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Most retirees need to eat capital
Aaron Minney | Challenger | 21 June 2018

Good financial management usually requires an understanding of the difference between
income and capital. This is true in retirement - but, in most cases, some income measures
won't give retirees enough to spend.

Tom Jones once sang "Why, Why, Why, Delilah". The economist version is "Y Y Y Delilah".
Tom Jones probably didn't have retirement income on his mind when he first sang those
lines, but a trained economist will recognise that Y is the shorthand for income.

There is often confusion about income and what it is in retirement. There are three forms it
can take. Hopefully, you have developed an "EAR" for them (even if you are not a fan of the
Welsh singer):

e Economicincome
e Accounting income
e Retirement income

In economic terms, income is the increment in wealth {capital) over time. As a concept,
there is only one answer to the economic income, but it can't always be measured easily,
especially when measuring income again. The nearest concept in investing is the total
return on the portfolio (after fees and taxes). To the asset accumulator, economic income
represents the increased accrual of assets from investing. This will include interest and
dividend payments as well as all realised and unrealised capital gains.

Accounting concepts provide the ability to record the income that has been earned. The
actual income measure will depend on a set of rules relating to the treatment. In fact,
different sets of rules result in different measures of income for the same time periods. While
the measure of accounting income is precise, there can be differences due to the measure
used. Tax is an interesting example. There are very few companies that report a taxable
income equal to their reported accounting income because the measurement rules are
different. Different accounting standards in different countries also produce different
measures of income.

For the investor, the accounting approach often just considers the dividend and interest
paid on an investment as income. Realised capital gains are sometimes, but not always,
included. When investments are managed in a unit trust structure, tax rules require the
realised gain on the underlying investment to be counted as income to the trust and paid
as an income distribution to the beneficiaries of the trust who don't always realise they
have received a capital distribution.

When it comes to retirement, having two competing meanings of income didn't seem to
stop the creation of a new term - retirement income. This is different again from both
economic and accounting income.

The retirement income concept is probably best thought of as the cash flow (incomings)
received by a household in retirement. It replaces the wage and salary income of the
worker from which they need to fund their spending in retirement. There is no need to tie
the income to any underlying dividend, interest or capital gain (realised or not). Retirement
income will include all of these as well as any drawdown of capital that is used to fund
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consumption. It is not the source that matters, rather it is whether or not the money is going
to last for the life of the retiree.

SUSTAINABLE RETIREMENT INCOME

A key financial challenge in retirement is to make sure that the money lasts. One solution is
to not spend the money, but that is a poor way to "solve” the problem.

A better approach to the challenge is to ensure that the desired retirement income is
sustainable through retirement (reflecting, if appropriate, any desired reduction in spending
over time). This is where the definition of retirement income needs to be clear. It also
enables practitioners to segment their clients into two groups: retirees; and, small
endowments.

This splitis a little artificial but, often, advice is given to retirees as if they were smalll
endowments, when they are not. For example, the concept of spending only the dividends
is fine for a small endowment that persists, but it doesn't help a retiree to use their capital
to maximise their consumption.

A client will be a small endowment when they have enough wealth to spend everything
that they want on themselves and still leave their capital intact for the next generation. A
retiree who constrains spending to maintain capital is not really a small endowment. They
are simply denying themselves a higher potential lifestyle in order to let their children (or
grandchildren) spend the money.

Practitioners with retiree clients should be working with them to help them spend as much
of their capital as necessary (without running out) in order to provide the cash flow
(retirement income) for the client to enjoy the lifestyle that they want in retirement.

Retirees are not companies. A company that wants to remain a going concern needs to
sustain a positive income stream {and ideally grow its capital). The same is not true in
retirement. Sustainable income in retirement doesn't need to last forever - only through
retirement.

Practitioners need to segregate their clients into the two categories.

The danger occurs when a client is treated like the small endowment and all that is
considered is the accounting income available for retirement. While the balance that will
be left to the estate will have some value, the best interests of many retirees involve
maximising their spending through retirement by spending their capital down. That is, the
focus should be on retirement income. To sustain a small endowment, a retiree needs
enough saving to be considered a high net wealth client. Most retirees do not have enough
savings for this threshold.

Too many retirees are given advice about spending their accounting income in retirement
rather than spending their retirement income. The result is a lower standard of living than
what they could be enjoying.

Aaron Minney is Head of Retirement Income Research at Challenger.
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