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Dear Ms. Hughes:

We have been engaged to report on the appropriate application of certain aspects of Canadian public
sector accounting standards to the recognition of the accrued benefit asset (also referred to in this report
as the Pension Asset or the Asset) related to the Ontario Teachers’ Pension Plan (OTPP the Plan) in the
Province of Ontario’s (also referred to as the Province or the Government of Ontario in this report)
accounts as at March 31, 2016. This report is being issued to the Associate Deputy Minister of the
Treasury Board Secretariat of the Government of Ontario. Our engagement has been conducted in
accordance with Canadian generally accepted standards for such engagements.

It should be noted that the responsibility for the proper accounting treatment rests with the preparers of
the financial statements, who should consult with their incumbent auditor. Our judgment on the
appropriate application of Canadian public sector accounting standards for the specific issue being
discussed is based on the facts, circumstances and assumptions provided to us. Should the facts,
circumstances or assumptions differ, our conclusion may change.

Statement of facts and assumptions

It should be noted that the following background and facts represent a high level summary of the situation
and represent those facts that we considered important in reaching our opinion. They do not purport to be
a complete representation of all of the terms of the OTPP or the agreements between the government and
the Ontario Teachers’ Federation (OTF). Management has acknowledged their agreement with this
summary. If these facts are incomplete or incorrect, then our conclusions may change.

“The (Ontario Teachers’) pension plan is jointly sponsored by the Ontario government, through the
Minister of Education, and the executive of the Ontario Teachers' Federation (OTF). The OTF represents
teachers, while the government represents employers.

OTF and the government are equally responsible for ensuring the pension plan has enough money to meet
its long-term pension obligations. In addition, they appoint experienced, professional experts to the
pension plan's Board.
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Statement of facts and assumptions (continued)
Through a six-member Partners' Committee, the sponsors jointly:

Set benefit levels

Establish the contribution rate paid by working teachers (which is matched by the Ontario
government and other designated employers)

Decide how to address funding shortfalls or use surplus funds when they arise”

(Source: https://www.otpp.com/corporate/plan-governance)

The governing and other documents that are relevant to the accounting analysis are as follows:

Teachers’ Pension Act (TPA), including Schedule 1

Partners’ Agreement

Funding Management Policy (FMP)

Osler’s letter dated September 20, 2016; we have not summarized this letter as it should be read in its
entirety.

The assets of the pension plan are held by Ontario Teachers’ in trust for the beneficiaries of the plan —
teachers. The Government does not have unilateral access to the assets of the trust (including changing
contribution amounts, taking contribution holidays, or withdrawals). Actions of this nature require
negotiation and agreement between the two sponsors.

The following facts and assumptions have been accepted without further analysis or verification:

As a jointly sponsored plan, the Plan meets the definition of a joint benefit plan under S. 3250 of the
Public Sector Handbook.

The actuarial and other assumptions that factored into the valuation used for accounting purposes,
before considering the appropriateness of the recognition of an asset or the need for a valuation
allowance related to any asset, are appropriate and meet the requirements of PS 3250.

The Plan’s most recent preliminary funding valuation reported a preliminary funding surplus of $13.2
billion as at January 1, 2016, as reported on the OTPP website. The OTPP’s public financial
statements showed a deficit for accounting purposes of $1.8 billion in its financial statements as at
December 31, 2015. These financial statements are prepared under accounting standards for pension
plans in Part IV of the CPA Canada Handbook, which is a different accounting framework than the
Province uses for its financial reporting and is also a different framework than is used to calculate the
funding surplus or deficit.

As at March 31, 2016, there were no written agreements in place to access the Plan surplus to reduce
future minimum contributions or withdraw any amounts from the Plan.

The OTPP is regulated by the Financial Services Commission of Ontario. Valuation reports must be
filed with this regulator to monitor that assets of the fund are reasonably sufficient to meet the
liabilities of the pension plan on a continuing basis. Per 78(1) of the Pension Benefits Act: No money
that is surplus may be paid out of a pension fund to the employer without the prior consent of the
Superintendent.
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Statement of facts and assumptions (continued)

e Management has received legal commentary about the role of the Superintendent. From this advice,
management has concluded that despite this regulation the Province could utilize a surplus through
contribution reductions as “Neither the PBA nor the regulations to the PBA (the “Regulations”)
require the Superintendent’s consent for surplus to be utilized for a contribution holiday or to amend
the contribution formula under the OTPP.” Further, although changes to the OTPP text would be
required to be registered with the Superintendent, “The authority of the Superintendent to refuse to
register an amendment under the PBA (in whole or in part) is limited to circumstances where the
amendment is void or if the pension plan with the amendment would cease to comply with the PBA
and the Regulations.” (Source: Osler memo dated September 26, 2016).

e The Auditor General’s Office provided a letter dated September 26, 2016 setting out their views. We
have read and considered the contents of that letter.

Relevant Extracts from the TPA

Section 5 (1.1) of the TPA states that the total amount of 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. There can be instances where contributions would not be equal between the
sponsors, such as the government’s payments in connection with forgone inflation adjustments.

Section 10 of the TPA provides that the Minister of Education and the executive of OTF may enter into
an agreement that provides for, among other things, the joint management of the Plan and the sharing of
entitlement to gains or surplus under the Plan and of liability for deficiencies in the pension fund.

Pursuant to Section 10 of the TPA, the Minister of Education and the OTF (collectively the Partners) have
entered into an agreement for the management of the Plan (Partners’ Agreement), to which is appended a
Funding Management Policy (FMP) that is deemed to form part of the Partners’ Agreement.! The FMP
provides a framework for the funding of the Plan and how deficits and surpluses will be addressed. The
Partners can deviate from the FMP by agreement.

Relevant extracts from the Partners’ Agreement

The Partners’ Agreement is between the Province of Ontario and the OTF and sets out the formal
relationship between the partners in sponsoring the OTPP. Paragraph 8 of the Partnership Agreement
states that the partners will be 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, how to make changes to the Plan and other Plan documents, deciding
whether or not to file a valuation more frequently than required by the Pension Benefits Act, appointing
the OTTP Board, and defining the role of the Board.

Paragraph 74 requires negotiation in good faith regarding changes to the Plan that flow from a valuation
that is be filed with the regulators.

Paragraph 75 of the Partners’ Agreement requires the Partners to advise the Board of OTPP of what
changes affecting benefits and contribution rates they are proposing so that the Board can provide cost
estimates and comments on the administrative impact of the changes to both partners as soon as possible.

! Partners’ Agreement, section 110.
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Relevant extracts from the Partners’ Agreement (continued)

If the partners cannot agree on the changes required to the Plan, a mediator is appointed to assist the
Partners in coming up with an agreement. The mediator is responsible for submitting a report to the
partners on his or her views on the positions of the partners and provide a recommendation to the
Partners. If the partners do not accept the mediator’s report, the arbitration process will begin and an
arbitration board will be appointed. The board will consist of 3 people, with each partner selecting one
representative and two appointees will select the final member who is an umpire. Paragraph 94 of the
Partners’ Agreement indicates that the report created by the arbitration board will be implemented.
Paragraph 92 sets some parameters for the arbitration, including part (c), which sets out that the
parameters that the award of the arbitration will provide that the contributions from the Minister and
employers be equal to those of the members.

In addition to the clauses identified above, the Partners’ Agreement has an appendix called the Funding
Management Policy which sets out the Partners’ responsibilities in making funding decisions and surplus
allocation regarding the Plan.

Relevant extracts from the FMP

The FMP is an appendix to the Partners’ Agreement that speaks to how the Plan should be funded and
how surpluses should be utilized by both parties. The protocol for the use of a surplus under the OTPP is
detailed in the FMP adopted by the Ontario Government and OTF as sponsors of the OTPP.

The FMP sets out a complex series of considerations surrounding funding management and the use of any
excess of assets over liabilities. The FMP sets out a number of “funding zones”, depending on the level of
funding in the Plan. The following three are most relevant to addressing surpluses:

i)  Restoration zone (Article 3 of the FMP) allows for a surplus to be utilized to “restore” foregone
indexation and then to either increase benefits to the “run-rate benefit” level (i.e., the long-term
target level) or to lower contributions (or a combination of these two options) (Section 3.06(e)).

ii)) Temporary improvement zone (Article 4 of the FMP) is the zone where contributions can be
temporarily reduced, a surplus distribution can be made on a temporary basis and/or benefits can be
temporarily improved (as long as it does not create a long term cost) (Section 4.05).

iiil) Permanent improvement zone is where the Plan is essentially fully funded and has the funding
security desired to support permanent changes. Article V (Permanent Improvements) of the FMP
provides for permanent actions that can be taken when Plan assets exceed current liabilities by more
than 10% of current liabilities. In this regard Section 5.05 provides for actions that can be taken in
respect of the amount that assets exceed current liabilities. Such actions can include changes to
current benefits, current contributions, or both.

The ability to reduce contributions or increase benefits through the temporary or permanent improvement
zone are subject to ensuring that the requirements of 3.06 in the restoration zone are met. Article VIII of
the FMP sets out that the parties must agree to any changes arising out of FMP decisions. For filing
valuations, if the Partners are unable to agree the mediation process set out in the Partners’ Agreement,
the arbitration process outlined in the Partners’ Agreement will be followed. For valuations that are not
filed, either party can decide not to negotiate.
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Relevant extracts from the FMP (continued)

It is our understanding that the Plan is currently in the Restoration Zone. We understand that contributions
to the OTPP currently include a 1.1% special contribution on all earnings and that the Restoration
Contribution Reduction under Section 3.06(e) would if agreed to by both partners, permit this special
contribution to be eliminated. This special contribution is scheduled to end in 2026.

If the Plan gets to either the temporary improvement zone or the permanent improvement zone, section
4.06 and subsection 5.05(b) of the FMP provides that a benefit improvement can only occur if the
partners (the Ontario government and the OTF) have entered into a written agreement governing the
manner in which the contribution by the government and other employers may be adjusted to offset any
surplus distribution or benefit improvement (temporary or permanent) to be granted.

Application of accounting principles
Specifically, our report addresses the following questions:

1. Is it necessary for a government to have a legally enforceable right to reduce future contributions in
order to recognize a Pension Asset under PS 32507

2. What is the role of legal uncertainty in assessing the government’s expectation of future benefit from
a Pension Asset?

Our views in this report are confined to these two questions and do not extend to any earlier reports
provided by Deloitte or to any other analysis that may have been presented in draft or in any other
manner.

Authoritative literature

In our analysis, we considered the pronouncements and guidance in Section 3250 of the CPA Public
Sector Accounting Standards Handbook. What we considered to be the most relevant passages from PS
3250 are reproduced below:

The objectives of funding and accounting

.008  Determining whether a retirement benefit plan should be funded and the amount to be
funded each period is a financial management matter. The funding objective is to determine an
acceptable policy for financing the estimated ultimate cost of a benefit plan. An actuarial
valuation for funding purposes is performed to calculate the contributions required to secure the
benefits promised.

.009  The accounting objective is to measure and report the obligation for employee retirement
benefits and to attribute the costs of those benefits to the periods in which the related services are
rendered. To meet that objective, a method is needed to determine the amount of the obligation
for retirement benefits outstanding, which represents the liability at the financial statement date,
and the value of the benefits employees earned during the period, which represents the expense of
that period. Accordingly, it is necessary to develop accounting estimates of liabilities for
retirement benefits and expenses using an actuarial cost method and actuarial assumptions that
ensure essential information required for fair presentation of financial condition and results of
operations can be reported in government financial statements.
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Authoritative literature (continued)

.010  Because the objectives of determining the most appropriate funding policy are not
necessarily the same as those of determining the most appropriate accounting method, the liability
for accounting purposes may not be the same as the amount due but not yet funded at the
financial statement date according to the funding plan. In addition, the retirement benefit expense
of the period for accounting purposes may not be the same as the contribution computed in the
period for funding purposes.

Actuarial assumptions

.042  Actuarial assumptions should be based on the government's best estimates of expected
long-term experience and short-term forecasts. [SEPT. 2001]

Joint defined benefit plans

.079  Governments may participate jointly in defined benefit plans where the government
shares the risks and rewards jointly with plan participants, represented by a sponsor or sponsors.
Joint defined benefit plans are governed by a formal agreement between the sponsors, which
establishes that the sponsors have shared control over the plan. A governing board is generally
appointed by the joint sponsors with equal representation and a mutually agreed-upon chair.

.080 A government would consider the characteristics of the plan to determine whether it
meets the definition of a joint defined benefit plan. In a joint defined benefit plan, funding
contributions are shared mutually between the government and the plan members. The sponsors
have control over decisions related to the administration of the plan and the level of benefits and
contributions on an ongoing basis based on the terms of the contractual agreement. The sponsors
share, on an equitable basis, the significant risks associated with the benefit plan. Risk would not
be considered to be equitably shared in an arrangement where the government and the joint
sponsors fund the plan equally but where the government retains the full risk of the accrued
benefit obligation. If the government retains the residual risks it is unlikely that the plan meets the
definition of a joint defined benefit plan.

.081  When a government participates in a joint defined benefit plan, the government's risk is
limited to its portion of the plan. The government should account for its portion of the plan in
accordance with the standards for defined benefit plans. [SEPT. 2001]

.082 A government may convert an existing defined benefit plan for which it is the sole
sponsor to a joint defined benefit plan where the risks and benefits are shared. When converting
to a joint plan, a government would consider whether there are any special accounting issues that
arise, including whether the predecessor plan has been settled or partially settled and/or curtailed
or partially curtailed. In assessing such issues a government would have regard to its specific
circumstances and the terms of the joint defined benefit plan.

Disclosure

.083  The notes and schedules integral to the financial statements would disclose the methods
and judgments applied in accounting for accrued benefit obligations and expenses. Full disclosure
is particularly important for retirement obligations because the measurements depend heavily
upon judgments rather than objective evidence.
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Limit on the carrying amount of an accrued benefit asset

.050 An accrued benefit asset should be presented on a government's statement of financial
position net of any valuation allowance. When a defined benefit plan gives rise to an accrued
benefit asset, a government should recognize a valuation allowance for any excess of the adjusted
benefit asset over the expected future benefit. A change in valuation allowance should be
recognized in the statement of operations for the period in which the change occurs. [SEPT.
2001]

.051 A government with a defined benefit plan may have an accrued benefit asset for accounting
purposes. An accrued benefit asset arises when the government's total contributions to the plan,
including interest earned thereon, are greater than the retirement benefit expense recognized since
the start of the plan. Contributions reflect the funding objectives of the plan. The benefit expense
reflects the accounting objectives and may differ for a number of reasons, including the fact that
actuarial gains and losses are deferred and amortized in future periods.

.052 A government may benefit from an accrued benefit asset either by withdrawing surplus
assets or by taking a contribution holiday or receiving a refund of contributions. The accrued
benefit asset may become impaired when there is a plan surplus for accounting purposes that the
government is not entitled to benefit from fully. For example, there may be a regulatory
moratorium on pension surplus withdrawals or uncertainties as to a government's legal right to
use a plan's accounting surplus.

.053 To determine the extent to which an accrued benefit asset may be impaired, the government
first determines the adjusted benefit asset . The adjusted benefit asset is the accrued benefit asset
less net unamortized actuarial losses (determined on a basis using market value of assets).

.054 The adjusted benefit asset is then compared to the expected future benefit . When the
expected future benefit exceeds the adjusted benefit asset, the accrued benefit asset is not
impaired and, accordingly, no valuation allowance is required. The chart included as Appendix A
to this Section is intended to set out the relationship between the various defined terms.

.055 The objective of the standard in paragraph PS 3250.050 is to limit a government's accrued
benefit asset to the amount it can realize in the future. The expected future benefit is a calculated
amount representing the benefit a government expects to realize from a plan surplus. An expected
future benefit includes any withdrawable surplus or reduction in future contributions.

.056 A government determines its expected future benefit as the sum of:

a) the present value of its expected future accruals for service for the current number of active
employees, less the present value of required employee contributions and minimum contributions
the government is required to make regardless of any surplus; and

b) the amount of the plan surplus that can be withdrawn in accordance with the existing plan and
any applicable laws and regulations.
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Limit on the carrying amount of an accrued benefit asset (continued)

.057 A government's expected future accruals for service for the current number of active
employees are determined on a basis consistent with that used to determine its accrued benefit
obligation. These expected future accruals for service, less required employee contributions and
minimum contributions the government is required to make regardless of any surplus, are then
discounted back to the current period to determine the present value. The interest rate used to
calculate this present value is the expected rate of return on plan assets used to determine the
benefit expense in the period.

.058 When administration expenses are paid by the plan and included in the normal cost
calculation, a best estimate of the future administration expense is included in the expected future
accruals for service. When administration expenses are paid by the plan and not included in the
normal cost calculation, the rate of return on plan assets is adjusted to reflect the deduction of the
administrative expenses.

.059 A key factor in determining a government's expected future benefit from a defined benefit
plan with a plan surplus for accounting purposes is the ability of the government to withdraw
assets from the plan. The expected future benefit includes amounts to which a government has a
legally enforceable right of withdrawal. It excludes any withdrawable plan surplus a government
is currently required, or intends, to allocate to employees. A government may not anticipate
obtaining a legally enforceable right to withdraw a portion of a plan surplus to which it is not
currently entitled, whether on the basis of precedent or otherwise. Accordingly, when withdrawal
of plan surplus requires the approval of employees or an appropriate regulatory authority or a
court of law, a government excludes any amount subject to this restriction from its expected
future benefit until such approval has been obtained. A change in the allocation of surplus
between a government and its employees is incorporated into the calculation of the expected
future benefit only when it has been agreed to and, when required, approved by the appropriate
regulatory authorities.

We also considered the following definitions as set out in the glossary of PS 3250:

e An accrued benefit asset is the amount of any asset recognized on a government's statement
of financial position in respect of employee retirement benefits before deducting any
valuation allowance that may be required. It is the sum of the government's accumulated cash
contributions less the sum of the current and prior years' benefit expenses (before any change
in the valuation allowance).

o The expected future benefit is a calculated amount representing the benefit a government
expects to realize from a plan surplus. An expected future benefit includes any withdrawable
surplus or reduction in future contributions. A government determines its expected future
benefit as the sum of:

(a) the present value of its expected future accruals for service for the current number of
active employees, less the present value of required employee contributions and
minimum contributions the government is required to make regardless of any surplus;
and

(b) the amount of the plan surplus that can be withdrawn in accordance with the existing plan
and any applicable laws and regulations.
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Limit on the carrying amount of an accrued benefit asset (continued)

e A joint defined benefit plan is a contractual arrangement between the government and
another sponsor or sponsors representing plan participants that has all of the following
characteristics:

(a) the sponsors co-operate toward achieving the significant clearly defined common goal of
providing retirement benefits in exchange for services rendered by the employees;

(b) funding contributions are shared mutually between the government and the plan
members, represented by the non-government sponsor;

(¢) the sponsors share control of decisions related to the administration of the retirement
benefit plan and to the level of benefits and contributions on an ongoing basis; and

(d) the significant risks associated with the retirement benefit plan are shared on an equitable
basis between the government and the plan members, represented by the non-government
Sponsor.

The contractual arrangement establishes that the sponsors have shared control over the retirement
benefit plan, and ensures that neither party is in a position to control the plan unilaterally.
Nevertheless, overall, there must be an equitable relationship between the funding by the
government of the retirement benefit plan, the extent of control it is able to exercise over the plan
and the risks and benefits that accrue to the government from the plan.

CONSIDERATION OF QUESTION 1

Application of PS 3250 to Joint Defined Benefit Plans

A joint defined benefit plan is a unique sort of retirement benefit plan where the sponsors have shared
control over the plan. As a result, no one party can, by itself, control decisions around funding, benefits
and other matters; funding contributions, risks and benefits are to be shared mutually between the
sponsors. We would note that paragraph .081 of PS 3250 clearly states that a government should account
for its portion of the plan in accordance with the standards for defined benefit plans. As a result, the
Province of Ontario accounts for its proportionate share of OTPP and has historically recorded its share as
50% of the plan.

The Province of Ontario’s Public Accounts have included a Pension Asset related to OTPP since fiscal
2001/2002. We have been informed that this situation has arisen because, to this point in time, the
government’s share of the total contributions to the Plan plus the actual investment returns on the Plan’s
assets have exceeded the government’s share of the accumulated retirement benefit expense. The
accounting for the accrued benefit obligation results from a complex process involving significant
assumptions and actuarial calculations covering a very long time frame as is required by S 3250. S
3250.51 includes an explicit acknowledgement that the accounting position and funding position can be
quite different, as follows: “Contributions reflect the funding objectives of the Plan. The benefit expense
reflects the accounting objectives and may differ for a number of reasons.”

The assumptions used in the calculation of the accrued benefit obligation are required to be the
“government’s best estimate of expected long-term experience and short-term forecasts” (3250.42) and
each key assumption must be based on the government’s best estimate of those future events that have an
effect on the accrued benefit obligation (3250.41). This approach is designed to recognize the long-term
nature of the retirement promises with appropriate consideration of, but not undue influence of,
experience expected in the short-term. 3250.57 requires that the future service cost calculation included
in the calculation of the valuation allowance be determined on a consistent basis with that used to
determine the accrued benefit obligation itself. The Province of Ontario has determined the discount rate
to be used in valuing the pension obligation related to OTPP by referencing the expected rate of return on
Plan Assets, which is one of the acceptable references suggested on PS 3250.44. We express no view on
the actual rates that were chosen.
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Application of the limit on the carrying amount of an accrued benefit asset

PS 3250.50 requires that an accrued benefit asset should be presented on a government's statement of
financial position net of any valuation allowance. When a defined benefit plan gives rise to an accrued
benefit asset, a government should recognize a valuation allowance for any excess of the adjusted benefit
asset over the expected future benefit. This comparison between the adjusted benefit asset and the
expected future benefit informs whether a valuation allowance is required and if so, how much of a
valuation allowance should be recorded. (It should be noted that “accrued benefit asset” and “adjusted
benefit asset” are defined terms used in S. 3250. As at March 31, 2016, in this particular case,
management has represented to us that these two amounts are the same.)

PS 3250.52 contemplates that there are two ways in which a government can benefit from an accrued
benefit asset. A government may benefit from an accrued benefit asset either by withdrawing surplus
assets or by taking a contribution holiday or receiving a refund of contributions. As such, an expected
future benefit would include the ability to either withdraw plan assets from the plan or reduce future
contributions.

PS3250.52 also goes on to consider that an accrued benefit asset may become impaired when there is a
plan surplus that the government is not entitled to benefit from fully. The paragraphs in the standard that
follow determine how a government would go about considering the extent of any impairment, which
would give rise to a valuation allowance. In order to make this determination, the government is required
to consider the “expected future benefit”, which would effectively create a ceiling for the asset. Here the
guidance diverges between benefit expected to be realized through future reductions in contributions and
those to be realized through withdrawal of surplus.

Specifically with respect to withdrawal of surplus, PS 3250.59 is very clear that expected future benefit
can only be asserted where the government has a current legally enforceable right to withdraw assets from
the Plan. We considered whether this guidance should be applied to cases where the expected future
benefit related to the Pension Asset is expected to be realized through reduced contributions and
concluded that the guidance does not apply in this situation; while PS 3250.59 does introduce the concept
of a legally enforceable right, it does so solely in the context of a government’s future withdrawal of a
Plan surplus, and not in the context of a government’s reduction of future contributions. We believe it
reasonable to conclude that if the standard setters had intended legal enforceability to be the test, they
would have included that notion throughout the guidance, instead of only raising it in the context of a
withdrawal of surplus. In the situation at hand, the Province is not asserting an expected future benefit
based on surplus withdrawal. Instead the Province’s position is that the future benefit is expected to be
realized through future contribution reductions. Therefore, we do not believe that 3250.59 applies in this
case.

Additionally, in forming our view on the application of PS 3250 to Joint Defined Benefit Plans, we noted
that there is specific guidance (PS 3250.81) that requires the Government to account for a portion of the
Plan in accordance with the standards for defined benefit plans.

For the reasons stated above, we are of the view for Question 1, that legal enforceability of a
government’s right to access a pension plan surplus through future contribution reductions is not
necessary to justify recognition of a Pension Asset. We believe that the guidance in PS 3250 is the
primary source of GAAP on this topic and, since it is clear, there is no need to look at any other potential
sources of GAAP.
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CONSIDERATION OF QUESTION 2

Since we have concluded that legal enforceability is not a necessary requirement to support a
government’s right to access a pension plan surplus through future contribution reductions, we further
considered what role legal considerations should play in the measurement of the Pension Asset. We note
that PS 3250.52 requires one to consider “uncertainties as to a government’s legal right to use a plan’s
accounting surplus.” Our interpretation of this guidance is that it presents a lower threshold than legal
enforceability. Specifically, the amount of Pension Asset that gets recorded needs to be subject to
considerations around any legal uncertainties. This consideration will involve significant professional
judgment. However, it is our view that uncertainty does not need to be reduced to zero in order to
recognize a Pension Asset.

PS 3250.53 to .58 lay out a mathematical calculation that determines the adjusted benefit asset and the
expected future benefit, and tests whether a government can expect to recover its accrued benefit asset
through a withdrawal of surplus or through the reduction of future contributions. The stated objective of
this exercise, as set out in PS3250.055, is to limit the amount of the government’s accrued benefit asset to
the amount “it can realize in the future.” The expected future benefit is further described as “a calculated
amount representing the benefit a government expects to realize from a plan surplus”, where realization
includes a reduction in future contributions. A valuation allowance is recorded against the Pension Asset
to limit the asset value, if necessary, based on this analysis.

PS 3250.55 indicates that the expected future benefit is a calculation that represents the benefit a
government expects to realize from a plan surplus. This calculation is further described in PS 3250.56(a),
which sets out that the government’s calculation of expected future benefit would be the present value of
its expected future accruals for service for the current number of active employees, less the present value
of required employee contributions and minimum contributions the government is required to make
regardless of any surplus. Note that in the case at hand, the calculations are done on a 50% basis since the
starting point, per PS 3250.81 and as set out in the fact summary above, is that the government accounts
for its portion of the Plan. For this same reason, employee contributions are also excluded in this case
since they would represent the teachers’ portion of the Plan.

PS 3250.55 indicates that the expected future benefit is a calculation that represents the benefit a
government expects to realize from a plan surplus. The expected future benefit would operate as a ceiling
on the Pension Asset value to be recorded in the accounts. For example, if the Pension Asset were $150,
but the expected future benefit calculated as described above were $100, a valuation allowance of $50
would be recorded against the Pension Asset and the asset recorded in the government’s financial
statements would be reduced to $100.

There are two parts to the calculation of expected future benefit. The first part of the calculation is the
sum of the present value of the expected future accruals for service for the current number of active
employees. This amount is required to be calculated using consistent assumptions as those used for the
calculation of the accrued benefit obligation itself. The second part of the calculation is the present value
of required employee contributions and minimum required contributions by the government itself,
regardless of any surplus. The main area for judgment in the above calculation is in the determination of
future minimum contributions required to be made by the government regardless of any surplus. There is
no further guidance in S 3250 as to how this calculation should be performed and what restrictions or
parameters should be factored into this calculation.
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Determining the number of years of contributions to include should involve consideration of legal
uncertainty as set out in PS 3250.52. With respect to this uncertainty, we would observe that there are a
number of considerations that may be relevant. As part of this analysis, we reviewed Osler’s legal letter of
September 20, 2016. That letter makes a number of observations about the Plan agreements and
governing documents that we will not reiterate here. Osler’s do note that legal enforceability does not
exist. However, as noted above we do not believe that legal enforceability is required in this case.

Future reductions in contributions will need to be negotiated and agreed between both sponsors, who are
required under the Plan governing documents to bargain in good faith. There are a number of factors to
consider and it is possible for reasonable professionals to arrive at different conclusions, even when
confronted with the same set of facts and circumstances. These considerations will be highly judgmental.

With respect to these judgments, we offer the following observations. We express no opinion on the
completeness of this list of observations or the relative importance of each of these points.

e Plan documents and design contemplates the shared nature of the Plan.

e Section 10 of the Partners agreement require that the partners meet every 3 years to discuss changes
to the Plan.

e Asdescribed to us by management, there was a long history of sharing surpluses through various
mechanisms during the 1990°s when funding surpluses were more common. The FMP also
contemplates a sharing of surpluses.

e As described to us by management, in addition to the history of surplus utilization noted in the facts
and assumptions, it is worth noting that the actions taken around inflation indexation and subsequent
restoration of those benefits are a recent example of the sharing philosophy governing operation of
the OTPP. Starting in 2011 in response to a deficit situation, it was determined that indexation would
be reduced for teachers retiring after 2009. Consistent with the 50/50 approach inherent in the Plan
operation, the government agreed to make payments (often referred to as “share the pain” payments)
into the Plan that would effectively match the value of benefits foregone by teachers. In 2014, 2015
and 2016, surpluses were used to restore some of the lost indexation. This decision results in a
decrease in the Province’s “share the pain” payments.

e The FMP explicitly considers the possibility of contribution reductions at different funding levels,
although both sponsors need to agree. The OTPP’s investment performance has consistently
outperformed expectations. If this situation continues the funding surplus can be expected to continue
to grow. Modelling could be performed to help estimate when the different funding zones will be
reached and probability of contribution reductions may be increased.

e We also note that Canada Revenue Agency establishes limits for pension surpluses. When these
limits are breached, steps need to be taken to reduce the surplus. In such a situation, contribution
reductions would be one way to reduce the surplus that would need to be negotiated by the parties
within their overall framework for negotiation. Again, modelling could be done to develop
expectations as to when these CRA limits could be expected to be reached.

e Contributions are generally borne equally by the Province and the teachers. It may be reasonable to
presume that teachers will also want to see contribution reductions at some point. Admittedly,
increases in benefits could also use any surplus; however, it may be reasonable to expect that the
interests of taxpayers and teachers will need to be weighed in the “good faith” bargaining process
such that unequal weighting towards increases in benefits may be unlikely.
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e In determining the range of possible outcomes, it is noted that measurement uncertainty may exist (PS
2130.03). This paragraph also notes that many items are measured using management's best estimates
based on assumptions that reflect the most probable set of economic conditions and planned courses
of action. As noted in PS 2130.13, “As a result of the estimation process, a government would be able
to determine a range of reasonably possible amounts in accordance with assumptions that are realistic,
supportable, internally consistent, and consistent with planned courses of action. The range of
reasonably possible amounts would exclude amounts at the outer edges of possibility since such
amounts, while possible, are considered to be outside the best estimate range. Relevant information
available to the government to develop a reasonable range includes past experience, precedents, and
opportunities to reach alternative arrangements.”

However, application and weighting of these and other considerations is a highly judgmental exercise and
it is possible that there is a range of reasonable conclusions that may result in a range of reasonable
estimates for the valuation allowance to be taken against the Pension Asset. We are unable to opine on
whether a valuation allowance is needed, and if so, what a reasonable range of estimates would be.

Given the complexities and degree of judgment involved in these matters, appropriate disclosure is a
matter of significance as is recognized in 3250.83 which states, in part, “Full disclosure is particularly
important for retirement obligations because the measurements depend heavily upon judgments rather
than objective evidence. This importance is also highlighted in the context of joint benefit plans in
3250.93 which requires that the unique nature and terms of any joint plans be disclosed.

We would also note that Deloitte prepared a report dated August 18, 2016 entitled “Asset Ceiling
Calculations for the Ontario Teacher’s Pension Plan” in conjunction with management that was used
by management as part of their analysis to determine that no valuation allowance was required against
their Pension Asset as at March 31, 2016. That report was prepared solely to assist management in
preparing their own analysis. We were not engaged to and did not express an opinion on the amount of
or need for any valuation allowance, nor do we express an opinion on this analysis at this point.
Reference to the August 18, 2016 report in this report should in no way be construed to be an opinion
on that earlier report.

The ultimate responsibility for the decision on the appropriate application of Canadian Public Sector
Accounting Standards for the specific transaction described above rests with management as preparers of
the financial statements, who should consult with the Auditor General of Ontario. Our judgment on the
appropriate application of Canadian Public Sector Accounting Standards for the specific situation
described above is based on the facts, circumstances and assumptions provided to us. Should the facts,
circumstances or assumptions differ, our conclusion may change.
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This report is intended solely for the information and use of Ms. Karen Hughes and management of the
Government of Ontario and is not intended to be and should not be used by anyone other than the above
party and the Auditor General of Ontario or for any other purpose. For further clarity, this report should
not be distributed to anyone outside those named in the previous sentence, nor should it be quoted from
outside this group for any purpose. Please contact Kerry Danyluk, National Director of Accounting
Services, regarding any questions about the content of this report (416 775-7183 or
kdanyluk@deloitte.ca).

Yours truly,

Ol gt 1228,

Chartered Professional Accountants
Licensed Public Accountants
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Dear Mr. Orencsak and Mr. Thompson:

DEFINITION OF SURPLUS PENSION ASSETS AND EXPECTED FUTURE BENEFIT
AVAILABLE TO THE PROVINCE OF ONTARIO AS OF MARCH 31, 2016

INTRODUCTORY COMMENTS

As at March 31, 2016, the Province of Ontario’s (“the Province™) Statement of Financial Position has
included in it a Pension Asset totaling $10.6 billion that has primarily resulted from the Province’s use
of different interest rate and salary escalation assumptions than those used by the Ontario Teachers’
Pension Plan (“OTPP”) and the Ontario Public Service Employees’ Union Pension Plan (“OPSEUPP”).
Contributions plus net returns within these pension plans have exceeded the accumulated pension
expense, which has resulted in this asset being reported on the Provinces’ statements. A key point here
is that this asset is not unilaterally controlled or accessible by the Province until agreements are reached
between the plans’ sponsors/partners on the use of a surplus.

As a result of initiating a special project to further review the province’s pension liabilities, we noted
that this situation of reporting a significant Pension Asset on a provincial government’s consolidated
financial statements presented a significant anomaly that has required further extensive review. We
identified and raised our concerns with the Provincial Controller’s Office in early June of this year and
received their assessment at the end of August, 2016.

From our review of information from the Provincial Controller’s Office and our own work, we have
reached the conclusion that the Province does not have the legally enforceable right to unilaterally
access the assets of the Plans, and as such, with no agreement in place to the contrary, the Pension Asset
as presented in the Province’s consolidated financial statements should be removed. Particularly
important in reaching this conclusion are Sections PS 3250.052 and PS3550.056 of the Public Sector
Accounting Standards (see Appendix A). The overall adjustment would entail an increase in the
pension liability (i.e. decrease of the Pension Asset) of $10.6 billion, an increase to the opening
accumulated deficit of $9.2 billion, with an in year increase to pension expense of $1.4 billion. As well,
full note disclosure will be required in accordance with PS2120.34.

Regarding the province’s legal opinion received on September 11, 2016, that cited Schmidt v. Air
Products Canada Ltd." and Nolan v. Kerry (Canada) Inc.” , we note that PS3250.059 specifically
excludes any expected future benefits in valuing a pension asset that would require the approval of
employees, or an appropriate regulatory body or a court of law.

! Schmidt v. Air Products Canada Ltd., [1994] 2S.C.R. 611 at p. 638
% Nolan v. Kerry (Canada) Inc., [2009] 2 SCR 678 at para 68.
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As well, we have reviewed and fully considered the two slides emailed last night. After further analysis
and discussion, we are of the view that assessing the value based on funding would not be appropriate
given that our audit focus is on the accounting for pensions versus the funding of pensions. A key point
further discussed below, is the requirement for the Province to have an agreement in place at each year
end with the plans’ sponsor/partners that would inform the valuation of the Pension Asset.

REVIEW

We reviewed various agreements, statutes and financial reporting standards concerning the Province’s
arrangements with the Ontario Teacher’s Federation (“OTF”) and Ontario Public Service Employees’
Union (“OPSEU”) to provide pension benefits to employees of the OTF and OPSEU in the form of the
OTTP and the OPSEUPP.

Our review was performed with the following objectives:

1. Determine the definition of “surplus™ as outlined in the relevant agreements, statutes, and
standards.

2. Determine whether the Province has a legally enforceable right to withdraw assets from a plan
for other uses (see PS 3250.059).

3. Determine whether any of the Province’s legal rights to surplus withdrawal are subject to
restrictions in the form of approvals contemplated under PS 3250.059.

4. Determine whether the Province has a legally enforceable right to reduce its future “minimum
contributions regardless of any surplus” (see PS 3250.056).

5. Determine whether the Province’s legal rights to future reductions in minimum contribution are
subject to restrictions in the form of approvals described under PS 3250.059.

6. Identify any legal rights the Province has to take unilateral actions that would affect overall
Plan funding immediately or into the future, especially in a surplus position.

7. ldentify any legal rights the co-sponsors have to take unilateral actions that would affect overall
Plan funding immediately or into the future, especially in a surplus position.

Documents Reviewed

We reviewed the following documents:

1. The Pension Benefits Act, R.S.0 1990 including relevant regulations;

2. Plan text of the Ontario Public Service Employees’ Union Pension Plan, as amended from time to
time;

3. Agreement and Declaration of Trust of OPSEU Pension Plan Trust Fund;

4. Funding Policy of OPTrust;

5. Teachers’ Pension Act, R.S.0 1990;

6. Funding Management Policy of the OTPP; and

7. Section PS 3250, Retirement Benefits, within Canadian Public Sector Accounting Standards
(“PSAS”).

We have included paragraphs 50 to 59 of PS250, which deal with the limit on the carrying amount of an
accrued benefit asset, as Appendix A.
Discussion and Analysis

1. Determine the definition of “surplus” as outlined in the relevant agreements, statutes, and
standards.

Before exploring the definition of surplus in the context of the arrangements with OTPP and OPSEUPP,
the source and definition of a surplus from an actuarial funding and an accounting perspective should be
defined.
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In terms of the actuarial definition of surplus, this is defined by the Canadian Institute of Actuaries
(“CIA”) based on accepted actuarial practice. The definition is further sub-divided depending on the
nature of the valuation provided by the actuary, such as a funding, solvency, wind-up or accounting
valuation.

Section 3000, Pension Plans, in the Standards of Practice issued by the CIA outlines accepted actuarial
practice with regards to pension plans, but it does not include “surplus” in its glossary of defined terms
in the accompanying Section 1000, General Standards, Definitions (sub-section 1110). Section 1110
states that terms not otherwise defined have their “ordinary meaning otherwise (e.g. external user)”.
Merriam-Webster defines a surplus as “An amount (such as an amount of money) that is more than the
amount that is needed.”

Therefore, in the context of the relevant pension standards, surplus could be interpreted to mean the
amount by which assets of the plan exceed liabilities, both otherwise calculated based on the prescribed
standards in Section 3000.

The accounting definition of a surplus is driven by Section PS 3250, Retirement Benefits. Section PS
3250 does not include “surplus” in its glossary of defined terms, however, the term is used frequently in
the standard. In particular, Appendix A notes the following relationship between the accrued benefit
asset recognized in the statement of financial position and the plan surplus:

Accrued benefit asset = plan surplus + net unamortized losses

Modifying the formula renders the definition of the plan surplus in the context of Section PS 3250 as
being:

Plan surplus = accrued benefit asset — net unamortized losses

Therefore, in the context of PSAS, “surplus” refers to the excess of plan assets over liabilities, without
the effects of unamortized actuarial gains or losses.

Paragraphs PS 3250.022-.032 then specify that the method used to determine the value of plan assets
and plan liabilities should be in accordance with certain actuarial methods, namely the projected benefit
method. This method is not only specifically named in Section 3000 of the CIA’s Standards of Practice,
it is also broadly accepted that this method as outlined in Section PS 3250 is an acceptable method per
Section 3000’s definition of “actuarial cost methods” (3000.15):

Actuarial cost methods include:

e Cost allocation methods, which allocate the actuarial present value of projected benefits
among time periods, including attained age actuarial cost methods, entry age actuarial cost
methods, aggregate actuarial cost methods, and individual level premium actuarial cost
methods.

OTPP
The Teachers’ Pension Act does not include “surplus” in Section 1 “Definitions”, however, paragraph
(2) states: ‘

Expressions in this Act have the same meaning as under the Pension Benefits Act unless the
context requires otherwise. 1998, c. 34, s. 98 (2).
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Therefore, we referred to the definition of surplus in the Pension Benefits Act:

“Surplus” means the excess of the value of the assets of a pension fund related to a pension
plan over the value of the liabilities under the pension plan, both calculated in the prescribed
manner.

Regulation 909 to the Pension Benefits Act, 16.(1)(4.1) defines the methods under which actuarial
reports complying with the Pension Benefits Act are prepared:

A person preparing a report under subsection (1) or (2) shall use actuarial cost methods and
assumptions,

(a) that include a benefit allocation method or a cost allocation method; and

(b) that are consistent with section 3000 of the Canadian Institute of Actuaries Standards of
Practice, available to the public from the Canadian Institute of Actuaries at Suite 800, 150
Metcalfe Street, Ottawa, Ontario K2P 1P1 or electronically on its website. O. Reg. 116/09, s. 2.

Therefore, the definition of surplus in the context of the OTPP should be interpreted in accordance with
actuarial standards established by the CIA in the preparation of actuarial reports applicable in each
relevant context (e.g. for funding, solvency, wind-up or accounting purposes). This definition is
therefore consistent with both the actuarial funding and accounting definitions.

OPSEUPP
The OPSEUPP plan text and supporting documents do not define “surplus” as clearly as OTPP,
however, Section 6.2 of the Plan Text states:

Subject to Section 18 of the OPSEU Pension Act regarding the application of actuarial gains
and losses, from April 1, 1997 forward, the Plan shall be funded In accordance with the
Pension Benefits Act, the Income Tax Act (Canada) and such other legislation as may be
applicable to the Plan from time to time.

Therefore, the OPSEU plan text states that the plan is to be funded based on the requirements of the
Pension Benefits Act, subject to the requirements of other legislation regarding specific actuarial gains
and losses. As such, the definition of surplus in the OPSEUPP is similar to that of OTPP in that it is to
be based on the definition as prescribed in the Pension Benefits Act, which defines surplus in the
context of that which is calculated in accordance with standards accepted by the CIA. This definition is
therefore consistent with both the actuarial funding and accounting definitions.

2. Determine whether the Province has a legally enforceable right to withdraw assets from a plan
for other uses (see PS 3250.059).

PS 3250.059 states:

A key factor in determining a government's expected future benefit from a defined benefit plan
with a plan surplus for accounting purposes is the ability of the government to withdraw assets
from the plan. The expected future benefit includes amounts to which a government has a
legally enforceable right of withdrawal. It excludes any withdrawable plan surplus a
government is currently required, or intends, to allocate to employees. A government may not
anticipate obtaining a legally enforceable right to withdraw a portion of a plan surplus to which
it is not currently entitled, whether on the basis of precedent or otherwise. Accordingly, when
withdrawal of plan surplus requires the approval of employees or an appropriate regulatory
authority or a court of law, a government excludes any amount subject to this restriction from
its expected future benefit until such approval has been obtained. A change in the allocation of



Mr. Greg Orencsak and Mr. Scott Thompson
Page 5
September 13, 2016

surplus between a government and its employees is incorporated into the calculation of the
expected future benefit only when it has been agreed to and, when required, approved by the
appropriate regulatory authorities.

Therefore, the Province’s ability to withdraw assets from a plan in the context of PSAS is dependent on
that right being currently enforceable, with no law, agreement or regulatory approval presently
preventing the withdrawal from occurring, regardless of past precedent.

OTPP
We reviewed the Teacher’s Pension Act and noted that it does not specify the methodology for a
potential withdrawal of surplus funds. Section 10(1), item 3 states:

10(1) The Minister of Education and the executive of The Ontario Teachers’ Federation may
enter into an agreement that provides for the following matters:

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.

Therefore, the conditions under which a surplus may be withdrawn from the fund is outlined outside of
the text of the Teacher’s Pension Act itself, as OTF and the Province have reached mutual agreement on
these terms in the form of the OTPP Funding Management Policy, as envisioned in Section 10(1).3
above.

Section 4.06 of the OTPP Funding Management Policy states:

Side Agreement: The commitment value shall be used to provide a surplus distribution referred
to in Section 4.04(d) or a temporary benefit improvement referred to in Section 4.04(e) only if
the partners have entered into a written agreement governing the manner in which the
contributions by the Minister and the Employers may be adjusted to offset any surplus
distribution or temporary improvement of benefits that is reflected in the value of the liabilities.

4.04(d) and 4.04(e) refer to actions that may be taken in the event that “...assets exceed current
liabilities” (Section 4.04), meaning a surplus.

As Section 4.06 stipulates, a written agreement must be established between the partners (the Province
and the OTF) to provide a surplus distribution, the Province does not have a legally enforceable right to
withdraw assets from the plan until such an agreement is reached.

Therefore, the consent of the OTF would need to be obtained to be able to access surplus assets in the
OTPP, therefore the Province’s rights to surplus assets is contingent on such approval.
OPSEUPP
Section 6.4 of the plan text states:
No surplus shall be paid out of the Fund to any employer.
As the Province is an employer in the context of the plan text (Article 2, Definitions), the Province does

not have the legally enforceable right to withdraw assets under the current provisions of the plan text as
it is specifically prohibited.
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3. Determine whether any of the Province’s legal rights to surplus withdrawal are subject to
restrictions in the form of approvals contemplated under PS 3250.059.

OTPP
Per the discussion in the previous section, the Province’s ability to withdraw surplus assets is contingent
on an agreement being reached with the OTF.

OPSEUPP
Per the discussion in the previous section, the Province is specifically prohibited from withdrawing
surplus assets in the plan text. An amendment to the text would need to be made to nullify this

provision, which would require the consent of the counterparty to the agreement. Article 18.1(1) of the
plan text states:

The plan shall be amended only by agreement in writing between the sponsors.
The plan text defines “sponsors” as:
The Crown and OPSEU, and the singular refers to either.

Therefore, an amendment to the plan text removing the restriction on surpluses being distributed to the
Province would require the consent of OPSEU.

4. Determine whether the Province has a legally enforceable right to reduce its future “minimum
contributions regardless of any surplus” (see PS 3250.056).

In both the case of OTPP and OPSEUPP, the Province’s contributions to the plan are based on the
contributions made by the members of the plan, as the Province matches these contributions on a 1:1
basis. The portion of members’ salaries that are contributed to the relevant plan is modified from time
to time based on the management of the plan and/or modifications to legislation. As the Province’s
contribution to the plan is linked to employees’ contributions, the ability of the Province to reduce its
minimum contributions would be dependent on the utilization of surplus assets.

In addition to the guidance provided in Section 3250.056, we also note that paragraph .052 states:

A government may benefit from an accrued benefit asset either by withdrawing surplus assets
or by taking a contribution holiday or receiving a refund of contributions. The accrued benefit
asset may become impaired when there is a plan surplus for accounting purposes that the
government is not entitled to benefit from fully. For example, there may be a regulatory
moratorium on pension surplus withdrawals or uncertainties as to a government's legal right to
use a plan's accounting surplus.

This paragraph notes that an accrued benefit asset may be impaired if a government “is not entitled to
benefit fully” and furthermore states that uncertainties relating to a government’s legal rights to use a
plan’s surplus would also draw the valuation of an accrued benefit asset into question. As such, the
Province’s present legal rights to utilize a surplus to reduce future contributions must be analyzed, not
those rights that are contingent on future events.

OTPP

Similar to the discussion in section 2 above, the Teacher’s Pension Act itself does not specify
conditions that may result in a reduction in contributions. Section 10(1) prevails in leaving the OTF and
the Province to mutually agree to matters such as these. Therefore, we reviewed the Funding
Management Policy, which has been mutually agreed to by the OTF and the Province.
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Section 3.04 — 3.06 of the Funding Management Policy outlines the actions that may be taken in the
case of a surplus, which is defined by the condition in Section 3.04(a) and 3.05(a):

If assets are greater than current liabilities.

Section 3.06 then stipulates an ordering of actions that may be taken in this situation, including the
restoration of previously curtailed benefits, the enhancement of existing benefits and the potential for a
reduction in contribution rates. A limiting condition on the exercising of any of these options is
described in Section 3.06:

For purposes of clarity, excesses identified pursuant to Section 3.05 shall be applied in the
following order, 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.

This stipulation has the effect that partners have the ability to reconsider these uses of a surplus
before any action is taken. Additionally, Section 3.06(e), the final option in the descending
ordering of options states:

Provide Benefit Increases or Contribution Rate Reductions to provide the following:

(i) An increase in benefits, where the present value of current benefits is 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 contributions; or

(iii) A combination of (i) and (ii).

Given that a possible reduction in contributions (item (ii)) is only one possibility in 3.06(e), the
sponsors of the OTPP would need to decide on the course of action to take. The Province does not have
a present legally enforceable right to reduce its future minimum contributions per 3.06(e)(ii) until OTF
and the Province agree on the course of action to be taken with respect to a surplus position in the plan.

OPSEUPP

We reviewed the Agreement and Declaration of Trust of OPSEU Pension Plan Trust Fund (“the
Agreement”), which identifies how policies and decisions of OPSEUPP are to be made. Section 5.01
outlines that OPSEUPP “shall be administered by a joint Board of Trustees having ten members”.

Section 5.02 states that five trustees each shall be selected by the Province and OPSEU. The governing
text providing policies and procedures concerning the management of OPSEUPP is then specified in the
Funding Policy of OPTrust, which is agreed to by the board of trustees of OPSEUPP. As the plan text
of OPSEUPP and the Agreement do not specify conditions for the utilization of the surplus, we then
reviewed the Funding Management Policy of OPTrust.

Section 5.1 of the Funding Policy of OPTrust outlines a number of options that may be chosen in the
event of a surplus, including the payment of unfunded liabilities, restoring past benefits, creating
stabilization reserves, temporary contribution reductions, etc. However, the same section begins by
stating:

OPTrust recognizes that decisions on the use of surplus are reserved to the Sponsors.
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Section 1.1 of the Funding Policy states that Sponsors are the Province of Ontario and OPSEU.
Decisions concerning the use of a surplus is contingent on the agreement of both sponsors, therefore,
the Province cannot use the surplus to reduce its future minimum contributions without the consent of
OPSEU.

5. Determine whether the Province’s legal rights to future reductions in minimum contribution

are subject to restrictions in the form of approvals described under PS 3250.059.

OTPP
Per the discussion in the previous section, the Province’s legal rights to future reductions in minimum
contributions are dependent on the consent of OTF.

OPSEUPP
Per the discussion in the previous section, the Province’s legal rights to future reductions in minimum
contributions are dependent on the consent of OPSEU.

6. Identify any legal rights the Province has to take unilateral actions that would affect overall
Plan funding immediately or into the future, especially in a surplus position.

oTpPP

Unilateral actions would be those that the Province could take without the consent of the OTF, the other
sponsors of the plan. The Province does not have unilateral rights to affect plan funding.

As noted earlier, the Province’s contributions are linked to those made by the members of the plan on a
1:1 ratio, as set out in the plan text. Modifications to regular contribution rates or those arising from the
utilization of surplus assets require the consent of the OTF, as outlined in section 4. The Province would
need to obtain the consent of the OTF to modify its contributions to the plan.

OPSEUPP

The Province is similarly limited in terms of unilateral action as they are with the OTPP. Modifications
to contribution levels are contingent on the approval of OPSEU, both in terms of regular contributions
and those that would be reduced by the utilization of plan surpluses. Therefore, the Province does not
presently have the ability to take unilateral action that may affect plan funding.

7. Identify any legal rights the co-sponsors have to take unilateral actions that would affect
overall Plan funding immediately or into the future, especially in a surplus position.

OTPP

The co-sponsor of the OTPP is OTF, and they face similar constraints as the Province. Actions that may
affect plan funding, including the modification of contribution rates and the utilization of surpluses are
contingent on the consent of the Province, as discussed in section 4. As such, OTF does not have the
ability to take unilateral action at this time that would affect plan funding.

OPSEUPP
The co-sponsor of OPSEUPP is OPSEU, and they are similarly limited as OTF in terms of being able to
take unilateral action to affect plan funding. Such changes require the consent of the Province.
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CONCLUSION

As outlined in the discussion above, as at March 31, 2016 the Province did not have an enforceable
right to the future expected benefits associated with plan surpluses in OTPP and OPSEUPP. Section PS
3250 requires these rights to be enforceable as at the balance sheet date, and since the use of any surplus
to the benefit of the Province in the plan is either entirely prohibited or subject to the approval of OTF
or OPSEU, this condition is not met. To reflect an accrued benefit asset, the Province would have to
demonstrate that it has the consent of the relevant parties as of the balance sheet date, in line with the
stipulations as provided in the relevant documents as to the manner in which a surplus can be utilized.

The receipt of consent from co-sponsors to utilize surplus assets in a way that may benefit the Province
would need to be obtained in a legally enforceable way (e.g. contract, legislation, etc. as applicable) as
at the balance sheet date to reflect the benefit of the surplus. Obtaining the right to access economic
benefit in the form of accrued benefit asset would only be reflected in the financial statements of the
Province in the period such right is obtained.

Sincerely,

Bonnie Lysyk
Auditor General

c. Ms. Cindy Veinot, Assistant Deputy Minister & Provincial Controller
Ms. Nadine Petsche, Director, Accounting Policy and Financial Reporting Branch
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Appendix A
Excerpts from PS 3250, Retirement Benefits

Limit on the carrying amount of an accrued benefit asset

.050 An accrued benefit asset should be presented on a government's statement of financial position net
of any valuation allowance. When a defined benefit plan gives rise to an accrued benefit asset, a
government should recognize a valuation allowance for any excess of the adjusted benefit asset over the
expected future benefit. A change in valuation allowance should be recognized in the statement of
operations for the period in which the change occurs. [SEPT. 2001]

.051 A government with a defined benefit plan may have an accrued benefit asset for accounting
purposes. An accrued benefit asset arises when the government's total contributions to the plan,
including interest earned thereon, are greater than the retirement benefit expense recognized since the
start of the plan. Contributions reflect the funding objectives of the plan. The benefit expense reflects
the accounting objectives and may differ for a number of reasons, including the fact that actuarial gains
and losses are deferred and amortized in future periods.

.052 A government may benefit from an accrued benefit asset either by withdrawing surplus assets or
by taking a contribution holiday or receiving a refund of contributions. The accrued benefit asset may
become impaired when there is a plan surplus for accounting purposes that the government is not
entitled to benefit from fully. For example, there may be a regulatory moratorium on pension surplus
withdrawals or uncertainties as to a government's legal right to use a plan's accounting surplus.

.053 To determine the extent to which an accrued benefit asset may be impaired, the government first
determines the adjusted benefit asset. The adjusted benefit asset is the accrued benefit asset less net
unamortized actuarial losses (determined on a basis using market value of assets).

.054 The adjusted benefit asset is then compared to the expected future benefit. When the expected
future benefit exceeds the adjusted benefit asset, the accrued benefit asset is not impaired and,
accordingly, no valuation allowance is required. The chart included as Appendix A to this Section is
intended to set out the relationship between the various defined terms.

.055 The objective of the standard in paragraph PS 3250.050 is to limit a government's accrued benefit
asset to the amount it can realize in the future. The expected future benefit is a calculated amount
representing the benefit a government expects to realize from a plan surplus. An expected future benefit
includes any withdrawable surplus or reduction in future contributions.

.056 A government determines its expected future benefit as the sum of:

(a) the present value of its expected future accruals for service for the current number of active
employees, less the present value of required employee contributions and minimum contributions the
government is required to make regardless of any surplus; and

(b) the amount of the plan surplus that can be withdrawn in accordance with the existing plan and any
applicable laws and regulations.
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.057 A government's expected future accruals for service for the current number of active employees
are determined on a basis consistent with that used to determine its accrued benefit obligation. These
expected future accruals for service, less required employee contributions and minimum contributions
the government is required to make regardless of any surplus, are then discounted back to the current
period to determine the present value. The interest rate used to calculate this present value is the
expected rate of return on plan assets used to determine the benefit expense in the period.

.058 When administration expenses are paid by the plan and included in the normal cost calculation, a
best estimate of the future administration expense is included in the expected future accruals for service.
When administration expenses are paid by the plan and not included in the normal cost calculation, the
rate of return on plan assets is adjusted to reflect the deduction of the administrative expenses.

.059 A key factor in determining a government's expected future benefit from a defined benefit plan
with a plan surplus for accounting purposes is the ability of the government to withdraw assets from the
plan. The expected future benefit includes amounts to which a government has a legally enforceable
right of withdrawal. It excludes any withdrawable plan surplus a government is currently required, or
intends, to allocate to employees. A government may not anticipate obtaining a legally enforceable right
to withdraw a portion of a plan surplus to which it is not currently entitled, whether on the basis of
precedent or otherwise. Accordingly, when withdrawal of plan surplus requires the approval of
employees or an appropriate regulatory authority or a court of law, a government excludes any amount
subject to this restriction from its expected future benefit until such approval has been obtained. A
change in the allocation of surplus between a government and its employees is incorporated into the
calculation of the expected future benefit only when it has been agreed to and, when required, approved
by the appropriate regulatory authorities.
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Dear Mr. Orencsak and Mr. Thompson:
Re: Finalizing 2015-2016 Public Accounts and the Pension Asset Issue

Thank you for your letter received yesterday afternoon. I too am glad that the other issues
raised during this year’s audit have been addressed and I value the effective working
relationship my staff and yours have had in past years. It is unfortunate that the subject
issue is outstanding so near to the statutory deadline for the tabling of the Public Accounts.
Our concern regarding the pension asset was raised in June of this year after I requested
my audit team to perform further work on pensions as part of the Public Accounts audit
and in relation to a special section we were planning to dedicate to pensions in Chapter 2
of this year’s Annual Report.

I was informed a few weeks ago that Deloitte LLP (“Deloitte™), the firm at which the new
Provincial Controller was formerly a partner, was providing advice to the Ontario
Provincial Controller’s Division (OPCD). Reference to their opinion was made in the
province’s legal letter dated September 11, 2016 that we received earlier this month. It
states: “The Deloitte Report sets out an accounting analysis supporting the recognition of
the surplus as an asset for the purposes of reporting the Province’s financial position, as
assessed in accordance with Public Sector Accounting Standards..... While the Deloitte
analysis speaks to Ontario benefitting from surplus withdrawal, the Office of the
Provincial Controller Division (OPCD) in Treasury Board Secretariat has advised that the
analysis under Public Sector Accounting Standards completed by Deloitte demonstrates
that no surplus withdrawal is necessary to support the asset recorded in Ontario’s Public
Accounts”. Given that OPCD was representing that they had a strong accounting position
supported by Deloitte at that point in time, we were definitely interested in obtaining a
copy to understand the basis of OPCD’s position on the Pension Asset. A t your request,
we met with five representatives from Deloitte at your Office in the Whitney Block on
September 14, 2016. I was under the impression at that time that Deloitte was already
under contract to provide an accounting opinion to OPCD and requested to obtain a copy.
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Our expectation was, because you believed that Deloitte’s opinion was strong, that
Deloitte would confirm that as at March 31, 2016, the province’s recorded pension asset of
$10.6 billion is an asset and one that is properly valued and therefore recognized in
accordance with all sections of PS3250 —Retirement Benefits, PS3210 — Assets and
PS3320 — Contingent Assets.

This is the same level of assurance that I must provide to the readers of the Province’s
consolidated financial statements when I sign an unqualified audit opinion of the
Province’s Consolidated Financial Statements. To date no such opinion has been received
by my Office to review and assess. Anything less from Deloitte LLP would be a clear
indication that they are not fully convinced that the Province’s accounting position for the
Pension Asset is defendable in accordance with all sections of PS3250, PS3210 and
PS3320.

[ was definitely surprised when on September 19, 2016 I received an email of a “Statement
of Facts” from a Senior Manager of Deloitte requesting that we confirm whether the facts
provided to them by the OPCD were accurate. Given that they were hired by OPCD, it
seemed unusual, but we provided feedback on September 20, 2016. It was not until a
meeting on September 21, 2016 with the Controller and a Partner and Senior Manager
from Deloitte that I learned that Deloitte had been engaged on September 19, 2016 to
conduct a Section 7600 review. At that point, I requested copies of their engagement
letters to understand what they would be doing so that we would know how to respond to
their more formal request for confirmation on facts in an amended document. On Friday,
September 23, 2016 we received the last of copies of their engagement agreements. On
Sunday morning, September 25, 2016, I provided additional email feedback to the Partner
at Deloitte on an email received around 11:00 pm on September 21, 2016 and an updated
Statement of Facts received on September 23, 2016. Our feedback indicated that their
facts were not complete and I suggested they consider a few additional points. The
documents we obtained also confirmed that the OPCD has also retained
PricewaterhouseCoopers LLP (“PwC”) to potentially provide an opinion. I have not yet
been contacted by PwC.

As you’ve indicated, both my team and I have had several discussions with you and the
OPCD, particularly the Controller and her Director on this matter. For further clarity, I
will outline several other items (previously verbally communicated) that must be taken
into account when reaching a conclusion on the accounting issue at hand. Our position is
not based solely on the points you note in your letter.
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We note that the OPCD position outlined in your letter of September 25™ is based on the

following assumptions:

OPCD Position OAG Response OAG Reason

The decrease in the amount Disagree Although the elimination of the “share the

of future contributions, pain” payments are reductions from a

pertaining to “share the funding perspective, their discontinuance

pain” payments, in the does not have a material impact on the

amount of $7.8 billion discussion of the value of the pension asset

($4.3B in 2016, $1.9B in on an accounting basis.

2016, and $1.6B in 2014)

supports the currently

recorded value of the

pension asset.

That PS3250.052 does not Disagree PS3320.03 notes that contingent assets arise

require that there be no from conditions or situations involving

uncertainty in order to uncertainty. Even where a future event is

recognize an asset. likely, a contingent asset would not be
recorded in the financial statements, but
rather only disclosed in the notes.

That PS3250.59 does not Disagree PS3250.59 does apply. Once the adjusted

apply because it only applies benefit asset is calculated as per PS3250,

to a discussion of PS3250.59 must be considered in assessing

withdrawals. the government’s control of a joint pension
plan’s assets and the ability the government
would have to withdraw assets from the joint
pension plan tests whether it has that control.
Control is necessary to meet the definition of
an asset. Further, PS3250.059 informs
PS3250.052 as the latter triggers the need to
consider an impairment when uncertainties
exist surrounding the Province’s legal right
to use a plan’s accounting surplus.

...so to apply a test Disagree The certainty issue in PS3250 relates to

requiring no uncertainty to recognition of an asset, not pension

the recognition of an asset is accounting as a whole