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I ntroduction

Canadians have recently been presented with two seemingly conflicting views
of the financia circumstances of elderly Canadians. The conflict is captured
in the press release that accompanied Statistics Canada s publication of The
Assets and Debts of Canadians: An Overview of the Results of the Survey of
Financial Security.

Familiesinwhich asenior wasthe mgor income recipient had the highest net worth
of any type of family unit, $202,000. The fact that many seniors live in their own
mortgage-free home accounts for this to a large extent. However, this net worth
should not be interpreted to mean that dl senior families have rdatively high net
worth, nor relaively high incomes. The median after-tax income of senior families
was $32,000, amost $14,000 lower than for younger families.

One can sympathize with Statistics Canada s dilemma. Seniors have high net
worths and low incomes, therefore they must be both rich and poor at the
same time. Alternatively, and more to the point, comparing the incomes and
net worths of seniorsto theincomes and net worths of younger Canadiansis
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a pointless exercise which says next to nothing about whether seniorsarerich
or poor. The fact that seniors have lower incomes than younger Canadians
does not mean that they are poorer than younger Canadians. The fact that
seniors have higher net worths than younger Canadians' does not mean that
they arericher than younger Canadians. It is natural for seniorsto have lower
incomes and higher net worthsthan younger Canadians because seniors are at
adifferent stage in their lives.

Few things are more studied than the incomes of Canada's senior
citizens. Baldwin and Laliberté (1999), Gower (1998) and Myles (2000) are
recent examples. Most studies build upon the work of Statistics Canadawhich
follows along but unhelpful intellectua tradition of equating economic well-
being with annual income. Income is studied by source, by province of
residence, by family type, by gender, by age and by year of receipt. It is
studied before- and after-tax, with and without transfers. We compare the
incomes of young and old, rich and poor, male and femae. We compare the
incomes of those who live aone to those who live as families.

From this work, sweeping conclusions are drawn about the economic
well-being of senior citizens. We celebrate the fact that the incomes of dderly
Canadians have grown faster than inflation and faster than the incomes of
younger Canadians. We celebrate shrinking Gini coefficients (among senior
citizens) as evidence that our world is becoming more fair. We study the
incidence, intensity and depth of poverty and/or low income as if these
measures said something important about the lives of elderly Canadians. Y et
most of these studies leave two important questions unanswered.

Is income (before- or after-tax) a good measure of the economic well-

being of senior citizens?

What relationship should we expect between the incomes of senior

households and the incomes of younger households with similar

standards of living?

This paper ooks at these questions and concludesfirg, that incomeis not
agood measure of economic well-being, particularly for seniors, and second,
that senior citizens can have significantly lower incomes than younger
Canadians and yet enjoy a similar standard of living. As such, it is not clear
that the incomes of senior citizensarein any way deficient, nor isit clear that
recent increases in their relative incomes are desirable.

The differences will be even more pronounced when pension wedlth is added to
2fidtics Canada s anadysis, as has been promised for future releastdal colm Hamilton



The Limitations of Income as a M easur e of
Economic Well-Being

The limitations of income as a measure of economic well-being are best
illustrated by example. Take the simplest of al worlds;, a world without
inflation or interest rates or income taxes; a world where equa numbers of
people are born each year; where everyone works for 30 years and earns
$100 per annum; where people save $50 per annum during their working
lives and accumulate $1,500 of capital (30 x $50) by the time they retire; a
world where people draw $50 of capital each year during a 30 year retirement
and where everyone spends $50 per annum. Let’s call this world Egalitaria
and its citizens Egditarians.

In Egdlitaria

there are equal numbers of working and retired citizens,

all working people have $100 of income and $50 of expenditures, and

all retired people have no income and $50 of expenditures.

Statistics Canada, unleashed on such aworld, would conclude that retired
Egdlitarians are impoverished or, more accurately, the victims of low income.
The perfect equality of income within the working and retired populations
would be lauded, but the ugly gap between the income of work-ing
Egdlitarians and the income of retired Egalitarians would be deplored. Y et
there would be no difference between the standard of living of working
Egditarians and the standard of living of retired Egalitarians because, in
Egditaria, income says nothing about economic well-being. Working
Egalitarians spend only 50 per cent of their income because they need to save
for retirement. Retired Egalitarians support themselves comfortably without
any income because they have large amounts of capital on which to draw.

Now, suppose Egalitaria adopted a more modern socia security model
for its retirement system. Each working Egalitarian would pay $50 of socia
security tax instead of saving $50, while each retired Egalitarian would collect
$50 of sociad security benefits which, following the normal conven-tion,
would be counted as income. Egalitaria would still have an income equality
problem before-tax (working Egalitarians have $100 of income while retired
Egditarians have only $50) but not after-tax (both working and retired
Egdlitarians have $50 of income, after-tax).

Alternatively, Egalitaria might build its retirement system on RRSPs.
Each year, working Egalitarians would contribute $50 to an RRSP and retired
Egdlitarians would draw $50 from an RRSP. Withdrawals would be
considered income, just as RRSP withdrawals in Canada are considered
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income. Working Egalitarians would then have $100 of income, before- or
after-tax. Retired Egalitarians would have only $50.

Finaly, Egdlitaria could use occupational pension plans asthe vehiclefor
organizing its retirement income system. Each working Egalitarian would be
paid $75 per annum and would contribute $25 to an occupationa pension
plan. Employers would match these $25 contributions, bringing each
employee' stotal compensation to $100. In retirement, each Egalitarian would
receive $50 per annum of pension income. In such a system, working
Egalitarians would have $75 of income,” before- or after-tax, while retired
Egalitarians have only $50.

The four alternatives are summarized in Table 1.

From an Egalitarian’s perspective, these four systems are indistinguish-
able. Each allows an Egalitarian to consume $50 per annum throughout his or
her working and retired lives. Y et while thereis no difference in the economic
well-being of working and retired Egadlitarians, there are significant differences
in their incomes.

To make Egalitaria more recognizable, assume now that savingsearn a4
per cent real rate of return. This does not affect the social security model
(since there are no savingsto invest), but it significantly lowers (from $50 to
$24%) the savings required to support the other models while simul-taneously
increasing the level of consumption for working and retired
Table 1. Impact of Retirement System Design on | ncome

(Real Interest Rate=0%)

Annual Per Capita

Type of Consumption for
Retirement Working and Retired Income of Working Income of Retired
System Egalitarians Egalitarians Egalitarians

Before-tax After-tax Before-tax After-tax

Normal savings $50 $100 $100 0 $0

Social security $50 $100 $50 $50 $50

RRSPs $50 $100 $100 $50 $50

Occupational $50 $75 $75 $50 $50
pensions

2Employer contributions to pension plans are not usudly included in persond
income.

%324 is the amount of saving required to baance pre- and post-retirement
228umption at $76. Malcolm Hamilton



Egdlitarians (to $76 per annum). The four aternatives are summarized in
Table 2.

The analysis of the “normal savings’ system is particularly complicated.
Pre-retirement, the incomes of working Egalitarians include the income
earned on savings. Thisincome does not increase consumption, asit issimply
reinvested. In a system based on RRSPs or occupational pensions, the

Table 2: Impact of Retirement System Design on |ncome
(Real Interest Rate=4%)

Annual Per Capita

Type of Consumption for
Retirement Working and Retired Income of Working Income of Retired
System Egalitarians Egalitarians Egalitarians

Before-tax After-tax Before-tax After-tax

Normal savings

0% inflation $76 $122 $122 $32 $32
2% inflation $76 $132 $132 w7 M7
4% inflation $76 $143 $143 $63 $63
Social security $50 $100 $50 $50 $50
RRSPs $76 $100 $100 $76 $76
Occupational $76 $38 $338 $76 $76
pensions

same investment income is earned and reinvested, but it does not usually
appear in studies of persona income. In the absence of income tax, the
inflation rate does not affect a worker’s savings rate or the level of rea
consumption (since we are assuming a rate of return 4 per cent higher than
the underlying inflation rate, whatever it may be), but incomes will be
affected, both pre- and post-retirement, by the level of inflation due to the
way income is measured (interest includes the inflation element of nomina
interest rates).

All of these examples ignore income taxes, so normal savings plans
perform just as well as tax-sheltered plans. The model simply demonstrates
that if one definesincomein the usua way, the manner in which aretirement
system is organized can produce income inequalities where there are, in fact,
no differences in economic well-being. Conversely, if the objective is to
equalize economic well-being, unequal incomes are an unavoidable con-
sequence of the way income is defined and measured.
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The Canadian retirement system is much more complicated than any of
the Egadlitarian systems. We have progressive income taxes which, by their
design, favour the elderly. We have alarge number of government programs
that provide income and services to elderly Canadians. We have RRSPs and
pension plans. We have people who save outside tax shelters, either directly
or through inheritance or by accessing home equity in their retirement years.
As will be seen later, our senior citizens have income from many sources,
suggesting that each of the af orementioned vehicles plays an important rolein
Canada. To use income as a measure of economic well-being in such an
environment is, at best, hazardous.

For example, Baldwin and Laliberté (1999), in comparing the incomes of
senior households and prime age households, produced the following numbers
(Table 3).

Table 3: Relative Income of Senior and Prime Age Households

Total Income Change
(1996 $) (%)
1989 1996
Senior households $32,667 $31,834 -3
Prime age households $55,678 $52,214 -6

Baldwin and Laliberté conclude:

This generd pattern of long-term increase (in the income of senior households)
peaked around 1989 as the average senior household income decreased to
$31,834 in 1996, a decline of about 3 per cent from 1989. However, senior
households dill improved their relative Stuation as households headed by
Canadians between the age of 25 and 54 saw their income go down even further
(6 per cent) during the same period. All told, in 1996 the average senior household
stood at 61 per cent of the 25-54 group. (1999, p. 10)

As an arithmetical observation, the statement is accurate. But the
inference that readers are invited to draw from it — that seniors were less
well off in 1996 than they were in 1989 — is wrong. The decline in the
income of senior households between 1989 and 1996 waslargdly fudled by a
reduction in investment income (from $7,014 in 1989 to $4,113 in 1996)
caused by areduction ininterest rates (from 10 per cent in 1988-89 to 6 per
cent in 1995-96) and other factors. The reduction in interest rates was
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accompanied by areduction ininflation (from 5.2 per cent in 1989 to 2.2 per
cent in 1996). A senior citizen in the 40 per cent tax bracket® is better off
earning 6 per cent in ayear when pricesrise by 2.2 per cent than 10 per cent
in ayear when pricesrise by 5.2 per cent, as demonstrated below (Table 4)
for an individua with $70,000 invested at the start of the year.

Table 4. Adjusting Investment Income for Taxesand Inflation

1989 1996
1. Opening balance (1996 dollars) $70,000 $70,000
2. Interest rate 10% 6%
3. Interest income, before-tax ([1] x [2]) $7,000 $4,200
4. Tax on interest income (40% of [3]) $2,800 $1,680
5. Closing balance, after-tax ([1] + [3] - [4]) $74,200 $72,520
6. Inflation rate 5.2% 2.2%
7. Purchasing power of closing balance ([5] , {1+ [6]}) $70,532 $70,959
8. Real income, after-tax ([7] - [1]) $532 $959

Thus, what appears at first to be a sizeable reduction in investment
income ($7,000 — $4,200 = $2,800) could more accurately be described asa
modest increase in real, after-tax income ($959 — $532 = $427).

Baldwin and Laliberté' s conclusion that senior households experienced a
3 per cent reduction in family income between 1989 and 1996 is correct but
misleading, because unadjusted investment income says nothing about the
economic advantages derived from investing capital in aworld with taxesand
inflation. Adjusted for this one distortion, the income of senior house-holds
actually grew by 6 per cent between 1989 and 1996, while the incomes of
prime age households declined by 6 per cent. Using after-tax incomes does
not solve the measurement problem, asthere is no adjustment for the erosion
in the purchasing power of accumulated capital.

As a measure of economic well-being, income may be good enough to
permit conclusions to be drawn from comparisons of the after-tax incomes of
similar households in a given year. But comparing the incomes of senior
households to the incomes of prime age households and comparing the
incomes of senior householdsin one year to the incomes of senior households

“Investment income is skewed to higher income households.
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in another year with materially different interest and inflation rates should
only be done with the greatest of care.

L ooking Beyond Income

More generally, there are five reasons why the unadjusted incomes of senior
households should not be compared to the unadjusted incomes of younger
households.

Y ounger households often support children.

Younger households devote a significant portion of their income to
acquiring capita that senior households aready possess (ahome, one or
more cars, furniture, appliances, etc.) and to the related financing costs
(mortgages, car loans, €tc.).

Y ounger househol ds have employment-related expenses (union dues, the
cost of travelling to and from work, life and disability insurance, etc.).

Y ounger households need to save for retirement and/or contribute to
pension plans; senior households have aready saved for retirement and
some of their dis-saving (i.e., drawing down unsheltered capital accumu-
lations) is not included in their incomes.

Y ounger households have significantly higher taxes. They contribute to
the Canada Pension Plan (CPP) and Employment Insurance (El) and are
subject to higher effective income tax rates.”

Of course, there are other differences between senior and prime age
households. Were it not for medicare, provincial drug plans and employer-
supported post-retirement medical insurance, senior households would have
much larger medical expenses than prime age households. Even with these
programs, seniors appear to spend more on hedth care than younger
Canadians, but the differences arerelatively small (afew hundred dollars per

®Senior households benefit from specid age and pension credits and from a
progressive tax system that burdens those who have (and need) high incomes much more
heavily than those who do not have (or need) high incomes.
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household per year). At advanced ages, seniors may need to pay for services
that younger Canadians can provide for themselves. On the other hand,

seniors have more time to do things for themselves than do younger house-
holds where one or both spouses work. Finally, seniors are the beneficiaries
of many programs designed to support the elderly or those with low incomes
(public housing and nursing homes with rents geared to income; seniors

discounts for services like banking and public transit).

The traditional analysis of family or household income adjusts for
relatively few of these differences. Statistics Canada has, until recently,
emphasized statistics that adjusted only for the number of people in the
household. In comparing elderly couples to younger families, Statistics
Canada used scaling factorsto take into account expenditures on children, but
did not adjust for taxes, capita accumulations, employment expenses or
retirement savings. These studies often concluded that seniors had low
incomes (which istrue but not surprising) and, by inference, that seniorswere
financially more vulnerable than younger Canadians (which may or may not
be true, but which cannot be determined from straightforward comparisons of
income).

More recently, Statistics Canada has placed greater emphasis on after-tax
income. However, the tax adjustments are incomplete, ignoring CPP and El
contributions, both of which fall predominantly on younger Canadians.

To perform a proper analysis of economic well-being requires more
information than would usually be available in a study of income. Thisis
particularly true if the objective is to meaningfully compare groups that are
fundamentally different. The remainder of this paper uses the 1997 Qurvey of
Consumer Spending to construct financial profiles of senior and prime age
households, and then to compare the two. Specificaly, the following items
were extracted from the survey for each household:

income by source

® employment earnings,

® investment income,

® RRSP withdrawals,

® transfers (CPP/QPP, OAS, El, GIS, etc.),
® pensions and other;

taxes (income tax, CPP/QPP and EI contributions);

mortgage payments (interest and principal);
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savings defined broadly to include RRSP contributions, non-mortgage
debt repayments, interest on non-mortgage debt, pension contributions
(other than CPP/QPP), additions to non-sheltered savings, insurance
premiums, etc.;

gifts (charitable donations, net gifts to or from family members, etc.);
union dues, professional dues and day-care costs; and

descriptive information (household type, age of reference person and
spouse; number of person weeks as a member of the household, weeks
worked).

These are areas where the behaviour of seniors and the behaviour of
prime age households are markedly different. Items have been grouped under
a few broad headings to smplify the analysis. For example, “savings’
includes interest paid on debt,® insurance premiums and the reinvestment of
investment income on non-sheltered assets; it excludes (because the survey
excludes) employer contributions to pension plans and the reinvestment of
investment income from tax-sheltered assets. Taxesinclude income taxes and
empl oyee contributions to the CPP and EI, while excluding employer contri-
butions to CPP and EIl (which do not directly consume employee income)
and the goods and services tax (GST), sadles and property taxes (which
consume the incomes of prime age households and senior households alike,
and hence do not contribute significantly to differences between the two).

To estimate the amount spent on children,” a conventiona equivalence
factor was used. Specifically, | assumed that if 1.0 represents the cost of
providing a particular standard of living to an adult living alone, the marginal
cost of providing asimilar standard of living to an additional adult in the same
household is 0.4 and the marginal cost of providing asimilar standard of living

81 thiswereastudy of savingsbehaviour, theinflation element of interest payments
should be considered savings while the real dement would be considered an expenditure.
Sincethe purpose of this paper is smply to comparethewaysin which seniorsand prime age
households use income, the important thing is that prime age households pay significant
amounts of interest on debtsincurred to acquire assats that senior households own outright.
Whether the interest payments are characterized as savings or expenditures makes no
difference to the andysis.

"More properly, the margina cost to the adults in the household of supporting
children.
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to each child in the household is 0.3. While there are many other equivalence
scales in use, most are quite similar and would lead to similar conclusions.

To simplify the comparisons, househol ds with the following features were
excluded:

households with no income;

households submitting information for less than afull year;
households other than

- unattached adults living aone,

- couples, with or without children, and

- unattached adults with children;

one person households with fewer than 52 person weeks;® and

two or more person households with fewer than 104 person weeks.

8A household formed during the yeer in question might have less than 52 weeks of
survey participation in its current configuration; households of this kind were excluded.
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Profiles from the 1997 Survey of Consumer Spending
Sample Szes

Table 5 summarizes the data used in the principal comparisons.

Table5: Summary of Data Extracted from the 1997
Survey of Consumer Spending

No. of Average  Average

No. of Represented Gross After-tax

Records  Households Income Income

Senior couples, reference spouse over 65 1,264 836,000 $39,100 $32,700

Senior couples, both spouses over 65 987 642,000 $38,500 $32,500

Fully retired” senior couples, 849 553,000 $35,600 $30,600

both over 65

Prime age® couples; with children 4,309 2,608,000 $70,500 $51,900

Prime age® couples; without children 952 594,000 $66,100 $47,400

Fully retired” unattached seniors 1,39 883,000 $19,200 $16,900
Prime age® unattached adults

x With children 07 542,000 $31,600 $26,100

x Without children 1,178 799,000 $35,200 $25,600

Notes:  All averages are caculated using the population weights.
#Thetotal weight for the selected records.
® No income from employment.
¢ Reference spouse between the ages of 30 and 49, inclusive.

A 65 year old adult was not considered “ senior” because he or shewould
have been under 65 at the start of 1997 and would not have qualified for
government benefits for the entire year.

While“prime age’ usually refersto those between the ages of 25 and 55,
in this instance the term applies to households where the reference spouseis
between 30 and 49, inclusive.

By ignoring young households (under age 30), households transitioning
into retirement (reference spouses between the ages of 50 and 65) and
unusual households (seniors with employment income; seniors supporting
children; families with dependent parents or unrelated adultsin the home) the

236 Malcolm Hamilton



comparisons focus on the differences between typical prime age familiesand
typical retired seniors.

For each group, Table 5 gives the sample size, the number of represented
househol ds, the average gross income and the average after-tax income. The
averagesin this and other tables are weighted averages, cal culated by applying
the population weight to each of the recordsin the category and rounding the
result to the nearest $100. By excluding senior households with one spouse
under 65 and senior households with employment income, we obtain atruer
picture of the circumstances of the fully retired majority. As Baldwin and
Laliberté (1999) point out, working seniors have above average incomes
(even ignoring their employment earnings) and the inclusion of thisrelatively
small unrepresentative group increases the average incomes of senior citizens
by 5 per cent to 10 per cent.

Sources of Income

Tables 6 and 7 examine the sources of income for senior households (Table
6) and prime age households (Table 7). Transfers account for 54 per cent of
the income of fully retired senior couples and 60 per cent of the income of
fully retired unattached seniors. For prime age couples and prime age
unattached adults, employment earnings account for 92 per cent and 83 per
cent of grossincome, respectively, whiletransfers account for only 4 per cent
and 11 per cent, respectively.

As can be seen from Table 6, senior households draw income from many
sources. RRSP withdrawals are not a significant source of income for this
generation of retired Canadians. Senior househol ds have significant amounts
of investment income (four times as much as prime age households). Since
interest rates were relatively low in the years leading up to 1997, at least as

Implications for Canada’s Retirement Income System 237



Table 6: Sourcesof Incomefor Fully Retired Senior Households

Couples
Type of Income Spouse No. 1 Spouse No. 2 Total Unattached
Employment $0 $0 $0 $0
Pension and other $6,800 $3,200 $10,000 $4,500
RRSP* N/A N/A $1,400 $600
Investment $2,900 $1,800 $4,700 $2,700
Transfers $10,900 $3500  $19,400 $11,500
Total $35,600 $19,200

Note: *The 1997 Survey of Consumer Spending did not identify RRSP with-drawas by
spouse, hence RRSP income is shown only for the household asawhale.

Table 7: Sources of Incomefor Prime Age Households

Couples, With or Without Children Single Adults
With or Without
Type of Income Spouse No. 1 Spouse No. 2 Total” Children
Employment $33,000 $29,300 $64,300 $27,900
Pension and other $500 $400 $900 $1,500
RRSP? N/A N/A $400 $300
Investment $700 $400 $1,200 $500
Transfers $1,600 $1,300 $3,000 $3,600
Total $69,700 $33,700

Notes: *The 1997 Survey of Consumer Spending did not identify RRSP with-drawals by
spouse, hence RRSP income is shown only for the household asawhale.
*Total includes any income earned by children.
compared to interest rates in the 1980s and early 1990s, the average senior
household must have a significant amount of unsheltered capital on which to
encroach, probably more than three times their annual expenditures. Aswill
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be seen later, there islittle to suggest that seniors encroach on capital.® Many

continue to save.

Income Comparisons

Table 8 compares the incomes of senior households to the incomes of prime

age households.

Incomes are measured in four different ways:

unadjusted gross income;

adjusted gross income (income was adjusted to the equivalent for a
couple without children using the equivalency scale described earlier);

unadjusted after-tax income where after-tax income is grossincome less
personal income tax and (unlike Statistics Canada'’ s calculation of after-
tax income) CPP/QPP and EI contributions; and
adjusted after-tax income (adjusted to the equivalent for a couple without

children).

Table 8: Comparing the Income of Prime Age and Senior

Households

Two Adult Households

Single Adult Households

Prime Fully Prime Fully
Age Retired Ratio Age Retired Ratio
Senior Senior
(%) (%)
Grossincome
x Unadjusted $69,700 $35,600 51 $33,700 $19,200 57
x Adjusted* $52,800 $35,600 67 $41,400 $26,900 65
After-tax income
x Unadjusted $51,100 $30,600 60 $25,800 $16,900 66
x Adjusted* $38,600 $30,600 79 $31,300 $23,700 76
Note: * To the equivadent income for a couple without children.
°Other than those with the lowest incomes.
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The adjusted grossincomes of fully retired senior households are low —
about two-thirds of the adjusted incomes of prime age households. After-tax,
senior households have 75 per cent to 80 per cent of the adjusted income of
prime age households.*® On the basis of comparisons such as these, many
believe that senior citizens have inadequate incomes. Baldwin and Laliberté
(1999), in ng the extent to which Canada’ s retirement system has met
its objectives, concludes with the following observations.

Thefact that the averageincome of ederly householdshasbeenrisinginrdaionto
nort+ederly househol ds suggeststhat the income replacement function isbeing met
more completely. On the other hand, the fact thet there is till a significant gap
between the average household income of over 65 households versus under 65
households — especidly for older households with no employment income,
reminds us that old age till tends to be atime of relatively low incomes. The fact
that elderly households are over-represented in thefirst and second quintiles, while
being under-represented in the third, fourth and fifth suggests the same point.
(1999, p. 54)

Myles concludes his examination of seniors' income by observing that,

Seniors with low incomes have gained substantidly. Conversdly, it would be
extremdy difficult to claim that Canadian seniorshave become“too rich”. Although
mean incomes have risen considerably since the early 1980s, virtudly dl of the
gains have taken place a the lower end of the income digtribution. (2000, p. 1)

Both Baldwin and Laliberté (1999) and Myles (2000) cite the fact that
seniors are under-represented in the fourth and fifth income quintiles as proof
that seniors are not “too rich”. Baldwin and Laliberté adjusted for neither
taxes nor children. Myles adjusted for both. Neither adjusted for mortgages,
employment expenses, CPP and El contributions, capital accumulations or
retirement savings. While both may be correct in concluding that seniors have
not grown “too rich”, nothing in either paper supports, or is capable of
supporting, such aconclusion. The fact that seniors have lower incomes than
younger Canadians, even after adjusting for taxes and the cost of raising
children, does not mean that they are less well off.

Uses of Income: Fully Retired and Prime Age Households

10gt4tistics Canada s cal culation of after-tax income, whichignores CPP/IQPPand
El contributions, would put the adjusted incomes of senior house-holds closer to 70-75 per
24 of the adjusted incomes of prime age households, after-tax.  Malcolm Hamilton



Tables 9 (couples) and 10 (unattached adults) compare the uses to which
senior and prime age households put their incomes. Senior househol ds headed
by someone under 75 are distinguished from senior households headed by
someone 75 and over to differentiate the more recently retired from those
who have been retired for some time.

Table 9: Uses of Income: Senior vs. Prime Age Couples

Prime Age Couples Fully Retired Senior Couples
With Without 75 and
Childre Childre All Under 75 Over All
n n
Gross income $70,500 $66,100 $69,700 $38,000 $32,900 $35,600
Tax (18,600)  (18,600)  (18,600) (5,500) (4,400) (5,000)
Mortgage (6,200) (5,400) (6,100) (200) (200) (200)
Savings (5,500) (9,000) (6,100) (4,500) (2,800) (3,700)
Gifts 500 900 500 (1,500) (2,500) (2,000)
Dues and day-care (1,200) (300) (1,000) (0) (0) )
Provision for (12,000) (0) (9,800) (0) (0) ©)

children

Adult consumption $27,500 $33,700 $28,600 $26,300% $23,000° $24,700°
Notes: #$32,300 ignoring gifts and savings.
b $28,300 ignoring gifts and savings.
© $30,400 ignoring gifts and savings.
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Table 10: Uses of Income: Senior vs. Prime Age
Unattached Adults

Prime Age Unattached Adults

With
Childre
n
Grossincome $31,600
Tax (5,500)
Mortgage (2,100)
Savings 1,300
Gifts 600
Dues and day-care (600)
Provision for (8,500)
children
Adult consumption $16,800

Without
Childre
n

$35,200

(9,600)
(1,900)
(2,800)
)
(200)

©)

$20,700

All

$33,700

(8,000)

(2,000

(1,100)
300
(300)

(3,500)

$19,100

Fully Retired Unattached Seniors

75 and
Under 75 Over

$21,300 $17,500

(2,600) (2,000)
(200) (100)
(1,000) 100
(1,100) (1,600)

© ©
©) ©)

$16,400° $13,900°

All

$19,200

(2,300)
(100)
(400)

(1,400)

©}
0

$15,000°

Notes: #$18,500 ignoring gifts and savings.

b $15,400 ignoring gifts and savings.

¢ $16,800 ignoring gifts and savings.

From these tables, it would appear that:

senior households consume less than prime age households even after
adjusting for the consumption of children,™

older seniors consume less than younger seniors,

differences between prime age households and senior households are
more pronounced for unattached adults than for couples,

were it not for amounts saved and/or given away, senior couples could
support a higher level of consumption than prime age couples, and
prime age adults without children have ahigher level of consumption than

the other groups.

™MArhich, of course, saysnothing about how their consumption comparestowheat it
Malcolm Hamilton
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On the whole, fully retired senior households appear to live dightly more
modestly than prime age households, but this is largely a tribute to their
frugality, not to financial constraints. Fully retired senior couples save, or give
away, almost 20 per cent of their after-tax income. Fully retired unattached
seniors save, or give away, more than 10 per cent of their after-tax income.
These percentages are comparabl e to the percentages of after-tax incomethat
prime age households devote to mortgages, savings and debts.

Sources and Uses of Income by Age: Fully Retired
Senior Households

Tables 11 (couples) and 12 (unattached adults) look at the impact of age on
the sources and uses of income for fully retired seniors. Note that the results
for any given five-year age group are subject to potentially large sampling
errors, and must be interpreted accordingly.

Table 11: Sourcesand Uses of Income: Fully Retired
Senior Couples, by Age

Ages
65 -69 70-74 75-79 80 -84 85+ All
Transfers $19,600 $19,800 $19,800 $19,300 $16,200 $19,400
Investment income 4,200 4,100 4,800 4,700 9,400 4,700
Pension, RRSP and 13,600 14,300 10,300 5,200 5,700 11,500
other
Gross $37,400 $38,200 $34,900 $29,200 $31,300 $35,600
Tax (4,900) (5,800) (5,300) (2,700) (3,900) (5,000)
Mortgage (300) (200) (300) 0) ©) (200)
Gifts (1,700) (1,500) (2,000) (4,000) (1,600) (2,000)
Savings (2,600) (5,400) (3,200) (800) (5,300) (3,700)
Consumption $27,900 $25,300 $24,100 $21,700 $20,500 $24,700
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Table 12: Sourcesand Uses of Income: Fully Retired
Unattached Seniors, by Age

Ages
65 -69 70-74 75-79 80 -84 85+ All
Transfers $12,000 $11,700 $11,700 $11,100 $10,100 $11,500
Investment income 2,600 2,900 2,100 2,700 3,700 2,700
Pension, RRSP and 4,800 8,000 4,600 3,300 2,000 5,000
other
Gross $19,400 $22,600 $18,400 $17,100 $15,800 $19,200
Tax (2,000) (3,000) (2,300) (1,900) (1,500) (2,300)
Mortgage (200) (200) (100) (100) (200) (100)
Gifts (900) (1,300) (1,200) (2,300) (1,300) (1,400)
Savings (0) (1,600) (300) (1,000) (500) (400)
Consumption $16,300 $16,500 $14,500 $13,800 $12,300 $15,000

The patternsin Tables 11 and 12 are generally consistent with aview that
seniors, as they age, become less able or less willing to spend their money.
Income decreases gradually with advancing age (which may be generational).
This, one would think, would lead older seniors to save less in an effort to
maintain consumption. Yet saving and gift giving do not seem to decline
much with age. Consumption does. This might be explained by a number of
factors.

Older seniors might be particularly frugal, or perhaps this generation of
older seniorsis particularly frugd.

Older seniors might be prevented by poor health from spending their
money.

Older seniors might be spending the way they always did; they just do
not spend much.

Seniors might want to leave money to their children to inherit.
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Seniors might be worried about future medical and custodia costs.

Older seniors might exaggerate their savings and under-estimate their

consumption.

Uses of Income by Quintile

Tables 13 (households with two adults) and 14 (households with one adult)
examine the uses to which incomeis put by households in the bottom, middle
and top income quintiles.

Table 13: Uses of Income by Quintile: Two-Adult Households

Prime Age Quintiles

Fully Retired Senior Quintiles

Bottom Middle Top Bottom Middle Top

Income band

Bottom $56,000 $92,000 $26,000  $46,000

Top $40000  $72,000 $21,000  $33,000
Average No. of 16 17 17 0 0 0

children
No. of weeks 51 86 101 0 0 0
worked
Grossincome $27,800  $63400  $126800  $17,200  $29,000  $70,000
Tax (3700)  (15,900) (39,500) (300) (2500)  (15,800)
Mortgage (2,500) (6,400) (9,300) (300) (100) (200)
Savings 2,100 (4,600) (20,200) 400 (2000 (15,100)
Gifts 800 1,300 (400) 900 (1,900) (5,700)
Dues and day-care (300) (1,000) (1,700) 0) ©) (0)
Provision for (6,100) (9,000) (14,300) (0) (0) (0)

children
Adult consumption $18,100  $27,800 $41,400  $17,900°  $24,300°  $33,200°

Notes: #$16,600 ignoring gifts and savings.
b $26,400 ignoring gifts and savings.
© $54,000 ignoring gifts and savings.
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Table 14: Uses of Income by Quintile: One-Adult Households

Prime Age Quintiles Fully Retired Senior Quintiles
Bottom Middle Top Bottom Middle Top
Income band
Bottom - $24,000 $49,000 - $14,000 $24,500
Top $15,000 $35,000 - $12,000 $16,000
Average No. of 05 0.7 0.6 0 0 0
children
No. of weeks 8 47 55 0 0 0
worked
Grossincome $9,200 $29,300 $68,500 $10,000 $14,300 $38,900
Tax (400) (5,800) (20,900) (100) (300) (8,700)
Mortgage (300) (1,300) (4,700) 0) (200) (300)
Savings 1,800 (300) (6,800) 200 900 (3,500)
Gifts 1,800 300 (2,200) (200) (1,200) (3,300)
Dues and day-care (200) (400) (800) (0) (@) (0)
Provision for (1,600) (3,400) (4,400) (0) ) (0)
children
Adult consumption $10,400 $18,400 $28,800 $9,900% $13,600° $23,100°

Notes:  *$9,900 ignoring gifts and savings.
b $13,800 ignoring gifts and savings
¢ $29,900 ignoring gifts and savings.

The quintiles are based on gross income, and are determined separately
for senior households and for prime age households. The relevant percentiles
are as set out in Table 15.
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Table 15; Gross | ncome Per centiles

Two-Adult Households One-Adult Households
Fully Retired Fully Retired
Percentile Prime Age Senior Prime Age Senior
20" $40,000 $21,000 $15,000 $12,000
40" $56,000 $26,000 $24,000 $14,000
60" $72,000 $33,000 $35,000 $16,000
80" $92,000 $46,000 $49,000 $24,500

The ratios of the incomes of, and the amounts consumed by, seniors to
the corresponding amounts for prime age households in the same quintile are
shown in Table 16.

Senior households spend less than prime age households in the corre-
sponding quintile. In some cases (i.e., middle-income unattached adults) this
is of necessity. In many instances (high-income households) it is by choice.

Simple replacement ratios, before- or after-tax, say relatively little about
the adequacy of retirement income. Fully retired senior couplesin the middle
quintile have 46 per cent of the grossincome and 56 per cent of the after-tax
income of the corresponding quintile of prime age couples, yet they are
capable of achieving (if they spent their after-tax incomes) 95 per cent of the
consumption of prime age couples. Fully retired senior couples in the top
quintile have 55 per cent of the income of corresponding prime age couples,
but if they spent their after-tax incomes they could achieve 130 per cent of
the consumption of prime age couples.
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Table 16: Income and Consumption of Fully Retired Senior
Households as a Per centage of the Corresponding
Amountsfor Prime Age Households

Gross After-tax Adult
Income Income Consumption*
(%) (%) (%)
Two-adult households
Bottom quintile 62 70 92
Middle quintile 46 56 95
Top quintile 55 62 130
One-adult households
Bottom guintile 109 113 95
Middle quintile 49 60 75
Top quintile 57 63 104

Note *including, in the case of senior households, gifts and savings.

Fully retired single seniors in the middle quintile have 49 per cent of the
gross income of corresponding one-adult, prime age households, but if they
spent their money, they could achieve 75 per cent of the consumption of
prime age households. Thus, for some households (middle-quintile couples) a
50 per cent gross replacement ratio is about right. For others (top-quintile
couples) it istoo high. For others (middle-quintile, single adults) it istoo low.

Tables 13 and 14 also demonstrate the limitations of Gini coefficientsasa
measure of economic equality. Many authors (Baldwin and Laliberté and
Myles among them) use lower Gini coefficients for senior incomes to
demonstrate that inequality is less pervasive or less severe for older
Canadians. Gower (Table 17) found that low-income, working Canadians
replaced a much higher percentage of their employment income when they
retired than did Canadians with higher incomes. This table is generally
consistent with the view that the range of income outcomes for senior citizens
is narrower than for prime age Canadians.
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Table 17: Gross Replacement Ratios upon Retirement

Pre-Retirement Income (1992) Percentage of Income Replaced upon
Retirement

%)

lessthan — $10,000 147
$10,000 — $19,999 69
$20,000 - $29,999 62
$30,000 — $39,999 60
$40,000 — $49,999 59
$50,000 — $69,999 56
over $70,000 45

Source: Gower (1998).

Table 18 shows that the ratios of top-quintile average incomes and adult
consumption to the corresponding averages in the bottom quintile is con-
sistently higher for prime age couplesthan for fully retired senior couples. On
the surface, this suggests that there is less inequality among seniors, but the
conclusion rests on the assumption that the ratios for prime age couples are
directly comparable to the corresponding ratios for senior couples, and this
may not be the case. For example, the consumption ratio for senior couples
(1.85) is lower than the ratio for prime age couples (2.29) because senior
couples in the top quintile save or give away 38 per cent of their after-tax
income rather than consuming it. Prime age couples devote about 34 per cent
of their after-tax income to mortgages and savings.

It is clear why prime age couples devote a high percentage of their
incomes to mortgages and savings, they need to eliminate debts and to
accumulate retirement savingsiif they are to enjoy a comparable standard of
living when they retire. It is not clear why top-quintile seniors, who aready
have mortgage-free houses and comfortable retirement incomes, need to
continue to save almost 30 per cent of their after-tax income. Arguably, the
most relevant measure of inequality in Table 18 is, for prime age couples, the
consumption ratio (2.29) and, for retired couples, the after-tax income ratio

Implications for Canada’s Retirement Income System 249



(3.21). If so, then inequality is more pronounced among senior couples than
prime age couples.

Transitions from Young to Old

Table 19 lboks at the transition from a young adult to prime age adult to
senior citizen.

Table 18: Ratios of Top to Bottom Quintile Averages

Prime Age Couples Fully Retired Senior Couples

Gross income 4.56 4.07
After-tax income 3.62 3.21
Adult consumption 2.29 1.85
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Unlike the other tables, Table 19 includes adults under 30 and between
the ages of 50 and 65. Seniors with employment income and seniors with
non-senior spouses are included in the sample.

As can be seen from the table:

gross income and weeks worked increase significantly between the ages
of 20 and 50, and then decrease significantly between the ages of 50 and
70;

prior to age 70, adult consumption changes very little. Asincomesrise, so
do taxes, mortgage payments and the cost of supporting children. As
incomes decline, so do these expenses, or alternatively, asthese expenses
decline so does the need for income and the number of weeks worked;
and

after age 70 there is a notable decline in consumption that appears to be
largely voluntary, as savings and gifts continue at arelatively high level.

Implicationsfor the Design of Canada’s Retirement
System

Much of Canada sretirement system, both public and private, has been built
on a faulty assumption — that seniors need to replace 70 per cent of their
employment income to maintain their standard of living. Most of the evidence
suggests that the required ratio is 30 per cent to 70 per cent depending on an
individual’ s circumstances, with the average closer to 50 per cent than 70 per
cent. The fact that today’ s seniors have roughly half of the income of prime
age families, but can afford a smilar standard of living, supports this
conclusion.

If seniors can live comfortably on half the income of working Canadians,
the implications are as follows.

Government transfers will continue to dominate the income of senior
citizens. Transfer payments replace about 40 per cent of the income of the
typical retiring Canadian. If 50 per cent will suffice, the average Canadian
needs little in the way of occupational pensions or retirement savingsto live
comfortably after 65.
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Canada should expect to have a relatively low savings rate. Most
Canadians can retire in comfort if they do two things: eliminate their debts
and save a modest amount to supplement government pensions.

Those who save heavily, either because they participate in expensive
pension plans (as are common in the public sector) or because they adhereto
agtrict savings regime, will typicaly find that they can retire in their 50s and
live comfortably on 50 per cent of their employment income. If they keep
working until they achieve the conventional 70 per cent target, they may have
trouble spending their retirement income, particularly as they push into their
late 70s. The recent experience of public sector plans suggests that many
Canadians are prepared to retire in their 50s with pensions that are at the low
end of the range that has traditionally been considered adequate.

If seniors have difficulty spending their money as they age, one must
guestion the wisdom of deferring large amounts of income until late in life.
Seniors might be better off with larger partially indexed pensionsthan smaller,
fully indexed pensions.

While Canadians appear to abhor two-tiered systems, our current retire-
ment system appears to be cut from this cloth. Canadians with bel ow-average
incomes will rely almost entirely on government programs. They will do so
for three reasons: (i) government pensions provide most of what they need to
maintain their modest standard of living® when they retire, (i) taxes,
mortgages and the cost of raising children make it difficult for them to save,
and (iii) income taxes, clawbacks (GIS, refundable tax credits), geared-to-
income programs and services make savings relatively pointless, as little of
the income generated by these savings produces a benefit for the saver.

Canadians with above-average incomes will need to save reasonably
heavily and/or to participate in occupationa pension plans to maintain their
higher standards of living. Since government programs will be relatively
unimportant to those with good incomes while retirement savings planswill be
relatively unimportant to those with below-average incomes, we can expect
continuing disagreements about government priorities. Many will want
retirement savings plans cut back to generate additional tax revenuesto shore
up public pensions. Others will want government pensions cut back and a
greater emphasis placed on retirement savings.

22| ndeed, many will find thet their standard of living improves after age 65 even if
82 have no savings and no occupationa pensions. Malcolm Hamilton



While much iswritten about employment becoming the fourth leg of the
retirement income stool™® and about the presumed need for the next genera-
tion of Canadians to continue working after age 65, these views are often
premised on the assumption that Canadians need to replace 70 per cent of
their retirement income and that many will need to support parents with
inadequate incomes. While some Canadians will want to replace 70 per cent
of their employment income and while some will need to support parents,
most can get by comfortably with less than 70 per cent and many will inherit
significant amounts from frugal parents who save heavily even in their 70s
and 80s. For many, inheritance, not employment, will be the fourth leg of the
retirement stool.

The reluctance of many seniorsto encroach on capital is understandable,
but unwise. In the 1970s and 1980s when inflation was high, seniors
encroached on their “real” capital without knowing it, that is, they spent their
interest, much of which was simply compensation for the inflation-induced
erosion in the purchasing power of their capital. When inflation and interest
rates declined in the 1990s, seniors had lower incomes, but they were better
off because the purchasing power of their capital eroded more slowly.
However, if seniors are unprepared to encroach on capital, their cash flow is
adversely affected by declining interest and inflation rates and their heirs, not
the seniors themselves, become the beneficiaries of lower inflation.
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Table 19: Income and Consumption by Age and Household Type

Age

Under 25
25-29
30-34
35-39
40-44
45-49
50-54
55-59
60— 64
65—69
70-74
75-79
80-84

over 84

Weeks
Worked

71

73

76

8l

61

18

10

Gross
Income

@
35,300
46,800
54,800
60,200
65,200
66,800
63,100
60,500
50,800
46,600
45,100
36,300
32,000

32,600

Two-Adult Households

After-tax
Income

®
28,800
36,300
42,000
45500
48,500
50,000
47,600
45,600
37,500
37,300
38,000
31,800
28,200

29,200

Adult
Consumption

®
24,100
27,300
24,300
23,900
27,500
31,400
31,000
31,500
30,200
28,100
24,800
23,700
22,800

20,100

Gifts,
Mortgage
&
Savings
®
(100)
3,900
8,700
10,500
9,600
8,800
10,800
11,300
5,900
8,100
12,500
7,700
5,000

8,700

Weeks
Worked

37

S

28

15

Gross
Income

®
17,100
26,800
31,200
32,600
34,200
36,600
34400
31,500
24,500
25200
23,600
20,800
19,000

17,700

One-Adult Households

After-tax
Income

®
14,400
21,200
23,000
25,600
26,300
27,700
26,500
24,400
19,200
21,300
20,400
17,700
16,500

15,700

Adult
Consumption

®
15,600
18,000
19,500
18200
18,800
20,300
20,500
19,200
17,900
17,600
17,000
15,100
14,800

12,800

Gifts,
Mortgage
&
Savings
®
(3,000)
1,300
900
3400
3,200
3,300
3,000

3,400

2,900
3,000
2,000
1,200

2,500
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