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Foreword


by David Bach

Let me just start by saying — I wish I wrote this book because I think it’s the best retirement planning book I have ever read — but I am getting ahead of myself.

So let’s start where it all began for me with Ric Edelman nearly twenty years ago.

It was 1997, and I was in the San Francisco airport browsing the bookstore before a flight and I see Ric’s first book, The Truth About Money. The title jumped out at me, “The Truth About Money”? I had read nearly every financial planning book in the past ten years and I was in the process of writing my first book, Smart Women Finish Rich. I had grown up in the financial service industry — attending my father’s investments classes since the age of nine and I was a Senior Vice President at Morgan Stanley, partner of the Bach Group managing hundreds of millions of dollars for individual investors — and so with all of this investment knowledge, I candidly doubted that The Truth About Money would share any new “truths.”

As I opened Ric’s book and turned the pages I was pleasantly surprised, even slightly jealous. Ric’s book was not only well written, he had in fact truly written an outstanding book on money that really did teach the reader “the truth about money.” He had shared the inside secrets that we in the financial services know from behind the curtain but which most people never learn (or if they do, often too late).

I remember thinking, this guy is the real deal, he gets it and he is truly trying to be of service. As the years went by I would watch Ric with great respect as he built one of the leading independent financial planning firms in the Nation. One thing in particular that I appreciated then about Ric, and still do to this day, is that he teaches with integrity and inspires others to live their best lives financially.

When Ric asked me to read the manuscript for this new book of his, I jumped at the opportunity. And I had high expectations for him; if The Truth About Money would be any indicator, this new book would be of huge value to millions of people.

I read the manuscript while on a plane flying home from California to New York. By the time we landed, I’d devoured it. And my wife Alatia was glad when we landed — it meant I’d stop pestering her with comments about how great the book is.

Indeed, Ric’s new book The Truth About Retirement Plans and IRAs is simply outstanding. He has gone deep into the details of retirement planning in a way I have never seen covered before. He pulls back the curtain and shows you exactly what you need to know about managing your retirement savings, and he has done it as only an experienced financial planner can.

Ric and his firm Edelman Financial Services have more than 23,000 clients. If that sounds like a lot, you’re right — it is a lot. And his experience in helping so many people plan for retirement shows on every page of this incredible book. I have always said, “you only retire once, so don’t wing it.” You work for four or five decades — sometimes more — so you can retire, and you get only one chance to do it right. Take this seriously because it is serious. The unfortunate truth is that it is easy to screw up your retirement plan. The investment strategy you use is not just important, it’s critical to your future well-being. Picking the right retirement account, handling your IRA rollovers, getting the beneficiaries correct, choosing when to take a lump sum distribution or fixed annuity payment — the issues you face go on and on. Should you use a Roth IRA vs a Deductible? What about those “target date” mutual funds that millions are now using in their retirement plans — should you? And if you do use one, which one should you choose? Should you use actively managed mutual funds or passively managed mutual funds? Should you roll over the plan when you leave work — and if so, where should you move the money to? What are the risks and the costs? And what do you need to watch out for when saving for retirement?

Just reading the above questions could be overwhelming. Don’t worry — Ric answers all of it in detail in this book, in a breezy, casual style that’s easy to read. Yes, Ric has made this journey of learning about retirement fun, interesting and actionable — and reading this book is time really well spent.

The one thing I will want to leave you with (so you can begin reading the book) is that Ric writes like he teaches — you’ll feel as though you’re talking to a really good friend who really cares about you, and who happens to be super smart about retirement. I put my name on this book and wrote this foreword because I know this book can help you plan for a dream retirement and I know you deserve to live your best life financially. As I have always told the readers of my books, you deserve to live and finish rich — and the time to start is today. Let Ric be your financial coach, with The Truth About Retirement Plans and IRAs as your guide. Here’s to your dream retirement!

Live rich. Finish rich,
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David Bach

9-Time New York Times Bestselling Author Creator of The Finish Rich and Automatic Millionaire Book Series



Introduction


Yes, a successful retirement can be yours, and this book is designed to help you get it. In short, this book is designed to help you accumulate more money for retirement and generate more income in retirement. But unlike many members of past generations who were able to rely on their employers or the government to provide financial security in retirement, your success will be determined almost entirely by you. Indeed, relatively few of today’s workers will receive an employer or union pension in retirement, and most everyone expects Social Security benefits will be lower in the future.

So, if you want a financially secure and comfortable retirement, it’s up to you to create it.

But rather than being scared by that statement, you should feel empowered. That’s because you can indeed make your retirement everything you want it to be — it’s much easier than you might think. And it’s important that you start now and realize that, if you don’t prepare for your retirement, no one else will do it for you. Retirement security is almost entirely up to you.

Here’s the good news: If you follow the steps outlined in this book, you can accumulate hundreds of thousands of dollars in your work-place retirement accounts and IRAs — much more than the typical American, who today has less than $25,000 in retirement savings, according to the Employee Benefit Research Institute.

This book is divided into three parts. I know you want to jump straight to Part III — so you can immediately begin to master the money in your retirement plans and IRAs — and you’re welcome to do that. However, you might find the background in Parts I and II very helpful. The choice is yours.

No matter whether you work for a private employer, a publicly traded company, a nonprofit organization or charity, a union, the military or a government agency, you’ll learn how to take charge of your retirement. I know you can do it, because I’ve already shown thousands of other people how to do it, people just like you. My financial planning and investment management firm is one of the oldest and largest independent firms in the nation — at this writing my colleagues and I provide financial planning and investment management services to more than 23,000 individuals and families across the country, and we now have more than $11 billion in assets under management. In these pages, I’m going to show you what we’ve shown them. Our clients have learned how to take charge of their retirement, and you can too!

It’s a privilege to share this advice and information with you. Thank you for giving me this opportunity to help you.
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PART ONE

Why Retirement Plans Exist — and the Secret to Making Them Work for You



Chapter 1


How Retirement Plans Came to Be

In the beginning, there was no such thing as retirement: If you were alive, you worked.

Children gathered, adults hunted. The old and the sick, unable to work and feed themselves, died.

Soon, nation-states formed, and people organized to defend themselves from invaders.1 But how do you convince people to fight when there is a high likelihood they will die doing so?

One way is to bribe them.

The First Pension in America

During the American Revolution, the Continental Congress offered soldiers a monthly lifetime income as an incentive to join General Washington’s army. The income they’d receive following the war (assuming they survived the ordeal) would be a reward for their service.

This lifetime income was called a pension.

The colonists didn’t invent the idea; it had been used by Romans 2,000 years ago.

But the idea was new to Americans: For the first time, you could work for (just) a finite number of years instead of your entire life, after which you’d continue to receive income as though you were still employed.

As far as Americans were concerned, it was (pardon the pun) a revolutionary idea.

The federal government repeated the offer during the Civil War and has done so ever since.


Pension benefits are still being paid for service in the Civil War. Although the last soldier to fight in that conflict died in 1958, his child (now 94 years old) is still receiving a monthly check from the federal government, according to the Department of Veterans Affairs.

Ditto for 58 children of veterans of the Spanish-American War (fought in 1898), 2,192 children of World War I veterans and 10,733 kids of WWII vets.



The first private company to offer a pension plan was American Express, which in 1875 gave an income to each retired employee. The amount was equal to half of the worker’s annual pay, based on an average of the worker’s final 10 years of employment (up to $500 annually). Over the next 50 years, hundreds of other companies created similar plans.

Pensions came to be known as defined benefit plans because the future benefit you are to receive is defined.2 What was undefined was how much it would cost the employer to provide this benefit.

Workers came to love pension plans. They paid nothing for them and had to stay with their employer only long enough to qualify (called vesting) — typically 20 to 40 years. Employers loved the plans too because they helped ensure that productive workers would stay for an entire career. The higher productivity and lower turnover helped the employer save money.

A Retirement Plan for the Public

Then came the Great Depression. Tens of millions of people were out of work, which created fierce competition for jobs. The nation’s economy was agricultural and industrial — both very physically demanding — placing older Americans at a distinct disadvantage. So when these folks lost their jobs, they were unlikely to find new ones. They thus found themselves permanently — albeit involuntarily — retired.

To provide them with income during their retirement years, President Franklin D. Roosevelt introduced the Social Security Act of 1935 — the first public retirement plan. Similar to the private plan created by American Express, Social Security was to pay monthly benefits based on each worker’s length of service and average annual wages. The first person to receive a Social Security check was Mary Fuller. Starting in 1940, she received $22.54 monthly — and she kept receiving money from Social Security until she died in 1975 at age 100.


Did I say Social Security was similar to the American Express plan? Actually, there’s a big difference: AmEx paid for the benefit it gave its employees, while you pay taxes to support Social Security. Today, in fact, more Americans pay more in Social Security taxes than they do in federal income taxes. And Social Security taxes keep rising. But that’s a different book.



In 2013, nearly 57 million Americans were receiving Social Security benefits, averaging $1,150 monthly. The maximum monthly retirement income was $3,350 as of December 2013, and you must be at least 70 years old to receive it.

The benefit is based on your 35 highest-earning years.


Smoke-and-mirrors alert! The benefit used to be based on your 10 highest-earning years. But the federal government changed the formula to reference 35 years of work. Although earnings are indexed to inflation, workers nevertheless earn a lot less at the start of a career than they do at retirement. So including those early lower-income years in the calculation reduces the amount you receive.

It’s a tricky way for the government to reduce Social Security benefits, and I bet you didn’t notice that they changed the formula.



How the World’s Largest Automobile Manufacturer Changed Retirement Plans Forever

The Studebaker family of South Bend, Indiana, started making wagons for farmers, miners and the military in 1852. Ten years after the first gasoline-powered car was tested in the United States, the Studebakers began manufacturing automobiles and became, at one point, the world’s biggest carmaker. But by the 1960s the company was having financial difficulties, and the last Studebaker car rolled off the assembly line on March 16, 1966.


NON SEQUITUR        WILEY
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One of Studebaker’s problems was that its pension plan had so little money in it that the company couldn’t afford to pay all its retirees the pensions they had been promised. So when the company went broke, the pensions ended as well, leaving thousands of employees and retirees with no pension or only a fraction of the amount they had been promised.


Remember when I said that workers loved pensions because they paid nothing for them? Well, now you’re beginning to realize how this hands-off approach came back to haunt them. By leaving all the details to their employers and merely assuming everything would be fine, millions of pensioners found themselves with no pension at retirement — and no savings, since they thought they didn’t need to save. Big mistake.

You can avoid this mistake easily: Don’t believe that the promise of a pension alleviates you of the need to save for retirement.



Studebaker’s collapse, along with similar events at other companies, caused Congress to create the Employee Retirement Income Security Act, signed into law by President Gerald Ford in 1974.

ERISA governs how pension plans operate, to help ensure that promises made to employees are honored by their employers. ERISA also created PBGC, the Pension Benefit Guaranty Corporation. Similar to the FDIC (Federal Deposit Insurance Corporation) for banks, PBGC restores some (not all) of the pension income that workers lose when a company goes out of business.



1. That is without question the fastest history lesson ever. From Cro-Magnon days to modern society in just three and a half sentences. Beat that, Tolstoy.

2. Duh.



Chapter 2


How Retirement Plans Evolved from Defining Benefits to Defining Contributions


In 1981, Ted Benna, co-owner of a benefits consulting firm in Pennsylvania, noticed that the Revenue Act of 1978 added a paragraph to the tax code. This new text allowed a worker to set aside a portion of his paycheck into a separate account. The text was silent as to the tax treatment of this money, and everyone Benna asked told him the money couldn’t be set aside on a pretax basis.

Unconvinced, Benna requested clarification from the Internal Revenue Service. The agency confirmed his suspicion: The new law did not require that taxes be paid on the contributions. So Benna created an account for his own company, and behold: The nation’s first-ever retirement plan was established based on Section 401(k) of the Internal Revenue Code.


“You can be young without money, but you can’t be old without it.”

— Tennessee Williams



Thanks to Benna, employees could voluntarily set aside a portion of their pay into an investment account. Since they had not received the money they set aside, they weren’t taxed on it. This reduced their taxable income. And since they hadn’t received the profits that grew inside the account, the profits weren’t taxed either (until withdrawn, that is).

For the first time, workers across America could save for their own retirement on a completely tax-sheltered basis.

The idea went viral (even without an Internet). Benna’s plan was created in 1981, and by 1982 such major companies as Hughes Aircraft, Johnson & Johnson and PepsiCo had 401(k) plans in place. By 1983, nearly half of the Fortune 500 were either offering 401(k) plans or developing them.

At first, 401(k) plans were thought to be nothing more than a way for executives to provide themselves with additional income in retirement, as a supplement to their pensions. Indeed, only highly paid employees tended to participate in these plans. (Lower-income workers often felt they couldn’t afford to contribute — and with pension plans in place, they often figured that they didn’t need to.)

But then something happened.

Those same senior executives who were now happily deferring some of their income into 401(k) plans began to estimate the future value of their accounts and compared those future values to the income they expected to receive from their pension plans. They discovered that their 401(k)s would produce comparable future value.

And then those senior executives noticed something else.

The amount of money their companies were paying to create and maintain the new 401(k) plan was a tiny fraction of the money the companies were paying to fund their pension plans.

Shouts of “Aha!” were heard in corporate boardrooms around the country.

Instead of offering a 401(k) as a supplement to the pension plan, these companies used 401(k) plans to replace pension plans. This not only saved them a lot of money, but it also eliminated the very liability that killed Studebaker and dozens of other big companies.

You see, the pension plan promises you a monthly retirement income, but the cost to the company is unknown. By contrast, the company’s cost to contribute to the 401(k) plan is fixed — and you’re the one who doesn’t know what the account will be worth in the future. Thus, with a 401(k) plan, the cost of the contribution is defined — not the benefit. Thus, 401(k) plans came to be known as defined contribution plans.

In other words, in one simple, crafty maneuver, companies shifted the burden of providing retirement security from themselves to their workers.

Today, only 11% of the Fortune 100 provide traditional pension plans to newly hired workers. That’s an all-time low, according to Towers Watson. The other 89% offer 401(k) plans.

It’s not just the elimination of the pension’s promised income that has gone by the wayside. There is another massive difference between pension plans and 401(k) plans — and if you fail to understand this difference you could wind up retiring at the Poor Farm instead of Millionaire Acres.

In a pension plan, your employer contributes money to the plan and decides how the money is invested. You, as the employee, have no role in the management of the program.

But in a 401(k) plan, you contribute money to the plan (your employer also might), and you decide how the money is invested — not your employer.


Originally, employers did make the investment decisions for employees, even though it was the employees’ money. But after workers started suing their employers in the 1980s — either because the investments had lost money or failed to earn as much as employees wanted — employers turned the investment decision over to the employees.

Now virtually all plans require employees to make their own investment decisions. That’s great — provided you know how to invest. That’s why I wrote this book and why you’ve decided to read it.

Assume Max started at a job years ago earning $20,000 and gets a 3% annual raise. By the time he retires in 30 years, he’s earning $47,131. If his pension is equal to 70% of his highest pay, Max will get a pension of $32,992 each year. If Max lives 30 years after retiring, his company will pay a total of $989,758.

But if the company instead offers Max a 401(k) plan and contributes 5% of Max’s salary to it each year, the company will pay a total of $47,575.

No wonder companies are abandoning pension plans in favor of 401(k)s!

Well, sort of. In truth, most defined benefit plans were not very generous to most workers. They were ideal if you were among your firm’s highest paid employees and if you stayed with the same employer most of your career. But most didn’t fit that description.

Unlike the hypothetical Max who stayed with his firm 30 years, the actual median job tenure for men over 55 peaked at 15.3 years in 1983 and is now less than 11 years, according to the Employee Benefits Research Institute. For women over 55, median tenure is 10 years. That means few workers qualify for fat pensions.

Indeed, in 1975 only about one in five employees qualified for a pension, and the average check was $4,700 annually in 2011 dollars, according to the Investment Company Institute.

Thus, the idea that there was once a “golden age” of pensions is largely a myth, ICI says. Indeed, it probably can be said that old-style defined benefit plans were not so great after all, and the fact they’ve been replaced by new defined contribution plans has been mainly a good thing — for both employers and employees.



The 401(k) plan, like most retirement plans, is a qualified plan. By meeting the requirements of Section 401 of the tax code, it qualifies for certain tax treatment, the most significant being that both employer and employee contributions are tax-deductible in the year they are made, and the employee pays income taxes only when money is withdrawn.

Although it didn’t take long for 401(k) plans to become popular, there was a downside: To enjoy the benefits of a 401(k), you had to work for a company that offered one. But what about the self-employed and the 50 million Americans who work for small companies that don't offer such benefits?

The solution for those people was already in place: the Individual Retirement Arrangement. Congress had created the IRA back in 1974. Unlike the 401(k) and related salary-reduction plans, IRAs are not run by employers. Instead, you create your own retirement account. In those early years, only those employees without pensions were maximum contribution was just $1,500. Today, of course, they are available to a much wider group of people, and the maximum yearly contribution is much higher. The rules are complicated, and we’ll delve into them in detail in Chapter 16. For now, though, it’s enough to say that IRAs have become a vital element of retirement planning.

Nearly 40% of Americans have one or more IRAs, totaling nearly $5 trillion. Worthy of note is the fact that much of that money started in 401(k)s or other workplace plans and was later transferred into IRAs.

That’s why this book is devoting as much attention to IRAs as to workplace retirement plans. Odds are high that you have both or one day will (because you will shift money from one to the other). You need to know how to make such transfers and why it’s important, and I’ll explain it all for you.


PEARLS BEFORE SWINE        STEPHAN PASTIS
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Chapter 3


Why You Need to Start Saving Now

There are two key elements to creating wealth, and they are inextricably linked:

They are time and rate of return.

To help you understand their importance, I’m going to offer you a series of examples. Let’s start with a pool of water.

The Lily Pad in the Pond

There is a well-known story about a lily pad in a pond. The lily pad doubles in size every day, and after 10 days it has grown so big that it covers the entire surface of the pond. On what day does the lily pad cover half the pond?

Most people assume that half the pond is covered on Day 5. After all, if the entire pond is covered in 10 days, it seems logical that you’d be halfway done after half the time.

But that’s linear thinking, and that’s not how real growth occurs. Actually, growth occurs exponentially. Thus, half of the pond is covered not on Day 5, but on Day 9.

Think about it: If the lily pad doubles in coverage every day and the pond is fully covered on Day 10, then it must be 50% covered the day before — so that the lily pad can double in size from Day 9 to Day 10.
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FIGURE 3.1



Take a look at Figure 3.1. It shows how much of the pond is covered after Day 1, Day 5, Day 9 and Day 10. You’ll probably be shocked to see how little is covered by the fifth day, when half the days are gone.

The Doubling Penny

Let’s try another example.

Imagine you have a penny in your pocket and it doubles in value every day for 31 days. After one month, take a guess at how much money you will have.


Do you think you’ll have more than $1,000?

[image: box] Yes

[image: box] No




Do you think you’ll have more than $10,000?

[image: box] Yes

[image: box] No




Do you think you’ll have more than $100,000?

[image: box] Yes

[image: box] No




Do you think you’ll have more than $1,000,000?

[image: box] Yes

[image: box] No



Well, here are the results:

After Day 7 the penny is now worth 64 cents.

After Day 14 the penny is now worth $82.

After Day 21 the penny is now worth $10,500.

After Day 31 the penny is now worth $10.7 million.

Indeed, money doesn’t grow linearly, as in Figure 3.2, but rather exponentially, as in Figure 3.3.
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FIGURE 3.2
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Money grows exponentially due to the power of compounding. A penny earns interest. The interest then earns interest, and the interest on the interest then earns interest. And so on.

The Purchase of Manhattan Island

I demonstrated the value of compounding in my book The Truth About Money. To illustrate the concept of compounding, I concocted a story about the 1626 sale of Manhattan Island.

Schoolkids know the colonists paid 60 guilders (the equivalent of $24) for the island. Suppose the Native Americans had invested that money and managed to earn 7.2% per year (in other words, doubling their money every 10 years).

How much money would they have had by the end of 2013?

The answer: $21.6 trillion!

But here’s something even more fascinating: If the natives had actually invested $24 and earned 7.2% per year, they would have earned $1.73 in interest each year. And if they spent the $1.73 each year over the past 387 years, they would have earned and spent a total of $668.74 — and their account today would still be worth the $24 they started with.

The difference between $669 and $21.6 trillion is interest earning interest on interest. Compounding is the key to wealth creation.

Two Brilliant Men

Here are two real-life examples of people who illustrate the benefits you can obtain through compounding. The first one is a fellow who called my radio show one day. His name is John and he was calling from Manassas, Virginia. He said, “Ric, my wife just had a baby boy and I want to save some money for my new son.”

I started talking about college planning, but John interrupted me. “I’m not talking about college,” he said. “I want to save for my son’s retirement.”

I thought he was nuts.

No parent saves for a baby’s retirement, I thought. It’s hard enough for you to save for your own retirement, let alone for a little kid’s.

But as I thought about it, I realized John is a genius. I pulled out my calculator and did some fast math while we were still on the air.

“John,” I said, “let’s assume you invest $5,000 and you earn 7.2% per year, and you let it grow for 18 years, using the money when your son goes to college.”

At that rate of return, $5,000 would grow to about $17,000 — certainly not enough to pay for college in 18 years.

But I then changed the parameter to John’s point. “Let’s save this money for 65 years instead of 18 years,” I said.

The ending value? You wind up with $450,000!

Yessir, John is a genius. Compounding money for 65 years instead of 18 can lead to incredible wealth at even more incredible ease. Compare these two scenarios:

A. You earn $50,000 and get a 2% annual pay raise. You put 6% of your pay into your 401(k) every year from age 40 to age 65, and you get a 50% employer match. Your account grows 8% per year. At age 65, you have about $464,000.

B. Or, your grandparents set aside $5,000 for you at birth, placing the money into an account that grows 8% per year. At age 65, the account is worth almost $744,000!3

It’s amazing: The results from a lifetime of sacrifice are dwarfed by a small and painless onetime deposit. Yep, John is a genius.

But there are three problems with implementing his idea:


Although you’re probably lamenting that your grandparents didn’t set aside $5,000 for your retirement, you can do so for your children and grandchildren. You can establish a RIC-E Trust® with a minimum investment of just $5,000, and you can learn more at RicEdelman.com or by calling 855-565-7249.
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1. Taxes (the 401(k) lets money grow tax-deferred, but an account your grandparents establish might not enjoy that feature).

2. Fees (I haven’t debited any in my example, which could reduce the end values).

3. Access (when the grandchild turns 18, he might squander the money on a Corvette, so we need a way to make sure the money remains untouched until retirement).

At the time, there was no way to solve these problems. But John had intrigued me, so I went to work on a solution. It took two years and lots of lawyers, but I was able to introduce the Retirement InCome — for Everyone Trust,® garnering two U.S. process patents along the way. More than 5,000 children are now beneficiaries of RIC-E Trusts.®

John isn’t the only person who realized the benefits of long-term savings. Another guy figured it out too.

His name was Benjamin Franklin.

Ben was the nation’s first postmaster general. He founded the University of Pennsylvania and created the first public library and the first fire department. His inventions include the Franklin stove, bifocals, the lightning rod, the odometer and daylight saving time. And he was, of course, one of the most important statesmen in our nation’s history.

When he died, he implemented perhaps his greatest innovation. Franklin’s will bequeathed to Boston and Philadelphia 1,000 pounds sterling each (about $4,000 at the time). His instructions: The money had to be invested for 100 years, at which time half could be spent; the other half was to remain untouched for another 100 years.
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Franklin died in 1790. One hundred years later, in 1890, the Boston fund was worth $400,000. Two hundred years later, in 1990, it was worth $5 million. Look at Figure 3.4. See any resemblance to our exponential growth curve?
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FIGURE 3.4



A 150,000 Dow

Now you understand why I’ve been predicting pretty regularly on my radio show that the Dow Jones Industrial Average is likely to be more than 100,000 by 2033. If I’m wrong, it will be 75,000, and if I’m very wrong (meaning if the Dow rises even more than I’ve suggested), it will be 150,000.

The basis for my prediction is simply the concept of compounding:

» If it earns 7.2% per year, doubling every 10 years, the Dow (which is roughly 15,000 as I write this) will be 60,000 in 2033.

» If the Dow earns 10% per year, which is its actual average annual rate of return since 1926, according to Ibbotson Associates, it will reach 100,000 in 2033.

» If it grows 12% per year, the Dow will grow to 144,694.

Heck, if we get only 3.5% per year, the Dow will still double to 30,000.

People who find my prediction incomprehensible note that it took the Dow a century to reach 15,000. How can it grow another 85,000 points in one-fifth the time?

Those folks don’t understand the concept of compounding.

What a Difference a Year Makes

Here’s another example from The Truth About Money. It’s my version of the children’s story “Jack and Jill.” My take is that Jack fell down and broke his crown — because Jill pushed him.

As a result of his head injury, Jack decided not to attend college. Instead he got a job at age 18. In his first year of employment, he contributed $5,000 to his retirement account, and he did so every year for eight years, from age 18 to age 26. We’ll pretend that Jack earns 10% per year and that he leaves the money in his account until he retires at age 65.


MOTHER GOOSE AND GRIMM        MIKE PETERS
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Thus, his first-year contribution is invested for 47 years, and it grows to about $450,000. He continues to invest $5,000 for the next seven years and then stops. By age 65, his eight contributions (which cost him a total of $40,000) have grown in value to $2.5 million.

Jack’s sister, Jill, meanwhile, was so guilt-ridden by her brother’s injuries that she devoted her life to medicine. She went to college, then to medical school and began her career at age 26. That’s when she began contributing to her retirement account, saving the same $5,000 and earning the same 10% per year as Jack.

Thus, in the year that Jack stopped contributing to his account, Jill started. And she continued to contribute not just for eight years like Jack did but every year until she turned age 65. That means Jill contributed a total of $200,000 over 40 years.

And the total value of her account? Not $2.5 million like Jack’s, but only $2.2 million.

Yes, even though she contributed five times more money than Jack and her account got the same rate of return, she ended up with about $300,000 less.

How is that possible?

You know the answer: Jack started sooner.

Indeed, the key to wealth creation is compounding, and the key to compounding is time. The earlier you start to invest, the more wealth you can attain.



3. The return shown is hypothetical and not meant to reflect any specific investment return.



Chapter 4


The Cost of Not Participating Right Now in Your Retirement Plan

If you have a retirement plan at work, you need to join it and contribute some of your pay.

If you already contribute to your plan at work, increase your contributions so that you are contributing the maximum permitted on a pretax basis.


That really is the order in which to save:

First, join your retirement plan at work. It’s the easiest way to save, because money is automatically deducted from your paycheck — and you’ll never miss what you never see. Also, you are probably allowed to contribute more to a plan at work than to an IRA.
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