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The growth option

Lynn Anderson, 65, needs
growth. Investment growth, that is. He is
close to retiring from his job as director
of finance and administration for the
Toronto-based Catholic Missions in
Canada, and he realizes that low-paying
interest-bearing investments alone will
not provide the income he wants.

“T've been investing for retirement,
But retirement is getting longer for most
Canadians,” he says.“The reality is, with
today’s medical care, some of us can an-
ticipate living until age 90 or beyond.”

Anderson has opted for an equity
portfolio, figuring it will provide growth

over the course of his retirement, and
has spread his money across a list of
about 20 stocks that his investment
advisor has recommended.

“I've realized that I'm not good at
picking my own stocks,”he says. He esti-
mates his gain for the past three years
has averaged about 20% a year, "As a

younger person, I was more aggressive

and took risks — and sometimes got
burned. But as I've become older, I'm
more conservative and stick with the
large, dividend-paying companies.”

In focusing on equities for growth,
Anderson has history on his side. Over
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the long term, equity investments offer
superior returns compared with fixed-
income investments. According to Chica-
go-based research firm Ibbotson Associ-
ates, the average anmual compound
return for stocks since 1956, as measured
by the Standard & Poor's 500 composite
index — a proxy for the U.5. stock market
— is 11%. Canadian stocks are not far
behind: the bellwether S&PTSX com-
posite total returns index had a 10%
average return in the same period.

These returns are head and shoulders
above the 6% achieved by U5, long-term
bonds and the 5% for ULS. treasury bills,
(Comparable figures for Canada do not
go back to 1956.) Aflter taxes and infla-
tion, which has averaged 4% during the
same period, investors looking to get
ahcad have had no alternative but to
invest a least a porbion of their wealth in
growth-oriented equities.

But there's a cateh. Equities tend to be
volatile, and some classes of equities can
be more volatile than others, It can fecl a
lot like riding a roller coaster at times. 5o,
to reap those juicier returns, investors
must endure a rougher ride than they
would in more stable fixed-income secu-
rities such as bonds or short-term cash
instruments. That makes choosing the
right equity product very important.

“lrwvestors need equity for growth, but
their individual fsk tolerance is the most
important factor in deciding which tvpe of
equities,"says Tina Tehranchian, an advisor
and manager of the Richmond Hill, Ont,
branch of Assante Financial Manage-
ment Ltd.“There are all sorts of flavours
in equibies. A more conservative investor
could stick to a mix of blue-chip stocks,
while an aggressive investor may want to
ride some of the latest trends, putting a
little extra in popular market sectors, In
this case, people must be prepared to
handle more risk and to move quickly.”

ou can decide where along the equi-
Hes' risk spectrum you want to invest. At
the lower-risk end are the large, divi-
dend-paying companies; at the opposite
end, occupying high-risk territory, are
fledgling companies that trade over the
counter. Moving toward the middle
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ground are the more speculative stocks,
such as resources exploration companies,
that trade on the TSXVenture Exchange.
Specialized mutual funds and
exchange-traded index funds offer
exposure to individual sectors, such as
health care, technology or gold; or to
geographical regions, such as Europe
and Japan; or emerging markets such as
Latin America and China. Such funds
can mitigate the risk of investing in a
single sector or region by providing
diversification within your portfolio.
Income trusts, which tend to pay out a
large portion of their profits to investors,

are also considered a form of equity, and
like stocks can be bought individually or
purchased through mutual funds or
closed pool products.

Equity holdings can consist of individ-
ual stocks, but generally investment advi-
sors recommend a minimum of 15 to 20
stocks for the sake of diversification —
and that means a fairly hefty portfolio. A
maore diversified portfolio can be achieved
through a mix of mutual funds.

Mot only do you have to choose the
type of equities best suited to your risk
profile — vou still want to sleep at
night — but vou have to buy equities in

STICKING TO A STOCK PLAN

Marcel Rozen's initiation into the world of equity investing was
traumatic, but the lessons he learned have stood him well through almost
20 years of stock market ups and downs.

Rozen is now 69 and retired, But in 1987, the Toronto resident was
an engineering manager for Mortel Metworks Corp. and had just made his
first foray into equities by investing in a handful of mutual funds holding
diversified portfolios of Canadian and international stacks. 5ix months after
Rozen took the plunge, Black Monday — the crash of Oct. 19, 1987 —
wiped a significant amaount off the value of his holdings, and he was

sorely tempted to cut and run.

However, with a little hand-holding from his financial advisor, Tony
De Thomasis, president of De Thomas Financial Corp. of Toronto, Rozen
stayed the course. Today, he is happy he did.

* After the crash, | left the funds they way they were and prepared to wait
until things got better,” Rozen says. "It took a year or mere, but my portfolio
did recover and went on to make healthy gains. Things were pretty good until
about 2000, when the technology craze ended and the market had a few bad
years, But if you're sitting with gains going into a downturn, it doesn't hurt as
much and it's easier to stay the course until the business cycle recovers.”

Rozen figures the return on his portfolio has averaged almost 15% a
year since he began, although some years his gain was more than double
that rate and other years he was underwater.

He still halds some of the same funds he started out with, including
Mackenzie Cundill Value Fund and Trimark Fund. Those funds have richly
rewarded investors with the intestinal fortitude to hang in for the long
term, with Mackenzie Cundill Value Series A showing an average annual
compound return of 15.7% since its 1974 inception, and Trimark Fund
providing an average annual return of 14% since its inception in 1981,

"These funds are high-quality, core holdings, and | like the way they
have behaved over the years,"” Rozen says. "By sticking to a plan and
investing regularly, things have waorked out close to what my advisar
and | projected almost 20 years ago. And | have enough wealth to

travel and enjoy my retirement.”

63



INVESTMENT PLANNING

markets that offer the best potential.
This past spring, for example, David
Karas, president of Money Concepts
Financial Planning in Bartie, Ont., sug-
gested his clients shift some assets out
of areas in which strong growth had
already occurred, including Canadian
resources stocks and income trusts.
Admittedly, it can be difficult to mus-
ter the willpower to sell things that have
done well and reinvest in promising
areas that are lagging. But, Tehranchian
says, it's important to remember that the
Canadian stock markets account for only
3% of the value of world stock markets
and are heavily weighted in resources
and financial stocks. You can take ad-
vantage of a wider opportunities and,
potentially, more attractive stock valua-
tions by diversifying internationally.
Tehranchian suggests that about 50%
of your portfolio should be invested at
home, with the rest in various interna-
tional markets. But, she cautions, any-
one who is worried about resources may
want to have even less in Canada.
Outside of Canada, there is the risk
that currency fluctuations can negatively
affect your portfolio, but this can be mit-
igated by holding investments in several
countries and by choosing some funds
that employ currency hedging strategies.
Tony De Thomasis, president of De
Thomas Financial Corp. of Toronto, likes
his clients’ portfolios to have about 30%
of their assets in Canada, 30% in the
U5, 30% in developed non-MNorth
American markets and 10% in emerging
markets, He achieves this diversification
with about seven or eight mutual funds
and rebalances the portfolios about
every 18 months to two vears.
“Financial markets move in cycles,
and discipline is the key,” says De
Thomasis. “Tf everything in the portfolio
is poing up at the same time, that could
indicate too much concentration and
vulnerability to a market correction.
“People need to be frank with them-
selves when it comes to risk tolerance,”
he adds.”If they were affected by the last
bear market, remembering how they felt
and behaved can be a reality check.”

The income option

Investors looking for steady
incomme rather than growth face a differ-
ent set of issuecs,

In today’s low interest rate environ-
ment, income paid by traditional interest-
bearing investments, such as bonds and
guaranteed investment certificates, is
meagre, and most investors are looking
to alternatives to cobble together a solid
income-producing portfolio,

“After inflation takes its bite out of
purchasing power, you're not making
much in traditional interest-bearing in-
vestments — and if you're also paying
taxes on the interest income, your real
return after taxes and inflation is negligi-
ble,"says Moshe Milevsky, associate pro-
fessor of finance at York University's
Schulich School of Business in Toronto.
“People must be creative in this market,
and may want to consider diversifying
across a variety of income solutions.”

And there are a variely of income
products from which to choose. Al-
though fixed-rate instruments such as
government bonds and GICs lie at the
safe but skimpy end of the riskireturn
spectrum, there is an assortment of
income-producing alternatives available
if you can stomach a little more volatility
in return for higher income. These
include preferred and dividend-paying
common shares issued by publicly trad-
ed companies; mortgages and mart-
gage-backed securities; foreign, provin-
cial and corporate bonds; income trusts;
and convertible debentures.

“There are some good-quality pre-
ferred shares available yielding almost
6% — and that's before the dividend tax
credit,” says Barnaby Foss, an invest-
ment advisor and vice president at RBC
Dominion Securities Inc. in Toronto.
“That's good income. Nobody needs to
be starving these days. But you have to
be diversified across a handful of issues
in case one goes down.”

Foreign, provincial and corporate
bonds tend to pay higher interest rates
than Government of Canada bonds. For
example, based on recent trading prices,

a particular bond issue of U5, financial
giant Citigroup maturing in 2036 had a
yield of 5.75% — 123 basis points higher
than a Canadian government bond ma-
turing in 2029, But such bonds may carry
more risk, particularly those issued by
corporations and less stable couniries.

As well, mortgage-backed securities
— with returns tied o an underlving
portfolio of mortgages — typically pro-
vide a higher rate than government bonds
of comparable terms. They also offer the
corwenience of a monthly incame.

There are also a growing number of
income-producing mutual funds that
invest in broadly diversified portfolios of
income-paying securities, and often pay a
monthly distrbution to fund unitholders
based either on a percentage of fund
assets or on the income actually earned
by the securities in the fund. Securities
held in these funds may be Canadian or
international, and can include dividend-
paying stocks, income trust units (for
which the income can fluctuate), as well
as a mix of fixed-rate investments,

Other funds that can be used for in-
come may specialize exclusively in in-
come tusts or dividend-paying stocks,
orin a balanced mix of stocks and bonds,

There are also some closed-end funds
that, like mutual funds, are designed to
hold baskets of income-producing secu-
rties. But unlike mutual funds, which
are“open-ended” and can be redeemed
at any time, they trade on the Toronto
Stock Exchange in the same way as
stocks, Some are broadly diversified,
while others hold a carefully chosen mix
of specialized securities, such as pre-
ferred shares or energy trusts.

“Any investor looking for more than
4% or 5% return on a portfolio will need
to go beyond bonds and money market
funds, and that's where income funds
come into play,” says Dan Hallett, fund
analyst and president of Windsor, Ont.-
based research firm Dan Hallett &
Associates Inc.

Unlike bends and GICs, most funds

Continued on page 66
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AN’ INCOME STREAM FROM MANY SOURCES

With 66 years of good living under her belt, retired
widow Bev Mitchell of Souris, Man., is looking to her
investment portfolio to provide her with the income she
needs to support an active lifestyle that includes fitness,
travel and time spent with her partner at a second home
in Arizona, She has created a diversified income stream
from many investment tributaries, including products that
provide guaranteed income as well as less secure property
rental income. She’s comfortable at this stage of her

life with the resulting blend.

Mitchell has an RRSP that she has not yet tapped. But
at age 69 she intends to convert it to a RRIF, and will take
the scheduled withdrawals each year. In addition, she has
built up substantial wealth in a non-registered portfolio of
investment assets that includes real estate property, mutual
funds, bonds and guaranteed investment certificates.

A portion of her assets has been used to purchase a term
annuity, an insurance product designed to provide her with
basic income. Mitchell's annuity is for a five-year term and
provides her with tax-advantaged, stable monthly income.

“The income is low enough to keep me in a low tax

bracket. And it's reassuring to know that, at a minimum,

| will have a certain amaunt of income every month,”

Mitchell says. “I've been a widow for 14 years, and the

stability feels good at this point.

"For a few years, | had a large portion of my portfolio
in higher-risk investments such as equity mutual funds,”
she adds. "But | became uncomfortable with the level of
risk. | no longer want to be exposed to the potential of large
losses that would make it difficult to live the way | want.”
Mitchell enjoys some rental income from a condao

property she owns in the skiing and golf resort of Whistler,
B.C. With the annuity income as a safety net, she also
feels secure enough to invest her RRSP in some * mid-risk”
equity holdings. With the help of her financial advisor, Diane
MecCurdy, president of McCurdy Financial Inc. in Vancouver,
Mitchell has assembled an RRSP portfolio that includes
various real estate investment trusts and a real estate mutual
fund that holds and manages various properties. Because
there is some risk of fluctuation in property values and rents,
she also holds some bonds and GICs to act as portfolio
stabilizers. Neither GICs nor bonds will lose value if held
to maturity, and they produce interest income that is
tax-deferred as long as they are held within her RRSF.

KEN FRAZER
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INVESTING FOR GROWTH OR INCOME

specializing in producing income are able
to offer tax advantages by gamering a
good share of their income from sources
that are not fully taxable, including divi-
dends, oil and gas rovalties, realized capi-
tal gains and return of investors” capital.
Only half of capital gains are taxable, and
dividends are taxed at a significantly re-
duced rate relative to regular interest,

Rovalty and income trusts benefit
from tax deductions such as capital cost
allowances, exploration tax credits, de-
pletion allowances and other corporate
write-offs that are passed through to
unitholders.

As a group, income trusts have surged
in popularity during the past few years,
and, in some cases, their prices have
been pushed to the point of overvalua-
tion. But these equity-like products have

and have the same investment consider-
abions as common stocks, Investors need
to assess the underlying business, its
ability lo sustain distributions, the trad-
ing price and any other risks involved.”
Another innovative income product
introduced in recent years is the prinei-
pal-protected note. A PPN is sponsored
by a financial institution and offers a
guarantes on invested capital while link-
ing returns to an underlying investment,
such as mutual funds, hedge funds, man-
aged futures or stock and bond indices,
If income is what you seek, you can
choose a note tied to an underlying in-
come mutual fund or basket of income
securities, and receive regular distribu-
tions tied to the return of the underlying
portfolio. FPNs must be held to mathuri-
ty — typically, four to 11 years — to

with 25% reinvested and captured by
you, the investor, when the note is re-
deemed at maturity. The nine-vear noles
are fully guaranteed by Bank of Montreal.

Moving higher up the risk curve, you
can opt for a strategy of building a cus-
tomized portfolio of stock, bond and
income funds, either inside or outside an
RR5P or registered retirement income
fund, then systematically withdrawing a
fixed dollar amount or percentage of
assets on a regular basis.

A systematic withdrawal plan is sim-
ply the reverse of an automatic contri-
bution plan, in which vou build assets
by automatically contributing pre-sct
amounts an a regular basis. But instead of
money going in, it comes out with a SWI
As long as withdrawals are matched or
exceeded over time by investment gains,

"I would be cautious with income trusts,” says advisor Cynthia Kett. “They

have been viewed by some as bond equivalents — but they're not. Income trusts

resemble equity capital and have the same investment considerations”

caused some confusion among investors,
Many don't realize that the income dis-
tributions paid by these trusts can fluctu-
ate or even disappear if business condi-
tions change for the worse.

For example, twice this year, the once-
popular Superior Plus Income Fund has
been forced by poor results to cut its
manthly payout; the value of the units
subsequently plunged by more than 304
on the Toronto Stock Exchange. The
income trust is involved in propane dis-
tribution and the manufacture of chemi-
cals for the pulp and paper industry. The
potential for problems at any one income
trust puints to the benefits of owning a
diversified portfolio of tusts through a
professionally managed mutual fund.

“I would be cautous with income
trusts. Thev have been viewed by some
as bond equivalents — but they're not,”
says Cynthia Kett, principal of Stewart &
Kett Financial Advisors Inc. in Toronto,
“Income trusts resemble equity capital

receive the principal guarantee, Fees
tend to be significantly higher than if
vou dircctly hold the underlying asset
represented by the note, and they can
take a big bite out of returns.

You may, however, be willing to pay
this price for the guarantee that, at the
end of the term, the PPN won't lose
money. That makes the PPN's guarantor
doubly important; you will want to look
for a strong credit rating, as the guarantee
is only as good as the institution provid-
ing it. Generally, notes are guaranteed by
major Canadian or intemational banks,
or by federal government agences.

For example, Sentry Select Capital
Corp. of Toronto and Bank of Mantreal
recently co-launched a PPN tied to the
performance of Sentry Select Canadian
Income Fund, a mutual fund that invests
primarily in incame trusts.

Holders of the note recefve a monthly
distribution equal to 75% of the carnings
of the underlying mutual fund portfolio,

vou can withdraw income while replen-
ishing or even increasing vour savings.

ou may want to consider an income
annuity for at least a portion of your
income needs. Essentially, an annuity is
an insurance product that is purchased
with a lump sum. It can be designed to
provide a suaranteed income payout for
a specified term or for life.

On the plus side, annuities can pro-
vide higher after-tax income than tradi-
tional interest-bearing investments be-
cause of the fact that some of the annuity
income is considered return of principal.
But, on the minus side, if your life is short,
the insurance company keeps the value
of the anmuity; there is nothing for heirs
unless the annuity is specifically designed
fo be transferred to a suniving spouse,

Different annuity optons are avail-
able, and some offer inflation protectian
or transferability to a surviving spouse,
Bub the more bells and whistles, the
higher the costs. .
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