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Most Australians earn the majority of their income through employment.
However, with the growth in the superannuation system, retired Australians are
increasingly relying more on investments to help fund their retirement. There are
also many people below retirement age who, for a variety of reasons, rely on
their investments for their income. This paper looks at the ways people can
generate income from an investment portfolio, either using their super or with
other investments.

For many people the accumulation of super is a way of converting their income while working into a pool of capital
that is saved for retirement, when it is ultimately converted back to income. There is a link between the savings capital
pool and the income that can be generated, leading to different income concepts that should be understood by
anyone looking to generate an income stream from their investments.

This paper also considers how different asset classes can be used to generate income for investors. Asset classes
generate income in different ways and they have their own risks that the investor needs to carefully consider and
manage. One of the largest risks to income is the impact of inflation. We have previously addressed these risks' so this
paper will focus on generating income.

Figure 1: Main source of Household Income, Australia 2019-20
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The main source of income for most Australians comes from employment. As at 2019-20, the Australian Bureau
of Statistics (ABS) estimates that 62% of Australian households received employment income as their main source
of income. Figure 1 shows that a further 22% were reliant on Government pensions and allowances. Only a small
proportion of households were reliant on their investments for income.? A smaller proportion of households were
reliant on their own business income (beyond their own employment costs).>

The snapshot of households does not provide a complete description of the importance of income sources over a
lifetime. Most people will cease employment at some stage, and enter retirement. The main source of income in the
latter years will come from either government payments i.e. Age Pension, or income derived from their investments,
including super. The continuing maturation of Australia’s super system will drive ongoing increases in the number of
older Australians who rely on investments for income at some point in their life.

1 Inflation risks and retirement income innovations, Challenger Retirement Income Research paper, October 2022

2 This is captured in the ‘other income’ in the main ABS statistics.

3 Small business are a larger proportion of the economy, as payments to owner/managers of businesses are considered to be employment income
reflecting their time commitment to the business.
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Figure 2 highlights the changes over this lifecycle by looking at a snapshot of the main source of income at different
ages. The dominance of employment can be seen at younger ages, but at older ages a greater variety of income
sources occur. The growing impact of super can also be seen in the larger proportion of households aged 65-74
reliant on other income compared to households aged over 75 where the reliance on government payments (the Age
Pension) increases.

Figure 2: Main source of household income by age
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As Australia’s super system continues to mature, a greater proportion of income for retirees will come from
investments and super. There are also demographic trends driving the ageing of Australia’s population and a larger
proportion of the population will be in the age groups (age 65+) that are more reliant on income from investments
and super, rather than work. The 2021 Intergenerational report highlights that the proportion of the population aged
65-84 will increase from 14.3% in 2019-20 to 17.8% by 2060-61. People over 85 will increase from 2.1% to 5.0% of
the population.* By 2060, the ABS expects there to be more than 8 million Australians over the age of 65. This can be
seen in Figure 3 with the increasing share of the older population in Australia.

Figure 3: Australian population projections
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In addition, there is also a minority of people, who are below the typical retirement age, that rely on investments as
their main source of income. In total 8% of household income (over $83 billion) in Australia comes from investments
(excluding super).> There is a challenge to generate this income from the investments and super held by Australians,
especially in an environment of low interest rates. Over time, household spending is likely to require more income
from investments.

4 The Commonwealth of Australia, 2021 Intergenerational Report Australia over the next 40 years, June 2021 chart 2.15.
5 Based on ABS data from the 2017-18 Survey of Income and Housing using the ABS Tablebuilder service
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It is helpful to have a clear understanding of what it
means to generate income from an investment. Super
fund trustees now need to define what they mean by
retirement income to implement a retirement income
strategy for their fund.® This leads to three different
income concepts:

Economic income

Accounting income

Retirement income

In economic terms, income is the increment in wealth
(capital) over time. As a concept, there is only one
measure of economic income, but it can’t always be
measured easily. The nearest concept in investing is

the total return on an investment 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 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.”
Few companies report a taxable income exactly 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 a distribution to the beneficiaries of the trust
who might not realise they have received a capital gain.

Retirement income is different again. As noted in the
explanatory memo for the retirement income covenant,
retirement income is essentially what is available to
spend on a regular basis (as opposed to a lump-sum).
The retirement income concept can be 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 can include all these as

well as any drawdown of capital that is used to fund
consumption.

Both an ‘economic loss’ and an ‘accounting loss’ are
sensible interpretations of negative income concepts.
As retirement income includes the drawdown of capital,
there is no equivalent concept of a ‘retirement income
loss'. The closest concept would be a retirement income
failure, related to longevity risk, where a retiree has
spending needs in excess of their remaining capital and
income. Their spending will have to be reduced to match
the available income. Fortunately, Australian retirees
have access to the Age Pension if their capital runs out,
so they will always have something to spend, it might
just be below what they need or want.

Each of the three income concepts can be applied to
different situations. This paper is exploring how investors
can generate income from their investments. This is
generally a cashflow concept that is aligned to the
retirement income concept, but each income concept is
clearly referenced for clarity.

The retirement income concept blurs the distinction
between capital and income completely, but broadly
there is a relationship between the level of income
generated and the capital used to generate that income.
It essentially depends on how much of the portfolio is
taken and spent compared to the income generated.
Accumulators might not be drawing any cash flows so all
(positive) income results in additions to the capital base.
If retirees are not spending as much as they earn, they
will also see growth in their capital base. Spending more
will require a drawdown of capital.

6 s52AA(5) of the Superannuation Industry (Supervision) Act 1993, from the retirement income covenant reforms
7 Sect 6.5 of the Income Tax Assessment Act 1997 notes that “income according to ordinary concepts, which is called ordinary income”

is assessable income for tax purposes.]
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The relationship between income and capital is
sometimes demonstrated in a GPS framework where the
amount of income taken can result in:®

@ Growing the capital base;

0 Preserving the capital base; or

e Spending down the capital base.

Figure 4: The GPS framework for retirees
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This framework is useful to describe the potential paths
a retiree can take over their retirement. It explicitly
considers the trade-off between capital and income
through the drawdown rate. It is also relevant for non-
retirees who are drawing an income stream. In this
situation, the goal is more likely to be to preserve or
grow the capital base. Endowment funds and family
offices are examples of investment structures that would
generally provide income along a grow or preserve
trajectory. The key to being able to grow the capital is to
ensure a buffer between the rate of income drawdown
and the total return (economic income) to buffer the
portfolio against periods of market volatility.®

3> Preserve
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In simple terms, the relationship between capital and
income can be described by the relationship between the
money spent from the capital compared to the income
generated:

If... then

Money spent is less than
income generated

Capital grows

Money spent equals the
income generated

Capital is preserved

Money spent exceeds the Capital declines

income generated

The money that can be spent over time will depend on
how much income can be generated from a portfolio.
This will vary with different asset allocations, and will
depend on both the average return generation, and the
variability of that return. Tax treatment will also impact
the total return and it should be appropriately managed,

8 This was originally described with different terminology in : Minney, A. (2017). Adding Direction to the Consumption Rate in Retirement. The

Journal of Retirement, 5(1), 106-116.

9 Minney (2017) demonstrates mathematically that this buffer is half of the square of volatility which is the same as the estimated difference
between the geometric mean and the arithmetic mean of volatile distribution of returns.
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but the potential to convert capital gains to income
provides scope to adjust spending as necessary, as long
as the total return is achieved. While the distinction
between economic income and capital is clearly
defined, generating accounting income, or retirement
income is somewhat arbitrary so caution should be
used when these income measures are used to describe
performance.

1. Mass market retiree- SPEND

Steve (68) is a recently retired marketing executive.

His wife Sarah (67) is about to retire from her job as a
part-time nurse and they plan to spend their time in
retirement together. Steve has $350,000 in super and
Sarah has $150,000. They own their home but have

no other significant investments. They are looking to
maintain a lifestyle of about $60,000 a year (adjusted
for inflation). With around $32,000 in total Age Pension
payments, they will be able to afford this lifestyle by
spending down their capital through retirement.

2. Mass affluent retiree- PRESERVE-SPEND

Peggy-Sue (64) is retiring from her role at a major law
firm. She is single and is looking forward to contributing
more to the charities she supports and traveling the
world to places she has yet to see. She has a total of $1
million in super and $200,000 in other investments. She
estimates she will spend around $55,000 a year through
retirement and will need to use some, but not all, of her
savings through retirement.

3. SMSF retiree - PRESERVE

Peter (62) is a divorced former accountant who has
retired. He has a total of $2.5 million in his SMSF with
$1.7 million supporting an account-based pension and
the remainder in the tax-paying accumulation phase. He
has an additional $200,000 in cash and shares outside
super. He has a lifestyle that needs about $80,000 a
year of retirement income and he intends to preserve his
savings to leave to his children and grandchildren.

4. High net worth investor- GROW

Gaurav (70) and Geetha (64) have recently sold their
communications business and are looking forward to
spending more time with their family and traveling. They
have a total of $2.5 million in a SMSF and $5 million

in other investments including the proceeds from the
recent sale of their business. They prefer to live a luxury
lifestyle, and expect to spend around $200,000 a year to
sustain their lifestyle.

5. Family office trust- GROW

The Grower Family operates their investments through
the Grower Family Trust which was originally set up by
successful businessman George Grower. These days

his two children and their wives are retired, and the
family trust is jointly run by three of his grandchildren,
Genevieve, Giselle and Geoff. There is a total of $50
million invested in the trust and they manage combined
income payments of around $1 million a year for the
retired members of the family and the younger members
who spend their time on philanthropic endeavours
across Australia and south-east Asia.

6. Endowment fund- PRESERVE

Possumfield ventures is a not-for-profit business that has
been set up to provide assistance and finance for remote
Australian communities. It has $30 million in a range of
investments and provides funds to multiple communities
for different activities each year. The aim is to preserve
the real value of the funds while providing a total of $1
million p.a. across their various activities.

These examples will need to convert capital to income in
different ways. The high net worth investor and family
trust can still be seeking to grow their capital to provide
more income for future generations. The different

mix of growing, preserving and spending needs mean
different investments will be better suited to the different
investors depending on the nature of income provided
by the asset classes.
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The Income label is often applied to some defensive assets to differentiate them from ‘growth’ assets. However,
there are many growth assets that can provide a reliable income stream to investors. The combination of the income
and growth within an asset class and the potential to draw capital from the investment can be used to generate the
income an investor needs. On a day-to-day basis, this might be managed using the accounting income concept, but
it is the economic concept of income that sets the tone. There are five broad ways income can be generated from an
investment as described in Table 1.

Table 1: Source of Income

Income Description Typical asset classes
Interest Known, or pre-determined payments for the use of capital over a certain ~ Cash
period. This is a contractual payment that must be made regardless of Bonds
underlying profitability. Mortgages
Hybrids
Term annuities
Rent Payment for the use of an asset, which is owned by the investor. This Property
payment is usually contractual (i.e. not dependent of profitability) and Infrastructure
the investor needs to maintain the asset over time to keep renting it out.
Dividends Payment from profits to an investor that has provided capital to an Stocks
enterprise. These payments will vary with the underlying profitability of Private equity
the enterprise. In some cases this could entail the whole profit of the Hybrids
enterprise.
Capital Some investments use derivatives to generate income by partially Equity option funds
conversion transforming the capital in different market scenarios. Structured products
Capital Regular cashflows for income can be generated through the Lifetime annuities

consumption

consumption of capital in addition to the earnings on the investment

RCVO annuities

Innovative annuity
products

One way to classify a product as an income product is to calculate the proportion of total return expected to come
from income rather than capital growth. A pure income investment might be one that generates all its returns

as income rather than capital growth. A term deposit is a clear example of this. Caution is needed in considering
managed funds and the treatment of capital gains. As realised capital gains are usually distributed, the income split
could be overstated. It is probably better to avoid including realised capital gains as income, unless the gains can
be systematically, and smoothly harvested. Taxation of realised gains is discounted in Australia if held for more than
12 months and in many places around the world. This increases the after-tax appeal of income from realised capital
gains, but the uncertainty of payments should be considered.
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Total returns are usually calculated by adding income
received to the growth achieved by an increase

(or decrease) in price. That is the return on a share
portfolio is:

Portfolio Return = change in portfolio market value
+ income paid

Share splits and other corporate activity also need to be
considered, as does any trading that occurs on the day.

Over longer periods, the split between income and
growth remain, but assumptions on if (and when) the
income is re-invested can impact the split. In Australia,
the availability and timing of franking credits also
impacts the timing of when after-tax income is earned
and can be spent.

This connection between income, growth and total
return provides the basis to describe how investments
can be used as a reliable income source. The challenge
for investors who are seeking income is to generate
income that is relatively stable and sufficient. Assets with
higher expected total returns, generally have greater

risk (the equity risk premium). Often this is because the
income payments are a smaller proportion of the total
return and the growth is more volatile and less certain.
At the company level, a lower payout ratio makes more
capital available for growth, so the dividend strategy
needs to align to the company’s growth objectives.
Start-ups often pay no dividends to reinvest in growth
opportunities, while mature businesses pay higher
dividends and can have limited opportunities to grow
faster than the economy. These variations enable a range
of income portfolios to be built from assets like shares
that are usually considered growth assets.

For bond investments, the difference between capital
and income returns can be more confusing to investors.
For Australian tax purposes, all income from a bond
investment is ordinary income. For a bond that is bought
and sold (rather than held to maturity) the trade price
can be different to face value producing a potential
capital gain (or loss), but it is still taxed as ordinary
income. For bonds held to maturity, the income will
only come from the coupon (and any discount on issue)
as the capital gains are offset over time as the bond
matures at face value.’ The variation in market value

is not reliable as an income source, but it can be an
effective diversification tool as a defensive asset in an
accumulation portfolio (see box).

The duration of defensive diversifiers in an
accumulation portfolio

Many bond investments fluctuate in value with
movements in markets. The amount of fluctuation

is usually described by the duration of the portfolio.
Duration measures the sensitivity of a bond, or a
portfolio, to changes in yields. A portfolio duration
of 1 means that a 1% increase (decrease) in yields
will result in a 1% decline (rise) in the value of the
portfolio. An at call cash investment has a duration
of 0 as changing interest rates do not affect the cash
value. Long-term government bonds have higher
durations often over 7 for a 10-year bond, and up to
20 for the bonds with the longest maturities.

For diversification, it is often preferable to have

high duration investments. This is because a fall

in equity markets or other growth assets, is often
associated with a fall in bond yields and the
diversification comes from a large increase in the
value of the bonds when the equity market falls. This
did not happen in 2022 as the market decline was
associated with a rise in interest rates. That is, the
diversification benefit is not perfect (correlation = -1).
This diversification benefit might help protect the
capital value of the portfolio but it is not an income
smoothing mechanism. For global bond investments,
hedging the currency exposure can sometimes
produce adverse income outcomes.

Investments that produce income on a rental basis
typically have a stable split between income and growth.
The income tends to be relatively stable, like interest, as
rents tend to be consistent over time. The key difference
to bonds is that the value of the asset tends to rise over
time, often matching increases in broader inflation.
When held directly, the valuations of property and
infrastructure are often less volatile than other assets
with growth exposure. Listed investments will be subject
to more variability as changes in the discount rate can
have a large impact on a market price. These assets

are often very long-term in nature, so they have a high
‘effective duration’. This adds to the defensive nature of
these assets.

The GPS framework of Figure 4 can help in the
description of differing income investment approaches.
People on the G-path that need income will seek
investments that provide both income and growth.
Along the P-path, capital growth is not essential, and
the total return could be generated as income. For many
investors, such as the endowment fund example, the
objective will be to maintain the real value of the capital.
This requires growth equal to inflation. Spenders need
to consume the capital as well as the income generated
from the investment.

10 The risk of not receiving the full face value at maturity is considered as part of the credit risk of any bond investment
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Australian households owned a total of $17.2 trillion in
assets as at June 2022."" Residential Land and dwellings
was the largest asset at $9.5 trillion while they had $6.5
trillion of financial assets, consisting of mostly super
($3.4 trillion); Currency & Deposits ($1.5 trillion) and
Shares and other equity ($1.2 trillion). Households also
have $2.8 trillion of liabilities, mostly loans, so the net
worth of Australian households was $14.4 trillion. The
provides a substantial base for Australian households to
generate income from investments. A large number of
retirees are reliant on this income as noted in Figure 2.
The need for retirement income will grow over time,
highlighting the impact from super will continue

to grow.

Figure 5: Australian Managed Funds June 2022
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Source: Plan for Life, as at June 2022.

Cash and Mortgage funds - $17 billion

These funds represent secure investments that will make
income payments reflecting the level of Australian cash
rates. Investments typically include bank bills and the
performance is generally very close to the benchmark

of the Bloomberg Ausbond Bank Bill Index. Some funds
provide an enhanced offer where some credit risk is
taken to increase the total return. Mortgage funds do
this explicitly through exposure to Australian mortgages.
The risks in enhanced cash funds are expected to be
modest. Greater risks can be taken in other fixed interest
investments.

A large component of household’s Currency and
Deposits will be term deposits held for income by
retirees.'? Other accounts will be for transactional
purposes and short-term savings, such as a house
deposit. Given the difficulty to separate these accounts
by intent, we can focus on other income-based
investments. According to Plan for Life there was $549
billion in managed funds in Australia at June 2022.
Some of this is super investments, including SMSFs and
some larger super funds, but it provides a snapshot

of the Australian market. A little more than a quarter

of the managed funds market can be classified as an
income investment. There is a total of $136 billion in
the traditional cash and fixed interest funds, and an
additional $8 billion in equity and alternative funds that,
through their name, highlight a focus on income. These
‘other income’ funds are likely to be using typical growth
assets to generate an income stream for their investors.
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Global & Diversified Fl
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Australian Fixed Interest - $68 billion

Fixed interest investments have a similar legal basis to
many cash investments but there are two additional risks
that can be present in a fixed interest investment. These
generally relate to a longer period to maturity of the
assets in the portfolio. With a longer maturity, changes
in interest rates impact the market value of the future
cash flows from the investment. The market value can
swing up and down over time, but if held to maturity
the investment will return to the face value of the
investment. The coupon payment on the investment is
fixed, so that its price adjusts to provide the appropriate

11 Australian National Accounts, Household Balance Sheets Australian Bureau of Statistics (June 2022).
12 At least the interest rate increases of 2022 help provide for a reasonable level of income to be paid.
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market interest rate. Some investments reduce this by
adjusting the (coupon) payments with movements in
market interest rates. This lowers the duration risk, but
the investment can still be exposed to credit risk. The
regular coupons provide income for the investor with the
return of capital at maturity.

Credit risk can be described as risk of permanent loss
either due to a failure to make a periodic interest
payment or the failure to repay all capital at maturity.
Government debt is generally considered as having

the lowest credit risk. Bond issuers with more variable
earnings and or questions of economic sustainability are
considered to have higher credit risk. Credit risk is often
managed through diversification - not having all your
eggs in one basket, so the loss on any one investment
does not have a major impact on the total portfolio.

Investors in fixed interest aim to generate higher income
than a cash investment, capturing a term premium for
the duration risk and/or a credit risk premium, reflecting
that the interest payments need to be higher to cover
the expected loss from a fixed interest investment with
credit risk. With regular payments and a known value at
maturity (subject to credit risk), fixed interest investments
can be matched to a desired cash flow profile (called
asset-liability matching) reducing the potential risks for
an investor seeking income.

Term annuities are a fixed interest investment that are
like a term deposit for the annuity holder. While most
term deposits are for periods less than a year (longer
maturities are available but less common), a term annuity
is usually an investment that is for several years. The
most common structure (known as an RCV100 annuity)
provides regular payments based on a fixed rate over
the period and returns the full capital at maturity. The
capital is locked away for the period and, unlike a bond
fund, there is usually no updated pricing for swings in
the market.

Figure 6: S&P/ASX200 Price and dividends variability

Global & diversified Fixed Interest -
$51 billion

There are a greater range of fixed interest investments
available globally. This enables an Australian investor
to tap a broader range of assets for regular income.
However, investments in different currencies creates an
additional risk to manage. As movements in currencies
can have a large impact on the income and capital of a
foreign currency investment, most global fixed interest
investments are fully currency-hedged. The costs of
hedging (or yield pick-up depending on relative rate
levels) should be factored into income expectations as a
balance against the greater opportunity set.

A diversified fixed interest investment provides scope for
the investment manager to add value by adjusting the
exposure of the portfolio to improve the overall return
and income of the portfolio.

Other income funds - $8 billion

There are a range of managed funds in Australia that
are not based on the traditional income asset classes but
are still managed and marketed as income funds. Some
of these are multi-sector funds that include traditional
income assets and income strategies from growth assets,
but there is a range of approaches that can be used to
generate income from growth investments.

Some of the appeal of these income funds is the lower
variability of income. While the underlying investments
can be more volatile than traditional income assets,

the income stream provided by the ‘growth’ assets is
often not as volatile. Dividend payments are more stable
as companies seek to avoid cutting dividends unless
absolutely necessary. The result is dividend growth

that is more stable, but still aligned to the long-term
growth in earnings and share prices. This can be seen

in Figure 6 which shows Bloomberg’s estimate of the
level of dividends for the S&P/ASX 200 against the more
volatile price index level. The dramatic cut to dividends
during the pandemic is also clear, showing up with a

lag through to June 2021 due the construction of the
Bloomberg estimate.
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Property & Infrastructure income

One approach, popular with high-net-worth investors,
is to invest in property or infrastructure assets that

are expected to provide a high stable yield. For direct
investors, investing in property for income usually
requires a relatively large capital balance. Property is not
easily divisible, and the price of individual properties can
be significant. Access is provided to this market through
listed and unlisted investment vehicles.

Income from property investments is provided by the
rental return less the cost of managing the property. In a
managed fund, the capability of the property manager
can impact the level of income that is available to

the investor.

Leverage is often used for property investments so

that investors don't need to provide the full capital
amount of the investment. This can be quite an effective
strategy in accumulating wealth, with the ability of
negative gearing to help an investor reduce their tax
liability. Negative gearing occurs when the interest and
management expenses are more than the rental received
from a property investment. This provides an immediate

Figure 7: Global market dividend yields
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A dividend-focused approach might invest in shares
with higher dividend yields and aim to capture more of
the average returns from dividends than from capital
gains. This will often occur with more mature companies
that have fewer growth opportunities and don’t need

to retain earnings for growth. This portfolio will still be
subject to market swings and capital value rise and fall,
but the stream of dividends is expected to be higher to
support a regular income stream.

Managers of dividend-focused funds sometimes
directly target retirees who have a 0% tax rate on the

deduction that can reduce current assessable income.
Expectations of positive returns are possible, but only
when there are capital returns over time. These can be
significant and if the taxation point is deferred, the tax
liability can be reduced especially if realised at a lower
marginal rate of tax. To use a property investment for
current income, it needs relatively low levels of debt so
that it is positively geared or potentially owned without
debt.

Equity income strategies focused on
dividends

Australian dividend yields tend to be higher than
dividends in other countries. As shown in Figure 7
Australia’s dividend yield of 4.5% p.a. was higher than
most countries and more than double the average
across the MSCl world index of 2.2% p.a. The historical
preference for dividends is reinforced by Australia’s
imputation system. Attaching franking credits to
dividends avoids the problem of double taxation of
company income, providing a relatively attractive income
stream to investors, especially when it can produce a
refund for low rate taxpayers.
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earnings of the investments supporting their account-
based pension. This enables a manager (and investors)
to implement tax-effective strategies that tax-paying
investors might avoid including:

¢ Higher portfolio turnover,

e ‘Seasonal’ allocations to capture dividends, subject
to the 45-day rule to ensure franking credits are
received; and

¢ Using futures and other derivatives which do not
get the capital gains tax discount when income is
generated.
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Given the nature of stocks that pay higher dividends,
equity funds following this approach sometimes have

a style bias that can impact the performance relative to
the overall market. An investor needs to consider if they
are comfortable that the long-term growth will likely be
close to the market return while generating the higher
dividend payments for income.

Equity income strategies using options
and derivatives

Another option for an equity portfolio is to use
derivatives to generate income instead of the potential
capital gains from the portfolio. This can avoid the style
drift of a dividend-focused approach, but execution
depends on the available depth of options and
derivatives available on the stocks. This approach also
works well for retirees for account-based pensions with
a 0% tax rate.

Figure 8: Generating income with a covered call

Market value

Option premium
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Additional
income

One way this approach generates additional income

is from a covered call strategy. This generates income
from the sale of the call option, giving up capital gains
from the returns above the option strike. The trade-off
between capital and income is shown in Figure 8.
Selling the call option generates option premium which
adds to income most of the time. If the share price
rises above the strike price on the option the income is
reduced. The trade-off is the option writer forgoes the
capital gains (above the strike) on the stock they have
covered. The amount of income generated (and gains
foregone) depend on how close the strike price is set
to the current market price. Fairly priced options will
balance the capital gains against the additional income,
but this can be complicated by taxes. This strategy could
be considered for a retiree with a low or 0% (in super)
marginal rate of tax who can benefit from the income
generation without a large tax burden.

Capital gains
foregone

Option strike
price

Covered call value

Share price

Investors can consider building portfolios across of range of underlying stocks to generate income from the dividends
and the option premium.'® Other derivatives can be used to convert (potential) capital gains to income for an

alternative source of regular cash flows.

13 There is also a requirement to hedge no more than 70% of the exposure in order to receive the franking credit attached to dividend payments.
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Figure 9: Schematic for a 7-year RCV0 term annuity
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Products designed to consume capital

Some products explicitly consume the investment
capital to a regular income stream through a process
known as annuitisation. This is when a pool of capital
is converted into a stream of income over a period of
time. One example is the RCVO annuity which is a term
annuity product where the regular cash flows provide

a return from both the earnings and the capital from
the investment. Figure 9 provides a schematic for a
7-year term annuity with no residual capital. The capital
is converted to a series of regular income payments.
These payments include both the investment return
and a capital return. The two combined elements vary
over time and are not generally separated out. Unlike a
term deposit, of the original capital is not returned on
maturity as it has been included in the regular payments.

A lifetime annuity also has this feature. There is no
maturity but the payments continue for the lifetime of
the annuity owner. This enables a lifetime annuity to
include a third component alongside the earnings and
capital which is a survivor benefit, or sometimes called
a 'mortality credit’. The absence of a capital return on
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death increases the payments for a lifetime annuity for
all holders at all ages. Most lifetime annuities provide
some form of death benefit which reduces the credit in
early years. In cases where the annuity holder does not
live a long time there can be a payment at the end of
the income stream, but in general there is a complete
consumption of capital as income over the life of the
annuity holder.

In recent years, policy changes and broadened the
appeal of other products that can provide a lifetime
income stream. While lifetime annuities generally provide
guaranteed returns (and are supervised by APRA so that
the guaranteed payments will be made), new products
are now available that have the payment for life feature.
These payments are not guaranteed in the same way

as a traditional lifetime annuity and they can vary with
investment markets. They can fall but will not stop for
the life of the holder. If they consume all the capital, like
a lifetime annuity, and meet the limited capital access
schedule, retirees in these products can benefit from the
same Age Pension means test advantage that applies to
lifetime annuities.

While the majority of Australian’s generate their income from employment, there is a growing need for people

to generate income from investments to support their lifestyle. This is especially true for the growing number of
Australian retirees. Historically it was only the households with greater net worth who supported themselves from
their investments, but the maturing super system means more Australians will increasingly rely on income from
investments, including super. The Age Pension remains relevant for the majority but there is a growing number of
retirees who need income to either supplement or replace their Age Pension entitlements.

There are a range of ways that investors can generate their income from their investments, and investors also
need to understand what will happen with their capital over time. With a range of investment options available,
investors need to understand how the different investments can be used to generate the income to support this

desired lifestyle.
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The information in this article is current as at 12 April 2023 unless otherwise specified and is provided by Challenger Life Company Limited ABN 44
072 486 938, AFSL 234670 (Challenger, our, we), the issuer of the Challenger annuities.

The information in this article is general information only. It is not intended to constitute financial product advice. It has been prepared without taking
into account any person’s objectives, financial situation or needs. Each person should, therefore, consider its appropriateness having regard to these
matters and the information in the Product Disclosure Statement (PDS) for the relevant product before deciding whether to acquire or continue to
hold the product.

Any examples shown in this article are for illustrative purposes only and are not a prediction or guarantee of any particular outcome. This article may
include statements of opinion, forward looking statements, forecasts or predictions based on current expectations about future events and results.
Actual results may be materially different from those shown. This is because outcomes reflect the assumptions made and may be affected by known
or unknown risks and uncertainties that are not able to be presently identified. To the maximum extent permissible under law, neither Challenger
nor its related entities, nor any of their directors, employees or agents, accept any liability for any loss or damage in connection with the use of or
reliance on all or part of, or any omission inadequacy or inaccuracy in, the information in this article.
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