Should you invest in an RRSP?

Elliot Schiller

It's that time of year again – RRSP season. So I thought
I’d switch direction this month and concentrate my column on personal ﬁnances instead of business funding
help. Below are the pros and cons of RRSP investing as I
see them, to let you decide exactly what’s right for you.

THE ‘PROS’ OF INVESTING IN AN RRSP

Statistics Canada continues to report that a large majority of taxpayers don’t invest in an RRSP. If you’re one of
them, you were penalized for your decision by paying
more tax than someone in the same income bracket who
did invest. Furthermore, you lost a great opportunity to
accumulate wealth at a return on investment (ROI) that
is unbeatable to the average taxpayer. Let me explain.
First, let’s examine the mathematics of investing in an
RRSP. Let’s say you have $60,000 in taxable income, aer
standard individual/child deductions, but before any
RRSP investment. Your average tax rate, province/territory dependent, is anywhere from 18% (Nunavut) to 25%
(Quebec). Let’s use Ontario (20%) as our example, as it’s
on the lower side and will represent a conservative estimate of the ﬁnancial value of an RRSP.
RRSP contributions are 18% of your previous year’s
earned income. Assuming your previous year earned
income is similar to this year, you’re entitled to invest
approximately $11,000 into an RRSP. If you pay taxes in
Ontario, and don’t take advantage of the RRSP tax beneﬁt, your tax payable will be approximately $12,000. If
you instead invest in an RRSP, then you’ll pay approximately $8,500 in taxes. In other words, you invest $11,000
and get a tax break of $3,500. Or, to re-state, you actually
invested $7,500 and the rest of your investment came
from the federal and provincial governments. And the
$11,000 in the bank in the form of an RRSP is in your
name, not the government’s. That’s equivalent to an
immediate non-taxable ROI of 46%.
But, you might say, that’s ﬁne and dandy if you have
$11,000 to invest. What if you don’t? Here’s where the
cons start to kick in. Returning to our example taxpayer,
if he/she has enough disposable income to pay back the
$11,000 loan within 12 months, which nets out to $7,500
aer you use the government refund cheque(s) of $3,500,
then, no problem. There isn’t a major bank in Canada
that won’t loan you the $11,000 at prime, as long as your
RRSP investment is with their institution. The current
prime rate is 4%, meaning that you will pay $240 in interest for the year. Now, ﬁltering that cost into your ROI, it’s
still a whopping 42%.
In other words, worst case scenario: 42% ROI; best case
scenario 46% ROI – and that’s on day 1. Assuming you
invest in something which gains only 4% per annum
(prime), then aer one year, you would have gained
approximately $240. Or, as Denzel Washington’s character in Philadelphia would have requested, explain it to
me like I’m a four-year-old. So here goes: you spend
either $7,500 all at once or $645 monthly for 12 months to
have $11,000 in the bank on day 1, or else you pay $3,500
extra in taxes with nothing in the bank to show for it.
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If it’s that rosy, then why isn’t everyone taking advantage of the tax break? There are a few problems with
RRSP investing. First, you have to have enough disposable income to pay back the loan in 12 months. Second,
many people feel that you aren’t really saving taxes,
you’re simply deferring them. They argue that once they
turn 71 and are forced to begin withdrawing their RRSP
funds, the large amount of RRSP dollars that they have
accumulated keeps them in a high tax bracket. Whereas,
if they had just paid the taxes when they were younger,
they would now be in a lower income bracket, and get
the tax break in their senior years. True, but would they
have accumulated wealth as easily as a forced RRSP
would accomplish (not to mention the government kickin that boosts the ROI to over 40%)? Thirdly, this money
is for retirement; it’s not a rainy-day fund.
So here’s the boom line, as they say: Your choice – pay
extra taxes now, or let the government help you save for
the future.
I wish you a very happy holiday season and thank you
for your ongoing support of this column.
Elliot Schiller is a Director at Toronto’s Teeger Schiller
Inc., a company that specializes in obtaining
government funding. His clients receive over $5
million annually to support their ongoing business
innovation. E-mail eschiller@teegerschiller.com, visit
www.FundingHelp.ca or phone 1-888-816-0222 Ext. 102.
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