
In June 2013, we looked at 

how much income was pro-
vided by Canadian Social 
Security programs such as 
C/QPP, OAS and GIS. De-
pending on family status 
(single or married) the in-
come provided by these pro-
grams ranged from $15,438 
to $30,108. 

We suggested that if a 
higher replacement ratio is 
desired, this is achieved 
when the pre-retirement in-
come threshold is low. 
What’s important to recog-
nize is that these calculations 
were on a pre-tax basis. 

Feedback from retirement 
experts such as Malcolm 
Hamilton, coupled with in-
depth analysis done by Bill 
Morneau and Fred Vettese in 
their book, The Real Retire-
ment, reinforced the idea 
that my previous analysis 
needed further expansion, 
particularly by also examin-
ing matters on an after-tax 
basis (which this article 
does). 

Furthermore, Morneau and 
Vettese provide compelling 
evidence that the oft quoted 
70% target replacement ratio 
might actually be too gener-
ous, or possibly unneces-
sary. Their conclusion is a 
60% target would be more 
appropriate to enable most 
Canadians to maintain their 
standard of living from work-

ing years to retirement years.  

Before delving into the 
analysis, let’s define our 
methodology. We took the 
pre-tax calculations done in 
the June newsletter and con-
verted those to after-tax fig-

ures using a tax calculation 
software. We assumed the 
taxpayer was a resident of 
Ontario and entitled to Ontar-
io Tax Credits including 
property tax credits while 
assuming $2,000 in property 
taxes (which for renters ap-
proximates annual rent of 
about $10,000). 

The results aren’t perfectly 
accurate since we used 2013 
C/QPP, OAS and GIS bene-
fit amounts and 2013 CPP 
and EI contribution rates but 
applied them in 2012 tax 
software. However, we are 
confident differences be-
tween 2013 and 2012 rates 
are not sufficiently material 
to change our conclusions. 

Pre-retirement after-tax 
income was equal to pre-
retirement pre-tax income 
plus any Ontario and HST 
tax credits less income tax, 
CPP and EI contributions. 
Post retirement after-tax in-
come was equal to CPP, 
OAS and GIS (con’t  pg. 2)   
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Inside this issue: 

At Schulich School of Business, I teach a variety of finance courses including one that 

explores the theory of personal finance. One question students often ask is why seniors  
need less money in retirement as compared to their working years. To them, it doesn’t make 
sense. Nonetheless, it is correct for a variety of reasons. Here’s the theory in a nutshell. 

Everyone (or every family unit) has different stages in their lifecycle that impacts earnings 
and spending. These stages explain our net wealth at any point in time. Earnings and spend-
ing patterns aren’t distributed evenly throughout our lives. Generally, expenses are high in 
early adulthood, plateau for a while, rise again, plateau a second time and decline in the re-
tirement phase…and in Canada, this pattern occurs with high frequency.  (con’t  pg. 2)  
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2014 Publishing Schedule: 

AlternativChronicle will be 

moving to a new publishing 

schedule for 2014. We will 

produce our newsletter in Janu-

ary, March, May, July, Septem-

ber and November. 
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Alternativ Solution Inc. (ASI) 

offers advice on capital market 

issues for institutional clients on 

an assortment of topics ranging 

from strategy, risk management, 

asset allocation, manager selec-

tion and manager review. The 

firm also provides advice and/or 

educational services to Boards.   

ASI is focused on the asset and 

liability side of the retirement 

question. Our main objective is 

to help retirement plans achieve 

their goals.  Our expertise 

covers traditional active vs. 

passive and alternative assets. 

Mr. Klar is faculty member at 

the Schulich School of Business,  

and an advisor to York Univer-

sity’s $1.7 billion pension plan 

and President of ASI. 
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and GIS (for a single person earn-
ing the 2013 YMPE of $51,100, the 
post-tax replacement ratio is 57%). 
Thus, we can conclude that at the 
average wage of $48,000, the re-
placement ratio of approximate 
60% is sufficient for retirement 
needs. 

3. There is one exception we found 
in the analysis. For a couple who 
both earn YMPE, their after-tax retire-
ment replacement ratio is just 
49%..... below the 60% target level. 

4. Based on simple mathematics, 
one might be tempted to say that the 
analysis suggests Canadians who 
earn under the average wage should-
n’t save anything for their retirement 
needs. Instead, they should rely sole-
ly on the combination of CPP, OAS 
and GIS to support their retirement 
needs. We do not suggest this, But 
we note that most people in this in-
come category simply don’t have the 
wherewithal to save for their retire-
ment. 

The analysis suggests that lower 
income earners in Canada (and this 
covers a sizeable cohort of Canadi-
ans) can maintain their lifestyle in 
retirement by relying on Social Secu-
rity. We’ll leave the last word to Mal-
colm Hamilton who said after he read 
the June article: “Most Canadians 
don’t need to save a lot and they 
don’t need to start until later in life”. 
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payments plus Ontario and HST 
tax credits less income tax. 

The most revealing result is that 
in every case, whether at target 
replacement ratios of 60%, 70%,  
100% or for pre-retirement income 
equal to the YMPE, the post-
retirement after-tax income was 
higher than the post-retirement pre 
tax income. In other words, because 
of tax credits for seniors, their take 
home "pay" after-tax was higher 
than their income before tax. 

The second key observation is 
that the after-tax replacement ratio 
was significantly higher than the pre
-tax replacement ratio target. This 
means that the income threshold on 
an after-tax basis is much higher 
than on a pre-tax basis.  

Looking at each target replace-
ment ratio threshold for the three 
main family types (single person, a 
couple with one income or a couple 
with two incomes), we get similar 
results. However, for the sake of 
simplicity, we’ll discuss results for 
just a single person.  

At a 60% target income replace-
ment ratio on a pre-tax basis, the 
replacement ratio on a post-tax ba-
sis rises to 78%.  Similarly, for a 
70% target income replacement 
ratio on a pre-tax basis, the replace-
ment ratio on a post-tax basis rises 
to 88%. For both cases, the in-
crease was 18%. For a 100% target 
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Why Do We Need Less Money in Retirement? (continued) 

So why this pattern? It’s based on income and spending changes that occur over our adult years. Let’s look at a typical 
situation. Once formal education is completed, usually by age 20-25, the self-sufficiency phase begins. At this age, young 
adults move out and live on their own. During this phase there is virtually no room for savings as income is typically low 
but spending relative to income is high. The next phase occurs when a life partner is found and a family started. This is a 
high cost phase since it is often associated with (i) home ownership (mortgage, etc.) and (ii) child-rearing expenses. Typi-
cally, incomes rise in this phase but family expenses rise even faster, thus restricting savings. This period lasts roughly 
20-30 years depending on the number of children raised and whether a second home (cottage) is purchased. Beginning 
around age 40-50, we enter a new phase where two events occur; child-rearing costs are gradually eliminated as the 
children leave home and mortgage related costs end. Thus, for the next 15-20 years, the family unit consists of just the 
parents who now have relatively good after-tax incomes yet relatively low basic living costs. This allows them to improve 
their current lifestyles while also permitting dramatic increases in savings targeted to fund their retirement years. 

When retirement starts, some costs end (work related, life insurance). Retirees also get some age-related discounts 
(car insurance, golf, movies), unique tax advantages and can save by travelling at off-peak times. As aging continues, 
declining health, loss of a partner, a reduced desire to spend lavishly (fewer exotic trips or cars) and a more sedate (yet 
social) lifestyle also lowers costs. Hence, lifecycle factors are the main reason we need less money in retirement.  

income replacement ratio on a pre-tax 
basis, the replacement ratio on a post-tax 
basis rises to 113%, or an increase of 
13%. For earnings at the YMPE level, the 
replacement ratio increases from 41% to 
57%, or a 16% increase. 

In dollar terms, the post retirement pre-
tax income of $18,492 increases to 
$20,009 on a post tax basis at the 60% 
target threshold. At the 70%, 100% and 
YMPE levels, the pre-tax incomes of 
$17,870, $16,962 and $20,902 increase 
to $19,361, $18,413 and $22,249 respec-
tively.  

So what conclusions can we draw from 
these recalculations? 

1. Both income replacement targets 

and income thresholds must be calculat-
ed on an after-tax basis (as a point of 
reference, the average annual income for 
an individual in Canada in 2013 is 
$48,000 and for a family is $68,000). 

2. Using Morneau/Vettese’s target re-
placement ratio of 60%, our calculations 
show that most Canadians earning up to 
the average wage should be able to 
maintain their standard of living into re-
tirement by relying solely on CPP, OAS 
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