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"if history is a
guide, investors
who are sitting
on the sidelines
to wait out the
volatility, will hang
onto the cash too
long and miss out
billions of dollars
in lost investment
opportunities."

Holding Onto Cash

by Benjamin Tal

With the level of stock market volatility at
a five-year high, Canadian investors are
seeking asylum in the safety of cash. In
fact, Canadian investors are already sitting
on a record $45 billion in excess cash they
would normally invest in the markets. If
history is a guide, investors who are sitting
on the sidelines to wait out the volatility,
will hang onto the cash too long and miss
out on billions of dollars in lost investment
opportunities.

Rising Cash Positions

The implied volatility index of the TSX,
a measure of Canadian equity investors’
nervousness, has risen by a dazzling 80%
over the past year (Chart 1), and is now at
a level not seen in more than five years.
Judging from recent sales and redemptions
from equity mutual funds, investors are
in @ bad mood. On a three month moving
average basis, net sales of equity mutual
funds are now in negative territory—the
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worst showing on record (Chart 2, left). In
fact, a total of $35 billion worth of equity
funds have been redeemed in just the last
six months.

Where is the money going? Clearly, safety is
“in” these days. A significant portion of the
money leaving the equity market is going
into cash and cash equivalent instruments.
The most popular destination is by far
money market mutual funds which have
seen cumulative net sales over the past six
months rise eight times faster than during
the same period last year (Chart 2, right).
Sales of money market funds hit a record of
$10.7 billion during the first three months of
2008. In fact, in March, all of the $2.6 billion
in net mutual fund sales flowed into money
market investment. And with balances
surging at more than 30% on a year-over-
year basis, the share of money market funds
in total mutual funds has shot up from 7% in
September 2007 to the current 10% (Chart
3).
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Chart 3
Share of Money Market Mutual Funds in Total
Mutual Funds

Chart 5
Canadian Household Liquidity Position
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But money market mutual funds represent only one
of many cash instruments in the Canadian household
liquidity spectrum (Chart 4), with a value of close to half a
trillion dollars. In this context, the anxiety about the stock
markets also worked to reacquaint Canadians with their
chequing and savings accounts, with balances currently
rising at over 7% on a year-over-year basis. Cash positions
in brokerage accounts are also rising by an estimated
annual rate of 15%.

To put things in perspective, we are currently witnessing
the creation of excess liquidity reserves. This process
started in early 2007 and has accelerated significantly

Chart 4
The Household Liquidity Spectrum
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over the past few months. The overall liquidity position
held by Canadian households is now rising at a year-
over-year rate of 15%—the fastest rate in more than six
years (Chart 5). When measured in both nominal and real
terms, the current value of personal liquid assets is at a
record high. We estimate that as of March 2008, the size
of excess liquidity reserves held by Canadians stood at
$45 billion or almost 10% of the total value of overall
personal liquid assets in Canada (Chart 6). In other words,
the recent rush into cash has created a situation in which
Canadians are sitting on $45 billion of extra cash (that
is above the amount that would have been consistent
with a risk aversion level seen at the eve of the current
financial crisis).
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As risk aversion rises with age, it is hardly a surprise
that older Canadians are the first to make a beeline to
the safety of cash. The median balance of cash held in
chequing and savings accounts among Canadians age
55 and over is $7,650—more than double the $3,150
observed among younger Canadians'. As illustrated in
Chart 7, one-third of the excess cash holdings generated
over the past year was due to rising cash balances among
Canadians age 65+.

However, what is surprising is the near 40% contribution
of Canadians age 25-49 to the current liquidity position.
This amount is twice as large as what we saw in 2001.
Back then, some of the money that left the stock market
was deployed in the real estate market. Today this option
is less attractive.

Sitting on Cash for Too Long

To be sure, this is not the first time that increased market
volatility led to a creation of excess liquidity reserves. The
1987 stock market crash led to a 20% increase in overall
cash positions held by Canadian households. And more
recently, following the 2001 correction, overall liquidity
positions surged by more than 30% or $38 billion in
today’s dollars—with the main acceleration accruing
following September 11%". In this context, the current rise
in excess cash positions to a record $45 billion follows
the trend seen on previous occasions of increased risk
aversion.

Chart 7
Age Distribution of Excess Liquidity—
Generated Over the Past Year

The rush into cash during periods of increased volatility is
understandable. But in all recent instances, Canadians sat
on their cash for far too long after the markets rebounded.
The October 1987 stock market correction lasted two
months, but investors sat on their newly created mountain
of cash for a lengthy 16 months, during which time the
stock market gained more than 20%. Ditto for the 2001
flight to safety. As illustrated in Chart 8, investors reacted
almost immediately to the stock market correction by
aggressively raising their cash positions. But they failed
to adjust these positions when the stock market started
to recover, maintaining them at record high levels during
the bull market that started in early 2003. We estimate
that by not adjusting their liquidity positions to pre-2001
levels, Canadians assumed more than $30 billion in lost
investment opportunities.

Fast forward to today’s situation and it appears that history
is repeating itself. Despite the recent recovery in the stock
market, Canadians are still sitting on cash positions which
in real terms are 15% higher than the already elevated
level seen in 2001. And as was in the past, by doing so,
investors are sacrificing billions of dollars in potential
investment gains.

Note
(1) Source: Ipsos Reid-Canadian Financial Monitor

Chart 8
Sitting on Cash For Too Long—
The 2001 Example

$45 Billion in Total
$ Bn

18-24 25-34 35-49

Age

50-64 65+

170 7 Index Jan 2000=100
150 A > '
130 A /—AWA
110 '/.,.——w
90 A
70 1
50 T T T T T 1
00 01 02 03 04 05
Cash & cash equiv. position
TSX total return index

Source: CIBCWM estimates based on Ipsos Reid-Canadian Financial Monitor

Source: Bank of Canada, IFIC and CIBCWM



CIBC WoRLD MARKETs INC. Consumer Watch Canada - May 7, 2008

Conflicts of Interest: CIBC World Markets' analysts and economists are compensated from revenues generated by various CIBC World Markets businesses,
including CIBC World Markets’ Investment Banking Department. CIBC World Markets may have a long or short position or deal as principal in the securities
discussed herein, related securities or in options, futures or other derivative instruments based thereon. The reader should not rely solely on this report in
evaluating whether or not to buy or sell the securities of the subject company.

Legal Matters: This report is issued and approved for distribution by (i) in Canada by CIBC World Markets Inc., a member of the IDA and CIPF, (ii) in the
UK, CIBC World Markets plc, which is regulated by the FSA, and (iii) in Australia, CIBC World Markets Australia Limited, a member of the Australian Stock
Exchange and regulated by the ASIC (collectively, “CIBC World Markets”). This report is distributed in the Unites States by CIBC World Markets Inc. and has
not been reviewed or approved by CIBC World Markets Corp., a member of the New York Stock Exchange (“NYSE"”), NASD and SIPC. This report is intended
for distribution in the United States only to Major Institutional Investors (as such term is defined in SEC 15a-6 and Section 15 of the Securities Exchange Act of
1934, as amended) and is not intended for the use of any person or entity that is not a major institutional investor. Major Institutional Investors receiving this
report should effect transactions in securities discussed in the report through CIBC World Markets Corp. This report is provided, for informational purposes
only, to institutional investor and retail clients of CIBC World Markets in Canada, and does not constitute an offer or solicitation to buy or sell any securities
discussed herein in any jurisdiction where such offer or solicitation would be prohibited. This document and any of the products and information contained
herein are not intended for the use of private investors in the United Kingdom. Such investors will not be able to enter into agreements or purchase products
mentioned herein from CIBC World Markets plc. The comments and views expressed in this document are meant for the general interests of clients of CIBC
World Markets Australia Limited.

This report does not take into account the investment objectives, financial situation or specific needs of any particular client of CIBC World Markets Inc. Before
making an investment decision on the basis of any information contained in this report, the recipient should consider whether such information is appropriate
given the recipient’s particular investment needs, objectives and financial circumstances. CIBC World Markets Inc. suggests that, prior to acting on any
information contained herein, you contact one of our client advisers in your jurisdiction to discuss your particular circumstances. Since the levels and bases
of taxation can change, any reference in this report to the impact of taxation should not be construed as offering tax advice; as with any transaction having
potential tax implications, clients should consult with their own tax advisors. Past performance is not a guarantee of future results.

The information and any statistical data contained herein were obtained from sources that we believe to be reliable, but we do not represent that they are
accurate or complete, and they should not be relied upon as such. All estimates and opinions expressed herein constitute judgements as of the date of this
report and are subject to change without notice.

Although each company issuing this report is a wholly owned subsidiary of Canadian Imperial Bank of Commerce (“CIBC"), each is solely responsible for its
contractual obligations and commitments, and any securities products offered or recommended to or purchased or sold in any client accounts (i) will not be
insured by the Federal Deposit Insurance Corporation (“FDIC”), the Canada Deposit Insurance Corporation or other similar deposit insurance, (i) will not be
deposits or other obligations of CIBC, (iii) will not be endorsed or guaranteed by CIBC, and (iv) will be subject to investment risks, including possible loss of the
principal invested. The CIBC trademark is used under license.

(c) 2008 CIBC World Markets Inc. All rights reserved. Unauthorized use, distribution, duplication or disclosure without the prior written permission of CIBC
World Markets Inc. is prohibited by law and may result in prosecution.



