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A. Introduction

Confronting - like other indudtridized countries- strong demographic and economic
pressures that are taxing its capacity to sustain its pension commitments, Canada has
implemented fundamental Structura changes to its retirement income system. While this paper
dedls exclusvey with reforms to the Canadian system’ s two public tiers, less sweeping but il
important changes aso have been made to the third tier of tax-encouraged private penson
provisons- employer-sponsored pension plans and individua retirement savings accounts
(known in Canada as Registered Retirement Savings Plans).*

Thefirg part of the paper deds with changesto the derly benefit programs that make
up the foundation of Canada s pension system. Significant sructurd reforms were successfully
implemented in the 1980s and 1990s, but amore radical effort at completing that reform
process, in the mid-1990s, proved a palitica failure. Y et the federd and provincid
governments together managed to negotiate equaly significant reforms to the contributory
earnings-based Canada Pension Plan (Quebec did the sameto its paralel Quebec Pension
Plan) that condtitutes the second tier of Canada s retirement income system.  The conclusion
offers some reasons for the different outcomes of reform.

B. Reform of elderly benefits: from universality to incometesting®

Canada has afarly complex collection of income payments for the elderly that
condtitute the foundation of its three-layer penson system. Some elderly benefits are ddivered
through traditiond direct spending programs, while others operate through the income tax
system. Both the federa and provincid/territoria levels of government are involved, though the
federd government dominates by far. The various programs reflect different histories and
purposes and, as aresult, exhibit varying and sometimes conflicting designs. While the core
purpose of the country’ s elderly benefitsisto serve the retirement income system’ s anti- poverty
objective, they aso contribute to the earnings-replacement objective - with resulting tenson
given the sugtainahility problems facing a country like Canada with its rgpidly aging population,
unpredictable and generaly dower economic growth than when public pension plans were put
into place in the 1950s and 1960s, and serious deficit and debt pressures that only recently have
been brought under control.

Canadd s elderly benefits system is comprised of three federd direct spending
programs - Old Age Security, the Guaranteed Income Supplement and the Spouse's
Allowance (recently renamed the Allowance) - and two tax-delivered benefits, the age credit
(which was atax exemption before 1988) and the pension income credit (atax deduction
before 1988). Ottawa and the provinces/territories share the cost of the two tax benefits, which
reduce both federd and provincid/territoria income taxes, so in that sensethey are effectively
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joint federd/provincid/territorid programs. Eight of the ten provinces and the three territories
provide income supplements for their low-income seniors, most based on the federa
Guaranteed Income Supplement for the poor; only Quebec and Prince Edward I1dand do not
have such supplements.

Canada’s elderly benefits system in 1985: uniwersal and unprogressive

We begin with the elderly benefits system asit wasin 1985 - the year prior to a series
of sgnificant changes- for single Canadians 65 or older. Old Age Security was auniversa
program serving dl seniorsa al income levels, but because its benefits are subject to federa
and provincid/territorid income taxes, it demongtrated a gradualy progressive distribution of
benefits: the higher the senior’ sincome, the smdler the after-tax benefit, and vice-versa. The
Guaranteed Income Supplement was (and remains today) a non-taxable program geared to
low-income seniors; its high benefit reduction rate of 50 percent (of non-Old Age Security
income) ensuresthat it istargeted to the poor and steeply progressivein its distribution of
benefits. Not shown hereis the Allowance, which serves some but not al low-income persons
aged 60t0 64 - it excludes those who never married or are divorced or separated- and is
sharply targeted-to-the-poor, like the Guaranteed Income Supplement. The age tax exemption
(for taxfilers 65 or older) excluded the poorest seniors below the taxpaying threshold and was
regressve in impact, providing federd and provincid/territoria income tax savings that increased
with risng margind tax rates, Canada sincome tax system in those days had ten brackets, with
marginal tax rates ranging from 6 percent to 34 percent. The pengon income deduction alowed
taxfilers to deduct from taxable income up to $1,000 in private pension income from employer-
sponsored pension plans and Registered Retirement Savings Plans (RRSPs) and was, for the
same reason as the age exemption, regressive in impact.

These programs had varying, though in some cases Smilar, rationdes. Old Age
Security provided a universal foundation for Canada s retirement income system; it was a
‘demogrant’ paid to al seniors, no matter what their level or sources of income, their assets and
other economic circumstances, or their experiencein or out of the paid labour force. Old Age
Security played (and dill plays) an important role in both of the retirement income system'’s
basic objectives. With the Guaranteed Income Supplement and the Spouse's Allowance, Old
Age Security served the anti- poverty objective. But Old Age Security also contributed to the
earnings-replacement objective for seniors at dl income levels, though in inverse proportion to
income.

The universd nature of Old Age Security was judtified asaway for society - through
payment of a cash benefit from the Sate- to recognize the contribution that al elderly women
and men, regardless of income, make to Canada. Universdists argue that universal programs
like Old Age Security and Family Allowances are required to provide a solid foundation for the
socia security system, upon which income-targeted programs can be erected; without some
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socid programs that benefit al income groups, so the argument goes, the middle dlass and well -
off Canadians will have no stake in the welfare state and so will be lesswilling to pay taxesto
support programs for the poor. Universal programs are claimed to be safer from cost cutting
because they supposedly enjoy broad public support. The three pillars of the universalist
welfare date in Canada - Old Age Security, Family Allowances and medicare (meaning
universal public hedth insurance) - were seen to foster a sense of socid solidarity that isa
digtinctive dement of the Canadian nationa identity (distinguishing it from the US) and to help
offset the divisive effects of the country’s regond, ethnic, linguistic and socioeconomic
cleavages.

Launched in 1952, Old Age Security furnished a modest benefit that only weakly
addressed the anti-poverty objective. The Guaranteed Income Supplement and the Spouse’s
Allowance were added in 1966 and 1975, respectively, to bolster Old Age Security’ s capacity
to ensure a basic income for poor seniors. The new programs improved the elderly benefits
system’ s anti-poverty power, which subsequently was strengthened by severd incressesto the
Guaranteed Income Supplement, over and above the norma annua indexation adjustment.
However, the income guarantee from the programsfdl - and dill fdls- short of the most
commonly used poverty linesin Canada. In 2001, Old Age Security and the Guaranteed
Income Supplement together paid $11,451 to single seniors, which comes to 60.8 percent of
the $18,829 low-income line for one person living in a metropolitan centre of 500,000 or larger;
the maximum amount for elderly coupleswas $18,565 or 78.9 percent of the $23,535 low-
income line.

The raionde for the age exemption was that seniors typicdly mugt live on lessincome
when they retire - often much less- and so merit some tax relief to improve their disposable
income. The ‘societd recognition” argument used for Old Age Security aso was advanced for
the age exemption - i.e, that the elderly deserve specid treetment in recognition of their long
contribution to society and the economy. The pension income deduction, which gave an income
tax break to taxfilers with private pension income, was intended to provide an incentive for
Canadians to save for ther retirement and aso to help maintain the purchasing power of (mainly
unindexed or partidly indexed) privete pensons.

The argument in favour of providing such tax assstancein the form of adeduction from
taxable income hinged on the concept of horizonta equity. The age exemption ensured that
elderly taxpayers paid proportionately less income taxes than non-elderly taxpayers at the same
income leve throughout the income range. The nonrefundable age credit, which replaced the
age exemption in 1988, as part of a mgor reform of Canada s income tax system, is aweaker
method of achieving the objective of horizonta equity becauseit is (for dl but poor seniors) a
flat-rate benefit whose vaue in terms of income tax savings thus declines proportionately with
increasing income. As aresult, higher-income elderly taxpayers tax advantage over nontaged
taxpayers with the same income declines with risng income. The same argument holds for the
pens on income deduction, which aso was converted to a nonrefundable credit in 1988.
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One of the strengths of Canada s elderly benefits system is that its three mgjor direct
programs - Old Age Security, the Guaranteed Income Supplement and the Allowance - are
fully indexed quarterly to the cost of living as determined by the Consumer Price Index.
However, the age exemption/credit (along with the rest of the income tax system) was partialy
de-indexed from 1986 through 1999, though full indexation was restored in 2000. The pension
income deduction/credit is not indexed.

In combination, these programs creeted a universal system that was progressive only for
the poor and basically flat for dl other seniors. Figure 1 shows the digtribution of tota elderly
benefits for a single senior in 1985; figures have been converted to constant 2000 dollarsto
alow comparison to the current system, discussed later. Old Age Security and the Guaranteed
Income Supplement combined to provide a maximum benefit of $11,116 for the poorest
seniors, eigibility for the Guaranteed Income Supplement ended at total income of around
$18,000. But above thisrdatively low income leve, total ederly benefits remained virtudly flat
at around $6,000. The regressive age exemption and pension income deduction offset the
progressive taxable Old Age Security, so that in effect gross and net Old Age Security ended
up the same. Asaresult, asenior with an income of $18,000 received $5,866 in ederly
benefits- $115 lessthan the (admittedly rare) individua with an income of $120,000, or seven
timesasmuch. The‘old” dderly benefits system was universa not only in reach, but in impact
aswdl for al but the poor.

Figure 1
Total federal elderly benefits, single seniors,
old (1985) and current (2000) systems
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The Conservative government ends universality and advances progressivity: 1986-1991
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Thefirg attempt to change Canada s dderly benefits system was a paliticad flop. The
new Conservative federd government’ sinaugura Budget, in 1985, sought to partiadly deindex
the Old Age Security program; rates would have been adjusted only for the amount of inflation
over three percent. Seniors' interest groups, reminding Canadians of the bad old days before
Old Age Security was fully indexed in 1973, stared down the government by winning
widespread support from other groups and public sympathy for their cause. Then Prime
Minister Brian Mulroney was embarrassed for the firgt time in his mandate on nationd televison
when cadtigated by a near-senior named Solange Denis, whose smdl stature added a David-
and-Goliath flavour to the episode, and the media, opposition and critics had afield day.

The partid deindexation proposal was a ham-fisted attempt at cost control of Old Age
Security, an increasingly expensve program because of the relentlessincrease in the number of
seniors. If the Conservatives had used the gambit of their Liberals predecessors, who as part of
their ant-inflation program partidly de-indexed Old Age Security but made up the difference for
low-income seniors by super-indexing the Guaranteed Income Supplement, they might have got
away with partidly deindexing Old Age Security by protecting the poor - and till would have
managed to regp sgnificant savings.

The Old Age Security debacle was the Conservative government’s sole reversal on
pension policy and, for that matter, socia policy. The same Budget that failed to partidly
deindex Old Age Security succeeded in partidly deindexing the persond income tax system’s
brackets, persona exemptions (including the age exemption) and deductions, aswell as federd
child benefit programs. Partidly deindexing the income tax system was an astute revenue-
generaing move that steadily and surreptitioudy eroded the vaue of exemptions and deductions
- thereby imposing a hidden annud federd and provincid/territorid income tax hike on all
taxpayers- and moved some taxpayersinto higher tax brackets (it worked best when there
were alot of tax brackets, as there were before tax reform in 1988). The Finance Minigter’'s
inflation-over-three percent formula meant that the vaue of tax exemptions and deductions
automaticaly lost three percent of their value each year if inflation ran three percent or more or
the amount of inflation if the latter were less than three percent. The pension income deduction,
which alowed taxfilers to deduct up to $1,000 in private pension income, had been frozen since
1983 (and remains so today), thus steadily eroding over the years.

The partia deindexation of tax brackets, exemptions and deductions had three
sgnificant effects. Firg, it imposed a hidden and regressive annud tax increase on taxpayers,
including the aged. Second, the measure gradudly lowered the income tax threshold each yeer,
adding increasing numbers of low-income Canadians to the income tax rolls each year. Some
modest-income seniors had to pay income tax for the firgt time; the federd taxpaying threshold
for sngle pensionersfell from $9,887 in non- Old Age Security incomein 1980 (in congtant
1995 ddllars) to $6,541 in 1995. Findly, partia deindexation meant that the after- tax vaue of
taxable socid benefits- including Old Age Security, the Canada Pension Plan and the Quebec
Penson Plan - declined steadily over time asincome taxes took an ever-increasing bite. In
effect from 1986 though 1999, the
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policy of partid deindexation regped substantial cumulative income tax increases
[Battle 1998; Poschmann 1998]; full indexation was restored to the income tax system and child
benefits only in 2000, when the federd government declared victory over the deficit.

| coined the term ‘socid policy by stedth’ to characterize the Conservatives style and
technique of policy reform [Battle 1990]. Largdy through the use of technica changes such as
partid deindexation, they imposed hidden increases in federadl and provincia/territoria income
taxes on dl taxpayers and an effective annua hike in the Goods and Services Tax (Canada' s
verson of the value-added tax) for the poor (by weakening the income-tested refundable
Goods and Services Tax credit), while at the same time eroding the vaue of child benefits and
federd socid transfer payments to the provinces

The next change to elderly benefits came in 1988, with an income tax reform thet
broadened the base of taxable income by converting persona exemptions and most deductions
to non-refundable tax credits, and lowered tax rates (though not in al cases) and reduced their
number from ten to three. The age exemption was $2,640 in 1987, though its value in terms of
federd and provincid/territoriad income tax savings varied according to the taxfiler's margina tax
rate (there were ten before the 1988 reform). The age exemption was converted to a non-
refundable credit of $550, caculated as 17 percent (the lowest marginal tax ratein the new
systen?) of what became known on the income tax return as the ‘age amount’ of $3,236. The
increase in the age amount was intended to help compensate for the abolition of the interest
income deduction, which had helped many seniors (including those with rdaively modest
incomes) with income from savings and invesments. Non-refundable credits with aceiling (asis
the case for both the age credit and pension income credit) provide equd federd and
provincid/territoria income tax savingsto dl taxpayers who qudify for the maximum amount.
The change from exemption to non-refundable credit affected seniors differently, depending on
their level and sources of income; another factor to be taken into account is the fact that tax
rates changed as well (e.g., the top margina tax rate was reduced from 34 to 29 percent).

Although the age credit does not vary in vaue as much as the age exemption it replaced,
and is not regressive overdl, it is worth less than the maximum for low-income seniors with little
tax liability. For ederly taxfilers with incomes low enough thet they do not require the full
amount of the age credit to reduce their taxes to zero, the age credit is worth the amount of their
basic federa tax. The age credit is worth its maximum amount for ederly taxfilers who Hill owe
taxes after factoring in the age credit. Married spouses whose incomes are not high enough to
require the full age credit can transfer the unused portion to their spouse, up to the maximum
amount.

Thefedera Consarvative government aso converted the $1,000 pension income
deduction to a non-refundable credit worth up to $170 (17 percent of $1,000) in federa
income tax savings and, on average, $94 in provincid income tax savings, for acombined
federa/provincid income tax savings of $264, though of course taxfilers with less than $1,000 in
private penson income received asmadler tax break. Under the old pension income deduction,
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the maximum federad/provincid/territoria tax savings varied from $93 to aclamant in the lowest
tax bracket in 1987 (with taxable income under $1,295) to $527 for ataxfiler in the highest tax
bracket (with taxable income over $62,160). Like the age credit, any unused portion of the
pension income credit can be transferred from the lower-income spouse to the higher-income
Spouse.

Although the federa government restored full indexation to the income tax system in
2000, mogt credits (including the age credit) were not compensated for past losses. There-
indexed age credit in 2000 was worth $600 in federa tax savings and about $300 in provincia
income tax savings, for atota maximum tax savings of $900. But if it had never been partidly
de-indexed, it would have been worth $736 in federa income tax savings and some $368 in
average provincia income tax savings, for atotd $1,104. Most seniors paid $204 morein
income taxes in 2000 than if the age credit had not been partidly de-indexed. The pension
income credit is not indexed at dl, not even partidly, so its vaue has declined even more than
the age credit over time. If the pension income credit had been fully indexed, in 2000 it would
have been worth amaximum $341 in federa/average provincid income tax savings rather than
its ectual $255.

Universdity died not with abang but a*clawback’ in 1989. The Finance Minister
announced that Old Age Security recipients with net incomes over $50,000 (the *threshold’)
would have to repay 15 cents of their Old Age Security for every dollar of income above the
threshold, over and above their normd federal and provincia income taxes, to complicate
matters further, the amount of the clawback istreated as adeduction. (Actualy, it took until
1991 for the full clawback to comeinto effect and universdlity to disappear, because the change
was phased in one-third a atime over three years.) Once net income exceeded a certain point
- $72,521 when the clawback was introduced - seniors would have to pay back a income tax
time dl of the Old Age Security they had received the year before, which struck me at the time
asapeculiar way to run asocid program. During this bizarre Alice- in-Wonderland episodein
Canadian socid policy, the federa government continued to send out monthly Old Age Security
cheques to al Canadians 65 or older but required upper-income seniorsto pay back part or al
of their benefits the next oring on their income tax return.  Ottawa claimed that the program
was il “universd,” but in effect it imposed an ex post facto income test through aweird
adminigtrative mechaniam that | argued a the time meant that well-off seniors effectively got an
interest-free loan (i.e., the temporary use of their monthly Old Age Security payments) for one
year.

The beauty of the clawback from the federa government’s point of view isthat itisa
prime example of socid policy by sedth - atechnica measure so arcane and complex that few
Canadians outside of ahandful of socid policy wonks and seniors' groups understood what
was going on. Another edthy feature is that the clawback was partidly de-indexed, which
meansthat it fell steadily each year in vaue, reaching more and more seniors and recouping an
ever-increasing amount of money for the federd treasury as the gap between gross and net Old
Age Security expenditureswidened. Inareport | wrote while Director of the National Council
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of Wdfare, | caculated that a 35 year-dd Canadian earning $40,000 when the clawback was
announced in 1989 (the average male worker earned $39,000 that year) would end up &t age
65 with only one-quarter of hisher Old Age Security benefits (an estimated $1,001) after taxes
and clawback, as opposed to 60 percent ($2,358) under the old system when benefits were
subject to norma taxation but no clawback [Nationa Council of Welfare 1989: 16-19].

The Old Age Security clawback was set high enough thet it affected rdlatively few
seniorsinitsearly years. The 1989 Budget estimated that it would touch only four percent of
Old Age Security recipients et first. The measure saved the federa government only $400
million in 199596, which wastiny compared to the totd cost of Old Age Security ($16 billion
a thetime). But asthe partiadly de-indexed income threshold for the clawback declined steedily
in rea terms each year, more and more seniors (at declining income levels) were subject to the
clawback and, while they till ended up with partiad benefits even after the clawback, the latter
effectively took abigger bite out of their payments. In addition, the income level above which
benefits were fully taxed back fell in smal but steady steps and so dso eroded benefits. The
percentage of seniors hit by the clawback had increased to five percent by 2000; that figure
would have continued to increase over the years - had the Liberd government not restored full
indexation in 2000.

The clawback on Old Age Security and Family Allowances was a milestonein the
history of Canadian socid policy, even if the former affected relatively few seniors at first (more
families with children were hit by the clawback on Family Allowances). The dawback marked
the end of the universa foundation of the child and elderly benefits systems, one of the ‘ sacred
principles of the universdist wefare gate. 1n 1993, the Mulroney government went al the way
with Family Allowances and replaced that universa program, aong with the refundable and
non-refundable child tax credits, with asingle family income-tested Child Tax Benefit [Battle
and Mendel son 2001].

The Conservative government paved the way for further changes to elderly and child
benefits under the Liberals who regained power in 1994. The Conservatives established the
direction, substance and mechanisms of change and bequesthed to their Liberal successorsthe
politica momentum for further reform. The palitical climate for pension reform - and public
policy generdly - changed significantly under the Conservatives. Canada - like many other
countries - struggled with the collision between pay-as-you go public penson programs and
demographic and economic pressures, and with the growing strains on the welfare sate in
generd. In Canada, the politics of stedth and the federad government’ s successful campaign to
convince the public of the need to quell the deficit and dow the mounting debt enabled it to
make paradigm- shifting changes to the wdlfare state with relative politica ease. Seniors,
women's and socia groupsrailed just as vigoroudy againg the clawback on Old Age Security
as they had about the attempt to partidly de-index Old Age, but to no avall. Thistime, the
government stood firm. By the end of the Conservatives second and find term, Family
Allowances were extinct and universal Old Age Security was gonein dl but name.
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More incometesting under the Liberals: 1994-1996

The Liberd government inherited from the Consarvatives and left intact the well-oiled
and powerful machinery of stedlth - partia deindexation of the persond income tax system, of
the refundable GST credit, of federd socid transfers to the provinces and of child benefits -
which invisbly grew revenues and shrunk socid benefits. The Liberds made additiona
incrementa changes to ederly benefits that followed the Conservative direction, though these
proved far less controversd - until the attempt at more radica reform through the Seniors
Benefit, recounted below.

The Liberds inaugurd (1994) Budget income-tested the age credit. Only taxfilerswith
net incomes under the then threshold of $25,921 can claim the maximum age credit. The credit
is reduced at the rate of 15 percent of income above the threshold (the same reduction rate as
the clawback), which means that it disappeared once a senior’s net income exceeded $49,134.
Since lower-income seniors cannot qudify for the full age credit, the latter indicates an up-flat-
down digtributiond pattern. Income-testing the age credit saved the federal government an
estimated $300 million ayear when fully phased in by 1996-97 [ Department of Finance
Canada, 1994: 43].

The 1995 Budget made two changes to elderly benefits. To correct an inequity and
plug arevenue leak, seniors who live outside of Canada have to report their worldwide income
(i.e, their income from al sources, insde and outside Canada) in order to receive Old Age
Security benefits, up to this point, they had not been required to report either their Canadian or
non-Canadian income and so were not subject to the clawback. However, thereisahole in the
dike: Elderly Canadiansliving in the United States avoid the clawback because the income-
testing mechanism is adminigtered not through the Old Age Security program but through the
income tax system, which imposes alimit on the amount of Canadian income tax that can be
collected from Canadians living in the US.

Effective July 1996, Old Age Security was income-tested before rather than after the
fact, based on seniors incomes for the previous year as reported on their tax form. This change
completed the conversion of Old Age Security from a universd to income-tested program, since
upper-income seniors no longer were eigible for benefits.  However, Ottawa seems to want to
continue pretending that the program is universal, since high-income seniors are informed at
income tax time that the government has taxed back al of their old age pension (even though
they never see the money).

Distribution of elderly benefits 1985 versus 2000

Under the current system, after the various changes made by the Conservative and
Liberd governments, Old Age Security is progressive and phases out ardétively high
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($88,000) income. The Guaranteed Income Supplement is the same steeply-targeted program
asit wasin 1985. The age credit is moderately income-tested, phasing out at around $50,000,
while the pension income credit is the only benefit available to upper-income seniors (providing
they have private pension income, which is a safe bet).

Figure 1 compares elderly benefits under the old (1985) and current (as of 2000)
sysems. Only poor seniors are in the same position now as they were under the old system,
snce they receive the same total benefit from Old Age Security and Guaranteed Income
Supplement; the various changes to Old Age Security do not affect the poor and the
Guaranteed |ncome Supplement remains unchanged both in design and vaue of benefits.
However, the mgority of seniors - those with modest, average or high incomes - have
experienced a sgnificant decline in their ederly benefits, though the cuts are digtributed in a
progressive fashion. Figure 2 showsthe dollar change in benefits between 1985 and 2000,
which is progressive up to $90,000 (very few single seniors have income so high). Theloss
measured as a percentage of income is more irrationd, with ups and downs that bear no
consistent relationship to income (e.g., losses amounted to 5.4 percent of income for seniors at
$17,000 and $64,000).

Figure 2
Change in federal elderly benefits,
single seniors, current (2000) versus old (1985) systems
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Today' s elderly benefits system distributes its benefits in amuch more progressive
fashion than it used to, but progressivity has come a a price for most seniors - lower benefits
for dl but the poor. There have been no increases in benefits since the 1984 increase in the
Guaranteed Income Supplement for single pensoners. The reformsin the 1980s and early
1990s crested a progressive but also leaner ederly benefits system with a built-in Achilles hed
in the form of partia deindexation of the clawback on Old Age Security and the age credit and
non-indexation of the pension income credit.
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While sgnificant progress was made in achieving the objective of vertical equity, in the
sense of a geared-to-income distribution, Canada s elderly benefits suffered from a different
form of inequity — horizonta inequity. The exiding ‘system’ (if thet is not too generous aterm)
employs an irrationd array of income tests.

Old Age Security and the age credit are income-tested on an individual bass The
pension income credit o isincome-tested on an individud bas's; it is not available to people
with private pension income who are below the taxpaying threshold, though rdatively few would
fal in this category. But the Guaranteed Income Supplement and Spouse' s Allowance are
income-tested on the combined income of both spouses- i.e., family as opposed to individua
income.

The result of these mixed income tests is that elderly couples with the same income can
receive different amounts of ederly benefits, depending on each spouse’ s share of family
income. Throughout most of the income range, what can be termed ‘ two-income couples
recelve more benefits than do * one-income couples’

One-income couples have the advantage over two-income couples a the low and high
ends of theincome spectrum. In the extreme case, an dderly spouse with little or no income
other than Old Age Security, but living with awedthy spouse, could receive the maximum Old
Age Security (paying no income tax and not subject to the income test). By contrast, elderly
single people or couples with even quite modest incomes end up with less after-tax Old Age
Security because they are in taxpaying range and must pay tax on their benefits.

Il-fated attempt at more radical reform: the Seniors Benefit

The 1995 Budget stated that the Ministers of Finance and of Human Resources
Development would release a paper “ on the changes required in the public pension system to
ensure its affordability” [Department of Finance Canada 1995: 57-58]. The Budget st forth
five“basic principles’ for the reform of Old Age Security and Guaranteed Income Supplement:
undiminished protection for dl seniors “who are less wel-off”, continued full indexation of
benefits, family income-testing of Old Age Security, grester progressivity of benefits, and
control of costs.

The 1996 federd Budget followed up with a proposed Seniors Benefit that would
replace Old Age Security, the Guaranteed Income Supplement, and the age and pension
incometax credits. The new integrated elderly benefit was, true to the government’ sword,
designed according to the five principles for reform, though as we will see the reform'’s critics
objected strenuoudy to some of the principles and their embodiment in the Seniors Benefit
proposal.
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Incidentaly, the reeder should know that | originaly proposed an integrated elderly
benefit and did some work behind the scenes with the Departments of Finance and Human
Resources Development Canada on the Seniors Benefit. Nonetheless, | havetried to givea
bal anced account in this paper of the controversy that swirled around the reform. While my
design differed in that it would have paid alarger maximum benefit and imposed a lower
reduction rate, the essence of my proposa - amore targeted, family income-tested integrated
elderly bendfit - figured fully in the federa government’s Seniors Benefit proposal.

The design

The federad government’s proposed Seniors Benefit employed the same two-step,
family* income-tested design as my proposal, combining a Guaranteed | ncome Supplement-
style component (with the same stegp 50 percent reduction rate as the current Guaranteed
Income Supplement) and an Old Age Security-like component (with a $25,921 threshold and a
20 percent reduction rate). We differed only on the amount of the maximum benefit and the
reduction rate for the Old Age Security component. The Seniors Benefit would pay $120 more
than the current maximum Old Age Security/Guaranteed Income Supplement for both Sngles
and couples, providing an income guarantee of $11,420 for single seniors and $18,440 for
elderly couplesin 2001. (Note that the Spouse’ s Allowance would continue as a sand-aone
program, abeit modestly increased by the same $120 ayear.) My option would add $300 to
the maximum benefit for single seniors ($11,600) and $500 for elderly couples ($18,820),
expressed in the same 2001 terms as the Seniors Benefit. Where the two designs differed most
was in the reduction rate for the Old Age Security component - mine was 12.5 percent as
opposed to the Seniors Benefit's 20 percent. Asaresult, the Seniors Benefit would have
disgppeared & alower income leve than my proposd - for single seniors, at $51,721 (versus
$67,201 for my option) and $77,521 (versus $108,481 for mine) in 2001. However, thelarge
mgority of elderly Canadians, who have low or modest incomes, would have received much the
same from the Seniors Benefit as from my option.

The Seniors Benefit proposa promised a fully-indexed benefit and income threshold.
Thiswas awelcome improvement over the elderly benefits sysem of the day, with its partidly
de-indexed Old Age Security clawback threshold and age credit, and unindexed pension
income crediit.

The Seniors Benefit proposa included * grandfathering’ rules intended to ensure that no
senior or near-senior would lose benefits as aresult of the switchto the new system - which
would not have taken effect until 2001. All Canadians age 60 by December 31, 1995 would
have been able to choose either the Seniors Benefit or the old system - whichever provides the
better benefit - for the rest of therr lives.
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The Seniors Benefit, like my proposa, would have paid the mgority of seniors either
more than or the same as they get under the current system:  Three in four elderly households
would have received more or the same. Elderly households with incomes under $40,000 -
about the average income for couples and more than double the average income for sngle
seniors at thetime - would have been better off or no worse off under the new program. Some
couplesin the $40,000- $50,000 income range would have received somewhat more and some
less, depending on the income mix of the spouses. Couples with income over $45,000 (above
the $40,000 average income) would have got less, and those above $78,000 (amost double
the average income) no longer would have received ederly benefits. Ninein ten sngle aged
women would have come out ahead under the Seniors Benefit.

Figure 3 illugtrates the digtribution of benefits for Sngle seniors under the exigting system
and the proposed Seniors Benefit. Clearly, the new system would be more progressive, though
mainly by its greater targeting at the upper haf of the income spectrum than through increases at
the lower end, which were very modest.

Figure 4 shows thet, for single people, the proposed Seniors Benefit would deliver gains
ranging from $120 for the poorest seniors to $632 for those with other income of $25,000 (by
‘other income,” we mean income from sources other than elderly benefits - eg., from the
Canada and Quebec Pension Plans, RRSPs, employer-sponsored pensions plans, employment
earnings, earnings on investments).” The larger dollar increases for modest- and middle-income
seniors compared to low-income seniorsindicates not aflaw in the Seniors Benefit design, but
rather theirrationdity of the current sysem of elderly benefits, which is not smoothly
progressive.

Figure 3
Elderly benefits for single seniors,
current system and proposed Seniors Benefit, 2001
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Figure 4
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Gains and losses from proposed
Seniors Benefit, single seniors, 2001
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A more informative way of looking a the changes, though, comes by expressing the
gains and losses rdlaive to recipients income. Figure 5 shows that gains for single seniors
range from 0.9 percent at $20,000 in other income to 3.0 percent at $10,000 in other income,
while losses go from 0.3 percent at other income of $80,000 and $90,000 (low since the few
seniorsin this stratogphere of income receive only the pension income credit at present, so there
isrelatively little to lose under the Seniors Benefit) to 5.6 percent at $50,000.

The picture is somewhat different for senior couples because the current system pays
different amounts of ederly benefits to one-income and two-income couples with the same
income, whereas the proposed Seniors Benefit would ddliver exactly the same amount to all
couples a the same income level.

For one-income elderly couples (i.e., those in which one spouse has dl the income
except for the other spouse's Old Age Security), gains range from $120 at the lower end to
$869 at $25,000 in other income, while losses are from $289 for couples with $35,000 in other
income to $5,592 for those at $80,000. Measured as a percentage of other income, gains
range from 1.2 percent at $10,000 to 3.5 percent at $25,000, while losses vary from .8 percent
for couples with $35,000 in other income to 6.2 percent for those at $60,000. The numbers
differ but the overd| picture is much the same for two-income couples (in this example, the
spouses earn 60 and 40 percent of combined other income). Gains range from 1.2 percent for
couples with $10,000 in outside income to 3.0 percent for those at $25,000, while losses go
from .9 percent at $30,000 to 8.9 percent at $30,000.

It isimportant to put these micro results in the macro perspective of the distribution of
income among Canada s ederly population, which - despite improvements over time- remains
quite compressed at the lower end. 1n 1995, two-thirds of single seniors had incomes under
$20,000 and 63 percent of elderly couples were under $40,000. So it comes as no surprise
that, as noted above, the mgjority of ederly Canadians would be better off or no worse off
under the proposed Seniors Benefit, while those with low or modest incomes - among whom
sngle derly women are heavily concentrated - would be somewhat better off.

The attacks

The Seniors Benefit ran into strong criticism from both the left and right of the political
gpectrum - attacks that were dlowed to mount as the federal government did little to either
defend or implement its proposd. The reform eventudly was withdrawn in late July of 1998 -
two-and-a-haf years after its introduction in the March 1996 Budget - when Parliament wasin
recess and many Canadians on holiday. The proposed reform was attacked on two main fronts
- itsuse of afamily income test and its dleged disncentive for private saving for retirement —
though there were other complaints as well.
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The family income test: ‘poor wives with rich husbands

In thelr fight againgt the Seniors Benefit, women's groups advanced what | dubbed the
‘poor wives with rich husbands argument. According to this line of reasoning, even in some
wedthy families, dderly women have little or no income of their own other than Old Age
Security. They are completely dependent on their husbands, “even though [they have] no legd
clam to that income” [Shifrin 1996]. The Seniors Benefit would have removed the only
independent source of income for these poor wives with rich husbands. It has been argued that
some men block wives accessto family income, especidly in cases where thereis spousa
abuse; not sharing family incomeis seen asaform of abusein itsdlf, and “economic abuss’ can
take the form of a husband forcing his wife to ask for money, giving her an dlowance, taking her
money away and not letting her know about, or have access to, family income [Women and
Taxation Working Group 1992; Townson 1997: 9]. Canadian Pensioners Concerned, a seniors
lobby group, protested that “women should not be subjected to thiskind of indignity” [Canadian
Pensioners Concerned].

Homemakersin affluent families are not the only women who would lose in the change
to afamily income-tested Seniors Benefit. So aso could some women who worked in the paid
labour force and so qudified for the Canada or Quebec Pension Plan (and perhaps even an
employer-ponsored private pension, though most women are not so fortunate). If ther
(typicaly lower) retirement income and their husband' s (usudly higher) retirement income raised
the couple above the income threshold for the maximum proposed Seniors Benefit, such women
could lose part or dl of their benefit.

What to make of these criticisms? While the Seniors Benfit rationdized its family
income test as solving the horizonta equity failing of the current elderly benefits system, thereis
more to the issue than that - and it goes to the heart of competing philosophies of socid policy.

Family income-tegting rests on the assumption that the family is an economic unit aswell
asasocid and emotiona partnership - that its members pool their resources and share their
financid needs - and thusis an appropriate vehicle for delivering socia benefits geared to need.
The Guaranteed Income Supplement, for example, assumes that low-income aged couples are
deserving of assistance based on their leve of total income, and that the contribution of each
spouse to that income is not arelevant factor. Family income-testing of socia programs can be
seen as subscribing to the traditional marriage vow - in sickness and in hedlth, for better or
worse. Canada makes consderable use of family income-testing, including the Guaranteed
Income Supplement, the Allowance, the Canada Child Tax Benefit, income-tested provincia
child benefits and earnings supplements, and the refundable Goods and Services Tax crediit.

The ‘ poor wives with rich husbands argument rai ses the question as to whether social
programs should be asked to try to solve the problem of income sharing between spouses. At a
time of rigng expenditures on the aged and a federd government committed to reigning in the
deficit and debt, isit judtifiable to keep paying out ederly benefits to affluent families that
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amounted to atiny portion of well-off couples incomes while so many Canadians- below and
abovethe age of 65 - live thousands of dollars below the poverty line? For every ‘poor wife
with arich husband” who would no longer receive benefits under the Seniors Benefit, more than
50 lower-income single ederly women would receive more money.

Another argument in favour of basing the Seniors Benefit on family income as opposed
to individua incomeis that this gpproach would help achieve amore progressive ditribution of
benefits (one of the federd government’ sfive principles penson reform). A family income-
tested benefit can better target benefits to seniors below the threshold for maximum payments
then an individudly income-tested program with the same threshold. The existing income test on
Old Age Security, which is based on individua income, means that asingle senior or an ederly
spouse with mogt of a couple' sincome will get lower bendfitsif his or her incomeis above the
threshold, which was $53,215 in net income & the time of the Seniors Benefit. However, an
aged senior couple with total income of $53,215 made up of two smaller incomes escapes the
income test. If the income test were based on the spouses’ combined income, it would capture
such two-income couples and thus both save the federal treasury more money and produce a
more progressive digtribution of benefits. A family income-tested elderly benefit will dways be
more progressive than an individualy income-tested program paying comparable benefits
because it will ddliver lessto many two-income senior couples than they would get from the
|atter.

Killing universality - again

A related criticism of the Seniors Bendfit is thet it would put another nall in the coffin of
universdity, going even farther than the clawback of Old Age Security in reducing or denying
benefitsto better-off seniors. Canadd s largest labour organization, the Canadian Labour
Congress, contended that a family income test would transform along- sanding entitiement into
what amounts to aform of socid assistance or “gate charity,” severely damaging the retirement
income system overdl [Canadian Labour Congress 1995: 6].

According to this school of thought, Old Age Security was intended to provide a
foundation to the retirement income system that should cover every dderly Canadian. Universd
socid programs like Old Age Security and Family Allowances are said to recognize the
contribution that all seniors and parents, respectively, make to society, regardless of their
income or economic circumstances. Universal benefits have been “ earned through years of
participation (and tax paying) in Canadian society” [Badwin 1996]. Universd socid programs
are said to foster a sense of sociad solidarity and support for an inclusive welfare Sate, crossng
class, regiond, ethnic and linguigtic lines. Universad Old Age Security established aright for dll
elderly women and men; the program ensured that every senior recelved abasic retirement
benefit of his’her own [Codlition of Seniors for Socid Equity 1995: 6]. Universal programs like
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Old Age Security are touted as avoiding the stigma that comes with means-tested programs like
welfare, since everyone benefits regardless of socioeconomic classor incomelevel. Universal
programs aso are clamed to be more secure than selective programs with a smaler
congtituency, especialy those geared to the poor. And without universal socia programs,

broad public support for the welfare state generdly - including programs for the poor - is
clamed to wesken, in the end hurting the disadvantaged as well.

However, this universaligt creed had grown long in the tooth by the time that the Seniors
Benefit was proposed, and is based on some dubious assumptions. The dlegation that afamily
income-tested Seniors Benefit would amount to aform of ‘welfare’ isbased on alack of
understanding of the Sgnificant difference between income-testing and needs-testing in socid
policy, which many people typicaly and wrongly lump together under the rubric * mean-testing.’
An income-tested program is based on a smple and anonymous test of level of income as
measured by the income tax system or on some other application form. A needs-tested
program, like wdfare (the popular term for Canada s last-resort income assi stance system),
involves acomplex, intrusive and detailed investigation and assessment of gpplicants resources,
asts, family compogtion, age of children, employability and other indicators of need, as well
as periodic re-tests to ensure there have been no changesin welfare recipients  circumstances.
Thereisaworld of difference between an income-tested program, like the Guaranteed Income
Supplement or the Canada Child Tax Benefit, and needs-tested welfare; in fact, universal and
income-tested programs are much closer than are income-tested and needs-tested programs.
The argument that income-tested programs are stigmatizing or margindizing like needs-tested
welfare is nonsense.

The universaigts clam that universa programs which reach abroad swath of the
population are more secure than income-targeted programs looks pretty feeble, now that the
Canadian government has done away with two of the most popular and well-known socid
programs - universal Old Age Security and Family Allowances! The political ease with which
the Conservatives knocked down the walls of universdity was extraordinary. Stedth played a
sgnificant role in the demise of universdlity, but socid advocates had little success in mohilizing
seniors or parents, let alone the genera public, in the way they had back in the 1985 defeat of
partid deindexation of Old Age Security. The empiricad evidence for Canada indicates that
universal socid programs are more, rather than less, susceptible to cuts or demalition than are
income-tested programs; indeed, universal programs budgets have been raided to help
edtablish and improve income-tested programs.

The earningsreplacement case against the Seniors Benefit
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Another argument made for retoring universal Old Age Security and againgt income-
testing the program (whether on an individud or family basis) isthet it isintended to contribute
to the earnings- replacement objective of the retirement income system [Badwin 1995b: 14].
Old Age Security provides a base on which to build other sources of pensonincome- Canada
Pension Plan/Quebec Pension Plan, employer pension plans, Registered Retirement Savings
Plans and other forms of savings- necessary to maintain areasonable sandard of living in
retirement for nonpoor seniors, including the affluent. Granted, Old Age Security also makes a
vital contribution to achieving the anti- poverty objective, dong with the income-tested
Guaranteed Income Supplement and the Allowance. But the 1991 move to an individualy
income-tested Old Age Security, and the prospect of going dl the way to afamily income-
tested program, was damned as jeopardizing Old Age Security’ s earnings- replacement role and
forcing alamentable shift in emphass from the earnings- replacement to the anti- poverty
objective. One prominent feminist economist accused the 1995 Budget of “ effectively
eiminating [Old Age Security’ g role in income-replacement and converting it to a drictly anti-
poverty program” [Townson 1995: 3].

Thisissueis of course ajudgment cal, and opinions varied. But the losses to better- off
elderly Canadians - especidly the smdl group of well-off seniors - under the Seniors Benefit
would be relatively modest when expressed as a percentage of overal income, as discussed
earlier. Our andysis has shown that losses are relatively small in proportionate terms and would
affect aminority of seniors. One could, perhaps, make a case that seniors with upper-middle
incomes would be hardest hit whereas those at the top end would barely notice the change since
they receive little or virtudly nothing (save the penson income credit) under the existing system.
However, the current elderly benefits system accounts for asmal and (until the restoration of full
indexation of the threshold for the income test on Old Age Security in 2000) diminishing share
of theincome of affluent seniors, so further losses from the Seniors Benefit would seem to have
little appreciable impact on their economic status.

‘ An attack on the middle class

The mediain Canadatend to uncriticaly parrot the views of critics of government, and
the Seniors Benefit was no exception. The reform was characterized by two prominent
newspapers as an ‘atack onthemiddle class [Simpson; McCarthy]. Elderly couples with
incomes under $40,000 would be better off or no worse off after the reform, couples between
$40,000 and $50,000 would get somewhat more or less, and those above $45,000 would
recaive less. But this criticisam fails to understand that seniors have much lower average incomes
than non-seniors. When the Seniors Benefit was
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proposed in 1996, the average income of ederly couples was only $41,234, compared to
$62,078 for non-elderly couples. Single aged women averaged only $20,990 and single elderly
men $26,160.

Failure to make a compelling case for reform: the contentious issue of sustainability

A number of critics complained - rightly o, in my view - that the federal government
failed to follow through on its earlier commitments to release a comprehensive and multi-
dimensiona public discussion document that would inform and solicit Canadians views on
different routes to reform. Instead, the proposa for the Seniors Benefit was presented in the
1996 Budget and came fully dressed, with dl the design festures aready filled in. There were
not even variants on the proffered model, let aone other approaches put forward.

Two issuesin particular sparked criticism. The federal government presented fairly
rudimentary estimates of winner/loser profiles, especialy in terms of the gender impact of the
proposd (e.g., it did not provide estimates as to the number of married women suffering losses),
and failed even to provide the most basic data required to assess the scheme - i.e., estimates of
the vaue (overdl and by individua component) of elderly benefits under the current system.

The second point of attack involved the federd government’ s rather peremptory
treatment of its core case for reform: the need to control costs and make the public pension
system sustainable and affordable in future as Canada s popul ation ages and the baby boomers
grow old. The discussion paper presenting the Seniors Benefit pretty much assumed its key
case for reform, offering little in the way of evidence other than a scant couple of pages (in large
type at that). A few paragraphs identified demographic pressures (rising life expectancy, decline
in birth rate and aging of baby boomers resulting in risng pension costs and associated
worsening dependency ratios). A few sentences fingered dower economic growth (in
productivity and average wages, which will reduce the capacity of working Canadiansto fund
risng public penson costs). With this, the federd government concluded that public pensions
large and growing share of government spending, exacerbated by the pressures of an aging
population on hedlth and socia services cogts, could crowd out spending in other important
aress.

One leading pension expert at the Canadian Labour Congress faulted the Seniors
Benefit paper for falling to consder other important indicators, such as the capacity of the
economy to sudtain risng public penson cogsin future, and questioned its claim that
expenditures on public penson programs will increase faster than our ability to pay for them
[Baldwin 1996]. He noted that the most recent Actuariad Report at the time forecast that Old
Age Security expenditures would grow from $21 billion in 1995 to $119 billion in 2030 - which
looks like ahuge (467 percent) increase, except that the 2030 projection would amount to only
$35 hillion in red (inflation-adjusted 1995 dollars) or 67 percent morein red terms. Elderly
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benefits spending as a percentage of total earnings would rise from 4.19 percent in 1995to a
projected 5.59 percent in 2030 — hardly catastrophic, and projected to decline theresfter. The
1995 federal Budget stated that spending on Old Age Security and the Canada Pension Plan
would increase from 5.3 percent of national income in 1993 to more than 8 percent by 2030.

Y et these estimates failed to take into account the taxation of Old Age Security and Canada
Pension Plan benefits, which reduces net costs. If the aged population is expected to double,
why would these expenditures increase by only 50 percent? One unspoken factor isthat if
wages grow by more than inflation, then Old Age Security will decline relative to nationd
income and wages and sdlaries. Moreover, afigure of 8 percent for 2030 isless than current
national average expenditure on public pensionsin the OECD.

The issue of sugtainahility is crucia and warrants more discusson.

There is a difference between what a program costs and whether it is affordable. The
former is a pretty straightforward accounting-cum-demographic projection exercise. Combined
spending on Old Age Security, the Guaranteed Income Supplement and the Spouse's
Allowance has risen steadily since Old Age Security began in 1952 and will continue to increase
apace at least until 2100, the highest year for which actuarid projections are available [Office of
the Superintendent of Financid Ingtitutions 1999]. In constant 2002 dollars, expenditures on
the three federd ederly benefit programs went from $2.5 billion in 1952 to $24.8 billionin
2000 and will reach a projected $58.8 hillion in 2035 and $334 hillion by 2100. The actud
cost to government will be somewhat less than the forma projections, which are based on gross
payouts, since benefits are subject to income tax and an income test. During the 1986- 1999
period, partia deindexation of the persona income tax system took a growing bite out of
taxable Old Age Security benefits and steedily lowered the redl level of the income test and so
recovered increasing amounts over time. But even in net terms, demographic pressures will
keep pushing up Old Age Security dollar expenditures for the projectable future.

The affordability of Old Age Security, the Canada and Quebec Pension Plans and other
magor socia programs (e.g., medicare and socid services) under pressure from the aging
population is amuch more contentious issue that involves at least as much political as economic
judgment. One widdly-used measure, the socid expenditures-to- GDP retio, shows the
expected increase over time; combined expenditures on Old Age Security, the Guaranteed
Income Supplement and the Spouse’ s Allowance rose from 1.3 percent of GDPin 1952 to 2.5
percent today (2002). But does this mean that Old Age Security will be ‘unaffordable’ in
future?

Projections of the elderly benefits-to- GDP ratio suggest that that the sky will not fall.
From its current 2.5 percent of GDP, total spending on Old Age Security, the Guaranteed
Income Supplement and the Spouse’ s Allowance is projected to pesk at 3.3 percent in 2030
but then decline precipitoudy to 1.8 percent by 2100. Indeed, the rate of increase in elderly
benefits expenditures actualy decelerated in the 1990s because of a dowdown in the rate of
increase of the ederly population; the Great Depression and World War Two produced
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relatively smdl cohorts (that are now aging) compared to the baby boom generation that
followed [Degardins and Dumas 1993: 19].

Neither does the future growth of Old Age Security suggest a doomsday scenario if we
use employment earnings as our denominator. The Chief Actuary has projected that
expenditures on ederly benefits will decline from 5.7 percent of totd employment earningsin
1995 to 5.2 percent in 2010 because earnings will increase at a somewhat faster rate than
elderly benefits expenditures. The elderly benefits-to-earnings retio then will rise with the aging
of the baby boom generation to pesk at 7.1 percent in 2030, after which it will fal toa
projected 3.9 percent by the year 2100 [Office of the Superintendent of Financia Ingtitutions
1999].

On the other hand, certain labour market developments of the 1980s and 1990s- such
asthe growth of nongtandard jobs, relatively high unemployment and underemployment, tough
job prospects for young Canadians without postsecondary education, displacement of middle
managers, disappearing blue-collar jobsin the traditional manufacturing sector and wage
polarization - will have an impact on the penson system of the future. Many of today’s
unemployed, underemployed and nonstandard workers will have little if any private penson
income when they retire, leaving them mainly or wholly dependent on public pension programs.
Trendsin the coverage of employer pension plans are not encouraging: The proportion of paid
employees in employer pension plans was significantly lower in 1999 (40.7 percent) than 1983
(45.4 percent) because the declining penson coverage of men more than offset the improved
coverage of women from 1983 to 1993 and because women's coverage has since fallen to
39.3 percent in 1999. The fact that private pensgon coverage of the whole labour force (i.e,
adding in sdf-employed Canadians who are not digible for private pension membership) has
declined from 36.0 percent in 1983 to 33.4 in 1999 isdso sgnificant in view of the risein sdf-
employment. These labour market and employer pension coverage trends, combined with
substantia growth of the elderly population, will place heavy pressure on the public penson
system in the coming decades, including Old Age Security, Guaranteed Income Supplement and
the Spouses’ Allowance.

Moreover, as the federd government argued, population aging is increasing not just
elderly benefits costs. The Canada and Quebec Pension Plans, heath care and socia services
aso are caught in the demographic meet-grinder. The Canadian Indtitute of Actuaries used the
Office of the Superintendent of Financid Indtitutions to forecast Old Age Security, Canada
/Quebec Pension Plan and medicare expenditures for seniors, which will rise from atota 8.5
percent of GDP in 1995 to 14.8 percent by 2030 [Canadian Ingtitute of Actuaries 1995: 19].

Thereisapoalitica argument that could have been made in favour of a more income-
targeted dderly benefits system. Some younger Canadians see themsalves as getting araw dedl
on the intergenerationd equity index. They are dubious that the welfare state will be able to
afford to pay them public pensons when they retire, yet their income and payroll taxes (if they
are lucky enough to have a secure job) go to support today’ s aged and may have to increasein
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future to pay for the baby boomers pensions, hedth care and socid services. To the extent
that the government could have sold its Seniors Benefit as sugtainable and fair, it may have
hel ped restore confidence in and generate public support for the penson system overal.

However, when he unvelled his Seniors Benefit proposdl, the Finance Minister did not
have his gaze fixed on improving ederly benefits-to- GDP and benefits-to-earningsratiosin the
middle of the 21% century. Instead, he and his Cabinet colleagues saw rising elderly benefits
expenditures taking a growing share of federal program spending, in the process making it
harder to reduce the deficit and dow the debt, let done contemplate desirable improvements to
other socid programs such as child benefits. While partid deindexation of the persond income
tax system and the income test on Old Age Security would dow somewhat the rising red cost
of ederly benefits, the 1995 Budget's principle of ‘control of program costs clearly sgndled
that Ottawa wanted to save some money out of reform. Otherwise, why take the political risks
involved?

Ironicaly, just afew years|ater, the same Finance Miniger did aflip-flop and killed the
Seniors Benfit, arguing that improvementsin Canada s fiscal and economic Stuation and
impending reforms to the Canada Pension Plan and Quebec Pension Plan (discussed later in this
paper) had largdy resolved the sustainability issue and ended the need to make reforms that
would take money out of the retirement income system. But there was more palitics than
economics in the decison to withdraw the proposd to reform elderly benefits. | will return to
this point in the conclusion of the paper when | compare the reasons for the failure of the
Seniors Benefit and the success of the changes to the Canada Pension Plan.

Marginal tax rage

While labour, aged and women'’s lobby groups raged againgt the Seniors Benefit's
purported sins againg universality and every woman' s right to a pension, another mgjor attack
came from the right. The pension industry argued that the higher (20 percent) reduction rate on
the Old Age Security-equivaent part of the Seniors Benefit would discourage Canadians from
saving for their retirement in Registered Retirement Savings Plans, Canadd s tax-assisted
individud retirement savings vehicle. Thisline of criticiam was fueled by andyss from right-
wing think tanks and soread like wildfire through the financia advice columnsin Canada s mgor
newspapers. The private pension lobby most certainly made its views known loudly in the
corridors of power in Ottawa, notably the al-powerful Department of Finance which authored
the Seniors Benefit.

The main line of this argument was that the increase in the reduction rate (from 15
percent of individua income for the Old Age Security clawback to 20 percent of family income
under the Seniors Benefit), coupled with the decrease in the threshold at which it is applied
(from $53,215 under the Old Age Security clawback to $25,921 under the Seniors Benefit),
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would increase effective margind tax rates for many seniors, including those with modest
incomes, by adding to existing margina income tax rates and income-tested social program
taxbacks. Hence, claimed the critics, the Seniors Benefit would discourage non-elderly
Canadians from saving for ther retirement in Registered Retirement Savings Plans since
dlegedly much of such savings effectively would be lost to government (through federa and
provincid income taxes and lossesin ederly benefits) when they reach 65.

One dissenting economist, who worked with a nationd seniors organization, criticized
the critics and hisfellow economists after reviewing their claims and undertaking hisown
andysis of the proposed reform: “For the most part, the articles and papers that have been
published have been serioudy lacking in depth and accuracy of analysis and have drawn quite
incorrect conclusons’ [Patterson 1997:1].

His study (which isfar too detailed and involved to do justice to here) found that
effective margind tax rates under the Seniors Benefit would rise for some middle-incomeederly
Canadians but fal for others (mainly higher-income seniors). Using Petterson’s caculations,
Figure 6 shows effective margina tax rates for single seniors under the current and proposed
elderly benefits systems. Theincreases generdly would be less than portrayed by the critics (in
the 16-17 percent range for the typicaly middle-income seniors who would see higher effective
margind tax rates, not 20 percent as dleged), once the effect of other contributors to effective
margind tax rates (e.g., the income-tested age credit, the income test on Old Age Security and
its taxability) are factored into the caculaion. Inany case, his andydsfound that investing in
tax-encouraged RRSPs would remain advantageous over other forms of investments for most
Canadiansif the Seniors Benefit were implemented; the longer the investment period, the greater
the advantage.

Figure 6
Effective marginal tax rates, single seniors in Ontario,
current system and proposed Seniors Benefit, 1997
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Edtimates from the federa Department of Finance support this postion. Using the
example of an individua earning $50,000 before retirement, the Department estimated that
after-tax retirement income would amount to $28,653 if the person saved in Registered
Retirement Savings Plans (assuming asavingsrate of 9 percent), which afford the advantage
that accumulating contributions and investment earnings are free from income tax until they are
converted to retirement income; more than haf of that income would derive from RRSPs, with
the rest from public pensions (the proposed Seniors Benefit and Canada Pension Plan). The
sameindividud investing ingteed in other forms of investments would retire on $21,177 after-tax
income, with only about one-third coming from savings. A nonsaver would end up with just
$15,385, dl from public pensions [Department of Finance Canada 1997].

For acriticiam that claims to be rooted in ‘rational economic behaviour,” the margind
tax rage (as | have dubbed it) school of thought seemslacking in rationdlity itself. Patterson
[1997] arguesthat:

...itisfarly difficult for most people to predict accuratdly what their level of incomein
retirement will be. For someone to forego the tax advantages of investing in RRSPs on
the assumption thet & retirement he or she will face a 20 percentage point increasein
effective taxation would be quite risky. If the person should become unemployed or for
some other reason not meet his or her income expectations in retirement a very
sgnificant tax advantage will be missed, resulting in serious hardship.

One can stand the margina tax rage criticiam on its head and argue (as Patterson and |
both did) that the widdy-disseminated fears about vulnerability of public pensonsto future
cutbacks could well encourage people to save more on their own for their retirement to make
up for anticipated losses in government pensions. Patterson also speculates that, to the extent
the Seniors Benefit would reduce future spending (compared to what the current system would
cogts), “overdl tax rates should be reduced and thiswould increase savings’ [Peatterson 1997:
13]. Theflaw in this argument is that government aways will find ways to spend tax money
(though, for other reasons, both Ottawa and the provinces in recent years have subgtantialy
reduce their income taxes, mainly to make up for past increases).

A revised design

The Department of Finance responded to some, but not all, of the criticisms and had
worked out a compromise design when the Finance Minigter pulled the politica plug on the
exercise and withdrew the reform.  This revised version was closer to my own proposa for an
integrated ederly benefit published before the government’ s Seniors Benefit.

The smdl increase in maximum benefits (only $120) would have been sweetened, dbeit
modestly. The reform would have been phased in over alonger period to respond to those
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who argue that the proposed grandparenting rules would create a“notch’ problem - adivide
between smilar- aged Canadians who would receive different benefits because the older group
would be alowed to continue receiving the level of benefits under the old system if it were
advantageous to them (i.e,, to better-off seniors). A gender analyss would have been
commissioned to provide more information on the impact of the reform on women. The biggest
change would be lowering the contentious 20 percent reduction rate on the Old Age Security-
equivaent portion of the Seniors Benefit, to assuage the margina tax ragers from the investment
community. However, there would be no backing down on the family income test that was
fundamenta to the concept of thereform - and, hence, no alaying of the atacks from women's
and seniors groups.

Politics killed the reform

Initialy, the Seniors Benefit seemed to be cleverly crafted, packaged and sold to seniors
and the public. Intheir coverage of the 1996 Budget, the newspapers showed a photo of
Finance Minister Paul Martin with his arm around the shoulders and hand in the hand of a
amiling 73 year-old woman. She was Solange Denis, the erstwhile Joan of Ark of the fight
againg partia deindexation of Old Age Security back in 1985. It ssemslikely that the Seniors
Benefit - particularly initsamended form - could have been successfully sold to the public and
implemented if Ottawa chose to proceed.

But the forces of oppostion gathered steam and the Seniors Benefit ran into strong
criticism from both the left and right of the politica spectrum, while the public remained largely
unknowing (though not necessarily opposed to the idea) in the absence of a concerted selling
campaign from the federd government. The noise from the margind tax ragers and universaists
did not fall on wholly deaf ears anong Members of Parliament, especidly the many Libera
members of the ruling party and its women'’ s caucus who were nervous about going into the
next eection with a potentidly hot political potato burning aholein their platform.

Ironicaly, the Seniors Bendfit's chief rationde - the sustainability argument - was a
mgor factor initsdemise. The reform would have garnered no mgor savings when
implemented and, even in the long term (which is never-never land for paliticians), would have
saved only an estimated 10.7 percent of net program expendituresin its origind form. The
revised desgn - with its more generous grandparenting provisons, increase in maximum
benefits and lower reduction rate - would have produced somewhat smaler savings than the
origind design. And with the end of its tough anti- deficit program in sight, the palitica dimate
for deficit-driven reforms was changing back to a status quo stance, which much better suited
the political style of the Prime Minister. The Finance Minister’s July 29, 1998, press release
announcing the withdrawal of the Seniors Benefit cited Canada s improving fisca and economic
hedlth as areason for not proceeding with the reform; the federa deficit was under control, the
debt-to-GDP ratio was on the way down, productivity and investment were improving, and
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prospects for long-term economic growth were deemed to be “very positive’ [Department of
Finance Canada 1998].

The demise of the Seniors Benefit dso was linked by the federd government to the
success of its other major pension reform - financing and benefit changes to the Canada
Pension Plan (discussed below). 1n 1995, when it launched the Seniors Benefit, Ottawa
projected that the total cost of public pensions (i.e., elderly benefits and the Canada and
Quebec Pension Plans) would rise by three percentage points relative to GDP by 2030 (from 5
percent to 8 percent of GDP) - two percentage points of thisincrease being attributed to the
“gpending pressures associated with the CPP and QPP.” However, the implementation of a
series of reforms to the Canada Pension Plan and Quebec Pension Plan was claimed to solve
their problems and thus “the source of two-thirds of the long-term cost pressures has been
addressed” [Department of Finance Canada 1998].

The elderly benefits system today

The government’ sretreat on the Seniors Benefit means that Canada’ s elderly benefits
system today remains a hodge- podge of poorly -fitting pieces, with al the flaws discussed earlier
(save one, partia deindexation) that provided the design rationale for the Seniors Benefit. The
mix of individud and family income tests cregtes horizonta inequities among families with the
same income but different spousa contributions to that income. The Seniors Benefit would have
increased (modestly, admittedly) payments to poor and modest-income seniors, improving
benefits for nine in ten single women (who gill experience ahigh risk of poverty). Instead, the
leve of maximum benefits remains the same asiit has been for many years: Theladt red (i.e,
above-inflation adjustment) increase to federd ederly benefits — to the income-tested
Guaranteed Income Supplement — was under the Trudeau government, way back in 1984.
While the system isincome-tested, in fact it is not highly targeted like many income-tested social
programs, rather, it is better characterized as quas-universd, as only five percent of the highest-
income seniors are subject to the income test (and only two percent get nothing, while three
percent Hill retain some benefits). And when we factor in the fact that many well-off seniors
receive the penson income credit, then for them the system is actualy universdl.

The mgor improvement isthat the Liberals findly restored full indexation to the federa
tax/transfer system, effective 2000, as a fundamentd feature of its broad-based income tax cuts.
However, they did not fully restore tax credits and thresholds to their origind vaue. And while
the threshold for the income test on Old Age Security was fully indexed, thus risng from
$53,215 in 1999 to $53,960 for 2000, the latter amount is worth only $42,540 in 1989 dollars
(as opposed to it origind $50,000 level in 1989). This means that the threshold fell by $7,460
in congtant dollars — a szable 14.9 percent decline — between 1989 and 2000 as a result of
partid de-indexation. Nonetheless, the restoration of full indexation isamgor improvement in
Canadian tax/transfer policy, since it hats the edthy didein the vaue of anumber of important
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tax benefits, including those for seniors (with the exception of the pension income credit, which
remains unindexed), and solidifies ongoing increases to the Canada Child Tax Benefit.

C. Reform of contributory public pensions: refinancing the Canada Pension Plan

The gory of the reform of the Canada Penson Plan - Canadd s earnings-related,
contributory public pension program that, with the Quebec Penson Plan, forms the second tier
of itsthree-tier retirement income system - isadiriking and ingructive contrast to the reform of
thefird tier of elderly benefits, which as we explained above underwent sgnificant changes that
paved the way for but fel short of the find stage of an integrated, family income-tested benefit.
Wheress the path to reforming elderly benefits proved to be a political minefield, the road to the
reform of the Canada Pension Plan proved to be comparatively smooth and straight. Y et the
changes to Canada s contributory pension program were at least as sgnificant in both policy
and palitical terms as the unfinished transformation of elderly benefits.

Two of the fundamenta characteristics of Canada are its dua French-English heritage
and its decentrdized federalism, which are embodied in its socid security system (1 use the term
in its broad sense to mean socid provision generdly, not just pensions), including the pension
sysem. Asnoted earlier, most provinces provide income-tested supplements for their low-
income seniors. The federal government operates the Canada Pension Plan that coversdl
employees and the saf-employed throughout the country except for Quebec, whose provincia
government operates the Quebec Penson Plan. However, the two plans are virtudly identical
in design and are implementing the same financing reforms; thus the financing changes to the
Canada Penson Plan discussed below apply to the Quebec Pension Plan aswell. The other
important factor is that the Canada Pension Plan isanationa socid program (much like
medicare, Canada s public hedth care system) jointly managed by the federd, provincid and
territorid governments, reforming the plan requires the agreement of two-thirds of the provinces
with two-thirds of the population.

A modest but vital part of Canada’s pension system

The Canada Penson Plan isardatively modest earnings- related socid insurance
program in terms of both its benefits and contributions (the term the plan uses for premiums
levied on employees and employers). In 2002, the maximum retirement benefit was $788.75 a
month or $9,465 for the year, payable to those who earned over their lifetime about average
earnings or more, and average payments are of course less because recipients with below-
average lifetime earnings receive less than the maximum. In February 2002, the average
retirement pension was $440.38 or $5,285 for the year, which works out to just 55.8 percent
of the maximum payment. The modest earnings-replacement power of the Canada/Quebec
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PensonPlan - only one-quarter of earnings up the average - originatesin apolitica
compromise when the programs were created to preserve amgjor role for private occupationa
pensions and individud retirement savings plans.

While contribution rates are rising rapidly over the short term, as explained below, in
2002 the maximum amount for employeesis $1,673 (calculated as 25 percent of the amount of
a contributor’ s earnings between the Y early Basic Exemption of $3,500 and the Year's
Maximum Pensonable Earnings of $39,100, which isroughly average earnings, salf-employed
Canadians pay double this amount, or amaximum of $3,346. Some reief is offered by the
income tax system, which provides a nonrefundable tax credit worth 16 percent of Canada
Pension Plan contributions. Adding in provincia income tax savings, on average contributors
end up paying about three-quarters of their gross contribution (e.g., about $1,271 for
employees earning the average wage or more).

Nonethdless, the Canada Pension Plan condtitutes a vita part of the country’ s retirement
income system, especidly for lower- and middle-income working people and their familiesin
generd, and women in particular. Canadd s three-tiered pension system isfor most people
effectivey atwo-tiered system since the third private tier islargdly the preserve of higher-
income Canadians. Private pension plan coverage is the exception rather than rule for lower-
paid workers, private sector workers and those employed by small or medium-size employers.
Although the gap in coverage between women and men has narrowed somewhat over the
years, the fact remains that most women (67 percent of the female labour force) and indeed
most men (66 percent of the male [abour force) do not belong to occupationa pension plans.
Moreover, the mgority of women and below-average earners of both sexes contribute little if
anything to RRSPs (tax-encouraged private retirement savings vehicles).

Whilein theory, women can look forward to some private retirement income if they are
surviving spouses, in practice this option is not open because the mgority of men do not belong
to employer pension plans ether. In any case, most retirement pensions and survivor benefits
from employer penson plans are not fully indexed to protect them from inflation, so even
women who are fortunate enough to have private pensions of their own and/or survivor benefits
from their husbands plansin most cases will see this source of retirement income erode as they
grow older. Canadians with bel ow- average earnings, anong whom maost women are dlill
overrepresented, must look to the public parts of the pension system - Old Age Security, the
Guaranteed Income Supplement, the Spouse' s Allowance and the Canada and Quebec Pension
Plans- asther chief source of retirement income.

We noted earlier that the trend in private penson coverage is not encouraging. The
proportion of paid employeesin employer pension plans was lower in 1999 (40.7 percent) than
1983 (45.4 percent) because the declining coverage of men more than offset the improved
coverage of women from 1983 to 1993 and because women's coverage has sincefalen to
39.3 percent in 1999. Private penson coverage of the whole labour force (i.e., adding in sdlf-
employed Canadians who are not digible for private pensgon membership) has declined from
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36.0 percent in 1983 to 33.4in 1999. Developmentsin the labour market do not bode well for
the private pensions prospects of either women or men. Employment creetion is concentrated
among smal employers, which regard occupationa penson plans as an additiond |abour cost
that would reduce their competitiveness. Many of the new jobs being created are
‘nongtandard’ - including contractud, part-time, multiple and sdf-employment - and do not
offer employer pension plans. Governments and large corporations - the main providers of
private penson plans- imposed downgizing in the 1990s. Private pension coverage of women
in future could begin to dide (it dready shows Sgn thereof), asit has for men in recent years,
since women are more likely than men to work in the growing sector of nonstandard jobs.

The Canada and Quebec Pension Plans offer anumber of features which outclass
private pension plans and are epecidly beneficid to below-average earnersin generd and
women in particular. The C/QPP covers every employee and every self-employed Canadian
for every job- part-time or full-time, for any size and type of employer, in every part of the
country - throughout her or hisyearsin the paid labour force. Benefits are portable and
accompany contributors throughout their careers. The C/QPP alows a portion of years of low
or no earnings (e.g., due to unemployment, disability, school attendance), as well as time spent
raising children under age 7, to be excluded from the caculation of average lifetime earnings. It
is adefined benefit pension plan, assuring a retirement benefit caculated as a percentage of
averagelifetimeearnings - unlike private pension pbans and RRSPs, most of which are defined
contribution plans that provide no guaranteed benefit. The C/QPP provides for equd division
of pension benefits between spouses at death, retirement or divorce, and actuarialy adjusted
pensons as early as 60 and aslate as 70. It dso offers important ancillary benefits, including
disability, survivor, death, orphans and children’s benefits. Benefits are fully indexed, unlike
most private pension plans, and pensionable earnings from previous years are indexed when
caculating the amount of retirement penson. The CPP/QPP is aso cheap to run because of its
non-profit nature and economy of scale; under the Canada Pension Plan, adminigtrative
expenses for the 1999- 2000 fisca year were $336 million or 1.8 percent of total benefit
payments of $18.8 hillion.

The C/QPP s importance has grown over the years as increasing numbers of women
have joined the paid labour force. The percentage of female taxfilers 65 or older reporting
income from the C/QPP increased from 52.8 percent in 1981 to 85.3 percent in 2002,
narrowing the gap with men (whose share went from 83.8 percent to 94.5 percent over the

same period).

Pressuresfor reform

Pension reform is by no means anew concernin Canada. The country undertook a
hight profile ‘ Great Pension Debate’ in the early 1980s that brought together policy players from
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across the nation and the politica and interest group spectrum. The debate dedlt with awide
range of issues and sparked considerable dissension on the best route to reform. Some wanted
to expand the pension system, either by boosting the Canada/Quebec Pension Plan’s earnings
replacement capacity (the favoured option of labour, the New Democratic Party, most seniors
and socid groups and the left generdly) or by mandating universal coverage of private pension
or retirement savings plans (advocated by the private pension industry - surprise, surprise - and
the Ontario Royd Commission on the Status of Pensions). Others (e.g., the corporate sector,
the federa Department of Finance and most provincid governments) preferred evolutionary
improvements in the various exigting public and private provisons. But there was generd
consensus that Canada s penson system, despite its phenomena growth since the war, dill was
not adequately achieving its two fundamental objectives - guaranteeing seniors a decent basic
income, and ensuring adequate maintenance of living sandardsin retirement. These arethe
anti-poverty and earnings- replacement objectives, and remain the core purposes of the
retirement income system.

The evolutionists won out over the expansonists, and the Great Pension Debate of the
early 1980s marked the end of the postwar growth trgjectory of the pension system and the
Canadian welfare state overal. The following years brought modest improvements to the
Guaranteed Income Supplement, the Spouse’ s Allowance, the Canada and Quebec Pension
Plans, and government pension standards legidation regulating occupationa penson plans. The
tax deduction limits for RRSP contributions were increased as well.

By the 1990s, concerns over the anti-poverty and earnings-replacement performance of
the pension system had given way to fears that the existing system - whatever itsfalingsin
achieving these traditiona objectives- would not be able to withstand the growing pressures
that threstened the financid and politica sustainability of public pensons.

In February 1996, the federd and provincid governments released a public discussion
report on the Canada Pension Plan that, like Ottawa s companion March 1996 Budget paper
proposing the Seniors Benefit, founded the case for reform on sustainability. We discussed the
basic demographic, fiscal and economic factors above in our andysis of the Seniors Benefit, so
will not repeet them here.

The CPP reform paper went further and added a focus on why changed economic
conditions favoured a shift from pay-go to partid funding. These arguments no doubt will be
familiar to many non-Canadian readers. When the Canada Pension Plan was created in the
mid-1960s, healthy growth in wages and salaries and in the labour force meant that total
contributions could handle rising penson outlays without necessitating sgnificant increasesin
contribution rates (which were low and flat for the plan’sfirst 20 years). Red interest rates
were low, which militated againg opting for afinancing arrangement that would grow alarge
fund to help pay for benefits. But by the 1990s, redl interest rates had risen Sgnificantly (from
around 2 percent in the 1960s to more than 6 percent in the 1990s), while wages and sdlary
growth had weakened due to dower growth in labour productivity and in the labour force.
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Another pressure arose from program enhancements over the years - full indexation of benefits
payment of survivor benefits to widowers as well as widows, dropping retirement and earnings
tests, adding a child-rearing dropout provision, more generous disability benefits and relaxed
minimum contributory requirements, and alowing recipients of survivor benefits to keep these
benefits when they remarried.

The politica climate exerted added pressure on Canadian governmentsto act: Public
apprehension about the future of the public pension system were fudled by critics on the right,
who clamed that Canadians are neither willing nor able to afford the risng cost of the program.
The critics seized upon the Actuarid Report’ s finding that CPP benefits would cost more than
previoudy forecast due to an unexpected increase in disability clams and the adverse effect of
the recession on contributions. The media were quick to seize on the Actuarial Report as
‘proof’ that the CPP was ‘going broke', since it projected that payouts would exceed
contributions by the year 2015 if the current schedule of contribution rates established during the
last (1990) federal-provincid review were kept in place. Alarms aso were raised that the CPP
has ‘unfunded liabilities' going on $500 billion, adding to fears that plan could not meet its
promised pension obligations.

The accusations that the CPP would *go bankrupt’, had ‘unfunded liahilities’ in the
hundreds of billions of dollars and ‘will not be there’ for the baby boom generation and/or its
children were falacious and based on alack of understanding of the purpose and design of the
plan. The CPPisasocid insurance plan, not a private pension plan. It was designed asa
‘pay-as-you-go’ public pension program in which current contributions were used to pay for
current pensions, employees and employers contributions did not go into afund that is
invested and that will eventualy pay for their pensionsin the manner of occupationd pension
plans. Granted, during itsfirst two decades, CPP contributions (although at avery low rate of
3.6 percent of contributory earnings, 1.8 percent from employees and 1.8 percent from
employers) exceeded pension payouts. This resulted from apolitica compromise that secured
Quebec’ s agreement to dlow Ottawa to establish the CPP; Quebec wanted even higher
contribution rates for the QPP to develop afund for investing in the province' s economic
development. So the CPP built up asmdl ‘partid fund’ from surplus contributions that were
lent to the provinces at interest rates payable on long-term Government of Canada bonds,
which offer somewhat more favourable terms than are available to the provinces from capita
markets.

The CPP cannot go broke because the federd government, with provincid agreement,
agreed in 1985 to establish along-term schedule of contribution rates- 25 yearsinitidly but
increased by five years every quinquennid review - that was reviewed every five years (Snce
reduced to three years) to ensure that they are sufficient to pay for pensons aswell asto finance
asmdl contingency fund. Between 1966 and 1986, contribution rates remained fixed at 3.6
percent of contributory earnings (split half and haf between employees and employers).

Starting in 1987, contribution rates were increased to 3.8 percent of contributory earnings (1.9
percent for employees and 1.9 percent for employers); by 1995, as aresult of smal annua
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increases, they had risen to 5.4 percent of contributory earnings (2.7 percent for employees and
2.7 percent for employers).

Some naysayers - mogt prominently English speaking Canada s most influentid
newspaper, the Globe and Mail, and the opposition Reform Party - said governments should
forget about fixing the Canada Penson Plan and ingtead replace it with some form of mandatory
RRSP (i.e, individud retirement savings plan). The scrap-the- CPP faction was able to advance
its cause by exploiting the fears and ignorance of the Canadian people, who have little
understanding of the purposes, workings and advantages of the CPP and are highly susceptible
to fear-mongering about its future in atime of cutbacks to socid programs and lack of
confidence in governments generdly. A Gdlup poll found that the mgority of Canadians were
not confident they will receive Old Age Security and Canada/Quebec Pension Plan benefits; the
doubters numbered 71 percent of interviewees aged 18-29, 77 percent of those 30-39, 71
percent of those 40-49 and 53 percent of those 50-64, though only 15 percent of persons 65
and older [Gdllup Poll 1994].

The extremist option of abolishing the CPP was never on the paliticd table and not even
mentioned in the public discusson paper. Even if the federa government wanted to take the
enormous political risk and contend with the incredible trangtion problems of winding down a
30-year-old program that has promised many billions of dollars worth of pensionsto the entire
Canadian workforce which pays into the plan, it probably would not be able to do so because
of opposition from at least some of the provinces. Two-thirds of the provinces with two-thirds
of the population must agree to changes in the CPP; it is doubtful whether enough provinces
would agree to scrap the plan. While the conservative governments of Ontario and Alberta
might be open to anti- CPP arguments, it is unlikely that they would win support from enough
provincesto axe the plan. At ameseting of federa and provincia finance ministers, Quebec
objected to the options of reducing CPP benefits by 10 percent and increasing the age of
eigibility for full retirement benefits from 65 to 67 (the QPP is pardld to the CPP, and Quebec
has a vote in changes to the CPP since they are expected to be reflected in the QPP), so it
seems unlikely that Quebec would agree to the CPP s abolition. Parliament must approve
changes to the CPP; there certainly would be opposition to abolishing the CPP from most
Liberals aswell asthe Bloc Québécois and the NDP, though the rightist Reform Party favoured
replacing the CPP with super-RRSPs.

On the other hand, the federa government was under pressure from the business
community to dow the future increase in CPP contribution rates, on the grounds that such
payroll tax hikes would hurt their competitive postion vis-a-vis competitorsin other countries.

It is fashionable in government policy-making circles to decry payroll taxes such as CPP
contributions and Ul premiums asa ‘tax on jobs' that discourages employers from expanding
their workforce [ Government of Canada 1994: 42]. Though in redity employers pass most of
their payroll tax costs down to employeesin the form of lower wages and to customersin higher
prices, the fact remains that the corporate sector in Canada wields powerful political pressure
on government. Working Canadians face an even heavier burden from Canada Pension Plan
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contributions than most of them redlize since they effectively pay for employers share. Already
saddled with subgtantia overt and covert increasesin their federa and provincia income taxes,
how would Canadians react to the prospect of every-increasing contributions until well into the
21% century?

Some critics dso argued that younger workers - many of whom face ahard time in the
tough new labour market - would not be willing to pay the increasing contribution rates required
to pay for their baby boom parents CPP benefits when they retire. The politicaly frightening
spectre of ‘intergenerational conflict’ was another scare tactic exploited by the CPP's
opponents. At best, many young Canadians viewed the Canada Pension Plan as a bad dedl for
them compared to their parents; at worgt, they believed unfounded but widdy-held damsthat
‘the Canada Pension Plan will not be there for them?’ when they retire.

Routesto reform

The discussion paper issued by the federd, provincid and territorial governments stated
that the CPP needed significant redesign if it were to remain economicaly and paliticaly
sustainable as the baby boom generation movesinto old age. The paper proposed two mgjor
routes to reform — afundamenta change in the financing of the CPP, and reductions in benefits.

The main funding proposal would shift the CPP from pay-go to partia funding by
accelerating the contribution rate to achieve a‘ Seady-da€e rate within Sx to eight years. The
larger fund that would accumulate could be managed by means of a market- savvy invesment
drategy that would earn a higher rate of return through smart management in diverse equities
and thus alow future contribution rates to be lower than they would otherwise be under the
present system. An additiond financing option was to freeze, reduce or iminate the Year’'s
Basc Exemption (the earningslevd - set at 10 percent of the Year’s Maximum Pensionable
Eanings- below which contributions are not levied).

Bendfit reductions could be achieved through a variety of means, including: lowering the
earnings-replacement rate, partial deindexation, tightening the dropout provision, increasing the
age of digihility, diminating the desth benefit, and tightening the adminigtration and some design
features of the disability benefit. A combination of both gpproaches seemed to be the
government’ s unstated but favoured option, since benefit reductions could bring down the
steady- state contribution rate somewhat.

The makings of a consensus

The Canada Pension Plan’ s traditiona supporters — labour, socid groups (including
women's, seniors, disability rights and anti- poverty groups) and the left in generd — argued that

Caledon Institute of Social Policy



35

governments had not made a convincing case that the plan isfacing a criss of sustainability. The
latest Actuarial Report at the time projected that the combined employer/employee contribution
rate under the CPP would have to increase from its then 5.4 percent of pensionable earnings to
12.6 percent in 2020, 14.2 percent in 2040 and 14.4 percent in 2100 [Office of the
Superintendent of Financid Inditutions 1995: 7]. The question is, are such contribution rates
‘too high’ or ‘insupportable ? The critics clamed that governments and business did not even
bother making the case: They smply assumed that the higher CPP contribution rates were out
of the question both for employees and employers, who apparently would balk at carrying such
aheavy payrall tax burden. Y et other industridized countries already operatetheir social
insurance pension plans with contributions around the leve forecast for the worst yearsin
Canada, 2030-2050. CPP contribution rates were increasing gradualy, to alow employers
and employeesto adjust. Some on the left also rejected the assumption that high real interest
rates and duggish wage and economic growth would continue forever.

Not surprisingly, the Canada Pension Plan’ s defenders vociferousy opposed proposals
to reduce benefits. Mogt of the discussion paper’ s options to reduce benefits would hit women
harder than men because women earn less, have lower average pensions and live longer than
men. Weakening the aready modest CPP would reverberate throughout the retirement income
system and would hurt Canadians who rely on the program for an important source of
retirement income.

Interestingly enough, though, some experts from the financia community who favoured a
move to partia funding or some variant thereof (e.g., the Canadian Ingtitute of Actuaries
‘conditiona funding’ concept, a sort of flexible funding arrangement ranging from pay-go to full
funding depending upon red interest rates), did not support significant reductionsin CPP
benefits, though some of these experts would tighten one or two. None of the financia
community presenters a an experts forum co-hosted by the federa Department of Finance and
the Cdedon Ingtitute of Socia Policy supported the proposa to reduce the earnings-
replacement rate, and some of the CPP reform ‘hawks' opposed proposals to reduce benefits
such as partia deindexation as well as the financing option of freezing, reducing or eiminating
the Y ear's Basic Exemption.

On the other hand, the CPP ‘doves were not universally opposed to partid funding.
Although there were doubts concerning the economic advantages of partiad funding, some CPP
defenders appeared to consider steady-tate financing to be an acceptable political
compromisg, if that would retore public confidence in the viahility and intergenerationd fairness
of the program. In other words, the CPP doves seemed soft on partia funding.

The public consultations generated widespread support for maintaining the Canada
Pension Plan as a public program. Though the views of the many and varied groups and
individuds that appeared before the consultation travelling roadshow differed on specific options
for reform, generdly speaking there was opposition to mgor benefit reductions and support for
a change from pay-go to partia funding.
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The deal

The emerging consensus from public and expert consultations suited the federa
government’ s purposes handily. 1n 1997, it negotiated a ded with the provincid and territoria
governments that went heavy on financing changes and relatively lightly on benefit reductions.

Partial funding

Under the pay-go system, contributions had been increasing gradudly each year snce
1986 and would have had to rise considerably in future to meet the increasing demands on the
Canada Pension Plan resulting from factors such as population aging, risng life expectancy, dow
wage growth, past benefit improvements and rising disability expenditures (though the latter
factor proved to be temporary since steps had been taken to tighten igibility and trim
expenditures). Thetota contribution rate was projected to increase two-and-ahdf times
between 1996 (5.6 percent of contributory earnings) and 2030 (14.2 percent of contributory
earnings) under pay-go financing. The year 2030 isa sort of doomsday date when al of
Canadd s baby boom generation will be elderly.

Thefederd and provincid governments dedl moved the Canada Pension Plan to partid
funding. (Note that Quebec made the same changes to the Quebec Pension Plan). Canada
Pension Plan contributions are increasing subgtantidly over seven years (from 1997 through
2003), but then will leve off once they achieve the so-called ‘ steady- State’ rate of 9.9 percent
of contributory earnings (again, split equaly between employees and employers) - with no
further increases theresfter.

Contributions will exceed expenditures, thus building up a fund; the steady- state
contribution rate is designed to accumulate a fund equa to about five years worth of benefits
over the next 20 years. The larger fund is being invested more broadly than under the current
system, which has invested mainly in 20-year nor-marketable provincia securities and charged
the provinces the federd long-term bond rate. The Canada Pension Plan surplusis being
invested in the market in adiversified portfolio of assets, following the practice of large
employer pension funds in Canada and other countries. Provinces still can borrow from the
Canada Pension Plan, though at the same rate of interest as they pay for their market
borrowings, after a phase-in period. Earnings on the investments are supposed to help reduce
future contribution rates over what they would otherwise be. The Canada Pension Plan fund is
managed by the Canada Pension Plan Investment Board, which operates at aams' length from
government and is accountable to the public and governments.

Whileit isgill early days for the Canada Penson Plan Investment Board, so far so
good. Itsrate of return was 5.0 percent in 1998-1999 and 40.1 percent in 1999-2000, the
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|latter reflecting the fact that the TSE 300 Index (the basis for the passive investment of 80
percent of the Board' s assets) enjoyed one of the highest increases among mgjor exchangesin
indugtridized nations, rising 45.5 percent. But the Board warned that the 1999-2000
performance was a happy anomaly; according to the President and CEO, “as we broaden our
ast dlocation base, the volaility of our portfolio will decline, aswill the likelihood of achieving
such outstanding results again” [Canada Pension Plan Investment Board 2000]. Hiswords
proved prophetic: With the following year’ s turbulence in world markets, the rate of return fell
to minus 9.4 percent in fisca 2000-2001. The Board's annudized rate of return since making
itsfirst investment in March 1999 is 14.8 percent. The Board projectsits assetswill grow
steadily over the next ten years to exceed $130 billion by 2011 and is “ confident thet the total
portfolio will produce returns that will meet or exceed those expected by the Chief Actuary and
our long-term return target” [Canada Pension Plan Investment Board 2001]. An excellent
account of the mandate, structure and early performance of the CPP Investment Board is
presented in Edward Tamagno's 2001 paper Investing Social Security Funds: Principles
and Considerations, published by the Caedon Indtitute of Socid Policy.

Asto the sustainability of the steady- state contribution rate, the most recent Canada
Pension Plan Actuaria Report concluded that it “is sufficient to pay for future expenditures and
to accumul ate assets worth $141 hillion (i.e,, 4.2 times the annua expenditures) in 2010. In
2050, the assets are projected to be $1,506 billion or 5.6 times the annua expenditures.” The
Actuarid Report concludes that “the Plan is sustainable over the long term, asit is projected that
there will be more cash inflows than outflows over the entire projection period. The pool of
assets generated over the projection period [to 2075] makesit possible for the Plan to absorb
amogt any unforeseen economic or demographic fluctuations, which otherwise would have to
be reflected in the contribution rate” [Actuaria Report on the Canada Pension Plan 2001:11).

Sealth: freezing the Year’s Basic Exemption

The other financing change is afreeze of the Y ear’ s Basic Exemption, which had been
wage-indexed. 1n 1997, the Y ear's Basic Exemption was $3,500, calculated as 10 percent of
the $35,800 Year's Maximum Pensionable Earnings (the latter remains wage-indexed). By
freezing the Y ear’ s Basic Exemption, which will fal in vaue each yesar, the base of contributory
earnings will increase (i.e,, more earnings will be subject to Canada Pension Plan contributions)
and thus future contribution rates can be lower than otherwise necessary. The Caedon Inditute
caculated that the $3,500 Y ear’ s Basic Exemption will be worth $2,722 in 2003 and $822 in
2030 (in congtant 1997 dallars). The federd government estimated that, by freezing the Year's
Basic Exemption, by 2030 the (pay-go) contribution rate would be reduced by 1.63 percentage
points.

So freezing the Year' s Basc Exemption - a stedthy change that few Canadians
recognize or understand - proved irresistible to governments concerned about reducing future
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contribution rates. By comparison, the rapid ramp-up in contributions over the next severd
years will be very visble and perhaps difficult politically - though recent reductionsin federa
and provincid income taxes and Employment Insurance premiums will soften the blow.

The Y ear' s Basic Exemption offers (offered is amore accurate term, since it will decline
in future) two advantages to contributors with below-average earnings. Firg, it reduces their
contributory burden because the first $3,500 of earningsis exempt. Second, retirement
pensions are calculated on the full range of earnings up to the Y ear’ s Maximum Pensonable
Earnings, not the narrower band of earnings (between the Y ear’ s Basic Exemption and the
Y ear’ s Maximum Pensionable Earnings) on which contributions are paid. Asaresult,
Canadians who earn below the average wage receive relatively more Canada Pension Plan
retirement benefitsin relation to their contributions than those who earn the average wage or
higher.

The move to partid funding and the freeze on the Y ear’ s Basic Exemption will impose a
heavier burden on Canadians with below- average earnings than on those in the higher
($50,000-and-up) range. For example, a$20,000 employee’s net (i.e., after-tax credit)
contributions will rise from $337 or 1.7 percent of earningsin 1996 to $625 or 3.1 percent of
earnings in 2003, the year that the steady- state rate will be reached. A $50,000 employee' s net
contributions will increase from $652 or 1.3 percent of earningsin 1996 to $1,181 or 2.4
percent of earningsin 2003. (All dollar figures are in inflationadjusted 1996 amounts.)

Measuring the net increase in contributions (2003 versus 1996) as a percentage of
earnings, the result ranges from a high of 1.6 percent for those earning just $6,000 to 1.5
percent for those earning $35,000 (roughly average earnings) and then declines with increasing
incometo just 0.5 percent of earnings for employees earning $100,000. The distributiona
pettern isidentica for the sdf-employed - agrowing group in the labour force - except that
their increased burden is twice that of employees.

Women and younger workers will be hardest hit in relative terms during the sevenyear
trangtion to partid funding since they clugter a the lower end of the earnings spectrum. Among
female Canada Pension Plan contributors, 79 percent earn less than the Y ear’ s Maximum
Pensonable Earnings (i.e. about the average) and 43 percent earn less than haf the average.
Thelarge mgority of young contributors earn below the average.

On the other hand, Canadians with low or modest employment earnings stand to benefit
mogt in the longer term from the financing changes. The steedy- State contribution rate will reach
9.9 percent in 2003, and then is supposed to remain level, whereas the pay-go rate would have
kept increasing. After 2016, the pay-go rate would exceed the partia funding rate and rise year
after year.

Moreover, partid funding is intended to restore public confidence in the long-term
viability of the Canada Penson Plan - apendion program that is crucid to low- and modest-
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income Canadians, who rardly work for employers offering private penson plans or save much
if anything in individua retirement savings plan. The growth of a Canada Pension Plan fund that
will be invested broadly in the market should gpped to the many Canadians who either do not
understand or accept the pay-go system in which there was nothing more than asmdl
contingency reserve. The baby boom generation in effect will be paying for part of itsown
pensions and Generations X, Y and Z will pay lower contributions than they would under the
old (pay-go) system, which should to some extent address the issue of the Canada Pension
Plan’sdleged intergenerationd unfairness.

The Cdedon Inditute of Socid Policy advocates aredesign of the income tax credit for
contributions to the Canada Pension Plan to ease the rapidly rising burden of contributions on
plan members with below-average earnings. Instead of the current (federdl) rate of 16 percent
of contributions for al Canada Pension Plan contributors, Caledon proposes that the tax credit
vary inversdy according to income: Lower-wage employees and sdf-employed workers would
receive relatively more tax relief to ease their CPP contributions than higher-wage earners.

Boogting the tax credit for poor and modest-income contributors would increase the
cost of the Canada Pension Plan tax credit to the federd and provincia governments and in
effect transfer part of the cost of rising contributions from labour force participants to taxpayers.
However, the tax expenditure for Canada Penson Plan contributions will increase anyway
under partid funding, though over the longer term not as much as under pay-go financing. The
extra cost required to beef up the tax credit for Canada Pension Plan contributors with below-
average earningsisin my Inditute' s view well worth the price.

Sealth: benefit reductions

CPP benefits did not escape completely. Ottawa and the provinces agreed to a stedthy
trimming of benefits through technical modifications that affect future pensioners and that few
people will understand. Although these changes shaved the vaue of retirement benefits only
dightly (by 1.7 percent), the losses will hurt lower-income pensioners and their survivors hardest
inrative terms

Changes have been made to the way in which benefits are to be caculated for both
retirement pensions and the earnings-related portions of the disability and survivor benefits.
Benefits were based on the average Y ear’ s Maximum Pensionable Earnings (Y MPE) for the
last three years, but in future will be caculated on an average for thelast five years. Whilethis
change may be more consgtent with the mgority of private plans, it will reduce benefits for most
workers because wages usudly reach their peek at the end of a person’sworking life. The
overd| average based on afive-year span typicaly will be lower than an overdl average based
on athree-year gpan, which generaly includes the highest level of earnings.
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Severa changes were mede to the disability benefit. Eligibility for this benefit has
required that contributions be made in two of the past three years or five of the past 10 years,
thisis being lengthened to four of the past Sx years. Disability benefits no longer will be paid to
edtates, and Canadians aready receiving early retirement benefits will not be eigible for
disability benefits. The adminidration of the benefit will be tightened through more frequent
reassessments and new appeal procedures.

The way in which retirement benefits are caculated for disability beneficiariesdso is
being modified. These pensions used to be based on the Y MPE when the recipient turned 65
and then indexed to prices. The retirement benefit for disability beneficiaries now will be based
on the YMPE at the time of disablement (regardless of when this occurred) and subsequent
price indexing. In addition, disability benefits will no longer be paid to etates, and recipients of
an early retirement benefit will no longer be digible for disability benefits.

Prior to the Finance Minigter’ s announcement, combined survivor-disability benefits
were basad on a celling equivadent to the maximum retirement pension plusthe larger of the two
flat- rate components of the survivor and disability benefits. The new ceiling is now one
maximum disability penson. There was no change to the celling of combined survivor-
retirement benefits.

The desth benefit was not withdrawn but its value was reduced from its former level of
six months of retirement benefits to amaximum of $3,580 (with wage indexation) to six months
of retirement benefits to amaximum of $3,500 (with no indexation), so it will shrink steedily in
future.

D. Conclusion

Canada s federal government successfully implemented structural changes to the severd
elderly benefit programs that make up the foundation tier of the country’s penson system, but
was unable to complete that reform by creating asingle, integrated, family income-tested
Seniors Benefit. Yet as part of the same reform process, Ottawa successfully managed to make
equally sgnificant changes to the Canada Pension Plan that, dong with the pardle Quebec
Pension Plan, makes up the second tier of the pension system.

Why hdf-way reform on the one hand and dl-the-way reform on the other?
Sudtainability - the watchword of both reform efforts - isas much a politica as economic
concept in the real world of policy-making.

The short-term politica risks posed to the federad government by an unprecedented

combination of attacks on its Seniors Benefit proposa from interest groups on both the left and
right outweighed the potentid benefits of the reform, which in fiscal terms (i.e,, dowing the
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steamroller® of relentlesdy rising spending) weretrivid in the short term, smadll in the medium
term and significant though il modest in the long term. Moreover, the fiscal gains would have
been even less under the revised option that was designed to dlay some of the criticisms levelled
agang it, snceit would have increased maximum benefits and softened the reduction rate.

The Seniors Benefit was born during Canadd s tough anti- deficit years. The politica
optics of areform that promised to dow relentlesdy risng expenditures while a the same time
improving benefits for those in greater need were attractive to a Liberd government struggling to
combineitstraditiona socia justice concerns with atough fiscal stance. Y et when the light at
the end of the deficit tunnel began to grow brighter, the reform - with its attendant politica risks
- began to look less compelling. Why take arisk - especidly with afederd dectionin the
offing, memories of past debaclesin old age pension reform and the fear of gray power - when
the fiscd imperative seemed weaker and the voices of the critics contrasted with a public that
probably did not grasp the issues a hand?

The attacks from the critics were amplified by mediathat, with rare exceptions, thrive
on criticizing government and do not understand the most basic concepts of public policy. Yet
the case againg the Seniors Benefit was, in my opinion, generdly week - some of the
arguments were preposterous - and easily could have been countered by aforceful federd
response together with the revised design that would have shown Ottawa s willingness to
respond to criticism. There is reason to believe that awdll-crafted public education campaign
could have sold the reform to the Canadian public, which has shown itself to be supportive of
changesthat create fairer, more progressive socid programs - and apprehensive about the
future sustainability of the pendgon system and socia programs generdly. But, in the end, the
certainty of therisks- including internal oppogtion from the Liberd caucus, especidly the
women's caucus - won out over the more questionable political gains.

Some might argue that Ottawa s cold feet on the Seniors Benefit semmed aswell from
the Prime Minigter’ s pledge to his fellow Quebeckers (to counter criticism from the separatists)
that his government would not cut old age pensions. But | think this issue dso could have been
handled with clear public information on the distributiona impact of the new system and the fact
that Quebec - with its rdlaively high rate of ederly poverty and absence of a provincid income
supplement for its poor seniors- would have gained proportionately more than most provinces
from the Seniors Bendfit.

Unlike the gedthily wrought, incrementa changes to the ederly benefits sysem in the
1980s that were not understood by the public, the media and even some interest groups, the
Seniors Benefit was ardatively trangparent reform proposa that had to undergo the glare of
close scrutiny. By contrast, the regressive changes to the Canada Pension Plan - the heavier
burden of contribution increases on lower-income Canadians and the small but stedlthy benefit
timming - recelved scant criticism and did not cause governments any politica pain.
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Another factor that separated the two reforms was that the Seniors Bendfit's
commitment to progressive didribution of benefits and family income-testing, as opposed to
demogrants, proved controversid because it questioned core principles of the universaist model
of the welfare Sate that shaped the development of socid policy in Canada during the 1950s,
1960s and 1970s. The Seniors Benefit, like the Child Tax Benefit that preceded it and the
Canada Child Tax Benefit that followed, were inspired by whét | have termed a‘ post-welfare
state’ gpproach to socid policy that, while firmly committed to the fundamenta ends of socid
provison, calsfor sructura reforms to the means by which those ends are pursued in the light
of profound changes in the economy and society [Battle 2001]. Mot civil society groupsin
Canada remain wedded to the universdist philosophy and suspicious of, if not hogtile toward,
the emerging post-welfare state. The reforms to the Canada Pension Plan and Quebec Pension
Pan, on the other hand, evidenced governments continuing commitment to the philosophy and
practice of socid insurance that congtitutes a core dement of the universdist modd - and is
carried over in the post-welfare state gpproach.

Ironically, perhaps, the palitica failure of the Seniors Benefit was linked to the success
of the reforms to the Canada Penson Plan. Attributing the lion’s share of the sustainability
problem to risng Canada Penson Plan outlays, the federd government claimed that its fix for
the CPP lessened the need to adopt (potentialy controversid) reformsto dow rising elderly

benefits spending.

The pressures to reform the Canada Pension Plan were far heavier than those to
complete the transformation of elderly benefits that had occurred dowly and with little public or
media comprehension during the 1980s and early 1990s. While privetization was never on the
table- no Canadian government would dare even think out loud about so radicd and
potentially dangerous a change to the country’ s penson system - the federd and provincid
governments faced big-time paliticd risk if they failed to convince an apprehensive public that
the Canada Pension Plan will be there for them in future. The nationa nature of the Canada
Pension Plan was another factor that likely helped the cause of reform: The federd and
provincia governments share responsibility for the program, even though it is ddivered by the
federal government, and share as well the attendant politica risks of a perceived falure to act to
‘save’ the program for future generations.

Adding weight to the reform was the need to maintain paralelism between the Quebec
Pension Plan and Canada Pension Plan: Quebec, despite its fractious relaions
with Ottawa, was on the same road to partial funding (indeed, had advocated partia funding
from the beginning of the plansin the mid- 1960s to create a fund for public investment).

The sdling case for reforming the financing of the Canada Pension Plan was not hard to
make: The ‘money in the bank’ imagery inherent to partia funding gppeded to Canadians and
most interest groupswho - though supportive of the CPP - were susceptible to the privateers
warnings that the plan wasin fisca peril.
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While the issue of the differentid impact of the Seniors Benefit and Canada Pension
Pan reforms on Canadians at different income levels never reached public atention to become
apolitica issue, the CPP changes are easier on better- off Canadians and harder on those with
bel ow- average incomes, whereas the opposite would have been the case for the Seniors
Benefit. The more rapid ramp-up of Canada Pension Plan contributions and the freeze on the
Y ear’ s Basic Exemption are regressive, as are the rdatively hidden reductions in benefits.
While Canadians doubtless will notice the Sgnificant increase in thelr contributions during the
shift to partid funding, thisincreese is rlatively painlessfor upper-midde-income and well- off
contributors and is mitigated by Sizable cuts to federa and provincia income taxes (cutsthat in
dollar terms are regressive).

The public consultations had indicated broad opposition to sgnificant reduction in
Canada Pension Plan benefits, but the governments reform package did make changes that
would trim future benefits a bit and regp some not inggnificant savings as aresult. Opposition to
these benefit reductions was easily avoided by stedlth: Few Canadians would grasp the nature
and impact of the changes, which were highly technical.

Pengon reform is an unfinished business. Canada s federd, provincid and territoria
governments are studying other possible changes to the Canada Pension Plan, including
providing partia pensions, reforming survivor benefits, mandatory splitting of penson credits
during marriage and extending coverage up the income scade by raising the limit on pensionable
earnings above its current level of the average wage. Asto ederly benefits, it seems unlikely
that substantive changes of the scale of the proposed Seniors Benefit will be resurrected any
time soon given that the current Liberal government and its Conservative predecessor both got
their fingers burned playing with the matches of pension palitics.
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End Notes

! Federal and provincial standards governing occupational pension plans were strengthened. In most
jurisdictions, vesting now must occur after no more than two years of membership; plan members become
entitled to their employers' pension contributions made on their behalf. Pension contributions must be
locked-in, meaning that plan members cannot get at their employee and employer contributions until they
retire. Private plan must provide survivor benefits, though unfortunately spouses can elect to waive this
provision, and accumulated private pension benefits must be divided between divorcing spouses.
Employers providing pension plans must extend coverage to all full-time employees in an occupational
group covered by the plan after two continuous years of employment and to their part-time workers, subject
to certain conditions (in most jurisdictions, part-time workers become eligibleif they have earned at least 35
percent of the average wage as measured by the Y M PE after two consecutive years of employment). Plan
sponsors must allow early retirement using actuarially reduced pensions. Portability provisionswere
improved; plan members who change jobs can transfer their accumulated pension contributions to their new
employer’splan if one exists, to alocked-in RRSP or to an annuity that pays benefits upon retirement..
However, there are no requirements regarding the critical feature of indexation, one of the strong points of
the Canada and Quebec Pension Plans. Although there has been someimprovement in inflation protection
over the years thanksin large part to the efforts of trade unions, less than half of occupational pension plan
members arein plansthat provide some form of indexation to protect pensions from the ravages that even
low rates of inflation can cause over a number of years (especially given the fact that averagelife
expectancy isincreasing); only onein seven plan members enjoy full indexation to the cost of living.
Though the large majority of private pension plan members are in defined benefit plans, thereisa trend
away from such plans (which promise aretirement benefit based on aformulathat takesinto account years
of service and average or recent earnings) to defined contribution plans in which the pension depends upon
the amount of contributions and investment earnings built up over the years; defined benefit plans provide
aimportant element of security that defined contribution plans (which are essentially savings plans) cannot.

2 This section is taken mainly from a 1997 paper by the author (Battle 1997).
% The lowest marginal tax rate has since been lowered to 16 percent.

* In this case ‘family’ means the combined income of the spouses; income from other family membersis not
included.

® Figures 3 through 5 are based on data from the National Council of Welfare, with additional calculations by
the author. See Nationa Council of Welfare 1996.

® | have borrowed the phrase “slowing the steamroller” from Terrance Hunsley, who applied it originally to
child benefits. See Hunsley 1990.

Caledon Institute of Social Policy





