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Around this time of year, a financial advisor’s mind turns to lovely thoughts about Individual Retirement Accounts (IRAs). The following is a discussion of how various IRAs can be funded.
The subject has been increasingly confusing with more legislation and types of IRAs.  The 2006 tax bill added even more pages of legal mumbo jumbo, but the important general points are as follows:

Traditional IRA-Around for decades, this allows anyone with earned income (or a spouse of one with earned income) to deposit either $5000 or $6000 (if lucky enough to be at least 50 yoa) for 2008.  It is always deductible against income tax if you do not participate in a qualified retirement plan (401k, SEP-IRA, etc), regardless of your income.  If you do participate in a retirement plan, then the ability to deduct your IRA contribution is dependent on your adjusted gross income:

2008 Traditional IRA AGI Deduction Limits
(If Covered by a Retirement Plan at Work) 
Single-no deduction for income over $63,000

Married, filing jointly-no deduction for income over $105,000
 
If you are married and you and your spouse file a joint income tax return, and you are not an active participant in an employer-sponsored retirement plan, but your spouse is, deductibility of your Traditional IRA contributions is dependent upon your combined adjusted gross income being below $166,000. 
Money deposited in a Traditional IRA may therefore be either pretax or after-tax money (a nondeductible contribution).  Regardless, the money then is allowed to grow free of tax on earnings until withdrawn.  If you have made any non-deductible contributions, you will not pay tax again on that money when you take distributions.

There are two rationales for making non-deductible IRA contributions.  The first is that the ability to compound earnings tax free for more than fifteen years usually overcomes the disadvantages of paying ordinary income tax on the eventual distributions (rather than the probably lower capital gains tax on money outside of the IRA).  

The second reason to consider non-deductible IRA contributions is the ability to convert this money to a Roth IRA in 2010 regardless of income.  Roth IRAs are discussed below, but have a number of great features.  However,  if you already have significant pretax money in old pretax IRAs or SEP-IRAs, the tax consequences of conversion are much less attractive.  If you do not have significant funds in a pretax IRA and begin to fund a post tax (non deductible) IRA, then the tax cost of a Roth conversion in 2010 will be only the tax on the new earnings in the account between now and then.
Roth IRA- Roth IRAs are always after tax money contributions-that then grow tax free and are withdrawn tax free.  Unfortunately, the ability to fund a Roth IRA is dependent on your income:

2008 Roth IRA Income Limits
Single-no contributions allowed if AGI is over $114,000

Married, filing jointly-no contributions if AGI is over $166,000
  In addition, until 2010, you must have a gross income of under 100,000 dollars to make a conversion of a Traditional to a Roth IRA.
SEP-IRA and SIMPLE-IRA-These are actually retirement plans set up by employers in which the funding for employees is placed into individual retirement accounts set up for that very purpose.  Otherwise, they follow the same rules, and are all pre-tax money.

This article has not touched on rules for investment choices, distributions from and inheritance of IRAs, and there is much to be known about those topics as well.   Watch for this information in articles to follow.
