A& Q Update

The Short Term I nvestment
Conundrum

2013 has proven to
be avery solid year for in-
vestment performance for the
well balanced and diversified
investor. The biggest contrib-
utorsto portfolio growth have
been US and international
stocks. In many cases, the
returns of these asset classes
have been further enhanced
by the fact that the Canadian
dollar has fallen by about
6.5% in comparison to the US
dollar year to date. If no cur-
rency hedging isin place, this
trandlates to additional return
that can be attributed solely to
the shift in currency values.

We are very encour-
aged to see growth from non-
Canadian equities, asfor
many years investors were not
compensated for diversifying
into these areas. Thisyear it
is the fixed income (bond)
portion of the portfolio which
has not pulled its weight. In
May and June in particular,
bond values were negatively
impacted by talk of
‘tapering’ (reducing the
amount of government stimu-
lus) inthe US. Thisledto
speculation that interest rates
would rise, causing bond val-
uestofall. Having said that,
we still strongly believe that
bonds are an important part of
abalanced portfolio. They
have a strong track record of
helping to preserve capital

when stock markets retreat.
While they may be adrag on
performance when stocks are
soaring, the risk reductionis
well worth the price of admis-
sion.

The current econom-
ic environment is particularly
difficult for shorter term mon-
ey or for investors with avery
low tolerance for risk. Cur-

O

rently ‘high interest’ savings
accounts are paying about
1.25%, and for a5 year com-
mitment, GICs are paying in
the neighbourhood of 2.75%.
And because interest rates are
low, there isreal potential for
bonds to experience periods
of negative performance when
interest rates rise. So where
do you put that money that
you want invested conserva-
tively?

Option oneisto put
your money into interest pay-
ing investments like GICs.
Therates are low, but your
capital isnot at risk. The
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main threat hereisthe poten-
tial for inflation to erode the
purchasing power of the mon-
ey. According to statistics
like CPI, inflation has been
low for the last number of
years, but this does not neces-
sarily reflect the inflation that
you experience for the things
that you spend money on.
Thisoption is also not tax
efficient if the money is held
in anon-registered account.
Interest income istaxed fully
asregular income.

Option two isto take
on some degree of risk in or-
der to benefit from what
hopefully will be a corre-
sponding increase in return.
Products at the lower end of
the risk spectrum certainly
have the potential to outper-
forminterest bearing invest-
ments, but there may be times
when the market value drops
below the invested amount.

Purchasing a mutual
fund which features an asset
mix that targets low volatility
is one way to do this. A fund
of thiskind islikely to have a
higher level of bond exposure
and alower level of equity
exposure. Because of the
interest rate risk associated
with bonds (as mentioned
above), active management of
the bond portion of the fund is
extremely important because
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there are a number of tacticsa
manager can use to try and
mitigate interest raterisk. The
mutual fund option also has
the potential to be more tax
efficient than deposit products
like GICs.

Thisis often not an
easy decision for investors.
Critical to making an informed
decision is understanding the
risk/reward profile of the prod-
ucts available to you.




Registered Disability Savings Plans

In 2008 the Canadian govern-
ment introduced the Registered Disabil-
ity Savings Plan (RDSP). These plans
are atax-deferred savings vehicle that
help parents and othersto save for the
long-term financial security of a person
with a disahility.

In order to qualify for an RDSP
you must be dligible for the Disability
Tax Credit, be a Canadian resident, be
under the age of 60, and have avalid
Social Insurance Number.

The two main benefits of the
plan are: 1) the government matching of
contributions, and 2) tax deferral.

Government matching takes two
forms, Canada Disability Savings Grants
(CDSGs) and Canada Disability Savings

Investment Income Using a Cash Wedge Strategy

Let’s say an investor is drawing
income from their investments, and they
want to continue to do so regardless of
market performance. Consideration must
be given to how the sequence of invest-
ment returns impacts the portfolio as
incomeis drawn.

To clarify this, the sequence of
returns refers to the timing of market ups
and downs. Even though the investment
portfolio may have a very attractive aver-
age return over an extended period of
time, an investor’s personal rate of return
can suffer as aresult of drawing money
out during periods when investment pric-
es are depressed. The impact of this situ-
ation can be even greater if investment
returns are poor in the first few years of
drawing income. Thisiswhere the se-
quence of returns comes in; even if the
long term returns are quite acceptable, it
will be difficult for the portfolio to recov-
er because less money is available to
participate in the investment value recov-
ery.

One strategy we sometimes rec-
ommend is referred to as the “cash
wedge’ strategy. Executing this strategy
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Bonds (CDSBs). The bonds are availa-
ble only to lower income families,
whereas the grants are available to all
plan holders.

Money contributed to these
plansis not tax deductible, so an amount
equivalent to contributions can be with-
drawn without being taxed. Money in
excess of the total contribution amount
will be taxed in the hands of the plan
beneficiary at the time of withdrawal.
Each withdrawal is deemed to be a com-
bination of contributions and grant/
growth on a proportional basis. RDSPs
have alifetime contribution limit of
$200,000 per beneficiary, so the tax shel-
tering benefit can be substantial. And
because it is possible to hold a wide vari-

is not complicated, but it does require
monitoring and it must be attended to on
aregular basis.

The bulk of the money isinvest-
ed with a medium to long term time hori-
zon in mind, say 3 years and beyond.
The investments selected must also be
well suited to the risk profile of the in-
vestor. This portion of the portfolio has
the potential to provide the growth neces-
sary to protect the purchasing power of
the investment assets, but it must be un-
derstood that this portion of the portfolio
will fluctuate in value.

The remaining money repre-
sents the amount needed for the next 2 to
3 years of income. Thisisthe portion
that gives the strategy its name (picture
this portion as a wedge of the overall
pie). Itisinvested in vehicleswith little
or no potential for volatility, cash vehi-
cles or possibly things like short term
bonds. Incomeis drawn from here as
dictated by the investor’s income needs.
Careful consideration must be given to
the size of this wedge, again based on the
specific needs of the investor.

Over aperiod of time the cash
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ety of investment vehicles within these
plans, there can be very good growth
potential.

There are anumber of rules
surrounding the operation of these plans.
Detailing these is beyond the scope of
thisarticle. Our main objective hereis
to ensure that people know that these
plansexist. For those that qualify, these
plans are worth taking a close look at. If
you or someone you know would benefit
from additional information please let us
know.
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wedge is depleted by the income stream.
The wedge is then brought back to the 2
to 3 years of income level periodically by
replenishing it from the more growth-
oriented investments. Thisiswhere
monitoring and maintenance comein. In
an ideal situation, this will be done dur-
ing periods where the growth invest-
ments have done well, thereby locking in
some of theinvestment gains. Thereis
some risk in the fact that if investment
values remain down for an extended peri-
od of time, it may have to be replenished
at less than ideal investment prices.

We like this strategy in certain
situations because it addresses the need
for both a secure income stream and long
term growth. Having the short termin-
come set aside in advance can also help
to provide the peace of mind many inves-
tors are looking for.
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Guaranteed Income Supplement & Investment Income

Tax efficient investment income
isappealing to al investors, but in the
case of aretiree with avery low level of
regular income but substantial invest-
ment assets, it is even more important.

Old Age Security and Guaran-
teed Income supplement are two income
tested benefits. In other words, the
amount you receive can be impacted by
the amount of annual income you have.
Benefits can be reduced or clawed back
if your income istoo high. For the ma-
jority of Canadians, OAS clawback is not
afactor. Anindividual can have up to
$69,562 in annual income before benefit
payments start to be reduced.

The income test threshold for
GI S however is substantially lower, with
the benefit fully clawed back once an
individual hits an income level of
$16,704. For this reason, many Canadi-
ans are not eligible to receive GIS. Let’s
look at a situation where an investor can
really benefit from atax efficient invest-
ment income stream. Thisis something
we occasionally see: aretired individual
isreceiving OAS, a small amount of
CPP, and they have depleted their regis-
tered savings. They have a substantial
amount of non-registered savings held in
interest bearing investment. Every dollar
of interest earned by their investments

Year End Reminders

'\/ Registered Education Savings

Plan (RESP) contribution deadline
is December 31, 2013. Thisis par-
ticularly important if the beneficiary
turned 17 years of age during 2013
(with this being the last year that
they can receive CESG grant).

'\/ Charitable Contributions deadline
for the 2013 tax year is December
31st. Remember that annual cumu-
|ative donation amounts over $200
receive atax credit of 40%. Family
contributions can be grouped in or-
der to maximize the amount over
$200.
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reduces the amount of the GIS benefit
they are entitled to receive. The investor
wants to see their money grow, but they
don’t want to see that growth have a neg-
ative impact on their income.

There are investment vehicles
available that allow the investor to re-
duce the amount of reportable income
they receive, even if they aretaking a
monthly income from these investments.
Return of capital is one of the available
forms of investment income. When you
receive return of capital payments, you
arein fact not earning any income at all,
you are drawing out a portion of the
money you originally invested. Return
of capital payments are aform of tax
deferral, because the book value of the
investment gradually reduces as pay-
ments are taken. At some point in the
future, when investments are redeemed,
the size of the capital gain will increase
by an amount equivalent to the return of
capital payments taken.

Putting off taxation is generally
seen as a good thing because it allows the
investor to earn growth on tax dollars
you have not yet paid. Return of capital
is even more beneficial when you give
consideration to the fact that it doesn’t
create current taxable income, thereby
increasing the ongoing benefits you re-

'\/ 2013 tax year Registered Retire-

ment Savings Plan (RRSP) contri-
bution deadlineis March 1, 2014.

'\/ Tax Free Savings Account contri-
bution room increases by $5,500 for
Canadians over the age of 18 as of
January 1, 2014. Also, after January
1st, investors can re-contribute
amounts withdrawn from their TFSA
in 2013.

'\/ For non-registered investment ac-

counts, check your year end fund
company statements for capital gains

ceive from government programs like
GIS.

Investment funds producing
return of capital income are availablein a
wide range of risk profiles. For someone
inthissituation it is of course appropriate
to take a conservative approach to the
investments selected. Consideration also
must be given to the amount of steady
income required by the investor. The
amount of income paid is specific to the
product and can change over time. None
of these products guarantee that the in-
come paid out will be all return of capital
(as opposed to other taxable forms of
income), but there are funds available
that have atrack record of consistently
characterizing the mgjority of the income
paid as return of capital.

Aswith any financial planning
strategy, careful consideration must be
given to the specific situation of the in-
vestor and the appropriateness of the
strategy for them.

or losses triggered by
redemptions or switches made dur-
ing the calendar year. The ‘T’ slips
issued by the fund companies do not
reflect the tax consequences of in-
vestor activity; they reflect only the
details of fund distributions paid out
in cash or reinvested in the fund.
We are happy to provide additional
details upon request for any gains or
losses triggered during the year.
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“Providing Sound Financial Direction”

John Armstrong is a Certified Financial Planner. Financial
planning and financial planning education are his key areas of inter-

Achieving balance in our livesis critical; a balance between
work and family, a balance between living for today and planning for
the future. Because we all have competing goals, striving for balance
influences many decisions in our day-to-day lives. One thing is cer-
tain, the juggling act we do requires a long-term view. Sometimes we
need to take a step back to put things into perspective.

It may sound cliché, but having a plan in place goes a long
way in helping to achieve both our long and short-term goals. Smply
put, planning assistance is the service we provide. We are committed
to helping you find that long-term view for the good of today and to-
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Short and Swest!

A cartoonist was found dead in his sun went, and then it dawned on me.
home. Details are sketchy. I’m reading a book about anti-

| used to be a banker, but then | lost gravity. | just can’t put it down.
interest. - Did you hear about the cross-eyed
They told me | had type-A blood, teacher who lost her job because she
but it was a type-O. couldn’t control her pupils?

| stayed up all night to see where the - When you get abladder infection—

hope that you are able to enjoy your hol-

We would like to express our iday traditions and maybe even start
true appreciation to our clients for their some new ones. Christmases seem to
support over the past year. The great mark time; we often use them to identify
relationships we have with so many of aparticular year or period in our lives.
you is what makes our work worthwhile. Our simple wish isthat thiswill be a
We feel very fortunate indeed. time period worth remembering fondly

We hope that thisis atruly won- for you and your family.
derful time for you and your family. We May you experience the peace

urine trouble.
Broken pencils are pointless.

| got ajob at a bakery because |
kneaded dough.

Velcro—what arip off!

Holiday Office Hours

December 24th—26th closed
December 27th & 30th 9am—2pm
December 31st 9am—12pm
January 1st closed

and joy that isthe true spirit of the sea-
son. We hope that you have the fortune
of spending time, or at least being in
touch with, the people you care about.

/%/‘/7 Christmas & #@o/y New Goar f/‘m Owe Famithes to Yours!
Tobn Kk Sharon g//(c{y Jse

Note: Mutual funds are sold by simplified prospectus only. Before investing , obtain a copy of the prospectus and read it carefully. Unit values and investment returns for mutual
funds are not guaranteed and will fluctuate. Mutual funds are sold through Armstrong & Quaile Associates Inc. CFP® is a certification trademark owned outside the U.S. by Fi-
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