Another Great Reason to Open an IRA Now!
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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invest in accounts that then are untaxed on earnings until withdrawn during retirement years.  Traditional IRAs are funded with pre-tax funds, and therefore all funds withdrawn (original contributions and earnings) are taxable at the time of withdrawal.  Some individuals must use after tax money to fund Traditional IRAs, in which case only some of the money coming out during retirement is taxable.
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.

 

Traditional IRAs can be funded with pre tax money only if there is no participation in a "qualified" retirement  plan (usually a 401k), or if a family’s Adjusted Gross Income is below certain limits and they participate in a qualified plan.  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, as all earnings are taxed as ordinary income-even if they originated as capital gains.

 

A new twist in IRAs originated in the recent tax law signed into law by President Bush.  Prior to the law, conversions from Traditional IRAs to Roth IRAs were permissible only by families with an Adjusted Gross Income of less than $100,000 per year.  The new law states that beginning in 2010, anyone may convert a Traditional IRA to a Roth.  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 that are not eligible to fund tax deductible Traditional IRAs to fund them anyway with after tax money ("non deductible" IRAs.  This is done 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 (between 23 and 28 thousand dollars) and earnings for conversion in 2010.  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 expected in the future.  Doing this conversion with a pretax IRA should be carefully investigated before jumping ahead.  Also, be aware that if you already have money in pretax IRAs, you must pay tax proportionally on this money as you make a conversion.  So, if you have 80,000 dollars in a pretax IRA and 20,000 dollars in a non-deductible (post tax) IRA, any conversion you make will be considered as 80% taxable.  
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.
 

Paying for College
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    As Brevard County becomes more of a high-tech "mecca", it becomes increasingly probable that a higher percentage of its young people will be college bound.  Paying the rapidly increasing costs of this education is a concern of almost everyone reading this column (or was a concern).

    There is no question that beginning to save early is a powerful action to take.  Regular savings combined with "low tax" or tax free compounding is key to success in most cases.  Choices for savings includes prepaid tuition plans (two types), custodial accounts, Educational IRAs, and savings in the parents' names.

    In the past, custodial accounts (UTMA) were recommended, as the first 1700 dollars of earnings was very lightly taxed.  When the child turned 14, excess earnings were taxed at their relatively lower rate.  However , a new tax law signed in October 2005 increases the taxation of UTMA money.  This fact, and the knowledge that money in custodial accounts markedly reduces the chance of financial aid makes this form of savings less interesting.  

   Many parents save excess money in their own name.  This has the advantage of being liquid and controlled, but has the disadvantage of being taxed in a high bracket, and subject to being spent for other causes.

    Given the above, the most appealing form of college savings are Educational IRAs and prepaid tuition plans.  Educational IRAs allow any contributor to put up to $2000 yearly into an account that grows tax free until withdrawn for educational needs.  If the parents make more than certain income limits, the money can be gifted to the child or another family member who can then fund the account.  There are two types of prepaid college savings plans.  The first is a prepaid tuition plan in which (usually) public college systems will allow parents to fund four years of tuition at the child's current age (at a discount).  The growth in value of the plan is not considered income for taxation.  The second type of prepaid tuition plan is the "529" plan, in which after tax money is deposited and allowed to grow tax free until withdrawn for educational purposes.  The investment choices are somewhat limited depending on the plan, and fees vary wildly from plan to plan. In addition, this program is currently planned to expire in 2010 unless congress acts to renew it (likely to happen). However, choosing a plan with some investing flexibility and low costs makes great sense in saving for college.

   If you have procrastinated, or not saved enough, then financial aid will be a concern.  The process of applying for financial aid is complex, and I highly recommend some preparation for the process before you begin.  Some good places to start include:
http://www.princetonreview.com/college/finance/articleIndex.asp, www.savingforcollege.com, and www.collegeboard.com. Each of these sites has a wealth of information on many of the topics discussed in this article and much more in depth information on the financial aid process.  

   Overall, the financial aid process is one in which the college(s) determines how much the family is expected to contribute and how much is to be obtained elsewhere.  The "elsewhere" is a combination of outright grants, work study payments, and loans.  Note that each college system is different in terms of how attractive they find an individual student, and in just what financial resources are available to offer that student.

   Other ideas for college savings that have limited applicability include:

Employing the child in a family business.  If you have this option, it is a very powerful way of savings.  A child can be paid up to almost ten thousand dollars a year to work for a family business and escape all taxation if done properly (depending on the business structure).

IRAs. A Roth IRA of a parent or child (from earned income) can be used for college expenses.  The contributions are always available for withdrawal without penalty, but the earnings need to stay in the IRA to avoid taxation and penalties.  A traditional IRA can be used to shelter earned income above the tax free amount of $5250 per year for a working child, and then withdrawn (including earnings as opposed to a Roth IRA) to pay their educational costs without penalty.  Any tax would be presumably in the child's low bracket at that time.

   Starting to save early is clearly the best option towards paying for a college education.  Some of the methods outlined above should help you do this in the most efficient fashion.

Dr. Podnos is a fee-only financial planner and the author of “Building and Preserving Your Wealth, A Practical Guide to Financial Planning for Affluent Investors” (available at Amazon.com and bookstores).  He can be reached at Steven@wealthcarellc.com
