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The Castling Defensive Portfolio had a Solid Year in  
2016, but Still Pulled Up Short of its Goal; Time to Dump 
it, My Fair Weathered Friend?

The Castling Defensive Portfolio (CDP) was our creation years ago, as an example of the 
analysis we do.  It's objective was to find a very low volatility mix of investments that had 
a good chance of producing an annualized total return of 7.2% (over a rolling period of 
years), with the lowest allocation to stocks that we could come up with.  If successful, this 
approach would result in a rough doubling of your money every ten years.

The stock bear markets of the early 2000s and 2008-2009 were no problem for the CDP. 
But today's persistent low interest rate environment?  We must admit that this has been 
the number one constraint on achieving our measure for success.  In 2016, the CDP had a 
total return of 6.77%, missing our bogey by 0.43%.  Boo-hoo.

So what about the long game?  Over the seventeen year period (2000-2016), the 
annualized return was 6.86%, still 0.34% away from our goal.  Since the CDP consists of 
only about 31% stocks, it does not share in all of the upside when the equity markets do 
well, such as recently.  On the bond side, when yields increase, bond prices move in the 
opposite direction, thus cutting into the total return (a combination of the coupon interest 
and the capital appreciation or depreciation).

When we work with clients, we evaluate their risk tolerances in three different 
dimensions: willingness, ability and need (to take risk).  If something like the CDP is felt 
to be too risky by the client, then they probably should not invest in the stock market at 
all.

But with the low interest rate environment coupled with the notion that bond yields may 
begin to normalize (meaning up), the bond portion may contribute low returns for the 
CDP, over the next several years.  However, we would not change the asset allocation 
unless we find some strong evidence coming from our proprietary Asset Allocation 
Database.

Our chief focus has been trying to maintain a very low volatility portfolio, without the 
need for constant supervision.  Our preferred measure of risk is called the coefficient of 
variation (CV).  Quite simply, it measures the variation in returns (the standard deviation) 
divided by the annualized return.  This can be thought of as the “risk per unit of return”. 
We recommend that if you are investing on your own, you at least investigate this useful 
metric.
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With this in mind, our table nearby shows that the CDP has a CV of only 0.69 over the 17 
year period (2000-2016), which is still well below that of the high quality individual 
funds we compare it to.  To invest significantly in equities really means accepting a CV 
greater than one, perhaps much greater.  While there is nothing inherently wrong with a 
fund delivering this, the level of risk implied may be difficult for some investors to 
handle.  As a result, they may cut and run after a market decline.  Bad idea, since they 
typically wind up selling closer to the bottom, than the top.

The main point to keep in mind is that we can compute CV and get a reasonable picture 
for an investment portfolio even before the next correction or bear market hits.  This does 
not imply that we are recommending market timing.  It is, however, emphasizing that we 
need to calculate the risk inherent in any investment portfolio and then evaluate whether 
that portfolio aligns to our three dimensional risk tolerance model.  Yes, this may be 
considered a trial and error process, but so are many other things in life.  There is no need 
for you to feel stuck with a portfolio, that fits you about as well now as your wedding 
clothes do.  It is best to figure this out before you even begin investing.

While we think that the fixed income/bond side of the CDP will remain challenged for 
the next few years as interest rates perhaps normalize, we still continue to see great value 
in showing what a very low risk and low cost portfolio can do on its own.  As you can see 
in one of our tables below, the total expense ratio is only 0.19%, which is pretty 
remarkable considering that six out of the ten investment vehicles are actively managed 
and only three are index funds.  I suppose that the 9% remaining in bank CDs could also 
be considered  “actively managed”, but by the individual investors themselves.   

Finally, looking at 2017, the slow start for all of the bond funds continues.  The overall 
return to the end of March stands at 1.37%.  We would not be surprised to see an 
aggregate bond fund post a annualized return for the next five years, in the 0-2% range. 
The mix of the CDP gives you a flavor of other asset classes, including Treasury Inflation 
Protected Securities (TIPS), which are bonds that adjust their principal and interest with 
inflation (as measured by the Consumer Price Index).

As it stands, we would definitely not dump the CDP if we were already holding it in a 
portfolio.  But we may want to go back and assess the willingness, ability and need of the 
investor (to take risk) and see if any of these may have have changed, or if the CDP was 
ever really suited for that person to begin with.

From the standpoint of the markets and economy, another dismal first quarter GDP 
growth number was recently announced and then revised upward, to 1.2%.  Our overall 
read on the stock market is that it can only be considered fairly valued if a corporate tax 
cut is actually implemented.  We think this along with prospects for deregulation, are the 
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reasons for the Trump rally since the election.  But over the past number of weeks, the 
bond market has told a somewhat different story.  As I write this, the yield on the 10 year 
US Treasury note stands at 2.28%, which is off its recent peak above 2.60%.  There is 
some concern that tax cuts may be delayed or cut down in size and scope.  If there is no 
tax cut finalized this year, we believe this may cause stocks to correct.  There is no need 
to panic, but the stock market is a true leading indicator of the “animal spirits” in the 
economy.  Meanwhile, bonds tell more a tale of woe and caution.

Understanding what kind of investor you really are is probably more important than 
understanding the minutiae of the markets.  Our CDP only lost money in two years out of 
seventeen during 2000-2016.  In 2015, this was a miniscule 0.22%.  In 2008 during the 
financial crisis, the loss was larger, at 6.15%.  However, the turnaround was swift.  All of 
this loss and then some, was made up in 2009.  This was certainly not the case for 
portfolios holding a much larger stock allocation.  Would this matter to you?

Identifying your true self as a person who cannot stomach higher volatility would 
ultimately be a good thing.  To thine own self be true.  But better to do this sooner and for 
longer.  It is an expensive lesson to learn after markets drop.  Plus, when do you buy back 
in again?  The beauty of a rolling period  based allocation is that there are multiple 
portfolios that you can probably live with, perhaps to retirement and beyond.  
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All That's Gold Does Not Always Glitter... Creating your 
Own Goldilocks Scenario

The commercials seem to be everywhere on news and business channels all over cable 
and satellite TV.  Surf the Web and pull up news, weather and sports and you've probably 
seen more than your share of these advertisements.  Buy gold.  Buy now.  But above all  
else, buy your gold ONLY from us!

The various reasons given are: economic uncertainty, social turmoil and unrest, the US 
national debt, inflation, the next financial crisis and so on.  Oftentimes, these urgings are 
accompanied by statements claiming that some (we are led to believe) smart investors are 
putting 20% or more of their assets into gold.  Almost always, the emphasis is on getting 
the gold into your hot little hands.  Gold that you can touch and feel and look at in awe 
and wonderment.  There is almost an obsession with making it a near sensual experience.

How non financial planning is that?  How could we ever hope to compete with such a 
spiel?

Since so much of what we do comes back to answering the basic questions of who, what, 
when, where, why and how, our discussion here is meant to be an introduction to the 
subject of gold, what it is, how best to own it and where and how it can provide an 
increased level of diversification in your investment portfolio.  But we also touch on what 
gold is not and some of the fallacies that have sprouted up around the yellow metal.

Finally, we have some real life data to show you.  What if we were to add gold to our 
model Castling Defensive Portfolio (CDP)?  We invoke the Goldilocks principle, but 
show you that what glitters best may also be partly in the eye of the beholder.

Gold as a precious metal has been used as a means of exchange for thousands of years, 
perhaps longer than anything else in recorded history.  Today, its usefulness in industry 
has appeared to have been eclipsed by other precious metals such as silver, along with 
rare earth elements such as titanium.  But gold is still scarce enough and pleasant enough 
to look at, that it has been shaped into jewelry and minted into coins used by most 
sovereign governments throughout the past two millennium.  But what about dentistry? 
Don't get us started on that one.

Gold has been shown to back the currencies of governments to such an extent, that once 
this backing was removed, inevitable price inflation took control to one extent or another. 
Today, virtually no government and especially not any of the large economic powers, 
backs their currency with gold.  This gave rise to the concept of “fiat currency”: where a 
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government maintains that its currency has value as legal tender, simply because they say 
so.

Anyone who remembers the decade of the 1970s in the US, has experienced significant 
inflation.  The last tie between the US dollar and gold was severed in 1971.  What 
followed was not very pretty, even though politicians from both major parties claimed the 
inflation problem was caused by something else, especially something coming over in 
barrels from the Middle East.  But those oil barrels were always priced in US dollars and 
the value of those dollars was gradually cheapened over time, principally by creating too 
many of them (whether in circulation or as reserves).

Two initial points must be made.  Gold is often described as being money, or as a way to 
back money.  Secondly, once this backing is removed, the threat of price inflation causes 
people and institutions to seek some hedge against this risk, simply by owning some gold.

There have been long periods of time when the price of gold climbed higher and higher 
(1970s and 2000s), while through other extended durations it seemed to be in permanent 
decline (1980s and 2013-2015).  By contrast, most cyclical stock market corrections are 
over in less than eighteen months.

If inflation is the economic symptom indicating the need for gold, deflation can be the 
contra-indicator.  In 2008, there was a temporary big sell off in gold, coinciding with the 
financial crisis.  This was likely due to fears of potential major deflation.

Another important point to keep in mind is that there is no evidence that just buying it 
and burying it (maybe in your safe deposit box), will assure you of success even a decade 
or more, later.  Or even of a decent return.  Or even of any positive return.  Maybe yes. 
Maybe not.

Closely related to this point is the observation that gold has no income potential.  It 
generates no interest.  It pays no dividend.  Unless you have a business renting jewelry, it 
pays no rents or royalties.  (We could make an exception here and state that gold mining 
stocks can do some of these things.  But we would then be holding an equity security, 
representing ownership of a business that is involved in extraction.  This is not really the 
same thing, although it is related.  Therefore, we will not be discussing gold mining 
stocks here.)

So why should we even bother?  We would like to put forth the following reasoning. 
Gold is not well correlated with any financial assets, almost all of the time.  This simply 
means that its price does not tend to move in the same direction and by the same 
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magnitude, as many other asset classes.  Owning a mixture of  low or inversely correlated 
asset classes, results in a higher level of diversification.

Diversification, in turn, is not about achieving maximum rates of return.  It is really about 
avoiding large losses, while experiencing less volatility over time.  By holding the right 
asset classes in the right mix, for the right period of time, you stand the best chance of 
achieving your goals, while encountering the least amount of downside risk.  There will 
still always be some risk.  But the idea of reducing it in any measurable way creates a 
“less negative” feedback loop.

As an example, imagine the following conversation:

“How's it going?”

“Oh, bummer.  I'm way down in my investments and I don't know what I should do.  I'm 
losing sleep over it.  Maybe I should just get out completely.  What about you?”

“Haven't really paid that much attention, actually.  I see we're down a bit, but it doesn't  
really look like any reason to panic.  I think I'll just let it ride and see how it goes.”

Can you tell who has the more diversified portfolio?  

If by now we have established our argument that owning gold, to some extent, may be an 
inflation hedge, we should move on to answering the other 5 Ws and H questions related 
to owning it.  How can we buy it?  But more importantly, how should we buy it?

Direct physical ownership is often the method touted in TV commercials.  We can 
generally split this up into two types: coins (usually one oz. each)  and gold bullion in 
bars and ingots of various size, weight and purity.  Gold in the form of legal tender coins 
from popular countries, is very well trusted.  Bars and ingots need to be assayed, which 
means that they are weighed precisely and also tested for their exact gold content.  This is 
an expense of gold ownership (with bars).  While owning coins avoids assaying, there is 
still a premium to be paid for purchasing coins.

Here is an example.  Kitco is a popular and reputable dealer in the US.  On April 25, 
2017, we browsed their Website and found that we could purchase a 1 oz. Gold American 
Eagle coin for $1,328.80.  Immediately thereafter, we checked the price for which we 
could resell this exact coin back to them.  It was $1,260.901.

However, all dealers are going to have a difference (or spread) between what you can buy 
a coin for and what you can sell it back to them for.  We are not saying that this spread is 
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any less at another dealer, especially those who spend lots of money on TV commercials. 
All the same, let's round it off a bit and estimate that it's a 5.4% dealer margin.  We'll 
come back to this number a little later on.

Whether we buy coins or bars, the issues of storage and security need to be addressed. 
Many people are perfectly happy taking delivery of their coins by mail and then storing 
them in their local bank's safe deposit box, since  the annual cost of renting a box is quite 
nominal.  Homeowner insurance policies will provide very little, if any, coverage for gold 
stored in the home, under the typical limits for a homeowner HO-3 or HO-6 (condo) 
policy.  It is possible to increase these limits by using an additional rider/endorsement and 
paying the additional premium.  But wasn't the gold supposed to be providing you with 
portfolio insurance, instead of you shelling out additional dollars to insure it?

Direct physical ownership is also possible with a custodian who will store your gold in 
their vault.  This should relieve you from worrying about your gold's safety, but it does 
mean that you incur higher expenses for storage,  than simply using your bank's safe 
deposit box.

Whether you pick coins or bars, your safe deposit box or a custodian's vault, another 
problem you face is the simple lack of integration with the rest of your portfolio.  There is 
not a smooth process to dollar cost average small amounts each week or month.  You can 
buy one coin or sell one coin, for example.  If you wanted to maintain a 5% weighting in 
the precious metal and your year-end actual mix was 6%, selling this fractional amount 
could result in less than one full oz. needing to be transacted.  While this is possible to do 
given the existence of some very small size coins (i.e. 1/10 oz.), it's not that practical 
given dealer markups.

On the other hand, if the price of gold went down and it now represented only 4% of your 
investment portfolio, you should technically sell other investments and buy more gold. 
Sure thing, but maybe not that easy?  Selling within non-retirement accounts will 
potentially generate capital gains taxes in those other accounts.  This could be avoided if 
everything was transacted in retirement accounts only.  But let's suppose we free up X 
dollars which, coincidentally, turns out to be the exact sum needed to purchase one 
additional ounce, including transaction costs.  If the source of this cash was an IRA (or 
other retirement account), this means that we just took a distribution.  This may not have 
been intended (or even desirable in  most cases), since income taxes and penalties could 
result.

It is certainly possible to hold gold coins or bullion in an IRA, but you should use a 
custodian such as with a so-called self-directed IRA (geared to holding alternative assets), 
or through a gold dealer who then keeps custody or sets up custody with a third party. 
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We definitely do not recommend that any investor attempt to hold physical gold inside an 
IRA and retain possession at home or in a bank safe deposit box.  We have not found any 
literature from the IRS or other sources, that prove that such physical possession (inside 
an IRA), is going to survive a challenge by the IRS2.

When using a custodian, you may be required to do small trustee to trustee transfers to 
perform the re-balancing activity.  This could soon become tiresome.  So unless the 
investor is naturally very diligent, it simply will not get done every year (our 
recommended re-balancing frequency).  Instead, it may be far easier to use a range for the 
allocation to gold and then make infrequent transfers every few years, that add to or 
subtract from, the gold holdings.      

To summarize, we have covered several issues resulting from physical ownership and 
have commented on their negatives:

1. Dealer markup/bid versus ask price spread/commissions or transaction costs 
(High).

2. Storage and security costs (Varies, but can be high).
3. Reduced ability to dollar cost average in portfolios with smaller account balances 

(Need to have a larger portfolio, in order to do this efficiently and effectively).
4. Cumbersome to re-balance when other investments are in IRAs or employer plans 

and the gold is stored with a separate custodian. 

How could we avoid these negatives but at a very low cost?

Gold ETFs (Exchange Traded Funds) have now been around for more than a decade and 
have revolutionized the way we can buy gold.  There are two major ETFs that carry gold 
bullion as their sole asset class and have been around for more than a decade:

1. SPDR® Gold Trust (ticker symbol: GLD) – distributed by State Street Global 
Advisors Funds Distributors, LLC3

2. iShares® Gold Trust (ticker symbol: IAU) – distributed by BlackRock, Inc.4

These ETFs are trusts and  are not set up as investment companies, in the way other ETFs 
or mutual funds are.  They are set up to hold their physical gold in vaults run by third 
party custodians and are required to report on their holdings.  Their objective is to mimic 
the movements of the “spot price” (market price) of gold.  Looking over the last decade, 
it appears to us that each has been successful.  There has been some concern that on an 
intra-day basis or during a “flash-crash”, the ETF's price movements could begin to 
divorce itself from the underlying spot price of gold.  But the true investor is not buying 
and selling multiple times per day.
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We believe that for the purposes of almost all long term investors, owning gold via an 
ETF would be very adequate.  None of the problems cited above, involving physical 
ownership, exist.

ETFs are bought as shares on exchanges, in regular brokerage accounts that can hold 
mutual funds, stock, bonds, etc.  ETFs sell at a price which can be higher or lower than 
the fund's NAV (the value of the underlying assets it holds), although this spread is tiny 
compared to a physical gold dealer's markup on coins or the spread between share price 
and NAV, on most closed end mutual funds.

Share pricing allows us to buy fractional amounts of gold.  For example, a recent price for 
one share of IAU was $12.  This would not buy much gold.  But if we wanted to re-
balance in a small investment portfolio and include IAU instead of coins (each costing 
perhaps $1,295 or more), you could adjust your allocation by 1%, more easily.  A 
standard brokerage commission applies on a buy or sell order, but this could be in the 
range of $0-$20, depending upon the broker and the size and service level of the account. 
It is also easy to set up the purchase or sale as a “limit order”, thus giving you extra 
control regarding what price you will accept, although at the risk of potentially not seeing 
your order get executed (as it would at the current market price, when using a “market 
order”).

Next, let's look at the performance of gold bullion on the spot market versus IAU.  Once 
again, the latter is one of the ETFs and has been around for slightly more than a decade. 
One can make the argument that this time period is not long enough to judge how ETFs 
perform versus owning the metal directly, but it's all we have to base our judgments on. 
Actually, it is somewhat adequate since it includes portions of both rising and falling 
markets.

The table below shows the total return of IAU alongside that of gold bullion, for each 
year of the 11 year period from 2006 through 20165,6.  We tried to perform this analysis 
by looking at the percentage change in the gold price over each calendar year during the 
period in question.  There were limitations encountered in arriving at the final year end 
prices (i.e. we could not always get the exact December 31st closing price of bullion). 
This gave us the initial impression that the ETF may have had a higher return than the 
spot gold price, during some years.  But since all ETFs have some management fees and 
other expenses, we expect that spot gold's return (price change) will always be a little 
higher.  In our case, IAU carries a 0.25% expense ratio.  So in those years (i.e. 2008)
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where IAU seemed to have a higher total return than the spot gold market, we just set the 
difference (in the absence of better information) to zero.  All in all, spot gold seemed to 
enjoy less than a 1% average annual improvement over the IAU ETF.  But wait!  As 
mentioned earlier, if we buy coins, we pay a premium and if we buy them from any 
dealer, there will also be some dealer markup.  We estimated this to be 5.4%.

So at the end of 2016, we assume we have not $1,150.90, but $1,088.87 after 
hypothetically selling back a coin to a dealer.  This translates into an almost 111% 
cumulative return.  Pretty good, except for the fact that IAU delivered an almost 117% 
return over that same time period (net of its own management expenses).  While 
brokerage commissions for both buying and selling the ETF would have eaten into these 
returns ever so slightly, this is still ample evidence that a gold ETF can hold its own.

For those who are still somewhat skeptical that ETF gold shares represent ownership 
where the underlying asset is true physical gold, we recommend that the reader look over 
the daily report from the ETF, which lists the location of the vault, along with the shape, 
weight, purity and stamped serial number, of each gold bar contained therein7.

Lastly, if we have made our case that a gold ETF is an efficient and effective tool for 
gaining exposure to gold within an investment portfolio, the natural next question is: how 
much should you buy?  This is certainly not a trivial pursuit.  Recall at the outset of our 
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discussion, some in the industry (especially those who would benefit from gold coin 
sales) advocate for a 20% or more allocation in one's portfolio.

We could not disagree more strongly.  After performing our analysis, we have some 
results to share.  While we were only able to use an eleven year period, from 2006 
through the end of 2016, this was still quite useful, since gold exhibited both a peak as 
well as a trough, in its price.  It was no uniformly bull or bear market.  Keep in mind that 
if we want to find the appropriate percentage allocation for a gold ETF, we would be 
looking to permanently diversify our portfolio.  Therefore, we would expect to hold the 
gold ETF through both bull and bear markets.

By contrast, if you wanted to time the gold market and sell out completely because you 
felt the gold price had hit a peak, you would no longer have it as an asset class within 
your overall portfolio.  If this is your approach, then it simply is not long term investing. 
Trading in the market instead of investing, is certainly valid.  Just let's not call it 
investing.  Therefore, this approach is not relevant to our discussion.

We used our Castling Defensive Portfolio (CDP) as the guinea pig for our analysis.  This 
hypothetical model portfolio is composed of real investment vehicles that are all 
accessible to the average investor.  The objective of the CDP is to provide a very 
conservative portfolio as an example to those who may be very risk intolerant.  So if the 
CDP is too risky for you, you probably should not be an investor at all (in which case, you 
may find it very difficult to reach your financial goals).

We performed various calculations using absolutely zero gold (so 100% CDP), all the 
way up to 25% gold (75% CDP).  Here is what we found.  Please refer to the table below.

Adding gold appeared to increase the overall return of the mixed portfolio (let's call it 
CDP-gold).  But increased return usually comes with increased risk.  Our favorite risk 
measure is the Coefficient of Variation (CV).  Our baseline CV is a subdued 0.91, along 
with an 11 year annualized return of 5.69% (using 100% CDP).

When we increased gold to only 1%, we improved the return to 5.72%, while CV stayed 
the same.  So far, so good.  We then increased gold to 5%.  This improved our return to 
5.83%, but the CV only went up to 0.92.  Making gold 10% gave us a 5.96% return and 
CV still stayed low (0.95).

But then things took a turn for the worse.  At a 15% allocation, the return was 6.09%, but 
now CV had increased to 0.99.  The issue here is that a CV greater than 1 implies that 
there was more variation/volatility (risk) than the commensurate amount of return. 
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At 20%, this was also demonstrated, as well as the fact that the total return in 2013 turned 
negative.  A 25% allocation fared even worse, with 2013 and 2015 showing poor returns. 
The objective of the CDP is stability and any additional asset class (and its mix) should 
be adding to this stability, not subtracting from it.

Our conclusion is not much different from Goldilocks finding “the one that was just 
right”.  Somewhere between a 1%-10% allocation to the gold ETF, is helpful as a 
diversification tool.  Go much further beyond this point and you risk gold price volatility 
detracting from your overall portfolio returns.
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Why Don't Humans Treat Their Human Capital More 
Humanely?
The 21st century seems to be a great time to bandy about the phrase “the value of human 
capital”.  Back thirty or forty years ago, it was common to think about most (let's say 
80%) of a company's value being comprised of its tangible, physical assets, such as plant 
and equipment.  Today, it has been estimated that the same proportion of value resides in 
intangibles of intellectual property, brand and people8.  Or at least that's one major point 
of view.  Meanwhile, Investopedia defines human capital as “a measure of the economic 
value of an employee's skill set”9.

But wait a moment.  Why are these perspectives so organizationally/corporate based?  It 
seems rather obvious to us that you simply cannot treat human capital as some kind of 
asset on the balance sheet of an employer.  An employee who has the most valued skills 
can simply say “take this job and shove it”, while another without any valued skills could 
conclude that it's someone else's responsibility (the employer or government) to “give” 
them those valued skills.  If this does not happen, would protesting for a fifteen dollar 
minimum wage become a productive use of one's time?

Let's keep in mind that a valued employee (or any employee for that matter) is not chattel 
to the employer.  Counting on retaining an employee is not the same as counting on 
retaining a tangible asset that generates income for the employer.  The business owns the  
drill press, but not the drill press operator.

By contrast, an employee lacking skills may not immediately grasp the true nature of his 
predicament.  If it is commonly believed to be the employer's or government's role to 
retrain a worker or to develop their human capital, this mindset may lead many people to 
neglect that which would otherwise be of most value to their own selves.

So instead of looking at human capital from some organizational or public policy point of 
view, we would rather reverse this and look at it from the perspective of the individual. 
Why doesn't each person guard and grow their human capital, in the same way they guard 
and grow their savings and investments?

The basic principle we have learned from experience is that you never own your job  
(unless of course you own the business), but you ALWAYS own your job skills.

The right to organize into unions, obtain arbitration of labor disputes, seek redress of 
grievances over labor laws, or report abuses to State and Federal  Departments of Labor, 
have all been integral to the history of labor in the US.  But our concern here is not 
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specifically over how labor is treated, but what the economic value of that labor is and 
how to protect and enhance it.

In order to relate all this back to financial planning, let's first review our Castling 
Principle:

The simultaneous use of two fundamentally different things, in such a way that you  
achieve a result that could not have been achieved using just the one or just the other.

This principle has been around forever.  We simply gave it a name derived from a 
particular chess move.  (When we first analyzed what would cushion against downturns 
in an investment portfolio during retirement, the obvious answer seemed to be something 
that did not incur losses to principal in the way that any investment portfolio would.  So 
the concept of a “savings portfolio” was first seen as that “fundamentally different thing”. 
While we have discussed many of the different elements of a savings portfolio elsewhere, 
the point to be made here is that identifying these other fundamentally different things, is 
what's really critical.)

Over several years of thinking about a person's complete financial life, we came up with 
the following list of fundamentally different things, as our scope:

1. Investments
2. Savings
3. Job/Business Skills
4. Life Skills
5. The ability to manage money (including how you choose help, if and as needed)
6. Health
7. Time

It is no mere coincidence that only the first two items on this list would be included on a 
person's/family's net worth statement.  The other five seem so much more intangible.  Yet 
we contend that the individual who optimizes all seven of these, has the best opportunity 
for a successful and prosperous life.

In contrast to the aforementioned organizational/corporate definitions of human capital, 
the bottom five on our list form the ingredients for our definition of human capital.  We 
next briefly describe each one.

Job Skills and Business Skills are treated as being of the same category.  Not everyone is 
destined to be an entrepreneur (or would even want to be).  But each of us is the CEO of a 
little shop called Me, Inc.  Some of these skills can easily be acquired by taking classes, 
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but even with advanced degrees, getting hired may be predicated upon demonstrating 
actual and relevant experience.  A classroom exercise or project in software development 
may be “throw-away”.  Taking the next step and actually using that skill in developing 
even a part of a real solution for a business, is where value gets created.  One's first 
experience in any new technology may be awkward and the deliverable may be sub-
optimal (or worse).  But this may demonstrate that the individual has what it takes to 
move from the classroom to a real-life project and ultimately, to a successfully 
implemented solution.  When this person moves into the next project using this same 
technology, but it is now combined with that great teacher called experience, the essence 
of human capital value is on display.

The human capital value of a 23 year old barista with a liberal arts bachelors degree, but 
with no other marketable skills and no experience (in his desired profession), is fairly 
low.  While this is not the politically correct thing to say, it is the economically accurate 
thing to comprehend.  To say that a person deserves a higher minimum wage in order to 
“make a decent living”, is a completely irrelevant argument from the standpoint of 
economics.  We think this person may deserve some government assistance in order to 
avoid poverty, but this has nothing to do with their market based wage rate.  Give them a 
wage that is higher than their economic value and you will soon be saying bye-bye to that 
job.

Centuries ago, the idea of going to a university in order to get an education, was 
something reserved for the aristocracy, the ultra-wealthy and the clergy.  Even the 
merchant class was focused on gaining specific skills that could be used in business, from 
the first day.  Laborers hoped to gain admission to an apprenticeship program, in order to 
acquire the skills that they would then use for a lifetime.  The emphasis was on gaining 
marketable skills and not going deeply into debt, trying to acquire them.  And time was of 
the essence.

Contrast that with many liberal arts students today, who graduate with dubious degrees 
where problem solving, analytical skills, modern math and information technology basics 
are all missing.  How many take more than four years to finish?  How many accumulate 
$50K-$100K (or more) of debt?  All of this to what end?

Yes, these are truly the second dark ages in education.  Consider that the basics of a 
bachelor's degree, the core curriculum, is really driven by one thing: delivering content. 
And the cost to deliver content has fallen by at least 90% over the last twenty years.  So 
why should the educational experience be so expensive?

Our advice in terms of gaining job and business skills, is to de-emphasize expensive 
educational programs and to re-emphasize experience, wherever it can be acquired.  We 
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have previously discussed the junior college to bachelors degree route, as well as 
advanced placement courses in high school and the use of on-line education, as valid 
alternatives.  Getting a foot in the door with an entry level job, even if the subject matter 
is boring but the pathway is open, should be the goal.  There are relatively few people 
who are truly successful in life simply because of the connections they made in college, 
or the prestige of the university they attended.  After a few years, while seeking a 
promotion or another job opportunity, the rah-rah Big U memories will not buy you 
much.  But your lingering student loan debt may be more than a memory and certainly 
feel more like a nightmare.  Keep in mind that a new employer is more concerned with 
what you can do for their bottom line.

Get over the education hang-up.  If you finished your degree(s), fine but quite frankly,  
who cares?  It was only an admission ticket to the game of life.  Job Skills and  

Business Skills are what really matter in the long run.

Going beyond the initial degree programs, there are often professional certifications that 
represent where a particular career or industry is at, or where it is going to.  Quite often, 
these certifications require relevant experience to accompany the completion of 
coursework and usually include an examination.  It is quite interesting to note that most 
bachelors degree programs allow a student to get a diploma without having demonstrated 
any level of skill or mastery of any subject area.  Completion is usually based upon 
accumulating a certain number of credit hours.  This seems painfully close to the notion 
that time on the job is the main prerequisite for promotion, not actual accomplishment.

A professional designation or certification may require a bachelors degree, but many do 
not require that degree to have been earned in any particular discipline.  This is hugely 
important.  It means that a “BA in BS” (pardon our pun) may be   upgraded   with only a   
few additional courses, along with some entry level experience, into something far more 
valuable.  Usually, this can be acquired at a reasonable cost, with many offerings 
available online.

Life Skills may seem like a strange addition to a discussion of human capital value.  It's 
easy to see how knowing the elements of accounting thoroughly, when you're starting a 
new job as an accountant, would be important.  But what about the ability to get to work 
on time every day, because of the ability to drive, “read” traffic patterns and use maps? 
Or the ability to cook a delicious meal for someone instead of going to an expensive 
restaurant?  Does our accountant have enough skills to prepare her own incomes taxes, 
even though she doesn't work with personal income taxes on the job?  What about the 
blinds she just installed by herself in her new apartment?

Simply put, we define life skills as representing everything outside of job/business skills, 
that are of a non-trivial nature.  These require at least some learning.  Each needs to be 
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experienced.  In other words, one does not learn how to properly install window 
treatments by only reading a book.  This skill is learned by doing, but in consultation with 
other learning materials.  Life skills are important because each represents something 
that, in the absence of which, you would otherwise be paying someone else to do, or that 
enhance your potential job/business opportunities.  Add all of them up and you may find 
that if you did have to pay someone else for doing each, the total cost could be 
prohibitively expensive.  You may also find that (if missing the life skill) your level of 
flexibility in job and business pursuits, could be reduced.  For instance, the young person 
who is already a skilled traveler, may find that employment that requires 50% travel is not 
only a career enhancing opportunity, but is also a piece of cake.  The book smart 
colleague who never traveled may be just as skilled in job task domains, but is 
unprepared to even seek out the same kind of employment. 

As a further example, consider that in some countries and cultures, a significant 
percentage of the population does not learn how to drive an automobile.  They may 
depend solely on public transportation, with their wealthier brethren actually being driven 
to their place of employment each day.  Now consider what would happen if they are both 
considered for a foreign job assignment in the US, in an area where public transportation 
to a particular office location is hard to come by.  Would the driving skills of candidate A 
be a better match for the job than the lack of those same driving skills in candidate B 
(assuming everything else was roughly equal)?

Next, it may seem odd that a financial planner such as myself, would stress all other 
individuals' Ability to Manage Money.  The more helpless you are or become, the better 
for the business of us advisers, right?  While on the surface this thinking is true, it is also 
very detrimental to society as a whole.

One of the most striking observations I noted during the Bernie Madoff fraud and ponzi 
scheme case, was that some of his victims showed not only a complete lack of knowledge 
of the industry, but a lack of knowledge of basic, commonsense principles.  For example, 
some of his investors turned over literally all of their financial assets to him, with the 
exception of their homes and Social Security benefits.  Some explained to the news media 
that the US government had “approved” of him, so why should they have bothered to be 
skeptical?

While it is feasible and practical for some people to learn enough about all areas of 
personal finance and become their own financial planners, this is not a necessity for all. 
What we mean by mentioning this skill is that the person should always remain somewhat 
engaged, apply commonsense, be always ready to learn new concepts, look for ways to 
decrease the costs of working with professionals and last but not least, learn and perform 
the due diligence for selecting the professionals who are going to work for you.
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In the case of Bernie Madoff, if one client understood the concept of separation of duties 
and insisted that her investment advisor and stock broker should always be separate 
people/entities, she would not have been scammed.  Furthermore, basic checking on 
government Websites would reveal that no investment adviser or stock broker is ever 
“approved” by the SEC or by any other regulator.  Instead, they are registered not 
approved.

One reason we are among (and advocate for) the tiny 1% of advisers who are hourly and 
not commission or asset based (AUM), is that the level of interaction with clients is much 
greater.  The client is naturally more involved and gets some education in the process. 
Part of this may stem from a thrifty and frugal attitude.  If an hourly client is not that 
wealthy enough to be courted by an AUM based adviser, he or she may may be more 
motivated to get involved and do more in the process, in order to save a lot on fees.

One of my most interesting observations during the time I worked in the IT industry in 
my previous career, was the number of  people who admitted that they had no time or 
inclination to study their personal finances.  Given that this result seemed to hold back the 
financial progress that they otherwise wanted to make in their lives, the ability to at least 
find some professional help, to at least some extent, should still be valuable.

To say that “Bernie made off with my wealth”, would not be a good adage to use in your 
old age.  It's still YOUR money and YOUR life.  Own it first, then seek out professional 
help, to the extent needed, on YOUR terms.

What is Health doing on our list?  Health impacts personal finances.  Finances may affect 
health.  The value of your human capital is impacted by how you feel, how healthy or ill 
you may actually be, the stresses you may be under, including the stress of taking time off 
to see doctors to address your health concerns.  Your health affects your job performance. 
Some of us are blessed with strong bodies, strong minds and strong genes.  Some of us 
may have to struggle, due to issues in one or more health care areas during our lives.

Back in our Winter, 2016 Newsletter, we covered Health Savings Accounts (HSAs) in 
detail.  We will not be repeating that information here.  Suffice it to say that HSAs are 
one of the best innovations that fuse health care and financial planning.  Let me know if 
you would like a copy of that issue.

Health is not the same as health care, which is not the same as health insurance.  No other 
country spends as much on health care as the US, yet outcomes are not perceived to be 
the best that they could be.  While we certainly see the need for general access to health 
insurance and health care, we definitely do not view it as being some sort of “right”.  It is 
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not an enumerated right in the US Constitution.  Let's not confuse “right” with “need”. 
The need for food and personal transportation would easily meet or exceed the need for 
health care, on any given day.  But government does not subsidize autos or burgers for 
one group, while making it more expensive for another.

Unfortunately, US government interference, occurring for decades in the health care 
marketplace and with state level insurance regulation, has distorted the free market.  The 
basic concept of price discovery is prevented from happening, or is manipulated.

When individuals begin demanding accountability from their health care providers, 
insurance companies and most of all, from their political leaders, the situation may yet 
improve.

For instance, I was recently accused of being argumentative, for insisting that the billing 
for a medical test be done in a certain way in order to receive the discounted price from 
an off-site laboratory.  In this case, my insurance did not cover the test, but my research 
found that the lab provided a lower price for “self-pay patients”.  Getting this coded 
correctly was important.  Many medical offices and hospitals are not focused on keeping 
overall expenses down.  It is, therefore, up to the consumer of the health care (the patient) 
to demand not only effective treatment, but to have it delivered in a  more cost effective 
manner.

Since we are not health care professionals, we are not going to give advice in this area. 
But we would stress the importance of thinking about your health as being a component 
of your human capital value.

Finally, we list Time.  No, we're not talking about the magazine, or the notion that time 
heals all wounds.  But for most people, in most circumstances, time is the great equalizer. 
Rich or poor or middle class, everyone has the same number of years to play with, from 
age 22 to 62, for instance (as long as we make it to that age in the first place).  What we 
do with that time is of vital importance.  Many financial planners hear a common lament 
from clients: they wish they had started saving and investing sooner.

Society seems to provide more ways to procrastinate or to avoid any harsh realities of life. 
To us, the idea of taking a year off after finishing college is a great example of this 
preposterous notion.  Embracing the challenge early on and sacrificing small things today 
for a larger reward down the road, nowadays, seems to be an outdated virtue.  But we 
think it's still a rock solid principle to live by.

The human capital value of the person who is proactive in developing and safeguarding 
items (3) through (7) on our list, will surely rise.  Moreover, items (1) and (2), 
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representing the financial (balance sheet/net worth) view of that person, will also increase 
over time.  Waiting for an employer or government to recognize human capital value or 
provide retraining, is a very passive approach.  It may well lead to disappointment.

The proactive person will understand that doing a good job for their present 
employer, while necessary and virtuous in itself, is no guarantee of job security.  It is 

only a guarantee of one thing: EVENTUAL OBSOLESCENCE.

The proactive person owns their human capital value, safeguards it, helps it grow and 
especially (realizing it will one day decline): uses it to fund their future investments. 
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Your Personal Moon Shot: Income Planning for  
Retirement

Although not every baby boomer may personally remember the Apollo 11 moon landing, 
most everyone of whatever generational group, can readily associate the term “moon 
shot” at least in a figurative way, with something long, difficult and costly, requiring 
extensive planning and preparation.  One of my clearest memories of this time, as a nine 
year old, was the emphasis NASA put on using the terms “stages” and “modules”.  The 
Saturn V rocket had various stages.  The lunar module decoupled from the command 
module to begin its descent onto the lunar surface, etc.

If we analyze any endeavor as having more than simply a beginning and an end point, we 
can usually split it up into smaller, more manageable pieces.  Perhaps we wind up calling 
them phases or maybe something else.  But to divide and conquer, is a well known 
ancient principle.

All too often, we see many folks assume retirement planning is only about reaching their 
“number”.  Do you know what your number is?  Are you on track to reach your number? 
I've reached my number, so nothing more for me to worry about, right?

Retirement planning, just like many things in financial planning, involves a multi-
step/stage/phase process.  We created the following matrix in one particular client 
situation and later found it to be generally useful, to begin the discussion from the bottom 
up.

The worst possible outcome occurs when no retirement plan was ever created and the 
person lost his or her career oriented employment and has little hope of replacing it with a 
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similar job.  By contrast, this person's co-workers who also have done zero planning, at 
least get to continue their employment.  Hence the description: “treadmill”.

But here is the eye opener.  Even for many folks who had planned their retirement, 
according to a study by the Employee Benefit Research Institute (EBRI), about half of 
them actually retired before they had planned  10  .  We do not dwell on this to discourage 
anyone.  Quite the contrary, this should be a call to action.

For those who did their retirement planning and reached their milestone date while still 
employed in their careers, the moment of truth may be more than checking their 
“number”.  The difference here is that if the target amount was not reached, no one else 
needs to be the wiser, unless there is some mandatory retirement date.  Most probably, 
they can toil on, continuing to invest and save toward their goal, reassessing how long 
this will need to continue.  If they did reach their target, this is exactly the sort of private 
victory we should be stressing.  It was planned and it was accomplished.  Retirement can 
be immediate or eased into, perhaps as a slow transition to a reduced workload, fewer 
hours, a part-time role, search for a voluntary buyout or severance, etc.  The difference 
here is that you are more in control than you've ever been.  It's time to act smartly and use 
it wisely for your own benefit and without your ego becoming dominant.

What happens when things seem too good to be true?  We've planned and reached our 
target ahead of schedule, while still employed in our careers.  Time to tell the boss to take 
this job and...  Hold your horses.  This is exactly the situation that occurred in the couple 
years pre and post Y2K.  A long period of very high returns had driven the stock market 
to absurd levels.  Especially in the Dot Com economy, it seemed that technology 
millionaires were being minted every single day.  Before we recommend that anyone pull 
the trigger on an early retirement, we think it is vital to do a longevity assessment to 
determine if your investment portfolio and savings could last longer than you do, at a high 
enough level of probability.

Answering the following questions will guide you:

1. Where do you want to live in retirement and how sure are you of your answer?
2. What will that housing cost be compared to where you are currently living?
3. If you stay put, do you have your mortgage paid off?
4. Do you have two years of after tax spending needs available in liquid savings 

accounts (subject to inflation but not market losses)?
5. Do you have a budget prepared for retirement that is based upon a realistic 

working budget from your last couple years?  This is absolutely critical.  If you do 
not know how much you are currently spending and what exactly you need now, 
to maintain your lifestyle, then you are not totally prepared.
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For many people who have begun their retirement planning, the first entry in our table is 
where the discussion should proceed to.  They are still working at their careers and 
continue to fund their employer plans, perhaps supplemented by outside investments and 
IRAs.  Their targets and milestone dates are at some point in the future.  Things are 
moving along, more or less as expected.

Our purpose here is to add a new ingredient to this mix.  While the journey to retirement 
may involve an asset allocation designed to achieve some long term rate of return (akin to 
some steady velocity while traveling from outside earth orbit all the way to lunar orbit), at 
some point our cosmic pre-retirees should begin thinking about a more detailed plan for 
their income needs, when they touch down into retirement.  Planning for income in 
retirement is exactly that.

For some folks, this will involve moving toward a desired “second act” or part-time job, 
after having ended their primary career.  But income planning does not require that this 
need must be fulfilled by new employment.

An investment portfolio in retirement can be oriented towards generating income, or 
could be split up into two portions: one which focuses more on income, but does contain 
other assets as well (the core) and a second containing longer term, growth oriented assets 
(which we like to refer to as the longevity portfolio).

Before we move on, some discussion of the choice between capital utilization and 
capital preservation is necessary.  Optimally, this choice would have been made at the 
beginning of the retirement planning process.  Oftentimes, it is not.  When nearing 
retirement, clarifying this choice is a must, especially for couples.  Being on the opposite 
side of your mate on this one, is a recipe for trouble.

So what do these terms actually mean?  Your capital represents all financial and real 
assets and tangible personal property that you would ever contemplate liquidating to cash. 
Utilization is a not only a formal word describing “using” that capital, but more 
specifically, it means using it up, as in finito.  “Preservation”, on the other hand, implies 
protecting or keeping the amount (if not its original value) intact.

A quick example may illustrate these concepts more easily.  Imagine our favorite 
character from the old television show, Gilligan's Island, Thurston Howell III (“the 
millionaire”), played by the late actor, Jim Backus.  He appeared to be the epitome of 
what was called “old money”.  He may have inherited as much wealth as he would ever 
need to live on.  However, the requirement was that, at least in a nominal value sense, 
that this wealth was expected to be passed down to the next generation.  
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So if by age sixty he and his spouse had a net worth of let's say, $100 million, the 
expectation was that at least that much would be passed down after his death.  Of course, 
many wealthy persons have donated vast sums to charitable organizations, have founded 
universities, hospitals and museums, etc.  But that is not our point here.

What is our point is that the focus of their wealth management was wealth preservation 
and income generation.  So while they could certainly eat the fruit from the tree they had, 
they couldn't just cut it down and expect it to maintain the family for future generations. 
The implication for the average person in today's economy, is that capital preservation has 
grown to be increasingly more difficult, these last 15-20 years.  It may even be out of 
reach for the majority of people, but this holds true throughout most of the world and has 
usually been the case throughout all of human history.  Moving from mere survival, to 
making a decent living with some basic comforts, and then on to providing a foundation 
for the next generation to build on, have been the usual benchmarks of long term success.

Very low short and long term interest rates and two severe bear markets separated by 
fewer than ten years, have only made matters more difficult.  So while capital 
preservation may be more of an aspiration than practical reality for most people, the goal 
of leaving behind some form of legacy for family, friends or charities, still remains.  This 
is one of the areas where financial planning, long term investing and estate planning all 
intersect.

One of the most vivid examples of the capital utilization concept was when a client 
explained that he would be fine with the idea of his last dollar being used up, while his 
coffin was being lowered into the ground.  This should not be construed as a purely 
selfish motive.  This is really an example of the survival instinct we mentioned above. 
Once survival with a certain level of comfort and dignity have been assured, we can begin 
talking about a legacy for others.  Until then, we understand the need to “look out for 
number one”.

Capital utilization means that we should be able to spend from principal just as freely as 
we spend from income.  This is the simplest approach at looking at an investment 
portfolio in retirement, which is seen as being composed of a number of liquid asset 
classes (such as mutual funds or ETFs).  We then begin by selling X number of shares to 
generate Y dollars that match the income requirement Z, specified by our detailed budget 
and spending plan.  The 4% spending rule, an old rule of thumb in retirement planning, 
specifies that no more than 4% of the initial value of the portfolio, is spent in the first 
year of retirement and that this resulting dollar amount (not percentage) is then adjusted 
upward in the subsequent years, to account for inflation.  However, the underlying 
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assumption built into this rule is that the actual dollars can come from principal, as well 
as income.

We mentioned that a couple needs to agree on capital preservation or capital utilization. 
Today, the percentage of blended families is rising.  The number of retirees with children 
from a prior marriage or relationship, appears never to have been higher.  Providing for a 
surviving spouse, such as with the remaining household wealth, is generally taken as a 
given.  But the deceased spouse may have had a special wish to leave a certain amount, or 
type of assets, to his own children.  This further complicates the future income needs of 
the surviving spouse.  So while full capital preservation will not be possible for most 
people, some form of partial preservation should be discussed and jointly agreed to, 
before creating an income plan in retirement.

The necessary first step in creating this income plan in retirement, is to refer back to a 
relatively accurate, prior budget.  Knowing what you spend on and where the money 
comes from and goes to, during the last year or two of your working career, is probably 
the best tool to use in making a budget that works in retirement.  Please, this should not 
be done on the back of an envelope or in your head!  Treat this seriously and you will 
have a better chance of making retirement successful and easy.  Guessing during this step 
leads to inaccurate data getting pushed all the way through the rest of the process.

A sample budget template appears below11.  One column is used for the current year 
(labeled “Today”) and the other for the first year in retirement.  While we know that 
things can and will change during this time, being overly concerned at this point with 
your entire retirement life-cycle will simply lead to frustration and anxiety.  Instead, 
focus on where the money comes from and where it goes to now.  Then imagine all the 
same categories in your first retirement year.  The values in the retirement column should 
be adjusted for inflation.  In fact, custom inflation factors can be used for the different 
spending categories.  This simply means, for example, that if you think your health care 
costs will be going up by two or three times the rate at which your utilities will be 
increasing, you could inflate one category of spending differently from another, thus 
creating more flexibility as well as more precision.
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The budget template is divided into four sections: 1) income categories; 2) fixed 
expenses; 3) variable expenses and 4) a residual amount.  We input values into every 
applicable cell of the first three sections and then the remainder amount is computed for 
us automatically.  For those experienced in Excel spreadsheets, setting this up by hand is 
a very straightforward matter.  If this is not the case, we would be happy to provide our 
template, free of charge, to any of our readers.  The original source and idea for this 
worksheet has been cited in our References section.  For those who are advanced DIYers, 
this is still an excellent book to purchase.
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We always begin with the “Today” columns.  Remember that each amount is computed 
as a monthly value.  For example, many people who pay their own property taxes get 
billed by their counties on an annual or semi-annual basis.  So this will require taking the 
most recent actual amount (or estimated current year amount) and adjusting as 
appropriate, to get to a monthly number.

Fixed expenses are considered those that do not necessarily change from month to month, 
such as housing or car payments, insurance and taxes.  If you happen to be paying the US 
Treasury something more each April (in addition to taxes withheld), you should be 
accounting for it here, as well.

In addition, we have added several savings and investment categories and even a spot for 
mortgage principal prepayments.

The guiding principle is that every dollar that comes in and goes out, has its own 
“bucket”.  This means that the number displaying in section (4) in the lower right hand 
corner should be as close to zero as possible (preferably at $0.00).

Variable expenses change from month to month, typically based upon the usage of 
something, such as natural gas for heat and cooking, water, gasoline, etc.  Added to this 
are some related categories that make sense when grouped together, such as TV and 
Internet, along with the rest of utilities.

The exact placement of all of these items is not as important as the mere fact of their 
presence and the accuracy of their data.  If this layout does not work for you, by all means 
feel free to change it.  However, we recommend against winding up with any significant 
dollar value in the “All Misc.” category.  Use Miscellaneous as a temporary placeholder 
as you work through all the other categories.  Your entire budget may take a few 
iterations to complete fully and accurately.  Stay patient and walk away from it, should it 
ever get frustrating.  If you have lived without it for so long, waiting a little longer will 
not hurt.  Then seeing it again later, with a fresh set of eyes, will trigger new ideas and 
potentially fill in the remaining gaps.  

When the “Today” columns have been completed and you have lived with and verified 
the general accuracy of your budget over a number of months (preferably a year or two), 
you will have the data necessary to analyze what your retirement needs really are.  Some 
categories may disappear entirely, such as wages and salary, or a mortgage payment. 
Some may need small inflation adjustments, such as food and utilities.  Others may 
change from small (or even zero) to big dollars, as you begin a new hobby or start 
traveling extensively.  Even so, the foundation created by completing “Today”, will serve 
you well.
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Our next major principle is that for retirement, we are trying to minimize discretionary 
income distribution needs, subject to maintaining the same standard of living as before 
(or what our nominally desired standard of living needs to be in retirement).

By contrast, during our prime working years, we never asked our employers to lower our 
pay to match our expenses.  We needed to earn as much as we could and then we 
allocated spare dollars to savings (including mortgage prepayments) and to investments. 
If the salary and wages bucket will now show zero, the savings and investment buckets 
may also wind up with zeros (no new contributions).  Some of us may have pensions, 
annuity payments and Social Security benefits at this beginning stage of retirement, but 
this is not always a given.  By entering all of these fixed income sources first, we then 
need to distribute from our other income sources (discretionary sources, such as 
retirement accounts) only as much as is needed, to get the worksheet to balance in the 
lower right hand corner.

To demonstrate using a simple example, imagine a 66 year old couple who has $100,000 
in income prior to retirement.  Because of savings and investment contributions which are 
no longer needed (including paying their mortgage), the amount required in the first 
retirement year is estimated to only be $75,000.  They begin to take Social Security 
benefits at the same time (while this particular timing may not be the best or only choice, 
this example has been simplified) and this will produce $24,000 and $16,000, 
respectively.  Only one of them has a defined benefit pension.  This will also be tapped. 
But it's pretty small and amounts to only $8,000, annually.  This leaves $27,000 as the 
income shortfall for the first year of retirement.

After careful consideration, our couple has decided that a significant level of capital 
preservation is necessary, in order to satisfy their estate planning objectives.  But how 
much is feasible, given their total financial picture and available resources?

In our case, they state that they would like to leave their primary residence (currently 
valued around $500,000) to their only child.  Their financial planner suggests a slight 
modification to this goal and rephrases it as “leaving the value of their primary residence,  
to their only child”.  This distinction is important.  Their planning involves the potential 
use of a reverse mortgage line of credit (HECM), in order to cushion their core 
investment portfolio during down market periods.  They plan on leaving the residual 
value of their investment portfolio, to pay back any reverse mortgage loan balance, if 
necessary.  This is how they plan to leave the value of their home to their child.

As we introduced earlier, the capital preservation method seeks to satisfy the annual cash 
flow gap, by using income producing assets.  With a capital utilization strategy, we would 
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not care about this and simply take a distribution of  X shares of a fund that equates to the 
dollar amount we need.  In our case, the analysis of their situation along with a discussion 
of their desires and risk tolerances, leads to a hybrid solution, resulting in 80% capital 
preservation along with the remaining 20% as capital utilization.  This means that 80% of 
the $27,000 gross income gap in year one, or $21,600, must come directly from income 
generated by the assets in their portfolio.  The other $5,400 could simply come from the 
sale of enough shares of one of their mutual funds, that totals to this amount.

Today, what are their major income oriented asset choices?  Just as the Apollo moon 
missions featured a long ride outside of earth orbit, where it appeared that not much was 
happening (while the astronauts were coasting along), the approaching lunar landing calls 
for a lot more activities and unique actions to be taken.  Here is our main list of options, 
sorted by  relative risk, along with some abbreviated commentary.
 

1. Interest paid on FDIC insured bank savings accounts (especially including online 
savings accounts, which may yield around 1%, but are poised to increase albeit 
slowly).

2. Interest from FDIC insured bank certificates of deposit (laddering has 
traditionally provided a better yield with a new, longer term CD replacing a 
maturing one; however, the current low yield environment has severely hindered 
this strategy).

3. Interest from bonds (both government and corporate could be considered, but their 
principal value will be whacked as bond yields go up, due to rate normalization at 
some point in the future).

4. Balanced funds (pay attention to yield and asset allocation; the dividends are set to 
be paid in cash and not reinvested in additional shares).

5. Dividend paying large company stocks (these are often called blue chips where 
the company's management maintains a strategy to pay a good portion, if not 
most, of their earnings out as dividends; these are not considered major growth 
stocks; the dividends are set up to be paid in cash and are not reinvested in 
additional shares).

6. Rental income (through active participation real estate that is owned directly; 
other tax incentives are involved; being a landlord is not everyone's choice).

7. Real Estate Investment Trust (REIT) dividends (through REITs owned directly or 
through REIT ETFs and mutual funds; stick with publicly traded REITs). 

8. Private mortgage notes with interest only payments or fully amortized with 
monthly interest and principal payments (this means getting a lien on the property 
and having knowledge of its value; it is important to know the financial standing 
of the property owner).

9. Option trading for income (through covered call writing; here the real risk is not 
with selling the call options, but with holding the underlying stock).
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Pension payments and Social Security benefits have already been mentioned in our 
example.  They should always be included in any analysis.  However, be careful with 
annuities.  Fixed immediate annuities pay a static monthly amount, while variable 
annuities may be sold with a myriad of riders that promise to increase monthly income or 
pay a guaranteed amount.  The premium you pay to purchase the annuity can produce the 
income you need, but will terminate at a future point, perhaps at your death or that of you 
and your spouse.  If the purpose of your financial planning was to develop a plan for 
capital preservation, annuities best accomplish this   indirectly   by allowing you to preserve   
other   assets  .  Keep in mind that once the event that terminates the annuity has occurred, 
such as a death or a term certain that has passed, payments cease and there is no longer 
any asset to generate a cash flow.  The annuity can be viewed as an insurance contract 
where you give up access or ownership of an asset (your funds), in exchange for periodic 
cash flows that extend until some event occurs.

It should be kept in mind that ownership of any asset leaves you with all of the 
responsibilities and risks inherent in owning that asset (such as no guaranteed level of 
income from the asset and no fixed value for the asset).  But you are also entitled to all of 
the income that the asset generates, as well as any potential appreciation in its value.  This 
is analogous to the idea that the one who owns a tree is entitled to all of its fruit, but is not 
assured that there will be any, nor is assured of the tree's survival.

Our retiring couple along with their financial planner, have made some decisions about 
how much of their portfolio to allocate to income generating assets, as follows.

Our list of nine income producing assets is by no means exhaustive, but it does frame the 
issue.  The first two are banking products that, under the current level of interest rates (as 
well as during most of the past decade) are simply not capable of generating adequate 
income.  This was not always the case and we caution readers on assuming that interest 
rates will forever be this low.  But the purpose of any analysis is to review the current 
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Asset Description Yield
  Private Mortgage Note – Interest only for 5 years $150,000 4.00% $6,000
  Vanguard Wellesley Income Fund (Admiral) $200,000 3.06% $6,120
  Vanguard REIT Index Fund (Admiral) $100,000 3.92% $3,920
  AT&T Stock held in a brokerage account (1,315 shares) $50,614 5.09% $2,577
  Covered Call Writing in separate brokerage account $50,000 Varies $3,000

Totals $550,614  $21,617

Principal 
Value

Annual 
Gross 

Income 
Expected 
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environment and pick alternatives that will accomplish your current goals.  Since (1) and 
(2) do not, our retirees reject these two choices completely, for the time being.

Bonds (3) could be feasible, but US Treasuries are still very low yielding and purchasing 
corporate bonds directly involved more research effort than our folks want to expend. 
Instead, a very conservative balanced (4) fund (Vanguard Wellesley Income) was 
selected.  In the general case, this is a way of getting anywhere from the 60%/40% 
classical stock/bond allocation, to a conservative 40%/60% (such as Wellesley), 
depending upon the fund and its management's recent decisions.  We took the yield as 
reported for this fund on the Vanguard Website, as of this writing. 

Individual stocks (5) carry more risk than diversified mutual funds.  However, our folks 
enjoy the higher dividend yields paid by some companies.  They believe that since AT&T 
has been around for more than 100 years, it should continue to earn profits long enough to 
provide them good income.  It's current yield is more than 5%. 

Next up, real estate is one of our favorite investments from an income generation 
standpoint.  We show three possible ways.  In the first, active participation rental real 
estate (6), the investor is also the landlord.  This is not everyone's cup of tea.  Our couple 
rejected it immediately.  On the other hand, commercial real estate is oftentimes owned 
by real estate investment trusts (7) (REITs).  We recommend that most investors own 
these through a diversified mutual fund or ETF.  Our couple picked a low cost REIT 
index fund that has an almost 4% yield.

The last real estate related investment we discuss is a private mortgage note (8).  Our 
couple made a significant investment here simply because they knew the borrower very 
well, along with the property.  In this case, they helped their daughter purchase her first 
home: a two bedroom condo.  They feel that she got a good price since she came in as a 
cash buyer.  The note could be structured in a customized way.  In this case, it was to 
minimize the payment that their child needed to make, while maximizing income to her 
parents.  This was not done by accident.  It is also expected that within five years time, 
their daughter may seek to refinance, using a conventional lender.  Her savings, plus a 
little appreciation, may result in her getting to the 20% equity threshold (thus avoiding 
private mortgage insurance).

Our last income alternative is option trading through covered call writing (9).  A 
brokerage account is required, though it may or may not be separate from the one you 
may already own.  We recommend the stocks of mature, large cap US companies that: 
have earnings, pay above average dividends and where the stock's beta is greater than 1. 
Beta represents the systematic risk of a stock as compared to its market benchmark (in 
this case, the S&P 500®).  The true risk in covered call writing is not in selling the 
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options.  It is in simply holding the underlying stock.  The act of selling the call option 
gives the buyer the right (but not the obligation), to purchase the underlying stock from 
you at a set price (the strike price) within a set period of time (ending at market close on 
an expiration date).  If the strike price is less than the current market price of the stock, 
then the option is said to have intrinsic value, also known as being “in the money”.  In 
this case, the option buyer could exercise the call and buy the stock from you at a cheaper 
price than would otherwise be possible.  The option sells for what is called a premium, 
which equals the sum of its intrinsic value along with a time value.  Since counting on 
intrinsic value every time you sell your call options would be unrealistic, an option with 
no intrinsic value is said to be “out of the money”.  But providing this alternative to other 
traders, especially professionals, is part of what makes a market work.  Your stock's price 
may be moving sideways over weeks or even months, but the fact that it goes up and then 
down and then up again, makes for a dynamic and profitable options trading market. 
But please remember that this is not the same thing as investing.  It is trading.  Having 
very low commission rates on trades is of critical importance here, since this activity will 
generate costs.

We have already discussed options trading to generate income, in great detail in a 
previous article.  Let's just say that our retired couple have decided that now they have a 
few spare hours a week, with which to follow a handful of their favorite stocks.  They 
have purposefully made this a very small part of their overall portfolio, devoting only 
about 10% ($50,000 out of over $550,000 in the capital preservation portfolio; they also 
have somewhat less in a capital utilization portfolio).  Dividends paid by these companies 
are taken in cash and used to help maintain the capital base at $50,000.  This means that 
while the stocks' price may gyrate, we are looking to either hold them when they are 
down, or to otherwise buy.  When an option gets exercised by the purchaser, your stock is 
sold in your account automatically, without any further action on your part.

The rate of return on covered call writing varies widely.  Here, we simply show a 
conservative case of achieving $3,000 of income over the next 12 months (using some, 
most or potentially all, of that $50,000).  Since individual option selling transactions have 
their own rates of return/yield, we do not simply refer to this as being 6%.  For example, 
you may have $28,000 tied up in 300 shares of a stock, then sell three call contracts (each 
contract represents 100 shares of the underlying stock) and net $398.99 of income, after 
all commissions and fees.  This looks like a 1.4% yield.  But we need to consider how 
long we need to wait until the expiration date.  The shorter the time-frame (measured in 
weeks), the quicker you can either do it over again to generate more income (with 
potentially far different results), or get your original investment back and buy some other 
stock.
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Reviewing the table of income producing assets above, our retired couple have taken a 
moderate path.  There is some risk in their capital preservation portfolio.  They have 
allocated about $550K of their assets to try and generate $21,617 of income, in their first 
year.  This appears on the surface to be a 3.9% yield and may look suspiciously similar to 
some readers, to the well known 4% rule.  But the two are not the same. 

While the principal value is not locked in, we do have an income return that is very much 
based upon both the current realities of the market place, as well as the economy.  If 
interest rates were back to 1988 levels, the choices we would have recommended and 
they would have made, would have been far different (simply to minimize risk).  But 
given the need to generate a certain amount of income, our couple used an appropriate 
mix that balanced their willingness, ability and need to take risk.

To summarize, our couple created their budget in retirement based upon accurate 
information from their previous twelve months of spending.  They were first able to 
eliminate the savings and investing needs that were no longer required (they now have a 
paid off house and no longer make retirement plan contributions).  They then computed 
the income gap remaining after subtracting the standard income sources of Social 
Security and pensions/annuities.

Filling this income gap has been the real core of our discussion.  We listed a number of 
choices, ranging from the truly dull but very safe, all the way to the much more profitable 
but much more volatile.

Living on this income means that even when the principal value fluctuates (and be 
assured that it will), your focus should still be on generating the income that you need. 
Assuming that you can afford to hold on to the asset even if it were to drop in value, as 
long you are generating the required amount of income, there is no need to panic.  No 
need to make sudden moves.  When there are both lower risk and higher risk methods to 
use, why take unnecessary risk?

Consider the following as examples of an unduly risky approach:

1. Giving private mortgage notes to strangers or on properties you do not know 
much about.

2. Buying Rental property without estimating the net operating income and financing 
costs, to determine if the bottom line income level is acceptable.

3. Purchasing non-publicly traded REITs.
4. Using non-dividend paying stocks in a portfolio meant for income.
5. Selling covered call options without doing some small trial runs first and getting 

used to the mechanics of trading.
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6. Using a high cost balanced fund that may be hiding excess risk (in order so they 
could make up for their increased expense ratio). 

The ultimate goal of our couple was capital preservation: having a very good chance that 
at least the nominal (non inflation adjusted) value of the assets in the table above, could 
be left to their daughter.  They live from the income generated by those assets, instead of 
using the principal.  But they also realize that they may need to draw on a reverse 
mortgage line of credit (HECM) some day, during a prolonged down market.  Their 
home's equity will then act as a cushion, to protect their other investments (those not 
listed above, that are part of their capital utilization portfolio), from having to make 
deeper distributions from principal, during those down years.

After their death, proceeds from selling the investments listed in the table above, can be 
used to pay off the HECM balance, thus preserving the value of the house.  This is yet 
another example of the Castling principle at work.  Your personal moonshot planning.
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How to Contact Us
Have a comment, suggestion, criticism or just plain feedback?  We would like to hear from you.  
Please contact us by email, post, telephone or our Facebook page, as shown below.

Castling Financial Planning, Ltd. was created as a unique, hourly, fee-only, non-product selling 
and non-AUM investment adviser and financial planning firm, that is still very affordable for middle 
America.  We do not engage in conflicts of interest (and prove it), never set asset minimums and 
welcome all clients.  Less than 1% of all financial advisers are both hourly and affordable for 
middle America.
 
Do you currently have an adviser who says he offers you “free” advice?  We are so confident that  
we can save you money over your current adviser (based on your total costs), that if we can't  
demonstrate how during our initial meeting with you, we will offer to perform your financial  
planning services in 2017 without charge, completely pro-bono.

“Free” advice is worth exactly what you paid for it.  How do you separate where the sales  
presentation ends and the analysis begins?  Castling Financial Planning, Ltd. advises 
everyone to stop paying for the privilege of buying a financial product, such as through  
commissions and sales loads.  We also disagree with the concept of paying asset management  
fees to a %AUM based adviser.  Does he actually spend a great deal of time working on your  
finances?  By definition, he has an obligation to provide “continuous and regular supervisory or  
management services” for your securities portfolio.  Good luck finding a definition for “continuous”,  
other than having this apply to the continuous fees YOU wind up paying.

We believe financial planning services should be billed for in the same way as your accountant,  
dentist or lawyer.  You pay each based on their time expended and for their professional  
expertise, not a percentage of some amount.  

Registered Investment Adviser Principal:
Henry F. Glodny,
CRPS®, MBA, MS
CFP® Candidate
Principal
Chartered Retirement Plans Specialist(SM)

Mailing Address and Office Location (Hours by Appointment Only):
Castling Financial Planning, Ltd. 
1337 Hunters Ridge East
Hoffman Estates, IL 60192

Telephone:
224.353.8567 (Office)
847.284.6647 (Mobile)
Email:
henry@Your  IndependentAdviser.com  
Facebook:
http://www.facebook.com/CastlingFP
Twitter:
@CastlingFP
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How to Check Out Our Investment Adviser Registration
Point your Internet browser to the Securities and Exchange Commission (SEC) Website at:

http://www.adviserinfo.sec.gov/IAPD/Content/Search/iapd_Search.aspx

(If this page has moved or changed, go to the SEC home page at: http://www.sec.gov/ and follow 
the links for information on Advisers.)

Choose “Firm” and then in the Firm Name search box, enter the word: “Castling” without quotes.

Click on the Start Search button.

On the Investment Adviser Search results page, click on the Investment Adviser Firm link.  Our 
CRD (Central Registration Depository) number is 150844.

Click on the “Illinois” link shown on the next page.

This should bring you to our complete Form ADV filing.  Please take your time browsing it and 
comparing with your current financial adviser's filing.  If they do not have their own Form ADV 
filing, they may be a stock broker, insurance agent or even be unregistered as an adviser.  You 
may be somewhat surprised to compare Part 1A: Item 7 “Financial Industry Affiliations” with that 
of other advisers.  Affiliation is really a euphemism for “conflict of interest”.  A completely 
independent adviser will not have any box checked on this page.

Lastly, we encourage you to download our Form ADV Part 2 Brochure, from the SEC Website.  It 
is important to note that many advisers do not make this important document available until after 
you contact them or just before you sign an advisory agreement with them.  While this behavior is 
technically legal, we find it to be not in the best interests of clients.

Our brochure covers our advisory services, approach to clients and also our very affordable fee 
schedule.
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Disclosures and Disclaimer
All investments involve risk, including risk of loss of principal.

The information provided in this report has been furnished completely free of charge and 
obligation, for educational purposes only.  Information contained within this report should not be  
construed to constitute investment advice for any particular individual or group.

All calculations, analysis and assumptions used in this publication are the sole responsibility of  
Castling Financial Planning, Ltd. and were developed with great care.  All background information  
used to create this report is believed to come from sources that are reliable.  No warranty,  
whether express or implied, is given to any reader or user of this report.  Castling Financial  
Planning, Ltd. expressly disclaims any liability resulting from the use of information contained  
within this publication, including incidental or consequential damages arising from the use of this  
publication.

Castling Financial Planning, Ltd. does not provide any investment or financial advice without  
performing analysis of a client's situation and goals.  Anything less is, at best, a sales  
presentation. 

Castling Financial Planning, Ltd. is an hourly, fee-only financial planning practice and investment  
adviser, registered in the State of Illinois.

Castling Financial Planning, Ltd. operates elsewhere, where permitted by state law, based upon 
the National Di Minimus provision to the Investment Advisers Act of 1940.

Castling Financial Planning, Ltd. believes strongly in the concept of independent, fact based  
advice, which is not tainted by conflicts of interest.  As a result, we do not sell any financial  
products, nor seek affiliations with any broker/dealers or other financial product providers.

Castling Financial Planning, Ltd. is not in the business of providing legal or tax advice.  Please  
consult with your attorney or qualified tax professional, for legal and tax advice specific to your  
personal situation.

Castling Financial Planning, Ltd. is not responsible for events beyond its control, such as wars,  
strikes, natural disasters, terrorist acts and market fluctuations.

This disclaimer does not seek to waive, limit or minimize any rights a client may have under  
applicable state or federal laws.
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