Solving the retirement puzzle
Do the math: Social Security + pension + personal savings
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Americans are living longer than ever before, and people working today can expect to spend
more years in retirement than their parents or grandparents did. Yet studies show that most
Americans are not financially prepared for retirement - they overestimate the amount they will
receive from social security and their employers’ pension plans, and they are not saving enough
on their own to maintain their standard of living after they stop working. Physicians are no
exception.

Financial security during retirement is often referred to as a “three-legged stool” that combines
Social Security, your employer’s qualified pension plan, and savings from other sources. To
retire with a comfortable lifestyle, you need to understand what these three sources of
retirement income will deliver for you, and what strategies will help you increase your personal
savings.

How much income will you need?

Any discussion on financial planning for retirement should begin with a general idea of how
much income you will need. Ask yourself if you're satisfied with your current lifestyle. How will
you spend your time when you no longer go to work every day? Will you travel more, or buy a
second or third home? Do you have an expensive hobby you'd like to pursue? Answering “yes”
to any of these questions may indicate that you will need more income in retirement than you
are living on today.

Next, ask yourself if you have current expenses that will not continue into your retirement years.
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For example, will your mortgage be paid off before you retire? Will your children be out of
college and living on their own? Answering “yes” to any of these questions may indicate that
matching your current income in retirement will be more than enough to support your lifestyle.

Most experts recommend having enough money in savings that you will not need to withdraw
more than 4 or 5 percent of your savings every year to cover living expenses, at least for the
first several years of retirement. This means you will need to save about 20 to 25 times as much
as you expect to spend every year (see Table 1).

Table 1. Typical Retirement Savings Goals

Annual Income in Savings Needed
Retirement

$200,000 $4 million to $5 million

$400,000 $8 million to $10 million

$600,000 $12 million to $15 million

What to expect from Social Security

Your Social Security benefits after retirement are based on your earnings before retirement, but
those earnings are capped at about $100,000 a year. You don't pay taxes on income above
this wage base, and you don’t earn future retirement benefits on excess income, either. The
most a person retiring in 2009 will receive from Social Security (after earning the maximum
amount under the law for 35 years or more) is about $24,000 per year.

The future of the U.S. Social Security system is uncertain, especially for people with high
incomes. Today, the system takes in more in from taxes than it pays out in benefits, but that will
change in the next decade. Politicians are already feeling pressure to fix the system and to
prevent it from running annual deficits. If you are close to retirement now, you can probably
count on receiving Social Security benefits. But no matter when you plan to retire, you still need
to make sure the other two parts of your retirement plan are secure.

Maximizing your employer pension plan

Your second source of retirement income is the pension you will receive from your employer.
“Qualified” pension plans (those that meet certain legal requirements) have advantages for
employees and employers alike. The biggest advantage is favorable tax treatment.



Money going into the plan during your working years, whether it comes from you or your
employer, is not taxed until you take it out. This tax subsidy generates much of the funding that
will be there to pay benefits when you eventually retire. In addition, qualified pension plan
assets are held in a trust and can only be used to pay retirement benefits to plan participants,
even if your employer later declares bankruptcy.

Today, most physician practices offer “defined contribution” (DC) pension plans funded with pre-
tax contributions from both employees and the practice. Examples of DC pension plans include
401(k) plans, 403(b) plans, Keogh plans, IRAs, SEPs, and “money purchase” pension plans.

Since 1986, legal limits on qualified pension plan contributions have created a significant
obstacle for physicians who are trying to fund retirement benefits. High-income physicians will
find it almost impossible to fund an adequate level of retirement income through qualified
pension plans alone.

To take maximum advantage of your employer’s pension plan, contribute as much as possible
to the plan. For most physicians, the 2008 limit under the law is $15,500 per year, or $20,500 if
you are age 50 or older. Contributing the maximum assures that you will receive the maximum
employer contribution, as well. Remember, you are never too young (or too old) to begin
contributing the maximum, because the value of earning tax-deferred interest grows stronger
over time.

Your employer will provide you with a statement of your qualified pension benefits at least once
a year. Most employers also provide online access to retirement account balances and
investment options.

Retirement savings strategies for high-income physi cians

The third part of your comprehensive retirement plan consists of personal savings. These may
include individual stocks and bonds (or mutual funds), index funds, and many other types of
investments. This article does not attempt to cover all of those traditional options, but will
discuss other solutions that you may not have considered.

Sale of medical practice. The first is the sale of your practice. If you are in a solo practice,
or a part of a small group, you may own a discrete, marketable share of that practice. The
value of your practice to another physician will depend on how much revenue you generate
over and above your operating expenses (wages, rents, equipment costs, and so forth).
Estimating the value of a physician practice is beyond the scope of this article, but you
should include the sale of your practice in your retirement planning, if that option applies to
you.



Roth IRAs. You may have heard of Roth IRAs - a tax-advantaged plan for personal
retirement savings. Roth IRAs are funded with after-tax dollars, but the investment return
they earn is income tax-free, and you can withdraw funds during retirement without paying
income taxes. To qualify for a Roth IRA, you must earn less than $116,000 per year if filing
singly, or $169,000 per year if filing a joint return. Yearly contributions are limited to $5,000
($6,000 for age 50 and older).

Universal life insurance. What if you could find a plan that operates like a Roth IRA, with
income tax-free investment returns and a tax-free retirement income stream, but with no
limits on annual income or deposits? Retirement savings plans can be funded in universal
life insurance policies to achieve those results.

Universal life insurance can be a useful tool to help high-income physicians save for
retirement. You may have heard that life insurance isn’t a good way to save money, and that
might be true if you earn a moderate income. But for people in the top income tax bracket,
the tax savings offered by life insurance make it a good choice. There are some creative
retirement savings plans available today that have unique advantages for professionals with
high incomes. An example would be a retirement solution which offers investment returns
tied to three U.S. and international stock market index funds. This type of plan guarantees a
minimum tax-free return of 3.0 percent over the life of the contract and has averaged over 9
percent for the last 15 years.

Funding a rewarding retirement

Most people look forward to retirement as a time to relax with family and friends, to pursue
interests and hobbies they didn’t have time to enjoy while they were working, to travel, or to live
part of the year in a second home. It should not be a time to worry about finances or to be
forced to adjust to a lower standard of living.

To have the retirement you envision, you'll need substantial personal savings to supplement the
income you will receive from social security and your employer's pension plan. Since tax
breaks go primarily to people with lower incomes, you will need to accumulate those personal
savings from after-tax income. Still, you can accumulate wealth to fund a rewarding retirement
by following a disciplined approach to building your retirement portfolio. When reviewing
options for retirement savings, choose an insurer with solid financial performance as reported by
rating agencies A.M. Best and Standard & Poor’s, and look for policies with low expenses and
favorable underwriting terms.



Summary

Longer life spans have left many Americans financially unprepared for their retirement years.
The legal limits on qualified pension plan contributions have particularly created an obstacle for
physicians trying to fund retirement benefits and maintain their current standard of living.

In addition to Social Security and your employer’s pension plans, physicians will need to explore
other retirement savings strategies. Unique opportunities include the sale of a medical practice,
Roth IRA contributions, and universal life insurance policies.

A dedicated approach to the three means for financial security can help ensure a comfortable
lifestyle in retirement.
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