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Covered Put Funds: A Potential Income Strategy for Retirees

Building from the previous article on how covered call strategies have become very popular
for enhanced retirementincome generation, let’s discuss the other side of the same coin, a
covered put fund. This also complements my Adapting Bonds to Modern Portfolios article.

Inthe currentinvestmentlandscape, retirees face significant challenges in generating stable
income, particularly as traditional bond investments for fixed income have struggled since
2021. Covered put exchange-traded funds (ETFs) and mutual funds have emerged as a
potential alternative for retirees seeking to maintain their income streams while managing
risk, and generally performed extremely well relative to bonds during the 2022 and 2023
bouts of interest rate volatility. This article explores how covered put funds can benefit
retirees, their associated risks, and their role as a possible alternative to bonds in retirement
portfolios.

Benefits for Retirees

1. Enhanced Income Generation

One of the primary advantages of covered put funds for retirees is their potential to generate
additional income. The premiums received from selling put options can boost the overall
return of the fund, providing a steady cash flow for retirees.

Selling a put option for premium income is a strategy where the investor agrees to potentially
buy a stock at a specific price (called the strike price) by a specific time in exchange for
receiving an upfront payment (the premium) by the specific time.

This income can help supplement other retirement income sources and potentially offer
higher yields compared to traditional fixed-income investments.

2. Downside Protection

Covered put funds may offer some protection against market downturns. The income
generated from option premiums can act as a buffer against potential losses in the
underlying short positions.
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A short position is a financial strategy where an investor essentially bets that the price of an
asset (usually a stock) will go down.

This feature can be particularly appealing to retirees who prioritize capital preservation and
seek to minimize portfolio volatility.

3. Diversification Benefits

Many covered put funds hold a diversified basket of short positions across various sectors
and industries. This diversification can help spread risk and reduce the impact of poor
performance from individual stocks.

For retirees, this can provide a more balanced approach to income generation and risk
management.

4. Potential Tax Advantages

The income generated by covered put funds may receive preferential tax treatment in some
cases. Option premiums are generally taxed as capital gains or treated as a return of capital,
which can be more tax-efficient than regular income.

However, retirees should consult with a tax professional to understand the specific tax
implications for their situation.

Risks and Considerations

While covered put ETFs offer potential benefits, retirees should be aware of the associated
risks:

1. Unlimited Upside Risk

Unlike covered call strategies, covered put ETFs face unlimited risk on their short positions.
If the underlying stocks rise significantly, the covered put fund could experience substantial
losses.

This risk is particularly important for retirees to consider, as it could impact their portfolio's
overall stability.

2. Limited Downside Potential

While covered put ETFs can benefit from falling stock prices, their potential gains are limited
to the difference between the short sale price and zero. This cap on downside potential may
limit the strategy's effectiveness in severe market downturns.
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3. Complexity and Management Fees

Covered put strategies are more complex than traditional buy-and-hold approaches. This
complexity may result in higher management fees compared to plain-vanilla investment
funds.

Retirees should carefully review the fund's prospectus and consider the impact of fees on
their overall returns.

4. Potential for Forced Buybacks at Higher than Market Price

If the put options sold by the covered put funds are exercised by the buying investor of the
put options, the fund may be required to buy back the shorted shares at the strike price. This
could result in realized losses if the stock price has risen significantly since the initial short
sale.

Covered Put Funds as an Alternative to Bonds

With the challenges faced by the bond market since 2021, many retirees are seeking
alternatives to traditional fixed-income investments. In addition to the above, covered put
funds may serve as a potential alternative for three reasons:

1. Potential for Capital Preservation

While bonds face interest rate risk and risk of excessive government spending which forces
more bonds onto the market, covered put funds may provide some downside protection
through their option premium income. This can help preserve capital during market
downturns and interest rate volatility, which is crucial for retirees.

2. Diversification

Including covered put funds alongside traditional bonds can enhance overall portfolio
diversification for investment income. This combination may help balance income
generation with risk management, potentially leading to more stable long-term returns.

3. Market Neutrality

Covered put strategies can potentially provide returns that are less correlated with
traditional stock and bond markets. This market neutrality can be beneficial for retirees
seeking to reduce their portfolio's overall market exposure.
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Conclusion

Covered put funds present an intriguing option for retirees seeking to generate income and
manage portfolio risk in today's challenging investment environment. While they offer
potential benefits such as enhancedyield, downside protection, and diversification, retirees
must also consider the risks associated with unlimited upside potential and the complexity
of the strategy.

As with any investment decision, it's crucial for retirees to carefully evaluate their financial
goals, risk tolerance, and overall portfolio strategy. Consulting with a financial advisor can
help determine whether covered put funds are an appropriate addition to a retirement
income plan and how they might complement or replace traditional bond allocations.

Ultimately, covered put funds may serve as a valuable tool for retirees looking to navigate the
current market landscape and secure a stable income stream in retirement. By
understanding both the benefits and risks associated with these investments, retirees can
make informed decisions to support their financial well-being in their golden years.

If you want to explore post-retirement goals aimed at creating healthy and balanced financial
strategies, please contact me at wwoo@researchcapital.com.
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