QA  Steven Podnos MD CFP

Q:  How much money do I need to retire?

A: This is clearly the most commonly asked question of most financial advisors.  A quick and dirty approach is to start with your expected living expenses annually at the time of retirement.  If this time is far off, figuring the effect of inflation may be tricky.
Now, subtract any likely sources of regular income such as social security and other pensions.  The number left is what you need to draw from an investment portfolio on an annual basis.
For example, take a couple planning to retire in two years at age 65, who believe their lifestyle requires 65,000 dollars a year of after tax income.  They checked and were told that their Social Security income will be 32,000 dollars a year, adjusted for inflation.  They have no other pensions or sources of income other than their IRAs, two 401K plans and some after tax savings.
Take their need for 65,000 dollars, subtract 32,000 dollars (Soc Security), which leaves a need for another 33,000 dollars of after tax income.  Put in a little more as a fudge factor, since they will be taxed on the SSec income also. We will use a need of $40,000 annually.  Higher income needs will most likely also involve higher taxes and the need to account for this as well.  Examining your mix of untaxed and taxed savings is also crucial.
Many many studies have looked at “sustainable” withdrawal rates from investment portfolios (invested in a mix of stocks and bonds).  If you wish to be conservative and use a rate of withdrawal that is expected to last up to 30 years (very prudent at age 65) despite the possibility of bad market behavior, the magic number is about 4%.  So our model couple would need a 1 million dollar portfolio to produce the needed 40,000 dollars.  They would adjust the initial 40,000 dollar withdrawal (up) by the amount of annual inflation, and also considering cutting back a little in severe market downdrafts.
Rarely discussed, but very important is what happens in the sequence of returns on the portfolio during the first few years of retirement.  This “luck” factor can play a major role in how much money you have to spend later on.  If the first few years are positive, it is highly likely that you can increase your withdrawal percentage.  And vice versa.
In my next column, we will discuss what can be done if your investment portfolio just isn’t enough.



