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Emerging trends in pension investment litigation

By Michael Mazzuca

ncreasingly investment-related issues have become

the focus of pension litigation. This is evidenced by

class actions commenced by plan members regarding
alleged imprudent investments and/or investment strate-
gies, as well as a recent focus on investment issues by
Canadian pension regulators.

The regulatory environment

Pension fund investments are subject to both legisla-
tive and regulatory enactments by the federd and provin-
cial governments. All provincial pension statutes set out
standards that must be followed for the investment of
pension funds, including both a general standard of care
and quantitative limits. Most provinces have now adopt-
ed the federd investment rules set out under the Federal
Pension and Benefits Standards Act. Among other things,
these rules establish restrictions on quantity and related-
party transactions plus the requirament to have a
Statement of Investment Policies and [
Procedurs in place. '

The standard of care provision set out
in the Ontario Pension Benefits Act
exemplifies the type of stautory stan-
dards expected of plan administrators. It
provides that the administrator of a pen-
sion plan “shall exercise the care, dili-
gence and skill in the ... investment of
the pension fund that a person of ordi-
nary prudence would exercise in dealing
with the property of another person.” In
addition, the Ontario PBA sets out
restrictions on conflicts of interest as
well as a requirement to personally
select and supervise any agentsretained,
including agents retained in regard to the
investment of the pension fund.

Most plan administrators are gen-
erally familiar with these statutory
and regulatory requirements.
However, many may not be fully
aware of all of the possible conse-
quences of noncompliance. In addition to the
prospect of an order from the regulator or a civil
action, many pension statutes — including the
Ontario PBA — also provide that legislative violaions
constitute a quasi-criminal offence with potential penal-
ties on conviction of up to $100,000 for the first offence
and up to $200,000 for each subsequent offence.
Furthermore, directors, officers, officials or agents of a
corporaion may also be charged.

While pension regulators lay charges of this nature
infrequently, pension administrators should remain
cognizant of the possibility.
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There are already two
certified class actions —
one in Ontario and the
other in Québec —
dealing with pension fund
investments, says Michael
Mazzuca, a partner in
the law firm of Koskie

One of the first examples of charges laid relating to
pension fund investments under the Ontario PBA arose
from a situation involving a pension plan for employees
of the Enfield Corporation Limited. Specifically the
members of the pension committee we re charged with
allegedly failing to supervise their internal investment
manager adequately.

Convictions entered by the lower court were over-
turned on gppeal, and verdicts of acquittal were entered,
but there seems to be a clear indication that if the
charges had been propedy laid against the administrator
rather than the members of a pension committee, the
case would like ly have concluded differently.

Defined benefit plans

In addition to possible regulatory charges, plan
administrat ors may be sued civilly concerning fund
investments. A civil action could be commenced where,
the investment losses are allegedly a result of either an

' imprudent investment or an imprudent
investment strategy; as well, a civil suit
could arise as a result of claims that a plan
administror failed to properly select
and/or monitor its investment agents.

Plan administrators also have an obliga-
tion to ensure that individual investments
are approptiate for the pension fund, taking
into account both risk and possible reward.
In most cases, investment decisions will be
delegated to investment professionals.
Where such delegation is in place, then the
plan administrator’s responsibility is to
ensure that the investment manager is
propedy selected and monitored.

There may also be situations where
taken individually, an investment does not
violate any of the statutoryor regulatory
requirements, but it is imprudent when
viewed as part of an overall investment
strategy. Because no single investment
strategy or asset allocation is appropriate
for all pension plans, the plan administrator
must consider the specific plan’s needs and the invest-
ment strategy, including asset allocaion, nust, amongst
other things, take into account the plan’s lidbilities.

As indicated earlier, civil litigation dealing with pen-
sion plan investments isrelative ly new to Canada.
However, there are already two certified class actions —
one in Ontario and the other in Québec — dealing with
pension fund investments.

The Ontario action is a proceeding regarding the
Participating Co-operatives of Ontario Trusteed Pension
Plan. It is alleged that that the board of trustees adopted
an inappropriate and aggressive investment strategy for

the fund which included the purchase of “protection
contracts” based on““derivatives.”

The Québec case involves the pension plan for
employees of bankrupt Je ffrey Mines. At the date of
bankmptcy, the pension fund was found to have a fund-
ed ratio of ap proximately 63%. The members of the
pension committee (the plan administrator) all resigned,
and the Québec regulator took over the administration
of the plan. They are defendants in the lawsuit.

It is alleged the asset allocation was imprudent and
based on an inadequate investment policy. In addition, it
is suggested that there was an overweighting in equities
(neady 75%), which did not take into account the sig-
nificant mat urity of the plan.

While allegations in both the Ontario and Québec
cases have not been proven in court, both cases bear
wat ching and could be harbingers of things to come.

Defined contribution plans

Many defined benefit plans have been converted to
defined contribution plans, and most new pension plans
are DC arrangements. This trend is, in part, fostered by
the belief of many plan sponsors that DC plans will
reduce their risk exposure. In fact, when an organiza
tion moves from a DB to a DC plan, the type of risks
may change, but risk is certainly not eliminated.

In DC plans, plan members may make their own
investment decisions, but plan administrators still con-
trol the investment options and the information, or lack
thereof, provided to plan members. And unlike the U.S.,
thereis no safe harbour for Canadian DC plan sponsors.
Further, DC plan administrators are still subject to the
same fiduciary standards, either by statute or at common
law, as administrators of DB plans.

The Capital Accunulation Plan Guidelines provide
DC plan sponsors with some guidance and establish a
minimun industry standard. Plan administrators who
do not comply with the Guidelines are dearly atrisk,
but simply following the Guidelines will not provide
any guarantee against lisbility.

Accordingly, administrators of DC plans should not
be surprised if in the future they find themselves subject
to a civil law suit if plan members suffer significant
investment losses. These civil suits will like ly allege that
the investment options we re not sufficient, the informa-
tion provided was inadequate or nonexistent, that the
administrzor failed to facilitate the obtainment of
appropri ate investment advice, or that the investment
advice provided was not prudent.

It is apparmt that whether an organization sponsors a
DB or a DC arrangement, plan administrators must
ensure care is taken to avoid either imprudent or
improper investment practices that can trigger legal con-
sequences. — E.B.N.C.

Michael Mazzuca is a partner in the law firm of Koskie
Minsky LLP He can be reached at
mmazzuca@koskieminsky.com.



Outlook for the income trust sector

By Michael Amm and
Grace Pereira

n Halloween night, Jim Flaherty,

the federal minister of finance,

stunned investors by announcing
proposals to significantly change the
income tax treatment of most publicly
traded trusts and limited partnerships.
The proposals will be effective for the
2007 taxation year for trusts that are
listed after Oct. 31, 2006, but will be
delayed until the 2011 taxation year for
pre - existing trusts. Draft legislation to
e ffect the proposals was released at the
end of December 2006. For investment
managers to assess the future of the
sector, they need to understand which
types of entities are affected and the
options available to those entities.

In general, the new proposals will
tax certain types of income earned by
income trusts and limited partnerships
in a manner similar to income eamed
by a corporation. In addition, distribw
tions of such income made by these
entities to investors
will be taxed in a
similar manner to
dividends from tax-
able Canadian cor-
porations, includ-
ing availability of
the new enhanced
dividend gross-up

o Investor Type
and tax credit in

Taxation

tax-exempt entities (such as pension
funds) that continue to obtain a siz-
able tax advantage if they invest in an
income trust rather than a corpora-
tion. The proposals acknowledged
that the previously announced
enhanced dividend tax credit, which
introduced tax neutrality between
income trusts and corporations for
Canadian taxable nvestors, had not
had their intended effect, given the
continuing advantages to tax-exempt
and nonresident investors.

Using a simplified comparison of
2010 and 2011 investor tax rates, the
chartbelow this article illustrates the
effective tax rate diffe rentials under the
curent system, based on a comparison
of the combined entity and investor
level tax. These figures clearly show
the significant and targeted adverse
impact of the proposals on pension
funds and other tax-exempt and nonres-
ident investors.

The proposals provide an exception
for certain real estate investment trusts

Current tax rate on
income trust distribu-
tions (applicable also
through 2010)

respect of eligible Taxable Canadian 46% 46%

dividends. Canadian tax-exempt 0% 32%
The proposals

came in response U.S. investor 15% 42%

to the trust conve -
sion announce-
ments by telecom-
municatons giants Telus Corp. and
BCE Inc. Specifically, the gove m-
ment was concerned over the loss
of significant tax reve nues and the
impact of the trust structure on
productivity and efficiencyin the
economy.

The move resulted in an immedi-
ate loss of approximately 15% to
20% of the sector’s value, represent
ing a major shock to a pomising
sector that had grown to over 250
issuers with an aggregate market
capitalizaton exceeding $215 bil-
lion. By halting the tide of income
trust conve rsions and IPOs, the pro-
posals have had their intended effect
over the short term.

Designed to level the playing
field between income trusts and
corporations, the proposals
expressly state that the new rules
are targeted at nonresidents and

SOURCE: DEPARTMENT OF FINANCE (CANADA)

The fight to change or repeal the new trust tax
continues both on Bay Street and on Main
Street. Lobby groups including the new
Canadian Association of Income Trust
Investors, the Canadian Association of Income
Funds and the Coalition of Canadian Energy
Trusts persuaded the House of Commons
Finance Committee to hold hearings on the
matter in late January. Because it is extremely
unlikely that Finance Minister Jim Flaherty will
back down, the best hope for investors may be
if an election occurs before the trust legislation
is passed in Parliament. But even then, the new
government (Whether Liberal or Conservative)
could reintroduce the trust tax. — S.S.

of income trusts vs. corporations

Tax rate on
corporate dividends
(applicable to most
trusts after 201 1)

thatinvest pimarily in
real properties situated in
Canada. However, the
proposals will catch
REITs that derive their
income principallyfrom
other sources, incduding
foreign propertes and
active management of real
propery (such as hotels
or nursing homes). In
addition, issuers of
income deposits and simi-
lar securities that are not
structured as income
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level) have stated that they
see no need to alter their
organizational structure.
Other trusts that need to
raise capital and make
acquisitions to support
their growth plan are look-
ing at the alternatives
available to them.

One possibility is to go
private, with the assis-
tance of private equity
financing, or to be
acquired by a strategic
industry player. Many

trusts or limited patner-  Whatever path is chosen  U.S. and Canadian private

ships appear not to be by an individual trust, itis equity firms have

caught by the proposals.  clear that there will be expressed their interest in
In general, affected significant activity anda  ,, icipating in these

income trusts that cannot
significantly increase their
distributable cash during
the four-year transition
period will likely be
forced to cut their distribu-
tions thereafter, and many
trusts will
no longer be able to
raise additional equity
in the market. The pro-
posals also limit “undue
expansion” by income
trusts during the transi-
tion period.

In mid-December it
was announced that
trusts will be permitted
to issue new units
worth as much as
100% of their Oct. 31,
2006 market value
between now and 2011.

In addition, the new
rules will allow trusts to merge with
other trusts and convert to corporate
status without adve rse tax conse-
quences to unit holders.

Trustees and management of
affected trusts are currently assess-
ing the changes and deciding
whether the trust structure contin-
ues to make sense for them. A poll
of trust executives and advisers
conducted in December 2006 by
Deloitte & Touche showed that the
vast majority of respondents
believe that by 2011 only 50 to
100 of the existing 250 trusts will
continue to exist.

So what is likely to happen to
these trusts? A range of possibilities
is open.

Some of the affected trusts that
have strong earnings growth poten-
tial (such as Yellow Pages, which
recentlyincreased its distribution

major reduction in
participants in the income
trust sector in the next
several years, says
Michael Amm, a partner : ’
in the corporate/securities UP and realize synergies.
group of Torys LLP.

transactions. Another pos-
sibility is to merge with
another trust in the same
industry in order to bulk

As a result, M&A activity
is likely to be vigorous in
the sector, which in the
case of otherwise healthy trusts holds
out the potential of significant transac-
tion premiums for investors.

Another option is to convert to a con-
ventional corp orate structure during or
just after the four- year transition period.
Yet another possibility that has been
raised is to convert an existing trust to a
new structure whereby investors would
directlyhold both an equity and a debt
security in the underlying business
rather than holding trust units. This
structure could large ly replicate the eco-
nomic benefits of an income trust.

H owever, it is unclear whether the gov-
e mment would seek to apply the anti-
avoidance rules announced as part of
the proposals to eliminate the effective-
ness of these structures.

Whatever path is chosen by an indi-
vidual trust, it is clear that there will be
significant activity and a major reduction
in participants in the income trust sector
in the next several years. As the sector
declines, Canadian investors, incdluding
pension fund manage rs, will have to look
elsewh erein their search for yield. This
may result in increased demand for high-
dividend-paying common and pre fe rred
sharesand lead to the development of
new high-yield-based investment prod-
ucts, perhaps including a new high-yield
debt market in Canada. — E.B.N.C.

Michael Amm is a partner in the
corporate/securities group of Torys LLP He can
be reached at mamm@torys.com. Grace
Pereira is a senior associate in the tax group at
Torys LLP She can be reached at
ghereira@torys.com
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