THE MILLION DOLLAR QUESTION

Why would anyone want to reduce their standard of living in retirement after working 40 years to improve it?

“WHY DO SO FEW PEOPLE RETIRE WELL OFF?”

There are many reasons, only a small number of people are in a position to enjoy the same standard of living in retirement that they enjoyed before retirement.

The fact is, when financial planning priorities are set, they are generally set based on emotions, rather then on informed decisions. Most, believe the biggest expense they will have in their lives is their house. They scrape together as big a down payment as possible, they start out with a 25 year term on their mortgage and they pay the mortgage with after-tax dollars.

They generally assume that the value of their homes will increase at a rate roughly equivalent to inflation. Yet, every attempt is made to pay the mortgage off early, with accelerated payments using after-tax dollars and doing it as quickly as possible, almost defying the principles of compounding.
The fallacy is, the biggest expense of your life will be your retirement. The value of your home pales by comparison to the value of the retirement nest egg you need to accumulate, yet, home purchases generally precede retirement planning purchases, the home purchases are made, for the most part with borrowed money and the retirement plans generally consist of a menial monthly savings into an RRSP,with small amounts of money that are left over.

Here lies another problem. Investing in RRSPs may actually cost you money, rather than working to your maximum advantage. When the money is withdrawn for retirement or any other reason, it is fully taxable and at your highest tax rate. The provision to pass it on and defer the tax is limited essentially to one person and the rules on when and how you withdraw are very strict.

When you buy your first home, you generally think that your equity will build up over the years and regardless of what happens to the market value, as it goes up and down, you continue to paint, repair the roof, remodel the kitchen, landscape, replace the furnace and pore  money into it on a regular basis.

When the house is sold, these constant money additions are seldom taken into consideration when calculating your investment return, the focus is generally on the fact that you bought your home for “X” and sold for ”Y”.  The daily market value is not important; it is the long term value that you are focused on. No attempt is made to have the house appraised until you want to sell it. (What a great investment attitude).

When it comes to investing for your biggest lifetime expense, your retirement, the attitude is so very different. The price of your investment is calculated and reported every day and in many cases is watched every day to see whether it is up or down. ( This is often a costly investment impediment). 

There is a great reluctance to invest more, when there has been a decline in the price of our investments; we wait to invest, only after the price has risen, thereby giving up some of our greatest growth opportunities over the long term. It is not unusual for prices of great investments to remain depressed for months and even years.

Unlike, adding money to your house regardless of the current market value, when the markets provide tremendous opportunities to invest at lower prices, we think of selling great long term investments and putting what is left into something that has little or no ability to grow, after inflation and taxes. (GIC, Bond etc.), rather than making new investments at the lower prices.

Historical data shows us that investments in stocks have outpaced the growth of investments in residential real estate. Therefore, it seems logical to assume a similar investment attitude towards our retirement investing, as we do towards investing in our homes. The key is to think long term and act long term rather than short term. Take full and assertive advantage during times of market stress, in order to reap the growth benefits, when the good times come.

Most are inclined to speculate, moving money frequently into what is hoped to be the next winner in the short term, and then hoping to move out just before the value declines.  Wealth is created by applying sound planning strategies, investing long term in good quality investments and allowing it many years to work, focusing on the mission, not the daily excitement 

When investing, we often ignore taxation. RRSPs, trick us into thinking that the one time tax relief is a great financial bonus and we overlook the impact of the increased taxes we pay, when we withdraw for retirement. Even the money we put in, plus all the growth, is taxed at your highest possible tax rate. Unless you have a program to invest the tax you avoided paying when you made the RRSP contributions, RRSPs are much less affective then just investing in a non-registered tax efficient program.

When investing, many choose GICs, bonds and other tax generating investments. Rather then giving all, or most of their investment, an opportunity to compound, parts of it are taken away and given to the government, which as you know does not work in your favour.

How can some of these pitfalls be avoided? They can be avoided by getting professional advice, from a qualified financial planner, who can present strategies based on knowledge and understanding, of how wealth is created.

Release lazy, trapped equity in your home and put it to work in a tax efficient environment as soon as possible. This can be done earlier and easier than you may think, if, rather then having a mortgage that affords very little flexibility, you arrange a flexible line of credit, which allows you to put your home equity to work immediately. As quickly as possible, convert your non-tax deductible mortgage debt to tax deductible investment debt.

Refrain from doing everything possible to pay off your non-deductible mortgage. Concentrate on building a retirement next egg that will provide the ability to pay off any debt you have, pay less tax and enjoy a retirement lifestyle, equal to or better than, when you were working.

Why would anyone want to reduce their standard of living after working 40-45 years to establish a standard of living?
Give the biggest expense of your life top priority and not bottom priority and win.

Protect your hard work and retirement dreams with appropriate insurance coverage.

Prepared for use by:Tim J. Keeler, B.A., CFP




Senior Financial Advisors





Keeler Financial Planning

 Manulife Securities Incorporated                                  

 505 – 710 Dorval Drive,

                                 Oakville, Ontario. L6K 3V6

                                 Ph. 905-849-8436

  Rev. Nov. 05

