How Much Money Do I Need to Retire?
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   This question is one of the most often asked of financial planners.  We are all saving for those days in the future in which there will be no income from working.  We worry about how much of our current income to spend instead of saving, and vice versa.  So, how much should you save now to have "what you will need?"
   Many general guides for retirement in the past have shared the advice that most family’s spend about 70% of their current yearly expenses in retirement, and that this is an appropriate cash flow to save for.  With the fairly rapid extension of life expectancy over the last few decades, this is dangerous advice.  I have many clients who lead an active (and expensive) lifestyle in their 8th and 9th decades of life, and who are clearly spending as much as they did in their earlier years.  Between travel, gifts to children and grandchildren and especially medical costs, the years of “retirement” can easily cost as much as those before.

   The unknown cost of future medical care is an increasingly worrisome factor in trying to estimate costs in retirement.  Poorly publicized is the fact that Medicare Part B premiums will become means tested beginning in January 2007.  For those Medicare recipients who have any significant income, the premiums will increase significantly.  By 2009, Part B premiums for high income seniors will be more than $400/month (currently $88/month for all seniors).  Many advisors fear that this is the first of many more health care expenses tied to assets and income.  Assuming this to be the case, you can expect health care costs to rise much faster than as assumed in the past.  Couple the increased personal share of Medicare costs with the otherwise exploding cost of health care and new biotechnology, and you  have a recipe for some great uncertainties in knowing how much money you need to retire.  The fact that life expectancies are rising quickly both expands the time needed for your assets to support you and the time in which you can become and stay ill.
     Understanding how much income will be available in retirement may be complicated.  You have to understand what sources of cash flow will be available and whether they are adjusted for inflation (social security is adjusted, most pensions and annuities are not).  The remainder of cash flow usually is a function of savings and the earnings on those savings.  Having a reasonable assumption of how much cash flow your savings can provide is a function of time, earnings potential and taxation (how much of the savings have yet to be taxed-like IRAs and retirement plans?).


    Due to the many uncertainties discussed above, I give financial planning clients the following advice:

1)  Assume you will live until at least 90.
2)  Assume you will need at least as much money in retirement as you spend now.
3)  A withdrawal rate of 4-6% of your assets per year is probably sustainable in a way to keep up with inflation and taxes, without a substantial risk of running out of money.  Dan Moisand’s columns in this space in past months have discussed the substantial evidence that this is a reasonable assumption.
4) Consider having a source of earned income well past the usual age of 65. Such work may help blunt the cost of health insurance and other medical costs.  With a life expectancy of 90 plus and a sound mind, continuing to work in some capacity keeps the mind young and the investment portfolio more secure.  
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