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The base portion of the Canada Pension Plan (CPP), or the original program, allows pension beneficiaries
to remove, or dropout, the lowest 17% of their earnings for the purposes of calculating the CPP
retirement pension amount.? Dropping out the lowest earning years has the effect of raising an
individual’s lifetime average of earnings, which results in a larger CPP retirement pension amount.?

What about the new Enhanced portion of the Canada Pension Plan? What amount of forgiveness for
low earning years is available for CPP beneficiaries who contributed into the Enhanced CPP?

Unlike the calculation for the Base CPP, the retirement pension for the Enhanced CPP works by taking an
individual’s best 40 years.

Technically, there are no dropouts with the Enhanced CPP. However, there are effective dropouts
inherent in the best 40 years feature of the Enhanced CPP calculation procedure. To see how this works,
we’re going to use the example of an individual who has 12 years of zero earnings in their CPP working
life.> There’s a few things you’ll need to know first.

Dropouts with the Base CPP

The Base CPP allows an individual to dropout the lowest 17% of earnings within their CPP working life.
In general, an individual’s CPP working life begins when they turn age 18, and it ends when they start to
receive their CPP retirement pension.

For an individual who starts taking CPP at age 60, the earliest starting age allowed, 17% is 7.14 years (or
86 months).* This is calculated as: 60— 18 =42, and then 17% x 42 = 7.14 years.

For an individual who starts taking CPP at age 65, the basic unadjusted starting age, 17% is 7.99 years (or
96 months).> This is calculated as: 65— 18 =47, and then 17% x 47 = 7.99 years.

For someone who starts taking CPP later than age 65, things get a little different. In this case, the
individual’s post-65 earnings may be able to be switched with some of their pre-65 earnings that are
low, but only if the final result is a higher amount of a CPP retirement pension.
e There is no loss if post-65 earnings are low.
e However, there is a potential gain if post-65 earnings are high enough to increase the pension
amount after being switched with low pre-65 earnings.

117% is the general dropout amount, which all CPP beneficiaries are entitled to receive. Other dropouts may apply
2 Most CPP calculations are done on a monthly basis, rather than a yearly basis. Our use of years is a simplification.
3 CPP working life is formally known as an individual’s contributory period. The effect described in this article is
most applicable for an individual who has contributed into the Enhanced CPP for their entire CPP working life — for
those age 18 or younger as of 2019.

4 Fractions of a month are rounded up when calculating dropouts.

5 The basic CPP retirement pension amount is reduced by 0.6% for each month earlier than age 65, that an
individual decides to start taking CPP. This is a reduction of 7.2% per year (a reduction of 36% is CPP if claimed at
age 60). The basic amount grows by 0.7% for each month later than age 65, that an individual decides to start
taking CPP. This is growth of 8.4% per year (an increase of 42% if CPP is claimed at age 70).
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Dropouts with the Enhanced CPP

The retirement pension amount for the Enhanced CPP takes the contributor’s best 40 years for the
calculation. Thus, the effective number of dropout years for the Enhanced CPP depends on the age
when a CPP beneficiary starts to receive their CPP retirement pension, as illustrated in Figure 1.
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A. CPP working life for age 60 start = 42 years. 2 out of 42 years forgiven. Effective dropout years = 5%.
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B. CPP working life for age 65 start = 47 years. 7 out of 47 years forgiven. Effective dropout years = 15%.
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C. CPP working life for age 70 start = 52 years. 12 out of 52 years forgiven. Effective dropout years =23%.

Figure 1. Effective number of dropout years for the Enhanced CPP varies with claiming age.

Panel A of Figure 1 shows the example of an individual who starts CPP at age 60. In this case, their CPP
working life is 42 years, with 2 of the 12 zero earning years being forgiven when the best 40 years are
used for calculating the Enhanced CPP portion of the retirement pension. This results in an effective
number of dropout years of only 5% when the CPP claiming age is 60.

Similarly, Panels B and C of Figure 1 result in effective dropouts of 15% and an impressive 23% for CPP
claiming ages of 65 and 70 respectively.
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Conclusion

There is less forgiveness for low or no earning years with the Enhanced CPP when the claiming age is 60
or 65 (5% and 15% effective dropouts respectively), compared to the Base CPP (17% dropout).

On the other hand, there is more forgiveness for low or no earning years with the Enhanced CPP when
the claiming age is 70 (23% effective dropout), compared to the Base CPP (17% dropout).

When combined with the no-loss feature of post-65 earnings for the base CPP that we introduced
earlier, from the point of view of dropout years alone, a 65 year old CPP contributor who wants to delay
claiming has less to worry about from low earning years dragging down their CPP retirement pension
amount. That’s good information for CPP contributors to know.

The higher 23% number of effective dropout years for a CPP claiming age of 70 (Enhanced CPP),
combined with the no-loss feature of post-65 earnings (Base CPP), has the potential to make delayed
CPP claiming more attractive for some individuals.
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Jason Yee is the principal investment analyst and financial planner at FINEPOINT SOLUTIONS INC.

FINEPOINT SOLUTIONS INC. provides:
e Personal Canada Pension Plan (CPP) analysis and estimates.
e Financial planning research and analysis.
CPP educational videos — QR code below.
Analytical methods for financial calculations.
e Comprehensive financial planning services for individuals and families.

Prior to this role, Jason had a 16-year career as a Professional Engineer, where he held a number of
technical and leadership roles managing operations at a variety of industrial facilities.

This document is published by FINEPOINT SOLUTIONS INC. for informational purposes only. Any
financial planning advice and/or recommendations contained herein should be evaluated relative to
individual objectives and in consultation with a financial professional.

The opinions presented in this document reflect the author’s judgement at the time of publication;
these opinions are provided in good faith, but are subject to change without notice and the author
holds no responsibility for any errors or omissions contained herein.

This document is proved with the understanding that neither FINEPOINT SOLUTIONS INC. nor its
owners, employees, agents or suppliers bear any responsibility or liability whatsoever in respect
thereof.

All rights reserved. No part of this document may be reproduced in part or in whole without the prior
written approval of the author and/or FINEPOINT SOLUTIONS INC.
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