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Introduction 
 
Retirement is one of the most important life events many of us will ever 
experience. From both a personal and financial perspective, realizing a 
comfortable retirement is an incredibly extensive process that takes sensible 
planning and years of persistence. Even once it is reached, managing your 
retirement is an ongoing responsibility that carries well into one's golden years.  
 
While all of us would like to retire comfortably, the complexity and time required 
in building a successful retirement plan can make the whole process seem 
nothing short of daunting. However, it can often be done with fewer headaches 
(and financial pain) than you might think - all it takes is a little homework, an 
attainable savings and investment plan, and a long-term commitment. 
 
In this tutorial, we'll break down the process needed to plan, implement, execute 
and ultimately enjoy a comfortable retirement. 
 
 

Why Plan For Retirement? 
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Before we begin discussing how to plan a successful retirement, we need to 
understand why we need to take our retirement into our own hands in the first 
place. This may seem like a trivial question, but you might be surprised to learn 
that the key components of retirement planning run contrary to popular belief 
about the best way to save for the future. Further, proper implementation of those 
key components is essential in guaranteeing a financially secure retirement. This 
involves looking at each possible source of retirement income. 

Uncertainty of Social Security and Pension Benefits 
First off, we need to be up front about the prospects of government-sponsored 
retirement - they're not very good. As we all know, the developed world's 
populations are continuing to age, with fewer and fewer working-age people 
remaining to contribute to social security systems. 
 
For instance, consider that according to a 2005 study by Stephen C. Goss, chief 
actuary of the Social Security Administration, the ratio of covered workers versus 
the number of beneficiaries under the U.S. Social Security program has been 
reduced significantly over the years. In 1940, there were 35.3 million workers 
paying into the system, with only 222,000 beneficiaries - a ratio of 159 to 1. In 
2003, the number of workers increased to 154.3 million, with 46.8 million 
beneficiaries - a ratio of 3.3 to 1.  
 
A similar pattern exists with other pension systems, including those in many 
European nations. At the same time, greater and greater burdens are being 
placed on the system, as more and more people retire and, due to advances in 
health care, are living longer than ever before. 
 
This "double-whammy" effect holds the potential to put significant strains on the 
system and could leave governments with no other viable option but to reduce 
social security benefits or suspend them altogether for all but the poorest of the 
poor. 
 
Private pension plans aren't immune to shortcomings either. Corporate collapses, 
such as the high-profile bankruptcy of Enron at the turn of the century, can result 
in your employer-sponsored stock holdings being wiped out in the blink of an 
eye.  
 
Defined-benefit pension plans, which are supposed to guarantee participants a 
specified monthly pension for the duration of their retirement years, actually do 
fail every now and again, sometimes requiring increased contributions from plan 
sponsors, benefit reductions, or both, in order to keep operating.  
 
In addition, many employers who used to offer defined-benefit plans are now 
shifting to defined-contribution plans because of the increased liability and 
expenses that are associated with defined-benefit plans, thus increasing the 
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uncertainty of a financially secure retirement for many. 
 
These uncertainties have transferred the financing of retirement from employers 
and the government to individuals, leaving them with no choice but to take their 
retirement planning into their own hands. 
 
Unforeseen Medical Expenses 
While the failure of a social security system may not occur, planning your 
retirement on funds you don't control is certainly not the best option. Even with 
that risk aside, it's important to realize that social security benefits will never 
provide you with a financially adequate retirement. By definition, social security 
programs are intended to provide a basic safety net - a bare minimum standard 
of living for your old age. 
 
Without your own savings to add to the mix, you'll find it difficult, if not impossible, 
to enjoy much beyond the minimum standard of living social security provides. 
This situation can quickly become alarming if your health takes a turn for the 
worse. 
 
Old age typically brings medical problems and increased healthcare expenses. 
Without your own nest egg, living out your golden years in comfort while also 
covering your medical expenses may turn out to be a burden too large to bear - 
especially if your health (or that of your loved ones) starts to deteriorate. As such, 
to prevent any unforeseen illness from wiping out your retirement savings, you 
may want to consider obtaining insurance, such as medical and long-term care 
insurance (LTC), to finance any health care needs that may arise.  
 
Estate Planning 
Switching to a more positive angle, let's consider your family and loved ones for a 
moment. Part of your retirement savings may help contribute to your children or 
grandchildren's lives, be it through financing their education, passing on a portion 
of your nest egg or simply keeping sentimental assets, such as land or real 
estate, within the family. 
 
Without a well-planned retirement nest egg, you may be forced to liquidate your 
assets in order to cover your expenses during your retirement years. This could 
prevent you from leaving a financial legacy for your loved ones, or worse, cause 
you to become a financial burden on your family in your old age.  
 
The Flexibility to Deal With Changes 
As we know, life tends to throw us a curve ball every now and then. Unforeseen 
illnesses, the financial needs of your dependents and the uncertainty of social 
security and pension systems are but a few of the factors at play. 
 
Regardless of the challenges faced throughout your life, a secure nest egg will 
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do wonders for helping you cope. Financial hiccups can be smoothed out over 
the long term, provided that they don't derail your financial plan in the short term, 
and there is much to be said for the peace of mind that a sizable nest egg can 
provide. 
 
 

How Much Will I Need? 
 
So now that we've been through the important parts of the why, let's start tackling 
the how of retirement planning by asking the No.1 retirement question: "How 
much money do I need to retire?" 

The answer to this question contains some good news and some bad news. 
 
First, the bad news: There really is no single number that would guarantee 
everyone an adequate retirement. It depends on many factors, including your 
desired standard of living, your expenses (including any medical costs) and your 
target retirement age. 
 
Now for the good news: It's entirely possible to determine a reasonable number 
for your own retirement needs. All it involves is answering a few questions and 
doing some number crunching. Providing you plan ahead and estimate on the 
conservative side, it's entirely possible for you to accumulate a nest egg sufficient 
to last you through your golden years. 
 
There are several key tasks you need to complete before you can determine 
what size of nest egg you'll need in order to fund your retirement. These include 
the following: 

1. Decide the age at which you want to retire. 
2. Decide the annual income you'll need for your retirement years. It may be 

wise to estimate on the high end for this number. Generally speaking, it's 
reasonable to assume you'll need about 80% of your current annual salary 
in order to maintain your standard of living.  

3. Add up the current market value of all your savings and investments. 
4. Determine a realistic annualized real rate of return (net of inflation) on your 

investments. Conservatively assume inflation will be 4% annually. A 
realistic rate of return would be 6-10%. Again, estimate on the low end to 
be on the safe side. 

5. If you have a company pension plan, obtain an estimate of its value from 
your plan provider. 

6. Estimate the value of your social security benefits. U.S. residents can 
obtain their estimated benefits at the Social Security Administration (SSA) 
website. 
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A Sample Calculation 
Before we begin with our sample calculation, a word on inflation. When drawing 
up your retirement plan, it's simplest to express all your numbers in today's 
dollars. Then, after you've determined your retirement needs (in today's dollars), 
you can worry about converting the numbers into "tomorrow's dollars," i.e. 
factoring in inflation. 
 
Just remember not to mix the two. If you do, your numbers won't make any 
sense! After all, how do you contribute $300 in 2025 dollars each month to your 
retirement plan? 
 
Compute all of your numbers in today's dollars. When you are finished, you can 
apply an inflation assumption to get a realistic estimate of the dollar amounts you 
will be dealing with as you make your contributions over the decades. 
 
Now on to the sample calculation. Consider the hypothetical case of John, a 40-
year-old man currently earning $45,000 after taxes. Let's go through the key 
factors for John: 

1. John wants to retire at age 65. 
2. John will need $40,000 of annual retirement income - in today's dollars 

(i.e., not adjusted for inflation). 
3. John currently has $100,000 in savings and investments. 
4. Over 25 years of investment (age 40 to 65), John should realistically earn 

a 6% annualized real rate of return on his investments, net of inflation. 
5. John does not have a company pension plan. 
6. Visiting the SSA website, we can quickly calculate John's estimated social 

security benefits in today's dollars. Assuming John is born on today's date 
40 years ago and will retire 25 years from now, we can retrieve his 
estimated social security benefits in today's dollars. The SSA website 
gives us a value of around $1,300 per month. 

 
Now, John determined he would need $40,000 (in today's dollars) annually to live 
during his retirement years. To the nearest $100, this works out to about $3,300 
per month. Assuming John's social security funds come through as estimated, 
we can subtract his estimated monthly benefits from his required monthly income 
amount. 
 
This leaves him with $2,000 per month that he must fund on his own ($3,300 - 
$1,300 = $2,000), or $24,000 per year. 
 
John is in good health and has a family history of longevity. He also wants to 
make sure he can pass along a sizable portion of wealth to his children. As a 
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result, John wants to establish a nest egg large enough to enable him to live off 
of its investment returns - and not eat into his principal amount - during his 
retirement years. 
 
Because John should be able to earn 6% annualized returns (net of inflation), he 
will need a nest egg of at least $400,000 ($24,000 / 0.06). 
 
Of course, we haven't accounted for the taxes John will pay on his investment 
income. If his capital gains and investment income is assumed to be taxed at 
20%, he will need a nest egg of at least $500,000 to fund his retirement income, 
since a $500,000 retirement fund earning 6% real returns would produce income 
of $24,000 after 20% taxes. Consider, too, that any tax-deferred retirement 
assets will be taxed at his ordinary income tax rate, leaving him with even less 
disposable income.  
 
Keep Inflation in Check 
Now, keep in mind all these numbers are expressed in today's dollars. Since 
we're talking about a time period spanning several decades, we'll need to 
consider the effects of inflation. In the United States, the federal government has 
kept inflation within a range of 2-4% for many years, and analysts project that it 
will remain within that range for a while. Therefore, assuming 4% annual inflation 
should keep your projections from falling short of your actual financial needs. 
 
In John's case, he needed a $500,000 (in today's dollars) nest egg 25 years from 
now. To express this in the dollars of 25 years from now, we simply multiply 
$500,000 by 1.04, 25 times. 
 
This is equal to 1.04 to the twenty-fifth power, multiplied by $500,000. So, we 
have: 

 Nest Egg = $500,000 x 1.0425  
 Nest Egg = $500,000 x 2.67 
 Nest Egg = $1,332,900 

 
 
As you can see, the $1.3 million dollar nest egg is a much larger number than the 
$500,000. This is because of the effects of inflation, which causes purchasing 
power to erode over time and wage rates to increase each year. Twenty-five 
years from now, John won't be spending $40,000 per year - he'll be spending 
$106,600 ($40,000 x 2.67). 
 
Either way, for the purposes of our retirement calculation, the inflation 
assumption doesn't really matter. A $500,000 nest egg and a $40,000 budget 
expressed in today's dollars is the same thing as a $1.3 million nest egg and a 
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$106,600 budget 25 years from now, assuming inflation has run its course at 4% 
per year. 
 
The key is that we assume that savings will grow at a real rate of return of 6% 
annually. The numbers would actually be growing at 10% annually, but inflation 
would be running at 4%, so the growth in purchasing power would actually be 6% 
per year. 
 
You don't need to worry about this too much for your retirement plan, but just 
keep inflation in mind when you determine how much you want to save for your 
nest egg every month. A $200 monthly contribution is nothing to sneeze at right 
now, but after 20 or 30 years, $200 won't buy you very much. As you continue 
with your retirement plan year after year, simply check the inflation number each 
year and revise your contributions accordingly. Provided you do this, you should 
be able to grow your capital at your estimated real rate of return and reach your 
target nest egg. 
 
There's No Magic Number 
Of course, there are a lot of changes to these financial estimates that could end 
up making John's $500,000 target nest egg too small. Poor return on 
investments, increased taxes, unexpected medical expenses, or a reduction of 
social security benefits could occur, resulting in John's actual nest egg falling 
short of projections. 
 
Because of this, it's best for John to provide himself with a margin of safety. 
Suppose that his social security benefits are discontinued. This would leave John 
with the burden of producing a pre-tax retirement income of $50,000 (assuming 
John's investments would be taxed at 20%, he would need to earn $50,000 
investment income per year in order to reap annual in-pocket income of 
$40,000). 
 
At a 6% rate of return (net of inflation), John would need a nest egg of about 
$850,000 in order to accomplish his retirement goal. This would be a 
conservative target for his retirement goals (i.e., it is safer than assuming a 
$500,000 nest egg will work). A smaller nest egg might very well be sufficient to 
fund his retirement, but as we've already outlined, there are many uncertainties 
that can derail his retirement plan along the way, so it's best to err on the side of 
caution. 
 
The point here is that the original number we came up with for John's nest egg is 
the bare minimum. When you do your calculations, start with the bare minimum 
and then try to provide yourself with a sufficient margin of safety by assuming 
worst-case scenarios, such as an unplanned long-term illness. 
 
Other Factors Come into Play 
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Even if your financial estimates are not fully realized - for instance, your 
investments earn lower-than-projected returns, social security benefits don't 
come through, tax rates are higher than projected, etc. - there are other factors 
that can change the retirement picture dramatically. 
 
For example, if you are considering retiring early, you won't have access to such 
benefits as social security or pension funds until the specified age (at least, 
without penalty). Therefore, if you are planning to retire at 55, be sure to 
determine whether you will have access to the entire balance of your retirement 
savings at that time.  
 
In our above example, John's retirement plan included a significant amount of 
capital to be passed on to his heirs. You may wish to "die broke", or you may 
wish to leave a large inheritance for your children. Either way, these decisions 
can impact your financial plan considerably. 
 
On the flip side, it is becoming increasingly common for retirees to choose to 
work part-time during their retirement years. Some who choose to work during 
their retirement do so for personal-fulfillment reasons, others may do it for the 
extra income it provides.  
 
Whatever the reason, the reality is that a part-time job during your golden years 
can do wonders for financing your retirement. For instance, if you've neglected 
saving for retirement until late in the game, a part-time job during retirement may 
be a critical part of your plan. If you decide that you will be working during your 
retirement, you will likely be working on a part-time basis. Be sure to consider 
this in your calculations and estimate conservatively, as your salary will likely be 
reduced from what you were used to earning before your retirement years. 
 
If you have any substantial retirement plans such as buying a summer home or 
traveling frequently, be sure to include these numbers in your financial 
projections, as it is likely that you are not incurring costs such as these during 
your pre-retirement years. 
 
Also, consider your time span until retirement. If you are drawing up your 
financial plan only a few years before you intend to stop working, you will not be 
able to risk very much of your investment capital, and consequently your return 
estimates should be on the low side. Conversely, if you have 30 or 40 years to go 
until your desired retirement date, you can realistically aim for 10% or more in 
annualized returns.  
 
Finally, while the idea may seem a bit grim, honestly consider your expected life 
span and make sure your financial plan can sustain your retirement if you live 
well into your golden years. Remember that along with advances in health care, 
average life spans are increasing. According to the National Center for Health 
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Statistics, the average lifespan in the U.S. in 2004 (the most recent year for 
which data is available) is 77.9 years, so don't sell yourself short! 
 
 

Where Will My Money Come From? 
 
Now that we've outlined how to calculate the money you'll need for retirement, 
we need to figure our where that money will come from. 
 
While employment income seems like the obvious answer, there are actually 
many sources of funds you can potentially access to build your retirement nest 
egg. Once you lay them all out clearly, you can then determine how much money 
you'll need to save every month in order to reach your retirement goals. 
 
There are typically several sources of retirement savings for the average 
individual. These include the following: 
 
1. Employment Income 
As you progress through your working life, your annual employment income will 
probably be the largest source of incoming funds you receive - and the largest 
component of your contributions to your retirement fund. 
 
For your retirement plan, simply write down what your after-tax annual income is. 
Then subtract your annual living expenses. The amount left over represents the 
discretionary savings you have at your disposal. Depending upon how the 
numbers work out, you may be able to save a large portion of your employment 
income toward your retirement, or you may only be able to save a little. Be sure 
to use a budget and include all your recurring expenses. One way to ensure you 
save the projected amount for retirement is to treat the amount you plan to save 
as a recurring expense.  
 
Regardless, figure out the maximum amount of your employment income you 
can contribute to your retirement fund each year. Also, if you are able to work 
part time during your retirement years, include this information in your retirement 
income calculations. For example, let's assume that Alison's after-tax earnings 
are $34,000, and her living expenses are $2,000 per month, or $24,000 per year, 
and that she will not be working during her retirement. 
 
Thus, Alison has $10,000 per year of discretionary savings. She can choose to 
contribute all of this money to her retirement plan, or she can contribute a portion 
of it to her retirement fund and spend the rest on a vacation or something else 
she desires, but we know that her available retirement funds from her 
employment income add up to $10,000. 
 
For U.S. residents, disposable income that is earmarked for retirement savings 
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can be deposited to an after-tax account, where earnings are added to your 
income and taxed each year; or to a retirement account, such as a Traditional 
IRA, where earnings are tax-deferred, or a Roth IRA, where earnings could be 
tax-free. The amount in an after-tax account will not be taxed again during 
retirement. The amount in a Traditional IRA may be taxed at your ordinary 
income tax rate for the year you withdraw the amount.  
 
2. Social Security 
As we mentioned earlier, social security benefits can provide a small portion of 
your retirement income. By visiting the SSA website, you can estimate your 
retirement benefits (in today's dollars) by using the site's online calculator. 
 
You may not want to include social security benefits in your retirement 
calculations because, as we already mentioned, the entire projected amount may 
not be available at retirement time. Alternatively, you may wish to include them at 
a portion of their value, say 50%, to be on the conservative side. 
 
Either way, figure out what your estimated social security benefits are expected 
to be in today's dollars and add them to your list of retirement income sources. 
You won't be able to use this money to build your nest egg, but it will help to fund 
your living expenses when you're retired and reduce the size of nest egg you will 
need. 
 
In John's example, his social security benefits were estimated to be about $1,300 
per month, in today's dollars. 
 
3. Employer-Sponsored Retirement Plan 
You may or may not participate in a retirement plan through your employer. If you 
don't, you will need to focus on your other income sources to fund your 
retirement. If you do participate in an employer plan, contact your plan provider 
and obtain an estimate of the fund's value upon your retirement.  
 
Your plan provider should be able to give you an estimated value (in today's 
dollars) of your retirement funds in terms of a monthly allowance. Obtain this 
number and add it to your list of retirement income sources. 
 
Similar to your social security benefits, the funds from your employer plan can 
help cover your living expenses during your retirement. However, most employer 
plans have rules regarding the age at which you can start receiving payments. 
Even if you quit working for your company at age 50, for example, your employer 
plan may not allow you to begin receiving payments until age 65. Or they may 
allow you to begin receiving payments early, but with a penalty that reduces the 
monthly payment you receive. Talk to your plan provider to determine what rules 
apply to your employer plan and consider them when you are making your 
retirement plan. 
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4. Current Savings and Investments 
Also consider what current savings and investments you have. If you already 
have a sizable investment portfolio, it may be sufficient to cover your retirement 
needs all by itself. If you have yet to begin saving for your retirement or are 
coming into the retirement planning game late, you will need to compensate for 
your lack of current savings with greater ongoing contributions. 
 
For example, with John's retirement plan he already had a $100,000 retirement 
fund at age 40. Reasonably assuming this fund grows at a real rate of return of 
6% per year until he is 65, John will have about $429,200 in today's dollars by 
the time he is 65. Depending on other sources of income he may have, this could 
be enough to fund his retirement so that John does not have to contribute large 
amounts of his ongoing employment income. 
 
If you do have current savings and investments, be sure to include only the 
portion you expect to have left over by the time you have reached retirement. 
Don't include any portions you're planning to leave for your children or spend on 
other assets, such as a summer home, which will make the funds unavailable for 
covering your living expenses. 
 
5. Other Sources of Funds 
You may have other sources that will be available to fund your retirement needs. 
Perhaps you will receive an inheritance from your parents before you reach 
retirement age or have assets, such as real estate, that you plan to sell before 
retiring.  
 
Whatever additional sources of funds you do happen to have, be sure to include 
them in your retirement projections only if they are certain to occur. You may be 
expecting to realize a large inheritance from your parents, but they may have 
other plans for their surplus savings, such as donating them to charity.  
 
Other unexpected cash inflows may also come along as you build toward your 
retirement, such as lottery winnings, gifts, raises or bonuses, etc. When you do 
happen to receive these additional cash inflows, consider adding them to your 
retirement fund. It's also fine to include the planned sale of real estate to when 
you estimate your retirement funds (at a conservative price). 
 
Adding Up Your Income Sources 
After you have clearly defined all the available income sources with which to fund 
your retirement, make a list and add them up. 
 
Let's continue with John's sample retirement plan. Remember, all figures are in 
today's dollars. John's retirement income sources are: 
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1. $10,000 maximum annual retirement contributions from his $45,000 after-
tax earnings. 

2. John has $1,300 per month in estimated social security benefits. To be on 
the safe side, we won't include these in our calculations. 

3. John does not have a company pension plan. 
4. John has $100,000 of current savings and investments. At a reasonable 

6% real rate of return for 25 years, his savings should grow to $429,200. 
5. John does not have any other sources of funds he can conservatively 

expect to add to his retirement funds. He might win the lottery, but he's not 
banking on it. 

 
As we outlined earlier, John would need a nest egg of $850,000 (in today's 
dollars) to fully fund his retirement goals with the peace of mind that any social 
security shortfalls won't derail his plans. 
 
Since his current savings and investments can realistically be expected to 
provide only $429,200 (in today's dollars) by the time he reaches his retirement 
age, John will need to rely on his other funding sources to reach his retirement 
goal. 
 
This leaves him needing to build additional savings of $420,800 (in today's 
dollars) by the time he is 65 years old. Given his annual income, John will have 
to make periodic contributions to his retirement fund and build it up over the next 
25 years. 
 
To calculate this, let's track his progress over the 25-year period: 
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Assuming the 6% annual growth rate and a constant annual contribution, we find 
that John needs to contribute $7,236 per year or about $600 per month in order 
to meet his retirement goal. 
 
This is a relatively high level of ongoing contributions. While John can meet his 
contribution requirements given his $10,000 available annual income, he may 
wish to adjust his plan to leave himself more discretionary income. 
 
John may consider revising his retirement plan so that his annual contributions 
are smaller. He could do this by choosing to include 50% of his estimated social 
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security benefits, instead of our initial decision to assume no social security 
benefits at all. Or he may decide it's acceptable to leave only half of his 
retirement nest egg to his children, instead of the full $850,000. Alternatively, 
John could lower his required retirement income from $40,000 to, say, $35,000 
and run the numbers again. 
 
Any of these options would allow him to lower his monthly contribution amounts 
to a more manageable level. At the end of the day, it's important that whatever 
retirement plan you devise for yourself, you are able to stick to it. If your plan will 
require large monthly contributions, it's unlikely you'll be able to stick to it over the 
long term in order to make it work. 
 
In John's case, another entirely reasonable solution to his plan would be to work 
part-time during his retirement years. By adding even $12,000 of annual 
retirement income, John's financial picture would change substantially and his 
required annual contributions would be lowered considerably. 
 
The key is to remain conservative in your financial estimates (i.e., don't assume 
20% annual investment returns or large inheritances from your parents) and 
settle on a plan that is feasible and sufficient for your needs. 
 
 

Investments For Building A Nest Egg 
 
There are a myriad of investment accounts, savings plans and financial products you can use to 
build your retirement nest egg. Many countries have government-sanctioned retirement accounts 
that provide for tax-deferral while your savings are growing in the account, thus postponing 
taxation of your investment earnings until you withdraw your funds for retirement. 
 

Due to the wide array of savings methods available (each with their own pros and cons) and the 
fact that each individual will have a different solution based on his or her circumstances and 
personal preferences, it would be impractical to discuss each in detail. 
 

That said, there are financial goals and strategies common to pretty much everyone, and a core 
group of investment vehicles available to most as well. A quick overview of the tools at your 
disposal and the characteristics of each will help you determine what route is best for you. If you 
feel you need assistance choosing the financial vehicles with which to build your nest egg, 
consider consulting with a professional financial planner. 
 

Government-Sponsored Vehicles 

Most governments of developed countries provide a legal framework for individuals to build 
retirement savings with tax-saving advantages. Due to the advantages these investment 
accounts offer, there are usually limits regarding contribution amounts and age limits at which you 
will stop enjoying the benefits of those savings plans. 
 

It's generally advisable for you to exhaust the contribution room you have for your government-
sponsored accounts before you begin looking at other avenues, as whatever securities you invest 
in are more likely to deliver enhanced returns through compounding of tax-sheltered earnings or 
otherwise beneficial accounts. 

http://www.investopedia.com/terms/f/financialplanner.asp
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Here's a breakdown of the government-sponsored investment accounts available to most people: 
 

401(k) (USA) 
A 401(k) plan is a voluntary investment account offered to employees by their company. The plan 
allows up to a certain percentage of your pre-tax employment income to be contributed to your 
401(k) account. This means that you do not have to claim the portion of income you route to 
401(k) as employment income for the year it is earned. As well, all investment gains you reap 
from the funds invested in your 401(k) are not taxable as long as they remain in the fund. 
 

401(k) plans, and the percentage of earnings they allow to be contributed, vary from company to 
company. Check with your employer to learn the details of the 401(k) plan applicable to you. 
What securities your 401(k) funds can be invested in varies from company to company as well - 
some employers require that you choose from a list of approved mutual funds or similar 
securities, while others allow you more latitude to choose your investments. 
 

Check with your employer to see what 401(k) options you have available and consider using the 
401(k) as one of your key retirement savings vehicles. The benefits of the tax-deferral it provides 
can add up to substantial tax savings over long periods of time and go a long way to boosting the 
size of your nest egg.  
 

IRA (USA) 
An IRA, or individual retirement account, is a retirement savings account that allows an individual to 
make an annual contribution of employment income, up to a specified maximum amount. Similar 
to a 401(k), your IRA contributions can lower your taxable income, and capital gains are tax-
deferred until you begin withdrawing your funds as income. 
 

The rules for IRAs, and whether your contributions are tax deductible, vary according to income 
levels and other factors, such as the type of IRA and whether you participate in an employer-
sponsored retirement plan. Generally speaking, however, IRAs offer the opportunity for tax-rate 
optimization, since most individuals fall into lower tax brackets during their retirement years. By 
postponing taxation on funds you contribute to your IRA, not only are you likely to be taxed later 
in time, you can also enjoy a lower rate of taxation on your funds, and with Roth IRAs, your 
savings can even accumulate on a tax-free basis. (There are many different types of IRA 
accounts that have been offered over the years.  
 

If you need help assessing what type of IRA account is best for your needs, consider consulting 
with a professional financial planner. For Canadian citizens, the RRSP account is essentially the 
equivalent of an IRA.  
 

Company Pension Plans 

While private businesses have shifted from offering defined-benefit pension plans to other forms 
of employer-sponsored plans, such as defined contribution plans, there are still plenty that do 
offer defined-benefit plans to employees. Let's take a brief look at the key differences: 
 

A defined-contribution plan can be a money-purchase pension plan or profit-sharing plan, in which 
only your employer makes contributions, or a 401(k) plan where you contribute amounts from 
your paycheck and your employer may also make contributions. 
 

For a defined-benefit pension plan, your employer usually makes periodic contributions, and a 
specified amount of funds is deposited into the plan every month. 
 

Regardless of the form of payment you receive, the value you get from a defined-contribution 
plan depends on how much money is put in over time and the returns its investments generate. 
Should your plan's investments perform well, you will accrue the benefits. Likewise, you bear the 

http://www.investopedia.com/terms/1/401kplan.asp
http://www.investopedia.com/terms/i/ira.asp
http://www.investopedia.com/terms/r/rothira.asp
http://www.investopedia.com/terms/m/moneypurchasepensionplan.asp
http://www.investopedia.com/terms/p/profitsharingplan.asp


Investopedia.com – the resource for investing and personal finance education. 

 

 

 
 

This tutorial can be found at: http://www.investopedia.com/university/retirement/default.asp 
(Page 16 of 24) 

Copyright © 2010, Investopedia.com - All rights reserved. 
 
 

 

risk of poor market performance. With a defined-contribution plan, your contributions are certain 
(i.e., they are defined), but the eventual size of your nest egg is not guaranteed. 
 

This contrasts with the structure of a defined-benefit plan, in which your employer uses a formula 
to calculate a specific monthly retirement allowance you'll receive when you retire. Like a defined-
contribution plan, these plans also require monthly contributions, which can come from your 
paycheck, your employer or some combination of both. 
 

Typically, defined-benefit plans calculate your benefits based on factors such as the number of 
years you've been a member of the pension plan, your average (or perhaps peak) salary, your 
retirement age, etc. 
 

The key difference here is that, with a defined-benefit plan, your employer essentially guarantees 
that you will receive a certain amount of money each month for the rest of your retired life. 
Regardless of whether the capital markets do well or poorly, your employer is bound by the terms 
of the plan to provide your monthly pension amount to you as calculated by the formula. If the 
stock market crashes, your benefits remain the same. On the flip side, good returns enjoyed by 
the pension fund do not accrue to you – if the stock market does very well, you do not reap the 
benefits, and your pension remains the same. 
 

Either type of plan can provide you with a reasonable retirement, but be aware of the differences 
between the two. If your employer offers both, the eligibility requirements will determine which of 
the plans you are allowed to participate in. 
 

Other Products 

There are a host of other retirement vehicles available as well. For example, retirees are able to 
purchase annuities through insurance companies, which essentially provide them with a defined 
pension for the rest of their lives, or for a fixed period. There are many different annuity types and 
various options for each, so if you are considering this route, be sure to carefully assess your 
options.  
 

There are many other investment products that may or may not be useful for you, depending on 
your individual circumstances. Term life insurance can be an effective way to guarantee that your 
spouse or loved ones will have a sufficient nest egg if you suffer an accident or early death and 
cannot continue earning income to contribute to your retirement fund.  
 

Generally, you may need life insurance if you are the primary breadwinner in the family and you 
need to ensure your income will be replaced should you pass away. Term life insurance is usually 
limited to income replacement, while whole life insurance also includes an investment component 
and builds cash value against which you can take a loan out. Whole life is usually a lot more 
expensive, and some financial professionals project that it may be wiser to purchase term life and 
use the extra funds to fund a retirement plan. Before purchasing any form of life insurance, 
consult with your financial planner to ensure you purchase the insurance that is right for you. 
 

There are also long-term care and medical cost plans that can be tailored to specifically ensure 
that significant medical expenses won't affect your retirement years. All of these types of products 
can be useful, but it is unlikely that all of them are needed. Consider consulting with a 
professional financial planner to help determine what specialized products may be required or 
useful for your retirement plan. 
 

Whether it's 401(k)s, IRAs, company pension plans, or some other combination of those vehicles 
and financial products, all are ways to put your monthly retirement fund contributions to work. 
Once you determine what amount of monthly savings you want to contribute to your plan, 
determine which investment vehicles you have at your disposal and select those that best fit your 
financial profile. 

http://www.investopedia.com/terms/a/annuity.asp
http://www.investopedia.com/terms/t/termlife.asp
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Tax Implications And Compounding 
 
 
The Early Bird Gets … the Nest Egg 

While it's not difficult to understand that building a sufficient retirement fund takes more than a 
few years' worth of contributions, there are some substantial benefits to starting your retirement 
savings plan early. 
 

One of the most important determinants impacting how large your nest egg can get is the length 
of time you let your savings grow. The reason for this is that the effects of compounding can 
become very powerful over long periods of time, potentially making the duration of your 
retirement savings plan a much more critical factor than even the size of your monthly 
contributions.  
 

The bottom line is if you don't start saving for retirement early on in your working life, it will be 
more costly trying to play catch-up later on. It's much easier to put aside a small amount of 
money each month starting from a young age than it is to put aside a large amount of money 
each month when you are older. Unless you have other serious financial pressure to take care of, 
such as a lot of credit card debt, you should seriously consider starting to save for your retirement 
as early as possible.  
 

For example, consider the hypothetical case of Earl and Lance, two 24-year-olds. Earl makes 
$1,000 annual savings contributions for 10 years and then never makes another contribution ever 
again. Lance makes no contributions during those 10 years, but then makes $3,000 annual 
contributions for the next 20 years. Assuming a 15% constant growth rate for both investors, who 
comes out ahead? 

 

The answer, somewhat surprisingly, is that even though Lance contributed three times as much 
each year for twice as long, he ends up with the smaller nest egg because he started late! 
 

The table below tracks their progress, starting at the end of their first working year: 

http://www.investopedia.com/terms/c/compounding.asp
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In fact, even if Lance keeps paying $3,000 annually (while Earl contributes nothing) until the end 
of time, he will never catch up to Earl, provided they both earn the same 15% annual growth rate. 
As you can see, it really does pay to start your retirement savings early. 
 

Compounding Your Tax Savings 

The power of compounding works when it comes to taxes, too. As we mentioned earlier, it's 
important that you use government-sponsored investment accounts (such as IRAs) as much as 
possible while carrying out your retirement plan, since they will usually afford tax-deferred 
benefits. 
 

What may surprise you, however, is how substantial the effects of deferring taxes can be over the 
long term. Again assuming an annual 15% growth rate on investments and 20% tax on capital 
gains and investment income, the chart below details just how much value there is in deferring 
your taxes for as long as possible. 
 

Consider two investments of $1,000 invested for 30 years, one in a tax-deferred account and the 
other in a taxable account. Assume that taxes are paid each year on all capital gains in the 
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taxable account. The end result after 30 years is that taxes leave the taxable investment's size at 
about half that of the tax-deferred account. 

 
 
 

Of course, this graph is based on the assumption that the taxable investment account turns over 
its portfolio each and every year (i.e., 20% capital gains tax rate is applied to all capital gains 
each year). If the taxable portfolio held on to stocks for the long term, for example, the capital 
gains taxes would be delayed. 
 

Regardless, it is usually not beneficial to incur taxes sooner, as opposed to later, and this 
example should make it clear that failing to take advantage of the tax-sheltering options available 
could be very costly. 
 

The Bottom Line  
Begin saving for retirement as early as possible and take full advantage of whatever tax-
sheltering opportunities are available for as long as you can. 
 

 
Asset Allocation And Diversification 
 
Asset Allocation 
So far, we've gone through how to determine what you'll need for retirement, 
where you can get your retirement savings from, what types of investment 
accounts you can put your savings into and the benefits of long-term and tax-
efficient investing. After all this you may now be asking yourself, "What the heck 
do I invest in?" 

It isn't practical to discuss in detail the wide array of securities and investing 
strategies available in the market today, but we will go over the basics you'll need 
to know to set up your retirement investments.  
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If you feel you need assistance understanding and selecting securities to invest 
in, consider seeking the help of a professional financial planner. 
 
The assets you choose to invest in will vary depending on several factors, 
primarily your risk tolerance and investment time horizon. The two factors work 
hand in hand. The more years you have left until retirement, the higher your risk 
tolerance. 
 
If you have a longer-term time horizon, say 30 years or more until retirement, 
investing all of your savings into common stocks is probably a reasonable idea. If 
you are nearing your retirement age and only have a few years left, however, you 
probably don't want all of your funds invested in the stock market. A downturn in 
the market a year before you are all set to cash out could put a serious damper 
on your retirement hopes. As you get closer to retirement, your risk tolerance 
usually decreases; therefore, it makes sense to perform frequent reassessments 
of your portfolio and make any necessary changes to your asset allocation. 
 
Generally speaking, if you have a limited time horizon, you should stick with 
large-cap, blue chip stocks, dividend-paying stocks, high-quality bonds, or even 
virtually risk-free short-term Treasury bills, also called T-bills. 
 
That said, even if you have a long-term time horizon, owning a portfolio of risky 
growth stocks is not an ideal scenario if you're not able to handle the ups and 
downs of the stock market. Some people have no problem picking up the 
morning paper to find out their stock has tanked 10 or 20% since last night, but 
many others do. The key is to find out what level of risk and volatility you are 
willing to handle and allocate your assets accordingly. 
 
Of course, personal preferences are second to the financial realities of your 
investment plan. If you are getting into the retirement game late, or are saving a 
large portion of your monthly income just to build a modest retirement fund, you 
probably don't want to be betting your savings on high-risk stocks. On the other 
hand, if you have a substantial company pension plan waiting in the wings, 
maybe you can afford to take on a bit more investment risk than you otherwise 
would, since substantial investment losses won't derail your retirement. 
 
As you progress toward retirement and eventually reach it, your asset allocation 
needs will change. The closer you get to retirement, the less tolerance you'll have 
for risk and the more concerned you'll become about keeping your principal safe. 
 
Once you ultimately reach retirement, you'll need to shift your asset allocation 
away from growth securities and toward income-generating securities, such as 
dividend-paying stocks, high-quality bonds and T-bills. 
 

http://www.investopedia.com/terms/a/assetallocation.asp
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The Importance of Diversification 
There are countless investment books that have been written on the virtues of 
diversification, how to best achieve it and even ways in which it can hinder your 
returns. 
 
Diversification can be summed in one phrase: Don't put all of your eggs in one 
basket. It's really that simple. Regardless of what type of investments you choose 
to buy - whether they are stocks, bonds, or real estate - don't bet your retirement 
on one single asset. 
 
As you contribute savings to your retirement fund month after month, year after 
year, the last thing you want is for all your savings to be wiped out by the next 
Enron. And if there's anything we have learned from the Enrons and Worldcoms 
of the world, it's that even the best financial analysts can't predict each and every 
financial problem. 
 
Given this reality, you absolutely must diversify your investments. Doing so isn't 
really that difficult, and the financial markets have developed many ways to 
achieve diversification, even if you have only a small amount of money to invest. 
 
Active Vs. Passive Management 
Consider buying mutual funds or exchange-traded funds (ETFs), if you are 
starting out with a small amount of capital, or if you aren't comfortable with 
picking your own investments. Both types of investments work on the same 
principle - many investors' funds are pooled together and the fund managers 
invest all the money in a diversified basket of investments. 
 
This can be really useful if you have only a small amount of money to start 
investing with. It's not really possible to take $1,000, for example, and buy a 
diversified basket of 20 stocks, since the commission fees for the 20 buy and 20 
sell orders would ruin your returns. But with a mutual fund or ETF, you can 
simply contribute a small amount of money and own a tiny piece of each of the 
stocks owned by the fund. In this way, you can achieve a good level of 
diversification with very little cost. 
 
There are many different types of mutual funds and ETFs, but there are two 
basic avenues you can choose: active management and passive management. 
Active management refers to fund managers actively picking stocks and making 
buy and sell decisions in attempt to reap the highest returns possible 
 
Passive management, on the other hand, simply invests in an index that 
measures the overall stock market, such as the S&P 500. In this arrangement, 
stocks are only bought when they are added to the index and sold when they are 
removed from the index. In this way, passively managed index funds mirror the 
index they are based on, and since indexes such as the S&P 500 essentially are 
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the overall stock market, you can invest in the overall stock market over the long 
term by simply buying and holding shares in an index fund.  
 
If you do have a sizable amount of money with which to begin your retirement 
fund and are comfortable picking your own investments, you could realistically 
build your own diversified portfolio. For example, if you wanted to invest your 
retirement fund in stocks, you could buy about 20 stocks, a few from each 
economic sector. Provided none of the companies in your portfolio are related, 
you should have a good level of diversification. 
 
The bottom line is, no matter how you choose to diversify your retirement 
holdings, make sure that they are properly diversified. There is no exact 
consensus on what number of stocks in a portfolio is required for adequate 
diversification, but the number is most likely greater than 10, and going to 20 or 
even a bit higher isn't going to hurt you. 
 
 

 
Troubleshooting And Playing Catch-Up 
 
Troubleshooting 
As you build your retirement fund, you'll likely experience some bumps in the 
road along the way. One of the most common problems you'll encounter is an 
inability to make your monthly retirement contributions. A number of financial 
pressures can arise to make the process difficult, but fortunately there are ways 
that you can tilt the odds in your favor.  
 
First of all, set up automatic payments from your checking account (your bank 
should be able to help you do this) into the investment account you are building 
your retirement fund with. This is commonly referred to as "paying yourself first". 
Once it's set up, each time you get your paycheck, your desired savings 
contribution will go right out to your investment account before you have a 
chance to spend it. 
 
Additionally, if you participate in a 401(k) plan, try to make the maximum salary 
deferral contribution allowed. If your employer offers a matching contribution, at 
least try to contribute enough to ensure you receive the maximum matching 
contribution. 
 
Automatic savings will make it a lot easier to avoid spending your contributions 
on things you can realistically do without. And if serious financial problems do 
crop up that require the use of your investment funds, you can usually access 
those that are deposited to an after-tax account without incurring penalties. The 
point of the automatic contribution is to avoid any instances of spending too 
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much and missing out on your contributions unnecessarily. 
 
If you do dig yourself into a deep hole of credit card debt, however, it's important 
you deal with the problem as quickly as possible. Create a feasible budget to pay 
down your debt and stick to it. Consider consolidating your debts into one 
account - this can lower your overall interest rate and help you pay off those 
debts quicker. 
 
Other problems may crop up, but provided you're able to maintain your monthly 
contributions, you should be in good shape. If you are having prolonged difficulty 
following your plan, consider seeking the help of a financial planner. 
 
What If I'm Late Getting Into the Game? 
If you are beginning your retirement savings late in life, you will need to work 
hard to catch up. The first thing you can do is create a budget for your current 
expenses so that you can maximize monthly contributions to your retirement 
fund. With budgeting, a little goes a long way, and if you track your expenses for 
a month you will likely find that skipping the occasional dinner out can save you 
hundreds of dollars, which can go a long way to boosting your retirement 
savings. The main goal is to ramp up your savings rate as much as possible. 
 
You might also consider alternative ways to boost your financial situation. 
Second jobs are an option, but not a particularly pleasant one. If you own your 
own home, consider renting out the basement or taking on a roommate in order 
to lower your living expenses. Converting part of your residence into an income-
generating asset can do wonders for your overall retirement plan. 
 
Once again, part-time jobs during retirement can be a feasible way to catch up. If 
you're able to earn a modest income during your retirement years, your financial 
picture can change drastically - especially if you are an active type of person. 
You may actually prefer semi-employment during your golden years instead of 
100% leisure time. 
 
Your Home May Be a Source of Funding for Your Retirement 
If you own a home, it could serve as one of the means of financing your 
retirement - either by selling it and moving to a smaller, less expensive home or 
by using a reverse mortgage. A reverse mortgage allows you to convert a portion 
of the equity in your home to tax-free income while retaining ownership (of the 
home). A reverse mortgage can be paid to you as a lump sum, as a line of credit 
and/or as fixed monthly payments. If you decide to pursue a reverse mortgage, 
be sure to factor in the costs, which are similar to those that would usually apply 
when a house is being purchased. This includes origination fees and appraisal 
fees.  
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Conclusion 
 
While it's impossible to learn everything you'll ever need to know about retirement planning in a 
single tutorial, the ground we've covered here should give you a solid start.  
Retirement planning is an ongoing, lifelong process that takes decades of commitment in order to 
receive the final payoff. The idea of accumulating hundreds of thousands of dollars in a retirement 
nest egg certainly can seem intimidating, but as we outlined in this tutorial, with a few basic 
calculations and commitment to a feasible plan, it's not difficult to achieve. 
 

Let's go over what we've covered: 

 As a result of an increasingly aging population, governments may be forced to suspend social 
security benefits in the future.  

 The responsibility for financing retirement is being transferred to individuals.  

 How much money you'll need to save for retirement will depend on your desired standard of living, 
your expenses and your target retirement age.  

 To determine the size of nest egg, you'll need to: 1) Decide the age at which you want to retire. 2) 
Decide the annual income you'll need for your retirement years. 3) Add up the current market value 
of all your savings and investments. 4) Determine a realistic real rate of return for your investments. 
5) Obtain an estimate of the value of your company pension plan. 6) Estimate the value of your 
social security benefits.  

 Assume that an annual inflation rate of 4% will erode the value of your investments and adjust your 
savings plan accordingly to provide yourself with a margin of safety.  

 Income during retirement may come from the following sources: 1) employment income, 2) social 
security, 3) employer-sponsored retirement plans, 4) savings and investments, 5) other sources of 
funds, including inheritance money, prizes and lottery winnings, gifts, raises, bonuses and real 
estate.  

 There are several investment options that can be used to achieve your retirement savings goals. 
These include, but are not limited to, governments-sponsored vehicles (IRAs, 401(k)s, RRSPs 
etc.), company pension plans, other products such as annuities and life insurance.  

 Beginning to save for retirement at an early age is one of the biggest factors in ensuring success.  

 The power of compounding also works with taxes - using tax-deferred investment vehicles can help 
you to maximize your rate of savings.  

 Asset allocation is a key factor in building any successful portfolio. The assets you choose will 
depend on your risk tolerance and investment time horizon.  

 Diversification will help you to reduce the amount of risk in your portfolio, increasing the chances 
that you'll reach your retirement savings goals.  

 Make saving a priority by setting up automatic payments from your checking account to your 
retirement savings account, make the maximum salary deferral contribution to your employer-
sponsored retirement plan and work aggressively to pay down large debts that can reduce your 
saving rate.  

 Make a household budget to ensure that you are contributing as much as possible to saving for 
retirement and aim to reduce unnecessary expenses. 
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