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PROLOGUE

Dear Reader,


Think of sports: a football game, a round of golf, a tennis match, a basketball game. Or think of a play, or an opera. Now think of the halfway mark in that event—halftime, or the midpoint in the match, when things can look good or downright dismal. Or think of intermission, when everyone’s in the foyer, talking about what will happen next. Everyone takes a breather, and the feeling in the air can be pretty electric, because everyone’s wondering the same thing: What’s going to happen in the second half?


We have a similar point in our lives, a sort of halftime, or intermission—a time when we find ourselves wondering about the second half. The age differs from person to person. For some it comes in their late forties; for others it’s in their early fifties, or maybe it’s a few years away from either of those. It’s somewhere in what we hope will be the middle of our lives.


When we reach that age, we feel different. We may sense a change coming and we want to pause and to think about what we’ve accomplished, and what we still hope to do. It’s a time when we’ve come to know ourselves well. We know who we are and who we aren’t, what we like and what turns us off. We’ve suffered some losses, both business and personal, and there really is some truth to the cliché: we’re not just older—we really are wiser.


And what that age represents, whether it’s 47 or 57 or somewhere in between, is the beginning of the second half of our lives. It’s a time to stop for a moment and ask a very basic but crucial question: What do I want for the second half of my life?


Maybe you know exactly what you want; you’ve had it all planned out for years. Or maybe you’ve never thought about it much; you just can’t imagine yourself as “older.” Or maybe you just want to keep doing what you’re doing because you love what you do, and you don’t plan to retire. I include myself in that category: I am fortunate in that I am passionate about my work, and I have no plans whatsoever to retire fully.


But I do think about what I want in this second half of my life. I want to give back some of what I’ve received. I want to pass on what I’ve learned about investing. I want to help my kids as they negotiate young adulthood and even middle age, and I want to cheer on my grandkids as they attempt new things. I want to support my favorite charities, and to spend more time on the things I care about most.


So what does all this have to do with investing? A lot. A sound investing strategy is what gives you the means and the courage to do what you want.


The issues involved in planning for the second half of your life may seem daunting. I’ve heard people say they can’t wait to retire, but they can’t imagine not having a paycheck and they don’t know how and when to change their investments as they age. But it can be done. It has to be done, because while getting older isn’t a bad thing, being unprepared for it is. And by not understanding the financial part of your future, you sabotage yourself and you limit your choices.


And that’s what this book is about: helping you determine what you can do now to improve the quality of the second half of your life. It’s about spending some time on understanding where you are financially and where you want to go, so that the second half of your life can be as fulfilling as you hope it will be.


If you find the whole concept of financial planning intimidating or frightening, be assured that you’re not alone. But also be assured that you can do this. Planning for your future isn’t rocket science; it’s simply a process that involves paying attention and sticking with it. You also need a road map, and that’s what this book is. Little by little, chapter by chapter, you’ll learn how to figure out what you’re starting with, and how to estimate what you want to end up with. You’ll learn how to choose the kinds of investments that are best suited to your needs and temperament, and you’ll learn how to manage your portfolio in the second half of your life. None of this is magic; it just takes commitment.


So start today, maybe even right now. Take control of the second half of your life. Dream about it, wonder about it, think boldly about what you want. And take the first step, which is usually the hardest. Once you get started, the satisfaction you feel will keep you going. But don’t delay in your preparations. The best is yet to come.


Sincerely,

            [image: image]

Charles R. Schwab


I
Planning for the Financial Second Half of Your Life


1

Investing Strategies for the Second Half


I have a question for you, and it’s simply this: How much is enough?


It’s a tough question, and it’s essentially the topic of just about every retirement book, article, or seminar. Everyone’s trying to figure out how much they’ll need, and all the experts are trying to tell you how to do it. So how much will you need? How much does it take? Will you have enough? How much is enough?


Chances are it’s more than you think, thanks in part to some good news. We’re living longer, for one thing. Today’s 50-year-olds are a lot younger than the 50-year-olds of two generations ago. A lot of us will live to be 100. As a result, what we used to call retirement can last 30 or even 40 years. Not only that: we’re healthier and therefore more active, so what we used to call our retirement years are a little more costly. And we have less help from the government—Social Security isn’t what it used to be. So while a lot of people think that if they have $300,000 or $400,000 set aside for retirement, they’re set for life, they’re probably wrong. True, that’s a lot of money; chances are that it’s a lot more than your parents had. But in reality, it may not be enough.


So how much will it take to sustain the lifestyle you’re picturing? There are some dangerous estimates out there. One number that’s tossed around is 70%, meaning that in retirement you’ll need 70% of your current income to live comfortably. That argument seems logical enough: a lot of costs will, after all, go down. If you’re not working, you won’t commute, you won’t have to buy work clothes, and all those other work-related expenses will diminish.


But do the costs go down enough to justify a 30% reduction in income? I don’t think so. A recent national news story mentioned a 58-year-old computer programmer who, when he retired, had heard that 70% estimate, but just had a feeling that it wasn’t reliable. Instead he decided that he would need 100% of his pre-retirement income. Yes, he realized, there were costs that would go down—401(k) contributions, Medicare and Social Security taxes, commuting and other work-related expenses, for example—but he suspected that those savings would be more than offset by a whole laundry list of other expenses: medical care, travel and entertainment, eating out.


Many people have the same concerns. There are plenty of medical expenses for even healthy retirees, things that aren’t covered by Medicare: prescription drugs, dental care, hearing aids, eye care. The house and car will still need maintenance, and it’s common for retirees to find they can’t or don’t want to do as much of the work themselves, which means the added cost of hiring someone else to do work you used to do yourself. And a lot of retiring baby boomers are finding themselves part of the “sandwich generation.” Retirement isn’t their only financial concern; aging parents and the kids’ college tuition—things that used to be almost mutually exclusive—are concerns as well.


To say that things have changed is putting it mildly, and retirement is at the top of that list. When all is said and done, a lot of people are finding that once they’ve looked carefully at the costs of retirement, the expenses are significant enough to warrant revising their master plan. They’re thinking about working longer, or investing a little more each month. In short, if retirement has changed, then planning for retirement has to change as well. It’s time to revise our assumptions and our plans. It’s time for something new.


That’s what this book is about: an investing strategy for the second half of your life that takes into account the changes we’re seeing. It’s a strategy that probably differs from what your parents did to plan for retirement, maybe drastically so. It’s a strategy that may require a little more involvement than your parents’ retirement planning did. And it’s a strategy that is admittedly more aggressive than what you’ll hear from a lot of the other experts out there.


But here’s the thing: this is a strategy that can work, it’s one I believe in, and it’s one that I hope you’ll at least consider. It’s not complicated; I can sum it up in these six points:

	Consider yourself an investor.
	Invest for growth for the rest of your life.
	Start with as aggressive an asset allocation model as you comfortably can.
	Consider using a Core & Explore™ strategy for the stock portion of your portfolio.
	After the age of 50, adjust your asset allocation and rebalance your portfolio every five years.
	Devise a second-half income and expense strategy early on.



As you might guess, we’ll be talking about all six of these strategies in the chapters that follow, and we’ll build on them as we talk about the steps involved in developing a successful investing strategy for the second half of life. For now, let’s start with an overview to set the stage and define our terms.


1. Consider Yourself an Investor


As many people have found, the second half of life is a great time to be a knowledgeable investor, and it’s something that often happens naturally. In the second half of life, we often have a little more time to spend learning about investing and our investments. And because we understand the important role that sound financial planning plays in a rewarding second half of life, we become more involved.


I hope that that’s true for you, and I want to encourage you to become, or to continue to be, a knowledgeable investor. Why? For your well-being. Financial security is one of the keys to a fulfilling life at any stage, but in the second half of your life it is mandatory. If you don’t already know how to, learn how to invest wisely, and to monitor your investments, even if you end up hiring a financial advisor for the day-to-day management. The second half is a time to nurture your hopes and dreams; it’s also a time to nurture and care for your investments, and to commit yourself and take action. The process doesn’t take an advanced degree; it just takes attention.


And what happens when you do get involved? A lot. Little by little, you’ll find yourself gaining financial competence that should lead to more financial independence.


Don’t just be a spectator where the financial area of your life is concerned; be a participant. If you’ve let your partner handle the finances, now is the time to bring yourself up to speed, even if that person continues to make the day-to-day decisions. If you’ve never researched a stock, try it. Check out a mutual fund. Become educated, become informed. It will be worth your while.


One more thing: Many of us, perhaps even most of us, were taught as kids to be savers, an identity that a lot of parents worked hard to reinforce. And that’s great. But if you’re a saver through and through, don’t let the saver part of you impede the development of the investor part of you. The difference? Savers expect predictable returns at regular intervals, and, above all, they count on their principal being safe. That’s their number-one priority. An investor, on the other hand, is willing to accept some fluctuations in returns and to take some risk in terms of those returns, all in the interest of the possibility—I’d say the likelihood—of greater returns. Investors don’t just want to save their money—they want to make it grow.


Part of being an investor is developing an investor’s mindset: You know you’re in this for the long term, so you don’t panic at every drop in the market. If you don’t have this detachment and patience at the outset, don’t be discouraged. Those qualities can take a while to develop, but they do come.


2. Invest for Growth for the Rest of Your Life


What follows is advice you may not hear from other sources, but it’s at the very heart of my investing strategy. Simply put, I strongly encourage you to invest at least some portion of your money—preferably a significant portion—in stocks and stock mutual funds for as long as you live. In other words, never stop investing for growth. The reason? In order for our money to outlive us, it has to outpace inflation. And to do that, it has to be invested for growth. According to the Ibbotson 1999 Yearbook, since 1926, large company stocks have outpaced inflation by an average of 8.1% per year (11.2% compound annual return for stocks less 3.1% average inflation).
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In order for your money to outlive you, it must outpace inflation. I believe that to do that, it has to be invested for growth.
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Let’s back up for a moment. In the past, a lot of people (including, perhaps, your parents or grandparents) automatically shifted to a portfolio that was made up exclusively of bonds when they reached a certain age. The safety of principal was their priority, and anything that would help keep that money safe was viewed as a potentially good investment. Social Security, pensions, and the dividends and interest from investments provided income, and the goal was to keep as much principal as possible intact so that it could be passed down to heirs.


That was a great idea, but the fact is that it just doesn’t work anymore. First of all, to produce that much income, you have to invest in assets that produce high interest, and those investments usually do so at the cost of growth. And if you eliminate growth, then your capital isn’t going to keep up with inflation, and you’ll wind up in trouble. Remember, we’re talking about the second half of your life, maybe 40 years or more, not a 15- or 20-year retirement. Thanks to longer life spans and better health, we face the very real possibility of outliving our money, which means that investing strategies for the second half need to change from what they used to be. And to my mind, the key point in a wise investing strategy for the second half is to invest for growth for the rest of your life.


Investing for growth after the age of 50 can seem risky. But to my mind, the far greater risk is investing too conservatively and outliving your money. Because of our increased life spans, it takes a little more planning to make sure your money outlives you. So I encourage you not to shift all of your money automatically into fixed-income and money market investments. It’s wonderful to continue to grow at least some of your money for the rest of your life. By doing so, you help make certain that there will be enough for you, your heirs, and perhaps the charities of your choice.


This approach is admittedly more aggressive than traditional or even conventional wisdom, and while there are solid financial reasons for following it, there are other reasons as well. I like the idea of continuing to invest for growth because it’s consistent with my view of the second half of life. Conventional wisdom seems to dictate that we slow down as we age. We’re supposed to be less active, less interested as well as interesting, less vibrant. But that’s just not what I picture.


To my mind, the second half of life doesn’t mean less; it means more. It means more time, more choices, more breadth and depth, maybe more interests. And it means more growth. We never stop growing as individuals; we become wiser, kinder, more compassionate. It seems only natural to me to nurture that growth, to stretch and challenge ourselves as we age. And you owe it to yourself to nurture your investments as well, and to make certain that they continue to grow.
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Over time, stocks have shown the greatest potential for long-term growth.
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So how do you invest for growth? I consider investing in stocks to be investing for growth for the simple reason that a company is something that grows. When you invest in stock, you’re buying shares of ownership of a company, something that’s alive and growing. A year from now it might be 10% larger, and soon it can be 25% larger. If you’re a shareholder in the company, your share of wealth is growing, too. Companies can even provide their own fuel. How? Instead of paying out all of its profits to shareholders (as dividends), a company can reinvest that money into itself. If a company pays out 100% of its earnings in dividends, it can’t sustain growth. But what if it pays only 25% in dividends? Then 75% of the company’s net income is plowed back into the growth of the company. And that’s fuel: The company puts that money right back to work, so that it continues to compound, feeding the company, helping it to grow.
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The long-term trend of the stock market in the United States has always been up. Over time, stocks have outperformed all other kinds of investments, including bonds, CDs, and U.S. government securities.
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All of this makes stocks fundamentally different from all other investment alternatives, including money market funds, corporate bonds, CDs, government bonds, and real estate. Of the many investments available, it’s my belief that stocks offer you the best potential for growth over time, and they can be a great solution for long-term investing despite their short-term volatility. History backs me up here: The long-term trend of the stock market in the United States has always been up, and over time, stocks have outperformed all other kinds of investments, including bonds, CDs, and U.S. government securities. Dr. Jeremy Siegel, professor of finance at Wharton School, looked at stock market returns from 1802 to 1999 and found that the total returns on stocks outperformed all other assets. “One dollar invested and reinvested in stocks since 1802 would have accumulated to $11 million by the end of 1999,” he says.


Investing doesn’t stop when you retire; for many people, retirement is when they become truly knowledgeable investors. And that’s wonderful. You’ve invested your whole life in your career and your family and your community and your future. Doesn’t it make sense to continue to nurture those investments, to encourage growth for the rest of your life?


3. Start with as Aggressive an Asset Allocation Model as You Comfortably Can


I’ve just encouraged you to invest for growth for the rest of your life, meaning that you’re wise to continue to invest in individual stocks or stock mutual funds throughout your life. The next question is How much? Am I suggesting that you invest solely in stocks? No. I’m suggesting a carefully chosen mix of investments, and the key to that mix lies in asset allocation, the process of deciding how much of your investing dollars to invest in each asset class—stocks, fixed income, and cash equivalents.
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At least 90% of your long-term investment return variability is determined by asset allocation. Less than 10% of your return is determined by your choice of individual investments.
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What do you think is the most important part of a successful investing strategy? The stocks you pick? The mutual-fund guru you find? Your timing? The size of your portfolio? Surprisingly enough, none of the above. Research tells us that at least 90% of your long-term investment return variability is determined by asset allocation, which means that less than 10% is determined by your choice of individual investments.1 That tells me that your overall strategy is crucial, and that market timing and specific investment choices play a minor role at best.


An easy way to think of asset allocation is as dividing up a pie that comprises your investing dollars—that is, all of your money. You want to divide that pie among the three major types of investments—stocks, fixed income, and cash equivalents—based on such factors as your age and your attitudes toward risk. I will say from the start that my approach to asset allocation is aggressive. Here’s the bottom line: It’s my belief that, ideally, you are wise to keep at least 50% of your portfolio in a diversified mix of stocks and stock mutual funds for as long as you live. If the notion of being at least 50% invested in stocks chills your very soul, I have to be honest: this may not be the approach—or the book, for that matter—for you.


What I’m talking about here goes beyond a specific investing style. I’m encouraging you to see the larger picture, and to aim toward the real goal: becoming what I call a sage investor, someone who is typically highly confident in the rest of his or her life, and is ready to become just as confident as an investor. This is something I’ve been thinking about for a long time, more than 15 years. A sage investor is very disciplined; he or she bases investing decisions not on emotions, but on information and analysis. A sage investor is comfortable with the risks that come with investing in stocks, someone who never loses sight of the big picture, which tells us that the long-term trend of the stock market in the United States has always been up, and that, over time, stocks have outperformed all other kinds of investments. Once you know this—once you really believe it and understand it—it’s possible, at the age of 50 or 60, to invest the large majority of your portfolio, even 90%, in stocks, with only 10% of your portfolio in other types of investments, and to do so comfortably, with confidence and assurance. But if 90% feels too aggressive, don’t give up. Cut back on your equity percentage to percentages that you’re comfortable with.


One of the reasons that I’m encouraging you to choose an aggressive asset allocation model to start with is that, in my experience, investors often choose and stay with asset allocations that are too conservative. Sometimes they do so for the simple reason that they’re very conservative at heart—it’s almost part of their personality. But it can also be because they’ve come to believe in some exaggerated talk about the risks in the stock market, and they’ve become overly conservative investors simply because they’ve never understood the big picture. They’re just afraid. That’s where the sage investor comes in. Whatever position you take, whatever asset allocation model you adopt, make your choice with purpose and intent, and from a position of knowledge and information.


So, in Chapter 4, when you look at models for asset allocation, I encourage you to choose the most aggressive asset allocation model you’re comfortable with. And remember that asset allocation is a dynamic process; chances are that you won’t stay with your current percentages forever. But it’s my belief that an aggressive approach is a good starting place for your future—and that’s what this is all about.


4. Consider Using a Core & Explore™ Strategy for the Stock Portion of Your Portfolio


Once you decide on the mix of investments that you want, you can begin to look at how to invest in each class of investment: stocks, bonds, and cash equivalents. As I’ve said, it’s my belief that to invest for growth, you need to invest a significant proportion of your portfolio in stocks. So where do you go from there? How do you choose? And do you use individual stocks or mutual funds? In Chapter 4 we’ll talk about choosing specific investments, but let’s start with what my firm calls a Core & Explore™ approach.
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Including both index and actively managed mutual funds (rather than only one type of fund or the other) in your portfolio reduces the risk of underperforming the market, and increases the potential for beating the market.
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Core & Explore™ is an asset allocation strategy for the stock part of your portfolio, and it means that you use broad-based index funds (which are designed to track the performance of the total stock market) to form the focus—the Core portion of your portfolio—and actively managed mutual funds (which are managed by individuals who handpick the stocks and try to outperform total market returns using narrow selection approaches) or individual stocks for the remainder—the Explore portion in which you seek to maximize your upside potential. In other words, you include a combination of index and actively managed mutual funds.

[image: image]

Core & Explore™

Core = broad-based index funds

Explore = actively managed mutual funds or individual stocks

Result:

A better chance of beating the market and reduced risk of underperforming the market.
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The rationale for that combination is simple: Research has shown that when your portfolio includes both broad-based index funds and actively managed funds (rather than only one type of fund or the other), you have a better chance of beating the market.2 The index fund gives you the near certainty of tracking the return of an underlying index, which means that you’re less likely to underperform the market, and it counterbalances the risk of actively managed funds. The actively managed funds let you aim toward trying to beat the market and improve your performance.


FOR BEGINNERS ONLY: STOCKS AND STOCK MUTUAL FUNDS

5. After the Age of 50, Adjust Your Asset Allocation and Rebalance Your Portfolio Every Five Years


Say you try the approach I’ve outlined and, at 50, you adopt a fairly aggressive approach to asset allocation. What’s next? Do you stay with that forever? No. Little by little, during your second half, you’ll pull back and moderate the stock portion of your portfolio. Here’s the how and why.


When you’re in your prime wage-earning years—your 40s and 50s—investing 90% or even 100% of your portfolio in stocks makes sense, in my view. You still have income from your job, and you don’t need income from your investments. But as you approach retirement, which I define as the time when you are totally dependent on your investments for your income, you are wise to gradually increase your fixed-income investments to protect your income sources from the inevitable periods of market volatility.


So at some point—perhaps when you’re 55 or 60, but the decision will vary from person to person and will depend on their financial circumstances—I recommend that you begin reviewing your portfolio every five years to determine the most comfortable mix of growth versus fixed-income investments. You need to feel confident about the certainty of your income as you become totally dependent on investment income closer to retirement. You are always striving to find the perfect mix between growth and safety.


6. Devise a Second-Half Income and Expense Strategy Early On


The goal of any investing strategy for the second half is to make sure that your money outlives you, and a wise income and expense plan is an important part of that strategy. I have to add a word of caution here, though: Devising a sound plan for cash flow in the second half isn’t easy, and it might just be the issue that worries and confuses people most about retirement. How do you replace your paycheck and create a new steady source of income? How do you know how much you can spend? How do you withdraw it? Do you take it from your IRA? From your regular brokerage account? And where does your pension fit in?


It’s tricky stuff but critical, because you can have the smartest and most solid asset allocation and investing strategy on the block, but if you withdraw too much, too fast, you can do substantial damage to your second-half finances before you know it. You also need to be mindful of government regulations and taxes. Tax-advantaged retirement accounts like IRAs are great inventions, but there are strings attached, and those strings become only too noticeable when you’re faced with the restrictions on withdrawing your money. In Chapter 5 we’ll talk more about cash flow in the second half.


THE EFFECTS OF TAXES ON YOUR INVESTING DOLLARS

The Big Picture: Preparing Well for the Second Half


In Part 2, we’ll look at several issues that may seem unrelated to investing, but are important second-half considerations. Keep in mind that while these may be issues that you need to consider, they may also apply to aging parents.


• Getting help if and when you need it. If your financial situation is more complex than average, or if you simply can’t (or don’t want to) find the time necessary for it, you may want to consider a financial advisor. (We’ll discuss this in detail in Chapter 7.) But even if you do get help, it’s still crucial that you educate yourself about your current situation, your future needs, and your choices. Making use of a financial advisor doesn’t mean that you simply throw everything over the wall and let someone else take care of your life. It means that you’re getting help, but you still ask questions, pay attention, and play an active role. You can’t become fluent in a foreign language after a couple of classes; you take a lot of lessons, you practice, and you learn little by little. The same is true of managing your financial assets. Be patient—with yourself and with the process.


Sometimes we can need help on a much smaller scale. If you simply need more information than is in this book, I highly recommend Jane Bryant Quinn’s Making the Most of Your Money (Simon & Schuster, 1997). It’s a great personal finance book, a guide and reference book all in one.


To My Women Readers


• Making sure you’re adequately insured. You may be wondering why a book on investing bothers to talk about various kinds of insurance. The reason is simple: You can have millions put away for retirement, but if you don’t protect it through health, disability, and long-term-care insurance, it could be gone almost overnight. You know what health-care costs are like these days; a short hospital stay, not to mention loss of income due to disability, or the ongoing expense of long-term care, can do major damage to even a sizable portfolio. We’ll talk about insurance in detail in Chapter 8.


• Preparing an estate plan. There’s a dangerous myth to the effect that estate planning is only for the wealthy. The fact is that just about everyone can benefit—and substantially so—by creating some kind of estate plan. You may think your assets are too modest, or that you have plenty of time to plan for events that are still years away. But even if you have limited means or are just entering your peak money-earning years, a simple estate plan is essential. By preparing now for the future, you’ll be doing both yourself and your family a favor. You can retain more of your assets, protect your estate, and leave a legacy for your family or the cause of your choice. Chapter 9 discusses estate planning and its two most common vehicles—wills and trusts—in more detail. Even though you will want to seek professional help from an experienced attorney and possibly a financial adviser or tax planner, it’s wise to understand the basics before you do so.


• Charitable giving. What’s the point of all this planning and investing? It’s not to just pile up money. Money doesn’t confer happiness as soon as you get it. It’s not good or bad any more than a computer or a hammer or an oven is. It’s a tool—a wonderful one, a powerful one, but only a tool. And a great use for that tool is charitable giving. I urge you to consider giving something back during your second half by contributing financially to the causes that are important to you. The old adage is true: You really do receive more than you give. Chapter 10 discusses charitable giving in more detail.


Paperwork Simplified


One last note before we move on: As you begin to formulate or revise your second-half plan, remember to hold it in an open palm. Be ready to alter it when necessary, or to even start again if you have to. The second half of life is at least as unpredictable as any other time, and all the planning and preparation in the world can’t change that. We have to react and adapt to factors as diverse and unpredictable as our health, our nation’s tax policy, and our economy, to name a few. It’s entirely possible, maybe even likely, that you’ll have to modify your strategy as the years go by. But don’t let that dissuade you from being prepared. It’s your future we’re talking about. Don’t leave more to chance than you have to.


WORDS TO THE WISE ON INVESTING STRATEGIES FOR THE SECOND HALF


• Everyone should consider “investor” an important and permanent part of their identity. If you don’t already know how to, learn how to invest wisely, and to monitor your investments, even if you end up hiring a financial adviser for the day-to-day management.


• Thanks to longer life spans and healthier retirements, for our money to outlive us, we need to invest for growth for the rest of our lives. To do that, I believe that you’re wise to include stocks (primarily in the form of mutual funds) as a minimum of 50% of your portfolio.


• Stocks are fundamentally different from all other investment alternatives. Of those alternatives, it’s my belief that stocks offer the best potential for growth over time, and that they are a good solution for long-term investing.


• At least 90% of the variability in your investment return is determined by the asset allocation you select. Less than 10% is determined by your choice of individual investments.


• Start with as aggressive an asset allocation as you are comfortable with. Then, as your time frame shortens, you can pull back a little so that if there’s a downturn in the market, you’ll have more time to recoup whatever losses you suffer.


• The Core & Explore™ approach is a model for the stock portion of your portfolio. It means that you use stocks in the form of index funds to form the “core” of your portfolio, and actively managed mutual funds or individual stocks to explore market-beating possibilities. If you do this, the core of your portfolio has the near certainty of tracking the return of the underlying index, while the “explore” part can be trying to beat the market.


• Taxes are the single largest drag on your return, so it’s critical to invest with tax efficiency in mind. Taxes are also a strong argument for a buy-and-hold approach to investing. If you don’t sell stocks or mutual funds in your taxable accounts, you don’t pay taxes on capital gains. By simply buying and holding, you keep the money that would otherwise go to taxes.


2

Adding Up What You Have


One of the first steps in financial planning for your future is knowing what you’re starting with, for the simple reason that if you don’t know what you’ve got, it’s hard to know where you can go. What you have is a known quantity. It may take a little while to list and add up, but it’s factual—there’s no guesswork.


In this chapter you’ll take stock of what you have accumulated, including investments and savings, your home, insurance policies, retirement plans—even possessions, if you like. In Chapter 3, during the process of calculating how much you’ll need for the second half, you’ll narrow that down to investments and savings, but for now it’s helpful to look at the larger picture—in other words, to weigh your nest egg.


The worksheet at the end of this chapter will help you do that, both in terms of what you’ve invested and saved and, for many of you, how much your company has invested for you. If the idea of finding that out causes you some trepidation, be assured that you’re not alone. It’s possible that you’ll find that you’re better prepared than you thought; but I have to say that not once have I heard someone complain about having too much invested for retirement. There probably is no such thing. If you find that you’re not as well prepared as you’d hoped, it’s better to know that now and to work toward doing what you can than to hide your head in the sand. There’s still time to put your money to work for you, and there’s still time to invest for growth.


The Grasshopper and the Ants


In this chapter and the next one, you’ll be encouraged to make estimates about your financial picture: how much you have put aside, how much it costs you to live, how much it will cost you to live ten or twenty years from now. As you do this, I have a very important piece of advice: Relax. You don’t have to become your own financial planner overnight, and this isn’t a test; it’s just something worth doing. When you need an estimate of living expenses or income, the key word is estimate, and I really do mean estimate. At least when you’re starting out, a ballpark figure will do. You don’t have to dig through all those canceled checks or check stubs and count every dollar, every dime. Just come up with what you feel are realistic numbers. If you want to reexamine those numbers later, that’s great. But as long as you’re being realistic and honest with yourself about your spending and income, you’ll be all right, and you’ll be on your way to financial peace of mind.


Looking at What You’ve Got Financially


A nest egg is a natural or artificial egg left in a nest to induce a hen to continue laying there. In some ways, that’s exactly what a retirement plan is: a start, something to encourage you to continue investing, both in your government-sanctioned plan and through other investments as well.


In this chapter, as you begin to look at what you’re starting with, include only what you’ve already got: what you’ve invested and saved toward retirement, what your company has invested for you, and any other assets that you would consider selling. For now we’ll exclude projected income—money that you will have, but that you don’t yet—from Social Security and defined-benefit plans (company pensions, which are paid out to you after you retire). We’ll consider money from those sources to be income, and we’ll talk about those in the next chapter.


As you begin to compile a list of what you’re starting with, it’s helpful to think of your financial nest egg as parts of a whole:

	Retirement Plans	Personal Assets
	Employer-funded retirement plans	Investments
	Self-funded retirement plans	Savings
		Insurance policies
		Real estate
		Collections



A lot of people find discussions that deal with money and the future intimidating and even unpleasant, and they end up avoiding the whole thing, barely glancing at the 401(k) and IRA statements that come in the mail. If you are unsure about what you’re starting with, take heart: This can be done.


Start by getting organized. Get out those statements, make a list of what you’ve got. People who are recently widowed or divorced are often faced with this task in the middle of very stressful times, so count yourself lucky if you’re choosing to do this, rather than having to. Set aside some time and promise yourself something enjoyable when you’re done—a round of golf, a movie, a walk in the country, or a day at the beach. And know that you’re doing the right thing for your future peace of mind.


Now, there are a lot of people who calculate what they have in terms of retirement on an almost weekly basis. They know exactly what they have and what it’s worth right now, as well as what it was worth last year. If that’s you, congratulations on your diligence, whether it came easily or was something that you had to develop.


But for better or worse, not everyone finds investing easy—so if you are among those who do, you may want to turn directly to the worksheet at the end of the chapter.


Retirement Plans 101: Learning the Ropes


IRAs, Keoghs, 401(k)s, 403(b)s—that’s only the beginning of the list of retirement plans available today. They work differently, and they require varying levels of involvement by you, the employee or taxpayer. Some of these things might spring to mind immediately: that 401(k) you have at work, the mutual fund you’ve invested in. But maybe you have only a vague concept of what those investments are, and when they’re available to you, and how much they’re worth.


A lot of people would be hard-pressed to say what they have in terms of retirement plans. That’s partly because retirement plans have become an industry unto themselves, which is good news and bad news. The good news is twofold. First, by definition, retirement plans allow you to invest your money and allow it to grow, tax-deferred, until you withdraw it, which is great. And, second, we have more choices in terms of ways to invest for the future—and some really wonderful choices at that—than ever in the past. The bad news is that the quantity and variety can be overwhelming. So before we go on, let’s simplify.


When the Boss Helps Out . . . Employer-Sponsored Retirement Plans


First, two very general types of retirement plans exist: those offered and sponsored by the company that employs you, and those that you establish as an individual. We’ll start with the company plans.

[image: image]

An employer-sponsored retirement plan doesn’t preclude you from having an IRA as well. Retirement plans are one of the best and most efficient ways to invest, so be sure you’re taking full advantage of them in every way you can.

[image: image]

The traditional word is pension, which, Webster’s tells us, means “a fixed amount, other than wages, paid at regular intervals to a person or his surviving dependents in consideration of his past services, age, merit, poverty, injury or loss sustained, etc.” If the word sounds old-fashioned to you, there’s a reason for that: it’s a word with a history—and a very American one at that. The first American pension plans were military pensions given by the members of the first colony of Plymouth in 1636. The first American corporation to offer a pension plan was American Express, in 1875.


These days the term “retirement plan” is used more widely than the word “pension,” which has a more specific meaning. Statistics indicate that approximately two thirds of American workers are covered by some kind of company-sponsored retirement plan (a 401(k) or 403(b), for example). Of that number, an alarming number of people don’t participate, which is, in my mind, a tragedy, because company-sponsored retirement plans are just about as good as it gets in terms of investing for your future, and those who don’t take advantage of them are missing out on a great opportunity. The only problem is that you have to enroll, and although it’s not anything complicated or time-consuming—it usually amounts to filling out a form—it is something, and somehow it keeps a lot of people away. If you’re in that category, don’t wait any longer. It’s never too late, and you can remedy this today by going to your benefits office and doing the paperwork to get things going. (If you’re unclear about the definitions of various retirement plans, see “THE FINE PRINT ON RETIREMENT PLANS” below. And see the cheat sheet later in this chapter for help in enrolling in a retirement plan.)


If you are fortunate enough to work for a company that grants stock options to employees, there is an important caveat: Know and understand your stock option agreement well. Let me explain. One of the intents of stock option offerings is to encourage employees to give their all and to remain with the company. If and when an employee retires, those are no longer valid considerations. As a result, in many companies, the time during which you can exercise your options after you retire is pretty limited. Worse, some companies even prevent you from exercising your options at all after you retire. This means it’s crucial that you know the details of your stock option plan—especially its stock option exercise dates. A publicized case in point involved an executive of Bally Manufacturing Company, which makes such things as pinball and slot machines. The company offered this executive the option of buying one million shares of company stock. The option had a ten-year life, as long as the executive still worked for Bally, and if he retired, he could exercise the options for one year after retirement.


The executive retired on January 8 of 1993. On January 24 of 1994 he tried to exercise his options, but the company refused. Those 16 days cost him millions.


Obviously this is a place to pay close attention to the fine print. Be thoroughly familiar with your stock option agreement, and if you have questions, ask. Ignoring or breaking the rules can cost you substantially.


THE FINE PRINT ON RETIREMENT PLANS


You’re on Your Own: Self-Funded Retirement Plans


Employer-sponsored retirement plans are great deals, and if you have one available to you, participate. But they’re not the only retirement vehicles available. If your company doesn’t offer a retirement plan, or if you’re self-employed, you can still establish an individual plan and contribute to it yourself.


Even if you do have a retirement plan available through your company, I strongly encourage you to establish an Individual Retirement Account (IRA) as well. It’s my feeling that it’s just too good an offer to pass up. Taking full advantage of the retirement plans available to you is one of the keys to a sound investing plan.


An IRA is, to my mind, the retirement investment vehicle of choice, if you qualify. There are several types of IRAs.


With a traditional IRA, you qualify if you are employed, or if your spouse is. You can then contribute $2,000 a year to that account, and the money grows tax-deferred until you withdraw it, which you are allowed to do after the age of 59 1/2. You have control in terms of what you invest the money in; it’s my feeling that a broad-based index fund is often a good choice. You want this money to grow, and to allow it to take advantage of compound growth for as long as possible.


Cheat
	Item	Approximate Value
	
	PART 1. RETIREMENT PLANS
	Employer-sponsored defined contribution plans
	401(k)	$                    
	403(b)	                    
	ESOP	                    
	Self-funded retirement plans
	IRAs	
	Traditional IRA	                    
	Rollover IRA	                    
	Roth IRA	                    
	Education IRA	                    
	SEP	                    
	Keogh	                    
	PART 2. PERSONAL ASSETS
	Bank accounts (checking and savings)—the balance in each account:	$                    
	Investments (other than retirement plans)—for each, the current market value:	
	Mutual funds	                    
	Individual stocks	                    
	Bonds	                    
	Cash equivalents 	
	(for example, CDs and money market accounts)	                    
	Life insurance		
	(call insurance company to determine cash value)	                    
	Home equity (current market value)	
	(only if you would consider selling—current market value less your current mortgage and estimated selling costs)	                    
	Other real estate (current market value less current mortgage and selling costs)	                    
	Business partnership interests	                    
	Personal property (replacement value of jewelry, autos, household furnishings, etc.)	                    
	Collectibles—current market value:	
	Jewelry	                    
	Precious metals	                    
	Fine art	                    
	Other collectibles	                    
	Annuities, trusts, or other assets	                    
	Total value of retirement and personal assets:	$                    
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