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ABOUT THE AUTHOR AND THE FIRM 
 
John E. Moriarty, ChFC has been an entrepreneur in the financial 
services industry since 1995. John is the founder and president of e3 
ConsultantsGROUP, a holding company that is made up of four 
separate and distinct businesses: e3 Wealth, e3 Tax, e3 Real Estate, 
and e3 Marketing. 
 
e3 ConsultantsGROUP is a holding company that operates in four 
strategic areas of the financial services industry:  
 
e3 Wealth – We oversee $500+ million in assets and provide a family 
office model to individuals, families, and business owners at all levels 
of net worth. We have resources available to our clients in almost any 
area that deals with money: investments, insurance, tax, estate 
planning, banking, cash flow strategies, Social Security benefit 
planning, Medicare, and long term care as examples. 
 
e3 Tax – We built our own tax department through strategic 
acquisitions of several tax practices. e3 Tax serves individuals, families 
and business owners in the areas of income tax preparation, 
accounting, bookkeeping, financial reporting, consulting, and cash flow 
management. Our staff of 20+ highly qualified professionals including 
several Certified Public Accountants (CPA) and Enrolled Agents. We 
serve thousands of individual and corporate clients.  
 
e3 Real Estate – e3 combines its resources in the wealth and tax 
arenas to consult with real estate entrepreneurs in the following areas: 
cash flow strategies, income tax minimization, financing options, 
private lending opportunities, strategies regarding the purchase and 
sale of investment properties (residential and commercial). e3 Real 
Estate has access to an integrated resource network of financial 
professionals that assist entrepreneurs with entity creation, asset 
protection, and overall estate planning. 
 
e3 Marketing – This is our “Research & Development” arm where 
ideas on better ways to educate the public become a reality. Our 
Training & Development Program is a critical piece to our business 
model and provides advisors a cutting-edge learning environment due 
to the usage of NLP (neuro-linguistic-programming) techniques. 
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DISCLOSURES 
 

Financial Planning is challenging. It becomes more challenging as you 
begin to factor in things such as individual wants and desires. This is 
compounded by variables such as unique personal circumstances and 
ever-changing regulations. This book reflects the author’s opinions, 
which are not endorsed by Kalos Capital. These opinions are not 
intended to provide specific advice and should not be construed as 
recommendations for any individual. This book is published with the 
understanding that the author is not engaged in rendering any legal 
services. Investments involve risk including the potential for loss of the 
principal amount invested. Past performance is no guarantee of future 
results. Please remember that investment decisions should be based 
on an individual’s goals, time horizon and tolerance for risk. The 
services of competent legal, tax and financial professionals should be 
sought prior to executing any strategy. 

 
Structured Products are complicated investment alternatives that 
combine features of debt and equity. It is important that you fully 
understand their potential risks and benefits before investing. 
Structured Products may involve a high degree of risk including, but 
not limited to, unanticipated market conditions, counter-party or issuer 
default, issues involving the underlying security, and liquidity. Please 
read the important disclosures contained in the Pricing Supplement, 
Product Supplement, Term Sheet, Fact Supplement, Offering Circular, 
Preliminary, Supplemental or Final Prospectus, Offering Memorandum, 
or other materials prepared by the issuer (collectively, “Sales 
Material”) prior to any purchase of a Structured Product. For more 
information, or to request Sales Material for a specific Structured 
Product, contact your Registered Associated Persons. 
 
Mutual funds are sold by prospectus. Investors should read the 
prospectus carefully and consider the investment objectives, risks, 
charges, and expenses of each fund carefully before investing. The 
prospectus contains this and other information about the investment 
company. Please contact your representative or the investment 
company to obtain the prospectuses. 
 
Indices are unmanaged measures of market conditions. It is not 
possible to invest directly into an index. 
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Annuities are long-term investments designed for retirement planning.  
Taxes may be due upon withdrawals from the contract.  Withdrawals 
may be subject to a 10% federal penalty tax if made before age 59 ½ 
and are subject to qualified retirement plan provisions.  Withdrawals or 
surrenders may be subject to contingent deferred sales charges.  
Withdrawals can reduce the account value and the living and death 
benefits.  Before deciding on an annuity, you should consider your 
income needs, risk tolerance and investment objectives.  Your 
investment professional can help you decide if annuities are a suitable 
investment and can help you choose an annuity. Annuity contracts 
contain exclusions, limitations, reductions of benefits and terms for 
keeping them in force.  Investors should consider the contract and the 
underlying portfolios' investment objectives, risks, and charges and 
expenses carefully before investing.  Please read the annuity prospectus 
for more complete information, including all charges and expenses 
before investing or sending money.   
 
With Fixed Indexed Annuities (FIA), purchasers may experience fees 
and expenses, included withdrawal charges, market value adjustments, 
rider premiums, etc. which will affect contract values.  Interest credits 
are based on a formula that takes into account the performance of an 
index.  Purchasers are not investing in the index and will not experience 
the same returns as the index or a related index mutual fund.  
Purchasers will participate in only a stated percentage of an increase in 
an index, as the annuity imposes a “cap rate.” Guarantees and early 
withdrawal may cause a loss of principal due to withdrawal charges.  
Guaranteed income rider may not be available to all investors and comes 
with an additional expense.  All guarantees are based on the claims 
paying ability of the issuing company.  They don’t apply to the 
investment performance or safety of the underlying investment options. 
 
Direct Participation Programs (DPP) are risky, illiquid investments. 
While the risk is limited to the amount invested, all of the money is at 
risk. Furthermore, the transfer of DPP units is usually restricted by 
contract, especially for private placement units. DPPs are difficult to sell 
because of their uncertain value, the small market for them, and the 
large spread between bid and ask prices due to their illiquidity. These 
investments are suitable for those investors who have long-term 
investment goals, who will not need the money during the term of the 
investment, and are willing to risk the entire amount invested. Some 
DPPs may also require additional amounts later as the need arises, and 
so the DPP investor will need to be able to make the additional 
investments when required. DPPs have stringent suitability 
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requirements which are listed in the prospectus.  Typically, these are 
only suitable for individuals with high income and net worth. 
 
Real Estate Investment Trusts (REIT) are a longer-term illiquid 
investment and may not be suitable for all investors.  Vacancies can 
negatively impact income and capital gains potential.  Investments in 
real estate may be affected by adverse economic conditions and 
regulatory changes.  Distributions are not guaranteed.  Due to the risks 
involved in the ownership of real estate, there is no guarantee of any 
return on your investment, and you may lose all or a portion of your 
investment.  This is neither an offer nor a solicitation to purchase any 
products, which may be done only with a current prospectus.  Investors 
should consider their investment objectives and risks, along with the 
product’s charges and expenses before investing.  Please read the 
prospectus carefully before investing.  Distribution payments are not 
guaranteed and may be modified.  Further, they may include a return 
of principal or may be paid from borrowings, which may result lower 
returns due to less money to invest or unsustainable distribution rates, 
respectively. 
 
Investments in non-traded Business Development Companies 
(BDC) are subject to significant risks. These risks include limited 
operating histories, reliance on the advisors, conflicts of interests, 
payment of substantial fees to the advisors and their affiliates, 
illiquidity and liquidations at less than the original amounts invested. 
Investing in these products may not be suitable for all investors. 
Investors should consult a financial professional to determine whether 
risks associated with an investment in the shares are compatible with 
their investment objectives. This material should not be considered a 
solicitation of an offer to sell/buy any specific security or offering. 
Investors are advised to consider the investment objective, risks, 
charges and expenses of an offering carefully before investing.  
 
 
Alternative Investment Funds represent speculative investments 
and involve a high degree of risk. An investor could lose all or a 
substantial portion of his/her investment. Investors must have the 
financial ability, sophistication/experience and willingness to bear the 
risks of an investment in an Alternative Investment Fund. Any 
investment in Alternative Investment Funds should be discretionary 
capital set aside strictly for speculative purposes. Alternative 
Investment Fund offering documents are not reviewed or approved by 
federal or state regulators. Some Alternative Investment Funds may 
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have little or no operating history or performance and may use 
hypothetical or pro forma performance which may not reflect actual 
trading done by the manager or advisor and should be reviewed 
carefully. Investors should not place undue reliance on hypothetical or 
pro forma performance.  
 
An investment in the interests of various private investments involve 
certain risks - including tax risks, general real estate risks, risks 
related to financing activity, risks related to the ownership and 
management of a tangible property, risks related to liquidity and risks 
related to the entity’s structure. There is no guarantee that Investors 
will receive distributions or a return of their capital. This material is 
neither an offer to sell, nor a solicitation to buy a security, which can 
be made only by the Memorandum and sold only by broker/dealers 
authorized to do so. All potential Investors must read the 
Memorandum, and no person may invest without acknowledging 
receipt and complete review of the Memorandum. These securities 
have not been registered under the Securities Act of 1933 and are only 
made available to individual who meet certain minimum requirements 
as an “accredited investor” under SEC Rule 501(a).  Investors that do 
not meet these minimum standards are not eligible to participate in 
Regulation D offerings. 
 
Oil and gas exploration, development, and production activities 
inherently involve highly speculative activities in which results cannot 
be exactly predicted and which necessarily involve risk of loss of one's 
entire investment. Investment in the partnership is suitable only for 
"accredited investors" within the meaning of Regulation D defined by 
the Securities and Exchange Commission under the Securities Act of 
1933 and requires the financial ability and willingness to accept the 
high risks and lack of liquidity inherent in the partnership. All of the 
information furnished in connection with a partnership is derived 
through the use of scientific or other techniques associated with the oil 
and gas business, and, as such, should not be relied upon as 
statements of fact. Any reserve estimates, price calculations, price 
forecasts, exploration potential, predictions, or similar information 
contained in the material furnished in connection with a partnership 
are, or may well be, estimates only and may not be indicative of actual 
results. Legal and Tax professionals should be consulted before any 
investment is considered in a project. 
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Chapter 1.  Our Purpose, Process, and Philosophy 
 
The content in this book was created so that individuals, families, 
business owners, and entrepreneurs could digest information about 
money and finance related decisions without being overwhelmed. The 
intention is for you to learn more about each of these thinking 
exercises and begin to develop a particular mindset that has you 
asking: How do these topics relate to my specific personal or business 
economy? 
 
Participating in future conversations with a financial professional who 
is well trained in these thinking exercises can lead to customization of 
specific strategies in your financial picture. It is our opinion that a 
financial professional needs access to a wide array of one-size-fits-one 
tools in the areas of cash flow awareness, income tax strategies, risk 
diversification, tax diversification of assets, and protecting the purpose 
of your money. With all of these tools, a financial professional can truly 
act in your best interest and be considered a fiduciary. 
 
It is also paramount that a financial professional or their firm have a 
business model that provides an infrastructure that creates added-
value throughout the cycle of prospecting, client acquisition, and client 
service. We believe the fundamental building blocks of that 
infrastructure can be found in a firm’s purpose, process, and 
philosophy. If your personal views fit with a firm’s infrastructure, then 
there is a good chance that a business relationship will be beneficial to 
your financial picture over a long term period. 
 
OUR PURPOSE 
 
A financial firm’s WHY needs to exhibit the main reason their business 
is in existence. When e3 ConsultantsGROUP was started we didn’t 
really know our WHY. But after the Great Recession of 2007-2009, the 
reason we were in business became crystal clear and the follow 
purpose was created: 
 
e3 ConsultantsGROUP’s purpose is: 
To proactively challenge the status quo as to how 
Americans are educated about finance and money related 
decisions. 
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e3 believes that the “status quo” of American financial education is the 
tendency to rely on the authority of: 

• The US Government 
• The Federal Reserve 
• Financial Institutions (banks, mutual fund companies, 

brokerage firms) 
• The Media (TV, magazines, newspapers, the Internet) 
• Conventional Wisdom from “talking heads” 

 

e3 believes that all of these entities want to control how you think, 
communicate, and behave in your decisions about finance and money. 

The US Government 

Our government doesn’t really create anything. It does not produce, 
manufacture, or build anything. Its employees are paid with your 
money (tax dollars). Any promises that a government official makes 
must be delivered by someone else in the future, but that future 
person may hold different views on what is in your best interest. 
Growing or expanding the size of the US government is not a way to 
grow the economy. The US government wants you to rely on it for 
everything: a job, your safety, retirement savings, health care, a 
stable economy. For this reason, many Americans worry about the 
“socialization” of our economy. 

The Federal Reserve 

e3’s perspective on the Federal Reserve is one where the Fed assists 
the US government when it cannot achieve its intended results. If the 
government cannot get what it needs through process of raising 
revenue (i.e. income taxes), then the Fed will just print the rest. 
Operating in this manner causes the US currency to inflate. This 
means that the government effectively uses inflation as a tool to 
control your money. Inflation is a much bigger risk to those who do 
not have a lot of money because they cannot protect their incomes or 
assets; their resources (education, expertise, access to teams of 
professionals) are limited.  
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Financial Institutions 

Financial institutions need and want your money. How do they get it? 
They charge you fees for transactions and their management. But ask 
yourself this - How easy is it to get your money out of these 
institutions when you want or need it? 

Banks earn interest on money they lend out, but they either use your 
money (in the form of deposits) or they can borrow from the Federal 
Reserve. This mechanism is highly inflationary thanks to the fractional 
reserve banking system we have accepted since 1913. 

Fee-based advice from brokerage firms or independent advisors is a 
popular method of managing assets. These firms gather assets to 
charge a set fee for providing you advice on how to invest and allocate 
your money. Where is the problem with this setup? There’s nothing 
wrong with a “fee-for-service” model or the idea of giving you 
objective advice not tied to products or commissions. But here’s the 
reality: advisors don’t control the performance of those investments. 
You only make money when those accounts go up. But the advisor 
makes money in any market environment: up, down, or flat. So, 
unless you’re getting value in some other area, you may end up 
disappointed. 

The Media 

Doesn’t it fell like information overload is the media’s main objective? 
It’s up to you to figure out which information is useful in your 
situation. Most people get confused because complexity is the norm 
today. Every medium promotes the latest financial cure —“buy my 
book,” “watch my show,” “read my newsletter,” “listen to my top three 
strategies,” and you’ll be all set, right? The media’s approach is based 
on a herd mentality for making decisions. It doesn’t allow for 
customization. These kinds of financial gurus are quick to give their 
opinions without ever looking at your financial picture. 

Conventional Wisdom 

Almost 24 hours a day, the media’s talking heads spout their 
predictions so that all may marvel at their analysis by peering through 
a crystal ball. Every financial show gives you two-minute glimpses into 
multiple opinions on a topic. Bull or bear? Inflation or deflation? Save 
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or spend…who’s right? Which scenario applies to your situation? And 
how do you ever know who made the right call?  

Do you ever hear something on TV or read something in a magazine or 
the internet and think: That doesn’t make any sense…why would they 
do or say such a thing?  

Instead, consider asking yourself this question: Who benefits by saying 
this?  

The answer will uncover more truth than you can possibly imagine—
especially when it comes to creating, protecting, and transferring your 
wealth. 

How Do You Define Wealth? 

People throw the word wealth around a lot, but the definition of wealth 
is subjective. Its meaning in your personal or business economy is the 
one you give it! The encyclopedia’s definition is “the abundance of 
valuable resources or material possessions.” And each individual 
defines abundance differently.  

The subject of wealth can actually be intimidating to some people. For 
example, many prospects and clients have told e3 advisors that they 
didn’t think their amount of assets were enough to speak with our 
firm.  Some of those people had $50,000 and some had close to $5 
Million! Why would people with substantially different financial 
situations have the same scarcity mentality about money? 

Wealth means different things to different people. It can include a lot 
of components; dollars in the bank, various assets, and material 
possessions are just the tip of the iceberg for the truly wealthy. 
Abundance is a mindset. Notice how you think, communicate, and 
behave around people who you believe are truly wealthy. It will tell 
you a lot. 

The truth is that the wealthiest clients don’t necessarily have millions 
of dollars. Their wealth resides in several areas of their lives that 
create balance: 

• Happiness and comfort around living in the moment 
• Enjoying their big-ticket items (second home, travel, hobbies) 
• Good health for themselves and their entire family 
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• A multigenerational family presence (parents, kids, and 
grandchildren with strong bonds that create powerful 
memories) 

• Giving back to society, paying it forward (fundraising for 
charities and foundations) 

 

Now, this type of balanced lifestyle can be supported by $50,000 in 
assets or $5 million. What really matters are the fundamentals of your 
money habits—saving more than you spend (preserving cash flow) and 
controlling your money’s flow. With the right tools and guidance you 
can have the peace of mind that your personal economy is protected. 

If you really focus on how your money gets used by the status quo 
then over time, you can implement strategies where more of your 
money can flow into your control. Paying interest to financial 
institutions (banks, mortgage companies, credit card companies) and 
allowing the government to imprison you with taxes and inflation are 
not in your best interest. Educate yourself on ways to properly 
structure the growth profile of your assets and take control of your 
financial picture. 

e3 believes that everyone has three resources for improving their 
lives: time, talent, and capital. Those who figure out how to leverage 
their time to improve their talent so that they can create more capital 
are special — we call them entrepreneurs. If everyone could learn how 
to handle their financial pictures like successful entrepreneurs, the 
reliance on government and financial institutions would disappear, and 
more people would realize their own American dream. Then the whole 
country could understand what real wealth looks and feels like. 
 
OUR PROCESS 
 
A company’s process should clearly illustrate how its business model 
differentiates it from every other firm. If a financial management 
company can demonstrate how it will educate you, implement 
strategies, communicate effectively, and manage your expectations 
then your decision to hire it (or not) will be simple. Remember, it’s 
your money. You are in charge. The financial professional or firm 
works for you. So be sure that your working relationship is a fit. You 
want to be comfortable with your advisor when you want long-term 
guidance for achieving the best long-term results. 
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The process e3 provides to our clients is very simple and 
straightforward. The key is to combine these elements with a powerful 
philosophy so that you can achieve financial freedom. 

Education 

We provide you information that helps you make 
decisions. We expand your knowledge base in areas 
beyond traditional asset classes. We introduce an 
environment that constantly searches for ways to add 
value. 

Numerous financial firms claim to focus on education. But which 
specific areas of finance and money-related information do they bring 
you? And is it relevant?  

Ask yourself: Is the information they provide past-based only? Or is 
there present-based relevance and future-based guidance? Their firm’s 
philosophy is your guide for uncovering answers.  

After a firm educates you about its process and philosophy, do you feel 
yourself moving toward or away from making any decisions? If you are 
not being challenged to learn more about strategies and asset classes 
that are not mainstream or typical, ask yourself this question: does 
this lack of depth benefit my financial situation? 

Thirty years ago, the financial markets, the economy, investors, and 
average Americans were all focused on different priorities. There is no 
reason that your financial picture should be overseen by anyone who 
doesn’t view the next thirty years as a new frontier in finance and 
money-related decisions. Why? Because things have changed 
dramatically over the past three decades. Adding value through 
education means developing a way to manage your expectations in a 
business relationship where you feel confident that your needs and 
wants are prioritized. 

  



14 
 
 
 

Confidence  

e3 advisors tell prospective clients all the time that our business model 
is not for everyone. But if our core principles are in line with your 
thinking, we can begin to focus on customized solutions. You should be 
confident: 

• That our purpose, process, and philosophy fits your mindset 
• That you are clear on which of our services and strategies you 

want to utilize 

Since your life doesn’t happen in a straight line, you need to rely on an 
integrated resource network (IRN) to provide strategies and solutions 
where you need them the most. Until you’re certain of your next 
financial move, it doesn’t make sense to commit any of your resources 
(time, talent, or capital). So achieving confidence is paramount if you 
want to make successful financial decisions. 

Action 

Deciding how to move forward with a financial strategy or vehicle can 
be very difficult. The other option is to do nothing. BUT, remember 
that doing nothing is still a decision—and a very expensive one given 
the current state of flux our economy is in. How valuable is 
transparency in the information you consider in your financial 
decisions? It should be a priority for both you and your financial 
professional because fees, expenses, liquidity restrictions, flexibility, 
and control of your investment dollars normally help determine which 
strategies fit your situation.  

We recommend that you: 

• Insist on transparent conversations with your financial firm. 
• Implement customized, one-size-fits-one strategies. 
• Integrate as many resources as possible to simply your financial 

life. 

The financial service industry has been tainted by unscrupulous 
individuals interested only in their own compensation, not their clients’ 
best interests. While those types of advisors are a small minority, and 
the rest of financial professionals keep their clients’ needs ahead of 
their own, the public remains skeptical. 
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Trust 

How do individuals, families, business owners, and entrepreneurs 
overcome skepticism and build customized financial pictures that 
protect their personal or business economies with someone they can 
trust?  

I believe that a firm’s philosophy is the difference maker in today’s 
uncertain economy. Just as a firm’s process shows you how it will 
meet your expectations, the philosophy demonstrates what it will do to 
add value and earn the trust you expect from any of your financial 
professionals.  

Trust has two crucial components: the character of the people you 
interact with concerning your money and their competency to measure 
and monitor your financial picture based on current economic 
conditions. If a financial professional can accurately manage their 
clients’ expectations, then a successful, long term relationship can 
develop. 

OUR PHILOSOPHY 
 
Our firm’s Advance & Protect philosophy is different from other 
philosophies in the financial service industry that many savers and 
investors have embraced. “Hope” is not an investment strategy, yet it 
is a core component of the buy-and-hold mentality that has influenced 
most people in the past three decades. With Advance & Protect, e3 is 
proactive in managing your entire financial picture at all times.  

The four pillars or core tenets of our Advance & Protect philosophy are 
as follows: 

Diversify Your Risk Using Alternative Asset Classes 

Most individual investors put their money to work in the typical asset 
classes stocks, bonds, and cash. These asset classes make up the 
majority of Americans’ portfolios because the status quo provides 
information about them at an overwhelming level.  

For decades, however, pension plans, endowments, financial 
institutions, and wealthy individuals have managed their portfolios 
using alternative investments in an effort to help minimize or mitigate 
various risks. 
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e3 intends to educate our clients on the institutional mindset and 
provide them with information on how they can access these same 
types of asset classes and financial strategies. While diversification 
cannot ensure a profit or protect against a loss, e3 helps you diversify 
your investment portfolios using various non-correlated asset classes 
to help minimize your risk. 

Tax Diversification of Your Assets 

Minimizing income tax is an important part of planning your financial 
future. Every dollar of taxes you save is one more dollar you can save, 
spend or transfer in the future. e3 advisors will work with you to help 
ensure you have a balance of taxable, tax-deferred, and tax-exempt 
assets—that’s tax diversification—so that you can use your money 
effectively. Many financial firms fail to coordinate the strategies of risk 
diversification with tax diversification of assets. We believe you cannot 
perform one without the other if you want to achieve financial balance 
in your life. 

Protect the Purpose of Your Money 

You cannot control what happens in this economy, but you can control 
how you respond to the changes and protect the purpose of your 
money. We believe there are no such things as good or bad 
investments or products; it’s all about the appropriateness of the 
financial vehicles that help prioritize what we call our “Safety, 
Liquidity, Growth” model. 

•Safety: Learn strategies that can help you protect your principal or the 
income it generates. 

•Liquidity: Receive guidance about how to get access to your money 
when you need it but have it working for you at all times. 

•Growth: We help you strategize and determine your money’s “growth 
profile” through either income (interest, dividends, and yield) sources 
or appreciation (an increase in security price to be reinvested or sold in 
the future for a gain). 

Since there is no perfect investment, the key is to balance these 
characteristics with each pool of money that you plan to use, whether 
for month-to-month expenses or savings for big-ticket items. 
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Coordinate Every Piece of Your Financial Picture 

As members of an independent firm, e3’s advisors make decisions 
based on what is in the best interest of our clients, not based on 
preferred relationships or on how we are compensated. Each affiliate 
partner throughout our integrated financial resources network 
understands our Advance & Protect philosophy and works together to 
provide you with services and strategies that best fit your situation. 

 

Note: Services provided by estate attorneys, health/LTC insurance and 
mortgage specialists are offered by a third party and Kalos Capital 
does not provide Income Tax, Social Security or Medicare services.   

Here are some questions to consider: 

• When was the last time your investment advisor asked to see 
your income tax return? 

• Are your tax professionals proactive with income tax strategies, 
or do they just react to the information you provide them every 
year? 

• How should you structure your mortgage in retirement? Should 
you just pay it off? 

• Is your investment portfolio designed for accumulation or 
utilization? 

• Has anyone looked at your options for Social Security benefits or 
Medicare coverage and helped you decide which decisions you 
should make in your personal economy? 
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• What options do you have to help protect your assets from 
medical issues or long-term care needs? 

• Are all of your accounts properly titled and have the right 
beneficiaries for an efficient transfer of your estate? 
 

Nowadays, so much uncertainty exists within our educational system, 
housing market, employment, and health care arenas that it’s up to 
you to protect your personal economy. You need a team of financial 
professionals who are experts in all areas that deal with money. 
Proactive strategies that simplify your financial life are essential. 

Minimizing Risk 

A philosophy that focuses on minimizing certain risks in a client’s 
financial picture is not revolutionary by itself. It is the prioritizing of 
risk minimization that has completely changed the paradigm of the 
financial service industry over the past thirty years.  As you review this 
section, ask whether you see the following risks impacting your 
personal or business economy over the next one, five, ten, or twenty 
years. 

Market Volatility 

The Dow Jones Industrial Average and the S&P 500 Index have again 
reached all-time highs in 2017. Does that give you confidence in the 
market and the economy? Do you wonder how the market achieved 
those all-time highs? Has your portfolio benefitted from the last few 
years of the stock market’s climb, or have you been on the sidelines, 
waiting for the “right” moment to get back into the market? 

If your current financial firm is not educating you about the reasons 
behind the recent stock market performance and its future potential 
then you may need to get a second opinion. The same thing goes for 
any bond or other fixed-income holdings you have now. We are in 
uncharted territory for bonds; it’s beyond most people’s actual 
investment experience. Over the last thirty years, interest rates have 
decreased, allowing bonds to actually outperform stocks (measured by 
thirty-year treasury bonds versus the S&P 500 Index from 1981 to 
2011). Unfortunately this performance cannot be duplicated in the 
near future because increasing interest rates will punish the values of 
bond holders’ principal. You need a proactive strategy that can address 
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this economic reality and a firm that can offer you solutions, not 
excuses. 

Inflation 

Do you believe that the government’s measure of inflation, the 
Consumer Price Index (CPI), accurately reflects what affects your 
situation? Does it bother you that things like most food and gas are 
not included in the current CPI calculation? The true definition of 
inflation relates to the devaluation of our currency. The more money 
the Federal Reserve prints, the less “stuff” you can buy with a dollar. 
What should really matter to you is how your personal or business 
economy is impacted by real inflation. If the stuff you buy is getting 
more expensive, you need to make sure your money is working for 
you to offset that change in your purchasing power. 

Income Taxes 

Simple question: do you think taxes will go down, stay the same, or go 
up in the future? For example, the US government collected a record 
amount of tax revenue in 2013, and it helped reduce the budget deficit 
almost by half. However, there is no indication that the government 
plans to eliminate its budget deficits or dependence on debt. If 
anything, a future boost in tax revenues will just allow it to spend 
more. Remember that you are only required to pay taxes on your 
money once! Implement strategies that tax diversify your assets so 
you can take control of your financial picture. 

Longevity 

Good news: as a society, we are living longer. Bad news: we are living 
longer. For the past thirty years, people have been using traditional 
asset classes to build up their nest eggs, and that has allowed millions 
of Americans to get to retirement safely. But now what? The game is 
just beginning. You are only at halftime, and a good locker-room talk 
is way overdue for most savers who see their stock holdings 
fluctuating, their bond yields dropping, and their bank accounts paying 
minimal interest. The strategies you implemented to accumulate your 
wealth were from a time when the US economy was growing and 
people had confidence that our government would do what was in the 
best interest of our citizens. Please don’t wait for someone else to 
figure these things out for you. The time is now because we do not 
know what tomorrow has in store for any of us. 
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Chapter 2.  Different Types of Return on Your Money 

Habits are the key to financial success. It doesn’t matter how much 
money you make, save, inherit, or receive if you don’t have the simple 
habits of saving first and spending less money than you have 
available. Without these habits, your financial picture could be in 
jeopardy. For many of you, it would be prudent to make your assets 
work for you by putting your money into asset classes that create 
growth through income first. This chapter is designed to help you 
realize that you have several ways to create returns. 

Internal return is what your asset generates through its performance 
(both income and appreciation over time). In most cases, this is 
calculated as the return on investment (ROI). Most retail, market-
driven vehicles (stocks, mutual funds, and exchange-traded funds 
[ETFs]) use this return to measure their performance. They provide 
reports that show average returns over a specific period (one year, 
five years, ten years, and since inception). Your internal return is 
specific to your timeline of action and cannot be truly determined until 
after you’ve completed your investment horizon. 

And always remember that past performance is no indication of future 
results. You hear this all the time, but some financial advisors may 
disregard this principle when making investment recommendations. 
But internal return is normally out of your control because you 
have no way to know how much appreciation you’ll earn from the 
market. Utilizing asset classes that generate growth through income 
first can assist you in creating a more stable internal return. 

External return is rarely considered, but entrepreneurs and 
institutions take advantage of this economic benefit all of the time. 
Think of it as your return on cash flow. When you properly utilize your 
money and leverage your internal return by getting more of your 
money to flow into your control, the results are magnified. You can do 
this by minimizing the opportunity costs that impact your daily life, 
such as: 

• Interest costs from banks, credit cards, and mortgage companies 
• Lack of control of your principal as you pay down debt 
• Restricting the use of your money to one goal only 
• Being held hostage by income taxes when you want to access 

your money 
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External return is subjective because everyone’s financial picture is 
different. When an entrepreneur buys a business, its initial internal 
return is based on annual growth and business valuation. Now the 
buyer can add an external return by reducing expenses through 
operational synergies, improved employee morale with a better work 
environment, and visionary leadership. Add in some management 
expertise that can improve the trajectory of the company’s future, and 
all of a sudden the value of the business could improve.  

You can accomplish something similar by operating your personal 
economy the same way. You first need to realize that cash flow is 
everything. Managing your budget to keep spending on a realistic path 
while simultaneously building savings is extremely difficult. But if you 
can follow sound financial principles within your own financial home, 
generations of your family can enjoy the benefits. 

Next, you should implement financial strategies that get money 
flowing into your control without completely depleting your savings or 
access to capital. Paying off credit card debt, student loans, and your 
home is a very beneficial financial strategy, but if you leave yourself 
with zero savings to accomplish these goals, you could wind up 
vulnerable should an unexpected event occur with your job, health, or 
family that affects you financially. So figuring out ways to have your 
money work for you while you use it is critical, and we’ll discuss those 
techniques later in this book. 

Let’s look at a few examples just to get a sense of this concept: 

Example 1: Paying Off Debt 

Let’s say you have fifty thousand dollars ($50,000) of household 
income and twenty thousand dollars ($20,000) in the bank making 
virtually nothing (less than 1 percent interest). Your monthly debt 
payments are: 

o A $500 payment to low-interest credit cards with a 
$10,000 balance at 5 percent interest 

o A $250 student loan payment with a $10,000 balance at 5 
percent interest 
 

This $750 per month adds up to nine thousand dollars ($9,000) per 
year or 18 percent of your income. 
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Should you pay off these debts with the $20,000 of cash you have in 
the bank? Conventional wisdom says that doing so will save you the 5 
percent interest paid to the credit card and student loan companies 
(this is the internal rate of return).  

But what is your increased cash flow when you pay off the debts? It’s 
the amount you no longer pay out per year: $9,000 or 18 percent. 
This is the sum of the 5 percent internal rate of return plus the 13 
percent external return from the principal. 

However, this comes with an opportunity cost: the lack of cash for an 
emergency fund. In other words, liquidity is eliminated while cash flow 
is dramatically increased. 

Another option is to pay off the credit card first and then pay off the 
student loan in the next year or so. You pay off the credit card first 
because it has a higher return on cash flow for the same amount of 
debt ($500 per month saved is a 12-percent increase to cash flow). 

Example 2: Paying Off Your Home 

In this example, you have $100,000 in household income. You have a 
$150,000, thirty-year mortgage at 4 percent. Your required house 
payment is only $716 in principal and interest (we’ll leave out taxes 
and insurance because some people build these costs into their 
payment, and others pay them separately). You are also very 
conservative and don’t like debt of any kind, so you also pay $284 
extra to reduce your principal faster totaling $1,000 each month. 

You have $200,000 sitting in the bank, making less than 1 percent 
interest. What happens if you pay off your mortgage now with 
$150,000 from your savings? You’d save twelve thousand dollars 
($12,000) per year in cash flow, an increase of 12 percent (8 percent 
external return plus 4 percent internal). 

What are your opportunity costs? You have less liquidity—you cannot 
access your $150,000 anymore when you put it into the house unless 
you sell the property or take out another mortgage (or home equity 
loan). In other words, the money “in” the home stops working for 
you—it’s making a 0-percent internal return. 

Many clients ask, “Doesn’t the house still appreciate?” Well, we hope 
so. But if it does, it appreciates whether you have a mortgage on the 
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property or not. So, no, the $150,000 mortgage payoff in this case is 
not working for you. This is one big reason I am a proponent of certain 
types of alternative assets for these types of big-ticket items. If 
structured properly, certain assets can produce both internal and 
external returns while you use the money. 

Now I am sure some readers are wondering, which return is more 
valuable to me—internal or external? That’s not the way to look at 
them, though. Instead, you need to look at your financial picture and 
see how each return impacts your personal economy. The lower your 
asset values, the greater impact external returns will have on your 
financial picture. 

Example 3  

You make $100,000 and have $100,000 in assets. If you save 10 
percent of your income ($10,000 per year), that is an external return 
that you control. To create the same accumulation results compared to 
your cash flow, you would need to make a 10-percent internal return 
on your assets. Based on our current economy, how much risk are you 
willing to take to achieve that 10 percent—knowing that you could also 
lose money? 

Now realize, if you have accumulated more assets, the effectiveness of 
your internal return is magnified. 

Example 4  

You make $100,000 and have $500,000 in assets. You save the same 
amount as above (a 10-percent external return on your income). But 
now you only need to generate a 2-percent internal return on your 
assets to equal your cash flow results. However, the more assets you 
accumulate, the bigger the risk of loss. 

You still want to save 10 percent of your cash flow, but you also want 
your assets working for you as hard as possible without too much risk. 
You must find an investment strategy that minimizes risk while 
achieving an expected internal return. Your financial professional 
needs to align specific strategies with your mindset to accomplish this 
feat. 
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Let’s look at timelines for accumulating $500,000 based on different 
returns:  

• Saving ten thousand dollars ($10,000) per year and earning a 0-
percent internal return, it would take you fifty years. 

• With a 5-percent internal return, you cut that time almost in half 
(25.7 years). 

• With an 8-percent internal return, it takes twenty-one years. 
• With a 10-percent internal return, it takes nineteen years. 

 
All of these calculations assume that you earn these internal rates 
every year without interruption—that’s not very realistic. The more 
internal return you seek to create, the more important a risk 
minimization strategy becomes. 

Most people who are successful at building first-generation wealth 
intend to leave legacies for multiple generations to use and carry 
forward. This is what I call one’s Eternal return. It is the culmination 
of your time, talent, and capital passed on to the next generation. It 
can be comprised of assets, the knowledge you impart to your family 
during your life, and the goodwill you have created for your family 
legacy, etc. This type of return includes a lot of intangibles and is 
sometimes difficult to grasp but make no mistake—it could be the 
most valuable return of all. If structured properly, the wealth you’ve 
created can improve your family’s personal economy five, ten, twenty, 
even a hundred times over because its members are now working 
from a more robust, solid foundation that you built over time. Our 
organization believes in teaching our clients generational planning 
exercises that can assist people in optimizing their eternal return. 

With an uncertain economic outlook for America over the next thirty 
years, families that provide an eternal return to their next generations 
may be protecting not only their personal economies but their families’ 
economic survival. We have a real sense of urgency to teach this 
information to you because we believe economic forces are working 
against savers. 

The charts on page 25 illustrate as borrowers were benefitting from a 
30+ year decline in interest rates, savers were being punished as 
interest paid on balances in their bank accounts shrank. 
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And, while interest rates were going down, the outstanding debt for 
our country and the Federal Reserve’s balance sheet increased 
significantly! Over this period of time, Americans were encourage to 
keep consuming and take risk with their money to keep the economy 
alive and promote equity investments as opposed to keeping money 
“on the sidelines” in cash and continue saving. 
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These charts above show that since the 1960’s, people’s habits of 
saving money deteriorated but the stock market has continued to 
climb over the past 10 years. Ask yourself “Who is benefitting from 
this stock market surge?” 
 
What does all of this mean for the conservative saver? In today’s 
economy, cash is earning very low interest and yet trillions of dollars 
are sitting in banks. We believe bonds can no longer function the same 
way in a traditional portfolio. And stocks appear to be the remaining 
traditional option with long term growth potential but the market is 
much more volatile and the economy seems rather unstable.  
 
Meanwhile, a saver’s personal economy is getting more risk averse. 
Their good money habits are working against them due to market 
intervention by the U.S. Government, the Federal Reserve, and 
financial institutions. A saver that wants to utilize their money right 
now in the present is afraid of how those actions might negatively 
impact their future! Savers need guidance and alternative strategies 
right now that provide solutions for both short term needs and long 
term wants simultaneously. 
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Chapter 3.  Cash Flow Awareness 
 
One of the main things our firm has learned from studying behavioral 
finance is that most people with good money habits make financial 
decisions in certain ways. To understand this decision-making 
paradigm, you first need to understand what certain words mean to 
people with good money habits.  Here are the subjective definitions we 
have given certain words based on tens of thousands of conversations 
with clients on the topics of money and finance. 
 
Saving: To accumulate money in places where there is little to 
no risk of one’s principal. By saving, the person is not concerned 
about the return ON their money but rather the focus is on the return 
OF their money. Saving is normally a conscious act by someone with 
good money habits and for decades it has resulted in people building 
up balances in various bank accounts (checking, savings, money 
market, and certificate of deposits). 
 
Investing: To put money to work in specific assets or financial 
vehicles that have the potential to generate a return on the 
principal. Your principal becomes your initial investment and you 
become an investor. If successful, you will receive a return on 
investment (ROI) or what we called in the last chapter an internal 
return. Note: the process of investing involves the risk of losing your 
principal and there are many different types of risk that investors face. 
Determining the appropriate amount of risk for each investment is a 
subjective process and needs to be measured based on an individual’s 
personal/business economy. 
 
Spending: When someone plans to spend their money in the context 
of good money habits, it means they are paying for either normal 
variable monthly expenses to maintain their lifestyle or they are 
purchasing big ticket items to improve their lifestyle. Note: these 
items are not the normal, reoccurring expenses that people associate 
with the act of paying their bills. 
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Here are some examples of different types of planned spending: 
 
Maintaining Your Lifestyle: Pay your income taxes, cover unforeseen 
emergencies, assist a family member, household upkeep, healthcare, 
etc. 
 
Improve Your Lifestyle: Home improvements, new autos, travel, 
children’s education, gifts, additional real estate, buying a business, 
etc. 
 
When a person with good money habits spends their money, that 
principal is viewed as being gone forever. There is an opportunity 
cost present when this happens as their principal is no longer able to 
generate any type of return in the future. We call this an external 
return because the money is no longer in your control.  Our intention 
is to help someone choose to spend their money while reducing or 
eliminating certain opportunity costs over their lifetime. It’s important 
to understand the dynamic between these three words – SAVE, 
INVEST, and SPEND – and why some people confuse their meaning. 
 
For example, it is possible for someone to invest or spend money 
without actually saving it first.  We would not consider this person to 
be a conservative saver because they are most likely taking on more 
risk with their investments and could be spending through the use of 
debt. Not all types of debt are bad but debt does add more risk… 
 
On the other hand, there are many people who are not comfortable 
with the idea of risk and choose to save but never truly invest. This 
type of saver usually accumulates money in their bank accounts, 
works hard to pay off their debts as soon as possible, and struggle 
with the idea of spending their hard earned money. This occurs 
because they possess a fear about the unknown future and this person 
is constantly worried about needing their money in case of an 
emergency.  
 
We want to help our clients realize their good money habits of saving 
first actually provide them with more flexibility, access, and control of 
their money. Whether they invest or spend those dollars is up to 
them; after all, it’s your money! Here’s how we help our clients 
visualize the process of taking control of their personal/business 
economies: 
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As the diagram above illustrates, the act of saving occurs prior to the 
decision to invest or spend for someone with good money habits. We 
call this process Cash Flow Awareness. Whether someone saves 
money on a monthly basis or accumulates money in big chunks due to 
financial windfalls (i.e. bonus, commissions earned, business 
distribution, inheritance, etc.), they are going to store that money 
some place safe until allocating it between investments or current 
spending needs & wants. The process of storing money in a safe place 
is called accumulation and the process of deciding whether to invest 
or spend your savings is called utilization. 
 
Utilization strategies are seldom a topic financial professionals educate 
their clients about when discussing their financial pictures. Our 
industry is usually zeroed in on investment conversations and the 
majority of financial vehicles that exist in the marketplace today 
revolve around a risk/return mindset. The thinking is that in order to 
achieve higher returns, an investor must be prepared to take on more 
risk in their financial picture. Our focus with utilization strategies 
centers around four main questions concerning a client’s cash flow 
awareness: 
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• What is the purpose of your money? To Invest or Spend? 
 

• What is the time horizon for each purpose? Long Term or Short 
Term? 

 
• Are their specific risks you would like to minimize over that time 

frame? 
 

• Where do you currently store your savings? 
 
Getting answers to these questions allows the financial professional to 
act as an advocate for their clients’ best interests. Ultimately, we aim 
to teach our clients to simply discover what dollars are flowing into 
your control and what dollars are flowing out of your control. Then, 
strategize so more money flows into your control. The end result 
will be more money for you to retain and utilize during your lifetime 
and more money for future generations. 
 
Our firm believes there are different elements to banking and we 
believe how each element functions in your personal/business 
economy is critical for people to understand. Actually, you could define 
banking in different ways: 
 

• Paying your bills out of your checking account on a month-to-
month basis (Managing your finances) 

• Financing purchases with money you don’t currently have in your 
possession (Borrow money) 

• Paying cash for a purchase out of your savings/money market 
account (Save money) 

 
No matter what method or methods of banking you operate under, 
everyone has two areas of focus with their money:  
 
1) Making money and earning a living in his or her occupation, career, 
or business so you can begin to save, invest, and utilize your hard 
earned dollars. 
 
2) Managing your personal or business economy through strategic 
financing and cash flow awareness with your money-to-month 
expenses and big ticket purchases.  
 
For several years, our firm has been doing research to determine why 
today’s traditional banking system doesn’t appear to benefit savers as 
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it used to over the past 30+ years. Since banks have long been a 
place for people to store money, the reasons behind this action were 
simple – banks provided SAFETY of principal, LIQUIDITY through 
access to your money at any time, and GROWTH through interest on 
any account balance you kept at the bank.  
 
Today’s relationship between banks and savers has changed 
dramatically. Now savers are earning less than 1% on their bank 
accounts because banks don’t need any more deposits to function. 
Subsequently, the Federal Reserve is punishing savers and increasing 
the risks associated with inflation, taxes and longevity in a saver’s 
economy. Just look at these ads from two different banks to get some 
perspective: 
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The first advertisement is from a bank with an offer to pay 5.1% 
interest on a business sweep account back in 2007. The second 
advertisement shows an offer from another bank for a “high yield” 12-
month CD in 2014. It will pay 1% interest to function in a similar way 
the sweep account did back in 2007 – but pay 80% less in interest. 
What’s wrong with this picture? Do savers deserve to earn 80% less 
on their hard earned savings at a time when they desire more safety, 
liquidity, and growth? Or, is it time to look for a different financial 
institution to assist you with the purpose of your safe money? 
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Chapter 4.  Growth Profile of Different Asset Classes 
 
The word growth means different things to different people. There are 
many terms that Americans use to say the same things as growth: 
rate of return, income, performance, return on investment (ROI), 
profit, appreciation, and gains to name a few.  The confusion created 
by all of these different terms surfaces for the public when the true 
definition of growth gets lost in translation. Wil Rogers has been 
famously quoted (even though Mark Twain actually said it first) as 
saying “I am more concerned about the return OF my money more 
than the return ON my money.”  The return on anyone’s money that is 
saved or invested is what is considered growth. But understanding an 
asset classes’ Growth Profile is a revolutionary way to view one’s 
portfolio. 
 
Understanding the growth profile of any asset class just involves the 
discussion of how that asset generates a return on its principal.  There 
are two simple methods to generating growth from an asset: income 
and appreciation. Income is created when an asset receives regular 
interest, dividends, or a yield on the original principal deposited or 
invested. One can also generate income through cash flow when the 
asset owned is a business, real estate, or some type of passive income 
asset.  The income generated off of the principal is normally a 
consistent stream of money that is received periodically (monthly, 
quarterly, or annually).   
 
Appreciation on an asset’s principal is created when the underlying 
value of the asset increases over time.  For example, if you own a 
stock, mutual fund, your personal residence or a business, each of 
those assets have the opportunity to appreciate in value based on 
different methods of measurement.  A stock appreciates when its price 
increases on the stock exchange (e.g. NYSE, NASDAQ). A mutual 
fund’s unit price increases when the underlying holdings collectively 
appreciate. To calculate the appreciation for assets like a personal 
residence, a commercial building, or a business will normally require a 
valuation from a certified appraiser. Their assessment of the asset and 
subsequent documentation that supports their valuation will be used 
by buyers, sellers and financial institutions. It’s also important for us 
to discuss the difference between realized and unrealized appreciation. 
Realized appreciation is when you sell or liquidate an asset and no 
longer own it.  Unrealized appreciation is appreciation on paper. If 
you bought a stock at $20/share and it’s worth $25/share and it was 
still held in your brokerage account, you would have earned $5/share 
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of unrealized appreciation. On paper you will report $5 worth of growth 
through unrealized appreciation. If you sell the stock for $25/share, 
then the $5 worth of gain would represent realized appreciation. 
Assuming the gain occurred over twelve months, you would have 
experienced a 25% return. 
 
Why point out the difference between unrealized and realized 
appreciation?  One reason deals with any income tax consequences on 
your assets.  You don’t pay taxes on unrealized gains.  Only when you 
sell or liquidate an asset does the tax on realized appreciation impact 
your financial picture. The second reason pertains to the purpose of 
your money.  If the assets you own are held primarily for retirement 
(as in a 401k or IRA), you will be focused on both unrealized and 
realized appreciation over your specific time horizon.  While you are 
adding to your account via systematic saving/investing, the 
accumulation of money towards your goal happens through unrealized 
appreciation.  Your sole intention is to increase your account balance.   
 
If you want to retire in 20 years, you are going to add money to your 
portfolio (buying more shares of stock and mutual funds) and your 
primary focus will be to watch your account balance increase.  If your 
account is tax deferred (e.g. 401k or IRA), you won’t worry about 
income taxes until you take the money out of your account.  If you put 
money into a taxable account, there may be times when you receive a 
1099 and have to pay income taxes while you are accumulating 
money.  Tax free assets (e.g. Roth IRA) do not face income taxes 
issues during accumulation or when your money is withdrawn because 
you paid taxes on the money before depositing it.   
 
Our point is that while you are accumulating money for a 
particular purpose, the type of account you put your money in 
and the asset classes you diversify your money in are not as big 
of a concern to most people as long as they see their account 
balance growing!  Along that same line of thinking, most people 
don’t concern themselves with the growth profile of each asset 
class in their portfolio.  But that lack of attention can be 
devastating in the future to someone’s personal or business 
economy. 
 
Let’s assume that an acceptable overall growth rate over someone’s 
time horizon is 6-8% net of any fees and expenses.  This performance 
can also be viewed as the total return on someone’s portfolio.  To 
accomplish this 6-8% overall growth rate, it is imperative that you 
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understand the growth profile of your portfolio.  Earning 6-8% on your 
portfolio is an expectation and managing clients’ expectations is an 
essential skill for a financial professional to possess. Being able to 
communicate how a financial professional intends to earn you that 6-
8% growth rate is a trait few people in the financial services industry 
have mastered.  This is extremely important because most portfolios 
contain typical asset classes (stocks, bonds, and cash) and their future 
growth profile has been muted in several ways. 
 
The decrease in growth through income on traditional portfolios has 
shifted the focus of most Americans (whether they realize it or not) to 
generating growth through an appreciation based portfolio.  
 
There was a time when money in cash earned a decent 4-6% in 
interest paid by banks on savings accounts, money markets, or 
certificates of deposit (CD).  The chart below illustrates that the lack of 
interest income paid on cash balances is a recent phenomenon in the 
American economy: 
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People who value safety and liquidity could rely on their savings in 
cash to produce growth through income while minimizing risk.  This 
level of interest earned would supplement individuals and families’ 
lifestyles in retirement with pensions and social security benefits 
providing a healthy foundation.  It allowed conservative savers to 
accumulate money for big ticket items such as buying a home, 
covering children’s educational expenses, purchasing a vehicle, or just 
saving for a rainy day emergency. 
 
For business owners, the ability to earn interest on surplus cash that 
built up as operational reserves was crucial. Banks would set up 
sweep accounts for businesses in order to create additional growth 
on reserves. This process was very simple.  Here’s a quick example of 
how it worked: 
 
As revenue is received by a business, those dollars would flow into the 
business checking account growing its balance. 
 
 
CHECKING ACCT   REVENUE   CHECKING ACCT 
 
 
 
Instead of keeping that larger balance in the checking account earning 
very little interest, the surplus would be swept (transferred) to a 
savings account/money market – named a sweep account: 
 
 
REVENUE   CHECKING ACCT 
 
 
    
     

 
 MONEY MARKET 

     (SWEEP ACCT) 
 
 
The money in the sweep account would earn daily interest at a higher 
level (e.g. 4-6%) until those dollars were needed for business 
operations.  At that time, money would just flow back into the 
checking account to cover expenses: 
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REVENUE   CHECKING ACCT     EXPENSES 
 
 
    
     MONEY MARKET 
       (SWEEP ACCT) 
 
The sweep account was a place to store your business reserves until 
you had a purpose for the money (regular expenses or big ticket 
items). 
 
If you averaged a $100,000 balance in your sweep account over the 
year and your interest earned was 5%, then $5,000 of interest would 
have been added to your balance. But your sweep account wouldn’t 
normally stay at $100,000.  Maybe some months it could be as high as 
$250,000.  This would occur when business revenues were high from 
cyclical trends or you had attracted new clients. In other months, your 
sweep account might be as low as $10,000 because you’ve purchased 
equipment, had an unexpected expense or went through a slow 
period.  The bank will pay you interest on any money you KEEP 
in the sweep account. When the interest earned is higher (4-6%), 
there is an incentive to keep more money in your sweep account. But 
what happens when you are earning less than 1% on those same 
dollars in today’s economy?   
 
Individuals, families, business owners and entrepreneurs are 
struggling with a very real conundrum: the need to store savings 
somewhere for future utilization but they also have a desire to 
earn something on those dollars to stay ahead of inflation and 
taxes!  Since the early 1980’s, the decrease in interest rates and the 
active manipulation of economic forces by the Federal Reserve has 
produced an environment where banks no longer need to attract 
deposits to operate and therefore have no incentive to increase the 
interest paid on deposits (e.g. checking, savings, money market, 
CD’s).  This reality is not only impacting conservative savers but also 
investors who have historically balanced their portfolios in a 
combination of bond and stock investments. 
 
After discussing our current dilemma with holding monies in cash, we 
will turn our attention to bonds. Most investors don’t have a detailed 
understanding of how bonds truly work. This is partly due to the rise of 
mutual funds as a pathway to fixed income investing for average 
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Americans.  Another reason relates to the market environment over 
the past 30+ years with interest rates steadily declining.  The majority 
of savers and investors in the economy today have not saved, 
invested, or utilized their money in a rising interest rate 
environment. Consider this information a Bonds 101 tutorial on 
certain risks that exist with bonds. 

UNDERSTANDING BOND RISKS 

Bonds play an important role in many portfolios, but it’s important to 
understand that they are subject to certain general and specific risks. 
While not exhaustive, here are some risks you should be aware of 
when investing in bonds: 

Reinvestment risk: When interest rates are declining, investors 
must reinvest any interest income and return of principal at lower 
rates, reducing their investment returns. 

Inflation risk: Inflation causes future dollars to be worth less than 
today’s. Since a bond’s principal does not grow over time, investors 
risk a reduction in the purchasing power of future interest income 
and principal over time. 

Market risk: This is the risk that the bond market will decline as a 
whole, bringing down the value of individual bonds, regardless of 
their fundamental characteristics. 

Call risk: Some bonds contain a “call provision,” which allows their 
issuers to redeem them prior to maturity, causing an investor’s 
principal to be returned sooner than expected and making them 
lose out on future interest payments. Declining interest rates may 
trigger the redemption of a callable bond, forcing investors to 
reinvest the principal at lower interest rates.  

Interest rate risk: Generally, when interest rates rise, bond prices 
fall. Conversely, when interest rates decline, bond prices typically 
rise. Investors who sell bonds prior to maturity may lose some or all 
of their principal. 

Duration risk: The sensitivity of a bond’s price changes in 
prevailing interest rates. The higher a bond’s duration, the more 
sensitive its price to interest rate changes. 
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Interest rate risk and 
duration risk have become 
of particular importance in 
today’s ultra-low interest 
rate environment. 
Currently, interest rates are 
at historic lows, meaning 
that there is a strong 
likelihood that interest rates 
may rise in the future.  
THE RELATIONSHIP 
BETWEEN BOND VALUES 
AND INTEREST RATES 
 
Generally speaking, bond 
prices and interest rates 
have an inverse 
relationship, meaning that 
when interest rates rise, 
bond prices fall because 
new bonds are issued 
paying higher “coupon” or 
interest rates, making the 

older, lower-coupon bonds less attractive to investors. When interest 
rates decline, bond prices rise because the higher interest payments of 
the older bonds are more attractive than the new lower-paying bonds.  
 
Generally speaking, the longer the term of the bond, the greater the 
price fluctuation or volatility that occurs from a change in interest 
rates. Duration risk is the risk associated with the sensitivity of a 
bond’s price to a one percent change in interest rates. The higher a 
bond’s duration, the greater its sensitivity to changes in interest rates 
and the greater the fluctuations in market price the bond may 
experience.  
 
If you sell a bond before maturity, the price you will receive 
(regardless of the face value of the bond) will be affected by the 
prevailing interest rates and the bond’s duration, as well as other 
fundamental factors of the bond. 
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Interest rates have been hovering near historic lows since 2011. Many 
economists believed that interest rates were not likely to get much 
lower and would eventually rise. If and when this happens, 
outstanding bonds, particularly those paying a low coupon rate and 
with high duration, may experience significant drops in market value.  
 
For example, if interest rates were to rise by two percent from 2015’s 
ultra-low levels, a medium investment grade corporate bond (BBB, 
Baa rated or similar) with a duration of 8.4 (10-year maturity, 3.5 
percent coupon) could lose 15 percent of its market value. A similar 
investment grade bond with a duration of 14.5 (30-year maturity, 4.5 
percent coupon) might experience a loss in value of 26 percent.1 The 
higher level of loss for the longer-term bond happens because its 
duration number is higher, making it more sensitive to interest rate 
changes. It’s important to remember that these price fluctuations only 
matter if you intend to sell a bond before maturity. Bonds will pay out 
the same face value at maturity regardless of their market value, 
unless the issuer goes bankrupt or otherwise fails to pay back the 
principal.  
 
What this information is telling you is that as bonds struggle to create 
growth through income in portfolios, the risk of rising interest rates is 
also negatively impacting growth through appreciation in one’s 
portfolio. As interest rates rise, the opportunity to earn appreciation on 
your fixed income assets is severely muted and in some instances may 
cause loss of principal. Also, factor in that there is no opportunity to 
earn appreciation on cash because banks only pay interest on your 
principal.  There is no other growth created with cash.  Some 
Americans believe that as interest rates rise, banks will start to pay 
higher yield on savings.  Unfortunately, it is our belief that banks no 
longer need our deposits to make loans and generate a profit, so 
banks have no incentive to pay higher interest on savings. There’s $12 
Trillion in cash positions and banks are not lending at the same levels 
they were when bank assets were half that amount! Now, let’s take all 
of this information and put it into the context of a client’s portfolio 
going forward with an expectation of 6-8% growth. 
 
  

                                                        
1 “Duration—What an Interest Rate Hike Could Do to Your Bond Portfolio.” Investor Alert. FINRA. 
http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318 [Accessed 10-June-2013] 

http://www.finra.org/Investors/ProtectYourself/InvestorAlerts/Bonds/P204318
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Realistic Expectations of a Typical Asset Allocation Model 
 
GROWTH THROUGH INCOME (illustrative purposes only) 
 
ALLOCATION ASSET SOURCE   GROWTH 
    10%  Cash  1% Interest     0.1% 
    40%  Bonds 3% Yield      1.2% 
    50%  Stocks 2% Dividends     1.0% 
      TOTAL INCOME    2.3% 
We believe a traditional portfolio should have a realistic expectation to 
generate 2-3% of growth through income in the future. This would 
mean growth through appreciation must generate 5-6% on an annual 
basis.  This growth needs to occur in good or bad economies and any 
market environment.  Now, this amount of growth (5-6%) does not 
seem to be a lot because when you look at the historical averages of 
stocks and bond markets, the averages are much higher than our 
requirement.  However, when you dive deeper into the capabilities of 
traditional portfolios to create this level of performance, the results 
may be surprising: 
 
GROWTH THROUGH APPRECIATION (illustrative purposes only) 
 
ALLOCATION ASSET POTENTIAL   GROWTH 
    10%  Cash  0% Only Interest     0.0% 
 
    40%  Bonds 0% Assumed     0.0% 
 
    50%  Stocks Market Driven        ?% 
APPRECIATION REQUIRED  FROM STOCKS          10-12% 
 
Since half of traditional portfolios don’t have any potential to generate 
growth through appreciation, the remaining 5-6% of growth needed to 
meet the expected 6-8% portfolio return must come solely from 
stocks!  But when you realize that a balanced portfolio only holds 50% 
in stocks, the growth through appreciation required to meet client’s 
expectations is doubled! So, a 10-12% return is required by the 
appreciation of mutual fund unit values, market indices, or individual 
stocks prices in your portfolio. 
 
Add this amount to the 2% of dividends we assumed for stock 
portfolios and that equates to a 12-14% required internal return on a 
client’s equity portfolio in order to achieve a long term 6-8% return 
with a traditional stock/bond/cash asset allocation. 
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How comfortable are you relying on the stock market to drive your 
portfolio expectations? Over the long term, equities can provide 
growth through both income and appreciation but expecting that asset 
class to consistently generate 12-14% annually is ill-advised; 
especially when it’s always possible for your equity portfolio to 
experience a loss.  That loss will need to be made up and that process 
is more difficult than most people realize (as explained by this chart): 
 
 PORTFOLIO LOSS  BREAK-EVEN RETURN 
  10%        11.1% 
  25%        33.3% 
  50%        100% 
 
Example:  $100,000 Portfolio loses 10% 

• $10,000 Loss equals $90,000 Balance  
• $10,000 Gain on $90,000 equals 11.1%  

 
Example:  $100,000 Portfolio loses 25% 

• $25,000 Loss equals $75,000 Balance  
• $25,000 Gain on $75,000 equals 33.3%  

 
Example:  $100,000 Portfolio loses 50% 

• $50,000 Loss equals $50,000 Balance  
• $50,000 Gain on $50,000 equals 100%  

 
This information is important because the status quo believes 
one solution to the limitations of a balanced portfolio of stocks, 
bonds, and cash is to re-position money away from cash and 
bonds and invest more money into stocks.  The line of thinking is 
that equities are the only asset that can produce both growth through 
income and appreciation. So the higher the allocation towards stocks, 
the closer you are to meeting your overall portfolio expectations of 6-
8%.  If 100% of your portfolio was in stocks, your dividends would 
cover 2% of your expectation and the other 4-6% would need to be 
generated from market performance.  That number sounds very 
reasonable until you consider what happens when you start 
using the money in your portfolio via systematic withdrawals 
or lump sum distributions.  
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Example: $1,000,000 portfolio loses 10% and you use 5% of your 
balance for retirement. This means your portfolio will decline by 15% 
total and that amount needs to be made up in order to maintain your 
principal value 

• $1,000,000 minus $100,000 (market loss) minus $50,000 
(withdrawal) equals $850,000 

• $150,000 gain on $850,000 equals 17.6% return to get back to 
$1,000,000 of principal 

 
A 10% portfolio loss and a 5% withdrawal magnify the recovery return 
to 17.6% in a down market.  
 
Substantial market losses occurred in 2000-2002 and 2007-2008. Add 
those uncertain times to the increased volatility existing in the stock 
market today and you have an environment where Americans are 
unsure of their future expectations for their portfolios.  We believe 
solutions to this problem can only occur by helping clients think 
differently about their portfolios’ growth profile.  We believe that the 
solution to this uncertainty is providing an environment that educates 
clients on the existence of alternative asset classes and shows them 
ways to utilize an alternative growth profile.  Protecting our clients’ 
personal and business economies is our top priority. 
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Chapter 5.  FAMILY OFFICE MODEL 
 
As e3’s knowledge about the way the financial elite save, invest, and 
protect their assets, our business model transformed from a financial 
advisory practice to a wealth management firm that offered “family 
office” type resources to all of our clients. These changes brought a 
different environment to our firm. We attracted clients who wanted to 
not only know more but do more with their finances.  

You’ll soon find out how you can think like the rich. We’ll give you 
some insight on how certain financial institutions (namely, 
endowments and pensions) manage their money because their entire 
existence revolves around using their monies.  

Why should this subject be important to average Americans? Because 
they can understand how the rich create, use, and protect their 
wealth. This knowledge can assist people at all economic levels 
because the “money secrets” of the rich are more about their habits 
and decision-making processes—which all people can model.  

Understanding the role that a family office plays in the financial elite’s 
daily lives is a big part of this thought process. Investopedia defines 
them this way: 

Family offices are private wealth management advisory firms 
that serve ultra-high net worth investors. Family offices are 
different from traditional wealth management shops in that 
they offer a total outsourced solution to managing the 
financial and investment side of an affluent individual or 
family. For example, many family offices offer budgeting, 
insurance, charitable giving, family-owned businesses, wealth 
transfer and tax services.2 

Single-family offices gained popularity in the 1800’s to manage the 
burgeoning fortunes of tycoons such as the Rockefellers. The offices 
offer many of the same services as top-tier private banks and wealth 
managers but are devoted to a single family. The attention can cost $1 
million or more in fees per year, industry experts say, meaning family 
offices make financial sense mainly for families with at least $100 
million in assets. There are about five thousand such households in the 
United States, according to the Family Wealth Alliance, a research and 
                                                        
2 “Definition of Family Offices,” http://www.investopedia.com/terms/f/family-offices.asp 

http://www.investopedia.com/terms/f/family-offices.asp
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consulting firm in Wheaton, Illinois, and Wealth-X, a wealth research 
firm based in Singapore. 

In The Family Office: Advising the Financial Elite by Russ Alan Prince 
(2010), he considers the following: who are the “financial elite,” and 
how much money does it take to be considered part of this group? 
Mainly individuals and families with a net worth of $20 million or more 
qualify as financial elite, but a separate category, the “super-rich,” 
would have $500 million+ in net worth. Regardless of the size of their 
wealth, they crave privacy and confidentiality. They demand white 
glove service and leading-edge thinking from the professionals turned 
to for guidance and support.3 There are two main types of financial 
elite:  
 
Wealth preservers — on average they are more affluent, but their 
assets are not as liquid. They focus on maintaining their wealth.  
 
Wealth creators — these people are not as affluent as wealth 
preservers, but their monies are more liquid. They want to increase 
their fortunes, and investing plays a crucial role in this process. 

 
The sheer number of financial elite and the aggregate wealth they 
control are difficult to obtain due to the privacy surrounding this 
amount of wealth. Figures from 2010 estimated a range of 564,000 to 
1,209,000 families that controlled $63.8 to $129.1 trillion in assets. 
Maintaining order with this amount of wealth can be difficult, so Prince 
describes critical “money rules” that are essential for the financial elite 
as they maintain a successful “Personal Wealth Creation Program.” 

The financial elite must commit to what Prince calls “extreme wealth.” 
Many people would like to be rich but haven’t committed the time or 
effort necessary to get there. Most people are more talk than action. 
“What are you NOT willing to do?” is the important question to ask 
oneself. Next, engaging in enlightened self-interest allows the 
wealthiest among us to focus on reaching their specific goals and 
never waver or allow themselves to be derailed by the chance for 
group happiness. This mindset becomes important in several business 
settings—especially in negotiations (quote from Bill Gates: “In 
business, you don’t get what you deserve but only what you 
negotiate.”).  

                                                        
3 Russ Alan Prince, The Family Office: Advising the Financial Elite, 2010, 17 
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An important element to the super-rich’s wealth is they tend to have 
equity stakes in enterprises that, they conclude, are likely to make 
them wealthier. The multiplier effect of these equity stakes is what 
generates the significantly above-average returns you hear or read 
about in the news. They believe being your own boss gives you a 
greater chance for wealth versus working for someone else. The desire 
to pursue the fields and initiatives that have the highest potential for 
outsized returns, now and in the future, is a main force behind their 
entrepreneurial nature. 

But the financial elite are not the only ones who can benefit from this 
mindset. The exceedingly wealthy assume everyone has a degree of 
self-interest that can be used to their advantage, and they target that 
nature in others when building a team around themselves. They 
reward that team handsomely—with cash, equity, or some other form 
of currency—in an effort to cultivate the loyalty and specific behaviors 
in their colleagues that can help them advance toward their long-term 
goals. This team mentality extends into the realm of networking as the 
financial elite connect with others for profit and results.  

Highly successful people think about networking as a means to an end 
because they maximize time and effort spent towards influence over 
others. They desire to maintain a small but deep network of 
relationships that leads not to friendship but power and influence. 
Those financial elite that master this trade participate in “nodal 
networking.” This is when a person has a few very powerful, highly 
targeted, deep relationships with people who in turn have an array of 
similar relationships of their own. The super-rich are able to maximize 
their time and efforts as they connect for profit (first indirectly then 
directly) with a wide variety of people who can make them wealthier. 

While the lives of the financial elite may be filled with success in many 
areas, that does not make them immune to failure. Utilizing failure to 
improve and refocus is at the core of both wealth preservers and 
wealth creators. They know failure is inevitable, but learning from each 
experience and using those lessons to get an advantage the next time 
around actually energize them to achieve more “the next time 
around.” This level of perseverance is not witnessed in the average 
American’s daily life and causes most people to “get in their own way” 
and not achieve the level of success desired. 

The wealthiest among us know there are very few things they do well, 
what they want to achieve, and which role they play in generating 
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wealth. Dan Sullivan calls this someone’s unique ability. Others may 
describe this as being highly centered. This means sticking to your 
plan and not getting distracted by other opportunities or events that 
call for new and different skill sets. The super-rich are exceptionally 
capable of focusing themselves and delegating to others in a way that 
leaves little room for derailment or doubt. This fact is what makes 
family offices a valued part of the financial elite’s world.  

Family offices tend to be highly responsive to their clients’ needs. 
Because of their extensive amount of resources and multiple areas of 
expertise, family offices can provide a holistic approach to any money-
related decision. This allows them to create customized solutions that 
are not based on any specific products.4 

The array of family office services mainly depends on the principals’ 
backgrounds but certainly will include the main areas of wealth 
management: investment management, advanced planning, and 
private banking. Wealthy investors are comfortable with both 
traditional asset management approaches as well as alternative 
investment strategies (e.g., hedge funds and private equity). Due to 
the size of their net worth, family office clients will desire the 
coordination of their estate plans and asset protection strategies, 
especially if business interests are included in their financial affairs. 
Buying and selling business interests, raising capital, and working with 
financial institutions are several ways a family office can add value for 
their clients.5  Additional support services can be provided in 
nonfinancial areas as listed below: 

SUPPORT SERVICES 
Administrative 

• Data aggregation 
• Bill paying 
• Tax preparation or coordination 
• Acting as the day-to-day CFO 

Lifestyle 
• Family security 
• Concierge services 
• Medical concierge 
• Philanthropic advisory 

                                                        
4 Prince, The Family Office, 51 
5 Prince, The Family Office, 64 
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• Formal family education 
• Managing fine art/collectibles 
• Property management 

 
The sheer scope of possibilities and combinations means that truly 
unique and thorny issues can be addressed in a wholly customized 
fashion without deviating from the basic operating structure. 
Customization also occurs when family offices are compensated. The 
various methods of fees paid (retainer, transaction based, consulting, 
or “success driven”) can also accompany potential equity deals when a 
client wants a partner and is comfortable with giving up “a piece of the 
action.” Ultimately, the compensation is based on performance and 
managing their clients’ expectations. 

Now we are sure that some readers are wondering, How does any of 
this information apply to me? I will never be rich or in the financial 
elite.  

Look, that’s one of the problems that e3 faces with clients on a daily 
basis. You feel that you need to think outside the box, when all 
we want you to know is that a bigger box exists!  

Do you actually think that all of the financial elite were born with 
billions of dollars already in their cribs? No way. Actually, if you follow 
the Forbes 400 list of the richest people in the United States, you will 
see that most are actually self-made. In 2013, fifty-five of the top one 
hundred were. The average American believes that the deck is stacked 
and that there is very little chance of improving his or her financial 
standing. e3 wants you to see beyond that limiting belief. 

Do the “rules” of money keep the poor and middle class from 
succeeding? No. But you must be willing to educate yourself beyond 
traditional asset classes and the strategies you have heard of up until 
now. And who came up with these “rules,” anyway? That’s right—the 
US government, the Federal Reserve, financial institutions, and large 
corporations. In other words, the status quo. Compliance with their 
rules benefits each of them, allowing them to profit from financial 
vehicles where you store your money or through your habits of 
consumption. They desire to control access to your money. 
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Here are a few myths or misperceptions that the status quo has 
promoted about how we should make financial and money-related 
decisions: 

• Financial security comes from working for a big company, saving 
in a 401k for retirement, and relying on the government to 
provide stability through entitlement programs. 

• Stocks, bonds, and cash are the main asset classes that provide 
a highly diversified portfolio. 

• You should focus on investment vehicles with the lowest 
expenses and immediate liquidity. 

• Long-term investing is best done with traditional asset classes 
and a buy-and-hold strategy. 

• If you want higher returns, you have to take more investment 
risks (the risk/return paradigm). 

• FDIC protection makes banks your safest place to store money. 
• You will likely be in a lower tax bracket at retirement so tax 

defer as much of your savings as possible. 
• The definition of inflation is the rise in prices measured by the 

Consumer Price Index (CPI), and interest rates are tied to 
inflation rates. 

 

These are just a few examples of common American beliefs about 
money that keep us from achieving our financial needs and wants.  

When e3 researched how the financial elite approached their financial 
needs and wants, we came across two different types of financial 
institutions whose sole purpose is to use and maintain the money they 
oversee: pension plans and endowments. Both entities are structured 
to provide a stable flow of income to meet the needs of their 
beneficiaries. Many of you could be current or future recipients of 
pensions, although that type of plan is slowly becoming a distant 
memory. And an endowment is a pool of money—for example, a 
college or university draws from its endowment to benefit its students. 
While some endowments contain only a few million dollars, several of 
the top universities manage multibillion-dollar endowments. Two of the 
biggest—Harvard and Yale—have been extremely successful in their 
approaches to investing. 
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In the process of reviewing the Yale Endowment Annual Report for 
2012, we found some statements that seemed very interesting for 
individual investors to ponder. One was: “Yale employs investment 
and spending policies designed to preserve Endowment asset 
values while providing a substantial flow of income to the 
Operating Budget.”6  

Now ask yourself, Couldn’t the same thing be said for individuals, 
families, and small business owners’ financial priorities? 

And there’s this statement:  

“Over the past twenty years, Yale significantly reduced 
the Endowment’s exposure to traditional domestic 
marketable securities, reallocating assets to 
nontraditional asset classes. In 1992, over half of the 
Endowment was committed to U.S. stocks, bonds and 
cash. Today, domestic marketable securities account 
for approximately one-tenth of the portfolio and foreign 
equity, private equity, absolute return strategies and 
real assets represent nearly nine-tenths of the 
Endowment.”7 

In fact, when you look at the Yale endowment’s target allocation for 
each asset class, it paints a very different picture from the typical 
portfolio that an individual investor uses to try to diversify risk: 

• Absolute return: 18 percent 
• Domestic equity: 6 percent 
• Fixed income: 4 percent 
• Foreign equity: 8 percent 
• Private equity: 35 percent  
• Real estate: 22 percent  
• Natural resources: 7 percent  
• Cash: 0 percent  

 

  

                                                        
6 Yale Endowment Annual Report, June 2012, 11 
7 Yale, 11 
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Yale explains that: 

“The heavy allocation to nontraditional asset classes 
stems from the diversifying power they provide to the 
portfolio as a whole. Alternative assets, by their nature, 
tend to be less efficiently priced than traditional 
marketable securities, providing an opportunity to 
exploit market inefficiencies through active 
management. Today’s portfolio has significantly higher 
expected returns and lower volatility than the 1992 
portfolio.”8 

This type of portfolio positioning toward “alternative” assets can also 
be seen on a larger scale. According to the December 2010 report of 
the National Association of College and University Business Officers 
(NACUBO) and Commonfund Institute, here are the average 
allocations for endowments over $1 billion in assets: 

• US stocks: 11 percent  
• International stocks: 15 percent  
• Fixed income: 10 percent  
• Cash: 4 percent  
• Alternatives: 60 percent  

 

So if alternative asset classes (which are basically anything that isn’t 
stocks, bonds, or cash) are desired by endowments and the financial 
elite, why don’t more individual investors have them in their 
portfolios? Great question! This topic will be addressed in the next 
chapter.  

  

                                                        
8 Yale, 12 
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Chapter 6.   ENCYCLOPEDIA OF ALTERNATIVE ASSET CLASSES 
 
What is an Alternative Investment? 
 
An alternative investment is an asset class that is very different from 
the typical portfolio comprising stocks, bonds, and cash chosen by 
most Americans. Normally, alternative investments are held by 
institutional investors, pension plans, endowments, or accredited, 
high-net worth individuals. However, more retail investors are gaining 
access to alternative asset classes as financial institutions and portfolio 
managers are realizing the demand for alternatives because more 
Americans desire several characteristics that a partial allocation to 
their portfolio provides. 
 
Who qualifies as an accredited investor? 
 
In the United States, to be considered an accredited investor, one 
must have a net worth of at least $1,000,000, excluding the value of 
one's primary residence, or have income at least $200,000 each year 
for the last two years (or $300,000 combined income if married) and 
have the expectation to make the same amount into the future. 
 
Not every alternative asset class requires someone to be an accredited 
investor. Some investments may have a lower net worth threshold 
(eg. $250,000 of liquid net worth) or no requirements at all on your 
net worth or income. Depending on the program being offered, there 
will most likely be minimum investments for retail investors (could 
range from $5,000 to $100,000 minimums). Also, most states will limit 
the amount of money you can contribute to any one alternative 
investment program. An example would be a limitation of investing no 
more than 10% of your liquid net worth in any one program. 
 
Characteristics of Alternative Asset Classes  
 
There are several characteristics that most alternative asset classes 
share that set them apart from typical investments: 
 

• Low correlation to typical assets: According to Modern 
Portfolio Theory (MPT), a portfolio invested in a wide variety of 
investments, exhibiting low correlation to each other, can 
provide overall portfolio growth, even if a portion of the portfolio 
declines in value. Alternative asset classes tend to have a low 
correlation to stocks, bonds, and cash. 
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• Active management: Many alternative investment strategies 
require a higher level of hands-on-management than other 
typical investments. For example, many retail investors will 
follow a passive “Buy and Hold” strategy that attempts to match 
the returns of various indices or benchmark (S&P 500, Dow 
Jones, NASQAQ). The active management comes with 
expectations to generate total returns (growth from income and 
appreciation) that produce better results than a strategy of 
tracking passive strategies over the life cycle of the alternative 
investment. 
 

• Inefficient Markets: The securities markets that most 
investors are familiar with, such as the New York Stock 
Exchange (NYSE), are widely considered to be “efficient.” This 
means that all information relevant to an investment’s value is 
easily available and is quickly reflected in the investment’s 
market price. Alternative investments tend to look for 
opportunities in more “inefficient” markets where relevant 
information concerning an investment strategy are not easily 
obtainable. The goal for the manager of an alternative 
investment strategy is to uncover relevant information (e.g. the 
potential value of an alternative asset class not accurately 
priced) and use this information to realize a higher total rate of 
return. 
 

• Illiquidity: The term “liquidity” refers to the ability for an 
investors to quickly buy or sell an investment. Alternative 
investment strategies tend to operate in markets where 
transactions take longer to finalize and where no structured 
market for liquidation exists. In these instances, it is the 
portfolio manager’s responsibility to create a market where 
buyers desire to purchase the portfolio in parts or in its entirety. 
This “supply & demand” market creates the ability for investors 
to experience a liquidity event when the portfolio has matured 
and goes full-cycle. Consider that you can sell a share of stock 
on the NYSE in a fraction of a second but it could take months 
or even years to sell a privately-owned company. While this 
illiquidity may appear to be a detriment to alternative asset 
classes, it is actually an important feature because it normally 
causes investors to think long term (5-10 years) with their 
allocation. The long term mindset causes the portfolio manager 
to optimize the liquidation value of the alternative investment 
strategy. 
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There are also a number of points to consider that can make 
alternative investments not a suitable addition to everyone’s portfolio. 
 
By their nature, alternative investment strategies carry a high level or 
risk. Of course, there is still risk when you invest in stocks, bonds, and 
mutual funds/ETF’s that hold stocks and bonds. But the risks attached 
to alternative investment strategies include: 

• The potential loss of principal 
• A high level of illiquidity where your shares may not be 

redeemed for full stated value for several years or even at all 
until the investment program goes full-cycle 

• Many alternative investments use legal structures that are 
private in nature and subject to less regulation than other public 
securities.  This means the required performance reporting and 
disclosure of holdings may be more infrequent than what retail 
investors are used to 

• These strategies should not be considered by investors who are 
wanting to make small and frequent investment contributions.  

 
It is clear to see that the complexity and risks associated with 
alternative investment strategies require the appropriate advice and 
guidance from a well-trained team financial professional, income tax 
specialist, and an estate attorney. 
 
Examples of Different Types of Alternative Asset Classes  
 
Although there is no universally accepted definition of an alternative 
asset class, there are a number of broad, general categories which are 
recognized as being alternative investments. 
 
Real Estate Investments  
 
Many individuals are attracted to the benefits of investing in real 
estate, such as current income or the potential for capital gains. Direct 
investment in real estate, however, can require large amounts of 
capital, as well as the time and knowledge needed to properly manage 
real estate properties. And don’t forget that at times, the cyclical 
nature of real estate can make real estate assets difficult to sell. One 
option is to invest in Real Estate Investment Trusts (REIT) because 
they allow smaller investments to share in both the risks and rewards 
of real estate investing. 
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What is a Real Estate Investment Trust (REIT)? 
 
First authorized by Congress in the 1960’s, REIT’s bring together 
capital from many individuals to invest in a diversified portfolio of real 
estate, or in real estate-related debt (mortgages). A REIT can take the 
form of a trust or corporation. The shares of a REIT can be publicly 
traded or they can operate in the private markets. 
 
Full-time managers conduct the day-to-day operation of a REIT. If a 
REIT is successful, shareholders can receive dividend income (from 
rents and/or mortgage interest paid) and capital gains from the 
profitable sale of real estate assets. Some REIT’s specialize in a single 
type of commercial property: 

• Single Tenant Commercial Buildings (tenants such as Walgreens, 
CVS, Starbucks, Fast Food Franchises or Grocery Stores) 

• Industrial Warehouses 
• Select-Service Hotels (Residence Inn, Courtyard at Marriot) 
• Retirement Communities 

 
Other REIT’s will focus their portfolios in certain sectors of the 
economy: 

• Properties serving the Health Care industry 
• Office Property owned by Fortune 500 Companies 
• Multi-Family complexes catering to the Millennial Generation 

 
The real estate properties may be purchased in concentrated 
geographical locations (Northeast, Southeast, Midwest, West Coast, 
etc.) or even purchased in other parts of the world (Europe, Asia, 
South America, etc.). 
 
Private Equity 
 
Private equity is capital that is not noted on a public exchange. It is 
normally comprised of funds and investors that directly invest in 
private companies or that engage in buyouts of public companies, 
resulting in the “de-listing” of public equity. Both institutional and 
retail investors provide the capital for the private equity market. The 
capital may be used to fund new technology, make acquisitions, 
expand working capital, and to solidify a company’s balance sheet. 
 
Since the 1970’s, the private equity market has strengthened as it 
adapted from collecting investment capital from institutions, pension 
plans, endowments and accredited investors to allowing retail 
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investors to get access to this asset class. The fee structure for private 
equity funds can vary, but it usually includes a management fee and a 
performance fee. A management fee can be upwards of 2% annually 
and the performance fee could fetch 20% of the profits gained upon 
the liquidation of the portfolio.  These portfolio also maintain a long 
term horizon, so it probably doesn’t make sense to add this asset class 
to your portfolio unless you can leave your money in the program for 
7-10 years. 
 
Some private equity programs focus their efforts on creating the 
highest total return from appreciation of the assets. This means there 
may be very little income paid out while the assets are held.  Other 
programs focus on a total return mindset and pay out sizeable 
ongoing distributions on a monthly or quarterly basis but still want to 
achieve the highest value upon the sale of the portfolio’s assets. 
 
Business Development Companies (BDC) 

Investopedia defines a business development company (BDC) as:  

An organization that invests in and helps small- and medium-size 
companies grow in the initial stages of their development. Many BDCs 
are set up much similar to closed-end investment funds and are 
typically public companies whose shares are traded on major stock 
exchanges, such as the American Stock Exchange, Nasdaq and others.  

A company must be registered in compliance with Section 54 of the 
Investment Company Act of 1940 to qualify as a BDC. A major 
difference between a BDC and a venture capital fund is that BDC’s 
allow smaller, non-accredited investors to invest in startup companies. 
Some of the reasons why BDC’s became popular is because they 
provide permanent capital to companies, allow investments by the 
general public and take advantage of financing other companies with a 
wide variety of sources, such as equity, debt and hybrid financial 
instruments. 

A BDC is a type of closed-end fund that makes investments in 
developing companies and firms that are financially distressed. The 
U.S. Congress created BDCs in 1980 to assist emerging U.S. 
businesses in raising funds and fuel job growth. BDC’s are closely 
involved with operating and providing advice to their portfolio 
companies, and many BDC’s make investments in private companies 
or sometimes small public firms that have low trading volumes. 

http://www.investopedia.com/video/play/closedend-fund/
http://www.investopedia.com/terms/a/amex.asp
http://www.investopedia.com/terms/n/nasdaq.asp
http://www.investopedia.com/terms/i/investmentcompanyact.asp


59 
 
 
 

Qualification Requirements 

To acquire BDC status, a firm must be a domestic company whose 
class of securities is registered with the Securities and Exchange 
Commission (SEC) and invests in the securities of emerging businesses 
that are suffering or recovering from financial difficulties. Additionally, 
a BDC must provide managerial assistance to companies in its 
portfolio. A BDC must invest at least 70% of its assets in private or 
public U.S. firms with market values of less than $250 million. 

Why Invest in a BDC? 

BDC’s provide investors with exposure to debt and equity investments 
in predominantly private companies, which are typically hard to invest 
in. Because BDCs are regulated investment companies, they must 
distribute over 90% of their profits to shareholders, which results in 
above-average dividend yields. Also, BDC investments may diversify 
investors' portfolios with securities that can display substantially 
different returns from stocks and bonds. However, because most BDC 
holdings are typically invested in illiquid securities, a BDC's portfolios 
have subjective fair value estimates and may take sudden and quick 
losses. 

Difference Between Venture Capital Funds and Business Development 
Companies 

BDC’s represent attractive investment alternatives to venture capital 
funds, which are available mostly to large institutions and wealthy 
individuals through private placements. Venture capital funds keep a 
limited number of investors and must meet certain asset-related tests 
to avoid being classified as regulated investment companies. BDC 
shares, on the other hand, are typically traded on stock exchanges and 
are available investments for the public. Less stringent provisions for 
the amount of borrowing, related-party transactions and equity-based 
compensation made the BDC an appealing form of incorporation to 
venture capitalists who were previously unwilling to assume the 
burdensome regulation of an investment company.9 

 
 
  

                                                        
9 Definition of “Business Development Companies (BDC), http://www.investopedia.com/terms/b/bdc.asp  

http://www.investopedia.com/terms/b/bdc.asp
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Preferred Stock Offerings 

Investopedia defines a preferred stock as: 

A class of ownership in a corporation that has a higher claim on its 
assets and earnings than common stock. Preferred shares generally 
have a dividend that must be paid out before dividends to common 
shareholders, and the shares usually do not carry voting rights. 

Preferred stock combines features of debt, in that it pays fixed 
dividends, and equity, in that it has the potential to appreciate in 
price. The details of each preferred stock depend on the issue.  

Preferred shareholders have priority over common stockholders when 
it comes to dividends, which generally yield more than common stock 
and can be paid monthly or quarterly. These dividends can be fixed or 
set in terms of a benchmark interest rate like the LIBOR. Adjustable-
rate shares specify certain factors that influence the dividend yield, 
and participating shares can pay additional dividends that are 
reckoned in terms of common stock dividends or the company's 
profits. 

If a company is struggling and has to suspend its dividend, preferred 
shareholders may have the right to receive payment in arrears before 
the dividend can be resumed for common shareholders. Shares that 
have this arrangement are known as cumulative. Preferred 
shareholders have prior claim on a company's assets if it is liquidated, 
though they remain subordinate to bondholders.  

Preferred shares are equity, but in many ways they are hybrid assets 
that lie between stock and bonds. They offer more predicable income 
than common stock and are rated by the major credit rating agencies. 
Unlike with bondholders, failing to pay a dividend to preferred 
shareholders does not mean a company is in default. Because 
preferred shareholders do not enjoy the same guarantees as creditors, 
the ratings on preferred shares are generally lower than the same 
issuer's bonds, with the yields being accordingly higher. 

Voting Rights, Calling and Convertability 

Preferred shares usually do not carry voting rights, although under 
some agreements these rights may revert to shareholders that have 
not received their dividend. Preferred shares have less potential to 

http://www.investopedia.com/terms/c/corporation.asp
http://www.investopedia.com/terms/a/asset.asp
http://www.investopedia.com/terms/e/earnings.asp
http://www.investopedia.com/terms/c/commonstock.asp
http://www.investopedia.com/terms/d/dividend.asp
http://www.investopedia.com/terms/c/common_shareholder.asp
http://www.investopedia.com/terms/c/common_shareholder.asp
http://www.investopedia.com/terms/v/votingright.asp
http://www.investopedia.com/terms/d/debt.asp
http://www.investopedia.com/terms/e/equity.asp
http://www.investopedia.com/terms/d/dividendyield.asp
http://www.investopedia.com/terms/q/quarter.asp
http://www.investopedia.com/terms/r/referencerate.asp
http://www.investopedia.com/terms/l/libor.asp
http://www.investopedia.com/terms/a/arps.asp
http://www.investopedia.com/terms/a/arps.asp
http://www.investopedia.com/articles/01/050201.asp
http://www.investopedia.com/articles/01/050201.asp
http://www.investopedia.com/terms/c/cumulative_preferred_stock.asp
http://www.investopedia.com/terms/l/liquidation.asp
http://www.investopedia.com/terms/e/equity.asp
http://www.investopedia.com/terms/b/bond.asp
http://www.investopedia.com/terms/d/default2.asp
http://www.investopedia.com/terms/v/votingright.asp


61 
 
 
 

appreciate in price than common stock, and they usually trade within a 
close range of their issue price. Whether they trade at a discount or 
premium to the issue price depends on the company's credit-
worthiness and the specifics of the issue: for example, whether the 
shares are cumulative, their priority relative to other issues, and 
whether they are callable. 

If shares are callable, the issuer can purchase them back at par/stated 
value after a set date. If interest rates fall, for example, and the 
dividend yield does not have to be as high to be attractive, the 
company may call its shares and issue another series with a lower 
yield. Shares can continue to trade past their call date if the company 
does not exercise this option. 

Some preferred stock is convertible, meaning it can be exchanged for 
a given number of common shares under certain circumstances. The 
board of directors might vote to convert the stock, the investor might 
have the option to convert, or the stock might have a specified date at 
which it automatically converts. Whether this is advantageous to the 
investor depends on the market price of the common stock.10 

Private Placement (Regulation “D” Offering) 

Investopedia defines a placement as: 

The sale of securities to a small number of private investors that is 
exempt from registration with the Securities and Exchange 
Commission under Regulation D. This exemption makes a placement a 
less expensive way for a company to raise capital compared to a public 
offering. A formal prospectus is not necessary for a private placement, 
and the participants in a private placement are usually large, 
sophisticated investors such as investment banks, investment funds 
and insurance companies. 

A placement can also be called a private placement or unregistered 
offering. These securities offerings are exempt from being registered 
by the SEC because they are not offered to the general public. They 
are instead offered to a small group of investors, usually 
knowledgeable individual investors with deep pockets, and institutions 
such as investment funds and banks. 
Regulation D 
                                                        
10 Definition of “Preferred Stock,” http://www.investopedia.com/terms/p/preferredstock.asp  

http://www.investopedia.com/terms/c/capitalappreciation.asp
http://www.investopedia.com/terms/c/callablepreferredstock.asp
http://www.investopedia.com/terms/p/parvalue.asp
http://www.investopedia.com/terms/p/parvalue.asp
http://www.investopedia.com/terms/c/convertiblepreferredstock.asp
http://www.investopedia.com/terms/r/regulationd.asp
http://www.investopedia.com/terms/p/publicoffering.asp
http://www.investopedia.com/terms/p/publicoffering.asp
http://www.investopedia.com/terms/p/prospectus.asp
http://www.investopedia.com/video/play/private-placement/
http://www.investopedia.com/terms/p/privateplacement.asp
http://www.investopedia.com/terms/s/sophisticatedinvestor.asp
http://www.investopedia.com/terms/i/investment-fund.asp
http://www.investopedia.com/terms/p/preferredstock.asp
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While private placements are not subject to the same laws and 
regulations of public offerings, they have to comply with Regulation D, 
a set of SEC rules that apply to securities sold in unregistered 
offerings. The three SEC rules that placements have to follow are 
Rules 504, 505 and 506. Rule 504 states that certain issuers can offer 
and sell up to $1 million of securities in any 12-month period, and 
these securities can be offered to any type of investor. This stock may 
be freely traded.11 

Regulation A  

Regulation A is similar to Regulation D as it is an exemption from 
registration requirements – instituted by the Securities Act – that 
apply to public offerings of securities that do not exceed $5 million in 
any one-year period. Companies utilizing the Regulation A exemption 
must still file offering statements with the Securities and Exchange 
Commission (SEC), however, the companies utilizing the exemption 
are given distinct advantages over companies that must fully register. 
The issuer of a Regulation A offering must give buyers documentation 
with the issue, similar to the prospectus of a registered offering.  

Typically, the advantages offered by Regulation A offerings make up 
for the stringent documentation requirement. Among the advantages 
provided by the exemption are more streamlined financial statements 
without audit obligations, three possible format choices to use to 
arrange the offering circular, and no requirement to provide Exchange 
Act reports until the company has more than 500 shareholders and 
$10 million in assets. 

Updates to Regulation A in 2015 allow companies to generate income 
under two different tiers. It is essential for investors interested in 
purchasing securities being sold by companies utilizing Regulation A to 
understand what tier the offering is being provided under. Every 
company is now required to indicate the tier its offering is conducted 
under on the front of its disclosure document, or offering circular. This 
is important because the two tiers represent two different types of 
investments. All offerings under Regulation A are subject to state and 
federal jurisdiction. 

 

                                                        
11 Definition of a “Private Placement – Regulation D” 
http://www.investopedia.com/terms/p/placement.asp  

http://www.investopedia.com/terms/e/exemption.asp
http://www.investopedia.com/terms/r/registration.asp
http://www.investopedia.com/terms/p/publicoffering.asp
http://www.investopedia.com/terms/i/issuer.asp
http://www.investopedia.com/terms/p/prospectus.asp
http://www.investopedia.com/terms/f/financial-statements.asp
http://www.investopedia.com/terms/o/offeringcircular.asp
http://www.investopedia.com/terms/p/placement.asp
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Tier 1 

Under this tier, a company is permitted to offer a maximum of $20 
million in any one-year period. Under this tier, the issuing company 
must also provide an offering circular, which must be filed with the 
Securities and Exchange Commission (SEC) and is subject to a vetting 
process by the commission and securities regulators in the individual 
states relevant to the offering. 

Companies issuing offerings under tier 1 are not required to produce 
reports continually; they are only required to issue a report on the 
final status of the offering. 

Tier 2 

There are some significant differences for securities offered under this 
tier. Companies can offer up to $50 million in any one-year period. 
While an offering circular is required and is subject to review and 
vetting by the SEC, it does not have to be qualified by any state 
securities regulators. Also, companies offering securities under this tier 
must produce continual reports on the offering, including its final 
status.12 

Structured Investment Products - SIPS 

A type of investment specifically designed to meet an investor's 
financial needs by customizing the product mix to adhere to the 
investor's risk tolerance. SIPs are generally created by varying the 
amount of exposure to risky investments and often include the use of 
various derivatives.  

A structured investment will vary depending on the risk tolerance of 
the investor. SIP’s typically involve various exposures to fixed income 
markets and various derivatives. Conservative investors will have a 
higher exposure to the fixed income markets, while risk-tolerant 
investors will have a higher exposure to equities and derivatives. 
Market exposure refers to the dollar amount of funds, or percentage of 
a portfolio, invested in a particular type of security, market sector or 
industry, which is usually expressed as a percentage of total portfolio 
holdings. Market exposure, also known as exposure, represents the 
amount an investor can lose from the risks unique to a particular 

                                                        
12 Definition of “Regulation A” http://www.investopedia.com/terms/r/regulationa.asp  

http://www.investopedia.com/terms/d/derivative.asp
http://www.investopedia.com/terms/r/risktolerance.asp
http://www.investopedia.com/terms/f/fixedincome.asp
http://www.investopedia.com/terms/e/equity.asp
http://www.investopedia.com/terms/p/portfolio.asp
http://www.investopedia.com/terms/r/regulationa.asp
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investment. It can be separated based on a variety of factors that 
allows an investor to mitigate the risks involved in certain 
investments. The greater the market exposure, the greater the market 
risk in that specific investment area. 

Market Exposure by Investment Type 

Investments can be examined based on the type of investment 
involved. For example, a portfolio can consist of 20% bonds and 80% 
stocks. In regards to market exposure, the investor’s market exposure 
to stocks is 80%. This investor stands to lose or gain more depending 
on how stocks perform than from how bonds perform. 

Market Exposure by Region 

When examining the market exposure in a portfolio, an investor can 
examine his holdings by location. This can include separating domestic 
investments from those of foreign markets or further dividing foreign 
markets by their specific region. For example, an investor may have a 
portfolio that is 50% domestic and 50% foreign. If additional 
separation is desired, the foreign holdings may be divided further to 
show 30% in Asian markets and 20% in European markets. 

Market Exposure by Industry 

Within the investor’s 80% market exposure to stocks, there might be a 
30% market exposure to the health care sector, 25% exposure to the 
technology sector, 20% to the financial services sector, 15% to the 
defense sector and 10% to the energy sector. The portfolio’s returns 
are more influenced by health care stocks than by energy stocks 
because of the greater market exposure to the former. 

Exposure, Diversification and Risk Management 

The exposure of a portfolio to particular securities/markets/sectors 
must be considered when determining a portfolio’s asset allocation 
since it can greatly increase returns and/or minimize losses. For 
example, a portfolio with both stock and bond holdings that includes 
market exposure to both types of assets typically has less risk than a 
portfolio with exposure only to stocks. In other words, diversification 
reduces market exposure risks. 

http://www.investopedia.com/terms/m/marketrisk.asp
http://www.investopedia.com/terms/m/marketrisk.asp
http://www.investopedia.com/terms/s/stock.asp
http://www.investopedia.com/terms/t/technology_sector.asp
http://www.investopedia.com/terms/e/energy_sector.asp
http://www.investopedia.com/terms/a/assetallocation.asp
http://www.investopedia.com/video/play/top-uses-for-bonds/
http://www.investopedia.com/terms/d/diversification.asp
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Using the aforementioned example, if the investor wanted to reduce 
high market exposure to health care because of major changes in the 
industry brought by new federal legislation, selling 50% of those 
holdings reduces exposure to 15%.13 

Annuity Structures – Fixed, Indexed and Variable Contracts 
 
What is an “Annuity?” 

An annuity is a contractual financial product sold by financial 
institutions that is designed to accept and grow funds from an 
individual and then, upon annuitization, pay out a stream of payments 
to the individual at a later point in time. The period of time when an 
annuity is being funded and before payouts begin is referred to as the 
accumulation phase. Once payments commence, the contract is in 
the distribution or annuitization phase. 

Annuities were designed to be a reliable means of securing a steady 
cash flow for an individual during their retirement years and to 
alleviate fears of longevity risk, or outliving one's assets. Annuities can 
also be created to turn a substantial lump sum into a steady cash flow, 
such as for winners of large cash settlements from a lawsuit or from 
winning the lottery. Defined benefit pensions and Social Security are 
two examples of lifetime guaranteed annuities that pay retirees a 
steady cash flow until they pass. 

One criticism of annuities is that they are illiquid. Deposits into annuity 
contracts are typically locked up for a period of time, known as the 
surrender period, where the annuitant would incur a penalty if all or 
part of that money were touched. These surrender periods can last 
anywhere from 2 to more than 10 years, depending on the particular 
product. Surrender fees can start out at 10% or more and the penalty 
typically declines annually over the surrender period.  Because of the 
illiquidity, it is important to make sure the annuity contract is 
appropriate for your specific financial picture.  A well trained financial 
professional can assess your needs and make sure the implementation 
is in your best interest. 

 
 
                                                        
13 Definition of “Structured Investment Products” 
http://www.investopedia.com/terms/s/structured_investment_products.asp  

http://www.investopedia.com/terms/h/holdings.asp
http://www.investopedia.com/terms/f/financialinstitution.asp
http://www.investopedia.com/terms/f/financialinstitution.asp
http://www.investopedia.com/terms/a/annuitization.asp
http://www.investopedia.com/terms/p/payout.asp
http://www.investopedia.com/terms/a/accumulationperiod.asp
http://www.investopedia.com/terms/a/annuitizationphase.asp
http://www.investopedia.com/terms/c/cashflow.asp
http://www.investopedia.com/terms/l/longevityrisk.asp
http://www.investopedia.com/terms/c/cashsettlement.asp
http://www.investopedia.com/terms/d/definedbenefitpensionplan.asp
http://www.investopedia.com/terms/s/socialsecurity.asp
http://www.investopedia.com/terms/i/illiquid.asp
http://www.investopedia.com/terms/s/surrender-period.asp
http://www.investopedia.com/terms/s/surrenderfee.asp
http://www.investopedia.com/terms/s/structured_investment_products.asp
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Different Types of Annuities 

Annuities can be structured according to a wide array of details and 
factors, such as the duration of time that payments from the annuity 
can be guaranteed to continue. Annuities can be created so that, upon 
annuitization, payments will continue so long as either the annuitant or 
their spouse (if survivorship benefit is elected) is alive. Alternatively, 
annuities can be structured to pay out funds for a fixed amount of 
time, such as 20 years, regardless of how long the annuitant lives. 
Furthermore, annuities can begin immediately upon deposit of a lump 
sum, or they can be structured as deferred benefits. 

Annuities can be structured generally as either fixed, indexed or 
variable. Fixed Annuities provide regular periodic payments to the 
annuitant while accumulating the account value based on a fixed 
interest rate paid by the insurance company.  

Indexed Annuities or Fixed Indexed Annuities provide a fixed 
rate option as well as options where account accumulation can be tied 
to a particular Index (S&P 500 Index, NASDAQ, or Dow Jones for 
example). The “indexing strategy” provides a FLOOR where the 
account has a stated minimum performance (e.g. 0% over 12 months) 
and it also has a CAP, which is the stated amount of maximum interest 
that can be earned. The interest earned is tied to the performance of 
the Index Crediting Method chosen and the insurance company 
manages its risk through the use of options purchased on the different 
index chosen. Indexed annuities may also provide different income 
benefits (known as Guaranteed Minimum Withdrawal Benefits – 
GMWB) that are riders attached to the contract for a specific cost. 

Variable Annuities allow the owner to receive greater future cash 
flows if investments of the annuity fund do well and smaller payments 
if its investments do poorly. This provides for a less stable cash flow 
than a fixed annuity, but allows the annuitant to reap the benefits of 
strong returns from their fund's investments. Variable annuity holders 
are able to choose from various sub-accounts that allow them to invest 
their account value in mutual funds and index strategies that are tied 
to different stock and bond market features. Some variable annuities 
may offer a platform where you get access to multiple money 
managers and dozens of investment choices on their platform.  

While variable annuities carry some market risk and the potential to 
lose principal, riders and features can be added to annuity contracts 

http://www.investopedia.com/terms/a/annuitant.asp
http://www.investopedia.com/terms/f/fixedannuity.asp
http://www.investopedia.com/terms/v/variableannuity.asp
http://www.investopedia.com/terms/m/marketrisk.asp
http://www.investopedia.com/terms/r/rider.asp
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(usually for some extra cost) which allow them to function as hybrid 
fixed-variable annuities. Contract owners can benefit from upside 
portfolio potential while enjoying the protection of a guaranteed 
lifetime minimum withdrawal benefit if the portfolio drops in value. 
Other riders may be purchased to add a death benefit to the contract 
or accelerate payouts if the annuity holder is diagnosed with a terminal 
illness. Cost of living riders are common to adjust the annual base 
cash flows for inflation based on changes in the CPI.14 

Specially Designed Life Insurance Contracts (SDLIC) 

Investopedia says that a permanent life insurance contract is:  

A type of life insurance policy that pays out upon the 
policyholder’s death, and also accumulates value during the 
policyholder’s lifetime. Policyholders can use the cash value as a 
tax-sheltered investment (the interest and earnings on the policy 
are not taxable), as a fund from which to borrow and as a means 
to pay policy premiums later in life, or they can pass it on to 
their heirs. There are several types of cash-value life insurance. 
Cash-value insurance is also known as permanent life insurance 
because it provides coverage for the policyholder’s entire life. 

The other major category of life insurance is called term 
insurance because it is generally in force only for a term of ten 
to thirty years or until the policyholder cancels it. Cash-value 
insurance has higher premiums than term insurance because 
part of the premium pays for the death benefit coverage, and 
part of it goes toward the policy’s cash value. Cash-value life 
insurance is often criticized because investment options may be 
limited and not as good as what an investor could get on his or 
her own.15  

At e3, we look at life insurance as an asset class. This means that we 
focus on the characteristics of permanent life insurance to help our 
clients minimize risk in their financial pictures. This type of policy is 
designed a specific way to meet the specifications of the IRS and the 
insurance companies. We call this design a Specially Designed Life 
Insurance Contract (SDLIC) or this is explained as creating your own 
Privatized Banking System (PBS). Through extensive research and a 

                                                        
14 Definition of an “Annuity” http://www.investopedia.com/terms/a/annuity.asp  
15 “Definition of Life Insurance,” http://www.investopedia.com/terms/l/life-insurance.asp 
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http://www.investopedia.com/terms/a/annuity.asp
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broad knowledge base on different financial institutions, we believe 
there are specific types of life insurance companies that offer specific 
types of life insurance contracts with certain beneficial features to a 
conservative saver. A properly trained financial professional can use 
these contracts to offer a conservative saver a tremendous alternative 
to traditional banking methods.  Please understand that we are not 
actually creating a real bank for our clients or communicating that life 
insurance companies are the same as a bank. Rather we are 
attempting to design a financial vehicle that can mimic certain 
banking functions in one’s personal/business economy – like 
financing big ticket purchases and controlling where your cash flow is 
stored. 

Also, please understand that with this type of policy, we are not 
talking about investing your money in the traditional sense. Rather, we 
are talking about creating a system of financing. Financing is a 
process, not a product. Financing involves the creation of, the 
maintenance of, and the use of a pool of money: all three 
simultaneously. When the system combines reduced income tax 
liability with a financing engine, it allows you better control over your 
capital. 

It’s amazing to us that the general public doesn’t understand that the 
very purpose of insurance companies is to minimize risk for their 
customers—and make their profit from that worthwhile endeavor. The 
actual structure of annuities and life insurance contracts means that 
you are transferring certain risks to the insurance company for a cost 
so that your financial picture is protected. Common sense should tell 
you that if the purpose of part of your portfolio is to provide safety (of 
your principal or income deriving therefrom) and growth through 
income-first strategies, looking at vehicles provided by insurance 
companies could assist you in taking control of your financial picture. 
 

Because e3’s business model was founded on educating the public at 
the highest level, we have also written a book specific to the privatized 
banking strategy.  It is called Building Your Own Privatized 
Banking System: Educating Americans on The Purpose of 
Specially Designed Life Insurance Contracts (SDLIC). We would 
encourage you to read that book next so you can uncover more ways 
to protect your personal and/or business economy. 
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Chapter 7.   A SAMPLE FINANCIAL PICTURE  
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Let's take a look at an example of a financial picture for Joe and Mary 
Smith. Here are some facts about their situation: 

• Both Joe and Mary are Age 65  
• They have a $1,000,000 Liquid Net Worth 

o Taxable Assets - $400,000 
 Bank accounts - $50,000 
 Brokerage account - $350,000  

o Tax Deferred Assets (IRA/401K) - $600,000 

NOTE: Since the Smith’s have a liquid net worth that is at least 
$1,000,000 they would qualify as an accredited investor. This 
qualification will factor into the different options of assets the Smith’s 
have access to in their financial picture. 

When Joe and Mary prepare to start their retirement, they are going to 
be receiving a pension and Social Security benefits that will start 
immediately upon their retirement. So let's look at their cash flow 
awareness, their lifestyle needs and wants based on monthly figures.  

MONTHLY INCOME SOURCES 

Joe will start receiving a pension from his employer of $2,000 a 
month. He is also going to qualify for Social Security benefits at 
$2,000 a month. And Mary will qualify for a spousal Social Security 
benefit of a $1,000 a month. So, every month, no matter what the 
market or economy is doing, The Smith’s will receive $5,000 a month 
($60,000 annually) in reliable income.  These income sources create a 
foundation for the Smith family and cause them to only have to count 
on their assets for part of their retirement income. 
 
INCOME TAX SITUATION 
 
The next thing we want to look at is the Smith’s income tax situation. 
Based on the desired Lifestyle and Big Ticket “wants,” The Smith’s will 
have a cash flow of $9,167 a month ($110,000 annually). Here is how 
it breaks down tax wise: 

• Adjusted Gross Income - $110,000 
• Standard Deduction - $12,700 
• Personal Exemptions (2x) - $8,100 
• Taxable Income - $89,200 
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A taxable income of $89,200 creates an income tax liability of $13,842 
with the IRS. That equates to a 12.6% of an Effective Tax Rate 
meaning every taxable dollar spent in retirement causes almost 13 
cents to go to the IRS. And don’t forget to add in State income taxes. 
Some states charge zero state income taxes while others may charge 
upwards of 13%! 
 
$89,200 of taxable income will also put the Smith’s in the 25% 
Marginal Federal tax bracket. The “floor” for the 25% marginal rate is 
$75,300. So, the Smith’s are already about $14,000 into the 25% 
bracket. This means there is a good chance that nothing the Smith’s 
will do going forward will cause them to “pay less taxes” or drop into a 
lower tax bracket…unless they decide to lower their standard of living!  
 
CASH FLOW AWARENESS 
 
When we look at their cash flow awareness, money is going to be 
flowing to four main areas in their financial picture.  

• Lifestyle needs  
• Big Ticket items (wants) 
• Banking payments (flowing out of their control) and  
• Income Taxes  

 
Drilling down deeper into the Smith’s banking activities, we see they 
still have a home mortgage, a home equity line of credit (HELOC), and 
a car payment. The first mortgage has a remaining balance of 
$165,000. It appears that they originally took out a 30 year mortgage 
and they have about 10 years left on it. The Smith’s make principal 
and interest payment of $1,667 a month and the mortgage carries a 
4% rate. The Smith’s are contemplating whether or not they should 
pay that mortgage off. They also have a HELOC with a balance of 
about $35,000 at a 5% interest rate. They're currently paying $475 a 
month on that HELOC. At their current pace, they should have the 
HELOC paid off in seven years. And the line of credit still has a 
$100,000 limit on it. And lastly, the Smith’s also have a car payment. 
They just recently purchased a new car at 1.9% financing. They owe 
$30,000 on it and they have a $525 a month payment.  
 
With $2,667 flowing out of the Smith’s control every month, it appears 
the Smith’s will spend $4,000 each month to maintain their lifestyle. 
They like to spend $1,000 a month for big ticket items. This money 
would be earmarked for vacations/trips, home improvements, future 
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big purchases and anything that involves them doing things that they 
want to do with their money.  
 
Based on their income tax situation, the Smith’s will need to withhold 
$1,500 a month - estimating both federal and state income tax 
liability. When you look at the income sources they have right now 
between their pension and social security benefits, The Smith’s are 
generating $5,000 a month. They want to have $9,167 a month 
($110,000 annually) coming in. That means $4,167 a month needs to 
come from their million dollar portfolio ($50,000 annually). $50,000 
annually from their million dollar portfolio means they need to 
generate a 5% return off of their assets in order to meet their overall 
lifestyle needs and wants. Now, let’s look at a couple different ways 
that a portfolio can be constructed in order to achieve the income 
needs and wants of the Smith’s. 
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A TYPICAL 60/40 PORTFOLIO: 
$1,000,000 IN LIQUID NET WORTH 
 

• STOCKS - $600,000 
• BONDS - $350,000 
• CASH - $50,000 

 

 



74 
 
 
 

A typical 60/40 diversification between Stocks and Bonds/Cash is 
commonplace in today’s financial professional community when 
advising a couple who is preparing for retirement.  This portfolio is 
designed to provide long term appreciation potential from the stock 
holdings while also using the bonds and cash to protect against market 
volatility. Financial professionals will inform their clients of several 
different vehicles they can use to create this portfolio: individual 
stocks or bonds, actively managed mutual funds, index funds, 
exchange traded funds (ETF), and even target date funds. And while 
these are typical financial vehicles that the industry has marketed to 
the American public, the most important aspect to any portfolio is how 
does it generate the expected growth of the client? 
 
The Smith’s are looking to generate $50,000 annually from their 
$1,000,000 portfolio.  That is a 5% rate of return – year in, year out, 
for the entire life expectancy of both Joe and Mary. And that 5% return 
needs to be net of all fees and expenses. In order to understand 
the level of risk associated with this typical portfolio diversification, 
you need to look at the growth profile for the 60/40 diversification. 
In chapter four, we discussed the two elements to a growth profile – 
Income and Appreciation. Let’s drill down into both of these aspects of 
a typical 60/40 portfolio diversification. 
 
GROWTH THROUGH INCOME (assumptions) 
 

• STOCKS - $600,000 
o Dividend Income of 3% creates $18,000 annually 

• BONDS - $350,000 
o Average Yield of 3% creates $10,500 annually 

• CASH - $50,000 
o Minimal Interest assumed creates $0 annually 

 
In this example, $28,500 of income is generated from the dividends 
and yield on the 60/40 typical portfolio.  Based on the desired $50,000 
income amount, another $21,500 annually still needs to be generated 
from the appreciation of the portfolio. What will this mean for the 
asset allocation? 
 
As we discussed in Chapter Four, expecting much appreciation from 
bonds and cash in today’s economy is just not realistic because of the 
current interest rate environment. If this situation persists, the only 
component of a typical 60/40 portfolio that can be expected to create 
any appreciation will be the stock holdings. Generating $21,500 of 
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appreciation from the $600,000 of stock holdings means 3.6% of 
appreciation needs to occur in order to take portfolio withdrawals to 
meet the $50,000 annual portfolio distributions. When you add the 
dividends (3%) to the needed appreciation (3.6%), you realize that 
your stock holdings will need to generate a 6.58% total return in order 
for the Smith’s to maintain their $1 million portfolio (net of all fees and 
expenses). Is a 6.6% total return for the stock portion of a portfolio a 
lot to ask? Consider what happens when you need both income and 
appreciation to meet your lifestyle in retirement. 
 
When you receive growth through income from sources like interest, 
dividends, and yield, that income is sent to you based on the number 
of shares/units you own of the different investment vehicles. Your 
income is paid to you without any selling/redemption of your 
shares/units. To simplify this example for you, let’s say that your 
$600,000 of stock holdings is based on a price of $10 for each 
share/unit. You would own 60,000 shares/units. A 3% dividend on 
those shares/units would equal $0.30 – so $0.30 multiplied by 60,000 
shares/units equals $18,000 in dividends. No matter what happens to 
the price of those shares/units, the dividends continue to get paid 
(unless the companies decide to change the dividend payouts, of 
course). Whether the share/unit price is $10, $8, or $12, unless they 
change the $0.30 dividend payout, you keep getting a consistent 
$18,000 in dividends each year.  But when you need to also redeem 
some shares to meet your $50,000 annual amount, the makeup of 
your stock holdings could be impacted. 
 
If you need 3.6% in your stock holdings to appreciate for withdrawals, 
that means your $10 share/unit price needs to increase to $10.36 per 
share/unit.  All 60,000 shares/units would now be worth $621,500.  If 
you wanted to withdraw the $21,500 of appreciation, you would just 
sell ~2,075 shares/units and have that money sent to you.  The 
portfolio value would remain at $600,000 but now the number of 
shares/units you own would be less - 57,925 shares/units at $10.36 
per share/unit. With less shares/units, you will most likely receive less 
dividend income. If you still receive a $0.30 dividend for each 
share/unit, your dividend income will now drop to $17,377.50 instead 
of $18,000.  
 
Without your financial professional making a change to your stock 
holdings to find more dividend generating investments, each year that 
goes by will require you to redeem more shares/units to make up for 
the lower dividends received.  This shift from relying on growth 
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through income to growth through appreciation is actually something 
retirees have been experiencing for the last 20+ years.  Relying more 
on growth through appreciation is not necessarily a bad or unwise 
decision.  It just means that market fluctuations put more strain on 
your stock holdings. 
 
For example, let’s say The Smith’s want to withdraw their additional 
$21,500 from their portfolio immediately when all of your shares are 
worth $10. So, their financial professional will redeem 2,150 
shares/units leaving 57,850 shares/units in your stock holdings. Now, 
what if the share/unit price suffers a 10% correction downward.  Your 
new share/unit price at the end of the year would be $9 per share/unit 
and your stock portfolio would be worth $520,650 versus the original 
$600,000.  
 
The next year the Smith’s want to withdraw the $21,500 from their 
portfolio but now you need to sell/redeem more shares/units to get 
them their funds. At $9 per share/unit, you will need to sell/redeem 
2,389 shares/units and that would leave you 55,461 shares/units in 
your stock holdings. Now, let’s say you want to know how well your 
stock holdings need to perform to appreciate back to their original 
value of $600,000 – what amount of appreciation is needed? Well your 
55,461 shares/units would need to appreciate from $9 to $10.82 
(55,461 X $10.82 = $600,088). That equals a $1.82 share/unit 
increase or 20.2% in appreciation! Is it possible for the stock market 
to appreciate 20+% after experiencing a 10% drop? Yes. But, how 
much can you rely on that type of appreciation in today’s volatile 
economy and market environment? And don’t forget that when you 
have big drops in the number of your shares/units, that means less 
dividends paid to you.  
 
It is this type of scenario that causes a family like the Smith’s to face 
difficult decisions with their portfolio.  Do we spend less money when 
the stock holdings are down in value?  Do we consider taking more risk 
in our stock holdings or in the overall portfolio by abandoning the 
60/40 allocation and shifting more money to stocks?   
 
The good news is that the Smith’s do have a $50,000 cushion in their 
Cash holdings. That cash could be used to fill in the gaps of lower 
dividends or redeeming/selling less shares/units when the stock 
holdings are down in price. But if the Smith’s are planning on enjoying 
a long (20+ years) retirement, another option could be presented to 
the Smith’s all together. 
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How about they consider adding other alternative asset classes to their 
entire $1 million portfolio in order to optimize a growth profile that 
generates more income and relies on appreciation less and less?  
 
 
A PORTFOLIO THAT UTILIZES ALTERNATIVE ASSET CLASSES 

• STOCKS - $200,000 
• BONDS - $0 
• CASH - $50,000 
• ALTERNATIVES - $750,000 

 
The first thing you will notice with an alternative asset class portfolio is 
that no dollars are left in bonds. The reason for this drastic reallocation 
is simple – the purpose of bonds in any portfolio is to generate growth 
through income while also protecting the portfolio from a drop in the 
stock market.  In today’s economic environment, bonds are having a 
difficult time doing either one of those things. So, if we remove bonds 
from the portfolio and replace them with asset classes that have 
qualities similar to bonds, we can continue to protect the purpose of 
the Smith’s money. 
 
You can also see that the stock holdings have dropped from $600,000 
to $200,000 in this new portfolio. With some alternative asset classes, 
you will be investing with a similar risk profile to stocks but the assets 
will generate a higher growth through income.  In order to meet the 
$50,000 annual income requirement of the Smith’s off of the $1 Million 
portfolio, other asset classes can be considered beyond stocks, bonds, 
and cash. In chapter 6, several different alternative asset classes were 
introduced. For this example, we will reference some other alternative 
investment options. 
 
GENERATING GROWTH THROUGH INCOME WITH ALTERNATIVE 
ASSET CLASSES 
 
With $750,000 of a $1 Million portfolio allocated towards alternative 
investments, the choices need to be extremely diversified. Consider 
the following options: 

• Preferred Stock Offerings - $100,000 
o Generates a 6% Dividend/Distribution - $6,000 annually 

• Real Estate Offerings (Reg. D, Private Placement) - $150,000 
o Generates a 7% Dividend/Distribution - $10,500 annually 
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• Private Equity Offering - $100,000 

o Generates a 8% Dividend/Distribution - $8,000 annually 
• Fixed Indexed Annuity, Variable Annuity or Specially Designed 

Life Insurance Contract (SDLIC) - $400,000 
o When using insurance based alternative asset classes, 

there is the capability to purchase income riders with the 
annuities that generate a lifetime income benefit. Assume 
this allocation of assets yield a 5% income from the 
$400,000 equally $20,000 annually 

o If all $400,000 was placed in an Annuity contract, a 
Guaranteed Minimum Withdrawal Benefit (GMWB) would 
be purchased to provide lifetime income 

o Should some of these funds be placed in a Specially 
Designed Life Insurance Contract (SDLIC), then funds for 
the Smith’s big ticket items would be accessed through 
policy loans where they borrow against the available cash 
value in the policy. The death benefit and cash surrender 
value would be used as collateral for these policy loans 
while the entire pool of funds in the SDLIC are appreciating 
via uninterrupted compound growth 

From these four alternative asset classes, a total of $44,500 annual 
income is generated. If you add in the 3% in dividends from the 
$200,000 of stock holdings, the Smith’s will receive another $6,000 in 
annual income. This equals $50,500 annually from dividends and 
distributions that the portfolio with 20% Stocks/5% Cash/75% 
Alternatives generates. This feat is accomplished without selling a 
single share/unit of the stocks or alternatives. 
 
We also believe the risk profile for the Smith’s will be minimized when 
you consider they have less exposure to market volatility, increased 
ability to manage their long term tax liabilities, several ways to hedge 
the potential impact of inflation in the future, and a growth profile that 
is driven by income producing assets to reduce their longevity risk 
(fear of running out of money before they run out of time).  
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Of course, we want there to be appreciation in both the stocks and 
alternative asset classes. The point is that the Smith’s do not have to 
rely on appreciation to meet their lifestyle requirements.  This puts 
less strain on the portfolio when the stock holdings are down and also 
allows the Smith’s to continue to hold onto the alternative asset 
classes until their program’s mature and go full-cycle.  In the 
meantime, the Smith’s continue to enjoy their retirement and their 
financial professional can focus on managing their expectations and 
adding value by strategizing on additional ways to improve their cash 
flow awareness, income tax situation, and protecting the purpose of 
their money! 
 
These examples are not meant to be a recommendation for any 
particular investment portfolio or financial vehicle. We are simply 
attempting to help you understand the importance of thinking 
differently about the types of asset classes you include in your 
financial picture.  Exploring the thinking exercises in this book and 
considering how you can take control of your personal or business 
economy is the most important thing you can focus on with your 
financial professional. 

 
 
 
 
 
 

 
 
 
 
 


	understanding bond risks
	Bonds play an important role in many portfolios, but it’s important to understand that they are subject to certain general and specific risks. While not exhaustive, here are some risks you should be aware of when investing in bonds:
	Reinvestment risk: When interest rates are declining, investors must reinvest any interest income and return of principal at lower rates, reducing their investment returns.
	Inflation risk: Inflation causes future dollars to be worth less than today’s. Since a bond’s principal does not grow over time, investors risk a reduction in the purchasing power of future interest income and principal over time.
	Market risk: This is the risk that the bond market will decline as a whole, bringing down the value of individual bonds, regardless of their fundamental characteristics.
	Call risk: Some bonds contain a “call provision,” which allows their issuers to redeem them prior to maturity, causing an investor’s principal to be returned sooner than expected and making them lose out on future interest payments. Declining interest...
	Interest rate risk: Generally, when interest rates rise, bond prices fall. Conversely, when interest rates decline, bond prices typically rise. Investors who sell bonds prior to maturity may lose some or all of their principal.
	Duration risk: The sensitivity of a bond’s price changes in prevailing interest rates. The higher a bond’s duration, the more sensitive its price to interest rate changes.
	Interest rate risk and duration risk have become of particular importance in today’s ultra-low interest rate environment. Currently, interest rates are at historic lows, meaning that there is a strong likelihood that interest rates may rise in the fut...
	Qualification Requirements
	Why Invest in a BDC?
	Difference Between Venture Capital Funds and Business Development Companies
	Voting Rights, Calling and Convertability
	Regulation D
	Tier 1
	Tier 2
	Structured Investment Products - SIPS
	Market Exposure by Investment Type
	Market Exposure by Region
	Market Exposure by Industry
	Exposure, Diversification and Risk Management
	Annuity Structures – Fixed, Indexed and Variable Contracts
	What is an “Annuity?”
	Different Types of Annuities


