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“CAN IT REALLY BE DONE?”

Money® magazine says it can—you can retire young and rich, if you know the answers to the most important questions about investing for retirement today:

• How much of my retirement fund should be in the stock market?

• How do I protect myself against a bear market?

• How do I figure out how much I need?

• Are tax-free, tax-deferred, or taxed investments the best for me now?

• What's the best age for me to retire?

• Where are the best places to live in retirement?

HOW TO RETIRE YOUNG AND RICH
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INTRODUCTION

Young people planning their retirement? Twenty- and thirtywhatzits plotting out their pensions? At first the idea sounds morbid, a bit like designing your headstone. But poll after opinion poll in recent years has come up with the same conclusion: Saving enough for retirement has become one of the two or three top preoccupations among American adults of all ages.

Just think about it for a minute, and it makes perfect sense. Retirement used to be that last brief stage of life. Social Security and a small pension would see most people through it just fine. Now look at retirement: 30 years, maybe half of them in robust health—maybe all of them, the way medical science is advancing.

What we have before us is nothing less than a second chance at life, the opportunity to start all over again—older, of course, but wiser and not a lot worse for wear. Early retirement, you say? Show that to your grandparents and they'd see it for what it really is: two lives instead of one. But not, alas, two lives for the price of one. And there's the rub. People are leaving their jobs earlier and living longer.

And they know instinctively, even those fresh from college, that it's going to take a heap of cash to get you through your second lifetime. Thus the issue becomes both a lasting joy and an early sorrow. It's wonderful to know that life will be healthy and long. But the polls also reveal that most people fear they will never be able to accumulate enough to retire early and to pay for it all.

And they're right. Most of them won't have enough saved up by the time they're ready to call it quits. And many will take the leap anyway, only to go broke halfway through their golden years. But you? Will you be one of the clever minority who succeed in retiring young and rich enough to live comfortably well into your nineties?

First here's the answer you expect: Read this book and you'll find out how to do it. The younger you are, the better your chance of retiring young and rich. But even if you are within a few years of retirement, you should not give up. Just as retirement has spread out to encompass three decades, young and rich have altered their meanings as well. If you are able to retire at 45, say, you may have four decades or more to look forward to. By any standard, that's young. And the new definition of rich is even simpler to grasp: having enough to see you through to the end of a long, active life.

Now for a glimpse of grim reality, based on long experience: mine as a personal finance writer and editor for the past 17 years; and the accumulated wisdom of dozens of retirement planners I have interviewed. The message is this: Even when confronted with the irrefutable truth, the one and only path to financial security, most people fail to carry through with what they ought to do. Being only human, they resist at some level of their intelligence the two or three searing lessons they should never forget. They dawdle. They worry. They deny, telling themselves that they don't have the money we say they need to do it anyway. All of this takes time, and the longer you wait, the harder it becomes to build your minifortune.

So out of deep respect for human weakness, I want to introduce right now the four concepts that have to get hammered deep into your psyche so that you will see the challenge with such blinding clarity that you will be radicalized and will act. These four ideas are not new; you may know them well. What you may not realize is that they undergird all of the strategies that will be unfolding later on in this book. That's why this quartet will be reappearing over and over again, why you need to feel their presence at every turn, and why they are taking a bow right here.

• Inflation: the unstoppable tide that washes away your savings. Next to plain stupidity, inflation is nature's greatest impediment to building a superior nest egg and keeping it from running out. Always must be taken into account as you plan ahead.

• Growth Investments: the ones that do best over time and the only ones that consistently beat inflation. Primarily stocks and stock mutual funds.

• Compound Interest: alias the miracle of compounding. The marvelous mushrooming effect created by the interest you earn on principal plus the interest you earned earlier on that same principal, and so on. Income that compounds on a tax-deferred basis is the best. For instance, $10,000 compounding at a rate of 8% a year inside a tax-deferred IRA would grow to $21,600 in 10 years, $46,600 in 20 years, and $100,627 in 30 years.

• Aloneness: also known as “You're on your own.” The daddy and mommy who used to do it all for us, tucking us comfily into our later years, have both run out of money and, if truth be told, out of concern for us. Those financial parents are Uncle Sam, with his Social Security benefits, and our employer, who used to put all the money we needed into our pensions and just hand them over to us on retirement. Uncle Sam now sees Social Security as an entitlement, and an entitlement is something that has to be cut. If you're young now, write off at least half of what your parents are expecting (or getting) from Social Security. And those traditional pensions have turned into monstrous money eaters. They're being replaced by newfangled pensions called 401 (k)s and such. But they don't pay you as much as the old ones did. Besides, who stays around a company long enough to build up a real pension anyway? So now you really need that 401 (k). But you also need to save and invest on your own. Once you had two caring money parents. Now you're a semi-orphan. But you've got a plan. And here it is.…


CHAPTER 1

Four Things You Need to Do Now

To retire young and rich. If you could see it, it would probably be a beach. If you could smell it, it would be rum, limes, and suntan lotion. If you could hear it, what else? The surf. This fantasy may be the most shopworn cliche of all—the eternal vacation. But it symbolizes one of the deepest of human yearnings—freedom. What it doesn't do is get you closer to the reality. In fact, the fantasy can turn into an opiate, unless you figure out the way to turn the dream into a well-focused goal. And to do that you will have to rearrange some of the furniture in your life. For example, you almost certainly will need to figure out a way to spend less so you can save more. Sounds like a drag, and undoubtedly it will be uncomfortable at first. But it's that old unavoidable: reality. And yes, you ought to do it soon. Now is best.

This chapter is about the handful of things that you should do as soon as possible. You have to understand that these are not your odd assortment of on-the-fridge don't-forget-to-do's, the kind of directions that no normal, busy, happily flawed human ever really follows—like “Clean out at least one closet every month. “ They are much more important than that. In fact, they will serve as the foundation of your dream. In time they will turn your dream into a plan with a built-in safety net. So take these four strategies to heart as seriously as though you were signing a contract for life. Indeed, to work, that's what they have to be.

1. Learn to Save More Than You Ever Dreamed You Could.

Here's why this rule is the most basic of all. As stated in the introduction to this book, the savers and investors of this world are now largely on their own. Social Security and pensions together will not be enough to carry you through your longer life. You will need to open your retirement drive on a third front—your own savings.

As you will see when you figure out how much you will need to retire (covered in Chapter 4), your own savings may need to be substantial to cover a long postwork period. For instance, let's say your household income at retirement is $80,000 a year. You even wait until you're 65 to call it quits. Financial planners use a rule of thumb that people on average will need 80% of their pre-retirement income to maintain the same living standard later on. And say you estimate you will live 20 more years and that the inflation rate will average 4% a year over that time. How much will you need? A cool $1.17 million. If you figure to live 30 more years—and many planners say it's wise to make that assumption to be sure your money doesn't run out before you do—you will need $2.18 million.

That's the demand side of the picture. You will need lots of money for your long later life. Very challenging. Now let's take a look at the supply side: you. Also very challenging, because of the widespread belief among middle-class Americans that trying to save is futile. It's hard all right, but it isn't futile. Here's why:

We live in a hyperconsumer economy. More than economy, really: it's a consumer culture, bred in the bone and impossible to escape unless you quit society entirely and live alone in the desert. This culture knows not the face of self-denial. It has forgotten the concept of postponed pleasures upon which middle-class life was built. So you must accept the proposition that you are deeply affected by this culture, that you are really part of it. Then you must realize that when someone says “I just can't save a cent,” that person really believes what he or she is saying. Then you must learn to resist a knee-jerk agreement and a supportive “That's right!” Instead, at least to yourself, you must substitute a skeptical “Let's look at the record.”

The record is abysmal from any point of view. The United States sports one of the lowest savings rates in the world, far lower than that of many poorer countries. The low-savings mind-set starts early, when mere tots become raving consumers as they absorb hour after hour of TV commercials. By the time these consumers are in the work-force themselves, they are beaten down by the widely accepted notion that young people today cannot possibly achieve the wealth their parents amassed. For example, people in the fifties and sixties bought their homes before the great real estate inflation of the 1970s and 1980s, and many are wealthy just on the gain they have made on their houses. By contrast, people in their twenties, thirties, and forties by and large have had to buy in at inflated rates. All true. It's also true that the cost of a college education, which has raced ahead of inflation for decades, is the other big reason why today's workers are having a hard time making ends meet, much less saving for their retirement.

In short, saving is far from easy. But as previously noted, two powerful forces are at work to make the problem seem unsolvable—perception and superficial reality. The perception is the sense of powerlessness fueled by the strongest desire to consume ever known to humankind; the reality is the higher cost of everything we consume, starting with housing and education.

Yet ask any expert on credit or financial planning and you'll be told that the bottom-line reality is something quite different: Unless you are truly poor, there is always some “give” in your budget, something that can be cut far short of the bone. One frivolous image comes to mind: all the young folk who consume several $3 caffe lattes each day while complaining that they'll never be able to afford to buy a home of their own. Should they deny themselves the pleasure of good coffee? Not necessarily. It's just that today's superconsumers have holes in their jeans they don't even know are there. What they have surely never done is figure out how much those holes are costing them, how much a home would cost them, comparing the two sides of the ledger, and then making an informed decision about what really matters to them most.

So if retiring young and rich appeals to you, or even if you're more motivated by not retiring old and poor, you will have to save regularly. And the amount you'll have to save will probably be a lot more than you now save or think you can manage. You'll see how much when you get to Chapter 4. For the time being, let's follow the consensus advice of financial experts who say that from your thirties on—that is, once you get settled in your career with expectations of regular raises as well as increasing expenses—you should be aiming to save at least 10% of your pretax income. You make $50,000 a year? If you're not saving at least $5,000 of that, you're falling behind. And you know what that means: If you start saving in earnest sometime later on, you may have to hike that percentage to 20% or more to make up not only for the savings you didn't stash, but for the investment returns you didn't get along the way.

Here, then, without undue tedium or slogging are the basics on how to save regularly.

First of all, take a Saturday afternoon and sit down with your checkbook and a record of your credit-card charges for the past 12 months. Segregate all your bills by category for the last 12 months. Then tot up each category. At the end you will see how many dollars you spent over the past year on housing, utilities, eating out, travel, clothing, and so on. Unless you are an unusually astute bookkeeper, the results should surprise you—some of the results, that is. You will begin to get a sense of just where you have been overspending and, thereby, just where you will be able to cut back in order to beef up your savings.

To help you zero in on the culprit categories, here is a general estimate of the ideal range for each. There are two sets here—one for young singles in their twenties and one for couples in their forties with two incomes and two children.



	
	Singles couples with Two Kids



	Housing
	20–25%
	30%



	Loan payments
	13–15%
	13–15%



	Food
	10–15%
	10–15%



	Child care
	0%
	8–10%



	Entertainment
	7–14%
	3–7%



	Vacations
	3–7%
	3–7%



	Pocket monkey
	8–12%
	5–8



	Transportation
	7–10%
	7–10%



	Clothing, personal care
	4–8%
	4–10%



	Education
	5–7%
	5–7%



	Utilities
	4–7%
	4–7%



	Contributions
	2–7%
	2–5%



	Saving
	5–10%
	10%



	Insurance
	1–3%
	3–5%




You should also try to make your savings automatic, wherever possible. That way there won't be any of those poignant struggles with yourself over the tragedy of self-denial. If it doesn't go through your hands, you won't miss it. At least you won't miss it the way you would if you had to part with it painfully every month. Your first automatic savings vehicle should be your company savings plan, because of the tax savings and, often, the matching dollars tossed in by your employer. (More on that later.) Many corporations also make regular payroll deductions and put the proceeds into a bank account or mutual fund for you. Alternatively, automatic transfers can be made from your checking account each month to your mutual fund company.

You can also use the “pay yourself first” approach. Simply make sure that your retirement savings are among the first of the bills you pay each month. This may require an enormous change in the way you or your spouse think about saving. For instance, many financially sophisticated people nevertheless believe that the only way to handle their accounts is to pay down all of their debts before saving anything. As long as you have credit-card obligations outstanding, for instance, nothing goes for retirement.

This is a grievous error in thinking because it robs you of those twin dynamos that make your savings grow so amazingly—growth stocks and compound interest. For example, if you set out to save $1 million by the time you're 65, assuming an average annual return of 7%, here's how dramatically your contributions and the actual earnings of your savings would vary depending on when you begin. If you start saving at 35 and therefore have 30 years to save, you will have to put $820 a month into your account. At the end of the 30 years, your contributions will amount to $300,000; the other $700,000 will come from the investment earnings. But if you start at 60, with only five years to save, you will have to put in $13,870 a month and $840,000 of your own hard-earned, after-tax dollars; only $16,000 will come from investment return.

Another technique is to commit your next raise to savings. The easiest way to do this, of course, is to call your company payroll department and have the raise put into your employee savings plan. You can also promise yourself that any windfalls that come your way—from a tax refund to a spot bonus to an inheritance—will go into your savings.

2. Max out on Your 401 (k) or Other Tax-Deferred Retirement Plan.

If you're making headway with strategy number one, number two will be easy. That's because you will be saving enough to be able to put the maximum amount of dollars into your tax-deferred plan. If you work at a company that offers a 401 (k) plan to employees, grab it. This should be where your first savings dollars go. Only when you have put as much as possible into your 401 (k) should you go on to other ways to invest. What else not only defers taxes while your money is working, but does it on a before-tax basis?

Yet even that isn't what really makes 401 (k)s so central to getting richer younger. The twin pistons powering these savings vehicles are taxes, taxes, taxes, and compounding, compounding, compounding. Together, tax deferral and compounding make dollars multiply as nothing else can do. Here is an astounding illustration: Take a 35-year-old who earns $60,000 a year and puts 6% of his salary into a taxable investment that earns 8% a year. By age 65 he would have accumulated a total of $185,744 after paying taxes at a rate of 30%. By contrast, if he were to take that same amount of money and put it into a tax-deferred account like a 401(k) or an IRA, his pile would have grown to more than double the taxed amount—to a lofty $407,820 when he reached 65.

You can improve even on that if your employer matched your 401(k) contribution, as some 85% of them do. Typical match is 50 cents on the dollar, up to a certain percentage of salary, usually 6%. The employee can usually put in up to 10% of his or her salary, to a limit of $9,240 in 1995.

Other tax-advantaged plans that may be appropriate for you:

• IRAs. You can put as much as $2,000 of your compensation ($2,500 if one spouse is employed) into an IRA. But if you are already enrolled in a company plan, you can fully deduct your IRA contribution only if you earn less than $25,000 (for singles) or $40,000 (for married couples filing jointly). If you and your spouse are part of no company plan, you can take the full deduction. So IRAs are best for those who have no company plans.

• 403(b)s. Similar to 401(k)s, these are for employees of schools and charitable organizations.

• SEPs. These are best for self-employed people who are the sole proprietors of their business; contributions are restricted to the lesser of $22,500 or 13.04% of annual compensation.

• Keoghs. These are terrific ways for small-business owners funding plans for themselves and their employees to stash big hunks of income in tax-deferred accounts. They're complicated and sophisticated, so anyone ready to take one on may need help from an accountant.

• Annuities. These come in two varieties, variable and fixed. They're best for people who have put the maximum into other tax-deferred plans. (See Chapter 14 for more on annuities.)

3. Never Endanger Your Principal: In Other Words, Be an Investment Realist, Neither Too Risk-Prone nor Too Risk-Averse.

To retire young and rich, even if you start saving in your twenties, even if you put most of your money in growth stocks, even if you max out on your tax-favored plans at work—in short, even if you follow all the textbook do's and don'ts—you may still not accumulate enough savings in time if you aren't clear on the issue of risk. What it comes down to is simple: You will want to sensitize yourself gradually to almost instinctively taking the right amount of risk. Then your investments will grow fast, but not so fast that they burn out.

All this sounds ludicrously obvious. In theory that is true. But in practice many investors become obsessed with fear, put all their money into 5% bank CDs, and watch from behind their triple-locked doors as their returns over the years are consumed entirely by inflation.

On the other hand, many other investors are inflamed by greed, often whipped to this frenzy by even greedier stockbrokers who get them to put their money into super-risky investments that flame out and leave nothing behind. This path is far more damaging than the meek and fearful route. At least there you are left with your principal. But when you lose big, you have to win double big to make up. In fact, one of the first things investment pros learn is that if you lose 50% of your money, you have to make up 100% just to break even. Getting into that predicament makes you either give up and retreat to the safety of CDs or redouble your risk and set yourself up for a greater fall the next time.

The sensitizing process mentioned is especially delicate for people at either extreme of the risk spectrum: too timorous or too daring. As you absorb Chapter 6, “How to Invest for Your Future,” you'll see this need for balancing risk take on concrete form.

4. Put a Safety Net under Your Earning Capacity.

The last foundation factor that is absolutely essential to achieving your goal is your steadily improving income. This also may seem resoundingly obvious. But in today's economy it is far from it. Hundreds of thousands of professionals and managers in their forties and fifties have been let go by downsizing companies in recent years. Their stories are by now familiar to any newspaper or magazine reader or TV news watcher. These people by and large walked out into a completely different job climate from the one that prevailed when they last were looking for work. After years of trying, many of them had to face the bitter reality that they would never again be employed at the same high rate of pay. Many had to settle for far lesser jobs. And many more entered a kind of enforced early retirement. For such people, retirement planning and saving stopped dead the day their downsizing companies let them go. Their future looks bleak as they slowly but surely run out of money.

So it is just good common sense and prudent insurance of future security for today's employees to have an escape hatch from a career that is about to be cut off. However, this is not a book about careers; dozens of other books tackle the great contemporary issue of job security. If you haven't already plotted out your escape from job death, search out one or more of these books and don't rest until you have figured out how to keep your income high and assured until you retire.

A final note: Knowing where and how you can jump if your job self-destructs is a useful exercise for after retirement, too. For many reasons both emotional and financial, more and more retirees work. With 30 or so more years to look forward to, why not? This pungent subject is discussed in Chapter 15, “How to Keep from Outliving Your Money.”


CHAPTER 2

What's the Right Age to Retire, Anyway?

This chapter is not about your finances. It is the only one in this book that isn't. Instead it's about your emotional readiness to stop working. If your immediate reaction is to skip to the next chapter, try to resist, because the issue at hand is crucial. It is, in fact, the dark underside of retirement planning that tends to slip and slither past the hard dollars- and-cents numbers of saving and investing. It is important because without taking a hard accounting of your emotions, you are apt to drift into a long retirement of misery and boredom. Thousands are doing it every day.

Let's be very specific. You're interested in early retirement or you wouldn't be reading this book in the first place. If you retire early at, say, 60, you will be looking at around 30 years of leisure. If you call it quits at 50, it's 40 golden ones. And if you do everything so right that you can knock off at 40, you will be looking down the vastness of a half century of postwork life. Money aside, it stands to reason that you can't just rock and rock and rock through three or four decades of unrelieved torpor, especially when you are apt to be starting out on that journey in excellent health and full of zip. A far cry from the condition of retirement back in 1935, when Social Security was born: you could start getting your benefits when you were 65 all right, but the average life expectancy for the American male back then was just 63.
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