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Introduction

As we watch the current national debate about the future of Social Security, it becomes more and more obvious that those of us currently under the age of 50 need to plan a financial future that does not depend on getting full Social Security benefits as currently defined.  That is not to say that Social Security is really going broke as some alarmists might say, but it does seem realistic to acknowledge that benefits are likely to be reduced in some manner for today’s younger workers.  The push by President Bush for so-called “private investment accounts” can serve to remind us that we all already have the ability to create private investment accounts for ourselves by starting an IRA in one of its many forms.   The purpose of this paper is to discuss the financial advantages an IRA can give, the various forms of account that are available, a philosophy of saving that really works and the mechanics of getting started
Why Start an IRA?

Would you like to give yourself an instant raise of 25% on part of your pay?  Does retiring with a 7-figure account sound like a good thing?  Does reducing the income taxes you pay each year sound good?  If so, an IRA is the savings vehicle for you.  Here’s how:  Suppose you start an IRA and have your employer start putting $100 per month into the account for you instead of paying you the money directly.  How much would you expect your paycheck to go down?  Most people will say $100 because that’s what you are giving up.  Actually your paycheck will only be reduced by around $80 (exact numbers vary with your individual situation) because your federal and state tax withholding will be reduced by about $20 in anticipation of your reduced taxable income.  So you gave up $80 to get an account worth $100.  That’s a 25% raise right now!
There’s a catch of course:  you can’t touch the money until you are ready to retire.  But that’s not really a problem.  You will be saving money you don’t really need to live on, and it will grow tax-free with compound interest into a phenomenal amount.  Actually, “tax-free” is a misnomer; Uncle always gets you in the end.  But it really is tax-deferred, which means that no taxes are due on the income you put into the account or the interest it earns until you draw it out.  By then, you will be retired and probably in a lower tax bracket than you when you were still working.  And in the meantime, the account grows much faster because no taxes are being paid.
On the next page we will explore how the account might grow.

Compare Tax-Deferred vs. Post-Tax Savings

Imagine that you are 22 years old, have just graduated from college and started your first job.  You decide to begin immediately taking $100 per month of your income and putting it into a retirement savings account.  If you give up $100 by having your employer take it from your paycheck and give it to financial institution you choose, the whole $100 goes to work for you.  Keep doing that for your entire working lifetime and don’t pay any taxes!  How much would you contribute and how much would it grow to?  The table below shows the value of the account after 20, 30 and 40 years based on three different assumed average annual interest rates:  8%, 10%, and 12%.  (As a point of reference, the U.S. stock market has grown at an average annualized rate of 11% for the last 100 years, even taking into account the stock market crashes of 1929 and 1987). 
	Years / Interest Rate
	20 years
	30 years
	40 years

	$100/mo contribution
	$24,000
	$36,000
	$48,000

	8%
	$59,295
	$150,030
	$351,428

	10%
	$76,570
	$227,933
	$637,678

	12%
	$99,915
	$352,991
	$1,133,242


Notice that this analysis ignores the tax savings of about $20 per month because of the reduction in taxable income, and that it assumes you only put $100 per month in for the entire savings period.  Most people save substantially more than that during the higher income portion of their careers, so realistically your final value at retirement could be much higher.
Now consider the same $100 per month saved as post-tax dollars.  That means that of the $100 you set aside to save, only $80 actually goes into savings; the other $20 pays taxes.  Then to make things worse, you will pay about 20% of your annual interest income as taxes each year, so for example an 8% return pre-tax turns into a 6.4% return post-tax.  Here is the new table based on only $80 per month put into the account and keeping only 80% of the income.
	Years / Interest Rate
	20 years
	30 years
	40 years

	$80/mo contribution

and $20 tax paid
	$24,000
	$36,000
	$48,000

	8%
	$38,973
	$87,257
	$178,670

	10%
	$47,436
	$120,024
	$281,142

	12%
	$58,152
	$167,442
	$451,786


Of course you could actually put $100 into the account each month and ignore for this analysis the $20 in taxes you will pay.  But you still reduce the effect of compound interest over the years because you must also pay taxes on the income.  In that case the table looks like this:
	Years / Interest Rate
	20 years
	30 years
	40 years

	$100/mo contribution
	$24,000
	$36,000
	$48,000

	8%
	$48,716
	$109,071
	$223,337

	10%
	$59,295
	$150,030
	$351,428

	12%
	$72,690
	$209,302
	$564,732


Moral of the story:  pre-tax saving is much better in the long run!

Forms of Retirement Accounts
So far we have been using the term “IRA” to represent all types of tax-deferred savings accounts.  Now, let’s get more specific with a brief discussion of each of the most important types of retirements accounts.

IRA

The classic Individual Retirement Account has existed for many years.  It was originally intended for those who had no other retirement plan through their employer.  It allowed individuals to put up to $2000 pre-tax into a tax-deferred account.  Recently the rules have changed to allow almost anyone to have an IRA and to put up to $4000 per person per year in the account.  There is no employer involvement.  A new variation is called the Roth-IRA in which the dollars saved are post-tax but they grow tax free.  This is only available to people whose income falls under a certain threshold (currently about $90,000).
401(k)

The best known of the employer involved plans is named for the section of the Internal Revenue Code that a smart accountant in the eighties figured could be used to create tax-deferred savings.  The IRS agreed and an industry was born.  It has all the benefits discussed above plus two real biggies:  maximum contribution is much more (currently $14,000 and increasing each year, more if you are over 55) and employers often make matching contributions in lieu of a traditional pension plan.  That means (depending on your employer) that a $100 contribution could turn in to $200 or more, which then grows under compound interest.  Usually to get the advantage of an employer’s contribution the employee must work some minimum time, typically 5 years.  This is called “vesting”.  Sometimes the employer makes its contribution in its own stock.  That’s fine as long as you don’t hold it forever (think Enron!).  Typically after some specified holding period like two years or so the stock can be sold and the cash put into more diversified (i.e. safer) investments.  If you are in this position, always cash out most of the stock as soon as you can.  You should never have more than about ten percent or so of your portfolio in one stock.  Overall, your basic 401(k) strategy should be to contribute as much as you can afford so that you get as much employer match money as the plan allows.

One other bit of vocabulary:  the 401(k), if the employer contributes to your account, is called a “defined contribution plan” because the amount you get is defined by the contributions the employer and you make.  You own the account (once you are vested) and the money is entirely yours to live on or spend as you wish when you retire.  If there is money left over when you die, your heirs inherit.  The old traditional corporate pension plan is the “defined benefit plan” where you and the employer make contributions to a large investment pool over the years.  The investment pool is supposed to be managed by an independent board.  When you retire you get a defined monthly income from the pool that is usually a function of the number of years you worked, your highest salary, and your age at retirement.  (Retire later and get a higher payout because you are expected not to draw the income for as many years).  When you die the payments end and your heirs get nothing, even if you die one month after starting to draw benefits.  (Actually, in that case your heirs would usually get the amount you had paid in over the years.  Another exception is that you may have elected to take a lower monthly allowance in return for a guarantee that your spouse continues to get paid until he/she dies).  Private employers are largely phasing these plans out (because it leaves them with a lot of liability in future years) in favor of defined contribution plans (because once they have paid the contribution, they are done with you!).  California public employees like teachers and municipal workers are still mostly covered by defined benefit plans (although the Gov has proposed changing that for new public employees after July 1, 2007; that proposal is currently on hold).

403(b)

This is the plan that most teachers use.  It has been available for years and used to be a major benefit of being a teacher before the advent of the 401(k).  It was authorized by the IRS under section 403(b) and covers not only teachers but also employees of a variety of non-profits.  It used to be called a TSA (for tax sheltered annuity) and in the old days was used to save money with an insurance company that would then use the value of the account to buy an annuity when you retired.  The annuity was a guarantee by the insurance company that they would pay a fixed monthly amount to the annuitant for life no matter how long he/she lived.  Like the defined benefit plans mentioned above, the annuitant could select a reduced payment in exchange for the payments continuing as long as either spouse was living.  TSA’s still exist and the insurance companies would love it if you bought one.  Interest rates used to be very low.  They are now more competitive but still have the disadvantage that when you die there is no value left.  (The tradeoff is that no matter how long you live you cannot run out of money.  Lots of people like that).
The rules have changed significantly in the last twenty years.  Now you don’t have to have a TSA with an insurance company.  Instead you can set up an investment account with a mutual fund company and direct them as to the specific funds or types of funds that your account uses.  That gives you a lot of flexibility in determining for yourself the amount of risk you are willing to accept to achieve the growth you want.  More on mutual funds in the section on how to save.
Other Plans

There are several other important account types I have not discussed.  The 457, for example, lets state and municipal employees double the annual savings limits.  In addition to the IRA and Roth-IRA there is a SEP-IRA (for self employed people), a Keogh-IRA and special tax-deferred plans for medical and education purposes that are beyond the scope of this paper.  Lots of good books are available if you want more information.  For most of us, the 401(k) or 403(b) plus possibly an IRA will do the trick.

Portability

One other issue is worth mentioning here.  As I said before, you OWN the account.  If you change employers, the account goes with you (less employer’s contributions if you are not vested).  If you go to a new employer with a different plan, you can either leave the old one alone (gathering interest) and start over with the new one, or if you want a simpler situation you can do a rollover to combine the accounts.  In that case, you instruct the trustee of the old account to send your money to the trustee of the new account.  You can do this as many times as you want.  IMPORTANT:  DO NOT ACCEPT A CHECK FROM THE TRUSTEE!!!  If you do, the IRS considers that you have taken the money out (even if you intend to put it immediately into another account) and will charge you a ten percent penalty and make you pay income tax on the full value you received.  Ouch!  The way to do it and not incur taxes and penalty is a direct trustee-to-trustee transfer in which the account owner never has his/her hands on the money.
Show Me the Money!

So how do you finally get your savings out when you need them?  Until you are old enough (59 ½ is the current rule), you can’t!  (Actually, you can take it at any time, but if you do early withdrawals you will pay income tax PLUS a penalty of ten percent of the withdrawal amount).  The rules say that anytime after you turn 59 ½ you may take out all or part of the account value without penalty.  Your withdrawal will be treated as ordinary income and taxed appropriately, but that’s what you expected all along.  If you don’t need the money, leave it alone and don’t start drawing it until you must.  (In the meantime, even though you are no longer making contributions because you are not working, the account continues to grow with no taxes due).  You MUST begin taking withdrawals in the year in which you turn 70 ½ according to a schedule the IRS will provide.  Basically, their philosophy is that you’ve had their money tax-free all these years and you have to pay the piper.  They don’t want you hoarding it and leaving it to your heirs, so the payout schedule is based on actuarial estimates of how long you will live.  Basically (and grossly oversimplified), if they expect you to live 20 more years, they want you to take out one twentieth each year so that in theory it is exhausted when you die.  Obviously not everyone meets their timetable, but the point is that there is a certain amount you are compelled to take.  You may always take more if you want.

A Philosophy of Saving

So having read all this, are you a believer?  Probably yes, at least in theory, but your main objection is likely to be: So where do I get the money to do this?  There are four important principles of savings that you should know.  Follow them and I guarantee that you will be in very good shape when retirement loons.
1. Pay yourself first!

2. Be disciplined and consistent in your savings.
3. Practice Asset Allocation Principles

4. Never, NEVER, NEVER touch the money until you retire!

Let’s consider each of these principles in turn:

Pay Yourself First

Your goal should be to put ten percent of your gross monthly paycheck (yes, I mean ten percent of the amount before all the various deductions that reduce your pay) into your retirement account.  That sounds like a lot, but the truth is that we all get used to whatever our net paycheck contains. Start on that first job after college (when you are making a real-world salary for the first time in your life!) and your check seems like more money than there is in the world.  Tell the payroll office to put ten percent into your account from day one.  You’ll never miss it.  As you get raises, don’t forget to give a new instruction to payroll that keeps up the ten percent.  You will be amazed at how fast your account grows.  By retirement time you will have way more than the amount I showed on that first table (that was built on a $100 contribution).  The point is, make retirement savings your first priority, not an afterthought.  Live with what’s left and you’ll do fine.
Be Disciplined and Consistent in your Savings

This one’s obvious.  The only way you get the fabulous results shown in the first table is if you make 480 straight contributions without ever missing one!  So make it an automatic event that you are not involved in by having your employer or bank make each monthly contribution without further instructions from you.  You don’t have to remember to write a check, and the inertia of the system will keep it going when you otherwise might quit.

What’s that you say?  Emergencies happen.  You’re right!  So what are you going to do about it?  The answer is to have a separate, very safe, savings account in a bank or a credit union.  It’s not an investment so don’t go chasing high returns.  This is your rainy day fund and it damn well better be there when you need it.  What I’m talking about in this paper is different:  it’s your sunny day fund!  Plan for a good retirement and you are likely to get it.  Besides, you think emergencies only happen now?  They are just as likely to happen when you are 75.  What will you do then if you don’t have adequate funds and no way to get them?  Your only hope is a consistent approach that starts now!

The other big benefit of a consistent savings plan is called “Dollar Cost Averaging”.  Essentially it means that over the long run you will pay less per share if you are buying consistently.  That’s because a fixed monthly investment buys more shares when they are cheap and fewer when they are expensive.  For example, imagine saving $100 per month in a fund whose cost per share in three consecutive months is $5, $10, $15.  So the average cost per share over that three month period is $10, right?  Now what did you pay?  The first month you bought 20 shares ($100 / 5), the next month 10 shares, the third month 6 2/3 shares (yes, they sell fractional shares of mutual funds).  So you own 36 2/3 shares, for which you paid $300.  The average cost per share was then $300 divided by 36 2/3 or $8.18, a lot less than the $10 average price.  Magic?  No, it’s just that you bought a lot of cheap shares and fewer expensive one.  That’s what dollar cost averaging is all about.  It’s just another argument for consistent savings.
Practice Asset Allocation Principles

Whole books are written about this idea and most casual investors have no idea what it means.  Think about this:  the one goal most investors think they want to follow is Buy Low Sell High.  But how do you do that?  If you think you can time the market (in other words buy and sell at the “right” time), good luck.  I said a while ago that the U.S. stock market had averaged about 11% annual returns for the past 100 years, yet individual investors typically only make about 4% to 6% over the long run.  Why?  They chase return.  They churn their account (lots of buying and selling) and incur lots of sales costs.  They hold good stocks too long and sell long after the peak.  They buy what’s hot, but by the time it’s hot the price has run way up.  The stock peaks out and all of a sudden our investor has lost 10%.  He dumps it to stop the bleeding and what has he accomplished?  He bought high and sold low!  This is far more typical than you might think.
So what’s the answer?  Asset Allocation.  This means (in very simplified terms) that you identify several broad classes of investment types that tend to have little correlation.  Asset classes are things like U.S. stocks, government bonds, corporate bonds, foreign stocks, real estate, etc.  The idea is that your portfolio is diversified such that if one class of asset has a bad year, the others probably will not.  Determine what percent of your portfolio you want in each asset class, then leave it alone.  About once a year, check the percents to see if they are still on target.  Probably some will be a bit high, some a bit low.  Then you need to REBALANCE.  That means you sell a bit of the asset that has exceeded its target percent in your portfolio and buy a bit of the ones that have slipped under target.  Guess what you just did?  You sold the winners and bought some of the cheapies.  In other words, you bought low and sold high!  That’s all you have to do.  About every five years you should adjust your target percentages for each asset class to get a little less risk and a little less growth.  (In practice, this means shifting from stocks to bonds).  The reason for reducing your risk every five years or so is that you are getting closer to the time when if you experienced a serious decline in your portfolio value you may not have enough earning years left in your career to make it up.  Later when I discuss some specific mutual funds families for you to consider, I will mention some that take care of this for you.
Never, NEVER, NEVER touch the money until you retire!

The only way you get such strong returns from your investments is that you are young so you have lots of time for compound interest to work its magic.  Also, over the long run historical market rates of return will obtain; you don’t have to worry about a few down years.  But what happens if you take some of the money out?  Aside from the taxes and penalties you will pay, you have wiped out a considerable part of the base that the compound interest was working on.  Look at the difference in the first chart between the thirty-year saver versus the forty-year saver.  If you save for ten years and then take it all out to buy a house, you just put yourself in the thirty year column.  You don’t want to be there!  So leave it alone.  Figure out how to live the life you want within the ninety percent you are getting after you pay yourself first.  Want a house?  Good!  Put another ten percent in a savings account until you are ready.  Things a little tight to squeeze out that extra ten percent?  Skip your daily Café Mocha or Jamba Juice or whatever is your particular $4 a day habit; you just freed up another $100 a month!  That retirement account isn’t for now, it’s for later when you may not have any other resources.  Besides, if you are smart enough to follow this investment plan, you are smart enough to HATE the idea of paying taxes plus ten percent of the withdrawal to Uncle.  Don’t do it.  Ever.  Period!!!
The Mechanics of Getting Started
So now that you are ready, what do you do?  In the corporate world, see the payroll office.  They are probably ready to sign you up for a 401(k) and/or a 457.  Let them help.  If you are doing an IRA or 403(b) on your own (typical for teachers), you will need to go to a company that manages mutual funds and open an account.  You may be approached by a sales person – often a teacher at your school site making a little money on the side.  You don’t need them!  They will offer to put you into a particular company.  It sounds like a great deal, particularly because they will handle all the paperwork.  But they are getting paid somehow.  Who do you think is paying them?  Answer:  you are!  The fund they sell you has a commission attached to it (called a “load”, which it is!).  The result is that of your $100 contribution, only about $95 goes to work for you.  You don’t need to pay any commission to get the best funds available.  See my recommendations below for good companies that sell commission-free (“no-load”) products.

Lots of mutual fund companies have minimum investment amounts, but they are generally waived if you are opening a tax-deferred retirement account.  You may able to open your account on a website, but for these types of accounts they often need to mail you a package with an application form that you fill out, sign and return.  In your application you will tell them how to invest your money and name a beneficiary (who gets your money if you die?).  They will get back to you shortly with a welcome letter and an account number.  Once you have that, go to the payroll office and fill out the appropriate form to instruct them to do salary withholding.  That’s it!  I suggest that you look carefully at your payroll stub the next couple of months.  For one thing, you should verify that your instructions are being followed.  Check with the trustee to verify that they really got the first contribution.  The other thing to look for is how much your net pay reduced.  Remember I said that if you contribute $100 it should only cost you about $80?  Check it out!  You should see that your net pay went down by about 80% of your contribution.  That should make you feel like you just won the lottery.  If not, don’t worry; you will feel that way when you retire!
There are two mutual funds companies available to anyone that I particularly like and one more that is available to teachers only.  All three of these are “no-load” funds: there is no salesperson and no sales commission.  That’s what you want.  Here they are with a few comments about each:

Vanguard

This is a terrific company that is mostly responsible for much of what is good about small investing today.  The company was started by a man named John C. Bogle who had two great ideas that he put into practice.  The first was that mutual fund “gurus” were not worth the money they were paid.  He noticed that only about ten percent of all funds beat the market (meaning that their annual return was greater than the increase in one of the commonly recognized indices like the Dow Jones Industrial Average or the S&P 500), and that it was a different ten percent each year!  So why not create a mutual fund by buying stocks that made up the market index?  Fund owners would not beat the market, they would equal it (sometimes called “buying” the market).  That would be a result that was better than ninety percent of all funds available.  The second big idea followed from the first:  investors did not get the returns they should because the expenses the funds charged ate up too much of the profits, and those expenses were mainly to pay for the gurus.  But if all you want to do is buy the market, you don’t need an expert.  All you need is a good computer and a staff to manage it.  So he created index funds with expenses that were well under 1% of the fund assets and did away with the concept of the expert stock-picker.  Today Vanguard is a large family of funds that either emulate a specific market index or focus on a particular asset class (remember asset allocation?)  They all run with very low expenses and investors are allowed a great deal of flexibility in moving money from one fund to another.
Recently Vanguard has added a new set of funds that are specifically aimed at meeting the goals of asset allocation along with the idea that young investors can tolerate a lot of risk to get high returns because they have time to ride out the ups and downs of the markets, while those nearing retirement want solid returns, perhaps not so high but with much less risk.  These are called the Vanguard Target Retirement Funds.  The idea is that you choose one of these funds based on your expected year of retirement.  For example, if you are just starting out now and expect to retire in forty years (i.e. 2045), you would put your contributions into the Vanguard Target Retirement 2045 Fund.  It is currently heavy on stocks with relatively high risk and high growth potential.  Each year they rebalance automatically.  About every five years they change the asset allocation so that the risk is reduced a bit and so is the potential return.  By the time you are in the last five years before retirement the fund is heavily into government and corporate bonds with very little risk.  This is an ideal approach for an investor who does not have the time or inclination to be heavily involved in choosing and managing his/her investments.  Later, as one gets more knowledgeable, it might be appropriate to make up one’s own asset allocation profile and shift money from the Target Fund to a mix of other chosen funds.  But you don’t have to!

To learn more about Vanguard, go to www.vanguard.com.  To see more about the Target Funds, click on “IRA’s, rollovers and retirement investment”, then “Vanguard Target Retirement Funds”.  Ask them to send you a prospectus of any fund that interests you.  The prospectus contains all the technical information and legal disclosures you are expect to be aware of before buying.

Fidelity Investments

The other mutual fund company I like to tell people about is Fidelity Investments.  They have followed Bogle’s model very well.  They also offer a broad family of no-load funds with very low expenses.  They also have a set of retirement funds that follow the same design described above: high risk, high return during the early years, more conservative nearing retirement.  Fidelity’s name for this family of funds is the Fidelity Freedom Funds.  Again, you would choose the fund with the year closest to your anticipated retirement date.  Like Vanguard, you can either stay with the one fund or get more active in setting your own asset allocation plan.
To learn more about Fidelity, go to www.fidelity.com.  Click on “Investment Products”, then “Mutual Funds”, then “Freedom Funds”.  Again, be sure to read the prospectus before buying.

CalSTRS 403(b) Program

This is a fairly new program offered by the State Teachers Retirement System.  They have a limited offering of about a dozen funds you can buy.  These are all no-load funds with low expenses.  It is also possible to establish a “self-managed account” and choose from a virtually limitless variety of mutual funds from many different companies.  This approach allows great flexibility but requires a somewhat more knowledgeable investor.

To learn more about this program, go to www.calstrs.com.  Click on members (you don’t have to be registered) and Voluntary Investment Program.
Conclusion

So now you know the basics that will get you on the road to a successful retirement savings plan.  All that’s left is to start.  Make a commitment to yourself to do so NOW!  Don’t put it off because you can afford it.  If you are working, you can afford it.  If you can’t do the ten percent of gross I recommended, do five percent.  If you can’t do that, do $100 or even $50.  You will be amazed at the results.  My first TSA came from a measly $60 a month my employer was willing to put in an account for me because I was not using the available medical benefit.  (They would not have paid me the cash; the TSA was my only choice).  A teacher/salesman showed me how to take advantage of the offer.  (No one told me all this stuff I have just told you so I didn’t know any better).  Ten years later when I got serious about my retirement savings, the account had grown to almost $10,000.   The same thing will happen to you, but only if you start.  DO IT NOW!!!
If I can be of any further help, please let me know.  My email address is (and will be in the future) johnmcpeak@yahoo.com.  I have a website at www.johnmcpeak.com.  You can find a copy of this paper there under the “Resources” link.  I’m not a commissioned (or licensed) salesman.  All I can do is share the information I have learned the hard way over the years, but I’m willing to help you in any way I can.
I’d wish you good luck, but I know you won’t need it!  Enjoy retirement.
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