
By Michael Mazzuca

I
n c re a s i n g ly, i nve s t m e n t - re l ated issues have become
the focus of pension litigation. This is evidenced by
class actions commenced by plan members rega rd i n g

a l l eged imprudent investments and/or investment strat e-
gi e s , as well as a recent focus on investment issues by
Canadian pension reg u l at o rs .

The regulatory environment
Pension fund investments are subject to both legi s l a-

t ive and reg u l at o ry enactments by the fe d e ral and prov i n-
cial gove rnments.  All provincial pension statutes set out
s t a n d a rds that must be fo l l owed for the investment of
pension funds, i n cluding both a ge n e ral standard of care
and quantitat ive limits.  Most provinces have now adopt-
ed the fe d e ral investment rules set out under the Fe d e ra l
Pension and Benefits Standards A c t. Among other things,
these rules establish re s t rictions on quantity and re l at e d -
p a rty transactions plus the re q u i rement to have a
S t atement of Investment Policies and
P ro c e d u res in place.

The standard of care provision set out
in the Ontario Pension Benefits A c t
exe m p l i fies the type of stat u t o ry stan-
d a rds expected of plan administrat o rs.  It
p rovides that the administrator of a pen-
sion plan “shall exe rcise the care, d i l i-
gence and skill in the ... investment of
the pension fund that a person of ord i-
n a ry prudence would exe rcise in dealing
with the pro p e rty of another pers o n .” I n
a dd i t i o n , the Ontario PBA sets out
re s t rictions on conflicts of interest as
well as a re q u i rement to pers o n a l ly
select and supervise any agents re t a i n e d,
i n cluding agents retained in rega rd to the
i nvestment of the pension fund.  

Most plan administrat o rs are ge n-
e ra l ly familiar with these stat u t o ry
and reg u l at o ry re q u i re m e n t s .
H oweve r, m a ny may not be fully
awa re of all of the possible conse-
quences of noncompliance.  In addition to the
p rospect of an order from the reg u l ator or a civ i l
a c t i o n , m a ny pension statutes — including the
O n t a rio PBA — also provide that legi s l at ive violat i o n s
constitute a quasi-criminal offence with potential penal-
ties on conviction of up to $100,000 for the fi rst offe n c e
and up to $200,000 for each subsequent offe n c e.
F u rt h e rm o re, d i re c t o rs , o ffi c e rs , o fficials or agents of a
c o rp o ration may also be ch a rge d.

While pension regulators lay charges of this nature
infrequently, pension administrators should remain
cognizant of the possibility.

One of the fi rst examples of ch a rges laid re l ating to
pension fund investments under the Ontario PBA aro s e
f rom a situation involving a pension plan for employe e s
of the Enfield Corp o ration Limited. Specifi c a l ly, t h e
m e m b e rs of the pension committee we re ch a rged with
a l l ege d ly failing to supervise their internal inve s t m e n t
m a n ager adequat e ly.  

C o nvictions entered by the lower court we re ove r-
t u rned on ap p e a l , and ve rdicts of acquittal we re entere d,
but there seems to be a clear indication that if the
ch a rges had been pro p e rly laid against the administrat o r
rather than the members of a pension committee, t h e
case would like ly have concluded diffe re n t ly.

Defined benefit plans
In addition to possible reg u l at o ry ch a rge s , p l a n

a d m i n i s t rat o rs may be sued civ i l ly concerning fund
i nvestments. A civil action could be commenced wh e re,
the investment losses are allege d ly a result of either an

i m p rudent investment or an impru d e n t
i nvestment strat egy; as we l l , a civil suit
could arise as a result of claims that a plan
a d m i n i s t rator failed to pro p e rly select
and/or monitor its investment age n t s .

Plan administrat o rs also have an obl i ga-
tion to ensure that individual inve s t m e n t s
a re ap p ro p ri ate for the pension fund, t a k i n g
into account both risk and possible rewa rd.
In most cases, i nvestment decisions will be
d e l egated to investment pro fe s s i o n a l s .
Wh e re such delegation is in place, then the
plan administrat o r ’s responsibility is to
e n s u re that the investment manager is
p ro p e rly selected and monitore d.

Th e re may also be situations wh e re
t a ken indiv i d u a l ly, an investment does not
v i o l ate any of the stat u t o ry or reg u l at o ry
re q u i re m e n t s , but it is imprudent wh e n
v i ewed as part of an ove rall inve s t m e n t
s t rat egy. Because no single inve s t m e n t
s t rat egy or asset allocation is ap p ro p ri at e
for all pension plans, the plan administrat o r

must consider the specific plan’s needs and the inve s t-
ment strat egy, i n cluding asset allocat i o n , mu s t , a m o n g s t
other things, t a ke into account the plan’s liab i l i t i e s .

As indicated earl i e r, c ivil litigation dealing with pen-
sion plan investments is re l at ive ly new to Canada.
H oweve r, t h e re are alre a dy two cert i fied class actions —
one in Ontario and the other in Québec — dealing with
pension fund investments.  

The Ontario action is a proceeding rega rding the
Pa rt i c i p ating Co-operat ives of Ontario Trusteed Pe n s i o n
Plan. It is alleged that that the board of trustees adopted
an inap p ro p ri ate and aggre s s ive investment strat egy fo r

the fund wh i ch included the purchase of “ p ro t e c t i o n
c o n t ra c t s ” based on “ d e rivat ive s .”

The Québec case invo l ves the pension plan fo r
e m p l oyees of bankrupt Je ff rey Mines. At the date of
b a n k ru p t cy, the pension fund was found to have a fund-
ed ratio of ap p rox i m at e ly 63%. The members of the
pension committee (the plan administrator) all re s i g n e d,
and the Québec reg u l ator  took over the administrat i o n
of the plan. Th ey are defendants in the lawsuit.  

It is alleged the asset allocation was imprudent and
based on an inadequate investment policy. In add i t i o n , i t
is suggested that there was an ove r weighting in equities
( n e a rly 75%), wh i ch did not take into account the sig-
n i ficant mat u rity 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 harbinge rs of things to come.

Defined contribution plans
M a ny defined benefit plans have been conve rted to

d e fined contri bution plans, and most new pension plans
a re DC arra n gements. This trend is, in part , fo s t e red by
the belief of many plan sponsors that DC plans will
reduce their risk ex p o s u re.  In fa c t , when an orga n i z a-
tion moves from a DB to a DC plan, the type of ri s k s
m ay ch a n ge, but risk is cert a i n ly not eliminat e d.

In DC plans, plan members may make their ow n
i nvestment decisions, but plan administrat o rs still con-
t rol the investment options and the info rm at i o n , or lack
t h e re o f, p rovided to plan members. And unlike the U. S. ,
t h e re is no safe harbour for Canadian DC plan sponsors .
F u rt h e r, DC plan administrat o rs are still subject to the
same fi d u c i a ry standard s , either by statute or at common
l aw, as administrat o rs of DB plans.

The Capital A c c u mu l ation Plan Guidelines prov i d e
DC plan sponsors with some guidance and establish a
m i n i mum industry standard.  Plan administrat o rs wh o
do not comply with the Guidelines are cl e a rly at ri s k ,
but simply fo l l owing the Guidelines will not prov i d e
a ny guarantee against liab i l i t y.  

A c c o rd i n g ly, a d m i n i s t rat o rs of DC plans should not
be surp rised if in the future they find themselves subject
to a civil law suit if plan members suffer signifi c a n t
i nvestment losses. These civil suits will like ly allege that
the investment options we re not suffi c i e n t , the info rm a-
tion provided was inadequate or nonex i s t e n t , t h at the
a d m i n i s t rator failed to fa c i l i t ate the obtainment of
ap p ro p ri ate investment adv i c e, or that the inve s t m e n t
a dvice provided was not pru d e n t .

It is ap p a rent that whether an orga n i z ation sponsors a
DB or a DC arra n ge m e n t , plan administrat o rs mu s t
e n s u re care is taken to avoid either imprudent or
i m p roper investment practices that can tri gger 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
m m a z z u c a @ k o s k i e m i n s k y. c o m.
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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 Ko s k i e
Minsky LLP.
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By Michael Amm and 
Grace Pe r e i r a

O
n Halloween night, Jim Flahert y,
the fe d e ral minister of fi n a n c e,
stunned inve s t o rs by announcing

p roposals to signifi c a n t ly ch a n ge the
income tax tre atment of most publ i cly
t raded trusts and limited part n e rs h i p s .
The proposals will be effe c t ive for the
2007 taxation year for trusts that are
listed after Oct. 31, 2 0 0 6 , but will be
d e l ayed until the 2011 taxation year fo r
p re - existing trusts. Draft legi s l ation to
e ffect the proposals was released at the
end of December 2006. For inve s t m e n t
m a n age rs to assess the future of the
s e c t o r, t h ey need to understand wh i ch
types of entities are affected and the
options ava i l able to those entities.

In ge n e ra l , the new proposals will
tax certain types of income earned by
income trusts and limited part n e rs h i p s
in a manner similar to income earn e d
by a corp o ration. In add i t i o n , d i s t ri bu-
tions of such income made by these
entities to inve s t o rs
will be taxed in a
similar manner to
d ividends from tax-
able Canadian cor-
p o rat i o n s , i n cl u d-
ing ava i l ability of
the new enhanced
d ividend gro s s - u p
and tax credit in
respect of eligi bl e
d ividends. 

The pro p o s a l s
came in re s p o n s e
to the trust conve r-
sion announce-
ments by telecom-
mu n i c ations giants Telus Corp. and
BCE Inc. Specifi c a l ly, the gove rn-
ment was concerned over the loss 
of significant tax reve nues and the
impact of the trust stru c t u re on 
p ro d u c t ivity and effi c i e n cy in the
e c o n o my. 

The move resulted in an immedi-
ate loss of ap p rox i m at e ly 15% to
20% of the sector’s va l u e, rep re s e n t-
ing a major shock to a pro m i s i n g
sector that had grown to over 250
i s s u e rs with an aggregate marke t
c ap i t a l i z ation exceeding $215 bil-
lion. By halting the tide of income
t rust conve rsions and IPOs, the pro-
posals have had their intended effe c t
over the short term .

Designed to level the play i n g
field between income trusts and
c o rp o rat i o n s , the pro p o s a l s
ex p re s s ly state that the new ru l e s
a re t a rgeted at nonresidents and

t a x -exempt entities (such as pension
funds) that continue to obtain a siz-
able tax adva n t age if they invest in an
income trust rather than a corp o ra-
tion. The proposals ack n ow l e d ge d
t h at the prev i o u s ly announced
enhanced dividend tax cre d i t , wh i ch
i n t roduced tax neutrality betwe e n
income trusts and corp o rations fo r
Canadian taxable inve s t o rs , had not
had their intended effe c t , given the
c o n t i nuing adva n t ages to tax-exe m p t
and nonresident inve s t o rs. 

Using a simplified comparison of
2010 and 2011 investor tax rat e s , t h e
ch a rt below this art i cle illustrates the
e ffe c t ive tax rate diffe rentials under the
c u rrent system, based on a compari s o n
of the combined entity and inve s t o r
l evel tax. These fi g u res cl e a rly show
the significant and targeted adve rs e
impact of the proposals on pension
funds and other tax-exempt and nonre s-
ident inve s t o rs .

The proposals provide an ex c ep t i o n
for certain real estate investment tru s t s

t h at invest pri m a ri ly in
real pro p e rties situated in
Canada. Howeve r, t h e
p roposals will cat ch
REITs that derive their
income pri n c i p a l ly fro m
other sourc e s , i n cl u d i n g
fo reign pro p e rties and
a c t ive management of re a l
p ro p e rty (such as hotels
or nu rsing homes). In
a dd i t i o n , i s s u e rs of
income deposits and simi-
lar securities that are not
s t ru c t u red as income
t rusts or limited part n e r-
ships appear not to be
caught by the proposals. 

In general, affected
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
t rusts will be perm i t t e d
to issue new units
wo rth as mu ch as
100% of their Oct. 31,
2006 market va l u e
b e t ween now and 2011. 

In add i t i o n , the new
rules will allow trusts to merge with
other trusts and conve rt to corp o rat e
s t atus without adve rse tax conse-
quences to unit holders .

Trustees and management of
a ffected trusts are curre n t ly assess-
ing the ch a n ges and deciding
whether the trust stru c t u re contin-
ues to make sense for them. A poll
of trust exe c u t ives and adv i s e rs
conducted in December 2006 by
Deloitte & To u che showed that the
vast majority of re s p o n d e n t s
b e l i eve that by 2011 only 50 to
100 of the existing 250 trusts will
c o n t i nue to exist. 

So wh at is like ly to happen to
these trusts? A ra n ge of possibilities
is open.

Some of the affected trusts that
h ave strong earnings growth poten-
tial (such as Ye l l ow Page s , wh i ch
re c e n t ly increased its distri bu t i o n

l evel) have stated that they
see no need to alter their
o rga n i z ational stru c t u re.
Other trusts that need to
raise capital and make
acquisitions to support
their growth plan are look-
ing at the altern at ive s
ava i l able to them. 

One possibility is to go
p rivat e, with the assis-
tance of private equity
fi n a n c i n g, or to be
a c q u i red by a strat egi c
i n d u s t ry playe r. Many
U. S. and Canadian privat e
equity fi rms have
ex p ressed their interest in
p a rt i c i p ating in these
t ransactions. Another pos-
sibility is to merge with
another trust in the same
i n d u s t ry in order to bu l k
up and re a l i ze synergi e s .
As a re s u l t , M&A activ i t y
is like ly to be vigo rous in
the sector, wh i ch in the

case of otherwise healthy trusts holds
out the potential of significant tra n s a c-
tion premiums for inve s t o rs. 

Another option is to conve rt to a con-
ventional corp o rate stru c t u re during or
just after the fo u r- year transition peri o d.
Yet another possibility that has been
raised is to conve rt an existing trust to a
n ew stru c t u re wh e reby inve s t o rs wo u l d
d i re c t ly hold both an equity and a deb t
s e c u rity in the underlying bu s i n e s s
rather than holding trust units. Th i s
s t ru c t u re could large ly rep l i c ate the eco-
nomic benefits of an income tru s t .
H oweve r, it is unclear whether the gov-
e rnment would seek to ap p ly the anti-
avoidance rules announced as part of
the proposals to eliminate the effe c t ive-
ness of these stru c t u re s .

Wh at ever path is chosen by an indi-
vidual tru s t , it is clear that there will be
s i g n i ficant activity and a major re d u c t i o n
in participants in the income trust sector
in the next seve ral ye a rs. As the sector
d e cl i n e s , Canadian inve s t o rs , i n cl u d i n g
pension fund manage rs , will have to look
e l s ewh e re in their search for yield. Th i s
m ay result in increased demand for high-
d iv i d e n d - p aying common and pre fe rre d
s h a res and lead to the development of
n ew high-yield-based investment pro d-
u c t s , p e r h aps including a new high-yield
d ebt 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
g p e r e i r a @ t o r y s . c o m

Outlook for the income trust sector

Whatever path is chosen
by an individual trust, it is
clear that there will be
significant activity and a
major reduction in
participants in the income
trust sector in the nex t
several years, says
Michael Amm, a partner
in the corporate/securities
group of Torys LLP.
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The battle continues ...

Investor Type

Current tax rate on

income trust distribu-

tions (applicable also

through 2010)

Tax rate on 

corporate dividends

(applicable to most

trusts after 2011) 

Taxable Canadian 4 6 % 4 6 %

Canadian tax-exempt 0 % 3 2 %

U.S. investor 1 5 % 4 2 %

SOURCE: DEPARTMENT OF FINANCE (CANADA)

Taxation of income trusts vs. corporations

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 Tr u s t

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 .
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