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RRSP—After The Storm

by Benjamin Tal

Early indications suggest that the 2009 RRSP
season will be relatively strong—not only
in terms of the total dollar value invested,
but also due to a much more productive
distribution of investment. Passive cash
positions are being redeployed more actively
into long-term high-paying dividend sectors.
And beyond that short-term improvement, it
appears that the recent financial crisis has, in
fact, cemented the foundation of a stronger
RRSP market in the years to come.

2009 RRSP Season—Out of The Cocoon

The number of Canadians who contributed
to their RRSPs in 2008 fell by 1.8%, and even
those who managed to use this investment
vehicle to save for their retirement reduced
their average contribution by 0.4%. The
resulting 2.2% decline in total RRSP
contributions in the year was the largest drop
in six years. In this context, the impressive
improvement in the stock market since March
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2009 almost guarantees that the current
RRSP season will fare better this time around,
with more money likely to find its way into
income and equity mutual funds. After all,
if history is any guide—RRSP contributions
usually dance to the tune of the stock market
(Chart 1). And despite the repeated advice
of financial planners that RRSP contributions
should be distributed evenly throughout the
year, most investors still wait until the last
minute to make their annual contribution.
During the past four years more than 40%
of the cumulated inflows into mutual funds
occurred in January and February (Chart 2).

In fact, investors are already testing the
waters, with total net purchases of mutual
funds rising for three consecutive months
(Chart 3). While the recent softening in the
equity market will keep investors cautious,
the dramatic decline in the overall volatility
in the market (Chart 4) has helped raise
Canadians’ risk tolerance in recent months.

Chart 2
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Chart 3
Testing the Waters
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Income is Rising, Helped by Tax Policies
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Chart 4
Markets Are Much Less Volatile
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And the lack of good investment alternatives in a world
of low interest rates makes the decision to dive back into
the stock market that much easier.

Rising Income and Savings

The desire to contribute to RRSPs is one thing, but the
ability to do so is another. Do Canadians have enough
extra cash to increase their RRSP contributions? The short
answer is yes. Helped by the recent improvement in the
labour market, and a boost to income from tax policies
introduced in the 2009 budget, overall disposable income
in Canada has risen by almost 3.5% (at an annual rate)
in the six months ending September 2009—miles above
the performance seen in the pervious six month period
(Chart 5).

Source: Statistics Canada, 2009 Federal Budget, CIBC

And for the first time in many years, this extra cash is
being saved not spent. The savings rate in Canada has
risen notably during the recession, and at just under 5%
it is currently at a nine-year high (Chart 6). This means that
Canadian households now sit on over $17 billion more
in savings compared to the same period last year. That
trend is most visible in the growth of chequing account
balances, which rose by almost 50% since the start of
the recession (October 2007), but have since eased up
as investors have become confident enough to start
redeploying this cash—just in time for the current RRSP
season.

Chart 6
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That redeployment trend is even more visible in the
mutual fund space where money market balances have
been falling over the past six months. By far, the most
popular destinations for this cash are bond and income
funds, which have seen a cumulative increase of more
than $12 billion since mid-2009 (Chart 7). Dividend-
based funds appear to be of particular interest, given
their relative attractiveness in today’s low interest rate
environment. In fact, although investors typically don't
realize it, reinvested dividends play a more important role
than capital gains in long-term portfolio growth. Since the
mid-1950s, dividends have accounted for more than 60%
of total returns generated in the Canadian equity market.

Chart 8
Excess Liquidity

And this trend is likely to continue. Note that despite the
recent decline in their cash positions, Canadians are still
sitting on no less than $90 billion of excess cash (Chart 8),
and this money will continue to be redeployed.

Who Will Contribute?

In 2008, approximately 24% of taxpayers aged 25-64
made a contribution to their RRSPs, with the distribution
clearly skewed towards wealthier and older people. In
terms of the mix between men and women, the share
of female RRSP contributors surged in 2008, as women
generally fared better economically during the past
recession (Chart 9).

Despite this improvement, the RRSP participation rate
among men is still higher than women (53% vs. 47%),
but that does not mean that women are less inclined
to contribute to RRSPs. In fact, a closer look at the data
suggests that the opposite is true. The reason why men
contribute to their RRSPs more than women is that, on
average, women still earn 20% less than men. So the
higher participation rate among men is not a gender
issue, but an income issue. If we compare the RRSP
participation rate among men and women in the same
income group, we find that the propensity of women to
contribute is actually higher.

Another misconception regarding RRSP contributions is
that older people have a higher tendency to contribute
to RRSPs as they get closer to retirement. In absolute
terms, it is true that the RRSP participation rate among
Canadians aged 45-54 is much higher than among the
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Women Closing the RRSP Gender Gap
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25-34 age group. But older people, on average, also earn
much more than younger people, and thus have more
capacity to contribute. So what is the reason for a higher
contribution rate among older Canadians: is it the race
against time or higher incomes?

The surprising answer is that when comparing contribution
rates among different age groups with the same income
level we found that, in most cases, Canadians aged 25-34
have a higher propensity to contribute to their RRSPs than
Canadians aged 45-64. In other words, if they have the
means to do so, younger Canadians are more inclined to
contribute to RRSPs than their older counterparts.

That interesting finding provides us with a useful window
on the future. In many ways the increased propensity of

What's more, many corporations continue to face
significant costs in meeting their pension obligations,
with the Mercer Pension Health Index—a measure of
the ratio of pension funds’' assets to their liabilities—
still down by close to 20% from its level in 2007. This
reality will no doubt work to change the cost structure
of many pension funds, and in fact is already happening
given the notable decline in the share of defined benefit
plans provided by corporate Canada (Chart 10, right). In
that environment, RRSP investments will need to play an
increasingly important role in the Canadian retirement
landscape.

Chart 10
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