the Province may receive a financial
benefit through the utilization of OTPP surplus (e.g., as a result of either a temporary
reduction in the Province’s contribution obligations (a contribution holiday) or through
changes to the contribution formula that reduce the Province’s contribution obligations).

We note that the concept of an accounting surplus is distinct from surplus identified in a
funding valuation prepared in respect of the OTPP (a “Funding Valuation”). Where
surplus has been identified in a Funding Valuation, the Plan Documentation provides the
Sponsors with certain avenues pursuant fo which the Funding Valuation surplus can be
utilized. Any reference to “surplus” in this opinion, unless expressly stated otherwise,
relates to the surplus identified by the actuary for the OTPP in a Funding Valuation and
not to the accounting surplus identified in the Public Accounts. We understand that
pursuant to the applicable accounting standards, the recognition of part or all of the
accounting surplus on the Public Accounts depends on the ability of the Province to
benefit from any surplus in the pension fund over the life of plan.

This opinion does not purport to draw any conclusions, express or implied, about the
application of the accounting standards to the present circumstances; rather, it is solely
intended to provide the Province with information concerning the legal framework
governing the utilization of surplus under the OTPP so as to allow the Province’s
accountants to determine whether a related Pension Asset should appear on the Public
Accounts,

III. SUMMARY OF OUR CONCLUSIONS

A brief summary of our material conclusions is set forth below (all capitalized terms are
defined herein);

1. Paragraph 10(1)3 of the Teachers’ Act provides that the Minister of Education
and the executive of the OTF may enter into an agreement that provides for
certain matters, including: “3. The sharing of entitlement to gains or surplus under
the plan and of liability for deficiencies in the pension fund by the Minister, the
employers who contribute under the plan and the active plan members”. This isa
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fundamental legislative pronouncement that the Province and the members of the
plan are meant to “share” both upside (surplus) and downside (deficit) under the
plan. Although it is not an express statement of 50/50 sharing, it would
presumably inform the expectations of the Sponsors regarding how any surpluses
are to be utilized. We note that the Sponsors have in fact entered into such an
agreement, in the form of the Partners’ Agreement (to which is appended the
FMP).

2. The Plan Documentation (specifically the FMP) and applicable legislation allow
for the Sponsors to utilize surplus in a variety of ways, depending on the funded
status of the OTPP. These surplus utilization options include the following
avenues through which the Province may receive a financial benefit through the
utilization of surplus (the three “zones” describe different levels of surplus, a
greater amount of surplus being required in order for the next “zone” to come into

play):

a. In the Restoration Zone, a Restoration Contribution Reduction may be
approved once certain other requisite conditions have been met.

b. In the Temporary Improvement Zone, surplus may be utilized to provide a
temporary contribution reduction (i.e., a contribution holiday), either as a
stand-alone measure or in combination with other surplus utilization
options (i.e., benefit improvements or surplus withdrawal).

¢. In the Permanent Improvement Zone, surplus may be utilized to
permanently reduce the current contribution obligations of the employers
and the members, either as a stand-alone measure or in combination with
changes to benefits,

Notwithstanding the foregoing, under the FMP the Sponsors have the discretion
to, by mutual agreement, utilize surplus in any other manner.

3. Any enforceable legal right to obtain some value from any surplus pursuant to the
Partners’ Agreement (and FMP appended thereto) would be grounded in the law
of contract. As the relevant provisions of the FMP require the Sponsors to agree
upon the manner in which surplus is to be utilized, neither Sponsor has a legally
enforceable right to unilaterally utilize surplus in the OTPP, As such, the
provisions in the FMP that contemplate the ability for the Province to receive a
financial benefit through the utilization of surplus would not, in and of
themselves, give rise to a jegally enforceable right. What the Province does have,
however, is a right to negotiate with the OTF the use of surplus that may arise
under the plan, at least jn the context of an actuarial valuation that discloses
surplus and that is to be filed with the regulators.
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4. Notwithstanding the foregoing, the Plan Documentation and applicable legislation
give rise to the following considerations which may shape the Sponsors’
expectation as to the basis upon which surplus will be utilized (and potentially
lead to an expectation of equal sharing of the benefit of any surplus, at least over

time):

a. The Teachers’ Act prohibits the total amount of the contributions payable

by the Province (and other participating employers) to exceed the amount
of contributions paid by or on behalf of active members in respect of
credited service for the year (subject to certain exceptions for payment of a
solvency deficiency and where there are insufficient cash and liquid assets
in the fund).® In practice, this has resulted in 50/50 sharing of the regular
contribution costs between the participating employers (including the
Province) and plan members since the OTPP became jointly sponsored.*

The history of surplus utilization after the OTPP became a jointly-
sponsored plan and prior to the date that the FMP was established
demonstrates a past practice of the Sponsors equally sharing (in the

aggregate) the financial benefits of surplus utilization, although surplus

was not shared equally each time. Since the time the FMP was
established, the OTPP has not reached the requisite level of surplus such
that the Sponsors could negotiate its utilization under the Temporary
Improvement Zone or Permanent Improvement Zone.

The inability for either party to unilaterally require surplus to be utilized in
a particular manner (subject to the OTF Call Right), and the requirement
to negotiate and agree (or in the absence of agreement, arbitrate) presents
the Sponsors with an equal opportunity to benefit from surplus utilization.

One could argue that the obligation to bargain in “good faith” found in the
Partners® Agreement may include the obligation to take into account the

*  Teachers’ Act, subsections 5(1.1), (3) and (7).

4 We note that for the period from January 1, 2008 to December 31, 2008, the employee coniribution
rate was slightly lower than the employer contribution rate for earnings both above and below the
Year’s Maximum Pensionable Earnings (“YMPE®) (9.6%/11.2% versus [0.4%/12%, respectively). It
is our understanding that member coniribution rates in 2008 were pattially subsidized by the OTF with
a credit reserve from the 1998 to 2001 pension negotiations, which accounts for this difference. See,
Ontario Teachers’ Pension Plan: “How Contribution Rates Have Evolved” available at:
https://www.otpp.com/documents/10179/20940/-/5¢471¢2b-23f1-44e6-b5c1-
d22e3e50dbe3/How+Contribution+Rates+Have+Evolved.pdf
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“sharing” principles described elsewhere in this opinion, given that the
OTPP is a jointly-sponsored plan,

We note that it is our understanding that it is certainly the Province’s expectation
that the benefit of any surplus under the plan will in fact be shared equally
between the Province and the members, over time.

. In the event that the Sponsors cannot agree upon how surplus is to be utilized in

the Restoration Zone, the Temporary Improvement Zone or the Permanent
Improvement Zone, the matter can be submitted to an arbitration board of three
arbitrators.  Arbitration provisions are generally procedural in nature and
therefore do not provide a strong foundation upon which to base parties’
reasonable expectations about their substantive rights under an agreement. To
resolve a dispute, the arbitration board would engage in an exercise in
interpretation of the operative substantive provisions of the relevant governing
documents, including any applicable statutory provisions. However, the arbitral
award must meet certain mandatory conditions set forth in the Partners’
Agreement. Among other things, the arbitral award is required to ensure that the

contributions -of the Minister and those employers who are required to contribute

are equal to the contributions of members (section 92(c) of the Partners’
Agreement).

As part of the arbitration board’s interpretation exercise of the relevant governing
documents, in the event of ambiguity in the written terms of the documents,
evidence of the parties’ post-agreement practices can be admitted as an aid to
interpreting the agreement. Past practices may illustrate the parties’ intentions at
the time of the agreement. These considerations of past practices would be In
conjunction with any explicit mandatory considerations set out in the governing
document, e.g. prevailing economic conditions and the overall state of the
provincial economy under section 91 of the Partners’ Agreement. The past
practices which the arbitrator may consider would include those described herein:
the long history of 50/50 member/employer contributions to the plan, and the
equal sharing of surpluses prior to 2003 (from 2003 onwards the plan was mostly
in deficit, with surpluses used to restore foregone escalated adjustments for
members).

FRAMEWORK IN THE PLAN DOCUMENTATION FOR SURPLUS
UTILIZATION BY THE SPONSORS

Joint Sponsership Plan Design and Cost Sharing

The OTPP qualifies as a “jointly sponsored pension plan” (“JSPP”) under the PBA,
which has three material implications relevant to the present analysis:
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1. Plan Governance — Under a JSPP, the employers (or any persons or entities who
make contributions on behalf of the employers or represent the employers) and
the members of the pension plan (or any representatives of the members) are
jointly responsible for making all decisions about the terms and conditions of the
pension plan and any amendments to the pension plan.’

2. Funding — The OTPP (and certain other prescribed JSPPs) are exempt from
solvency funding requirements under the PBR.6

3. Cost Sharing — In a defined benefit pension plan which does not qualify as a
JSPP, the employer is solely responsible for funding any going concern unfunded
liability or solvency deficiency. Given that the OTPP qualifies as a JSPP,
however, the PBA permits members to be required to make contributions in
respect of any going concern unfunded liability or solvency deficiency.’

With respect to the cost-sharing principle referred to in #3 above, the Teachers’ Act
contains limitations on the contributions that the Province (and other participating
employers) may make under the OTPP:

5(1.1) The total amount of the contributions payable by the Minister of
Education and the employers who contribute under the pension plan in
respect of any year shall not exceed the amount of contributions
payable by or on behalf of active plan members in respect of credited
service for that year.

Despite this general principle, under the Teachers’ Act the Province is required to make
additional contributions to the OTPP fund in the event that there are insufficient assets to
make required payments out of the fund in any particular year.® The Province is also
permitted to make additional contributions in respect of a solvency deficiency® (although,
as noted above, solvency funding is not required under the OTPP). Notwithstanding that
subsection 5(1.1) of the OTPP provides a cap on the Province’s normal cost contribution
obligation, rather than requiring 50/50 cost sharing, we understand that in practice there
has been 50/50 cost sharing of the normal contribution cost under the OTPP since the
OTPP became jointly sponsored (and for the majority of periods of time since the

5 PBR, subsection 3.1(1).

6 PBR, subsection 1.3.1(3).

7 See PBA, subsection 1(2) and subsection 55(4).
8  Teachers® Act, subsection 5(3).

¢ Teachers’ Act, subsection 5(7).
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inception of the plan in 1917).!° The plan text itself also provides for equal contributions,
at the basic level (see sections 25(1) and 26(1)).

Currently, the Sponsors are also required to mutually agree upon how any plan deficits
are to be addressed.!! While not binding upon the Sponsors, the FMP indicates that
deficits may be addressed through increases to the contribution rates, lowering the
amount of indexation and/or other decreases in benefits.

Joint governance and cost shating form two of the core features of the OTPP, Consistent
with the equal sharing of risk permitted under the JSPP plan design, there is a
requirement for decisions relating to plan design and plan amendments to be made jointly
by the Sponsors. In this regard, the FMP requires the Sponsors to negotiate and agree
upon decisions relating to surplus utilization, Accordingly, the Sponsors can be said to
have equal opportunity to benefit from surplus utilization through the negotiation process.

2. Provisions in the Legislation and Plan Documentation Relating to the
Utilization of Surplus

(a)  Pension Benefits Act

While they do address surplus withdrawals (which are not addressed in this opinion), the
PBA and PBR do not otherwise mandate any particular use of ongoing surplus that may
arise in a pension plan, e.g. for benefit improvements or contribution holidays. One must
therefore look to the Teachers’ Act, and to the Partners’ Agreement and FMP in order to
determine how ongoing surplus is dealt with under the OTPP,

{b) Teachers’ Pension Act (Ontario)

Paragraph 10(1)3 of the Teachers’ Act provides that the Minister of Education and the
executive of the OTF may enter into an agreement (i.e., the Partners’ Agreement) that
provides for certain matters, including: “3. The sharing of entitlement to gains or surplus
under the plan and of liability for deficiencies in the pension fund by the Minister, the
employers who contribute under the plan and the active plan members”. This is a

10 See, Ontario Teachers’ Pension Plan: “How Contribution Rates Have Evolved” available at:
https://www.otpp.com/documenis/ 10179/20940/-/5e47 1¢2b-23f1-44e6-b5¢1-
d22e3e50dbe3/How+Contributiont+RatestHave+Evolved.pdf  As noted above, for the period from
January 1, 2008 to December 31, 2008 the employee contribution rate was slightly lower than the
employer contribution rate for earnings both above and below the YMPE (9.6%/11.2% versus
10.4%/12%, respectively). It is our understanding that member contribution rates in 2008 were
partially subsidized by the OTF with a credit reserve from the 1998 to 2001 pension negotiations,
which accounts for this difference,

1 See, for example, Section 3.09 and 3.11 of the FMP,
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fundamental legislative pronouncement that the Province and the members of the plan are
meant to “share” both upside (surplus) and downside (deficit) under the plan. Although it
is not an express statement of 50/50 sharing, it would presumably inform the expectations
of the Sponsors regarding how any surpluses are to be utilized.

(©) Partners’ Agreement and FMP

While the Partners’ Agreement itself does not address the utilization of surplus, the
notion that the Sponsors have “agreed to establish a partnership” for the purposes of
designing and administering the OTPP and managing the OTPP fund'? is reinforced
throughout the Partners’ Agreement. For example, Section 4 of the Partners® Agreement
provides that “{t]he partnership established by this agreement is intended to govern all
aspects of the plan and the fund...” Similarly, Section 8 of the Partners’ Agreement
notes that the partners are jointly responsible for “designing the plan structure, setting the
benefits of the plan, developing new policy, deciding what the contribution rate will be,
what the funding levels, margins and contingency reserves will be, making changes to the
plan, this agreement or other plan documents, deciding whether or not to file a valuation
more frequently than requircd by the Pension Benefits Act, appointing the Board, and
defining the role of the Board”., The expectations of the Sponsors regarding how
surpluses are to be utilized are presumably informed by the commitment noted above for
the partnership established “to govern all aspects of the plan and the fund”.

The procedures pursuant to which surplus may be withdrawn or utilized from the OTPP
are identified in the FMP (which forms Appendix “A” to the Partners” Agreement).

We understand that the FMP was first established in March 2003, as a supplement to the
Partners’ Agreement, to provide a guidance framework to the Sponsors for deciston-
making when the OTPP has a funding surplus or shortfall. Prior to the creation of the
FMP, the OTPP was considered fully funded (and surplus could be utilized, including
through permanent benefit improvements) where assets equalled at least 100% of
liabilities. The FMP is intentionally conservative through prioritizing the preservation of
assets until a sufficient surplus “cushion” has been built to justify the utilization of
surplus for contribution reductions or benefit improvements.

The FMP contemplates five “funding zones”, each defined by a range. These funding
zones provide the Sponsors with guidance as to when, based upon the funding leve! of the
plan, it may be appropriate {o (amongst other things) increase or decrease benefits, raise
or lower contribution rates or conserve assets. The Sponsors always have the discretion,
however, to agree to pursue a course of action that is not expressly provided for in the

2 Partners’ Agreement, section 1,
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FMP. As will be discussed below, the ultimate discretion of the Sponsors is reflected
throughout various provisions of the FMP."3

In the context of plan surpluses, three funding zones are of relevance, each of which is
discussed below in greater detail.

(i) Restoration Zone

Article HI of the FMP (Funding Zone — Restoration) (the “Restoration Zone”) is the
“fully funded” zone where assets equal at least the liabilities, determined on the basis set
out in the FMP. It is our understanding that the OTPP is currently in the Restoration
Zone.

In the Restoration Zone, benefits cannot be improved and contributions cannot be
reduced until certain actions are taken to restore past benefit reductions or past
contribution increases. In this regard, Section 3.06 of the FMP provides the following:

Section 3.06 Application of Restoration Basis Excess: For purposes of
clarity, excesses identified pursuant to Section 3.05 shall be applied in
the following order, provided that the partners reserve the tight to
reconsider such application having regard to the contribution rate and
benefits then in effect, prevailing economic circumstances and other
relevant factors:

(a) Bring Escalated Adjustments to 50% for Post-2013 Service: to
provide escalated adjustments up to 50% of the CP1 adjustment in
respect of service accrued after 2013 for the period covered by the
valuation, and assumed thereafer at the same rate;

(b) Bring Escalated Adjustments to 100%: to provide escalated
adjustments up to 100% of the CPI adjustment for the period covered

by the valuation, and assumed thereafter at the same rate;

(c) Restore Escalated Adjustments for Post-2013 Years: to provide
escalated adjustments to increase, to the extent possible, the current
accumulated adjustment ratio for each year after 2013, to the current
accumulated adjustment ratio for the period from 2010 to 2013,
beginning with the first year in which current escalated adjustments
were less than 50% of the run-rate escalated adjustments;

(d) Restore Escalated Adjustments for Post-2009 Years: to provide
escalated adjustments to increase, to the extent possible, the current

3 See, for example, the opening words of Section 3.06 of the FMP, which section provides for various

uses of surplus: “... provided that the partners reserve the right to reconsider such application having
regard to the contribution rate and benefits then in effect, prevailing economic circumstances and other
relevant factors”. See also Section 4.05 and 5.05.
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accumulated adjustment ratio for each year after 2009 to the run-rate
accumulated adjustment ratio, beginning with the first year in which
cusrent escalated adjustments were less than run-rate escalated
adjustments;

(e) Provide Benefit Increases or Contribution Rate Reductions: to

provide the following:
(i) an increase in benefits, where the present value of current
benefits ig less than the present value of run-rate benefits,
(ii) a reduction in contribution rates, where the present value
of current contributions exceeds the present value of basic
conitibutions, or
(iii) a combination of (i) and (ii).

In summary, the Restoration Zone allows for surplus to be utilized to “restore” foregone
indexation (Sections 3.06(a)-(d))* and then to either increase benefits to the “run-rate
benefit” level (i.e., the long-term target level) or to lower contributions to the basic target
rate (or a combination of these two options) (Section 3.06(e)). While the FMP
contemplates that the actions will typically be taken sequentially (i.e., starting with
Section 3.06(a) and ending with the actions in Section 3.06(e)), the Sponsors are required
to first agree fo the actions taken under Section 3.06 and have the discretion to apply the
actions in a different order or to take different action (or to take no action to utilize the
surplus).'®

As noted, under Section 3.06(¢e), surplus can be utilized to reduce contribution rates
“where the present value of current contributions exceed the present value of basic
contributions” (the “Restoration Contribution Reduction”). We understand that in
2001 the Sponsors agreed to a 1.1% increase to both member/employer contributions
(phased in over a three year period) to address a funding deficit in the OTPP and that the
Restoration Contribution Reduction under Section 3.06(e) would permit these additional
contributions to be eliminated, thus restoring contributions to the “basic” level.

The 2013 Term Sheet sets out an agreement between the Sponsors that is in effect from
December 31, 2012 to December 30, 2017 (the “Freeze Period”), the terms of which are
reflected in the FMP. Under Section 3.08 of the FMP, there are certain limits (relating to

4 This is achieved by first increasing go-forward indexing to 50% for the post-2013 service period, then
to 100% on all post-2009 service periods and next, by restoring current pension amounts to a certain
prescribed level starting with the years where indexing was less than 50% until all years of partial
indexation are restored to the same level and then by restoring indexation to 100% for all service
periods.

3 As noted above, pursuant to Section 3.06 of the FMP, “the partners reserve the right to reconsider such

application having regard to the contribution rate and benefits then in effect, prevailing economic
circumstances and other relevant factors...”
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the funded status of the OTPP) on the ability to make escalated adjustments or to improve
benefits pursuant to Section 3.06 during the Freeze Period,

As noted below, no action can be taken under the Temporary Improvement Zone (as
defined below) or the Permanent Improvement Zone (as defined below) until all
restorative actions under Section 3.06 of the FMP have been provided for (subject to the
general discretion of the Sponsors to deviate from the guidelines set out in the FMP).

(i)  Temporary Imptrovement Zone

Atrticle IV of the FMP (Funding Zone — Temporary Improvements) (the “Temporary
Improvement Zone”) was added to the FMP in March 2015 and allows for: (i)
temporary contribution decreases (a contribution holiday), (ii) surplus distribution, and/or
(iii) benefit improvements, provided in each case that the plan’s funding level reaches
thresholds set out in the FMP.

We understand that in this zone the plan is considered well-funded and able to afford
temporary changes, so long as they do not increase the long-term cost of the OTPP.
Surplus cannot be utilized under the Temporary Improvement Zone until the Sponsors
have provided for all of the changes specified in Section 3.06 of the Restoration Zone
(again, subject to the general discretion of the Sponsors to deviate from the guidelines set
out in the FMP),1¢

In all cases the Sponsors’ prior agreement is required in order for there to be a temporary
contribution decrease, a swrplus distribution or a benefit improvement.!’ Where the
Sponsors agree to a change that would result in surplus being distributed or utilized for a
temporary benefit improvement, the Sponsors are required to enter into a written
agreement “governing the manner in which the contributions by the Minister and
employers may be adjusted to offsct any surplus distribution or temporary improvement
of benefits that is reflected in the value of the liabilities.”’® We understand that this
provision is a recognition of the partnership of the Province and the OTF, and requires
the Sponsors to enter into an agreement addressing the possible value to be obtained by
the Province where there is a decision to provide value to the members (but the provision
is not a guarantee that such value will in fact be provided to the Province).

We note that, as a temporary measure, the OTF has “first call” rights on 100% of the
surplus disclosed in valuation report with a valuation date after December 30, 2017, up to

16 FMP, section 4.03
17 ¥MP, section 4,05,

8 FMP, section 4.06
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cettain amounts as set out in the FMP (the “OTF Call Right”).!” The 2013 Term Sheet
indicates that “[t]his is a one-time arrangement intended to compensate Plan members for
absorbing 100% (rather than 50%) of funding shortfalls arising in the government
initiated Freeze Period.” In other words, this one-time opportunity to benefit from
surplus utilization is directly linked to the asymmetrical assumption of risk by OTPP plan
participants during the Freeze Period. In light of the Freeze Period and the OTF Call
Right, it is our understanding that no actions under the Temporary Improvement Zone
will be permitted until the Freeze Period has ended and the OTF Call Right in Article VI
of the FMP has been satisfied 2

To summarize, the OTF has a contractual right to the future utilization of surplus, up to
the value of the OTF Call Right. OTF cannot utilize any surplus available in the OTPP
under this negotiated right until the Freeze Period has ended (on December 30, 2017) and
a valuation after such date identifies the existence of surplus available for utilization. In
light of this negotiated right, surplus cannot be utilized under the Temporary
Improvement Zone or the Permanent Improvement Zone (e.g., to cause a temporary or
permanent reduction to contributions) until the OTF Call Right has first been satisfied.
Once the OTF Call Right has been satisfied, the stafus quo under the FMP will be
restored (i.e., the agreement of the parties will be required for any utilization -of surplus).
In other words, the OTF Call Right reflects a “one-time” agreement and is expressly
“without prejudice or precedent for any future situation”.?! It is our understanding that
the quantum of the OTF Call Right is not presently expected to be material.

(tii)  Permanent Improvement Zone

Where the surplus reaches certain levels as set out in the FMP, Article V of the FMP
(Funding Zone — Permanent Improvements) (the “Permanent Improvement Zone”)
will apply. We understand that in the Permanent Improvement Zone adequate funding
security is considered to exist to support permanent changes (either an improvement in
benefits or a reduction in contributions).

Under the FMP framework, these changes can be introduced only once the Sponsots have
already provided for the changes specified in Section 3.06 (i.e., no further action to
restore benefits remains to be taken under the Restoration Zone), subject to the general
discretion of the Sponsors to deviate from the guidelines set out in the FMP.?

19 FMP, section 6.03.
20 See FMP, subsection {.05(f) and sections 4.05 and 4.09.
2 2013 Term Sheet, paragraph 11(d).

2 FMP, section 5.03.
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The Sponsors are required to mutually agree to any change made in the Permanent
Improvement Zone. As in the Temporary Improvement Zone, where the Sponsors have
agreed to a change which would result in an improvement to member benefits, the
Sponsors would be required to enter into a written agreement “governing the manner in
which the contributions by the Minister and employers may be adjusted to offset any
change in current benefits that is reflected in the value of the liabilities.”??

In light of the Freeze Period and the OTF Call Right, it is our understanding that no

actions under the Permanent Improvement Zone will be permitted until the Freeze Period
has ended and the OTF Call Right in Article VI of the FMP has been satisfied.?*

3. History of Surplus Utilization

The history of OTPP surplus utilization from the time the OTPP became a jointly-
sponsored pension plan® to the date that the FMP was established (in March 2003)
demonstrates a past practice of the Sponsors equally sharing (in the aggregate) the
benefits of surplus utilization:

| Valuation | Surplus/(Deficit) | OTF .| Ontario Government | Surplus
Date ' ' Remaining
1990 $(7.8 billion) Increased contributions | Agreed to make a series | Special payments
unfunded by 1% to 8.9% of special payments to considered an
liability eliminate the unfunded | asset bringing the
liability and match planto a $0
increased contributions | surplus
1993 $1.5 biltion $325 miltion to offset Eliminated special $0

social contract days payments for $1.2
billion saving
1996 $0.7 billion $0.6 billion for benefit | N/A $0.1 billion
improvements and RCA
contributions
1998 $6.8 billion $2.2 billion for benefit | $4.6 billion to reduce $0

improvements

the value of remaining
special payments

2 FMP, section 5.05(b).

24 See FMP, sections 5.05 and 5.08.

2 The Partners’ Agreement is dated July 15, 1991,
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[1999 T $35 billion N/A $3.5 billion to reduce | $0
the value of remaining
special payments
2001 $6.8 billion $6.2 billion for benefit | N/A $0.6 billion
improvements
2002 $1.9 billion Sponsors agreed not to make any changes to $1.9 billion
benefits or contributions
Total $9.3 Billion $9.3 Billion

* Source: Ontario Teachers’ Pension Plan Board “Report on Funding” (April 2002)

Although surplus utilization prior to 2003 may not have been 50/50 each time, from 1990
to 2002 the aggregate value obtained by each of the Sponsors was equal. In certain
instances where the Province received a disproportionate share of the financial benefits
from surplus utilization, a commitment was made to the OTF that they would receive
future surplus available for utilization. In 1998, $6.8 billion in surplus was utilized to

cause a $2.2 billion benefit improvement and to provide the Province ‘with a $4.6 billion

reduction in the value of special payments owed by the Province. As part of this
negotiation, the OTF and the Province agreed to allow future surplus to be utilized to
eliminate the Province’s remaining special payments (which resulted in $3.5 billion
surplus being utilized in 1999 to reduce the value of the Province’s remaining special
payments) and a commitment was made for the next $6.2 billion in surplus to be
available to OTF for benefit improvements (such surplus being utilized for benefit
improvements in 2001).26

As noted above, the FMP was introduced in March 2003 to provide a guidance
framework to the Sponsors when the OTPP has a funding surplus or shortfall. It is our
understanding that there have been at least 2 material amendments to the FMP framework
since its introduction. Below is a summary of the key funding decisions since the
introduction of the FMP:

Year Valuation Status and Key Decisions

2003 $1.5 billion surplus; no changes to benefits or contribution levels. Funding Management Policy
adopted by plan sponsors.

2005 A preliminary $6.1 billion shortfall was resolved, leaving plan with a $0.1 billion surplus.
Shortfall resolved with special contribution rate increases, totalling 3.1% of base earnings by

% See Ontario Teachers’ Pension Plan, “Key Funding Decisions Since 19907, available at:
https://www.otpp.com/documents/10179/765840/-/d4e2fea5-624d-420f-af1 5-
¢2daf%bc271 1/Key+Funding+Decisions.pdf
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2009 for teachers, the Ontario government and other employers. OTF used the $76 million
contingency reserve set aside in 2001 to reduce contribution rate increases for members in 2008.

2008

A preliminary $12.7 billion shortfall was resolved with the introduction of conditional inflation
protection for pension benefits earned afier 2009 and an increase in the basic contribution rate
for members and the government to 9% from 8%. Employers agree to make special payments
equal to any annual pension increases retirees forgo to a maximum of 50% missed inflation.

2009

A preliminary $2.5 billion shortfall was resolved primarily by assuming a slightly higher long-
term rate of return on investments: yield on real-return bonds plus 1.5%, versus real-return
bonds plus 1.4%. Other minor changes made to assumptions to reflect recent plan experience.

2011

A preliminary $17.2 billion shortfall was resolved with a 1.1% confribution rate increase
(phased in over three years), slightly smaller annual cost-of-living increases for teachers who
retired after 2009, and recognition of current contribution rate as the permanent base rate.

2012

$9.6 billion preliminary shortfall adjusted to reflect changes in mortality assumptions and impact

| of two-year freeze on teachers’ salaries. 2012 shortfall resolved by making inflation pretection

for pension credit earned after 2013 fully conditional on plan’s funded status and providing
slightly smaller pension increases, beginning in 2014, for members who retired after 2009,
These changes enabled the plan to assume a slightly higher discount rate. The changes left the
plan with a $200 million surplus at Jan. 1, 2012,

2014

$5.1 billion preliminary funding surplus used to boost pensions of members who retired after
2009 to the fevel they would have been at if full inflation protection had been provided each year
since they retired. The surplus funds were also used to raise conditional inflation protection to
60% of the increase in the cost of living for the portion of retirees’ pensions eamned after 2009,
Both changes are effective with January 2015 pension payments,

2015

Some of the $6.8 billion preliminary funding surplus was used to boost pensions of members
who retired after 2009 to the level they would have been at if full inflation protection had been
provided on January 1, 2015. The surplus funds were aiso used to raise conditional inflation
protection for pension credit carned after 2009 to 70% from 60% of the increase in the cost of
living, Both changes were effective January 2016, In addition, some surplus funds were reserved
to help facilitate stability in contribution and benefit levels should a future funding valuation
show a decline in assets or increase in pension costs.

* Source: Ontario Teachers’ Pension Plan, “Key Funding Decisions Since 1990

In September 2016, the Sponsors announced that a portion of the $13.2 billion in funding
surplus would be utilized to restore inflation increases, with the remaining surplus funds
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to be reserved “to help facilitate stability in contribution and benefit levels should a future

funding valuation show a decline in assets or increase in pension costs”?’

In summary, surplus has been utilized three times since the FMP was introduced — in
each of 2014, 2015 and 2016 escalated adjustments were provided to increase the
pensions of members who had retired after 2009. As noted above, the OTPP is currently
in the Restoration Zone which, pursuant to Section 3.06, prioritizes the utilization of
surplus to “restore” foregone indexation before any other actions are taken with respect to
surplus. In other words, since the FMP was established the OTPP has not reached a level
of surplus under the FMP which would allow for the Sponsors to enter into an agreement
regarding its utilization under the Temporary Improvement Zone ot the Permanent
Improvement Zone.

It is also notable that, consistent with the 50/50 cost sharing principle under the plan,
there is recent precedent for the Sponsors agreeing to equally share in the cost of funding
a plan deficit (as with the case of surplus utilization, the Sponsors are required to
mutually agree upon how to address any funding deficit in the OTPP), Specifically, the
preliminary $17.2 billion shortfall identified in 2011 was resolved through a 1.1%
increase to the contribution rate for both the participating employers and plan members
(phased in over a three-year period).

Given the historical use of surplus under joint sponsorship of the OTPP prior to the
adoption of the FMP, and the fact that over that time the Sponsors shared equally in
surpluses, it may be that the Sponsors will expect to also share future surpluses on an
equal basis, at least over time (we understand that it is certainly the Province’s
expectation that this will happen). In any event, based on the Plan Documentation, both
parties will have an equal opportunity to benefit from surplus utilization through the
negotiation process.

V. LEGAL RIGHT OF THE PROVINCE TO UNILATERALLY UTILIZE
SURPLUS -

As discussed in Part IV of this opinion, the Plan Documentation allows for the Sponsors
to agree to utilize surplus in a variety of circumstances, depending on the funded status of
the OTPP. These surplus utilization options include the following avenues through
which the Province may potentially receive a financial benefit through the utilization of
surplus:

* Ontario Teachers’ Pension Plan, “Funding News”, available at: https://www.otpp.com/corporate/plan-
funding/funding-updates. We assume that a written agreement was reached by the Sponsors in this
regard; however, we have not been provided with a copy of such agreement.
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I. In the Restoration Zone, a Restoration Contribution Reduction may be agreed
upon, once certain other requisite conditions have been met.

2. In the Temporary Improvement Zone, surplus may be utilized to provide a
temporary contribution reduction (a contribution holiday), either as a stand-alone
measure or in combination with other surplus utilization options (i.e., benefit
improvements or surplus withdrawal).

3. In the Permanent Improvement Zone, surplus may be utilized to permanently
reduce the current contribution obligations of the employers and the members,
either as a stand-alone measure or in combination with changes to benefits.

Notwithstanding the foregoing, as noted above, the Sponsors have the discretion to, by
mutual agreement, utilize surplus in any other manner agreed upon. (For example,
Section 5.05 which relates to the Permanent Improvement Zone provides that “the
partners may apply all or part of the [surplus] to change current benefits, current
confributions, or both”, subject to certain conditions.)

Any enforceable legal right of the Province to utilize surplus pursuant to the Partners’
Agreement (and FMP appended thereto) would be grounded in the law of contract, the
Partners’ Agreement and the appended FMP being a contract between the Sponsors. A
contract is an agreement “,..which gives rise fo an obligation that may be enforced in the
courts.”?® It is our view that the relevant provisions in the Partners’ Agreement® that
contemplate the ability for the Province to receive a financial benefit through the
of sunplus do not, by themselves, give rise to a legally enforceable rlght to

order were issued by a board of arbitration as contemplated by the dispute resolution
mechanisms found in the Partners” Agreement (see Section VI of this Opinion for further
discussion of the impact of binding arbitration on the Sponsors’ legal rights).

In this regard, the EMP can be thought of as being similar to an “agreement to agree,”
which does not create an enforceable legal interest in relation to the utilization of
surplus.*® What the Province does have, however, is a right to negotiate with the OTF the

2 CED - Contracts — 1 Basis of Contract — | — Contract Defined.

2 Article 111, Section 3.06; Article IV, Section 4.05; and Article V, Section 5.05.

3 For a statement of the principle that an “agreement to “agree” is not an enforceable legal interest, see,
for example: Simpson v. Canada (Attorney General), 2011 ONSC 5637 at para. 60 citing Ward v.

Ward, 2011 ONCA 178 and Bawitko Investments Ltd. v. Kernels Popcorn Ltd., 1991 CanLII 2734 (Ont
CA). See also G. H. L. Fridman, The Law of Contract in Canada, 6th ed (Toronto: Carswell
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use of surplus that may arise under the plan, at least in the context of an actuarial
valuation that discloses surplus and that is to be filed with the regulators.

In addition, when a valuation is prepared to be filed and the Sponsors have to discuss the
freatment of a surplus disclosed in the valuation, section 74 of the Partners’ Agreement
requires the Sponsors “to bargain in good faith and make every reasonable effort to reach
an agreement on the changes, if any, that will be made to the plan”. One might therefore
argue that that obligation of good faith may include the obligation to take into account the
“sharing” principles described elsewhere in this opinion, given that the OTPP is a jointly-
sponsored plan.

As will be discussed below, where the Sponsors are unable to agree upon the utilization
of surplus pursuant to the negotiation/mediation processes set forth in the Partners’
Agreement, there is an ability for the Sponsors to submit the matter to arbitration, The
issuance of an order by an appointed board of arbitration regarding the use of surplus
funds under the OTPP would create a legally enforceable right, as the submission to the
board of arbitration would constitute a proceeding under the Arbitrations Act — as
specified in paragraph 87 of the Partners® Agreement — that is enforceable by a court.?!

VI. IMPACT OF BINDING ARBITRATION ON THE SPONSORS’ LEGAL
RIGHTS

Section 8.01 of the FMP provides the following:

Section 8.01 Unless the pariners mutually agree to the contrary, they
shall follow the procedures described in paragraphs 74 to 100 when
determining the plan changes arising from Section 3.07.

We first note that the mediation/arbitration process would not be triggered unless there is
an actuarijal valuation to be filed with the regulators that requires the Sponsors to agree on
how any surplus or deficit is to be addressed. If a valuation is prepared in a year when no
filing is required (filings generally only being required every three years), and the
Sponsors do not agree to file the valuation, then the Sponsors do not necessarily have to
address funding and benefit issues and therefore no negotiations may occur.

The processes in paragraphs 74 to 100 of the Partners’ Agreement that are referred to in
Section 8.01 of the FMP provide, amongst other things, for the following:

Publishing, 2011) at 23 where the author states “There cannot be a contract to enter into a contract. Nor
can there be a contract to negotiate, i.e., an agreement to agree.”

3t Section 50(1) of the Arbitration Act, 1991, SO 1991, ¢ 17 states “A person who is entitled to
enforcement of an award made in Ontario or ¢lsewhere in Canada may make an application to the court
to that effect,”
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e The Sponsors are required to meet to bargain in good faith and make every
reasonable effort to reach an agreement on the changes, if any, that will be made
to the plan (section 74);

e The parties may at any point appoint a mediator by agreement of the parties or by
a method to which they agree at that time (section 77);

o If the parties agree, the mediator may be appointed as a mediator/arbitrator in
which case the appointee will decide on the process and time frame for
conducting mediation/arbitration (section 80);

e Within 30 days of appointment, the mediator will prepare a confidential report
setting out his or her views on the positions of the two partners and containing a
recommendation (section 82);

e If the partners do not accept the report within 14 days of its being delivered to
them it will be destroyed and an arbitration board will be appointed (section 84);

o This agreement together with a referral to a board of arbitration constitutes a
submission under the Arbitration Act, 1991 (section 87);

o The board of arbitration in making an award will consider prevailing economic
conditions and the overall state of the provincial economy (section 91);

e The award made by the board of arbitration, must comply with certain prescribed
requirements, including to “provide that the contributions of the Minister and
those employers who are required to contribute are equal to the contributions of
members” (section 92(c));

e The Board will prepare a final valuation of the plan which implements all of the
changes to the plan which have been awarded or agreed to by the partners (section
94);

o The Sponsors may agree to change the procedure described in this agreement,
either for one round of negotiations or for all future negotiations; and

e Pursuant to Section 8.02 of the FMP, certain limitations on amendments set out in
the FMP also apply to an award made by a board of arbitration (generally, these
limitations are intended to ensure that the plan is adequately funded after
providing for the utilization of surplus).

2 S0 1991, c. 17 (the “Arbitration Act”).
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The Partners® Agreement and the FMP contain no general arbitration clause governing all
disputes relating to the agreement, although Section 14 of the Partners” Agreement
provides for the possibility of voluntary arbitration. We are not aware of any instance
where the arbitration provisions have been invoked by the parties since the FMP was
established. It is not immediately clear whether disputes relating to the utilization of
surplus under Article IV of the FMP (i.e., the Temporary Improvement Zone) and under
Article V of the FMP (i.e., the Permanent Improvement Zone) would be subject to
arbitration.® It is our understanding from discussions with OTPP’s internal legal
counsel, however, that the arbitration provisions in the FMP would be expected to apply
to disputes relating to the utilization of surplus under each of these provisions.

Where a matter has been submitted to arbitration, case law has established that the
agreement between the parties that is being arbitrated is the fundamental source of
subject matters that come within the arbitration board’s jurisdiction.>* The parties are free
to design their own procedures, including setting the scope of the arbitration board’s
jurisdiction and specifying the potential outcomes of the arbitration (subject to certain
default appeal rights and mandatory grounds to set aside an award under the Arbitration
Act). The arbitration board is empowered to make binding decisions because of the
arbitration agreement, including any limitations on that authority. Canadian courts have
traditionally granted deference to arbitration awards.

Arbitration provisions are generally procedural in nature and therefore do not provide a
strong foundation upon which to base parties’ reasonable expectations about their
substantive rights under an agrecment. To resolve a dispute, the arbitration board would
engage in an exercise in interpretation of the operative substantive provisions of the
relevant governing documents, including any applicable statutory provisions. However,
as noted above, under section 92 of the Partners’ Agreement, the arbitral award must
meet certain mandatory conditions. Among other things, the arbitral award is required to
provide that the contributions of the Minister and those employers who are required to
contribute are equal to the contributions of members (section 92(c) of the Partners’

3 On the one hand, Section 8.01 of the FMP provides for the procedures in the Partners’ Agreement
relating to arbitration to apply “when determining the plan changes arising from Section 3.07”. This
may suggest that only disputes relating to the utilization of surplus under Article HI (i.e., the
Restoration Zone) can be arbitrated. On the other hand, Section 8.03 of the FMP provides that
“Subject to the 2013 Term Sheet, nothing in Article 1l to Article IX affects the timing of the triennial
negotiation, mediation and arbitration process referred to in paragraph 72 to 100”, which may suggest
that any agreement relating to the utilization of surplus, including under Article IV or Article V of the
FMP, may be subject to arbifration (when a valuation is to be filed the parties have to agree on how
any surplus ~ including surplus in the Temporary Improvement Zone and Permanent Improvement
Zone, if any — will be used).

M See for example: Desputeaux v. Editions Chouette (1987) Inc., [2003] 1 SCR 178, para. 22.
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Agreement). The arbitration board does not have discretion to ignore this mandatory
provision, although the provision would need to be given effect within the context of the
relevant documents and applicable statutes, interpreted as a whole, and other relevant
factors, such as past conduct of the parties. As part of the arbitration board’s
interpretation exercise of the relevant governing documents, in the event of ambiguity in
the written terms of the documents, evidence of the parties’ post-agreement practices can
be admitted as an aid to interpreting the agreement. Past practices may illustrate the
parties” intentions at the time of the agreement. These considerations of past practices
would be in conjunction with any explicit mandatory considerations set out in the
governing document, e.g. prevailing economic conditions and the overall state of the
provincial economy under section 91 of the Partners’ Agreement, The past practices
which the arbitrator may consider would include those described above: the long history
of 50/50 member/employer contributions to the plan, and the equal sharing of surpluses
prior to 2003 (from 2003 onwards the plan was mostly in deficit, with surpluses used to
restore foregone escalated adjustments for members).

Yours truly,

%«( Hlbs A Hovtord~ £LP

Osler, Hoskin & Harcourt LLP
JS/DR/IM:jm

LEGAL_1:41028276 10



