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DEDICATION

For my father, Jim Guy: mensch extraordinaire, talented financial planner, and Renaissance man. I wish I could have seen you beaming as you read this.






PREFACE TO THE REVISED AND UPDATED EDITION [image: ]


Seven years ago, when I first wrote The 5 Years Before You Retire, it was my mission to create a comprehensive retirement guide that could help anyone understand the steps they needed to take to reach a secure and fulfilling retirement. Finance can often be an intimidating and opaque subject, and I wanted this book to offer reassurance and clarity, which I think it did.

Of course, even the clearest of financial guides will eventually become outdated. In the past seven years, a number of things have changed that have affected both the information in this book and the process of planning for retirement. Just to name a few, the changes to healthcare, the passage of a new tax bill, the changes to Social Security, and the profound economic effects of the coronavirus have all impacted the way near-retirees plan for their next act. Revising and updating this book has allowed me to provide my readers with the most accurate and up-to-the-minute information about the legislative rules that affect their retirement.

The past seven years have also seen a number of financial changes. From the recovery of the housing market to the rise (and fall) of cryptocurrency, and from the record-breaking highs of the stock market to the coronavirus-related changes to our economy, the market has been through a long, strange trip over the past decade. Though market fluctuation is inevitable, this kind of roller coaster deeply affects how we all feel about investing, and we see that emotional reaction reflected in our retirement planning strategies. As with the first edition of 5 Years, this updated version will help you to plan and stick to a financial strategy that will see you through market fluctuations without panicking.

Finally, there have been several personal experiences in my life in the past seven years that have helped me better understand some important retirement planning strategies. My personal experiences with estate planning, investing, and researching long-term-care insurance have all deepened my knowledge of these topics. This new understanding has helped me see more nuances and offer more accurate advice to those who are planning their retirement, and you will find this reflected in the pages of this edition.

Despite what anyone in red suspenders and slicked-back hair might tell you, no financial analyst, adviser, or author can tell you exactly what to expect as you plan for your retirement. However, even though there is no crystal ball, you can count on the steps set out in this book. Each chapter guides you through the decisions and actions you will need to take to reach a secure retirement. The retirement planning syllabus at the end of each chapter, and the full syllabus in Appendix B, will help you know when to take which actions as you prepare for retirement. In addition, the new-to-this-edition Retirement Readiness Checklist in Appendix A can give you a bird’s-eye view of your retirement preparation so you can pinpoint which parts of your plan need attention.

When you have finished reading this new revised and updated edition, you will feel confident about your plan and ready to tackle your retirement to-do list, with all the most current information at your fingertips.

Welcome to the five years before you retire. I’m excited to be your guide for this transition.

Emily Guy Birken






INTRODUCTION [image: ]


So, here you are. You’ve worked for decades, squirreling money away, planning for that legendary time that is retirement. You’re finally about five years away—close enough to it that you can practically taste it.

And yet…you’re worried.


	Do I have enough saved?

	Will my finances recover from the economic downturn of 2020?

	How do I handle being laid off late in my career?

	What taxes will I have to pay?

	What, in my lifestyle, will I have to cut back?

	Should I sell the house and move somewhere cheaper?

	What happens if I get sick?



Sure, you might have read through the metric ton of retirement books out there. But every book you pick up seems to be geared toward someone other than you. Some are aimed at the twenty- and thirty-somethings who are just starting to save for retirement. Others are intended for retirees whose Social Security checks are insufficient and are trying to avoid living on cat food. But what about you? How can you find out what you need to do in these last few years before retirement to make sure your life post-career is financially comfortable and fulfilling?

That’s what this book is for.

Rather than muddle through the myriad decisions you will have to make in the next few years, this book will help you to determine a clear, safe path. I’ll guide you through the various choices available and explain the elements that make up a secure retirement.

Over the next thirteen chapters, I will go over every aspect of your upcoming retirement—including some issues that may not have occurred to you. In addition to discussing the dollars and cents of creating a sustainable retirement income, I’ll lead you through the intricacies of finding the right financial planner and figuring out Social Security and Medicare, and explain how taxes will affect your retirement, estate planning, retirement living, healthcare, and budgeting.

Why Five Years?

Why five years out? Why not ten? Twenty? Or, for that matter, one? Many books about retirement planning suggest that you start saving for retirement virtually from the moment you get a job. They point out that it’s a far better problem to realize that you have more money than you expected upon retirement than too little. In general, they’re right about this, but I can’t help but think they’re a bit unrealistic. Almost no one starts retirement planning at age twenty. There are too many other things to consider at that point. You’re at the beginning of your career, and you’re probably starting to think about big, life-changing decisions: getting married, buying a house, having children, and so on.

Five years from retirement seems realistic to me because that’s the point at which it really hits home to most people that they’re actually going to retire in the foreseeable future. Five years is also a good time frame—as this book will make clear—for accomplishing the various things you need to have done before you kick the dust of your workplace from your feet.

How to Use This Book

This book is set up so that you can get a great deal out of it whether you start on page 1 and read through to the end, or you simply read a chapter here and there as you encounter various issues in your retirement planning.

Each chapter offers you a checklist to help you apply the chapter’s concepts to your own life. The next few years will be exciting ones as you start the transition from career to retirement. Don’t let the choices you have to make paralyze you. With the information in this book, you’ll be able to take a proactive role in your retirement and place yourself firmly in the driver’s seat for the next chapter of your life.







PART 1 [image: ] The Nitty-Gritty of Retirement Finances









CHAPTER 1 How Far Away Are You? A Realistic Definition of Retirement


WHAT YOU’LL LEARN IN THIS CHAPTER

Reaching a secure retirement can feel a little intimidating. How do you figure out how much you need? The process for achieving a stable retirement may seem opaque, but this chapter will break down the specific financial calculations you will need to make to figure out how well prepared you are for retirement, and you will learn what you need to do to prepare financially for your retirement.

Retirement used to be a fairly simple proposition. After working thirty-five or forty years for the same employer, your bosses gave you a gold-plated watch and a goodbye luncheon. You started spending your days at the golf course, enjoying the grandkids, or puttering around the house, all while collecting your pension and healthcare benefits from your loyal former employer.

Unfortunately, this is no longer what retirement looks like. Defined benefit pension plans—where your employer foots the bill for your retirement—are going the way of the dodo. According to the Bureau of Labor Statistics, as of 2018 only 17 percent of workers in the private sector had access to a traditional defined benefit pension. If your employer offers you any kind of assistance in preparing for retirement, it’s likely to come in the form of a 401(k) defined contribution retirement plan.

The 1978 introduction of Section 401(k) to the Internal Revenue Code gave employers a method of helping their workers save for the future while putting the burden of saving and investing on the individual worker. This shifted the investment risk from the employer to the employee. The upside of this is that you have much more control over your retirement savings and income than ever before. Of course, you might have little to fall back on if you didn’t save enough or if the market takes a nosedive at the wrong time, as anyone who planned to retire in the spring of 2020 can tell you. Contemplating twenty or thirty years of retirement without enough money is a pretty scary prospect and is the number one worry among soon-to-be retirees.

Thankfully, this is not your parents’ retirement. You hold the reins when it comes to your investment and savings decisions, and you have the ability to return to work if necessary in order to keep both money concerns and boredom at bay. Where retirement might have once signaled the beginning of old age, it is now the next exciting chapter in your life.


Getting Ready for Retirement in the Next Five Years

Most people prefer not to think about how to handle retirement income. This is partially because any calculations on how much money you’ll need for retirement requires an end date—and who wants to start speculating on when their retirement will “end”?


RETIREMENT INCOME RULE OF THUMB

Most retirement experts recommend replacing 80 percent of the value of your paycheck in order to maintain your lifestyle. Each year of your retirement, increase that amount by 3 percent to account for inflation.



Thankfully, you don’t need to make such grim predictions in order to have a well-funded retirement. To make sure you’re in a good position to start the transition from work to retirement, you’ll need to figure out your monthly expenses, the amount of retirement income you can count on (including Social Security and any pensions you may be eligible for), the size of your retirement nest egg, and the effects of interest on your money.


STEP ONE

Fill in your information on the following table.



WORKSHEET 1–1: How Much Do I Have (and How Much Will I Need)?


	CALCULATE WHAT YOUR MONTHLY EXPENSES IN RETIREMENT WILL BE




	Rent/Mortgage

	$




	Car Payment

	$




	Groceries and Household Items

	$




	Dining Out

	$




	Gasoline

	$




	Public Transportation

	$




	Electric Bill

	$




	Gas Bill

	$




	Water Bill

	$




	Trash Pickup Bill

	$




	Cable/Internet/Satellite Bill

	$




	Telephone Bill

	$




	Cell Phone Bill

	$




	Credit Card/Loan Payments

	$




	Personal Care (Haircuts, etc.)

	$




	Health/Dental Insurance

	$




	Subscriptions

	$




	Memberships

	$




	Property Taxes

	$




	Homeowner’s Insurance

	$




	Car Insurance

	$




	Miscellaneous

	$




	TOTAL

	$






STEP TWO

Multiply that number by twelve in order to determine your yearly retirement expenses:

[image: Image] × 12 = [image: Image]

STEP THREE

Look up the amount of money you can count on from Social Security and any pensions you may have. (We will get into the details of Social Security benefits in Chapter 5. For now, you can use the Social Security Administration’s Retirement Estimator at www.socialsecurity.gov/estimator in order to get a rough idea of how much to expect in retirement.)



	CATEGORY

	MONTHLY BENEFIT




	Social Security

	$




	Pension(s)

	$




	TOTAL

	$





STEP FOUR

Multiply that number by twelve in order to determine your guaranteed yearly retirement income:

[image: Image] × 12 = [image: Image]

STEP FIVE

Subtract your yearly guaranteed income from your yearly expenses. This will give you the amount of money you will need to bring in through alternate retirement vehicles in order to cover all of your expenses: This is what the AARP’s Julie Jason refers to as the “income gap,” and I’ll use that term throughout this book.


STEP SIX

To estimate how much you will need in order to retire comfortably, divide your income gap by the savings return factor in the following table, which appears courtesy of Julie Jason, author of The AARP Retirement Survival Guide. This table assumes a thirty-year retirement and offers you four potential rates of return. Find the rate of return you are most comfortable assuming (3 percent would provide you with the most conservative estimate, and 6 percent would provide you with the most aggressive estimate), and use the corresponding return factor for your calculation.



	ASSUMED ANNUAL RETURN ON SAVINGS

	RETURN FACTOR




	3% Annual After-Tax Return on Savings

	Divide by 3.30%




	4% Annual After-Tax Return on Savings

	Divide by 3.85%




	5% Annual After-Tax Return on Savings

	Divide by 4.40%




	6% Annual After-Tax Return on Savings

	Divide by 5.00%





STEP SEVEN

Now do the calculations based upon your own numbers (your income gap divided by your savings return factor):
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This is a rough estimate of how much money you will need in order to retire. We will talk in much more detail later in the book about how to determine your specific needs and how to best invest and withdraw your money in order to ensure your money will last. For now, we’ll just use your nest egg estimate as a rough measurement to see how much of a shortfall (if any) you will be facing between what you have already saved and what you will need.

STEP EIGHT

Look up the amount of your current savings: [image: Image]

Subtract that amount from the number you calculated in Step Seven:

[image: Image]

This is your rough projected shortfall, and knowing this number can help you decide the best course of action for your retirement savings over the next five years.


CHAPTER 1 TAKEAWAYS



	The vast majority of workers (83 percent) cannot count on a defined benefit pension program from their employers. You will have to set aside money for your retirement if you hope to enjoy a secure second chapter like your parents and grandparents had.

	Calculating your retirement income needs will start with your current monthly expenditures. Multiply that number by twelve to determine your annual expenses.

	Compare your annual expenses to the amount of money you can count on from Social Security or other guaranteed retirement income.

	The difference between your annual expenses and your guaranteed income is your income gap.

	Dividing your income gap number by a return factor between 3.3 percent (for a conservative estimate) and 5.0 percent (for an aggressive estimate) will give you a rough estimate of how much money you will need to retire.

	Subtracting your current savings from your rough estimate tells you how much you still need to save before retirement.








CHAPTER 2 Saving and Budgeting for the Next Five Years: Maximizing Your Savings


WHAT YOU’LL LEARN IN THIS CHAPTER

An important part of preparing for your retirement in the next five years is making sure your financial choices are aligned with your goals and values. This chapter will teach you how to prioritize your spending, savings, and investing for retirement to make sure you reach your goals. You’ll also understand the importance of pre-retirement budgeting, and how you can use your budget to help you maximize your retirement savings. Finally, you will learn various methods for creating your budget using online programs, software, or mobile apps.

Even if the shortfall amount that you came up with in Worksheet 1–1 feels depressingly high, remember that you have time to catch up. Not only do you have the five years between now and your retirement target date; you also don’t need to stop growing your nest egg when you end your career. Your investments can continue to grow and take advantage of the magic of compound interest even when you are no longer working. If you plan to set aside some of your money to grow over the next twenty years, you can afford to invest in more aggressive investments that can offer potentially better rates of return. This asset allocation strategy is called the bucket method, and we’ll discuss how it works in detail in Chapter 3.

But even if you plan to strategically invest your money in such a way, it’s smarter to save now to make up as much of your shortfall as possible. That’s because any investment decision you make is based on educated guesses, since no one can know the future. You have to remember that you cannot control how the market performs, but you can control how much you save. If you are looking at a significant shortfall between where you are now and where you need to be in five years (basically, if you need to save a great deal more than you otherwise would for each of the five years left in your career), then it’s time to look for creative ways to put away extra cash.

If the amount of money you need to put aside over the next five years rivals the GDP of an island nation, you might want to skip ahead to Chapter 13: If You Don’t Have Enough Saved. If, however, you just need to beef up your savings somewhat, here are some tried-and-true methods for feeding the retirement piggy bank.


Maximize Your Employer’s 401(k) Contribution Match

Get your employer’s maximum contribution match on your 401(k). Many employers offering defined contribution plans (the generic term for 401(k) and 403(b) plans) will provide employees with a contribution match up to a certain percentage of salary.

If you can take advantage of a matching program, the most common match gives you 50 cents for every dollar contributed up to 6 percent of your salary. Some generous companies will match every dollar of your contribution up to 3–6 percent. Not maxing out this kind of matching program is akin to leaving free money on the table.


Maximize Retirement Contributions

Make certain you are maximizing your retirement contributions. Both your employer-sponsored defined contribution plan (i.e., your 401(k)) and your Individual Retirement Account (IRA) have yearly contribution limits that you should strive to meet every year until you retire. The current contribution limits for 2021 are $19,500 for defined contribution plans and $6,000 for IRAs. These investment vehicles offer unique tax benefits that can help many investors do more with their money. (In this section, I will be talking exclusively about traditional 401(k)s and IRAs. The Roth version of these retirement accounts offers different tax benefits, and I will discuss in detail those differences and how to maximize them in Chapter 6, along with further details about the tax implications of traditional 401(k)s and IRAs.)

One of the biggest benefits of a traditional defined contribution plan and traditional IRA is their tax-deferred status. In both cases, you can deduct your contributions from your yearly taxes—thereby lowering your current tax burden—also described as funding your account with pre-tax dollars.

This tax benefit can be a major boon for workers, especially those nearing retirement, as it can help free up more money in the budget to go toward the all-important retirement savings. You will, of course, eventually have to pay taxes on these accounts, although the money in both 401(k)s and IRAs grows tax-deferred, meaning you do not have to pay taxes when your account gains capital or earns dividend income. However, when you withdraw funds from your tax-deferred retirement account, you will owe ordinary income tax on your distribution (another word for withdrawal).

Don’t forget that there are income limits on who can deduct IRA contributions from their taxes. As of 2021, the deduction is on a sliding scale for single filers earning a yearly income of between $66,000 and $76,000 (i.e., it ranges from a full deduction of the entire contribution amount to no deduction). If you file as a single person and make more than $76,000, you cannot take advantage of the tax deduction. For married couples filing jointly, the range is between $105,000 and $125,000.

No matter what your income is, however, it’s important to stay abreast of the contribution limits you may take advantage of each year. The limits go up for workers who have reached age fifty, giving them an opportunity to “catch up” if they were not diligent about maximizing their contributions each year earlier in their careers. Currently, the over-fifty crowd can contribute up to $26,000 a year to their 401(k)s and $7,000 to their IRAs—$6,500 and $1,000 more than their younger counterparts can contribute. In addition, the IRS readjusts both the general and “catch-up” contribution limits every few years, so make sure you are always completely funding these investment vehicles. This is an excellent way to prepare financially for retirement.


Reduce Your Expenses

Although every family’s circumstances and budget are different, there are several money-saving options that are particularly attractive and doable for soon-to-be retirees.


	Downsize your home. The home where you raised your family may be full of wonderful memories, but it’s probably larger than you currently need. Moving to a smaller home could also include a move to an area with lower property taxes (empty nesters don’t need to worry about good school districts anymore). In addition, any equity you get out of your home through such a sale could beef up your retirement savings.

	If you are still paying your mortgage, you can reduce your housing expenses through a refinance.

	Take in a roommate or boarder. Sharing your home is not just for college kids. Splitting housing and utility expenses with an additional person can free up a great deal of money. While sharing your home may feel a little awkward at first, finding a roommate or boarder who is a good fit will not only improve your finances, it can also potentially add to your enjoyment. We all saw how well it worked for the Golden Girls. Sites like Silvernest.com and SharingHousing.com can help both homeowners and homeseekers find each other.

	Become a one-car household. It’s likely your parents made do with only one car while you were growing up, and you can certainly re-create that standard of living. Selling one car will potentially mean one less car payment, cheaper insurance, less maintenance, and less gas consumption.

	Reduce your restaurant and entertainment expenses. Americans got a crash course in this kind of expense reduction during the coronavirus quarantine. One of the silver linings of the stay-at-home order was how it helped us to pinpoint exactly which dining and entertainment experiences we missed most and which ones we’d be happy to forgo to save money. Cutting back on the fun expenses you feel “meh” about can help you save money while protecting the fun experiences you value the most.

	
Cancel your unused subscriptions. Many companies make their money through subscription services that their customers no longer use. According to a 2013 study by industry analysts Aite Group, consumers spend $14.3 billion on these charges each year. These ongoing fees, known in the industry as gray charges, account for 233 million transactions per year. The charges are legal, and rely on the fact that most people do not pay close attention to their statements. The DIY method of canceling unused subscriptions is simple: Look through your credit card and bank statements to identify the offending gray charges, and call to cancel the unused subscriptions. If you’d rather not spend the time yourself, however, apps like Trim (www.asktrim.com) and Truebill (www.truebill.com) will cancel unused subscriptions for you.




Ask the Expert

Ryan Guina, finance blogger at Cash Money Life (www.cashmoneylife.com), agrees that saving for retirement should be one of the two big financial priorities for those nearing retirement. The other one is paying off consumer debt, as that will ensure that you keep all of your retirement income, rather than owing some each month to a creditor. Ryan gives the following advice for making your retirement goals a reality: “There are often competing financial goals to consider in the years leading up to retirement, such as paying off debt, paying for your child’s college or wedding, and increasing retirement savings. While each financial situation is different, you can never go wrong with the two-pronged approach of eliminating debt and saving more for retirement. I would prioritize these as follows:


	
1. Saving up to the employer match in a 401(k) plan, pension, or other employer-sponsored retirement plan.

	
2. Eliminating consumer debt.

	
3. Maxing out a Roth IRA.

	
4. Maxing out your employer-sponsored retirement plan(s).”



By completing these goals in the order that Ryan recommends, you will make the most of your money. Taking advantage of the employer match in your employer-sponsored plan means that you may have as much as doubled your money. Whatever consumer debt you have is probably charging you higher interest than you could earn through any investments, so eliminating all of your consumer debt will help your money go further and save you a great deal of money over time. If you have money left over, maxing out your IRA makes more sense, as there is a lower maximum threshold. Ryan also recommends having a Roth IRA for the purposes of tax diversification—that is, just as you want to make sure your assets reflect a diversity of investments, you will want your taxes to be due at various times so that you are not overwhelmed by paying taxes all at once. We’ll cover this idea in more detail in Chapter 6.

Finally, if you have covered the first three financial bases, go ahead and max out your employer-sponsored retirement plan. If you have limited funds for retirement planning, following Ryan’s plan for your money is a smart way to decide where your money should go and when. For those individuals who have enough money left over after following Ryan’s plan, there is still more you can do to get yourself set up for a comfortable retirement: Work on eliminating your mortgage, as housing costs are often the biggest living expense and should be minimized in retirement. Follow that up by making investments in taxable investment accounts, which are the only investments available to those individuals who have maxed out their 401(k)s and IRAs. If you can enter retirement with no consumer debt, maxed-out tax-deferred and tax-free retirement accounts, no mortgage, and a few taxable investment accounts under your belt, then you’ll be sitting pretty for the next stage of your life.


Budgeting Before Retirement

“That’s great,” you may be saying. “Now I know that I need to save more and max out my retirement accounts in the next five years. But how do I go about doing that?”

In a word: budgeting.

Before you recoil in horror at the idea of keeping track of every dollar that passes through your hands, remember that creating, maintaining, and periodically tweaking your budget is a vital aspect of preparing for retirement. You may be able to get away with ignoring your money choices while you are working full-time and bringing home a good salary, but maintaining that same level of money ignorance as you prepare for retirement is a good way to ensure your plans and finances go off the rails. Knowing how you spend your money will allow you to make the decisions that make the difference between a fulfilling and well-funded retirement and learning to enjoy meals of crackers with ketchup. If you have never kept a budget before, now is the time to start, and you will find that it is a lot less painful than you may fear.

We’ll discuss in great detail in Chapter 11 how to create and maintain a household budget on a retirement income. What I want to discuss here is how to construct a budget in the years prior to retirement. The main difference between the two budgets is that in a household budget, because you are still drawing a full-time salary, you have some wiggle room. Even if you do not calculate everything down to the penny, there’s no need to really worry since you’ll be getting your next paycheck within a couple of weeks. Because you can count on your income, you do not necessarily have to be precise with your finances. Retirees often refer to their “fixed income.” That’s because there is a great deal less wiggle room when you simply cannot spend more than your monthly allotment. All that said, pre-retirement and post-retirement budgeting does not have to be frightening.


Budget Basics

All any budget really does is track two things: where your money comes from and where it goes. It is then up to you to incorporate the budgeting action step: Spend less than you earn. Spending less is not difficult since we all have expenses that we can easily do without or modify to be less expensive. But until you know exactly what you’re bringing in and where it’s going, it can be almost impossible to figure out where to cut your spending. So the start of the budgeting process is to determine your income and your outflow.


WHY I HATE THE “LATTE FACTOR”

The “Latte Factor” was coined by David Bach, who points out that small, regular expenses add up to large amounts. For instance, if you buy a $5 cup of coffee five days a week, you are wasting $1,300 per year on coffee. While I have no quibble with Bach’s math, I feel like it misses the point. People who spend $5 on coffee every day are probably not paying close attention to where any of their money goes. Cutting out small luxuries like this will not make a dent in the finances of someone who is not keeping track of her money, since she is unlikely to save up all those five-dollar bills until she has $1,300 to bank. All this tip does is make people feel guilty for enjoying small luxuries. Having a realistic budget ensures that you are conscious of where you are spending your money—even if that includes your Starbucks habit.



TRACKING YOUR INCOME

While you are still working, tracking your income will be the easiest part of creating your budget. Unless you work as a freelancer or otherwise have irregular or variable income, it’s simple to look through your pay stubs to find out how much you bring in each month. However, you will also want to include any other sources of income such as alimony, child support, rental income, disability checks, and dividends from stocks. To start, gather all of your income records for the last month (or year, for any income you receive irregularly), and record them in Worksheet 2–1: Tracking Your Income (courtesy of Tere Stouffer). You will record your net income—that is, the amount of money you see from each check after taxes, 401(k) contributions, union dues, or any other automatic withdrawals are removed. For this worksheet, you will record your net income based on how often you are paid:


	Weekly

	Biweekly

	Semimonthly—this is when you always receive two paychecks per month, even in months with five weeks; for instance, you might be paid on the first and fifteenth of every month

	
Monthly

	Quarterly—most likely this will include quarterly dividends from any stocks you own

	Semiannually—you may receive some nonwork-related income payments semiannually

	Annually—you can include any bonuses that you know you will receive each year; if your bonuses are dependent on either your or your company’s performance, do not include them in your income calculations





WORKSHEET 2–1: Tracking Your Income


	SOURCE OF INCOME

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Weekly paycheck

	$

	x 52

	$




	Biweekly paycheck

	$

	x 26

	$




	Semimonthly paycheck

	$

	x 24

	$




	Monthly paycheck

	$

	x 12

	$




	Alimony

	$

	x 12

	$




	Child support

	$

	x 12

	$




	Disability check

	$

	x 12

	$




	Rental income

	$

	x 12

	$




	Quarterly payment

	$

	x 4

	$




	Semiannual payment

	$

	x 2

	$




	Annual payment

	$

	x 1

	$




	TOTAL

	$

	 

	$





Now that you have your annual income total, you’re ready to figure out how you spend that money.

TRACKING YOUR EXPENSES

Most people can count the number of their income sources on one hand—but that’s certainly not the case with expenditures. There are an infinite number of ways you can spend your money.

Luckily, in our modern world of online banking and debit and credit cards, this kind of tracking is not nearly as labor-intensive as it might sound. Log onto your bank and credit card website (or gather together your bank and credit card statements, as well as your check register, if you have stuck with the paper-based system), and use the information to fill out Worksheet 2–2. Once you have completed that worksheet, you’ll have an idea of your spending habits, and we can hone your understanding of where your money goes. If you’re new to budgeting, this might feel a little odd, since some of your expenditures are going to be irregular, such as the car repair you did last spring, your spouse’s dental surgery, or the amount you spent on a vacation. That’s okay. When you create your budget, use the information you gather from over the last year to get an idea of what a typical year of expenditures looks like. It helps you build room in your budget for your irregular expenditures.



WORKSHEET 2–2: Tracking Your Expenditures


	WEEKLY SPENDING

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Groceries and household items (includes toiletries and cleaning supplies)

	$

	× 52

	$




	Entertainment

	$

	× 52

	$




	Dining out, including coffee and lunch

	$

	× 52

	$




	Laundry/dry cleaning

	$

	× 52

	$




	Gas/tolls/parking

	$

	× 52

	$




	Public transportation

	$

	× 52

	$




	Church/charitable contributions

	$

	× 52

	$




	Postage and office supplies

	$

	× 52

	$




	Walk-around money (include whatever cash you regularly carry for random weekly expenses)

	$

	× 52

	$




	MONTHLY SPENDING

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Mortgage/rent

	$

	× 12

	$




	Car payment/lease

	$

	× 12

	$




	Electric bill (average)

	$

	× 12

	$




	Gas bill (average)

	$

	× 12

	$




	Water bill

	$

	× 12

	$




	Sewer bill

	$

	× 12

	$




	Trash pickup bill

	$

	× 12

	$




	Cable/Internet/satellite bill

	$

	× 12

	$




	Telephone bill

	$

	× 12

	$




	Cell phone bill

	$

	× 12

	$




	Bank charges (maintenance and debit card fees)

	$

	× 12

	$




	Personal care (haircuts, manicures, etc.)

	$

	× 12

	$




	Home equity loan

	$

	× 12

	$




	Other loans

	$

	× 12

	$




	Credit card bill (if you have more than one, total all payments together here)

	$

	× 12

	$




	Child support

	$

	× 12

	$




	Alimony

	$

	× 12

	$




	Clothing

	$

	× 12

	$




	Medical expenses (include copays and prescriptions)

	$

	× 12

	$




	Memberships (gyms, professional organizations, religious institutions, etc.)

	$

	× 12

	$




	QUARTERLY EXPENSES

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Car maintenance

	$

	× 4

	$




	Home maintenance

	$

	× 4

	$




	Tuition (if you pay your child’s college tuition more or less often than quarterly, simply multiply the amount of your payment by the number of payments you make in a year)

	$

	× 4

	$




	Nonholiday gifts (include birthday, wedding, and baby gifts)

	$

	× 4

	$




	SEMIANNUAL EXPENSES

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Auto insurance

	$

	× 2

	$




	Property taxes

	$

	× 2

	$




	ANNUAL EXPENSES

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	Homeowner’s or renter’s insurance

	$

	× 1

	$




	Vehicle registration and excise tax

	$

	× 1

	$




	Car repair

	$

	× 1

	$




	Home repair

	$

	× 1

	$




	Holiday gifts

	$

	× 1

	$




	Vacation

	$

	× 1

	$




	OTHER EXPENSES

	AMOUNT

	MULTIPLY BY

	ANNUAL AMOUNT




	 

	$

	×

	$




	 

	$

	×

	$




	 

	$

	×

	$




	TOTAL

	$

	 

	$





The total expenditures you come up with should be lower than the total income figure you came up with in Worksheet 2–1. If you are either spending every penny that comes in or spending more than you make, then you will need to find some ways to reduce your expenditures. Even if you are already spending less than you earn, you should ask if there’s enough left over at the end of each month for you to beef up your retirement savings. If not, then it’s time to start looking at your expenditures and figure out what you can cut.

This may seem overwhelming at first, especially if you are new to budgeting. You may feel as if there’s nothing you can cut without sacrificing your quality of life. But the wonderful thing about creating a budget is that it is specific, personal, and subjective. A budget is not there to tell you what you cannot have—instead, it is a road map you create to direct your path to the things you desire. Determining what you want most can help you figure out where you can cut expenses without damaging the lifestyle you love.

An important way to categorize and rank the priorities in your budget is to separate your needs from your wants, and then rank them both. That way, you can find places to cut expenses without sacrificing your priorities. Worksheet 2–3: Needs and Wants Analysis can help.


Needs versus Wants

We all have a set of needs: a place to live, utilities, food, clothing, and transportation. Within them are nuances of importance, influenced by our wants and other needs. For instance, both a self-employed person and a CEO of a corporation need clothes. However, what each of them needs their clothing to do can be vastly different. If the work-at-homer loves fashion, she might still have a large clothing budget and splurge on big-name designers because looking good is an important want in her life. That is all right, as long as she budgets for her clothing needs and wants accordingly.

Similarly, the needs of a young twenty-something just starting out in his career will be different from the needs of someone who hopes to retire in five years.

Saving for retirement is a priority for you, so you may be able to forgo some of the things you have always seen as needs. Previously, you might have felt that maintaining a membership at a local golf course or country club was necessary for making and keeping business contacts. As you get closer to retirement, you may now find that cutting that expense will help your retirement savings.

Wherever you have a choice in your needs or wants expenditures, find a less expensive option. In order to prioritize your expenses in such a way, however, you will need to figure out exactly what you care about most. That’s what Worksheet 2–3 is for.



WORKSHEET 2–3: Needs and Wants Analysis


	NEED

	YEARLY COST

	IMPORTANCE (1 is least important; 5 is most important)




	Groceries/household items

	$

	1 2 3 4 5




	Laundry/dry cleaning

	$

	1 2 3 4 5




	Gas/tolls/parking

	$

	1 2 3 4 5




	Postage and office supplies

	$

	1 2 3 4 5




	Mortgage/rent

	$

	1 2 3 4 5




	Car payment/lease/public transportation

	$

	1 2 3 4 5




	Electric bill

	$

	1 2 3 4 5




	Gas bill

	$

	1 2 3 4 5




	Water bill

	$

	1 2 3 4 5




	Sewer bill

	$

	1 2 3 4 5




	Trash pickup bill

	$

	1 2 3 4 5




	Cable/Internet/satellite bill

	$

	1 2 3 4 5




	Telephone bill

	$

	1 2 3 4 5




	Cell phone bill

	$

	1 2 3 4 5




	Personal care

	$

	1 2 3 4 5




	Clothing

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5




	WANT

	YEARLY COST

	IMPORTANCE (1 is least important; 5 is most important)




	Entertainment

	$

	1 2 3 4 5




	Dining out

	$

	1 2 3 4 5




	Church/charitable contributions

	$

	1 2 3 4 5




	Memberships

	$

	1 2 3 4 5




	Nonholiday gifts

	$

	1 2 3 4 5




	Holiday gifts

	$

	1 2 3 4 5




	Vacation

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5




	 

	$

	1 2 3 4 5





Now that you have thought about your ranking for your various needs and wants, it’s time to compare your rankings with your spending habits. This will help you determine if you’re overspending on wants (or needs that you care less about). Once you understand where your spending does not reflect your priorities, it will be much easier to make cuts in your expenditures that will allow you to maximize your savings. With this examination of which needs and wants are most important to you, you can start focusing your spending on the things that are most important to you, and making cuts where appropriate.


Taking Another Look at Expenses

Just because you now know where to make your cuts doesn’t mean you know exactly how to go about doing that. That’s what Worksheet 2–4: Reworking Your Expenses is for. This worksheet will help you think about ways you can change your expenses and figure out how much money those changes will save you.

This worksheet includes some expenses that we did not rank in Worksheet 2–3. While you must pay back things such as loans and pay for medical care and home/auto repair and maintenance, you may be able to negotiate more favorable terms and prices in order to reduce your cost. In addition, you do not need to make changes to every expense—or even most of them. The point is to make the most judicious cuts possible so that you can find extra money in your budget for savings without affecting your priorities.

Though this is all presented to you in a single neat table, this is by no means a quick process. It can take some time to implement your plans for lowering your expenses, so feel free to work on your action plan (your “Ways to Reduce”) over the span of several weeks, or even months, if it involves major shifts (like selling a house or a car). Even if your ways to reduce expenses are more modest, it’s okay to pace yourself on the negotiations, contract changes, and other methods that require more than just a change of habit on your part. The most important thing is that you know what your expenses are and have a plan in place to reduce them.



WORKSHEET 2–4: Reworking Your Expenses


	EXPENSE

	CURRENT AMOUNT

	WAYS TO REDUCE

	NEW AMOUNT




	Groceries/household items

	$

	 

	$




	Entertainment

	$

	 

	$




	Dining out

	$

	 

	$




	Laundry/dry cleaning

	$

	 

	$




	Gas/tolls/parking

	$

	 

	$




	Public transportation

	$

	 

	$




	Church/charitable contributions

	$

	 

	$




	Postage and office supplies

	$

	 

	$




	Walk-around money

	$

	 

	$




	Mortgage/rent

	$

	 

	$




	Car payment/lease

	$

	 

	$




	Electric bill

	$

	 

	$




	Gas bill

	$

	 

	$




	Water bill

	$

	 

	$




	Sewer bill

	$

	 

	$




	Trash pickup bill

	$

	 

	$




	Cable/Internet/satellite bill

	$

	 

	$




	Telephone bill

	$

	 

	$




	Cell phone bill

	$

	 

	$




	Bank charges

	$

	 

	$




	Personal care

	$

	 

	$




	Home equity loan

	$

	 

	$




	Other loans

	$

	 

	$




	Credit card bill

	$

	 

	$




	Clothing

	$

	 

	$




	Medical expenses

	$

	 

	$




	Memberships

	$

	 

	$




	Car maintenance

	$

	 

	$




	Home maintenance

	$

	 

	$




	Tuition

	$

	 

	$




	Nonholiday gifts

	$

	 

	$




	Auto insurance

	$

	 

	$




	Property taxes

	$

	 

	$




	Homeowner’s/renter’s insurance

	$

	 

	$




	Vehicle registration

	$

	 

	$




	Car repair

	$

	 

	$




	Home repair

	$

	 

	$




	Holiday gifts

	$

	 

	$




	Vacation

	$

	 

	$




	Total expenses that cannot change (includes child support and alimony)

	$

	 

	$




	TOTAL

	$

	 

	$






Balancing Your Budget

Now that you have an idea of your income, your expenses, and ways to reduce those expenses, it’s time to see how much room in your budget you have created in order to maximize your retirement savings. This is one of the simplest parts of creating your budget—you just need to subtract.



WORKSHEET 2–5: Is Your Budget Balanced?


	Income

	$




	Expenses

	– $




	Balance

	= $





If your balance is either a negative number or not as large as you’d like it to be, it’s time to head back to Worksheet 2–4 and find some more ways to cut your expenses. You may also want to look into ways to increase your income if you feel you’ve done all the cutting you can do.

Remember that a budget is a living document. This is not something you can do once and then forget about. You need to consistently return to your budget to revise it as your life changes—whether those changes are to your income, your expenditures, or your circumstances.

Consistently adjusting and tweaking your budget means that you are always working toward the life goals that are most important to you, rather than letting your financial life go on autopilot. Taking the time to review your budget on a regular basis (about every three months is good) means you get to frequently check on how your goals are progressing, which can be awfully exciting.

DIGITAL BUDGETING OPTIONS

If the thought of budgeting is only unpleasant to you because you can’t stand the thought of tracking your finances by hand, not to worry. There are plenty of products and services out there that can take the pain out of tracking expenses. Here is a short list of budgeting programs (including desktop software, online options, and mobile apps) that are an alternative to paper and pencil budgeting:


	
1. Mint (https://mint.intuit.com)—This free online-only budgeting software program by Intuit is simple to use and easy to set up. You securely link the program with your various bank accounts and credit cards, and the site will automatically track and categorize your spending. With smartphone and mobile apps available, Mint allows you to check on your finances anytime and anywhere. It also will allow you to track investments and set savings goals, if you would like a one-stop shop for your budgeting needs.

	
2. Quicken (www.quicken.com)—If the idea of providing Mint (or any other online tool) with your account information makes you uncomfortable, Quicken, which is another product by Intuit, might be a better choice for you. It is one of the oldest and most popular personal finance software programs available. With it, you can also track and categorize your expenses, as well as sync your accounts through your computer to the software. The setup is simple, and the newest version of the software includes smartphone and mobile apps, which will allow you to handle finances anywhere. The biggest downside to Quicken is that older versions are “retired” after a certain amount of time. At that point, the online features and formatted files for the retired version no longer work, which means you are forced to purchase the updated version, and often learn a new interface that comes with that upgrade.

	
3. BudgetPulse (www.budgetpulse.com)—This website provides no-frills budgeting software for free. It does not sync with your bank accounts, which means you have no potential security concerns—but you will have to manually enter your information or upload it from a Quicken or Microsoft Excel file. This is a good option for those who are concerned about security and are willing to be a little more hands-on in their electronic budgeting.

	
4. YNAB (www.youneedabudget.com)—You Need a Budget (YNAB for short) is an online budgeting program based on the envelope method, wherein budgeters set money aside for specific categories of spending. The program guides you through the process of budgeting, setting goals and sticking to them, and reconciling accounts through manual and automatic tracking. YNAB is geared toward teaching users how to budget and make managing their finances a habit, and it offers an easy-to-use app as well as access to financial literacy classes, tutorials, a community of YNAB users, blog posts, and budgeting tools and tricks. YNAB costs $84 per year, but you can try the program free for thirty-four days.

	
5. Marcus Insights (www.marcus.com/us/en/insights)—Marcus Insights is a free mobile app associated with the bank Marcus by Goldman Sachs, but users do not have to be Marcus customers to download and use the app. When you download the app to your Android or Apple device and sync it with your financial accounts, the program analyzes your financial data to give you an at-a-glance visualization of your cash flow. The app also provides you with a daily summary of your spending, which includes automatic categorization of your purchases.

	
6. Personal Capital (www.personalcapital.com)—As an account aggregator, Personal Capital allows you to track and understand every single penny in all of your financial accounts. Once you link up all of your various accounts, including your bank accounts, investments, mortgage, credit cards, and any other accounts, Personal Capital summarizes your finances and offers you basic investment guidance. The interface, which you can use on the mobile app or on your desktop, gives you an understanding of all of your spending and account balances, and allows you to categorize your spending by date, merchant, and type of expense. The program also offers a retirement planner tool that can help you build, manage, and forecast your retirement savings.




MORE BUDGETING SOFTWARE OPTIONS

The programs mentioned here are the tip of the iceberg of budgeting software options, and there is likely a program that will work for even the most budget-phobic. For reviews of more software options, check out The Balance’s 2021 best-of list at www.thebalance.com/best-personal-finance-software-4171938.




CHAPTER 2 TAKEAWAYS



	In the five years before your retirement, you should focus on two financial priorities: saving for retirement and paying off your consumer debt.

	To maximize your money, plan on prioritizing your saving and debt payoff in the following order:

	
1. Save up to the employer match in your defined contribution plan

	
2. Eliminate consumer debt

	
3. Max out your IRA

	
4. Max out your defined contribution plan





	Creating a budget while you are still working will allow you to get used to tracking your income and expenses and can help you find more money to send toward your retirement.

	Once you have determined what your regular and irregular expenses are, you can begin finding ways to reduce the expenses that do not align with your goals and preferences.

	Budgeting with software, an online program, or a mobile app can be much less labor-intensive than traditional methods.




What to Do When

	YEARS TO RETIREMENT

	WHAT TO DO




	Five

	Gather your financial information and complete Worksheets 2–1 through 2–5 to find ways to increase your savings.




	Five

	Implement an action plan for reducing your expenses.




	Four through one

	At least once a year, reassess your pre-retirement budget and make any necessary changes.




	Four through one

	Work to pay off consumer debt. As you pay it off, send the “payment” to your retirement savings.
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