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Abstract

Canada haaccountbasedtax-preferred savings instrumeriteat aredelivered through

the financial servicesectorandthatreceive generousupportthrough federaincometax
incentivesand direct transfers. Thekggetax and direct expenditurese allbutare

ignored in analysis of welfare policyn this thesis | askwhether there iadequate
evidenceo treatthis set of taxpreferred savings instruments adsiddenwelfare system

and whether the systempsogressive or regressive in distributing public support for
individual or household saving and accumulation of asgetsnclude that ts set of

policy instrumens ought to be acknowledged as a welfare system and one that is largely

regressive withinoverall liberal welfare regime in Canada.

The thesigresents thredifferentstudies of the set of tgpreferred instrument First, |

present a history of each instrument in the set under examination. | conclude that each
new instrument created is informed by past policy examples and replicates many of the
same problems in the policy process and desggtond] analyzedata from the 1999

and 20035urveys of Financial Securjtysinga similarmethodologyto thatused by

Kerstetter (2002) and Morissette and Zhang (2006). Consistent with those earlier studies,
| find that ownership of these tgreferred savings vehicldge all forms of assets, is

more heavily concentrated among households in thenopguintiles of the distribution

of net worth, and particularly the topquintile. | also expand on these earlier studies

noting, for examplethat a nortrivial numberof low-wealth householdsold these tax

preferred forms of saving and, among those-lm@ome users of the instruments, the



savings amounts are higher thr@are mightexpect. The keyfinding of my analysiof the
survey data is that half of the total assefthouseholds in the top net worth quintile are in
some combination of the tgpeeferred savings instrumentgith equity in their principal
residence as the largest and most import&he third study is an expla@y qualitative
study based oa seres offocus groups with participant$ different income levelsl

find that,apart fromconstrained budgets and low marginal tax rates, therloame

participantdace multiplebarriers tousingand benefitting from the selected instruments
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Chapter 1: Introduction and aims of the thesis

Researchers and policymakers may point to any number of determinants and indicators of
individual or household welbeing. These include, for example, adequate food and

shelter, access to health services, labour force attachment, educational attaidment an

perhaps mostly frequently, adequate income. To thisrstyauthors have added
savingsandassetsi t h some callindpaced pwoilemrctyibomst @
of policymaking(for example Oliver & Shapiro, 1990Sherraden, 1991; Sherexd

2005;Ackermané& Alstott, 1999; Barr &Sherraden, 2003idgley, 2005;Carter &

Barrett, 2006 Sussman &hafir, 2012). Starting from the principle that savings and

asses are important aspects of wmding,6 a sktseested pol i cyd6 ref ers to
policy instrumentsvailable to governmeno distribute (or redistribute) savings and

assets among citizerhis thesis examiname type of policy instrumedttax-preferred

and accounbasedsavingsprogram® and as ks whet herpreékaedadads
savingsprogramsshould be considered as a coherent Batthermore, does the set of

instruments constitute a hidden welfare systdfrtle instruments do in fact form a

hidden welfare system, how does it distribute benefits for personal anchb@tlsaving

among citizen® | adopt the perspective thabuseholds for whom tapreferred assets

are relatively more important to their total wealth may be more dependent on a form of

welfare system compared to households for whom these assets arka swei non

existent part of their total wealtiThis is @mparable, in some ways, to-ofientioned

analyses of household dependence on government transfers among lower and modest

income families.While each of these savings instruments is visiblgjqdarly as



consumer financial products, there has been almost no attention to their common features

andtheir effects on the distribution evings and wealth.

This introductory chapter first reviews the literatarethe welfare effects of savings and
assets to establish that the distribution of financial assets is important to microeconomic
policy. To promote these outcomes, governments have many different policy instruments
at their disposal. | argue that tpreferred and accouased instrumestre worthy of

further study because they blend both ther&dated incentives that have been examined

in one tradition of research and some of the other factors the same literature has noted
important and unexplained then introduce the set tdx-preferred savings instruments

that will be the focus of the nesgsearch presented in Chapter 4 through Chapter 8

Next, this chapter uses EspiAgn d e r theony i@gardingvelfare typologies to set a

basis for evaluating these instruments as a welfgstem. The final section of this

introduction provides an overview of the contents of the chapters to follow.

1.1 The role of savingsand assets irwell-being

There are at least two types of reasons that governments may want to encourage their
citizens to save and build assets. The first type is macroecarféuls offinancial

capital araequired for investmerdy domestidirms. Governments can try to help firms
attract investment capital from foreign sources, but domestic savings may béagasier
firms to capture and us&d@sters, 19920rganization for Economic Cooperation and

Development2007).



Governments may also want citizens to have private savings to smooth consumer
spending and government revenues over thetemg (Kosters, 199Ballentine, 1992
Bostic, Gabriel & Painter2009. Economics has long treated saving and capstal a

stored income for future usérfedman, 1957; Modigliani, 1986) and governments may
want to ensure that the contribution of consumer spending to theregaan continue

even in times of employment and wage losseshman thdabour forces shrinking,
perhapgue toan aging population. It is also possible that encouragement to save and
build assets will lead to some real increase (more than just smgditiween two

periods) in consumer spending if households experienceaasb | ed O6weal t h ef f
Quigley & Shiller,2013)! As stored income for future use, governments that anticipate
long-term changes to their population base for taxation (dgicase of an aging
population) may want to encourage households to tleéeiaxation okome share of

current household incomes to a later period when revenues from other taxable sources
(particularly earned income) are expected to decline or demangablic spending (for

exampleon healthcare) are expected to increase (Mintz, 2009).

The second type of reason for promoting household savings andessaiulation is

microeconomié. Maintaining aconstantevel of income over the lifetime of individuals

'The 6wédlech 6 is the increase in spending t
of an asst. It is separate from any effect from additional income generated by the asset

and arises instead from a perception of being richer and able to afford an increase in
consumption.

2 Assets may be accumulated through a number of methods such as gifigarickes and

increases in market value as well as savings. Savings here refers to the act of setting

3



and families is one such microeconomic goal, enabling them to avantigate risks to

their wellbeing from reductions ikonsumption (Friedman, 1957; Modigliani, 198@).

this perspective, income is tkey economic resource needed for wellbeing and assets are
simply stocks of storedpincome flows to be used for futucensumption needs. There

is a wideranging literature that debates the adequate level of income needed for well

being, the importancef the source of income and the importance of inequality in the

distribution of income in a population (see for example Friedman, 1957; Titmus, 1962;
Wilkinson & Pickett, 2009) But a househol dés income does 1
levelsof savingp owner ship of assets. Nei t her doe
predict its future income. At least one international study of the relationship between
measures of household income and household wealth finds a strdagfooin perfect
relationshipbetween these important determinants of wellbeing (OECD, 2018.

distributions of household income and wealth hagemilarly imperfectelationshipin

CanadaMy own analysis of the correlation of income and wealth in Canada (discussed

at section 2, Table 9.} finds a strong ansdignificant correlation (.557), but one that is

imperfect and lower than the international averaga. example, among households in

the top 20% of the distribution by income, only 45.9% are also in the top quintiletfor ne

worth. Similarly, only 53.6% of households in the bottom income quintile are also in the

bottom quintile for net worth.

aside money out of current income flows. The conceptual distinctions between saving,
assets and wealth are discussed in Appendix B.



Anotherrationale for assdtased policys that there is an increase to wellbeing from

holding and accumulating savings and asgetsis separate and apart from their value as
stored i ncome. Thi efHectdeem ttédremedd ttehatd
hypothesized that assets genesseeral positive impacts on wellbeingaddition to

generating incomdor exampe, in the form of investment returns) and smoothing

consumption. He argues that assets enable individuals to take productive risks (such as
returning to school or starting a new business) that can lead tdedlongmprovements in

economic securitgnd hat ownership encourages individuals to attend to their assets,

making new investments to maintain or improve their original vagieerraden also

argues that the act of saving and accumul a
of efficacy and thir inclusion and participation in the wider economic, social and

political community they live in.There is a disjunction in éhliterature on savings

betweerthose authors principally concerned with the macroeconomic effectpgéiog

levers for geneating) private saving, and those principally concerned with the

microeconomic effectsf (and again policy levers for influencingdving and assets on

individuals and households. Within the body of literature osethrecroeconomic

effects there is a fther subsethat prioritizes the wellbeing of citizens with lower sacio

economic status. Thibesis belongs to this subset.

My chief concern are those households who liviewrincome and with low wealth.
poverty or with very limited financial resares. At times in this thesis, my discussion
includes attention to measures of household income as a flow out of which money might

be saved up and as the primary basis on which income taxes are calculated. At other



times, my discussion turns to the direffects on the assets of households (in particular
Chapter 8). References to Aincomed and Aw
with care to the context for discussion, recognizing a close if imperfect relationship

between these construct8hedistribution of income and wealth in Canada overlap but

imperfectly so.

Studies of the effects of holding tangible assesnelyhousing do find some evidence

for improvements to wellbeingn a range of measureslomeownership has been found

to be asociated with increased civic engagement and social cépteahberger, 1981;
Kingston &Fries, 1994DiPasquale &Glaeser, 1999) andith increasd family and

residential stabilityRohe &Stewart, 1996) Other studies find that homeownership is
associated with increased economic security by increasing parboipapaid

employment (Goss & Phillips, 1997; Miller Blontalto, 1998). Research on vehicle
ownership also finds that having a car increases employment, particularly for households
on income assistance (RaphaelRice, 2002; Baum, 2009) although Gurley and Bruce
(2005) suggest that it is access to the vehicle and not the ownership that is the important

mechanism.

Anotherarea of research asks whether ownership of one asset leade#s@scin the

ownership of other assets. The causal mechanism might be simply that some households
are naturally Osaversodo andmp@aarc e dstlaa te@nscdo r e
(Gale &Scholz, 1992) Alternatively,it might be thabwnership of a asset reduces

costs (for examplehe costs of borrowing when debt is secured by an asset, and as a



mortgage is paid off over time, the ongoing costs of housing) and therefore increases
disposable income out of which more savings can be geneatgeland, Lewis and
Shillington (2006) find that homeowners are more likely to have financial savings than
renters even holding age and income constant. Turner and Luea (2009) constructed a
modelbased on data coverirgfifteenyear period to lookt net worthoutcomes of
American households and find theimeownership is associated with an increase in total
net worth even when other factors such as age and income are controlled. Outside of
homeownership, some research has found that finazapéhl for higler educationig

the form of personal savings or early commitment progy@associated with increased
investments in human capital (Conley, 20Barr-Telford, Cartwright, Prasil &

Shimmons2003; Harnish, 2009

A third question in the literature ahe microeconomic benefits from private saving is
whetherfinancial assets hawepositive impact on household wbking that is distinct

from theirvalue in smoothing consumption (as in the case of precautionary or retirement
savings) or permitting thpurchase of some other asset (such as saving to buy a house or
pay for higher education). eRiews byScanlon andPageAdams (2001)Marks, Headey

and Wooder§2005) and Lerman and McKernan (2008)d a wide range of effects
associated with financial wehlincluding improvements to physical health,

psychological welbeing, familywell-being, child development, household earned

income, individual coping with transitions, and education outcomes of children.



As Lerman and McKernan (2008) note, there sibstantial problem of endogeneity
the ownership of an asset (financial or tangible) may be th# oestause of the
observed outcomes that seem to be related to that ownershigordibismis perhaps
most obvious in the relationship betwdwuseholdissets and earnatcomewhere

there are good arguments for the causal relationship to work in either direction.

However, the problem of endogeneity also appliesheraissociations with having

financial assets. For example, do households are, for whatever reason, innately

more capable of managing transitions (such as job losses or marital dissolution) have
some quality thamakes them more likely to savel? so, then an association between
financial assets and successful outcomesaasitions may not be a result of the financial
assets. FurthersavicKnight(2011)notes, it is possible that the asgeh and the asset

poor are different in some unobserved way even when the dependent variable (for
example psychological wellbeing aeducation outcomes of children) is the same.

Without addressing this problem of endogeneity, it impossible to say with any confidence

how importanfinancialassets areslatedto other indicators of wellbeing.

Advocates of government interventianiinprove the financial asset$ a wider base of
households (seéor example Ackerman &Alstott, 1999;Sherraden, 1991; Boshara,
2001;Barr & Sherraden, 2005) must be able to demonstrate that having financial assets is
a goal worthy of public policy inteention in and of itself. They have based their
arguments othe aboved a sesfeft arisirtg from financial capital alone. As

Rowlingson and McKay (2012yrite,t her e has been fAremar kabl

y



t hat such an eThieecamprehensivesviewsPageAuams,2001;
Markset al, 2005; Lerman &cKernan, 2008) of a large numbarcorrelational
studiessuggest strong associations datnot adequately deal with the issue of
endogeneity to show a directional and causal reldtiprietween financial assets and

wellbeing, independent of intervening variables

A first effort in 2001 to demonstrate an asset effect came from Bynner wha lerge

set ofpanel data from the U.K. National Child Development Study to examine the
relationship between personal financial assets at age 23 and a range of wellbeing
outcomes measured at age 33, while controlling for socioeconomic status at birth and
through childhood, as well as homeownership and employment earnings at both ages 23
and 33.Using OLS regression, Bynner estimati@ effects ofinancial assets on labour
market attachmenhealt, family life and citizenshipHe reportedhat increases in

financial asets at age 23 were associated, at ageiB8increases in fultime

employment and improvements in sedted health, and with reducademployment,
smoking, marital diAms@women,increases im tinantiahasketsi s e 6
were also associated with reductions at age 33 in unemplaty marital breakdown

smoking and political cynicism. However, as Rowing and McKay argue, Bynner did

not adequately address the endwjg problem since there may be some unobserved

®Bynnerreportstta t he panel survey includes a vari
low-grade psychological illness such as mild or moderate depression or dissatisfaction
with oneds | ife.



guality responsible for both the difference in assets at aged?8tmerved differeses in

wellbeing at age 33.

In a more recent paper, McKnight (2011mpr oved upon Bynner 6s 20
the same British panel data and examining observed financial assets at age 22 and

outcomes at age 33, McKnight extendedahalysis to include observed outcomes at age

42 but more importaht sheappears to have completed the only study of asset effects on
wellbeing to make an effort to contrfolr endogeneity. She developadreatmeneffects

model, in addition to aimpleOLS regression model cqgarable to Bynner Mc Ki ght 0s
treatment effects modaetcounted or unobserved differences i
accumul ate and/or acquire assetso to estim
Her estimates of the asséfieet using the OLS regressiaoverelarger but ¢ not

disappear under the treatment modattive assets of100° or moreat age 23 ledo an

increase in wages at age 33 by 5% for men and by 7% for women. Under the treatment
effects model, this declineslightly to an increase in wages at age 33 of 4% for men and

5% for women. Estimates for the effect of assets at age 33 on wages aiageelzn

larger at 10% under the OLS and 8% under the treatment effed&d fooboth men and

women. On her msare of physical health, she found that askstso improvel health

at age 33 and 42 but most of the efimasamong women. The measuwf

* Briefly, she constructs a control variable based on the assumption that inkiviitne
sample who have more choice and ability to acquire or build an asset at the first
observation (at age 23) will also be more likely to benefit from holding that asset by the
second observation (at age 33) so that by a third observation (at apav2¢stimate of

a treatment effect is possible.

> McKnight defined active assets as eitB@d0in liquid assets or £ in illiquid assets.
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psychological health showastdme improvement in reducing risk of depression at age 33

when assets are present at age 23 and a stronger effect by age 42 for assets at age 33. Itis

importantt o not e t hat Maodldisingulsh béeteeemhowd thel assets were
used or levelsf debt at a given point in time, but idccontrol for a range of other
characteristics that might predict asketding at age 23 or 33 including social class and
finances of the family of origin, educational performance, a proxy measure of health in

childhood and attitudinaifferences.

McKni ght 6s study has not been replicated
study by Bynner and the larger body of simple correlational research, it seems that there
may be some validity to @aim that asets, including financial assets, have positive

effects m individual and household wbking that are worthy of attention from policy

makers.

1.2 Choicesin policy instruments: Tax-preferred, accountbased instruments

There are a number of policy instnents available to a government wishiwggetherfor
macroeconomic or microecononmrgasonsto increase the savings and assets of its
citizens.Governmerd can transfer capitah the form ofpublic services For example
theycanprovideeducation tats citizens out of general tax revenutsisincreasing the
stock of human capitalf its population.Governments can ald¢mansfer capital agrants
of private goodsFor examplepast Canadians governments hpxavided grants of lang

housingor lump sum financial assistanteoughthe Dominion Land Grants and

11

a



Vet eransd Char t®Govetnhents can also segulat2 hedcénditions
under which citizens use markets (both depiasiing financial institutions and
investment marketsptsave and seek tghs on investment&overnments can offset
householdlemand for private saving by creating social insurance programs to replace
private saving, particularly for loss of wages and lorigem retirement ioome needs
(Hubbard, Skinner &eldes, 1995) Finally, governmerd can also create incentives for
private savingand asset acquisitidhroughtax and transfer (including vouchésystems
(Kosters, 19920ECD, 2007 Daniels &Trebilcock, 2005). This is not an exhaustive

list of policy instruments but illustratesome of théreadth of theelevantchoices

Within thesubset otax and transfer instruments, there is still more variation
Governments can identify classg#anvestment that will receive preferential tax

treatment For example governments might appéylower rate of income tax gavings

® The Dominion Land Grants through the™hd very early 2Dcenturies offered parcels

of land to ablébodied men willing to settle and farm lands in several Canadian provinces,
particularly the Prairies. The Veteransé
to returning servicemen following each of World War | and, with substantial

enhancements, WorMar 1l. Benefits included lump sum cash payments, housing
assistance, education and training assistance and capital for small business development.
In the immediatepostar budgets, demobilization entit
Charter were the largesategory of federal budgetary expense.

” As Daniels and Trebilcock (2005) note, voucher systems of delivery are similar in their
basic design to tax and transfer mechanisms. Both allow a consumer to make a choice
between competing market providers @cd or service and require direct contact

between the consumer and the market provider to access that service. Vouchers differ
from transfers only in so far as they are conditional on certain consumer choices and
market providers whereas transfers aftcassistance place no restrictions on use even if
there are restrictions on eligibility to receive the transfer. Many of the design issues

related to vouchers including targeting, eligibility, optimal value of the benefit and
supplyside failures applyaually well to policies that provide incentives through tax

treatment or cash transfers.
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bonds ovemvestments irequities Hubbard, 1985Poterba & Samwick, 2002;
Bergstresser &oterba, 2004Dimmock & Kouwenberg, 2010 Theymight offer
deductions against current tém@income and deféaxationto future time periods when
marginal tax rates may be lowafgnti & Wise, 1986; Veall, 200Milligan, 2003;

Nishiymag 2009; Alan Atalay, Crossley & Jeor2010). Or they can offaredts for

specific forms of assétoldingsuch as homeownership (Japip& Pistaferri, 2007;
Saarima, 2010)In this literature, sme authors find that these tax incentives have effects

on observed household savings and askaetsthess find no such evidence.

Some authors note that the variation in the tax treatment of equity and bond investments

and the existence of tadeferred savings providenatural experiment and that

households, if sensitive to tax incentives, should respond by allocating their total

household savings and assets in thestaxefficient ways possibleYet most studies

find that portfolios are not optimally allocatedproblenreferred to as the asdetation

puzzle (Zhou, 2009) althougisa househol d6s maingeasesails r ate o
allocation gets closer to optimgdmromin, 2003 Poerba & Samwick, 2002;

Bergstresser &oterba, 2004

Other studiesonstruct models, using either survey or synthetic tastimate how
much households would save if a tax incentiveewemoved or altered. Some authors
conclude that nearly all saving observed indakerred instruments woulthve been
saved in some other forandthatthe tax incentive ithereforeneffective (Ragan, 1994).

However, most conclude that some meanihgéution of the saving is new and that
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savings rise as the value of tfag incentive increase$jale & Scholz, 1992Venti &

Wise, 1986; Milligan, 2003).

Finally, some researchers look at household responpedic¢g changes in the tax
treatment otertain assets such as housidgppdil & Pistaferri,2007; Saarima, 2010;
Munroe &Kopczuk, 2013) and luxury goods (Joulfaian, 2013; Echevin, 2013). When
the tax treatment is different from one period to the next, or between substitute assets,
these resarchergexamine whethemouseholds adjust their portfolios to maximize their
aftertax wealth. Jappelli and Pistaferri (20@ndSaarima2010) foundhat changes to
the taxdeductibility of mortgages for homeowners have almost no impact on rates of
homeownership or household mortgage deBigcomparisonMunroe (2013 foundthat
households are sensitive to differences in the taxation of howamsgctionsvhen tax

rates increase sharply at a specific sale piigghevin (2013) looked at changes in the
allocations of French households in response to an increase in the surtax on household
wealth and finds thahere is no significant overall reallaon in household portfolios to

avoid or pay for an increased wealth tax.

Taken as a whole, the literature on the effectiveness dfdsgd instruments for
influencing household savings is mixetlhe tax incentives maghangebehaviourbut
only amonghouseholds with sufficient tax liabilityin some cases, household
preferences for particular forms of saving and assets, particularly housing or luxury
goods, are largely unresponsive to tax incentiBegdford (2000) notes that the sheer

variety and cmplexity in the tax treatment of savings examined in the literature is too
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great to support any meaningful generalizations about the effects of all taxation
instruments on all forms of saving on all household$e observed outcomes in

household savingsnd wealth may have more to do with factors not usually considered in
traditional economic analysis (GaleScholz, 1992). In addition to differences in

marginal taxable incoméouseholds are likely to hadéferent preferences for saving,
different conpeting demands on available resources and othefimamcial differences

in their ability to make use of instruments for saving and accumulating .agéleén tax
preferred instruments take the form of accelsed instruments, there may be reason to
sugpect they will have more impact because they will act on these other variables in

addition to delivering a taincentive.

A 2007 study by the Organization for Economic Cooperation and Development (OECD)
definestaxpr ef err ed accounst st haast fosfafve rn gtsa xa cacdovuannt
same study notes th@anada has, like many other comparable countries, a number of
tax-preferred accourbased instruments aimed at increasing household savings and
assets (OECD, 2007)These instruments offpreferential taxtreatment but also create
new vehicles for saving thugh new categories atcounts for specific forms and goals

of saving. Geneally the sale, structure, investments and deposit and withdrawal activity
in these accounts are subject to gangent regulation to qualify for the preferential tax
treatment.Currently in Canada, these include Registered Retirement Savings Plans
(RRSPs)Registered Education Savings PI@RESPs) Registered Disability Savings
Accounts(RDSPs)and TaxFree Saving AccountTFSAs) A complete list also

includestwo othernow-defunctaccourtbased and tagpreferrednstrumentsthe
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Registered Homeownership Savings Bland the mucblder and sho#lived system of
individual compulsory savingeollected througlthe personal income tasystemduring

World Warll.

Finally, for reasons discussed beldvadd owneroccupied hometo this list Canada

does not charge a federal or provincial property’ tlor does Canada tax homeowners

on the amount they save by owning over renting the same housing (Perry, 1951; Horner,
1983). When the government introduced a new tax on capitaligains t h €’tha 97006 s
capital gains realized upon the sal@waherocciyied homes were exempt from the tax

and that exemption has been maintained consistently for the last 40 years. Several
studies have suggested that households treat their equity in real property as another form
of savings account (Cocco, 2004; Klyugwlills, 2007), even as one account in their

overall portfolio for longterm savings goals such as retirement income security
(Schelleerg & Ostrovsky, 2010). Furthermore, home equity Isomemoreliquid

andfungibleover timeas a result ofiew financialservices products (such as home equity

8 Under federaprovincial tax agreements of 1941 and 1947, provinces agreed to suspend
provincial taxes on real property. In the pastr period, provinces shiftezivay from

taxes on real property leaving it as a form of taxation for local governments (Perry,
1951). The notable exception is in the case of land transfer taxes payable to a provincial
government in some but not all provinces. For example, in Onkemoebuyers pay a
onetime tax equivalent to between 0.5% and 2% of the purchase price, with reductions
for first-time buyers.

° A capital gain (or loss) is the difference between the cost of an asset when it was bought
and the price when it is sold. Fexample, an asset bought for $20 and later sold for $30
would create a capital gain of $10 at the time of the sale. Capital gains are taxed at the
same rate as taxable income but only one half of the total gain is subject to taxation.
Capital gains exeptions on housing do not apply to secondary residences or investment
properties. Taxpayers can also claim a deduction to reduce or eliminate their effective
tax liability, up to a cumulative lifetime capital gains deduction limit of $750,000.
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loans and reverse mortgages) that offer credit secured against equity in an owner

occupied home.

The value of equity in a primary residence grows without taxation, can be withdrawn
(either through sale or throud@nancial products that render some portion of the equity
liquid) without taxation. Regular mortgage payments act, in many respects, as a kind of
forced savings, requiring borrowers to repay some part of their debt and improve their
equity stake in the ast. These characteristics make housing equity comparahle, in

important respects, wther taxpreferred registered instruments.

Table 1.1 (below) summarizes tfieal list of these taxpreferred and accouiased

instruments to be discussed instkhesis.
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Table 1.1 Summary list of past and present taypreferred and accountbased instruments for

individuals and households

Instrument Introduced Terminated Purpose
(year) (year)
Home equity NA Ongoing Owneroccupied housing is

exempted at all times from
taxation on income in Canada
including capital gains realized a
time of sale

Compulsory savings | 1942 1944 Raise wartime revenues, reduce
inflation and defer income for
postwar reconstruction

Registered Retirement| 1957 Ongoing Individual savings for retirement
Savings Plans (RRSP) outside of workplace pensions
Registered 1974 1985 Individual savings for
Homeownership homeownership

Savings Plans

(RHOSP)

Registered Education | 1974 Ongoing Family savings for higher
Savings Plans (R&P) education

Registered Disability | 2006 Ongoing Family savings for dependent
Savings Plans (RDSP) children with disabilities
Tax-Free Savings 2008 Ongoing Individual savings for any
Account (TFSA) purpose

Not withstanding the mixed evidence for #féectivenes®f tax incentives for saving,
tax-preferred and accoubtased instruments may have certain advantages over other
policy instrumenrd in shapng household ownership and acquisition of assé&tsese e

summarized below

1 Benefits aremoretransparent Theface value of théax benefit or transfer is

clearbothto recipierts andto thebroader public. This offers political advantages
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because citizens can know how much each beneficiary is receiving. By
comparisonpromoters okocial insurance systems funded througgurance
premiums and public goods or services funded through taxes have a more difficult
task in demonstrating costsdadirect financial benefit® voters

1 Benefits can baighly targetedparticularly where the personal income tax
system is involved. Compared to public delivery of goods or services, there is a
lower risk of deadweight loss and freder problems. Berfiéis can be targeted to
specific subpopulations, particularly where ability to pay is concerned, and can be
regularlyadjusted at least annuallywhen tax returns are filed.

1 Separate vehicles are createddeparatesavings goals Each separate registdre
vehicle is associated with some normative goal for saving. For exdRipBPs
are for retirement saving and RESPs are
separate labels signal which savings goals the government is prepared to
support®

1 Benefitsaretied to positive individuabehaviour Social insurance systems
provide mechanisms for pooling riskd deliver benefits when eligible citizens
face therisksfor which the insurance is intended (for examjub losses in the
caseofCan ad a 6 s enElmspranceypnogrgm In the case of the tax

preferred savings instruments, the benefits are paid only after the abobdet

19 As will be discussed in Chapters 4 through 6, there are exceptions to this feature. For
example, the Ta¥kree Savings Account does not restrict the purpose of the savings or
their uses when withdrawn. However, it was introduced as a complementary ¥ehicl
retirement savings alongside RRSPs.
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has taken some desirbdhaviouropening an account or making deposits out of
their own money).

1 Distribution and adminisation is largelyoutsourced Taxpreferred savings
vehicles are all, without exception, available to sagatgthrough consumption
of privatefinancial services. RRSPs, mortgages, RESPs and the like cannot be
obtained from any government departmeragency, only through egulated
financial service provider. These financial service provitlaxeresponsibility
for marketing and distributing the accounts and for the ongoing administration of
the accounts. This includes, for example, receiving siepaalculating interest,
preparing account statements, preparing forms for tax purposes and reporting on
account balances and activity to govern
implementation is substantially reduced, compared to administration of public
services or social insurance programs, even when the instrument includes a cash

transferin addition toa taxbenefit.

In choosing between different policy instruments to achieve some desirédigdhis
case improving the savings and asseiadif/iduals and householdsthe advantages of
tax-preferred accourtbased may be important to polayakers (OECD, 2007).
However, | believe that tilse instruments aldmave effects on citizens that have been

largely overlooked.These are listed below:

1 Requiring attachment to mainstream financial servi@ssving in each instrument

can only be achieved by buying a financial product from a regulated, mainstream

2C



financial services provider such as a bank, credit union, trust company or
brokerage. For citens withonly avery weak(or even noengagement with
mainstream financial services, tim&y bean important obstacle to using the

policy instruments. Marginalized citizens with more limited personal resources,
the very ones who might see a proportigniarger improvement in their

economic wellbeing by acquiring new assets, are also more likely toriaree
negative perceptions @ihancial institutions and to feel they arawelcome in

retail banks or credit unior{8uckland, 201Q)

Using tax exempins, deferrals and deductiorSach instrument has some
preferential tax treatment, whether exemption (deposits and earnings in the
accountare nottaxed as income), deferral (deposits and earnings in the account
are taxed latetikely at alower rate) or deductions (some deposits trigger a
deduction against taxable income). These benefits are only useful when an
accourtholder has a tax liability and thenefitsrise with marginal income tax

rates.

Normalizingcertain kinds of savingFor citizens wih savings goals that conform

to the label of each separate instrument, the distinct accounts may help them save
simultaneously for different goals. Behavioral economists have noted that savers
typically maintain Ament aéresawwcesdan nt so t o
different purposes, even if the dollars are held inpoad (Thaler, 1990; 1999)
Making these fAimental 06 accounts explicit
they match the goals (or successfully shape the goals) of citizens (Thaler, 1999)

The goals chosen also reflect certain social norms about which assets are and are
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not worthy of saving towards or worthy of government assistdmeever, for
savers with goals that are outside of thes@alnorms, the labels attached to each
accountmay create a further barrier. Citizens with smaller resources may be
more likely to have goals and preferences for saving that fall outsideiof-pol
sanctioned norms (Whyley Bempson, 2000)

1 Permitting fungibility.Each instrument builds financial cagdithat, while perhaps
intended for a specific type of goal (such as supporting retirement income needs
or paying for a c¢ hiblylddssholdta atlteeapurposes as ¢ a n
well. In some cases, mechanisms for withdrawal are in place (fompdga
RRSPs allow for early and tdbenefitted withdrawals for adult learning or
homeownership). In others, rules allow for transfers to othelndaefitted
accounts if the moneag notused for the original purpose (for example, unused
RESP balances mdpe transferred into an RRSP to reduce taxes that would
otherwise be due)ln some cases there are no restrictions on how the money can
be used as long as basic withdrawal conditions are met (for example, TFSA
money can be used for any purposénally, in all cases, positive balances can
improveaccess to credit or other financial products and servteescumulated
capital in these instruments is not perfectly fungiblthe way that cash in a

deposit account might be. However, these instruments create household resources

X For example, savings in any of these vehicles would be included by lenders in an
assessment of lending risk and larger dollar values of assets will contribute to access to
larger amounts of credit at lower intsteates. Furthermore, Canadian financial
institutions all maintain a minimum threshold of the dollar value of investment portfolios
before granting access to their private investment advice services.
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that are far more fungible, than for example, government pensions or social
insurance. Over time, as new financial instruments have been creataabfind
policies have changed to allow for more transfers and withdrawals, these
instruments have become more fungible than in the j@agtthe quality of

fungibility has a negative effect for households currently on or expecting to need
meanstested beefits. With few exceptions, meatessted programs require that
households liquidate and use their savings for current consumption needs. These
meangests are justified in part by the fact that the savings are fungible and
therefore can and should be ddeefore public assistance is provided (Robson,

2008).

1.3 Prior research on taxpreferred savings and household assets in Canada

Having argued that savings and assets are iaoid microeconomic wdlkeing,that
tax-preferred and accoubased instmnents have unique features as mechanisms to
distribute assets andwags, his section now reviews prior relevant research that has
informed myresearch questions for this the#is.described above (page 4), | am chiefly
concerned with inequalities faceg poor Canadians in their opportunities to use and

benefit from these tagreferred accounts.

Previous st udtipeferred davinGsansteurmheants Isavettemded to look at
each instrument in isolation. Some previous studies have looked sgpataffects of
RRSPs on household saving (Milligan, 2003; Steele, 2007;&\lalh 2010), at

implementation issues associatethWRESPs (Knight, Waslander\&ortsman, 2008;
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Wong, 2010; Girdhary, Simonova RBefebvre, 2010Schwartz & Bershai, 2012 and at

early effects of the TFSAs omtsehold portfolios (Scarlat Befebvre, 2009). These

studies haveitherquestioned whether households would have saved at the same rate for
the same goal (generally retirement or education) absent the incentieepaiicy

instrument, ohave described features of a specific instrurtigitreduce their

accessibility foppoorhouseholds.They have not taken a horizontal look across the

instruments to identify common design features and eftedt®useholds.

Two other studies have described the distribution of some of these instruments. Using
bivariate analysis of the 1999 Survey of Financial Security, Kerstetter (2002) presents
several cross tabulation$ household wealth in Canada that inclineisingequityand
registered savings such BRSPS He reports thatin 1999 the poorest 20% of
households (measured as net waouintile) ownedless than 1% ofllaregistered
financialassets® andless than 1% of the total stock (measured as market value) of all
owneroccupied homein Canada. By contrast, the richest 20% of Canadians in 1999
owned 72% of i registered financial assets and 48% ofttial stock (again measured

asmarket valugof all owneroccupied homesHe asserts that

12 Kerstetter notes that his cross tabulations wezated by analysts within Statistics

Canada and purchased as a custom data product on a fee for service basis.
BKerstetter reports these as ARRSPs and ot
further explanation of which other registered savingsraii@ded in this category. In the

1999 survey, RRSPs, RESPs, RHOSPs and Registered Retirement Income Funds were
included as well as the imputed value of registered workplace pensions. Kerstetter

reported (p.7) that the data he used excluded workplacepsns
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The tax policies oftte federal government and some provincial governments have
conferred huge financial benefits on the very wealthiest people, the one group
capable of fending for themselves. Some of the tax breaks for the rich were so
lavish that governments actually wenit of their way to hide #ir full impact

from the public. (p.60)

He goes on to suggest that this inequality in the treatment of household resources has
likely increased oveil wealth inequality in CanaddiMaking the tax system more
equitable shouldertainlybe a priority for any government genuinely conceraleolut

the skewed distribtin of weal th in Canadao (p.62).

Ker st et tdie nobleok at theuddtsils of tepreferred savings instruments to

describe the mechanisthrough which theymcourage assetccumulation or why, in

their designthey principally benefit wealthier households.er st et t er 6 s dat a
not differentiate between the three different registered accounts that were included in the
1999 Survey of Financial Securitgetyeach of these is aimed at different savings goals

and delivers incentives in different ways through the tax system. Since 1999, there have
been new taypreferred registered savings instruments created that should be included in

a discussion of the faiess of the use ¢éx incentives to boost household savings and

assets.

In 2006, Morrisette and Zhang conducted a similar bivariate analysis of both the 1999
and 2005 Survey of Financial Security. Like Kerstetter, they report on the overall

distribution of net worth in Canada and on the rates and mean values of ownership of
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certain categories of assets for households across net worth quintiles. Like Kerstetter,

these authors do not report separately on each of th@déred savings instruments or

on net housing equity and only report on the mean amounts owned by households in three

of the five quintiles.It is important to acknowledge thidie chief objectivefor

Morissette and Zhangas to provide more uf-date information on wealth inequality i

Canada and to present findings on a proposed measure of severe financial vulid@erability
defined by those authors lsuseholds livingvith bothlow-income with no financial

assets or financial assets that, if liquidated would not raise them abousctowe. It

was not to verify Kerstetterds claims rega

and assets of wealthy Canadians.

1.4Researchquestions for this thesis

In short,neitherof the studies described abdvave discussetthe set otax-preferred
instrumens as a type of policy lever for influencing household finanetiavioumwith
policy advantages and weaknessesdmatcommon aosseach of the sampled
instruments. Merefore his thesis first ask®o the instrumentbsted in Table 1.hold
together as @oherentsetof instruments that have sufficiesttaredpolicy history and

design that they should be examined togethereratian only in isolation?

To address this questionyse thdimited Canadiariteratureon the topiandpresent a

new and detailetistorical accountrom archival sources on each of the instruments of
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interest** The aim is to understand how andyngach instrument was created, how they
were viewed in the public policy discourse at the tand which Canadians haye
historically, used theml conclude that across all instruments, the policy was created
without adequate consideration of the effextipoorer Canadians. | find that there have
been more recent efforts to make some of the instruments more progressive but the
changes are either too early to show impact or have not adequately corrected the

underlying inequalities in the instrument design

Kerstetterds assertion is that these instr
weal thier Canadian househol ds. Whil e he d
s y s t anestudy of government incentives for household savings in the Unitae St

has. Woo, Schweke and Buccholz (2004) conducted an evaluation of federal policy
instruments in the United States that WfAenc
mai nt enan c e7)ambng Ansescartirglividudlspand households. They include,

in their set of instrumentdoth tax credits and direct transféng only for four selected

asset goals: homeownership, retirement savings, general investment and small business
development.They provide a very brief description of the instruments assdoratk

each of these savings goals astimate the value of the spending for households at

different levels of net worth usingraicro-simulation databas@hey conclude¢hat the

federal policies in the U.S. disproportionately benefit wealthier Americapart

' The discussion on the taseatment of housing equity is unique since it has never been
included in the taxation of income in Canada. It is addressed through the discussions of
RHOSPs and the Homebuyer o6s Pl an.
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because they have been created in an uncoordinated way, without attention to the growth
of incentives for wealthy savers to maintain and enhance their assets, and in part because
the majority of the policy instruments rely on tax credits that attér value to

households with little or no tax liabilityAs in Canada, each unique program may be

visible and some of its effeatsay have beestudied but the combined effects from the

collection of programs, had not previously been examined.

Howard (2007) has described the entire set of tax exemptions, deductions and other

credits (collectively referred to as tax expenditures) in the U.S. as a hidden welfare state.

He writes: fAgovernment is essentially coll
6pured system and cutting s onmdesiekwagyer s a
such as buying a homeo (p. 16). Noting tha
objectives as direct spending, Howard argu
American welfare state does little to reduce poverty or narrow the gap between rich and
pooro (p.205). AWhile these programs are
are titled toward the middle and uppeiddle class. They are a thin but pickily

attractive version of universalismo (p. 206

| do not look at all federal policy to promote savings or at all federal tax expenditures but
instead at the smaller number of instruments where these two features inteesang H
constrained the atysis to thisset of savings policy instrumentgyose asecondesearch

guestion for tk thesisDoes the set of instruments examined form a welfare system?
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And, as a corollarylf so, is it progressive or regressjand is it broadly consistent with

Canadaodos | i beral welfare regi me?

Daniels and Trebilcock (2005) argue that a welfare state, of any typology, may have
systems within it to:
1 promote economic stability,
1 regulate public morality, promoting certain socigbiseferred activities and
discourging others;
1 build social solidarity, maintaining a sense of shared identity and willingness to
engage in collective action;
1 insure individual risk, protecting citizens from rigkgy cannot manage alone
and for which market solutiorese inadequate
1 provide equitable distribution of resources, reducing the risks faced by the most

destitute citizens.

When taxpreferred savings instrumerdire used to promote macroecmmogoals, |

argue that theyneet the criteria for inclusion welfare analysisn the basis of

promoting economic stability. When the same instruments are used to promote
microeconomic goals, | argue that they meet the criterisclusion on the basis of
regulating public morality (by prioritizing certain forms of saving andtasseer others)
and insuring individual risk (by supporting households in building and maintaining new
resources that can prevent, mitigate or manage risks to wellbeing). Whether these

instruments also promote an equitable distribution of resourceogseanquestion. If
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the set of instruments does share a common history, key features in their design and a
central policy aim (increasing household savings assets), thethey should be

regarded as a system of delivering welfare to Canadian househslaggest that, owing

to financial and notfinancial features, these instruments are largely regressive and confer
far larger benefits on wealthier households, in effect allowing households in the top net
worth quintile to shelter from income taxes fuliglf of all their household assets
(excludingworkplace pensions, and likely more if pensions are included), more than any
other net worth quintile. At the other end of the distribution, the poorest 20% of
households have, at the median, none of theisdloaid assets in these {areferred

assets. Whether this system produces, on balance a net gain or loss to rich versus poor
households, after taking into account progressive income tax rates, all possible
adjustments to the tax system outside of incamed, all possible adjustments to
government spending and all possible behavioral adjustments on the part of Canadian
households is beyond the scope of this theslswever, these kinds of questions about

the cumulative effects of an expanding list adgmams are rarely if ever asked.

Discourse on these instruments generally treats each one in isolation, with most public
information aimed agxplaining or critiquing their features as financial products for
consumers. Yet, each seemingly minor adjustrteeannual contribution limits or

withdrawal rules has important and cumulative implications for the policy impacts of
these instruments. I n this sense, the con
systems are compatible with analyses that haverpd e d t o Hinakonghy a | pol i c

stealtho (Battle, 1998).
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To address the question of consistency wi

EspinpgAnder sends (1990 and 200 6 Hepfoposesitbat o r k
each welfare state (regmeoin his work), is made up of systemspaflicies that:
1 involve some expenditure of the state;
1 can be characterized as either institutional (conferring benefits on the basis of
citizenship) or residual (conferring benefits only in cases of demonstrage);
1 give expression to a conception of social citizenship, conferring (or denying),
enhancing (omoderating certain social roles, rights and particularly (in his

framework) relationship with labour markets.

My evaluation othe selected set of poliggstruments for consistency withliberal
welfare regimas alsoinformed bymy historical research that reveals something about
the character and expression of social citizenship associated with each of the tax
preferred savings instruments | examitigis also informed by a reviewf information |

have compilean the federal expenditures on each of theptaterred savings

instruments, including foregone tax revenues and direct transfers into registered accounts.

| find that the expenditures havengeally increased over the last fifteen years. | also
conclude that, while the interactions makes it impossible to arrive at the kind of total

dollar value estimated by Waial. (2004), the dollar values involved are substantial.

EspingAndersei® spproach to welfare regimes also demands analysis that goes beyond
studies of public expenditures. Thereforexpand on the studies by Kerstettrdby

Morissette and Zhang¢p examine how the selected savings instruments are distributed
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among households with different levels of net worth and how significant they are to
household portfolios (as a share of total household assetisppresent the results of

an exploratory qualitative study to understand differences in thé&memcial

considerations (such as information gaps, normative savings goals and social rights) that
may play an important role, interacting with the income tax system, to shape the
opportunities and capabilities of Canadian to use public policy instruments tarshve

acquire assets for their own wellbeing.

1.50utline of the chapters to follow

Il n sum, my two research questions are firs
past and present tgpreferred savings instruments, asgtondwhether such a séorms

a welfare systerand how that system might be characterized. Before turning to the new
reseach thataddresssthese questions,Hapter2 provides a literature review on a wide
range of microeconomic theories of how and why individuals and hodsefave and

build assets. | take a perspective that integrates multiple factors described by previous
authors andhighlights hatthe opportunityto save and acquire assetsnore complex

than simple measures alilitiesto pay. ChapteB presents agw compilation oflata on
federal expenditures on the presday taxpreferred instruments through both tax
expenditures and direct transfers into registered accounts. The aim of the chapter is to
establish thagxpenditures on thesestruments are laegand important ways of

distributing public funds. Chaptedshrough7 present aetrospective analysis the

original designand then evolution over timef each of the tapreferred accourbased

instruments as well as the antecedent example, ceonyudavings through taxation.

32



The aim is to identify whether the instruments share common histories and policy
features and also whether these features enhance or decrease the capabilities of poorer
Canadians to directly benefit. Chapdgrresents thenethodology and results of a study

to expand on the work dferstetter (20023s wellas Morissette and Zhang (2007

Chapter9 presents the methodology and results of the exploratory qualitative study on
public perceptions and responses tofeeferredsavings instruments. Thencluing

Chapter 10responds to the two research questions and then, briefly, suggests some

considerations for future research and policy.
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Chapter 2: Theory on personal savings and asseiccumulation

In Chapter 1, began aeviewof the evidence that savings and assets may have welfare
effects on individuals and households. | also reviewed the evidenanéhbipe of

policy instrumend tax policyd can influence household savirgsd choices in asset
holding. | haveargued that tagpreferred and accouiased instruments, as implemented
in Canada, shia certain common featur€ghese, again, are: the requirement for
engagement with private sector financial services; normalizing only certain reasons for
saving; the us of the income tax system as a way to deliver a financial incentive; and,
some fungibility of the financial asset within each account. In this chapter, | take a step
backwards toeview prominentdeas and theoriedbaut household savingddeas and
assimptions in these theories havéglieve, influenced policynakers as they craft

policy instruments to promote household savii@e theoretical perspectives reviewed

in this chapter offer a range of ideas about whysebold savings are importéntor
microeconomic or, conversely, macroeconomic reasons. They also offer contrasting
views onwhat levers might influendeousehold savingsutcome8d changes tinterest
rates, changes twuseholdncome,appeals tpersonal motivesand methods that use
findings from the behavioral science® practice, there is only raredyyevidence that
theory has had a direct impact on policymakers. Howd#veory can become part of
policy discourse and can imdctly shape the underlying ideas, options and prigsritbe

policy-making.

As | noted in the previous chapter, governments might have reaormmic and micro

economic rationales for promoting saving and aasetmulation among citizens. These
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governments also have several choices of policy instruméntkis chapter, | argue that
macraeconomic versus micreconomic rationalesvhile not necessarily mutually
exclusive canlead to very different choices of policy instrument. | also argue that
underlying ideas about how and why widuals save and bidiasset8 including

theories of morality, theories that prioritize motivation and theories that emphasize
institutions and choice architectdrewill each point towards different policy choices. |
conclude by arguing faattention to both individual and sitional factors, as well as
the interactions between theda.myreviewo f Ca n a d a-preferredepblig o f t a x
instruments that follovin Chaptes 4 through 6, | adopt this perspective, arguing that
individual and institutional factors wilhteractto shapebserved outcomeslhe concept
of capability, introduced later in this chapter, is key dravs attention to the superficial

universal t y of Ca n grefarted accowiiased davingsanstruments

2.1Historical ideas: Saving as moraact versus saving as macreconomic goal

Why do some people save and build assets? Why is it that some individuals do not save
or build any assets? How do we account for observed differences (persistent or
changeable) in the distribution of householebith? Any response to these questions
belies certain fundamental assumptions and, in the policy context, prescribes certain

kinds of policy responses.

Nearly all of the celebrated early political and economic theorists took some position on

the question of private property and its relation to the role of government.
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Il n fAOf Rackefrepnnted/immMacPherson, 1978) argued that the individulad rig

to unlimited individual property is a natural law. Whatever a person makes through his
own labour is, says Locke, s@¥idently his own property and so too are whatéeens

of tangible or financial capital required for the work of creatipgaglucd the freedom

to make and retain capital is, according to Locke, the surest means of placing reasonable
constraints on political power and forms the basis for democratic governance and

development.

Il n AThe Or i giRoussedreprimed imp MaPhdrsony 1®78) countered that

a natural law should lead to more equal outcomes in the distribution of ownership. This
argument of course demands an a priori assumption that all persons are equal, at least at
some point, in their ability to perform laboand to create wealth out of that labour. If
inequalities in wealth exist, argued Rousseau, then the natural law argument implies that

any order or institution that deprive some labourers of ownership is totally unjustifiable.

Later,in Chapter I, Book | o f i OfreprintecoirpMacPheyson, 1978)ill

argued instead that those inequalities are only due to accidents in the evolution of social
and political institutions and, as such, can be remedied through policy ctome.

tension between memconomic concernsn(this caseprotecting property righjsand
microeconomic concernsn(this casepromoting greater equality) is evident in these

foundational writings in economic and policy theory.

36



Starting in the 18 and early 28§ Century there weretwo distinctveins of thought about

saving The firstfocused on micr@conomic concerns and maaenoral argument about

the virtue of saving and capital.lhese ideas developed before any suggestion or

evidence for economic or welfare effects a¥ing and assetdVhereas the literature on

the €686§set &6 posits t lyaeodf forsndiwduals @rel hoaiseltbldsas s et s
the 19" and early 28 Century moralists argued that saving and building assets was

morally good of individuals and haeholds to doBecause these authors also
recommended that the act of savtherg coul d i

literature on the asseffect is vulnerable to critique as a renewal of the moralistic ideas.

The secondhistorical vein of thoughcomes from the development of macroeconomic
andspecifically monetary theory. For these authors the chief concemethe need for
investment capitaand macreconomic stability> Rather than focus on the household
level, these authors looked at thegtional aggregate level of saving where distrimalo
issues are less importarithese authors were the first to argue that policy choices of
governments, includinopcentivizing savingshrough taxation, can and do provide

incentives (or disincentives) accumulate capital.

The next sectianbriefly highlightsome illustrative examples of eaghthese moral and
macreeconomic traditionbefore discussing what more contemporary theory and

research may have inherited from each

> This is in contrast with the e#st theorists who were principally concerned with
property rights in the economy as a whole.
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2.1.1Saving as moralact
In the morality tradition, there are books suci bsft, a slim volume produced in 1876
as part of a series by Samuel Smiles, a popular writer efigiglfand pogphilosophyat
the time In the book, Smiles wrate
é comparatively few people can beh: but most have it in their power to
acquire, by industry and economy, sufficient [wealth] to meet their personal
wants. They may even become the possessors of savings sufficient to secure them

against pemty and poverty in their old age. (p.27)

For Smiles, the key factor in observed differences in wellbewgpersonabehaviour
and morality
Is it possible for a man working for small wages to save any thing, and lay it by in
a savingshank, when he requires every penny for the maintenandae trhily?
But the fact remains, thatitd one by many i ndustrious an

if some can do this, all may do it under similar cmstiances. (p.26)

Smiles went further, arguing that the poor who lack any savings or wealth, have only
themelves, and their weak moral characterblame for their misfortunét Pe opl e who
spend all that they earn are ever hanging on the brink of destitution. They must
necessarily be weak and i mpotent [ é&] They
The action of savingnd, slowly over time, building even modest wedithgfor Smiles

and his contemporaries, a moral quality, reflecting something of the character and quality
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of a person. AAs a guarantee of iIindepende

economy is atimece ennobled and raised to the rank of one of the mo#gbnmus of
Virtue-28), wiotep Smilesd. Later in the same volume, Smiles presenbeidf but
intriguing list of positive effects from individual asset accumulation and ownership:
Its verypractice is improving. It indicates selénial, and imparts strength to the
character. It produces a wetigulated mind. It fosters temperance. It is based
on forethought. It makes prudence the dominating characteristic. It gives virtue
the masteover selfindulgence. Above all, it secures comfort, drives away care,
and dispels many vexations and anxieties which midtgraise preypon us.

(p.32-33)

This list of effects stands in contrast with the more recent theory and evidence regarding
theeffects of assets on individuals and househ@d®wed in Chapter.1More recent
authorshaveemphasizé economic effets beyond smoothing income or effeats o

wellbeingt hat do not include i mprovements in

These passages frdémilesare illustrative ofbody of literature that arguebat the act
of saving out of earned income haoralquality that demonstratebe virtue of thrift.
Thisis a theme also evident angenre of morality fiction based on Protestant (often
Calvinist) values and codes of conduct that was also popular in the mid andate 19
Century(Templin, 2004) Theseworks of fiction extoledhe virtue ofthrift, exemplified
by living modestly and building wealth through small, steady savirighis value of

thrift, arguedMicCloskey (2006), is a blend of two cardinal virtues of temperance and
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prudence. As such, thrift is thought to demonstrate both fthigy &b restrain from
spending in the face of temptation and the ability to exercise forethought, egeson
Apracti cal Tewedtbyrothigemppeiyemay not have the same moral
fiber, or the opportunity to acquire this fortitude iy acquire their wealth through

means other than patient, deliberate thrift and saving.

It is a moral view likely heavily influenced by the same Calvinist code that was the

Ssubj ect TDhée Prabstane Ethic eind the Spirit of Capitali€i830). Ths Anglo-

Saxon Protestant asceticism was, according
acquisition, but against the irrational us
solid comfort of themiddke | ass as an i de alimiéatiogq@ . 116) . )

consumption is combined with this release of acquisitive activity, the inevitable practical

result is obvious: accumul ation of capital

What matters more than the having of wealth, to these authdihe method through

which it is acquired. Even the very wealthy industrialist and philanthropist Andrew

Carnegie (1900, reprinted 1962hoednany of the same arguments about the moral

superiority of workingclass saverdnh i s chapt entagesofpvbet ffadv a
Carnegieargued hat men rai sed without wealth are |
hardwor ko (p. 54) . I n descr i bmersgn Amerisa, ad mi r at
Carnegierefeedt o Mt he rmd g iocwnpea veehd ppsiedaf @ssobicign a n
between ownership and good character. However, even for those with wealth, Carnegie

argued that they too have a duty to exercise thrift:
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The duty of the men of wealth: To set an example of modest, unostentatious

living, shunningdisplay or extravagance. To provide moderately for the

|l egiti mate wants of those dependent on
trusteeand agent for his poorerbrete n, [ é] doing for them |

would or could do foritemselves. (p.25)

This duty to provide redistribution through philanthropy includes an obligation to
alleviate the deepepoverty and destitution, wro®ar negi e, but Ai n doir
thoughts should also turn to the benefits that are to accrue to those that are yahdound

industrious and seeking through | abour the

The legacy of this branch of thinking and writing from th& &éntury is a kind

of fibootstrap capitalismo (Stoesz, 2007) t
and hard work,hat glorifies thrift and posits the act of saving as a virtuous,

nearly sacredhehaviour The working poor, particularly larolwning farmers,

are given special status for their good character and morals, as revealed by their

ethic of hard work and restreed consumption However, there is some debate

about the moral wplity of the wealthg who are to be judged harshly for their

avarice or sloth but may be redeemed by philanthropy according to Cathegie

The poor who are lazy or wasteful are deemed umdesg in a similar thread to

theBritishd and later CanadignPoor Laws (Robsor2008.

18| ike Carnegie, Smiles also cautioned the wealthy to demonstrate the same thrift and
restraint as their working class counterparts, suggesting that it isneicanehaviour
rather than economic resources that are most important to him.
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What is implied but never stated explicitly in this perspective is that the financial
outcomes of an individual or househdlgartiaularly whether or not they have
anysavings or assdlisare presumed to be entirely within the control of individual
economic actors and outside of the influence of either markets . sWfihin

these moralist texthere is no discussion of the role of public and private

institutions in &aping opportunities, risks and returns to saving or investment.

212 Savingso in early macroeconomic theory
The most dramatic departure from™M@ntury writings about #virtues of thrift

likely camefrom Keynes and his contempoies inmacroeconomic theody

Hayek and Mises. In fact, in hideneral TheoryKeyneg(1936)b e moaned fit he
opprobrium of two centuri esdbeehwritngr al i st s a
according t o aextolingthe wvittue of the udnoost of thidtrd e

e ¢ 0 n o@mhgpter 2Q).

A full exploration of the distinctions and disputes between Keynes and the
Austrian school (namely Hayek and Mises) is outside of the sddhisdhesis’’
butit is worth noting two important diéfrences. The first, and batknown, is

the difference in theroposedconomic eects of savings. Keynes (1930

o] summary see Garrison, R. (2004

YFor a g d
e Theory of Histog of Palittcal BcermmwolCy c | e 0,

the MisesH a y
36(2).

0
k
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suggested a Aparadox of thrifto in which a
thrift reduces consumer demand and creates excess saving that is not absorbed by

the market? Although, in the shoftun, saving proves beneficial for individual

consumers and households, in the lofrgerfirms respond to falling revenues by

reducing production costs and wages, which in turn further reduces demand and

leads to a recessionaryiigh. For Keynsians, savings and thrift may be good in

small doses but are potentially disastrous if widespread.

By comparison, Hayek and Mises were concer
construct Hayek1933t r aced back (Tlhe D&8fencetoflftlaynd s t e x t

written in or near 18Q4According to both Mises and Hayek, saving or frugality

in the market is fAforcedo wHeWhlever interes
Hayek acknowledged that savimgthe shorterm reducsrevenues for fins, he

did not pedict this wouldead to a recessionary cycle as Keydiels Instead, for

Hayek and Mises, markets will always eventually clear this excess saving by

mobilizing it as investment capital and returning to some equilibrium (including a

balance between inddual savings and investment capital used by fjrnhs

Bltis not clear from Keynesd writings whethe
for investment capital is lower than the rate of saving because no further expansion is
possible or because there is no economic incentive to do so. His parable of the banana
republic in theTreatise on Moneposited a closed economy and did not imagine

diversification in the production of goods and services.

19 Here artificially low is taken to mean at a price reflecting the real rates of risk and

return where all costs are known to capital investors.
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fact, for Mises (1966), the greater source of macroeconomic risk is

Amal i nvest ment 0 o rledbyfacieaceess tosradinpt i ono f ue

A second important distinction between Keynes and theridnsichool is the factor
which each supposes will have the greatest incentive (or disincentive) effect for
individual savers. For Keynes (1936), personal incomes were key. When wage incomes
rise, savings also increase (although at a rate lower thaaldapestment):
The fundamental psychological law, upon which we are entitled to depend with
great confidence both priori from our knowledge of human nature and from the
detailed facts of experience, is that men are disposed, as a rule ancoerfye,
to increase their consumption as their income increases, but not by asstineh a

increae in their income. (Chapter 8)

By contrast, Mises (1966) wrote:
It is necessary to remember that the greater propensity of the wealthier classes to
saveand to accumulate capital is merely a psychological and not a praxeological

fact? It could happen that these people to whom the inflationary movement

0 praxeology is a term dating back to thd Century, referring to logidggos of action

(praxis). While it has been associated with"i@entury French philosophers, the

Austrian economists used it to describe the foundations of their scientific method. The
Austrian school rejected logical positivism and instead argued that the fundamental
assumption, from wich the other necessary theory could be deduced and evaluated, is

that human beings engage in deliberate action. In the passage above, Mises is asserting

t hat a preference for or fApropensityo towa
differences, notifferences in deliberate action.
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conveys additional proceeds do not save and invest their boon but emplowit for a

increase in their c@umption.(p.549)

In other words, personal savings may sometimes rise with personal income but different
people will have different preferences for saving (or marginal propensities to save) that
are independent from income. For Mises and Hatyekkeyincentives for saving lay in
interest rates whereas for Keynes wages were the most important vafiabse two
perspectives lead to very different ideas about which kinds of policy responses might

influence savings and investment

For the purpose dhe present study, it is maybe more important to note that,
despite the welknown areas of debate and disagreement between Keynes and
members of the Ausan school (namely Hayek and Mg, they appear to agree
on at least two fundamental ideas:

1) The impatant effects of saving are those on iehaviourof firms and
markets and there is some optimal supply of savings to meet demand for
capital investment to sustain or increase total national wealth.

2) Rates of saving can be influenced by both personalrprefes (a
propensity to save) and by institutional factors (such as wage controls or

rates of interest).

The first of these points stands in sharp contrast to the moralist writers discussed at the

outset of this chapter. If the central preaching oft8fecentury moralists was that each
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individual in an economy should have to make and build their own wealth, then the
principal inquiry for the early 20century economists was how best to mobilize savings
to build the aggregate wealth of the economythls macroeconomic perspective, the
role and effect of savings and assets becomes less about tiewvglbf households and
more about té proper functioning of marke&iswhich are in turn expected to generate
economic growttandfoster the weHbeing ofconsumers. But something important is
lost in a macroeconomic perspective that overlooks the potential for positive effects of

savings and assets on individuals and households.

If the policy rationale for personal saving is only to provide investiegpital, then this
leads to policy instruments that favor forms of assets and savings most in demand by or
most usefuto capital markets rather than considering the preferences aniltagsaof
individual savers. Giving priority tmacroeconomic goshlso implies thait is wiser to
target savera/ho are those most likely to produce (by saving and investing) the desired
investment capital. These target markets for saving and investment products might be
drawn from avery fewuber-wealthy with largesums to investa narrow basejr from

the broader migection of the wealth distribution with more modestividual sums to
invest but who, collectively, can generate substantial cgpitaload basé€) By

contrastjf the primary aim of saving is related tacroeconomiobjectives, then this

might suggest a set of policy instrumemtsre aligned with the needs and preferences of

individuals and households and, possibly, a more progressive orientation in setting

%1 See Chapter 3 for a discussion of the wartime national savings policy in Canada that
was based on theory from Keynes and targeted the middle class.

46



bendit rates. The macroeconomic goal is aimed at pulling the greatest amount of
investment capitabut of households while the microeconomic goal is aimed at increasing

the capitain households.

A second conclusion from the'i@nd early 28 century therists concerns the interplay
between personal and institutional factors. In contrast to fheeriury moralists, the
macroeconomic theorists allow that institutional factors do matten if they disagree

about which institutions matter and whyhis is an important change becaitsgrovides
therationale for attention tthe influence of publipolicy on household savingdf, as

the moralists suggest,s0a |l | ed &égood peopled save, then
policy-making short of finding o me way t o tiunrtno &6bgaododd 6p epoepol pel
However, if large institutional forces such as rates of interest, wages and the supply of
money can interact with personal preferences, then there is some opportunity for policy
makers to increase (or dease) savings and assetiding through thesand other levers

T including thetax-preferred acountbased savings instruments that are the focus of this

thesis.

2.2More current theoretical work on saving and assets

For the 18' Century moralists, thexplanation for household differences in saving and
assetsvas almost completelgbout thandividuald either people had the moral fortitude

to exercise thrift or they didot. For classical schools of economic thought, people saved

and acquired assets r@tional actors in response to external market conditions.
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Individual differences in preferences were acknowledged but downplayed in comparison

to exogenous market signals and incentfves.

In the more recent literatuon savinghere has beengreatermicroeconomic emphasis.

Much of the literature from the pestar period offered ideas ababe individual or
householdevel determinants of saving and wealth accumulétinamely motivations

that come from within savers themselvé&ore recentiterature from behavioral

economics has emphasizée importance of institutiodspublic policy, financial
systemsconsumer financial produéson household savindsehaviour Both

perspectives have valuable ideas to contribute but neither seems tedmathe full

approval of members of the research or policy communiBest and Sheaeden (2005)

seem to have accurately assessed the state of the literature when they dantiumlé i n o
theoretical perspective has been found to have strong and cansiseermp i r i cal sup
(p- 5). In other words, the field is still very much evolving and new contributions

towards theoretical or empirical work on household finarmalaviourare no doubt

needed.

22 Although a careful reading of each Keynes and Hayek reveal thaatibibrs
acknowledged psychological factors as important determinants of economic behaviour.
This interpretation may not have received a great deal of attention in the theoretical or
empirical literature and certainly is less prominent in thecaiassicaschool of

economic writers by the mid 2@entury.
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2.2.1Motivational models

Thecontemporaryiterature on individual and household savings generally supploses
there are sompersonal motivations for saving (Modigliani, 1986; Poterba, Venti &
Wise, 1996 Browning & Lusardi, 19967 haler, 2001; Lerman & McKernan, 2008,
Turner & Luea, 2009; Figr & Montalto, 2010; Toussaint, 2011}otivation shapes
observedndividual behaviourby setting and sustaining choices over other alternatives
(Bandura, 1986; Ryan & Deci, 2000)n this case, motivati@in the form of a savings
goalor planned use fdhe saving can encourage individuals to direct more of their
resources towards a designated savings veluetr other alternativieehaviourssuch as

spending.

Some of the proposed motivations are largely uncontroversial in the mainstream
economic lierature(Carroll & Samwick, 1997)hamely:

1 Precautionary motivesRelated to the value of thrift discussed earlier in this
chapterthese involvesetting aside some resources to manage potential future
risks such as interruptions in income or costswmatld otherwise disrupt
current living standards, ithin a given budget constraint.

1 Bequest motivedhe desire to accumulate wealth to be passed onto one or
more heirs but possibly also a desire to create a pdohds for philanthropic
giving.

1 Lifecycle motivesSimilar to the precautionary motive above, but in this

instance applied as preparation or insurance agamnstpecteduture decline
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in household income when, as part of a normal lifecycle, a worker retires and

ceases to earn employment inme

It is possible to imagine other |Hevents (such as anticipating future education or health
costs) that might be linked to a liégcle motive for saving but in general the model
supposes that individuals are motivated to maintain a stable (oapent) level of

income during working and older age (Friedman, 19&addigliani, 198§. The reason

for saving income in the current period is to smooth out income (and in turn
consumption) in a future period when current sources of income are reduced or
unavailable. The model predicts that, during working life, savings and wealth will grow
up to retirement and then be spent down when employment ceases. The saDyelkife
Hypothesis allows that some additional saving, or at least a slower spendingfdown
peak assets, will take place to fulfill bequest motives but secondarily to a desire to
smooth income (Modigliani 88rumberg, 1954; Modigliani, 1986; Friedman, 1957).
However, as Thaler (2001) notdtiere are serious problems with this model in that i
presumes that individuals will have perfect information about timing (of both work
cessation and eventual deag@rfect ability to make the necessary calculatiand,

perfect seHcontrol to save the optimal amount in the current period to meet future

needs™ A further problem with the LifeCycle Model is that does not adequately deal

ZAnother criticism made by Thaler is that the L&gcle Hypothesis assumes perfect
fungibility of resources. In fact, many forms of saving cannot be moved or switched,
such as locketh pension assgetand contractual pension contributions.
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with diversity or generational change in the order, timing and impacts of life &Jents.
Theory that emphasizes the precautionary motive may be as prone to critiqutes abo
information and seltontrol but may be more applicable to differences in life events or

stages.

To the above list, at least three more types of motivations can be added:

71 Instrumental motive® &ingup &6 f or a | arge purchase |
afforded out 6 regular income flows alone (8Kay & Kempson, 2003;
Robson, 2006; Kempson & Finney, 2009) such as a gmyment for a
house, a vacation or an expensive durable good like a car or computer.

1 Normative motivesSaving because thrift is expectedvalued perhaps as part
of a seltimage (Canova, R&zzi & Webley 2005) or because of, as Keynes
d e s c runrbasathablg but insistent inhibitions against acts of expenditure as
sucho (1836)yAmct s ,

- Speculative or profiseeking motivessaving toinsure forsome positive risk
that is expected to generate new income such as investment iacoroeme
from a new business nture (Keynes, 1930; bKay & Kempson, 2003;

Tousaint, 2011).

24 The order and timing of events that used to mark key life stages no longer conform to
reliable patterns for a growing share of the population. This makes it increasingly hard to
tal k meani ngf vels(Byaujat,2@08).t Forekampleayngert Cargdians

now stay in education longer and join the workforce, leave home and staitelong
relationships and families later than their parents and grandparents did
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There is evidence from several different studies that savingseapiivpractice, do not

divide neatly into separate categories. Cand®attazzi and Webley (2005) fauthat

adults report multiple and inteelated goals or rationales for saving. Their analysis of

the patterns suggested that goals may resembleMasko 6 Hi er ar chy of Nee
more concrete goals at the bottom and more abstracgatlizatiodAlike goals towards

the top. Even simple consumer surveys find-sgibrts of multiple and wideanging

motives for saving.

For example, a Februa®d11 survey of adult Canadians commissioned by the Certified
General Accountants of Canada found that 84% of adults reported saving something out
of their current income$®> When asked about the reason for saving, instrumental
motives (such saving for gations or consumer goods) were most commonly cited

(78%), followed by lifecycle or longterm retirement motives (59%), precautionary
motives (43%) and speculative motives (17%)nterestingly there were substantial
differences by housing tenure and afji¢ghe respondent, suggesting that motivations may

change with life circumstance or life stage.

%5 The wording of the question permitted nipik answers but provided only 8 response
categories (CGA, 2011, Appendix B, p.121).

26 Outside of private sector opinion surveys, there is almost no national data on consumer
motives for savings in Canada. For example, the Canadian Survey of Financial

Capability asked respondents if they were motivated to save for certadefaenined

goalsia chil dbés education, a new home, retire
$10,000. If a respondent had motivations that did not conform to these catetipaie

information would not be captured by the survey.
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Similarly, Toussaint (2011) describ&ddings from indepth interviews with 240

households in three European countries regarding their declared anddenetiations

for building a particular kind of as® home equity. She fourttlat households show a

range of motivations including precautionary, speculative, bequest and even normative
motivations, butdundconsiderable differences between households in different

countries. Toussaint concluded thatt he hi st ory, wel fare syster
the norms and customsofaant ry are i mportanto (p.337) i

attitudes about houselublinancial resources.

Kempson and Finney (2009) reviewed data on leweome households in the United
Kingdom and found a mix of psychological and instrumental motives interacted with

both shorterm and longeterm goals, and with passive and macéive strategieof

setting aside money. They fadi that overall 43% of adults in the UK in 2000 reported
saving something out of their current income, either regularly or sporadically. When
asked about their main reason for saving, savers were meheligt instrumental

motives (37%) and lifeycle or longterm retirement motives (9%) than investment or
speculative motives such as investing in education or the value of a home (4%). Perhaps
most interestingly, the survey found that among savers ¢is€ common reason for
saving was fAno particular reasono (41%).
partially aware of their own motives anthy be saving as much out ofditaasout of

conscious planning and gesgtting.
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Understanding motivatiois crucial for theory about household savibghaviours
because,saKempson and Finney (2009) wre he fvays in which people save are linked
with their reasons for doing soo0o (p. 3).
motivations have a rol@iindividual and household savings, the above results suggest

that motivational theories are at best incomplete because motivations may

multidimensional, changeable and only sewmmnscious. Saving is a dynamic process and

an indivi dual omsmandlpreferenees forlsayidgsare alrmastertain to shift

over time. Some of the dynamism also no doubt comes from changes in personal
circumstance and from chges in institutional settingssuch as changes to savings

accoun rules or public policy. A$McKay and Kempson (2003) and Kempson and

Finney (2009) noi@ there is an important distinction between ahinvi dual 6 s pr op
to savé that is their motivation to closesaving over spendifigandan ndi vi dual 6s
ability to savé that is their oppdunities to set aside incom&his ability, or capability,

to save, as distinct from a propensity or motivation to save, informs other perspectives to
understand poverty and household finane&llaviour This construct of capability is

discussed in the nexéstion.

2.2.2The construct of capability

Observed savingsehaviourand even selfeported motivations may not be reflective of

household motivations or preferences, independent of all other varifbléboice,

Welfare and Measuremeren (1982)wré@ fia per sonds choi ces may
much thinking or after systenlhdchocescompari s

consumers make and the goals they set for saving migiaped by contextual
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factor® including social norms, persuasion andreamic incentivesSen also noted that
there are fAdifficulties arising from open
and propaganda, which frequently mess up n

alternatives available but also towardsthe actbfoi ce i tsel fo (p. 61).

The ability to freely make choices is, according to @8®9) as important as any other
aspectofwllbeing Thi s freedom to choose, given Sel
outside influences on personal choice aadn onwillingness to make choices, is likely

on a continuum where no one is perfectly free in his or her choicesfecity

constrained.According to Sen, any real analysis of fairness, justice or equality, has to

consider not just the distribution of goods hlso the distribution of individual capability

to use these go o dsTheiimporam guéstoforamatysisivmote er e s t .

Sen, is Acan the peobsonEiPdbually do these

Sends conc e pdesnatfdresumags thél 9" tentarymoralists might have,
thatthe ability and willingness to make financial choices must be a result of individual
effort. While his theory does not recognize endowments through luck as a real increase
in capability,Sendoes allow that individals and households can exercise choice through

direct control and with assistance.

This perspective builds on Rawlds concept
goods unless any further redistribution would make the least advantaged member of a
society worse off, acontast to the classical concept of

is that the Rawlsian concept of equality as justice should be expanded to include equality
of capabilities not just resources or wealth.
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Applying this construct to household savings, the distinction between saving by luck and
saving with help seems to be somewhat fal§eas Sen says, what really master i s fic an
apersonacual | 'y do t h dherewhetherithe gapabilityris angaitedtiirough

effort, with help or by chance is largely irrelevant. If | save $10 intentionally by setting it
aside from myncome or if | save $5 and have someoneajs/e me a matching $5, or

if | find $10 | had left by chance in a coat pocket last ydee net result is the sathe

have $10 in savingsThere are many ways to bufiidiancial assetand itis unhelpful in
understanding the realorld decisioamakingof households, to include some financial

events but exclude others. Furthermore, the outside factors acknowledged by Sen as
influences that shape personal choices (for example, factors that might change an

i ndividual 6s mot i v atacasstooutsidphelp loeexasnplée,y t o s

incentives or rewards for saving and acquiring assets) may well be determined by chance.

Another body of literature that must be discussed here is the theoretical and empirical

work on financial capability. Thetem @A f i nanci al capabilityod wa
Kempson and a team of researchers who surveyed hundreds of British households to find

the common threads in how ordinary people understand good financial practice and

described personal financiempetencéKempson, Collard &oore, 2005). Based on

this research, Kempson and her colleagues developed a model of financial capability that
emphasizethehaviouy while recognizing knowledge and attitudinal components, across

five domains of personal finance:

1. Making ends meet
2. Keeping track

56



3. Choosing products
4, Planning ahead, and
5. Staying informed and getting help.

Each of these domains includésancial knowledgeattitudes towards personal financial

and financiabehaviourghat together make up fincial capability’®> However, similar

to Sends emphasis on whether or not, an i nd
Collard and Moorg2005) suggestthat it is the behavioral element that may be most

important for research and polioyaking.

Applied to the accumulation or maintenance of assets, this model of financial capability
is more specific than Senés overall i dea o
capability asks whether an individual or household is able to
1 economize at of their income flows (what McCloskey might call the
practice of temperance)
1 know whatresources thelgave and where they are stored;
1 make decisions in their own interest about the financial products for
formal saving (such as obsing betweemvestmem options or deposit
accounts);
9 forecast and prepare for their own future resource needs (the practice of

prudence according to McCloskey);

BFor exampl e, the domaildinciide kndwmdeiofhagvtee nds m.
match expenditures to income, a positive attitude or orientation towards making ends
meet and also observable efforts to balance spending and income.
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T engage in | earning and seek help as

n

concept of indirect powerorcontbo I  wi t hin the construc

capabilityo.

Research on financial capabififypaintsa very mixed picture with regards $avings and
wealth outcomesin some studies, financial literacy is measured only as knowledge of
selected financial terms and concepts. These studies generally find that people with
greater levels of financial knowledge are more likely to have savings and assets (Garman,
1997, Lusadi, 2003; Capuano &amsg, 2011; Van Rooij, Lusardi &lessie, 2011

2012) Howeverjt may be these studies are confoundingncialknowledge with prior

wealth and othemnobserved variables.

In studies of lowincome and lowwealth participants,x@osure to financial learning and
counseling appears, within limits, to increase the frequency of regular, formal savings out
of income flowg(Sherraden, 2008.eckie, Hui, Tattrie, Robson and Voyer, 2010;
GrinsteinWeiss, Sherraden, Rohe, Gale, Schreth&ey, 2012). However, these

studies find no measurealierease irthe net worth of participants above and beyond

whatmight have occurred anyway.

It is important to recall thahere are manways to acquire and maintain asse&same

mechanisms areagsivé® such as growth in the value of an asset tb market forces

29| include here the body of literature on financial capability and €i@fiteracy. The
two terms are frequently used interchangeably.
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(for examplepassive growth of housing valua)d others even depend on lufid (
example, gaining an inheritancewinning a lottery) These do not depend on saving out
of household inome.Individuals have little control over the passive mechanisms for
acquiring assetsBy definition, these allovior very little personal agency but result in an
increased financial capacittherapproaches ammore activesuch as regular depacsit
into a savings vehicle @cquiring and investing in an asset to realize a capital gain (ie:
renovating a house to increasg vialue). In fact Whyley and Kempson (2000),dlay

and Kempson (2003), Kempson and Finney (2009) suggisttthere are multiple
patterns of saving based on analysis of quantitative and qualitative data on British
households. Leckiet al (2010) drev a similar conclusion based on analysis of an
experimental savings program in Canada. All three studies suggest that while some
individuals practice (and perhaps prefer) regular, steady deposits, othersare mo
irregular or Al umpyo. Still oth@&sthehouseho
sense that they do not make deposits out of incammesjlbut may still experience a
passivancrease in their total net worth or the value of their assets. Simidagleton
(2009) suggestetthat even very lowncome households dependent on social assistance
may periodically gain new and unexpected financial assets (such as latteiygs,

court settlements or inheritances).

In contrast to the moralists of the™€entury, there seems to be little evidence or logic to
support the idea that consistent saving out of income flows is a necessary or even
advantageous method to acqdirancial or realizable assets. Certain approaches for

saving may be easi@r households with greater incomeas, measured gbsolute
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dollars savedHowever lower income households mayperience reduced capability to
save and buildssetdecause ohstitutional factors in policy and product design. The
role of institutions on observed financi@haviourand outcomes is discussed in the next

section.

2.2.3Behaviaural models

Sen and Kempsaand her colleagues each call attention to the questismether or not
a personal can, in practicengage ira financial agd such as saving or owning an asset
Behaviairal economists are now offering theorydaevidence for a wide range of

institutionalfactors that shapedividual financial practices.

Behaviarral models in the social sciendast originated in psychology throudhe study

of learning. Theexampl®@f Pavl ovds experiments to train
through classical conditioning well known Subsequent work by Watson ancktat

Skinner suggested that the ways in which individual belawoght be learned or

shaped according to external stimuli were more complex and included not only rewards

and punishments but also timing, text and perception (Watson, ¥@XSkinner, 1953,

1978).

In the field of micr@conomics, behavimal economists have proposed and found
evidence for several external determinants of individual economic behaviogether
these form what Thaler and Sunstein (2008)refer as O choi Semamar chi t ec

behavioral economists might in fact agree that individuals are rarely radiecialon
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makers and the choisthey make are heavily influenced by external factdrs.this
section | briefly review fourexamplesf institutional determinants of dividual
economidbehaviour These are: endowment effedtsss aversiondefaults and mental
accountgBarr & Sherraden, 2005; Thaler, 1999; ThaleBénstein, 2008; DellaVigna,

2009; Mullainathan &&hafir, 2009).

Having ownership of a good or asseems to change subsequent economic decisions,
independent of prices. Behavioral economists refer to this as an endowment effect.
Having beergivena resource, even a token good such as a coffee mug or a pen,
individuals come to value the resource aneksgreater compensation before they are
willing to patt with it (Kahnema, Knesch & Thaler, B90; Tversky & Kahneman, 1991,
Bernatzi &Thaler, 1995}fhan they would have been willing to pay prior to owning the
good. These studies generally examine caseghich an asset is acquired as a gift,

rather than saved up out of current income over time so that personal effort should not
play a role in the decision. If anything, it may be that when assets are acquired through
payments over longer periods of tintleat the ovewraluation is even greater, as in the
case of homeowners who are unwilling to lower the asking price of their house for sale,

even as it sits on the market for extended periods of time (Thaler and Sunstein, 2008).

% There is some divergent opinion in the field of behavioral economics about the degree
to which human behaviour is irrational. Some experts such as Dan Ariely and Daniel
Kahneman argue & human behaviour is generally ergyone and irrational, even in
systematic, predictable patterns. Others, such as Richard Thaler argue that choices have
a rationale in the context in which they are made and can be rendered more rational, in
the sensef leading to greater utility, by addressing gaps in information.
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In other studies, resedrers have founthat subjects overalue projected losses to

projected gainat ratio of approximately two to one (DellaVigna, 2009; Thaler &

Sunstein, 2008). In other wordswdlingly experience a financidbss, a subject

requires a incentive worthat leastwice asmuch as the potential loss. Behavioral

economists posit that savings out of current income are experienced asanéissh(

2010; Thaler, 2010; Morrison &xoby, 2011) If this is truethenincentives to save out

of currentincome todawouldgener al |l y have to be | arge enc
loss aversiono be effective on observed savirgshaviour Thaler and Sunstein (2008)

and Bernatzi and Thaler (2004) propose that one waydrome loss aversion and

boost individual savings, is to invite subjects to-popenmit to save out of income they
havenote ar ned yet. These O6save more tomorr owc
propensity of many people to discount future econaesources substantially compared

to current resources. If income earned net year is less valuable to me than income earned
today, thenthe6 s ave mor e t predicts thad willde mooedvidlihg to part

with it and require a much lower incergithan a 3 to $1 return on my saving.

In addition to an endowment effect and loss averdéiehavioureconomists suggest that

the defaults built into policies and programs have important influences over individual

savings and asset accumulatioghgive n an opportunity to contri
pension plan at a standard rate or to contribute at a higher rate, employees will generally

take a passive approach and contribute at the rate set as the default even if a higher
contribution rate is in theown best interests (Choi, Laibson Bladrian, 2004 Thaler &

Sunstein, 2008; DellaVigna, 2009). Behavioral economists suggest that individuals
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generally have a status quo bipieferringthe presensituationwhere benefits and costs

are familiarto stiategies requiring change and exposure to new,@as if new gains

can be realized. This status quo bias is just one of several heuristics, or simplifying rules,
used by people make decisions (Rabin, 1998st, 2004, DellaVigna, 2009). Thaler
andSunstein(2008) and Barr, Mullainathan ashafir (2012) are amorggveraluthors

who have suggested that defaultsavingspolicies and programs can substantially

improve savings outcoméy increasing default savings rates and using voluimairy

out overproactiveopt-in enrolment mechanisms. More recent work by Oxoby and
Morrison (2011) has suggested that it is possible to improve savings outcomes, increasing
the number of participants who actively chose to save tharea defaulievel by simply

by exposing them to financial information that may serve as a cue or trigger to attend
more carefully to the savings decision at hand. Studies of workplace pension plans also
find some evidence for increases in participation following workplace finarduabgion

initiatives (Garmanl1997 Lusardi, 2003Capuano &Ramsay2011)

The question of attention leads to a final construct from behavioral economics: mental
account s. The term Omental accountso6 refe
mental model of their financesd use different notional accounts in that modehake

decisions (Thaler, 199Fhaler, 2000NEF, 2005). Furthermorehouseholds generally

usea model based on current income flowather than their overall net wiar(Thaler,

1999, 2000 Thaler &Shefrin, 1981). The concept of mental accounts alggesis that

individuals label certain pools of money according to their intended purpose (for example

Agrocery moneyo or fAdAmoney to cover recurr.i
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and may even be held in a single deposit account (Thaler, 1998y &Haunstein, 2008;
Finnie & Davies, 2011). These mental models servengstrategy to overcome

difficulties in selfcontrol or a propensity to spend rather ttmaxercise thrift. When

these mental accounts are reinforced by external cues, such as dedicatquspuge

deposit accounts and barriers to withdrawal, these external commitment devices seem to
have an important effect dehaviourand formalize savingrhaler& Shefrin, 1981,

Thaler, 1999; Finnie &avies, 2011).

2.3Summarizing the individualist vs. institutionalist schools of thought

In searching fomicroeconomie@xplanations of how and why individuals and households

save and acquire assets, thierent literature offers two dominant schools of thought:
individualist models that focus on internal motivations and institutionalist models that
focus on external cues, program design and
of these two schoslof thought sits the construct of capability, and more specific to

household savings, financial capability.

Most people save something at sqmoét in their lives (Whyley 8&Kempson, 2000)

independent of whether or not they, at any given pointintemeo r t bei ng a fAsa\
(Whyley & Kempson, 2000; kKay & Kempson, 2003; Kempson Binney, 2009).If

some share of the explanation for household savings and asset accumulation is individual
differences in motivation or other psychological variables, theretshould be some
consumers who are identifiable as fisaverso

striking patterns of stability in the se#ported ownership and savingshaviourof
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Canadian households'hese studies look at different fornfsagsets and savings and
find that between half and thre@arters of Canadians are identifiable savers

1 Hou (2010) compared three different birth cohorts of adult Canadians and finds
that, across all cohorts studied, between 73% and 78% of householal$ ¢ne
at some point in their lifetime, a surprisingly small range of intergenerational
differences considering the substantial legal, social and economic changes that
would haveaffectedeach cohort differently.

1 Moussaly (2010) examined trends in formgtirement savings through both
employersponsored and private registered plans and found that there was
remarkable stability in the percentage of workers who saved in ppeaton
plans, whether they also had an emplesonsored pension or not. Ob#e
with an employessponsored plan, roughly half also saved in a private plan, a
proportion that change only slightly from over a decade earlier despite substantial
increases in tax incentivésr savingover the same time period.

1 Guilmette (2012)dundthat 70% of parents with dependent children aged 18 or
younger reported that they were or previously had saved some money for their
chil dés future education. A survey a d
of parents reported that they plannedto wer e currently savin
education, a remarkable level of stability considering the major policy changes to
formal, registered education savings instrumants to the costs of pest

education(Shipley, Ouellette & Cartwright, 2003)
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It may be that some individuals and households have particular preferences, motivations,
financial knowledge and psychological traits that make them more likely to manage their
resources in ways that promote savings and asset accumulation. However, [ the 1

century moralists, a perspective that considely individual factors risks being

according to Barr and Sherraden (2068)o nsumed by fAcul ture of pc
social deviance, |l aziness, andullanmghanudence
and Shafir (2009glsowarnthatit he o6écul ture of povertyd per
i mpul se to change howlthm pooomfaoantabbeow(
of povertyo pphilosppieaknd empeicalgmundsiao ot believe that

individual differences are without merit as part of the explanation for how and why

individuals households save and build assets|, believe thaindividualist perspectives

are incomplet®n their own

Institutionalist perspectives do nacethe samgotential objectionsas ficul t ur e of
povertyo analysis since the i offeabeverypnet var i
regardless of poverty or wealtBehavioral economists have generallyussed on
empiricallyshowingthe effectiveness of one or more institutional factors rather than

promoting a comprehensive theory of personal savings and asset accumulation.
However,Barr and Sherraden (2005) have proposed a theory of seven different

deteminants of savingthat they say is heavily informed by behavioral researblese

are:

1 Access Higibility for savirgs and assetnhancing programs.

1 Information: Knowledge of both financial productasdarelevant public policies.
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1 Incentives Fnancial asvell as norfinancial returns, recognizing that higher
returns can actually decrease savings rates by accelerating the pace at which an
individual may reach a particular goal.

1 Facilitation: A wide range of external factors of program design that can pgeomo
saving. Examples include the default parameters in savings programs and
automated withdrawals from income flows.

1 ExpectationsDominant norms regarding savings and thriieppressure and
goalsetting.

1 Restrictions Factors that create barriers taesging an asset.

1 Security Bothenhanced protection from risk through savings (a sort of self
insurance process) and also the protection of savings from risk (assurances that

deposits will not be lost).

There are at least two difficulties with the propb&arr and Sherradenodelin trying

to apply it to analyze a program or policyhe firstproblemis that the list above may

not be adequate or even sufficiently cldascription othe wide range of institutional

variables that might, based on botldit@nal and behavioral economics, be expected to

exert some influence over household savings and assets. Faiextmair distinction

bet ween Odmadifiieationtdi onsd may be-ilexagger :
that is subject to some testion, that preventthe user from accessing his or her money

for particular time periods or all but particular uses,¢thsul d be both a O6r es
a of acidinmilart btheopnogram design features suchcasunt labels or

automaticcontributions. Similarly, it isthe role of persondinancial advice in this model

67



becomes very uncleaBy best estimates, roughly half of adult Canadians seek formal or
informal advice on one or more topicstheir personal finances (CFC&09). This

advice may be seen as primarily enhandnfprmatiorbof the individual decision

maker or it could be understood as another foridaailitationdwhere the advisor helps

to prompt or maintain some choicelb@havior.

The second, and perhaps more fundamental difficulty with the institutional model
proposed by Barr and Sherradesthat itlists severafactors that do not, by definition,
exist independent of individual$:or example@expectationddo not exist sepatra from
the individuals who form and maintain thefurthermore, psychologists have
documentedmportant individual differences, as a psychological trait, in sensitivity to
perceived normand peer expectations (Johngdartee & Copeland, 2004; Hogg &
Smith, 20073. Similarly, Gnformatiorbto supmrt financial decisions only has an impact
if it can beaccessed, absorbed and used by individualsere individual differences in

literacy and numeracy can make an important difference

In a separate articl&arr may have articulated a more useful, fruitful and sustainable
principle for a framework to undersié household saving and assé@®imanbehaviour
turns out to be heavily context dependent, a function of bothbeis®n and thetsiu at i on 0

(Barr, Mullanathan &Shafir, 2012, p.2).

| suggest that a useful framework for understanding individual and hddsetvings and

assebehaviourshould not overlookndividual dfferences In analyzing theavings
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policies and programs that are the centrali$oaf this thesis, | will necessarily be
concentrating on ingtitional variabled features of program design and delivery through
tax and private sector financial systems. However, my analysis also takes the perspective
that individual differences are also important. The normative goals that are reflected in
the names and policy goa$separate savings account may not align with the savings
motivations of many Canadians. Programs that demand engagement with mainstream
financial services will also have differegffects for Canadiansho perceive themselves

as excluded from retail b&s and credit unions. Programs that have complicated rules
are likely to have different effects for Canadians with different levels of literacy and
numeracy. Complicated rules, often phrased in policy or financial jargon, will have also
different effecs for individuals with higher or lower levels of selinfidence (or locus of
control) in their ability to make sense of complicated information and navigate complex
systems. Rather than adopt a strictly individualigtoctly institutionalist perspeite

on household savings, | take a perspective that focuseapmability. | suggest that is

the complexand multipleinteractions between individual and institutional factors that
giverise todifferences in capability to save and accumulate assets e policy

instruments under analysis in this thesis.

69



Chapter 3: Estimating public expenditures on taxpreferred savings

instruments

This chapter first provides a very brief description of each of theneberred savings
instruments that are éhcenterpiece of this thests More detailed discussion and
analysis on each instrument follows in Chaptethrough 6.The current instruments
each rey on some form of taypreferred treatment as an incentive for saving. These
include:
1 exemptionshatremove some type of income that would otherwise have been
included in the calculation of taxable income for income tax purposes;
1 deferralsthat allow a taxpayer to postpone some part of their tax liability to a
later period, when their marginal effectitax rate is likely to be lower;
1 deductionghat allow a taxpayer to reduce their taxable income by subtracting
some amount, up to a specified dollar value; and,
1 taxprepaid statushat recognizedeposits into an account as having been made

usingaftertax income and therefore does sabject withdrawal to taxation

In turn, each of these measures results in some reduction of revenue to government

through foregongaxeson personaincome. Losses of tarevenue are generally regarded

31 Registered Pension Plans receivepieaferred status on the grounds that contributions
and earnings are deferred compensation rather than saving out of total current income. In
this chater | report on annual federal tax expenditures on these workplace pensions
because of their potential interactions with individual savings through Registered
Retirement Savings Plans. Workplace pensions are not fungible, not abesadtand

require atachment to a sponsoring employer rather than mainstream financial services.
Therefore | refer to them when it is relevant to do so but do not treat them as part of the
defined set of policy instruments.
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as tax expenditures (Maslove, 1978; Howard, 2@80irman, Toder & Geisser, 2008)

Following the description of the tgxreferred savings instrumentkig chapter briefly

discusses the literature regarding the calculation of tax expenditures and daxiées

important points in the methods used by the fedeeglartment of Finance Canada, some

of which have not previously been published by the DepartriNent, | present a

compil ation of the Departmentos ohen esti ma
earliest available (for the 1992 tax year) to the most recent available (for the 2012 tax

year). Two of the relevant savings policy instruments also have direct transfers

associateavith them(in the form of matcimg savings grants andcometestedsavings

bondg. Therefore, | also include the costs of these direct spending programs in my

estimate of the total federal expenditure.

Because of potential interactions between different forms of savings, the total cost of the
current taxpreferred savingmstruments cannot, strictly speaking be, calculated as the
sum of each individual co§Finance Canada 2010; Lester, 2012¥timates for

expenditures associated with individual tax measures are derived by eliminating that
expenditure, holding all othéaictors constant, and evaluating how much government
revenues would likely change. In gl eliminating one tax measure may prompt
consumers to increase (or decrease) their use of one or more other tax measures,
changing the true cost of the measuseg eliminated.l argue that the most likely
interaction is between Registered Retirement Savings Plans (RRSPs) and Registered

Pension Plans (RPPshere taxpayers may adjust their savings in one instrument in
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response to their savings in the otherrguathat the magnitude of the interaction is, in
the shortrun, unlikely to substantially change the estimates as presented.

| conclude at the end of this chaptéhat the federal expenditures @x-preferred,
accourdbasednstrumens arevery lageand havencreased over timever the reference

period (1992 t®012).

3.1A brief description of the tax-preferred savings instruments
What follows in this section is a very brief descriptioreaththe seven instrumentas

listed in Table 1.1Chapte 1), thatare central tahis thesis.

3.1.1Equity in a principal residence

Canadians have never been requicegay income tax on money they make through real
estate investments when the property is their primary residémdleis thesis, | define
home equity as the net of the market value of the home les=bédl skcured against the
home including mortgage debts and home equity loaftss is broadly consistent with
other studiesf household wealth that examine homeowner8@imwla, 1990Klyuev

& Mills, 2007; Toussaint, 2010).

Thelncome TaXActdefines taxable income in Canada asthetotéidie t axpayer 0s
income for the year from each office, emplme nt , busi ne saion8pd pr ope
less applicable deductions and losses, wherariadoom business and property includes

Athe taxpayerosepsobrtpfoperettipn®t obushe yea
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One interpretation of such a definition of taxable income isahytchange in the value
of an ownefoccupied home should be inclutim thecalculation ofannual profit from
property. As Perry (1951) notegistoricallythe British tradition waso include an

annual amount of imputed rental incofieThe imputed rental income is an estimate of
the costs savings to the homeowftem occupying a home they owather thamenting

a comparablgroperty. Horner (1983) advis#uat annual imputed rental income can be
estimated by multiplying the equity of the homeowner in the property against the
mortgage rate on the propeffyAs equityin the property rises with each year of
ownership, the imputed rental income should rise as well, all else being equal. If the
market value of the property declines or the mortgage rate falls, then the value of
ownership over renting declines. Howevea,nadad6s approach to defi
income, including income from propertyoes not and never has includeghuted rent

from homeownership.

In addition to annual profit from property, Canadian taxpayers may also have taxable
capital gains when they $elr are deemed to have sold an as3éie capital gain is the
increase in the value of the asset at the time of sale, compared to the value of the asset
when the taxpayer acquired it. The taxable portion of the capital gain is one half of that
increasan value. However, here agaiGanadiarhomeownerslo not payany tax on any

capital gain they receive when they sell their principal residengecifal residence is

%2 The British tax system no longer includes ingglitental income and a principal
residence is similarly sheltered from taxable capital gains.

% In this method, the housing market is assumed to be at some equilibrium where
mortgage rates reflect the costs to the lender, including opportunity costs.

73



defined inSection 54 of théencome Tax Acandthe definitionrecognizewvirtually any
type of housing structuras a principal residen@ndallowsseveral different forms of
ownership including sole ownership, leaseholds and shares in cooperative housing.
When a taxpayer has two residences, only one can be claimed asitiapresidence.
A second or third regdroperty is subject to capital gaiwken it is sold but tax rules also
allow a generous personal exemption on taxable capital igesosh casesip to a

lifetime limit of $750,000 (Canada Revenue Agency, 213

3.1.2Registered Retirement Savings Plans (RRSPs)

To help Canadians save for thewn retirement, the federal government created a class
of tax-preferred accounts called Registered Retirement Savings R&BPs aréong-
termsavings accauts that ae recognized, undere$tion 144 of théncome Tax Actas
qualifying for five different preferentidgbx treatments. These are:

1 Deposits into qualifying accounts candeductedrom taxable income, up to an
annual limit. The annual limfor this dedudbn is the lesser 0f8% of earned
income in the previousx year, 0$22,970 for the 2012 xayear CRA, 201d).

From year to year, the limit on the deduction is cumulatihe unused portion of

this annual deduction limit is carried forward and addethe new maximum

annual deduction. Contributions to an RRSP made over the annual limit are not
eligible for the deduction and are included in the calculation of taxable income.
Taxpayers cannot contribute to their RRSP after age 71. Deposits tB8red

a spouse can al so be deducted from taxa

limit.
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1 During the lifetime of the account, investment earnimgshe principabre
exempfrom income tax.There is ndimitation on the value of this exemption.
RRSPscan only be issued by qualifying private sector financial institutions
(including insurance companies, banks and trust companies) and deposits are
subject to certain investment rules (such as limits on the amount-@aradian
investment vehicles). Camanies wishing to offer an RRSP must apply to the
MinisterofFi nance f or per mi ssi dnegmeTaaMAct ed Or e

1 Tax on RRSP withdrawatsan bedeferreduntil retirementwhen marginal tax
rates may be lowerompared tavorking yearsresuting in a net reduction on
lifetime income taxes paidMoney in an RRSP does not have to be withdrawn
until age 7lwhen the balance cdretransferred, withoutax penaltyjnto an
annuity to pay out regular income or a Regied Retirement Incomesid
(RRIF). Taxpayers with a RRIF must take out, and claim in their taxable income,
someminimum portion of the RRIF balanc@utside of these rallvers and the
exceptions discussed below, withdrawals from an RRSP are treated as taxable
income.

1 Taxshdtered withdrawaldrom RRSPs are allowed for firitne homebuyers
under the Home B ueyHBP dlers RRERownefstbB P ) . Th
withdraw, taxfree, up to $25,000 from their RRSP balances in the year they buy
their first home. HBP withdrawalaustberepaidto an RRSRvithin 15 years. If
an annual minimum repayment is not made, it is treated as a taxable withdrawal

from the RRSP fothe year that the repayment was missed.
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1 Another program, the Litéong Learning Plan, also allows ftax-sheltered
withdrawalsfrom RRSPs for adults returning to educatidie LLP allows
RRSP owners to withdraw, tdree, up to $20,000 from their RRSP balances
when they start a fulime education or training program. The withdrawals are

repayable and treated muchdithe HBP withdrawals described above.

RRSPs were initially introduced as a retirement savings vehicle for those workers who
did not have a workplace pension. Since the start of the federal income tax system,
workplace pensions have received-pagfered treatment. Like RRSPs, Registered
Pension Plans (RPPs) mbstregiseredandmustcomply with both federal and

provincial pension regulations to maintain their-pagferred status. Contributions made
by an employee into a pension plan are treatetbfesred compensation. Employees
receive an annual deduction for their contributions that is subjdut ame global limit

as RRSP8 18% of earned income or $22,970. When a pension member retires and
begins to receive regular pension benefits, theséaluded in taxable income, usually

at a lower marginal rate than during their working years. Employer contributions and
investmentearnigs t o t he pension pool are excludec
includes both pension plans with guarantestitement benefits (defined benefit plans)

and plans with guaranteed annual employer contributions (defined contribution plans).

Registered Pension Plans (RPPs) are unlike the othereéxred, accourttased
savings instruments. They are not struetuas individual accounts where individual

owners have control over deposits and withdrawals. Contributing to the pension plan is,
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generally speaking, a condition of employment and individual workers have little say in
whether, when and how much to savéhe pension plan. Payments from RPPs are also
heavily restricted to plan members who have retired (either partially or fully) from the

paid workforce. The other savings vehicles give owners far more control over both the

amount and the timing of coriutions and withdrawals.

In the compilatiorof data orthe annual expenditures on tpreferred savings vehicl@s
Section 3.%below, | include RPPs only because of the potential interactions with RRSPs.
Pension plan members may have substantiallflesnfRRSP savings, reducing thanual

cost of the tax benefits on RRSPs. This potential interaction is discussed thier

chapterin Section 3.9.

3.1.3Registered Education Savings Plans

To help Canadians save for future education costdetlezal government created

another class of tagreferred savings accounts, Registered Education Savings Plans

(RESPs) Like RRSPs, RESPs are subject to rilessection 144 of théncome Tax Act)

f or Or e g ipenigsiantfronthe Ministeoof Fhance. RESPs benefit from four

different benefits:

1 Like RRSPs, investment earnings the principal (including government cash

assistanceareexempfrom income tax during the lifetime of the RESP account.
In contrast to RRSPs, there is no annual coumtioin limit on RESPs and

contributions do not receive any deduction against taxable income.
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1 RESPs offer a form of tadeferralbecause payments out of the account are
normally made to a student who is expected to have little or no income tax
liability. RESP rules (CRA, 2013cecognize a contract between the person who
opens the account (the subscriber), the firm selling the RESP (the provider) and
the person (the beneficiary) who will eventually receive payment&dgcall
Education Assistance Paymenisr their education costs. A subscriber can also
be the beneficiary In most casehowevera beneficiary is a child related to the
subscriber (for example, a child or grandchilehile there is no annual limit on
contributions, there is a $50,000C¢ekiime contribution limit for the total of all
RESPdor any one beneficiary.

1 There isa matching savings grawin contributions t&RESPs for a beneficiary
child under 18 years oldThrough the Canada Education Savings Grant, the
federal government contribig@0% of the annual contributions to an RESP, up to
a limit of $600 in matching grants in any one year apdoa lifetime limit of
$7,200. For childrem low and middleincome familiesthe matching rate is
higher(betwea 30% and 40%) for the first gion of annual contributions

1 There is anncometested savings boralailableto RESPs for childreborn in
2004 and later. In contrast to the Canada Education Savings Greathe
account is openeayp contribution to the RESB requiredo receie the Canada

Learning Bond. Only families receng the lowincome supplement of the
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Canada Child Tax Benefitre eligible for the Bontl: The first bond payment is
$500 and subsequent payments are $100 annually, up to a lifetime maximum of

$2,000 for eale eligible child.

3.1.4Registered Homeownership Savings Plans

Between 1974 and 1985, taxpayers who did not already own their owri’heene
eligible to open another class of taxeferred savings account to sdeea future
purchase of a home-ederaRegistered Homeownership Savings PlgidOSPs)
offered three different takenefits:

1. Like RRSPs, @leductionagainst taxable income was allowed on up to $1,000 per
year in RHOSP savings, to a lifetime limit of $10,000 per accountholder (Finance
Canada, 274).

2. Like both RRSPs and RESPs, investment income earned on the principal was
exempfrom income tax.

3. In contrast tdhothRRSPs and RESPsjthdrawals were not taxabkes long as
they were used to buy a first home or furniture for that home. When th&RHO
was cancelled, this was amended to allow withdrawals on remaining balances for
any reason (Finance Canada, 3P8The policy on RHOSPs requirdiciat

balances be used within $8ars of opening the account.

% The Canada Child Tax Benefit is a refundable tax credit tied to family size and annual
income. Families with low incomes may be eligible for a supplement to the basic benefit
called the National Child Benefit.

% |nitially the policy only required thatfaome not be owned in the accotmb | der & s
name and permitted adults to open RHOSPs while living in a home owned by a spouse or
parent.
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3.1.5Reqistered Disability Savings Plans
To helpCanadians caring forfamily membemith a severe disability, the government
created yet another type taix-preferred savings accounthe Registered Disability
Savings PlatRDSP) The program is particularly (though not exclusively) geared
towardsparents concerned about the future securityabfild with a disability Like
RRSPs and RESPs, providers and investment vehicles are regulated as conditions for
registration. The RDSP also has several benefits in common with RRSPs and RESPs:
1. Like RRSPsand RESPs, investment income earned in RDS@&eeisipfrom
income taCRA, 2013l). Withdrawals from RDSPs are also excluded from
taxable income, in contrast to RRSPs and RESPs that provide mechanisms to
reduce the tax burden on withdrawals. Like RE$Bstributions to RDSPs are
regarded aseriginating fromaftertax income and do not receive a deduction.
Contributions to an RDSP are not subject to annual limits but are subject to a
lifetime limit of $200,000. Contributions cannot be made aftemafi@ary of an
account turns 59ears of age. Withdrawals are subject to complicated annual and
agerelated limits®®
2. Like RESPsegligible contributions t(RDSFs mayreceive anatching savings

grant TheDisability Savings @&nt matches annual contributions at a rate of at

% prior to age 60, a beneficiary of an RDSP cannot withdraw the grant and bonds within
ten years of their deposit intbe account and any withdrawals are subject to & thadit

to cover grant and bonds deposited over the last ten years. After age 60, RDSP
beneficiaries must withdraw a minimum amount from the account. The amount is
determined through a formula that catess the market value of the account and the life
expectancy of the beneficiary.
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least 100%, with accelerated rates on the first contributions from lower and

middle-income families. The grant is subject to an annual limit of $3,500 and a

lifetime limit of $70,0000ver 20 yearsorup® b en e f i"bithday y 6s 50
3. Like RESPsegligible RDSFs may also receive ancometested savings bond\o

family contribution into the RDSP is required to qualify for the Disability Savings

Bond. The bond may be worth up to $1,000 per year, deperdirigmily

income, to a lifetime maximum of $20,000.

3.1.6Tax-Free Savings Account

The most recent of the tgpreferred accourbased instruments is the Feree Savings
Account (TFSA). While it is sometimes described as an alternative to the RRSP as a
vehicle for longterm saving (Finance Canada, 20D0&urin & Poschmann, 2010,
Milligan, 2012; Kesselman, 2012)y Canadian adult may open a TFSA and the tax
preferred treatment is not limited by the use of the withdrawalke the other registered
instruments listed above, providers and investments are regulated as conditions of
registation.The TFSA has just two tax benefits:

1. Like all of the other registered instruments, investment inceemneed on the
principalis exempfrom income tax. There is no limit on this exempt{QRA,
2013e)

2. Like RESPs and RDSPs, cobuitions to TFSAsr& viewed ahaving beertmade
out of after-tax income. Tl tax prepaid treatment means that no deductions are
offered on contributiongut no tax is paid on withdrawals either. There is an

annual contributions limit of $5,500 with no lifetime limithis annual limit is
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expected to increase to $10,000 by 20lLi&ke RRSPs, contribution room can be
carried forward to future years. Contributions over the total available room for a

taxpayer are subject to a penalty.

32Defining a fitax expenditureo

The term Atax expenditureo was first coined
it to describe the set of exemptions, deductions and credits that reduced taxation (and
therefore increased income) for eligible claimants while reducing the overailes/&
governmen{cited in Toder, 2005) Maslove (1978) defines tax expenditures as a set of
Aspeci al provisions in the tax | aws provid
grant relief to individuals under certain circumstances or to pedeixpayers with

incentives to behave in certain ways through tax exemptions, deductions or credits. In

nearly all cases, these kinds of changes to the overall federal flow of collecting and

spending tax revenues are neither reported in the annual oesgpary estimates of

government departments nor are they voted on by Parliamentarians as such.

In Canada, transfers to other orders of government, costs to service the debt, program
operations and administrative costs, and direct transfers to indwahgaall included in
the federal estimates that are submitted to Parliament for authoritaboigh the

business of supply. However, when the government opts to offer an exemption from

3" The business of supply refers to the process through which the government seeks the
approval of Parliament to raise taxes and spend public funds. It includes the pfocess o
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tax, a tax deduction or a credit against taxes payableegtu#ts in some net cost to the

fiscal framework Note that this is aaccounting cost, as the numbers represent lost
revenue, but not amconomic cossince the numbers do not include opportunity costs or

the net benefit to government or other partiesived Government revenues from

income taxes may fall over the shaun in response to a new tax credit or deduction, but
theultimateeconomic cost of that same credit or deduction depends on the behavioral
responses of consumers, firms and governnsgeif.i It is conceivable that a credit in

one area may actually increase consumer spending and government revenues in another
area. lItis also conceivable that a government might reduce tax revenues and then reduce

program expenditures to fit the redudistal framework®

The use of taxation as a way for governmen
governments in Canada, perhaps owing something to our combination of both a

Westminister system and strong federal system of government. bnfastimate from

the Parliamentary Budget Office (2011) suggests that as much as 28% of total federal
spending in Canada is in the form of tax expenditures and that, as a percentage of GDP,
Canada is more reliant on tax expenditures than many countriedimySpain, Japan

and the United States.

regular estimates, the annual budget, supplementary estimates and votes to approve each
of these.

%8 Because of costhared programs, federal transfers of cash and tax points, and the
potential for particular regional effects, a full calculation of thenemic cost of change

to the federal fiscal framework would also have to include the impacts on provincial and
territorial revenues and spending.
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Given some benchmark tax system, any deviation that reduces tanesveneemed an
expenditure (Altshuler & Dietz, 2008; Finance Canada, 2010; Poterba, 2011; PBO,
2011). Economists, however, do not alwageea on how to define that benchmark

system or how to define and measure a devidtam it.

Defining the benchmark system requires a decision about the rightful basis for téaxation
generally either income or consumption. The Department of Fina@&@) argues that

the right benchmark system is one based on income, and th&iHaogs definition of

income in particular: fAthe net accretion t
(Haig, cited in Perry, 1951). That economic power can be mebasral consumption

in a given period plus the change in wealth from the start to the end of that period, on the
basis that all resources will either be spent or saved. Dodge (2012) notes that while this
has been the fAgol d s icg it deatedadgredt deal ofarabiguity h e o r
in the treatment of both consumption and wealth in any implementation. Some

economists argue that consumption is a preferable basis for taxation on the grounds that it
may improve equity in taxation accordingatboility to pay (horizontal equity) and

promote environmental sustainability (Brundtland, 19@#itz; Kesselman &

Poschmann, 2008paargaren, 2003; Mont & Plepys, 2008; Kesselman, 2009). If
consumption is the baseline system of taxation, then exemptiehsctions and other

credits for saving would not be defined as a deviation but rathparaef the baseline.

There have been many changes over time to

have the effect of making it, incrementally, more likeoasumption tax system
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(Kesselman, 2009)For households that shelter some important share or even all of their
savings and assets in sheltered instruments, a personal income tax can be viewed as a
consumption tax system, notwithstanding the tittethis hypothetical state, if all saving

is sheltered from taxation, then the income outside of the shelter that is taxed is all of the
income that has been spent on consumption. The taxation on that income would be
equivalent to a tax system based on consgiomBut the Canadian federal personal tax
systemlacks the estate tax that is a requirentéra tax system based truly on

consumption (Shaviro, 2004 anada has never truly embraced a switch from ineome
based taxation to consumptibased taxation.f knything, we are moving the opposite
direction at the federal level. Federal income taxes (on individuals and corporations) now
(based on 2009, most recent data available) make up 65% of the direct revenues of the
government (up from 63% in 2005) whdensumption taxes make up just 18% (down

from 22% in 2005§°

3.3Measuring tax expenditures on taxpreferred savings

Policy-makers in the Department of Finance Canada continue to regard the personal
income tax as a system of taxation based on incomepnstimption In its own
calculations of annual tax expenditures, the Department of Finance (2010) uses a

benchmark system that includes all sources of income with the exception of:

39 Source: Statistics Canada, CANSIM Table -B88&.
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1 nonmarket transfers between individuals such as gifts, inheritancédar c
support?®

1 imputed rental income from owneccupied housing.

In an incomebased system, the exemptions, deductions and credgsrfewnabkaving,
are not only expenditures, they are amsome ofthe largest of the tax expenditures
(Maslove, 1978Howard, 2007; OECZ007; Carroll, Joulfaian 8ackie, 2008

Poterba, 2011).

Studies of the notional total cost of all federal tax expenditures in Canada arrive at very
large dollar estimatedn his 1978 study of the cost all federal taxexpenditures,

Maslove included the cost of the measures related to RRSPs, Registered Pension Plans
(RPPs) and the RHOSP and arrived at an estimate of $8 billion in total tax expenditures
on personal and corporate income tax@&fe Parliamentary Budget fafe (PBO) in

their 2011 study of federtdx expendituresconcluded that the notional total of all

federal exemptions, deductions and credits itemized in federal tax expemdports is

over $160 billionannually The PBO cautionethat this is an afer of magnitude

estimate since the true cost of all of the individual measures depends on various

“Though not discussed i n FHitunesandEvaluatomadabs
Report o, it should also be noted that prev
the hands of the recipient parent and was deductible from income in the hands of the

paying parent. Other nemarket flows such as lottery wimgs and social assistance

income, while nortaxable in Canada, are included in the baseline definition and the

exclusions are reported as tax expenditures. In other words, the definition of inclusions

and exclusions from the baseline income is alwapgesuto policy change.
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interactions that can either reduce or inflate their combined net vahes. suggestd

thatthe true cost of foregone revenugsloser to $100 billiormamually.

At least one previous study ahnual tax expenditurdgs found thathatthose related to
household savings avery costly policy instruments-Horner (1983) estimated the

combined cost of tax expenditures for RRSPs and RPPs at $1.6 illi&@8 and the

cost of RHOSPs at $92 million in that same yé&y comparisonlester (2012) argued

that other expenditures on business research and development credits and charitable
donations are more significatitan amounts aimed at household savarys assets

However, Lester included both corporate and personal income taxes in his analysis and
eliminated nearly half of all personal income tax expenditure items that he regarded as
structural or part of his definition of a baseline systeamong thatems he eliminated

from his analysis are RRSPs, RPPs and TFSAs, bihaotore targeted RESPs and
RDSPs. Lestadidi ncl ude the RESP, RDSPlaaandiwWe | | as
long Learning Plan that afendamentally linked to the RRSP. Inclugisome but not

all RRSP items as well as some but not allgeepaid accounts seems to be a very

selective and problematic approach to defining a baseline system and overlooks much of

the common design and implementation among these instruments. Aonsigent

“ Horner also developed a model to estimate the indirect cost to provincial revenues
through foregone provincial income tax revenues. With those tax expenditures included,
his estimate for the combined federal and provincial dostRRSPs and RPPs rises to

$2.3 billion and costs for RHOSPs rise to $130 million. At the time, most provincial
taxes were set as a ratio of federal taxes making such a model feasible as a constant for
provincial taxation could be programmed. Since proal income taxes have been de

linked since the mid.990s, no estimates on combined federal and provincial impacts of
tax measures appear to have been developed.
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approach is to take as given a H&ignons incomdased taxation and to then look a th
global cost, through taxation. That is the approach taken by the Department of Finance

and inSection 3.4 below.

Outside of Canada, some studies have eséichthe costs ofationaltax-preferred
savingsprograms Examining the U.S. income tax system, Howard (2007) estimated that
federal tax expenditures just to support homeownership amounted to (USD)$115 billion
in 2005, and that at least one half of #msount was directed towards households with
more than (USD)$100,000 in annual incon@arroll, Joulfaian and Mackie (2008

found that U.S. federal tax expenditures on mortgage interest deductibilipyiaat
retirement savings accounts were sleeondand third largest expenditures through the
American personal inconsystent’? Their results are confirmed by Poterba, (204hp

also finds that expenditures on the deduaion mortgage interest and private retirement
accountsare the second and thirargest expenditure itemdNeither of the recent studies

of tax expenditures in Canada (PBO, 2011; Lester, 20b®)dascomparable results for

Canada.

Reporting on data prepared internally by government departments or agencies is common
in theliterature on tax expenditures. Five of the studies mentioned aHowea(d, 2007,

Carroll, Joulfaia & Mackie, 2008; Poterba, 2011; PBO, 2011, Lester, 2012) use

*2These authors, as well as Poterba (2011), report that the exclusion of erppidyer

hedth benefits is the largest single expenditure under the American personal income tax
system. The comparable tax expenditure in Canada is proportionally much smaller
because of countryp-country differences in health care financing.
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previously published national government data. This may be as a result of very limited
acces to the microdata on individual tdtkers that would be required to accurately

model expenditure items.

Estimating the co8to f  C a n apiefedes antd aczoubiased instruments to

promote household savings and assets requires a compilation dirtregethe annual

loss of foregone tax revenues for each instrument of interest. The OECD (2007)
conducted an international analysis of-farferred accourbased instruments that

excluded retirement savings and concluded that the most costly savoggsps are

those that have a positive savings credit or grant paid in addition to the tax benefit. In
Canada, both the RESP and the RDSP include these positive savings grants. Therefore,
a better estimate of the cost of these instruments includesdéeaf expenditure on the

savings grants as well as the foregone tax revenues.

3.4 Notes on calculations of Department of Finance

Analysts in the Tax Policy branch in the federal Department of Finance now prepare
annual reports omax Expenditures and Ekmtionsbased on a combination of datarfro
t he AfMill ¢ @ x D a tobettiansofeadnual data that covers allriatarnsin
Canada and administrative data. Those repoasif the basis for this current review
alongside published data on the aairdirect spending through various savings grants

and bond associated with the RESTel RDSP.

*3As discussed eael in this chapter, this is in accounting not economic terms.
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The firsttax expenditureeport published in 1995 covers the tax years 1992 and 1993.

The next, published in 1997, covered the years 1994 through 1997 dadanaard
projections to 1999. The reports for 1998 onwards have been published annually and
usually cover some range of years retrospectively and prospectMelg recent reports

have not provided any forwaitdoking projections. In the years 19%2dugh 1996, data

are based on retrospaaireviews where takling information ismore likely to be

complete for the years in questitnin all subsequent years, | use the figures for the

same tax year as the date of the rep®His is still a projetton since final tax and
administrative data are unlikely to be complete in time for analysis. The most recent year

included is 2012.

In the following paragraphs | will briefly clarify the information sources used by the
Department of Finance to estie tax expenditures that cannot be derived solely from

annual income tax returns.

The Department of Finan@stimates th&regone tax revenue from the capital gains
exemption on principal residendeased on internanalysis of national housing market
data. The Department relies on data regarding volume and price of resale housing from

the Canada Mortgage and Housing Corporation as well as the Canadian Real Estate

*4 Not all taxpayers in Canada file returns on time. With additional time, it is more likely
that late returns can be included irLl Taxfiler database that is used for the tax
expenditure aalysis.
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Association(Finance Canada, 2013t also estimates the value of capital investmants
owneroccupied housing using survey data on major renovations. The value of the

capital gains exemption appears to be based on a model that estimates the increase in

value of a home between some point (perhaps purchase) and the point of sale, adjusted
for some estimate of ownerds capital costs
differences in the marginal effective tax rates of homeowners, but this cannot be verified

based on the information published by the Department.

The expenditure data reped by the Department of Finance on RRSPs include the total
cost of the tax deduction for all RRSP contributions made in the tax year, plus the
estimated cost of the foregone taxes on investment income earned in RRSPs in the same
year. The total of this gss expenditure is then reduced by the amount of income tax
revenue collected on taxable RRSP withdrawalss [Hiter wouldnclude both

retirement and preetirement taxablevithdrawals. The net expenditure, as calculated by
the Department of Financgyffersfrom a problem of attributing the cost to a specific

time period. Some portion of the investment income earned in a given year is actually
earned on principal accumulated in previous years. The estimates of the tax expenditure

do not adjust foany such difference.

The data reported by the DepartmenEwfance orthe tax revenue losd preferential

treatment oORESPs are based on administrative data submitted by providers to the
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Canada Education Savings PrograhiThe calculation of the tax expenditurses an

estimate of thenvestment income at the tax rate of the subscribss any tax paid on

RESP withdrawals (as Education Assistance Payments) in the hands of beneficiary
students. The investment income esti@s include interest on education savings bonds
and grants but not the dollar valuetioé bonds and grants themselves. | add the reported
federal expenditure on each the Canada Education Savings Grant and Canada Learning
Bonds inTable 31 below. Theseare available for 1998 onwards (after the grant was
created) and are based on administrative data reported in &epatmental Planning

and Priorities ReportsannuaDepartmental Performance Repoasd occasional

statistical reports for programs atiidan Resources and Skills Development Canada

between 1998 and 2013.

None of the estimates includes the costs of program administration. While these are
properly part of the estimatestotal costs, the administrative costs to government are
likely to be quite low given that most of the task of monitoring accounts and keeping
records is outsourced to private sector financial service providers. Similarly, some
programs (such as the RESPend monejo raise public awareness of the savings
instrument ad government grants. While these are, again, properly part of the total
public expenditure on the savings instrument, they are unlikely to have a meaningful

effect.

“> Personal communication with Director General Tax Policy Evaluation and Analysis,
Finance, 2013
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In the case of the TFSAathfrom Finance Canadare based on indirect observatmin
mandatory reporting by financial institutions registered to sell the acc8tnthe

product providers submit returns on the total value of all TFSA accounts as well as
personal balances and contributions identified by Social Insurance Number. These
estimates do not indicate the market rate of return or the class of asset (for example cash,
stocks or term deposits). Based on surveys conducted by a private, subsbapédn

firm (Investor Economics Institute), Finance analysts estimate the portfoimgsland
investment incomes for the year of TFSA account holders. Any taxes or penalties paid

on overcontributions beyond the annual limit are not deducted from this line item

Dollars values reported in Table 3.1 belare all based on the rate stwe and policies
(including contribution limits and transfer rules) in place at the time. All dollar figures

are nominal since the income and tax incidence all take place in the same calendar year.
Amounts are all based on a cdklw analysis rather thralifetime or net present value
analysis. The Department of Finance (2013) argues that this is generally consistent with
the structure of the Canadian income tax sysy@tthe benefit of the tax expenditures

will accrue over timé” As such, items thagermit a deferral of income (as in the case of

the RRSP and RPP deductideferral measures, are reported as expenditures.

*® Ibid.

*" For example, all instruments include an exemption on taxation of investment income.
Over time, the amount of principal will increase thdatolalue of the return on the
investment in any year, all else being equal. The annual tax expenditures will include
some estimate of the sheltered investment income in a year but will not be adjusted for
earnings on principal invested in a previous year
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Finally, the cost of each item is estimated on a model that holds all other variables
constant. This has several implicatiofie first is that no behavioral change is included

in the model. For example, if the noefundable Employment Tax Creffitvere

cancelled, the model assumes that Canadians would not decrease their paid labour,
resulting in a systematic reduction in taxalicomes and therefore federal revenues. In
this case, the cost of the single credit is likely to be more accurate. But the same
assumption of no behavioral change is also maintained for items such as Registered
Pension Plans where cancellation of #reotable tax treatment might reasonably be
expected to lead to increases in precautionary savings in RRSPs, TFSAs and life
insurance policies that wouddl continue to receive preferential tax treatment. In these
cases, reasonable assumptions of behaviesponse may lead to higher or lower

estimates of the true cost, and, furthermore, point to interactions between various line
items. The exact #dcts, in terms of foregone tax revenues, fintaractions between
expenditure items depends in part oa tharginal tax rate of the individual in question.

For individuals in the midpoint of a tax bracket, one or more small changes in their
taxable income or tax payable are unlikely to result in any net change to taxes paid. But,
when the cumulative effecof a series of credits serves to reduce etax] er 6 s t axabl
income to a lower brackedr even to reduce their tax liability to $en he true cost is
greater than the sum of the individual items (Finance Canada, 2010; Lester, 2012).
However, if itans are substitutes for one another then the true cost cbthieinedtems

is potentially smaller than the sum of the individual items. It is impossillake an

8 A credit of $1000 at 15% (or $150) against federal taxes owed.
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exact calculatiomnless the model involved can account for each individudi taxl er 6 s
effective and marginal tax rates under multiple scenarios, as well as accurately predict
their likely behavioral responsén section 3.6, | briefly discuss the most probable of the
interactions betweethe instruments in Table Jlinteractions between RRSPs and

RPPs.

Estimating the total economic cost of any of the tax expenditures would alée r@qu
model that predicts behavioral responses of employers and the policy responses of
governmentsFrom my own reiew of the Canadian and U.S. literature, it does not
appear as though this typefafi economiccost analysis hasverbeen conducted. For

the purpose of this thesisis beyond the scope of analysis.

3.5Estimates of tax and direct expenditures on taxpreferred accountbased savings
Table3.1 (below) presents the annual expenditure estimates for each of: capital gains
exemptions on an own@ccupied home, RRSPs, RPPs (principally for comparison to

RRSPs), RESPs, RDSRstHTFSAS.
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Table 3.1a: Annual federal and tax and direct expenditures on taxpreferred accountbased savings instruments and RPP49922001

($ millions) | 1092 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001
Exclusion of capital gainson primary residence 3215 2385 2390 1445 1660 1745 1250 1170 1475 1575
RRSP deduction for contributions 3685| 4490| 4785| 5405| 5945| 6540| 7040| 7675| 7315| 6765
Non-taxation of investment income and

withdrawals for HBP and LLP 2760| 3325| 3565| 4080| 4605| 5180| 4415| 3890| 4465| 4290
Tax on RRSP withdrawals -1000 -930| -1620| -1765| -1930| -2105| -2230| -3020| -3015| -3185
Net RRSP expenditure 5445| 6885| 6730| 7720| 8620 9615| 9225| 8545| 8765| 7870
RPP deduction for contributions 4990| 5205| 4890| 5180| 5490| 5820| 5380| 5080| 5220| 4005
Non-taxation of investment income 7865| 8610| 9540| 10260| 10915| 11580| 9315| 7985| 9985| 9325
Tax on RPP withdrawals -4580| -4930| -4010| -4490| -5030| -5630| -6465| -6890| -7900| -7140
Net RPP expenditure 8275| 8885| 10420| 10950| 11375| 11770 8230| 6175| 7305| 6190
RESP nortaxation of investment income n.a. n.a. n.a. n.a. n.a. n.a n.a. 78 135 98
Canada Education Savings Grant 151 291 318 348
Accelerated Canada Education Savings Grant

Canada Learning Bond

Total RESP expenditure 369 453 446
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Table 3.1b: Annual federal and tax and direct expenditures on tapreferred accountbased savings instruments and RPPs, 202912

($ millions) | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010 | 2011 | 2012
Exclusion of capital gains on a primary residence \ 2810 | 3665 | 5210 \ 7160 | 8650 | 5285 \ 3015 \ 3785 | 4140 | 4790 \ 4495
RRSP deduction for contributions 7395| 7585| 7100| 6720| 7520| 7705| 8595| 7850| 7280| 7390| 7555
Non-taxation of investment income and withdrawa|

for HBP and LLP 6055| 6020| 5105| 5485| 5645| 8072| 8695| 5270| 5020| 7645| 7295
Tax on RRSP withdrawals -2915| -4010| -4695| -4490| -4720| -4545| -4850| -4600| -4985| -5125| -5480
Net RRSP expenditure 10535| 9595| 7515| 7720| 8445| 11235| 12440| 8520| 7315| 9910| 9370
RPP deduction focontributions 4470| 4550| 5265| 9405| 8700| 9750| 9295| 9485| 10740| 11860| 12750
Non-taxation of investment income 8975| 10325| 8155| 10005| 10670| 13975| 15675| 8665| 8055| 11155| 10590
Tax on RPP withdrawals -7485| -7415| -7500| -7870| -7560| -6770| -7195| -6820| -7175| -7390| -8350
Net RPP expenditure 5960| 7460| 5920| 11540| 11810| 16950| 17775| 11330| 11620| 15625| 14990
RESP nortaxation of investment income 105 83 125 135 175 180 170 140 180 185 155
Canada Education Savings Grant 370 389 426 462 500 557 575 593 639 658 715
Accelerated Canada Education Savings Grant 7 14 22 28 43 39 45

Canada Learning Bond 0.45| 16.74| 33.7| 47.42| 56.46| 65.18| 79.02 106
Total RESP expenditure 475 472 551 | 604.45| 705.74| 792.7| 820.42| 832.46| 923.18| 967.02 976
RDSP nortaxation ofinvestment income less

taxable withdrawals and repayments of grants ang 0.94 1.33 2.25 4 4
bonds

Disability Savings Grant 30.6 42.9 83.9| 142.8| 1783
Disability Savings Bond 11.2 16 15.7 70 73.4
Total RDSP expenditure 42.74| 60.23| 101.85| 216.8| 255.7
TFSA nontaxation of investment income and

withdrawals 45 155 220 305
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The dollar values of each separate item in Table 3.1 above are in the order of hundred of
millions and even billions of dollardn the most recent year, the exemption of capital

gains on a principal residence was worth nearly $4.5 billion, deductiorexantptions

for RRSPs (net of tax on withdrawals) were worth nearly $9.4 billion, exemptions and
direct contributions to RESPs were $976 million, exemptions and direct contributions to

RDSPs were $256 million and exemptions for TFSAs were worth $305 millio

As a system for assisting Canadian households to save and build assets, these instruments
are very large, largeventhansomeof thefederalprogramamore traditionally

recognized as part of tliganadian welfare state. As an illustrative comparison, the

annual federal expenditures on parental and caregiver income support benefits (through
Employment Insurance) income support benefits were $4.2 billion in fiscal yea12011
(HRSDC, 2013), whichsi substantially less than the tax expenditures on cacmrpied

housing equity and private RRSP savings during the same time period.

The overalltimetrend in Table 3.1s, generally one of increase in the nominal cost of
each of thes taxpreferredsavingsinstrumentsThe capital gains exemption for owner
occupied housing has shown a more cyclical pattern, rising and falling with the overall
national housing markefThe cost of RRSPs also shows some cyclicahge over the
reference period. Foxample the global financial crisis and recession in Canada is
likely the cause of the decline of RRSP costs from 2008 ($12.4 billion) to 2009 ($8.5
billion) and 2010 ($7.3 billion) Despite the cyclical variation, thetional totalof these

expenditurewas larger in 2012 than it was in 1992.
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From the available data, the taxjp&d instrument§RESPs, RDSPs and the TFSA)
appear to be much less codily accounting termdp the fiscal framework than the
deductiondeferral instrumenttRRSPs and RD&fp. Some of this is likely due to the

very small target market for the RDSP, the niche use of the RESP and the more modest
annual limit on the TFSA (compared to the combined limits on RRSPs and RPPs).
However, if the contribution room on the TFSA inciesas projectedo $10,000 per

year with annual rollovers of unused room, the future fiscal costs coslabiseantial.

Thedataalsosuggest that demographic changes matter in determining the overall cost of
tax-preferred savings struments. For exgoie, Table 3L shows a decline in the
expenditures on RESPs in 2003, due in large measure to a steep decline in the foregone
taxes on investment income. Recall that this was the year thattialesbdouble cohort

in Ontario entered postecondary edugan*® and it is likely that more RESPs would

have matured and started to generate payouts to beneficiary studathtdrawals would

have been taxed as income for the beneficiary students and investment returns would
have been smaller on these matureapl&imilarly the longterm trend towards

increasing taxes paid on RPP withdrawals is almost certainly relateel &ging

Canadian population. Whether this continues will dementhe pension coverage of

current and future cohorts of retirees.

“Source: CBC News (2003) fAOntariods double
available online at:
http://lwww.cbc.ca/news/canada/story/2003/08/31/doublecohort030831.html
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Anothe notable finding is that the incontested portions of the expenditures, the

savings bonds associated with the RESP and RDSP are miniscule compared to other costs
in Table 3.1. The same data illustrate that the matching savings grants associated with
ead of these instruments are substantially more costly than the foregone revenues from
the investment income in the accounits.Chapters 5 and 6 arguethatthe majority of

the dollars of the matching grants are flowing to households with larger ineomes

larger assets who would be more likely to save anyway. However, | also argue that an
important share of the expenditures are likely going to poorer households who might

benefit more from the transfer of wealth.

Previous studies have concluded thataahare of GDP, tax expenditures constitute an
impressively large outlay by government (Burman, Toder & Geisser, 2008; PBO, 2011).
Several other studies of tax expenditures have summed up the total cost of the individual
items and arrived at an impregsly large figure in dollar terms (Maslove, 1978; Howard,
2007; PBO, 2011; Toder, Harris & Lim, 2011). If the cost of the current registered, tax
preferred savings instruments were equivalent to the sum of the net tax expenditures plus
the cost of direcsavings incentives, the total would be nearly $30.4 billion in 2012, twice
the cost in 1992. By way of comparison, total federal spertimg 992 was (in nominal

terms) $166 billion growing to $275 billion in 2012 (CTF, 2013). This means that the

* Includes transfers to other levels of government as well assdeliting charges.
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rateof increase in these selected tax expenditures has been far greater than the rate of

increase in total federal spending.

However, Poterba (2011) cautions, Abecause
they cannot be aggregated. Changingon@taxovi si on coul d affect t
tax ratesandgJconsequently, the magnitude of othe
(p.452). Since we do not know the true amount of interaction between the instruments, it

is impossible to arrive aheaccuratedtal figure for all of the savings instruments

combined.Home equity, RRSPs, RESPS, RDSPs and TFSAs may interact with tax

measures that are outside of the scope of the thesis and they may also interact with one

another.

For the present study, the masportant interaction is between RRSPs and RPPsdjoth
which offer a deductiordeferral model under a global contribution limit. The Department
of Finance (2010) argues that these two items are substitutes for one another and
therefore the real cost of Viag both items in the tax code is less than the sum of the
individual estimates. However, the opportunity for Canadians to substitute evenly
between these options, notwithstanding the coordination of contribution room and

transfer provisions, is limitetf For seltemployed workers (approximately 15% of the

>L Each individual tax expenditure will also have some substitution and income effects on
current versus future consumption. If the net effect of the expenditure ikéofutare
consumption more attractive, then it will increase savings in the present. A deduction
against taxes can also have an income effect, causing people to spend some or all of the
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labour force) and employees without a workplace pefSitirere is no interaction effect
because there is no registered pension amount possible. If the RRSP were cancelled
tomorrow, there is no guarad that these workevgould want or even be able to change

employment and become eligible for a workplace pension, at least in theeshrott

According to Mowsdly (2010), 16% of all employed taders in Canada have only a
Registered Pension Plandado not contribute to RRSPs. For them cancelling the RRSP
provisions is likely to have lie to no effect. HoweveMousally also estimates that

another 16% of workers have both a workplace pension and contribute to an RRSP within
their globalcontribution limits. For this latter group, some substitution into the

workplace pension may be possible if they lost the tax benefit mfgsewvan RRSP, but

much depends on the terms and conditions of their existing pension plan. In defined
benefit pans (which make up approximately 80% of pensions held by Canadian
workerg,>* workers are generally subject to set contribution levels determined by

actuarial analysis of current and ongoing liabilities of the plan.

added room in their budget constraint. If this income effect idegrd@an the

expenditure effect then the expenditure will not meaningfully increase new saving.

>2 Mousally (2010) states that 18% of all employed workers in Canada have only an
RRSP and no workplace pension. Empleygonsored pension coverage is

approxmately 32% for all employees in Canada but is higher for workers in public
sectors compared to the private sector.

>3 Over the longrun, it is possible that pressure from labour would encourage employers
to adjust their nomwage benefits and expand ass¢o workplace pensions. Another
possibility is that pressure from labours would force governments to make a policy
change of some kind to improve retirement income security.

Aut horodos calculation based-0008an@Z8008) dat a
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| suggest that it is unlikely that RRSmounts are currently suppressing the total value of
RPP amounts Thereforesubstitution effects in this direction are likely to be small or
inconsequential Estimating the interaction effect between the net cost of the RRSP and
RPP comesdowntoaskg: A How much more would peopl e
werenotaxpr ef erred treatment for RPPs?O0 Bet we
workplace pension are more likely to contribute first to their pension and only

secondarily to an RRSP, generalBchuse they are required to do so as a condition of

their employment. Fahoseworkers with only an RPBnd those with botan RRSP

and an RPP>there is a greater possibility of interactions and substitutiblasvever,

estimating the substitution awdyom RRSPs because of RPPs would require detailed

data on individual tafiler pension provisions, contribution room, personal preferences

and marginal tax rates. Reliable data of this kind does not appear to be available to
researchers in Canatteerefae the discussion is limited to speculatidrsuggest that it
reasonable to presume that the-timed of workers with an RPP are saving less, or even
nothing, in an RRSP because their workplace pension either completely uses their global
contribution Imit or, likely for some large share of workers, meets their preferences for

retirement savings levets.

> Estimated by Mousally (2010) at 16% of the labour force for each group respectively.
*This analysis does not presume that the ¢
retirement income needs. | assume only that pension members feel less anxiety or

motivation to use RRSPs since retirement planning is already taken care of through thei
employment.
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The methodology behind the figures published by the Department of Finance for RRSPs
and RPPs is based on a model in whichinsguments removed fra the existing tax
framework and all other conditions remain unchanged. The estimate for the cost of
RPPs, independent of RRSPs, is likely tabrelatively accuratestimate of the real cost.
The estimate of the cost of RRSPs on the other hand istiaditelower than the real

cost, depending on the rates of substitution and federal taxation for tiieiroihef

workers with some choice in the decision between pensions and private retirement

savings.

3.6 Concluding thoughts regarding federal expendures on tax-preferred savings

In general terms, it is difficult to set criteria against which to determine whether it is
measurably better for governments to spend money through direct programs and transfers
or through tax expenditures (Kesselman, 1388) different policy goals demand

different types of policy instruments. Quite apart frorjeotive (or normative) criteria

for policy analysis, spending money through the tax system offers several important

political advantages for governments over spamndioney through programs.

First, and as noted earlier in this chapter, tax expenditures are not subject to the same
scrutiny as program expenditures, neither at the time they are introduced in a federal
budget, nor on an ongoing basBy contrast, ppgram expenditures require regular

review either by statue (as in the case of the Canada Pension Plan) or, if not required by

statute, by Treasury Board policy.
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Second, tax expenditures engender very little or no opposition. This is perhaps in part to

a widespread reluctance by any political party in Canada, of any stripe, to be viewed as a
socalledit ax and spendo party. &bdifficuitiesofi s al s o
conducting any analysis of the potential impacts and offering a feasible alternative.

Critiquing tax expenditures in Canada depends on access to very limited data about
individual tax measureanda high degree of technical knowledgegarding the

instruments in question.

A third advantage is that, in an era of declining trustovegnment and declining belief

in the efficacy of government, tax expenditures are a way for governments to take action
without facing themplementatiorchallenges of launching and @alinating a new

program. Thisnay be particularlyadvantageous decentralized federations like

Canada.

Finally, to the extent that governments are concerned with the durability of their policies,

tax expenditures are veaytractive for their resilience. Program expenditures that are
Abookedd and periodically reviewed and aud
expenditures on the other hand, once introduced, become part of the fiscal framework, the
framework tlat governments then use to determine what can and cannot be afforded in

future policy and programming choices.

AEIl i minating all tax expenditures is neith

advance i mportant publ i cddgr antl Getsser (2008ad.18), 0 wr
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No doubt they do. The question though is whether they are advancing public policy goals

in ways that are efficient, effective and equitable.

Tax expenditures on savings have been defended as a desirable move towards a more
consumptiorbased system of taxation. Sgrensen (2007) argues that, between pure
incomebased and expenditubased taxation systems, the Nordic countries have
developed a middle ground dual system that combines a highly progressive tax rate on
labour in@me with a flat tax on capital income. The definition of capital income
howevefi ncl udes Adinterest, dividends, capital
owneroccupied housing, and an imputed return on capital invested in unincorporated

f i r mS68). This.uniquely Nordic approach is not inconsistent with analysis of
welfare state typologies (see for example Esginderson, 1990; Ebbinghaus, 2012) and
may,according tdSgrenserhave some promising features for Canada. But Canada does
not haveeither a consumptichased tax system or the Nordic dual model. As such, the
current set of tax expenditures on saving operate in the tax system we have, not the one

we aspire to create.

Canada has its own hybrid form of taxation that is clearlelgngcomefocused and yet

has large, and expanding, tax incentives for certain forms of saving. Whatever degree of
progressiveness we have in oscome tax and transfer systeme have littlein our

treatment of savings and assets. Worse still, thrtarglexpendituresve may in Canada,

as Howard (2007) asserts is true for the U

accomplished by traditional asgiover ty programso (p.206) .
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This does noimply that we ought tammediately eliminate the programs @ésher We
have evolved our current system through a series of incremental policy changes, based on

precedent andolitical pressure. There adéscussed itChapters 4 through 6 that follow.

A rethinking of the current policy mix requires attention to vesdeveloped the system

we have how much the present system costs (the focus of the present chapter), as well as
the observed effects and policy preferences of Canadians. It would noas@me

surprise to most if the majority of the tax expenditures on the registerqutet@xred
instruments were to flow to higher income and higher wealth Canadians. They, after all,
have more money to save and larger tax liabilitiasa taxpreferrednstrument might

reduce. In terms of registered accounts opened, the distribution may be reasonably
equitable while in terms of dollars saved, therthstion may be much less sélowever,

as long as wealthier households have larger unsheltered resasrwell, the tax system
should capture more of those resources, helping to even out the playing field on the
treatment of both income and assets. In other words, some degree of vertical equity is
still possi bl e i n Can addad dystemhifyas a shate oftdtai t n ot
household wealth, savers at different levels of resources are able to shelter a comparable
level of their resources from taxatidh That distributional analysis is addressed

guantitatively in Chapter 7 and qualitatiyeéh Chapter 8.

>’ This should be regarded as a minimum condition for vertical equity in the treatment of
savings with a progressive income tax. In a progressive system of taxation on savings,
households with fewer resources should actually receive propally greater benefit.
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Chapter 4: The start of tax-preferred savings 1939-1971

4.1 Aims and approach

This chapterwith Chapters Shrough7, report onaretrospective analys(®unn, 2012)
of each of the following tapreferred accourtased inBuments: compulsory savings
this chapterRegistered Retirement Savings PIGRRSPs)n this chapter and Chapter 5
Registered Homeownership Savings Plans (RHOSPSs) in Chaiegistered Education
Savings PlanRESPs)n Chapter 6Registered Disality Savings PlangRDSPs)and
Tax-Free Savings Accoun{§FSAs)in Chapter 7 |1 do not includex history of the tax
treatment okequity or imputed rent in own@ccupied housing because there has been
almost no change to these since the federal sydtémame tax was first created.
Where relevant, | do refer to policy to promote savings for and asseinulation in
homeownership. Ais includeghe discussions of the RHOS{hapter 5and sheltered

withdrawals for housing from RRSPShapter 6)

The aims of these chapters:atgto empirically describe theequence of events the

creation and lifecycle of each instrument, up to present day status or termination, and 2)
to critique the policy design choices thagremade in the development cdi@h

instrument with attention to the effects on the capability of Canadians, particularly those

from lower and modest income or wealth households to directly benefit from the $olicy.

*8 The construct of capability implies an interaction between individual and institutional
factors in any observed outcome. It is discussed in Chapter 2.
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The approach to the research and analysis in this chapteell as Gapters Shrough 7

is guided bythe literature on policy studieBiewer & DelLeon, 1983)ye, 1995;Dunn,

2003, 2012Prince, 2007). Dunn (2012)usech e t er m Or etr ospecti ve
describe the application die craft ofpolicy analysis tgast policy problems and

solutions. Dye (195) andDunn (2003, 2012) suggesttthtretrospective policy analysis

aims to understand past government action by understatigimmiblic problemhat was

to be resolvedjuestionng the availablepolicy respmsesexamininghow the chosen

policies were put in place, amstaminingthe policy outcomes.

In this retrospective analysiglo notdescriban detailthe policy problera that were

articulated by the federal government or stakeholdgrequiring aesponse from the

Government of CanadaAs Brewer and DelLeon (1983) emphasized, governnofieis
pursue policies i n t hadrexdysitemoc mioritzétionppti bl i ¢ 06
problems is often contentiousiowever, | do note where governmentstakeholders

positioned the new or amended-areferred savings instrument as a response to a stated
problem because | believe timeovides relevant information about thleserved policy

choices Informed by theory on household savings, discussé&hapter 2, highlight

evidence of macroeconomic versus mica@mic policy rationales, arevidenceof the

prioritization of certain goals or motivations for private saving.
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My retrospective account of the policy choices and implementatiossisd ororiginal

researctanddescribeshefederal policy choices as they were matle

My research drew oawide range ofprimarysourcesncluding: federal budget
documents? Parliamentary debates, archival documéimisludinggovernment media
releases, goveament information pamphlets, ministerial aspondence, public
speechesjetrievedfrom eachLibrary and Archives€Canadalibrary of Parliamenand

the Library of the Department of Finance, archival media covéfagehival

departmental reports includirgnnual statistical reports on taxation from the Canada
Revenue Agency and its predecessors, archival recordsTier@anada Gazetféand
archival information from the database of records of Cabinet decisions maintained by
Library and Archives Canadd| supplemented this primary research with the few

secondary sources that have been published on each instrument, cited in the relevant

*9| do not conduct a comprehensive review to consider alternative pobity gochoices

of instrument to achieve the same stated policy goal. That analysis is beyond the scope
of this thesis.

% Federal budget papers are available electronically for the period 1968 to the present on
the website of the Department of Finaneew.fin.gc.ca Budgets prior to 1968 are
available in print form througiihe Debates of the House of Comm@tensard).

®1 Based on searches Biie Globe and Mathistorical database for 1944 onwards

(available via ProQuesdistorical Newspapers],he Toronto Stafavailable online at
http://pagesofthepast.)and English and French language media retrieved from
Canadian Newsstand Complete and Canadian Business and Current Affapiet€o

®2The database covers archival copie3ilné Canada Gazetfeom 1841 to 1997,

available online athttp://www.collectionscanada.gc.ca/databases/cagadete/index

e.html Copies of the publication are available online for 1998 forwards on the website
of The Canada Gazettesww.gazette.gc.ca

% The database covers the written conclusions from federal Cabinet rsdietimgl 944
through 1976, available online at
http://www.collectionscanada.gc.ca/databases/conclusions/mtiaxl
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sections.| present the factegardinghepolicy decisiorand implementation of each of
the taxpreferred savings instments in a narrativend chronologicalormat, consistent

with accepted practice jpolitical historical researciWawro & Katznelson, 2010)

As noted byPrince (2007)inot hi ng i s more political, org
doing policyworkinad f or t h e Insthe @resend stufiygpay patidu)ar

attention to the role and statements of political figireamelyfederalministers of
financeand other Parliamentarianss well astakeholders outside of the formal policy
makingapparatu®f government including private sector organizations, lobbyists or
advocates and prominent academics who were actively engaged in the policy discourse
on the taxpreferred instruments of interest. | highlight relevant information about the
organizational and interpersonal relationships of those involved because | believe this
provides important information about the political and social context in which the policy
choices were made (Porter, 19638)tention to stakeholders outside of the goweent
policy-making system is also consistent with Savoie (1999) and Prince (2007) who have
noted thatCanadian public servants no longer enjoy a monopolyadéce on
governmenpolicy priarities and optionsThese authors have generahgued that tis
change begawithin thelast two or three decadeblowever, the present research

suggests that negovernmental influence wasrong on tapreferred savings

instrumentsnany decades earlier.

Finally, consistent with Savoi{@999)and Schick (2007), dive federal budget

documentgincluding ministerial speeches and budget papers tabled in Parliament)
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particular prominence as research sourc@avoie has argued that federal budgets in

Canada have fundamentally shifted from a simple projection of gt revenues and

planned expenditures to more political®olo communi cate a gover nm
agenda. Schickasnoted a similar trend in the United Stat&avoie hasirgued that
until the mid190 6 s, feder al budget s dtoeprogrammsamd fin o
no major policy statementso (p.188). He f
providea centralized mechanism, with little or no scrutiny from Cabinet or Parliament to

craft public policy and then to communicate that polisyng tactics of political

marketingWi t hout di sputing Savoieds characteri:
budget$* | disagree with his suggestion that older budgets contained no announcements

of major policy or spending. In fact, all of thexfpreferred savings instruments included

in this retrospective review wefiest announced through federal budget. Federal

budgets have also been the vehicle through which major policy changes to existing tax

“Until the early 19706s, the budget of the
only as a speech to the Hossk®BobfogR€ommonask
House to vote in favor of the budget expenditures and legislative changes, plus one or

two supporting documents placed on the Order Paper and published directly in the House

of Commons Debates by Hansard. These documents (ofterereferrt o as @A Budget
Paperso) included a review of the gover nme
wartime period, a publication of national economic statistics. The former is the

predecessor to the annual Public Accounts of the Government of Canatia &itet is

the predecessor to the annual publication of National Accounts (now prepared and

published by Statistics Canada). Beginning with the 1971 budget, a separate copy of the
budget speech and papers were printed and circulated by the DepartfFieahog. In

1972, the department also added a ABudget
policy announcements. While these documents continue to be prepared and published by
the department for each federal budget, it was not until the 1983tlprdgented by

Marc Lalonde, P.C., M.P. that the look and feel of modern day budget documents is

really in evidence with more deliberate use of visual data and photos to give the budget
greater value for public political communications.
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preferred savings instrument are announc&simade clear in Chapter 3 from the
compilation of tax and direct spending estimates, these policy instruments are indeed

Amaj or 0.

4.2 Contributions from the historical study and overview of key findings

While there have beesome previous reviews ofwsral ofthe instruments of intereSt

this is the first retrospective analysis of4areferred accourtased savings instruments

to cover the full period from the earl i est
present day, to detail the chasgeack over time to each instrument, atodinclude

attentionto the policydiscourse angolitical debate surrounding decisions on-tax

benefitted savingsThis is also the first retrospective analysis to ttheehistorical

linkages from one instrument to the next. In some cases, the linkage is in explicit

reference to an earlier tgpreferred accourds an example of precedent or policy to be

replicated In other cases, the linkaggmclude the federal otfialsinvolved or the roles

played by external stakeholders.

While histories of preversus postvar government social poliapaking describe a clear
trend of expansion of the spheres and instruments of policy intervention in the lives of
ordinary citizns (Moscovitch & Albert, 1987; Guest, 1991), the pattern of federal policy
intervention inhouseholdsavings and assets shows remarkable convergence in the

instruments and approach. Id#ficult to imaginenow that the Government of Canada

% Citations for peviously published historical research are not listed here for the sake of
brevity, but they are provided in the text of Chapters 4 through 6.
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might compé& by law, Canadians to save in individual accounts, or provide basic
financial services and sell financial produsAnd yet past Canadian governments
experimented with all of these as ways to promote savings and assets for Canadian
citizens®’ From thelaunch of the Registered Retirement Savings Plan (RRSP) in 1957
through to the introduction of the Tdtee Savings Account (TFSA) in 2008, tax
benefitted accourtased instruments have been increasingly used to promote individual
and household savings#/ore importantly, each new policy instrument has been based on

past precedent with only incremental changes.

As stated in Chapter 1g19-21), | find thatthe taxpreferred accourtased instruments
as implementedll: 1) require attachment to a mairstm financial services provider; 2)
use the personal income tax system to deliver incentives in ways that confer larger
benefits on those with larger taxable incomes; 3) normalize only certain kinds or goals for

personal savings; 4) promote financial calpbat is fungible and may be beneficial to

% Each year the Government of Canada issues Canada Savings Bonds for sale to
consumers. The first debt secustigere issued by the Government of Canada during
the Second World War as fivictory bondsodo to
and 2010, the Bank of Canada also made available a retirement savings product as a
Registered Retirement Savings Plantcact. Currently Canada Savings Bonds are
available primarily for sale through automated payroll deductions. In 2012, the Bank of
Canada amended the terms and conditions on the sale of bonds by reducing the maturity
date from 10 years to 3 and allowingeRium Bond holders to cash in their bonds at any
time in the year, effectively making the CSB a more stesrh and liquid vehicle for

savings.

®7 Between 1942 and 1944, the Government of Canada required Canadians to save
through compulsory but refund&biaxation on top of their personal income tax. Between
1868 and 1968, the Government of Canada offered basic financial services, including
deposit accounts, through the network of Post Office Savings Banks. Between 1908 and
1975 the Government of Canadaued annuities as lofigrm savings products to

individual Canadians and employers.
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the saver outside of the strict savings goal of theptakerred account. But, as is
discussed in this and the next two chaptashef the instruments also responded to
outside policy advice grolicy advo@cy from influential stakeholdeos elevatel socio
economic statysandsometimes stakeholders who miglersonally or professionally

gainfrom the creation of a new account.

The result has been a convergence of pet@king and a set of instrumentstlare to
useHowar doés ( 20 @ythinty enivensalnTbak i®tigey are notionally
available to albut, in practice, confer more benefit to wealthier households. More
recent, incremental changes over the past decade show some greaten atig@aoioer
Canadians but may not be sufficient to alter the dominant direction of federal policy

making.

The remainder of this chapter provides the retrospective analysis of compulsory savings
during wartime and the creation of the Registered Retme®avings Plan. The analysis

continues, in chronological order, through Chapte® &nd 7

4.3 Compulsory savings 19401944

Canadads experiment with compul sory saving

rare example where a proposal from an agadtheoristtundamentally shaped
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government policy® In 1940, John Maynard Keynes published a small pamphlet entitled
AHow to Pay for t fstatemata of many & thesamedrgumentsdie r e
had made in articles throughout 1939 (reprintedegnes, 1962). Keynes recommended

that the Government of the United Kingdom increase personal income taxes but convert a
substantial portion of the taxes on individuals to a compulsory and repayable loan to
government. By forcing people to save duringwai me, Keyneso0 argued,
could both raise the substantial capital needed to finance the costs of continuing to fight

in World War 1l and, at the same time, reduce demand for personal consumption, freeing

up more of the productive output from thetBh economy for use by government and

the military in the war effort.

Despite rationing and thrift campaigns, the British government found itself in competition
with its own citizens for access to consumables including food and manufactured goods.
Any substantial increase in personal income taxes would reduce the purchasing power of
individual Britons. But, by making a substantial portion of it a loan that the government
would refund after the war, Keynes suggesheda compulsory savings programould

support a posivar improvement in economic equality in the United Kingdom,

particularly compared with the option of borrowing from and then repaying a smaller

pool of wealthy capital hol der s. He wrot e
underwor ki ng cl ass contr ol [ €] embodies an ad
than any we have made in recent timeso (p.

%8 As will be discussed in Chapter 6, the Tree Savings Account is another such case
study.
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Keynes recommended a temporary increase in personal income taxes on the broadest
base of taxpayers possimgth a compulsoy savings portiorio be withheld by

employers and gmsited into lockedn accounts. The accumulated capital in the
accounts would then be returned (with interest) to individual wodéegs thewar had
ended. To maintain government revenues aftewtre Keynes suggested that
government introduce a levy on capital and stimulate demand during reconstruction by
expanding access to credit. The net result, according to Keynes, would be a drop in
wartime prices, steady government revenue and avarstapital fund for reconstruction

in a more egalitarian manner than the-wae period.

Keynesd writing on the subject was widely
sent by Canadadés High Commissioner in the
directlyto the Deputy Ministers of External Affairs and Finance (Bay2€01). Like

the U.K., the Canadian government faced a substantial shortfall in its budget, projected at
$180 million bythe summerof 1942 (National War Finance Committee, 1942),

equivalento roughly $2.5 billion in 2013 tern?$ and mounting competition and rising

prices for consumer good§. hr oughout 1940 and 1941, it ap

proposals were read and debated in Canada.

%9 Using the Bank of Canada dine calculator, based dBtatistics CanadaConsumer
Price Indexes for Canada, Monthiy41690973 serigs



http://www.statcan.gc.ca/

An editorial inThe Globe and Mairom November 240 referenced the proposal for

compulsory savings with skepticism, suggesting the government should be looking for

ways to reduce its spending first. nRnThe G
showing than this bef or e AccartingtoBgrettd2001))t com
the Department of Finance commi ssioned a r
economists at Queends University. Event ua
entittedWar Finance in Canadérown, Gibson & Plumptrel940), the review

compared the option of increasdirect taxation on the rich to a system of progressive

income taxation with a compulsory savings component only for working class Canadians.

According to Gibson (1940), the compulsory savings optiahtiva advantages over the
increase in taxation at the top end: 1) it would meet with less public opposition than an
increase in income taxes alone; and 2) it would increase the purchasing power of the
working and middleclasses in the postar period, avaling a muckeared economic

slump and even depression when government spending slowed and production levels fell

from wartime highs.

This more positive assessment seems to have also been matched by a warming tone
towards compulsory savings in the naibmedia. In contrast to its 1940 editoriEhe

Globe and Mail released an editorial in 1941 that listed compulsory savings alongside
price and wage controls as policy options available to a government that must compel

people to act in certain ways,evagainst their will, if the war was to be won, atsb
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printed opinion columns strongly in favour of a compulsory savings (Lipmann, 1942a,

1942b).

4.3.1CanadianamendmentsstoKey nes 6 pr oposal

Canadian officials also monitored the response of thesBgovernment to Keyisé
proposals. It was only after British polioyakers signaled that they would be moving
ahead with a new compulsory savings scheme that the Canadian government acted to

introduce it here (Barnett, 2001).

Over the course of thegar, only the United Kingdom and Canada would eventually

introduce compulsory personal savings programs through their income tax systems and
both introduced them only after trying a program of strictly voluntary savings through
government secured debt;salledwartb onds or A v Bamett(®00¢) nddeal n d s 0 .
thatinternal memorandaithin the Department of Finance at the time argued that the
government could not rely aroluntary savingslone tomeet wartime fiscal demands

Finance officials suggestehatthe refundable nature of the Keynesian compulsory

savings proposal ight help to smooth over an otherwise unpopular hike in personal

income tax rates on a wider base of the populdfidBy early 1942, Finance officials

began tadevelop the policypoposal s for a Canadian adapt at

" Internal memos of the Department of Finance cited by Barnett suggest that there was
concern within the department that the structaingersonal income taxes were allowing

too many loopholes for seéfmployed workers, farmers, small business owners and those
whose income came in some part from investment income. Interestingly enough, the
same memos also suggest that working class wokkere among those Canadians that
the Department felt were not paying adequate tax on their personal incomes.
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savings within a policy to increase personal income taXxas. officials proposed that the

governmenma ke part of fAthis yearo6s [1942] incr
payitwouldgetiback i n some form or other after th
p.33).Unl i ke Keynesdé proposal that saw a rol e

Canada would itself collect the refundable portion and keep it in accounts, earning
governmenpaidinteres at 3% per year until it was repai®y the time the policy was

announced, the annual interest rate was reduced to 2%. The pli@adéide for

repaymentvould be three fiscal years after the end of the war. The refundable

compulsory savings portion afcome taxwould be capped at ofthird of the total

personal incom&ax payablannually | n contrast again to Keyne:
design from the Department of Finance was for a compulsory savinggahlat apply to

all Canadian tgpayers andbe refundable to all @eadian tapayers.

TheFinanceo f f i ci al s al so proposed fdAall owing a ¢c
from income, for expenditures or commitmen
p.33). The idea was to reduce the new compulsory saving for taxpayers who were

already saving in other ways such as contributing to a pension or paying a mortgage.

This latterdesign featurevould prove criticato the way in which compulsory savings

would be inplemented in Canada and, more importantlyagatecedenfor future tax

preferred forms of savingGiven that the macroeconomic aim was to reduce demand for

goods, giving credit for other forms of saving was thought to ensure that consumer

demand wouldtill be lower without imposing hardship on people who were already

saving privately.When the policy was announced in the 1942 budget, the Minister noted
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thatthese creditsvould be limited tomortgage paymentdt onlyfor mortgags heldin

a ma n @)sndiifa insurance premiurfidansard,June 23, 1942} After the

budget, a August 1942 pamphlet produced by the Natiddal Finance Committee

notedthat contributions to a workplace pension walsndeductible as aavingscredit

against the new tafNWFC, 1942). Thigreditwas on top of the deduction for

contributions to eligible pension plans, up to an annual maximum of $30T.aken

together, these credits against the new compulsory savings represented a new baseline for
the treatment of persal savings in a still new system of personal income tax in

Canadd” Although internal memoranda at Finarpendered similar credits for rental
payments, medical expenses and perhaps even debt repayment, none of these were

included in the finaset ofcredits available to Canadian taxpay@srnett, 2001)

By contrast, Keynes had recommended tieat life insurance policies and also some

unspecified level of liquid savings (as personal insurance against emergencies such as

" Initially the 1942 Budget had proposed that only existing life insurance policies be
eligible for the offset credit but following debate in theuse of Commons on the

budget, the government relented and accepted an amendment to extend a credit to
premiums on new life insurance up to $100 (in 1942) per year.

2$300 in 1942 is equivalent to approximately $4,180 in constant 2013 dollars
(calculation using Bank of Canada inflation calculator based on Statistics Canada,
Consumer Price Indexes for Canada, MontM#1690973 serigs By comparison, the
current maximum allowable deduction for contributions to a workplace pension is
approximately $24,00fbr the 2013 tax year or 18% of earned income, which ever is less
(CRA, rates tabledittp://www.craarc.gc.cal/tx/rgstrd/papspapgafespfer/Imts

eng.htm).

3 Based on a@eview of the Minister of Financial budget speech for 1942, the above
mentioned 1942 pamphlet of the National War Finance Committee and an archival copy
of the 1943 Individual Income Tax Return, Foral Tposted online at
www.wartimecanada.ordast retrieved February 7, 2013).

"*1n 1942, Canada had only had a national system of income tax for 25 years.
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illness and unemployment) lgéven credit against theew compulsory savings. The type

of credits available to offset the compulsory savings was no small matter. The original
proposal by Keynewould have included rental payments gnemiums on life

insurance. As suchwtould nothave privileged homeowners over renters with otherwise
similar incomes but may have created a demand for new life insurance policies, at least
among those households able to afford the regular premiums. However, the credit for
liquid savings set aside psrsonal insurance would not necessarily have privileged

wealthier households over pooreronespartil ar | y i n con giogbgar i ng t h
for refundability was limited to tagayers with low and modest incomes. In Canada, the

final set of credits mant that fewer working class householasmpared to wealthier
households, would have qualified for credits against the new compulsory savings. As a
result they were less lgbto take advantage of angductions angaid a larger share of

the new computsry savings. In facfinance officials (cited in Barnett, 2001) had

projected thatther a mended v ecorspulsory sawvirigs woeld/be krgedy if

not fully offset by credits for voluntary savings for taxpayers mak)¢@® or more in

1942. Whi |l e Keyneso6 pr oebpsedstaxiwithweosmestedr a br oad
refundability, the Canadian implementation became an indested compulsory

savings scheme.

Another element of the design that is worth noting is in the collection and administration

oft he savings funds. I n Keynesd original p

responsible for withholding and then depositing the compulsory savings portion of the
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income taxes into lockeith accounts® In Canada, the funds were collected as part o

regulai ncome tax payments collected by empl oy
Government. The 1942 tax year was the first time that the government relied on

withholding from earnings and remittances by emplogéagsideannualindividual tax

returrs to reconcile individual tax accoun®s.However, in the lead up to the 1942

budget, internal Finance memos sleolthat officials originally recommended that the

funds be coll ected and held by chartdered b
[the] administrative di ff itt,2@Lp87es for inco
Departmental officials also explored the idea of using a system of vouchers which could

only be purchased from banks and then deposited into lanlaztounts until aftethe

war. In addition to ousourcing the current administrative burden, the Department was
thinking of ways to fiwork the chartered ba
machinery of t he -tagnochangerionmkempsésiar paried €ited ih 0 n g

Barnett, p.37). In the end, the government decided to blend the basic income tax with a

> This is similar to the way the United Kingdom currently administers other publicly
funded benefits such aarental leave. Employers in the UK are required to pay their
employees on parental leave and then claim a reimbursement from the government. The
normative assumption of standard employment is also noteworthy. In Canada, self
employment levels have hawel at roughly 15% of all adults in the paid workforce for

the last several decades (Robson, 2012) but rates -@msplbyment in the UK have only
very recently reached 14% of their-1|abour
employment: The rise d¢f h e -jookdlbde r s 6 0 .

® Employers in Canada are required to withhold income taxes and other payroll
deductions before issuing payment to their employees. The amount withheld must be
remitted to the Canada Revenue Agency within 60 days (CRA, 2012). déralfe

budget of 1942 introduced this system for the first time in contrast to an earlier system of
individual annual returns and lump sum payments.
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war-time surtax and make the compulsory savings payable directly to the government as

well.

The government may have abandoned ideas to shape a rolevébe financial

institutions in its policy out of @esire to keep the new tax regime as simple as possible.
Making payments to two separate collectors, the government and a financial institution,
may be confusing. Or it may have been that governmengublic trust in the

refundability of the savings portion would be compromised if the funds were held-by for
profit private banks. In implementation however, simplicity and trust in the refundability

became major obstaclafngsidegrowing concerns abodisincentive effects on work

But when the Liberal government announced the new compulsory savings in June 1942,
none of the above concerns, simplicity, transparency, fairness and work disincentives,
were raised by either of the Conservative ordperdive Commonwealth Federation

(CCF) opposition parties. In fact both Conservative and CCF caucus members voiced
general support for the compulsory savihgdhe debate, based on the Hansard

transcripts, was almost entirely about the list of the offgeavings creditsinitially

the list of credits only recognized premiums on existing but not new life insurance
policies. The government eventually relented and added premiums on new policies to the
list of credits. The initial list of credits also éxded premiums paid goaidon

governmenissuedannuitiesbut the government refused to address this until well after

""Based on a review of thigebates of the House of Commggt$ansard) for June 23,
1942,
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the initial introduction of the compulsory savings policy. These annuities were, at the
time, an important savings mechanism for manyking class Canadiarf§. In addition

to perceptions of unfairness in the credits, the implementation also faced challenges to
publicunderstanding the compulsory savings scheme and trusting in the refundability of

amounts Asavedo.

4.3.2Stakeholder criticisms of the policy of compulsory savings

In 1942 representaties of the Canadian Labour Congreks, CCFand even the federal
Minister of Labour all expressed concerns to the Minister of Finance about the inequity in
the compulsory savings policy (ed in Barnett, 2001). Theyere concernethat while
wealthier taxpayers could reduce their compulsory savings through credits for mortgage
payments, insurance premiums and private pension plans, working class taxpayers could
not deduct many of the mandag payments they haddm their more limited budgeis

rent and premiums on government annuities tre/already purchas¢Barnett, 2001)
Furthermore, lowemcome and working class Canadians were unlikely to be able to

afford theotherkinds of saving recognized for credégainst the compulsory savirdgs

mortgages and private insurance. Although the policy was eventually amended in 1943

8 Between 1908 anti975, Canadians were able to purchase Dominion Annuities from

the Government of Canada as an individual or workplexsed retirement savings

vehicle. Premiums were payable to the Government as part of the annuity contract and

these products were predomaitly used by working class Canadians or their employers

as an alternative to a pension fund. According to the Department of Human Resources

and Skills Development Canada (HRSDC, 2009), approximately 2,000 of these annuity
contracts are still in force arate expected to mature within the next 30 years.

According to departmental reports, the annuities that have now matured are paying
benefits of an average of $600 per year to
with a total of approximately3% million in total benefits paid annually (HRSDC, 2009).
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in response to public pressure and extended credit for saving through government
annuities (llsley,1943),it appears that the damage to the perception of the compulsory
savings program was already dofe1944 memorandum ba&een finance officialén
preparation for the next federal budget, noted a strong and negative public response to the
compulsory savings paly (cited in Barnett, 2001). The public mood towards the
compulsory savings plan changed dramatically between 1942 and 1944. In May 1942,
immediately prior to the federal budget, a public opinion poll reported that 51% of adult
Canadians said they wouddree to give as much as 10% of their income as refundable
savings to the Government of Canada and without interest (Canadian Institute of Public
Opinion, 1942 cited in Barnett, 2001). But by June 1944, on the eve of the 1944 federal
budget, nearly half49%) of Canadians wanted to see the compulsory savings scheme
cancelled (CIPO, 1944 cited in Barnett, 2001). A table included in thefé@dral

budget documents may help to explain why.

The table gave the Depart meeteffecoditheci nanceos
changes to the basic personal income tax and the new compulsory savings tax. For
Canadians with incomes below $3,000, the refundable savings portion was projected to

be as much asalf of their total tax payabl€. According to the Depamtent of Finance

memos cited in Barnett, these workers made up 90% of all income earners in the country

and earned 75% of all tiiecome. A wide tax base that included more of the lower

income workers would increase government revenues and reduce tltenumféc

" Published irDebates of the House of Comm@Hansard) for June 23, 1942.
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effectively than a targeted increase in taxes on the smaller pool of wealthier earners
(National War Finance Committee, 1942; Barnett, 2001). However, the policy, as
implemented also meant that a married man with three dependent children e2/00ty $
per year would see his federal income taxes more than triple from $60 in 1941 to $215 in
1942 but a man with a similar family but earning $20,000 would see his federal income
taxes increase by less than 50% from $7,800 to $11,000, with only $1 ylflepin

compulsory saving®

In addition to objecting to the unfairness of tlfsetting credits, many taxpayers may

not havebelieval that the government would in fact refund the compulsory savings as
promised. In his 1943 budget the Minister of Finance addressed this point directly,
saying that too little public attention was being given to the refundable nature of the
required saving (Isley, 1943). In the same speech, the Minister sought to deflect
further demands for changes to the offsetting credits by, prophetically, pointing out the
tradeof fs between a demand for simplicity
cannotmake ur tax so complicated that the or

Furthermore, every additional allowance that we make, increase the difficulty in

and

di n

administration and the ri didey,@¥3).ar bi trarine

Another criticism othe compulsory savings policy was that it was @ea disincentive

to work (Department of Finaneeemo cited in Barnett, 2001). Critics would have

80AuUt horos calculations based on Government
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argued that working class Canadians reduced their hours of paid work (for example
refusing overtime) ag way to manage their tax liability and avoid paying a marginally
higher rate of personal income tax. The validity of this criticism is more difficult to
evaluate. A search of the available records found no empirical evidence for hours of
labour lost. Brsonal income tax rates were high in Canada, as they were in most western
Allied countries®® but it is difficult to assess the degree to which the blame for
absenteeism was legitimately placed on the compulsory savings or whether the
compulsory savings nasure vas instead a convenient target for workers and taxpayers

who had been exhausted through years war time production and taxation.

4.3.3Assessing the household effects of the compulsory savings policy

Based on the available records, it is imposdiblestimate the fiscal or distributional

effects of the policy. Itis also impossible to quantitatively evaluate the effects of the
choices in policy design to select certain kinds of salorgpuntasa credit against the

new compulsory savings. Itmotable that the numbef private insurance policies sold
increased dramatically in this period (Higgins, 1944), suggesting that those with
sufficient incomes were able to buy private insurance and reduce their total personal
income taxeslt may have ben that these taxpayers doubted they would see a return of
their compulsory savings and preferred the risks of a private insurance contract instead.
While the policy intent of the department was to broademathibase thedecision to

include higher rapayers in the refundabsmpulsory savingkkely also took away

81 See comparison tables prepared by the Department of Finance and published in the
1943 Budget, iDebates of the House GbmmongHansard) for March 2, 1943.
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any real redistributive effects on personal savings and wibaltinad been theorized by

Keynes

Based orDepartment oFinance projectionfigher income earners would pay roughly

$1200 per year imefundablecompulsory savings to the government (based on a married
worker with 3 children earning $10,000 per year or mtfrédt the promised 2% annual

interest, this taxpayer would have been eligible for a return of $2,568 (in nomilaas)Xo

when repayments began in 1946. By comparison, a married person with three children
earning $2,500 would have been ellgifor a refund of just $347. By refunding the

savings of both higher and modest income taxpayers, the Canadian amendment to
Keynesd original p r-og redstilbutive effecoon leodsehald y p o st

wealth.

It is impossible to know whether the policy, as implemented in Canada, led to any real
increase in household savings above what might have occurred without a ceynpulso
savings policy.The internal analysis of éhDepartment of Finance in the development of
the compulsory savingsolicy suggested that voluntary thrift and savings throtgh t
purchase of war bonds wedeth belowthe hopeefor rate. But that analysisasalmost
entirely based on maaoonomic targets of inflation control and the federal fiscal
framework. It may have been that households, particularly the 90% earning less than

$3,000 per year, were already saving the maximum they could without hardship

82 Budget documents publishedebates of the House of Comm¢@Hansard), June 23,
1942,
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Because the policy design did motlude credits for, as Keynes hadginally proposed,
emergenciesand until midway through the lifecycle of the policy it excluded credit for
the retirement savings vehicle mased bythe working class, it gavetli¢ recognition or
reward to the ways that lower and modest income earners might ordinarily have been
saving and building assets. Greattention to these more mi@wonomic factors might
have lead the Finance officials in a very different directiqgppiat made too late by

oppositionParliamentarians.

In the debate on the 1944 budgeembers of the Conservative caucus reversed their

1942 position in support of the compulsory savings and instead admonished the Minister

of Finance: MfAnartewilllearnthas tuman natufe exXtsis andhbat

not likely to find out very much aboutitfromsae | ect gr o @Wpcknmah, of f i ci a
1944). These Oselect officialsd would have bee
of Finance. Itis like that these officials would have dhabove average annual incomes

and would have participated in an emplegponsored pension plan. When these

officials imagined the effects of their compulsory savings policy on ordinary Canadian
taxpayers, it is likgl their understanding of effects was higher for taxpayers most like
themselves. Perhaps this helps to explain the choices of credits for other saving to reduce

taxes owed through the new compulsory savings policy.

In 1944, theCCF caucuslsourged thegovernment to cancel the compulsory savings but
suggested that the accumulated savings be redistributed to lower income Cagitdtbans

through increases to the Old Age Pendienefitsor by converting future personal
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income taxes for the lower incomeabkets fully into refundable savingsted in

Barnett, 2001) Bothproposals were flatly rejected by the government.

4.3.4Cancellation of the policy and repayment of the compulsory savings

The June 1944 federal budget announced an immediate dreldormpulsory savings
program with the final deductions from income for this portion of taxes taking place June
30, 1944 (lisley, 1944). Otherwise personal income taxes in Canada were left largely
unchanged. An internal memo from the Department of Finamitien before the budget

had advised the Minister to cancel the policy on the grounds that the public did not
support it and the government, for political reasons, would want to be seen to be
responsive to public opinion (cited in Barnett, 200The sasme memo also noted but did
not verify criticisms that the policy was too complex, treated working class Canadians

unfairly and created disincentives for paid work.

There is very limited information on the repayment of the compulsory savings following
the end of World War Two. Barnett (2001) claims that a total of $296 million (in

nominal terms) was collected between June 1942 and June 1944 and that it was fully
repaid by March 1949. The budget documents for 1945 through 1946 make no reference
to the ompulsory savings collected and held by the Government of Canada. There is a
very brief mention in the documents tabled in the House of Commons to support the 1947

federal budget. According to -4 PaatofalRevi ew

8 published inDebates of the House of Comm@Hansard), April 29, 1947.
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$38 nillion was collected in 1942, $135 million in 1943 and $72 million in 1944 for a

total of $245 milliof* over the lifecycle of the policy. The same report noted that $3

million of this total had already been repaWhile Barnett claims that most of thatal

had been collected from modest income earners and would have been returned to them,
she offers no evidence to support this claim. The illustrative example gipi24 to

125) of two households with three children and annual incomes of either $2,500
$25,0000 suggests that the refunds would have been much larger for households with
larger annual incomes. If households did regard the compulsory savings as a regular tax
and therefore a sunk cost, then these refunds might have been experiencepeeame

or windfall gains. While it may have been true, in the aggregate, that most dollars were
saved by and returned to modest income Canadians, for individual households, it appears
that the policy made | ittl e luttoogwealthm t owar

the postwar period.

What Keynes intended as a great equalizing policy in the UK was instead, implemented
in Canada as a windfall for the private insurance industry and wealthier Canadians. Far
more redistribution in wealth is likgeko have come out of the pestr demobilization
spending. This spending included lump sum financial transfers to returning veterans

alongside generous support for housing and education and made up the largest share of

8 Equivalent to approximate§3.3billion in constant 2013 dollars using the Bank of
Canada o#line calculator, based ddtatistics CanadaConsumer Price Indexes for
Canada, Monthly\(41690973 serigs
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the demobilization subet of the atal federal budgets for 1945 through 1948. According
to thePublic Accounts of Canadar the fiscal year 19489:
1 $641 million was spent by the government on cash benefits for returning veterans
between 1945 and 1948,
1 $27 million was spent on trainire;md education benefits for vetasaover the
same time frame
1 tens of millions more were spent to support homeownership (through cash grants

and subsidized development of new housing) for eligible veterans.

Some authors have argued this demobilizasimending was critical to greater wealth
equality and expansion of@¢lmiddle class in the pestar period (Sherraden, 1991;

Axworthy, 2004; Paxton & White, 2006).

Shortly after the end of the war, the government began a series of tax cuts in each of its
federal budgets but even managed to build a budgetary surplus by 1948. To the extent
that there was any attentitm householdavingsin government policyit wasincluded

only in the back pages of budget documents iratfggegate estimates of rates of

personal savig as one among many other magonomidndicators of the health of the

Canadian economy.
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4.3.5Lessons from the compulsory savings experiment for tagreferred account

based instruments

It was another decade before the Government na@awould again look to the tax
system as a way to bolster household savings in personal accNontsthelesshere

were certain elements of the experiment with compulsory savings that would reemerge
when, in 1957, the government introduced apeefared personal account to support

private retirement savings, the Registered Retirement Savings Plan (RRSP).

By 1957, thenew Deputy Minister of Finance was an official who had joined the
department during the war and experiment with compulsory sa¥ifidme government
was no longer concerned with increasing household savimipedany exhortations to
Canadians to save had become the domain of an expanding private financial services
sector®® But like the compulsory savings policy, the new RRSP wouddthis personal
income tax system and individual accauima new policypreferred form of private
savings. Like the compulsory savings policy, there was a tension in the policy design
between recognizing saving that was already taking place and offeringentive for

new saving. Like the compulsory savings, discourse on the RRSP was couched in terms

8 In late 1952, W. C. Clark unexpectedly passed away and was replaced by an internal
candidate, Kenneth Taylor who had joined Finance in or around 1945 (Source: Slater, D.
1997, Economists artie Department of Finance 194980, Canadian Business

Economics, Winter/Spring, pp.73B).

8 A search of the national newspapEne Globe and Mailor the period 1953 through

1957 finds only scant references to personal savings in Canada in the newis| edi

business sections. However there are multiple and prominent advertisements from a wide
range of financial institutions selling savings products.
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of equity and universalism but, by design, offered greater benefit to professional classes

of workers with higher incomes.

The role of private sectomiancial services had been minimal in compulsory savings,
except for insurance providers who provided a substitute to the new tax for taxpayers able
to afford the premiums. It is plausible that, having learned from the experience of the
compulsory savingsxperiment, the Department of Finance was keen to outsource the
administration and communication of the new-tabated savings policy to Canadian
financial institutions. Certainly there are early musings on an enhanced role for financial
institutions ingovernment policy to be found in the wartime memos of the department
(discussed above). When the federal budget was introduced in 1957, it set in place the
framework for a new registered taenefited personal savings mechanism, likely

informed by the comulsory savings experimenthe RRSP instrument created a model
that notwithstandinghanges over timeemains largely intact and serves as the

benchmark for all other registered Hagnefited savings accounts.

4.4 Registera Retirement Savings Plans19561971

When RRSPs were createdire 1957 federal budget, Canada was no longer faced with

the macroeconomic challenge of raising funds to finance a war or reconstruction. There
was, it seems, no looming crisis in need of a paksponse. In the dade after World

War Il, federal budgets in Canada announced several substantial reductions in income tax
rates. This includedhew tax credits;ollapsing personal income tax brackets and

reducing statutory rates paid/Vhile there was no macroeconantrisis o resolve in the
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md19506s, there were organized stakehol der

for new public policy instruments.

The website of the Canadian Medical Association (CMA), the professional association

for medical doctors in Cada, has a brief newsletter posted on March 2007 that noted the

50" anniversary of the launch of RRSPs in CarfédAccording to therpresident Colin

Mc Mi | m@stmnCanadians, physicians included, aren't aware that the CMA was the

driving force behind théecision to introduce the RRSP in 1957. Fifty years later, it has
fundamentally changed the way Canadians approach retirement planning.” According to

the CMA, representatives of the association met with the Minister of Finance (Walter
Harris),onJanuar§ , 1956 t o pl &é&dselfefhployed txpayersivdid er r a |
wanted to save f or Thehisiory & thecneation of RRBFsjn 200 7)
Canadas not included in most major studies of pasir economic and tax policy in
Canada.Neither s the role of the CMA in the creation of RRSPs usually acknowledged.

Most histories of Canadian taxation and fiscal policy in the immediatenavgteriod

tend to focus on federplrovincial agreements and subsidiesindustrial development

(for exampé, Wardhaugh, 2010; Perry, 1984, 1989; Boadway & Kitchen, 1984).

8Sour ce: Canadi an Medi cal Association (200
itsgreatestbbyi ng victorieso, retrieved from
http://www.cma.ca/index.php?ci_id=10038169&la_id-Hebruary 13, 2013.

8 As discussed in Chapter 3, a tax deferral allows a taxpayer to postpone some portion of

their tax payable to a future point in time. Often the mafeesults in a reduction of the

marginal tax rate.
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The advocacy position of the CMA received suppamdad the spring and summer of

1955 from severabpposition Conservative ParliamentariansJune 1956, Ellen

Fairclough,a Conservativéember ofParliamentrose to take part in a debate on

nati onal revenue. Il n her remar ks, Fairclo
selfe mpl oyed person finds himself with regar
(Fairclough,1956). Pdnaps informed by her own background as an accoyfttahe

urged the House to respond to representations from the CMA and the Canadian Dental
Association (the professional association for dentists in Canada) theattadhlled fora

newtax deferral agaist personal income tax foontributions to annuities or other
personaletirement funds. In contrast to the deductions and deferrals available for

employers ponsored pension plans, said Fairclou
unfair, does litlea encour age individual initiativeo.
operations of the department of National Revenue, the government declined to respond.
However, thepolicy questiorresurfaced again in late July 1956 when Daniel Michener

another Conseative MM P.e c hoed Faircloughos -erml | for at
savings needs of the se&imployed Michener, 1955 Interestingly, Michener, himself a

barrister, made sure to draw a much larger circle around the ranks of tamp#iied,

including in addition to doctors and dentists, lawyers, accountants, architects and

engineers as well as farmers and salesmen.

®¥Ssourra®r | ifament of Canadao, ParllInfo databz:
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The following day the Minister of Finance, Walter Harris, spoke in the House,
acknowledging that encouraging retirement savings arseltgmployed persons was an
important issue for the governméffThe Minister did express concern about the

potential costs to taxpayers of any-taenefited savings instrument based on the

proposals of the CMA and CDA. This is an important signal ttegbvernment of the

time recognized that any new tax deduction or credit would result in a loss of government
tax revenue that would, all else being equal, need to be made up in some way through
increases to another area of taxation or reductions in gongrt spending. In his

remarks, and most likely based on projections from his department, Harris estimated that
the cost of the foregone tax revenues woul
treasury. In inflatioradjusted dollars, this would be apgimately $498 million today*

As noted in Table 3.1, Chapter 3, the current cost of RRSPs is estimated by the

Department of Finance at $9.3 billion for 2012.

The argument in favour of a new instrument for retirement savings was founded on a

compariso with employersponsored pension plans that already receivegreberred

“Harrisoé statement on July 31, 1956 refere
government to study proposals and options fppstting the retirement savings of self

employed Canadians. No reference to this commitment could be found in the Hansard

record for 1955. Similarly, when the RRSP was announced in 1957, Progressive

Conservative caucus members claimed to have calletifbra measure as early as 1953

but no records on this could be found in the Hansard Debates for that year. Similarly, a

search of the only national newspaper of the tiittee (Globe and Majlfound no

mention of the Opposition or Government statement$968 or 1955.

%1 Using the Bank of Canada dine calculator, based on Statistics Canada, Consumer

Price Indexes for Canada, Monthiy41690973 serigs
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status by 1956. To understand the original RRSP policy, it is important to first discuss the

treatment of workplace pension plans at the time.

4.4.1Tax-preferred retirement savings before RRSPs

In his book on Canadian tax policy, written immediately before the study and

introduction of RRSPs, Perry (1951) provided a very good discussion of the taxation of
employersponsored pensions and government annuities as of the €adly. 1According

to Perry, the taxtreatment of longerm savings in Canada in the posir period was

Auni quely Canadiano (p.53) and without pre
systems. It was based on the 1945 recommendations of the Royal Commisthe

Taxation of Annuities and Family Corporatiomadso called the Ives Commissi¢frivy

Council Office, 1945).

Outside of pensions, the practice in Canada had been to tax, in full, the proceeds of an
annuity as income when it matured, in kegpith British precedent (Perry, 1951). But
the taxation of pensions had evolved in a very different dire&i@eginning in 1919,

the federal government allowed a deduction from income for payments made into a
workplace superannuation or pension fuadaag as the benefits paid during retirement

werelatertaxed as inconte a deduction and deferral model of treating sav{iR§30O,

%2 For a detailed discussion of the earliest evolution of the taxation of pensions in Canada,
the repot of the lves Commission is an excellent source. Many of the changes were
administrative or highly technical, such as the definition of pension funds eligible for
preferred tax treatment, the treatment of llsampamounts and contributions to catch

up for past service. These are outside of the scope for my thesis therefore the discussion
here is limited to the basic question on the nature of the tax benefit.
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1945). By 1936, the government moved to cap the value of the deduction at $300 per
year for employees as pension coveragadeoed among some Canadian workers,
increasing the total cost of the deduction to government revenues. Recall that, during the
compulsory savings experiment, pension contributions were alsoectaddinst the
mandatory refundable savings, giving in effea double tax benefit to Canadians with a

workplace pension.

The problem faced by the government, and to which the lves Commission was asked to
respond, was th@equality of treatment between personal savings in annuities and
pensions.By taxing amuities in full, the Commission noted gtigovernment was taxing
annuityholders twice on the capital portiofthe annuity since contributions the
annuity weranade out of aftetax income.The Commissioars wrote:
As the law now stands one classmafividual in Canada is required to p&x on
his savings in their entirety during the period when his services are being
rendered. The other class, through the medium of a pension fund asplan,
permitted to postpone the taxation of some part of thanskfor his serviceantil

after he hasetired from active employmer(p.38).

Achieving some measure of equity betweerséhgroups, argued the Commisesos,

required that either the workers with a pension lose the deduction and pay tax on some
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valuation of the deferred income locked in their pensfaor, that annuitants not be taxed
on withdrawals of capital when their contracts matdfe@ihese two optioris deduction
and déerral or tax prepaid statud have been used &verysubsequertax-preferrel

accountbasedsavings instrument.

According tothe Department dfinance (2003and Davies (2009)he presence of both

of these taxreatments in the income tax system is useful because it allows households
facing different marginal tax rates to snmioout their lifetime incomes in the most
efficient way possible for their own circumstances. For people expecting to see their
postretirement taxable incomes fall from their workilifg levels, the deduction and
deferral modebffers the greatest taxebefitbecause it allows them to defer taxation on a
portion of their current income to a time when their marginal effective tax rate will be
significantly lower. For those expecting to maint@ineven modestly increadbeir

income in retirement, thiax prepaid model is likely to be a better option because
taxation is levied in a more stable way over thedidarse without taxing income twice.

But perhaps more importantly for policy purposes, the assumption of the Department o

Finance (2003) andthers Mintz, 2001; Poschman &obson, 2004) is that tax prepaid

%3 The Commission and subsequently the Government adopted the view that

contributions to a workpce pension are a form of delayed or deferred compensation.

% A further problem identified by the Commissioners was inequality in the tax treatment

of various workplace pensions. In their 1945 report, the Commissioners allude to
instances in which noediuction had been allowed to the employee but no taxes were

taken from the pensions paid out as the entire pension was taxed in the hands of a third
party trustee. The Commi ssionersodéd report
the same way as pritgaannuities, where tax would only be collected on the interest

earned on the original contributions of the employee (not the employer), however they
ultimately rejected this option as too administratively burdensome.
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and taxdeferred treatments of saving are essentially equivalent in terms of their long
term impacts on federal revenues. This, at least thealigtiemoves much of the

macraeconomicargumentgor policy choices between the two models

While Perry (1951) states that the 1946 federal budget essentially adopted the
recommendations of tHees Commission in full, there was a very notable

recommendation that was not adopted. The Comamigsiport notes that the $300 annual

limit on the deductions for contributions to pensions in place in 1945 was too low to

ensure adequate pagtirement income. In fact, the Commission report claims that

experts advised a cap closer to 18% of annualegiincom® be allowedwithin the

pension limits (p.41). By contrast, tG®@mmissioers argued that, if all pensions were to

be treated equallyvi t h def err ed titaould seenounnesessaryto s, t her
provide for any upper limion the employes' contri buti ono (p. 41).
that, any upper limit implied, by definition, that the tax measure was not in fact neutral.
Recall that the assumptidmilt into the modeis that the deduction for pension

contributions is allowed on the gradsthat it is deferred compensation and will be fully

taxed at a later date. If this is true, then the amount contributed should not matter for

equity purposes, unless of course, a worker today will face a dramatically lower marginal

% This 18% of annual earned incomehs same threshold currently used for calculating
new RRSP contribution room.
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tax rate as a pensieni this latter being most true for higher income earners who drop by

a full income tax brackef

The changes adopted in the 1946 federal budget did simplify and make more uniform the
tax treatment of employeponsored pensions aadnuities. &xationof annuities was

limited to the investment income earr@dthe capital However, the 1946 budget did

not substantiallghangehelimit on annual contributions @ workplaceension. In

fact, by 1957, the annulimit on workplacepensioncontributionswas still just $900,
approximately doubléhe 1946 limitafter taking into account the effects of inflation

between 1945 and 1957.

When the federal government introduced its budg&tarch 1957 it might have opted

to treat the retirement savings elfsemployed professionals as tax{pa&d, consistent

with the taxation of private annuity contraci&he taxprepaid policy model would have
placed the selémployed professionals on a par with other workers-ésafsloyed or in
standard employment) whielied on annuities, including the Dominion Annuities that
hadbeen delted in the credits against wi@me compulsory savingsOr it mighthave

opted as it was petitioned by the professional associations of doctors and dentists, and
urged by Opposition Conservatives, to treat these individual savings on par with

employersponsored pensions, offering a deduction for current contributions and taxing

% |n 1945 and still in 1957 there were exponentially more federal income tax brackets
than there are today. Decreases in marginal tax rates due to a reduction in total taxable
income would have been more gradual.
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withdrawals only in retirementThe deduction and deferral policy option would have
been more attractive to higher income professionals because it would reduce their taxable
income during their working life (through the deduction) and allow them to be texxed

retirement withdrawals at a lower marginal tax rate.

4.4.2The creation of RRSPs1957

In its 1957 budget the federal government introduced the new RRIERxpayers

would be able to set aside money in a private annuity and claim an annualateducti
against their taxable income. The limit on the deduction for the new RRSP was set at
10% of earned annual income or $2,500 per,y&B500 for those RRSP holders who

also were members of a registered pension plan (for a combined amount of $2,400
annually). Investment income in the RRSP would grow without tax penalty. Withdrawals
would be taxed as income but withdrawals werly permittedin retirement. The

annuities would require approval from the federal government to qualify feethe

deduction ad exemptiod ir egi st rati ono IhcomefTdxdct.l anguage

The RRSPwas announcads part of fAdAa gener al policy of
|l i mited amounts of earned income set aside
1957). However iits design, the new prograwasnotr eal | 'y f or fAany t axy

First, as discussed above, becausdriR8Poffered a deduction against current tax
payable along with a deferral of taxation to retirement when marginal rates would be

lower, it offered fa more benefit to higher income earners who had both a greater
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immediate tax liability and an expectation of decreased tax liability in their retirement
years.

Second, th&®RSP policy equi red that a taxpayer buy da
aqualified private sector provider. Initially this included only licensed trusts already
issuing annuity contracts in CanadBhegovernment later (by April of 1957) allowed an
amendment to broaden the qualified RRSP issuers to include life insurancanesmnp
syndicates that might be formed by private investors (the predecessor of mutual funds)
and finally Dominion Annuities that were still an important source of-kemngn saving

for many working class CanadiatfsAlthough access to Dominion Annuities RRSP
vehicles may have been important for some workilags savers, until the demise of the
government annuities business in 1975, it does not appear as though the government
actively promoted awareness or takeof Dominion Annuities as an RRSP opti8n

Rather than taka lead rolen implementinghe new policy, both the media reports and

" That definition remained largely unchanged until amendmenteta¢ome Tax Adn

1980 that allowed deposits as qualified RRSP investments and finally with refotmas to t
Bank Actin 1987 and 1992 that allowed rétaanks to acquire securities dealers as
subsidiaries (some of whom may have been able to sell products eligible for RRSP
registration) and eventually to acquire or engage in insurance and trust business directly
(Armstrong, 1997).

% An exchange between NDMP Stanley Knowles and the Minister of Finance in the
debate on the 1957 budget suggests that the Liberal government at the time may have
been willing to invest in promoting the Dominion Annuities as an RRSP vehicle but they
lost the election later thapring to the Conservatives. A contemporary parallel can also
be drawn with the Canada RSP program. Between 1997 and 2010, Canadians could
purchase a RRSP savings product through the Canada Savings Bonds Program. Bonds
could be purchased in either $50@np sums or through payroll deductions of as little as
$10 a week. Unlike many other RRSP products, the Canada RSP was not subject to fees
and did not need to be rolled into a seinaged plan. Furthermore, an automatic roll

over into a compatible produat age 71 was also available.
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the Finance Minister 6s othadetaldobthed®RREPrwere ma k e

worked out with fAinfYurance company experts

Third, the preferential tagtatus was available only to new and lockednnuity

contracts, startingetroactive to January 1, 1957. This meant éimgbne with an

existing contract for an annuity (private or governrrsstied) prioto that date would

have needed other savingssafficient incomeo purchasea newRRSReligible annuity.

The governmerdilsoexpressly rejected any option for early withdrawals from the RRSP
annuities, even in cases of disability. The Minister of Finance at the time stated the
Apur pose tod Erowviscke iannuities and not to
(Harris, 1957) For lower and modest income workers more prone to economic shocks,
flexibility in the withdrawal of savings instrumentgaybe an importantfeature

Wealthier individuals ashhouseholds are more likely to have a wider range of financial

resources they can liquidate to cope with similar shocks.

A fourth design feature of RRSPs that worked in favor of higher income earners was the
elevated annual contribution ceiling, partanly relative to employees contributing to
workplace pensionsRecall that the key argument for RRSP advocates hadpaeity in
retirement income security with pension plan membénsl957, a member of a

workplace pension could dedudodm their taxdle incomeno more than $900 in

contributions to a pensiorBy contrastand as noted earligthe contribution limit for the

% Reported iriThe Globe and MajlMarch 15, 1957.
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new RRSP was set at 10% of earned annual income or $2,500 penrdab@® for

those RRSP holders who also were members efiatered pension plda a conbined

limit of $2,400 annually This meant that the greatest tax assistance for any retirement

savings would have gone to the highest incomeesafiloyed professionals. Wtasnot

until the 1984 budget that the contributimom on RRSPs and registered pensions was
harmonized. Furthermore, there were no penalties for those-R&&&ts who
contributed more than the annual maxi mum d
closed until 1976. This meaitftat, until 1976, wedty RRSPholders could contribute

well above the annual limit without paying tax on the es@ntribution or the interest it

earned inside the plan.

Considering its prominence today, it is ironic that the RRSP received little political or

public scrutiny. None of the above critiques were raised by either Conservative or NDP
Opposition Parliamentarians in the debate that took place on the 1957 budget. Like the

policy of compulsory savings, the response from the Opposition benches was largely

positive, critcizing the government only for having been too slow to act. Similarly, the

reports from the national news media at the time made far more of a new $100 deduction
(without receipts) for charitable donations, union dues and medical expBasey (

1957) Even the official minutes from the Cabinet meeting on the 1957 budget

downplayedthe importance of the new policy instrument. The Minister of Finance is

said to have described tfeethcoming195b udget as offering fAno g
taxesofgreas i gni f(PGOal®s7e h€abi net i1 s recorded as |

approval o all of the Ministerodds proposals
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A June 1957 election saw the Liberal government replaced by Conservatives who were
supportive of the RRSP policy areftlit unchanged. A review of the Parliamentary and
Cabinet records for the period immediately after the launch of the RRSP (summer 1957
through 1958 and 1959) found no further references to the policy or questions on how it
was being implemented or affewy Canadians. Similarly, a search of national print

media over the same time period found no mentions of RRSPs. It is almost as though the
new taxpreferred savings instrument was forgotten by both patiekers and

stakeholders alike.

4.4.3Evidence ;m early RRSP takeup

The annual taxation statistics published by the predecessor to the Canada Revenue
Agency offer some clues about the early implementation anelfaké the RRSP% In

Table 4.1below, | present data based on calculations from those annual reports for the
1957 and 1958 tax years as well as the 1971 tax year for comparison. The next change to

RRSP policy was not made until 1971.

The statistical reports of the time and
the amounts claimed in a tax year for each line item on the personal incomemabutt
both the income and the employment of theftkex.
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Table 4.1 Value of RRSP deductions ($ millions), unguassted

Tax year 1957 1958 1971
Total deductions $270* $19 $319
Deductions claimed by seff

employed professionals $7.1 $7.8 $59
% of total deductions 2.6% 41.1% 18.5%
claimed by selfemployed

professionals

Deductions claimed by $8.1 $5.1 $21
highestcategory of income

earners for that tax year

% of total deductions . o .
claimed by highest income 3% 26.8% 6.5%
filers

“Includesamounts for both RRSP and pension deductions, not reported separately in the report for the 1957 tax year.
Using the highest i ncome c atSatgtcs Report.nd267 ane 1d58ftree highesh at year

income category reported was $25,000 or mor&9ifiLit was $50,000 or more. In all years, this categoryesponds

to between the riast 1% and % of all taxfilers for that year.

SourceAut hor 6 s cal cul aAnhual Taxatian Statistigs reparts faom L3959, 1960eand 197, Supply

and Services Canada, Ottawa.

I n the tax year before RRSSsatwesrtei cisnot rroedpuocr
indicated a total of $202 millidfi* claimed in deductions for pension contributions. Of

this, selfemployed professionals (including doctors, dentists, lawyers, farmers,

architects, salesmen, accountants and small business ownersjiglast#441,000 in

deductions and higher income earnéhegemaking $25,000 or more per year) claimed a

total of $3 million. In the 1959 report for the 1957 tax year, deductions claimed for

191 All amounts in this section are reported in unadjusted dollars unless otherwise noted.
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RRSPs were not reported separately from amounts claimed ®iopemntributions. A
indicated in Table 4.1, abovatotal of $270 million in deductions for both pensions and
RRSPs was claimed by all Canadianigers that year. Within that total, $7.1 million

was claimedy selfemployed professionala,year oer year increase of $6.7 million

and perhaps some indication of the initial response to the RRSP incentive among self
employed professionals. Given the driving role of the Canadian Medical Association in
the RRSP policy, it is maybe not surprising thiathe $7.1 million claimed as deductions

in 1957, $4 million was claimed by doctors and surgedmse The rate of increase

among the highest income earners (those making $25,000 or more a year) was slightly

more modest but still substantial, rising frémillion 1956 to $8.1 million 1957.

In the next year, the 1960 report did separate RRSP and pension deductions for the tax
year 1958. Although the 1957 budget had made the RRSP policy applicable to eligible
annuities starting January 1 of that yetis unlikely that annuity providers would have
been able to market and sell substantial numbers of RIR§Ble products until after the
budget announcement, making 1958 the first full tax year in which RRSP providers
would have been marketing thenoplucts to Canadian consumers. In that year, RRSP
deductions came to $19 million in total, of which $7.8 million was claimed by self
employed professionals, only a slight increase, including $4.4 million claimed by doctors
and surgeons. The CMA may haween entirely justified in celebrating a victory for its
members on the anniversary of the launch of RRSPs given the earlyptakehe

program among Canadian doctors. There was also considerable take up among high

income earners (those making $25,00@nhore) who claimed 27% of all RRSP
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deductions (see Tab#el above) but made up just 4% (the richest 4% mind you) of all

tax-filers in 1958.

From 1957theRRSP as a policy instrumewasunchanged until the federal budget of
1971. By that time, the pportion of total deductions claimed by the very wealthiest
income tax filers had declined substantially, from 26.8% in 1958 to 6.5% in 1971. The
proportion of total deductions claimed by sethployed professionals had also declined
substantiallyfrom 411% to 18.4%. By 1971, although the policy instrument had not
been changed since it was introduced as a savings vehicle fengetiyed

professionals, the population of RRSP users had changed remarkably.

4.4.4The first changes to RRSPs: 1971

There vere no policy changes to RRSPs for 14 years until the 1971 federal budget. The
central focus of that budget was to respond to the recommendations of the Royal

Commi ssion on Taxation (also called the Ca
White Paper.The Carter Commission had been launched in 1962 by the Progressive
Conservative Diefenbaker government to fAin
taxation imposed by Parliamento (PCO, 1966
report, issued 1966, addressed RRSPs as part of a broader discussion on deferred

income plans, including pensions and life insurance contracts.

The Commissioar s recommended t hat fitax defer ment

computing income of payments intosuchplansoul d, i n general, be
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1966, volume 3, p.409). But at the same time, the report acknowledged that registered
savhgs i nstrumentmbeadade de c(opned laln) Apart of th
important social goals in promoting inglual saving and seBufficiency in retirement.

In general, the Commissioners favored a move towards a taxation system based on annual
consumption rather than income (see Chapter 3 for a discussion of the differences

between these tax bases). They aavavenue in RRSPs and registered pensions for
incremental changes towards their preferred modeby increasing deduction limits, but

instead by further constraining these limits.

The Commissioners argued that increasing annual limits on RB&Rtions would
disproprtionately benefit highncome taxpayers:
First, the higher the limits on the retirement saving contributions that can be
deducted from income, the more certain it will be that upper income individuals
will substitute registerecetirement saving for other kinds of saving. Second, the
higher the limits, the more the system will depart from abibtpay taxation

(p.416)

While they argued that low and middiecome Canadians had likely experienced
Aindirect poavitnge fefdmcwlatont ey ter med Al

pol i ®theGommissioar s al so acknowledged that ther

192The Commission report is not more specific than this in describing the relevant
policies and it is unckr how they arrived at the characterization of retirement provisions
as ndliberal o.
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evidence one way or the othero that increa
Awoul d have amnmy esf fodctpeams otnfaéi sanvingo (p. 4
briefly, argued in favor of allowing much greater flexibility in the design of RRSP and
other income deferral ieiments so that low and middiecome users might have access
to their own money as predanary savings, not just loAgrm savings:

Unless people put a premium rather than a discount on future income, we doubt

that more generous tax provisions would induce low and middle income people in

such a position to increase their retirement savintgss the withdrawal

privileges were relaxed to the point where retirement saving and precautionary

saving mergedp.416)

The recommendations for more flexibility in pretirement withdrawals and more

restricted use of tax deductions as savingsntives would have led to a very different

and possibly more progressive RRSP policy However , t hespangever nmer
to the Commission, thE969 White Paper on Tax Reform, rejected these

recommendations as it did many or even most of thelRoy& o mmi ideasi on 6 s

(Robinson &Cutt, 1973; Hale, 2002).

When the Government of Canada, now a Liberal government under Pierre Trudeau,
introduced its 1971 budget, the Minister of Finance, Edgar Benson, announced modest
changes to RRSkmits. The annudimit on deductible RRSP contributions was raised

to $4,000 or 20% of earned income, whichever was less. The contribution ceiling had not

been changed since RRSPs were first introduced in 18B7ough this doubled the
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annual amount a taxpayer couldsand deduct from their current income, much of the
increase was actually just catching up with inflati&hBy contrast, the annual

deductible contributions for pensions were increased to $5,000, up from $1,500.

In his budget speech, Benson clainfidtese changesill enable taxpayers to put aside
considerably more money for their retirement and will also significantly increase the

| evel of personal savings available to
(Benson, 1971)The last part of tlsi sentence is theost importanpart. The real thrust
of the govenment policy was not the miagoonomic conceraf promoting savings and
assetaccumulation among Canadiaouseholds, but rather the magconomic concern

of mobilizing Canadian capital fond Canadian investment in Canadian enterprides
policy change to the cap on RR&htributions was very smallamounting to just $600
over and above inflatierelated increases in a period of 14 years. More important was
the move to restrict foreigassets in an RRSP (to a maximum of 10% of the total of the
RRSPj}*and to set more stringent rules for investment vehicles that might qualify for

registration'® The Mi ni ster noted that he was

19370 keep up with inflation, the annual RRSP limit would have had to rise to $3,500 by

1971, calculation using Bank of Canada inflation calculator based on StatisticaCanad
Consumer Price Indexes for Canada, MontMg1690973 serigs
1%4The 10% rule on foreign assets was only modified in the 1992 budget by offering

RRSP owners additional space in their portfolio for foreign assets when they invested in

Canadian small enterprises.

1% Rules regarding the registration of eligible investments for RRSPs are seffbet in
Income Tax Acat sections 146 and 204. In 1971 the investments would have been
limited to annuities and mutual funds. The new rules principally concerned regular
repating and compliance measures.
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significant effecin channeling the investments of retirement funds into Canadian

devel opment, which otherwise might well ha

During the June debate on the 1971 budget, Opposition and backbench MPs generally
voiced a common concern redang foreign ownership and did not challenge the budget
proposals on RRSP& Thesilent consent may not have been surprising in light of a

1970 report of the Commons Standing Committee on Finance, Trade and Economic

Affairs that had called for governmeimta c t i on t otermsavings lzecaese ¢f o n g
their i mportance to the economyo (cited in
pressure from provincial governments lobbying for measures to promote domestic

investment as a tool of economic developtieited in Popkin, 1971; Hale, 2002A

1971 paper from the Private Planning Association of Canada, the predecessor of the C.D.
Howe Institute similarly called for a policy of promoting domestic savings and

investment through a package of tax incenti®spkin, 1971). Faced with what seems

198 |n fact, the central issue in the debate on the 1971 budget was the introduction of a

new tax on capital gains, one of a few recommendations adopted from the Carter

Commi ssionbds report. Trhthee vatue of a da@Eital asset e at e d
when the gain was realized on the sale of the asset and justified as a more equitable and
coherent approach to defining income using a ¥gigons definition (for a very good
discussion see the final report of the Carter Casion). The tax applied to personal

property, excluding a principal residence or valuables worth less than $1000, and was set
at half of whatever rate the taxpayer paid on other income (similarly a deduction was
available for capital losses at halftkex payer s nor mal rate on ot
budget also included measures to allow transfers between spouses (without taxation) and
options to allow payment to be delayed to a year when a taxpayer had a lower tax

liability. NDP MPs argued for no exempt®on capital gains taxes to discourage

Canadian capital holders from selling to foreign buyers. Progressive Conservative MPs
primarily argued against the inclusion of capital gains for the special cases of small
business owners and farmers who may use tloenes for their business as well as living
space.
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to have been near unanimous belief at the time that Canadian dollars should stay within
Canada to finance Canadian economic development, the decision to impose the foreign
asset restrictions on RRSPs seems to hase pemarily adecisionto use a

microeconomic lever to fulfill macroeconomic prioritiels.is remarkably similar to the
decision to use personal income taxation (a microeconomic lever) to force individual
savings to make up the fiscal shortfall (a macmmomic goal) during the compulsory

savings experiment.

4.4.5Critiques of the 1971 policy change

Like the compulsory savings experiment, much of the thinking in this period seems to
have been about how to-dé&rect the finances of lower and middiassCanadians

towards a national objective. According to the Private Planning Association of Canada,
a very large share (45%) of the financial assets held by individual Canadians in 1971
were actually held by those making between $2,500 and $10,000 irl arowumae

(Popkin, 1971)%" The data in Tabld.1 similarly suggest that less than 10% of all RRSP
deductions in 1971 were claimed by the wealthiest taxpayers. In contrast to the original
policy intentto recognize theetirement savings of seéimployed professionals, by 1971
$212 million of the $319 million in total RRSP deductions claimed were claimed by

employees, and pnarily private sector employees.

197 The report by Popkin (1971) states that this figure was derived from data on individual
taxpayers by income, which would not have reflected total household wealth. Incomes
between $2,500 and $10,0001971 would be equivalent to approximately $14,800 and
$59,600 in 2013 terms (calculation using Bank of Canada inflation calculator based on
Statistics Canada, Consumer Price Indexes for Canada, Movil§90973 serigs
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In the context of the Carter Commission and government respbedesivate Planning
Association of Canadalso saw policy change to RRSPsaaopportunity to broaden the
number of Canadians with savings and to increase the dollar value of the assets of low
and modest income earners: fAFor t heosSe wi
tax policy must be to encourage the savi
(Popkin, 1971, p.43)In addition to calling for limits on foreign investmerttetPlanning
Association proposetthatthe RRSPtax incentivebe limited for savindpy those

Canadians with $9,000 or less in annual income

In 1966, the Carter Commission had also called for better targeting of tax assistance for
long-term savings towards those with low and modest incomes who would be less likely
to save otherwise compalréo wealthy Canadians:
If the justification for tax concessions is primarily social, the value of such
benefits should be designedrparily for the low and middlencome groups
where encouragement of saving is more socially desirable. To the extahethat
tax incentive does have an impact on the level of saving, it is largely manifested

in the low and middlencome groups(PCO, 1966, volume 3, p.420)

However, the same report conceded that there was no economic evidence to support a

major initiativeto promote domestic savings or restricting foreign ownership of Canadian

enterprise. These were, wrote the Commissioners, primarily matters of policy preference.
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In 1971, the federal government made the first changes to the RRSP policy since it had
beenintroduced It could have redirected the policy to be more progressive either by
reducing the annual limit on contributidfi$or, as suggested by tReivate Planning
Association of Canadaestricting the tax benefits to those below santceme level.
Thegovernmentid neither of these things. Instead, as part of a package of measures on
domestic investment, it aimed to use RRSPs more as a tool for investment in the

Canadian economy.

The 1971 budget had introduced some modest changes to restricitrendgn
Aregistrationo) of a financial product for
of the new limits on foreign asset®espite theerestrictionstotal of annual deductions

for RRSP contributions grew from $319 million in 1971 to5#dillion in 1975(Revenue

Canada, 1973, 1975pughly a fivefold increaseContributions by selemployed

professionals increased in the same period roughly threefold but contributions by the

highest income taxpayers soared from $21 million in 197146 $nillion in 1975, a

sevenfold increaselnstead of changing the policy to target low and middé®me

Canadians, it was wealthier Canadians who used the increased contribution room.

1% T be more precise, the Car@mmission had recommended that the annual limits

on RRSPs not be set in relation to current income but instead in relation to the future
projected benefits that might be paid out of an RRSP. This model would lead to

declining annual contribution room evtime. Such a model is likely to reduce the value

of an RRSP to very high income earners who would more quickly reach the cut off level
sooner while leaving in place some incentive savers who needed more time to reach the
target benefit level. Howevetralculating the projected future value of an RRSP in each
year for tax purposes would be administratively cumbersome and fraught with
assumptions open for debate (such as projected rates of return and future inflation trends).
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Remarks of Duncan Blair, a Liberal.Rl and a member at Commons ommittee tasked

with reviewing and responding to the Carte
Paper mi ght hel p to expl ai ninthehJene debate@ntileme nt 0 s
1971 budget, Blair briefly references his experience in touring tinetigoto consult with
Canadians on tax reform. Anl't i s quite obyv
acceptable the grand, schematic proposals for the overall alterations of established

i nstituti on s Blair, 1B71l)a O mattees wfdaxakiphelcontinued,
Canadians dl i key bkenavert hare td@ace theRRSP hadi n k n o v
been introduced and established as gtakerred accourbased savings vehicle, it

became politically resistant to changésdems the governmentiad it politically

unappealing to make dramatic changethe RRSPeven to target the befits towards

lower and modesthcome savers. The decision to restrict foreign investments was, it

seems, largely uncontroversial at the tin®@milarly, the incrase to the annuia

contribution limit also appeamodest and incrementahen inflation is taken into

account The same modest, incremeraglbroacho changes on RRSPs has continued to

the present as outlined in the next chapter. The underlying framework of RRSPs remains

largely intactfrom its original 1957 desigha taxpreferred savings instrument that, for

several reasons, is more accessible aefulito wealthier Canadians.
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Chapter 5: Relentless increnentalism: RRSPs andRHOSPs

Chapter 4 ended with discussion athe 1971 changes to Registered Retirement Savings
Plans (RRSPs), the first policy changes since the instrument was created.ifirigte
three decades that followed, there would be a series of incrembiftein RRSP policy

but none of them, at any time, fundamentally altered the original program design of
deduction and deferral. More importantly, these policy shifts exaeerbize regressive
nature of the policy and turned it into a heavily subsidized savings instrument for
wealthier Canadiawho might well save anywayurthermore, the RRSP served as a

precedent and model for other new-faeferred accourbtased savingsistruments.

This chapter examines the major policy changes to RRSPs after 1971. | limit my
discussion to those policy changes that are relevant to individual Canadians in
determining how much they could save, what benefit they would receive from@R RR

and how they could use their RRSP assets.

This chapter alsdiscusses the Registered Homeownership Savings Plan (RHOSR), a tax
preferred accourbased savings instrument created in 194egin with the 1974

budget that made further changes to RR %R well as announcing the RHOSECction

5.1 discusses the trajectory of the RRSP from 1974 onwards. Section 5.2 discusses the

RHOSP. The retrospective analysis continue<haptes 6 and 7.

16C



5.1RRSPs from 1974 onward

5.1.1Spousal contributions

In the 1974 budget¥? Finance Minister John Turner introduced changes to RRSPs,
created the new RHOSP and the new RESP. The public debate and discussion on these
tax-preferred instrument®cusedexclusively on the RHOSPdiscussed itsection 5.2

in this dhapter There was no attention paid to the new spousal contributions feature

added to RRSPs.

Introduced inl974and still in place today, the rules on spousal contributions allow

Canadians to contribute and, claim as a deduction against their own jncairoaly

savings in their own RRSP bdThatbtsanosnavi ngs
of the deduction to be claimed for both personal and spousal RRB&Rstexceed the

annual deduction limit for the contributdfifance Canada, 1974; CRA, 30 In 1974,

this would have meant that a taxpayer could not deduct more than $4,000 (or 20% of his

or her earned income, whichever was less) from his or her income for contributions to

RRSPs, regardless of whether the plan was personal or ownespbyse.

A superficial analysis suggests this incremental change would not have increased the tax

benefit of RRSPs and would not have delivered any additionalibenkigher income

199 There were two federal bgets in 1974. The first was in May of that year. The
government lost a confidence motion in the House of Commons. Following a general
election, a second and nearly identical budget was introduced in November of the same
year.

si nce t he hddafinion df SpBuBedthas, for tax purposes, included common
law partners who have lived together for at least 12 months.
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taxpayers.However, the benefit of spousal RRSP contributions is moinimediate
deduction against current income. Rather, it is the reduction in household taxation later
in retirement** In couples where one spouse earns substantially more income than the
other, they can, as a couple, substantially lower their combintk ability by shifting

some of the income of the highearning spouse to the lowcome spouse.

In 1976 womenin heterosexual married coupliesCanada earned, on average $0.60

for each dllar earned by their husbantg The discrepancy in male to female earnings

within couples sggess there wasubstantial room ferand potential gains from, income

splitting. Particularly in the case of the highest income households with a spouse making

(in 1974 dollars) $25,000 peegr and a spouse making 60% of this (or $15,000), there

could be substantial tax saving:n r et i r ement by equalizing t
For examplepresuming an 80% replacement rate for workaigg income on the above

illustrative cas, a coupé using incomesplitting through RRSPs could pay taxes on the
household income based on two separate streams of $16,000 each rather paying taxes on

one smaller retirement income of $12,000 and a larger retirement income of $20,000.

This incomesplitting only makes sense, objectivelyhen there is both a substantial

discrepancy between the incomes of two spouses and when one spouse faces a high

111 Consumer websites for most RRBVviders make note of spousal RRSPs as a means

of incomesplitting.

112|deally | would presentata for 1974 when spousal contributions were added to

RRSPs. The earliest year for which this kind of data on personal and household earnings

is available from Statistics Canada is 1976.

WAut horos calculation using Thblasa0Dl0dom St at
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marginal tax rate. Spousal RR&@htributions seem to be particularly attractioe
high-income couples wherne spouse is the main or only breadwinner. The income
splitting feature alsaehallenges a key assumption made in the original design of RRSPs
that the current costs of the tax deduction,wénerallype offset through taxation on

withdrawals at adter date.

5.1.2Further changes to RRSRontribution rules

The next incremental change to RRSPs came in the 1976 federal budget. Then Finance
Minister Don MacDonald announced another increase to the annual contribution limit

from $4,000 to $5,500, tHest increase since 1971 ike the 1971 increase, it was quite

modest wien the effects of inflation amnsidered. In fact, to keep pace with inflation,

the increase should have b&td0larger'** It does not seem as though the new

contribution limitwas based on sophisticated economic analysithe debate on the
budget, the Finance Minister noted that th
seemed r eMasDonald, 197&. dHowever, in the same speedhe tMinister

alsonotedha ffew people earning $10,000 or $12,
t he f udndexpressed congern thdamer increase in the annual limit could

encouragéhose with very high incomes to avoid their share of taxation

In the same debate the Commonsthe Opposition Progressive Conservatives spent

most of their allotted debate time arguing that RRSPs served an importanbsocial

114 Calculation using Bank of Canada inflation calculator based on Statistics Canada,
Consumer Price Indexes for Canada, Montk1690973 series
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symbolic function. One conservative M.Mlarcel Lambert, spoke of RRSPs as a

power f ul mechanism to prevent individual C
philosophy of earning all he can, spending all he can, and at the age of 65 holding out the
pockets of his tr outewentkingaawdthe statgwilldogk afier h av e
me O6something hdbemoanedva s fit o o (Lamberty E0T6ERramoting self

sufficiency anchrift, more akin to a 1®Century view of saving, was according to
Lambert, fAthe gr e aestha we canfhave ihso fasas the stateiso b j e c
c o n c e lbi)e @hisstatement is notable for how different it is from the original

rationale of parity irthe tax treatment oktirementsavings. Howeveltt illustrates the

degree to whichhy the midl 9 &,Qodlicymakers had started to vieRRSPs more as a
guastuniversal instrument for personal savittigan as a niche instrument for self

employed professionals without a pension plan

Another, and prhaps the more importaichange from the 1976 bgetwas to close the
loophole that hadllowed RRSP owners to contribute more than the annual limit without
any real penaltyUntil the policy was changed, contributions over the annual limit could
not be claimed as a deduction against taxable incdokinvestment income earned on
savings above the annual limit continued to enjoyeteampt statusSince RRSPs had

been created in 1957, this would halewedRRSPownersan avenudo generate more

tax-sheltered investment income.

The 1976 budget amdad thelncome Tax Adio: a)require that RRSP providecseate a

way to refund contributioniseforeretirement, and b) impose a tax penalty on
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contributions over the annual linfit® RRSP owners were granted a grace period of a full

year to take out ovezontributions. After the grace period, ov@ontributions were taxed

at a rate 0l% per month.This penalty rate 0% per month remains in place to this day

but taxpayers can apply for the penalty to be waived (CRA, 2008).Finance Minister
observe that the lack of penaltesonoxeront r i buti ons fhas result
deliberately making largeoveront r i but i ons t o RRSPso0 ( MacDc
problem was almost certainly concentrated in a very small group of very high income
Canadiansvith sufficient income to saveare than $5,500 a year in 13¥@quivalent to

just over $22,000 in 2013 terth$ In the years that followed the 1976 budget, st

frequent policy changes to RRSPs have lex@m more relaxed and rising contribution

limits.

In theFebruaryl984 budget, the federal government made two more changes to RRSP
contribution limits. Firstthe government changed contribution rules to atlmxpayers

to rollover unused contributiooom from one year to the nexturrently,annual

contribution limits for RRSPs includenused room retroactive to 1991. Allowing

retroactive contribution roorcan substantially increase totaé contributionlimit well -

above the annual statutory lin@bin e wo r oom i nTh fegtureppf RRERs y e ar

particularlybenefits workingage adults who experience an increase in income over time.

Source: ANotice of Ways and Means Motionbod
118 calculation usig Bank of Canada inflation calculator based on Statistics Canada,
Consumer Price Indexes for Canada, Montk1690973 series
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Second, the 1984 federal budget announced that it would harntib@iaanual limits for
RRSPs and workplageensions, creating a global ceiling for both kinds of retirement
savingsof 18% of earnings or $15,508 whichever was less. The change was
introduced gradually between 1984d 1988 Finance Canadd984). This was the first
increase in the deductiomlits for RRSPs and workplace pensions since 1§78ut
more importantly, the 1984 budgetd futureannual deduction limits to inflation
starting in 1989.Contribution limits on RRSR& tandem with workplace pensions,

have increased iavery year sice.

For 2013, the annual deduction limit for RRSPs is $23,820, plus unused contribution
room from previous years and less amounts contributed to registered workplace pension
plans (CRA, 2013). But increased contribution room dogsomots ownappeato lead

to increased RRSP contributie for most taxpayers. Figure ®élow shows the total

dollar value of accumulated RRSP room and the median amount contributed by

Canadians to RRSPY

17 Equivalent to $31,550 in 2013 terms. Calculation using Bank of Canada inflation
calculator based on Statistics Canada, Consiinee Indexes for Canada, Monthly,
V41690973 series

181n 1976, the deduction limit for RRSPs was 20% of earned income or $5,500

(whichever was less). For workplace pension it was $7,000 of which not more than

$3,500 could be claimed by each the emptoged employer.

This includes the finewd room granted for
unused room for past years, less contributions to workplace pensions.
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Figure 5.1: Recent trends in RRSP contributions, unadjustedollars and percentage, 200@011
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Source: Statistics Canada, CANSIM Tables-0089 and 110040, Total RRSP room includes new and accumulated contribution room.

Between 2000 and 2011, total contribution room more than doubled (not shown).
However, median contributions increased just 17% over the same period. Although
contribution room grows each year, Canadians are actually contributing smaller
proportions of whithey, notionally, could save under allowable limits. In 2000,

Canadians used up 9.6% of their accumulated RRSP room. Today they use less than half

of that.

One possible explanation for the A@sponse of Canadian householdmtweases in
RRSPlimitsis that they have other sources of retirement savings, namely workplace
pensions. However, the data in flgpire above already take into account adjustments to
the RRSP limit made for saving through workplace pensions. Furthermore, rates of

penson coverage among all workirage Canadians have declined from 37% of all



Canadians in the labour force in 1976 to 32% of all Canadians in the labour force by

2006120

Perhaps a more likely explanation is thatgtegutory RRSP limits are simply much
higher than what most householgable to make use ofSchellenberg and Ostrovsky
(2009) repordthat the pringpal reason workingge adults gae for not saving more for
their retirement is that they feel heannot afford to save more, given theiranme level
and other financial commitmentst. is likely that only Canadians with large disposable
incomesareable to reach theglobal limit for RRSP savings limits that include past

contribution room and new annual room of more than $20,000 each year.

Yet, the recent policy discourse on RRSPs has genesdléd forfurther increases to

RRSP contribution limits. For exampkefederallyappointed panel to study retirement

i ncome adequ a creplacementratas tbetiibsetedrranty $120,000 an

$150, 000 are affected by the RmRAGRRSP dol |
that the RRSP dollar limits were too low to enable Canadians making between $120,000

and $150,000 to save enough for an adegueplaceentrate in retiremerd which he

defined as at least 60% of workirgge income.Mintz wrote:ii H i -igchme households

are less able to achieve their targeted consumption level§Rethstered Pension Plans]

and RRSPs since limits are imposed on contributions made to these @greontast,

120 50urce: Statistics Canada, CANSIM series-2602
121 The replacement rate is theoportion of working age income that an individual or
household can expect, from all sources, in their retirement.
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he foundthait hose with | ow incomes generally hav
achieve desired consumption levels after retirement due to government transfers and

CPP/ QPP benefits. o

The argument in favour of further increases to RRSP liomtthe grounds of low

replacement rates for higher income Canadians ignore differences in the dollar values of
projected retirement incomes. Mintz (2009) reported a projected replacement rate of

87% for an individual making $20,000 per yearidg theirworking years, when income

from public pensions and senioro6s benefits
projection for the replacement rate of a typical individual making $150,000 is much

|l ower at 52%, bel ow his ©60¢&maprobleneirsneed bfdh f or
policy response. However, Mintz does not report that the same projections lead to

estimates of $17,000 in retirement income for the first case and $78,000 in retirement

income for the second case (Robson, 2010). A retirememh&objust $17,000 would

leave an individual below the afteax Lowincome Cut off (LICO) and it is difficult to

see how thisncomewoul d truly meet @ deMoreoverdiem ons umpt
thealready highcost of RRSPs as a taxeferred savingmstrument, suppofor a

further increase to contribution limits to raise the retirement incomes of wealthy

Canadianseems difficult to justify.

Incrementaincreases t@ontribution limits hae been important policghanges to

RRSPs. However, thehave been two o#r substantive policy changeshe treatment

16¢



of RRSP capital at retirement and programs to mobilize RRSP capital for household

needs other than retirementhese are eaafiscussed in the next sections of this chapter.

5.1.3Creating Regstered Retirement Income Funds
Until 1978, RRSP owners had just two options as they approached retirement:
1 either an RRSP owner could liquidate his or her entire savings and pay taxes on
the lump sum in a single year,
1 or alternatively, he or she couldorre RRSP savings into an annuity to provide a
fixed monthly income.The transfer of funds to an annuity incurred no tax as long
as the annuity was purchasadytimebefore the RRSP owner turned 70 years of

age.

Annuities arewell-known to beexpensive aththeir cost only increasavith each

additional security featurgrermo, 200). For example, an annuity that will guarantee a
monthly income indexed to inflation is more expensive than an annuity that guarantees a
basic nominal payment. Similarly, anranty that will continue to make payments to an
estate is more expensive than an annuity that forfeits unused capital to the investment
pool if the annuitant dies before the annuity expifédf lower-income households have
some combination of a lower &knce for risk, a lower capacity to absorb personal

financial risk, or discount future income more heavily than do higher income households,

122Based on a review of consumer information from two major annuity providers in
Canada, Sun Life Assurance Corporation and Great West Lsgré&sce Corporation as
well as the Investor Education Fund.
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then they may be simultangsly better served by and less able to afford private sector
annuities. Throughoutthd 9 6 0 6 s a nitthoutlaBothér Gebicle fowtheir RRSP
savings, many Canadians approached retirement and simply took out their savings in

cash, paying taxes on the lump sum in that }&ar.

As early as December 1976, stakeholders had petitioned thralfgdeernment to

change the rulesn maturingRRSPs.Much of the debate was about whether the status

quo, requiring RRSP owners to either cash out their savings or use them to buy an

annuity by age 70, most benefitted consumers or the annuity indsteys by both the
Consumersod6 Association of Canada and the C
in Parliamentary debaten theIncome Tax Actln response, the Minister of Finance

committed to an internal review of retirement income optidecOonadtl, 1976; PCO,

1976).

It appears as thoughthee d e r a |l g ioterralrravieneohRR&Rs continued well
into 1978 and included the departments of Finance, Health and Walidtbe Treasury
Board Secretariat, with periodic repotesCabinet®* In the 1978 federal budget, the
governmenannouncedhatthe Income Tax Acvould be amended 1d) eliminate the

option to withdrawRRSP savings as cash at ageZjHelay the option to buy an annuity

ZAut hordés review of statements by Member s
thelncome Tax A¢fThe Debates of the House of Comm@tensard) June 19, 1978.

124Based on published statentein The Debates of the House of Commiptsnsard)

April 26, 1978.
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using RRSP fund® age 661> and 3) creata new regstered instrument, the Registered
Retirement Income Fund (RRIF) asehicle br accumulatedRRSP savings in
retirementand an alternative to annuitieSimilar to theoriginal announcement of
RRSPs in 1957, the governmaminounced the new RRIF with mauanresolved details
of the policy andignaled its expectation that RRSP providers would play a role in the

design Chrétien, 1978).

Currently RRIFsarevery much like an RRSP in terms of the kinds of investments that
can be held under the registeredtfmio. Instead of placing limits on the amount of
income that can be deposited into the registered vehicle, RRIFs require that a minimum
(and declining) amount of taxable incomest bewithdrawn annually from the pool of
accumulated savingdf the atual withdrawals are lower than the minimum required
(based on calculations by the Canada Revenue Agency), then taxes and other penalties
may be levied on the differencgith avenues to appeal or request flexibilityR/&,

2013).

Rational,selfinterested choices between RRIFs and annuities depend on a wide range of

factors including, but not limited to interest rat&household risk factors’ and life

125 previously, RRSP owners could purchase annuities with their RRSP savings at any
time. Generally speaking, fixed income annuities are more expensive when a buyer is
younger and has a Igar life expectancy.

126 |n the period between 1957 when RRSPs had been introduced and the early 1970s,
interest rates had been rising or largely holding steady, making annuities a more attractive
investment option. Throughout the 1970s, there was sulasteentiability in interest

rates, falling precipitously and then rising sharply by the end of the decade (Bank of
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expectancy. At the time of the debate over RRIFs, a substantial nuniRR66f owners
died before theynadexhausted their savings, leaving behind a pool of capital to pass on
to their spouse or children. For RRSP owners who had cashed out and paid the tax on
their savings, it was easier to find ways to pass on the capitditegxo the heirs. But

for RRSP owners who died before cashing in their savings, prior to 1978, the account
was closed and the balance taxed in the hands of the person receiving the income.
Following the 1978 changes, in cases where an RRSP or RRIF owner paagetha

account would be closed and the balance taxed as part of the estate of the deceased.

This issue of estate taxes appears to have been the key issue in the public debate took

place on the 1978 budget changes to RR&H& Parliamentarian repredgmg a low to
modestincome constituency, noted that constituents were upset about the taxation

change and wanted a mechanisist wouldmeet bequest motives (Knowles, 1978

Anot her read into the record a smedech from
Welfare, Monique Bégin (Orlikow, 1978). Bégin was quoted expressing concerns that

the greatest tax benefits in the RRSP and new RRIF system were flowing to those

Canadians with higmcomes and wealth. Bégmsaid to have remarked that the-tax

preferred accoudt ased policy instrument of RRSPs #fn

Canada, Selected Historical Interest Rates, based on Statistics Canada series V122530
and V122496). It is likely that this sudden fluctuatmontributed to some of the
uneasiness with annuities as a retirement savings vehicle.

127 For example the presence of dependents, other sources of capital or income and
special and extraordinary costs such as out of pocket medical costs.
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in some respects it is good social policy tdaut still, it does seem odd that those who

need the benefits most are leastlikelp get t hemd (cited in Orli

Overall the 1978 budget package of changes did three things that might have raised real
and understandable concern for more modest income savers. It:
1 eliminated lump sum cash withdrawals for RRSPs at retirement,
1 introduced a forced choice between two somewhat more restrictive retirement
income vehicles, annuities and RRIFs, and

f made unused savings taxable as part of

It may have been preferable for some lowmodest income earrso cash otian RRSP

and pay the taxes at the front end, to give them greater certainty about their retirement
income going forward. AMcKay and Kempson (200Bgave noted, thealue from

sense of agency or personal control over finances tmaylowor modest incme earner
outweighthe cost of a transaction. Taking out their money in cash may have also been an
attractive option for RRSP owners who felt uncomfortable or unwelcome in financial
institutions catering more to the needs of uppétdle and uppewealh clients. It is

important to noteéhat by 1975, the federal government had ceased to sell the Government
of Canada annuities (see discussion in Chapter 4) that had historically been popular
alternatives to private sector annuities for lower and modestiacanadiansThe
requirement to choose between annuities or RRIFs would force all RRSP owners to make

further choices in the private sector financial system when they retired.
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Finally, taxing the estate rather than the recipient may havertiaigiced consequences

for low and modest income families. It is reasonable to assume that beneficiaries of
estates would often have had substantially lower income and would have paid a lower
rate of tax on the accumulated RRSP savings than if the estatequettatied and taxes

paid before assets were distributed. In this circumstance, the largest tax savings would
certainly have gone to wealthier households. But as long as those same wealthy
households had other resources and assets, the new estate thresipaiiquidated

RRSPs may not have had severe consequences on the wellbeing of the beneficiaries. Itis
not possible, given the limited information available on household wealth, RRSPs and
taxation for the time period, to retroactively determine \aitly certainty whether the

changes were, objectively speaking, better for wealthy or poorer RRSP savers. However,
from the record of the debate in the House of Commons and the Cabinet record of
decision, it is clear the governmehe wellbeing of poorerral modest wealth

households did not feature prominently in the deliberations of the government

514The Homebuyer s Pl an

RRSPs had been introduced in 1957 as a relatively small program aimed at facilitating

the retirement savings of semployedproad s si onal s . By the 1970060:
RRSP owners and the value of private RRSP savings had grown so large that the federal
government salRRSPs as an important lever &or unrelated mcroeconomic godl

increasing domestic investment in Canadian entgfuiscussed earlier in this chapter)

By the 19906s, it seems that the federal g

vehicles to achievether policy goals. Rather thareate golicy for affordable
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homeownership or a policy to reduce the co$teaving the workforce to return to

school, federal governments created mechanisms to allow Canadians to borrow from their
own RRSPs. The result may have been that RR&®sbecome a sort of lifelong

savings account in which money cycles in and aiher than the lontgerm retirement
savings instruments they were intended to

Plan (HBP) and the Lifelong Learning Plan (LLP).

The HBP was created in the 1992 federal budget mporary measure in an economic
recessiorby agovernmentn a political slump.lt is, howeverstill in place today.The
program allows Canadians with RRSP savings atiome repayable RRSP withdrawal,
without penalty, of up to $20,0G6r use towards the downpayment on a hdffi@dhe

rules in the budget required that the RRSP had to be in place before February 28, 1992,
the RRSP owner had to be a fitshe homebuyer and the home purchase had to take
place before March 31, 1992s per the original 1992 announceme#iBP withdrawals

must be repaid, but the repaymemsybe spread out over a number of yesMmimum
repayments are calculated, without interest, as the total of the RRSP withdrawal divided
over 15 year$?® Repayments do not receive any deduction against taxable indbare.
RRSP owner misses a minim repayment in any year, that minimum amount is treated as a

taxable withdrawal from his or her RRSP for that one year.

128 For couples this cap applies to each member of the couple effectively doubling the
total amount of the HBP loan to $40,000.

129 However, repayments can be accelerated and paid off as quickly as the RRSP owner
wishes. Repayments under the HBP are not édiddy the deduction against taxable
income.
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Nine months after announcing the HBP, t he
unqualified success, st ating that 130,000 HBP withdr :
ownerssi nce t he pr ognkavskid092). deanmotincef Ma thea

program would be extended for another year but in fact it never expired.

The HBP remains in place, largely uncbad, to this day with two exceptions. The first

is that the definition of qualified homebuyer has been expanded to included persons who

have not owned their own homi&for at least the last 5 years (CRA, 2B1L3 The

second is that,carsomiac tAwotfi drmePI20r0®, fAtEh e f ¢
increased the maximum withdrawal limit under the HBP to $25,000 for each eligible

RRSP holder.

There are likely at least two explanations for why the government decided to take this
unprecedented step to opée use of RRSPs for purposes other than retirement. The
first is that the Opposition Liberals had dared therftttn 1992, the Progressive

Conservative government was sitting a distant third in public opinion polls and knew that

130Thjs also include those whose married or convi@nspouse has not owned a home
in the last 5 years.

131 By at least as early as February 14, 1992 (11 days before the budget), Liberal M.P.
David Kilgour spoken the House of Commons to ask the government to adopt the
Liberal proposal to allow Canadians to borrow up to $7,500 from their RRSPs to buy
homes as firstime buyers (Hansard, February 14, 1992). The dare was repeated
regularly by Liberal caucus memisan the leaelp to the budget (Hansard, February 17,
1992).
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it would have to face eléon the following yeat** Adopting an idea from an
Opposition party would remove at least one potential election platform idea from their

electoral competitors.

But likely a more important driver wasdesire to find inexpensive stimulus for a
slumpingeconomy. In 1992 Canada was in a recession and saddled with substantial

federal deficits. The 1992 budget was largely crafted as auatistg and economy

boosting package of policy measur&etween 1987 and 1992, new housing staais

steadily dechhed(CHMC, 2006). Other indicators also suggest that the housing market

was in decline, including falling average housing prices and volume of housing sales.
Stimulating demand for housing, patiarly among firstime buyers, was seen by the
governmentind Opposition, as one way to stimulate the econdiBy using existing

RRSP capital, it also meant that the stimulus would come with no new direct cost to the
governmentl n t he governmentds ABudget Paperso f
revenuc osts of this measure were Isshard,it 0 ( Depa
was housing policy and macroeconomic stimidased on encouragimgivate citizeis

to use their owmoney. This echoed the past examples from wartime compulsory

savings andhe redirection of RRSP for domestic investment goals.

There are tw@rimaryquestions foaretroactiveanalysis othe HBP program. The first

is whether it had the desired effect in stimulating the housing sector of the economy.

132 canadian Gallup Poll, May 1992
133 Hansard Debates, House of Commons, February 17 and February 26, 1992.
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Lookingatththousi ng mar ket data for the early to
noticeable effect from the introduction of the HBP. New housing starts did rise a little in

1992 but then fell in 1993, stayed the same in 1994 and plummeted in 1995 (CMHC,

2006). Similarly the volume of housing sales rose in 1992 over 1991 levels, but the

growth had been larger between 1990 and 1991 and the volume followed the same

pattern as new starts, falling in 1993 over 1992 levels, stagnating in 1994 and

plummeting in 1995.

The second question regarding the net benefit of the HBP is whether the costs were as
small as projected by the government. Using the strictest costing criteria, the HBP does
result in a loss of tax revenue in each year that a borrowed amount rengartshyna
taxpayer since this would normally be a taxable withdrawal. But because the withdrawal
under the HBP is repayable and repayments are not eligible for any new deduction
against taxes, it is likely that the government projected the cost of theprat or near

$0.

According to Steele (2007), the HBP costs in foregone tax revenue were actually between
$144 million and $283 million annually ir020 6 . Steel edOthecaseal ysi s i
where RRSP contributions, the HBP withded and the HBP regyment all toolplace

over a period in whichthe RRSW@m er 6 s mar gi n a uncharged. Iftket e r em
repaymentsdok placeaftert he HBP borrower é6s i ndome and m
increased, then ¢hestimated foregone tax revenue increase&&®283million. As Steele

noted, this was more than the federal government spent in 2006 to reduce homelessness.
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St e el e 0 acknawleddedyusdd sot include returns to the RRSP owner from gains
in the value of the purchased honfes noted throughout this thesis, a principal residence
hasalwaysbeen excluded from the calculation of incomeitaanada When the

capital gains tax was introduced in 1971, owoecupied residences were explicitly and
deliberately excluded from theew tax, in contrast to the practice in the US of taxing
(allowing for substantial exclusions) gains realized on a principal residence when the
house is sold® It is also in contrast tpractice in many European countries of taxing
some imputed market ravé rent the homeowner would other have paid to live in a
comparable property (Echevin, 2013).the case of the HBP, tteeis a cost arising out
oftheRRSR ontri buti on towards the homebuyer os
recovered by the federgbvernment. The HBP increases the equity of the household in
the primary residence by reducing the amount of mortgage debt, the cost of mortgage
insurance (if applicabléy” and indirectly by improving the mortgage rate available to

the homeownel?® Although there is a notional debt the household owes to his or her

134The current exclusion rates on the gains realized on the sale of a home are
USD$250,00Gor each owner or USD$500,000 for a couple. At such a high exclusion
rate, it is unlikely that many homeowners would be subject to the tax. However, capital
losses on the sale of a home cannot be deducted against taxes and, while a homeowner
maintains a rartgage, mortgage interest paid is deductible, making the tax treatment of
housing the US quite regressive.

135 Mortgage insurance is required for all purchases of residential real estate with a
downpayment of less than 25% of the total purchase price. Mortgage providers will
generally roll the onéime insurance premium into the total mortgage issued.

136 Mortgace rates offered by lenders have to ensure a return relative to the risk
associated with borrowing. All other factors being equal (including purchase price, credit
ratings, household income and the assessed property value), when downpayments are
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own RRSP, the debt is spread over 15 yednfe the capital is immediately available as
equity in the new homeThe gains are larger for households with higher marginal tax
rates who buy morexpensive housesAn illustrative example is included at Box 1
(below). All else being equal, | find that a couple with $150,000 in taxable income save
$2,000 more in federal taxes on the same HBP withdrawal as couple with $75,000 in

taxable income.

Box 1: lllustrative example of the household benefits from the

Homebuyerdéds Plan (HBP) under two

A couple uses the Homebuyerds Plan to witH
Plan$ based on the current maximuimit for couples. They use the money towards a house
costing $300,000 with a mortgage of 4.24%ssuming a $75,000 household taxable income ang
2013 federal income tax rates) the year they withdraw from their RRSP, their total federal taxe
payalbe will be $13,450 before any other credits or deductions. Had they paid taxes on the RR
withdrawal, they would have owed $25,966 in federal taxes, an increase of $12,516 in federal
alone. This also does not include any tax savings from splitimgvithdrawal unevenly if one

spouse in the couple has a substantially higher income than the other.

Even if the couple has rather capital to use as a dgpayment, the equity of $50,000 at the

mortgage rate of 4.24% generates an imputed rental mod®2,120 that would otherwise lead to
an increase of $466 in federal taxes payable. Combining the value of the savings on the impy
rental income and shelter on the RRSP withdrawal, the couple will have saved $12,982 in fed¢
taxesinthe firstyga of homeowner shi p. As the coupl €
combination of paying down their mortgage or increases in the market value of the property, ti
savings on the imputed rental income increases and, if their household incoeases, that tax
benefit is accelerated. The couple continues to avoid paying taxes on the RRSP withdrawal &}
as they deposit at least $3,333 a year back into their RRSPs in each of the next 15 years.

For comparison, if a couple with a comhinecome of $150,000 were to make the same RRSP
withdrawal, they would save $14,5000 in federal taxes in the first year of homeownership woul

have the same repayment of $3,333 per year for 15 years to repay their HBP loan.
ra more

181




The cost oforegone taxes due to the HBP would be reduced somewhat by any taxes paid
on missed repayments. According to the Canada Revenue Agency, approximately 35%

of the repayments due annually under the HBP are missed eacfi’y&acording to the

most recent pulshed data (published 2010 for the 2008 tax year), among taxpayers

under age 45% HBP repayments were just 5.4% of the total of HBP balances, 1.27%

below the rate needed to keep up withtbe/ear repayment scheduleooking at an

earlier time period, 2001 to 2003, Steele finds a similar gap in the expected versus actual
repayment rate and notes that repayment rates are highest among upper income earners at
11% among taxpayers (under age 45) with incomes of $100,006rerand just 4.1%

for taxpayers earning between $20,000 and $30,000.

A review of the most recent data suggests that, while overall annual repayment rates are
lower than in 2003, they are still substantially higher (and certainly above the minimum

6.7% required to avoid incurring a tax liability) for the highest income eaffierss a

¥"CRA data for 2012 cited by Robert McListe
RRSP Ho me B uCamadian MortBdgeTnendsebsite. PosteBebruary 5,

2013. Available ofline at:http://www.canadianmortgagetrends.com

138 Although peak RRSP contribution years take place after age 45, most first time buyers

are likely to be under age 45 and taxpayers under age 45 make-tiprogoof all

taxfilers with an HBP balance.

¥Authoroés calculation based on CRAL data fo
Final Statisticso.
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program to mobilize tapreferred savings, the HBP appears to be a better program for

higher income Canadians.

As of December 2012, over $27.9 billion has been withdrirom RRSPs under the

HBP, used by a little over 2.5 million Canadian homebuyers since the program was

launched in 1992 (McLister, 2013). But to date, the government has published no
evaluations to determine whether or not the HBP does increase rhtmaedwnership

or, as per the original 1992 policy intent

housing industry.

Thereviewa bove supports Steeleds (2007) concl us
more benefit to higher income users. Whajdreas aemporary angbolitically-

motivated policy measure in 1992 has become an entrenctiexf fle RRSP

framework. This is altlespite evidence that the program gives greater benefit to higher

income earners and seemingly no evidence for a positiget from the program on rates

of homeownership or the Canadian housing market.

Like the HBP, the Lifelong Learning Plan (LLP) has also become part of the RRSP

framework, despite a lack of evidence for a positive impact from the program. | discuss

the LLP in the following section.

5.1.5The Lifelong Learning Plan

18¢



The Lifelong Learning PlafLLP) was announced in the 1998 federal budget by then
Finance Minister Paul MartinThe LLP is similar in many respects to the HBRot
surprising since it was ndeled on the HBP (HRDC, 1994). Like the HBP, it offers
RRSP owners a tafxee withdrawal from their RRSP savings that is repayable over a 15
year period. Like the HBP, the maximum LLP withdrawal is capped. However, while
the HBP has a lifetime limit ¢§25,000, the LLP has a lowttal ap of $20,000. LLP
users can withdraw up to $10,000 in a single year and can shedathkfree

withdrawals over four consecutiyears. LLP amounts can be withdrawn from the
RRSP owner o6s persommal h KRR SFPasveld fow tot@kfh i s

$20,000 per coupleCRA, 2013).

To be eligible an RRSP owner must, with some limited excepti@be enrolled in a
full-time past-secondary education progrénmncluding universitycollege and other
designated @stsecondary education (PSgrpviders such as privat®cational training
institutes Amounts withdrawn under the LLP only become repayable once the student
leaves the fultime program or five years after thist LLP withdrawal. Minimum
repayments argpread evenly over a tgrear period and, like the HBP, missed annual

minimum repayments are taxed as an RRSP withdrawal for that single year only.

190 Students with disabilities may use the LLP for garte studies. Their disability
status has to be directly or indirecfby claiming the disability tax credit which itself
requires medical certification) certified by a medical doctor.
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There have been no published studies or reviews of the program and the CRA does not
include it, in contast to the HBP, in its annual tax statistics reports, suggesting the
numbers mustdso low as to be negligibldhe 2008 Canadian Survey of Financial
Capability did ask respondents who reported arptieement RRSP withdrawal tifie
withdrawal had beennder either the HBP or LLB! Overall, 22.8% of households
reported having ever taken money out of their RRSP for reasons other than their
retirement income. Among those, just 3.2%60.73% ofRRSP ownefsreported that

they had withdrawn money undeethLP. With the exception of households in the
second income quintifé” rates of LLP use rise with household inconwever the
magnitude of the difference is very smallable 5.1, below, presents data from the
Canadian Survey of Financial Capalilin the percentage of households (by household

income quintile) who reported using the LLP.

Table 5.1Rates of seHreported RRSP withdrawals under the Lifelong Learning Plan as a percentage

of all households with nonretirement RRSP withdrawal by household income quintile, 2008.

Bottom 20% 21-40% 41-60% 61-80% Top 20%

1.8 3.3 2.5 3.2 3.2

141 The Canadian Survey of Financial Capability was a survey of 15,000 Canadian
households conducted by telephone in 2008 by Statisticsil&aride survey covered
guestions about household income, net worth, financial practices, knowledge and
attitudes. Results reported here were calculated using the Public Use Microdata File
accessed through ODESI.

142 For the CSFC, the second quintile fausehold income corresponds to those
reporting between $32,001 and $54,999 in total annual household income.
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The data in the table above suggest that the LLP is a program that almost no one in
Canada uses. This is not surprising. First, consider that rgtesticfpation in formal
education among workingge adults is very low, estimated at just 7% of Canadians aged
25 years and older and in the labour foldeeves, 2008 Second, those working age
Canadians who do take part in formal education or traimiagnore likely to take part in
shortterm, or partime and jobrelated programs (Knighton, Hujaleh, lacampo &

Werneh, 2009), programs that would not qualify for thestagltered LLP withdrawal.

The fact that there was likely to be little demand forlthB does not appear to have

been an impediment to its creation.

The concept of a tagheltered withdrawal from RRSPs to support-cadeer education

and retraining was first proposed in Canada in a federal government policy green paper.

Al mprovin&eSoaciay in Canada: A discussion
1994 by the then Minister of Human Resources and Skills Development, Lloyd

Axworthy.**® The paper was intended to propose a number of reforms to federal social

policy and invite public region and comment. On pesécondary education, the paper
contemplated a package of potential reforms including a reduction in the cash transfers to
provinces, new direct grantsandincem@® nt i ngent | oans for stude
time, increasing @xibilityin RRSPY é{ o use personal savings f

(p.63). Such a newducatiorprogramattached to RRSPsould, the report suggested, be

“*The author worked as a junior member of A
and 1995. She also worked in the Office of the Prime Minstaveen 1995 and 1997

and as an advisor to the Minister of Intergovernmental Affairs. Some of the information

in this chapter is based on the authords o
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based on the HBP an-dareerbasttrdppdriskeenatompacde at A mi
t hei r (p6X iTHelpapér also noted that, within the overall package of reforms to
education funding, the RRSP withdrawal opt
encouraging mutual responsibility among Canadians for managing a greater share of their

ownsocials e c U pP.b3. y 0 (

The government did not act on many or indeed most of the policy options in the green
paper. Inthe immediate aftermath of the green paper, the government launched a wave
of significant cuts to spending and transfers, beginning with the 1995 federal hodget

continuing through 1996 and 1997.

After several years of cosutting budgets, the 1998 budget was the first federal budget

to project a federal surplus. The Finance Minister, Paul Martin, had decided it would be
athematicandsoal | ed wé@dobd dget, with increases i
area of policy that was top of mind for Canadians. With the economy emerging from
recession and jobs decliningthg key concerfor most voters, healthcare and education
appeared to be politicallyditful areas for new federal spending. Compared with health

care, the federal government has a greater opportunity to use direct transfers to
individuals to make policy change in highe

package of educatienriented measures would have been easier to implement.

Officials in the department, political aides and paid consultants were tasked with

developing a policy framework and narrative around education, skills and the knowledge
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economy (Martin, 2008). The mativecomponent of the budgetas keyfor Martin. He
wanted a budget with a compelling and coherent story to communicate. There was
already widespread agreement in the policy discourse that Canada was in tranaition to
knowledgebased economy which higher skills, education and innovation were key to
global competiveness apdoductivity. Political and bureaucratic policy advisors in
Finance and t he PRwerekeentoMindpolicy optiondtisat wodld i c e

demonstrate federal leadershighaut treading on provincial jurisdiction.

On education, the ACanadian Opportunities
a range of changes to federal student loans, new targeted grants for students, incentives to
hel p famil i esedsaiongdis€ussed inaChapteri6) adddhe LLP

withdrawals from RRSPs. These were described in the budget as a set of policy

measures that would deliver some federal support for learning from childhood through to

working age adulthoofFinance Canadd,998)

The 1994 green paper would have been familiar to many of officials working on

proposals for the budget and indeed some advisors had themselves been part of the 1994
social security review exercise. The LLP option was not included in the 1998 budge
because it was the best policy option among many for woikgeglearners. It was

included, it seemsy because it was available and filled a place for a pfuicgdult

learners.
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The cost of the takree withdrawals from RRSRsder the LLRvas estimeed, in the

1998 budget, at $15 million for the 1998 fiscal year, rising to $45 million by 20@1.
Given the data, described above, on LLP use, the projectedpakas well above what
has transpired in practice. It is doubtful whether it has lradamingful impact on rates

of participation in adult formal education and traininfgvery few Canadians ever use

the LLP, then the costs of the program on top of the costs of RRSPs would be small or

negligible.

One impact of the LLP may be on consumwéghdrawals from their RRSP. | believe that
the LLP, but particularlythe HBP, have made RRSP withdrawalgre acceptable to

Canadian consumersven when thesegithdrawalsare taxable.

Looking at data for 1991, prior to the introduction of eitherHB# or the LLP, Frenken

and Standish (1994) found that over 600,000 RRSP owners under age 65 had withdrawn
a total of $3.2 billiorfrom thar RRSR. They estimated that one quarter of the cases and
one third of the dollars withdrawn could be explained by early retirement before the age
of 65. But, 55% of thavithdrawalsand 42% of te $3.2 filion total was taken out by

Canadians under the age &i 4

According todata published by the Canada Revenue Agency, takpayder age 45
withdrew $2.1 Blion from their RRSPs in 2008 (excluding sheltered HBP and LLP
amounts), making them responsible for 23% of all RRSP withdrawals among all

Canadians, icluding those near or above retirement age (CRA, 2010).
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Mawani and Paquette (undated) looked at RRSP withdrawal data from 1998 to 2003 for
pre-retirement taxfiler§" and concluded that missing HBP repayments was responsible
for the RRSP withdrawal in 40%f the cases, a finding consistent with the above
mentioned data on missed HBP annual repayments. However, it appears, from self
reported data, that a substantial share of thegirement withdrawal activity is taking

place outside of the HBP and LlaRogether. The Canadian Survey of Financial
Capability found that, among the 22.8% of households who reported ever makinrg a pre
retirement RRSP withdrawal, a strong majority (66.8%) said it was outside of the HBP or
LLP. What the HBP and LLP withdrawadechanisms may have done, inadvertently, is

to help normalize withdrawals from RRSPs that are not for retirement indbthes is

true, itchanges the nature of the instrument fifongtermdeduction and deferral

model to a more fluid, mediuterm saings vehicle.

Yet, while very few Canadians ever use the LLP prograhasihot been cancelled. Like
all of the incremental changes to the original RRSP design that bawadviewed in

this chapted spousal contributions, ongoing increases to anrargtibution limits, rules
on amuities and RRIFs and the HBFonce in place, the LLP has become part of the

fabric of RRSPsas a taxpreferred savings instrumenfAs RRSPs have evolved ever

144 Their study defined the pretirement age group as those aged 25 to 59. This
definition may include too many Canadians between ages 55 and 59 who are in fact
retired or semretired. As a result, their analysis of the effects of the HBP may be an
underestimation.
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further from their original design, these new features have beeorbhedded parts of the

instrument itself, resistant to cancelation or change.

5.1.6 Concluding thoughts on the RRSP

What began as a small, boutique program to support the retirement plans of a subset of
selfemployed professionals seems to have bectmayghrelentless incrementalisma
multi-purpose tasberefitted savings vehicle. Yet the RR8Rains enough of its original
design, magnified by several decisions along the way, to be a program that
disproportionately berfies the already welbff. In Table 5.2 below, | repeat some of the
data from Table 4.1 on the earliest talgof RRSPs in 19538 and compare these to the

most recent data available.

Table 5.2Value of RRSP deductions, selected years and selected-fdgr characteristics ($ millions,

unadjusted)

Tax year 1957 1958 2009

Total deductions $270* $19 $33,000

Deductions claimed by
self-employed

professionals $7.1 $7.8 $1,400

% of total deductions 2.6% 41.1% 4.2%
claimed by seltemployed
professionals

Deductions claimed by
highest category of
income earners for that
tax year

$8.1 $5.1 $7,100

% of total deductions
claimed by highest 3% 26.8% 21.5%

income filers
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“Includesamounts for both RRSP and pension deductions, not reported separately in the repotofer the year.

Using the highest i ncome c atSatptcs Report. dnd 67 ana 1dD58ftre highesh at year
income category reported was $25,000 or mane2009, it was for those reporting $150,000 or more a year in income.
In dl years, this category carsponds to between the richest 1% a¥tdof all taxfilers for that year.
Source: Authordés calculations using data in Annual Taxat
Canada, Ottawa and Annual TaxationtiStas reports from 2011, Canada Revenue Agency, Ottawa.

When the taxpreferred RRSP instrument was first created in 1957, it seems to have met
its goal of reaching seémployed professionals without pensions. Todayesalfloyed
professionals makepua very small share of tax filers claiming an RRSP deducfitwe.
relative share of very higincometax-filers (those in the top 1% #% of all annual tax
filers) among those claiming the deduction has changed very little. The dollar values in
Table 52 above are nominal. When these are adjusted for inflation (not shown), the
value of all RRSP deductions claimed in 2009 is 222 times larger than in 1957. The
value of the instrument is vastly larger today than was likely ever contemplated by its

original designers.

The incremental changes over time have:

1 Reinforced the key role of private sector financial providers in the marketing of
RRSPs, the administration of accounts and the transfer into other financial
products, annuities or RRIFs, in retirem. The complexity of RRSP rules now
also means that the technical expertise of the financial sector is more valuable
than ever before.

1 Enhanced the tax benefit of the RRSPs, particularly for wealthier Canadians, by
escalating, in perpetuity, contributidimits even when the majority of Canadians

are not responsive to these changes.
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1 Made RRSP capital more fungible by creatingsaeltered mechanisms for
certain kinds of withdrawals, through the HBP and LLP.

1 Sanctiond only selected savings god@sretirement, purchasing a home and
returning to education that would likely already be of interest wealthier
Canadians but may not reflect the savings goals or motives of-loeene and

lower-wealth Canadians.

The RRSP was the first tapreferred accourbased savings instrument in Canada after
the failed compulsory savisgxperiment in wartime. It caste mold on which all of the
other taxpreferred savinginstruments have been badeglther exactly replicating

features of the RRSP or making increménkanges in contrast to itlt is aninstrument

that many Canadian®w own whose complexitid&ely few fully understand.

Politically speakingRRSPs offer a model on which other new instruments can be based,
allowing these new replicas to be morsigacommunicated by policymakers and

accepted by the general public as familiBut it also means, politically, that

fundamental change to the instrument or even cancelation is difficult to contemplate
because so many Canadians would be affected amay® that would be difficult to

communicate.

Finally, it is noteworthy how frequently federal governments used policy change on
RRSPs as an avenue to mobilize private household savingsiierraacroeconomic
policy goab stimulating domestic investmentdwecing projected fiscal strain to

government and stimulating an economy in recession. The microeconomic effects of
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RRSPs were sometimes mentioned, but almost never with attention to the difference in

impacts on poorer households.

In the next section | discuss the next-parferred accourbased instrument to have been

created, the Registered Homeownership Savings Plan.

5.2 The Registered Homeownership Savings Plan 197985

Before the Home B ufieewitlddsaval®from RRSPEthal | ow t ax
Government of Canada experimented with a variety of ways to promote homeownership
among Canadians. It was a contentious area of public policy. In 1968, Paul Hellyer, then
Minister of Transportation, was asked to lead a nationalfteas& on housing. His
recommendations for a more active and direct federal role in local housing (Hellyer,

1969) ultimately led to his resignation from the Trudeau government a few months

later*#°

Throughout the 1970s, the federal government launcinednder of experiments in
housing, in directions | argely contrary to
government amended tiNational Housing Acto allow the Canada Mortgage and

Housing Corporation (CMHC) to offer lowost loans for the construction of new

housing (Moscovitch & Germain, 2006). Soon after, CMHC also introduced mortgage

145 Eor example, Hellyer recommended that the federal government etligeaiy with
municipalities on the construction of subsidized rental housing, skirting the authority of
provincial governments. Trudeau disagreed on this as well as other recommendations,
pursuing a very different policy direction on housing.
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subsidies targeted to modest income households who earnaaditbado qualify for low

cost public housing but too little to be able to qualify for a conventional mortgage with a
private lender. As Moscovitch and Germain noted, the program (referred to as the
Assisted Homeownership Program or AHOP) was graduallyremmémentally changed

to expand eligibility and eventually bena a housing subsidy for middiecome

Canadians instead of those in greater fé¥din a context of spiraling inflation, the
program was eventually declared a failure and many homeownerstf@mdelves

unable to keepp with their mortgage payments but als@ble to sell their homes

Many owners abandoned houses theyHtdiso hopefully bougls their homes

CMHCG6s program never deviated from a requi
minimum downpayment of at least 5% of the purchase price of the qualifying home.

But none of the agencyds programs- provided
income target clients t®ave and accumulate that dowgment. In 1973 through 1975,
theaverage purchase price of houses under the CMHC program was just under $25,000.

A 5% or larger down payment would have required a household t@satieerwise

148 Moscovich and Germain describe a series of policy changes throughout the AHOP
lifespan that gradually moved eligibility from households only at or near average incomes
to households well above average income levels. Similarly, the original mechanism to
reduce he costs of mortgages for qualifying households was a grant. In 1975 the grant
was replaced with a fivgear decreasing loan so that the amount of mortgage relief

would be reduced in a stegse fashion in each of the first five years of homeownership
andwould then be repayable in full to CMHC or could be refinanced in a second loan or
mortgage on the same house.
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accumulate a dowrayment of at least $1,25%. While there is no mention of a link to

the Asssted Homeownership Plan in the 1974 budget or the Parliamentary debates on a
new housing savings plan, it seems reasonable that the government may have been keen
to find ways to fill a gap in their housing policy framework. A progranrtonote

saving forhomeownershipvould haveboth acceleratéthe ability of AHOReligible

househts to build up the needed dopayment andhaveofferedsomething to

households who would not qualify for AHOP assistance.

In the May 1974 budget the government announceadttivuld create a new Registered
Homeownership Savings Plan (Finance Canada, 1974). The new RHOSP would be
available to all taxpayers over the age of 18 who were not already homeowners. Each
RHOSP holder would be able to contribute up to $1,000 pertgeelifetime maximum

of $10,000 and to deduct annual contributions from their taxable income, similar to an
RRSP'® The accounts would be available from financial institutions already authorized
to sell RRSPs. Interest earned in the plan would, likEBRR be exempt from taxation.
Unlike an RRSP, RHOSP funds would not be taxed as long as they were used to buy a
home or esseéial furnishings for the hon@e such as appliances and furnituréhe

budget provided no information on how compliance on withdrawaluld be monitored

except to insist that RHOSP owners had to be resident in Canada, could only open one

147 Outside of saving, downpayments might also come from gifts, inheritances or the sale

of some other asset to give a few examples.

148 Adjusting for inflation, $1,000 would be equivalent to $4,927 dollars in 2013 and

$10, 000 would be equivalent to $49,277 (ca
Cal cul ator o, based WI69098B)ati stics Canada se
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plan in their lifetine, and must withdraw all fundsy transfer unused balances to a

RRSP0on termination.

In the budget debate that followed, t@pposition MP.s raised the RHOSP to criticize

it. Marcel Lambert, Progressive Conservativé’Mor Edmonton West and critic for tax

policy and economic aff ai rtvowacstassontethidg t hat

novel as though it were goingtodoo met hi ng bi go (Lambert, 197
annual and | ifetime maxi mums as fAdpractical
the | eader of the New Democratic Party ask

the kind of income that would enalthem to save $1,000 a year? The Minister ought to
have |l ooked into thato (Lewis, 1974). For
for the NDP it was too |l arge, but both par
The Government lost the fidence of the House over the same budget but was returned,

and with a majority, following the summer election. The November 1974 budget was for

all intents the same as the May version and repeated the proposal for the RHOSP. There
was no further mentioof the RHOSP in Parliament or the national media until the

March 1977 federal budget.

In that budget, the new Minister of Finance, Donald MacDonald, announced that since
the policy had been introduced, over 400,000 RHOSPs had been opened (MacDonald,
1977). While celebrating the robust take of its new policy, the government expressed
concern that some families may have used the RHOSP to shelter money in the name of a

spouse or adult child. For example, if a husband and wife lived in a marital theme,
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title to the house may not be registered

prevented from opening an RHOSP, claiminguadm@eductions and then rollirayer the
account into an RRSP, or perhaps, purchasing a second or vématienThe RHOSP
had created annintended loophole that allowed certain couples to maximize their tax
benefit for certain forms of saving. The government aimed to close the loophole by

introducing a series of new rules.

As of the 1977 federal budget, spouskéa homeowner were no longer eligible to use the
RHOSP and unused RHOSP funds could no longer be 1oedinto an RRSP. The
budget also announced that furnishings were no longer eligglele of RHOSP

withdrawals. Presumably this would have beenragrtbe most administratively difficult
aspects of the original program to police and it is likely that fraudulent or at least non
compliant uses were common. The budget also created a rggalhaximum time

limit to use all RHOSP balances but promisedpecified relief for RHOSP account
owners who might cross that time limit and be forced to close their account without
purchasing a homeThe program remained in place, unchanged, until it was cancelled in

the federal budget of 1985.

5.2.1Analysis of the household effects of the RHOSP

A retrospective analysis of the effects of the program requires some examination of the

population of RHOSP beneficiaries. Englehardt (1997) used data from the 1978, 1982
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and 1984 Survey of Family Expendittif&to construta probit model estimating RHOSP
use. He found that employment, education and residence in Ontario were all positively
associated with RHOSP use. However, these variables are also each associated with
higher marginal tax rates, either through increasedme or provincial differences in
taxation. Englehardt concluded that the marginal tax rate was the important explanatory
variable. Using a model that presumed income is related to marginal tax rates in a linear
way, Englehardt found that each 1@8¢reasen marginal taxates was associated with a
3.7% increase in RHOSP use. After adjusting the model to reflect-bream
relationship between income and nGSPgi nal

takeup increasedor every 10% increase marginal tax rate, RHOSP use rdse4.2%.

Englehardt also estimated the effects of the RHOSP on the transition of households from
renting to homeownership by comparing the differences in the transitions of both low
marginal tax rate and high marginiak rate households before the program was

cancelled (for the years 1978, 1982 and 1984) and after the program was cancelled (using
data from the same survey for 1986). High marginal tax rate households had higher rates
of transition from renting to own@) compared to low marginal tax rate households,

during and after the program. This is unsurprising given that the higher marginal tax rate
is likely, in most cases, to imply greater financial resources (both income and capital)

needed to facilitate a hanpurchase. Englehardt estimated that the difference in the rates

199The survey was conductedrjmlically by Statistics Canada to examine the income

and consumption patterns of Canadian households. It was terminated in 1997 in favor of
a new Survey of Household Spending. The
only ones available during¢ lifetime of the RHOSP program.
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of tenure transitions between low and high marginal tax rate households was 3.3% larger
than after the program was terminated. Dividing this by the mean increase in tenure
transitions foRHOSP holders (1.65%), Englehardt estimated that the RHOSP raised
overall rates of transition to homeowsleip by 20%. Englehardt arrived similar

estimates using the marginal effects (the differences between during afat@dram
transition rates)dr RHOSP contributors at the mean marginal tax rate. His data,
however, made clear that much of this result is driven by RHi@ffers wvith higher

marginal tax rates hence, his estimates of the marginal effects rose with income bracket.

Another way tdook at the use of the program is to again look at the annual tax statistics
published by the Canada Revenue Agency and its predecessors. Table 5.3 (below)
summarizes the data on annual RHOSP deductions claimed in the first and last two tax
years of the ROSP program to provide some indication of the size of the program and

the distribution of the sheterm benefits during its lifetime.

Table 5.3 Data on RHOSP deductions selected years ($ millions, unadjusted)

Tax year 1975 1984 1985
Total RHOSRleductions claimed $364 $483 $128
(unadjusted)
Total claimed by highest income filers $5.4 $14.5 $7.6
% of total claimed by highest income 1.4% 3% 5.9%
filers
Total claimed byow to averagéncome $102 $108 $77
filers**
% of total claimed by lovio average 28% 22.3% 60%
income filers

*Taxfilers with $50,000 or more in income in 19@6d 1984or the top2% of taxfilers.
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** Taxfilers with up to $10,000 in income in 1975, up to $16,000 in 1984 and up to $20,000 in 1985 or those at or
below the to 58 percentiles of taxfilers.
Data for 1985 would include only the partial tax yleading up to the federal budget in May.
Source: Authordés calculations using data in the Annual T
Canada.

The data above suggest that, compared to the RRSP, the RHOSIP ta&s far less
skewed towards the very wealthiest-faers. It is probable that many higincome tax

filers already owned a home and so were ineligible to open and contribute to an RHOSP

The data above are reported without adjustments for inflation making it difficult to see
the overall trends for each group in dollar tefffsHowever, as a proportion of the total
dollars deducted in contributions to the newpagferred savings instment, the RHOSP
shows a slight decline for low and moderate income taxfilers between 1975 and 1985,
from 28% to 22.3% of all deductions. The sudden increase in the share of RHOSP
deductions claimely low and moderate income fadgrs in 1985 may have ame to do

with the timing in the calendar year. The program was cat;adffective at the end of
themonth of the 1985 federal budgitay 1985 If low and modera&incomeCanadians
were using it actively as a savings instrument, they may have be@mgmedular
contributions throughout the year. Byntrast, if for high income tdikers the RHOSP
was simply a way to sheltift-over incomethen it ispossible that more of their

contributions would have come closer to the end of the tax year

'Bet ween 1975 and 1984, the first and | ast
contributions by low and moderate income Canadians increased $6 million in nominal

terms but actually fell dramatically in real terms. kBep up with inflation alone,

contributions by the same group in 1984 should have been $218 million. By contrast, the
contributions by the richest income earners rose $2.9 million in real terms. Adjusting for
inflation, $5.4 million in 1975 would be equilent to $11.6 million in 1984 terms (Bank

of Canada Inflation Calculator based on Statistics Canada ¥di1&90973)
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It is clear from the data in the table above, alongside the analysis conducted by
Englehardt (1997) that modest income Canadians did make use of the RHOSP, and that

very high income Canadians used the RHOSP proportionally much less than the RRSP.

5.2.2Analysis of the political impact of the RHOSP

It is perhapsrbnic that the policy probleén housing affordabilityd to which the

RHOSP had been directezsbondissipatedafter thepolicy instrument was createdn

fact, after the sharp increases in muckthef1970s, housing prices peaked in 1980 and
then fell dramatically, particularly in the Prairies (UBC, 2013). When the Progressive
Conservative government came to power after the 1984 election, their new Minister of
Finance, Michael Wilson, announced REOSP would be terminated in his first budget,

delivered in May 1985.

Wil sondbs speech |listed the RHOSP | ast in
were framed, on top of reviews to program spending and larger changes to personal and
corporae income taxes, as defiegduction measures. In fact, the RHOSP cancellation
was the last spending or revenue change announced in the 1985 budget, suggesting that
the government felt would be norcontroversialallowing it to position more politicall
problematic measures, such as a new federal minimum income tax, in the middle of the
public announcement. The Minister projected that eliminating the RHOSP would save
the government $80 million in the next fiscal year, possibly an underestimate given th

total value of the deductions claimed in 148de Table 5.3, above)
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Wilson assured RHOSP holders that, despite the cancellation of the program, they would
be able to withdraw their accumulated savings and use them for any purpose (including

but no lorger limited to housing) with no tax penalty. In his budget speech, he noted:

There is currentlynore than $2 billion in such plansam confident that, with

the measures | have announced to provide incentives to growth and job creation, a
substantial prtion of these funds will find their way into entrepreneurial and job
creating investments, as well as providing a boost to hoasidgonsumptian

(Wilson, 198%)

In Parliament,tie Opposition seized on the cancellation as one of their major cribfues

the budget.Opposition membensoted that the budget had introduced a new and
substantial lifetime capital gains exemption and had extended assistance to private sector
financial institutions (Copps, 1986). Thagcused the government of favoring Wea
Canadians and banks over average,fanking saverand even introduced a motion in

the House of Commons to preserve the RHOSP.

For their part, the Progressive Conservatives argued that cancelling the RHOSP was:
T Closing fna smaylatlhcophelld8@& r ( Bilmemled&r n,
1 Ending a program that had never been intended to go on in perpetuity and, in
any case, would have been cut by the outgoing Liberals if they had had the

chance (Gormleyl1986)
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1 Terminating a program that had been intended to-afidlousing markets in the
1970s by encouraging buyers to save and delay and a program that had no
impact on housing outcomes even after 10 years (Dud98g)

1 Wrapping up a program whose take had leen lower and slower than expected
and, given the new capital gains exemptions, Canadians now had better

alternatives (Wilson198%).

Some of the arguments for cutting the program, including the sloweupm&ad its

feature as a tax loophole for marges to have some support in the available evidence.
But the argument that the RHOSP had been intended to reduce demand for
homeownership bears some discussion. To reduce current demand for homeownership,
the perceived value of the RHOSP would have hdmktgreater than the perceived

benefit of buying a house.

Consider the illustrative example of a taxpayer with $16,000 in income in*1a2

amount close to the mediamd a home with a purchase price of $71,800, the mean price
of an existing home dhat time (Chawla, 2011). Middle income earners in 1982 would
have been subject to a combined federal and provincial marginal income tax rate of 38%,

all else being equal. A $1,000 deposit into an RHOSP earning annual interest of

151 Although 1982 represents a year outside of the heated and volatile housing markets of
the 1970s, it is nevertheless a year withinlifieéme of the RHOSP program and a year

for which historical estimate on housing prices and marginal tax rates were available.
The analysis is illustrative of the direction of the likely effects on housing decisions of
individual taxpayers, even if theagnitude of the impact may vary from year to year.
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11.5%>?would result inan annual tax savings of $423.70, taking into account the
reduction in federal and provincial taxes that would otherwise have been payable on a
$1,115 in income. A conventional mortgage, with at least a 25%-gayment, or
$17,950 on a home with a puede price of $71,800 in 1982 with an interest rate of
17.25%>3on the illustrative case of the average hpwmuld generate a tafkee inputed
rental income of $3,09 the first year alon&* on toptax-exemptcapital gains in the

real property.

Without changing the structure of the tax rates, the RHOSP annual deduction would have
needed to rise to nearly $7,000 per year to match the tax savings of purchasing a house as
soon as was feasible for a household. This is, of course, assuming rational economi
behavior, an assumption that, as discussed in Chapter 2, should not be taken lightly. But
even on face value, given a desire to purchase a home, which the RHOSP design
presumes, it is unlikely that any household able to do so would reasonably posgone t
purchase for very long or at all in order to claim a $1,000 deduction against their income

tax.

?Based on Bank of Canada fASelected Histori
1982, series V122493.

153 bid, series V122521.

154 The imputed rental income is an estimate of the costs savings tortie®Wwner

occupying a home they own versus renting a comparable property. Horner (1983)
advises that annual imputed rental income can be estimated by multiplying the equity of
the homeowner in the property (in this case $17,900 in the first year) apainst t

mortgage rate on the property (in this case $17,900 x 17.25%). As equity in the property
rises with each year of ownership, the imputed rental income should rise as well, all else
being equal. If the market value of the property declines or the rgertgée falls, then

the value of ownership over renting declines.
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In at least two provinces, the cancellation of the federal RHOSP was followed by new
provincial taxbenefitted savings programs for homeownershifrhe Orario
Homeownership Savings Plan (OHOSP) was introduced in 1988 and offered a tax credit
of up to $500 per year for 5 years that was tied to both savings levels and taxable income
(Finance Ontario, 2001). The OHOSP allowed adult Ontario residents whotdid

already own a home to save in a provincially registered account and receive a tax
credit™® Eligibility was further restricted to taxpayers with no more than $40,000 in
net®” personal income or $80,000 in net household income. In this respect, thePOHOS
seems to have been designed to be somewhat more progressive than theigrssil
RHOSP that was unrestricted by income. For contributions up to $2,000 p&fyear,
eligible OHOSP account holder could claim a-mefundable tax credit against their
provincial income taxes worth between $125 and $500, depending on income. The tax

credit was reduced by $125 for each $5,000 in net income above $20,000 until it was

A 2008 briefing document prepared for the
makes reference to past thgnefitted homeownership savings plans in Ontario, Nova
Scotia and Quebec (Altus)@8). A preliminary search found no further references to a
Quebec plan, very limited information on the Nova Scotia plan and some information on
the Ontario plan. Provincial policy is an important aspect of understanding overall
incentives for savingsna ownership and, while largely outside of the scope of the
current study, should be prioritized for future research.

136 Available public information could not confirm whether the interest income in
OHOSP accounts was exempt from provincial and federaiiadaxes. Financial
institutions holding the OHOSP were required to issue annual receipts for deposits to
verify the amount of contributions eligible for the provincial tax credit.

157 Because the credit relied on net income, after deductions have beied apjd very

likely that the gross incomes of eligible participants were higher than the $40,000 to
$80,000.

158 There was no absolute ceiling on contribution to an OHOSP but only the first $2,000
was eligible for the provincial credit.
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phagd out completely at $40,000. However, the tax credit was also reduced in
proportion to the amount of savings deposited into the OHOSP. As a result, someone
with a higher disposable income but lower net taxable income would be most likely to be
able to taim the maximum tax credit of $500. Accountholders could only claim the tax
credit for five years within a severear window after opening the account and, like the

RHOSP, could not carrprward unused contribution room.

The OHOSP was terminated iretB004 Ontario provincial budget as part of a deficit
reductionthemed budget, one of many measures to reduce or eliminate provincial tax
expenditures (Finance Ontario, 2004). Unused account balances could be withdrawn

without penalty, very much like thiteeatment of RHOSP savings on cancellation in 1985.

Based orthe limitedpublic information, the Nova Scotia Homeownership Savings Plan,
introduced in 1989 and cancelled sometime before the 2007 repeal of its regulations,
appears to have worked in a ysimilar manner to the Ontario plakvhile the end of

the federal program created a political space for provincial action, it was limited and

shortlived.

5.2.3 Concluding thoughts on the RHOSP and provincial plans

In the case of the RHOS#nd the shorlived provincial duplicate programs, governments
dabbled in incentives to promote homeownership through individual or household
savings. In all cases, it appears that the programsehsr@atedonce deficit reduction

became a primary objective becatisey were viewed politically as niche tax



expenditures. In contrast to the large and widespread RRSP, these smaller, somewhat
more targeted programs are less costly to the public purse but also less resilient in the

face of mounting fiscal challenges.

These instruments relied on aftax household contributions and tax incentives that

(with some limits in the provincial programs) rose with disposable income. As a result,
they likely ended up rewarding bigger savers more heavily than smaller oneshd;o

Moni que B®ginds remarks on the RRSP (see

good policy arguments for this design but it does seem odd.

There may be good political value in being seen to support households in saving for what
continues tde the single largest asset (and liability) for most Canadiansome.

There are also good microeconomic and macroeconomic reasons to want to promote
homeownership including financial security, community development and citizen

engagement goals (seeftlterature review in Chapter 1).

It is difficult to assess the effects of the incetasted provincial homeownership savings
programs. The federal RHOSP seems to have accelerated transitions from rental housing
to homeownership, which was counterhe selfdeclaredhoughretrospective intent of

federal policymakers who claimed the intent had been to postpone home purchases.
However, the accelerating effect into ownership was much stronger for higher income

earners.
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The RHGSP and the provinciakplicate programwere shorived experiments that had
proportionallylarger takeup among lower and moderate income Canadians, compared to
RRSPs. These programs still required attachment to mainstream private sector financial
services. These prograrsidll used an incentive in the tax system, a deduction against
taxable income, that was more valuable to higher than lower income taxpayers. These
programsalso subsidized sawjs that were highly fungibde either as home equity if

used as intended or asdfree savings if not used before the program was cancelled.

And, |l i ke the Homebuyer 6s particalar motitelioey gav e
saving buying a future home. This may have been an attractive goal to many lower and
modest income savergytat is not inclusive of all savings goals related to affordable

housing*>*

It is unlikely that these experimental tpxeferred savings instruments dedicated to
homeownership will be introduced again in the near fut@e.ven t hat t he Hom
Planhas been institutionalized as part of RRSBderal and provincial poliegnakers are

more likely to feel housing as a savings goal that has already been addressed.

159 For example, reters may wish to save for the costs of a rental deposit or the move
from one location to the next.
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Chapter 6: Registered Education Savings Plans

Chapter 3 described the wiame historyof compulsory savings and the pegr history

of RRSPs. | have argued that the stvare compulsory savings experiment in many

ways set the precedent for the introduction of Registered Retirement Savings Plans
(RRSPs) in 1957. Chapter 4 describedthed ut i on over time of RRE
through to the present and argued that what began as a niche instrumert for self
employed professionals eventually became a large, widespread and costly program. The
RRSP also became an attractive mechanisrgdeernment to leverage private

household savings for public policy goals outside of the wellbeing of individuals and
families. As RRSPs became more familiar and used by more Canadians, they also
became a model for the creation of newpagferred accourbased savings instruments.

The first such replication was the creation of the Registered Homeownership Savings
Plan (RHOSP). This chapter examines another instrumerfotloaved the RRSP

precederd Registered Education Savings PI§RESPSs)

Like RRSH, the othetax-preferred savingmstrumentseach a)demand attachment to
mainstream financial servicds), deliver their primary incentive through the income tax
system, c) create fungible capithht can increase overall household wealtid d)
santion only certain reasons or goals for saving but not others. The result is a thin
universalityi while they are notionally invited to participatewer and modesincome

Canadians are not truly included.
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This chapteprovides what seems to be thesfihistorical accourRESPs from the

creation in theearly 1960s. The federal government, it seems, only reluctantly created
the instruments in 1974 (retroactive to 1972) with most of the policy design adopted from
private sector group savings plgdsscussed in this chapterYhese plans in turn had

been designed by and for middle and uppétdle income Canadians seeking ways to
make higher education more affordable for their childP@riMore recent policy changes
have aimed to expand take of RESB and make them moeaecessibl¢o low and

modest income families with young children.

Over time, here has been some, but limited, responsiveness to the needs and preferences
ofsoc al | ed 6 s'thu ik too earlqto yer cendlude whether these changes will

have the desired effects for low and modest ire@anadians. Based on my analysis in

this chapter, | conclude that thecentchanges suggest better new avenues for inclusive
accountbased savings instrumies but do notresolve problems in the underlying RES

instrument for low and modestcomeCanadians.

180n this chapter | provide greater detail on the socioeconomic status of the key figures
involved in the early design of education savings accountslieMe this is relevant

because the individual involved for the first decade were acting as private citizens,
outside of elected or public service polimyaking positions. Neither were they part of a
professional stakeholder organization comparable t€#madian Medical Association.
However, just as the senior public servants, elected officials ardmsplbyed

professionals who were involved in the design of RRSPs and RHOSPs, the earliest
architects of the RESP benefitted from above average-sooi@mic status.
loSmahlWersd is a term used in American | eg
describe the population of people with low or modest assets who do not have a negative

net worth. It can, in some contexts, have a normative as welsesplive value,

signaling the importance of saving money, even in small sums. See Chapter 2 for a
discussion of ideas about the value of saving and thrift.
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6.1 Launching a new private education savings plan

In October 1962, Peter Wright, the president of the Canadian Scholarship Trust

Foundation wrote hifirst letter as part of the annual report to subscribi®@riVright, a

lawyer and later Ontario provincial court judge, wasttieehead of a foundation that

oversaw a newducation savingglan. Aimed at families who expected their young

children to attad university and wanted to begin saving while the child was young, the
savings plan promised subscribers fischol ar
university) in exchangeof ongoing deposits to a group savipisn Individual deposits

were pookd togethein the group savings plamvested and managed as a private trust

fund. If and when a chileééntered university or college, subscri ber 6s princ
withdrawn to help him or her cover the costs of the first year of university and, for
subsequent years, the pooled fund would pa
If the beneficiary child did not pursue a psstondary program recognized by the plan,

for any reason, then the subsRBNarefunceof 6s savi
contributions or scholarships would be pai
willing to enter the plarthese earliest participatinmarents must have had strong and

reasonable expectations that their child or children woulddfiestsecondary

education.

162 The author gratefully acknowledges the assistance of the C.S.T. Foundation who
provided copiesfoannual reports to subscribers for 1962 through to 1975.
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The first subscriptions to the savings plan had been sold starting March 31, 1961 as

private contracts with individual Canadian familieBhese families purchasstares in a

pooled savings plamot individual savings accats The foundation, as Wright noted in

his annual letter, did not hold the money deposited by subscribers to the plan. Instead
deposits were held and invested by The Eastern Trust Company;stdonigng financial

institution with strong ties in corpate Canada (Marchildon, 1996). Neither was the

foundation responsible for the direct sale of the subscriptions to the group savings plan.

Il nstead, the plan formed an armdés | ength <c

network of individual commisenedsalespeople, who Wright would note in his next

annual report sought fHna reasonabl e assuran
While the first annual report of the found
not operate Scholarepsmo accept the risks of iIts operat

following year, the foundation had taken over full ownership of the sales firm. In 1965,
the Foundation entered into an agreement with amammed company to take over
responsibility for the sak and enrolments of the group savings plams complexity

and changeability in the structure and organization of the first education savings plan in
Canada is worth noting because it would become part of an ongoing public relations and
governance chahge for both the privatgector providers but also policgakers, as will

be noted later on in this chapter.

The founding directors of this first scholarship plan were a notewgrthyp with high
social capital

1 Justice Arthur Wright, who served as@untary and pafstime president.

21¢



1 Arthur Piggott, an accountant and husband of Jean Pigott, the CEO of the
Standard Bread Company and later a Progressive Conservative M.P. and head of
the National Capital Commission.

1 Gladys Neale, head of the educationablshing division of Macmillan Books.

1 Kenneth Carter, a prominent accountant, chair of the Canadian Tax Foundation

and head of the Royal Commission on Tax Reform from I1S9&5.

The aim, as reflected in the first letter to the subscribers, was to help more Canadian
children start university with some savings to cover the costs of tuition, books and living
expensesThe broader context of participation in higher education, educatists and
financing is worth noting here to understand the landscape in which the new education

savings plan was created.

In 1961, theyear that the first education savings plan contract was sold in Canada, 12%

of youth (aged 121 years) enrolled inndergraduate university programs, a number that

was only somewhat higher than the participation rate in 1951 {0 returning

veterans would have had accesmithons of dollars in federal funding for education and

training (Wisenthal, 1983 It isunclear whetherhe original designers of the savings

pl an were motivated by rising education co
|l ate 197006s remained al most flat but may h
relative to other demands tmeir household budget (Pelletier Bhomas, 1998). In

1962, the first cohort of fABaby Boomerso b

making decisions about pursuing pestondary education and would not, as many of
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their fathers had, have accéss free university or college education. This inter
generational shift may also have contributed peceptiorof rising costs and household

financial pressures.

The launch of the new education savings plan also came immediately before the 1964
launch of the Canada Student Loans Program, the successor to the very small Dominion
Provincial Student Loan Program (Raaflaub, 200B¢bate on education financing in the

in the House of Commons at the time reflect a more general casioautthe

appropride balance between government and private investiméngher education

policy. In his speech to the House of Commons introducing the legislation on the CSLP,
the Minister of Finance made a passing but positive reference to the C.S.T. Foundation as

aneamgd e of an fAi mawhinlad i avrer amgle meonttdh (ci t ed

Finally,t i s al so worth noting that, according
education savings plans launched in Canada that copied the Canadian Schiblarshpt 0 s
(CST) model the University Scholarship Foundation of Canada and the N.C.S

Foundation, both launched in 1962. The former soon merged with$tile C

Foundation, but the launch of three separate pooled savings plans suggests that entrants

felt thee was a market demand for their educasaningsproducs.

The early reports to subscribers of the C.S.T. Foundation savings plan suggest that the
administrators were very keen to expand the base of contributors to the group savings

plan. What is lesgleariswh at t hey presumed about their t
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capability to s av &hel93annual regort flom W/8ghterdedc at i on
current plan members to spread word of the
althat as many <citizens as possible enter th
brochure. If you want to help yourself and the Plan, will you please bring this to the
favourable attention of someone interested in the university education of aahild n

under eighto (Wright, 1963). Similarly i
subscribers for responding to the appeal for referrals of names and contact information

for families who might be interested in joining the plan (Wright, 19€&)e

interpretation of this desire to expand might be that the Foundation was behaving like a

firm in a competitive market, seeking as large a market segment as possible. However,
another interpretation is that the structure of the plan requirgdiogrenewd of is

subscriber base, much like a defined benefit pension plan.

Like a defined benefit pensioitgm, the pooled savings promisadate of return to

investors (within some margin of error) based on how many units or shares in the pool
they purchas# To be able to manage the risk associated with this guarantee, the pooled
planwould requirea certain level of return and the larger the investment pool, the larger
the nominal investment returngVith this in mind, it may be possible to make some
infererce about the families the Foundation saw as their early target markiefined
benefitsavingsplan designed to be accessible only to very wealthy families would likely
quickly exhaust any expansion in its investment base and would need to rely @elyson
certain) market returnd.ikewise, it is unlikely that a pooled savings plan would offer

much real benefit to very wealthy families over and above thegsmirother
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mechanismsghey would havdor transferring wealth to their children for educatand

othergoals.

Instead, it seems likely that the pooled savings plas designed to baost attractiveo
families with young cldren,giving them and the plan the maximum amount of time to
build a pool of capital and compound investment earniBgsause families would have

to meet monthly savings commitmemtsthe pooled savings plan, it is likely they would
need at least a moderate and steady flow of incdmsum,the ideal candidate family

for the pooled education savings plan of the C(&n0 almost certainly the other
contemporary replicate plans) would have had one or more young children and likely a
middleor upper middleclass income Using financial data from the earliest annual
reports of the C.S.T. Foundation, Table 6.1, belopresentdata orthe average deposits
into the plan for each beneficiary. For comparison, | also include dat@@nrecent
average annual contributions to Registered Educ&awings Plans (RESPsIt is

important to note that the current RESRayor may not be provided by a group savings
plan provider similar to the C.S.T. Foundatiorhis comparison may provide

information on whether the users of the precursors to RESPs were larger savers compared

to current RESP users.



Table 6.1Average annud education savings 19652, 1963, 2000 (unadjusted and adjusted, constant

2013 dollars)

Year 196162** 1963** 2000***
Average annual deposits to educatiol $123.47 $129.08 $1,346
savings plan

Average adjusted amounts $964.95 $989.88 $1’755_09
($ 2013)*

* Authorodos calculations using Bank ofv4asam®eswda | nfl ation C
** Aut hordés calculations based on 4,321 subscriptions wit
subscriptions with a net increase in total value of $1,409,058 at August 31, 1963.

Mean household employment income in 1962 would have bgenxamately $4,200

(Meltz, 1983)1%° suggesting that deposits to the earliest pooled education savings plans
would have been 3% of average employment income. In 2000, average household
employment income was $62,600 meaning that average RESP deposieathatre

also 2% of average employment incoimg remarkable level of stability over time and
despite the creation of new financial incentives through public policy, discussed later in
this chapter. The proportions of average household income saved timeyaro

indication of revealed preference but rather an indication of the financial capacity.to save
For example, Guilmette (2011inds that a majority of families with a household income

over $55,000 report that they are saving for both retirementtdné i r chi | dr ends

183 This measure is used for comparison purposes to historical data available for 1962 but
is not a complete measure of household income which would normally incluekeagen
earnings from investmentseltemployment and business income as well asmarket

income from government transfers and benefits.
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education but that under that level, it appears that households makeftsatevhat

they save for, if they save at &f.

At the same time that the early annual reports from the C.S.T. Foundation expressed an
ongoing desirgo see the contribution base expanded, the Foundation seems to have

faced little and often failed competition from new entrants. Annual reports from the

Foundation for 1964 through 1972 continued to press current plan members to provide
referrals for progective new clients. At theame time, the 1969 reportstated her e have
been over twelve plans basically similar t

fallen by the wayside | eaving behind, | am

This limited competition and rather short lifespan for many new entrants is echoed in one
of the only mentions of education savings plans in the House of Commons before 1998.
In April 1970, Lorne Nystrom, an NDP M.P. from Saskatchewan had placedt@nwri
guestion on the Order Paperaskabout the number of scholarship trusts in Canada, their
reporting requirements, the existence of any oversight mechanisms on the use of funds,

bankruptcy and whether the Government of Canada had any plans to absoihbtd a

164 Guilmette (2011) used data from the Canadian Financial Capability Survey that asked
respondents about household preparation for retirement (gsitleutside of registered
pension or retirement savings plans) and c
RESPs). For households in the lowest quintile (with less than $32,000), just over 60%

were saving for one or both of retirement and educatitmatbout twice as many

households opting to save for a childbs ed
($32,000 to $54,000 in household income), retirement savings were more likely than a
chil dés educati on. T h ewitldircomee nearnogagoyes t  t h at

average income, retirement and education are not substitutes but for households below
the average tradeffs on savings are made within a more constrained budget line.
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national plan. The Parliamentary Secretary to the President of Privy Council, Yves

Forest, provided the response on behalf of the Government, noting that there were, in

1970, five plans in existence, two of which had been dissolved. Foresnaphasized

that the federal government regarded these as private contracts and had no plans or
interest in regulating or otrhaanenvforest, finati o

1970).

Yet, from the early annual reports to subscribers, it seermth#h&.S. T Foundation

recognized they would need some form of government regulation for their new savings
instrument . Notwithstanding the gover nmen
private contracts and saw no role for federal interventios ciear that the C.S.T.

Foundation both desired and sought out a policy engagement on education savings.

In the 1966 report, the Foundation announced it had developed a plan for families to
finance their plan contributions out of their federal monfaiyily allowance cheques.
This would have been a way to make the plan more attractive to families would might
otherwise view the family allowance money as windfall income and created a link
between an existing federal policy instrument and the savings Pl enough families
began to use their family allowance as a savings stream, then it is likely that federal

policy-makers overseeing the family allowances program would have developed an

1851n 1966, average annual family allowances amounts paibebfetieral government

woul d have been approximately $80.62, auth
T. (1983) 0 He a HistdricabStatisticy\of CahaaldtatisticsiCanada,

Ottawa.
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interest in how the program dollars were being used. This liakederal income
support benefit would reappear many decades later when the federal government

introduced a system of matching and incetested contributions to RESPs.

Al regard the Plan as a stabilizilmge factor

always advocated its adoption by some public body because it appears to me to relate the

various financial responsibilities involved in university education to each other in a very

remar kabl e wayo, wrote Wr i gHetlsoireporteditheat 1 9 6 9

he was fAhappyo to report that provincial

the sale of education savings trusts and

administrators under the Securities Act will be touraghat only wort plans can

continue to be offered to the publico.

group savings plans, it is likely that the C.S.T. Foundatiewed securities regulation as
an important way to increase consumer comiogein their products, manage reputation

risk and also to reduce the number of potential new entrants into the market.

6.2 From private plansto public policy
In the 1970 annual report, the new C.S.T. Foundation president, A. CRyégsed the

guestionof the taxation of savings and eventual withdrawals from the savings plans.

According to his report, the interest earned in the plans was being included in the annual

taxable incomes of the parents who had bought into the group savings plan for their

186 The 1975 annual report to subscribers lists Ryley Rartner with the accounting and
business services firm Coopers and Lybrand.
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deendent children. He wr ot e, il beli eve th
result if thelncome Tax Acver e amended so t hat the i ntere
accounts would be taxed as income of t he s

(Ryley, 1970).

The plan projected that the first cohort of children from the ¥¥5%ales would be

entering university in 1972. In that year, the plan would changeirdleth collecting

and managing deposits and then paying out scholarship dollars and refunded bubscrs 6
principal. The question lingered of how those payments and refunds from the plan would

be treated for tax purposes. Not withstan
Foundation and the Royal Commission on Taxation, education savings planwere

specifically addressed in Carterds report

Carter had recommended a new series of tax credits for students and their supporting

parents (PCO, 1966, Vol. 3). His final report had also argued that:
The tax burden on saviragan be reduced most effectively through allowing a
deduction of specific forms of saving from gross income in determining taxable
income, and through reducing the tax borne by the income generated by the assets
acquired by such saving. By restricting ttedume of saving that can be
deducted, the benefit to the upper inco
we recommend could be modified to eacage more contractual saving.

(Vol. 2, page 128)

222



The Commi ssiond6s di scuss.i atantocbnstRiR@tRes and t
than expand the value of the deduction and deferral in RRSPs has already been discussed

in Chapter 4. The passage cited above suggests that Carter and his fellow commissioners
had a general orientation towards deducting savirags income and exempting (or at

least reducing) the interest on savings, up to some maximum and reasonable amount. In

a March 18, 1966 speech shortly after his final report to the Government of Canada had

been published, Carter spoke to the Empire Ciubamada to defend his policy
recommendations. In that speech, he did not address the taxation of savings plans like
the C.S.T. pooled educat ileohmk astex gystengshoulp | an e
not exempt all s avi nlgisundearovimether Eartér regaiedrthe e r
plans as a form of saving that should be taxed or whethantéis fellonC.S. T

foundershad simply not anticipatettiat taxation of scholarship payments and subscriber

refunds would become an issue fteinsubscribers

Whatever the prior opinion of Carter on the mattéRyley indicated that he and other
C.S.T.representatives had requested a meeting witfetteralMinister of Finance,
Edgar Bensorip present their position and recommendations orettedion of the

pooled savings plani§®

187Ken Carter passed away in 1968 and so could not have any role in the eventual
discussions with the federal government.

%8 The list of the members of the 1970 C.S.T. Foundadiivisory group shows

continued involvement of Canadians with significant social, economic and political

capital. In addition to the ongoing participation of Jean Tory, Justice Arthur Pigott and

Justice Peter Wright, by 1970 members included: IrvinedBgrchair of Lester

Pearsondés 1962 and 1963 el ection campaigns
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The following year, thd971annual report to subscribers noted that the Foundation had
engaged in fimuch time and effort [é] makin
Finance concerning the special circumstanoeE[ t he pool ed educati on
(Ryley, 1971). The president reported that representatives of the C.S.T. plan had met

with the Minister of Finance and seniors members of his staff. The position of the
Foundati on was t hat riplanavbutdina cosstitutepreompfri d und

tax purposes because they are areturnxgptai d i ncomeo ( Ryl ey, 197

The Foundation further argued for an amendment ttntteane Tax Ado addprovisions

for education savi ngs uyvalenttosthoselioaRegistered ul d b e
Retirement Slaivincludeda)ldhguage ® define recognized education

savings plangy) conditions to register plans) exemptions from taxable incomerthe

principal and interest earned in the plaarsdd) taxation of eventual payments from the

plans as part of the incomes of benefigistudents not the subscribing, and higher

income,parents.

Quebec laywer Maurice Delorme, Neville Scarfe the Dean of Education at the University
of British Columbia and the Honorable David Cameron the son of atimegAlberta

MLA and an Independent Liberal Senator. A copy of a November 1, 1971 letter from
Ryley to the Minister of Finance lists the names of some of the most prominent
Canadians involved in the pooled savings plan and suggests that the Foundaitan wa
shy about using the social and political capital of its members to achieve a desired policy
aim. This is neither a unique nor a necessarily discreditable tactic in public policy
advocacy.
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The same annual report also cited a November 1, 1971 lettetHfeoktinister of Finance

to the Foundatiorhiat had thanked the Foundation for their proposals, noted they had

been carefully considered but concluded di
provision in the law to deal with the taxation of interest on savings earmarked for the
educationofatgxayer 6s chi | d. Your request will b
to thelncome TaxAchkr e next under considerationo (Be
However in March of 1971, Benson had intro
changesto RRSPsandameww pi t al gains tax, as the gove
reform (discussed in Chapter 4j.there was any internéderalplan for further

substantial changes to theeome Tax Agtthere was no such indication in the

government 6s own budget or public remarKks.

As an interim measure, Ryley encouraged plan subscribers to write to their Members of
Parliament to express theirrazerns. It is unknown whethany did so and whetherigh
resulted in any government attention but the Hansard records for the period do not
suggest MP.s were rising in the House to speak on the matter in response to persuasive

numbers of concerned constituents.

6.2.1 Taking the matter to the courts

In Junel971, aC.S.T. Scholarship Plan subscripé&ack Harvey Quinn, received a notice
from the Department of Natnal Revenue (Tax Review Boaltb72) His 1970 tax

return had been reassesbgdhe Departmertb include $110.44 in investment income

based onhte T-5 slip issued by the C.S.T. Foundation. Quinn had not included in the
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amount in his selfeported income and the tax office had concluded he owed outstanding
taxes on this amount. Quinn decided to appeal the reassessment to the federal Tax
Review Bard!®® The key question in the matter was whether the investment income in

guestion was truly Quinnds.

TheBoardruld i n Qui nnoés f av odunathaveladcesatotheanterest h a t
income since the terms of the contract with the C.S.T. dkation were that the interest
was credited to Quinndés beneficiaryds not.i
investment fund The Board further noted that Quin
investment income earned in the paaluld be forfeited by Quinand his beneficiary
child if thatchild did not meet the pestcondary participation requirements of the
Foundation. The Boarcbncluded that the investment income would never be received
by Quinn and, in itslecision it noted that
The Board failedd seehow amounts credited to an interest account kept in the
name of a subscriber for identification purposes, over whidirabdittle or no
control and which he could not draw out or utilize for his own purposes, could be
construed as income ims hand under section 6(1)(fof the Income Tax Actlas

that money was not paid or payable to him at ang in the futur§ TRB, 1972)

189 Quinn was selfepresented before the Tax Review Board satigg he may have had

some professional knowledge of tax law or at least access to very good legal advice. The
Federal Court records state that Quinn had joined the C.S.T. pooled savings plan in 1965

for his son (then aged 9). No explanation is offa®db why in 1970 Quinn refused to

report and pay taxes on the interest income if he, presumably, had not done so for 1965
through 1969. In the 1973 report to plan members, Quinn is listed as a member of the
C.S. T. Foundati onds odupationdl title s listed as Piedtooaf s an d
Pharmacy for KMart Pharmacy Limited.
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The Crown appealed the decision.

In aJanuary 1973 letter 10.S.T. subscribershe Foundation President A.C. Ryley,
publicized the results of Quinnds successf
words, wrote fa subscriber may wish to con
account in his income for tax purposessmstn compl et ing his 1972 r e
Ryley also cautioned subscribers to include a written explanation and to recall that they

may be reassessed, pending the Gmoawvnodés app
report also notethat the Foundatiooontinued to press the government for a policy and
legislative change Further following a December 1972 meeting with the new Minister

of Finance (John TurnerRyley wrotethat he Mi ni st er had committe

l ook at tRyey pH2obl emodo (

Although the Minister of Finance had committed teexamining the tax treatment of the
pooled education savings plans, federal lawyers for the Minister of National Revenue
instead prepared for their appeal of the Quinn Case in the Federal Court. Twasase
heard in early 1973 and a decision issued by Justice J. Heald in April 1973 (Quinn,

1973).

Justice Heal dés desa,sivwmi lies iitntuwephosthe ntgh e ek

grounds that the interest irotbeosulescribess)s not

under the terms of tHecome Tax Actthe decision also noted that neither could the
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Trusteé’® of the pooled savings be taxed for the investment income. Since the subscriber
to the plan only transferred the ownership of the inteaasiegl when the savings plan
matured and the interest, pending eligibility of the beneficiary child, was turned into a
scholarship payment. For the Department of National Revenue,dbld wave

presented a problednin whose hands should the investmenbme be taxed? There

was investment income being earned. If it could not tax the subscriber and it could not
tax the Trustee of the pooled savings pthr,Department faced a problem of coherence

in the application of thtncome Tax Act

At the time ofthe decision, there were 81 eligible beneficiaries who would have received
Aschol arshipdo payments out of t hel97B o001l ed
(Ryley, 1973). The tax treatment of these paymeratdein 1973 for 1972 personal

income tax isunclear. It is likely that students receiving the money would have declared

it as income and then used the exemption of $500 in annual scholarship funds. Combined
with other credits for education amounts, it is unlikely that any of them would have paid
any netincometax on the $250 of taxable scholarship payments from the C.S.T.

Foundation. Nevertheless, the entire system was operating in-aagreyhat had been

170By the time of this court case, the pooled savings plan had a more complex structure
and involved many more financial institutions than at its inception in-5261n 1972,

the Canadian Imperial Bank of Commerce (CIBC) had taken over depository s@vices

plan contributors, four trust companies (Canada Permanent Trust, National Trust,
Guarantee Trust and Quebec Trust) acted as trustees for the pooled savings while Canada
Permanent Trust acted as the trustee for the payment of scholarships starsaméhat

year.
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largely ignored by policynakers and tolerated by subscribers for the first decade of the

education savings plans. As Justice Heald noted in his decision on the Quinn case:
This case is in the nature of a test case. While the amount of interest in this
particular case is small, it is in the sapwesition as the interest credited on some
39,000 other agreements in force in the Canadian Scholarship Trust Plan in1970.
At October 31, 1970, there was on deposit with the trustee under this plan as
deposits, a figure in excess of @@lion dollars. The accumulated interest on

deposit wasn exces®f 6 million dollars(Quinn, 1973)

This would have beea substantial amount of income and capital on which to forego

income tax revenue.

6.2.2 Policy response

A search of the federal budget documents and Parliamentary debates for 1972, 1973 and
1974found no reference to the taxation of the education savings plans. Similarly, a
search of Cabinet records of decision found no references to this file either. Finally, a
search of the departmental archive for the Department of Finance and Treasury Board
also found no record of departmental documents on education savings prior to 1998.
However, fromhe C.S.T. Foundation,obtained a copy of an October 15, 1972 press

releasassuedby thefederalMinister of Finance, John Turner

Inthe pressrelease he Mi ni ster announcoaiinttoluee gover nm

amendments to thHacome Tax Act The amendments woutdleate anewregistered
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education savings plan and clarify the tax treatment of deposits, interest earned and
payments made to beneficies (Department of Finance, 2! The press release
positioned the legislative change as a necessary response to resolve uncertainty arising
from the Quinn decision and made clear that:
1) Education sawngs plans would be registeradd, presumably like RSPs, would
need to meet certaironditions for registered status
2) Deposits into these new RESPs would, not be taxéble.
3) Interest earned on RESP contributions would also be exempt from taxation in the
hands of the contributor and the trustee.
4) Moneyin RESPs would only be taxable in the hands of beneficiaries when
Aischol ar sdwerppaidaumo u nt
5) For RESP beneficiaries whose subscriber parents had already paid taxes on
interest earned between 1961 and 1972, credit against the taxes payable on their

RESP income would beantedto avoid doublgaxation.

The above was entiregonsistent with the position tfie C.S.T. FoundationThe
Foundalt9i703n6rseport to subscribers noted that
announcement odaabletd dried[megnbetrsktidsleagvai t ed news o
which made the plans a Auni ghegroupedacatiomgs an

savings plans would, following the amendment, be recognized as RESPs.

171 At the time of the amendment, the only education savings plans in place were the
group savings plans like the C.S.T. Foundation.
172 Contributions were subject to a $1,500 annual limit until 1996.
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The legislative amendment passed in Febru@ibla year following two federal
budgets and a federal election, none of which saw any reference to RESPs. The
amendment wasade retroactive to 1972. &vnow, the relevant section of timeome
Tax Actmakes reference to plan agreements formed bedm@ after 1971 (section

146.1).

However, thé= 0 u n d al®973 cepodakso highlighted aew set of administrative

issues. To refud taxes paid in error in 197@ending the 1973 decision on the Quinn
case and to be able to reconcile future paymenotbeneficiaries with pr&971 taxes

paid on interest earned, Social Insurance Numbers and plan details would be required
from each subscriber and beneficiary by the Department of National Revenue.
Furthermore, the Trase for the pooled plamould now hae to assumeessponsibility for
calculating and informing students how much taxable income to report from their total
payments out of the savings planke RRSPs, the private providers had taken a central
role in the details and implementation of thedied policy. Administration of the tax

preferred savings instrument was largely outsourced to the private providers.

For a small private sector organization this represents a substantidFtagke years
1974 and 1975, the C.S.T. Foundataid ou scholarships from matured savirtgs
approximately 2,000 students (Ryley, 1975). Currently the organization makes payments

to approximately 5,000 students per year (C.S.T. Foundation, 2012).
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6.2.3 RESPs as niche but entrenched instrume®751996

In the years after the 1975 change toltittome Tax Acthere was little if any public
attention to RES® Not unlike the first decades of the RRSP program, a small number
of RESP providers worked in a niche market and continuing to attract new subscribers

largely through word of mouth or direct marketing to paréfits.

A search of major national news media for the period found just one article on RESPs
between 1975 and 1997. In May 1981, Tleeonto Starighlighted RESPs as a way for

parents to plan ahddor rising university costs (Crawford, 1981). The article referred to

just two RESP providers, the C.S.T. Scholarship angddsity Scholarships of Canada.

Both had been among the original education savings plan providers and offered pooled
savings pans described abov& he same article quoteah official from the Department

of National Revenue calling the plans figoo
saveo. wadygenerally dositigel noting that ydutwith the savings plans

appeaedto have higher rates of pestcondary education participation (between 45%

and 54% on the two plans named) compared to the reported national average of 13%.

The proposedehavioral effects of the plansve later cited by polieynakers in
preparation for the 1998 budgeh that budgetthe government wouldisowrestle with

whether and how taddresghe roughly half of all pooled savings that were not being

173 For example, consultants selling the C.S.T. Foundation RESP product might monitor
local birth announcements in newspapers or set up information booths in shopping malls
or community fairs.
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used by registered beneficiarié§ But until the 1998 budget, RESPs were verchma

niche instrument, serving a small soarket of families with children.

6.3 RESPs since 199@laying politics on private savings

The federal government made no changes to RESPs until the 1996 budget. The then

Finance Minister and his chiefof staf T e r r lgad ®pedsana intgrest higher

education and were familiar with RESPs (Ibbitson & Taber, 2003; Martin, 2008). Itis

also likely that RESPs would have received renewed attefintionfederal policy

analysts looking for options to impleménth e gover nment 6s 1995 Gr e

for personal learning accounts (discussed in Chapter 5).

The 1996 federal budget made a modest increase to the limit on annual contributions to

RESPs $1,500 to $2,000 (Finance Canada, 1996). In additionualdimits, RESPs are

" n fact part of the original design of the pooled plans waspaatation that not all
beneficiary children for whom subscribers joined the plan would in fact go on to be
eligible for scholarship payments. In the 1972 report to subscribers, the president of the
Foundation noted that the first cohort of beneficiatieseceive payments from the

pooled fund fAwere enrolled in the Pl an whe
much was known about their student ability
will have been enrolled variously from birth toy8ars of age. Presumably, therefore the

retention and acceleration rates wil/ decl

it was difficult to project the exact value of payments to beneficiaries or to guarantee an
increase in paymentsfromgeg t o t he next since a Afactor

schol arships is fAdropoutso. Because rel at
accelerated their progress through secondary school angdastiniversity, dropouts
have not made any significamtont r i buti on t o date. o I n oth

pooled plans at this time was a wager that your child was more likely to go on to
university compared to the children of other subscribers. This aspect has been addressed
to some degree througihanges to the operations of the group savings plans and certainly
through the introduction of individual and family savings plans.
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also subject to a lifetime limit on contributions. The 1996 budget increased the lifetime

RESP contribution limit as well, from $31,500 to $42,000.

There were also some important changes to RESPs in the 1997 budget. The government
again increasethe annual limit on RESP contributions, this time fr$2p000 to $4,000

(Finance Canada, 199)/ The budget also announced a change tindwme Tax Ado

allow parents tanoveunused RESP savings into an RR@thout tax penalty’> For

parents in the group RESP savings plans, this would provide them (subject to their

contracts with the RESP provider) with as@asnce that they would not their

savings if their child did not pursue higher educatidhese policy chages were also
included in the | ong Iist of policy measure
1997 election platform. While these changes to RESPs were not featured prominently in

the development or final version of the platform, they were included as exarhples o

policy to promote access to higher educatitn.

In 1997, then Finance Minister Paul Martin began preparing for his 1998 budget. Martin
is known to have likeé budgets crafted around certain policy themes and to have insisted
that his senior departmentaficials and selected political advisors begin work on next
yearbudget very soon after he had deliveredi#test federal fiscal pra(Ibbitson &

Taber, 2003; Delacourt, 2004; Wells, 2006). Pphecess for thee thematic budgets

1> RESP owners can transfer up to $50,000 to an RRSP if all beneficiaries have not used
up the RESP capital. The RRSP ownersirhave sufficient contribution room for the
transfer.

178 The author worked as a researcher on the 1997 Liberal Party Election platform.
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consisted of developing menu of concrete, announceable policy meashagsnight

show federal action on one or maentral socieeconomic challenggthat had been
selected as the theme for the buddgBte menu might include measugesared to

different subpopulations. Théask of budgetmaking was then to cobble together a
more-or-less coherentarrative based on a refiniést of componerg from that menu.
Given the climate of fiscal r eodicyr ai nt i
announcemernh afederalbudget would be both appropriate to the central theme and

offer alargeexpected return for modestevel offederalspending.

TheMinister and his tearhaddetermined that the 1998 budget would focus on skills and
higher education. The 1997 budgeti hafter projecting a balanced feddvadget for
199899, announced increasesimeome support for lovincome families and senioes

well as spending on health carEhere waslso generahgreement among senior

political advisors and many senior cisgrvants, that federal investments in higher
education should be enhanddgartin, 2008) Skills and education were viewed as

crucial to future economic competitiveness, prosperity and social molidltical

advisors also sawigher educatiomsanarea wher@ewfederalspending might be
perceived as responsivettee financial strainfaced bymiddle-classvoterswho wanted

to send their children to college or university but waeply concerned by rising

educatiorcosts.
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6.3.1 Adding educatbn savings grants

By 1997, there were 22 different organizations offering RESPs in Cafaaéor

officials at the Department of Finance were directed to review the state of the RESP
industry and to identify ways to enhance the attractivenesacassibility of the

savings products for more Canadian fami(idsrtin, 2008) Althoughthe number of

RESP providers hadcreased substantially since the 1975 amendment tadbme Tax
Act, many of the providers were either group scholarship trassphcludingthe C.S.T.
Foundation discussed earlier in this chapter, or commidsisad investment dealéf$
Generally speaking, banks, credit unions and other personal banking service providers
were not engaged in the RESP market at allevienfind out about the RESP,

Canadians had to either be the client of an investment advisor or dealer or had to hear

about them through the marketing efforts of the group plan providers.

Because the group plan providers generally work through commissionggeajge and
have nostordront, they may use a range of outreach strategies to find new clients. The
early annual reports of the C.S.T. Foundatiometear that word of mouth referrals

were an important way to identify prospective new plan memiisd of mouth and

other nonrtraditional marketing approaches among some group RESP providers continue

to this day acording to KnightWaslander and Wortsman (2008). In their review of

177 Even according to the most recent statistical review published by the government,
fully one third of all RESP assedse held by group RESP providers, another third by
investment banking and securities dealers, 15% by portfolio and investment managers
and slightly less than 15% by personal banking institutions (HRSDC, 2008).
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provider practices, they note that some group RESP providers usddengimethods

to reach prospective clients:
Advertising through the major media and newspapers is generally considered too
expensive, group scholarship providers do market in a myriad of other way
including: participation in trade shows; exhibits andsk®in malls and shopping
centres; contests for a free RESP; plac
advertisenents in community newspapé@rsll targeting families with young

children(p.16)

It is likely thatthese types ahethod of direct marketinglongsideperiodic complaints

to and disciplinary action by securities regulators over the sales and market conduct of
certain group plan providet$® would have been of concern to officials in Finance. On
the one hand, the fedal government was taking steps to make RESPs more attractive as
tax-preferred accourbased savings vehicles. On the other hand, there was little in

existing policy to addredbe overall transparency and stability of the RESP market.

178 Knight, Waslander and Wortsman (2008)limet several concerns about the

complexity of the prospectus used in the sale of group RESPs as well as the fine print
governing the terms of the contract, fees and contribution schedules. A search of
provincial securities commissions did find severatirefces to cease trade orders, fines
and other disciplinary measures issued against representatives of or some group RESP
providers themselves. In 2000, five of the larger group RESP providers formed a self
regulating umbrella organization, the RESP Deade6 Associ ati on of Can
2013). The organization maintains a code of conduct and provides certification courses
for employees and representatives of members. In 2012, the Ontario Securities
Commission issued a series of temporary orders agaonse RESP providers following

a largescale review of industry compliance with securities regulations (OSC, 2013).
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In 1997, Canadias could go to a retdinancial services providérsuch as a bank or

credit unio® to borrow for a mortgage ampen an RRSPbut they could not open an

RESP. We | | i NRESPs tvéreconly axdiladle throughDassecialized

network of providersnd limited numbers of investment fund dealers or advisors who

had relationships with the provider®ne way to improve the market for Canadian

consumers was to increase the supply of RESP provileTshis did not fully eliminate

real or perceivedconser r i sk but woul d hel st apmpatoiaem
of 06-b e we rthe donsumer decides and trades off the possibility of a larger return
againsttherisk of noorapatta r et ur n o ( KnWagténtan, 2008%Theender 4
central policyquestion then was how to make RESPs more attractive to mainstream

financial services provide(8/artin, 200§. The departmental officials developed a

proposal to offer a 10%overnmentop-up to be paidinto RESPs up to some annual

maximum saved by a ssitriber. The annual teygp would both motivate RESP

179 The regulation of RESPs in Canada is quite complex. The regulation of retail sales
and marketing of RESPs is managed by provincialr#ées regulators and, in the case of
federally regulated banking institutions, by the Financial Consumer Agency of Canada
with the Office of the Superintendent of Financial Institutions. Compliance with the
requirements for registration of the savingeng is the domain of the Canada Revenue
Agency. The conduct of the investment funds or trusts in which RESP deposits are held
is overseen by provincial securities regulators. In cases of consumer complaints, RESP
providers generally offer some intermmlispute resolution mechanism that, if

unsuccessful, may be referred to the Office of the Ombudsman for Banking Services and
Investments if the RESP provider or dealer has agreed to be covered by the voluntary
Ombudsman.

180 The review by Knight and his coligues also noted that each year a small portion of
RESP plans are terminated before they mature, either because the subscriber cancels their
agreement or, in approximately 1.9% of plans, because the group provider closes the
plan.
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subscribers to save more (generating better returns for RESP providers) but also to

provide a better marketing device to promote the product to consumers.

The appeal of the group plans is the wagat the return will be several times largiean

the original contribution Individual plans can only offer returns based on the
performance of investment marketEhe taxtreatment of RESPs thakemps
investmeninterest for the subscriber but e&sxwthdrawals for the beneficiarg
complicated On its own it is unlikely to be attractive @l but wealthier families who
understand their tax liability or have hired a persawiisor to plan their affairs. This is
in contrast with RRSPs where indivia taxpayers experience an immediate and visible
deduction agairigheir current taxable incomédowever, a government incentive that
promised f r e e 6 easemteoynmunisate than comparatively complex tax shelters
As an incentive, direct grantsay be effective for some savers, even at small dollar

values or matching raté&

During the development of thmidget optionsthevalue of thegovernment grant as
changed to 20%top-up on annual eligible contributions. At this level, mainstream

retail financial institutions might have an incentive to begin marketing and distributing

181 Results from matchedisings experiments includingarn$ave (see Leckiet al,

2008) and the Savings Gateway (see Kempson, 2003 and Emmerson, Tetlow &
Wakefield, 2007) suggest that incentives to match personal contributions can accelerate
deposits into a savings account anel\dewed by accountholders as attractive account
features. In qualitative research, even comparatively low matching rates are reported as
appealing. Debate remains however about whether these matching incentives generate
AnewoO savi ngs ohouseholdsiwho would alreadyusava tg switch

deposits into the matched account over other vehicles.
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RESR. From the provider perspective, RESPs, if not central to the business (as in the
case of the group REESproviders) are not products that offer large prafitgheir own
(Knight, Waslander & Wortsman, 2008financial institutions offer RESRs clients not
because thelelieve they are profitable producksit rather because it is a way to
demonstrate a fullervice capacity for #ir clients and, also, to stagéf an opportunity

for clients to build a relationship with a competitét Consumers in Canada generally
maintain their financial products and services with oneiges\(Statistics Canada,

2009). Purchasing one financipfoduct from acompetitormight lead to future

purchases. In order to prevent client loss, financial institutioatslid not offer RESPs
before the 1998 budget now had a greater incentive and capacity to do so.

At the same timeprivate sector educain savinggproviders note that the disclosure
process and administrative burden increase the costs to supply the pfodine.Chief
Execuive Officer of a Britishfirm T h e Chi | dhateffer8 a sawhgstproduct ,
very similar to RESPs, has arguihat government expectations of providers regarding
disclosure, client education and administration are often well above what a profitable
firm can afford without passing on costs to consumers (White, 2003). Similarly Knight,
Waslander and Wortsman (&)Jound that Canadian RESP providers repottat they
find the administrative burdesf RESPs quite high and the level of support from
government to be quite low. Providers of RE8MPsild have an incentivi® improve

their profit margin by reducing thedministrative burdenA new government tepp on

Aut hordés conversations with senior retail
183 RESP providers are responsible for submitting regular reportsconrgtodeposits and
withdrawals in order to collect or return government savings incentives.
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household education savings would also provide a way to recover some of the
administrative costs through investment incoméhenadditional 20% of capital, en

variant of rentseeking.The new federalmgnt would provide some assuranceedenues
without the need to encourage RESP owners to contribute more to their education savings
plans. For federal policymakers, the new tepp grant for RESPs would be attractive to

families and encourage new firnesenter the RESP market.

The 1998 budget announcedaw incentive offered RESRoldersa20% topup on

deposits in an RESP for a child (Finance Canada,d998 qualify for the 20% grant,
called the Canada Education Savings Grant (CESG), the RE$ficizey had to be a

child under 18*and deposits could be mhainto the account by anyahéncluding

parents, extended falyjiand even community membérsip to an annual maximum of
$2,000 in deposits (the same ceiling set in the 1997 budget) or a maxiohenal frant

of $400. Unused contribution room could be carried forward, like RRSPs, up to a total of
$4,000 in any one year. Like RRSPs, eventributions are subject to penalties if not
corrected within a set timefram&he matching grant was not incestested, unlike the
provincial homeownership savings credits in Ontario and Nova Scotia. In other words,
this meant that the more an RESP owner saved, the larger the value of the government

grant, up to the annual maximum.

184 For beneficiaries aged 16 and 17, the CESG was limited to those who had some
minimum RESP deposits in the previous years. This measure was aimed at reducing
windfall gains.
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The government promoted thewme measur e as part of an overa
Opportunities Str at elanylearnhg@Hlao withdsawalsdrom he new
RRSPdliscussed in Chagr 5and other educatierelated program@inance Canada,

1998). RESPs, with the new grant were desdribesn@w bé& among the most attractive
savings vehicles available for your <chil d’'
parents can do for their children, that uncles and aunts can do for their nephews and

nieces, and that grandparents can do fortheg r a n d ¢&ihande €anada, €998)

This reference to extended family is notatdeause it suggests that much of the aim of

the government was to extend the target subscribers to RESPs from parents to include
extended family members as welf the political aim was to be seenlie helpng

middle income families experiencing financial strain, then it could not have been

assumed that these famili@seadyhad $2,000 per year to set aside in an RESP.

The department responsible for most federal-pesbndary and skills training

programming, the thenamed Human Resources and Social Development Canada, was
not heavily involved in the design of the CESG. Rather the program was presented as a
largelyfait accomplishortly before the budget was released publicly. The department
opted then to take on the administrative roles of providing information to RESP providers

and the public and, with regular reports from financial institutions holding the RESP
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accaunts, to calculate and monitor the amount of grant to be transferred into the

accounts®

6.3.2 Critiques of the new grant

In the House of Commons debate on the budget, the Progressive Conservatives were

alone in their criticisms of the changes to the RES AThi s-gap,pneof, of st op
cobbled approach to education wiPlfdr not be
Kings-Hants Brison, 1998a}®® Brison argued that, while the grant was a step in the

right direction, RESPs were still too complex aod inflexible. He also warned that the

new program was likelyulnerableto misuse and would encourage families to switch

savings out of their RRSPs by making the RESP comparatively more attractive,

presuming a set level of funds available to s&Vé. B greating a policy like this, we will

create a policy that will ultimately create financial insecurity for Canadians in terms of

their retirement 1998)x ountso, said Brison (

The data on overlap between retirement and education savings from GuilrOgite (2

suggest that substitution is unlikely for households at and above median income levels

185 The grant is transferred quarterly to RESP accounts and earns interest like other
deposits. In cases where the RESP is terminated before maturation or where it is not used
by the beneficiary and is either cashed out or rolled into an RRSRytal grant paid

over the life of the RESP and the interest earned on that amount are returned to the
Government of Canada by the RESP provider.

186 Mr. Brison joined the Liberal Party when the Progressive Conservatives merged with
the Canadian Alliance form the Conservative Party.

187 Brison appeared to have overlooked the paragraph in the proposed legislation
(paragraph 34 of Bill €36, 1998) that dealt with provisions for recovery of grants and
interest earned on those grants.
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but may be an issue for the poorest 40% of households. It is important to note, however,

t hat Guil mett e 0 s-reporied sayirgs by pulpose, kagtidmeatt Ins e | f
other words, families in the lower twaacomequintiles who seemed to be most prone to

tradeoffs between saving for education and retirement were not necessarily reporting on
savings in RESPs and RRSPs. In fact, results from the sams20@9, the 2002

Survey of Approaches to Education Planfffignd reports from HRSD®® suggest that,

among families reporting that they are sav
households are less likely to repsaving inside RESPs. Table ®&ow, shows the

ratios of median savings earmarked for a <c

inside of RESPs by household income.

Table 6.2 Ratio of median savings for a childds edu
Household Under $25,000t0 $45,000to  $65,000to  $85,000 and
income $25,000 under under under more
$45,000 $65,000 $85,000
Median
savings outsidg gg 54 59 .60 81
of RESPs /
median savings
inside of
RESPs
Source: Aut hor 6s cal cul atandcartsvright$2008)gTaldead6.eData n S hi pl e

are for deposits made in 2001 only.

188 shipley, Ouellettean@ar t wr i ght (2003) @Planning and
from the Survey of Approaches to Educati on
HRSDC (2008) fACanada Education Savings Pr
Government of Canada, Ottawa; HRSDQ 0 09) A For mati ve Eval uat.
Canada Education Savings Grant and Canada
Ottawa.
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Brisonds accusation that RESPs with the ne
savings crisis may not have had much basis in fact but his concerns about the complexity
andbarriers to usability may have been accurate. For all households, there is a
substantial share of their savings ear marKk
outside of RESPs. The share is largest for the wealthiest families and the lowest income

families, but likely for very different reasons.

In the case of the wealthiest families, it may be that there are savingssopiich as

private trust funds anckal estate investments that provide better tax sheltered returns
than an RESP, even aftaking into account the 20% matching CESG. In the case of the
lowest income families, the reasons are more likely related to the administrative burden,

complexity and real barriers to opening an RESP.

Lower-income familiesare deterred by the lengthtbie forms, jargon and multiple steps

involved in aplying to open an RESP (Wong010; Girdharry, Simonov& Lefebvre,

2010; Schwartz & Bethshai, 2012; Stapleton, 2013). To open an RESP, a subscriber

must have already obtained a social insurance nufab#re beneficiary child (HRSDC,

2013). A social insurance number can only be obtained by applying to HRSDC with
copies of a childdés birth certificate or o
Both of these steps alone can take severalshamn multiple trips to government offices,

at a costo a working parent both in cwoff-pocket costs for transportation and childcare
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but also foregone employment income (Stapleton, 282&ven when applications are
available oHdine, lower income families stifiace barriers in computer anckérnet
accesgSchwartz & Bershai, 2012)Once ready to open an RESP, even after changes to
increase the supply of RESPs by mainstream, retaidinbservice providers parent

now has to chose and contract with a provid@articularly for parents witlow and

modest incomes or assgtise choice of providers can create yet more barriers to using

RESPs.

In the case of the group RESP plans, imeeports of certain disciplinary measures by
securities regulators may have led to a perception that they are not trustworthy
investments. Apart from this concern about trust, there may be other aspects related to
the design of group plans that makesnhess attractive to lowdmcome parents. For
example, plans that require a contract for regular contribytiitis penaties for missing
contributionsmay dissuade lowancome families who feel uncertain about their ability

to meet contractual paymies Knight, Waslander &/ortsman 2008) Similarly plans

with limited refundability in case a beneficiary child does not pursue higher education or
restrictions on the kinds of education that will be recognized by the RESP provider are

also likely to meetwith understandable resistance among leiveome families who

19 Eollowing a pilot project, some provinces including Ontario have integrated their
provincial birth registration applations with federal applications for a social insurance
number and even incontested child benefits. A single -dine portal allows for
simultaneous applications to all programs at the same time. This option is only available
however to parents of chilen born in Canada, in participating provinces with access to a
secure Internet connection and computer.
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may be hopeful but legonfidentthat their child will in fact go on to higher education

(Knight, Waslande& Wortsman, 2008; Wong2010)'**

Most RESP providers require that a subscrib&s Ahve a deposit account with a
mainstream financial service provider (Schwartz & Bsmi, 2012). This allows the
provider to set up automated electronic transfers for contributions into the REB®er L
income Canadiansftenreport feeling unwelcomeincomfortable and often pootly
served aslents (Buckland, Brennan &ikkert, 2010; Buckland, 2012; Robson, 201

In a bank or credit unigriront-line client service personnel are not always familiar with
RESPs as a financial product and may not be &bgive accurate information to clients
about rules regarding the product or the goreent matching grants (Wong, 2010;
Girdharry, Simonova & efebvre, 2010).These are the same retail financial service

providers that were expected to enter the RESRehafter the 1998 budget.

A final critique points tothe interaction with provincial meatssted benefits. Because
RESP savings could be withdrawn with penalties, they would have been regarded by
provincial social assistance poliayakers as a liqdiasset that should be used before

income support was providéd. In 1998 through to 2004, RESP deposits were included

191 Many group RESP providers now provide options for individual and more flexible
contribution schedules. RESP providers also now are required te tbboGovernment

of Canadads fAMaster List of Designated Edu
consultation with provincial and territorial governments and used for the administration

of federal and provincial student loans programs.

2Aut h o few of provieoial social assistance regulations and policy manuals in 2002

and 20062008.
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in most provincial meantests for welfare and related programs (Robson, 2008). If a

family was currenly receiving, or anticipatethatthey might need to apply for, social
assistance in the future, theyghth ave greater i ncentive to sa
in ways that could more easily be concealed from social assistance progitaes

Canada Revenue Agericyor example cash savings kept at home

6.3.3 Effects of the 1998 launch of the CESG
The success of tHE998 budget announcement on RE8fght be measured in a number
of waysbased on the stated goals: increased competition in the supply of RESPs, positive

political reaction and household use of RESPs

It does seem to have had the desired effects of increasing the number of RESP providers.
From a list of 22 RESP promoters in 1997, the supply has increased now to 71

promoters-®*

It also seems that the government saw some positive mgdion inresponseo the

budget A Gallup Poll conducted in March 1998 asked Canadians about their awareness

and perceptions of the federal budget. Overall, 55% of Canadians reported thatriney

aware of the budget and 53% of those felt that it would, on balance, help their own
familydés financial sitwuation. This positi

with children under 10. Howevghe poll also found a much stronger degresupport

193 personal communication with official in the Registered Plans Branch, Canada
Revenue Agency, Spring 2013.
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among Canadians with higher incomes compared to lower incomes: 53% of those with
household incomes over $80,000 reported that the budget would be helpful to their family
while only 20% of families with incomes under $20,000 said the same tBaityp,

1998).

The proportion of Canadian children with an RESP and total RESP assets also increased.
Less than two years later, the Finance Minister reported that RESP assets had doubled
since the creation of the CESG in the 1998 budget (Martin,) 1B@Sstated:
The 1998 budget created the CESG, a forwimaking initiative designed to help
families save for their children's pestcondary education. Canadians have
responded overwhelmingly to that measure. During the first 25 years of
Registered Edcation SavingsIBns (RESPs), $2.5 billion of savings were
accumulated. In the short time since tHeSG was introduced only 21 months
aga private savings have doubled to $5 billion. The fact is, thanks to the CESG,
RESPs are becoming as essential andiambleto saving for education as are

Registered Retirement Savingsuis to retirement.

In 1998,when theCESGwas introduced40% of Canadian children with any education
savings had those savings in an RESP (SAEP, 1999). It is not possible, bpabticon
data, to know how this compares to RESP coverage prior to the 1998 budget. By 2001,

that proportion had increased to 54%tbley, Ouellette Cartwright,2003.
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From the available data, it is difficult to determine how the 14% increase in RESP

coverage was distributed by household incdfi@he question of edty has been raised

by Don Drummondwho had bee/ssistantDeputy Minister of Tax Policguring the

process to develop the CESG and 1998 budgatimmondh as o b s eitsved t hat
probably ot that farfetched a statement to say that on the tax side, our financing ef post
secondary education is now a transfer away from the lesowelf t o t hTe bet t er
Calgary Herald2008). In other words, the method of delivering more of the asskst

to household for postecondary cost through taxeferred accourbtased instruments

has made for a more regressive approach.

In 2003, HRSDC conducted itsdt formative evaluation of the CESG/RESP program
The evaluation repodoncluded that, while the program had been successful in
accelerating total education savings for children,4gién the program was very weak
among lowincome families In fact,most of the CESG, in dollar terms, was flog/to

uppermiddleand higheincome householdsthose with incomes over $80,088 If the

194The public micredata files for the 1999 and 2002 Surve§#\pproaches to

Educational Planning use different measures of RESP coverage. The 1999 survey does

not, for example, include a measure of the dollar value of RESP savings but instead only
reports whether households were saving and were doing so ing. Ri& both cases,

the included weight is for each individual child. For portfolio analysis, the appropriate

unit of analysis is more correctly the household rather than a single member of the

household.

195 This evaluation report is no longer availablethe HRSDC website or through the

archive of federal online content maintained by Library and Archives Canada. The

findings cited here are based on a reference to the 2003 evaluation in a 2009 formative
evaluation report ( HRIeddsfrom @kd&ddgtherepdite aut ho
when it was available and the authordéds con
HRSDC between 2002 and 2006.

25C



original private group education savings plans had been largely of benefit te upper
middle income families, the &t efforts to change the RE&Mcluding increases to
annual and total contribwtn limits andthen the creation of the CE8Gad not
fundamentally changed the distribution ax-preferred education savings. The
department and outside stakeholders soon developedigpseposalghat were aimed at

addressing this inequity.

6.3.4 Amending the grant and adding the Canada Learning Bond

On the heels of the aboveentioned evaluation report, officials at HRSDC launched a
policy development process to find mechanisms to boostujakd RESPs amongst

lower and modest income famili&¥. The process included an environmental scan of
savings programs targeted to lawcome participants in Canada and abroad, key
informant interviews and public opinion research on the RESP and CESG, consultations
with outside stakeholders and advocates anddy sour to the United Kingdom to

examine the design and early implementation of two savings incentive programs
introduced by the UK governmeht. Officials in the Department of Finance were not
enthusiastic abolRESPs Theyviewedtheseas a problematibut thankfully lowcost

aberration in théncome Tax ActMartin, 2008). There was a real concern in HRSDC, if

%This section is heavily informed by the a
Direct of Research for Social and Enterprise Development Innovations. She worked

directly with political and senior public service officials in government as theyajmak

the RESP changes for the 2004 federal budget and appeared as a witness at two
Parliamentary Committees.

YFindings from that study t oubasehPoleyim eport e
the United Kingdom: L e s s 0 nBnteffprse De@pmard a 0, T
Innovations.
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the distribution of the takap could not be addressed, the CESG and RESP would be at
risk for terminationThe depar t ment dserving and impnevingtle f or
education savings programs were thied:

1 Lower and modesnhcome Canadians had been shown to be interested in saving,
particularlyf or t heir chil drends educati on.
and account structurelsat were responsive to their needs, some akleto save
amounts that wald surprise many polieynakers'*

1 The administrative costs of the matched education savings program were
miniscule relative to the costs of administering the Canada Student Loans
Pragram!®? If an incentive to promote early savings could reduce dependence on
student loans over the meditterm, it was hoped that the overall education
financing system could be made more efficient, effective and sustainable.

1 Evidence from early commitmeptograms and thé e p a r tomreamdlysissof
the Survey of Approaches to Educational Planning suggested a positive effect on
education savings and student motivation and paace in secondary school.

The literature on early commitment programs wag laéiewed inCurrie,

Leonard, Robson andunter 009 who also concluded that early guarantees of

198 At the time, HRSDC was also funditeprn$ave, a large scale demonstration of
individual matched savings accounts for {owwome Canadians interested in returning to
school or starting a small business. Some mendfehe department, including the head

pr e

F

of the |l earning branch and the Deémwsteyd OMi ni

policy instruments as an alternative delivery mechanism for a wide range of programs
and benefits. See Chapter 1 in Leaki@l.(2010) for a discussion of proposed
advantages of asskased instruments.

199 _enore Burton, Director General, Canada Education Savings Program, HRSDC,
remarks to a national conference on financial capability, Ottawa, 2005.
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financial capital for higher education can have positive effects for some

disadvantaged students.

By early 2003, there had been a substantial change jpdiitical leadership of the
government. Jean Chrétien had been forced into an early departure iyrlemiyal and
former Finance Minister, Paul Martifihere was a perception among some HRSDC
officials and external stakeholder that the new Prime Minimay be more inclined to

spend federal money on RESPSs, given his past record in the 1996 through 1998 budget.

Throughout 2003, officials in HRSDC and external stakeholders continued to press for
changes to enhance t8&ESG The preferred model was introduce an incomtested
governmengrant, to bedeposied directlyinto individual RESPs Unlike the CESG, the
proposed incoméested deposiwvould not need to be matched with household savings.
In addition to the new incoraested grant, officialand stakeholders proposed that the

CESG be increased above@ match ratdor low and modesincome families.

Officials in the Department of Finance were resistant, likely viewing the proposals as
throwing good money after bad. Senior political advs close to Martin expressed keen
interest in the proposal but were unable to counter argumenigheoDepartment of
Finance that only a very costly program could have enough incentive effect to increase
RESP savings and education participation and refitigee demand on student loan
programslf the dollar values of the incortested government contritbon were too

low, the argument was that it would do little or no good in terms of promoting access to
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higher education. If the dollar values were too high, the program was rejected as too
costly. Finding the right matching ratio that would be seenwgitincome families as

sufficient to offset the costs and barriers to using RESPs proved equally difficult.

In late 2003, senior political advisors to Martin met directly with senior advisors to the
(then Labouygovernment in the United Kingdom anddissed their experience in
launching the Child Trust Fundlrhe Child Trust Fund wan endowment for all

children in the WK. born after a certain date with payment rates geared to income. A few
months later, th€anadiargovernment introduced its 20@4dget, including

commitment tacreate a new Canada Learning Bond and enhancements to the Canada

Education Savings Grant.

F r a me tdrgeted measures to help loand middleincome families save for their
children to go t o 2004 budgetp®mised: uni ver sityo,
1 A onetime $500 deposit into an RESP for all children receiving the National
Child Benefit Supplemefft’ and $100 deposits for each subsequent year that the
same child continued to receive the supplement, referred to as the Canada
Learring Bond (CLB). Payments of the bond would be made after the

implementindegislation received Royal Assent but eligibility would be

2 The Supplement is a portiofithe Canada Child Tax Benefit system that is targeted

to low and very modest income families. For families with one child, it is reduced
gradually as income rises above $24,683 for 2013. Annual income limits are adjusted for
inflation (CRA, 2013).
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retroactive to children born from January 1, 2004 onwarthe total CLB

payments for any one child were papl at a liftime limit of $2000.

Changes to the CESG so that the first $500 of annual personal savings in an RESP
for a child could be matched at 30% or 40% depending on household ifitome
referred to as the Accelerated Canada Education Savings(@r@ESQG. The

annual limit on contributions to an RESP that could be matched by federal grants
waskept at $4,000 per year. Families earning up to $35,000 could receive up to
an additionaf200 for annual savings of $500 and families earning between
$35,000 and $70,00buld receive up to $150 for the same savirgsuseholds

with incomes greater than $70,000 would continue to get the 20% grant on all
deposits and households in the other income groups would similarly get the basic
20% CESG on any savings they managenasie above the $500 per year. In

real terms this meant an additional $100 per year to the lowest income families
and an additional $75 per year to the modest income families over and above what

higher income families would be getting for doing the sameuant of saving.

6.3.5 Critiques of the new CLB and ACESG

In keeping with their opposition to other registered savings instruments, the NDP

members argued against the CLB an@€BSG. They argued that it did nothing to help

21 Thedollar amounts of the thresholds are revised annually. Values reported here are as
announced in the 2004 budget. Current values are $42tG06 for the 40% match rate

and from $42,706 up to $85,414. It is important to note that income here refets to

family income, calculated after exemptions and deductions have been applied. Real
market earned incomes are likely to be higher for many families.
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current Canadian students wivere struggling with rising tuitions and mounting loan
debts (McDonnough, 2004 Conservative MP.s, while generally supportive of the
measures, were reluctantdall for progranmeasures that might contribute to a
sucessful implementatigrsuch as in@ased spending on outreach and communication

to eligible families(VanLoan 2004).

In Committee testimony, representatives of student associations argued against the CLB
and enhanced CESG, taking a position very much aligned with the NDP. Represgntativ
of RESP providers, particularly the largest and long&stding group provider, the

C.S.T. Foundation spoken strongly in favour of the meaguesgis, 2004) Advocates

for low-income Canadians were mixed in their response. Some argued against it as a
distraction from more pressing needs for income support (NAPO, 2004) while others said
the measures were a good start but called for detailed attention to implementation issues

and openness to future investments (Robson, 2004; Shillington 2004).

Later, a 2009 formative evaluation conducted by HRSDC concluded that the financial
incentive of the CLB and CESG likely needed to be increased to meet program goals but

that implementation issues were more immediately pressing (HRSDC, 2009).

One other argumergveled against the CLB was that, given the target population,
families receiving the bond would be too poor to save anything else out of their own
money (HRSDC, 2009). Even in the bease scenario which an eligible child

receivedthe $500 in his oher first year and then the $100 bonds in each year up to the
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lifetime maximum of $200, the total value of the RESP by the end of secondary school
may be worth between $3,200 and $5,850These amounts are small relative to the full
costs of a possecondary diploma or degreé is alsounknown whether trge amounts

are sufficient to have the behavioral effects of other early commitment programs in terms

of secondary achievement andigefons towards higher education.

The critique that the CLB would not meaningfully increase the education savings of low
and modest income households presumed that these families would not save their own
money. However95% of RESP accounts receivitige CLB have alsocreased through
personal savings deposits (HRSDC, 2011). In other words, the overwhelming majority of
families who receive the CLB asdsosaving something themselves in RESPs. How

much they are saving, relativedther similarffamilies who are not using RESPs (and
therefore not receiving the CLB)as not yet been examined in the published literature

If families receiving the CLB save more than GkeBgible families who do not open an
RESP, then it would be reasonable to concthdéthe CLB has an incentive effect on

household savings.

One way of estimating the difference between ili§ible families using and not using
RESPs is to compare the annual average deposits into RESPs with the reports of annual
savings earmarked feducation outside of RESPs. The best available estimates of

annual savings for education outside of RESPs among low and modest income families

22A4ut hor6s calculations based on annual com



likely to be eligible for the CLB suggest that they are saving approximat8ygkr

year?®® HRSDC (2011) repus that the total value of RESP assets in CLB recipient
accounts grew $306 million in 2010, without including CLB amounts for that year. With
292,940 accounts in total, less the 5% who do not save anything on top of the i€LB, th
suggests that annuglowth was on average$l,106per accounin 201Q This estimate

does not include an@LB money paid into the account.

Some share of this growth is due to interest earned on savings deposits made in that year

or previous but given low rates of interdsstamount is likely to be small in dollar

ter ms. HRSDCO6s public reporting is ambigu
accounts includes the matching CESG ar@RSG amounts. On the conservative

presumption that it does, roughly $250 might béudted from the estimate of average

RESP growth, suggesting that CltBcipient accounts may have annpeatsonal savings

of $856- substantially higher thap485in CLB-eligible savings outside of RESPs. This

estimate should be verified as survey and adstrative data become available.

23 Thijs estimate is based on dat&hipley, Ouellette and Cartwrigh2@03 for the

2002 Survey of Approaches to Education Planning. Data in the more recent Canadian
Financial Capability Survey were not usable for this analysis. The estimate of $485 is
based on a median annual saviogtside of RESPs of $480 for the lowest income

families (earning less than $25,000) and $490 for the next quintile (earning between
$25,000 to under $45,000). All of the families in the first quintile are likely eligible for

the CLB and many in the seabmay be as well. The similarities of the dollar values in
median savings for the two groups is striking. Reports of average RESP contributions by
all Canadian families suggest relative stability over time (see for example HRSDC, 2008;
2009; 2011). Adst i ng for inflation (authoroés cal ct
Inflation Calculator and based on Statistics Canada Sé4i#890973) provides an

estimate of $570 for 2010
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6.3.6 Concluding thoughts on the RESP
Any effects on secondary achievement posgtsecondary participation will ndxe
known until2022when the first cohort of CL&ligible students turns 18, the usual age

for transtions out of secondary school.

Based on the most recent evaluation and statistical reports, it is clear that the expected
effects of significantly boosting the use of RESPs by low and modest income families has
not, at this time, been fully realized.ming all children eligible for the CLB, on#/7%

had received the boldly t he end of 2006 (HRSDC, 2012).
projections had been that the taleof the program would be slower in the first two

years but this result was well below theiost conservative estimates. By late 2011, the
takeup nationally was 23.4% with steady increases year over year since the program was
launched (HRSDC, 2012). Recall that the rate of RESP use by Canadian families as a
whole is over 50%. However, othestimates suggest the talge may be significantly

higher in communities where there have been substantial efforts of RESP providers or
community organizations to promote awareness and facilitate the application process for
eligible families (Stapleton,®3 Nayar Consulting, 2033 It seems these labour

i nt en s itvoeu prdg@ms dohmuch to address the4fiaancial barriers to opening

an RESP for some losmcome families. These programs appear to work in two ways:

first, by raising program awaress and understanding for products not generally

marketed by providers to this target grpapd £cond, by providing information and

basic guidance to parents as they choose an RESP provider and product. Finally, by
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addressing administrative barrierslas helping with obtuse application forms,
transportation and perceptioosfinancial exclusion (Wong010; Robson, 201XNayar

Consulting, 2018

Other key obstacle® greater equity in takep are apparent on the RESP provider side.
While thenumber of overall providers has increased substantially, as many as one quarter
may not be participating in the CLB and enhanced CESG programs (HRSD®).2809
There have been anecdotal reports that flioetstaff of RESP providers are not always
adequately informed about the nature of the product and the associated government
incentives, sometimes discouraging or misinforming lower income clients looking to

open an RESP and receive the CLB without committing to future savings of their own

(Robson, 2012).

Various government departments and agencies including HRSDC, the Financial
Consumer Agency of Canada, the Canada Revenue Agency, Canlearn.ca (a jaint proje
of federal and provincial governments) and several provincial securities regulators have
all invested in communications initiatives to try to address gaps in understanding and
awareness on both the provider and consumer side. HRSDC has also spent

apprximately $2 million per year to fund voluntary sector organizations through a

204 Erom the available public information is not possible to determine whether these
RESP providers have declared that they will not participate in the CLB and enhanced
CESG, effectively stating that they do not plan to serve any clients below a certain
income level, or whether it is rather that these providers have not yet had a client who is
eligible for these incomtested programs.
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program called the Education Savings Community Outreach program (HRSDC, 2011).
The program provides funding to cover up to 75% of the costs for community
organizations to prometawareness of RESPs and government savings initiatives. At
least one participating organization has concluded, on the basis of their experience, that
while the CLB and ACESG argolicy changes thdtend in the right direction, they do

not, as currentlgesigned, respond to the needs and preferences of the target population

(SEDI, 2010)

The introduction of the CLB and increased CESG may not, at this time, have equalized
accessibility of RESPs for lower income familig®ne, perhaps unexpected effecthe
policy change has been on provincial pollogkers. Before CLB payments were made,
governments in all provinces and territorieslamended their social assistance rules to
exempt RESPs for dependent children from the list of assets includedssessment of

a h o u swehlth(Rabgos, 2008). Thisow means both that families who apply for
social assistance and those who want to remain eligible for benefits can use RESPs to

save for a childbés education without penal

Furthermore, four provinces introduced complementary programs, promising provincial
contributions into eligible RESPs. Alberta was the first with the Alberta Centennial
Education Savings (ACES) progranitially proposed by a backbenbiLA and later
included in the 2004 prancial Speech from the Thron€ositioned as a legacy initiative

t o mar k t he™apniversaiy,nhéleeitaSpekdh @rom the Throne described

the program as fAmore than an i nvesinment i n
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our shared future as Albertans, in the generations who will inherit all that Albertans have
wor ked har Hole2@04).cGhidren bera fro(n January 1, 2005 onwards were

to receive a $500 deposit into an RESP as long as they were residtrdria. No

conditions on household income or household contributions to the RESP were included in
the design. The plan also included $100 contributions for eligible children at age 8, 11
and 14. Administration of the plan was uploaded to the CanadmRe Agency, in

collaboration with HRSDC and the Alberta ministry responsible for higher education.

In its 2013 budget, th&lbertagovernment announced that the ACES program would be

Awi nding downo and pr omi s ed atesaadtiother ddsiogr ma t i
details would be forthcoming. Like the 1985 budget cutting the RHOSP, it appears as
though the decision to phase out the ACES program is largely framed in terms of

returning the province to a balanced budget. The actual dollad,damvever, are quite

modest at $11 million per year (Finance Alberta, 2013).

As of 2013,Quebec, Btish Columbia and Saskatchewalhhaveprovincial RESP
contribution programs that have recently been or are about to be implemented. The
Quebec govement launched its Quebec Education Savings Incentive in 2007 as a
refundable tax credit paid directly into the RESP accounts of eligible children in the
province. The basic benefit is a 10% matching credit on annual savings in the account
(excluding amants from federal savings incentives) to an annual maximum of $250,
$300 for lowincome families. The lifetime maximum of the QESI for any one child in

Quebec is $3,600 (Quebec Portal, 2013). In late 2012, the government of Saskatchewan
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launched a veryimilar program of a 10% matching grant to a maximum of $250 per year
but legislative authority to implement the program is still pendFigally, in its 2013
budget, the government of BC announced a new BC Training and Education Savings

Grant that wouldleliver a ondime $1,200 grant into an RESP of eligible children in BC.

The impact of these additionf@deral and provinciadavings incentives, on top of the
favorable taxtreatment of RESPs, on the wbking of families with children and on the
edwcational attainment of the beneficiary children is unknown and, until the first cohort
of children transitions into el adulthood, likely unverifiable. It is clear, however, that
as long as wealthier families remain more likely to open RESPs, theyapllar larger
share of the benefitdm the universal grant programsd a larger share of the benefit
from matching savings incentives thagspite improvements, stikward larger savers

more than small savers.

The 2004 change to the CESG that introebl incomeéested matching rates is an
interesting departure from the general policy treRdevious taspreferred savings
instruments provided thinlyniversal policy features that all offered, in practice, more
financial benefit to wealthier househaldBut, itis unclear whether the dollar values
involvedin this policy shift from the CLB and £ESGare meaningful for Canadian
households It is alsounclear whether the net benefits from the progaaensufficient to

offset the complexityhat could therwise dissuade many target families.
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The 2004 incomdested CLB is also an interesting exception to pasptaferred

savings because it created an incdested transfer of capital that did not depend on

i ndividual or hou stebverblllCESG, therGIEEG rémainspas par t
of a quasiuniversal program to promote savings throughassisted accounts. But the

CLB is unique in restricting a benefit associated with a registeregyéderred savings

instrument to lowemcome families. The rough estimates (discussed above) suggest that

the CLB might be leading to an increadenearly $400 per yeam education savings for
participating families But this estimate should be treated with caution until sufficient

data is available foanalysis.

Perhaps the strongest impacts of the additional savings incentives for RESPs are actually
political. In the case of the federal CLB andGESG, as well as the four provincial

programs mentioned earlier, the policy announcement was made by the governing party

in the same year that they would call an electiorlection years, promises of money for
chidrenés education might be appealing to a r
small value per account, are fairly las@st and lowrisk commitments. Political

attention to RESPs and education savings at the federal level has had an impact on
provincialpolitical and policy priorities too. Finally, the experiments with new income

tested savings incentives may also have raised stakeholder awareness and understanding

of both financial and ncfinancial barriers to opening and using RESPs.

The 1998 budet that brought in the CESG needed placeholders forge mafrtarget

population® the Lifelong Learning Plan for workingge adult§see Chapter Sthanges
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to student loans and bursaries for current students, and improvements to RESPs for
families with yaung children. Its lasting impact though may not be on-pesbndary
education and training in Canada, but rather increased attention to accessibility in
registered savings instruments. The desgjrthe final two registered instruments
introduced sinc&998 have paid somewhat more attention to the needs of low and modest
income CanadiarfS® These are discussed in the next chapténether this is a

permanent and meaningful shifttax-preferredaccountbasedsavingspolicy remains to

be seen.

205 |n addition to the RDSP and TFSA discussed in the next chapter, the Government of
Canada has also made available a newdelogkgistered Pension Plan starting January ,
2013. The PRPPs are pooled defined contribution retirement savings plans for
employees and sefmployed persons who have not exhausted their RRSP/RPP
contribution room. In design they are essentially simdan RRSP but feature a group
savings element to create a larger pool of capital and generate larger returns. At the time
of writing PRPPs are only available to employees in federatiylated sectors such as
transportation and banking. Enabling légfi®n is required in each province. Given the
limited scope and implementation experience to date, PRPPs are not discussed in this
study.
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Chapter 7: Completing the set: RDSPs and TFSAs

This chapter concludes the retrospective analysis of thgrédgrred savings instruments

by discussing the development and early evidence on the Registered Disability Savings
Plan (RDSP) and Takree Savings Acamt (TFSA). These wereachintroduced by the
federal governmermwithin the very recent past and, as a result, there is very little
evaluation data availabbes of yet.Like all of the other instruments discussed in

Chapters 4, 5 and 6, the RDSP and TE®Aalso instruments that: 1) require attachment
to a mainstream financial services provider; 2) use the personal income tax system to
deliver incentives in ways that confer larger benefits on those with larger taxable
incomes; 3) normalize only certaimks or goals for personal savings; 4) promote
financial capital that is fungible and may be beneficial to the saver outside of the strict

savings goal of the tapreferred account.

This chaptefindsthat, like the RHOSP and RESP, the RDSP and TFSA dacie been
designed based on previous examples. These last two instruments to be created came
after many decades of incremental change to RRSPs, experiments with instruments that
were cancelled (compulsory savings and the RHOSPglzemes to the RESP adhat
increasing accessibility to low and modest income families. The RDSP was most heavily
influenced by the RESPas will be discussed in the current Chapter. The TFSA was
developed as a complement to the existing RRSP. Like the RRSP, the RHOB® and t
RESP before it, the RDSP was introduced following the advocacy efforts of outside
stakeholders who wanted a change to tax policy to meet a savings goal that was

personally important to them. Like these previous instruments, it seems that the creation
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of the instrument also owes something to the personal preferences of key decision
makers. The TFSA, by contrast, came about following a largely theoretical and academic
debaté making it similar in that respect to the wartime compulsory savings experiment

that relied heavily on theory from Keynes.

This chapter begins with the retrospective analysis of the RDSP, then the TFSA and
finally ends with some general conclusions across the six instruments discussed over

Chapters 4 through 7.

7.1 The Registeredisability Savings Plan

In 1989 a small group of Canadian parents of children with disabilities formed a new
organization they called Planned Lifetime Advocacy Networks (PL2ZN3. Changes

in the treatment and care of persons with disabilities meantiiidren with disabilities

were being cared for outside of institutional settings and, at the same time, persons with
physical and cognitive disabilities were living longer than before. PLAN was formed as
a group of parents concerned with how to entheevellbeing of their son or daughter

after they, as the primary caregivers, grew elderly and eventually passed away (PLAN,

2009).

The group emphasized the need for parents to plan ahead for the social and financial
capital that their children with siabilities would need later in life. For example, they
encourage parents to build personal networks of family members, friends and community

members who can act as caring advocates fo
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the group launched a susséul public advocacy campaign regarding discretionary trusts
and provincial meantested benefits for persons with disabiliti&s Beginning in 1998,
PLAN also began to examine ways to better support parents in planning ahead and saving

up for a child wih a disability.

P L ANOG swagto fand a way to allow other family membgin addition to parents, to

contribute towards a savings plan for a child with a disability. They also wanted a

mechanism that would enable pasahd even grandparents to 1oler their RRSP

savings, without penalty, into this new savings pltims notablethat the group has

stated that Aindependence from government
While this statement was made in reference to the funding fgrohg itself, it is

indicative of an orientation towardssslfu f f i ci ency and using onebo
founding member of PLAN, Arthur Mudry, 1is
money, we could advocate and ho)lldisngtover nme
difficult to see how the group might move from a focus on technical elements of

discretionary trusts to a focus on longerm parental, family and even community

savings.

In early 2003, the federal government established the Teckhdeaory Committee on

Tax Measures for Persons with Disabilit{@®CTMPD). The group included tax

208 Discretionary trusts, also referred to as family trusts, are a form of flexible trust that
allows a sponsor to daimine the amount and nature of payments to beneficiaries within
a group. The beneficiaries do not have any ownership over the trust and cannot change
the terms of payment.
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experts (including many with experience in the Department of Finance), representatives
of organizations serving persons with disabilities and washegredby Sherri Torjman

of the Caledon Institute. After several years of incremental reforms to disability and
medical expenses tax credits, the Advisory Committee was asked to make
recommendat i ammpsovethh faitnesswod thel trdatm@nt of persoitis w
disabilities under thencome tax system, taking into account available fiscal resaurces

(TACTMPD, 2004)

In its 2004 final report, and among its many recommendations on tax credits and

deductions, the Advisory Committee also recommended
Thegovanment[should]examine ways to allow greater flexibilias to how the
private savings of a caregiver can be used to provide ongoing supgort to
dependent child or grandchild with a disalilit the event of the caregivers
death.This measure will helthese families to ensure a better quality of life for

their childrenor grandchildren with severe disabilitigs7).

In the February 2005 budget, tiederalgovernment implemented several of the
Commi tteeds recommendat i oitygelatebtaxerdisand and
provide more flexibility in the rules on RESPs for children wittisability.?°’ The

federal government alsbo mmi t t eedwitnog firruelveis 0 oveeofjaar di ng t h

297 Prior to 2005, an RESP account could only receive contributions for 21 yedradand
to be closed before the 2&nniversary that the account was opened. In 2005, these
deadlines were extended to 25 years and 30 years, respectively, for children with
disabilities. The deadlines have also since been extended for the general populatio
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parent or grandparent 60s RRS$AhansesCanadag?605t o a
Annex 8). A the time aparent or grandparent could, as part of the distribution of their

estate after their death, transfer any unused RRS&® child with a disability but only
through an RRSP i n t himgarcamnuity dith she chidmsetheor by
named beneficiar§’® For parents of children with disabilities, there would have been

three major concerns

First, compared to discretionary trusts, the RRSP or annuity optionpgeargdess
choiceregarding theerms of payment to their dependent child and likely increased the
transaction costs, at least in the case of the anfiditgecond, and closely related to the
first, while discretionary trusts could be set up to equip members of the social network
supportirg a person with a disabiliff®a seltdirected RRSkh the name of a child with

a disabilitycould create substantial legal difficultie$his would beuniqueto cases

where an adult with a cognitive disability is unable to exercise competent decision
making or where periodic or degenerative illnesses similarly make it difficult for a person
with a disability to exercistull control over their assets. Third, goerhaps most
importantly, RRSPs and annuities, unlike discretionary trusts, are viewed by provincial

social assistance administrators as assets owned by their beneficiaries. Particularly for

2% The rules also permitted the transfer of funds from a Registered Retirement Income
Fund, essentially a matured RRSP paying out retirement income.

29 The costs of the annuity to achieve some target level of payment would likely be high

and the personahcome tax costs of cashing out an RRSP would also be quite high,

relative to a discretionary trust.

’See reference above to PLANO6s model of a
long assistance to a child with a disability.
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persons with dabilities who have limitedttachment to the wkiorce, social assistance
benefits are an integral part of their household income as adults (HRSDC, 2013). The
assets transferred from a deceased parent or grandparent to a child with a disability could,
in these circumstances, result in an immediate-tlagk of the monthly social assistance
income benefits that the adult child relies ©a paraphrase John Stapleton, whilesin
Canadanswould welcome an inheritance, for those on social assistance, the news is met

with terror(Stapleton, 2009)

P L A 812003 submission to the Advisory Committee had, among other things, called for

the federal government to create a new registered savings instrument that would allow for

the rollovers of the RRSP and RRIF funds while at the same time preserving the

flexibility, and exemptionsom meandestsof di screti onary trusts.
incentive [in the tax system] for families

submission PLAN, 2003).

Their proposal for such an incentive was for adeferredsavings plan, very much like

an RRSP! Contributions to the savings plan would accumulatefiae during the

Zlp | ANO6s 20 0u3s epsr otphoes atler m fidef erral 6, sugge:
even if at a reduced rate, at some future date. Recall that in the case of RRSPs, taxes are
deferred until retirement when mandatory withdrawals begin. In the case of RESPs,

taxes are defeed until withdrawals are made and taxed as income in the hands of the

student. In both cases the applicable rate of taxation is generally presumed to be lower at

the time of the withdrawal than at the time of contribution. Furthermore, in the case of

RRSPs, there is a further incentive to contribute in the form of an annual deduction from
taxable income. Details regarding the deferral and any additional incentives were not
included in PLANOGOS proposal. 't i se not un
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lifetime of a keneficiary with a disability. Withdrawals would be similarly taftee as

l ong as they coul d be sdneedthe partcipdiamandor pur p
citizenshipo of the beneficiary. Notabl vy,
held by a trust and not juBy an individual Also,contributions to the savings plan

would be permitted from the person with the disapdind from family members either

through cash deposits or through transfers of other financial assets. The aim was both to
create an instrument that might reduce poverty of adults with disabilities over the longer

term and, at the same time, catalyzaraify to look ahead and take steps to plan

financially and otherwise for their dependent child with a disability. Outside of the tax
preferred treatment however, the PLAN proposal did not envisage any direct financial
benefits from government, in keepingth their philosophical orientation towards

independence and seHliance.

Not long after the 2005 budgetpolitical crisis*?andthen a general election 2006

caused a widespread bottleneck on nearly every federal policy front. Like proposals on
many other issues, the idea of-faveferred disability savings instrument was placed on
hold. The Liberals lost the 2006 election and were replaced by the Conservatives who

installedJim Flaherty as the new Minister of Finance.

more general statements regarding their preferred policy option and to delegate the more
detailed policy development to poliegakers inside of government departments and
agencies.

212 justice John Gomery was appointed by Prime Minister Paul Martinestigate

political interference and misuse of public funds through the federal sponsorship
program.
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Flaherty had previouslyesved as provincial finance minister in Ontario and was familiar
with the interaction of federal income tax measures and provincial income support
programs. Flaherty, in keeping with the ideological perspective of the new government,
also made clear thae was in favor of measures to reward individual effort and economy
over reliance on government programs and spenéilagp€rty, 2006 But perhaps most
importantly, Flaherty himself is the father of a son with a disability asé personal
mission,mack thetax treatment of disabilitg key priority early on in the Finance

portfolio (Curry, 2011).

7.1.1Considering options for the new instrument

Flaherty was sworn in as Minister of Finance in early February 2006 and by May 2006,

in his first budgetannounced a new expert panel to advise the government on the

financial security of children with disabilities (Finance Canada, 28/86Jhe panel was

named in 2006 with a mandate to fiexamine w
for the longtermfinanci al security of a child with a ¢
200&). Their final report was issued in Decembgthat year and prepared the

government for an announcement in the 2007 budget.

13 Members of the panel included Laurie Beachell, head of the Council of Canadians
with Disabilities who had also served on the 2003 Technical Committeellaasw
Quebec actor Rémy Girard (also a father of a child with a disability) and James Love,
head of a private trust and a Toronto lawyer. The head of the secretariat at the
Department of Finance was lan Pomeroy, a{omg member of the Tax Policy Bramc

at Finance who had previously lead, with his thelleague Keith Horner, a study of tax
pre-paid savings plans.
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Meanwhile, PLAN had commissioned two studies, published by the Caledon Institute, to

developits proposal for a takenefitted savings plan for parents of children with

disabilities. One study was a review of the relevant federal and provincial policy

envronment regarding disability savings conducted by Richard Shillington.

Shillington (2005) noted the range of restrictions against savings and assets for

individuals and families receiving meatested benefits and flagged this as a substantial

issue b be considered and resolved in any disability savings plan. He also, very briefly,

proposed three ways that a new savings plan might be constructed using existing tax

policy precedent:

T

In the first option, assets of a donor (such as a pamentd begivento a recipient
child. The asssetwould have been accumulated using gt&rincome and would
receive no tax credit or other incentiievestment interest on the savingsuld also
betaxed in the hands of the donentil the asset is given awayithdrawals after the
transfer to the child would be taxedtive hands of the chiidin a sense creating the
same kind of doubkaxation faced by the original group education savings plan
members prior to the 1972 Tax Court decision.

The second option v8ao employ an RRSkke model in which savensould receive

a deduction for their contributions and withdrawals by the recipientd betaxed at
their (presumably lower) tax rate. Shillington raised the concern that, although the
deduction created aepter savings incentive for the donor and avoided the problem
of double taxation, it could create opportunities for families to avoid taxes by

claiming deductions, paying reduced taxes when the recipient takes out the money
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and then using intefiamilial transfers (which cannot realistically be tracked by the
Canada Revenue Agency) to cycle the money back to the donor.

T Shillingtono6s tplepaid chodehm dilech thexcandributiond tathe
savings accounwould receive no special tax treatmemtd withdrawalsvould be
taxed n the hands of the recipienghillington did not address the taxation of any
investment income growth inside of the account prior to transfer or withdrawal by the

beneficiary’**

Chapters 3 an@hapter havealready addrssedsome of lhe various tradeffs between
deductiondeferral models and tgprepaid models. nlhis review, Shillington arguad
favor of the third model, the tgxrepaid model whose most similar precedent would be
the RESP (discussed above). Ititlze advantage, according to Shillington, of
eliminating double taxation without creating incentives to cycle funds within a family to

take advantage of available tax deductions.

The second paper commissioned by PLAN was by Keith Horner, a former |cHfitinee

Department of FinanceHorner had been asked by PLAN to examine its proposal for a
tax-deferred savings instrument and to offer technical advice on how best to design a tax
preferred instrument to meet Phhaadéostheigoal o
dependent child with a disability using their own money. Horner (2005) examined two

precedents for tapreferred and registered savirdgshe RESP and RRSP, using each of

2“Shillingtonds report did not address the
option either.
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these as models for a potential new registered savings instrumdirgaioifity savings.
The RESP, noted Horner, was more attractive than savings for education outside of an
RESP because of the 20% grant on contributfbtend, given his assumptions, of a

reduced marginal tax rate when withdrawals were m#de.

Horner maleled two competing policy options using two illustrative marginal effective
tax rates for the family (22.05% and 50%) and the same initial investment capital of
$1,000 with a constant compoundimgerest rate over 10 yearshe RRSFbased model
presumedhat parents were able to contribute and receive a deduction from their annual
taxable income (up to some-named limit), investment income would be sheltered from
income tax and the balance would only be taxed on withdrawaéihands of the
beneficayd who, i n Horner6s model f-prepadopt@an 0 %
offered no deduction for the contributions and sheltered the investment income from
annual income tax paid by the contributor, it also sheltered withdrawals by the
beneficiary buincluded the investment income portion of the balance as income for the

purposes of incomeested or mean®sted benefits'’

?15His analysis did not present any infaation on the returns for families with the
Canada Learning Bond and Accelerated Canada Education Savings Grant.

1% Horner presumes a marginal tax rate of 29.6% in his model. This suggests a family
income at or near the median level and does not incigtkattions in incoméested
benefits such as rental or childcare subsidies that would be available to lower income
household facing lower marginal tax rates but potentially much higher marginal effective
tax rates.

21" This decision seems unusual givent ti@re would be reason to expect that taxation
in the hands of the recipient would also result in benefits-biavks under the RRSRe
model. By the time Horner was writing, provincial exemptions for RESPs benefitting
dependent children were alreadyplace. It would have been reasonable to model the
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Horner6s analysis |l ed to mixed results, ra
(after inflation and applicable taxesjey a 10year period. He argued in favor, though

modestly so, of the RRSlike design option. This was largely on the basis, it seems, of

an assumption that all parents would use any tax refund (or other increase in their

disposable income) to reinvestthe disability savings plan. In faatuch of the

evidence from behavioral economics suggests that people treaadol ed o6f oundd n
(such as tax refunds) very differently than earned money and are more likely to spend it

than save it (Thaler & Suresh, 2008; Morrison & Oxoby, 21 Soman, 201).

In his analysis of potential takg and contribution rates, using the RRE&E model,

Horner projected that participation would be strongest among-upiplelie and higher

income households with greatacome to sae and higher tax liabilitiés leading to a

relatively greater benefitom the deductiomeferral model). His model also projected

relatively weak participation among modastome families, but explained it in terms of
Ssubstitution effects, rather than the desi
takeup presume that families would face a substitution only between disability savings

and saving for their own retirement through an RRSP.

Horner (2005wr ot e: fpeople save primarily to rep
retirement and the amount of savingded by a family depends on the level of public

pension income that it will receiveo (p.17

RESRIike option for an RDSP to have a similar exemption and remove any effective tax
through benefits clavbacks.
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consumption is just one of mapyssible motivations for saving, as discussed in Chapter
2. Futhermore, it is not clear #tfamilies use this kind of sophisticated calcuatof

life expectancy, projected income sources and levels and retirement planning‘fieeds.

Both Shillingtonds and Horner6s reports we
the Expert Panekpating to the Minister of FinanceEchoing a previous federal
government 0s response to the Carter Commi s
to clear new groundnd make use of a modern approach to the fiscal policy framework.

Upon reflection, howver, the Panel was of the view that this was not the time or the
subject matter for a dramatic, new and per
2006, p.11). The Expert Panel made a series of 15 often detailed and technical
recommendations. Géfiamong them was that a new instrument be created and called a
Registered Disability Savings Plan (RDSP).
t h ahe firgi fundamental characteristic, then, of a Disability Savings Plan must be

simplicityd  (afice, 2006, p.15), the recommended new instrument was complicated.

The desription that followsisamuel i mp|l i fi ed description of

recommendations.

218 |n fact public opinion and national survey research generally finds that most Ganadia
consumers report that they have no sense of how much income they will need in
retirement and most do not even have a clear sense of which private or public sources of
income they may have access to.
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7.1.2 Recommendations from the Expert Panel

The report noted that theaRel looked teach, the RHOSP, the RRSP and the RESP as

potential models for a new registered andpeeferred savings instrumerithe RHOSP

was dismissed since it had been cancelled over 20 years earlier and woulgendoéon

familiar to CanadiansBetweenthe RRS®8 nd RESP model s, and desp
conclusion, the Panel concluded that the RESP model was preferable in light of their

desire to ensure accessibility and benefit for lower income famies.w e v g itself, i b

the RESP provides a much lowerincenive savi ng than does the R
the Task ForceHinance Canada, 2006020). To improve the incentives for lower and
modestincome families, the Pansdcommended that the government introduce an

incomet ested bond, fAbr €adbyamhaearedngf Bendbh ¢
progressive matching savings grant, Abr oad
Savi ngs GrBwoth of thes¢ had Bedn yecommended to the Panel in a

submission from an outside stakeholder grodp.

?19To my knowledge, the only submission to make thismemendation was from Social

and Enterprise Development Innovations and was written by me. That submission was
based on my own knowledge of RRSPs, demonstrations of matched savings for low
income participants and my involvement in the Canada Learning @) and

redesign of the CESG. For the incaetasted Bond, the author had cautiously proposed a
modest $500 initial and $100 annual contribution (identical to the CLB) but had
recommended a higher income threshold of $30,000. On the matching raigs, | h
proposed a rate of 20% to 40% based on income with the highest rate available on annual
savings for families with up to $30,000 in annual income, a 30% rate for those families
between $30,000 and $60,000 and the 20% rate for those families with $60r666e

in annual income. This was a simplified method of determining the match rate compared
to the Panel 6s stepwise approach by i ncome
that the Panel recommended a substantially richer bond and grant désitpariave

project is cited by the Panel in its final report and contributions from PLAN and SEDI,

my employer at the time, are also acknowledged.
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Only one RDSRould be opened per person, in contrast to both RESPs and RRSPs that
allow multiple registered accounts all subject to the same annual aticheféimits.
Eligibility for payments from an RDSP would be limited to Canadians who qualified for

the Disabilty Tax Credit®

The RDSR as proposed by the Expert Pam@uld be subject to a lifetime limit of

$200,000 but would have no annual contribution limit. The Panel further recommended
that contributions be open to anyone but that only the beneficidig or her legal

guardian (normally a parent) be entitled to open an RDSP. The Panel recommended that
no restrictions be made on when withdrawals from the RDSP could begin but did suggest
that the maximum annual withdrawal not be greater than the tataktrvalue of the

plan divided by a beneficiaryds projected
were to follow section 146(1) of thHecome TaxAct, the same section that applies to

both RRSPs and RESHP$herewere a number of other technical recommdiotia

regarding rolbvers from RRSPs and RESPs.

The disability savings bond was recommended at $1,000 per year, for up to 20 years (or

before a b Bbirthday) forekgibly BSPs5vbere householdoime was

220The Disability Tax Credit is a nerefundable tax credit paid to Canadians who are
able to meet a testgeiring a medical doctor to certify their loigrm, health, mobility

or cognitive limitation. The credit may also be paid to an eligible caregiver. It has been
the subject of much criticism because of the definitions of disability used, barriers to
geting the medical examination and certificate and its limited value as-eehardable
credit for individuals and households with low or no taxable income.
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below $20,88%%' The grant rate would be, like the@ESG, tied to household income
andwould be paid at a higher rada the first portion of dollars saved for lower and
middle-income householdsleclining to a basic rate thereaftéike the RE®,

provisions regarding repayment of the grant and bond were included in the design.
However, unlike the RESP, ther@wd beno conditions placed on the use of the funds
since the primary eligibility criteria of having a lotgyrm disability would havelieeady

been met.

Like the RESP, contributions to the RDSBul not beeligible for a deduction and

would notbeincluded in the taxable income of the contributor. Unlike RESPs, these
contributions would also be exempted as income in the hands of luesedés at the time

of withdrawal although thbeneficiary would pay tax on the portion of withdrawals

related tanvestment income and governmepionsored bond and granta other

words, in contrast to the RRSP in which all withdrawals are taxabtegein cases of

the Homebuyerdés and Lifelong Learning Pl an
the RESP in which all withdrawals are taxable but in the hands of a much lower income
student (who is likely to pay no net tax on the income), the RD&Ptavhave both a

taxable and a netaxable portion in the payments to beneficiaries.

2''n 2006, according to the Panelo6s final r
persons who received the Disability Tax Cr
access to tafiler data at Finance, this is likely to be a very accurate estimate
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There are tradeffs in program design between simplicity and sensitivity. A flat

program delivering a set rate of benefit regardless of personal capacity or camcenst

likely to be simple but also to have large windfall gains by delivering benefits to those

who donotneed them. A highly progressive program is likely to be very sensitive to
individual and household differences (in income, household compositiernen wealth)

but is far more complicated and less transparent to users and stakeholders. It is debatable
whether, in their final recommendations, the Panel succeeded in finding some reasonable
balance between these two principles. It does seem gghthimey aimed for a balance,

using language and assumptions that would have been familiar to those favoring

progressive universalisi?*

The final report of the Panel was also notable for making a formal recommendation to the
government that it take stemsprotect RDSP savings from provincial means tests for

social assistance disability benefits. This would have been a key recommendation for
families who expected that their dependent child would be reliant orc poddme

support as an addltincluding tre stakeholders who had formed PLAN. But it would

also have been a concern for some portion of thenoame families who would be

eligible to receive the Disability Savings Bond.

222 progressive universalism was term used by the Blair government of the UK in the
early to mid 20006s as part of a new focus
again predominantly British, discourse on international development. Até&sscar

belief that, to reconcile multiple and often competing principles in public policymaking,

the best route is to ensure that everyone gets something but that those with greater need

get more.
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A final i mportant el ement i n tpbrancéadnel 0s
communicating the RDSP design to prospective users and for the federal government to
actively take a role in promoting its use. The Panel noted that the number of potential
users of an RDSP was, relative to other registered instrumentsyvaihaad that,

therefore, governments would be in the best position to directly identify (using
administrative data) eligible families and directly inform them (outside of mainstream

media or financial institutions) about the RD&P.

In its 2007 budgethe Government announced that it would respond to the Panel and
introduce legislation to create the new RDSP with an inesied bond and matching

savings grant.

7.1.3 Governmentod6s response
The budget promised to make the #Davailable in Canada by(8 likely a wise
move to allow time to reach agreements with financial institutions, provinces and
between federal departmentgtwoles in the implementationThe design was largely
identical to the recommendations of the Panel report with a few netat#gtions:

1 The income threshold for the incoftessted bond was reduced but not eliminated

as family income approached $37,178Héadjusted annually with inflation).

?2The Panel estimated that 225,000 Canadians mightdiblelfor an RDSP and

modeled their cost estimates of their recommendations on a total uptake of just 180,000
per year at maturity. On the basis of projected average annual contributions by families
of $600, the Panel estimated the costs of the granthanobnd would be approximately

$94 million per year.
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1 The budget projected the total cost of the program to include either a slightly
highertakeu p r at e ¢ o mp a rr@edtiorisonto indudethieanel 6s p
administrative costs that were not calculated by the panel and offered a total cost
estimate of $111 million per year, T O0U(Q
estimate.

1 The budget introdced a requirement that all bond and grant money in the Plan be
lockedin for a minimum of ten years. If withdrawals were made beforéetiité
anniversary of the plamajl bonds and grant money deposited into the plan had to
be repaid to the governmerithis is in direct contrast to the recommendation of
the Panel that there be no time restrictions before a beneficiary might begin to
receive payments out of the RDSPhis feature of the instrument has been
justified by government sourcas ameasur®t ensur e t hat the RD¢

alongt erm sav¥ngs plano.

For low and modest income families caring for a child with a disability, the accumulated
financial asset could be an important resource for large lump sum costs that cannot be

paid out ofincome flows and for which there is no public funding available. For
example, should a childbés mobility decreas
home, the money in the RDSP might have been seen as a resource to help cover the cost.

But the regirement to pay back the full grant and bond, not just some portion thereof,

2Source: Human Resources and Skills Develo
Disability Savings Plano, webpage. Retrie
http://www.hrsdc.gc.ca/eng/disability/savings/index.shtml
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could be prohibitive, significantly reduci
where early withdrawals (outside of takeltered programs) are treated as income and

taxedat source, the effective tax rate for early RDSP wéhals is substantially higher
andpotentially upwards of 300%nce the clavback of all government savings grants

are included

Compared to the RESP, the 4ggar minimum lockin period isalso mut more

restrictive than the repayment provisions for@anada Learning Bond or Canada

Education Savings GraniThe Bond and Grantforthe REGR e payabl e up to
17"year and are, as per the design, available as early as the following pesrafs

payments to the beneficiary studefihe Bond and Grant must only be repaid to the

government if the RESP is terminated without the beneficiary child attending post

secondary educatidi’

Over the next yeg2008) officials at the Office for Biability Issues at Human

Resources and Skills Development worked closely with officials in Finance and the
Canada Revenue Agency. Anecdotal reports suggest that officials in these departments,
while loyally implementing the policy set by the governmermtewnot entirely

convinced of the value of the policy direction. The new savings instrument was seen as

overly complex and likely to yield little benefit, particularly in light of targeted income

?2>The RESP does offer more flexibility in allowing transferability to another beneficiary
while the RDSP, as a very targeted instrument, istreorsferable.
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support that might otherwise be offered using the sameagevef $111 million per

year??®

A review of the Parliamentary debatedowing the 2008 federal budgstiggests that
the RDSP was viewed as a roontroversial item by Opposition parties in both the
House and the Senate. In fact the only critique ag® have come from the Liberals
who suggested that the government was moving too slowly on implementitiaying
the availability of RDSPs for famili€d’ The RDSP was foraily launched in early

DecembeR0082%8

7.1.4 Implementation and early effect of the RDSP

In 2011, three years later, the government conducted its first review of the RDSP. The
data sources for the review included administrative data as well as consultations with
external stakeholders, notably PLAN, the same organization théselesacthe original
proponent of the RDSP. To launch the review, the government issued a public

consultation paper in October 2011.

Aut hor &s per s o ithdormeroffigials & bahaindnae arsl HRSDC

between 2007 and 2009. Presuming 225,000 Canadians were eligible for the Disability

Tax Credit, $111 million yields only a $493 per person annual benefit so unless the

income support were heavily incortestel, it is unclear that the dollar values involved

would lead to a substantial increase in the annual incomes of most persons with

disabilities in Canada.

2" Through 2007 and 2008, Judy Sgro, Liberal MP for Y\t&st repeatedly placed

written questions on th@rder Paper to ask about the implementation of RDSPs.

Medi a release, fiFinance Minister, Jim FIl a
2008, Finance Canada, Ottawa.
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But even before the review began, the government made several changes to the RDSP
instrument between 2009 and the fall 6.2. These include:

1 Securing the agreement of governments in all provinces and territories to exempt
RDSP balances and withdrawals from means tests in social assistance programs,
either fully or up to a dollar limit.

1 Amending, in 2010, the RDSP rules toe parents to carryover unused savings
grants for up to ten yeafs’

1 Changing the rules regarding repayment of the disability savings bond and grant
(if withdrawn within ten yearsp allow more flexible withdrawals, but only for
RDSP beneficiaries witthertened life expectancies.

(Finance Canada, 20h)1

Participants in the review exercise wer e,
invited to comment arthe basic parameters of the instrument, issues in opening RDSPs

(in particular the questioof legal competence and representation for persons with
disabilities that impair decisiemaking), accommodating redivers of unused RESP

funds into eligible RDSPs, reasonable exemptions to the rules requiring the locking in or

22 Thjs is in contrast to rules regarding RRSP and RESP contribution room. RRSP
carry-forward rules allow unused deduction room (either because a deduction for eligible
contributions was not claimed or because no contributions were made in a given year) to

be carried forward in perpetuity up to age 71. RESP rules similarly allow subsd¢aber

carry forward unused contribution room in perpetuity up to thdihfie contribution

limit of $50,000 and, furthermore, unused entitlements to the Canada Learning Bond and
Canada Education Savings Gr arf'bithdayerthe arr i ed
lifetime limits. It should be noted, however, that the bond and grants for the RDSP are
substantially richer than the RESP.
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repayment of bond and gags grants and any other administrative rules that might be
improved. Aound thetime of the review the were only 59,000 RDSP accounts in
place (McFeat 2011), wel | bel ow the Advisory Panc

takeup rates for RESPs withe CLB or CESG, relative to the eligible population.

PLAN launched its own separate consultation exercise at the same time, ubitgg on
surveys and focus groups with families caring for a child with a disability. The
government does not appear to heneele public the findings from its RDSP review in

2011 but PLAN did.

P L A N2®Xlreporton its consultations found that, thencipalconcern for families

with an RDSP was the rigidity of the rules on withdrawals with families expressing a
desire for geater flexibility. Not unlike the RESP, a substantial portion of eligible
families found it challenging to open an RDSP given the complexity of the forms, limited
information and a lack of awareness among ftma staff at financial institutions. On a
more positive note, many families reported that, after opening the RDSP, they
experienced a decline in stress and anxiety about the future and became more hopeful.
This finding also suggests that motivations outside of-kenign consumption smoothing

areplaying a role in the savings decisions of these families.

Another concern raised by families was that the RDSP rules required a subscriber to be
either the parent of a child (under aged 18 and unable to enter into financial contracts)

receiving the Dsability Tax Credit, or to be the adult with a disability themselves. Some
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adults with certain forms of impairment may not be capable of entering into contracts

(such as a contract to open an RDSP) but the legal mechanism to enable a caregiver to

take ove responsibility for contracting on behalf of that adult requires a legal declaration

of i ncapacity. F a mi-nl oi tehsi nrgedp oarptperdo atchha tp rtehsie
difficulties emotionally but also practically since a declaration of incapacitgtfédy

eliminates all legal rights to decisionaking rather than being more sensitive a range of
intellectual and cognitive abilities. PLA
framework on representation for RDSPs and changes to the rules on wélstdi@

allow, penaltyfree, withdrawals for certain purposes such as essential health and medical

supports or costs to buy or adapt a home (PLAN, 2011).

The governmentds response came in the 2012
parents andnarried or commotaw spouses would now be able to open an RDSP for an

eligible adult who was unable to enter into legal contracts him or herself. The budget

also changed the tgrear rule on RDSP to replace the full repayment of the bond and

savings grars with a proportional repayment out of the total amount withdrawn (Finance
Canada, 2013. While not ideal, this was certainly an improvement and more aligned

with the treatment of early withdrawals from RESPs or RRSPs.

7.1.5 Concluding thoughts on te RDSP
The RDSP is, of all of the registered instruments included in this study, the one with the
smallest potential target population. It is not intended as a universal program. ltis a

niche program created to address the concerns of a very paricufzolitically
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mobilized subset of the population. While it shares this common origin with RRSPs, its

niche status sets it apart from most other registered savings instrdiflents.

Although the RDSP was first proposed by an outside stakeholder orgamjzaivas
championed by a Finance Minister who had a deep and personal affinity for the file. The
retrospective analysis of compulsory savings, RRSPs, RHOSPs and RESPs suggest that
the personal experiences, perspectives and priorities of political ahd-pervice

policy-makers played some role in the observed policy outséthe

Of all the registered instruments reviewed in this thesis, the RDSP seems to have been the
one developed with the greatest investment in stakeholder consultation. litiease
instrument to have been modified reasonably quickly in response to those consultations.
By contrast, the RRSP saw many decades before it was revised at all and RESPs operated
essentially outside of the income tax system for over decade befdeelénal

government took much notice. The RHOSP was introduced, tweaked the following year

20 The RHOSP was targeted at aspiring fiiste homebuyers but was available to the
approximately 40% of Canadians wiemt and do not own their home. The RESP, while
largely aimed at families with children, is technically available to anyone for a
beneficiary of any age only the savings bond and grants are limited to children.

231 For example, | argue in Chapter 4 tha list of credits to offset the new compulsory
savings would have best aligned with the existing financial obligations of workers similar
to federal public servants in the Department of Finance. Similarly, the change of Finance
Minister seems to havegled some role in the 1974 decision to amendnit@me Tax

Actto create RESPs (Chapter 6). And, as argued in the same chapter, the personal
preferences and priorities of Paul Martin as Finance Minister and later PM seem to have
had some role in shapirfpanges to RESPs starting in 1996.
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in response, it seems, to perceptions of unintended uses, and then largely forgotten for

nearly a decade.

Finally, among all of the direct and indirect saving=emmtives associated with the

registered instruments, the bond and grants tied to the RDSP are by far the most generous
in proportion to the dollars saved by families and individu&ls: an eligibleamily,

even without any personal contributions, the RX®uld be worth up to $10,000 plus
investment interest earned in the plan. Furthermore, the transfers and investomet i

earned are all takteed generating a furthgyublic cost in foregone income tax revenues.
Compared to the transfers of wealthoilgh RRSPs and RESRIsis is a substantial

amount.

Some authors have noted that differences in the benefits given to sonmedone

groups over others siga&lsea vdingt iamadt ders el &
(Katz, 1989; Mi 41)kThé&distnatiGroofiem elates tosOnE normative
judgment on whether the individual could alter his @r &wn economic circumstanées

or whether the individual is thought to be choosing to remain poor. lItis a lens that

echoes much of the Y€entuy moralists that were discussed in Chapter 2. Katz (1989)

notes that persons with disabilities who are not able to work and generate employment

income to be seléufficient as well as children in lemcome families are generally
grouped under the headingf O60deserving poor 0. It is po

explanation for the higher value of federal investment per RDSP account, compared to
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the other taxpreferred instruments, relates to this differentiation amongstioame

groups.

On the othehand, being eligible for an RDSP and the disability bond means living with
the challenges of caring for a child with a letegm severe disability. It is not difficult to

argue that these families are deserving of public support.

7.2 The TaxFree Savngs Account

The final and most recent instrument to be discussed is thEréaxSavings Account. It

is the sixth instrument to be discussed in this retrospective analysis and represents the
most true form of a taprepaid instrument. The developmentalqess, however, shares

much in common with the first policy discusedompulsory savings.

In the 2008 federal budget, the federal government announced that it wouldtamend
Income Tax Adb allow adult Canadians to save up to $5,000 pef3fdara new

registered savings account called a-Fage Savings Account (TFSAY.hose financial
institutions already legally entitled to issue RRSPs would be able to issue TFSAs and the
same rules regarding investment vehicles that apply to RRSPs would (like RESPs,
RHOSPs and RDSPs) apply to TFSAs. Investment income earned on the capital in the
account would grow takee and withdrawals would not be taxed. But, contributions

into the account would not receive any direct incentive such as a tax deduction or a

232 |ndexed to inflation and rounded to the nearest $500. The 2013 limit for new
contributions is $5,500.
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matding grant. Unused TFSA room could be carried forward indefinitely with no age
limits on contributions (unlike RRSPs) and no lifetime limit on total contributions (unlike
RESPs). Furthermore, TFSA investment income and withdrawals would be excluded
from the calculation of taxable income and would not be included in the determination of

eligibility for theincomet est ed porti on of**federal senior

I n his budget speech, t he siiliemostsimperantof Fi na

personas avi ngs vehicle since the introduction
was primarily a vehicle for retirement sav
el se in your I|ifeo (Flaherty, 2008)h Afte

Parliament, the first TFSAs were sold in in January 2009.

In 2012, the federal government committed to doubling the TFSA contribution limit to
$10,000 per person per year in or near a federal budget in 2015. The commitment was

conditional on eliminamg the federal deficit (Finance Canada, 2012).

233 Many provincial incom¢ est ed benefits, such as child
income and drug benefits, are calculated on the basis of either total or net taxable income.
To give an example of how another registered instrument factors into theseahefioft
income, total income includes withdrawals from RRSPs but net income is reduced by
allowable deductions for RRSP contributions. Most provinces and territories (outside of
Quebec) use the federal calculations of total and net income even wheusdtibgir

own calculation of taxable net income. Federal seniors benefits include the Canada
Pension Plan (a social insurance program based on lifetime contributions), Old Age
Security (a universal benefit based on residency) and the Guaranteed Incqieen8ap

(an incometested supplement for Old Age Security recipients). For Canadians with low
lifetime earnings, the OAS and GIS are estimated to make up approximately 50% of
retirement incomes (Mintz, 2009).
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7.2.1 Origins in academic debate

In contrast to the RRSP, the RESP and the RDSP, there was no outside group of self
interested stakeholders calling on government to create a registered instrument to address
their concerns regarding personal retirement savings or education savings. The origins of
the TFSA have much more in common with the compulsory savings experiment of the

Second World War.

In both cases, the design was heavily influenced by academic economists debating
theoretical positions on the proper role of taxation on savings and the likely behavioral
response by households. This debate leading up to the TFSA included severalgublishe
pieces by academics and think tanks. For example:

1 Poschmann and Kesselm@®01)called for the creation of a tax prepaid savings
account for longerm (including retirement) savings alongside the existing
RRSP?

1 Poschmann and Robson (2004) renewedll for a tax prgaid account but with
attention to the short and mediterm capital needs and barriers to saving for
low-income householdsT hi s article drew heavily on
on marginal effective tax rates faced by low amoblest income seniors with

RRSP assets.

234 According to Milligan (2009), this 2001 aste and a similar version later the same
year in theCanadian Tax Journad r e fAwi dely viewed as the pre
(p.359, footnote 8).
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1 Ragan (1994; 1995; 1996) had argued that RRSPs should be abolished on the
grounds that thencrease in new personal savings wassimall relative tacost of
foregone income taxednstead of proposingthetaxfggai d al t ernati ve,
proposal was to replace registered savings with generous annual exemptions on
investment income.

1 The E@nomic Council of Canadd 987) had published a series of studies on the
tax treatment of savings and had concluded thatam@antribution limits on
RRSPs should be increased substantially (from 18% to 30% of earned income).
Daly and Naquib (1985) of the Council had gone one step further and proposed
that an optimal tax system in Canada required both the dedualetferral ad the
tax prepaid options to allow households adequate flexibility to smooth their

lifetime consumption.

Notwithstanding the long history of study and debate among economists, the Department

of Finance moved cautiously before introducing the TFSA ir2€@8 budget. The
original policy announcement signaling the
pre-paid registered savings instrument was actually made in the 2003 federal budget

released by then Finance Minister John MaAféyTowards the very ehof the budget

document was a brief commitment thakth@ Government intends to review and consult

with respect to these issues in order to assess whether TPSPs could be a useful and

appropriate mechanism to provide additional savings opportunitiesfoaGhi ans 0 i n

®*Finance Canada, Budget 2003, Annex 9 @ATax

and Notice of Ways and Meanso.
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response to Anumerous representations from
Canadadés tax system should be more conduci

calls for a tax prgoaid savings plan (Finance Canada, 20@3nex 9)

Following the 2003 budget, the Department of Finance issued a consultation paper
soliciting the views of interested parties on how the tax system could better promote
household savings and whether and how a new taggderegistered account might
complement the existing mechanisms. Senior officials in the Tax Policy Branch,
including Keith Horner (later author of one of the key policy developmeports for
PLAN) and lan Ponmrey (later the head of secretariat charged with recommending the
structue of the RDSP), met with outside stakehold&tsThe paper provided a basic
review of the contemporary treatment of various forms of saving uhebBrcome Tax

Act, provided some factual information regarding the use of RRSPs and employer
pensions in Cartla and requested input on he design of a tayaie savings account.
The delay for another four budgets is likely due in part to anotheptenin

government in 2006 and also to a lack of consensus inside or out of the department on the
value of addig another registered and graid savings account to the regime oftax

preferred instruments’

23 The author participated in one such meeting and authored a submission to the
Department as part of this consultation exercise.

23" Horner, for example, has generally been of the view that the deddetferral model

is preferable, as in his RDSP modelipaper for PLAN. Similarly, in 2011, Horner
authored a study for the Institute for Research on Public Policy that suggested among
possible retirement savings policy options, the best design is really a mandatory public
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Another common feature between TFSAs and-tivae compulsory savings policy is that
Canada seems to have waited until there was adequate proof of poshimilight
comparable policies in other countries. In fact, a 2007 study conducted by the OECD
found that 10 countries already had one or more forms of taggideaccounts in place,
and this estimate is without counting tax-paid retirement savings (OEGR007)?*®

These are briefly discussed below.

7.2.2 International precedents

In the United States, Roth Individual Retirement Arrangem&udth(RAs) had been
introduced in 1997 as part of a package of federal tax reforms. While traditional IRAs
operateon a deductiomeferral model, Roth IRAs are based on the taxgard model.
Unlike the TFSA, the Roth IRA only permits tévee withdrawals of principal.
Withdrawals of interest earnings are permitted only in cases of retirement or disability
(IRS, 2A2). In prescribed, but increasingly looser conditions, the U.S. government

allows account owners to convert a traditional IRA to a Roth IRA.

defined benefit program, not anettemployer or individuasponsored defined
contribution instrument, which the TFSA represents.

238 The OECD study included Canada in its list of countries witkptapaid savings
instruments on the grounds that RESPs were largely consistent with thie nmofdet,
RESP withdrawals are taxable for beneficiaries but are not expected to generate tax
liability because of limited sources of other income and educegiated tax credits
available to students in higher education. It is important to not¢hikatnalysis
presumes fultime status as a student.



Burman, Gale and Weiner (2001) looked at IRA contributors between 1982 and 1995 and
concluded that many tradinal IRA holders would have been better off, in terms of their
aftertax increase in financial assets, using a Roth IRA. However, consumer surveys
find that traditional IRAs remain more commottigld than Roth IRAs, except among
low-income householdsd that Roth IRA balances tend to be smaller by nearly 50%
compared to traditional IRAs (Holden, Ireland, Chambers & Bogdman, 2005). Adelman
and Cross (2010) suggest that the best IRA optawiesdepending on individual
circumstance, arguing in favor ehsuring both are available to consumers to make

decisions that are optimal for their own needs.

The US also offers an added incentive to |
saver6s credito that del i verK500&forr ef undabl e
individuals (USD$2,000 for couples) on the first USD$2,000 of annual personal

contributions to an IRA account (IRS, 2013). In 2010, the IRS paid out a little more than

$1 billion through the savers credit to 6.1 million U.S -fiéexs.

In theUnited Kingdom, governments have experimented with various forms of tax pre

paid savings since the mid 19806s (OECD, 2
created Personal Equity Plans (PEP) that sheltered investment earnings and withdrawals
from the pan from taxation up to an annual limit of upE®000 per year. However, all

money in a PEP had to be invesie@llowable stocks and shadesitially limited to

stocks and shares in British companies and later expandedumerituropean

companies awell.
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I n 1990, Thatcher s s uc c eBxemptrSpecidl 8avings Maj or ,

Account (TESSA) as a lowersk complement to the PEP to allow savers to retain some
of their capital in cash, term deposits and other vehicles outside of stackbans.
However TESSA deposits, unlike PEPs, had to be |lookéal five years to maintain
tax-free status, although withdrawals of investment interest were permitted without
penalty. TESSAs were also subject to a maximum of five yed®,@00 limiton tax

exempt status.

When the Labour government came to power in 1997 in the U.K., it brought with it a
deep interest in promoting access to savings andsadssédw and modest income

Britons. In 1999, PEPs and TESSAs were replaced by Individuah§aAccounts

(ISAs) that permitted the same thre growth of savings and investment income, within
certain limits, but allowed more flexibility in withdrawals without penalty, creating a

more pure tax prpaid model. The availability of withdrawals svaxpected to be more
attractive to lowefncome savers who might feel more secure knowing their savings were
both protected from tax but also accessible if needed. However, the annual limits and
caps on various forms of investment were complicated amidisiog to many

consumers. Furthermore, financial service providers complained that the design was
heavily skewed in favour of banks and building societies rather than treating all providers

equally (Warland, 1999).
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In 2008, the UK government aimeddimplify the policy and collapsed the distinction
betweensae al | ed SfAsaox i( accounts that all owed gre
all ocati onsS)Asand aftmiomint s that capped the s
in cash). In 2011, a new foraf ISA was introduced to allow accounts for British youth.
Currently over 24 million Britons, nearly 40% of the population, hold an ISARGM

2013). As of 2011, very lomncome earners, those with less ti&r000 in annual

income, make up 12% of all ASowners btihigher income earners drieely to have

much larger ISA balances and to contribute more per year to their account.

7.2.3 Comparing -grhep @iFSA saasvian g aixnstr ument
The idea underlying the TFSA is actually much older tharCereadian academic debate

and international precedent. Recall that that in 1945, the report of the lves Commission

on the tax treatment of annuities and pensions had considered a paidoneodel

alongside a deduction and deferral model (Chapter 3).

The tax prepaid model posits that an appropriate level of tax has already been paid on
income and that savings are made out of d@#eiincome resources. No deduction
against income tax is allowed for contributions to a taxpaid account and no tax is
levied on the withdrawals since it is, in theory, simply starpdftertax income saved
from one period to be used in another. In many respects, the tpaigrmodel is much
like an informal way of savird similar to how a child might save in a pigggnk. One
critical difference, is that, while a money in a pigggnk earns no interest, money in a

registered TFSA can grow through investment returns. These investment returns are also
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excluded from total and taxable income, and conversely investossasl cannoteb
deducted as a capital los&nother critical difference is that assets in a TFSA are visible
to a financial institution and will be considered in any assessment of credit worthiness or

evaluations of total wealth for targeted products serdices.

For the TFSA, unlike the RESP and RDSP, there is no indested bond or matching
savings grant. The incentive to save comes instead through two parts. Tkeafirst i
removal of a disincentivie the taxation of withdrawals. In RRSPs, the dzidun-

deferral model presumes that the value of the deduction now will be recouped through
deferred taxation later on. Recall as well that, in the design of the RRSP, the Department
of Finance held firm to the view that, over the ldagn, the deducticdeferral model

was revenue neutral and essentially equivalent to a tapgidemodel. In fact, the

federal budget documents for 2008 presented a table illustrating thelencé/between

a TFSA and RRS® as well as the relative advantage of each comparsavings in

unregistered instruments. A copy of this table is reproduced below as Figure 7.1.

Figure 7.1: Federal budget 2008 table on equivalence RRSPs and TFSAs
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