portfolio
construction
forum

The case for equities providing income in retirement

Investors Mutual | 19 August 2016

Catering to the rising demographic of baby boomers in retirement is proving ever more
cumbersome given traditional income producing strategies are no longer viable with interest
rates at record lows the world over. Maintaining a solid level of income for the retiree must
remain at the forefront of thinking and a move up the risk spectrum into equities provides a
solution. This paper argues the case that, when managed prudently and focusing on income
and capital stability, increasing equity exposure for the retiree does not have to be a
daunting move. Investing in quality companies must be the focus. Companies that have
through the cycle recurring earnings have proven over the long term to have both a stable
and growing capital base and have been excellent income generators. This paper also
highlights the case for active management in building retiree equity portfolios and breaks
down the index to highlight that income and not capital has been doing the heavy lifting
over the longer term.

INTRODUCTION

The rising tide of baby boomers transitioning into retirement has never been more
pronounced. As ABS estimates show, the 3.2 million retirees in Australia in 2012 will grow to
6.8 million by 2040. Transitioning of assets within the Australian superannuation pool from
accumulation to de-accumulation is significant with funds under management in the latter
expected to double within six years according to Rainmaker data. Given advancements in
both medicine and technology, life expectancy of this group is increasing profoundly and
that alone has the potential to weigh on a retiree's super, through a combination of both
sequencing and longevity risk.

Sequencing risk is market risk in transitioning from accumulation into retirement - an
adverse shock can reduce the capital base from which to draw down upon. Longevity is the
risk that an investor outlives his/her retirement savings. These two risks are inherently
linked. An adverse shock to a portfolio implies a natural increase to longevity risk - a smaller
asset base to both derive income and drawdown capital from. Risk in retirement is of ever
increasing concern. As many studies have shown, Australians are grossly underfunded in
retirement meaning they will have to rely heavily on their aged pension which is not an ideal
outcome for a retiree looking to enjoy the fruits of retirement.

So to cater to this bourgeoning demographic tsunami and the inherent risks for the retiree?
As has been traditionally the case, the answer is in income generation. The theory is that if
assets can generate an adequate level of income from capital guaranteed assets, market-
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based shocks can be kept to a minimum and longevity risk mitigated in the form of living off
the income generated. Where is this income going to come from when traditional asset
classes used for the retiree are producing levels of income no longer viable for a healthy
standard of living in retirement?

In the post-GFC world, through a combination of accommodative central bank policies and
increased risk aversion, interest rates have been suppressed substantially and are not
expected to rise in a hurry given expectations for low global growth to persist. We live in a
world where record low interest rates have become the new normal and in some cases such
as in Europe and Japan, negative interest rates have been introduced. The ramifications of
interest rate suppression is significant for the retiree. Interest rates are the key pricing
mechanism for income producing assets, such as term deposits, fixed income and annuities.

As a result, traditional retiree asset classes no longer provide the level of cash flow
previously forecast to maintain a retiree's standard of living. Notwithstanding sequencing
risk, 10 years ago, a retiree could transition their assets into fixed income or term deposits
and rely on a consistent level of income to maintain their standard of living, with the luxury
of a stable capital base. Not anymore.

Figure 1 compares the pre- and post-GFC yield from Australian 10-year bonds, the RBA
Cash Rate and finally, the ASX200 dividend yield. While traditional retiree asset classes are
commonly thought of as stable and defensive, their income producing attributes are
certainly not. Figure 2 highlights the volatility of the income stream of traditional income
producing asset classes and use this to contrast it with the consistent nature and attractive
return in the form of dividends from Australian equities.

Figure 1: Yield in the pre- & post-GFC world
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Figure 2: The yield crossover - dividend yields high in contrast to bank deposits

© PortfolioConstruction Forum 2016 2
www.PortfolioConstruction.com.au/perspectives



portfolio

construction
forum
2% -
5% - ASX200 dividend yield
5.0%
2 Aussie 10yr bond -yield

1554 15% 15998 2000 200z 2004 2006 2008 2010 201z 2014

Sources: Factset, IML

FINDING A SOLUTION

Figure 3 ranks the ASX50 stocks by level of riskiness. These companies represent
approximately 80% of the ASX300. The argument for selecting quality stocks is of paramount
importance when building retiree portfolios. Simply relying on the index for income delivery
is fraught with danger. Active management plays a huge role in mitigating the dangers of
selecting stocks that are either too expensive or value traps, income ETFs do not take on this
role for the retiree.

Figure 3: Absolute risk of ASX50 stocks
10 years to September 2015
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The selection of stocks to the left of Figure 3 exhibited higher levels of volatility than those
to the right - they were either too expensive or simply value traps. In the case of several
companies within this segment, dividends have either been reduced or cut completely, a sign
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of weakening fundamentals. These companies need to be screened out of a retiree's
portfolio.

Companies that have exhibited a more consistent return series have done this through
paying a sustainable dividend that is backed by solid earnings that over time, which has
smoothed performance variability. These are the companies to which a retiree requires
exposure.

Passive ETFs can play a role for investors, but relying on them for sustainable income
delivery in the de-—accumulation phase is not appropriate. Figure 4 highlights the draw-
downs of the index since 1980, with three significant and much publicised market crashes,
most recently with the GFC in 2008. While no company is ever immune to market risk and
draw-downs, departing from the index and investing prudently in a diversified portfolio of
quality companies can generate positive earnings through the cycle, and significant amounts
of volatility and downside capture can be mitigated. Active management can go a long way
in ensuring equities portfolios, especially those designed for retirement, do not mirror
Figure 4.

Figure 4: S&P/ASX 300 Total Return Index
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Stability of capital is paramount

Some state that if a portfolio is being used for income generation alone, significant
drawdowns are irrelevant insofar as that, over the longer term, the portfolio will more than
compensate investors with patience. Arguing against this thesis is that the capital base of a
portfolio is a retiree's nest egg. Drawdowns do matter. For every percentage point lost, more
heavy lifting has to be done on the way up. In the case of the GFC, the price index of the
ASX200 never fully recovered the high made in 2007. Notwithstanding the income drawn in
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the interim, does the retiree simply have the luxury of time to see out the full recovery of
their capital base? The answer is no. Robust quality portfolios must be built for retirees.

Furthermore, heavier draw-downs imply more risk in the portfolio - risk is not appropriate
for retirees.

How to define quality?

Quality companies have a competitive advantage, with recurring earnings, run by capable
management that can grow over time. Over the longer term, companies that are profitable,
that generate solid levels of cash flow that in turn can be distributed in the form of
dividends, exhibit far lower levels of volatility in their share price than companies that
display more cyclical levels of profitability or beholden for certain conditions in the economy
to prevail.

Investing prudently in a defensive portfolio of quality Australian companies can provide the
retiree with access to what has proved to be a consistent and reliable income stream, as
exhibited above. Furthermore, access to franking credits has provided the 0% tax payer with
approximately 1.5% of additional yield per annum. Given equity income funds focus on the
0% tax payer, strategies designed to maximise return for retirees such as full participation in
off market buy backs and harvesting of franking credits can increase returns in the form of
income substantially as opposed to accumulation based funds.

Share prices can be volatile and a diversified portfolio across the asset classes has additional
volatility with exposure to equities than it ordinarily would without them.

Figure 5 contrasts the performance of Industrials (ASX200 ex Resources) to the Resources
Index. What is evident is the cyclicality that can be mitigated when building retiree portfolios
and, in turn, provide more stable levels of income by virtue of a more consistent earnings
stream. When building retiree portfolios, prudence must be taken in protecting the capital
case and ensuring a more robust portfolio of companies more immune to the economic
cycle, a case in point given the resources sell off over the past two years.
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Figure 5: ASX 200 Industrial v ASX 200 Resources v ASX 200 Index
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Income is key for a long term equity investment

The importance of income when investing in equities and why building quality portfolios is
paramount to the investor looking for both a stable source of income and capital base over
the long term.

Figure 6 shows the income component of the ASX as a proportion of total return. Over a
five- and 10-year period, income accounted for 72% and 83% respectively of total returns.
Income is doing the heavy lifting. This is not a result that first comes to mind given the
staunch focus of the industry on price appreciation. Income not only smoothed returns
through lower volatility of the dividend stream, it also added substantially to the investor's
total return.
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Figure 6: ASX return components
(to Dec 2015)
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Figure 7 takes this analysis further and compares the performance of the ASX300 price index
to the performance of the ASX300 accumulation index.

Figure 7: ASX Price Index v ASX Accumulation Index
(to Dec 2015)
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Over the longer term, a portfolio displaying higher levels of consistent income generation is
a clear sign of the quality of the companies within the portfolio and their consistent earnings
profile. Given the franking credits available through dividends, it is a prudent focus for
retiree portfolios.

Beware of the yield trap

While on the surface a high yielding stock might look attractive, sustainability is paramount.
Questions must arise as to whether the dividend is sustainable. Is there adequate free cash
flow in the form of earnings? Is the payout ratio sensible from a capital management
perspective? Historically numerous companies come to mind that on the surface looked
attractive, yet simply did not stack up in terms of dividend sustainability - that is, yield
proved to be an illusion.

© PortfolioConstruction Forum 2016 7
www.PortfolioConstruction.com.au/perspectives



portfolio
construction
forum

Avoiding value traps comes down to avoiding volatile earnings, weak balance sheets, high
payout ratios and coupling this with avoiding expensive stocks.

For example, Figure 8 shows the share price of QBE. In 2011, it had for a period looked
attractive from a yield point of view, with a fully franked yield of 10%. Yet in the lead up to
its heavy correction, weak fundamentals surfaced and on closer examination the yield was an
illusion. The company had volatile earnings and a weak balance sheet, as measured by
excess capacity. The payout ratio continued to rise and, in 2012, reached 150% of earnings
with the company borrowing to sustain its dividend. This in turn led QBE to cut its dividend
profile to such an extent the stock fell by 75%. QBE's dividend in 2013 was lower than what
was paid in 2002 (Figure 9). Figures 8 and 9 highlight that prudence must be executed when
analysing stocks on the merit of perceived dividend yields.

Figure 8: Yield illusion - QBE
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Figure 9: QBE - dividend per share
(2002-2013)
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Simply investing in companies for their attractive dividend yield or relying on the index for
income generation can lead to adverse outcomes for retirees in the form of both inconsistent
income generation and an unstable and at times deteriorating capital base.

CONCLUSION

Retirees are faced with a dilemma upon entering retirement - preserving their capital with
traditional retiree assets or, alternatively, blending their assets with a robust portfolio of
quality companies that are proven income generators that can grow over time. The latter is
the more prudent approach and provides the ability for a retiree's standard of living to be
maintained into retirement, with an asset class that can grow over time mitigating longevity
risk and providing inflation protection.
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