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			Introduction


			Welcome to the do-it-yourself system of retirement planning in America! Wait—you did know you’re in a DIY system, right? On average, Social Security replaces about 40 percent of the income you earned before retiring. It’s up to you to arrange the rest. Intimidated? Don’t be! Planning a prosperous retirement is easy, if you follow these six simple steps:


			First, predict when you and your spouse or partner will retire, be laid off, or be physically and mentally unable to keep your job. 


			Second, predict when you will die. 


			Third, save more than 7 percent of every dollar you earn, starting when you’re 25. Oh, you’re 55 now? Just save 30 percent of every dollar!


			Fourth, earn at least 3 percent above inflation on your investments, every year. How? Find the best funds for the lowest price and optimally allocate them. Don’t forget to get out just before a financial crisis, and get back in just when the crisis has bottomed out. 


			Fifth, do not withdraw any funds if you lose your job, have health troubles, get divorced, buy a house, or send a son or daughter to college (or bail him or her out of jail if you don’t have an honor-student type of kid). 


			Sixth, time your retirement account withdrawals so that the last cent isn’t spent until the day you die. 


			See, it’s easy!


			Of course, the truth is that it’s not easy at all. The 401(k) account, which ushered in the do-it-yourself era, has been with us since 1978, and here’s how it’s worked out so far. As of this writing, the majority of Americans over 50 have $30,000 or less saved for retirement. A third of them have nothing saved. Forty-nine percent of middle-class Americans are on track to be living in or near poverty after they quit working. They’ll have a food budget of about $5 a day. 


			These are sobering figures. By 2030, the last of the baby boomers will be 65. Right now, 12 percent of the population, or about 43 million people, are over age 65; by 2030, almost 73 million, more than 20 percent, will be. The population, in general, will grow, but the over-65 segment will grow faster. From now until 2030, more than 8,000 Americans will reach age 65 every day. Even if poverty rates for the elderly stay the same as they are today, the sheer numbers of elderly poor will be at record highs: more than 5 million, up from 3 million in 2010.


			The bottom line: Too many people are facing a future in which they’ll have to keep working indefinitely. They’ll be dependent on an uncertain job market and on government programs perpetually threatened by budget cuts. They’ll be living on someone else’s terms. 


			

			Because I am an economist, people tell me their intimate money issues. The smartest people have fantasy-based retirement plans.


			


			How do I know all this? Because I’ve spent my professional life studying the economics of retirement. It’s been my specialty as a professor of economics, first at the University of Notre Dame and now at the New School for Social Research in New York City. I also have more than 20 years of practical experience: I was a presidential appointee to the Pension Benefit Guaranty Corporation that insures traditional pensions for 40 million workers and a gubernatorial trustee of the $12 billion Indiana Public Employees Retirement Fund. I’m currently a trustee of a retiree health-care fund of more than $53 billion, which provides for just under a million employees’  benefits for former steel and auto workers. 


			Because of my professional bona fides, friends often talk to me intimately about their finances. I’m happy to have these conversations, but what I hear worries me. Smart, educated people would rather put money into exotic and risky investments than pay off a loan that’s costing them interest every day. They get their ideas about money from screaming headlines, hot tips, and overheard conversations. Or they trust their money to inadequately trained financial managers and brokers paid on commission. 


			Case in point: Not too long ago, a man earning well over $130,000 per year confided to me at a dinner party that he had $300,000 in assets for retirement, plus a traditional pension. This man thought he hadn’t saved enough to be able to maintain his current lifestyle. I mentally estimated his mortality, knew he had Social Security, and figured that he didn’t need to worry—provided he died sooner than he expected (which I thought he would, because he was a heavy smoker with a stressful work and personal life). Congratulations, sort of. 


			An early death shouldn’t be anyone’s first line of defense against poverty. But for too many people, it is. Many don’t even have what that dinner-party guest had—a six-figure savings balance and a pension. To repeat what I said above, a majority of Americans nearing retirement age have less than $30,000 saved for retirement. And for most people, an old-fashioned pension is a thing of the past.


			To put that in perspective, consider this: To retire at a standard of living similar to the one he or she has during their working lives, the average person with no other retirement plan besides Social Security will need eight times his or her annual salary in retirement accounts. What that adds up to will vary, since 90 percent of American working households live on an amount between $20,000 and $190,000 per year. For a household living on $50,000 per year, that means $400,000 in actual assets or an annuity equivalent. But a couple wanting to live on $190,000 per year starting at age 65 will need a lot more—$1.5 million. 




				What is an annuity?


			An annuity is a payment that lasts a lifetime. It pays a steady benefit each month for the rest of your life, no matter how long you live. The size of the benefit depends on the account balance. If you opt for a spousal annuity, your benefit will be lower, but if you die before your spouse, he or she will be paid benefits for the remainder of his or her life. 





			What I said earlier is so important, I’m going to repeat it yet again: The majority of Americans have less than $30,000 saved, and a third of Americans have nothing at all, although they need approximately $160,000 (for those earning $20,000 yearly) to $1.5 million to supplement Social Security. It’s an enormous shortfall. Furthermore, money for basic expenses is not all people need in retirement. They’ll need to pay for the medical expenses that Medicare doesn’t cover. The average middle-class American knows that—however, she estimates she needs about $47,000 for out-of-pocket medical costs in old age, when in reality, the figure is closer to $250,000. Phrased differently, a quarter of a million dollars. Sounds a lot scarier that way, doesn’t it?


			In light of this bleak picture, is there any hope for the average person trying to create a secure, comfortable retirement? I believe there is. In my many years of listening to friends’ financial plans and giving them advice, I’ve had many success stories. Consider this one: One day, an English professor at Notre Dame overheard me ranting about the stock market in the lunchroom. That night, he converted all of his retirement accounts to a secure annuity (see box). He thanked me four years later when he retired. That was a case of advice I didn’t even realize I was giving, but it worked out well. 


			However, too often I’ve wished I could have done more to help friends and colleagues. Too often, I know they’re walking away from these conversations feeling that my advice is too little, too late: They’re staring down the barrel of a retirement coming up in a few short years, and they don’t have nearly the savings they’ll need.


			Oddly enough, all this is happening while bookstore shelves are all but collapsing under the weight of financial-planning books, many of them specifically about retirement. The world is full of financial gurus, each with a special plan about what you have to do to get rich. Generally, these experts have the best of intentions, yet too frequently their books are overlong and padded with unnecessary material. Some feature complicated worksheets; others take a psycho-spiritual approach, suggesting that your outlook on life is a large part of what will make you “wealthy”; yet others fill up their 250-plus pages with definitions of stop orders and stop limit orders versus plain market orders. Unfortunately, it’s hard for readers to learn anything when their eyes are glazing over.


			Worst of all, many books shame the reader, suggesting that the current mess was created solely by average people who lack financial literacy and who buy venti lattes instead of carrying a Thermos to work. (As if only your thirst for gourmet coffee stands between you and a secure retirement!) Once again, it’s hard for readers to open their minds to financial advice when they’ve been put on the defensive about how they’ve handled their money so far. 


			I saw the need for a retirement-planning book that would be accessible, free of lecturing, and, most of all, short. The friends who’ve asked me for advice would have politely taken a weighty book full of worksheets. They would have put it on their shelves, intending to read it “someday.” But they would almost immediately read a short, simple, and direct book, one that acknowledges that retirement planning is a scary subject but explains how to get past fear to a plan. 


			So I wrote one.
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			Chapter One:


			Facing the Facts.


			Or, if you’re not worried, you probably don’t understand the situation.


	


			Think for a moment about the last ad you saw for a mutual fund. Did it feature a fit, salt-and-pepper-haired couple in their 60s on a terrace or a boat watching the sun set? These ads aren’t selling you a mutual fund, they’re selling you an ideal life. “Invest with us,” these advertisements say, “and this is what your future will look like.” 


			The future that many Americans see for themselves is a little different. I know, because many kinds of people write to me at my website. And they’re afraid. 


			“I didn’t work while my kids were young,” one 59-year-old woman told me, “and after my divorce I didn’t have a job for more than five years. My second husband has a pension from the city, but I don’t know if it is enough. I told him we have to do something.”


			She’s not alone in feeling this way. A lot of people realize they’re in trouble. These worries can put a lot of strain on relationships. Another person wrote to me, “My wife is 64.5 and I’m 67.5. We’re both retired and have a home that’s paid for. We both get Social Security and have a fair amount in savings. After 41.5 years of marriage, we’ve learned how to discuss money and still remain reasonably calm and unemotional. I keep thinking we’re rich, she’s ready to go pick up soda bottles, and I suspect the reality is somewhere in between. Our two children don’t need anything from us except continuing love and acceptance. My reason for writing is that I feel it’s time to smell the roses, and I’d rather not fit that in while also collecting soda bottles to cash in.” 


			Clearly, there’s a lot of anxiety out there. And a lot of people are trying to take action. They’re vowing to give up going out to lunch, they’re reading investment advice, and they’re turning to individual, boots-on-the-ground measures to rescue their retirement plans. But what many people don’t realize is this: We had help getting into the current mess. And we need help getting out. 




				The 401(k)/IRA conundrum


			Although personal responsibility is an important part of retirement planning, the looming crisis isn’t all being caused by individuals who can’t deny themselves electronic sports watches and designer handbags. We’ve been convinced that the jam we’re in is our own fault. But it’s not. This isn’t just a personal problem, it’s a national problem. 





			How’d that happen? I’m glad you asked.


			The traditional pension used to be the dominant model in America. Why is this significant? Because a traditional pension is a defined-benefit plan, one that guarantees a fixed amount to the retiree. Here’s how it works: The employee has a mandatory deduction taken from his paycheck throughout his working life, supplemented by contributions from his employer (although in some companies, the employer alone funds the pension). The money is held in a fund and invested by a professional. Then, after retirement—and this is the key point—the employee is guaranteed a fixed-sum benefit for the rest of his life. The company has an obligation to send that monthly check no matter how the pension fund’s investments perform. You can see why the choice of a financial professional to oversee the pension fund is a key hiring decision! If the pension plan’s funds are poorly handled, the company will have to dip into other sources of money, such as profits, to pay off its obligations. 


			(A word about terminology here: The plan I’ve just described is what I usually call a traditional pension. But because the term is going to come up so often, I’m just going to use the word pension—so when you see it, that’s what I mean.)


			From the 1960s to the mid-1990s, about 75 percent of full-time American workers were covered by a pension, and it was a model that worked well for them. It gave people a guaranteed income after they stopped working. Equally important, during their careers, it allowed them to concentrate on what they did best—from building airplane engines to selling overcoats—without having to be amateur money managers in their evening and weekend hours. Finally, a not-insignificant benefit of the pension—and Social Security, as well—was that it gave retired people a reliable income, so they were able to keep spending and stimulating the economy. This was part of what made the American economy more stable in the middle of the twentieth century than it is now. 




				IRAs vs. 401(k)s


			IRAs are tax-advantaged retirement accounts for those who don’t have a 401(k) or pension through work. Also, people who leave an employer often roll over the contents of their 401(k) plans into an IRA. (Roll over means to transfer funds without incurring a tax penalty.) Most experts advise against rolling over into an IRA; instead, they advise keeping your money in your previous employer’s 401(k), even though you may end up with many 401(k) accounts scattered among your past employers. IRAs do not have the same fiduciary protection that 401(k) plans have, and the fees are even higher and the choices even worse than in a 401(k). 


			Traditional IRAs allow the employee to deduct contributions for the tax year in which they are made, and then the assets appreciate tax-free. The funds are taxed at the time of withdrawal (commonly called distributions), which the account holder is allowed to start taking at age 59.5, and must begin taking at age 70.5. The reasoning goes that income generally drops at retirement, and with lower income comes a lower tax bracket—so it’s better to be taxed then, instead of during one’s working years. 


			Roth IRAs were introduced in 1997. Roth IRAs are mainly good for individuals who expect to have a higher tax rate when they withdraw their income after age 59.5. A Roth IRA delays the tax advantage until withdrawals are made at retirement—but the contributions going into the plan are taxed. 





			That was how retirement generally worked until the late 1970s, when an accountant noticed a provision in the tax code, implemented at the request of a large company, that allowed highly paid executives to take a tax break on deferred income. The accountant began promoting this tax provision to other companies, and the Internal Revenue Service allowed it, but only if employers allowed everyone working for the company into the plan. The idea caught on, and a new kind of retirement account was born, named for the loophole’s place in the tax code—subsection 401(k). 


			What’s important about this short history lesson is this: The 401(k) was originally supplementary in nature, a way for highly compensated executives to get a tax break on money set aside for retirement. This humbly named plan was never meant to be a replacement for traditional pensions. If it had been, it wouldn’t have been given the dull name 401(k). It would have been called the Great American Pension Plan.


			However, employers found the 401(k) plan to be cheaper than traditional plans. It was explained to the average employee this way: The 401(k) would give the employee freedom to invest retirement savings (or not invest—it isn’t a mandatory program) as he or she chose (although the 401(k) managers and the possible investment vehicles would be the choice of the employer; employees have no say in these things), plus money put into a 401(k) account wouldn’t be taxed until it was withdrawn at retirement age. Even better, often there would be matching funds from the company: 50 cents on the dollar (usually) on the 3 to 6 percent of pay that employees were allowed to contribute. That’s free money! You can’t beat free money!


			The problem? Whereas a pension is a defined-benefit plan, a 401(k) is a defined-contribution plan. And a defined-contribution plan depends entirely on how much money an employee can afford to contribute—and remember, contributing is entirely voluntary—as well as the employer’s match. How much is contributed, plus how well it is invested, determines how much money a 401(k) plan participant has after retirement. There is no fixed amount for the benefit, no guaranteed monthly check that keeps coming for the rest of one’s life. When the money in the plan is gone, it’s gone. 
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