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Foreword by Charles R. Schwab

I founded Schwab when I was in my late thirties. At that point in my life I was ambitious, optimistic, and determined to make my mark on the business world. I wasn’t thinking about leaving a legacy or even securing my future. But as a young entrepreneur I did recognize a bad situation—and an opportunity to right a wrong.

That wrong was Wall Street. Before the Securities and Exchange Commission deregulated commissions in 1975, a stock trade could cost hundreds or even thousands of dollars. Brokers were simply salesmen; they could have been peddling vacuum cleaners or aluminum siding. They just wanted to make their hefty commissions. Individual investors didn’t stand a chance against the sales pitches, fees, and conflicted advice.

Thankfully, the investing world has changed dramatically. A long series of reforms and technological advances has helped give individual investors more control. You can research investments from your home computer and buy and sell stocks, bonds, and funds with the click of a mouse, paying few or no fees. You can participate in the growth of the American economy along with the big guys.

But there’s a hitch. Along with this power has come responsibility—largely mandated by government policy that has incentivized employers to move away from fixed pensions and toward IRAs and 401(k)s. In addition, although I believe that Social Security will be around for a very long time, it isn’t—and was never intended to be—a ticket to a comfortable life. Plus, thanks to advances in medicine and more knowledge about healthy lifestyles, we’re living decades longer than previous generations. Taken together, this adds up to a sizable challenge for every adult. Put bluntly, it means you need more money. We’re living in a world of taking care of yourself.

Forty-plus years after founding Schwab, with the perspective that can only come from decades of experience, I have a new wish: In the face of our new realities, I would like every American to feel confident and knowledgeable as they take control of their own financial future. I would like every adult to face this challenge head-on, knowing that they will succeed.

I feel privileged to work on behalf of millions of Americans who are doing just this. In our early years, Schwab clients were strictly independents, or “do-it-yourselfers.” Today, some like to be independent while others prefer working closely with an advisor. Regardless, we are gratified that the majority not only are involved with their financial lives, but also feel a sense of optimism as they look to the future.

As you look ahead, I hope you share this sense of optimism. Yes, the financial world is complicated. And yes, we face ongoing challenges as technology, government policy, and the regulatory environment continue to evolve. But I remain confident that you can succeed. You can read books like this one, ask tough questions, and demand straight answers. You can secure your financial future.
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Introduction

When I first started to work on this book, I and everyone else at Schwab referred to it as the “retirement” book. That was our shorthand for talking about life in the later part of our lives. But the label never felt right. As I think about my colleagues, my friends, my family, and our clients, some “retire” in the traditional sense of the word. But the majority of us continue to work in some capacity, whether or not we get a paycheck. We’re active, involved, and full of things we want to do for ourselves and for others.

I don’t know about you, but when I turned 50 I had a bit of a heart-to-heart with myself. “Okay, Carrie, you’re 50, you’re really an adult, and you’ve learned a lot. Now, with less than half of your life to go, what do you want to accomplish? What impact can you have?”

That’s the real reason I’m writing this book. I want everyone to be able to accomplish whatever it is that makes them feel whole, or complete. I want every person to be able to reach into their own bank of talents and use them to the best of their ability.

Of course this often takes money—and hopefully that’s where this book can help. I’ve never been a fan of money for money’s sake. It’s what financial security allows you to do that’s valuable. Nobody ever told us that getting older would be easy. But they also didn’t tell us that getting older, despite the aches and pains and tough times, would be cool. That we would feel smart, and capable, and ready to use our brains and our hearts to do good things.

I grew up in the company that my father founded, and I share his passion for helping all Americans become financially secure. In addition to spending decades working with clients, I’ve overseen national financial education programs and served on the President’s Advisory Council on Financial Capability. For the last ten years, I’ve also been answering readers’ personal finance questions in my weekly syndicated column, “Ask Carrie.” This book is the result of that experience, combined with the best thinking and advice from my colleagues in the Schwab Center for Financial Research. Together, we’re attempting to answer the most common questions about money and life after 50.

Yes, we fifty-plusers are an enormous and diverse group, and “retirement” means something different to each one of us. But we face common issues around planning, saving, investing, insurance, Social Security, paying for health care, estate planning, and caring for our loved ones. This book is my attempt to address them all.

Before you get started, I’d like to point out My Top Ten Recommendations for Every Age. These few pages are Personal Finance 101—required steps for every financially independent adult.

One parting thought: In my opinion, the financial world has become unnecessarily and disturbingly complex, particularly when it comes to preparing for and living in retirement. There are too many types of accounts, and too many products, policies, and regulations. Too many decisions, period. To try to simplify, I have organized this book into easy-to-find, bite-sized pieces. Some of you may want to read every word. But if not, you can dip in and out to get the answer to your current question. I have done my best to avoid financial jargon, providing straightforward, honest explanations and guidance in plain English. Hopefully this will help you make the best decisions for this important time in your life.
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My Top Ten Recommendations for Every Age

Your financial life begins long before age 50, whether it’s with your first savings account or your first job. So before we get into the questions that particularly concern finances after 50, I’d like to share some financial steps that I believe are essential at every age—whether you’re 25, 50, or 75. Think of them as exercises you can do to make sure you’re in the best financial shape for whatever the next phase of your life brings. I suggest you review them one by one, and keep them handy for future reference. And please share them with anyone—at any age—who wants to be financially fit.

1. Figure Out Your Net Worth

This simply means writing down and adding up what you own (your assets) and then subtracting what you owe (your liabilities). Are you in the plus or the minus? Knowing your net worth will help you decide next steps for saving, debt reduction, and budgeting. It also gives you a way to measure future progress. If your net worth is in the plus, great. If it’s in the minus, read on. Many of the questions in this book will help you take positive action.

SET UP A PERSONAL NET WORTH STATEMENT IN THREE EASY STEPS


Setting up a net worth statement is as easy as creating a simple checklist and doing some basic math.


1. List your assets (what you own), estimate the value of each, and add up the total. Include items such as:


◦ Money in your bank accounts

◦ Value of your investment accounts

◦ Value of your car

◦ Value of your home

◦ Business interests

◦ Personal property, such as jewelry, art, furniture

◦ Cash value of any insurance policies



2. List your liabilities (what you owe), and add up the outstanding balances. Include items such as:


◦ Mortgage

◦ Car loan

◦ Credit card balance

◦ Student loans



3. Subtract your liabilities from your assets to determine your personal net worth.





2. Track Your Spending and Make a Budget

Now that you have the big picture, let’s get into the details. Are you on top of monthly expenses? Write down your essential expenses such as your mortgage, food, transportation, utilities, and loan payments. (Include savings in this list!) Then write down nonessentials—restaurants, entertainment, even clothes. Be sure to factor in big-ticket items that come periodically, such as insurance premiums and real estate taxes. Does your income easily cover all this? If it doesn’t, it’s time to prioritize.


[image: ][image: ] SMART MOVE: Track your spending for thirty days. Does reality match your projections? If you need to cut back, Question 2 has some practical suggestions.



3. Reduce Your Debt

Should you get out of all debt? Not necessarily. Some debt, like a mortgage, can actually work in your favor. But how much debt is too much? An industry rule of thumb is that no more than 28 percent of your pretax income should go toward home debt; no more than 36 percent should go toward all debt (home, car, credit cards, etc.). If possible, it’s wise to stay well below those limits. For more on debt reduction, see Question 13.


[image: ][image: ] SMART MOVE: To efficiently pay down credit card debt, focus on the highest interest rate balances first.



GOOD DEBT VS. BAD DEBT


Not all debt is equal. Some types of debt can be used as a financial tool to provide opportunities; other types can derail your carefully laid plans. The key is to know the difference.


•  Debt that can work for you—To work for you, debt should ideally be low-cost and have potential tax advantages. For instance, with mortgages and home equity lines of credit, you’re borrowing to own a potentially appreciating asset, and it may be tax-deductible. You can deduct the interest on mortgage debt of up to $1.1 million on your primary and/or secondary residence, whether the loan is to purchase the home or make major improvements. (Up to $100,000 of this can be home equity debt such as a home equity line of credit, which can be used for any purpose; be sure to check with your tax advisor.) Likewise student loans have comparatively low rates, and interest can be tax-deductible, depending on your income. The benefit is enhanced career opportunities and increased earning potential.

•  Debt that can work against you—Generally speaking, debt that’s high-cost and isn’t tax-deductible is bad for you. Think credit cards and auto loans. This type of debt usually carries the highest interest rates. It’s the most costly over time. And it means you’re borrowing to own something that depreciates, so you’re immediately losing value—like when you drive a new car off the lot!





4. Create an Emergency Fund

What if the unexpected happens—you lose your job or have a medical emergency? Will you have the cash you need? Best to build an emergency fund that covers at least three months of essential living expenses so you don’t derail your financial plans. Keep these funds in a checking or savings account, or a money market fund where they’re easily accessible. If you have enough equity in your home and have good credit, you might also consider opening a home equity line of credit (HELOC). You don’t pay any interest until you use it, and if you do, interest payments may be tax-deductible. It’s a smart way to cover yourself “just in case.”

5. Determine If Your Retirement Savings Are on Track

The earlier you start, the less you’ll have to save each year. If you’re 50 and haven’t started to save for retirement, you’re going to have to sock away a large percentage of your income every year for many years. But if you’re 30 or 40, you can save a smaller percentage. Even if you’ve been saving regularly, you might be surprised by just how much you’ll need—especially when you factor in health-care costs. To see if you’re on track, see Question 1. If you’re confused about which retirement account is best for you, see Question 4.

AT A GLANCE: HOW MUCH SHOULD YOU BE SAVING?



	Age you start saving
	% salary you need to save



	20s
	10–15%



	30s
	15–25%



	40s
	25–40%



	50s
	40% or more




The benefit of these guidelines is that once you start to save, the percentage won’t change as you get older. The person who starts to put away 12 percent for retirement when she’s 25 will never have to save more than 12 percent of her income. And unfortunately, if you wait too long to start saving, you’re just setting yourself up for failure. You may not be in a position to save enough, so you’ll have to adjust your expectations. Starting early is a huge advantage.

SAVING FUNDAMENTALS: WHAT SHOULD YOU SAVE FOR FIRST?


One of the hardest things about saving is figuring out where your money should go first. The Schwab Center for Financial Research has developed these eight Savings Fundamentals to help you prioritize and make the most of your savings dollars.


1. Contribute enough to your company retirement plan to take full advantage of your employer match

2. Pay down high-interest consumer debt

3. Build an emergency fund

4. Maximize retirement savings

5. Save for a child’s education

6. Save for a home

7. Pay down other debt

8. Keep investing



To make it easier on yourself, follow the first four fundamentals in order. Complete the final four according to your personal priorities and situation. But above all, save, save, save!



6. Automate Your Finances

Do you have your monthly bills on auto-pay? How about your savings? Don’t stop with the automatic contributions to your 401(k). Set up automatic monthly payments to your IRA and savings or brokerage accounts as well. You can even take it a step further by directing your savings automatically into a mutual fund or exchange-traded fund.

7. Check In with Your Portfolio

When was the last time you took a close look at your portfolio? Market ups and downs can have a real effect on the percentage of stocks and bonds you own—even when you don’t do a thing. Without overdoing it, it’s smart to pay attention. If your investments don’t reflect your current goals and feelings about risk, it’s time to rejigger (in investment language, this is known as changing your asset allocation, or rebalancing). For ideas on how to invest, see Question 5.


[image: ][image: ] TALK TO AN EXPERT: Think of a financial advisor like a personal trainer. If you know you’ll need someone to help you get your finances in shape, an organization such as the National Association of Personal Financial Advisors (napfa.org) can help you find a reputable advisor in your area. Also, see Question 6, for tips on choosing a financial advisor.



8. Review Your Insurance

We all need health insurance, and many of us also need car insurance as well as either homeowner’s or renter’s insurance. For some of us, a supplemental umbrella policy, disability insurance, life insurance, and professional liability coverage provide necessary and important coverage. Long-term care insurance? Possibly. After that, tread very carefully. Mortgage insurance, life insurance for a child, pet insurance, travel insurance, wedding insurance, and a host of other specialized policies are often a waste of money. See Questions 7, 16, 17, and 27 for more.

DECIDE IF YOU NEED LONG-TERM CARE INSURANCE (LTCI)


Whether you’ll need long-term care—and therefore LTCI—depends a lot on your own health and family history. But according to the U.S. Department of Health and Human Services, 70 percent of people turning 65 can expect to use some form of long-term care during their lives. About 20 percent will need it for longer than five years. What if you’re one of the 20 percent? What would you do? If you have family to care for you, that might minimize your need for LTCI. If you have considerable assets, you might be able to pay for care out of pocket. Someone with a low net worth might qualify for long-term care provided under Medicaid. However, if none of the above fits you, see Question 7 for more help.




[image: ][image: ] SMART MOVE: Don’t wait too long to explore long-term care insurance. It’s generally most cost-effective to purchase a policy between the ages of 50 and 65, provided that you’re in good health.



9. Create or Update Your Estate Plan

If you don’t have a will, make this a priority, especially if you have children who would need a guardian. Also check that the beneficiaries on your retirement accounts and insurance policies are up-to-date. Make sure you have an advance health-care directive and assign powers of attorney for both finances and health care. Consider a revocable living trust as a way of avoiding probate. To get started, see Question 38. Note: Estate planning is not a do-it-yourself activity. Even if your situation is pretty straightforward, it’s best to consult with an estate planning attorney.

10. Organize Your Records

A simple financial organization system will help you keep everything else on track. First, take a look at your record keeping. Do you know where all of your important documents and statements are? Could you streamline by keeping some records electronically? Next, make a list of all your accounts and where they’re located. Consider consolidating to make things simpler. Also make a list of your advisors, with names and contact information. Finally, put important dates on your calendar, that is, estimated taxes, property taxes, and any required minimum distributions from retirement accounts. For more, see Question 11.


[image: ][image: ] SMART MOVE: Keep My Top Ten Financial Recommendations as a handy checklist and refer to them periodically to stay on track and measure your progress.



Important Disclosure

Rebalancing and asset allocation cannot ensure a profit, do not protect against losses, and do not guarantee that an investor’s goal will be met.






  PART I  

When Retirement Is at Least Ten Years Out

As we start to contemplate retirement, partial retirement, intermittent retirement, or whatever arrangement we choose, perhaps the biggest challenge is being able to picture our future selves. It’s hard to look into the future and imagine how we will feel and how we will want to live our lives. And some of the answers are unknowable. How long will we live? Will we be healthy? Will we want or be able to work? Will we want to live in the same house and will we have the same interests?

Answering these types of questions with complete accuracy isn’t possible. And some people may think that it’s a waste of time. But the more we think about these issues, the more likely we are to prepare financially. And that gives us more choices down the road.

As you go through this process, it’s essential to keep the lines of communication open—with your spouse or partner and other family members, with your closest friends, and perhaps with financial and other professional advisors. Talking about things makes it real. It is also the best way I know of to evaluate your choices from different angles and make smart decisions.

This section identifies the core financial issues that you should consider as you plan for retirement that is approximately a decade out: How much should I be saving? Which retirement accounts make the most sense? How should I invest? What should I expect from a financial advisor? By understanding your choices and doing some calculations now, you are laying the foundation for a rewarding and secure future.







  Q1.  

I’m saving for retirement—but how much is enough?

When you hear various projections about how much money it takes to retire comfortably—$1 million, $2 million, maybe more—it can take your breath away. And it can be downright discouraging. But before you throw your hands up in despair, realize that, like so much in financial planning, how much is enough for you depends on a lot of personal factors. For instance, will you live a quiet life in a small town or do you plan to travel the world? Will you really call it quits and retire completely or will you keep your hand in with a little part-time work?


[image: ][image: ] FACT: According to the Employee Benefit Research Institute, in 2015 the percentage of workers confident of having enough money for a comfortable retirement was at a record low. While more than half expressed some level of confidence, 24 percent were not at all confident, and 17 percent were not too confident. And only 48 percent reported they and/or their spouse had tried to calculate how much money they will need to have saved by the time they retire so that they can live comfortably in retirement.



While you may not have precise answers now, with a little imagination and a bit of forward thinking you can get a good sense of how much you’ll need. You’ll want to determine three things:


•  What you expect to spend each year

•  How much money you’ll need in your portfolio to support that spending

•  How much more you have to save to get there



Start by Projecting What You’re Likely to Spend

Will you spend less in retirement? The same? Opinions differ. Many people believe that their expenses will decline dramatically once they’re retired, and in previous generations that may have been true. But today, people are living longer, they’re healthy, and they want to continue to lead busy, active lives. That takes money.

When we look at national statistics, retired households spend about 80 percent of what working households spend. Most of that goes to home-related and health costs. Statistics also show that spending tends to decline with age, especially as we get into our eighties or nineties. That makes sense and, in general, would seem to imply that you’ll need less money in retirement than you live on today. Of course, this may also be because you simply don’t have the money to spend more.

Regardless, when you contemplate your own retirement, it’s best to get specific. Do a sample budget. List projected nondiscretionary expenses—the must-haves—such as housing, everyday living, health care, insurance, and taxes. Then add in projected discretionary expenses—the nice-to-haves—such as travel and nights on the town. How does it add up compared to your current expenses?

On the positive side, you’ll no longer be contributing to your retirement account or paying payroll taxes. You won’t have the same professional expenses. If your income declines, so will your income taxes. On the other hand, health-care costs will likely increase. So may travel and entertainment, especially in the early years.

Granted, I’m pretty conservative, but to be on the safe side, I think it’s wise to assume you’ll want to spend just about the same amount of money in retirement as you’re spending now. But you’re the best judge. If you’re planning to stay in the same home, your housing expenses won’t change. If you’re planning to scale back, you may have substantial savings. If you’re unsure about a particular item, for now I’d err on the high side.

LIVING EXPENSES IN RETIREMENT



	What May Go Up
	What May Go Down



	Health care
	Work-related expenses



	Entertainment and activities
	Payroll taxes



	Travel
	Savings



	Property taxes
	Mortgage




Then Calculate How Much You Will Need in Savings by the Time You Retire

Once you have an idea of how much you expect to spend, it’s time to figure out what this will mean in terms of savings. First add up all the income you can rely on from all sources except your portfolio: Social Security, a pension, a trust, or real estate. Your savings will have to make up the difference between the total of this income and the amount you want to spend.


Example: You and your spouse currently spend $110,000 per year and want to retire in ten years with the same standard of living. You anticipate receiving a $20,000 annual pension from past employment. You also expect to get $30,000 a year from Social Security and $20,000 in rental income. The total so far is $70,000. To get to the $110,000 you want, you’ll have to withdraw about $40,000 each year from your portfolio.

[image: ][image: ] SMART MOVE: 
Get an estimate of your Social Security benefits at socialsecurity.gov.



In this example, to come up with $40,000 a year, you’d need a portfolio of about $1 million. Why so much? That figure is based on the “4 percent guideline,” a handy estimate that says you can withdraw 4 percent of your portfolio’s value in your first year of retirement, increase that amount every year for inflation, and have a 90 percent level of confidence that you won’t run out of money for thirty years. It also assumes that you’ll have anywhere from 20 to 60 percent of your money invested in a mix of stocks. See Question 5 for more information on how to invest.

Another way to look at it is that your portfolio should be roughly 25 times larger than your first year’s withdrawal: $40,000 × 25 equals $1 million. If that sounds like a lot, it is. For many people, it’s unattainable. Of course, depending on your own scenario, you may need less. But whatever your own number, now’s the time to take action. If you, like so many others, are in the position of having to catch up on savings, see the suggestions in Question 2. If you know you’ll need to cut back on expenses, take a look at Question 24.

HOW BIG DOES YOUR PORTFOLIO NEED TO BE? HERE’S A SAMPLE SCENARIO FOR A COUPLE.




	Total first-year spending goal (including taxes)
	$110,000



	Minus Social Security
	($30,000)



	Minus annual pension
	($20,000)



	Minus rental income
	($20,000)



	First-year withdrawal
	$40,000



	
	× 25            



	Retirement portfolio target
	$1,000,000







[image: ][image: ] SMART MOVE: To feel confident that your money will last throughout your retirement, aim for a portfolio roughly 25 times larger than your first year’s withdrawal.



Finally, Figure Out How Much You Need to Save Each Year Before You Retire

Start with your savings now. Take a look at all of your accounts, and add them up. Then use a compound interest calculator to get a preliminary sense of how much more you need to save to get to your goal.


Example: Continuing our example from above, let’s assume that you’ve saved $500,000 and want to retire in ten years with a $1 million portfolio. Using a compound interest calculator, you’ll see that to meet your goal you’ll need to save an additional $15,000 every year and make an average return of 5 percent.



Of course this is just one scenario. If you have fewer than ten years until retirement, you’ll have to save more. If you expect to earn a higher average annual rate of return, you can save less.


[image: ][image: ] TALK TO AN EXPERT: At some point I highly recommend that you do a more precise calculation. For example, this estimate doesn’t take into account the impact of inflation. A million dollars today won’t have as much value as a million dollars next year, and certainly not in ten years. A retirement calculator like the one on schwab.com will let you play with the numbers and test out different scenarios. That’s a great way to start planning on your own. I also highly recommend that you work with a financial advisor to get a more accurate picture. He or she can talk to you about your expectations and priorities, crunch numbers for different scenarios, and help you craft a personalized plan. I talk more about working with a financial advisor in Question 6.

[image: ][image: ] FACT: According to a study by the Employee Benefit Research Institute in 2015, workers often guess at how much they will need to accumulate (39 percent), rather than doing a systematic, retirement needs calculation. Twenty-six percent indicated they did their own estimate and another 22 percent asked a financial advisor, while 10 percent used an online calculator and another 10 percent read or heard how much was needed.



MAKING THE 4 PERCENT GUIDELINE WORK FOR YOU


The 4 percent guideline is a great rule of thumb to get a feel for your savings goal. If you do just this one calculation, you’re way ahead of most Americans when it comes to retirement planning. However, when you apply this guideline to your own situation, it’s good to look deeper and remain flexible. Here are some things to consider:


•  How dependent are you on that 4 percent for fixed expenses like housing, food, and medical care? If you can cover most of these nondiscretionary expenses by other income streams such as a pension or Social Security, it’s prudent to withdraw less from your portfolio (or at least not adjust for inflation), especially when the stock market has a down year. Conversely, if the stock market is doing well, you can think about taking a little more.

•  Do you have the potential or desire to earn some money from part-time work during your retirement? If so, consider taking less from your portfolio, giving yourself that much more protection for the future.

•  Could your retirement last longer than thirty years? If you’re healthy and longevity runs in your family, think about withdrawing less. Conversely, if you’re fairly certain that you won’t need your income for thirty years, you can think about increasing the amount.

•  What’s your risk tolerance? The 4 percent guideline is designed to provide you with a 90 percent certainty that you won’t outlive your money. If you’re comfortable with a lower confidence level, say 80 percent, you can withdraw more—say 5 percent. But if you want to increase your confidence, you should withdraw less than 4 percent.

•  How active do you want to be? Many retirees find that their lifestyle is much more costly in the early part of their retirement while they’re traveling and pursuing other interests. If you’re confident that you’ll spend less as you age, you can budget accordingly.





Next Steps


•  Review your Social Security benefits at socialsecurity.gov. See Questions 30–34.

•  If you haven’t been saving enough and need to do some catching up, see Question 2.







  Q2.  

I’m 50 and haven’t started to save for retirement. What can I do?

For many of us, it isn’t until about age 45 or 50 that the impending reality of retirement hits home. So the first thing to realize is that you’re not alone. More than half the respondents to the 2015 Retirement Confidence Survey of workers age 25 and older, conducted by the Employee Benefit Research Institute (EBRI), said they had less than $25,000 in total savings; 28 percent had less than $1,000. And more than a third of those age 55 or older who were surveyed said they aren’t currently saving for retirement. Of course, knowing that there are a lot of people in the same boat doesn’t make your situation any brighter. I’m hoping, though, that it will motivate you to get ahead of the pack.

There are a number of actions you can take to make up for lost time. Unfortunately, none of them is too thrilling. In fact, much of it gets back to the old-fashioned advice of spending less and saving more. The good news is, it works. Here’s a practical to-do list to help you get on the right track.

Create a Budget

By this I mean a realistic budget. Take a long, hard look at what you earn and what you spend. And don’t try to fool yourself. This is the time for complete honesty. Here’s a simple approach:


•  Divide your expenses into two categories, nondiscretionary (the must-haves) and discretionary (the extras), and put dollar amounts next to each item. This will give you a picture of where you think your money is going.

•  Track your spending for thirty days, comparing your projections with what you actually spend. This will give you a picture of where your money is actually going.



With your spending pattern in front of you, adjust your budget so that you can direct as much as possible to savings. Where can you cut back? Could you eat out less? Postpone buying a new car? Even small economies like negotiating lower rates with your phone and cable providers can add up—and give you a few extra dollars each month.

If you need help staying on track, an online budget tool, such as the spending tracker on schwabmoneywise.com, will make it easier to see precisely where your money is going and where you can make changes.


[image: ][image: ] SMART MOVE: Change your thinking. Make savings a part of your nondiscretionary expenses. In fact, when you create your budget, put this at the top of the must-haves list.



CASH FLOW: DO YOU KNOW WHERE YOU STAND?


It’s easy to say “create a budget.” Actually doing it is a bigger challenge. The best way I know is to start with a big picture of your annual cash flow. The formula is simple enough: Subtract your expenses from your income to see if you’re in the red or the black. Based on those numbers, you can make some changes. But the devil is in the details, so here’s a step-by-step guide that you can follow:


1. List your expenses


•  Nondiscretionary: mortgage or rent, groceries, transportation, insurance premiums, and taxes. Be sure to include debt payments such as credit cards and auto loans. Don’t forget things like education expenses and out-of-pocket medical care costs. Make retirement savings a line item here, too!

•  Discretionary: restaurants, entertainment, travel, even clothing



2. List your sources of income


•  Regular wages, bonuses, gifts, income from rental property, interest or investment income, government checks, or any other source



3. Put real numbers next to your line items

4. Do the math


•  Add up your income and expenses

•  Subtract your expenses from your income





Coming up short? It’s time to prioritize. Ending up with a little extra? Put that toward your retirement savings!



Contribute to Your 401(k) and/or an IRA

As I mention in Question 4, retirement accounts offer savers significant tax advantages, the primary one being that your money can compound tax-deferred, leading to potentially faster growth. This advantage is most powerful when you contribute to retirement accounts regularly. And of course, time is a factor—meaning the earlier you start, the better. For anyone over 50, there’s no time like the present.

If you have a retirement plan at work, I’d start there. Another interesting insight from the retirement survey I mentioned earlier is that workers who contribute to an employer-sponsored retirement plan are considerably more likely to have saved at least $50,000 more than those who don’t contribute. So to anyone who has access to a plan like a 401(k), 403(b), or 457(b), I say what are you waiting for? It’s one of the easiest ways to save because your contributions come directly out of your paycheck. And, except for a Roth 401(k), the contributions are made with before-tax dollars, so you’ll be decreasing your taxable income at the same time that you’re saving. (While Roth contributions are made with after-tax dollars, withdrawals are tax-free.)

Plus, if your employer provides a company match, that can mean extra money in your pocket. Contribute at least enough to get the match, more if you can. The maximum annual contribution for 2015 is $18,000. Employees 50 and older can make an additional catch-up contribution of $6,000. If you can do it, now’s the time!

To save even more, you could also contribute to a traditional IRA or Roth IRA, if you’re eligible, and make catch-up contributions once you’re 50. If you don’t have a 401(k) or similar employer-sponsored plan, an IRA is a must. Question 4 gives you the inside story on these accounts and how they can work together.

CATCH-UP CONTRIBUTIONS REALLY DO WORK


You’re about to turn 50 and you haven’t saved a thing. You wake up on your birthday morning and finally see the light. You’re a born-again saver.

Scenario 1: Every year starting at age 50 you contribute the maximum to both your 401(k) and IRA—at the standard 2015 rate of $18,000 plus $6,000 ($24,000 in all). Assuming a 6% annual return, by the time you retire at age 65 you’ll have about $592,000.

Scenario 2: You’re really serious about saving, and decide to take advantage of your fifty-or-over status by making full catch-up contributions to both your 401(k) and your IRA. This allows you to contribute $24,000 to your 401(k) and $6,500 to your IRA, for a total contribution of $30,500 each year. Again assuming a 6% annual return, at age 65 you’ll have about $750,000.

The fine print: This example assumes a hypothetical 6% return, year in, year out. Your return will vary, of course, depending on your portfolio and market conditions. It also assumes that you continue to contribute at the 2015 rates. In reality, you’ll be able to increase your contributions as the rates rise, adding to your savings.




[image: ][image: ] SMART MOVE: If you’re self-employed or own your own business, check into a SEP-IRA or an Individual 401(k). See Question 15 on how these accounts could help you maximize your savings.



SMART WAYS TO SAVE MORE



•  Make savings a line item on your budget

•  Always contribute enough to your 401(k) to capture a match; ideally save the max allowed by the IRS

•  Set up automatic payments into your IRAs and savings accounts

•  Earmark salary increases and bonuses for retirement

•  If you’re 50+


•  Contribute an extra $1,000 per tax year to your IRA

•  Contribute an extra $6,000 per year to your 401(k)








[image: ][image: ] SMART MOVE: Don’t stop with retirement accounts. If you can save even more, put that extra money in a savings account or taxable brokerage account.



Get Out of Debt

If you’re carrying nondeductible consumer debt like credit card balances, try to eliminate those quickly. Let’s say you’re being charged 15 percent interest and paying only the minimum. Think about it. Those interest charges are actually increasing your debt. Paying down those cards is like giving yourself that extra 15 percent—money you can then add to your savings. You also may be able to consolidate balances on credit cards and other loans into lower-cost forms of debt.

On the other hand, mortgage debt can offer some tax benefits as long as you have a low-interest, low-risk mortgage. See My Top Ten Recommendations for more on the difference between “good” debt and “bad” debt.

Develop an Investment Plan You Can Stick With

Once you’ve accumulated some savings, put it to work by investing it. Think about two things: 1) how much time you have to keep your money growing; 2) how much risk you’re comfortable taking. The ideal is to come up with a combination of stocks, bonds, and cash that has the potential for growth and that you can live with—and stick with—whether the market is going up or going down. But here’s a note of caution: Don’t think you have to be overly aggressive with your investments just because you’re starting late. You also want to protect what you save, so balance is the key. For ideas on how to invest, see Question 5.

Don’t Wait Any Longer!

As you can see, there’s a lot you can do to catch up. But at the end of the day, it comes down to old-fashioned financial discipline. And the clock is ticking, so get started right away!

RETHINK RETIREMENT—OR HOW TO PLAY CATCH-UP


There’s no formula for the perfect retirement. Maybe you don’t want to retire at all. But whatever retirement means to you, how you approach it will determine how far your money will go. So think creatively. You could:


•  Spend less in retirement. The Schwab Center for Financial Research suggests that you plan for as much income in retirement as when you were working (less what you were saving for retirement, of course). However, if you’ve paid off your mortgage and eliminated debt, you might be able to get by with less.

•  Postpone retirement. This would allow you to build a bigger retirement portfolio and shorten the time you’ll rely on savings. You can also increase your potential Social Security benefit 8 percent a year by waiting past your full retirement age to receive payments (up to age 70).

•  Work part-time. Many retirees are including some type of work in their retirement plans for extra income as well as social interaction and a sense of purpose.

•  Tap into your home equity. If you own your home, a reverse mortgage (see Question 26) is an option, albeit with caveats. Or you could scale down to a smaller home and add the difference to your retirement nest egg.





Next Steps


•  Need to open an IRA? See Question 4 on your choices.

•  Get your savings working. Question 5 has ideas on how to invest before retirement.

•  If you need to focus on reducing your debt, Question 13 offers advice on how to do it.

•  Trying to get a handle on how much you need to save? Go to Question 1.







  Q3.  

How can I save for my kids’ college without derailing my retirement?

Saving for college is no easy task in the face of all the other costs of raising children. Once you’ve paid all the bills and put something aside for college, it can seem like there’s no money left for you, let alone anything extra to add to your retirement account. But here’s where you have to take a step back. Can you really afford to think of your retirement as an extra?

While I know it goes against the grain of being a parent, when it comes to retirement, you have to put yourself first. It’s kind of like the airline emergency instructions to position your own oxygen mask before you help your child. In other words, you won’t be of much use to your child or anyone else if you don’t take care of yourself. Now this doesn’t mean you have to completely sacrifice one savings goal for the other. It just means that you have to stay true to your retirement savings plan while looking realistically at all the choices you have for handling college costs.

A national Sallie Mae study, How America Pays for College 2014, found that the typical family covered just 30 percent of their kids’ college costs through savings and income in 2013–14. So how did they cover the rest? That’s the challenge. But with a little research and planning, you can do it.


[image: ][image: ] SMART MOVE: Prioritize your savings. Review “Saving Fundamentals”. Notice that saving for college is number 5—after contributing to your 401(k), creating an emergency fund, getting out of debt, and saving even more for retirement.



Be Tax-Smart About Saving for College

Hopefully you’re taking full advantage of your employer’s retirement plan as well as saving more if you can in a traditional or Roth IRA. Just as these are tax-smart ways to save for retirement, there are tax-smart ways to save for college. Here are the two main choices:


•  529 plans—A 529 plan is a state-sponsored, tax-advantaged way for parents, relatives, and friends to save and invest for a child’s college education. Most states offer at least one 529 plan, but you don’t have to live in a state to participate in that state’s 529 plan. While plans differ in terms of costs, features, and investment selections, and some plans provide tax benefits to in-state residents, the federal tax benefits are the same:


•  Tax-free growth—All earnings are free from federal income tax, so your investment has the potential to grow at an even faster pace than it would in a taxable account.

•  Tax-free withdrawals—You pay no federal taxes on withdrawals as long as they’re used for qualified education expenses (for example, tuition, fees, books, room and board).

•  Special gift tax exclusion—You can contribute a lump sum of up to $70,000 ($140,000 per couple) and make five years of contributions for each beneficiary in a single year without incurring the gift tax (based on 2015 annual per-individual limit of $14,000). Once you’ve done this, though, any additional gifts to that individual in the next five years would be subject to the gift tax.

•  High contribution limits—Although they vary by state plan, there are generally much higher contribution limits for 529 plans than for other education savings options.






[image: ][image: ] SMART MOVE: A 529 plan is a great way for grandparents to contribute to their grandchild’s college fund.





•  An added benefit of a 529 plan is that you control the account. The funds can be used for qualified education expenses, but they never become the direct property of the beneficiary. Plus you can change the beneficiary to any eligible family member of the current beneficiary at any time.






[image: ][image: ] SMART MOVE: Before you choose a 529 plan, check to see if your home state’s plan offers a state income tax deduction on contributions for state residents.




•  Education Savings Accounts—ESAs, also known as Coverdell Education Savings Accounts, offer tax-free growth and tax-free withdrawals like a 529 plan. But unlike a 529 plan, withdrawals can be used for qualified elementary and secondary education expenses as well as for college costs. However, an ESA isn’t for everyone. There are qualifications and restrictions you need to consider:


•  Only couples with adjusted gross incomes of less than $220,000 are eligible to open and contribute to ESAs (less than $110,000 for individuals).

•  Contributions are limited to a maximum of $2,000 per year until the beneficiary’s 18th birthday. That maximum assumes a modified adjusted gross income less than $95,000 (less than $190,000 for married couples filing jointly) and is gradually reduced above that level.

•  The account must be liquidated at age 30; however, the designated beneficiary may roll over the full balance to a different Coverdell ESA for another family member, thus potentially avoiding taxes and penalties.






[image: ][image: ] SMART MOVE: Want to be a super-saver? Contribute to both a 529 plan and an ESA.



For the record, you can also save for a child’s education in a custodial account, but there are minimal tax advantages. Also, the money becomes the property of the child as soon as he or she reaches 18, 21, or 25, depending on the state. (Do you really want to fund that trip to Tahiti or that new car?) In my opinion, a 529 plan offers the best in tax advantages, control, and flexibility. See the following chart for a more detailed comparison of 529s and ESAs.



AT A GLANCE: COMPARE 529 PLANS AND COVERDELL EDUCATION SAVINGS ACCOUNTS

[image: ][image: ]




    
    
    
[image: ][image: ] SMART MOVE: Once you have a child in college, be sure to talk to your tax advisor about available college tax credits and deductions.



Research—and Apply for—All Financial Aid

A lot of parents make the mistake of thinking their kids won’t qualify for financial aid—and make the even bigger mistake of not applying for it. But whether it’s through private scholarships or government grants and loans, there’s a considerable amount of financial help out there—and not all of it is asset based.

According to the College Board, in 2012–13, full-time undergraduate students received an average of $13,730 per student in financial aid from a combination of federal loans and other sources. That’s pretty encouraging.

Equally encouraging is the fact that the U.S. Department of Education has made the Free Application for Federal Student Aid (FAFSA) process more streamlined and easier to navigate. Consider, too, that in FAFSA calculations, only 5.64 percent of parents’ assets are considered available for college expenses. There’s also an asset protection allowance (which increases as the parents age), so a certain percentage of assets won’t be counted. Retirement accounts and the value of your primary residence are also excluded.

Another factor that increases eligibility for aid is how many kids you have in college at the same time. If you have more than one child in college, this can work in your favor in terms of financial aid. So don’t hesitate to factor financial aid into your college saving equation.


[image: ][image: ] SMART MOVE: As your kids approach college age, be sure to check out sites like finaid.org or collegeboard.org for more information on planning and paying for college.



Take Advantage of Student Loans

There’s a lot written about the burden of student debt these days, and there’s no denying that paying back student loans can be an albatross for many years if not managed wisely. But today, student loans are a fact of life and a viable way to pay for an education. According to a report by the Joint Economic Committee of the U.S. Congress, two-thirds of the class of 2012 had student loans on graduation, with an average balance of just over $27,000.

I’m not suggesting that you have to saddle your kids with debt. But if what you can save for college comes up short, you could finance a certain percentage of college costs through student loans (ideally federal) and help your kids pay them back over time.

Get the Kids to Help

There’s nothing that says you have to do all the saving yourself. Get your kids involved early on. Encourage them to get a summer job and put a percentage of their earnings toward college. Once they’re in school, suggest the possibility of working part-time during the school year.

It’s not unusual for kids to contribute toward their education. According to a 2014 study by Sallie Mae, students pay about 12 percent of college costs from their own savings and income, and the U.S. Census Bureau reports that in 2011 the majority of undergraduates—72 percent—worked during the year.

You could also suggest that a portion of any monetary gifts go toward a college account. Speaking of gifts, when grandparents or other relatives want to buy something for your kids, suggest a contribution toward their education. It all adds up!

AT A GLANCE: HOW THE TYPICAL FAMILY PAYS FOR COLLEGE



	Parent savings and income
	27%



	Parent borrowing
	9%



	Student savings and income
	11%



	Student borrowing
	18%



	Grants and scholarships
	30%



	Relatives and friends
	5%




Source: How America Pays for College 2013, Sallie Mae’s National Study of College Students and Parents.

DON’T USE RETIREMENT ACCOUNTS FOR COLLEGE SAVINGS


A 2013 study by Sallie Mae, How America Saves for College, revealed some disturbing trends. In a survey looking into the types of accounts the typical family uses to save for college, 17 percent listed retirement accounts! To me this just doesn’t make sense.

First, if you withdraw money from your 401(k) to pay for your child’s educational expenses before you’re 59½, you will have to pay a 10 percent penalty on that money—on top of income taxes. You’re not hit with the penalty if you withdraw educational money from your IRA, but you will have to pay taxes. In other words, those withdrawals for college costs are going to add to your tax bill! A 529 account makes much more tax sense because any earnings grow tax-free and withdrawals are tax-free when used for qualified education expenses.

But perhaps even more important, if you raid your retirement savings to pay for college, you’re selling yourself short. Remember, you can’t borrow money to fund your retirement, but most students are eligible for some form of financial aid. Make sure you’re maxing out your retirement accounts first (and don’t touch that money), then prioritize your other savings goals and contribute appropriately. (See the “Saving Fundamentals”)

When your kids have graduated and are on their own, they’ll be doubly grateful that you’ve not only helped them through college, but have taken care of yourself as well.



Next Steps


•  See Question 1 for help in determining if you’re saving enough for retirement.

•  Need to jump-start your retirement savings? Question 2 has some tips.

•  If you’re thinking about borrowing from your 401(k) to cover college costs, Question 8 will show you why this probably isn’t a good idea.







  Q4.  

There are so many different types of retirement accounts. What do I really need?

Few people get pensions these days, and as a result, most of us are responsible for our own retirement savings. Saving can be difficult enough, but things can get really confusing when you consider the whole array of different retirement accounts—in my opinion, far too many! Unfortunately, all of this choice can be overwhelming, and even counterproductive, preventing people from acting at all. But act we must—and the sooner the better.

To help you take action, I’ll provide an overview of the most common employer-sponsored and individual retirement accounts, pointing out key features and things to think about along the way. If you work for yourself or own a small business, see Question 15.

First, Decide If You Want to Pay Taxes Now or Later

Regardless of the retirement account you ultimately select, the most important benefit will be a smaller tax bill, allowing you to direct more of your money to savings. This type of “tax-advantaged” account comes in one of two flavors: “tax-deferred” or “tax-free.” What’s the difference?


•  Tax-deferred accounts, like a traditional 401(k) or an IRA, give you tax benefits up front. In a nutshell, with a tax-deferred account your contribution will be deducted from your taxable income. Any earnings grow tax-free and you won’t pay income taxes until you withdraw your money—preferably in retirement—at which time it will be taxed as ordinary income. If your tax bracket is lower when it’s time to withdraw, this can work to your advantage. (Note, though, that traditional IRAs may not be deductible; see the box on this page for more.)

•  Tax-free accounts, like a Roth 401(k) or Roth IRA, give you a tax break down the road. With a tax-free account there is no up-front tax deduction, but any earnings grow tax-free and withdrawals after age 59½ are tax-free, provided you’ve held the account for a minimum of five years. If your income tax bracket is the same or higher at that point, you benefit.



It’s important to take some time to think about which of your options will work best for you. While it’s impossible to predict exactly what your tax bracket will be when you retire, you probably have some idea about your future income. If you expect your income to be less when you begin to make withdrawals, a traditional, tax-deferred IRA might make the most sense. If you expect your income to be much higher, a tax-free Roth might make the most sense. For this reason, a Roth account can be a good choice for younger investors who haven’t yet hit their peak earnings years; when you’re older, the choice can be trickier.

Take Advantage of Your Company Plan

If your employer offers a retirement plan—whether tax-deferred or tax-free—that can be a great place to start. Not only will you get tax benefits, but you’ll also have the advantage of an automatic payroll deduction. Sweetening the deal, many employers match a portion of your contribution—in effect giving you free money. Here are a couple of examples:


Example:



















Review Your Choices
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Consider Opening an IRA
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The Bottom Line: Putting It All Together











Next Steps
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Description

Earnings

529 Plan

Coverdell Education
Savings Account

A state-sponsored tax-
deferred college invest-
ment program that can
be set up by anyone—
parent, relative, or friend

An ESA set up and man-
aged by a parent or
guardian for the benefit
of a minor

Tax-deferred

Tax-deferred

Amount that can be
contributed gift-tax-
free

Up to $70,000
($140,000 per couple)
per beneficiary in a sin-
gle year if the contribu-
tor elects to recognize
that gift over five years
for tax purposes and
makes no additional
gifts to that beneficiary
over the next five years

N/A

Withdrawals

Federal-tax-free when
used for qualified post-
secondary education
expenses

Federal-tax-free when
used for qualified ele-
mentary, secondary, and
postsecondary education
expenses

Contribution limits

Lifetime limit per ben-
eficiary that varies by
state, generally upward
of $200,000 per ben-
eficiary

$2,000 per year, subject
to adjusted gross income
limitations (phase-out:
$190,000- $220,000,
married filing jointly;
$95,000- $110,000,
single)

Penalty for nonqualified
use

Earnings taxed as ordi-
nary income and may
be subject to a 10%
federal penalty

Earnings taxed as ordi-
nary income and may be
subject to a 10% federal
penalty

Investment choices

Impact on financial aid

Choice of investment
portfolios that are cho-
sen by state’s plan ad-
ministrator

Investment choices up to
parent or guardian

Counted as assets

of parent or account
owner; minimal impact
on financial aid

Counted as assets of par-
ent or account owner;
minimal impact on finan-
cial aid

Beneficiaries

No age limit on benefi-
ciaries; can change ben-
eficiary at any time

Beneficiary must be
under 18; all assets must
be distributed or trans-
ferred to an eligible ben-
eficiary by child’s 30th
birthday

Note: Data are for 2013
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Anyone who believes their
tax bracket will be lower in
retirement

2015 Contribution limit $5,500 plus $1,000 catch-up

if you are 50 or older

Ordinary income tax rate;
10% penalty if you are under
59%, with exceptions

Withdrawal

Required minimum
distribution

Special feature Can only contribute up to the

year in which you turn 70%2

Anyone who believes their
tax bracket will be higher in
retirement

$5,500 plus $1,000 catch-up
if you are 50 or older

Contributions always tax-
free; 10% penalty on earn-
ings if under 59%: and haven't
held account for 5 years

In 2015, eligibility phased
out between $183,000 and
$193,000 for married filing
jointly; between $116,000
and $131,000 for singles;
$10,000 for married filing
separately; no age limit for
contributions
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2015 Contribution limit $18,000 plus $6,000 catch-up if you are 50
or older

o
_

No
Withdrawal No
Required minimum Yes
distribution

Special feature Additional catch-up allows employees in final
three years to double contributions to make
up for previous years






