Retirement savings and other
special income arrangements

Minimal financial requirements for the retirement years are proviggaith Age Security payments
and the Canada Pension plan system. However, maximum payments under thesetmgtoiait
around $16 000 per year, an income level that will not provide for the lifestyle most indivituati
like to enjoy during their retirement years. In response to this situation, the &amamtime tax
system contains a number of provisions that encourage the development of various pireaterte
savings arrangements to supplement benefits provided under the Canada Pensioreplaii lsgsé
include

Registered retirement savings plans (RRSP)
Registered Pension Plans (RPP)

Registered retirement income funds(RRIF)
Deferred profit sharing plans(DSSP)

Figure 13 - 1
Retirement Savings - The Basic System
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Tax deferred savings
There are two basic sources for the investment funds going into retirement savisgs pla

1. employers may make contributions to RPP and DPSP
2. employed individuals to RPP or individuals to RRSP

Tax free compounding

The income earned by investments contained in these plans is not taxed untihidliawait

Example Mr. Kerr is a 35 year old taxpayer who pays taxes at a marginal rate of 45
percent. For the next 30 years, he has $5,000 per year of pre-tax income that he
wishes to put aside for his anticipated retirement at age 65.

Analysis  1f Mr. Kerr contributes this amount to an RRSP, it can be deducted and no
taxes will be paid on the $5,000 per year of pre-taxincome. Ifthis $5,000 per year is
invested in an RRSP at a 10 percent per annum rate of return, it will accumulate to
$822,470 atthe end of 30 years. Ifthe full amount is withdrawn when he reaches age
65, and he is still paying taxes at a marginal rate of 45 percent, he will be left with after
tax funds of $452,359.

If Mr, Kerr had not invested in an RSP, taxes at 45 percent would have been paid on
the $5,000, leaving only $2,750 per year toinvest. Ifthis $2,750 could be invested at
an after tax rate of 10 percent outside of the RRSP, he would reach age 65 with the
same after tax funds of $452,359 that were retained using the RRSP. However, the 10
percent rate used in the RRSP reflects the fact that investment income is not taxed

while in the plan.

If the before tax rate is 10 percent, the after tax rate for funds invested outside the
RRSP would be 5.5 percent. (To simplify the example, we have assumed that the
return on the investment is not in the form of dividends or capital gains.) At this after
tax rate, the investment of $2,750 per year for 30 years would result in an accumula-
tion of only $199,198 by the time Mr. Kerr s 65 years old, less than half of the after tax
accumulation resulting from using the RRSP approach.



Contributions

Contributions can be made starting January 1 of each year up to sixty days after thinerye arf

Contribution limit is based on the individual earned income for the previous year. 18%

13-49.  As found in ITA 146(1), the basic components of Earned Income are as follows:
Additions

+ Net employment income, computed without the deduction for RPP contributions

+ Royalties, provided the recipient is the author, composer, or inventor of the work

+ Taxable support payments received by a spouse (This does not include non-taxable child
support payments. See Chapter 11 for a discussion of child support payments.)

+ Supplementary unemployment benefit plan payments

« Income from carrying on a business

« Income earned as an active partner

« Net rental income from real property

+ Research grants, net of certain related expenses

+ Canada and Quebec Pension Plan disability benefits received

Deductions

+ Deductible support payments (does not include non-deductible child support payments)
« Losses from carrying on a business

+ Losses allocated to an active partner

« Losses from the rental of real property



Subject to a limit

13-46.  As the legislation currently stands, Money Purchase Limits and the RRSP Dollar
Limits for the years 1996 through 2011 are as follows:

Year RRSP Dollar Limit
1996 to 2002 $13,500
2003 14,500
2004 15,500
2005 16,500
2006 | 18,000
2007 19,000
2008 20,000
2009 21,000
2010 22,000
2011 Indexed

Exercise Thirteen-1

Subject: Unused RRSP Deduction Room

Mr. Victor Haslich has 2005 Earned Income for RRSP purposes of $38,000. Heis nota
member of an RPP or a DPSP. At the end of 2005, his Unused RRSP Deduction Room
was $4,800. During 2006, he contributes $6,000 to his RRSP and makes an RRSP
deduction of $4,500. What is the amount of Mr. Haslich's Unused RRSP Deduction
Room and undeducted RRSP contributions at the end of 20067

Unused RRSP deduction
Unused RRSP deduction room at the end of the preceding year is simply the cumulatfeliodd
the amounts determined under the formula for years prior to the current years.



Exercise Thirteen-2

Subject: Earned Income

Mr. Jarwhol Nacari has net employment income of $56,000 (he is not a member of an
RPP), interest income of $22,000, net rental income of $2,500, and receives taxable
support payments from his former spouse of $12,000 duringthe current year. Whatis
Mr. Nacari's Earned Income for RRSP purposes for the current year?

Exercise Thirteen-3

Subject: Earned Income

Ms. Shelly Devine has net employment income of $82,000 (after the deduction of
$3,000in RPP contributions), abusinessloss of $12,500, dividend income of $4,200,
and pays deductible support to her former spouse of $18,000 during the current year.
What is Ms. Devine’s Earned Income for RRSP purposes for the current year?



Examples of RRSP deduction calculations



Excess contributions

A taxpayer is allowed to make an excess contribution of up to $2 000. if more than a penalty of 1% a
month.

Exercises






