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Opportunities and Challenges in Managing Your Level 
of Retirement Income for Income Tax Purposes

Tax laws are not carved in stone.  In fact, the most consistent thing about tax legislation is that it gets 
changed fairly regularly.  While it is always a good idea to structure one's financial affairs to make 
efficient use of the laws of the day, one should always do things that make sense in the broadest 
terms first and then tweak them to deal with the tax considerations, rather than the other way around.  
If your retirement is 20 or 40 years away, trying to structure your affairs today with the minutia of the 
current post-retirement tax rules as a central theme of your planning, may be misguided.  Several 
government benefits are subject to means testing (vs. Income) and are subject to future tax law 
changes.

The Clawbacks

There are currently several “Clawback Zones”
(ranges of taxable income in which certain 
government benefits are reduced proportionately to 
your income).  The first affects the Guaranteed 
Income Supplement (GIS) worth up to $7869.48 to 
low income seniors (age 65 and up).  This benefit is 
reduced by 50% of all other income (excluding Old 
Age Security) and is fully eliminated above an 
income level of $15,888.  The GST/HST Credit of 
$381 is reduced by 5% of all income above $32,506 
and is fully eliminated above an income level of 
$40,126.  The Age Credit worth $1310.67 is reduced 
by 3% of all income above $32,961 and is fully 
eliminated above an income level of $76,541.  Old 
Age Security (OAS) payments of $6,290.76 are 
reduced by 15% of all income above $67,668 and 
are fully eliminated above an income of $109,607.

2011 Taxable 
Income

Combined
Marginal
Tax Rate

Combined 
Marginal

Tax Rate with
Clawback

  $40,970 - $65,345 31.15%
  $65,345 - $67,668 32.98%
  $67,668 - $75,550 32.98% 47.98%
  $75,550 - $78,361 35.39% 50.39%
  $78,361 - $83,088 39.41% 54.41%
  $83,088 - $109,607 43.41% 58.41%
$109,607 - $127,021 43.41%
$127,021 and up 46.41%



There are two ways of looking at these clawbacks.  One can view the GST/HST Credit, the Age 
Credit and OAS philosophically as being in the same category as the GIS, i.e. as benefits intended 
solely for lower income retirees.  The benefits being clawed back were not generally available to you 
while you were working, so they can be viewed as not being something you have “lost” as a result of 
your level of income in retirement.  Alternatively, one can view the clawbacks as being an increase in 
your marginal tax rate within the income bands indicated above.

When taking the latter view the particularly onerous impact for most investors will be the clawback of 
OAS, as is illustrated in the table to the right. 

If you find yourself in the clawback predicament, another consideration is the way dividends are 
taxed.  In 2011 $100 of dividends is taxed as if it were $141 and a tax credit of $32.20 is applied.  
This results in dividends jacking up your taxable income and your OAS clawback at an accelerated 
rate.   Nonetheless this only reduces the relative attractiveness of dividends slightly.  A good way to 
turn apples and oranges into fruit when assessing the relative merits of dividends, interest and capital 
gains is to look at the after-tax income each provides.  The best way of expressing this “fruit 
translation” is by measuring the dividend/interest ratio and the capital gains/interest ratio.  These 
express how much of an interest rate would be required to provide the same after-tax income as a 
dollar of dividends or capital gains.  For example, the dividend/interest ratio in the $83K - $109K 
bracket is 1.344.  This means that a dollar of dividend income provides the same amount after tax as 
$1.34 of interest income.

Now let us examine the effect of the OAS clawback on these ratios.  Sticking with the preceding  
example, the ratio of after-tax retention of dividends vs. interest only drops from 1.344 to 1.320 in the 
$83K - $109K bracket.  Conversely, the attractiveness of capital gains for those subject to the OAS 
clawback increases substantially.  This is because only half of capital gains are taxable.  As a result 
the 15% clawback rate is really only 7.5% of actual capital gains.  Therefore the ratio of after-tax 
retention of capital gains vs. interest leaps from 1.384 to 1.702.  Under these circumstances a dollar 
of capital gains provides the same amount after tax as $1.70 of interest income.

Investing in securities likely to produce capital gains rather than interest or dividends can significantly 
improve your after-tax income if you are subject to the OAS clawback.  While capital gains are 
normally associated with common equities, there are a number of investment vehicles that invest 
primarily in bonds but through financial structures are able to recharacterize the income paid out from 
interest to current or deferred capital gains.

Pension Splitting

One of the best tools for managing the level of post-retirement income is pension splitting.  Retired 
Canadians have long been able to split their Canada Pension Plan benefits with their spouse.  
Making this election is a permanent action resulting in payments being split between spouses evenly 
at the source.  Since 2007 it has been possible with your spouse on your annual tax return to split 
pensions from employment and RRIF withdrawals (the latter if you are 65 or older).  Since you only 
have to decide at tax time how much of your pension to split, if any, this is an extremely flexible 
retirement income management tool.  It can not only help you avoid the OAS clawback but in many 
cases can result in significant other tax savings if your spouse is in a lower marginal tax rate than you 
are. 

Tax Free Savings Accounts

Of growing significance in the management of the level of post retirement income is the Tax Free 
Savings Account (TFSA).  By holding the investments in your portfolio that produce the highest 
amount of taxable income inside your TFSA, you may be able to reduce your OAS clawback as well 
as the regular income tax on that investment income.



Down the road, once you have built up significant amounts in your TFSA, it could well give you 
greater flexibility in managing your taxable income.

The Effect of Tax Changes

Marginal tax rates rose steadily through the 1970s into the 1980s and have declined several times 
since.    We once had a lifetime exemption on the taxation of capital gains that was scheduled to 
reach $500,000 aggregate limit but never made it past $100,000 before being abolished.  Prior to 
1972 capital gains were not taxed at all.  The dividend tax credit has been raised and lowered several 
times, often in conjunction with changes in corporate tax rates.  Forward averaging and the Indexed 
Security Investment Plan have come and gone.

Two of the most significant taxation changes in Canadian history have taken place since 2006.  In 
2007, the ability of spouses to split their eligible pension income with each other has led to significant 
tax savings.  In 2009, Tax Free Savings Accounts came into being and provided the ability to earn 
limited (but growing) amounts of investment income on a permanently tax-free basis.  

The single most important thing to understand about our taxation system is that it is in a constant 
state of flux.  Today's rules cannot reasonable be expected to be identical 5 or 10 years from now let 
alone 20 or 30 years down the road.  This means your long term savings and investment planning 
cannot and should not be heavily reliant on today's tax rules.  

Conclusion

Retirement now lasts longer than ever before.  This means it is necessary to save more money, 
possibly over a longer period of time in order to adequately fund retirement.  In retirement, there are 
many challenges to optimizing after-tax income but there are many tools available as well.  RRSPs /
RRIFs, TFSAs, dividends, interest and capital gains all have their applications.  Pension splitting can 
bring meaningful tax savings.  Tax laws constantly change.  While they should always be utilized to 
your advantage within a sensible investment plan, they should not be the primary basis of how you 
organize your affairs.

If you have any questions or wish to discuss any of these matters, please give me a call or e-mail me 
at Graham.Tench@nbf.ca.
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