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   Individual Retirement Accounts have been in existence for several decades, but are still under utilized.  IRAs allow individuals and spouses (whether the spouse works or not) to 

invest in accounts that then are untaxed on earnings until withdrawn during retirement years.  
Traditional IRAs are usually funded with pre-tax funds, and therefore all funds withdrawn (original contributions and earnings) are taxable at the time of withdrawal.  

 

If a income earner participates in a "qualified" retirement plan” (usually a 401k), then they can only contribute pre tax income to a Traditional IRA if their income is modest.  If these conditions aren't met, after tax money can still be put into Traditional IRAs by anyone, with eventual withdrawals being taxed only on the amount that is earnings rather than original contributions.  The benefit of using after tax money in Traditional IRAs has been dependent on having a multi-decade amount of time to allow tax deferred growth.  The long time period of tax deferred growth is needed to overcome the income tax drag of taxation of ordinary income for all earnings coming out of the plan as distributions (instead of capital gains in non-IRA accounts). 

A different kind of account, the Roth IRA was introduced a few years ago.  The Roth IRA allows after tax money to be invested-with all earnings and eventual withdrawals to come out untaxed in future years.  In addition, Roth IRAs do not have required minimum distributions as do Traditional IRAs.  Finally, Roth IRAs can be inherited (as can Traditional IRAs) with the added quality of distributions to heirs coming out untaxed.  Contributions to Roth IRAs are limited to families with modest amounts of Adjusted Gross Income.  Conversions of Traditional IRAs to Roth IRAs are currently limited to families with an Adjusted Gross Income of less than $100,000 per year.
 

A new twist in IRAs originated in the recent tax law signed into law by President Bush.  The new law states that beginning in 2010; anyone may convert a Traditional IRA to a Roth, regardless of income.  Even more interesting, the tax bill for the conversion need not be paid until it is spread out over the next two years.  So the tax bill for the conversion of a $100,000 IRA would be a tax on $50,000 in 2011 and in 2012. 

 

For this reason, I am advising clients who are only eligible to fund non-deductible Traditional IRAs to do so, with the intention of converting the accumulated funds and earnings to Roth IRAs in 2010.  If a couple starts in 2006, they can accumulate at least five years of contributions and earnings for conversion in 2010 (having between 50 and 100K in the Roth at the conversion).  The tax consequences at that time will be only ordinary income tax on the earnings (as the original contributions were all after tax already).  After conversion, the Roth IRA will grow tax free during the families lifetime, and potentially during most of their children's as well.

Note that Traditional IRAs funded with pretax money can also be converted by anyone in 2010.  However, the desirability of doing so is a somewhat complex decision based on tax brackets now and  those expected in the future.  Doing this conversion with a pretax IRA should be carefully investigated before jumping ahead.
Also note that if you already have significant pre-tax funds in an existing IRA, SIMPLE-IRA, or SEP-IRA, that this conversion to a Roth IRA in 2010 may not make financial sense either.

However, converting an after tax Traditional IRA to a Roth IRA is a powerful method of accumulating funds that can grow for decades, without the drag of taxation.  Consider starting your savings toward this goal in 2006.
 

