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Interest rates around the world have remained low and are continuing to move lower as central banks are cutting rates in an
attempt to boost the economy. In fact, there are trillions of dollars of bonds that have negative yields. While these low yields
are enticing for borrowers it creates a whole set of problems for savers and people that rely on savings to live such as
retirees. This article is going to focus on the process that investors should use in order to create a solid income portfolio that
will endure the ups and downs.
 
In general, the higher the income rate that an investor receives, the higher the risk of that investment. Intuitively this makes
sense as an investor will want to be compensated more in the event that the investment defaults. As interest rates have
fallen investors have been forced to take on more risk in order to maintain the same level of income that they have achieved
in the past. Many times these risks can be masked while everything is fine and it is only when we have a downturn that the
risks become apparent (think housing and mortgage crisis of 2008). By using this plan investors will increase the chances of
successfully generating income and weathering downturns.

Step 1: 
Define Your Income Goals
While this step seems like a fairly obvious step, it is many times overlooked for the excitement of an individual investment. 
In other words, investors will spend more time looking at what to invest in such as a rental property at 5% or a bond at 3%. 
By defining income goals appropriately you will have a stronger foundation for selecting the correct investments. Here are a
few things to consider when defining income goals:
 

All sources of Income – job, investments, social security, and inheritance.
Expenses – how much do you spend in a typical year. (remove onetime expenses as this should be addressed with
emergency cash reserves)
Timing of Income and Expenses – while some are routine such as social security or a phone bill others can be seasonal or
lumpy. Knowing the timing will better help manage cash needs.
Emergency Reserves – this is important because it will be available for surprise expenses and should be replenished
periodically from the income generated.
Taxes – this can be grossly mismanaged, especially when going through a transition such as retirement. Different sources
of income are taxed differently and having a good grasp of this situation will help generate better net cash for you.

 
Once you have a strong understanding of what your income needs are then you can begin the next part of the process.
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Step 2: 
Understand your
Investment Options

This step is used to get familiar with what is available. You do not simply want to take a look at all investments that
provide yield but really understand what the investment entails. I cannot emphasize this enough, but every
investment has risks! I also want to emphasize that the goal of this step is not to make an investment decision. 
Education is the primary goal and at a minimum you should understand the following for each type of investment. 
 

Yield – What income you will receive from the investment.
Time – How long will you be in the investment until you get your money back.
Idiosyncratic Risks – What risks does the investment hold that are unique to that particular investment. For
example: If you own a rental property an idiosyncratic risk may be the need to replace the roof in short order.
Systemic Risks – These are the risks that will apply to any investment in that group of investments. For Example: If
you own a rental property if the local economy has a spike in unemployment all rental properties in that area will
suffer.
Probability – This is the likelihood that your income continues even in the worst situation. Example:  An economic
downturn usually effects most assets, but the likelihood a US Treasury Bond makes an interest payment is high
while the chance of default on a US Corporate Bond will rise significantly.
Scenarios – How will this investment perform under different scenarios such as rising interest rates, falling interest
rates, recession, expansion etc.  
Structure – How is the investment structured, are there scenarios built into the structure that could adversely affect
your investment.  

 
The bottom line is you want to know as much as possible about potential investments so that there are no surprises. 
I have had numerous clients and prospects that thought they had a safe income producing portfolio only to see that
a property could not be sold or a bond was being priced at 60 cents on the dollar. In life and investing things
happen, but the more you understand the better off you will be to react properly.
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Step 3: 
Get a feel for the
Economic Backdrop

Once you have a deep understanding of the different investments you should get a feel for the economy. Now I am not
telling you that you need to predict the next recession because let’s face it even full time economists have a terrible track
record at predicting this. Additionally, forecasters have been predicting interest rates to rise for the last 10 years and we are
still near or at historic lows. This is more an understanding of where we are in the business cycle. Remember the simple
mantra of buy low and sell high  This does not mean buy lowest and sell highest. Having a general understanding of where
we are in the economic cycle will help you when assessing the different investments that you just spent so much time
learning about. Based on a study in 2009 from the National Bureau of Economic Research the average business cycle is 4.7
years, the average expansion is 3.2 years, and the average recession is 1.5 years. While every cycle is different it does give
you a starting point. This also allows you to take a look at the risks and scenarios of each investment would perform in the
event of the economy expanding or contracting. I would recommend not spending too much time on the nuances of this
step and use it as a guide to help construct your investments. This is more difficult in the middle of a cycle and more helpful
near the extremes. (When at extremes you want to take a view towards mean reversion and how this will affect
your investments.)
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Step 4: 
Construct a portfolio

For a lot of investors this is the most important part of the process and is usually step one. Investors want to construct a
portfolio so that they can start earning income. I prefer this to be one of the last steps because each situation is different
and without the base of steps 1-3 you can’t possibly start to think about constructing the portfolio. The portfolio
construction incorporates everything that you have done in the first 3 steps. Ideally a portfolio should meet your income
goal with the least risk possible. Sounds easy, but is much more difficult in practice. The reason that this is difficult is
because it is human nature to gravitate towards a type of investment. This is done either through familiarity (previous
success in rental properties), envy (you know someone else that made a fortune on rental properties), or fear (you can’t
see your money go down $1 so you park it in CD’s and Treasuries. By setting the base from the first 3 steps you can avoid
these traps because you understand the investments. Everyone has heard about how diversification is important for your
investments. The reason it is important is because it helps you avoid mistakes. You want to diversify not by amount of
investments or types of investments but how they will react in different scenarios going forward. For example, you could
have 100 investments but if they all get cut in half in a recession than diversification is not doing anything.  You would be
better off holding 5 investments in which 2 go down 2 stay the same and 1 goes up. I don’t want to make this part of the
process more complex than it is, and it may take some mixing and matching to come up with the right allocation for your
needs.
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Step 5: 
Stress Test your
Investments

This might be the most important step of the entire process because it checks for mistakes or oversight. By stress
testing investments BEFORE you invest, you will cut down on mistakes. Again I am not implying that you need to
create elaborate mathematical formulas used by the Federal Reserve to stress test our banking system, but having an
understanding of how your portfolio will react in different scenarios.  
 
Since you already put a lot of work in the first 4 steps this will make the implementation of this step easier.
Additionally if you find any areas of weakness within the portfolio, you can always go back to step 4, make a couple
changes and then repeat step 5 again.  
 
The best way to begin a stress test is how the investments will react in several different scenarios:
 

Economic Expansion
Recession
Interest Rate Increases
Interest Rate Decreases
Housing Increase
Housing Decrease

 
There may be other scenarios you would like to test as well, but this illustrates some of the bigger scenarios to look
at.  If you can reasonably forecast how your portfolio will do in each of those scenarios and you are happy with the
outcome, then congratulations you have constructed a solid income portfolio. On the other hand, if one of the
scenarios causes an adverse outcome, then you should make some changes at step 4 and repeat step 5 until you get
to your desired.
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Step 6: 
Enjoy yourself

I know this is not much of a step, but you put forth a lot of effort in the first 5 steps and should  sit back and enjoy the
income being generated by your investments. Not to mention, you have worked hard in other aspects of your life so why
not enjoy it. 
 
By following this guide you will build better income investments and have better results over the long term. While each
investment is different and there is always risk, having a well-researched and disciplined approach will improve the
probability of success and help avoid nasty surprises.
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Please note that the above represents the views of EverGuide Financial Group, LLC., a Registered Investment Advisor. This is not intended to be an investment
recommendation. Investing in securities involves the risk of loss of principal. Any strategy discussed may not be suitable for all investors. Investors are advise
to consult with qualified investment professionals relative to their individual circumstance and objectives.


