Give Your Kid a Roth IRA
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  This column is addressed to parents who have children that work.  Those parents should consider opening and funding a Roth IRA for their kids. Even though the child is unlikely to fund the Roth IRA themselves, having the parent do so is the gift that keeps on giving, as it will provide a long term tax free accumulation of wealth for many, many decades.
A Roth IRA can be established for anyone with earned income that makes a relatively modest amount of money. There is no minimum age limit-just the requirement for earned income and the limitation of a $4000 contribution or the amount of earned income, whichever is lower. The contributions to the Roth IRA are after-tax money, but all deposits and earnings in the future are designed to come out of the plan tax-free.
A $4000 single contribution to a Roth IRA in 2006 made for a 16 year old working a summer job would grow to over $218,000 at age 70 (assuming an 8% rate of return over the long term).  Imagine the legacy you leave your child with several yearly deposits. Even a smaller deposit or two can make a real difference in your child’s future security.
Some considerations:

If the money is left in the Roth IRA until age 59 and ½ and no less than 5 years from the first contribution to the account-then all withdrawals (including earnings) are free of all taxes.

The money technically belongs to the child.  However, in most states, future creditors-whether from spousal, business or accident liability, cannot attack the Roth IRA.  

The amount contributed after taxes can be withdrawn anytime without penalty or taxes, as long as the earnings are left in the plan.  Even earnings up to 10K can be withdrawn if needed to pay for a new home. Earnings removed (before age 59 1/2 and 5 years of plan maturity) to pay for educational costs and certain hardships don’t have penalties, but are taxable.
Advantages later in life for the Roth IRA are many.  There are no required minimum distributions at age 70 ½ as with a traditional IRA.  In addition, a Roth IRA is taxable in your estate, but has no income tax liability for your heirs even when they eventually take distributions.  Inheritors of a Roth IRA may take distributions in full within 5 years of the original owner’s death, or space out distributions over their lifetime-all without any income tax due!

If your child’s earned income is under $5000 yearly, then they don’t owe any income tax anyway.  Therefore, a Roth IRA is being funded with untaxed money, and will grow and be used in the future without ever being taxed.  I can think of few other such wonderful gifts for a child.
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