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A Case for Abolishing
Tax-Deferred Saving Plans

Christopher Ragan

In 1957, the Canadian government introduced registered retire-
ment saving plans (RRSPs), permitting individuals to make
deposits into saving plans that receive special tax advantages.

Similar tax advantages were already avallable to some individu-

als through firm-sponsored pension plans or public service super-
annuation plans, both of which are referred to as registered
pension plans (RPPs). Contributions to RRSPs and RPPs are tax
deductible in the year they are ‘made; the funds accumulate
within the plan without taxatlon of interest or dividend income

but are taxed as regular income when they are withdrawn.

~ The benefit to individual contributors from such tax-deferred
savmg plans (TDSPs) is reflected by the. very s1gn1ﬁcant growth
in annual contributions since their 1nceptlon Figure 1 shows the
annual flow of contrlbutlons measured in constant 1992 dollars,
into RRSPs and RPPs since 1960. RPPs were far more 1mportant
than RRSPs in the early 1960s Whlch 1S not. surprlsmg given that

- RRSPs had been created only a few years earlier. Ind1v1duals

contributed $27 7 million into RRSPs in 1960 but more than
$330 million to RPPs in the same year. By 1970, RRSPs had
become relatively more 1mportant but were still dominated by
RPPs; in that year, individuals put $225 million into RRSPs and
almost $730 million to RPPs_. But in 1976, annual contributions

I thank W1thout 1mphcat1ng, Hubert Frenken Seamus Hogan J ohn Rlchards
Bill Robson and Bill Watson for helpful comments. Any remaining errors are mine.
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- Figure 1: Annual Contribution_s,to RRSPs and RPPs, 1960-92°
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“ Employers’ contributions to RPPs not included.

Source: Canad_a, Department of National Revenue, Taxation Statistics, various years.

to RRSPs overtook thos‘e_' to RPPs, and the gap has increased

 dramatically since then. By 1992, the annual flow of contribu-

tions to RRSPs totaled just over $16 billion, whereas only $6.7 bil-
lion was being contributed to RPPs. Clearly, RRSPs have evolved
to the point where today the annual contributions represent an
enormous sum of money.-

The growth of RRSPs as a vehicle of individual saving
probably reflects two factors: increased public awareness of the
existence of RRSPs and their increased generosity. (The two
are unlikely to be independent of each other.) Table 1 shows the
evolution of RRSP contribution limits since the inception of

- the plans. Their generosity rose dramatic_ally in 1972, when the

maximum contribution increased from 10 percent of earned in-

- come to 20 percent. Since that time, however, the adjustments

have mostly been increases in the nominal contribution limit to

reflect increases in the overall price level. An important change

in the RRSP program, which took place in 1991, was an attempt
to better harmonize the limits for individuals with and without
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Table 1; RRSP Contribution Limits, 1957-94
Year of Individuals Individuals
Policy Change without RPPs with RPPs
1957 10% of earned income to 10% of earned income to
| a maximum of $2,500 a maximum of $1,500
1972 20% of earned income to 20% of éarned, income to
| a maximum of $4,000 a maximum of $2,500
1976 20% of earned income to 20% of earned income to
- a maximum of $5,500 a maximum of $2, 500
1986 20% of earned income to 20% of earned income to
a maximum of $7,500 - amaximum of $3,500
1991 18% of earned income to 18% of earned income to
. a maximum of $11,500 a maximum of $11,500 — PA®
1993 | 18% of earned income to 18% of earned income to
a maximum of $12,500 a maximum of $12 500 — PA“
1994 | 18% of earned income to 18% of earned income to
a maximum of $13,500 a maximum of $13,500 — PA®
| 1996° | planned freeze of limit until 2003

® Announced in the 1996 federal budget,

PA is the individual’s pension adjustment, which refle
sponsored RPP. For individuals with a defined-contrib
employer and employee contributions. For a defined-b
an imputation based on the details of the plan. See H

cts benefits from an employer-
ution plan, PA is the sum of the
enefit plan, PA is computed with
orner and Poddar (1992).

employer—sponSOred__ pension plans; it was accomplished by intro-
ducing the concept of the pension adjustment (PA).?

Recent attention in the press and elsewhere has tended to
focus on the importance of RRSPs, ignoring the existence of other
TDSPs, especially firm-sponsored pension plans and public serv-

ice superannuation plans. But RRSPs and employer-
plans are essentially the same type of saving vehic
analysis of one should not ignore the other. Thus, throu

study, I refer to alf | tax-deferred saving plans as TDSPs.

————

s\

1 See Horner and Poddar (1992) for a clear discu_ssion of the PA.

sponsored
le, so any
ghout this
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The Plan of the Paper. In this paper, 1 argue for eliminating all
TDSPs on the grounds that they impose greater costs on society
than they confer in benefits. I do not ignore the fact that individ-
ual contributors certainly benefit from TDSPs, but I argue that
~ these benefits exist only by imposing costs on noncontributors. I
also argue that this implicit redistribution of income is contrary
to the overall goals of the tax-and-transfer system — that is,
income is redistributed away from lower-income earners toward
higher-income earners. -

The next section presents a number of alleged benefits of
TDSPs and the reasons these benefits are largely illusory. I then
address the specific costs associated with TDSPs, emphasizing
their undesirable effects on the overall distribution of income.
Next I sketch a package of complementary policy proposals,
designed to be implemented together with my main proposal of
abolishing TDSPs. The following section sets out an important
caveat: that the desirability of eliminating TDSPs should be
examined completely separately from its effect on the government
budget deficit — in other words, that such a move should not be
motivated by a desire to increase government tax revenues. The
last section contains my final comments. |

‘Alleged Benefits of TDSPs

TDSPs are often said to have three benefits: they increase the level
of national saving; they are a desirable part of income tax reform
in that they are a move toward a consumption-based tax system;
and they reduce the need for government-provided income sup-
port programs. Each of these claims deserves consideration.

Increased National Sa ving

National saving is defined as th__é sum of household, corporate,

and government saving. Each component can be positive or

negative. In 1994, for example, household and corporate savings
were equal to 5.3 percent and 2.7 percent of gross national
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product (GNP), respectively; in contrast, saving by all levels of
government combined equaled — 4.5 percent of GNP. This nega-
tive saving simply reflects the large fiscal deficits at that time.
Overall, national saving was 3.5 percent of GNP in 1994.

- In Canada and even more in the United States, low national
saving rates have been. a concern in recent years. The low rates
in North America are contrasted with the much higher rates in
the Asian tigers, countries that have experienced rates of real
economic growth over the past three decades significantly higher
than those of Canada and the United States. This concern about
low national saving rates seems to be driven by the fear that a
low level of domestic saving necessarily implies a low rate of
demestic capital formation and, as a result, a lower future rate of
real economic growth.

- Two quite separate issues have to be addressed When exam-
imng the proposition that TDSPs should be used as a policy
instrument to promote national saving. The first concerns why a
government might want to take specific policy actions to promote
domestic saving. The second relates to whether TDSPs are an effec-
tive instrument for bringing about an increase in national saving.

Should Government
- Actively Encourage Saving?

A country with higher domestic saving is unquestion'ably a coun-

try with higher future wealth. There may be some debate about
the form that greater wealth will take, but there is no doubt that
more saving leads to more wealth.

In a closed economy, an increase in saving resultlng from a

change in household or corporate behavior (perhaps in response
to a change in government policy) must lead to an equal change
in domestic investment, which, in turn, leads to a greater ability
to produce and consume goods in the future. In an economy that
is closely connected to world credit markets, however, increased
domestic saving may simply leave the country and be used to

acquire foreign assets, which will generate a return that permits

;
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domestic residents to consume more goods in the future. So, in
either a closed or an open economy, an increase in saving leads to
higher future wealth. The form of that wealth may be different
— in a closed economy, it must be a larger domestic stock of
physical capital, whereas in an open economy, it is likely to be a
larger stock of domestically owned foreign assets — but in both
cases there is more wealth. - | o
Does this fact not immediately imply that saving is a good

thing and that the government is justified in implementing

policies to encourage saving? After all, is it not obvious that more
future wealth is desirable? Unfortunately, the logic is not quite
so simple. Note that the increase in future wealth does not come
free. The price that must be paid is the sacrifice of current

consumption and thus current well-being (not consuming is, after

all, what saving is all about). One must therefore ask whether
the benefits of higher future consumption necessarily outweigh
the costs associated. with lower current consumption. It is not

obvious that a policy designed to enc_ourage people to reduce their
current consumption so that they (or their children) can enjoy -

greater future consumption actually succeeds in improving over-
all well-being. | | |

Probable Reduction
in National Saving

For the purposes of this paper, however, the debate surrounding
the benefits of higher domestic saving is really secondary to the
debate over whether TDSPs can be an effective instrument for
inqreasing national saving. Unfortunately, the relationship be-

tween TDSPs and national saving has received scant attention

in the a_cademic literature. What little research does exist tends
to focus on the United States, and even then the emphasis is on

the relationship between TDSPs and the level of household sav-

ing (see, for example, Venti and Wise 1990). In the absence of
established empirical relationships, oneis left to examine the theory

of the likely relationship between TDSPs and national saving.




[image: image7.png]A Case for Abolishing ‘Taxf-Defe'rred Sa ving Plans 63

To examine the impa'ct of TDSPs on national saving, it is
necessary to understand how they separately affect household
saving and government saving.

~ .

Household Saving. Household saving is equal to the difference
between household income and household expenditure in a given
period of time. (For what follows, think of an individual as

" representing the household.)

The empirical evidence suggests that an individual with
access to a TDSP will almost certainly save more than an other-
wise identical individual without such access (Venti and Wise
1990; 1994, Gale and Scholz 1994). In other words, TDSPs almost
certainly increase household saving. From a theoretical perspec-
tive, this finding is not surprising. To see the logic, consider a
simple example of two taxpayers, each of whom has a margmal
income tax rate of 40 percent and annually saves $5,000 of
current income. If one now reduces his non-TDSP saving by
$5,000 in order to make a $5,000 contribution to a TDSP —
thereby leaving his total saving unchanged — then his current
taxable income is reduced by $5,000 and the income tax bill on it
by $2,000. As long as this individual saves some part of his

increase in current disposable income, his total saving will be

higher than that of the other taxpayer who does not use a TDSP.
Most economists would predict that the individual who is richer
by $2,000 in disposable income will spend some of it and save the
rest. It seems reasonabple to expect that people will increase both
their current expenditure and thelr current saving as a result of
the increase in disposable income.”

2 Note that this result requires only the income effect generated by the TDSP
~ contribution. If both current and future consumption are normal goods (goods
that people demand more of when income rises), then the increase in wealth
produced by the TDSP contribution will lead to higher current consumptlon
and higher current saving. The substitution effect of a TDSP is exammed in
the next section.
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Government Saving. Government saving is the excess of g gov-
ernment’s revenue over its expenditures. (A government budget

deficit thus implies negative government saving, or what 1s often

called dissaving.) |

Even if TDSPs do lead to an increase in household saving,
they almost certainly reduce the leve] of government saving.
When individuals who contribute to TDSPs experience a reduc-
tion in their current income tax obligations, as in the example
above, the government experiences an equal reduction in current
income tax revenue. For any.giv;en level of government expendji-
ture, this reduction in tax revenue implies a reduction in the level

of government saving or, if it is already running a budget.deficit,

an increase in its level of dissaving.?

To illustrate the magnitude of the effect _Of'TD_.SPs:_on gQVéri;-

ment tax revenue, Table 2 shows the reduction in the federal
government’s personal Income tax revenues that is attribute_d to
RRSPs and RPPs for 1991 and 1992. The coinputation_ of 'th'_e"lbss
in tax revenue has three parts: the tax revenye lost from the flow
of funds into TDSPs; the tax revenue lost from the fact that the
stock of funds within the TDSPs generates interest income that
is not taxed; and finally, the increase in tax revenue when funds
are withdrawn from TDSPs. The combined losg in personal in-
come tax revenue to the federa] government from RRSPs and
RPPsin 1992 was $13.6 billion. Given the current federal-provincial

3 Note that the reduction in ngernment tax ré_venue implies a reduction in
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Table 2:  Federal Personal Income Tax Expenditures
- from RRSPs and RPPs, 1991 and 1 992

1991 - 1992
($ billions)
Registered retirement saving plans
Deductions for contributions | 3.310 - 3.685
Nontaxation of investment income 2.980 2.755
- Taxation of withdrawals | | -0.925 -0.940
| ‘Tbtal revenue loss from RRS’Ps | | | | 5.365 | - 5.500
Reglstered pension plans |
Deductions for contributions 4.460 4.990
| Nontaxation of investment income 8.950 7.690
Taxatioh of withdrawals -4.030 —-4.580
Total revenue loss from RPPs 9.380 | 8.100

Source: Canada 1994,

National Saving. If TDSPs lead to a rise in household saving but
a fall in government saving, the overall effect on national saving
is simply the difference between national income and total na-
tional expenditure. As just explained, individuals are likely to
increase their spending as a result of the increase in disposable
income generated by their TDSP contributions. Thus, unless the
government reduces its level of expenditure by more than the
increase in private expenditure, national saving will certainly

| Note-4-cont’d |

..would approx1mately equal the annual flow of Wlthdrawals leaving the
untaxed income generated within the TDSPs as the main source of tax
revenue loss. With the population and per capita income growing, however,

~ the flow of contributions (made by young people) will tend to be larger than
the flow of withdrawals (made by older people). Thus, the first row in each
part of Table 2 will continue to exceed the third row. Moreover the stock of
funds within the TDSPs will continue to grow, implying an ever-mcreasmg
revenue loss from the untaxed capital income.
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fall. Under the economist’s standard analytical assumption of
ceteris paribus — holding all other things (such as government
spending) constant — the overall effect of TDSPs is therefore
likely to be an increase in aggregate expenditure and a decrease
in national saving, - .

A Shred of Evidence. Gale and Scholz (1994) provide some US
evidence in support of this overall effect of TDSPS on national
saving. They examine the effects on saving from increasing the
annual contribution limits to individual retirement accounts
(IRAs), which are US saving instruments similar to RRSPs.
Stressing the importance of the fraction of the accdmpanying tax
cut that individuals save, Gale and Scholz conclude that, if
taxpayers were to save all of the tax cut, only 2 percent of the
increased IRA contributions would represent a net addition to
" national saving.” Under the more likely assumption that indi_—
viduals 'WOuld save only half of the tax cut, the authors conclude
that the increased IRA contributions would be associated with a
reduction in national saving. | - |

Similar empirical evidence for Canada does not yet exist in
- published form. However, research currently under way in which
I am involved, based on Statistics Canada’s 1992 Sur'vey of
Family Expenditure and using Gale and Scholz’s basic approach,
suggests results similar to those obtained in the United States.
An increase in the RRSP limits leads to an increase in household
saving and a larger reduction in government saving for a net
result of an overall reduction in national saving. The implication
is that the complete elimination of RRSPs would reduce house-
hold saving but would actually increase national saving.

5 Ifindividuals saved all of the tax cut and national saving still rose (if only.by
a little), government spending must fall (slightly) in response to the reduction
in tax revenue. - - -
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A Move toward
a Consumptlon Tax

A second argument in support of TDSPs is that they can be used
to transform an income tax system into a consumption tax sys-
tem, while still keeping in place the basic income tax structure.
The main benefit of the switch is that income taxes distort the
real return to saving. By taxing interest earnings, income taxes
lower that return and thus, at the margin, discourage saving. In
contrast, a consumption tax, such as the goods and services tax
(GST), neither encourages nor discourages saving.

Since TDSPs permit individuals to defer taxable income
from the year in which they earn it to the year in which they spend
it, some people view such plans as a way to avoid the distortion
caused by the taxation of interest income. To transform an income
tax into a consumption tax, however, TDSPs must generate a
substltutlon effect — a change in relative prices — that exactly
offsets the d1stort10n to the return to saving caused by the income
tax. In other words, the introduction of TDSPs into a system that
already taxes interest income must generate a substltutlon effect

_that Increases saving.

This argument presents two problems ‘the substitution ef-
fect may not occur (or may be perverse); and only a minority of
the populatlon use TDSPs

The Substitution Effect

The 1ntroductlon of TDSPs may produce no substltutlon effect at
all, an outcome that would be the case in a proportional income
tax system in which all individuals made the maximum allowable
contrlbutlon to a TDSP Alternatlvely, TDSPs may generate a
perverse substitution effect, as could happen 1n a system in which
marglnal tax rates rise with income. The 1mphcat1on is that
1ntroduc1ng TDSPs to an income tax system may actually move
it away from the desired goal of a consumption tax system.
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The basic argument is as follows.* When TDSPs are intro-
duced as an additional avenue of saving, individuals face a
portfolio decision between two alternative saving instruments:
tax-sheltered saving inside a TDSP and “normal” saving outside
a TDSP. The wealth-maximizing portfolio is the one that equates
the rates of return at the margin across the two types of saving.
It follows that the interest rate that governs the individual’s
conSumption—saving decision is the after-tax interest rate (which
is the rate of return on “normal” saving). The implication is that
TDSPs do not remove the distortion caused by the taxation of
interest income, and thus they do not successfully transform an
income tax system into a consumption tax system.”

Minority Use

Another reason — and a more commonsense one — why RRSPs
may not be successful in converting an income-based tax into a
consumption-based tax is that their use is optional, and, indeed,
the data suggest that only a minority of the population use them.
Data in Statistics Canada’s Survey of Family Expenditure sug-
gest that only about 30 percent of households were net contribu-
tors to RRSPs in 1992, For the majority of citizens who do not
contribute to RRSPs, facing a consumption tax rather than an
income tax is not an issue. It seems difficult to believe that the
most effective way of transforming an income-based tax into a

6 I discuss this point in detail in Ragan ( 1994).

7 The possibility of a perverse substitution effect from TDSPs — one that
-exacerbates the distortion from the income tax — occurs in an income tax
system with increasing marginal tax rates. ‘The intertemporal redistribution

1€,

effectively reducing the after-tax interest rate earned on “normal” Saving; In
this case, the introduction of the TDSP actually increases the existing distor-
tion by generating a substitution effect that further reduces saving. - |
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A Case for Abolishing Tax-Deferred Saving Plans 69

consumption-based tax is with an optlonal saving instrument

‘that is used by only a minority of households.’

If TDSPs can not successfully transform the system into a

| consumptlon-based tax, it is not clear that they ought to be an

integral part of general tax reform. The goal of moving toward a
consumption-based systemof ta_xatlon need not_ be abandoned,
however. Rather than expanding the use or generosity of RRSPs,
it would probably be far easier to diminish the importance of
income taxes by reducing their rates at all income levels and, at

‘the same time, increasing the role of consumption taxes, such as

the GST. This shift would constitute a simple and successful move
toward a system of consumption-based taxes. (I discuss this
possibility more fully in a later section of the paper.) |

Reduced Need for -
Income Support Programs
A third alleged benefit of TDSPs is that, by encouraging individu-
als to save more for retirement, such plans allow the governmerit
to spend fewer resources on retirement income support programs,
such as old age security (OAS) and the guaranteed income sup-
plement (GIS).” This view of TDSPs as a way of reducing the
long-run demands on the public purse seems to have been an
important motive behind recent reforms in Canada’s pension
rules (see, for example, Horner and Poddar 1992).

Two logically distinct questlons arise. Is government justi-
ﬁed in encouraging private saving for retirement? Are TDSPs the
best way to attain this goal?

8 Of course, if all saving were requlred to be 1ns1de TDSPs they would be
successful in changing an income tax into a consumption tax What reduces
their ability to convert the tax system is that TDSPs are an alternative saving
instrument. See Ragan ( 1994).

9 Both programs are scheduled to become part of the new semors beneﬁt in a
few years. -
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Is Paternalism Appropriate?

Sbme people may argue that the government should not be S0

- paternalistic as to tell people that they should save more than

they are currently saving. Indeed, if Canadians, acting through
their governments, were prepared to commit themselves to not
providing financial assistance to those individuals deemed to be
in need, then it would be reasonable for the government to have
an entirely neutral policy — one that made no attémpt___either to
encourage or to discourage private saving. But Canadians as a
group apparently are committed to providing income support to
low-income individuals. And given that commitment, it is entirely

 reasonable that the government, motivated by the scarcity of

public funds, try to encourage individuals to save for their own

retirement. = | | :
In the language of economists, the argument is essentially

that the government’s commitment to providing financial assis-

tance to low-income people introduces an externality into people’s

saving behavior. Not saving enough during their working lives
raises the chances that they will need government income assis-
tance during retirement, which imposes costs on the rest of
society. Thu_s,_ there is an argument for the government to encour-
age individuals to save more for their retirement.

The Saving-Incentive Problem

Given that the government has a reasonable justification for
encouraging people to increase their own private saving and
given that TDSPs almost certainly increase private saving, the
main issue remaining is whether TDSPs are the best way to
reduce the demands on the public purse. Is there an alternative
policy tool that might be preferable? | o
An important practical problem with the government’s com-
mitment to retirement income support programs is that the

generosity they embody may provide incentives for individuals

not' to save while they are working. Some fraction of the people

fi
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who are legitimately deemed to need financial assistance during
their retirement had moderate income streams during their
working life. These individuals could have chosen to save more
during their working years; instead, they chose to spend more,
with the result that they command fewer resources durmg their
retirement. By being commltted to prov1dmg mcome support to
these people, the government is essentially encouraging them not’
to save adequately during their working lives.

Given the government’s long-standmg commltment to pro-
viding income support where needed, the mcentwes to private
saving contained in TDSPs may not be sufficient to induce low-
income people to save enough so that they will not require
government assistance when they are retired — a situation that
can be called the “saving-incentive problem.” Horner and Poddar
(1992) suggee_t that precisely this effect is operating when they
note, first, that the combined benefits from OAS, GIS, and the
Canada and Quebec Pension Plans (CPP/QPP) drop sharply as
income increases, and, second, that low-income earners tend to
be seriously underrepresented among the individuals Who make
contributions to RRSPs. - : |

RRSPs do not solve the savmg—mcentlve problem largely
because they are entlrely voluntary. Low-income individuals can
- simply choose not to take advantage of RRSPS thereby allowing
a higher level of consumption during their working lives, while
knowing that they will receive government assistance when retired.

If the primary motivation behind RRSPs is that government
can thereby provide less income support to retired individuals,
then a social security system with mandatory contrlbutlons may
be more sensible. This is not to suggest that the current CPP/QPP
programs do not have their problems (some of the other papers
in this volume discuss these problems) or that they would be ideal
systems even if those immediate problems were solved. The point
is simply that mandatory pension plans completely avoid the
saving-incentive problem:; they constitute forced saving of the
purest form. (I discuss this point again later in the paper.)
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Some Costs of T‘DSPS

The three arguments in support of TDSPs do not present a strong

case; there seems little reason to expect s1gn1ﬁcant benefits from

1ntroduc1ng TDSPs into an economy in which such plans are
absent. It does not follow, however that ehmlnatlng TDSPs Would
have s1gn1ﬁcant beneﬁts given that they are already part of the

Canadian income tax system Any beneﬁts from their ehmmatlon |

depend on the costs they are currently i imposing. So I turn now
to a discussion of two such costs both relatmg to changes in the
dlstrlbutlon of i 1ncome

Redistribution toward
TDSP Contrlbutors

Table 2 shows that RRSPs and RPPs together lead to significant

reductlons in income tax revenues. Faced with such a shortfall,
the government must choose from the folloW1ng four budgetary
- options.’ S | |

First, it can increase other current taxes to finance its

~current expenditures. If the specific tax 1ncreases fall only on
those ‘who benefit from making TDSP contrlbutlons then the
- combination of the TDSP and tax increase will leave the distri-
bution of income unchanged. But in general this coincidence will
not occur. Some part of the burden of the tax increase will fall on
individuals who do not benefit directly from a TDSP. In this case,
there will be a redistribution ofincome associated with the TDSPs
that should be recognized. | o
The second possibility is for the government to finance its
expenditures by increasing its current level of borrowing —
‘borrowing that ultimately must be financed by higher future
taxes. Since any increase in future taxes almost certainly will fall

10 TDSPs obv10us1y reduce income tax revenue for both federal and prov1nc1a1
governments. For simplicity, I group all levels of government together.

¢



[image: image17.png]A Case for Abolishing Tax-Deferred Saving Plans 73

on some individuals who are not the current- beneficiaries of
TDSPs, this option has an associated intertemporal redistribu-
tion of income. The benefits to current TDSP contributors will be
financed by taxes paid by future generations.

Third, the government can raise the required revenue by
borrowing from the Bank of Canada. Such. borrowing from the
central bank will, however, have the effect of i mcreasmg the
supply of money in c1rcu1atlon Wlth the eventual effect ofa higher
rate of mﬂatmn Inﬂatlon 1mposes costs not only on those indi-
viduals Whose incomes are not fully mdexed but also on the'
economy as a ‘whole as the efﬁmency of the price system is
undermmed 'The former costs are largely a matter of income
d1str1butlon the latter are more an issue relevant to the real
productlve capacity of the economy |

Finally, the government that is experlencmg a revenue short-
fall can choose to reduce the level of its current expendltures SO
that no revenue increase is necessary. Before one can predict the
effects of such cutbacks 1t 1s important to know Wthh expendi-
tures will be reduced. But the general principle is the_same as for
the case of tax increases. If the expenditures that are eliminated
would have benefited only those who receive direct benefits from
TDSPs, the distribution of income will be unaffected. But as long
‘as some of the now-eliminated expenditures would have benefited
those who did not benefit from TDSPs, there will be a redlstrlbu-
tion of income that should be recognized. | |

The general point here is simple: .somebody pays. The tax
advantages to TDSP contributors imply a significant loss of tax
revenue for government. Such tax expenditures put considerable
strain on public finances. Relief must come from other tax in-
creases, from expenditure cuts, or from inflation; in all cases, the
burden of the remedy cuts will probably not be distributed in the
same manner as will the benefits from making contributions to
TDSPs. Thus, TDSPs generate a redistribution away from non-
contributors and toward contributors. Since the goals of income
redistribution policy are usually cast in terms of redistributing
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according to income, the TDSP-induced redistribution may well
be operating against current overall policy.

Redistribution in
the Wrong Direction

Many elements of the tax-and-transfer system are designed to
effect a redistribution of income away from high-income individu-
als toward lower-income individuals. Progressive income taxes
involve such a redistribution, as do the GIS and OAS (both being
financed out of general tax revenues). These redistribution schemes
reflect a desire on the part of a majority of Canadians to offset,
at least in part, some of the undesirable outcomes of a decentral-
1zed free market system while maintaining the benefits of the
tremendous flexibility and incentive structures it contains.

- Tax-deferred saving plans such as RRSPs and RPPs almost
ceri:,ainly -redistribute income in the opposite direction, so they
work at cross-purposes to the overall tax-and-transfer system.
Two distinct redistributions are at work here. First, as just
discussed, TDSPs bring about a redistribution of income away
from noncontributors and toward contributors. To the extent that
noncontributors tend to have lower incomes than contributors,

- this redistribution is going in the wrong direction. Second, the

combination of the income tax structure and the TDSP contribu-
tion limits generates a redistribution of income away from low-
income contributors and toward higher-income contributors.

“Incomes of Contributors
- and Noncontributors

As I argued above, TDSPs generate a redistribution of income

toward: contributors and away from noncontributors. In other
words, the significant benefits that accrue to contributors are

-paid for, in part, by people who for whatever reason do not take

advantage of TDSPs.
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‘Table 3 shows that in 1991 only 24 percent of those individu-
als who contributed to RRSPs had incomes of less than $20,000.

Perhaps more striking is the fact that this group made only

14 percent of all RRSP contributions. In contrast, 12 percent of
RRSP contributors had incomes in excess of $60,000 and these

individuals made 24 percent of all that year’s RRSP contribu-

tions. The gist of these data is repeated by statistics from another
source for another recent year: the 1992 Survey of Family: Expen-
ditures reports that the mean disposable income ofiRRSP con-
tributors was more than $50,000 whereas the mean for non-
contributors was less than $30,000.

That noncontributors are more likely to have low incomes
than are. contributors is not surprising. After all, people Wlth low

incomes are not typically characterized as active savers; they

usually feel unable to set aside significant sums for their retire-
ment. Yet, if it is mainly members of the hlgher-lncome groups
who receive the lion’s share of the benefits from RRSPS then
there is an 1mphclt redlstrlbutlon of income away from lower-
income groups. |

Furthermore, to the extent that lower-lncome earners are
less hkely to have employer-sponsored pension plans, then the
redistribution suggested by Table 3 understates the actual redls-
tribution gomg on in the Canad1an economy.

Benefits to High-Income
and Low-Income Contributors

It is misleading to treat all TDSP contributors as if they were
identical. The benefits that accrue to low-income and to high-
income TDSP contributors differ, and thus TDSPs effect a signifi-

11 A 11fecycle 1ssue partlally confounds the analys1s of income dlstnbutlon here

- some of today’s noncontributors will be contributors in the future. But there

are ‘also large numbers of people who ‘are noncontributors now and will

remain such in the future. Thus, it remains true that TDSPs involve a

~ significant redistribution away from noncontrlbutors (of Whatever age) to
contributors (of whatever age).

T ey e i
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Table 3: RRSP Contr:ibutions':by l'ncome.'_'Gro‘llp, 1991

Income . %ofTotal - %ofTotal | Average’-

Group - Contributors ‘Contributions Contribution ,.
®  w @ o
0-9,999 9 4 1310
10,000-19999 15 10 1,700
20,000 — 29,999 o | 16 2,060
30,000-39,999 20 19 2540
40,000 - 49,999 15 16 2970
50,000 — 59,999 9 1 35100
60,000 — 79,999 B A R 4,660
280000 s 12 7,200

Total number of contribi;t_brs = 4.478 million
Total value of contributers = $12.113 billion

Source: | Statistics Canada, 1991 RRSP Room File (Ottawa, 1993).

cant redistribution of income away from low-income contributors
toward higher-income contributors. In doing so, they reverse
some of the redistribution that is achieved through income taxes.

The last column of Table 3 shows how the average RRSP
contribution varies across income groups.” In 1991, the average
RRSP contribution for individuals with incomes of less than
$10,000 was $1,300; for individuals with incomes of $80 000 or
more, it was $7,200.

- For analytical purposes, it is helpful to asmgn RRSP con-
tributors to two: income groups. For those contributors with
incomes of less than $30,000, the average TDSP contribution in
1991 was $1 803. Given a federal marginal i income tax rate of
17 percent thls amount 1mphed a tax rebate in that year of about

12 Though Table 3 and the following discussion use data on RRSP contributions
‘only, the basic arguments here apply equally to-contributions made to RPPs.
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|

$307. In contrast, for those contributors with incomes of $30,000
or more, the average contribution in 1991 was $3,381; they faced
a federal marginal income tax rate of 26 percent, implying a tax
rebate of about $879.22 B -

The tax rebate in the year of the RRSP contribution does not

-completely capture the benefits to an individual contributor, so

the comparison of $879 to $307 does not completely capture the
implicit redistribution of income that occurs as a result of RRSPs.
The tax-free accumulation of funds occurring within the RRSP is
also important. (The appendix explores this point in more detail.)

Table 4 shows the benefits to hypothetical high- and low-
income TDSP contributors who contribute a constant annual
amount over 30 years. When both high- and low-income contribu-
tors make a contribution equal to $1,803, the average RRSP
contribution for low-income individuals (columns 1 and 2), the

-differences in benefits reflect only the differences In marginal tax

rates; high-income contributors benefit more because the TDSP
allows them to avoid greater taxation of interest income. When
high-income earners make an annual contribution,equal to $3,381,
the average RRSP contribution for such individuals (column 3),
the benefits grow considerably (column 4).74

It is clear from Table 4 that the average high-income con-
tributor , benefits much more from a TDSP than the average

low-income contributor — almost $16,000 more over 30 years.

This largess has two sources: high-income contributors are per-
mitted larger TDSP contributions (because the contribution lim-
its are expressed as a percentage of income), an}d the TDSP
successfully avoids taxation at a higher marginal rate. For any

13 For simplicity in this example, I ignore the existence of provincial income

taxes. Their presence obviously increases marginal tax rates for both income

- groups, but my basic argument here about the relative benefits of TDSPs to

different income groups is still valid. Note also that the stated tax reduction

‘to the upper-income group actually understates the true tax reduction since

the highest incomes in this group face a federal marginal rate of 29 percent
(rather than the 26 percent assumed in the text). :

14 The caveat about lifecycle effects applies here. See footnote 11.
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Table 4: Benefits * for High- and Low-Income TDSP Contributors
(assuming constant annual contributions)
" Benefits of Contribution of
- $1,803° by $3,381%
| — by
Low-Income High-Income High-Income - |
Earner Earner Earner Difference
N° (1f e 3" 3-(1)
(years) (constant dollars) |
1 10.18 14.85 27.85 - 17.67
2 21.10 30.71 57.60 36.50
3 32.80  47.65 89.35 56.55
4 45.34 65.71 123.21 77.87
5 58.75 84.94 ~159.29 100.54
6 ~ 73.08 105.42 197.69 124.61
7 1 88.38 127.21 238.54 150.16.
8 104.71 150.36 1281.95 177.24
9 1221 174.95 328.07- ~ 205.96
10 140.65 201.06 377.02 236.37
11 160.38 228.75  428.95 268.57
12 18137 258.10 | 484.00 302.63
13 203.69 289.21 542.33 338.64
14 227.39 322.15 604.09 376.70
15 252.56 357.01 669.47 416.91
16 279.28 393.89 738.63 459.35
17 307.61 432.89 811.76 504.15
18 337.64 474.11 889.06 551.42
19 369.47 '517.66 970.72 601.25
20 403.17 563.65 1,056.95 653.78
21 438.86 612.19 1,147.98 709.12
22 476.61 663.42 1,244.04 - 767.43
23 516.56 ' 717.45 1,345.37 828.81
24 558.79 774.42 1,452.21 893.42
25 603.42 834.48 1,564.83 961.41
26 650.58 897.77 1,683.50 1,032.92
27 700.40 964.43 1,808:51 -~ 1,108.11
28 752.99 1,034.64 1,940.16 1,187.17
29 808.51 ~1,108.55 2,078.77 1,270.26
30 867.08 1,186.35 $2,224.65 1,357.57
Total 9,793.46 13,633.98 25,566.55 15,773.09
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Notes to Table 4

See the appendix foi' details of the calculation of benefits.

Also assuming a constant real interest rate of 4 percent and constant marginal tax rates
of 26 percent for hlgh-mcome contnbutors and 17 percent for low-mcome contrlbutors

The average RRSP contnbutlon for 1nd1v1duals with low i 1ncome (less than $3O 000 per
year).

The average RRSP contrlbutlon for individuals with hlgh incomes ($30 OOO a year or
more). -

3

The number of years the contribution accumulates .b"efore withdrawal,
= ($1,803) (0.83) [(1.04)" - (1.0332)M.
= ($1,803) (0.74) [(1.0)" - (1.0206)].
= ($3,381) (0.74) [(1.04Y" - (1.0206/"].

value of N, the positive value in the last column of the table
illustrates a redistribution of income away from low-income con-
tributors toward high-income contributors.

Summing Up

Given the numbers set out in Tables 3 and 4, it is difficult not to
view TDSPs as an effective instrument for achieving a redistri-

bution of income in the wrong direction. There is an obvious

redistribution of income away from noncontributors toward all
TDSP contributors. Moreover, the current system of contribution
limits and marglnal income tax rates generates a significant
redistribution away from low-income contributors toward high-
income contributors. When the facts are stated in this way, it is
unlikely that the typical Canadian would view TDSPs as a
valuable instrument for i improving the distribution of income.
That TDSPs are themselves redistributing income in the
wrong direction does not necessarily mean that they are an
inappropriate part of a tax-and-transfer system that is progres-
sive overall. Indeed, some may argue from a political economy'
perspective that this “tax. gift” to upper-income groups is the
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payoff necessary to obtain their support of the overall progressiv-
ity of the system (with the high top marginal tax rates that such
progresswlty involves).

One response to such a view is that a simple and transparent
tax system has obvious benefits, not the least of which is the
honesty it brings to public debate. It would be better to have an
up-front policy debate on the appropriate degree of progressivity
of the Canadian tax system than to fudge and compllcate the issue
by having in place several instruments that redistribute income
in opposite directions. Moreover, if TDSPs did not exist, there
might be less need for high marginal tax rates to reverse the

income redistribution that they cause. Thus, eliminating TDSPs

may be one way of achieving a desirable flattening of the income
tax structure.

A Policy Package

These considerations suggest a package of policies, starting with
the abolition of tax-deferred savings plans and going on to ad-
~dress some of the concerns underlying the arguments in favor of

TDSPs that I'discussed earlier.
Spec1ﬁcally, I propose that the federal government

e abohsh all TDSPs |
o reduce income tax rates and ra1se the GST rate and
e increase the rate of mandatory saving for retirement.

The debate associated with each proposal could easily fill an
entire paper; here, I offer only a brief discussion of how each
- proposal would achieve or complement the elimination of TDSPs.
| It-1s important that the proposals be viewed as a package,
and that the merits of the entire package be considered relative

to the status quo. In other words, I am not advocating the

abolition of TDSPs sep-a-rately from other policy changes.




[image: image25.png]o

A Case for Abolishing Tax-Deferred Sa ving Plans 81

Abolish TDSPs-

My main policy proposal is to abolish the tax-deferred status of
the various retirement savings plans, including RRSPs, firm-
sponsored pension plans, and the superannuation plans for the
public service. Note that I am not recommending that the plans
themselvéé_ be abolished — just that their special tak;deferred
status be discontinued. For the sake of brevity, however, I speak

of the “abolition” or “elimination” of TDSPs.

The abolition of RRSPs would be strai_ghtferard, Although
individuals obviously could — and would — continue to save for
their retirement, contributions to private saving plans would no
longer be tax deductible, and income growth within those plans

would not be sheltered from taxation. I |
The abolition of empl_oyer-sponsored.pension.plans would be
more complicated, but certainly manageable. RPPs are of two
varieties; each must be considered separat__ely, though the same
principle of removing the special tax status applies to both.
Employer-sponsored pension plans that have “defined contribu-
tions,” such as money-purchase plans, are effectively RRSPs in
which the employer makes contributions in the name of the
employee. My proposal is simply to eliminate the tax'deductibility
of the employee’s contributions to such plans and to treat the em-

ployer’s contributions as current taxable income to the employee.
Employer-sponsored plans of the “defined benefits” variety

‘should also have their special tax status removed. The future

benefits to the employee could be converted into an equivalent
amount of current income that is taxable along with other current
income.?® - . |

With either type of employer-sponsored pension plan, the
eliminati()nof special tax status would ensure that both employ-

15 Such a conversion is already done in the computation of the pension adjust-
~ment (PA) in determining the RRSP room for individuals who have a defined-
~ benefit RPP with their employer. See Horner and Poddar (1992) for details
- about the PA. L - T |
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ers and employees view the employers contributions as ordinary
compensatmn to workers |

Why Not Just Reduce the Generosity of TDSPs? Is there a less
drastic way of deahng with the costs imposed by TDSPs? For
example, should Canada consider reducing the contribution lim-
its for RRSPs and RPPs or taxing the income generated within the
plans? Certainly, this second option has been actively dlscussed

The argument against reducing the generosity of TDSPs
rather than abolishing them, is that such a move would not fully
address the problem of their redistributing income in the wrong
direction. Obviously, a reduction in contribution limits would
reduce the possible benefits to TDSP contributors and thus re-
duce the implicit redistribution of income from noncontributors
toward contributors, but the basic system would still be providing
“upside-down” assistance (Ingerman and Rowley 1994). Unless
policy has the direct and stated goal of redistributing income away
from the poor toward the rich, TDSPs should not exist at all.

The argument against trying toreduce the benefits of TDSPs
by levying a tax on the income earned within the plans is based
on administrative ease. Despite the problems that exist with
TDSPs, it can be said that the Canadian system is at least
coherent: the tax deductibility of contributions and the tax avoid-
ance of capital income go hand-in-hand. To permit the up-front
“tax deductibility of contributions while levying a tax on the
capital income earned with the plan would generate a consider-
able administrative burden. For example, would withdrawals
from a plan be added to taxable income, or would only some
fraction of them be considered taxable?

Reduce Income Tax Rates
and Ralse the GST

Given a desire to avoid the dlstortlonary effects on the return to
saving caused by the taxation of capital income, the desire for
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reforming the Canadian tax system — as reflected in the 1987

income tax reforms and the 1991 introduction of the GST — ijg
certainly appropriate. In general terms, such reform aims to
reduce the emphasis on income taxes and increase the emphasis
on consumption taxes. = - | | | |
 This process of tax reform could proceed in two alternative
ways. First, the current income tax system could be modified SO
as to tax wage income but exempt capital income. 'Unfortunateljr',
although taking this course would remove the distortion to the
rate of return to saving,’® it would introduce other distortions;
since different types of income are taxed at different rates, it
Would; reduce the 'h"'orizon'tal equity in the tax system.

An easier way to proceed toward a consumption-based tax

system is to reduce income tax rates a_éro-ss the board and simul-
taneously increase the rate on the GST. Given that both tax
systems are already in place, such a change would be adminis-
tratively easy. It would also be successful 1n reducing the distor-
tion caused by intereSt taxation. At the same time, the tax base
for the GST should be widened by removing all exemptions. The
considerable administrative advantages of an exemption-free
GST make this option more attractive than simply exempting
interest income within an income tax system.

Since the elimination of TDSPs would end a considerable
amount of inappropriate income redistribution, there would be

less pressure on the tax-and-transfer system to undo this redis- |

tribution by transferring resources from high-income to low-income
people — that is, there would be less pressure on the tax system
to be progressive. Thus, when income tax rates were lowered
across the board (and the GST raised), the entire structure could
also be flattened. The importance of this possibility should not be
overlooked. As Dahlby ( 1994) clearly demonstrates, the current

16 Since capital income is the return on saving, a tax on wage income alone is
“equivalent to a consumption tax in the sense that neither system distorts the
‘return to saving (Atkinson and Stiglitz 1980). A
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combination of federal and provincial taxes and transfers makes
the schedule of marginal income tax rates look more like a
mountain range than a plateau. To the extent that policymakers
care about the effects of distortionary taxation, these mountam
ranges should be a real source of concern.

Why Not Elzmznate Income Taxes Altogether9 If a move toward
increased consumption taxation is desirable, does it not it follow
that the complete elimination of income taxes would be even

Dbetter? The short answer is, almost certamly no. To the extent

that the government is st111 committed to the principle of i income
redistribution, the obvious way to 1dent1fy and reach people in
need of assistance is through the income tax system. The com-
plete ehmmatmn of income taxes would greatly comphcate the
process of 1dent1fy1ng these people and redlstrlbutmg resources
in their direction. One advantage of i increasing the GST rate but
keepmg the bas1c income tax structure in place (albeit Wlth lower
rates) is that the income tax system could still be used as a means
of 1dent1fylng and ass1st1ng low-lncome earners.

“Increase the Role

of Mandatory Saving

Given the proposed abolition of TDSPs, is there anything govern-
ment could do to encourage individuals to save more for their
retirement so that the pressures on the public purse would be
reduced? Canadian governments cannot credibly commit them-
selves to denying income support to individuals who have failed
to take the opportunity to save for their own retirement. But they

‘could solve the saving-incentive problem and reduce future de- )

mands on the public purse by increasing the role of mandatory
saving.

- Of course, Canada has an established system of mandatory
saving. Most individuals are now requlred to save through the
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CPP/QPP. These programs have recently come under public scru-
tiny as it has become clear that their pay-as-you-gonatureis leading
to considerable problems concerning their sustainability.?”
 Yet mandatory saving need not be exclusively identified with
these public pension systems. One could reasonably argue that,
by promoting an increased role for mandatory saving not neces-
sarily in the guise of the current CPP/QPP 'pr'ograms, I'am simply
suggesting a reform of the public pension system. But it would be
a significant reform. Particularly desirable in my view would be
two changes: an increase in mandatory contributions and a move
to professional private management of the public pension funds.

Increase Mandatory Contributions. MandatOry contributions should
be raised to a level that can be expected to finance a'moderate
level of retirement consumption, glven an average number of
Working' years. This increase would force indiVi’duals to sa_vé more
for their retirement than they are doing through the current |
public pension plans. Once this change Worke_d_--its way through
the age structure of the population, the need for the government |
to provide income suppdrt for retired people would be reduced.
The government would still assist low-income individuals (of
whatever age), but the problem of individuals’ not saving enough
for their own retirement could be largely eliminated.

Private Management of Mandatory Saving. In the current public
pension system, the unfunded nature of the programs has en-
countered several problems, including changing demographics
and the actions of cash-strapped governments. Individuals cor-
rectly view their contributions to an unfunded public pension
system as an investment with a very uncertain rate of return. But

17 Fo:r“ét'&i’scus”si()ﬁ of Somé current problems with the CPP, see Robson (1996)
~ and Robson’s paper in this volume. o o

Cn
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the uncertainty is not the usual worries about the real interest
rate; instead, it is focused on the rate of population growth and
the nature of demographic shifts in the population. To make
matters worse, as long as the public pension system remains
within reach of financially strapped governments, there is per-
petual fear that profligate government spending will deplete the
pool of pension funds and thus necessitate increases in the
contribution rates. |

There is no practical way to ehmmate the fundamental
rate-of-return uncertainty faced by ,1nd1v1dua1 savers, but it is

easy in principle to avoid the problems of demographics and

financially strapped governments. Though individuals may be
legally required to make regular contributions to the public
saving plans, there is no reason the management of these funds
could not be entirely beyond the reach of government. They could
be invested in private mutual funds and managed professmnally
Individuals could simply be required to make deposits with any
one (or more) of a number of accredited fund managers. |
The pension system I have just described — mandatory
contributions and private management of funds — is essentially
the system that has been adopted in the past decade in Chile and

- imitated by other South American countries. Though this type of

system is not without its own problems, many analysts think it
has .considerable merit (see Diamond 1996; and Diamond and
Valdes-Prieto 1994 for details).

A Crucial Caveat

The current federal minister of finance, Paul Martin, has steered
his way through three years of managing Canada’s public fi-
- nances with considerable deftness. In the 1995 and 1996 budgets,
he outlined his plans for the reduction of the federal budget
‘deficit, and he is on target for reducing the deficit to 3 percent of
gross domestic product by 1997. With the Canadian economy
showing solid performance in terms of real economic growth and
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continued low inflation (despite the reluctance of the unemploy-
ment rate to fall below about 9.5‘;percent), it seems clear that
keeping deficit reduction on track will remain near the top of
Martin’s list of goals for the foreseeable future. Throughout 1994
and 1995, the possibilities of reducing the generosity of RRSPs
and RPPs received 'Cbnsiderable attention. In some cases, the talk
was about reducing the contribution limits; in others, the sugges-
tions involved levying a tax on income earned within the plans.
In both cases, the motivation was clear: to reduce the generosity
of RRSPs and RPPs as a means of reducing the budget deficit,

Nevertheless, the case against TDSPs would have as much
merit in a world of a $25 billion surplus as in a world of g
$25 billion deficit. None of the arguments I have leveled against
TDSPs relies on the existence of g government fiscal deficit. The
effects of TDSPs on the distribution of income are largely inde-
pendent of the'gove_rnment’s fiscal position. Even my discussion
- of the effect of TDSPs on government income tax revenue applies
. equally well to any overall fiscal position of the government.
- Whether the government is currently saving a lot or only a little
- (or borrowing a lot or only a little), the existence of TDSPs will
reduce its saving below the level that would otherwise exist.

I emphasize, therefore, that none of the arguments pre-
- sented here for abolishing TDSPs is 'motivated in any way by
| concern over the current government's need to substantially
reduce the fiscal deficit. Indeed, I believe it would be a mistake
to eliminate TDSPs as a deficit-cutting measure. Their abolition
would represent a significant increase in the overall taxation of
households. Though the elimination of tax-assisted saving — a
tax increase by any other name — would not be felt eQually by all
Canadians, it would still represent a significant increase in taxes
overall, - - '.
- Co'nceptually separating the idea of eliminating TDSPs from
the issues surrounding deficit reduction has a clear and impor-
tant implication for the proposals outlined in the previous section.
The combination of my first two main policy proposals — abolish-

e ——r—————
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1ng TDSPs plus lowering income tax rates and raising the GST
— should be apprommately revenue neutral s

Closing Remarks - ‘ -

I have argued that all TDSPs’/should be abolished. Noné of the
three main arguments supportlng them provides a strong defense
of such plans. First, it seems doubtful that TDSPs increase
national saving (even if such an increase were a sensible goal, a
matter that is justifiably controversial). Second, although few
people question the deswablhty of reducing the need for govern-
ment-financed retirement income support, the voluntary nature
of TDSPs makes them a poor solution to the saving-incentive
problem; mandatory saving through higher contributions to a
modified public pension plan would be more effective. Finally, if
one overall goal of tax reform is to move away from income
taxation toward consumption taxation, there are easier routes
than TDSPs; a straightforward reduction in income tax rates and
increase in the GST would be more effective.

TDSPs are the last great tax loophole for middle- and upper-
income Canadians. But it is noncontributors (who tend to have
low incomes) and low-income contributors who are footing the bill
for these benefits. The irony, of course, is that, while low-income
individuals are being hurt by the existence of TDSPs, they are
probably among the strong supporters of a pohcy that allows such
tax-deferred saving. The reason 1s simple: most individuals are
not cognizant of the overall effects of TDSPs on government tax
revenues and certainly do not recogmze the 1mphc1t 1ncome
redistributions that are occurring. -

~ Although TDSPs impose significant costs and produce little

- 1n the way of benefits, it is important that policymakers give

18 The mandatory pnvate pensmn contmbutlons should be Vlewed as nelther a
tax on individuals nor a source of tax revenue since these 1tems 1deally Would
be kept completely off the government’s books.




[image: image33.png]A Case for Abolishing Tax-Deferred Saving Plans 89

considerable thought to devising the least costly manner of their
elimination. In particular, the treatment of funds inside existing
TDSPs would demand careful attention. I have not discussed
such transition issues here, but they must be addressed if my
main proposal is to be considered at all seriously:. R '
. One possibility is to prohibit both the creation of new TDSPs
and the expansion of existing ones, but to allow those that exist
to mature according to the current rules. A preferable (though
slightly more drastic) alternative is to require all funds within
existing TDSPs to be transferred immediately into registered
retirement income funds (RRIFs). Withdrawals from such funds,
which are classified as taxable income, could then take place
according to the existing rules over a period of, say, ten years.

- Abolishing TDSPs altogether would clearly be an extreme
policy decision, and it may be natural to think that their elimina-
tion would leave a void in the existing taX-and*-trahs'fér system.
For this reason, I have also presented a package of complemen-
tary policy proposals. Perhaps the most important one is a move
toward a Chilean-style system of mandétoi'y individual pension
contributions that are managed privately by professional fund
managers. Such mandatory private saving would allow the gov-
ernment to reduce expenditures on income-support programs yet
have no direct negative effect on the level of income tax revenue.

Finally, I have emphasized that the abolition of TDSPs
should not be motivated by a desire to reduce the federal govern-
ment’s fiscal deficit. Though that abolition would certainly lead
to a significant increase in tax revenue for both provincial and
federal governments, it is a reductjon 1n government expenditure
that seems tome a more.appropriate solution to the current fiscal
situation. Thus, my proposals to abolish TDSPs, reduce income
tax rates, and increase (and broaden) the GST should be designed
as a revenue-neutral policy package. | |
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Appendix: The Benefits of -
Contributing to TDSPs o S S
The size of a taxpayer’s contribution, his marginal tax rate, and p
the number of years of accumulation all combine to generate the
benefits from contributing to a TDSP relative to saving outside a
TDSP. The illustrations below use the following notation: N is the
number of years an individual contribution is allowed to accumu-;
late before withdrawal, r is the annual real interest rate, and 1 is
the individual’s marginal income tax rate. o
An individual who saves X dollars today outside a TDSP will
receive | - | | ,,
R, =X[+r@-oP . (1)
after-tax dollars in N years. | J
~ In contrast, consider an individual who faces the same tax
rate but contributes X dollars to a TDSP today and saves the
tax rebate outside of the TDSP. (Requiring this person to save
the tax rebate from the TDSP ensures that the two hypothetical
individuals have the same level of current consumption. Thus,
the difference in after-tax dollars N years in the future captures
the full benefit of the TDSP)) | | |
The latter individual will receive

B= XA+ A-9+aD era-nr g

after-tax dollars in N years. The first term in Equation (2)
represents the after-tax withdrawal of the principal and interest
from the TDSP; the second term is the accumulation on the initial
tax refund, 7 X, that the individual receives as a result of making
the TDSP contribution. . o o

The benefit to an individual from contributing to a TDSP in
any given year, relative to saving that same amount outside the
TDSP, is therefore equal to

R,~R, = X(1-n1) {(1+r)N—[1+r(1—’c)]N}, (3)

et I
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which is positive as long as the individual faces a positive (and
less than 100 percent) marginal income tax rate. The direct
benefit of TDSPs to the contributor comes from the fact that such
plans permit contributions to accumulate tax free (Whlch makes
the expression in braces greater than zero) leen the presence
of this tax-free accumulation, the larger ‘is the 1n1t1a1 TDSP
contribution, the greater the benefit. |
Equation (3) shows clearly. the relative beneﬁts to hlgh- and
| low-lncome TDSP contributors and also reveals the size of the
implicit income redlstrlbutmn generated by TDSPs. To keep things
simple, suppose there are two types of contrlbutors high income
and low income, both of whom make a single contribution to a
TDSP to be withdrawn N years in the future. Using the aver-
age RRSP contributions (calculated from Table 3), a real interest
rate of 4 percent, and a value of N equal ‘to 30 years, one can
calculate the benefits for the two types of contributors as:

hlgh-lncome benefit =

($3 381) (1 0. 26) (1. 04)30 [1 + (0. 04)(1 0. 26)]30} $2,224.65 ;

 low-income benefit = ‘
~($1,803) (1-0.17) {(1.04) - [1+ (0.04)(1 - 0.17)1} = $867.08 .

- Note that these benefits are expressed in terms of real
dollars 30 years in the future: their present value would be
considerably smaller. But it is the relative benefits to the two
types of contributors that are of interest, and they can be viewed
in either present or future dollars. Note also that these are the
benefits that accrue to the two individuals from only one year’s
worth of TDSP contributions. The relative benefits over 30 years
are shown in Table 4.

19 Another benefit arises if withdrawals are made when the individual is in a
tax bracket lower than his bracket when he made the contributions. But the
flattening of the tax system following the 1987 income tax reform suggests
that, for many people, this effect will be either absent or quite small
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