
130C:\!  FWM fall 2007\! chapter 8 HANDOUTS.wpd   10/15/07   3:39 pm

SOCIAL SECURITY INFORMATION

1.  FICA and Medicare Tax Rates
   

The FICA (Social Security) tax is 6.2% of the first $97,500 of wages (the wage base) for both the
employer and employee; in 2007, the maximum contribution is $6,045 each for the employer and
employee. The IRS adjusts the wage base for inflation each year. The wage base was $94,200 in
2006, which means it increased 3.5% in 2007. In addition to FICA, employers and employees each
pay 1.45% for the Medicare tax with no limit on income. Self-employed individuals pay double the
employee amount (12.4% for FICA and 2.9% for Medicare). 
   

2.  Retirement Benefits
   

Full retirement age
   

The amount of the monthly retirement benefit depends on the employee’s earnings during the
working years. The maximum benefit for an employee who retired a full retirement age is $2,156
per month in 2007 ($25,872 per year). The benefit is increased for inflation each year; the benefit
increased 3.3% in 2007. Once an employee reaches full retirement age, she will receive the full
benefit no matter how much income she earns.
   

Early retainment
   

Full retirement age for employees born after 1959 is 67 years, but the retirement age is likely to
change. An employee can begin to receive reduced benefits at age 62. The benefits are reduced by
5/9 of 1% per month for the first 36 months and 5/12 of 1% for each subsequent month. In addition,
benefits received before full retirement age are reduced by $1 for every $2 of earned income over
$12,900 in 2007; this amount is adjusted for inflation each year.
   

Delayed retirement
   

If an employee delays the commencement of benefits until after the full retirement age, she will
receive an increased benefit to compensate for the shorter payout period. The increase equals b of
1% per month for each month of delayed retirement up to age 70. 
   

Estimate your benefits
   

Using the Social Security benefits calculator at http://www.ssa.gov/OACT/quickcalc/, the estimated
annual retirement benefit of an employee born in 1980 who contributes the maximum amount to
social security is $120,708. However, that amount is in future dollars, not adjusted for inflation. In
today’s dollars, the amount is $27,720 per year, about $1,800 more than the current maximum.
However, the following Q&A appears in “Frequently Asked Questions About Social Security’s
Future” at http://www.ssa.gov/qa.htm.
  

Question: I'm 26 years old. If nothing is done to change Social Security, what can I expect to
receive in retirement benefits from the program?  

Answer: Unless changes are made, when you reach age 60 in 2040, benefits for all retirees could
be cut by 26 percent and could continue to be reduced every year thereafter. If you lived to be 100
years old in 2080 (which will be more common by then), your scheduled benefits could be
reduced by 30 percent from today's scheduled levels.
 

3.  Taxation of Social Security Benefits
   

Taxpayers with AGI exceeding approximately $45,000 must include 85% of their Social Security
retirement benefits in gross income.

http://www.ssa.gov/OACT/quickcalc/
http://www.ssa.gov/qa.htm
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DEFINED CONTRIBUTION PLANS

1.  401(k) and 403(b) PLANS
    

Defined contribution plans define the maximum amount an employee and employer can contribute
each year, not the benefit that will be received at retirement. The retiring employee receives the
balance in her plan in a current or deferred lump sum or annuity. The amount of income it will provide
depends on the balance of the account and the investment performance after retirement.
   

The employee’s contributions to the plan are excluded from income. The employer often matches a
specified percentage of the employee’s contribution; the employer’s contribution is also excluded.
Income earned in the account accumulates tax deferred and withdrawals are taxed at ordinary income
tax rates. The maximum employee contribution is $15,500 in 2007; the amount is indexed for inflation
each year. Employees over age 49 can contribute an additional $5,000 per year. An employee can
contribute up to the maximum regardless of her AGI. In 2007, the total contributions by the employee
and employer cannot exceed $45,000.
 

Assume a single law firm associate earns $125,000 and contributes $10,000 to her 401(k) account. Her
employer matches 50% of her contribution and contributes $5,000 to her plan. Both contributions are
excluded from her income. Her $10,000 contribution saves her $2,800 of tax in the 28% bracket, so it
cost her only $7,200. A total of $15,000 is added to her 401(k) account at a cost of only $7,200.
 

 2.  ROTH 401(k) and 403(b) PLANS
    

Employers can offer employees an opportunity to make nondeductible contributions to their 401(k)
plans that will grow tax deferred and can be withdrawn tax-free. This option is a Roth 401(k). It is not
a separate plan from an existing 401(k), but another element to it. An employee can designate how
much of her contribution should go into the 401(k) Roth plan and how much to the regular plan. The
employer’s contribution must go into the regular 401(k) plan. Amounts contributed to the Roth plan
are not excluded from the employee’s income, but withdrawals will be tax free at retirement.
    

Unlike the Roth IRA, the maximum contribution to a 401(k) plan is not phased out based on AGI. An
employee can contribute to the Roth 401(k) even if their income exceeds the maximum for a Roth
IRA. In addition, employees can contribute up to the 401(k) maximum ($15,500 or $20,500, if over
49); Roth IRA contributions are limited to $4,000, or $5,000 if over 50. 
   

There are disadvantages to the Roth 401(k) plans as well. Contributions to the Roth are not excluded
from income so the employee will pay more tax, resulting in less take-home pay. In addition, the
employee’s adjusted gross income will be higher, which will increase the phaseouts for deductions and
credits that are based on AGI. These include the child tax credit, the student loan interest deduction,
exemptions, itemized deductions, and contributions to a Roth IRA. However, there is no AGI limit for
contributions to Roth 401(k) plans.
   

3.  DEFINED BENEFIT PLANS
   

In a defined benefit plan, the employer promises to pay a defined amount to retirees who meet
certain eligibility criteria. In other words, the plan defines the retirement benefit. The plan typically
pays a lifetime monthly benefit to retirees linked to the length of service and final average salary.
Employees can rely on a known and expected benefit level. Until the last several years, defined
benefit plans were the dominant form of employer-sponsored retirement programs. As life
expectancies lengthened and corporations were looking for ways to reduce expenses, many large
employers converted their defined benefit plans to defined contribution plans. Government
employees and public school teachers typically still benefit from these retirement plans. 
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INDIVIDUAL RETIREMENT ACCOUNTS
 

1.  Contribution Limit and Phaseout of Deduction

The maximum contributions to all IRAs is the lesser of earned income or $4,000 in 2007; a
taxpayer over 49-years-old can contribute an extra $1,000. A “spousal” IRA can be set up for a non-
working spouse based on the income of the working spouse. If neither the taxpayer nor the spouse
participates in an employer retirement plan (“plan participant”), they can make the maximum
contribution regardless of their AGI. The maximum contribution is phased out over the following
AGI ranges if either the taxpayer or the spouse is a plan participant:
  

single returns: $52,000-$62,000
joint returns - participant spouse: $83,000-$103,000; nonparticipant: $156,000-$166,000

   

For example, assume a couple’s AGI is $93,000 and the wife participates in her employer’s 401(k)
plan but her husband’s employer does not have a retirement plan. The wife can contribute $2,000 to
her IRA (50% is phased out at AGI of $93,000). Her husband can contribute $4,000, because he
does not participate in an employer’s plan and their AGI is less than $156,000.

2.  Tax Consequences of IRA’s  Income earned in all IRAs is tax deferred.
     

a.  Deductible IRAs

An employee received a tax deduction when contributions were made. As funds are withdrawn,
they are taxed as ordinary income, even if most of the appreciation is attributable to long-term
capital gains. Uncle wants to start taxing the deferred income in IRAs at some point so participants
must start withdrawing funds from the IRA and paying tax at age 70½.

Funds withdrawn before age 59½ and subject to a 10% penalty unless the withdrawal is made for
one of the following purposes: (a) medical expenses greater than 7½% of AGI or complete
disability; (b) education expenses for self, spouse, descendants; (c) up to $10,000 to purchase a first
home.
   

3.  Nondeductible IRAs
   

If the deductible IRA deduction is phased out, the taxpayer may contribute to a nondeductible IRA.
The $4,000 contribution limit remains the same, but there is no AGI limit. The earnings are tax-
deferred accumulation until withdrawn. When funds are withdrawn, the portion of the withdrawal
attributable to the nondeductible contribution is tax-free. Nondeductible IRAs are similar to
investments in annuities, but contributions to annuities have no dollar limits. IRA investments are
totally self-directed, while investments in annuity contracts are less flexible.
   

4.  ROTH IRAs
   

Roth IRAs are one of the best gifts Congress ever gave taxpayers. Contributions are not deductible
and the income is tax-deferred until withdrawn. Withdrawals are tax-free if the amount withdrawn
has been held at least five years and the withdrawal occurs after age 59½. An employee may
withdraw up to $10,000 tax-free before age 59½ if the funds are used to purchase a first home.
   

The maximum contribution is the lesser of earned income or $4,000. Contributions can be made to
a Roth IRA for a non-working spouse based on the earned income of the working spouse. There is
no age limit; minors can contribute to Roth IRAs if they have earned income. The maximum
contribution is reduced by amounts made to a regular IRA, but not by contributions to a 401(k)
plan. The maximum is  phased out from AGI of $99,000-$114,000 for single and $156,000-
$166,000 for married taxpayers.
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What You Need to Know About Naming a Beneficiary for Your 401k
By Brenda Watson Newmann 

It's a delicate subject, but it's one you need to consider. What will happen to your 401k account if
you die? In this article, the first of a two-part series, we look at issues to consider when naming a
beneficiary for your 401k account. 
  

Choosing a Beneficiary - Not Necessarily As Easy As You Think 
  

When you signed up for your 401k plan, you were asked to choose a beneficiary - someone who
would receive the account money in case you should die. 
  

This may seem like a no-brainer, especially if you are married, but it's not that simple for
everybody. There are certain things you need to keep in mind, especially if you are separated or
single, or if you are thinking of naming your minor children as beneficiaries. 
  

If You Are Married 
  

If you are married, federal law says your spouse is automatically the beneficiary of your 401k
or other pension plan - period. You should still fill out the beneficiary form with your spouse's
name, for the record. If you want to name a beneficiary who is someone other than your spouse,
your spouse must sign a waiver. The waiver MUST be in writing. 
  

For example, you might be separated from your spouse - not divorced - and want to name a new
beneficiary. Even if your intended beneficiary is a domestic partner you've been with for 20 years,
your spouse will have legal claim to your 401k if you die, unless he or she signs a waiver. 
  

If You Are Single 
  

If you are single when you die, your account will go to whomever you named as a beneficiary. If
you have not named anyone, the account will go to your estate. 
  

Single parents, take note! You may have named your child or children as beneficiaries for your
401k plan. You may want to keep this arrangement even if you remarry - perhaps your children
would need the money more than your new spouse would. But remember, once you remarry your
spouse will automatically take precedence over your children as beneficiary of your account. The
form naming your children as beneficiaries is not valid unless your spouse signs a waiver. 
  

And don't rely on a prenuptial agreement to sort this out, says noted 401k expert Ted Benna. "The
spouse isn't the spouse when the pre-nuptial agreement is signed" and therefore the agreement may
not hold up in court. 
  

Should You Name Your Minor Children As Beneficiaries? 
  

If your children are your beneficiaries, and they are minors, consider this carefully. Most plans will
not transfer money directly to a minor. A court will have to appoint a trustee or guardian to receive
the money - and that could take some time. You might want to think about choosing a trustee
(person or institution) now, and naming your children's trust as your beneficiary. This way the
money can be transferred, and invested, with less delay. 
  

Even if your children are no longer minors you still might have concerns about their ability to
manage a large sum of money. In this case you might want to consider setting up trust in their
name, and making the trust the beneficiary, rather than permitting a direct transfer to your children. 
Be sure to consult with a tax advisor before naming a trust as a beneficiary, however, to ensure that
the trust meets the stringent IRS requirements for qualifying as a designated beneficiary. 
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Domestic Partners 
  

If you are not married but have a domestic partner, naming that person as your 401k beneficiary
could actually help concretize your domestic partnership from a legal point of view, says Pete
Warner, Senior Manager with Deloitte and Touche's Human Capital Advisory Services group in
San Francisco. 
  

The action could be used as evidence when registering as domestic partners in cities where that is
an option, and it could also be used as evidence to obtain domestic partner health benefits. 
To avoid any surprises, if you name your domestic partner as a beneficiary it might be a good idea
to see how local courts have supported (or not) any past appeals by family members against a
domestic partner named as a beneficiary, Warner said. 
  

A Final Word 
  

A lot of us think we're immortal, or at least we act that way by not planning for the eventuality of
our unexpected death. The fact is, you never know what's going to happen. It's a good idea to make
sure you have things organized the way you want them to be. After all (to take Woody up a notch)
once you die, you won't be there to sort things out. 
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RETIREMENT: HOW MUCH TO SAVE
   

Walter Updegrave, Money Magazine senior editor, January 8 2007: 12:06 PM EST 
   

Question:  I often see people recommend that you save 10 percent of your salary for retirement.
Does that 10 percent include any employer matching funds? Or should you be saving 10 percent on
your own aside from anything additional your employer may be adding to your 401(k)?

Answer:  Like most rules of thumb, the "save 10 percent of your salary for retirement" doesn't get
into details. It's not a formula based on an underlying economic truth. It's really just one of those
bromides that's been repeated so often that it's taken on a life of its own.

So while saving 10 percent of your salary is better than saving less than that amount, this rule
doesn't make up a serious retirement strategy. After all, even aside from the question you raise
about whether the 10 percent includes employer matching funds, there are plenty of other issues this
rule doesn't address that can dramatically affect your retirement security. A quick example will
show you want I mean. 

Let's say you're 25, earn $40,000 a year and immediately start socking away 10 percent of salary
into a 401(k) account. And just for argument's sake, let's say you keep this up for 40 years and that,
over that time, you receive annual salary increases of 3 percent and earn an 8 percent annual return
on your savings.

Well, in that case, at age 65, you would have a 401(k) worth just over $1.5 million. Assuming an
initial withdrawal of 4 percent of your account's value - an amount that would allow you to increase
subsequent annual withdrawals for inflation to maintain purchasing power and still have a
reasonable assurance your nest egg will last 30 or more years - that would give you just under
$62,000 from your 401(k) the first year of retirement. 

That would be enough to replace almost half of your pre-retirement salary, which, with 3 percent
annual raises, would have grown to about $127,000 by age 65. Throw in Social Security and you've
probably got enough to live, if not lavishly, at least comfortably in retirement.

But there are a lot of assumptions here, all of which can change. What if instead of starting at 25,
you didn't begin saving until you were 35? Well, if you still saved 10 percent, your portfolio's value
would grow only to $900,000, giving you an initial draw of about $34,000, allowing you to replace
less than 30 percent of your pre-retirement salary. If you didn't get started until you were 45, your
portfolio would only be large enough to replace about 15 percent of your pre-retirement paycheck.

And what if instead of earning 8 percent a year on your investments, you earned 7 percent? Well,
even if you still got that early start at age 25, your portfolio would be worth $1.2 million instead of
more than $1.5 million, throwing off about $49,000 rather than $62,000, replacing just under 40
percent of your pre-retirement salary instead of half.

I should add that even these examples are incredibly imprecise for a number of reasons. For one
thing, they assume you'll earn that 8 percent or 7 percent investment return year in and year out like
clockwork. In reality, when you're investing in stock and bond mutual funds, your returns will jump
around considerably from year to year, and that will affect the eventual size of your 401(k)'s value.
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And speaking of reality, what's the likelihood that you'll actually contribute 10 percent - or any
amount for that matter - to your 401(k) every single year for 20, 30 or 40 years. Or that you'll get a 3
percent raise every single year? In the real world, there may be times when your salary remains flat
or you miss contributing for several months or longer because you're laid off or you switch jobs or
your economic circumstances require you to cut back your 401(k) contributions or maybe even
suspend them entirely.

All of which is to say that if you're looking to create a real strategy for achieving retirement
security, adopting the 10 percent rule leaves a huge margin of error. You could be on track to a
comfortable retirement - or you could find yourself living a meager existence in your dotage.
That said, however, I wouldn't discourage someone from using the 10 percent rule of thumb as a
first step. If nothing else, this is a quick way to get into the habit of regular saving, which is the
single most important factor in planning for retirement. 

But since 10 percent likely isn't adequate unless you get a very early start or believe you can count
on other generous company perks - like a traditional check-a-month pension or employer-paid
retiree health care, both of which are becoming increasingly rare - then I think it's a good idea to at
least try to raise your target to 15 percent.

As for employer matching funds, I would not consider them part of the 10 percent or 15 percent or
whatever percentage you save on your own. 

In other words, you should try to do 10 percent or 15 percent or more even if your employer is also
kicking in dough. Why? Well, for one thing, you may not be able to count on that match throughout
your career. If you count employer funds in your savings target and then move to a company that
doesn't give a match, you would have to ramp up your savings to compensate. 

That would require you to scale back a lifestyle you've become accustomed to, which is difficult.
Chances are you wouldn't save more, and you would begin falling behind.

Besides, I don't think that getting a generous employer match means that many people will end up
saving way too much. In my experience, the opposite - saving too little - is the bigger risk for most
people. All in all, I'd rather err on the side of having a larger nest egg than a smaller one.

One final note. The only real way to tell if you're actually headed toward a secure retirement is to do
a more comprehensive analysis that takes into account such factors as how much you already have
saved, how much you're saving on a regular basis, how your money is invested and then forecasts a
nest egg you're likely to have and how much annual income you can reasonably draw from it in
retirement.

You can do that sort of analysis at the Retirement Planner calculator on our site or, if you prefer,
you can hire a financial planner to do the number-crunching for you. Of course, the financial
markets and your personal situation can change over time, so it's good to do this exercise again
every couple of years to assure you're still on track. If you're not, you can make adjustments like
saving more, investing differently or even postponing your retirement.



137C:\!  FWM fall 2007\! chapter 8 HANDOUTS.wpd   10/15/07   3:39 pm



138C:\!  FWM fall 2007\! chapter 8 HANDOUTS.wpd   10/15/07   3:39 pm

RETIREMENT CALCULATION EXAMPLE
using the calculator at http://cgi.money.cnn.com/tools/

   
 

Facts Used in the Calculation
  

Jerry is 27 and single when be begins working in 2007 at a salary of $60,000
planned retirement age: 67
life expectancy: 90-years-old
annual salary increase: 3% 
desired percentage of pre-retirement income: 80%
the calculator estimates his social security benefits will be $23,133 (in 2007 dollars) age 67
he currently has no retirement savings
annual retirement contribution: 6% of salary
employer’s contribution: 50% of his contribution
Federal income tax: is 25%; state income tax rate: 3%
investment profile on a scale of 1 (very conservative) to 7 (very aggressive): 4 (balanced)

Results
   

The calculator generated the cash flow analysis on the following page. All dollar amounts are in
2007 dollars. The salary remains constant at $60,000 because the a 3% salary increase is equal to
the 3% rate of inflation. From 2007 until retirement in 2046, his “nestegg” grows from income
earned and additional contributions; at age 66, he will have accumulated $918,415. 
 

At age 66, Jerry will be earning $141,393 in 2046 dollars with a 3% raise each year, which is
$60,000 in 2007 dollars. He will have $48,000 of income each year (80% of his $60,000 final
salary). Social security will provide $22,133 and he will withdraw $25,867 from his nestegg each
year. His nestegg continues to grow after he retires because it is earning more than he withdraws
each year. If he is still living at age 90, there will be $1,103,543 in his nestegg.

Alternative Assumptions

withdraw 90% of final salary
 

If he withdrew $54,000 per year (90% of his final $60,000 salary), he would still have $875,844 in
his nestegg at age 90. 

4% annual salary increase; withdraw 90% of final salary
 

If the percentage of annual increases exceeds the inflation rate, the salary would increase after 
adjustments for inflation. His final salary will be $87,458 in 2046 dollars ($187,119 in 2007
dollars). He would have $78,712 of income each year (90% of his final $87,458 salary). Social
Security still provides $22,133 of the income and he will withdraw $56,579 from the nestegg each
year. Under this assumption, he will have only $211,486 left in his nestegg if he lives to 90. If he
lives four more years, his nestegg will be empty and Social Security will be his only source of
income.

http://cgi.money.cnn.com/tools/
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