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Introduction


Know the value of a dollar, ponder it, and hold on to that dollar tightly.

—MARK TWAIN






For most people, making a change in the way they do things is very scary. It transforms what is known into what is unknown. Yet in my talks around the country and on my nationwide radio show I often hear from people who tell me how the changes in this book have affected their lives.

Believe it or not, thousands of people have credited this little story about how I have invested and managed my money over my lifetime with turning their worry-free retirement dreams into reality.

The changes in the way you manage money may not be easy to put into practice, but like so many people who have read this book, once undertaken they can change your life and how you think about accumulating wealth. That’s why I gave pre-publication copies to my employees and to those who called in on my nationwide radio show. I wanted to share my story with them so they would know that change can bring success in their lives. Hundreds of people who have read the book have told me how helpful it was, how they have already made some changes, and that for the first time, they now see themselves managing their own money.

Sometimes fear of the future can be good. When you are afraid things could get worse, afraid you could lose even more money, it can prompt you to accept change. But at other times powerful emotions take over and cloud our judgment in deciding how to put our money to work. We are paralyzed by our own fears and we choose to remain in the past.

If we can change what we believe, we can change what we do. But if we can’t learn new ways, we can fall behind and suddenly find that much of what we do makes us unhappy and unable to nourish our lives, and leaves us without the choices we seek for ourselves and our loved ones.

Money is often the soul of our well-being. We pursue it each workday because we believe it will make us happy. But if we get it and then lose it we’re traumatized. Even if we get it and keep it, we may wind up with empty lives unless we reach out and touch someone.

With the explosion of online trading during the fabulous bull market of the 90s, everyone seemed to be making a killing in the stock market. The reality is that in most years more stocks lose money than make money. With today’s soaring and plunging stock market, a lot of investors who jumped on the runaway technology boom in 2000 lost double-digit percentages in 2001.

Today, as I read my mail, look at my e-mail, and listen to the callers on my network radio show, I sense on a very personal level that for many people the scenario of riches shown on the TV dramas about Wall Street does not match their financial lives. They spend money so fast the inside of their wallet has skid marks. When they get a raise, they don’t use the extra money to pay down their debt; they accumulate more! My answer to these concerns—and my motivation behind writing this book—is the firm conviction that, amidst the worry and anxiety over money, there is much that anyone can do to build and protect his or her financial security.

I’ve tried to cut out the small stuff that’s not important and concentrate on what you really need to learn in your busy life, including what’s worked for me over the years and my general philosophy of investing.

What are the most important things I’ve learned in life—things I’ve done each day that have put me on Easy Street as I head toward retirement? I’ve followed the basic rules I learned from growing up with the farmers in my small town, from my days on Wall Street, from my years on radio talking to people across America. As Mark Twain advised, I’ve learned the value of a dollar. You can learn these same things and use the knowledge to avoid most of your money problems later in life.

You may not agree with all the conclusions that I’ve drawn from my life’s experiences, and obviously some are more important than others, but as my son told me, “Dad, the simple steps I take each day have let me forget about money problems. Now I’m adding my own experiences and someday I’ll give them to my two sons.”

I’m not going to claim to know everything—I only know what has worked for me (and what hasn’t) over the past 40 years. A wise man once said, “If you want to know how you feel about something, remember your youth.” So, let me tell you a little about mine.

I was born in Omaha, Nebraska (along with Warren Buffett), in what today would be called an economically disadvantaged household. I didn’t know it at the time, but I did know, since my family did not own a car, that if I wanted to go someplace I had to make my own way. And when I went to a birthday party, I had to bring a gift. My mom usually bought the gift, but one day she gave me two dollars to buy one. “What can I buy?” I asked. She said, “Buy whatever you’d like, I’m sure Johnny will like it, too.” I went to the store and found just what I’d always wanted. All I had to do then was convince my mom to let me keep it. I tried the ploy that Johnny might not like it and maybe we should get another gift. Mom didn’t buy that. Then I said it had batteries and maybe we should open the package to make sure they were still good. Mom said we’d trust the batteries. I even tried to get sick the day of the birthday party in the hope that Mom would forget about the gift.

Do you know what it’s like to give someone else a birthday gift that you’ve always wanted? That’s the whole deal with birthday parties, except I never forgot that day and I vowed that someday I’d have enough money to buy the things I wanted.

Later in life, my family moved from Omaha to a small farming town of maybe 800 people. I learned my first basic money management lessons in high school when I visited my dad, who was an accountant at a farm machinery store. I can still remember pulling five-cent Cokes from a bucket of cold water and talking with the farmers. They all wore bib overalls and talked about the new tractors, the hay rakes, and about money. At first appearance these farmers didn’t appear to be sophisticated money managers, but they always paid cash, drove big Cadillacs, and knew the value of a dollar saved.

I’ll never forget the time I pulled up a chair and sat in front of an intimidating 250-pound, six foot tall farmer. He had power behind his voice when he said, “So you want to get rich?”

“Yes,” I eagerly said.

“Well, remember this,” he said. “Save some of your money to invest first, then spend what’s left.”

“Is that all?” I asked.

“Yes,” he said. Then he got up, walked to the curb, and got in his Cadillac and drove away. I never saw him again.

It’s possible this farmer learned from Benjamin Franklin, who in 1758 said, “For age and want save while you may; no morning sun last a whole day.” I know I learned from this farmer, and his advice became the cornerstone of my effort to build a retirement nest egg.

When I went to college I discovered that business professors never talked to the farmers, never drove Cadillacs, and saved only a few dollars a month instead of creating investments. Maybe that’s why none of them taught courses on getting rich. I learned how to accomplish that from the farmers.

My next lessons in basic money management came on Wall Street. The people you see on television running around waving their arms and throwing bits of paper on the floor of the New York Stock Exchange work at the world’s greatest money machine. For the most part, they are rich. On the other hand, the briefcase-carrying people on the sidewalk outside worry about paying their mortgages and credit card bills. The reason is the traders at the exchange make money work for them, while the briefcase crowd work for money. This is a powerful concept and if you can put it to work, you’ll grow richer than those who work for a living.

I also learned to hang on to my investments from watching the good stocks the traders loved bounce up and down but never fall off the table. I call them my favorites. On our radio show a caller asked: “Why do you always say ‘stay in the market and stay invested’?”

“Because it works,” I said.

“But that means I can’t take advantage of the hot tips I get at the office and at cocktail parties.”

“That’s right,” I said.

“Well, what if some of my stocks or funds are crashing and I’m losing tons of money?”

“Then you’ve invested in the wrong place,” I replied gently. “The good stuff won’t crash, will always come back, and over time will make money.”

For myself, I know sitting on good blue-chip stocks can make you rich. But the one time my roots of growing up in Omaha and following Warren Buffett failed me, I paid a big price! Had I invested $1,000 in Buffett’s Berkshire Hathaway stock ten years after I graduated from college instead of sitting on my hands, the grand would be worth about $60 million today! You do the math yourself. In 1965 Berkshire Hathaway was worth $12 a share. On May 1, 2002, a share of stock was trading for $76,000.

Like every other author of a book on personal finance, I’m going to tell you to save part of your income first and invest in the stock market. The reason why this is so important may surprise you.

“Look,” a trader on Wall Street told me, “You can’t make money on money you don’t have. If you spend it you don’t have it. If you don’t have it, you can’t acquire the assets that will eventually make money for you.”

“Is personal finance that simple?” I asked.

“Yes,” he said, waving his hands at another trader on the floor. “People use their money to pay off debts like car loans and credit card bills. If they want to become rich they need to concentrate on acquiring assets like stocks and funds. For most people this is the only rule they need to remember,” he said. “All they’ll do is juggle bills until they reduce their debt and start acquiring assets.”

Most people, including myself, have found it difficult to save before we spend. What helped me start saving was another conversation I had with a farmer.

“Look, sonny, if you don’t pay yourself first, no one else will.”

“Is that how you got rich?” I asked eagerly.

“That’s it,” he said, pulling on his bib overalls. “Lord knows you don’t have to be smart, but if you don’t save some money, all the fancy investment advice in the world won’t make you rich.”

“How did you learn to pay yourself first?” I asked.

“The problem most people face is that they can’t pay themselves first because no one has sent them a bill. To get started, I made up a bunch of bills, put them in envelopes addressed to me and gave them to a friend. Each month, I got a bill in the mail and sent the money to the bank. After a while, I just included those bills with my mortgage and other payments, and I never missed the money.”

Most of us already have experience with paying ourselves first. It’s called forced savings. When we buy a life insurance policy or a new home, we are forced to save to meet the required payments. If you want to reduce your overall spending so that you can pay yourself first and have enough left to pay your monthly bills and expenses, follow the lead of the wealthy. They don’t need to make a statement; they buy only what they need and travel with battered luggage.

Here are some ways to save a few dollars that could make a big difference in the size of your retirement nest egg:
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Just cutting out those few items could result in a savings of $1,469 a year. Let’s say each month you put this money in a good mutual fund that over time earned a 15 percent average annual total return. In fifteen years, you could have $80,000 in your IRA or 401(k). Try that for twenty years and you could end up with about $175,000. And if you start when you are 35, and this is your only retirement plan, and you put $1,469 a year into a good stock fund to age 65, you might end up with about $730,000 when you reach age 65!

But there is something deeper at work here. If you start at age 35 and make the $1,469 contribution to your IRA each year, you will have socked away about $44,000 to age 65. Over the years, however, you have a gain of about $686,000. In this example, only about 6 percent of the money came from your annual contributions, and 94 percent came from compounding over time! That’s the way to build a retirement nest egg! Over those thirty years you are saving toward retirement your average annual gain was about $22,860 on a $1,469 annual contribution!

But the most important step in making this money machine work for you is to take action. Don’t be afraid to start now. As you spend your money, be positive and think success. If you can do these things, you can turn your dreams into reality. Then your power of determination will do the job. Be like the 73-year-old man who made a 240-mile trip to visit his 80-year-old brother, who was ill, driving his lawn mower all the way. He chose to use his John Deere riding mower as his vehicle because he didn’t have a driver’s license. Hitched to the back of the mower was a trailer in which he hauled supplies and camping equipment. He averaged only five miles an hour, and the trip took six weeks.

What I discovered a long time ago, along with the man on the lawn mower, is that if you really want to do something, chances are you can. Financial success is a lifelong marathon, not a sprint that lasts a few years. Whatever your goals may be—saving for college, a new car, a new home, or retirement—set up separate accounts and add to them each month. That way, you’ll know exactly what you’re aiming for and why you are paying yourself first while the spendthrifts run wild at the local department store. Let me say again one of the most important things I learned on Wall Street:

It’s not how much money you make each month that counts, it’s how much you save and invest each month that counts.

They don’t teach this in school, but if you don’t learn it, you can become a slave to bill paying and empty pockets.

 

EACH OF US has a choice to make every day regarding our attitude. We cannot change our past. We cannot change the inevitable. The only thing we can do is rely on what we have—our attitude. I’m convinced that life is 10 percent what happens to us and 90 percent how we react to it. After all, your trip to financial success should be as much fun as arriving at the destination.

Today, however, we receive overwhelming amounts of frequently contradictory information, which (we are told) we must understand if we are to keep up with the times. But most of us read this mass of information without comprehending, see it without learning how to use it, and hear it without understanding its ramifications. In reality, there are ever-widening gaps between what we understand, what we think we understand, and what we’re told we should understand. We are often stuck with the come-ons that play to our ego and promise to simplify investing.

As a result, many people who ask me for advice on where to invest their extra money are not ready to make investments. They have become financially bogged down because they continue to make the most common mistakes in personal finance: paying too much interest, failing to set up a tax-deductible retirement plan, failing to buy enough life and disability insurance, and passing up opportunities to save money. Often they’ve heeded the advice of investment gurus who offer the latest surefire undiscovered stock, a way to double your earnings in some remote corner of the earth, or the impossible dream of high returns with low risk.

The good news for most of us is that the stock market has risen more in our lifetimes than ever before. The Dow Industrial Average was only 777 in 1982. In just eighteen years, at the start of this century, it had soared to over 11,000. And that’s just the beginning. The computer revolution will spawn a never-ending array of high-tech products to provide us with tiny sensors embedded in almost everything we use. We’ll have music from the Net, cars that get a hundred miles per gallon, cell phones that become personal computers and connect to the Internet, and home appliances that are controlled by our voices.

So get set for the next decade. You will need to stay invested in stocks and look upon any short-term market setbacks or changes in your career as opportunities to grow into a new environment of change. You will need to continually redesign how you live and work, but you will live through the greatest economic boom in our nation’s history.

The Power Is in Your Hands

I sincerely believe that if you follow these nine steps to financial freedom, you can quit worrying about your future retirement nest egg. Instead, when you retire, you’ll have the money to play golf, take the grandkids to Disneyland, and enjoy life. There are no guarantees, of course, but after years of working with people and helping them plan their financial futures I am convinced that what I have done (and what I suggest you do) is the best overall plan to build your financial security.

Over the years I’ve learned that the most important things you can do in life are to make yourself happy, to share your love and understanding with your family, and to take each day one day at a time.

I hope each time you re-read this book you’ll find something new and useful for yourself, your loved ones, and your friends. I’m glad that I can share what I’ve learned and I wish you well as you build your financial future.









Step 1

Follow the Basic Rules



Eighty to 90 percent of the money in your ultimate retirement nest egg will be money you never saved or invested.


Most people tell me they are shocked when I say this on radio or television, but it’s true! When I understood this I realized that no matter how small of an investment I could make, the money could grow to be a big part of my retirement nest egg. I don’t care if you raid a cookie jar or hide the money under your mattress. If you can save pennies a day and invest them on a regular basis, you can start your journey toward millionaire status.

Hidden Money on Your Way to Work

Let’s say you can save 500 pennies a day—about the cost of a cup of coffee and a roll at Starbucks. Now, if you can save the 500 pennies five days a week for a year, you’ll have saved $1,300. If you invest that entire wad of cash, leave it alone, and never make another investment, and you earn 13 percent a year for the next fifteen years (from 1980 to the end of 1999 the average annual return for large cap stocks was 17.87 percent), your pennies could grow to more than $8,000. Keep the pennies invested another five years, or twenty years overall, and your pile of cash could have grown to more than $15,000.

The secret of compounding: You not only earn money on your new investment, but you also earn money on your entire previous balance.

Now let’s assume you save and invest 500 pennies each workday each year over the next fifteen years. Again, assuming the same investment returns, this “Let’s get started with 500 pennies a day investment program” could be worth about a cool $60,000! Do this for twenty years and you’re on your way to becoming rich. Your investment account could total a whopping $120,000.

Let me say again, one of the most important points you need to understand in building wealth is that most of the money you accumulate in your lifetime will be money you never saved or invested in the first place. Take our simple investment program, saving and investing 500 pennies each workday and investing $1,300 each year over twenty years. The total piggy bank money you saved over this twenty-year period was $26,000. Yet under this example, your retirement nest egg could total $120,000—nearly five times the money you actually saved! No one’s going to throw away 500 pennies a day, but you might sit up and take notice if over twenty years these pennies could turn into a gain of $94,000 ($120,000 less $26,000 invested). If you divide that figure by twenty years, you have had an average annual buildup of $4,700 on a piggy bank savings plan of just $1,300 a year! That’s almost four times your annual contribution each year!

Most of America’s greatest fortunes have been made through the magic of compounding. It’s true those early millionaires avoided income taxes and often made business deals without regard for the public good, but once they had the money, compounding it over time is what made them wealthy. Today, the same principle is at work in your individual retirement accounts and your company retirement plans. In fact, the secret to making money could be summed up in just these five words:

Learn the importance of compounding.

Let’s say you start by putting a penny on your dresser. Each night thereafter you double the number of pennies on the dresser. After ten days, you’d have $5.12. By continuing to double the number of pennies each night, you’d reach $163.84 by the fifteenth night. But in just five more days, you’d need a big dresser top. The pile of pennies would now total $10,485.76. At the twenty-fifth day, the amount will have grown to $167,772.16. At the end of thirty days, the pile of pennies has taken over your bedroom. You now have a total of $5,368,709.12. In just a few more weeks, you’d have every penny in the country on your dresser top.

You may be tiring of my telling you how important compounding is to building wealth, but consider it on indication of how critical this concept is to your getting rich. This time let’s look at how hard your money works for you. Say you invest $1,000 and never add to your initial investment.

TOTAL RETURN



[image: image]




This table illustrates that the most important factor in building wealth is the total returns you earn each year.

Let’s say you invested $10,000 on June 30, 1991, in a stock mutual fund earning 15 percent a year; by June 30,2001, your account would have grown to about $40,000. However, had you played it safe in an 8 percent bond fund, you’d have about $20,000, or half the money earned in the stock fund. Even safer, investing in a federally insured 5 percent certificate of deposit, your money could have grown only $16,000. The point is, you can choose where to invest your money, and over the years I’ve found that:

You’ll never get rich with a


single-digit savings account.

Let’s assume you squirrel away $2.74 a day in a cookie jar and invest $1,000 each year. Depending on where you put your money, you could end up with anywhere from almost $70,000 to almost half a million dollars!
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I call this tortoise investing. Like a tortoise, compounding takes time to cross the road, but with its steady progress, it will reach its goal. Jackrabbit investing, on the other hand, often zips here and there and never reaches the other side of the road. The sooner you start socking away money each month, the greater the effect compounding has on your future wealth. For a sure fire saving strategy, start small, start now, stick to it, and let the magic of compounding help do the job.

For as Long as You Can

The secret is to compound your money for as long as you can. Here’s why: Let’s say you can pay yourself first and save $200 a month. With an annual total return of 15 percent a year, in twenty years your account could total about $283,000. If you invest that same $200 a month for only fifteen years, you’ll have only about $131,000 in the account.

Here’s what the magic of compounding over time tells us:


	
Lesson 1. The additional five years, with only another $12,000 saved and invested between the fifteenth and twentieth year, resulted in the return of an extra $140,000 ($152,000 less $12,000).

	
Lesson 2. Since you effectively earn money on your money, you get a whopping $28,000 average annual buildup in your nest egg for continuing to save and invest only $2,400 each year for five more years. Let’s face it, there’s nothing thrilling about watching the slow but steady growth of your money through compounding. On the other hand, if you give it enough time it can make you a mountain of cash you won’t outlive.



Since compounding works well over time, consider the benefits for your kids and grandkids. Say you have a child or grandchild who is at least 18 years of age. You’d like to make him or her a millionaire by the age of 65. What can you do? You can open an IRA for the young person and put the awesome power of compounding to work.

So long as the child or grandchild in question has $2,000 of earned income a year (contributions to an IRA can be 100 percent of earned income, up to a maximum of $3,000), you can then make a gift of $2,000 to their IRA. If you do this for eight years, or a total of $16,000, assuming an annual return of only 10 percent, when the child reaches age 65, compounding could have built the value of the IRA to over a million dollars.

Now let’s find out how much you need to invest to have a cool million at age 65. The following chart shows the one-time and monthly investments needed to accumulate $1,000,000 by age 65, based on a 12 percent average annual return:
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If the monthly figures seem daunting, don’t despair. Contribute what you can. If you are 40 years old, you could accumulate $250,000 by age 65 by investing $14,706, or $149 a month.

Does compounding work only when you invest money? No. You can also build equity in your home by saving on interest—the reverse of earning money through compounding. Most lenders make it easy to send in extra money each month on your mortgage payments by checking the box for extra principal payments. You can do this on a regular basis or whenever you have the extra cash.

Before you dismiss this idea, consider this: Just paying an additional 25 cents a day on an average thirty-year fixed mortgage at 8 percent can save you more than $7,000 in interest costs over the life of the loan. Marc Eisenson, author of The Banker’s Secret, says, “Just imagine what you can do saving 50 cents a day and paying that on your mortgage. The average savings, over the term of the mortgage, is about $15,000. If you can save $1 a day, you’ll save about $26,000.” (For more information write The Banker’s Secret, Box 78, Elizaville, NY, 12523, or call 914-758-1400.)

You will also reduce your mortgage term by sending in these extra monthly payments. Here are the extra amounts you’d need to pay each month to pay off a thirty-year fixed-rate mortgage at 7 percent early:
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Even if you don’t plan to live in the home for thirty years, paying off your mortgage early will give you more equity whenever you’re ready to sell. It’s like making a down payment on your next home before you buy.

The Race to the Good Life

Instead of saving a few pennies each day, however, millions of Americans have joined the race to live the good life and they are burying themselves under a mountain of credit card bills. In fact, most young people aren’t saving enough to meet the so-called triple squeeze: the cost of college, health care, and retirement. You know what I’m talking about: That pit in your stomach that tells you each day that you’re living from paycheck to paycheck, that your personal finances resemble a bowl of spaghetti in mid-explosion, and that you have no idea how to break the cycle that leads to accumulating even greater debt.

For most people, going into debt brings on a case of denial. One reason, say retirement planners, is that most people have an exaggerated opinion of what their company pension and Social Security will be worth. They’re kidding themselves into believing they have lots of time to save for retirement, college expenses, and family emergencies. In fact, in the decade of the double zeros, the pension gravy train has already left the station. Today the responsibility for retirement security has been transferred from the employers’ paid pension plans to employee-funded 401(k) and IRA plans.

For today’s sandwich generation, squeezed between caring for themselves, their children, and often their parents, this is a scary world. And the frightening thing is that the Generation Xers have not learned from the mistakes of the baby boomers. Credit card bills and overspending have prevented them from profiting during a long period of double-digit returns on Wall Street.

Today, only about 20 percent of the Americans born in the baby boom years between 1946 and 1964 are socking away enough money to retire anywhere near their current standard of living. The older baby boomers, those born between 1946 and 1956, will need to triple their savings rate just to maintain their standard of living after they turn 65. That, however, is an increasingly unlikely scenario given that about 70 percent of married people ages 51 to 61 have four-generation families—themselves, an elderly parent, and children who have children of their own. Another 25 percent have three-generation families. In years to come, today’s couples probably will need to give financial assistance to their children and their parents.

Unfortunately, for many people the sum total of their financial planning consists of hoping that one day the phone will ring with the news that Uncle Henry died and left them 5 million. These folks spend, dream, wait for Uncle Henry’s money, and then find at the end of the month that there’s nothing left to save. Here are some shocking facts: Nearly half the employees eligible for their company’s 401(k) plan don’t contribute anything. More than 70 percent of all working Americans don’t even have a modest emergency fund to tide them over if they lose their job or can’t work.

People have the most imaginative rationalizations for spending now and delaying savings. One of the strangest is that they believe Social Security will support them in retirement. Currently the Social Security Administration says that 13 percent of all retirees have no other income but their monthly benefit checks. An additional 24 percent rely on Social Security for 90 percent or more of their total income in retirement.

If you think you can live on Social Security benefits when you turn 65, consider this:

You have no guaranteed rights


to Social Security benefits.

You may not be aware that the huge amount of taxes zipping out of your paycheck each month for Social Security pays for a system that has never made any guarantees to you! As the replica of the original Social Security notice makes clear from the very start: “There is no guarantee that the funds thus collected will ever be returned to you.” Already underway are reductions in the replacement ratio and an increase in the age at which you collect benefits.

[image: image]

Reducing the Replacement Ratio

The value of any pension plan is based on the amount of your pre-retirement salary that the plan replaces in retirement benefits. Though it’s a wildly unpopular notion, lowering Social Security benefits is easy; the government need only reduce the replacement ratio. And in fact, the Social Security replacement ratio falls dramatically as income increases. For example, if you were an average earner your replacement ratio could be around 43 percent. If you had earned the maximum income on which Social Security taxes were withheld, the replacement ratio might be only 24 percent of your salary. If you were a high earner ($200,000), the replacement ratio could fall to only 8 percent. (Note that your actual monthly benefit is calculated from your entire work history and your payments into the system, and this is only an example of how your benefits might compare to your last working salary.)

Raising the Retirement Age

Congress has already set in motion plans to raise the age at which you can collect Social Security benefits. If you were born before 1938, your normal retirement age (the age at which you can collect full benefits) continues to be age 65, with benefits reduced to 80 percent for those who retire early at age 62. If you were born after 1938, your normal retirement age gradually increases. For example, a worker born in 1943 will receive full benefits at age 66, but one born in 1960 or later will have to wait until age 67.

Taxing the Benefits

Not long ago Congress repealed one of the worst aspects of the Social Security laws, the so-called earnings test for those over age 65. These retirees can now earn as much money as they want, pay ordinary income taxes and Social Security taxes on these earnings, and not lose any of their Social Security benefits. Those who retire between age 62 and 64 are still subject to an earnings test and a possible loss of benefits. Therefore, you shouldn’t plan to collect Social Security before age 65 unless you’ll have little or no earned income.

What about the other tax? Congress has slapped a tax on up to half of the Social Security benefits received by many taxpayers when their adjusted gross income exceeds $25,000, or $32,000 for married couples filing jointly. But for so-called high income taxpayers, 85 percent of benefits can be subject to taxes when adjustable gross income is over $34,000 single, or $44,000 for married couples filing jointly. The earnings under this test include all earned income, including income from tax-free bonds, dividends, and retirement plan payouts.

What will affect more retirees in the years to come is that the income levels that trigger taxes on Social Security benefits are not indexed for inflation. If retirees withdraw more money from their retirement plans or pensions to keep up with inflation, they could get hammered by the double taxes on their benefits.

Many workers who have paid taxes on earnings they contributed into Social Security each month during their working lives wonder why they have to pay income taxes once again on the benefits they receive. That’s why so many have opened Roth IRAs, on which you pay taxes on the contributions you make into the plan, but not on withdrawals.

The Effects of Inflation

The mythological Greek character Sisyphus was condemned to Hades with the fate of repeatedly rolling a huge stone up a hill, only to have it roll down again each time. People who earn savings account interest for retirement or college expenses will also struggle mightily, like Sisyphus, to keep an enormous stone from rolling back over them and flattening the spending power of their money.

It might not matter to you that the price tag for a Rolls-Royce Cornice IV convertible jumped 6 percent in one year to about $285,000, or that the cost of imported chocolate truffles have increased about 10 percent a year, but it will matter to you what you pay for college costs, groceries, car insurance, and medical care in the years to come. I can remember the Great Depression, when inflation worked in reverse and prices fell. From that experience of being poor, I still pick up pennies from the street. I don’t need the money, and today inflation has made the penny almost obsolete, but a lifetime of saving has instilled in me the belief that a penny found is a penny saved.

Remember your first monthly salary? Today, it might cover your monthly grocery bill. Callers to my radio show tell me that by the time their kids go to college, the cost of their education will be beyond their reach. Over the last decade, for example, the cost of a college education has risen twice as fast as the rate of family income, but our savings rate has not kept up with inflation.

It hasn’t been much fun watching prices rise at your grocery store or gas station. The hard fact is that this rise in the price of goods and services can steadily eat away at your purchasing power and income. That’s because:

Money is worth only what it will


buy when you spend it.

Why Some Investors Never Beat Inflation

Suppose you had saved $20,000 in 1980 toward your future retirement nest egg. Over the next two decades, your 5 percent savings account could have grown to $53,000. Now let’s suppose you are in a 28 percent tax bracket and your taxes totaled $14,800 over this period. Your net after tax investment could now total about $38,000. Over this twenty-year period, your initial $20,000 investment would have had to grow to about $36,000 just to keep pace with rising inflation. Your money is barely keeping up! By these standards, the savvy investor is the one who took a risk on the stock market and not someone who locked up absolute safety in a savings account.

Once you retire and the paycheck stops, however, you’ll face another challenge: supporting yourself for many more years than you may have planned for. A 62-year-old retiree today is expected to live another twenty-two years. The earlier you plan to retire, the longer your money may have to last. Since you’ll have less time to let compounding work to meet your goal, figure on boosting your annual savings and investments by about 5 percent for each year before age 65 that you plan to retire.

Now that you know how to overcome that paralyzing fear in the pit of your stomach brought on by the idea that you can’t build up a sizable nest egg to overcome future inflation, the rest is easy. In fact, the good news is that you don’t have to become a phenomenal stock picker or find a few lucky investments. All you have to do is follow the time-honored rule of saving money first, allowing compounding to work for you, and investing in good long-term stocks and mutual funds.

I said at the beginning of this chapter that using the magic of compounding to gain wealth was simple, but boring. At the risk of driving you crazy with a repeat of the same basic game plan, suppose that you had invested $10,000 in a mutual fund that had an annual overall total return of about 12 percent a year. Fifteen years later, the awesome power of compounding could have turned the original $10,000 investment into about $55,000.

What should be flashing through your mind is this: The gain of $45,000 works out, on average over the fifteen-year period, to be an annual buildup of about $3,000 on your original $10,000 investment. That, my friend, is a hefty 30 percent average annual gain each year. And all you did was sit on your hands. This potential gain should snap into sharp focus the next time you think about investing some money.

Now I want you to follow my formula for sound money management.

Establish a budge

For many people, the word budget means skimping, passing up the good times, and depriving themselves of the fun in life. But with a sound budget you can get more—not less—out of the money you earn. A budget that lets you save first should also provide a cash reserve when an emergency strikes. Therefore, your first step should be to establish an emergency fund equal to at least four months’ income. For this safety net, don’t keep four months’ living expenses in a checking account. Instead, keep the money in a money-market mutual fund or a higher-yielding short-term bond mutual fund. After that, the money you save might go into separate funds to pay off your personal debts or make the down payment on a car, or you might put the entire sum into a down payment on a home.

Without a workable budget, free-spenders will bag groceries after they retire.

You should also consider opening a home-equity credit line in advance of need, while you have a good job, and then keep it for emergency use. After a financial setback, the bankers will probably slam the door in your face. A second option is to draw on your individual investments in mutual funds. If you have a profit in securities, you’ll be hit with taxes, but if you’ve lost your job, your income could be less, and it might be a good time to realize the gain. As a last resort, make withdrawals from your tax-qualified retirement plans.

Here are some points to consider as you put together a budget:

 

• Put your budget in writing. Keep it in a visible place where you can continually check up on your progress. A budget put away in a drawer is a dead budget.

• Amend your budget as necessary. No matter how dedicated you are to staying within your budget, your life and personal finances will change and you’ll have to make adjustments.

• Stay within your budget each month. Devise a budget that is workable for your current situation and then develop the discipline to stick with it. My recommendation is to save 10 percent of your monthly income for retirement plan contributions and personal investing, but you can work up to that level as you develop your saving habits.

Here’s a guideline you can use for family finances: Most mortgage lenders have a maximum limit of 28 percent of gross income for mortgage payments, taxes, and insurance, and no more than 36 percent of monthly pretax income for all personal debt.

 

Pay off your personal debt

Does your credit card pop out of your wallet as if it were hooked up to radar when you approach a shopping center? I know people whose monthly statement looks as if they’ve been on a spending spree through Monte Carlo. Many of them find it impossible to pay off their credit card balance each month. These are clear signals that these people are on a treadmill to financial disaster. Once they bite the bullet and pay off their personal debt, they tell me they are surprised how easy it is to find the money to invest. In short, I want you to become a savvy manager of credit with a zero balance each month! Why?

Let’s say you have $100 in credit card debt and $100 invested in an insured certificate of deposit paying 5 percent a year. The cost of $100 of credit card debt, at the national average card interest rate of 18 percent, is $18 a year, but you’ll need to earn, in a 30 percent tax bracket, about $26 to pay the non-deductible credit card interest expense.

The income from $100 in an insured CD earning 5 percent will return $5.00 at the end of the year. The after-tax return is about $3.50. If you withdraw the $100 from the savings account and pay off the credit card debt, you would be ahead about $22.50 at the end of the year. Or to put it another way, if you are racing along the freeway of prosperity earning $3.50 while you’re paying out $26, you are headed for a big-time financial crash!

Don’t spend before you save—you can’t retire on someone else’s savings!

Pay yourself first

Once you’ve established a workable budget and eliminated your high-interest debt, you can begin to pay yourself first. Remember, your goal is 10 percent of your earnings. That doesn’t mean you have to do that from day one. It will probably be easier for you to phase in your self-payments, beginning with 5 percent and then increasing the amounts until you reach your goal of 10 percent. Don’t even think about the money that has already come off the top. If you are going to succeed in controlling your expenses and finding real wealth, you need to treat goal-setting as a serious and important business. Moreover, you must set your goal high enough to do the job and then have the desire to turn your dreams into reality.

If you are afraid to fail,


you will succeed at failure.

Buy adequate insurance

Your next priority in building financial security is to protect yourself and your family with adequate life and long-term disability insurance. Even though life insurance protection is very inexpensive, most of the people I talk with at my investment seminars want to invest for the future before they protect their future.

Safeguard your money

Unlike our fathers, who were likely to stay with a company for thirty years and retire with a gold watch and a pension, this generation of workers will change jobs as many as eight or ten times, will change careers as many as three times in their lives, and will retire without a traditional company pension, according to the U.S. Department of Labor. If you don’t roll over your company retirement plan assets into an IRA each time you change your job, you won’t have a retirement nest egg at all.

Take advantage of your employer’s retirement plan

If you don’t take maximum advantage of these plans, it’s like giving a big chunk of your money to the IRS. If you are self-employed, consider Keogh plans and SEP-IRAs. Regardless of which tax-deferred plan you select, start contributing now. It will require a small sacrifice each month in the form of payroll deductions, but with the magic of compounding and forced saving, you can end up with a sizable sum for your retirement years.

Be willing to accept some risk

One of the biggest problems most people face when they invest for their retirement is the fear of losing their hard-earned capital. As a result, billions of dollars are slumbering in low-yielding insured savings accounts, CDs, and Treasury bills. After paying taxes on their income from these “safe” savings, many investors actually lose purchasing power over the years.

There are two kinds of risk:

 

• Risk or Volatility

A thousand dollars invested in a federally insured CD has no investment risk. It is certain to return the original $1,000 at maturity. There is also no volatility, since the investment is always worth $1,000.

 

• Risk and Volatility

Investing in bonds and the stock market, on the other hand, carries the risk of the loss of principal, especially if you withdraw your money within a one- or two-year period. But there is also volatility, since the market value of the investment can change from day to day.

 

When you put your money in a savings account, you pay for the lack of risk and volatility by giving up any opportunity for appreciation of your investment.

The loss of appreciation is the major factor


in sharply reducing the size of your


ultimate retirement nest egg.

If you seek to preserve your capital by choosing investments with the lowest volatility, you’ll find, as you read the papers each day, that the market value of your investment has changed very little. You are free from the market’s sharp downturns and you relax in the belief that your capital is safe. For long-term investors, however:

Change is the key to building wealth.

With an investment in stocks, the market value may soar or plunge from day to day or week to week, but it’s this volatility over the years that build nest eggs.

My advice to you: Don’t obsess over the small stuff, when a wonderful lifestyle could be within your reach. Or, to put it another way, you can’t make it to retirement on the beach with an average 5 percent yearly return, but you’ll be able to dance the night away with an average annual return of 15 percent.

Your job—what may appear to many investors as a mission impossible—is to be courageous and realize that when an ugly bear market occurs, as it did in 1973–1974, in the big crash in 1987, in the mini-downturn during the Gulf War in 1991, and in the melt-down of the Dow Industrials and the Nasdaq market in 2000/2001, you should sit on the beach and simply watch the surf.

Keep your hands off your investments

Tom Henry, a broker with Salomon Smith Barney in San Francisco, told our radio listeners that “People are their own worst enemy. They look at a short-term market fluctuation like a major correction and they think that proves, shall we say, that the world can come to an end. That’s like saying a rainy day just proves that agriculture can’t work. You have to take a longer view.

“If you take the infinite viewpoint, which I recommend, just buying and never planning on selling, you should do very well. Hopefully I’m reaching the people who haven’t yet made the move into the stock market. A market downturn will come for them, and from my experience, that’s the time to keep your investments in place like you were wearing lead shoes.”

After thirty years of watching investors rush from fund to fund, from hot stock to hot stock, from oil to gold to biotech, to the latest bond or stock fund invested in a country somewhere south of the equator, I have observed that most investors lose money while their financial advisers pay off big mortgages and buy BMWs.

The problem is that most people feel they have to be doing something or accepting someone’s advice to make money with their investments. Again, let me ask you to keep another old Wall Street saying in mind when you’re tempted to more your money from one investment to another at a moment of crisis:

The investment that requires the least intervention over time will produce the best results.

Today we live in a world in which millionaires are a dime a dozen. Never in our history have so many people made so much money so quickly. However, for most of us to become millionaires we have to earn the money the hard way. We also have to accept the fact that saving for retirement is up to each of us. We can’t depend on Social Security, a company pension, some rich uncle, or slots in a casino. Our retirement nest egg relies upon our ability to save and invest our own money over our lifetimes.

This isn’t a new thought. Remember Aesop’s fable about the ants and the grasshopper? As the story goes, the industrious ants worked night and day, storing food away for the coming winter. And all the while, the foolish grasshopper strummed away and called the ants a bunch of silly fools. When winter arrived, the shivering grasshopper came begging for some bread and the ant said, “Sorry, but you should have stored away some food. There’s none to spare.”

My own philosophy is that you don’t have to live like the plodding ant in order to build your financial future, provide your children with an education, and assure your own comfortable retirement. You can dance and make music like the grasshopper so long as you manage your money wisely and let your money make money for you.

What I want you to do is change your lifestyle to incorporate these basic steps to financial security:


	Establish a budget.

	Pay off your personal charge-account debt.

	Pay yourself first.

	Buy adequate life and disability insurance.

	Safeguard the money you’ve already saved.

	Take full advantage of retirement plan opportunities.

	Be willing to accept some risk.

	Leave your investments alone and let time work for you.



The good news is that in spite of what you see on television or read in the papers, the basic rules for financial success have not changed. But they will work only if you take action, accomplish these basic steps and, most important of all, make up your mind that you want to become rich. I hope you find your dream of financial independence. I know you have the opportunity to do so.





OEBPS/page-template.xpgt
 

   
    
		 
    
  
     
		 
		 
    

     
		 
    

     
		 
		 
    

     
		 
    

     
		 
		 
    

     
         
             
             
             
             
             
             
        
    

  

   
     
  





OEBPS/Images/logo.jpg





OEBPS/Images/logo2.jpg





OEBPS/Images/Table2.jpg
End of

Viar 5% 8% 10% 15%
§ $1,276 $1,469 $1,610 $2,011
10 1,628 2,159 2,594 4,046
15 2,079 3,172 4,177 8,137
20 2,653 4,661 6,727 16,367
25 3,385 6,848 10,835 32919
30 4322 10,063 17,449 66,218






OEBPS/Images/Table1.jpg
Suggestion Estimated savings

Takeout instead of din-
ing out once a month

One less trip to the car
wash

$45 monthly

$12 monthly

Video rental instead of a
movie

Take your lunch to
work $24 monthly
once a week

$11 monthly

Put a dollar a da
piggy bank

in the

$30 monthly

$540 yearly
S144 yearly

S132 yearly

288 yearly

$365 yearly






OEBPS/Images/Table4.jpg
One-time Invest-

Monthly

Investment Value at

ment 65
20 $6,098 $59 $1,000,000
25 10,748 104 1,000,000
35 33,378 328 1,000,000
40 58,823 594 1,000,000
50 182,696 2,121 1,000,000






OEBPS/Images/Table3.jpg
Endof Total

Total Return

Year  Invested

5% 8% 10% 15%
5 $5,000 5802  S6336  S$6,716  S7.754
10 10,000 13207 15645 17,531 23349
15 15,000 22,657 29,324 34950 54,717
20 20,000 34,719 49,423 63,002 117,810
25 25,000 50,113 78,854 108,182 244,712
30 30,000 69,761 122,346 180,943 499,957






OEBPS/Images/22.jpg
NOTICE
Deductions from Pay Start Jan.1

Beginning January 1, 1937, your employer
villbe compeled by law o deduct a cetsin
amount from your wages every payday. This
i in complisnce with the tems o the Socil
Security Act, sponsored and signed by
President Roosevelt, August 14, 1935.

The deduction begins with 1%, and increases
until it reaches 3%.

There s no quarantee thet the fund thus col-
lected il ever be retumed to you. Wht
happens t the money i up o cach congress.
No benefits of any kind before 1942.
ThisisNOT s voluntary plan. Your employer
MUST make this deduction. Regulations
are published by the Socisl Security
Board, Weshington, D. C.






OEBPS/Images/Table5.jpg
To Pay off

To Pay off the

Loan To Pay off the
A ¢ the Loan in Loan in 20 Loan in 15
Amoun 25 Years Years Years

§75,000 $31.11 extra $82.50 extra  $175.15 extra
100,000 41.47 extra 109.99 extra 23352 extra
160,000 66.36 extra 175.99 extra  373.64 extra
200,000 82.95 extra 219.99 extra  467.05 extra

SOURCE: Marc Eisenson, The Banker’s Secret. New York,

rd Books, 1990.





OEBPS/Images/MSRCover.jpg
I'T°S NEVER TOO
LATE TO GET

RICH

The Nine Secrets to
Building a Nest Egg
at Any Age
FULLY REVISED AND UPDATED

Jim Jorgensen and
Rich Jorgensen

A Fireside Book
Published by Simon & Schuster
New York London Toronto Sydney Singapore





