
You can be excused from feel-
ing overwhelmed at the amount 
of  regulatory reading material 
coming at you this spring. Along 
with the voluminous registration 
reform proposals released by the 
Canadian securities regulators 
and the Investment Dealers As-
sociation (IDA) in February, the 
Mutual Fund Dealers Association 
(MFDA) recently released Mem-
ber Regulation Notice 69 Suit-
ability Guidelines. This brings to 
three the number of  regulatory 
publications published in 2008 
that focus on dealers’ suitability 
requirements.

This much is clear – each of  the 
securities regulators and the SROs 
have embarked on an effort to not 
only clarify, but also to ramp up 
the suitability requirements for 
dealers and advisors, given the 
continuing concerns that retail in-
vestors are being placed into inap-
propriate investments that do not 
fit their risk profile.

Reasonable steps
Suitability requirements refer to 
the long-standing requirements 
that a registrant take “reason-
able steps” to ensure that before 
it makes a recommendation to, or 
accepts instructions from, a client, 
the proposed purchase or sale is 
suitable for the client with refer-
ence to the client’s financial cir-
cumstances, risk tolerance, invest-
ment knowledge and investment 

needs and objectives. Securities 
regulators also expect an advisor 
to inform a client that a particular 
security is inappropriate or un-
suitable if  the client asks to invest 
in a security that does not fit the 
client’s risk profile. An advisor can 
only proceed with an unsuitable 
trade if  the client insists.  

Suitability requirements are 
intrinsically linked to the require-
ments that dealers and advisors 
“know their client.” It is only 
through understanding the client’s 
specific circumstances that a deal-
er and advisor can make a suitable 
recommendation for any particu-
lar purchase or sale. 

Curiously, the securities regu-
lators propose to lessen the 
regulatory burden on registrants 
concerning ensuring suitability 
compliance. Proposed National 
Instrument 31-103 Registration 
Requirements, published for a 
second comment period in Feb-
ruary 2008, contains the concept 
that a so-called “permitted client” 
[essentially a super-accredited in-
vestor] can waive the dealer’s suit-
ability obligations by doing so 
“in writing.” Notwithstanding the 
oddness of  the notion that a reg-
istrant can make an unsuitable rec-
ommendation to a particular class 
of  super-accredited investors, this 
provision appears to be designed 

to excuse the registrant from the 
procedures built up to en-
sure compliance with the 
suitability requirements. 

However, as drafted, the 
suitability requirements 
in proposed NI 31-103, 
including the ability for 
permitted clients to waive 
“suitability,” will not apply 
to a dealer that is a member 
of  the IDA or the MFDA. 
Those dealers will be ex-
empt from the rules in proposed 
NI 31-103, provided they com-
ply with the applicable IDA and 
MFDA rules.  This means that 
an SRO-member dealer will not 
be able to take advantage of  the 
permitted client waiver exemp-
tion written into proposed NI 
31-103. 

The IDA suggests that advi-
sors and dealers must undertake 
periodic suitability reviews – that 
is, review each account for overall 
suitability upon the occurrence 
of  one or more specified trigger-
ing events. These triggering events 
include opening new client ac-
counts, transferring in securities 
into a client account, changes in 
advisors for an account and ma-
terial changes to a client’s life cir-
cumstances or that could result 
in revisions to the client’s KYC 
information.  

IDA members must also dis-
close in the proposed relationship 
disclosure information whether 
or not the member conducts on-
going periodic monitoring of  the 
suitability of  investments that is 
in addition to the mandatory re-

views, and if  so, the annual cost 
of  such a service.

The MFDA’s Notice 69 clari-
fies, but also expands on the basic 
suitability and KYC requirements 
that apply to MFDA members and 
their advisors. Similar to the IDA 

proposals, the MFDA sug-
gests that advisors should 
conduct suitability analy-
sis and confirm or amend 
KYC information within 
a reasonable period of  
time after the occurrence 
of  stated triggering events 
– when a client transfers an 
account or a client trans-
fers securities, when the 
dealer or the advisor be-

comes aware of  a material change 
in the client’s KYC information 
and when a client is reassigned 
from one advisor to another. The 
MFDA does not discuss the con-
cept of  IDA’s ongoing suitability 
reviews.  

objective assessment
The MFDA’s recommendations 
for approaching suitability are de-
tailed and cover new ground. 

Suitability is always an “objec-
tive” assessment – by reviewing 
the investments against the KYC 
information, an advisor can as-
sess whether the investment is 
suitable for the client. A conser-
vative approach is recommended 
– for example, if  a client’s pro-
file indicates that he or she has a 
medium risk tolerance, then no 
high-risk securities can be recom-
mended for that client. Generally 
an exempt security (one that is 
distributed without a prospectus) 
should be considered to be a high-
risk investment that will be un-
suitable for a client that does not 
have a high-risk profile. Dealers 
must ensure they have appropri-

ate compliance systems in place 
whereby unsuitable trades will be 
identified and flagged for further 
follow-up. All trades in securities, 
whether mutual funds or exempt 
securities such as PPNs, must be 
subject to a suitability analysis. 
Advisors cannot consider other 
assets held by a client in doing a 
suitability analysis and must fo-
cus solely on the accounts the cli-
ent holds with the MFDA dealer. 
The existence of  a signed order 
or trade form will not lessen the 
suitability obligation and the 
MFDA considers that these doc-
uments will not constitute a valid 
defence to a claim that a particu-
lar trade or recommendation was 
unsuitable.

MFDA rules require amend-
ment before the MFDA’s approach 
is entirely legally enforceable but 
much in Notice 69 is simply the 
MFDA’s interpretation of  exist-
ing requirements. Given the per-
fect storm of  regulatory focus on 
suitability, this is not the time to 
be guessing at regulatory respon-
sibilities, so consider the notices 
and ask questions.  AER
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Having a comprehensive, “know 
your client” process is a best prac-
tice for the majority of  advisors, 
but the Investment Dealers Asso-
ciation’s (IDA) proposed client re-
lationship model (CRM) is going 
to make this an enforceable rule. 

Paul Bourque, senior vice-presi-
dent of  member regulation for the 
IDA, says the CRM has derived its 
core concepts from the Ontario 
Securities Commission’s contro-
versial 2004 fair-dealing model. 

“I think we have stuck with the 
core concepts of  the fair-dealing 
model. Those core concepts were 
to improve transparency by mak-
ing conflicts of  interest, account 

costs and performance of  invest-
ments clearer, and to provide a 
harmonized solution, so whatever 
proposal went out, it would be 
the same across Canada,” Bourque 
says. 

The IDA has approved CRM 
and has sent the new rules for 
review by the Canadian Securi-
ties Administrators and for public 
comment. 

Probably the most drastic 
change will be the requirement to 
reexamine investment plans during 
so-called trigger events. Bourque 
says trigger events could include 
things like divorce, a job change, 
or even caring for an elderly depen-

dent. He notes the onus will be on 
the client to inform the firm about 
the life-changing event. Once the 
firm is made aware of  the trigger 
event, the firm will be required to 
conduct a suitability review. 

Bill Donegan, chief  compliance 
officer at Worldsource Wealth 
Management, wants the IDA’s pro-
posal to include a provision that 
says the dealer should be responsi-

ble only for material changes they 
are aware of. “The IDA is silent on 
that point,” he says. 

A review would also be triggered 
when a new advisor takes over 
an existing client. Donegan says 
there’s a “practical issue here.” He 
explains that changes could occur 
when an advisor leaves a dealer 
or if  a large number of  accounts 
are transferred to another advisor. 
“In those circumstances,” he says, 
“there should be time permitted 
to allow for a review to occur. 
Our suggestion is the suitability 
review should occur prior to the 
first transaction after the change 
in advisor.” 

The other major change being 
proposed is for account cost dis-
closure. The IDA wants to make 
it mandatory that member firms 
disclose to clients on an annual 

basis the cost of  securities they 
have purchased and the account 
activity of  those securities. 

Donegan doesn’t have an issue 
with this per se; it’s the way the 
IDA wants its dealers to reveal fee 
information he doesn’t like. 

He says disclosure documents 
need to be signed by the client 
every time there is a change, which 
could be difficult considering how 
often fee structures change. “The 
best way to make reference to fees 
is by a dealer fee schedule,” he says, 
“a separate document that could 
change over time without having 
to have a new disclosure made and 
acknowledgment required every 
time fees change.” 

While most advisors and their 
firms already tend to have many 
of  the CRM’s proposals already 
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the onus will be on the 
client to inform the firm 
about the life-changing 
event. 
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I must admit, my topic – the 
mathematics of  lifelong income 
– is not a cheerful subject. On 
the contrary, many advisors I have 
spoken to recently admit that it is 
depressing. During one of  these 
recent sessions, an advisor asked: 
“What if  you were holding the 
best managed funds, the funds 
with the highest alpha?” Now, as 
the boomer wave rolls into retire-
ment, advisors become more and 
more receptive to learning about 
distribution planning. This makes  
this, and other questions, all the 
more important. 

What is alpha?
Alpha is a measure of  excess return 
over and above its benchmark. For 
example, say your benchmark is 
the S&P 500 and it returns 8% 
for the year. The equity portion 
of  your portfolio has a net return 
of  10% for the same year. In this 
case, your alpha is 2% including 
all dividends, expenses, fees, talent, 
luck, and, yes, stupidities for the 
entire year.   

So, what is the minimum alpha 
that this retiree needs for a lifelong 
income? If  the answer is zero or 
less, then all you need to do is put 
your money into index funds and 
you should be OK. The reality is, 
if  you need just a small amount of  
income, index funds may be just 
fine. However, if  you need a large 
amount of  income, fund selection 
becomes a critical issue for gener-
ating lifelong income.

For example: Bob, 65, is just 

retiring. He has $1 million in his 
portfolio. He needs $30,000 from 
his portfolio each year, indexed to 
CPI until the end of  his life. For 
planning purposes we use age 95 
as age of  death and an asset mix 
of  40% S&P 500 and 60% fixed 
income.  

I ran my retirement calculator 
based on the actual market history. 
Figure 1 shows the potential out-
comes of  Bob’s portfolio if  he were 
to retire in any year since 1900. 
Each thin black line shows the 
portfolio value. By plotting each 
of  these lines on the same chart, 
we generate a “bird’s-eye” view of  
all outcomes. This type of  a chart 
is called an aftcast, as opposed to 
a forecast where you need to make 
assumptions about the portfolio 
growth rate and inflation. Here, we 
have no assumed growth rate, no 
assumed inflation and no Monte 
Carlo, just historic data.

 This chart shows us that if  Bob 
had just the index return on his 
equity investments, he would have 
lifelong income. When he dies at age 
95, he would leave a sizable estate, 
somewhere between $200,000 and 
$6.8 million depending on his luck 
– based on market history since 
1900. Good news.

We can go a little further than 
that. For my retirement plans, I 
use a maximum of  10% prob-
ability of  depletion at the age of  
death. That is my acceptable risk. 
At this risk level, if  things don’t 
work out as planned, there is still 
time to change strategy and create 

lifelong income. If  you plan for 
a probability of  depletion at the 
age of  death that exceeds 10%, 
the risk can become unmanage-
able and this can cause irrevers-
ible damage. 

What if i need alpha?
So, my next step is to decrease 
the alpha until this risk level is 
reached. This alpha would then 
indicate by how much the equity 
portion of  Bob’s portfolio can 
“safely” underperform the index. 
While nobody wants to admit 
that they underperform the index, 
the fact is that 80% of  mutual 
funds underperform the index in 
the long term.

After running my calculator, 
the market history shows us that 
if  Bob underperforms the index by 
4.5% (an alpha of  negative 4.5%), 
he would still have lifelong income. 
This is the “Minimum Required 
Alpha.”

In this example, Bob was lucky; 
he only needed $30,000 from his 
portfolio. What if  Bob needed 
$50,000 at age 65, indexed to CPI 
annually until age 95? This is an 
initial withdrawal rate of  5%. The 
program tells me that the prob-
ability of  depletion at age 95 is 
68%. Not a pretty figure. 

So, we need to outperform the 
index; i.e. we need a higher alpha 
to bring the risk down to an 
acceptable level. Just how much is 
the alpha in this case? A whopping 
5.3%!

I calculated the minimum 
required alpha for various initial 
withdrawal rates and various time 
horizons. The table on the left 
shows the results:
• The higher the withdrawal rate, 

the higher the required alpha.
• The longer the time horizon, 

the higher the required alpha.  
Figure 2 depicts this table in a 

visual format. Here, you can clear-

ly and precisely make a decision 
about using index funds versus 
actively managed funds in retire-
ment portfolios. These decisions 
are as follows: 
• If  the minimum required alpha 

is 0% or less, then you can suc-
cessfully use the equity index 
fund in your retirement portfo-
lio. For example, for a 30-year 
time horizon, if  the initial with-
drawal rate is less than about 
3.8%, you can use the index 
fund for a lifelong income. 

• If  the minimum required alpha 
is larger than 0%, then index 
funds will likely not give you 
a lifelong income. You need 
actively managed portfolios that 
can deliver this minimum alpha. 
This tells me that once you are 
operating in this region, portfo-
lio manager selection becomes a 
very important factor.
Going back to Bob’s example, he 

wants a 5% initial withdrawal rate for 
30 years. For that, he needs to find 
a portfolio manager that can deliver 

an alpha of +5.3% for the next 30 
years. If you can find a manager with 
a 5.3% alpha with a 30-year history, 
please let me know!

The law of  averages tells me 
that unless you are filthy rich, 
incredibly lucky, or have a govern-
ment pension, then you need to 
pass on the risk to others. You’d 
be better off  exporting this risk to 
an insurance company by buying 
a life annuity or variable annuity 
with lifelong payment guarantees 
if  your minimum required alpha 
is larger than zero. Life can be too 
agonizing if  you have to depend 
on your children for help, or 
worse, move in with them in your 
old age. AER
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   20 years 30 years 40 years 
 initial Withdrawal rate  Minimum required Alpha

 3% -11.8% -4.5% -0.8%

 4% -5.5% +0.8% +3.6%

 5% +0.1% +5.3% +7.5%

 6% +5.0% +9.3% +11.1%

rEtirEMEnt tiME horizon

in place as best practices, advi-
sor advocacy groups argue that 
the compliance costs will be too  
onerous. 

“Generally, we are always in 
favour of  streamlining of  trans-
parency for consumers. What is of  
concern to us, though, is increas-
ing the regulatory burden, particu-
larly for [advisors] who work with 

consumers with smaller accounts,” 
says Susan Allenmang, head of  
regulatory affairs of  Independent 
Financial Brokers of  Canada. 

“There is a cost-benefit analysis 
that has to be done when work-
ing with consumers with smaller 
accounts. Making it more expen-
sive to work with them pushes 
them out of  the market and 

denies them personalized financial 
advice.” 

Peter Tzanetakis, senior director 
of  regulatory affairs for Advocis, 
believes if  the IDA mandates rules 
already practised by the majority 
of  firms, then it actually creates a 
lower benchmark of  conduct for 
advisors to adhere to. 

“When a regulator wants to put 
parameters around practices that 
are already well-formed, it is sort 
of  limiting what the advisor can 

do. In fact, it can create a lower 
standard, not a higher standard,” 
he says. “Given the already signifi-
cant degree of  sort of  prescriptive 
regulation found in securities acts 
and the current IDA rulebook, 
we believe that a principles-based 
approach to regulation really needs 
to be considered at this time.” 

Tzanetakis says his organization 
would rather see regulators focus 
more on enforcement that stamps 
out fraudulent activity. 

“We believe that most investor 
complaints concern misappropria-
tion of  client funds and fraud, so 
we believe that regulators should 
have the necessary recourse to 
investigate complaints with sig-
nificant enforcement powers,” he 
says. 

“[Instead,] we see greater 
emphasis on developing rules that 
create a greater burden for compli-
ant advisors, which is not really in 
the public’s interest.”               AER
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Years after retirement
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