HS 326 Planning For Retirement Needs – 10th Edition
Answers to Review Questions Chapter 1 

1.

Tax-advantaged retirement plans include eight kinds of qualified plans—defined-benefit pension plans, cash-balance plans, money-purchase pension plans, target-benefit plans, profit-sharing plans, 401(k) plans, stock-bonus plans, and ESOPs—as well as SEPs (simplified employee pensions) and SIMPLEs (savings incentive match plans for employees). Public school systems and those nonprofit organizations qualifying for Code Sec. 501(c)(3) tax-exempt status can also sponsor 403(b) plans (also referred to as tax-sheltered annuities).

2.

In all tax-advantaged plans, the employer receives a deduction for contributions, while employees do not have to pay income taxes until benefits are distributed. Furthermore, plan assets that accumulate in a trust or an insurance product are not subject to tax, even though such earnings are taxed as distributed to employees. Also, benefits can generally be rolled over to an IRA or other tax-deferred plan until they are needed. What makes qualified plans different from the other plans is that only qualified plans allow a portion of the plan’s assets to be invested in life insurance. In addition, a lump-sum distribution from a qualified plan may be eligible for special tax treatment that is not available from other plans.

3.

All tax-advantaged plans share some basic characteristics. First, for the owners and managers to participate in the tax benefits, the plan must cover a significant number of rank-and-file employees. Second, an employee must be vested in some benefits after he or she has reached a specified number of years of employment. (Some types of plans require immediate vesting.) Third, employees must be notified of the terms and conditions of the plan and to what benefits a participant will be entitled. Fourth, plans have nondiscrimination requirements regarding the relationship between the level of benefits provided for highly compensated employees and the level of benefits provided to the rank-and-file. Fifth, all plans require that assets be contributed to a funding vehicle—once assets are in the plan they are no longer owned by the employer sponsoring the plan. These assets can be used only to pay plan benefits. Sixth, the terms of the plan must be stated clearly in writing.

4.

Nonqualified plans differ in almost every way from their tax-advantaged counterparts. Unlike tax-advantaged plans, nonqualified plans are generally for only a few key people. There are few design restrictions regarding the benefit structure, vesting requirements, or coverage. In most cases, nonqualified plans do not have separate assets. The employer either pays benefits out of general corporate assets or sets up a side account. Sometimes a trust is set up, but assets must be available to pay the claims of creditors in order to avoid current taxation. In exchange for the added flexibility in plan design, the tax rules are not as kind to a nonqualified plan. A plan can generally be designed to defer the employee’s payment of income taxes until benefits are paid out, but the employer’s tax deduction is deferred to the time of payout as well. Another difference between tax-advantaged and nonqualified plans is that benefits are not as secure. With a nonqualified arrangement, if the entity has financial difficulty, any money set aside to pay benefits can generally be attached by creditors.

5.

Explain to Scopes that the individual savings approach is not as lucrative because the retirement funds are saved after paying personal income taxes at 36 percent, and the earnings on retirement savings can be invested only after they, too, are taxed (unless a tax-sheltered vehicle is used). With the tax-advantaged plan, all taxes are deferred until the time of distribution, which means that he is saving the entire amount and will only pay taxes much later when he needs the assets. The deferral of taxes should result, in most cases, in a larger accumulation than savings after tax. 

	
	Qualified
	Personal Savings

	Amount of savings
	$15,000
	$15,000

	Less taxes
	$0
	$5,400 (36%)

	Amount actually invested
	$15,000
	$9,600

	Plus interest earned on amount invested at 5%
	$750
	$480

	Less taxes on interest earned
	$0
	173* (36%)

	Amount saved after one year
	$15,750
	$9,907*

	* All figures have been rounded to the nearest dollar.


6.

The tax comparison is difficult for two reasons. First, it underestimates the value of tax deferral if you assume that the pension is distributed and taxed all at once. Most participants take distributions over a long period of time. Also, the cost of investing on an after-tax basis depends in part on the type of investments. For example, if after-tax investments are in equities, dividends are taxed at a rate that is generally lower than the individual’s marginal tax rate. Moreover, the tax on capital appreciation is deferred until the assets are sold; again, the tax is at a lower rate.

7.

When the employer funds the plan fully, as in a defined-benefit plan or profit-sharing plan, the employee has no choice (to receive cash) and the contributions are not part of discretionary income. Because of federal ERISA law, these assets are held in an irrevocable trust, must be invested according to strict fiduciary scrutiny, and generally offer significant flexibility in the timing and form of payment of benefit payments. If the plan allows for additional salary deferrals, the individual can benefit simply from a forced savings program through payroll deduction. If employee contributions are matched by the employer, the participant has an instant return on the investment. Participants can also benefit from some investment options not available to them in the market, as well as the education and advice that they receive as plan participants.

8.

A qualified plan will help RAMCO in all of the following ways: 

• RAMCO will be able to attract and retain key employees who have valuable technical skills and knowledge of the new generation of computers, because high-salaried employees are generally interested in the income tax sheltering that a qualified plan provides.

• A qualified plan will help RAMCO avoid unionization because the workers will not feel the need to start a union in order to have their retirement needs met.

• By instituting a qualified plan related to profits or stock ownership, RAMCO can help increase productivity and employee enthusiasm for its upcoming project.

• Even though its current concern may not be to promote a graceful transition in the workforce, RAMCO will eventually want younger employees. When the now-younger employees are approaching retirement, RAMCO will be glad that these high-salaried employees can move out and be replaced by lower-paid younger employees who grew up using computers.

• RAMCO will establish a reputation in the community as a good place to work. In addition, RAMCO will meet its social responsibility of providing a comfortable retirement for long-service employees.

• RAMCO will provide employees with the most effective compensation package possible.

9. In addition to the reasons that larger businesses establish retirement plans, owners of small businesses have several other reasons for establishing plans including creating a tax shelter, building a liquid asset, building retirement security, and, for C corporations, avoiding the effect of the accumulated earnings test.

Chapter 2

Answers to Review Questions, Chapter 2 

1.

ERISA has four distinct Titles. The first protects an employee’s right to collect benefits. Title II amended the Internal Revenue Code, setting forth the necessary requirements for special tax treatment. Title III created the regulatory and administrative framework necessary for ERISA’s ongoing implementation. Title IV established the Pension Benefit Guaranty Corporation, an agency that insures pension benefits.

2.

Answers: 

a.Maximum deductible contributions—Throughout the 1980s and 1990s, the trend was to lower the maximum deductible contribution for highly compensated employees. However, the 2001 tax law changed direction by allowing larger contributions for individual employees. This new direction is intended to encourage small businesses to establish plans and to encourage a higher level of qualified plan savings.

b. Limiting tax deferral—Code Section 401(a)(9) was introduced in 1986, requiring that distributions from all tax-sheltered plans begin at age 70 1/2 (or, in some cases at actual retirement, if later). These minimum-distribution rules affect any retiree receiving qualified plan, 403(b), or IRA distributions.

c. Parity—Over the years, the trend has been toward giving all types of business entities equal access to retirement plan vehicles. With a few minor exceptions, today C corporations, S corporations, sole proprietorships, partnerships, and even limited liability companies (LLCs) are all on the same footing.

d. Funding—Over the years, a number of law changes increased required employer contributions and PBGC insurance premiums to shore up the financial status of the PBGC.

e. Simplification—After years of more and more complexity, in 1996 there was true pension simplification. Administration of 401(k) plans became easier after this law change. The simplification trend continued in 2001 with several rules that simplified administration of 401(k) plans.

3.

Legislative changes require a lot of effort by the financial services professional. After studying the new law, clients have to be informed of the changes and notified of the effect of the new law on their particular plan design. Many law changes also require plan amendments. Even though new laws require a lot of work, they can also provide for new opportunities to help clients meet their particular needs.

4.

The IRS plays the most prominent role of all the bureaucratic agencies: It (1) supervises the creation of new retirement plans (in pension parlance, initial plan qualification), (2) monitors and audits the operation of existing plans, and (3) interprets federal legislation, especially with regard to the tax consequences of certain pension plan designs.

5.

The case as stated is an accurate interpretation of the law. The benefits community adheres to the informal statement limiting universal life insurance to 25 percent of the account balance. If Dr. Scalpel wanted to pursue the issue, the financial services professional involved could secure a private letter ruling from the IRS asking that the IRS resolve the apparent conflict and allow 50 percent funding with universal life insurance. If the IRS acquiesced in Dr. Scalpel’s case, the private letter ruling would be binding on the IRS in only that situation; theoretically, it could not be used by others in deciding the same issue (although this is often done).

6.

Through its office of Pension and Welfare Benefit Plans (PWBP), the DOL (1) ensures that plan participants are adequately informed through enforcement of some of the reporting and disclosure rules, (2) polices the investment of plan assets, (3) monitors the actions of those in charge of the pension plans (fiduciaries), and (4) interprets legislation.

7.

The organizations that provide plan services include consulting houses, actuarial firms, insurance companies, administrative consultants, and software companies. In the financial market, there are trust companies, commercial banks, investment houses, asset-management groups, and insurance companies.

8. The most important sources are the primary ones, that is, the Internal Revenue Code, ERISA, and other statutory law, as well as regulations and other regulatory guidance. Books and periodicals can shed light on the meaning of the rules and so can loose-leaf services that are updated regularly. Many commercial sources of information are also available on the Internet, and the primary sources have never been easier to access for free, as they are posted on governmental Web sites.

Chapter 3

Answers to Review Questions, Chapter 3 

1.

The financial advisor should sit down with June and walk her through a pension planning fact finder. The fact finder contains a list of the most common retirement concerns that face people like her. This list includes questions that ask June to prioritize her personal tax needs, her desires to underwrite benefits for other employees, and other typical retirement issues. Once the issues have been prioritized, June should be asked to discuss the interplay among each of the factors. For example, do June’s tax and retirement needs outweigh the need to avoid the cost of including rank-and-file employees in a qualified plan? After this comparative analysis, June should once again be asked to prioritize her retirement concerns, this time in list form. She should be concerned with costs, and at this juncture, cost concerns should be addressed. The advisor will then distinguish between June’s personal needs that the plan will satisfy and the organizational goals that will be accomplished. This is especially important if other principals are involved because the advisor can begin to see what issues will ultimately be considered important by all principals, not just by June. Finally, the advisor must analyze the flower shop’s employee data. After taking all of these steps and garnering as much information as possible, the advisor is then in a position to make insightful recommendations.

2.

Frequently, the person you speak with will not correctly represent the desires of the entire body of authority within the organization. Also, the company’s attorney or accountant may resent playing the subordinate role (even though he or she may know little about pension plans). For both problems, the solution is diplomacy.

3.

Answers: 

a. No, the maximum benefit ($195,000 in 2009) must be actuarially reduced if payouts begin before age 62.

b. Yes, the Code Sec. 415(c) limit in 2009 is $49,000. However, catch-up contributions to a 401(k) plan are not included. This means that an owner age 50 or older making a salary deferral election can receive an allocation of $54,500.

c. No, the Code Sec. 415(c) annual addition limitation applies to all the defined-contribution plans of an employer. If the plans were sponsored by two unrelated employers the answer may be different.

4.

Doyle’s Furniture, Inc., should use a defined-benefit retirement plan. Under a defined-benefit approach, the company, not the employees, runs the risk of investing contributions. This allows Doyle’s employees to have a benefit that is not subject to the stock market; but it also means that, if investment performance is poor, the company must come up with extra funding to provide the promised benefit. A second reason a defined-benefit approach is preferable is because defined-benefit plans can fund for past service, whereas defined-contribution plans cannot. This enables Doyle to take care of employees who have been with him for a long time because service worked for the employer prior to the inception of the plan can be counted. A third reason for using a defined-benefit approach is because defined-benefit plans can gear retirement payments to salary levels used just prior to retirement. Defined-contribution plans, on the other hand, can only provide benefits based on the entire career earnings, which are less than the final years’ earnings of an employee. In addition, salary levels at retirement will account for any inflation that took place during the employee’s career, whereas a career-average salary will not fully account for preretirement inflation. A final reason that a defined-benefit plan would be preferable is that long-service employees will lose benefits if they change employers. Under a defined-benefit plan, the benefit builds more quickly at the end of the person’s career, when he or she has many years of service and the highest salary. Changing jobs means that benefits are calculated based on a lower salary.

5.

Defined-contribution plans have more easily determinable costs, participants more easily appreciate the value of the benefits, the benefits are more portable, and participants generally have the option to receive a lump-sum distribution. These factors are appealing to both the employer and the employee, and for these reasons most new plans set up today are of the defined-contribution type.

6. Answers: 

a. defined-contribution plan

b. defined-benefit plan

c. defined-contribution plan

d. defined-contribution plan

e. defined-contribution plan

f. defined-benefit plan

7.

Combination defined-benefit and defined-contribution plans are most commonly used by larger employers looking for a very comprehensive retirement package. In addition, for the older small business owner looking to maximize benefits and deductible contributions using tax sheltered plans, a defined-benefit and 401(k) profit-sharing plan combination can be extremely effective.

8.

The three differences are: (1) In a pension plan, the employer is committed to annual funding; in a profit-sharing plan, the employer is not. (2) A profit-sharing-type plan can allow for in-service distributions; a pension plan cannot (unless participant is aged 62 or older). (3) In a pension plan, only 10 percent of the plan’s assets can be invested in employer securities; in a profit-sharing plan, up to 100 percent of the plan’s assets can be invested in employer securities.

9.

To determine Faye’s maximum deduction for the year, you must first determine her contribution rate as follows: (1)

	(1)
	List the plan contribution as a decimal
	0.25

	(2)
	Add 1 to the rate in line 1 and show this as a decimal
	1.25

	(3)
	Divide line 1 by line 2.
	0.20


Once you know what percentage Faye can contribute, you can then determine her maximum deduction: (1)

	(1)
	Self-employment contribution rate
	.20

	(2)
	Net earning from Schedule C
	$100,000

	(3)
	Deduction for self-employment tax
	$7,200

	(4)
	Subtract step 3 from step 2.
	$92,800

	(5)
	Multiply step 4 by step l.
	$18,560

	(6)
	Multiply $245,00 by line 1
	$49,000

	(7)
	Enter the smaller of line 5 or 6.
	$18,560

	(8)
	Enter smaller of 7 or $49,000
	$18,560


Thus, we have determined that Faye’s deduction will be $18,560.

Chapter 4

Answers to Review Questions, Chapter 4 

1.

Answers: 

a. Ralph should use a unit-benefit formula. The unit-benefit formula accommodates Ralph’s objective to retain and reward experienced personnel because a unit benefit is based in part on the years an employee works for the employer. The unit-benefit formula also meets Ralph’s goal of rewarding owner-employees and key employees who have high salaries because the pension benefit is based, in part, on salary. Finally, the unit-benefit formula meets Ralph’s need to provide a specific income-replacement ratio for employees (see b.).

b. A formula that meets Ralph’s needs reads: Each plan participant will receive a monthly pension commencing at the normal retirement date and paid in the form of a life annuity equal to 2 percent of final-average monthly salary multiplied by years of service. Service is limited to a maximum of 30 years. (Note: Ralph would probably want to integrate this formula with Social Security in order to limit the costs of providing benefits to lower-paid employees. Integration is discussed later in the course.)

2.

A flat-amount-per-year-of-service formula is most typically found in a union setting.

3.

In a flat-amount formula, all participants receive the same benefit regardless of their salary or years of service.

4.

Answers: 

a. In any benefit formula that is tied to compensation, participants must read the definitions of compensation and final-average compensation carefully. Defining compensation as base salary may result in a much different benefit than if all taxable compensation is considered. Similarly, if final-average salary is the highest 3 years of compensation, the benefit will be larger than if it is the highest 5 years of compensation.

b. No. A life annuity with 10 years certain is a more valuable benefit than the life annuity only.

c. No. A life annuity payable at 65 is less valuable than a life annuity payable at 62.

5.

Using past service is a way to provide larger benefits for long-service employees. It can also be used in small tax-sheltered plans to increase the benefit (and deductible contribution) for the business owner.

6.

The defined-benefit plan can offer the older business owner the opportunity to accumulate a large amount in a short period of time. In a defined-contribution plan, this is not true, since annual contributions for the owner are limited to the Code Section 415(c) limit.

7.

Answers: 

a. The cash-balance plan is a defined-benefit plan that looks like a defined-contribution plan to employees. As a defined-benefit plan, it is subject to the flexible contribution requirements that apply to such plans, and it is subject to the PBGC insurance program.

b. In a traditional defined-benefit formula, the benefit is stated as a life annuity in an amount that is generally expressed as a percentage of the participant’s final salary. In a cash-balance plan, the plan still promises a benefit; but in this case, the promise is stated as a single sum, which is the total of employer contributions and earnings (using a stated rate in the plan).

c. If the employer currently maintains a defined-benefit plan and perceives that employees would prefer a defined-contribution-type plan, the employer will consider the cash-balance option. The plan is simply amended so that participants have an opening "account balance" based on the old benefit, then future additions are added each year.

8.

A money-purchase pension plan may be the right choice for a company with a steady cash flow, relatively young employees, and a need for a fixed contribution level that is easily communicated to employees. Drawbacks include the inability to protect against preretirement inflation and the inability to accumulate adequate benefits for older participants who have only been in the plan for a short time. Probably the most serious drawback is the annual required contribution, which is why many employers today choose the profit-sharing plan instead.

9.

Dr. Dwyer should consider a target-benefit plan. A target-benefit plan permits a speedy accumulation of substantial retirement benefits for her, while at the same time minimizing costs for lower-paid employees. This occurs because there is less time to "fund" Dr. Dwyer’s benefit than there is to fund the younger employees’ benefits. Therefore, contributions will be high for Dr. Dwyer and low for other employees. A second factor in Dr. Dwyer’s choice is that she can only afford to contribute $20,000. If she wanted to contribute a much larger amount, a defined-benefit plan would have best served her needs because the plan would have allowed annual funding for her in excess of the Code Sec. 415(c) annual addition limitation that applies to defined-contribution plans. Note that an age-weighted or cross-tested profit-sharing plan (discussed in the next chapter) might even be more appropriate than the target-benefit plan because she can benefit from the same age disparity but would also have the benefit of discretionary contributions.

10. Answers: 

a. money-purchase plan

b. cash-balance plan

c. defined-benefit plan

Chapter 5

Answers to Review Questions, Chapter 5 

1.

Umbrella, Inc., should adopt a profit-sharing plan. A profit-sharing plan suits the company’s needs because it can be designed to work around the cash-flow problem by structuring the plan’s contribution formula so the company makes contributions only in the year it has substantial profits. For example, a portion of profits in excess of $50,000 will be contributed to the plan. A second advantage that a profit-sharing plan holds for Umbrella, Inc., is the ability for participants to withdraw funds from their accounts as early as 2 years after they were contributed by the employer. By adopting this feature in the plan, the owners of Umbrella, Inc., will have access to most of their retirement funds when it comes time to expand the business.

2.

Because of the discretionary nature of a profit-sharing plan, it may be difficult to get employees to appreciate the value of the plan. To get the most out of the plan, the employer should clearly communicate the amount of the contribution and how it was derived, identify circumstances that would result in larger employer contributions, and be sure to provide clear and regular benefit statements to participants.

3.

An allocation formula is the method for determining how much of the total contribution is allocated to specific participants.

4.

To calculate how much will be allocated to each participant, you must calculate the percentage for each employee multiplied by the total contribution of $20,000 ($30,000 less $10,000) as follows: Step 1. Find the percentage of contributions to which each participant is entitled. 

	Anne
	$ 100,000 / $ 200,000
	= 50% of total

	Bob
	$ 70,000 / $ 200,000
	= 35% of total

	Cassie
	$ 30,000 / $ 200,000
	= 15% of total


Step 2. Multiply the percentage of the allocation by the amount of profits to determine the amount allocated to each participant’s account. In this case, the amount of profits is $20,000 ($30,000 profit less the $10,000 of profit that is not to be allocated). 

	Anne
	50%
	of $20,000
	=
	$10,000

	Bob
	35%
	of $20,000
	=
	$7,000

	Cassie
	15%
	of $20,000
	=
	$3,000

	
	
	
	
	$20,000


5.

Profit-sharing plans promote fiscal responsibility because the employer is not tied to a set contribution. Profit-sharing plans can be used to improve productivity by linking contribution levels to the company’s performance. Also, some employers will choose an allocation formula in the plan that directs a large portion of the contribution to the owners.

6.

A profit-sharing plan can invest a portion of the plan’s assets in key person life insurance. If the key person dies, the plan receives the proceeds of the policy, which is then allocated to the participants.

7.

For 2009, the maximum salary deferral is $16,500 for individuals under the age of 50 and $22,000 for individuals who are aged 50 or older.

8.

The four types of 401(k) contributions are employee salary deferrals, employee after-tax contributions, employer-matching contributions, and employer profit-sharing-type contributions.

9.

Forcing employees to elect out of the plan means that those who choose inaction will become participants in the plan.

10.

Dr. Jones will not be able to make any salary deferral contributions to the 401(k) plan because the salary deferral limit applies to all 403(b) plans, 401(k) plans, and SIMPLEs in which an individual participates.

11.

Salary deferral contributions can only be withdrawn upon termination of employment, attainment of age 59½, or for a financial hardship. The plan could provide for more liberal in-service withdrawals for other types of employer contributions.

12.

The first step toward determining whether ABCO will pass the actual deferral percentage test is to determine who falls into the highly compensated group. 

• Abner Anderson is a highly compensated employee because he falls into both categories—he’s a more than 5 percent owner and he earns more than $105,000 (the limit in 2008).

• Barbara Bellows is also a highly compensated employee because she is a more than 5 percent owner. It does not matter that Barbara’s earnings are below the $105,000 limit.

• The rest of the employees are not highly compensated employees because they do not meet any of the definitions. Note that for a company this size, the top 20 percent election is not meaningful. Under that rule, if, for example, there were 10 employees and four made more than $105,000, only the two highest-paid employees would be considered highly compensated if the company made the election.

The second step necessary to perform the ADP test is to determine the average deferral percentage for the nonhighly compensated group for 2008. 

	Highly Compensated
	Percentage
	Nonhighly Compensated
	Percentage

	
	8%
	Cindy Clark
	5%

	
	8%
	Don Davidson
	5%

	
	
	Ellen Ewer
	9%

	
	
	Frank Fern
	5%

	
	
	Gary Grant
	5%

	
	8%
	average deferral
	5.8%


The final step is to calculate the maximum salary deferral for the highly compensated employees for 2009. This is based on the higher of the two numbers from performing the two tests. Test 1: Under the first test, the maximum deferral percentage for the nonhighly compensated employees is 5.8% x 1.25 = 7.25%. Test 2: Under the second test, the maximum deferral percentage for the highly compensated employees cannot be more than the lesser of (a) 200 percent of the deferral percentage for nonhighly compensated employees (5.8% x 2 = 11.6%) or (b) the deferral percentage for all nonhighly compensated employees plus 2 percentage points (5.8% + 2% = 7.8%). Therefore, the maximum deferral percentage for the highly compensated group for 2009 is 7.8 percent. Looking at the deferral percentage for the highly compensated group for 2008 (8 percent), the plan administrator will have to require that the highly compensated group lower their contribution rates for 2009.

13.

The plan does not have to perform the ADP nondiscrimination test.

14.

Similar to the Roth IRA, Roth 401(k) contributions can result in the tax-free accumulation of earnings. In some ways the Roth 401(k) is better than a Roth IRA since the contribution limits are substantially higher with a Roth 401(k) and all individuals, regardless of income, can make Roth 401(k) salary deferrals.

15.

An ESOP can borrow to purchase a large block of stock at one time and the employer pays the loan off with the employer’s tax-deductible contributions to the ESOP.

16.

Life insurance on the lives of the key employees gives the plan a source of funding to purchase stock from terminating or deceased employees.

Answers to Review Questions, Chapter 6 

1.

A SEP is similar to a profit-sharing plan in that contributions are discretionary and the maximum deductible contribution is 25 percent of compensation. It is similar to other qualified plans because the annual additions limit applies and the plan is subject to the top-heavy limitations. Because SEPs are funded with IRA accounts, they are subject to the full and immediate vesting rules, investment restrictions, withdrawal limitations, and tax treatment that apply to other IRAs. The eligibility rules are unique to SEPs, as is the requirement that contributions can only be allocated on a compensation-to-compensation or integrated basis.

2.

A SEP has many of the same advantages of a discretionary profit-sharing plan with less administrative hassle. If the employer has many part-time, long-service employees, or wants to limit the plan to one group of employees, then the profit-sharing eligibility rules may be preferred. Also, many employers do not want to give participants full and immediate vesting or immediate access to the retirement account. The SEP, however, has immediate full vesting and the employer contribution can only be allocated as a level percentage of compensation or integrated with Social Security.

3. Answers: 

a. Either a profit-sharing plan or a SEP looks like an appropriate choice. What is chosen will depend on the coverage, vesting, and withdrawal issues.

b. Because of the interest in administrative ease, the SEP seems preferable to a profit-sharing plan in this case.

c. Because of the employer’s interest in a salary deferral option, a SEP is not a good choice. The employer should consider a 401(k) plan. A SIMPLE is not appropriate because the employer wants discretionary contributions.

d. Because of the interest in purchasing stock using leveraging, an ESOP is the right choice.

4.

Both Sally and Rich are eligible. Each earns more than $550 (as indexed for 2009) in 3 of the 5 calendar years prior to the year in question.

5.

A SIMPLE can only be sponsored by an employer that does not sponsor another type of retirement plan and does not have more than 100 employees. It has to be available to those employees who earn at least $5,000 in 2 calendar years, and eligible employees must be given the right to defer up to $11,500 (2009 limit) of compensation. The employer either has to make a 2 percent nonelective contribution for all eligible contributions or a dollar-for-dollar matching contribution up to 3 percent of compensation. No other contributions are allowed, and all contributions must be fully vested. SIMPLEs are funded with IRAs so that the investment restrictions, access to funds, and other considerations that apply to SEPs also apply to SIMPLEs.

6.

An employer is required to make a contribution every year. The contribution can be a 2 percent contribution for all eligible employees or a matching contribution. The matching contribution must be a dollar-for-dollar match, with a maximum contribution of 3 percent of compensation. With the matching contribution, the employer does have some flexibility. The match can be reduced to as low as one percent of compensation in any 2 of 5 years.

7.

The SIMPLE is especially effective for employers looking for their first retirement plan that offers participants the option to make pretax salary deferrals. The plan can work much better than a 401(k) plan if only a small percentage of the workforce intends to make salary deferral contributions.

8.

A 403(b) plan can be used in public school districts and 501(c)(3) nonprofit organizations.

9.

Answers: 

a. Dr. Smith is eligible because he would be considered a hospital employee and not an independent contractor.

b. Dr. Jones is an independent contractor and as such is not an employee of the hospital; therefore, he is not eligible for the plan.

c. Gary Green would also be considered ineligible because of independent contractor status.

d. Joy Cheerful could be made eligible because she is an employee.

10.

A 403(b) plan can only be funded with annuity contracts or mutual fund custodial accounts.

11.

In a plan funded with annuity contracts, salary deferral contributions can only be withdrawn in-service if the participant has attained age 59½ or suffers a financial hardship. When the plan is funded with mutual fund custodial accounts, then the in-service withdrawal restrictions apply to all types of contributions.

Chapter 7

Answers to Review Questions, Chapter 7 

1.

The design process is facilitated by the use of a detailed fact finder and the adoption agreement that makes up the optional part of a prototype plan.

2.

Highly compensated employees include individuals who are 5 percent owners during the current or previous year and individuals who earned more than the dollar limit in the previous year. For 2008, the "previous year" in our problem, the limit was $105,000. Moreover, under the $105,000 rule, the employer can—and in the example did—elect to limit the group to only those individuals whose earnings put them in the top 20 percent of all employees. Because this group has 10 employees, only the two highest paid (Al Abernathy and Becky Brooks) are in the top 20 percent group. 

• Al Abernathy is a highly compensated employee because he is a more-than-5-percent owner.

• Becky Brooks is a highly compensated employee because she earns over $105,000 in annual compensation from the employer and her earnings put her in the top 20 percent group.

• Charlie Carr is not a highly compensated employee because, even though he earns more than $105,000, he is not in the top 20 percent group. He is the third highest paid employee in a group of 10 employees. It does not matter that he is an officer.

• The rest of the employees do not fit the definition of a highly compensated employee.

3.

The three ways are: percentage test, ratio test, and average-benefits test.

4. If an employer has qualifying separate lines of business, the 410(b) test performed is counting only the employees of the separate line of business. To qualify, the line of business must be operated for bona fide business reasons and must have at least 50 employees.

5.

Every defined-benefit plan must cover the lesser of 50 employees or 40 percent of the entire workforce. However, if there are only two employees, both must be covered.

6.

Even though the law allows an employer to exclude some employees from a qualified plan, the decision to include or exclude employees is more of a business decision. Exclusion could result in dissatisfied employees who do not stay with the company for long.

7.

The law provides that short-term employees, part-time employees, and HCEs can be excluded from the plan. Also, up to an additional 30 percent of the nonhighly compensated workforce can be excluded, as long as the Age Discrimination in Employment law is not violated.

8. Answers: 

a. The benefits to the architectural firm of delaying participation are (1) to save retirement dollars attributable to turnover, (2) to save administrative and recordkeeping costs, (3) to save front-end load costs if insurance policies are used to fund the plan, and (4) to help the firm’s plan pass nondiscrimination tests because employees who have not met the minimum age and service requirements are not required to be counted for nondiscrimination purposes. The architectural firm may want to avoid delay in plan participation because immediate participation allows employees to maximize retirement benefits, and it helps to attract key employees by making the plan highly competitive. In this case, B&W should consider what is best for the firm, keeping in mind these factors, as well as its hiring practices and objectives.

b. If an annual entry date is chosen, the age requirement cannot be more than 20 1/2, and the service requirement cannot be more than 6 months.

9. Answers: 

a. In addition to counting actual hours worked, there is the elapsed-time method, hours-worked-excluding-overtime method, and a number of pay-period methods.

b.When picking a counting method, the employer will be concerned about administrative convenience as well as choosing a method that does not include part-time employees who could have been excluded under another counting method.

10.

The employees of both companies are counted when performing the coverage requirements—even if the plan only covers one of the companies.

11.

Under the leased employee rules, the leased employee generally has to be counted as an employee when determining whether the plan satisfies the coverage requirements. Leased employees do not actually need to be covered unless they are needed to satisfy the coverage requirements. Leased employees can be disregarded entirely if no more than 20 percent of the recipient company’s nonhighly compensated employees are leased and the leasing entity maintains a safe harbor plan.

12. Answers: 

a. All businesses under common control are treated as a single employer in determining whether the proper number of employees are covered under the plan. Off the Books and By the Numbers would be considered under common control because they are a brother-sister group. This is because Al and Becky each have ownership interests in both companies—together they own 100 percent of both companies (satisfying the 80 percent test), and they have an identical ownership interest of 54 percent (satisfying the 50 percent test). Remember, under the 50 percent test, Al’s identical ownership is 50 percent (the lesser of his 95 percent ownership in Off the Books and his 50 percent ownership interest in By the Numbers), and Becky’s identical ownership interest is 4 percent (the lesser of her 50 percent interest in By the Numbers and her 4 percent interest in Off the Books). Because both ownership tests are satisfied, the companies have to be aggregated (considered together) to determine whether the coverage tests are satisfied.

b.The Off the Books plan will satisfy the 410(b) nondiscrimination requirement, even though it is aggregated with By the Numbers, Inc., because it passes the percentage test. To pass the percentage test, at least 70 percent of the nonhighly compensated employees have to be covered. In fact, because all Off the Books employees are covered and none of the By the Numbers employees are nonhighly compensated, 100 percent of the nonhighly compensated employees are covered (more than the 70 percent required). Because the plan is a defined-contribution plan, it is not required to satisfy the 401(a)(26) minimum-participation test. Therefore, all of the coverage requirements have been met.

c. The By the Numbers plan will not satisfy the 410(b) nondiscrimination requirements. Because the two plans must be aggregated, the seven nonhighly compensated employees from Off the Books must be counted. This means that zero percent of the nonhighly compensated employees are covered, hence neither the percentage nor the ratio test is satisfied. Finally, the average-benefit-percentage test is not satisfied; because the nonhighly compensated employees receive no benefits, the average-benefit percentage for nonhighly compensated employees cannot be at least 70 percent of the average-benefit percentage of highly compensated employees.

d. The separate-line-of-business exception does not apply because a separate line of business must have at least 50 employees. Therefore, this escape route is closed to small businesses such as those involved in this case.

13.

SEPs must cover employees who have attained age 21 and who have earned $550 (as indexed in 2009) in 3 of the 5 previous calendar years. SIMPLEs must cover any employee who earned $5,000 in 2 previous calendar years and is reasonably expected to earn $5,000 in the current year. If a 403(b) plan includes employer contributions, the plan must satisfy IRC Sec. 410(b). In addition, the ability to make salary deferrals must be given to any full-time employee who is willing to contribute $200 or more to the plan.

Chapter 8

Answers to Review Questions, Chapter 8 

1.

Yes, providing a level percentage of compensation for each participant is considered nondiscriminatory under Sec. 401(a)(4).

2. Answers: 

a. In a defined-contribution plan, the accrued benefit is the participant’s account balance.

b. In a defined-benefit plan, the accrued benefit is the participant’s currently earned benefit using compensation and years of service to date.

c. In a defined-benefit plan, the projected benefit is the benefit expected at normal retirement age, assuming the individual continues in service until that time. The projected benefit is generally calculated by using current salaries.

3. As long as the average work year is at least 2,000 hours, an employer can require a maximum of 2,000 hours of service before a participant is credited with a full year of service for benefit purposes. If this is done, participants with 1,000 hours of service must be given credit for at least one half-year of service.

4.

The compensation cap limits the compensation that can be used under the plan’s benefit or allocation formula. It limits benefits for those who earn more than the cap ($245,000 for 2009). 

5. Answers: 

a. When the integration level is the taxable wage base and the contribution based on total compensation is 5.7 percent or more, the maximum contribution for wages earned in excess of the taxable wage base is 5.7 percent.

b. When the integration level is the taxable wage base and the contribution based on total compensation is 3 percent, the maximum contribution for wages earned in excess of the taxable wage base is 3 percent.

c. When the integration level is set under the taxable wage base, the maximum contribution in excess of the taxable wage base has to be reduced. In 2009, the taxable wage base is $106,800. A $90,000 integration level is more than 80 percent of the taxable wage base, meaning that the maximum contribution on wages in excess of the integration level is 5.4 percent.

6.

Cross testing in a defined-contribution plan means converting the contributions to equivalent annuity benefits at retirement. This method results in larger allowable contributions for older participants because they have a shorter time to retirement and the annuity purchase price would be higher than for a younger participant.

7.

Even one older nonhighly compensated employee can disrupt the plan design.

8.

The strength is its flexibility and the ability to make larger contributions for the older business owners. The limitations are usually related to administrative complexity and cost. It is also possible that, if the owners are young and the rest of the workforce is older, that a cross-tested formula will not result in larger contributions for the owners. Another limitation is that the maximum contribution for any one participant is the Sec. 415(c) annual addition limit that applies to defined-contribution plan.

9.

A profit-sharing plan, because of the ability to make discretionary contributions.

10.

A 401(k) plan is subject to three possible nondiscrimination tests. The salary deferrals must satisfy the ADP test, the employer matching contributions and after-tax contributions must satisfy the ACP test, and profit-sharing contributions must satisfy the 401(a)(4) nondiscrimination test.

11.

SEP must either allocate contributions as a level percentage of compensation or allocate with a formula that is integrated with Social Security.

12.

The plan satisfies the integration rules because the excess benefit percentage does not exceed either limit. The excess benefit is .75 percent and the maximum total excess benefit equals 26.25 percent. Furthermore, the benefit based on total compensation is one percent, greater than the .75 percent excess amount. Weese’s benefit is $26,916, calculated as follows: 

	0.1
	X
	$100,000
	X
	20
	=
	$20,000

	.00075
	X
	$46,108
	X
	20
	=
	$6,916

	
	
	
	
	
	
	$26,916


13.

Plans with voluntary contributions must perform the ACP nondiscrimination test, which is quite similar to the ADP nondiscrimination test that applies to salary reduction contributions in a 401(k) plan. If the plan also calls for employer matching contributions, voluntary after-tax contributions and matching contributions are both counted in the nondiscrimination test.

Chapter 9

Answers to Review Questions, Chapter 9 

	
	1.
	The advantages of including a loan provision are that (1) it provides a safety valve for those concerned about losing access to contributions, (2) business owners can have plan loans, and (3) there are mechanisms to minimize administrative problems. The disadvantages of including a loan provision include the fact that (1) the loan provision may be inconsistent with the employee’s objective of providing retirement security and (2) the loan may default, which would put additional administrative responsibilities on the administrator.


	
	2.
	Loans are quite common to 401(k) and 403(b) plans because they provide tax-free access to participants’ salary deferral contributions. Loans are less common in plans funded totally with employer contributions. Still, they may be available simply as an additional benefit or as an alternative to in-service withdrawals. Defined-benefit plans rarely have loan provisions because there are no participant accounts; ESOPs do not because of the investment restrictions. SEPs and SIMPLEs are not allowed to have participant loans.


	
	3.
	Plan loans unlock funds by making them currently available to employees. Plan sponsors who are hesitant to set up a plan because they are reluctant to "put money away" may find the loan provision mitigates this fear.


	
	4.
	The maximum loan limit is the lesser of $50,000 or one-half of the vested account balance. Although the tax rules allow a participant to borrow up to $10,000 (even if this exceeds one-half of the vested account balance), most plans do not allow such loans due to labor regulations. 

a.

The maximum loan for Woods under most plans is $8,500. If the plan were to allow Woods to take $10,000, it would have to have the loan secured with property in addition to Woods’s account balance.

b.

The maximum loan for Muhlenberg is $50,000 (which equals the lesser of $50,000 or one-half of his account balance).

c.

The maximum loan for Dickenson is $50,000. Prior to 2002, loans could not be made to owners of S corporations. This restriction no longer applies.




	
	5.
	An employer is required to choose a vesting schedule for a defined-benefit plan that is equal to or more liberal than one of two statutory vesting schedules. The first statutory vesting schedule (a) is a 5-year cliff vesting schedule under which the employee is zero percent vested until 5 years of service are completed, at which time the employee becomes 100 percent vested. The second statutory vesting schedule (b) is a 3-through-7-year graded vesting schedule, under which the participant becomes 20 percent vested after 3 years of service and receives an additional 20 percent vesting for each subsequent year of service. 

a.

The first schedule cannot be used in a defined-benefit plan because it exceeds the maximum cliff period of 5 years.

b.

The second schedule can be used in a defined-benefit plan because it is at least as "liberal" as the 3-through-7-year graded schedule. Note that in each year of service, an employee is as well off or better off under the graded schedule presented.

c.

The third schedule cannot be used in a qualified plan even though the participant becomes 100 percent vested more quickly than in the 3-through-7-year graded vesting schedule. The reason the third schedule is not as liberal as the 3-through-7-year schedule is that a participant with 3, 4, and 5 years of service is "worse off" than is statutorily permitted under a graded schedule.




	
	6.
	Today, defined-benefit plans can require longer periods of service under the vesting rules than defined-contribution plans. Defined-benefit plans can use 5-year cliff vesting or 3-to-7-year graded vesting, while defined contribution plans must use 3-year cliff vesting or 2-to-6-year graded vesting.


	
	7.
	Answers:

a.

Restrictive vesting schedules may reduce benefit costs if a significant number of employees terminate employment before becoming fully vested. Also, a restrictive vesting schedule acts as a "golden handcuff," tying the employee to the company until benefits become vested.

b.

More liberal vesting schedules are often used to create a competitive advantage by providing a better plan than a competitor.




	
	8.
	Answers:

a.

Service prior to eligibility earned by a 20-year-old participant must be counted for vesting purposes.

b.

Service earned by a 16-year-old employee need not be counted for vesting purposes.

c.

Service for a subsidiary of the employer, even though the subsidiary did not have a qualified plan, must be counted for vesting purposes.

d.

Years of service before the effective date of the plan need not be counted for vesting purposes.




	
	9.
	Prior vesting service can be disregarded under three break-in-service (a year with fewer than 500 hours of service) rules. First, pre-break service can be disregarded until an individual is reemployed and completes a full year of service. Second, in a defined-contribution plan, if a participant has five consecutive breaks in service, the nonvested portion of the benefit earned prior to the breaks can be permanently forfeited. The third, but less useful, rule applies only to participants who are zero percent vested. If such a participant has five consecutive breaks in service, pre-break service can be disregarded entirely.


	
	10.
	To give the employer time to fund benefits for older employees, it would make sense to make the normal retirement age the later of age 65 or 5 years of participation.


	
	11.
	Answers:

a.

The advantages of putting an early retirement provision in the plan is that it enables employees who are superannuated or physically worn out to gracefully retire. The disadvantages of putting an early retirement provision in the plan is that certain key employees will leave and take a job with a competitor.

b.

Subsidizing an early retirement benefit gives employees an incentive to retire at the early retirement age. This can be a disadvantage if the employer does not want to encourage early retirement. It is also expensive to provide a subsidized benefit.




	
	12.
	The Age Discrimination in Employment Act requires that contributions continue to defined-contribution plans regardless of the participant’s age.


	
	13.
	The defined-benefit plan cannot limit the benefit formula based on age, but it can limit the years of service taken into consideration under the benefit formula. This makes sense from a plan design perspective. If, for example, the employer wants to replace 50 percent of final average compensation for long-service employees, it could design a formula of 2 percent of final average compensation multiplied by years of service, with service limited to 25 years.


Answers to Review Questions, Chapter 10 
	
	1.
	Here are answers to these client questions. 

a.

You must provide a preretirement death benefit for those married participants who have been married for one year. You do not have to provide preretirement death benefits for other participants. You could choose to charge participants for this benefit. This is typically done by reducing the retirement benefit by a small amount. The problem with this approach is that you will have to give married participants the option to opt out of the benefit. Most employers in this case choose to provide the benefit at no cost to married participants in order to avoid the waiver procedure. For most groups, this will not be an expensive benefit because few participants will die prior to retirement. Be aware that if you only provide the death benefit for married participants, your unmarried employees may feel that this is unfair.

b.

If the employer makes the QJSA the actuarial equivalent to the stated form of payment in the benefit structure, then this benefit does not have a direct cost.

c.

For simplicity, avoid administering the QJSA form of benefit at retirement. Most participants elect a lump-sum benefit anyway, and administering the benefit at retirement requires giving out QJSA notices and getting waiver signatures from both participants and their spouses. The plan should avoid all annuity forms of payment, pay out 100 percent of the preretirement death benefit to the spouse, and prohibit the transfer of assets into the plan that would be subject to the QJSA requirements. The simplest distribution provision would be to only offer a single sum form of payment.




	
	2.
	Generally only 25 percent of aggregate contributions can be used to purchase life insurance in a qualified plan. However, if a profit-sharing plan allows for in-service withdrawals, the entire portion of the account that is eligible for withdrawal can be used to purchase life insurance in the plan.


	
	3.
	The cost of insurance that must be included in income is the Table 2001 amount for a 50-year-old. The table amount for $1,000 of coverage is $2.30. For $100,000 of coverage the amount included in income is $230.


	
	4.
	When designing a plan for a small professional corporation, the insurance needs of the principal individuals control the death benefit design. In medium and large companies, the retirement plan’s insurance benefits are decided by competition and other market factors.


	
	5.
	The advantages of including death benefits in a qualified plan are (1) competitiveness, (2) attraction and retention of employees, and (3) the ability of the business owner to receive group rates, shift a personal expense to the company, and gain favorable underwriting. On the other side, it may be difficult to get an appropriate level of benefits to meet the needs, and there are more tax-efficient ways outside of the plan to provide for life insurance.


	
	6.
	Common provisions include fully vesting the participant in his or her benefit, allowing a payout at the time of disability, and providing for service under the plan during the time that the participant is on disability.


	
	7.
	Two typical options would be to mirror the company’s disability plan or match the Social Security definition.


	
	8.
	Answers:

a.

The purpose of the top-heavy rules is to ensure that small organizations do not make the plan exclusively a tax shelter for the business owners.

b.

Top-heavy rules typically affect small businesses.




	
	9.
	Answers:

a.

An individual is a key employee if at any time during the prior year he or she has been any of the following: 

• 

an officer receiving annual compensation in excess of $160,000 (as indexed for 2009)

• 

a person who owns more than 5 percent of the company

• 

a person who is more than a one-percent owner with annual compensation of more than $150,000

Allen is a key employee because she was a 5-percent owner at the end of the previous year. In addition, McFadden is also a key employee because she is an officer earning more than the required dollar limit. McGill, Melone, and Rosenbloom, however, are not key employees because they do not meet any of the definitions.

b.

To determine whether the Trophy Shop plan is top-heavy, we must check whether more than 60 percent of the aggregate account balances belong to key employees. The key employees are Allen ($100,000) and McFadden ($60,000), and combined they hold $160,000 of the plan’s assets. The nonkey employees are McGill ($40,000), Melone ($12,000), and Rosenbloom ($8,000); combined they hold $60,000 of the plan’s assets. Because the $160,000 in assets held by key employees is 72 percent of the total plan assets ($220,000), the plan is top-heavy.




	
	10.
	Answers:

a.

No, this schedule does not satisfy the top-heavy provisions. It is not as beneficial as 3-year cliff vesting.

b.

Yes, this schedule satisfies the top-heavy vesting rules. It is more beneficial than 3-year cliff vesting.

c.

No, this schedule does not satisfy the top-heavy vesting rules. It is not as favorable as 6-year graded vesting.




	
	11.
	The required contribution is zero because the highest rate of contribution for any key employee is zero.


	
	12.
	Because salary deferrals are treated as employer contributions, the employer would have to contribute 3 percent of compensation for each non-key employee. The owners would be very unhappy with that situation if they were unaware of this possibility.


Chapter 11

Answers to Review Questions, Chapter 11 

	
	1.
	An actuarial cost method is a method of determining an annual employer contribution for a given set of plan benefits and a given group of employees. Actuarial assumptions refer to assumptions about future investment return and the character of the employee group that are made in order to determine the annual contribution.


	
	2.
	The current minimum funding rules require contributions that cover the current year’s benefit accrual (target normal cost) and any funding shortfall, which is calculated by comparing the plan’s assets and the present value of promised benefits at the beginning of the year. Any shortfall has to be made up with level amortization payments over 7 years.


	
	3.
	An irrevocable trust, valid under state law, clarifies the investment powers of the trustees, the allocation of fiduciary responsibility, the payment of benefits and plan expenses, and the rights and duties upon plan termination.


	
	4.
	Life insurance and annuity contracts can also act as the plan’s funding instruments.


	
	5.
	Answers:

a.

If an individual has discretionary authority over the disposition of plan assets or provides investment advice for a fee, he or she will be considered a plan fiduciary.

b.

Service providers, such as accountants and lawyers, are generally not fiduciaries, and even those selling investments are often not considered investment advisors.




	
	6.
	The four affirmative fiduciary obligations are (1) to maintain the plan for the exclusive benefit of the participants, (2) to discharge fiduciary duties with the prudence of a knowledgeable investment professional, (3) to diversify plan assets, and (4) to invest plan assets in accordance with the plan’s documents.


	
	7.
	To satisfy the individual account plan exception, participants must be given at least three core investment options and have the opportunity to make changes at least quarterly. Participants must be given information about each investment option and must have the right to request more detailed information. Employer stock can be an option, but it must be in addition to the three core options.


	
	8.
	Even if the plan conforms with the 404(c) regulations, the fiduciaries are still responsible for ensuring that participants do not engage in prohibited transactions. Also, fiduciaries are never given relief from the responsibility of prudently selecting the investment alternatives.


	
	9.
	Answers:

a.

The sale of real estate owned by the ABC plan to the wife of the treasurer of the ABC Company is a prohibited transaction. It is considered excluded dealing to sell, exchange, or lease property between the plan and a party-in-interest. Because the treasurer’s wife is a relative of an employee, she is considered to be a party-in-interest.

b.

Loaning money from the plan to an officer of the company is not a prohibited transaction. Loaning money or extending credit to a party-in-interest is generally a prohibited transaction. However, if the plan has a loan provision and loans are made available on a nondiscriminatory basis (as in this case), then there is no prohibited transaction.

c.

The acquisition of 25 percent of employer stock by a defined-benefit plan is a prohibited transaction. A defined-benefit plan cannot acquire employer securities in excess of the 10 percent allowable limit. Profit-sharing plans, stock bonus plans, and employee stock ownership plans, however, are exempt from the 10-percent limitation.

d.

The acquisition of real estate from the plan for less than its market value is a prohibited-transaction because it constitutes self-dealing with plan assets by a fiduciary.




	
	10.
	Your client should obtain a prohibited-transaction exemption (PTE) from the Department of Labor. A PTE exempts the sale of the land from the plan to the company from the prohibited-transaction rules. The willingness to pay a market price for the land will weigh in favor of granting the PTE. However, the DOL will be skeptical of the transaction because of the possibility that employees will be cheated through self-dealing. The DOL will expect assurances that the participants’ interests are being protected.


Chapter 12

Answers to Review Questions, Chapter 12 

	
	1.
	Investment guidelines help to establish the fiduciaries’ obligations. They are also the appropriate first step in making investment decisions—that is, determining the fund’s goals and objectives. They can also provide protection for the fiduciaries when their actions are questioned.


	
	2.
	The common objectives of a defined-benefit investment plan usually include the accumulation of sufficient assets to pay benefits and the minimizing of the long-term cost and variability in annual costs. Sometimes these objectives are at odds with each other.


	
	3.
	The single investment objective in a defined-contribution plan is to invest for the long-term retirement needs of the plan participants.


	
	4.
	With self-directed defined-contribution plans, the primary objective is to provide investment alternatives appropriate to meet the diverse needs of participants with different ages, risk tolerances, and investment goals.


	
	5.
	When establishing investment guidelines, it is helpful to ask such questions as: What is the minimum level of return necessary to accomplish the goal? What is an acceptable level of risk in relation to the whole portfolio? What is the appropriate time horizon?


	
	6.
	Considerations when identifying investment goals should include permissible categories of investments, limits on asset quality, asset allocation ranges, diversification concerns, policies on proxy voting of stock, and other limits due to legal restrictions.


	
	7.
	Any time the plan is deemed to be operating a business or invests in debt-financed property, a tax opinion about whether the investment generates UBIT should be sought. The issue comes up most often for pension plans regarding investments in limited partnerships.


	
	8.
	Plans invest in cash equivalents to satisfy the need to make other investment transactions and to have readily accessible money to pay benefits. Bonds are often used to ensure that the plan will have sufficient cash to pay expected benefits as they arise. Also, bonds are used simply because they provide more stable returns than equities and higher returns than the cash equivalents mentioned above. Because investment in equities generally results in higher returns over the long haul, equities typically represent more than half of the assets held by the plan.


	
	9.
	With employee contributions, employees have the right to choose alternative investments at all times. With employer contributions, participants who have earned 3 years of service must be permitted to direct such amounts to alternative investments.


	
	10.
	An IPG (immediate-participation guarantee) contract is an unallocated funding instrument that holds benefit amounts in a commingled fund. At retirement, either the fund is charged directly with benefit payments or the fund is charged with a single annuity premium. The IPG contract contains no interest guarantees, but allows a plan sponsor to have an immediate reflection of the actual investment and mortality experience under the plan.


	
	11.
	Like a mutual fund, a separate-investment-account contract is generally pooled and is always participating. A second similarity to mutual funds is that the separate-investment account has preestablished types of investments—for example, a bond or equity fund can be chosen. A third similarity to mutual funds is that each fund has a directed-investment philosophy and certain investment goals. And a fourth similarity to mutual funds is that the sales appeal of any separate-investment account is based on its competitive market history.


	
	12.
	Unlike assets held in an insurance company’s general account, assets in separate accounts are not subject to the claims of the insurance company’s creditors.


	
	13.
	Like a CD, a GIC offers a predetermined rate of return. It also guarantees the principal and limits the timing of withdrawals. Unlike a CD, GICs sometimes offer withdrawal flexibility because GICs can be structured to pay out interest annually or to distribute the principal investment piecemeal.


	
	14.
	Answers:

a.

GICs provide both the guarantees and safety of principal that Gillman desires. In addition, Gillman can use the GIC-invested portion of his defined-benefit plan to protect against downside risk, while at the same time becoming less risk averse with the other portion of his portfolio.

b.

To avoid making interest-rate bets, the Gillman Company should place its business by making annual GIC contributions for the same stated period (for example, each year invest the plan’s contribution in a 5-year GIC). By using this hedging philosophy, the company avoids the negative consequences of incorrectly guessing the direction of interest rates.

c.

Gillman will probably choose a bullet GIC for his defined-benefit plan because he suspects that interest rates are going to drop, and he will want to lock in up front with a single large contribution.




	
	15.
	The major selling point of an IG (investment-guarantee) contract is that it allows plan funds to receive the experience account or the guarantee, whichever is better, thus limiting the plan’s downside risk. Another selling point for IGs is their pension orientation. Like GICs, IGs uniquely meet the investment concerns of pension managers because they maximize long-term rates of return and generate cash flows to match the required benefit payments while preserving safety of principal. They are most suitable when an upswing in the market is expected.


	
	16.
	Answers:

a.

The IG is the best contract for those who expect interest rates to increase.

b.

A window GIC is the recommended choice because (1) the window period helps to accommodate the stream of contributions under the plan and (2) a window GIC investment is a good choice if interest rates are expected to drop.

c.

The recommended choice is a separate-accounts contract because (1) investment discretion is retained, (2) ongoing contributions are possible, and (3) no guarantees are provided.

d.

The recommended choice is a bullet GIC because (1) the bullet GIC meshes well with the defined-benefit plan and (2) a bullet GIC is a smart investment if interest rates are expected to drop.




	
	17.
	Today, annuity contracts used to fund retirement plans are typically deferred annuities that act as an alternative to other investment options. These annuities can be either fixed (where the monthly return is predetermined and guaranteed) or variable (where the underlying annuity investments, such as stocks, bonds, and money markets, let the annuities’ return float with market conditions). The variable annuity tends to be the more popular of the two because it gives the plan sponsor more investment discretion—within limits. Deferred annuity contracts are often used in small company defined-contribution plans that offer participant-directed accounts.


Chapter 13

Answers to Review Questions, Chapter 13 

	
	1.
	Typically, the financial services advisor involves other professionals to set up and administer the plan. The advisor stays involved in plan design and troubleshooting when problems arise.


	
	2.
	The steps include adopting the plan with a board resolution and plan document, obtaining an advance-determination letter from the IRS, giving notice to interested parties, explaining the plan to the employees, and, in some cases (if employees have the option to contribute or are given investment options), conducting an enrollment meeting.


	
	3.
	The summary plan description (SPD) is uniquely suited for this task because it bridges the gap between the legalese of the pension plan and the understanding of the layperson. In any case, the employer is required to provide an SPD, so the use of such a description proves cost effective because a second document need not be created. The easy-to-read SPD also serves as a method for an employer to tout the fact that a significant employee benefit is being provided to employees and that the retirement benefit should be considered as an important part of the employee’s overall compensation package.


	
	4.
	Answers:

a.

The SPD is a legal document required by ERISA that explains but does not sell the plan.

b.

Essentially, the SPD must clearly explain eligibility for the plan’s benefits and describe how to apply for benefits. It must also describe the plan’s appeal procedures if the participant is denied benefits.




	
	5.
	Answers:

a.

The plan administrator is typically the company.

b.

Specified employees carry out the administrative duties with the help of outside service providers, such as consultants, insurance companies, or accountants.




	
	6.
	Answers:

a.

Form 5500 is the annual report required for all pension plans except one-participant plans.

b.

Schedule A is attached to the appropriate annual report when benefits are provided (in whole or in part) by an insurance company.

c.

Schedule SSA is filed for terminated employees who are entitled to deferred benefits (it is not required for employees who are paid out at termination of employment).

d.

Form 5500-EZ is the annual report filed for one-participant plans.

e.

Form PBGC-1 is filed with the PBGC for covered defined-benefit plans.




	
	7.
	Answers:

a.

Summary annual reports containing a summary of the information in the annual report must be distributed to participants within 2 months of the due date of the annual report. Beginning in 2008, the SAR requirement is replaced with a detailed funding notice for defined-benefit plans.

b.

In defined-contribution plans, personal benefit statements are required annually (quarterly in plans that allow participant investment direction). In defined-benefit plans, statements are required every 3 years.

c.

Whenever the plan allows for employee contributions or investments, there is quite a bit of ongoing interaction between the administrator and the participants. New election forms, educational materials, investment seminars and retirement planning seminars, and software are part of the retirement planning landscape today.

d.

Plan documents are amended when the sponsor wants to change the plan design or when a law change requires an amendment. In either case, the plan is typically filed for another IRS determination letter whenever a significant amendment has been adopted.




	
	8.
	Plans sponsored by sole proprietors or partnerships (so-called Keogh plans) may be exempt from filing Form 5500 (or may be required to file Form 5500-EZ instead of Form 5500). They may also be exempt from the ERISA reporting requirements. As mentioned in chapter 3, a special rule applies to calculating the maximum allowable contribution.


	
	9.
	It is the plan administrator’s duty to review court orders and determine whether they qualify as a QDRO. The plan administrator is required to establish procedures for reviewing a court order, and must notify all affected parties of the procedures when the plan receives a court order. If the order fails, as long as the parties made a good-faith effort to draft the order, the administrator should explain the deficiencies and work toward an order that satisfies the rules.


Chapter 14

Answers to Review Questions, Chapter 14 
	
	1.
	Employers terminate qualified plans for a number of reasons. The sponsor may no longer be in a financial position to make further plan contributions. Or the sponsor may want to change plan design to another type of plan. Changes may also occur if the business is sold or merged, or if there are other substantial changes in business operations.


	
	2.
	If an employer wants to cease additional benefits but does not want to distribute benefits, the plan can be "frozen." If a defined-benefit plan does not have sufficient assets to pay promised benefits, freezing benefit accruals is quite common. Also, if the employer wants to change the nature of the plan, in some cases the plan can be amended instead of terminated. For example, a traditional defined-benefit plan can be amended into a cash-balance plan.


	
	3.
	If an employer is considering the termination of a qualified plan, the following issues should be considered: First, if the plan is less than 10 years old, the IRS may require a valid business reason for the plan’s termination. Second, if the plan is a defined-benefit plan covered by the PBGC, it can be terminated only under certain circumstances. Third, if the plan has had any compliance problems, they should be addressed before completing the plan termination.


	
	4.
	Termination of a defined-contribution plan requires a corporate resolution and plan amendments terminating further accruals. In some cases, plans also need amendments for retroactive law changes. Participants must be notified 15 days prior to the termination date. The employer must make any remaining required contributions and liquidate plan assets in preparation for distribution. Benefit distribution paperwork must be prepared and in the year that benefits are distributed, when the annual IRS Form 5500 is filed, it is marked as the "final form."


	
	5.
	A plan that is not submitted to the IRS upon termination raises a "red flag" and may be audited.


	
	6.
	Unlike plans covered by the PBGC program, a non-PBGC plan can be terminated even if it does not have sufficient assets to pay all plan benefits. Also, the administrative burden is not as great with the non-PBGC plan, although the plan does have to take all of the steps required for terminating a defined-contribution plan.


	
	7.
	To be eligible for the lower 20 percent excise tax, the employer must share a portion of the excess with the plan participants. Either 20 percent of the excess must be allocated to the participants in the terminating plan or 25 percent of the excess must be transferred to a replacement plan.


	
	8.
	With SPACs (single-premium annuity contracts), the insurance company issues annuity certificates in the amount promised to participants under the plan. The law requires that the SPAC distribution options match the original plan distribution options and, at the time of distribution, the insurer provides election forms, qualified joint and survivor notices, and so on.


	
	9.
	A termination by operation of law can occur without action by the employer if (1) there has been a partial termination, (2) the plan is a profit-sharing plan and there is a complete discontinuance of contributions, (3) the plan is a defined-benefit plan and the PBGC initiates a termination because one of a number of events threatening the plan’s financial status has occurred or (4) the plan is abandoned (usually the sponsor no longer exists) and the financial institution holding the assets is allowed to take steps to payout benefits to participants.


Chapter 15

Answers to Review Questions, Chapter 15 

	
	1.
	Financial services professionals working in the pension area may want to offer nonqualified plans for a number of reasons: (1) to provide comprehensive services, (2) to gain access to an upscale market, and (3) to find a good market for significant life insurance sales (for funding the nonqualified plans).


	
	2.
	In a qualified plan, the sponsor is given tax advantages in exchange for covering a wide group of employees and meeting a large number of "qualification requirements." In a nonqualified plan, the employer is subject to the normal rules that apply to the taxation of compensation, but in exchange has much more design freedom.


	
	3.
	It will depend upon the facts and circumstances of the case. The parties must demonstrate that the consulting agreement requires the fulfillment of a meaningful effort by the executive, and there must be a definite possibility that the failure to consult could occur.


	
	4.
	Under the concept of economic benefit, deferred compensation may be taxed currently if the amount is set aside irrevocably for an executive, even if the benefit is not available currently.


	
	5.
	Answers:

a.

Yes.

b.

Yes.

c.

No. College tuition for a child is not considered an unforeseeable emergency in the proposed regulations.

d.

Yes.




	
	6.
	An amount deferred under a nonqualified plan must be considered wages for employment tax purposes as of the later of the date the services are performed, or when there is no substantial risk of forfeiture of the rights to such amount.


	
	7.
	The course materials identify many objectives that a nonqualified plan can meet. These objectives fall into three general categories. Nonqualified plans can be used as an alternative to qualified plans, as supplemental benefits for executives, or as a tax-sheltering device for a business owner.


	
	8.
	One of the first concerns the advisor should have is whether Rhonda would be better served by a nonqualified plan or some other form of executive compensation, such as an incentive stock option plan, incentive pay, salary increases, executive bonuses, or some form of noncash reward (a company car or a country club membership). Rhonda should be made aware of the various executive-compensation techniques available, and the advisor should discuss the advantages and disadvantages that each technique holds in Rhonda’s situation. If Rhonda feels a nonqualified deferred-compensation plan is appropriate, the advisor should help her fill out a nonqualified plan fact finder. The fact finder will help Rhonda to prioritize her objectives and it will enable the agent to gather the information necessary for making insightful suggestions and rendering accurate advice.


	
	9.
	Answers:

a.

The term golden handshakes implies any type of plan that encourages retirement through the use of a financial reward.

b.

The term golden handcuffs implies a plan that provides additional benefits that are intended to induce an executive to remain employed.

c.

The term golden parachutes denotes benefit plans provided to soften financial hardship if an executive is terminated upon a change in the company’s ownership.

d.

The term incentive pay refers to bonuses given for accomplishing short-term goals that can be used by the executive for retirement purposes.




	
	10.
	A salary reduction plan gives participants the option to defer compensation as a way for them to lower their current income taxes and build retirement income.


	
	11.
	A SERP provides additional employer-provided retirement benefits to executives. The objective is typically to complement an existing qualified plan.


	
	12.
	Because JTE is dependent on Sue to bring in business through her personal contacts, JTE should strive to secure her unique talents beyond her retirement. The firm can protect against a drop in revenue when Sue retires by setting up a nonqualified plan that provides retirement benefits and requires her to continue working on a part-time consulting basis.


	
	13.
	Answers:

a.

The Rayco nonqualified plan can be designed to include a golden-handcuffs provision, which discourages executives from leaving the employment of your client by providing for the forfeiture of substantial benefits if service is voluntarily terminated prior to normal retirement age.

b.

The law firm’s nonqualified plan can be designed to include a covenant-not-to-compete provision, which calls for the forfeiture of nonqualified benefits if the employee enters into competition with the employer, either by opening a competing business herself or by working for a competitor. In order to be considered valid, the covenant-not-to-compete provision must be carefully drafted. The provision should be reasonable in terms of the geographical area and the time period over which it applies.




	
	14.
	An executive may want benefits to accelerate in case of a change in control in the event that the financial condition of the company deteriorates. He or she may also want the ability to access benefits prior to retirement in case of a financial hardship.


	
	15.
	Answers:

a.

Salary reduction plans are usually designed as defined-contribution plans, while supplemental executive retirement plans (SERPs) can be either defined-contribution or defined-benefit plans.

b.

Participation generally needs to be restricted to a select group of management or highly compensated employees in order to avoid ERISA coverage.

c.

The plan can provide for full vesting, distribution, and/or additional retirement accruals when a participant goes out on disability. Of course, it is crucial to coordinate benefits between the nonqualified plan and other employer plans.

d.

With no legal limitations, choosing the plan’s retirement age is strictly a matter of meeting the plan’s benefit objectives at a cost that is affordable to the employer.

e.

Nonqualified plans can provide preretirement and/or postretirement death benefits. The choice of a death benefit should, therefore, be closely coordinated with the life insurance product used in the plan.




	
	16.
	Life insurance as a funding vehicle for nonqualified plans has the following strengths: (1) it has tax-free inside buildup; (2) in most circumstances, the company receives tax-free death benefits; (3) preretirement death benefits can protect the employer from financial losses or can be used to fund the participant’s benefit; (4) it has funding flexibility; and (5) there are supplemental disability benefits.


	
	17.
	In a rabbi trust, assets contributed to the trust are typically irrevocable to the extent that they cannot be returned to the employer, which protects the participants in case of a change in management. However, to avoid current taxation to the participants (at the time contributions are made to the trust), assets must continue to be available for the claims of unsecured creditors.


	
	18.
	In contrast, a secular trust can protect against both change in control and insolvency, but with the adverse consequence that assets are taxable at the time they are contributed (or when the participant’s benefits become nonforfeitable).


	
	19.
	Almost all executive nonqualified deferred-compensation plans are drafted to satisfy the top-hat exemption of ERISA. Without an exemption, the plan would have to satisfy certain vesting, participation, and funding requirements. To satisfy the top-hat exemption, the plan must be unfunded and be maintained by an employer primarily for the purpose of providing deferred compensation for a select group of management and/or highly compensated employees. A final requirement of the exemption is that the plan sponsor send a one-page notice of the plan to the Department of Labor.


	
	20.
	In order to install a nonqualified plan, the employer should accept a corporate resolution adopting the plan and authorizing the funding mechanism (typically the purchase of life insurance). The sponsor must also create a plan document. If a rabbi trust is used, a trustee must be appointed and a trust document drafted. Finally, a one-page ERISA notice should be completed and sent to the Department of Labor.


	
	21.
	Think of Code Sec. 457 as a provision that limits and controls the taxation of any nonqualified plan sponsored by a nonprofit organization or government entity. There are two types of Sec. 457 plans, an eligible plan and an ineligible plan. The form limits the amount of salary deferral contributions that a participant can contribute, but the participant’s accounts are not taxed until distributed. The latter does not limit the amounts that can be contributed by either the participant or the employer, but the participant’s accounts are taxed as soon as they become nonforfeitable.


	
	22.
	An executive-bonus life insurance program, sometimes known as a double-bonus plan, is a plan in which the employer pays the premium for a life insurance policy for the executive. With this type of plan, the executive is the owner and selects the beneficiary. The premium payments are taxed as compensation to the executive. The employer may also pay an additional amount to cover the taxes due on the premium payments (the double-bonus part). To determine the double-bonus amount, divide the premium by 1 minus the individual’s marginal tax rate. For a $5,000 insurance premium, the bonus is $8,333, calculated as follows: $5.000/(1 – .40).


Chapter 16

Answers to Review Questions, Chapter 16 

	
	1.
	The first reason is that it has the potential to offer the employee who receives it capital gain treatment for any increase in its value. Second, it serves as an effective incentive for employees who receive it. Third, in the appropriate circumstances it may be a less costly form of compensation than cash or other forms of property to the employer and its controlling shareholders.


	
	2.
	Such valuation can be important (1) when the program is established, (2) when a stock award is received by an employee, (3) when the stock award becomes vested, and (4) when the employee decides to sell or otherwise dispose of the stock award.


	
	3.
	There is the possibility of loss to the employees. For example, a direct purchase of stock by an employee generally results in economic risk to the employee to the extent of the purchase price.


	
	4.
	First, it is important to recognize that many plans require stockholder approval. To ensure that the plan is not subject to most of the provisions of ERISA, the plan should be designed to satisfy the top-hat exemption. Also, care should be taken to ensure that the plan does not result in a public offering of stock, requiring SEC filing.


	
	5.
	Advantages include: a plan facilitates the process of obtaining shareholder approval, a plan helps maintain shareholder relations in a public company, and can help employee relations as well.


	
	6.
	This element refers to the excess, if any, of the stock’s value over the exercise price.


	
	7.
	At the time the options are granted, there are no income tax consequences. At the time of exercise, the participant has ordinary income in the amount of the difference between the option price and the current market price. The employer receives a deduction of this same amount. When the stock is later sold, the gain is taxed as short-term or long-term capital gain, depending upon the holding period.


	
	8.
	There are no income tax consequences to the participant either at the time the options are granted or at the time the options are exercised. However, at the time of exercise, there could be an alternative minimum tax. The employer gets no deduction. At the time the stock is sold, the whole taxable amount (the difference between the sale price and the option price) is taxed as long-term gains if certain holding period requirements are satisfied.


	
	9.
	An ESPP 1) may only cover employees, 2) must be approved by the shareholders, 3) must exclude 5 percent owners, 4) must cover full-time employees (with a few exceptions), 5) all employees granted options must have the same rights and privileges, 6) employees can not buy more than $25,000 of stock in any one year.


	
	10.
	Because the purchase price was $425 and the value of the stock at the beginning of the period was $500, the participant will pay $75 of ordinary income. Because the sale price was $1,500, the participant pays capital gains tax on $1,000.


	
	11.
	The objective is to reward the executive for increasing the value of the company stock.


	
	12.
	The participant can pay taxes at the time the restrictions are removed or within 30 days from the time the stock is transferred to the participant.


	
	13.
	The executive is entitled to the increase in the value of a stock over a stated period.


	
	14.
	Even though the executive has the right to exercise the SAR at any time, cashing in on the current gain means giving up the right to any future potential gain.


Chapter 17

Answers to Review Questions, Chapter 17 

	
	1.
	Both qualified plans and traditional IRAs are tax-favored savings plans that encourage the accumulation of savings for retirement because they allow contributions to be made with pretax dollars (if the taxpayer is eligible) and earnings to be tax deferred until retirement.


	
	2.
	Contributions are not deductible in a Roth IRA, but qualifying distributions are tax free.


	
	3.
	Answers:

a.

No; the contribution limits apply to contributions to all IRAs and Roth IRAs in aggregate.

b.

No; you must have employment income in order for them to make a Roth IRA contribution. Because that Roth IRA contribution will grow tax free for many years, this is a great idea. I would hope that you could fit in some work so that your parents could make this contribution to your future.

c.

You must make the contribution on or before April 15, 2010.

d.

You have made an excess contribution and will be subject to a 6 percent penalty tax for the tax year that you made the contribution unless you can withdraw the contribution and any earnings on the contribution before the due date of your tax return for the year (including extensions). If you’ve missed the deadline, you will have to pay the tax and resolve the problem for that tax year. This would mean using the contribution as next year’s contribution if you were eligible. There is one more alternative: You can recharacterize the Roth IRA contribution as a nondeductible IRA contribution.




	
	4.
	The rules encourage those who do not participate in employer-sponsored pension plans to establish their own IRAs by giving them the opportunity to make tax deductible contributions. Allowing tax-deductible contributions for lower-income individuals who participate in employer plans makes sense in that it targets a group that is likely to be financially unprepared for retirement. However, many in this group are not able to afford to make the IRA contributions. The most likely reason for the income caps is to limit the tax expenditure on deductible contributions.


	
	5.
	Answers:

a.

John is considered an active participant. In general, anyone covered by a qualified plan is considered an active participant, and a Keogh plan is considered a qualified plan.

b.

Barb is not considered an active participant, even though her employer has a qualified plan, because she is not eligible to participate.

c.

Patty is an active participant because salary reductions to a 401(k) plan are treated as employer contributions.

d.

Unless there are contributions as a result of a forfeiture, Bob is not an active participant because no contributions will be allocated to his account for the year.

e.

Tim is not an active participant because his spouse is an active participant in a qualified plan.




	
	6.
	Answers:

a.

For 2009, the deduction for a single taxpayer is phased out for adjusted gross income between $55,000 and $65,000.

b.

For 2009, the deduction for a married taxpayer who files jointly is phased out for adjusted gross income between $89,000 and $109,000.




	
	7.
	Using the formula in the text, George Barke can deduct $3,600. The actual amount is $3,591.50 which is rounded up to $3,600. The AGI is $94,634, the threshold is $89,000, the phaseout range is $20,000 and the maximum contribution is $5,000. Mary can deduct $5,000, because she is not an active participant and the couple’s AGI is less than $166,000.


	
	8.
	John, if you take a withdrawal from the 401(k) plan, 20 percent of the distribution will be withheld for taxes. However, this is not the total tax picture. At the end of the year, you must include the $47,000 in taxable income and pay taxes at your marginal tax rate. In addition, because you are younger than age 59½, you will have to pay an additional 10 percent penalty tax. After all the taxes, you may have only 60 percent or less of the benefit remaining. Even worse, you just spent a retirement asset that would be worth over $134,000 at age 65 (assuming a conservative 6 percent rate of return each year). John, I would strongly encourage you to elect a direct rollover of the $47,000 to an IRA.


	
	9.
	Answers:

a.

Eligibility depends solely on your adjusted AGI and your tax filing status.

b.

Yes, there are no age limits on a Roth IRA.

c.

You can always withdraw up to the amount of your total contributions without paying any income tax. If you have the Roth IRA for at least 5 years and you wait until age 59½, all distributions will be tax free. If you take out more than your total contributions before age 59½, you will have to pay income taxes, and possibly a 10 percent penalty tax for a premature withdrawal.




	
	10.
	Answers:

a.

Joe will have to pay income tax on the $100,000 conversion. Because this amount is added to his ordinary income, it might put him into a higher tax bracket. Even though Joe is age 52, conversions are not subject to the 10 percent Sec. 72(t) penalty tax on early withdrawals.

b.

The $15,000 withdrawal is a nonqualifying distribution since Joe has not maintained the Roth IRA for 5 years and he has not met one of the qualifying trigger events. However, Joe’s contribution basis is $100,000, the amount included in income at the time of the conversion. Because basis can be withdrawn first, there are no income tax consequences. However, Joe is subject to the Sec. 72(t) 10 percent penalty tax because of the special rule that applies to withdrawals within 5 years of the conversion.




	
	11.
	Given that Alice is an active participant and their adjusted AGI exceeds $109,000, Alice cannot make a deductible IRA contribution. However, she could make a $5,000 nondeductible contribution to a traditional IRA. Even though Edward has no earnings from employment, he is eligible for a deductible spousal IRA since their AGI is less than $166,000. The Sillymans can make a $6,000 ($5,000 plus the $1,000 catch-up contribution, since Edward has attained age 50) deductible contribution to Edward’s traditional IRA. Alternatively, they could make contributions to Roth IRAs. The maximum contributions are $5,000 for Alice and $6,000 for Edward. They could also use a combination of plans, as long as contributions do not exceed the maximum contribution. For example, they could make a $3,000 deductible contribution for Edward and also make a $3,000 Roth IRA contribution on his behalf.


Chapter 18

Answers to Review Questions, Chapter 18 

	
	1.
	a.

An individual retirement account (IRA) is a trust or a custodial account whose trustee or custodian must be a bank, a federally insured credit union, a savings and loan association, or a person or organization that receives IRS permission to act as the trustee or custodian.

b.

An individual retirement annuity is an annuity contract issued by an insurance company. It is not transferable and the premium cannot exceed the current year’s maximum contribution amount.




	
	2.
	An individual retirement annuity can be used to reduce exposure to the risk of "living too long." The annuity will also typically have a waiver-of-premium feature if the individual becomes disabled.


	
	3.
	Life insurance and collectibles (antiques) are prohibited investments. Gold bullion is allowed if it meets the exception to the collectible prohibition. Real estate owned by the participant would most likely be prohibited under the prohibited transaction rules.


	
	4.
	A SIMPLE IRA is different from a traditional IRA in one regard: Distributions from SIMPLE IRAs in the first 2 years of participation are subject to a 25 percent early withdrawal penalty tax. Because of this tax, there is a prohibition on the transfer out of a SIMPLE IRA and into a regular IRA during the first 2 years of participation.


	
	5.
	a.

Carlos can make either a $5,000 deductible IRA contribution or a $5,000 Roth contribution for 2009 (or he could divide the $5,000 contribution up into both).

b.

Anthony cannot make a deductible IRA contribution or a Roth IRA contribution. He could make a nondeductible IRA contribution.

c.

Sam cannot make a deductible IRA contribution (AGI over $109,000), but Sally can (AGI less than $166,000). Both can make Roth IRA contributions (AGI less than $166,000).

d.

Neither can make a deductible IRA contribution or a Roth IRA contribution. Of course, both can make a nondeductible IRA contribution.




	
	6.
	Investing directly in stock or mutual funds may be a better alternative to nondeductible IRA contributions because of the disparity in the tax rate. Long-term capital gains are taxed at a maximum 15-percent rate while IRA withdrawals will always be ordinary income.


	
	7.
	Determining when the Roth makes economic sense is a complicated analysis that involves a review of the individual’s entire retirement and estate planning picture. The Roth can be quite valuable to young persons, those with estate planning problems, and individuals with a large percentage of their assets already in tax-sheltered retirement plans.


	
	8.
	A deemed IRA account is a qualified plan, 403(b) annuity, or 457 plan that allows employees to make contributions that are deemed to be either a traditional or Roth IRA. Such contributions must be accounted for separately, and are generally subject to the contribution rules that apply to IRAs and Roth IRAs. Such accounts are not subject to the various qualification and deduction limits that apply to the rest of the employer-sponsored plan.


Chapter 19

Answers to Review Questions, Chapter 19 

	
	1.
	The workers who are not covered under Social Security include: 

• 

people with less than 40 quarters of coverage

• 

civilian employees of the federal government who were employed by the government prior to 1984 and who are covered primarily under the Civil Service Retirement System

• 

railroad workers covered under the Railroad Retirement Act

• 

some employees of state and local governments, unless the state has entered into a voluntary agreement with the Social Security Administration.

• 

some American citizens working abroad for foreign affiliates of U.S. employers

• 

ministers who elect out of coverage because of conscience or religious principles

• 

student nurses, newspaper carriers under age 18, and students working for the school at which they are regularly enrolled or doing domestic work for a local college club, fraternity, or sorority

• 

certain family employees




	
	2.
	Social Security is the only source of income for nearly one-third of seniors.


	
	3.
	The Social Security tax rate for employees is 6.2 percent on income up to the taxable wage base and 1.45 percent on all income. This is the same amount paid by the employer. Self-employed individuals pay both the employee and employer amount (total of 15.3 percent).


	
	4.
	For 2009, a worker receives credit for one quarter of coverage for each $1,090 in annual earnings on which Social Security taxes are earned, up to a maximum of four quarters of coverage. Sally earns four quarters of coverage because she has earned more than $4,360. It does not matter that she works for only part of the year.


	
	5.
	Age 62 is the earliest age at which benefits can be received.


	
	6.
	Ten years is the length of time a couple must have been married before a divorced spouse would be entitled to a spousal benefit.


	
	7.
	All categories of survivors benefits are payable if a worker is fully insured at the time of death (see below). However, three types of benefits are also payable if a worker is only currently insured. The first is a lump-sum death benefit of $255. The second are dependent, unmarried children, and the third is a spouse (including a divorced spouse) caring for a child or children. The following categories of persons are also eligible for benefits, but only if the deceased worker was fully insured: 

• 

a widow or widower at age 60. However, benefits are reduced if taken prior to age 65. This benefit is also payable to a divorced spouse if the marriage lasted at least 10 years. In addition, the widow’s or widower’s benefit is payable to a disabled spouse at age 50 as long as the disability commenced no more than 7 years after (1) the worker’s death or (2) the end of the year in which entitlement to a mother’s or father’s benefit ceased.

• 

a parent aged 62 or over who was dependent on the deceased worker at the time of death

A disabled worker under the full retirement age is eligible to receive benefits under OASDI as long as he or she is disability insured and meets the definition of disability under the law. The definition of disability is very rigid and requires a mental or physical impairment that prevents the worker from engaging in any substantial gainful employment. The disability must also have lasted (or be expected to last) at least 12 months or be expected to result in death.


	
	8.
	In many cases, a person is eligible for more than one type of OASDI benefit. Probably the most common situation occurs when a person is eligible for both a spouse’s benefit and a worker’s retirement benefit based on his or her own Social Security record. In this case and in any other case when a person is eligible for dual benefits, only an amount equal to the highest benefit is paid.


	
	9.
	For retirement benefits, the number of years is typically 35 (5 less than the minimum number of quarters necessary to be fully insured).


	
	10.
	Because the PIA is based on the formula used for the year in which an individual attains age 62, use the current (2009) PIA formula. 

.9 x $744 
= 
$ 669.60 
.32 x ($4,483 – $744) 
= 
1,196.48 
.15 x ($4,500 – $4,483) 
= 
2.55 
Total 
$ 1,868.63 



	
	11.
	Persons born in 1964 can retire as early as age 62, but the monthly benefit is permanently reduced. Patty’s full retirement age is 67. The reduction used is 5/9 of 1 percent for each of the first 36 months of entitlement immediately preceding the age at which 100 percent of PIA is payable (20 percent), plus 5/12 of 1 percent for each of up to 24 earlier months (10 percent). Patty’s reduction is therefore 30 percent of her PIA.


	
	12.
	The actuarial increase is 8 percent per year after full retirement age. George was born in 1950, so his full retirement age is 66. Deferring benefits until age 68 means he will increase his benefit by 16 percent (8 percent for each of the 2 years he waited).


	
	13.
	Under the earnings test, benefits are reduced for Social Security beneficiaries under the full retirement age if their work wages exceed a specified level. The rationale behind having a reduction tied to wages is that Social Security benefits are intended to replace lost wages, but not other income such as dividends or interest. In 2009, Social Security beneficiaries under full retirement age are allowed earnings of $14,160 ($1,180 per month). This figure is adjusted annually on the basis of national wage levels. If a beneficiary earns in excess of the allowable amount, his or her Social Security benefit is reduced. The reduction is generally $1 for every $2 of excess earnings. There is a special rule for the year that the individual attains full retirement age. For that year, the earnings limit is higher and the reduction is only $1 of benefits for $3 earned in excess of the limit.


	
	14.
	Beginning in 1999, the Social Security Administration began to send an annual Earnings and Benefit Estimate Statement to each worker who is not currently receiving benefits and who is over age 25. When clients receive their statements, they should be instructed to check if the earnings history is correct. The statements contain important information for both planner and client, including: 

• 

the estimated Social Security retirement benefit the client will receive (the Social Security benefit estimates given are in current dollars)

• 

the estimated disability and survivors benefits that your client will get from Social Security

• 

the client’s full retirement age




	
	15.
	OASDI benefits will not begin until an application for benefits is made. Most applications can be made by phone or on the Internet. To ensure timely commencement, clients should be encouraged to apply for benefits 3 months in advance. However, benefit claims can technically be filed up to 6 months after benefits are due to commence because benefits can be paid retroactively for 6 months (longer in the case of a disability).


	
	16.
	Those clients who expect to live a shorter than average life are the most obvious candidates for beginning benefits early. Since anticipating life expectancy is difficult to do, clients should consider deferring benefits as a way to increase this source of guaranteed, inflation-adjusted lifetime income.


Chapter 20

Answers to Review Questions, Chapter 20 

	
	1.
	Gina has learned the following from her ERISA training: 

• 

Understanding the type(s) of retirement plan(s) being provided to your client, including the plan’s benefit or contribution formula.

• 

Analyzing the key provisions of your clients’ retirement plan, including their vesting schedules, hardship withdrawal and loan rules, and matching contribution and elective deferral options.

• 

Identifying and using documents like the summary plan description and the personal benefit statement.

• 

Appreciating the importance of before tax and/or tax-free savings vehicles as a method to maximize retirement savings.

• 

Diagnosing the ramifications of starting Social Security benefits prior to full retirement age.

• 

Choosing an appropriate Keogh plan for a self-employed person with Schedule C income.

• 

Recognizing the specifications for and importance of the ESOP diversification rules.

• 

Determining the IRA options that best fit your clients’ needs.

• 

Interpreting the tax rules applicable to Social Security benefits and nonqualified stock plans.

• 

Explaining how Social Security and pension benefits are calculated and how your clients can optimize their benefits under each system.

• 

Cataloging the fiduciary protection, QDRO assurance, PBGC refuge, and bankruptcy shield afforded your clients under law.




	
	2.
	The topics that comprise holistic retirement planning include: 

• 

the effect of financial well-being on the quality of life

• 

employer-provided retirement plan options

• 

Social Security considerations

• 

personal savings and investments

• 

IRAs and Roth IRAs

• 

income tax issues

• 

tax planning for distributions and other distribution issues

• 

Medicare choices

• 

health insurance planning, including medigap insurance and long-term care insurance

• 

wealth accumulation for retirement

• 

asset allocation and risk

• 

long-term care options (living options)

• 

retirement communities

• 

relocation possibilities and reverse mortgages

• 

wellness, nutrition, lifestyle choices, and other gerontological issues

• 

assessment of current savings needed to achieve retirement goals

• 

financial gerontology

• 

estate planning




	
	3.
	Organizations include: 

• 

The Society of Financial Service Professionals

• 

The Financial Planning Association

• 

The National Council on Aging

• 

The American Society on Aging

• 

The American Association of Retired Persons (AARP) Planners may also want to check the numerous retirement planning websites.




	
	4.
	The six steps in the retirement planning process include: 

• 

Establish Client-Planner Relationships (Step 1). This involves the identification and explanation of issues, concepts, and products related to the retirement process.

• 

Determine Goals and Expectations and Gather Client Data (Step 2). This step begins by listening to the client’s goals and hopes for retirement. Clients have a variety of objectives that range from never having to work again to working full time during retirement. Clearly, planners have their work cut out for them as they deal with a plethora of expectations and, in some cases, help frame the expectations of their clients through the education process. In addition to sorting through the various lifestyle options for retirement, planners must also focus at this stage on conducting a financial inventory.

• 

Analyze and Evaluate the Client’s Financial Status (Step 3). In this step, the planner looks at the client’s current situation as well as his or her future goals in order to evaluate the appropriate strategies for that particular client. This includes the performance of a retirement needs analysis as well as the analysis of the client’s risk tolerance, risk management strategies, and risk exposures.

• 

Develop and Present the Retirement Plan (Step 4). In addition to the client’s current financial position, the plan should include the client’s projected retirement status under the status quo as well as projected statements if the planner’s recommendations are followed. The planner should also provide a current asset allocation statement along with strategy recommendations and a statement that assumes that recommendations will be followed. Investments should be summarized, and the planner should propose an investment policy statement and additional policy recommendations. The plan should also include an assessment of distribution options and tax strategies for retirement. Finally, the plan should include a list of prioritized action items and address issues such as housing and health care.

• 

Implement the Retirement Plan (Step 5). The planner should assist the client in implementing the recommendations. Often this requires coordinating with other professionals.

• 

Monitor the Retirement Plan (Step 6). After the plan is implemented, the planner should periodically monitor and evaluate the soundness of recommendations and review the progress of the plan with the client.




	
	5.
	Women have unique problems that make it difficult to achieve a financially successful retirement. 

• 

Women are less likely to have a pension at work than men.

• 

Women have lower earnings, which obviously make it harder to save for retirement.

• 

Women outlive men, so all else being equal, women need to save more than men.

• 

Women are more likely to be caregivers than men.

• 

Women are more likely to be single or widowed and the burden of retirement in these instances is not shared.

• 

Women invest pension assets too conservatively and, thus, self-inflict an additional savings burden.




	
	6.
	It is very important for planners to realize that retirement planning is a dynamic environment. Not only do products, services, and tax laws seem to change on a regular basis, but the very nature of retirement also is in flux. For example, surveys show that current workers expect to work longer than current retirees actually worked before retiring. Surveys also show that many baby boomers say they plan to work after they retire because they enjoy working and want to stay involved. Another responsibility changing the nature of retirement is that of caregiver. The retirees of today and tomorrow are increasingly responsible for caring for parents, children, and grandchildren.


	
	7.
	Roadblocks to a successful retirement include: 

a.

the tendency of many working people to use their full after-tax income to support their current standard of living

b.

unexpected expenses, including uninsured medical bills; repairs to a home, auto, or major appliance; and periods of unemployment

c.

inadequate insurance coverage (an insurance review should be conducted)




	
	8.
	The retirement ladder includes the following: 

• 

Social Security: The bottom rung (the most important rung of the retirement ladder) is Social Security. Social Security provides retirement benefits to around 90 percent of all individuals aged 65 and older, and it represents more than 40 percent of total income for this group.

• 

Company-sponsored retirement plans: Company-sponsored retirement plans cover nearly 95 million Americans employees. However, only slightly more than 30 percent of the population aged 65 and older have pension income, and pension income for current retirees represents only about 20 percent of total retirement income.

• 

Personal savings: Just from watching the news, most of us are aware of the low savings rate for Americans today. However, note that 50 percent of people aged 65 and older have interest income, and approximately 25 percent have dividend income.

• 

Informed planning: One of the key rungs on the ladder of retirement success is proper planning. As we discussed a few pages ago, this represents a huge opportunity and challenge for financial services professionals.

• 

Insurance solutions: Another key resource for retirement security is sufficient insurance protection in all forms of insurance. In all phases of life, an insurance checkup is needed to ensure financial security. From renter’s insurance to long-term care, seniors often find themselves lacking the protection they need. Clients who have medigap coverage, long-term care insurance, and other protections will not only be more financially secure but they will feel more secure than clients who do not have these protections.

• 

Fiscal welfare/social assistance: For clients of limited means, one of the keys to financial security in retirement concerns fiscal welfare and social assistance. Fiscal welfare is an indirect payment made to individuals through the tax system. An example is the retirement savings contribution credit, which is a tax credit of up to $1,000 ($2,000 if married filing jointly) that is given as an incentive for lower-income clients to save for their future. It is available to the client if he or she makes an "eligible contribution" that includes a contribution to a traditional or Roth IRA; a 401(k), 403(b), or 457 plan; a SIMPLE; or a salary reduction SEP (SARSEP). Social assistance is a type of social benefit that contains eligibility criteria designed in part to encourage the able-bodied poor to work by providing minimal benefits. An example of social assistance would be Supplemental Security Income. Supplemental Security Income (SSI) is a benefit program administered by the Social Security Administration that pays monthly income to clients who are 65 or older, blind, or disabled. An individual client who qualifies for the full benefit can receive close to $700 per month, and a couple can receive approximately $1,000 per month. In addition, state supplements may increase these amounts depending on the client’s state of residence. Planners need to assist clients in understanding these important social programs.

• 

Part-time wages: Part-time wages are another important rung on the retirement ladder. Over 2 million people or 23 percent of the 65–69 cohort remain in the labor force.

• 

Inheritances: This is an important supplemental source of retirement income for some—probably fewer than we would expect. Only 15 percent of baby boomers expect to receive any future inheritances.

• 

Other forms of support: Living off home equity, life insurance proceeds, proceeds from sale of a family business, and rental income are other common sources of retirement income.




Chapter 21

Answers to Review Questions, Chapter 21 

	
	1.
	The factors that affect the choice of a retirement age include: 

• 

early Social Security benefits available at age 62

• 

Medicare eligibility at age 65

• 

full retirement age for Social Security

• 

early retirement age as defined in the employer plan

• 

normal retirement age as defined in the employer plan

• 

lifestyle goals

• 

family responsibilities

• 

specific financial conditions applicable when the decision is being made

• 

perspective on investment performance, inflation, and changes in government programs that may affect financial resources




	
	2.
	Factors that encourage clients to choose early retirement include: 

• 

financial goals that have been met

• 

financial goals that have been compromised

• 

corporate downsizing with incentives (golden handshakes)

• 

corporate downsizing without incentives

• 

actual health issues

• 

caregiving health issues

• 

perceived health issues

• 

health and pension incentives

• 

nonfinancial factors

• 

problems in the workplace




	
	3.
	Planners may want to advise clients against early retirement for several reasons. The Social Security full retirement age is increasing to 67. Another reason early retirement causes a concern for your client is the impact on the client’s pension benefits. In a defined-benefit plan, the final-average salary and years-of-service component of the client’s benefit formula will be lower than they otherwise would be if the client remained employed. In addition, there is typically an actuarial reduction in the pension annuity to account for a larger payout period. In a defined-contribution plan, the account balance a client has will be smaller than it otherwise would be if the client remained employed. The client loses the opportunity to make (or have his or her employer make) contributions based on a percentage of peak (end-of-career) salary and, where applicable, may lose the matching contributions attributable to those contributions. Other ways in which early retirement can affect financial security include the following: 

• 

increased exposure to inflation

• 

lack of health insurance prior to Medicare

• 

adverse effect on the calculation of Social Security benefits




	
	4.
	Planners should consider the following factors when estimating life expectancy: 

• 

clients’ personal and family health history

• 

the statistical life expectancy data by using the retirement ages of the client and his or her spouse

• 

consumer websites or proprietary software that project longevity based on family and personal health history

• 

financial conservatism (which dictates that the planner and client should assume a longer-than-expected retirement period)




	
	5.
	In general, a 60 to 80 percent replacement ratio is used. In other words, the amount of income needed to be financially independent in the first year of retirement without drastically altering the client’s standard of living varies between 60 and 80 percent of the average gross annual income of the average of the last 3 years of employment.


	
	6.
	In many circumstances, retirees can count on a lower percentage of their income going to pay taxes in the retirement years. Some taxes are reduced or eliminated, and in other cases retirees may enjoy special favorable tax treatment. 

• 

FICA contributions (old-age, survivors, disability, and hospital insurance) are levied solely on income from employment.

• 

For a taxpayer aged 65 or over, an additional amount is added to the standard deduction. If the taxpayer is married and his or her spouse is also 65 or older, both spouses receive the additional standard deduction.

• 

Some or all of a client’s Social Security benefits will be received tax free.

• 

In some states, Social Security benefits are fully exempt from state income taxation; in others, some taxation of these benefits might occur if the state’s income tax is assessed on the taxpayer’s taxable income as reported for federal income tax purposes.

• 

Some states grant extra income tax relief for seniors by providing increased personal exemptions, credits, sliding scale rebates of property or other taxes (the amount or percent of which might be dependent on income), or additional tax breaks.

• 

Taxpayers may be able to exceed the 7.5 percent threshold for deductibility of qualifying medical expenses




	
	7.
	The expense method of retirement planning focuses on the projected expenses that the retiree will have in the first year of retirement. As with the replacement-ratio method, it is much easier to define the potential expenses for those clients who are at or near retirement. A list of expenses that should be considered includes expenses that may be unique to the particular client, as well as other, more general expenses.


	
	8.
	Answers:

a.

Some expenses that tend to increase for retirees include the following: 

• 

utilities and telephone

• 

medical/dental/prescription drugs/health insurance

• 

house upkeep/repairs/maintenance/property insurance (until a move occurs)

• 

recreation/entertainment/travel/dining (during the early years of retirement)

b.

Some expenses tend to decrease for the retiree. These include the following: 

• 

mortgage payments

• 

food

• 

clothing

• 

income taxes

• 

property taxes

• 

transportation costs (car maintenance/insurance/other)

• 

debt repayment (charge accounts, personal loans)

• 

child support/alimony

• 

household furnishings




	
	9.
	A 4 percent assumption could prove to be a viable rate to use during both the accumulation period and the retirement period. However, both you and your client must recognize that if long-term inflation does not match the expected rate, revisions in planning must be made.


	
	10.
	Investing strategies for the accumulation period include the following six ideas. 

a.

Clients should be encouraged to invest at the aggressive limit of their risk tolerance.

b.

Use dollar cost averaging to invest in individual stocks over time and use a buy-and-hold approach to these stocks.

c.

Investment in employer stock should be limited because of diversification concerns (both stock diversification and human capital diversification).

d.

Hold fixed income investments in tax-deferred accounts (such as 401(k) plans) and equity investments in taxable private savings accounts.

e.

Make the most of tax deferral opportunities by using future raises as fodder for future savings.

f.

Include both spouses in the decision making and planning process.




Chapter 23

Answers to Review Questions, Chapter 23 

	
	1.
	Answers:

a.

To qualify for the exclusion, the property must have been owned and used by the taxpayer as a principal residence for an aggregate of at least 2 years out of the 5 years ending on the date of sale.

b.

The maximum exclusion is $250,000.

c.

The maximum exclusion is $500,000.




	
	2.
	Even though the current home sale exclusion rule is quite flexible, it could cause problems for a couple planning to marry if each owns a home that he or she plans to sell. If the sales occur after the marriage, the 2-year rule could prohibit the use of the exclusion for both homes. In this case, the couple should consider selling one or both homes prior to the marriage.


	
	3.
	Most frequently, the resident pays a one-time fee (which may or may not be refundable) and a monthly fee that can range widely depending on the facility. The key element to the life-care contract is typically the guarantee of space in a nursing home if it becomes necessary.


	
	4.
	Under the age-62 restriction, all residents must be aged 62 or older. The more flexible exemption allows a community to limit eligibility to age 55. With this exception, some individuals under age 55 can be accepted as long as 80 percent of all residents are 55 or older and at least one resident in each living unit is aged 55 or older.


	
	5.
	Retirees planning a relocation should be concerned about financial considerations, such as the tax situation in the new state. They should also consider personal issues like whether both spouses would be comfortable living in the new state. Also, individuals should look for replacement homes that are equipped to meet their needs.


	
	6.
	Improvements can include installing guard rails in the shower and making sure that bathroom, tub, and other floor surfaces are slip proof. The outside of the home should also be examined for cracked or uneven sidewalks and inadequate lighting. Additional handrails may be appropriate both inside and outside of the house. Adding siding or replacement windows may help reduce ongoing home maintenance. Appliances such as dishwashers, garbage disposals and compactors, central vacuuming systems, and water filters (versus bottled water) can reduce daily labor.


	
	7.
	Under a sale-leaseback arrangement, your client sells his or her house to an investor and then rents it back from the investor under a lifetime lease.


	
	8.
	A reverse mortgage is typically available only when all of the owners are aged 62 or older and when the home is the principal residence. Also, the home must either have no debt or only a small debt that can be paid off with part of the reverse mortgage loan.


	
	9.
	FHA insures HECM program loans to protect lenders against loss if amounts withdrawn exceed equity when the property is sold.


	
	10.
	The amount of loan payments made to the client depends on the client’s age (or client’s joint ages), the amount of equity the home currently has or is expected to have, and the interest rate and fees that are being charged.


	
	11.
	Because most loans are "nonrecourse," the only security for the loan is the home. This means that if the outstanding loan amount exceeds the value of the home, neither the retiree nor his or her heirs will be responsible for any shortfall. On the other hand, the transaction is a loan and, if the value of the home exceeds the outstanding balance, any remainder is the property of the retiree or his or her heirs.


	
	12.
	Those individuals who are aged 65 and are eligible for Social Security retirement benefits are covered, as are their spouses as long as they are aged 65. A 65-year-old spouse can be covered as long as the worker is aged 62 or older. In addition, certain federal employees and railway workers are also eligible at age 65.


	
	13.
	Part A of Medicare pays for inpatient hospital services for up to 90 days in each benefit period. Because Joan was out of the hospital for more than 60 days, each illness will be treated as a new benefit period.


	
	14.
	Part A has a deductible and excludes elective surgeries and luxury items such as private rooms. Part B has a 20 percent copay for most expenses and excludes custodial care, dentures, eyeglasses, and hearing aids, as well as other things.


	
	15.
	Ralph pays the $420 annual premium ($35 a month) and the $295 deductible. Then he pays $601.25 of the next $2,405 of expenses (25 percent). He will pay another $100, which is 100 percent of the expenses that exceed $2,700. His total out-of-pocket expenses are $1, 416.25. Medicare Part D will pay $1,803.75 of drug benefits. 


	
	16.
	All Medigap policies cover the Part A hospital daily copay amounts as well as an additional 365 lifetime reserve days. The Part B copay amounts are also covered after the deductible.


	
	17.
	A Medicare SELECT policy must meet all of the requirements that apply to a Medigap policy, and it must be one of the prescribed benefit packages. The only difference is that a Medicare SELECT policy may require that the recipient use doctors or hospitals within its network in order to receive full benefits.


	
	18.
	Medicare participants may elect to have their Medicare benefits provided by a managed care plan such as a health maintenance organization (HMO) or a preferred provider organization (PPO). The participant must still pay the Part B premium for Medicare and may be required to pay an additional premium. Each managed care plan subcontracts for the Department of Health and Human Services to provide benefits at least equal to, and often better than, those available under Medicare. The important factor in managed care plan operations is that services must be provided to participants by qualified providers who are affiliated with, or have contracted with, the plan (except in emergencies).


	
	19.
	When an individual retires from a company under COBRA, he or she has the right to purchase coverage under the plan for the next 18 months. This guarantees coverage under a health insurance plan for this period of time. The problem is that some small employers are not required to offer COBRA coverage and the 18-month period may not take the retiree up to eligibility for Medicare at 65.


	
	20.
	Coverage may be available under the spouse’s employer’s plan or an individual policy can be purchased (even though the cost might be very high). Lower-income persons may be covered by Medicaid.


	
	21.
	An aging population is more likely to need nursing care in an environment of rising nursing home costs.


	
	22.
	Answers:

a.

Issue age—There is little uniformity here, with some companies having a minimum and/or a maximum age.

b.

Benefits—Policies usually include skilled nursing, intermediate care, and custodial care. Some policies cover home care and/or adult day care.

c.

Cost—Benefits are usually paid regardless of the actual cost of the services provided.

d.

Duration—Policies will have both a waiting period and maximum benefit period.




	
	23.
	Answers:

a.

Living will—gives people the opportunity to state whether they want their lives prolonged through medical intervention if they will soon die from a terminal illness or if they are permanently unconscious.

b.

Heath care power of attorney—allows an individual to name someone (an agent) to make health care decisions for the person if he or she is unable to do so. The HCPOA is more flexible than a living will and can cover any health care decision, even if the person is not terminally ill or permanently unconscious.

c.

Advance care directive—addresses all of the issues contained in a living will and in a health care power of attorney.

d.

Do-not-resuscitate order—often signed by terminally ill patients to address the specific issue of withholding CPR (cardiopulmonary resuscitation) or other forms of resuscitation if they would only prolong dying and perhaps increase pain.




Chapter 24

Answers to Review Questions, Chapter 24 
	
	1.
	Generally, the entire value of a distribution will be included as ordinary income in the year of the distribution, except if a portion of the distribution is deemed to be recoverable cost basis. Taxable distributions made prior to age 59½ will also be subject to the 10 percent Sec. 72(t) excise tax unless the distribution satisfies one of several exceptions. Taxation may be avoided if the benefit is rolled over into another tax-sheltered plan.


	
	2.
	At death, any remaining benefits will be included in the participant’s taxable estate. Distributions to a death beneficiary are subject to income tax, although the benefit amount is treated as income in respect of the decedent, meaning the income taxes will be reduced by the estate taxes paid as a result of the pension benefit.


	
	3.
	Answers:

a.

A death benefit payable from a defined-benefit plan to a beneficiary upon the death of a 52-year-old employee is not subject to the 10 percent Sec. 72(t) penalty because distributions as a result of death are exempt from the penalty.

b.

A lump-sum benefit payable from a money-purchase pension plan to a 57-year-old disabled employee is not subject to the Sec. 72(t) penalty because distributions made due to disability are exempt from the penalty.

c.

A distribution from a 401(k) plan to a 52-year-old participant because of financial hardship is subject to a Sec. 72(t) penalty—there is no applicable exception to the tax.

d.

The penalty tax does not apply because the participant has attained age 59½.

e.

Because a SIMPLE plan is funded with IRAs, distributions are eligible for the educational expense and first-time home buyer exceptions to the 10 percent penalty tax.




	
	4.
	Tuition and books are qualified education expenses, as are room and board for full-time students. Because Ralph pays $54,000 in total expenses, he is required to pay the 10 percent penalty on $46,000 of the $100,000 IRA withdrawal. The tax is $4,600.


	
	5.
	The most useful exception to the Sec. 72(t) penalty tax is the substantially equal payment exception. The rules provide a significant amount of flexibility for calculating the amount of the distribution; distributions can stop after the later of 5 years or the attainment of age 59½, and benefits can be divided into separate accounts to meet the required income goal. If a lump sum is needed, the participant can borrow from another source (possibly a deductible home equity loan) and repay the loan with the periodic distributions.


	
	6.
	If substantially equal periodic payments do not continue for the prescribed period or stray from the calculated amount, the participant could be required to pay the 10 percent penalty (including past due interest) on all nonconforming distributions prior to the participant attaining age 59½.


	
	7.
	Only $360 is excluded from tax and $11,640 is taxable. The calculation of the amount excluded from tax is $12,000/$400,000 (the total value of both IRA accounts) multiplied by $12,000.


	
	8.
	The answer is $280. The amount of the first distribution that is excluded from tax is calculated by dividing Cherie’s investment in the plan (cost basis = $72,900) by 260, the number used for an individual who is aged 62.


	
	9.
	Answers:

a.

This is a qualifying distribution. The 5-year period has elapsed and Mick is older than age 59½.

b.

This is a nonqualifying distribution because Mick has not satisfied one of the triggering events. The $15,000 representing return of contributions is not taxed. The additional $4,000 is subject to income tax and the 10 percent Sec. 72(t) early withdrawal excise tax.




	
	10.
	No, she cannot. A payment that is part of stream-of-life annuity payments cannot be rolled over into an IRA.


	
	11.
	Answers:

a.

Carole will receive $150,000 less 20 percent withholding or $120,000.

b.

Even though Carole only received $120,000, if she can come up with the additional cash, she can roll over the entire $150,000 benefit.

c.

If the benefit is not rolled over within 60 days, the $150,000 amount is subject to income tax and the Sec. 72(t) 10 percent penalty tax. If Carole actually rolled it into an IRA after the 60-day period, it would be considered an excess contribution and would have to be withdrawn.

d.

Carole can file for a private letter ruling to grant her an extension to the 60-day rollover requirement. The IRS has granted waivers when a financial advisor has provided a client with incorrect information.




	
	12.
	The following are common situations in which the rollover option needs to be considered carefully. 

• 

Consider rolling over all but the portion of the distribution that is not subject to income tax.

• 

If the distribution is a lump-sum distribution that includes employer stock, consider the effect of the net unrealized appreciation rules.

• 

If the distribution is a lump sum from a qualified plan and the participant was born before 1936, consider grandfathered lump-sum averaging.

• 

If the participant over age 55 (but not yet age 59½), consider withdrawing the amount of the current need and rolling over the rest to avoid the 10 percent early withdrawal tax.




	
	13.
	The participant must receive the balance to the credit within one taxable year and receive the distribution upon death, disability, termination of employment, or attainment of age 59½.


	
	14.
	At the time of the distribution, Andrew includes $25,000 as ordinary income on his tax return (the cost basis of the stock). He is also required to pay the Sec. 72(t) 10 percent penalty tax on $25,000. When he sells the stock, the $75,000 of net unrealized appreciation is taxed as long-term capital gains. Because the one-year holding period has been met, the $25,000 of additional gain also is taxed as long-term capital gain.


	
	15.
	The minimum-distribution rules apply to IRAs (including SEPs and SIMPLEs), qualified plans, 403(b) plans, and even 457 plans. Although Roth IRAs are not subject to the rules governing lifetime distributions to the participant, they are required to make distributions to a death beneficiary.


	
	16.
	Sara is subject to a 50 percent excise tax ($1,000), which she (not the plan administrator) is responsible for paying.


	
	17.
	Answers:

a.

James Daniel reached age 70 on July 15, 2006, and age 70½ on January 15, 2007. His required beginning date is April 1, 2008 (the April 1 following the calendar year in which he became 70½).

b.

Because James was a participant in a qualified plan, was not a 5-percent owner, and is still employed when he attained age 70½, his required beginning date will be the April 1 following retirement. Based on these facts, his first distribution year will be 2010 and his required beginning date is April 1, 2011.




	
	18.
	Even though the minimum distribution for the first year is not due until the following April 1, the distribution for the second (and all subsequent years) must be made by December 31.


	
	19.
	The required minimum distribution is $9,124 ($250,000/27.4).


	
	20.
	The required minimum distribution is $10,000 ($265,000/26.5).


	
	21.
	The required minimum distribution is $7,485 ($250,000/33.4).


	
	22.
	In the year of her death, the minimum distribution is calculated by using the uniform table. In the year following her death, the remaining distribution period is fixed, based on the beneficiary’s age at the end of that distribution year.


	
	23.
	Distributions must begin by the end of the year following the year of death. Otherwise, distributions must be made over a 5-year period.


	
	24.
	Yes; however, the first step is to calculate the required minimum distribution from each plan separately. Then the distribution can be made from either or both plans.


	
	25.
	The four planning tools are (1) spousal rollovers, (2) making payouts prior to the September 30 of the year following death, (3) using qualified disclaimers to direct distributions to contingent beneficiaries, and (4) setting up separate accounts when there are multiple beneficiaries.


Answers to Review Questions, Chapter 25 

	
	1.
	The types of considerations include the need for retirement income, life expectancy, non-retirement income, and estate tax.


	
	2.
	Qualified plans must begin to pay benefits at normal retirement age. Most plans also pay out benefits upon death, disability, termination of employment (for any reason), and, in the case of profit-sharing-type plans, in-service withdrawals.


	
	3.
	A participant generally has the right to choose from all of the benefit options allowed under the plan. The participant also has the right to defer payment of benefits until attainment of normal retirement age. However, if the benefit is $5,000 or less, the plan is allowed to force the participant to take the benefit in a lump sum at the time of termination of employment.


	
	4.
	Life annuity payments cease when the participant dies, so there are no benefits for beneficiaries.


	
	5.
	If the beneficiary has a limited life expectancy, a life annuity with guaranteed payments can provide for continued payments to the beneficiary if the participant were to die prematurely.


	
	6.
	With installment payments, an estimated payment is determined over a specified period of time, but because the benefit is tied to the actual account balance, the payout period may be shorter or longer depending upon the investment return in the account.


	
	7.
	When a participant elects a life annuity with 10-year certain payments, the payments are reduced to reflect the "cost" of including the guaranteed payment period.


	
	8.
	Subsidized means that the benefit is more valuable than the standard form of payment. In most plans, all forms of payouts are actuarially equivalent to the standard or normal form. Occasionally you will see a subsidized early retirement (the benefit is not reduced for payment prior to the normal retirement age) or a subsidized qualified joint and survivor annuity (the benefit is not reduced to be the actuarial equivalent of the standard or normal form—typically a life annuity option).


	
	9.
	When the actual rate of return exceeds the expected rate of return, the annuity payments increase.


	
	10.
	Answers:

a.

Certain amounts can be distributed tax free (after-tax contributions and PS 58 costs), and lump-sum distributions could be eligible for one of several special tax rules.

b.

Separating from service after attainment of age 55 exception

c.

TEFRA 242(b) elections

d.

No, they do not.

e.

No, there are no exceptions to this date for IRAs.




	
	11.
	There is no exemption that would cover Sheila’s living expenses for one year. However, she could borrow the amount needed from another source in a lump sum and repay the loan with substantially equal periodic payments from her IRA. Because she is aged 50, she would need to make substantially equal payments for 9½ years.


	
	12.
	It is important because the decision can affect whether or not the participant has enough funds throughout retirement.


	
	13.
	At the participant’s death, amounts in tax-sheltered plans are included in the taxable estate. If withdrawals are made from the plan at that time to pay estate taxes, income taxes also become due—and suddenly up to two thirds of the pension asset is used to pay taxes. The most common strategy to resolve this problem is to purchase life insurance to address the estate tax liquidity need so that the pension asset can stay in the plan as long as possible. In many cases, under the required minimum-distribution rules, distributions can continue for many years after the participant’s death.


	
	14.
	If the individual is eligible for a Roth conversion (for years prior to 2010 AGI must be $100,000 or less), then the conversion can be an effective tool even for an older individual. The conversion results in income taxes, which reduce the taxable estate. After the participant dies, the Roth IRA can create a stream of tax-free income over the beneficiary’s life expectancy.


