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Worker Shortages; Boomers On the Job

Be Prepared for an IRS Audit

If You’re Not Saving, You’re Spending Too Much
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In the last issue of Financial Focus, we discussed why you 
might want to do a Roth conversion. We can see some 
of the most interesting benefits of 

Roth conversions by looking at three 
numbers: investment years, marginal tax 
rate, and tax drag.

Investment Years 
What are your plans for the account 

you’re going to convert to a Roth? Will 
you to tap it as an income source during 
your and your spouse’s lifetimes? Or do 
you want to pass it on to your children 
or grandchildren?

Depending on your longevity, you could have quite a few 
investment years ahead of you. The number of investment 
years describes how long the account will be able to accumu-
late value. 

A 45-year-old investor (who happens to be converting 
an IRA to a Roth this year) could very well live to age 85. In 
those 40 years, a $10,000 Roth conversion, left untapped and 
earning 7.5% per year, would grow to about $180,000. If left 
to grow to age 95, the value would reach about $370,000. 

The accumulation doesn’t have to stop there. Because 
Roth accounts aren’t subject to Required Minimum Distribu-
tions (RMDs) until after the original owner dies, you could let 
it continue to grow, taking nothing for yourself and leaving 
it to your children or grandchildren. The number of invest-
ment years would then extend for the remainder of your 
life, plus the number of years your beneficiaries live on. You 
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might be creating an account that will grow for more than a 
century!

Of course, once the beneficiaries re-
ceive the account, they are required to 
take out RMDs over their lifetimes. But 
these distributions start out as fairly 
small compared with the growth of 
the account. For instance, a 25-year-old 
beneficiary needs to take an RMD of 
only about 1.72% of the account bal-
ance, leaving the remainder to grow 
until the next year. A 35- or 45-year-old 
would need to take only about 2.06% 
or 2.58%, respectively. This leaves the 

great majority of the account untapped, accumulating value 
for your beneficiaries.

Marginal Tax Rate
You may know that for your traditional IRA, you must take 

your own RMD when you reach age 70½. (Beneficiaries must 
take RMDs no matter what their age.) These distributions are 
taxed at the recipient’s marginal tax rate, the income tax rate 
applied to additional income they receive. 

But distributions from a Roth account aren’t taxable (as-
suming you’ve met all the requirements, like the five-year 
holding rule and being at least age 59½). Roth assets don’t 
require RMDs from the original account owner, and it’s nice 
to have a Roth account to dip into for an unexpected ex-
pense. Whether you have a chance to take a trip or you need 
to deal with an emergency repair, you don’t have to worry 
about the tax consequences of taking a Roth distribution the 
same way you do for a traditional IRA. 

If it’s your heirs who will be taking the distributions—and 
they will be required to take RMDs—the non-taxability of 
these distributions can be especially beneficial. If the kids or 
grandkids have been successful in their own right, they could 
be in the top income tax brackets. For 2010, this means a 
Roth distribution saves the beneficiary up to 35% in federal 
tax, compared with having to take money from a traditional 
IRA. These savings would only increase in 2011 when the tax 
reductions put in place in the early 2000s expire and the top 
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For several years now, various agencies and 
academics have predicted a systemic labor 
shortage over the next 25 to 30 years. An 

employment gap is expected to widen between the 
number of retiring baby boomers and the number 
of college-educated workers entering the workforce. 
This labor shortage trend can pay off for those who 
want to retire gradually. Some boomers are finding 
that their bosses will make 
interesting compromises to 
give them an incentive to 
stay on full or part time. 

What would convince 
you to stay on the job lon-
ger, semi-retire, or go back 
to work? In a survey of 
older workers published by 
the nonpartisan Employee 
Benefit Research Institute 
(EBRI) in the July 2008 EBRI 
Issue Brief, 29% of work-
ers said that feeling truly 
needed for an assignment 
was one of the top three 
draws for staying on the 
job. Other incentives that ranked high included:

•  Receiving a full or partial pension while working 
part time.

•  A pay increase.
•  Continuing company-subsidized health insur-

ance at the same level as full-time workers. 
If you are offered incentives to keep working as 

you phase into retirement, talk with your ACA advi-
sor. You may want to consider several issues.

Consider a working retirement as a possible sce-
nario. If you’re 5 to 10 years from retirement, it 
makes sense to ask yourself under what conditions 
you’d return to the workplace. You obviously need 
to project what your potential retirement income 
will be if you retire fully. Then consider what work-
ing conditions and income would satisfy you in your 
post-retirement working life. 

Consider how a return to the workplace will affect 
you personally and socially. If you’re 40, 50, or 60, 
working right now probably feels quite natural. But 
it may not be the most appealing option after a year 
or two out of the workplace, especially if you don’t 
find the incentives offered by your employer to be 
attractive. Give this some thought. If you get the 
call, be prepared with a counterproposal, to let the 

employer know what would convince you to come 
back. 

Consider income taxes. Tax issues shouldn’t deter-
mine your ambitions and goals, but it’s important to 
consider the impact of employment income on your 
retirement. Will additional post-retirement income 
tip you into the Alternative Minimum Tax (AMT) 
or increase the amount of Social Security benefits 

that are taxed? Look 
for ways to control the 
taxes you’ll ultimately 
pay, including continued 
participation in qualified 
plans, IRAs, and other 
tax-favored accumula-
tion vehicles. 

Consider how ad-
ditional earnings will 
affect your other retire-
ment resources. How 
might your return to 
work change the way 
you plan to draw on 
your retirement savings, 
investments, and Social 

Security? For instance, waiting until later (up to age 
70) to start Social Security can have a dramatic effect 
on the amount of monthly benefits, providing an 
extra cushion of inflation-adjusted income when you 
fully retire. 

Consider insurance issues. If you are already receiv-
ing Medicare or are covered by a Medigap policy, 
you may be able to lower your costs or improve your 
coverage by accepting employer-provided group 
coverage as your primary insurer. Because those over 
age 55 generally use the health-care system more 
than others, it’s particularly important that you run 
these coverage issues by a financial expert.

Keep saving. If you return to the workplace, take 
advantage of your new employer’s 401(k) plan or 
other tax-advantaged retirement savings benefit, 
particularly if an employer matches your contribu-
tion. Or if you’re eligible, make new IRA contribu-
tions. Don’t miss a chance to enhance your retire-
ment savings. 

Karen Folk, CFP®, a member of the FPA and ACA, 
adapted this column produced by the Financial Plan-
ning Association, the membership organization for 
the financial planning community.

by Karen Folk, PhD, CFP®   Urbana, IL
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AS WORKER SHORTAGES INCREASE, SO WILL INCENTIVES
TO KEEP BOOMERS ON THE JOB

WORKING STRATEGIES FOR BOOMERS
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To emerge from an IRS audit in good shape, you need 
to be prepared. And the time to prepare is now! 

Naturally, you report all your taxable income and 
strive to report all legitimate deductions. Next, be sure 
you have good records to support 
your deductions. Record keeping is 
critical because with good records 
it is more difficult for the IRS to 
quarrel with your deductions. But 
if you lack records, the IRS has little 
reason to take your word that you 
are entitled to a deduction.

What records should you keep? 
This depends on the deductions 
you want to claim. Certainly, you 
need records for charitable con-
tributions, unreimbursed work 
expenses, home offices, invest-
ment advice, business expenses, and more. To document 
these you generally can use receipts or cancelled checks. 
A charitable contribution by payroll deduction will show 
up on the Form W-2 or other documentation from an 
employer. Special rules apply to charitable contributions 
of $250 or more made in one day to one organization. 
In this case, a written receipt or acknowledgment letter 
from the organization is needed; a cancelled check from 
the organization will not suffice. 

To claim mileage (for business, medical trips, and 

charitable work) you must keep a log of your travel. Many 
people do not do this, but you should. It is much easier to 
remember the details at the time of the trip than to piece 
it all together later. All you need to note is the date of 

the trip, destination, miles driven, 
and the purpose of the trip. Also 
note your odometer reading at the 
beginning and end of each year 
because the IRS often requires us 
to provide total miles driven for 
the year as well as deductible miles 
for business, medical, or chari-
table purposes. If you have not yet 
logged your miles for tax year 2010 
to claim a deduction on your 2010 
tax return, create your log now. 
Clearly mark that it was recon-
structed from whatever sources 

you are using (calendar, PDA, diary, planner, etc.) and the 
date of reconstruction. Going forward, keep up your log 
regularly.

If you do not do a lot of deductible travel, your log 
can be very simple. If you do travel a lot, there are GPS 
devices to track miles, let you add notes as needed, and 
print reports. If you need an actual log book, your ACA 
advisor may be able to provide one for you. However you 
manage your mileage record keeping, just do it! If you’re 
audited, you’ll be very glad you did.

			   by Stewart Farnell, PhD, CFP®   Boulder, CO

BE PREPARED FOR AN IRS AUDIT:
BUSINESS AND ITEMIZED DEDUCTIONS

3

tax bracket jumps up to 39.6%.
And that’s just for federal income tax. Traditional IRA 

distributions can be subject to state tax as well. Although 
future income tax brackets are impossible to predict ac-
curately, we can be quite sure we’ll be glad to have assets 
to draw on that won’t increase our tax liability or that of 
our beneficiaries.

Tax Drag
Closely related to marginal tax rate is tax drag, the tax 

cost associated with assets that could be put into a Roth 
account. 

For instance, suppose you are in a fairly high tax brack-
et (perhaps 28% in 2010, which will be going up to 31% 
at the start of 2011). You may have assets that generate 
interest, or unqualified dividends, or capital gains. Those 
streams of income create tax liability each year at your 
marginal tax rate or capital gains tax rate, as the case may 
be. That part of your tax bill from the IRS (and the state, 
if applicable) is the tax drag on your net investable assets. 

The new federal health-care legislation will only 
magnify tax drag for some investors. Beginning in 2013, 
the law imposes an additional 3.8% tax on all unearned 
income for high-income earners (those earning more 
than $200,000 per year for single taxpayers or $250,000 
for married couples). That means additional tax on rents, 
royalties, dividends, capital gains, interest, and annuities. 
So your tax drag will grow as your taxable assets grow. 
Using a Roth could shelter future retirement distributions 
from taxation, reducing tax drag and thereby enhancing 
overall investment performance.

These three numbers—investment years, marginal tax 
rate, and tax drag—have something in common: we don’t 
have direct control over any of them. Like many aspects 
of personal finance, we often need to make decisions 
without being able to completely predict the outcome. 
Roth conversion decisions bring with them lots of possible 
issues that can affect families in different ways. Your advi-
sor can help you evaluate how these three numbers affect 
your Roth conversion plans.

■  ■  ■

THREE CRUCIAL NUMBERS FOR ROTH CONVERSIONS
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Remember the good old days when popular 
wisdom said that as long as you’re not living 
in debt, you’re doing OK? Was that ever re-

ally true? Or like other so-called popular wisdom, was 
something missing? 

I recently met a couple who asked, “How much do 
we need to save to get ready for retirement?” In a 
general sense, such a question can be answered fairly 
straightforwardly. However this particular couple has a 
much bigger task on their hands than they expected. 

They have gross in-
come of approximately 
$150,000 per year—and 
a net worth of only 
$50,000. Neither of 
their two children is fi-
nancially independent. 
And they would like 
to stop working within 
the next 10 years. 

So they have an 
entire decade to get 
ready. No problem, 
right? Well, let’s go 
through the numbers. 

Because they make 
$150,000 per year and 
save nothing, they’re 
used to spending ap-
proximately $115,000 per year after taxes. They don’t 
own a home, so their living expenses are exposed to 
the full effects of inflation. Both are healthy, with good 
longevity in their family history. They agree that they 
should project living until at least age 95. Because their 
children plan to be fully independent within the next 
five years, this couple believes that planning to live on 
$95,000 per year after taxes is the right number for 
their circumstances. 

So how much do they need to save to be able to 
have this much income? Let’s assume they’ll get ap-
proximately $20,000 per year from Social Security and 
they’ll want to plan for inflation and some unexpected 
spending. This brings the magic number for their nest 
egg to approximately $1.7 million in investable assets. 
That’s not much these days, right? Well, assuming a 
reasonable rate of return of 7% for their tiny portfolio, 
our couple faces some pretty glum news. 

They need to save roughly $138,000 per year, about 
20% more than they take home to potentially accu-
mulate the assets necessary to fund their goal in 10 

years. Certainly this is not going to happen. To solve 
this dilemma, our couple is left only with dissatisfying 
choices: work longer, plan on a much reduced lifestyle 
in retirement, or a combination of both.

Fortunately, it doesn’t have to be this way for you.
Obviously, avoiding debt is not enough to establish 

lifelong financial security. You need to take steps to 
build net worth as well. Regardless of what you may 
have heard, establishing an early habit of saving and 
diversified investing is one of the best ways to do 

this. How do you get 
started? 

Here’s the most 
effective answer: 
immediately imple-
ment the pay yourself 
first principle. This is 
powerful medicine. 
Not only does it set 
you on the path to 
financial freedom, it 
eliminates the need to 
budget individual ex-
penses (provided you 
don’t go into debt). 
Equally important, 
it helps to establish 
your standard of living 
at a lifetime sustain-

able level. Consequently, when you want to have the 
resources available to be able to choose how you spend 
your time without having to go to work, you won’t 
have to cut back on your lifestyle to do so. And thanks 
to the power of compound interest, the sooner you 
get started, the smaller the savings impact will need to 
be on your income and the more total lifetime wealth 
you’ll accumulate. 

How much you need to put aside and manage, first 
for emergencies, and then for growth, depends on your 
age and income. According to economist Roger Ibbot-
son of Yale University, a 25-year-old making $40,000 per 
year needs to save almost 10% of her income. Should 
the same person wait 15 years and begin saving when 
she’s earning $80,000 per year, she will need to adjust 
her savings rate to almost three times the original per-
centage (29%) and almost six times as much in actual 
dollars. 

Clearly, if you haven’t done so already, one of the 
best things you can ever do for yourself is to start sav-
ing—now.

IF YOU’RE NOT SAVING, YOU’RE SPENDING TOO MUCH
by William Cuthbertson, MBA, EA., CFP®   San Juan Capistrano, CA
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