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The Three Buckets of Retirement Income 
 
 
If you watched the NCAA basketball championships, you probably had your fill of dumb-guy beer 
commercials that remind you of somebody you knew back when.  You have been mentally drained by 
ads for fast, smart cars that offer the eternal promise of making someone who is neither, both.   Finally, 
you can now lip sync the never-ending ads from the financial services industry that promise to make your 
retirement decisions as simple as a walk in the park.   
 
A wise man once said that people do not choose products and services that they want or need but 
products that fit the image of who they think they are.  That might work when you are trying to keep up 
with the Joneses, but when it comes to retirement planning, taking the route that Madison Avenue thinks 
best can be disastrous.   
 
In one ad, the Hartford Insurance Company touts their retirement-planning expertise by having an elk 
walk past a long trophy case of admiring figurines and out into an empty basketball arena. The voiceover 
is extolling the underlying theme of trust.  Whom are we supposed to trust: a wild animal that has lost its 
way and wandered into a public building, or an insurance company that believes retirement planning is 
as easy to produce as the computerized image of an elk?  On the other hand, maybe we should trust 
Merrill Lynch’s bull .  .  . or maybe not.  That bull looks a lot like the same one that we were supposed to 
follow during the internet stampede.  In addition, a website that explains what “Total Merrill” means has 
the following quote: 
 

“Since there is uncertainty and fear associated with retirement, the Retirement 
Visualizer (the Total Merrill ad campaign) will expose users obliquely to the various concepts 
related to retirement and get at their true feelings and motivations apart from any 
misconceptions or other ‘baggage’ they may bring with them.” 

 
Okay, that explains everything.  It’s one of those “baggage” things.  Next thing you know, one of the big 
financial services companies will bring back the yellow smiley-face and tell us: “Don’t worry.  Be happy.”  
 
The Elephant in the Room    
 
Retirement planning for most people is an “elephant in the room” – a question or problem that obviously 
needs tackling, but is being avoided for the benefit of one or the other party.   Because Madison Avenue 
and Wall Street think people are too afraid and carry too much baggage to tackle it, they want to 
“obliquely” talk around it and offer up pacifiers and cuteness instead of education and illumination.  They 
say “trust us,” instead of “here are the facts.”  They utter benign condescension instead of clarity of 
thinking. 



 
We have written these quarterly letters for 20 years.  We have three filters for what goes in these pages: 
Is it true? Can we explain it? Is this the one thing that our clients need to hear?  To all three of these 
questions our answer concerning the retirement dilemma is a resounding “Yes.” The time is right, no 
matter what your age, to look the elephant squarely in the eyes and begin the process of understanding 
the questions it asks.  Because when you do, you will begin to understand what is real and what is an 
advertising slogan, what you can live with, and what you might be better living without. 
 
We have titled this letter The Three Buckets of Retirement Income.  We see those buckets as the answer 
to the elephant in the room. There is nothing cute or cuddly about a bucket.  It is just a container.  It has 
few purposes other than to hold something.  As we view the retirement planning strategies offered by 
Madison Avenue and Wall Street, we see that they are long on “peace of mind” investing but short on 
how you get there and what you can reasonably expect.  The reason is simple – and this is the essence 
of the “elephant in the room.”  Building retirement portfolios that can stand the test of time is very 
complex, and it cannot be conjured up by some computer-generated model.  Things have to work out 
right for each individual before much peace of mind will bloom, and as we will show, there are no “one 
decision” investment alternatives at present that offer enough income to allow you to just put the whole 
matter to bed.   
 
In the following pages, we will lay out the investment alternatives available today, as well as the long-
term average returns for each investment class, to give you an order of magnitude for what is probable in 
the future, as well as possible now. 
 
A One-Bucket Approach:  Fixed Income  
 
Let us see what we can expect from the fixed income or bond bucket.  In all of our examples, we will 
assume that you are the proud recipient of a lump sum retirement check of $1 million.  That is a lot of 
money.  There ought to be a long list of investment alternatives that can provide a solid living income for 
a person with that much money.  Indeed, there are thousands of investment vehicles, but they each fall 
into only one of three classes of securities: cash equivalents, fixed income, or equities.  
 
In analyzing the investment options, we will not take into consideration taxes, fees, or the fact that the 
timing of purchases can change rates of returns dramatically.  We are not trying to etch our plan in stone.  
We are simply trying to provide our educated guess of what the future might look like.  In doing so, we 
are leaning heavily on historical long-term trends.   
  
Short-Term Fixed Income 
 
Let’s look at what a million dollars will generate in cash equivalents.  Short-term, no risk alternatives such 
as Treasury Bills and certificates of deposit have averaged just under 4.0% over the last 80 years.  
Today they are yielding near 4.5%.  By historical standards, short-term interest rates would appear to be 
a bargain.  The only problem is short-term money is short term, and we have little doubt that over the 
next 20 years or so, T-Bills and CDs will trend toward their long-term average of 3.5% to 4%.   
 
After adjusting for inflation, you would be making little or nothing because inflation has averaged near 
3.5% over the last 80 years.  In addition, over the last 25 years, short-term rates have been as high as 
10% and as low as 1%.  If the future is anything like the past, this wide fluctuation in annual interest rates 
would also mean wide fluctuations in annual income.  On an investment of $1 million, that would mean 
annual income would have been as high as $100,000 and as low as $10,000, with the average being 
somewhere around $40,000.   
 
In our judgment, this would make income planning impossible and peace of mind in short supply.  We 
believe staying in short-term investments with a large portion of your assets is not a viable option.  It  



 
 
 
 
places such a high premium on liquidity and preserving capital that it does not allow for a living income, 
which we believe must be predictable, safe, and if possible, growing.       
 
Long-Term Fixed Income 
 
Longer-maturity US Treasury and highly rated corporate bonds have averaged near 6.0% over the last 
80 years. While top-quality bonds have recently been yielding 6.0%, longer-term, high-quality bond yields 
have been moving up in recent months, and we would not be surprised to see them move even higher, 
unless inflation falls sharply.  Since it is possible to obtain 6% yields from lesser quality bonds, and since 
the long-term average is 6%, we will use that figure for our computations. 
 

 
 
 

Table I 
A One-Bucket Approach: Long-term Fixed Income  

 

A B C D

Year Principal
Annual Income @ 

6.0%
Purchasing Power @ 

3.0% Inflation

1 1,000,000 60,000
2 1,000,000 60,000 58,252
3 1,000,000 60,000 56,556
4 1,000,000 60,000 54,908
5 1,000,000 60,000 53,309
6 1,000,000 60,000 51,757
7 1,000,000 60,000 50,249
8 1,000,000 60,000 48,785
9 1,000,000 60,000 47,365

10 1,000,000 60,000 45,985
11 1,000,000 60,000 44,646
12 1,000,000 60,000 43,345
13 1,000,000 60,000 42,083
14 1,000,000 60,000 40,857
15 1,000,000 60,000 39,667
16 1,000,000 60,000 38,512
17 1,000,000 60,000 37,390
18 1,000,000 60,000 36,301
19 1,000,000 60,000 35,244
20 1,000,000 60,000 34,217

 
 
 
 
 



Table I gives us our first glance at what living out of a fixed income bucket might look like.  Because a 
long-term bond is a form of a contract, we know far into the future how much income our portfolio will 
produce.  If we bought a 20-year non-callable bond with the million dollars, we would know exactly how 
much we would earn over the next 20 years.  We do not recommend that, but history shows us that long-
term bonds have provided higher inflation-adjusted returns than short-term investments, and these 
returns are far more predictable.   
 
From a “living income” perspective, long-term bonds provide predictable income that we believe is safe, 
but has little chance of keeping pace with inflation.  Indeed, a look at column D shows that our 
purchasing power steadily erodes over time.  We think this is a much more troubling situation than you 
might think.  Retirement communities, extended-stay nursing home facilities, and healthcare costs, in 
general, are rising faster than the average rate of inflation.  That means, as you grow older, your health 
care costs will be rising as your inflation-adjusted income is falling.  For this reason, let us move on to 
another one-bucket approach to see if we can improve our situation.   
 
Before we go there, let us issue a special word of caution regarding annuities.  We have seen numerous 
proposals for annuities that are nothing but a come-on.  We are speaking here of annuities that are 
annuitized (an investor pays a sum of money in return for a lifetime series of monthly payments).  We 
recently spoke with a retiring executive who was offered a 7% return for the rest of his life.  That sounds 
like a good deal until you take into consideration that to get it he has to give up his million dollars.  He will 
receive the $70,000 per year for life, but after he and his wife die, the assets will go to the insurance 
company.  According to government life-expectancy tables, his life expectancy is approximately 20 
years.  Seventy thousand dollars a year for 20 years has an internal rate of return of 3.4%.  This is a 
terrible deal, but there are a lot of them being offered to people who have difficulty understanding how to 
evaluate these products. 
 
A One-Bucket Approach: Capital Appreciation from Stocks 
  
Long-term bonds offer better living income than short-term investments, but with bonds, we are always 
going to be dealing with the loss of purchasing power over a long period.   The only way to get around 
the purchasing power issue is to buy something where the value is going up.  Stocks would seem to be a 
natural here.  The total return for Blue Chip common stocks has averaged just over 10% per year for the 
last 80 years.  If we could consistently take a 10% gain each year from stocks, that would obviously 
generate substantially more income than long-term bonds.  We might even get lucky and make more 
than 10% in some years.   
 
Whoever said you should never mix the words lucky and retirement in the same sentence must have 
seen our next table.  Even though stocks have averaged a 10% rate of return over the long term, the 
10% is anything but consistent. 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



 
 
 
 
 
 
 

Table II 
A One-Bucket Approach: Capital Appreciation from Stocks 

 

Year Principal

Actual 
Annual 
Rate of 
Return

Change in 
Market 

Value before 
Distribution

Annual 
Distribution 

@ 10% of 
Value

Change to 
Principal 

after 
Distribution

Purchasing 
Power

1 1,000,000 20.3% 202,600 100,000 102,600 97,087
2 1,102,600 31.0% 341,916 110,260 231,656 103,931
3 1,334,256 26.7% 355,846 133,426 222,421 122,104
4 1,556,677 19.5% 304,019 155,668 148,351 138,309
5 1,705,028 -10.1% (172,890) 170,503 (343,393) 147,077
6 1,361,635 -13.0% (177,557) 136,164 (313,721) 114,035
7 1,047,915 -23.4% (244,898) 104,791 (349,689) 85,205
8 698,226 26.4% 184,192 69,823 114,369 55,119
9 812,595 9.0% 73,052 81,259 (8,207) 62,278
10 804,388 3.0% 24,132 80,439 (56,307) 59,854

 
 
 
Table II shows a busted retirement program.  During the hot years of the late 1990s, the value of the 
account rose to over $1.7 million, and annual distributions reached $170,000.  It has been downhill from 
there.  Indeed, today the value of the account is 20% less than it was 10 years ago, as is the annual 
distribution.  The 10% annual distribution has been greater than the amount earned in five of the ten 
years. 
 
A lot of money has been pulled out of the portfolio, but it was not earned, and thus was depleting 
principal.  The internal rate of return during this period was more than 9%, but our calculations show that, 
in order to maintain the integrity of the principal, no more than an annual distribution of approximately 7% 
could have safely been taken from the account.  At first, that may not make sense, but it has to do with 
the pounding the stock market took in the early 2000s.  There are those who say that the three-year bear 
market may have been like a 100-year flood and is not likely to come again.  The problem is, however, 
there are no guarantees in stocks and trying to live entirely off capital gains, year in and year out, 
subjects you to the possibility of a busted retirement plan like the one in Table II. 
 
Putting all of your money in stocks, while good in the long run, is almost the antithesis of our concept of 
living income.  The income is not predictable; the principal may be at risk; and it does nothing to deal with 
the loss of purchasing power.  We do not think a stocks-only retirement plan is right for all but the most 
seasoned of investors. Yet, the startling truth is many of the retirement plans that we see being offered 
by so-called “retirement planning specialists” have only a token quantity of fixed income securities.  
Instead, they rely on the illusion that spreading risk among stocks, globally, by capitalization, and by 
sector can avoid another 100-year wash out.      
 
  
 



 
The Three-Bucket Approach:  Fixed Income, Rising Income, and Capital Appreciation 
 
We are convinced that a one-bucket approach of all bonds or stocks subjects a retired person to either a 
stable stream of income with declining purchasing power or a completely unstable and unpredictable 
reliance on capital appreciation, both of which will be difficult for most people to stomach.   
 
So, if a one-bucket approach does not work, would a two-bucket approach, relying on some fixed income 
from bonds and the capital appreciation from stocks, make sense?  We believe this two-bucket approach 
makes more sense than either of the one-bucket approaches but still has some shortcomings. This is 
because growth stocks produce very little income, which means that almost all of the living income must 
come from the bonds.  Consequently, to achieve an acceptable level of income you are still left with the 
difficult task of deciding how much capital gains to take (and when) to augment the income from the 
bonds.  In actual practice, our experience tells us that while a two-bucket approach, using bonds and 
growth stocks, has merit, it subjects people’s “living income” to more risk than they might imagine.   
 
So, if a one-bucket approach has significant problems and a two-bucket approach still has many 
unknowns, what will work?  We call the solution a Three-Bucket Strategy.  
 
At first, the Three-Bucket Strategy may seem a lot like the just-discussed two-bucket strategy because it 
uses stocks and bonds.  The big difference is that instead of using growth stocks and bonds we use 
rising dividend stocks and bonds, and this makes all the difference.  Even though rising dividend stocks 
are still stocks, they have bond-like qualities. They possess solid financial strength, higher-than-average 
dividend yield, and a high probability of future dividend growth.  All of these characteristics taken together 
allow us to separate their stock and bond benefits into two buckets – an income bucket and a capital 
appreciation bucket. 
 
The Three-Bucket Strategy, then, consists of a bucket containing the fixed income from bonds, a bucket 
containing the rising dividends from stocks, and a bucket holding the capital appreciation created from 
our rising dividends.   
 
Table III shows, for a 50/50 allocation between bonds and rising dividend stocks, each of the three 
buckets and how they work together.  Bucket # 1 collects a steady and predictable stream of income 
from bonds or other fixed income securities.  Bucket #2 receives a steadily rising stream of income from 
well established dividend paying stocks.  In the table, we are using a dividend yield of 3.2% and dividend 
growth of 7%, which have been our actual long-term averages.  Bucket #3 receives the long-term capital 
appreciation from the stocks.  It certainly will not be as regular as shown, but there is a very high 
probability, if we do our job right, that capital appreciation will accumulate in Bucket # 3.  When 
appreciation does occur, a part of it is sold and the proceeds put back into Bucket # 1.  This keeps the 
stock-bond ratio in line and increases portfolio income because bonds pay higher income than stocks.   

  
 
 
 

 
 
 
 
 
 
 
 
 



 
 
 
 
 

Table III 
The Three-Bucket Approach 

 
 

Year
Portfolio 

Value

Total 
Annual 
Income

1 1,000,000 46,000
2 1,035,000 48,769
3 1,071,225 50,476
4 1,108,718 52,243
5 1,147,523 54,071
6 1,187,686 55,964
7 1,229,255 57,923
8 1,272,279 59,950
9 1,316,809 62,048
10 1,362,897 64,220

1,410,599

Endowment Portfolio

  
 

 
Capital 

Appreciation on 
Stocks

Year
Market 
Value

Interest 
Rate

Annual 
Income

Market 
Value

Dividend 
Yield

Annual 
Income 7% Growth

1 500,000 6.0% 30,000 500,000 3.2% 16,000 35,000
2 517,500 6.0% 31,050 517,500 3.2% 17,719 36,225
3 535,613 6.0% 32,137 535,613 3.2% 18,339 37,493
4 554,359 6.0% 33,262 554,359 3.2% 18,981 38,805
5 573,762 6.0% 34,426 573,762 3.2% 19,646 40,163
6 593,843 6.0% 35,631 593,843 3.2% 20,333 41,569
7 614,628 6.0% 36,878 614,628 3.2% 21,045 43,024
8 636,140 6.0% 38,168 636,140 3.2% 21,781 44,530
9 658,405 6.0% 39,504 658,405 3.2% 22,544 46,088
10 681,449 6.0% 40,887 681,449 3.2% 23,333 47,701

Rising Dividend Income from 
StocksFixed Income from Bonds

Bucket 
#1

Bucket 
#2

Bucket 
#3

 
 



 
 
 
 
The income from an actual account, obviously, will not be as consistent as the table shows; however, 
since 50% of the portfolio income is generated by fixed income securities, and the other half is from 
stocks with rising dividends, we believe the income will track a fairly narrow and predictable range over 
the next few years.   
 
In addition, we can assure you that the capital appreciation will not track higher at a consistent 7%.  
Indeed, if history is any judge,  that is the one level of growth that will likely occur rarely.  Having said 
this, we believe 7% is a good average for our estimate.  Over the past five years, the current stocks in 
our Rising Dividend Portfolio have experienced nearly 11% annual dividend growth, and the 80-year 
average of the companies in the Dow Jones Industrial Average is approximately 6%. Remember, the 
stocks in portfolio are there because of a demonstrated history of above average consistent dividend 
growth.  
 
Finally, we do everything to ensure that our portfolios are safe.  We invest only in investment grade fixed 
income securities and stocks that have passed stringent tests of financial strength, dividend history, and 
projected growth.     
 
As you can see, tackling the elephant in the room is not about “feel good” and “be happy.”  It’s really 
about math, knowing what is probable and possible, and understanding the investment  dynamics of 
portfolio management.  
 
We have poked fun at the financial services industry and how lightly they are treating what we consider 
to be a very serious matter – retirement planning and investing.  We recognize that you took a lifetime to 
accumulate your retirement assets.  Just as importantly, those assets will have to support you and your 
family for a long, long time.  There is nothing trivial about this.  Maybe that’s why we are so committed to 
getting out the story of the three buckets of retirement income. The story is true.  It’s understandable.  
And, people need to hear it.     
 
 
Blessings, 
 
Greg Donaldson  Mike Hull 
 


