
MANY RETIRED AND CLOSE-TO-
retirement people fear they will
outlive their money because of
today’s ultra-low investment
returns on fixed income securities.

Indeed, many older investors
have been lured into taking on
more volatility within their port-
folios in an attempt to chase
higher yields.

It has been a tough grind for
conservative, income-orientated
investors as they struggle to bal-
ance their fears of capital loss ver-
sus fears of their portfolio not

providing for their needs.
I know the challenges that

retirees face; 75 per cent of my
clients are over 60 and conserva-
tive investors!

The good news is that even in
today’s volatile market, older or
retired investors can look for-
ward to a lifetime of solid returns
and predictable income from
their portfolios.

By following this three-step
plan, you will be able to apply a
systematic approach to investing
for growth and income in your
portfolio. Unlike conventional
investment approaches crippled
by market volatility, this process
takes advantage of market shifts
and allows you to prosper. 

Step 1: Asset allocation
Readers of The MoneyLetter

are no doubt aware of the impor-

tance of an asset allocation plan
for their portfolios.

Interestingly, despite the
incredibly volatile markets over
the past few years, I still run
across older or retired investors
who hold far too many stocks. 

Many investors have experi-
enced significant losses over the
recent bear market, and have
learned the hard way that there is
indeed risk to investing in the
stock market.

Here’s the simple lesson from
the recent bear market that all
investors should apply: Fixed-
income investments can and will
drastically reduce portfolio risk. In
fact, the impact of your asset mix
on your investment results is most
evident during a bear market.

My rule of thumb is to place
your age, as a percentage of your
portfolio, into fixed income. From
there, you can adjust your ratio of
stocks to fixed income by up to
10 per cent or so, according to
your risk tolerance.

So a 65-year-old, for example,
might want to hold anywhere
from 55 per cent to 75 per cent in
fixed income.

It is important to define your
individual tolerance for risk
before an asset allocation plan can
be formed. In fact, measuring
both personal factors and market
factors is how asset allocation
needs are determined. 

Personal factors may include
your risk tolerance (or emotional
state), age and goals. Market fac-
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tors, which can include inflation,
interest rates, economics and mar-
ket-specific risk, come into play
within your asset allocation deci-
sions as well.

For example, take my outlook
for a continuation of a sideways
stock market; you might consider
lowering your portfolio’s “nor-
mal” equity allocation and
increase its f ixed income and
cash allocations.

Step 2: Don’t chase yield by tak-
ing on risk

While it’s true that interest rates
are at all-time lows, I continue to
encourage investors to maintain a
conservative risk profile within
their income portfolios. 

Yields will rise eventually –
the Bank of Canada Governor
Mark Carney has made it abun-
dantly clear that he will raise rates
as soon as it is feasible, assuming
the economic climate begins
looking more stable.

Don’t make the mistake of
chasing yield by taking on risks
you normally wouldn’t assume. 

The patient investor will even-
tually see higher yields. Short-
termed maturities, while currently
unattractive, will pay off when
they roll into higher yields in the
next year or two. 

Replacing your secure invest-
ments with equities or “too good
to be true” investment products
exposes your portfolio to unnec-
essary risks.

Don’t make the mistake
of chasing yield by taking

on risks you normally
wouldn’t assume 

The trend has been for conser-
vative investors to pursue yield
through high dividend stocks,

REITS, trusts and other equity
equivalents. Many of these
investors also purchase mutual
funds (known as dividend, bond
or income funds) in the belief that
these products are fixed income
investments. 

Please let me clarify something
here: Income funds are not fixed
income investments! They often
contain high yielding equities and
income trusts to pump up the
yield. The value of these securi-
ties (along with their income pay-
outs) can, and does, fluctuate.

In addition, they do not return
your capital at a pre-established
maturity date. In fact, many bond
funds hold longer-dated bonds. 

Sure, that’s been a great strate-
gy for the past few years, but
when (not if) bond markets even-
tually peak and decline, it’s going
to be a world of hurt for investors
holding these mutual funds. 

Rather than buying bond funds
or bond ETF’s, I recommend buy-
ing directly-held bonds with short
maturities and good credit ratings,
or GIC’s.

You can also buy target bond
ETF’s. These ETF’s differ from
traditional bond funds in that they
have a specific maturity date and
yield to maturity.

They usually hold a basket of
corporate bonds with good credit
ratings, therefore providing the
diversification benefits of an ETF
without the risk to capital of a
regular bond ETF.

The Bank of Montreal (BMO)
offers target bond ETF’s with
maturities right out to 2025. The
Royal Bank of Canada (RBC)
offers a complimentary group of
target ETF’s that fills in the matu-
rity gaps not offered by the BMO
group. I can’t list them all here,
but you can visit their websites at

www.et fs .bmo.com/bmo-et fs
for BMO ETF’s and www.etfin-
fo.rbcgam.com/exchange-traded-
funds/overview/default.fs for
RBC ETF’s.

I own these ETF’s in my fixed
income managed model portfo-
lios, and find them an excellent
addition to buying bonds directly.

To buy preferred shares, I rec-
ommend sticking with ETF’s.
Individual preferred shares come
in so many variations, credit risks
and features, and often offer so
little liquidity, that it’s just too
easy to pick the wrong issues.

Preferred share ETF’s hold a
wide variety of these securities for
maximum diversification. Typical-
ly, these funds hold a diversified
portfolio of straight, retractable,
floating, and deferred issues.

Formerly Claymore, the
iShares S&P TSX Canadian
Preferred Index ETF (TSX-
CPD, $17.12) and Horizons Pre-
ferred Share ETF (TSX-HPR,
$10.19) hold Canadian preferred
shares for full benef its of the
Canadian dividend tax credit.
iShares also offers a North
American Preferred Share
Index Fund (TSX-XPF, $19.89)
for diversif ication outside of
Canada. I also own these ETF’s in
my managed models.

Step 3: Separate your equities
and get active

I recommend that you hold
your equities separately from
your f ixed-income securities.
This allows you to isolate your
equity portfolio for what it’s sup-
posed to be: a longer-termed,
growth-orientated strategy. 

Mixing equities and f ixed
income securities into one gen-
eral account will tempt you to
replace their bonds with equities
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as they come due in a low rate
environment.

This throws your portfolio off
of your original asset allocation
and risk profile. Even worse, an
income-paying portfolio that
slowly evolves into an equity
portfolio may be forced to sell
stocks at a market low in order to
pay the investor the income that
they have learned to rely on.

In effect, this creates a “buy
high, sell low” outcome – the
polar opposite of what we desire
as investors. If you feel that you
must hold equities in accounts
you are drawing income from,
you also must accept the fact that
the market could wipe out a size-
able piece of your portfolio. Even
the lowest-risk stock sectors, such
as utilities or banks, have their

cycles and risks. 
Discretionary Portfolio Man-

agers such as me tend to work off
of models with specific sector and
security weightings. I’ve found
that it is more efficient to isolate
equities in a separate account in
order to adhere to your strategy,
even as an independent investor.

When you mix bonds into the
portfolio, it is more difficult to
track your comparative weight-
ings of sectors and securities.
Holding your equities separately
also allows you to track the spe-
cific performance of your equi-
ties. An underperforming stock
portfolio is not masked by a bull
market in bonds.

Given today’s rather volatile
markets, an active strategy must
be implemented for your equities.

I am convinced that the investors
who profit over the next several
years will be the ones who follow
an active approach to equity man-
agement, or who hire a Portfolio
Manager who utilizes an active
approach on the markets.

In other words, it is essential to
adapt to the cycles and trends that
occur within a low-growth econo-
my. To assist you in this endeavor,
I offer a free weekly technical
analysis view of the markets and
market sectors on my blog at
www.smarbounce.ca.

I’d also like to invite readers to
attend my presentation at the World
MoneyShow in Toronto October
18th to 20th. This year, my presen-
tation will focus exclusively on
generating income from a portfo-
lio. I hope to see you there! ▼

Keith Richards, Portfolio Manager, can
be contacted at krichards@valuetrend.ca.
He may hold positions in the securities
mentioned. Worldsource Securities Inc. –
Member: Canadian Investor Protection
Fund, and sponsoring investment dealer
of Keith Richards. The opinions expressed
are those solely of Keith Richards and
may not necessarily reflect that of World-
source Securities, its employees or affili-
ates. The contents are for information
purposes only and do not represent
investment advice. ETFs may have expo-
sure to aggressive investment techniques
that include leveraging, which magnify
gains and losses and can result in greater
volatility in value, and be subject to
aggressive investment risk and price
volatility risk. ETFs are not guaranteed,
their values change frequently and past
performance may not be repeated. Please
read the prospectus before investing.

© Copyright 2012 by MPL Communications Inc., Reproduced by permission of The MoneyLetter, 133 Richmond St. W., Toronto, ON   M5H 3M8

T h e  M o n e y L e t t e r / J u l y  2 0 1 2 / F i r s t  R e p o r t

iShares S&P TSX Canadian 
Preferred Index ETF


