
  

Cash RRSPs Early, Avoid Clawback
In a forthcoming article in the Canadian Tax Journal, I estimate that 15 to 30 percent of all seniors at least once 
suffer GIS clawbacks because of RRSP income. The great majority of these clawbacks exceed $1,000. A significant 
number of GIS recipients are also subject to personal income tax in addition to the clawback. These data strongly 
suggest that many near-seniors who will likely be eligible for GIS may benefit greatly from tax planning.

One possibility is for a near-senior to draw down an RRSP in a year before the GIS receipt--often at age 64--and 
avoid a GIS clawback of at least 50 percent. Assume that an individual aged 64 has $1,000 in an RRSP and a 
current marginal tax rate of 20 percent; he will receive GIS at age 65 and will have a marginal tax rate of 0 percent. 
Interest rates are 5 percent. Holding the RRSP until age 65 and then cashing it yields $525 ($1,000 plus 5 percent 
interest less 50 percent GIS clawback). Cashing the RRSP at age 64 and investing the proceeds yields $820 
($1,000 less 20 percent tax plus 5 percent interest less 50 percent GIS clawback on the interest).

In some cases, the RRSP may still give a tax deferral advantage. Assume that plan 1 is to cash the RRSP at age 64 
and hold interest-bearing securities indefinitely while paying the full GIS clawback on the returns. Plan 2 
contemplates leaving the funds in the RRSP and then transferring them to a RRIF. If the individual has a marginal 
tax rate of 40 percent at age 64 and can earn 5 percent interest, plan 2 may be preferable if he only makes the 
minimum mandated RRSP/RRIF withdrawals before age 73. That breakeven age rises to age 83 if the tax rate at 
age 64 is 30 percent, and it rises to over age 94 if the tax rate at age 64 is 20 percent (20 percent is a more common 
marginal tax rate for a prospective GIS recipient). If plan 2 is altered so that RRSP/RRIF withdrawals are not limited 
to the minimum, or if plan 1 is altered so that the individual can use tax-favoured investments such as equities or 
available TFSA room, or if the interest rate on the individual's capital is significantly lower than 5 percent, then the 
case for the immediate cashout option of plan 1 is strengthened.

Related tax-planning considerations apply to the allowance and to the allowance for a surviving spouse or common-
law partner--respectively, GIS-like payments paid to spouses (and common-law partners in the latter case) aged 60 
to 64 of GIS recipients and decedents. The clawback rate is 75 percent for these programs.

For reasons similar to those outlined above for RRSPs, an RPP member who is likely to be a GIS recipient and 
whose RPP permits early cashing out should consider cashing out the RPP before GIS is paid.

From a tax policy viewpoint, relief should arguably be provided either by a change in the definition of "income" for 
GIS eligibility purposes to exclude past RRSP contributions (but not the returns generated) or by a de minimis 
exemption for RRSP income. However, those solutions may be too complex to administer and would increase the 
GIS program's cost. Without relief, prospective GIS recipients who may not often engage in tax planning may benefit 
significantly from doing so.
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