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Retirement

Strategies

One of the most important
financial issues that impacts your
lifeisplanning for your retirement.
You need to ask yourself, “How
much money will | need to save
and invest during my working
years to have enough money to
support the lifestyle | want to have
during my retirement?’

Although you may be thinking that
youarenever goingtoretire, theredity
Is that most people who have had a
long and productiveworking lifewant
to begin to take it easy by their late
60s or early 70s. If traditional
retirement doesnot apped toyou, you
may bethetype of person who wants
to embark on a new career around
the time you would otherwise retire.
Regardlessof what type of retirement
you want to have, you need to
implement strategies to ensure you
have enough money to live
comfortably and pursueyour dreams.

Pensonplanningisinagreat
gateof flux. Inthe past few years, some
of the largest companies in America
abandoned their traditional pension
plans, planswhich had beenin placefor
40 or 50 years. Other large planshave
gone bankrupt. Over the past three
decades, the Pension Benefit Guaranty
Corporation (PBGC) has taken over
more than 3,600 pension plans. Over
1.3 million individuals are receiving
benefitsfromthe PBGC, whichisrunning
adeficit of roughly $23billion. Congress
has been debating how to “fix” the
pension crisisbut hasn't comeupwitha
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solutionyet. Theuncertainty makesitall
the more urgent that you take personal
chargeof your retirement planning.

How To Begin

To implement your retirement
strategy, you begin by looking into
thefuture. You must determine:

e What your monthly
expenseswill be after
retirement

e How much money you'll
have after retirement to pay
these expenses.

Onceyou get abalpark estimate, you
can come up with a plan for saving
and investing today to make surethat
you'll have enough to meet your
expensesafter retirement.

It's helpful to use a pie chart when
thinking about your retirement savings.
Thethree piecesof thepieare:

e Social Security,

e A traditiona retirement plan
sponsored by your
employer (or sponsored by
you as the employer), and

e Savingsand investmentsyou
accumulate on your own.
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Congress originally intended that
Social Security would bealarge part
of your income during retirement.
That wastrue 70 years ago; it’s not
true today.

Socid Security isnow only projected
to be about 20 percent of theaverage
person’s retirement income needs.
Although Socia Security remainsan
important piece of the pie, it is no
longer the mgjor source of retirement
income.

Atthesametime, the percentageof an
averageindividud’sretirementincome
that isderived from employer-funded
retirement planshasdeclined.

The fact that Social Security and
private pension plansmake up much
less of your total retirement dollars
means that you need to rely more
on your savings and investments. It
has become strategically more
advantageousfrom atax perspective
to plan to have a large portion of
your savingsand investmentsin tax-
friendly retirement vehicles.

Our focus will be how to combine
themoney from Social Security and
employer pension plans with
investments and contributions in
employer sponsored plans, such as
401(k) plans, so you can fund a
comfortable and secure retirement.
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Social Security

Even though most people know that
Social Security won't be enough by
itself after retirement, they still think
of it as the foundation of their
retirement savings. In many ways,
itis, but you havetoplanredisticaly
and make educated decisions.
While Social Security generally
won't be enough to live on during
retirement, it will be substantial
enough that you must factor it into
the equation when determining your
tax and financia planning goals.

The following table shows how the
ageat whichyou canretireandreceive
full Socia Security benefitsincreases
depending on your year of birth.

Date of birth* Full benefit at age
1/1/38 or earlier 65

1938 65 + 2 months
1939 65 + 4 months
1940 65 + 6 months
1941 65 + 8 months
1942 65 + 10 months
1943—1/1/55 66

1955 66 + 2 months
1956 66 + 4 months
1957 66 + 6 months
1958 66 + 8 months
1959 66 + 10 months
1960 or later 67**

* Month and date are January 2
unless otherwise shown.

** Expertsfully expect theretirement ageto
continue to risein future years.
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Requesting an estimation of
benefits.  You don’'t haveto guess
what your benefitswill be. The Socid
Security Administration (SSA) will
send you an estimate of your future
benefitsif you completeandfileForm
SSA-7004 (Persona Earnings and
BenefitsEstimate Statement).

You can get a copy of Form SSA-
7004 at your local Social Security
officeor by calling 1-800-772-1213.
You can also go online at
WWW.SSa.gOoV.

Obtaining the SSA estimate of
your benefits helps you in two
ways. It givesyou abetter idea of
how much you'’ Il need from other
sources to fund the lifestyle you
want to have during retirement. It
allows you to check whether SSA
IS giving you proper credit for all
of the years you worked.

Taxation of Social

Security benefits

Often, Social Security benefits are
taxable, at least in part. Thetax is
based on the other amounts of
income you earn in addition to
Social Security benefits. The
maximum amount of benefits that
can be taxed is 85 percent.

This calculation is not quite as
complicated asit sounds. To makeit
a bit smpler, use the worksheet in
theinstructions to Form 1040.
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Private retirement plans
There are three types of private
retirement plans:

(1) Employer funded plans,

(2) Employer and/or worker
funded plans; and

(3) Worker funded accounts.

Thefirst type is exclusively funded
through empl oyer contributions. You
generaly do not have any control
over the funds until they are
distributed to you. However, it is
important to understand how these
plans work and what they will
potentially giveyouwhenyouretire.

The second type allows you to
exercisesome control over how much
money you can save for retirement.
You can choose to make elective or
sdary reduction contributions, such
asto a401(k) plan.

The third type is the individual
retirement account (IRA). Except
for SIMPLE IRAS, which can be
set up by employers, IRAs are
exclusively employee funded.
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Employer funded
retirement plans

There are two types of employer
funded plans: defined benefit plans
and defined contribution plans.

Defined benefit plans. Under a
defined benefit plan, your employer
contributes an amount calculated
through the use of life-expectancy
tables to give you a promised
monthly benefit when you retire.
Your benefit is expressed as a
formula, for example, 90 percent of
your final average pay, payable in
equal monthly installments.
Receiving large benefits under a
defined benefit plan today is very
unusual because these plans are
very expensive for employers.

If you are lucky enough to
participatein thistype of plan, your
retirement planning becomes more
straightforward. Add your monthly
benefit to your monthly Social
Security payment to determine the
additional monthly income you'll
need to meet your monthly
expenses during retirement.

When your employer is providing
you with adefined benefit plan, you
don’t have to worry about the
investment performance of the plan.
That’s your employer’s worry.
Your employer has promised a
benefit to you at retirement and must
fund the plan to provide you with
that promised benefit.

(GAIN

Although the benefit under thistype
of plan is usually expressed in
terms of a monthly benefit, when
you are ready to retire, there
generally is away to receive your
benefits in alump sum rather than
monthly payments.

Defined contribution plans. The
other type of retirement plan an
employer can sponsor is a defined
contribution plan. Sometimes, an
employer must contribute a set
percentage of your compensation
annually to the plan. This type of
plan is caled a “money purchase
pension plan.” Another type of
defined contribution plan is called
a“profit sharing plan.”

The characteristic that both types of
defined contribution plans have in
common isthat the amount payable
to you upon retirement as a
participant is based strictly on the
amount the employer has
contributed to the plan on your
behalf plus any earnings allocated
to you. Thistype of plan does not
provide a promised benefit.
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Self-employed

retirement plans

When you are both the employer
and theemployee, you can establish
a defined benefit or defined
contribution plan for yourself.
“Keogh” plansare aspecial type of
retirement plan for self-employed
people. You don’t have to carry on
a full-time business in order to be
considered self-employed. If you
work for asalary during the day and
conduct abusinessfrom your home
in the evenings, the earnings from
your home business are considered
self-employment income.

Your plan must provide that
contributions or benefits cannot
exceed certain limits. The limits
differ depending on whether your
Keogh plan is a defined
contribution plan or a defined
benefit plan. (These limits factor
in inflation, so they rise a few
dollarseachyear.) Contributionsto
a defined contribution plan cannot
exceed the smaller of:

(1) $44,000 (in 2006), or
(2) 100% of the participant’s
compensation.
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The annual benefit for a participant
under adefined benefit plan may not
be more than the smaller of:

(1) $170,000 for 2006, or

(2) 100% of the participant’s
average compensation for
his or her highest three
consecutive years.

Employer sponsored plans
accepting elective deferrals
In addition to plans funded with
employer contributions made on
your behalf, you may be eligibleto
invest your own money in your
employer’s retirement plan and
accumulate additional amounts for
your retirement. Some employer-
sponsored plans permit employees
to earmark six to 15 percent of their
salary to invest in the plan.

This type of contribution, generaly
made to a401(k) plan, isreferred to
as asdary reduction contribution or
elective contribution. For 2006,
generaly you can contribute up to
$15,000in electivecontributionstoa
plan. (If you are age 50 or older this
year, you may aso be able to make
additional catch-up contributions).
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If you arethinking of making eective
contributions, you should be aware
that the rules are complicated. For
tax planning purposes, you should
know:

e How the plan operates and
the limits on the amounts
you may contribute;

e |If theemployerisaso
making a contribution and
how your employer’s
contribution is computed;

e If you may direct the
investment of your money;

e If you have the option of
either receiving the
employer’s contribution in
cash when it is made or
letting money go into the
plan;

e If you can borrow from the
plan; and

e How and when you can
begin withdrawing your
contributions from the plan.
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Individual

Retirement Accounts
Establishing an individual
retirement account (IRA), either a
traditional IRA or aRoth IRA, is
an excellent way to save at least
part of the funds that you'll need
during retirement.

For 2006, you may be able to
contribute $4,000 annually to a
traditional IRA or aRoth IRA. You
might want to put some of the
money inatraditional IRA and some
inaRoth IRA. Individuals age 50
and over may be eligible to make
an additional catch-up contribution
to their IRAs.

Traditional IRAs

If you're under age 70 Y2 this year,
you may be able to deduct IRA
contributions up to the lesser of
$4,000 or 100 percent of
compensation. The deduction is
phased out if you are:

e Anactiveparticipantinan
employer’s retirement plan
for any part of ayear and

e Your modified adjusted
gross income (MAGI)
exceeds a specific amount.

13
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Theapplicable MAGI limit depends
on your filing status and the limits
will be increased annually over the
next few years.

You are not considered an active
participant in an employer-
sponsored plan merely because
your spouseis an active participant
for any part of a plan year. This
allows more people to take a full
deduction for a contribution to an
IRA, regardless of whether their
spouse is covered under a
retirement plan at work.

Roth IRAs

Since they were introduced, Roth
IRASs have been enthusiastically
received by many taxpayers even
though Roth IRA contributions are
never deductible. However, interest,
dividends and appreciation accrues
inyour Roth IRA tax free.

Your maximum yearly contribution
to aRoth IRA islimited to $4,000.
Unlike traditional IRAS, you may
make contributions to a Roth IRA
after you reach 70%2and you do not
have to withdraw Roth IRA funds
during your lifetime.
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Themaximum yearly contribution
that can be made to a Roth IRA
Is phased out for single taxpayers
with MAGI between $95,000 and
$110,000, for joint filers with
MAGI between $150,000 and
$160,000, and for married
individuals filing separately with
MAGI between $0 and $10,000.

Five-year holding period. In
order to receive the tax-free
advantages that a Roth IRA hasto
offer, you generaly have to keep
your money in the account for five
years. Savings in a Roth IRA can
be accessed tax free:

o After you reach age 59%;

e |If madeto abeneficiary on
or after your death;

e Because of disability; or

e To pay for certain first-time
home buying expenses.

15
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Rollovers from traditional
IRAs to Roth IRAs

Youmay bedligibletoroll over funds
from a traditional IRA into a Roth
IRA. However, the rollover is
taxable. Thetotal taxableamountis
included in your incomein the year
the rollover takes place. Pendlties
will not beappliedif therequirements
aremet. Thereason for making the
rollover isto convert money from a
tax-deferred account into an account
that ispotentialy tax free.

Rules for making rollovers. You
will be able to make the rollover if
for the year of transfer:

(1) Your AGI does not exceed
$100,000; and
(2) Youarenot marriedfiling

Separately.

Factors involved in making this
decision. Your decision whether to
convert a traditional IRA into a
Roth IRA should only be made after
acareful evaluation of adl thevarious
tax and investment factors. Among
these factors are:

(1) Thetota incometax you will
pay because of the conversion;

(2) The costsyou will incur
because of the conversion
(transaction fees and sales
charges);

(3) Your anticipated tax bracket
when you would receive
distributionsfrom the
traditional IRA;
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Planning Tip. A decision of whether
toinvestinatraditional IRA or aRoth
IRA or inacombination of both types
of IRAsshould bemadein consultation
withyour tax advisor. Thisprofessiond
will review your particular st of financid
and tax circumstances and “run the
numbers’ to do acomparison study of
whichtypeof IRA best suitsyour specific
retirement needs.

(4) Theanticipated returnfrom
the Roth and traditional IRA;

(5 Your age at the time of
conversion; and

(6) Thelengthof timeit will take
you to recoup the tax and
other expenses caused by the
conversion.

Roth 401(k) Plans

New for 2006, employers who offer 401 (k) plans
can give their employees the option of putting
their 401(k) contributions into a Roth 401(k).
Before this can take place, however, the em-
ployer must chose to amend the existing 401(k)
plan to allow for this “designated Roth 401(k)
contributions.” Once the amendment is in place,
it is up to each employee to elect to have part or
all of his or her 401(k) contributions consid-
ered Roth contributions. By doing so, the
employee’s contribution is taxed to the em-
ployee as wages immediately, but subsequent
earnings and qualified distributions are tax free.
This is clearly an option worth considering.
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Deciding When

To Retire

The decision when to retire
encompasses many factors. One of
thefactorsto consder ishow will your
monthly Socia Security income be
affected by theageyouretire. Another
factor to consder is do you want to
continueworking inyour current job,
business, or occupation. As you
gpproach your idedl retirement age,
yOou mMust review your mgjor Sources
of incometo seeif the actud income
you will be receiving will meet your
retirement needs, god sand objectives.

Social Security benefits
Hopefully, you aready requested and
received aprojection fromthe Socia
Security Administration of what your
benefitswill be. Some generd rules
to consder are that if you are under
age 62 and not disabled, you cannot
collect Socia Security benefits. If you
€l ect to commence benefitsat age 62,
then you will receive reduced
benefits. If youwait to collect benefits
until after age 70, generally you will
receiveincreased benefits.

Wild cards

Situations arise that can result in a
“wild card” being thrown into your
planning. For example, you inherita
substantial amount of money or your
employer offersyouasweetened early
retirement package. To determinehow
to handle these circumstances, the
most telling analysiswill bewhenyou
“do the math.”
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Inflation
Inflationitself isperhapsthe greatest
wildcard in retirement planning.

Fortunately, your retirement savings
keep earning interest, dividends, and
capital appreciation that will
hopefully be at least a few points
aboveinflationeachyear. If inflation
Is less, your earnings will be less,
but presumably so will your
expenses after retirement.

To protect the full amount of your
retirement earnings each year —
and therefore the amount you are
left with after retirement — it is
very important to use the tax law
to your advantage.

If earnings are taxed instead of tax-
deferred each year, the magic of
compounding does not work nearly
aswell over the course of 10, 20 or
30 years. The principal benefit to
be gained from saving for retirement
in a qualified retirement savings
vehicle, whether itisaqualified plan,
a 401(k) plan, an IRA, or a
combination of them, istax-deferral
of contributions and earnings (or
tax-exemption of earnings in the
case of a Roth IRA). Another
benefit is that you will ssmply be
morelikely to savefor retirement in
aspecia account that is separately
set aside for your retirement.

19
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Whileyour retirement savings are
growing, however, remember also
that the cost of living after you
retireisalso growing. Think back
to what a typical one-bedroom
apartment rented 30 years ago —
maybe around $200? The same
apartment now rents for $2,000.
Sure, you may forecast that you
will have a million dollars when
you retire 10 years from now, but
how will inflation have lowered its
truevalue?

“...inflation does not stop on the
day of retirement.”

Retirees must also keep in mind
that inflation does not stop on the
day of retirement. If they should
live for 20 or 30 years more,
priceswill likely to triple, at | east,
during that time. Only by
carefully timing the withdrawal of
retirement savings and skillfully
using inflation, investment
acumen and tax deferral, can you
come out ahead.
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Post-retirement
Decisions

Retirees often have awide variety
of options on how to receive
benefitsfrom their retirement plans:
periodic payments, annuities,
lump-sum distributions, or
combinations of these. Each has
Its own tax conseguences.

Taxation of retirement
plan distributions
Distributions from employer-
sponsored retirement plans and
fromtraditional IRAsare subject to
incometax at whatever rate bracket
your total taxable income falls.
There is an exception to this rule
for amounts distributed from Roth
IRAS. These amounts were taxed
before they were invested in the
Roth IRA and therefore are not
subject to tax when distributed.

Because most of these distributions
are immediately taxed, if you do
not need the funds to meet
immediate living expenses, you
may be better off leaving thefunds
in the plans until you need them.
However, there are rulesrequiring
you to begin taking minimum
distributions from employer-
sponsored plans and traditional
IRAS that must be complied with
once you attain age 70 V2.

21
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Minimum distribution rules
Although it seems that much of
the focus of retirement strategy
Is determining whether you will
have enough assetsto meet living
expenses, another factor comesin
beginning on April 1 after you
attain age 70%2.

At that point, if you have not
already done so, you arerequired
to begin taking minimum
distributions from any retirement
plans sponsored by your
employer, including 401(k) plans
to which you contributed and
traditional IRAs. Your tax advisor
can help you determine this
minimum amount that you must
start withdrawing annually from
these plans. A calculation must
be made to determine this amount
that is based on life-expectancy
tables provided by the IRS.
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Withholding on
distributions

If you receive a lump-sum
distribution from an employer-
sponsored retirement plan, you
generally will be subject to a 20%
withholding tax. Thewithhol ding tax
canbeavoided only if thedigtribution
is transferred directly to another
retirement plan or IRA. This 20%
withholding appliesevenif you meet
the 60-day requirement for traditiond
rollovers. This meansthat you will
have to come up with funds from
another source if you want to roll
over the full amount of the
distribution. However, you will
recover the 20% that was withheld
whenyoufileyour returnfor theyear
of thedistribution, either asarefund
or as a payment toward your total
income tax liability.

All distributions from retirement
plans and traditional IRAs are
subject to immediate tax. For any
distribution that does not qualify as
a lump-sum distribution, having
taxes withheld is optional. You
decide at the time of the
distribution. So as not to get abig
surprise at tax time, it may be
advisable to opt to have taxes
withheld from all retirement plan
distributions, with the exception of
Roth IRA distributions.

23
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Estimated tax liability

In order to avoid any penalty for
underpayment of estimated tax, you
must consider the impact of any
large one-time paymentson your tax
ligbility intheyesar of retirement. One-
time payments can include
severance payments or retirement
benefits paid in alump sum and not
rolled over into an IRA. To
determinewhether any estimated tax
penalties apply, withholding is
treated as having been made in the
amount of 25% of your estimated tax
liability in each of the quarterly tax
periods even if actually withheld
later in the year. Also, you can rely
on the safe harbor provision and pay
100% of your prior year’'s tax
liability to avoid any penalty.
However, if you are a high-income
taxpayer (a taxpayer with adjusted
gross income of over $75,000 or
$150,000 on a joint return) in the
prior year (referred to as the
lookback year), the safe harbor
percentage adjuststo 110% for 2005.
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Planning tip. There is an exception
from the estimated tax rules for some
retirees. If you are over age 62, you can
apply for relief from underpayment
pendlties if the underpayment results
from reasonable cause and not due to
willful neglect. Thisrelief is available
only in the year of retirement.

Liquidation of assets

When you retire, you may consider
converting nonproductive assetsto
productive investmentsto provide
sufficient cash flow to meet your
income needs. Generally, the most
valuable asset you have is your
personal residence. There are
several methods for producing
income from this asset. You can
sell your home and (1) rent or (2)
purchase a less expensive home.
If you aremarried you will probably
be able to exclude up to $500,000
of gain. Theexclusionis $250,000
for other taxpayers. As an
alternative, you can remaininyour
home and obtain a reverse
mortgage that will provide a
monthly payment to you based on
the amount of your equity.
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Conclusion

The key to successful retirement
planningisstarting early. It'seasier
to savefive percent of your income
when you’re beginning to work
than a higher percentage later in
life. It'salsoimportant to diversify
your savings to maximize your tax
savingswhenyouretire. Whilethis
guide hasreviewed someretirement
planning strategies, your tax advisor
can craft aplan incorporating these
and other vehicles to best match
your situation.
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