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TAX ALERT L

TAX ALERT is a commentary on topics of current interest — usually topics relating to recent
changes in tax law, new CRA administrative practices or current interpretations arising from tax
cases. Professional advice should be obtained before acting on any of this information.

GUARANTEEING RETIREMENT INCOME

The evolution of our adult lives is to work for about forty years (say from ages 25 to 65) and
then retire for twenty-five more (from age 65 to 90). Accumulating a pot of money for the
twenty-five retirement years in the forty-some working years depends on your success in
saving and investing and possibly being a member of a company pension plan. Because of
increased life expectancy, the retirement years are much longer than they used to be.

The financial outcome in retirement can be different depending on the choices you make.
Hopefully, they are good ones in the income earning years. Once you retire, your objective
should be to switch away from growth oriented investing to risk free investing to make sure
you hold on to your savings throughout retirement and reach the finish line. That means
that as you get older not losing your income sources in retirement should become your
number one financial objective.

PERSONAL SAVINGS OR PENS/ION PLAN - CHOOSING YOUR
INVESTMENTS

Today, defined benefit pension plans are only offered by governments and a handful of
corporations. For people working outside such organizations, personal savings are the only
way to accumulate the necessary funds for retirement. Fortunately, more and more large
corporations are participating in group RRSPs for their employees as a risk free route for
themselves and an incentive for their employees. Company participation can often be up to
half of annual RRSP contributions. However, investment risk from RRSPs will fall back on you
in retirement. This is not the case for pension plan income which is guaranteed.



RISK CHANGES WHEN YOU RETIRE

Long-term savings always involve some risk — in theory the more risk the higher your returns
should be. That of course is a general statement and if not handled properly, risk can
produce very bad outcomes — either no portfolio growth at all or a significant loss of capital
if risk is not treated with respect.

When you fast forward to your retirement years, the game changes. In your working years
your investments are directed towards growing your capital by taking on some level of risk.
When you retire, your investments are there to provide you with a guaranteed income for
the rest of your life. In retirement, there is little if any ability to recover your capital if it is
depleted by investment decisions that carry risk. Inflation also depletes your capital over
time so you need to factor it in as well. There are ways to recover from investment losses in
your working years but practically none in retirement.

Working Years Retirement
Years
| |
Emphasize Emphasize
Asset Growth Income and
Asset Protection

You might expect a return of 8% to 12% on your portfolio or RRSP investments in your
working years when you are accumulating wealth but in retirement it will probably drop to
5% or less. That's just the reality of no risk investing. If reducing the risk of losing substantial
capital (like the 30% hit in 2008 that hurt many retirees) is your number one priority, then
returns are bound to drop.

So securing a guaranteed income source but protecting your retirement capital is the game
you should play when you retire. It seems simple but the shift in the way you manage the
new normal can be hard to adjust to - especially if advisors are pushing you in the other
direction. You need to tell them to change the dial and give you a new investment policy
statement.

CALCULATING RETIREMENT INCOME NEEDS

In order to determine the guaranteed income that you will need, the first job is to determine
your future cost of living. Savings for retirement, mortgage payments and children’s
education will be gone but health care, and potentially expensive retirement
accommodation will take their place. Other expenses will stay much the same such as house
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maintenance, car repairs and so on. Optional costs such as vacations and recreation will
depend on the size of your wallet.

In the end, let's say you do the math and settle on a cost of living in retirement of $60,000 a
year. Assuming a tax rate of 30%, you will need a before tax income of around $90,000 in
order to have $60,000 left over.

If you are fortunate enough to have a company pension plan, some of the pressure to
achieve a full guaranteed income is gone. Of course, you should have Canada Pension and
Old Age Security which are guaranteed and inflation adjusted. That is the starting point for a
plan for your guaranteed income needs calculation. Now, you will have to determine where
the rest of your retirement income will come from. If this first level of guaranteed income
adds up to say $50,000, you need to determine where the remaining $40,000 of guaranteed
income will come from. That's right, guaranteed income.

YOUR RETIREMENT ASSETS

Let's say when you retire that you have $550,000 in your RRSP (soon to become a RRIF) and
$250,000 in investments and your home is worth another $450,000. Good advice would say
that you should plan to guarantee at least half of the $40,000 mentioned above. That goal
has some flexibility depending on your total investment assets.

The obvious place to start to look for the $40,000 is your RRSP money. It is, of course, an
income generating asset in the first place. Will you take a RIFF (with investment risk
exposure) or will you turn your RRSP or (at least in part) into an annuity with a guaranteed
term that lets you preserve some of your capital if you die early.

Your remaining investments should be structured as a risk sensitive buffer after the
guaranteed income need is taken care of and this will dictate how conservative you will be in
investing these remaining assets. Of course, if you have significantly more assets than
described in the case above, they can be held used in part for extra unexpected expenses or
possibly for gifts to your family or a charity if you are so inclined.

HOW MUCH ANNUITY SHOULD | BUY

This family decides that they want to increase their guaranteed income by another $20,000
by purchasing an annuity. It will cost approximately $300,000 because today's annuity rates
indicate that $100,000 will provide an annuity of $6,000 a year for a male age 70. The cost
will depend on the length of any annuity guarantee.

Personal
Wealth
Strategies




In summary at this point the family now has guaranteed $70,000 of the total $90,000 of
needed income and is left with the following income supporting assets after the annuity
purchase.

RRSP $250,000
Investments  $250,000
$500,000

This $500,000 of remaining assets if invested conservatively should more than take care of
the final $20,000 of annual retirement income. This need for cash income can come either
from income on the investments or a draw down of capital or both.

THE RRIF OR ANNUITY DECISION

When your RRSP matures, it can be converted to a RRIF or an annuity. Most people choose
the RRIF option and put their entire RRSP investment amount right back into risk. That's a
bad choice. Annuities don't carry this risk of loss to income despite other drawbacks that
they are perceived to have.

Funny thing - pension plans (which essentially are annuities) are so coveted by those lucky
enough to have them and even by those who don't. Why then are annuities looked at with
such skepticism when they really are the same thing as pensions. | am not sure. Get over it
and invest a good chunk of your RRSP money in an annuity as your financial situation
dictates.

LAYERS OF RETIREMENT SAVINGS

| see retirement savings in three distinct pots as follows:
e Guaranteed Income Pot (income certainty)
e Capital Preservation Pot (capital preservation with modest income)
e Investment/Legacy Pot (growth with some capital risk)

These will be discussed below.

GUARANTEED INCOME POT

This is the pot of assets that you can be completely sure will generate income for the rest of
your life. There are no ifs, ands or buts. The only assets that really qualify in this pot are
pensions (private and government) and annuities. Hopefully they have inflation protection
but if not their value as an income protector is not one hundred cents on the dollar.
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CAPITAL PRESERVATION POT

The second pot of assets are those whose capital is virtually protected but they still produce
modest income for your retirement. This pot could contain such things as segregated funds,
laddered GICs or high quality corporate or government bonds (in an ETF) to name a few of
the assets that meet the test. There are a few laddered bond ETFs which make a lot of sense
(TSX-CLF, CBO).

Assets in the capital preservation pot should be simple for you to understand. Bonds and
GIC's meet that criteria. They allow you to know for sure that your capital will never
disappear. This class of investments is littered with financial products offered by financial
institutions. The SEG fund is the most well-known but there are others. Avoid them! The fees
are almost always exorbitant and the products are complex and hard to understand —
advantage to the financial institutions.

This second building block is important for capital protection and with assured income. The
assets could be inside or outside a RRIF.

INVESTMENT/LEGACY POT

The last pot of savings is the pot that you will keep invested in the market and hopefully it
will show some growth. It also can support extra need for income but there always can be
some chance of loss. Investments such as stocks, bonds, mutual funds and ETFs in this pot
should be in blue chip investment grade assets to keep risk low. They are known as value
investments.

There are some stocks that produce dividend income year after year with low price volatility.
That's the kind of stocks that you want in this class. Stocks in companies that are utility type
companies - an Enbridge or a CNR for example. ETFs are an increasingly popular option as
they should be and certain ones easily fit into this pot. They offer a broadly diversified asset
base with fees that are dirt cheap.

A higher ratio than normal of bonds relative to stocks in your investment/legacy portfolio
helps to lower risk as well.

IS AN ANNUITY A BAD CHOICE

Some retirees see red when they think about purchasing an annuity because of the possible
loss of capital should they die early. However, that loss can be hedged by including a
guaranteed term. It will cost you a little in annual return but it will be well worth the money.
Once you are over 70, the return on an annuity stacks up well against other conservative
investments and provides income certainty to boot - which of course you need.
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In fact, the loss of capital when buying an annuity is usually overstated in terms of
importance. What you don’t need is to run out of income and an annuity ensures that does
not happen. If you die early you may lose more than you would like but if you live a long life,
an annuity will make you a winner with a certain return until you die. An annuity is an
income product and an insurance policy all in one. You need to pay for the insurance
element.

Here's a summary comparing investing your RRSP funds a RRIF or buying an annuity.

ANNUITY RRIF PORTFOLIO INVESTING
Income certainty Income uncertainty
Guaranteed income for life Investment success determines income
No investment decisions Investment management required
Not relying on advisors Relying on advisors
Capital protection options available No capital protection
Will not outlive your income Can outlive your income

ONE STOP SHOPPING DOESN'T WORK

The types of investments offered by each financial institution usually are limited. They are
probably organized that way because of regulatory and licensing rules. The fact of the
matter is that a bank has a limited range of investment options which differ from an
insurance company or mutual fund representatives. Each is going to tout their product and
try to convince you that it is better than other products that you want but they don't sell.

Go down the street to buy other products that you need. If you need GICs for capital
preservation go to a bank, if you need an annuity, hike to a life insurance company. If you
want to buy stocks or ETFs, find advisors who sell them and understand why they are
important to your situation.

CONCLUSION

So instead of only thinking about a RRIF purchase when heading into retirement, think
about organizing your investments into three pots. Sit down and divide your assets as they
now exist and then develop a plan to re-structure each of them to fit into one of the pots.
Then go to work and make the needed changes. The attached appendix provides a handy
way to calculate the amount of capital you will need to
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ESTIMATING CAPITAL
NEEDED FOR RETIREMENT

Estimated Life Expectancy
Planned Age at Retirement

Years of Retirement

Cost of Living today
Years till Retirement

Cost of Living at Beginning of Retirement
(based on inflation of 2.5%)

Average Tax Rate

Required Pre-Tax Income

Guaranteed Income
CPP
OAS

Pensions and annuities

Required Additional Income
Years Required

Required Capital (Based on 4% after tax return)

85
65
20

$50,000
10
$64,000

30%
$91,500

$15,000
$13,000

$40,000

$68,000

$23,500
20
$448,000
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