
Appendix

Investing in retirement

Among the biggest challenges, both emotionally and financially, of transitioning into retirement is the switch from receiving an ‘active’ income from exertion at work to relying on a ‘passive’ income generated by your investments. Having spent your lifetime seeing your super balance increase, retirement is the beginning of the reversal of this trend. For many, this feels unnatural and outright terrifying.

For the majority of retirees, retirement will extend across at least three decades and hence warrants a long-term view from even the most concerned investor. This appendix seeks to give you a foundation in the basics of investing and, at the very least, to provide some level of comfort with this difficult transition.

Put most simply, investing involves putting money into something that you believe will grow in value. There are three basic asset classes: cash, bonds and shares.

Cash needs no introduction – you use it to pay your bills and live your life. As for bonds and shares, thinking about your own family balance sheet offers a simple way to understand these. You may own your home or an investment property, in which case you 

 are entitled to both the increase in value (capital growth) and any income generated from the property; this is equivalent to equity. You have likely funded the purchase of this asset via a loan from a bank, and in return you are paying both an amount of capital each month and interest at a certain rate. In this case, you have issued a ‘bond’ to the bank in return for a lump sum of capital.

This is a very simple start, but let’s delve a little more deeply into these and a number of other types of assets.

Shares

Shares, or equities, are units of ownership in companies that trade on stock exchanges, such as the ASX. By owning a share in a business, you are entitled to the same portion of the profits that it generates in any given year. These profits are distributed to you in two ways: dividends and capital growth.

Capital growth, while not straightforward, comes from the increasing value of the company and thus the shares it has issued. This can be due to the increasing revenue or profit of said company or, alternatively, other people’s perspectives on its growth prospects. Most companies reinvest a portion of their profits each year, increasing their value over time.

Dividends are a portion of company profits distributed to investors. They represent the excess profits that the company has chosen not to reinvest and has thus paid out to you as an investor.

While shares are generally considered riskier assets as share prices can fluctuate a great deal over the short term, they have shown a very strong track record of long-term growth. According to Vanguard, Australian shares (based on the S&P/ASX 200 index and its predecessor) have returned an average of 9.2 per cent a year over the 30 years to June 2023, well ahead of the return from 

 Australian listed property (7.3 per cent a year), Australian bonds (5.5 per cent a year) and cash (4.2 per cent a year). Australian shares also beat the return for international shares at 7.5 per cent a year; the only comparable asset class that did better than Australian shares was United States shares, which generated 10 per cent a year.

This way or that way?

There are two distinct ways you can invest into shares: by owning them directly – for example, by holding BHP in your super fund – or by pooling your money with other investors in the form of an exchange traded fund (ETF) or managed fund. Both options have their merits and drawbacks, which are generally determined your own comfort with and perspective on risk.

Australia is somewhat unique in that you can assume full control of the investment of your retirement savings. Whether through an industry fund or an SMSF, you can choose exactly how your funds are invested, down to the individual share or company, without the need for professional advice. This is fraught with both opportunity and danger.

On the one hand, buying into individual shares directly can lead to massive outperformance. To give just one example, CSL (the former Commonwealth Serum Laboratories) was floated on the Australian share market by its owner, the Australian Government, in June 1994 at the equivalent of 77 cents. Back then, it was the sole manufacturer of blood products in Australia and also had a substantial pharmaceuticals business. CSL was worth $292.4 million. At the time of writing, CSL is valued on the share market at $127 billion. It has made an investment return of 5515 per cent. (At its peak in February 2020 it was valued at more than $150 billion.) Along the share-price journey from 77 cents to $280, 

 CSL has consistently rewarded investors who buy it and watch it go higher.

Naturally, while things can go incredibly well, they can also do the opposite – just as some companies perform much better than the index over time, an awful lot don’t. While some companies can magnify their shareholders’ investment to a staggering degree, others can destroy it completely if they are mismanaged or simply fail to compete well enough in their business. Plenty of Australian investors are still scarred by the collapses of companies such as HIH Insurance, ABC Learning, Babcock & Brown, Allco, One.Tel and Harris Scarfe, all of which simply ran out of money and delisted, their shares becoming next to worthless.

The alternative to buying individual shares is the concept of ‘pooling’ assets with other investors. This allows you to invest in more assets and shares than you otherwise could if you were investing alone and, in addition, access professional management. Pooling comes in two forms, managed funds and ETFs, both of which ultimately do the same thing: combine your money with other people’s to buy a diverse range of companies in which you own an equivalent share.

A managed fund, as the name suggests, is managed for you. Structured as a unit trust, your investment gives you an equivalent number of units, the value of which then changes based on the value of the underlying shares purchased. To sell or buy more of the fund, you must apply or redeem your units, at which point they will be repaid in cash. The alternative, an ETF, is by most measures the same structure but with one key difference: the units can be traded on a share market such as the ASX.

Buying shares directly increases both the risk and opportunity of outsized returns, whereas greater diversification via a pooled investment results in smoother returns and less bouncing around.


The active and passive options

This extends to a secondary question and consideration: the concept of active versus passive investing.

Investing is rare in that you are now able to receive the ‘average’ return, or that of the share market, for next to no cost; this is passive investing. Passive investing simply refers to (and has been facilitated by) the use of an index-tracking approach to investing. An ‘index’ is a particular portfolio of shares, such as the S&P/ASX200 or the S&P500. You hear daily updates on the performance of the larger indexes during news bulletins. Most indexes are constructed so that the largest companies on the share market, such as BHP in Australia or Apple overseas, receive the largest weightings within the index due to their relative importance. Thus, a passive fund simply buys these companies on your behalf at those weightings.

Active investing, on the other hand, is when you or a fund management company such as Platinum or Magellan seeks to use skill to choose individual shares that will perform better than the index. The fund manager hopes that its buying and selling activity will result in an overall portfolio performance that betters that of the index over a given period, and it will charge investors higher fees than a passive fund for that reason.

Beating the index over a given period is difficult, and it is even harder to repeat this success consistently over time. Standard and Poor’s SPIVA reporting regularly highlights the fact that the vast majority of active strategies underperform the market (that is, the index) over the long term. Over any given period, there will be some active managers that beat the index, but it is not always the same ones.


Alpha and beta performance

Financial markets have evolved to the point that the index’s return (‘beta’) has come to be thought of as the performance that investors have the right to expect. Active managers all say that they strive to beat the index (the return margin over that of the index is called ‘alpha’) and deliver alpha to justify their higher management fees, but they don’t always manage to do it.

On the negative side, an investor in a passive, index-based fund will own all the stocks in that index – the duds as well as the stars. Passive investors know that they can never do better than the index. Many don’t seem to mind this, especially if they have had negative experiences with active funds and their fees.

In practice, both passive and active approaches can play important roles in portfolios, particularly from the perspective of a retiree, and so both should be considered tools in the investor’s kitbag. You don’t need to choose between one (active investing) or the other (index-based funds held inside super or a brokerage account).

Franking credits

Australia is unique in that it has a dividend imputation system. This means that it acknowledges the amount of tax already paid by a company on profits that are then paid out as dividends to shareholders. The dividend is ‘franked’, such that when it is paid to shareholders, who must pay tax on it for a second time, the franking credit can be used to reduce said tax.

Here’s how it works. First, a company pays taxes on its profits at the corporate tax rate. It then determines its taxable profits. The amount of tax paid by the company becomes the franking credit 

 when the company distributes dividends to its shareholders – the company attaches the franking credit to the dividend payment. Companies can declare fully franked, partially franked (to any proportion) and unfranked dividends. The difference between fully franked and partially franked dividends comes down to the amount of franking credits that are attached to the dividends.

Franking credits are tax offsets that reduce the amount of income tax payable but ultimately seek to minimise double taxation. In other words, they are used to offset your individual tax liability, resulting in a lower overall tax bill (or increased refund). It means that you get to keep more of your income. If the franking credits exceed your tax liability, you may be eligible for a cash refund from the government. This means that you receive money back, providing you with additional income. These benefits make franking credits attractive to shareholders, particularly retirees or those in lower tax brackets.

For Australian resident investors, franking credits are the third element of total shareholder returns after capital gains and dividends. Over the long term, franking credits add about 1.4 to 1.5 per cent to the total return (capital gain plus dividends) from Australian shares.

International shares

Like investors of all nationalities, we have a natural ‘home bias’ towards companies we know well and do business with – think Woolies or Telstra. This is only strengthened by the franking ‘free kick’. While that preference can be easily understood, Australian investors do need to diversify their investments outside of Australia, where most of the world’s best and largest companies operate. This can be achieved through international ETFs, active 

 funds or holding direct shares (which has become much easier over the last decade).

Establishing international diversification is vital for Australian investors for two main reasons. First, Australia represents less than 2 per cent of the global stock market by capitalisation. Second, the Australian stock market is highly concentrated at the top end: the top ten stocks account for just under half of the Australian market’s benchmark index and are dominated by banking and resources stocks (although CSL, Wesfarmers and Woolworths are also there at the time of writing).

Australian investors should be looking to tap into industry exposures they cannot get in Australia to broaden the economic drivers that can be tailwinds for a share portfolio. For example, the Australian index is significantly underexposed to technology stocks, which make up just 6 per cent of the S&P/ASX 200 index compared with 28 per cent in the S&P500.

Diversifying into international shares is a must to ensure you have a share portfolio that is as efficient as possible in terms of capitalising on growth opportunities.

Cash and term deposits

Cash is both an asset class and a daily essential, as you use it to pay for goods and services. In its asset-class role, it is the bedrock of a portfolio in that it doesn’t lose capital value and is highly accessible and liquid. Having a significant cash holding gives you the flexibility to readily take advantage of investment opportunities.

Cash includes bank deposits, term deposits, savings and cheque accounts, and cash management trusts. It suits those of us who have a short-term outlook or a low tolerance to risk, or at times when other asset classes are highly volatile. Cash provides a stable 

 and low-risk income. However, the paradox of cash is that while it is the safest asset class, it cannot protect your assets from inflation.

In a term deposit, both the rate of return and the money you deposit is guaranteed: deposits of up to $250,000 are covered by the Australian Government under the Financial Claims Scheme should the financial institution your term deposit is with fail. However, recent experience, which saw the average Australian three-year term-deposit rate plunge to record lows, tells investors that term deposit rates shouldn’t be considered static. Term deposits definitely have a role to play in the safety of a retirement portfolio, but they should not be the only things considered.

Bonds

Bonds, otherwise known as fixed-interest assets, sit near cash on the conservative side of the risk scale, but they are one of the most misunderstood assets despite their relatively simple structure.

Bonds are a loan: you lend money to a government or a company, and it guarantees to pay you interest on the due dates (at the ‘coupon’ rate) and pay back your principal (the face value) at maturity. The spectrum of bonds – from risk-free (if held to maturity) Commonwealth Government bonds, through semi-government bonds issued by the state governments, to corporate bonds – can offer a wide range of yields and thus fill a range of risk appetites.

Like term deposits, bonds have a known rate of return upfront, giving you certainty, and they also represent a legal obligation to the borrower. This makes bonds one of the few asset classes where you know what your returns will be over the life of the holding (if you know you will hold it to maturity).

When it comes to income, the critical difference between a bond and a share is that with a bond, the company must return 

 to you interest and your principal when it says it will do so. With a share, there is no actual obligation on the company to pay a dividend. Share dividends can be reduced, or not paid at all, at the company’s discretion.

Because of this greater certainty of income, bonds, like cash investments, are defensive assets that can protect your portfolio during tough times. Augmenting this quality is the fact that bonds generally perform differently to shares and have less volatility. Also, unlike term deposits, bonds are liquid – you can sell part of a holding at any time to fund cash requirements.

Hybrids

Sitting halfway between bonds and shares is a rare variety of assets called ‘hybrid’ securities. These are so named because they have characteristics of both equities (shares) and debt (bonds). They are issued by companies ranging from the nation’s highest-rated banks to industrial companies without a credit rating. Using this range of issuers and the consequent range in yields, investors can put together portfolios that match the yield they are seeking with the risk they are prepared to bear.

Hybrids provide a cash yield from interest payments plus franking credits, which is the ‘running yield’. It is usually based on a margin over a market rate at any time, similar to the way your mortgage is set.

Property

Property is also a major asset class in Australia, and a popular one at that. Investment property has long been part of the ‘Great 

 Australian Dream’, but the asset class spans well beyond that. Property as an investment can be split into residential, commercial and government, including:

• office property

• retail property

• industrial property

• hotels and other tourism property

• logistics property (such as warehouses, distribution centres and cold stores)

• data centres

• medical and other healthcare centres

• rural property

• petrol stations

• childcare centres

• storage facilities

• retirement accommodation.

There are many options to invest in property without the need to take out a mortgage to buy an investment property. These include ASX-listed real estate investment trusts (REITs) and unlisted vehicles ranging from property syndicates to multi-asset unlisted property funds. Beware of the latter, though, as much of this sector is unregulated.

Why invest in property? The key when seeking to transition from active to passive income is to ensure that the income is being delivered from multiple sources that are influenced by different factors. Property can at times be driven by very different trends to share markets, and it can provide a more consistent return in the form of rental income.


Alternatives

Alternative investments, often unknown to all but the most sophisticated investors, are not the traditional building blocks of a portfolio, namely shares, cash, bonds and property. As they have different returns streams from mainstream investments, alternatives are used to diversify an investment portfolio.

Alternatives can also have a low or even negative correlation to the traditional investments, so at times when all the traditional markets appear to fall at once, allocations to alternatives may fall to a much lesser extent (low correlation) or even move in the opposite direction (negative correlation). This ability to absorb shocks can take the risk out of portfolios. However, alternatives are not without risk.

The term ‘alternative investments’ is incredibly broad and complex but is usually considered to include:

• hedge funds, which are managed funds that can invest across many different markets and strategies with maximum flexibility, so they can make (or lose) money regardless of what the share and bond markets are doing

• managed futures and commodity trading adviser (CTA) strategies

• absolute-return equity-based funds, such as long-short funds, which will simultaneously go long (buy) under-valued stocks and short (sell) over-valued securities, and ‘market-neutral’ funds, which try to deliver above-market returns with lower risk by hedging out market risk, looking to negate the impact and risk of general market movements and trying to isolate the pure returns of individual stocks


• high-yield assets, such funds that invest in distressed debt, junk bonds and mezzanine debt

• commodities, such as precious and base metals, oil and energy, and soft (agricultural) commodities

• agribusiness, such as investment in forestry, farming or horticultural businesses

• cryptocurrencies (for example, Bitcoin and Ethereum) and other digital assets

• art and other collectible items, such as antiques, coins and wine.

The realm of alternative investments is beyond the scope of this book and in most cases is best considered with the support of a financial adviser.

Infrastructure and real assets

Real assets are physical assets that have an intrinsic worth due to their substance and properties. ‘Real assets’ mostly refers to property, infrastructure, agriculture and forestry, but it can also include commodities, equipment and natural resources. Real assets are usually considered for well-diversified portfolios because of their relatively low correlation with financial assets such as shares and bonds.

Infrastructure investments include physical assets such as transportation (rail, roads, tunnels, airports and ports), utilities, communication, and infrastructure for renewable energy and desalination and water treatment plants. It even includes social infrastructure such as affordable housing, aged care facilities, hospitals, prisons and courts. Infrastructure assets are long-term cash 

 flow generators, with a high yield and, typically, little volatility. They are considered defensive investments, but this is not foolproof.

Like commercial property, infrastructure comes in listed and unlisted forms, with the same caveats. The volatility of the share market can mean the value of investments will fluctuate, making them higher risk. A benefit of listed infrastructure investments is that they are easier to sell and convert into cash. Unlisted infrastructure, on the other hand, may be less liquid and more difficult to trade.

Putting it all together

While it is all well and good to understand the major asset classes, the magic and challenge is in how you put them all together in the pursuit of your ultimate goal: generally a solid income or income and growth.

In financial adviser–speak, asset allocation is the process of dividing your investments among different asset classes, such as shares, bonds and cash. Asset allocation decisions are personal: the allocation that works best for you will change as you move through different times in your life, depending on how long you have to invest and your ability to tolerate risk. Your ideal asset allocation is the mix of investments, from most aggressive to safest, that will earn the best total return over time, tailored to your risk tolerance.

By investing in a variety of assets that are not closely correlated, investors can potentially earn reasonably predictable returns over the time period for which they need to invest, as opposed to if they were to invest in just one asset class, which would be too risky. Ultimately, you want the most efficient blend of assets that ensures you are not taking on more risk than necessary to deliver the outcome you seek.


Volatility

Asset allocation is incredibly important as it will help you deal with the most dreaded word in investing: ‘volatility’.

In the investment world, ‘volatility’ refers to the fact that on some days, market indices and stock prices move up, and other days they move down. The more dramatic the swings, the higher the level of volatility and potential risk. Volatility is most challenging for retail investors (investors without professional support) as our psychological makeup means we tend to seek control during periods of stress, and investing is an emotional activity even for the calmest among us.

Volatility is often associated with big swings in either direction. For example, when the stock market rises or falls more than one per cent over a sustained period of time, it is called a ‘volatile’ market. Big landmark events, such as the election of US President Donald Trump and the British Brexit vote, can create a wave of increased volatility in markets. Volatility is always present in markets in terms of price action, but what has changed is that the speed of dissemination of information is far quicker than it was 20 years ago, people’s ability to react quickly to that information has changed markets. At such times, the contribution of market participants – cash, equity or derivative instruments, high-frequency trading (HFT) or retail – can create a net effect that can be challenging for retail investors.

By spreading your portfolio across multiple asset classes, you are able to diversify the source of your returns and income as well as limiting the chance that you act irrationally during these periods of market stress.
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