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Tax rate changes effected by JGTRRA make it imperative for financial advisors to re-evaluate the strategies
employed to ensure that clients reap the maximum benefit on retirement.
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ow that the 2003 Jobs and
Growth Tax Relief Reconcilia-
tion Act (JGTRRA) has been
enacted, it is important for
financial advisors to rethink
the way they help clients build wealth for their
retirement. Not only did JGTRRA reduce the
tax rates on long-term capital gains and divi-
dend income, it accelerated the reduction in the
ordinary income tax rates originally introduced
in EGTRRA in 2001. Prior to JGTRRA, the con-
ventional wisdom had been to take advantage
of accounts that allow for tax-deductible con-
tributions and tax-deferred growth. Under
some scenarios, that may no longer be true.
The authors have developed a model, which
will aid financial advisors in selecting the type
of account that will create the greatest amount
of wealth for their clients during their retirement
years. All too often, the emphasis is on comparing
different alternatives up to the point at which an
individual retires. However, the authors have gone
one-step further. They have developed a model
that compares the average after-tax withdrawal
during retirement among various savings vehi-
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cles. Because the model is quite extensive, it is
not included in the article. However, the authors
have included a description of the model,
beginning on page 268, and would be very happy
to share the details with anyone who is interested.

All too often, advisors have focused only on
the advantages of the various types of invest-
ment vehicles during the years that individu-
als are working and saving money up to
retirement. With the “Baby Boomers” quickly
approaching their retirement years, it is impor-
tant to focus on the tax implications of these
investments during retirement when individ-
uals start to live off their investments. Increased
retirement plan contribution limits and revisions
in the tax rate structure for taxable investments
make it imperative for financial advisors to
reassess their clients’ investment vehicles to deter-
mine which are most effective in generating funds
for a comfortable retirement.

The model

The authors have created a model that takes into
account the criteria that affect the various types
of investment vehicles that can be used to fund
an individual’s retirement. Unless otherwise
indicated, the model is based on the following
assumptions:
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EXHIBIT 1. Roth IRA—contribution phase

Beag.

Can. pra-invast. Pratax Aftar-tax
year value Sawing S8 ving
1 L] $3.500.00 h2.546.25

| a2 2.724.48 4.500.00 2,273,775
| 6,415 11 5,000.00 3,837.50
4 10.758.51 5,000,040 3,837.50
5 15,404 .80 B.000.00 4.365.00
5w 21.153.68 B, 180.00 4,495 45
7 2744511 B 365,40 4,630.83
8 34,321.25 3,556.36 4,769.75
8 41,827.38 &, 753.05 4,812 .85
10 50,012.04 G, 255 64 5.060.23
11 58, 227.33 716431 5,212.04
12 68,629.12 7,375.24 8,368.40
13 79, 177.36 7, GO0.E2 5,6528.45
14 90,6368.27 7 B2B.64 5,695.33
15 103,074,682 8,063.50 5,.B66.20
16 116,566,585 8,305.40 6,042.18
17 131,191.70 8 554 57 §,223.45
18 147,034 21 B811.20 841015
19 164,185.47 9,075,654 §,602.45
20 182,743.07 9,347.80 &,800,53

Bagy. posi- Arnnual Ending
invest. value ncrease value
5 2.5486.25 § 178.24 5 2.724.49
5,995 24 419.88 B.418.11
10.055.61 703.89 10,759.51
14.397.01 1,007.79 15,404.80
19,769.80 1,383,839 21,153.68
25, 648,63 1, 79E6.47 2744511
3% 075.94 2.245.32 34,321.256
30,081.01 2, F36.a7 41 8B27.38
46,740.22 3.271.82 50,01 2.04
55,072.27 3,855.08 5H,927.33
64,1358.37 4, 488,76 6H,629.12
74,987.62 R 178.83 78177.35
B4, 706.80 5 G20, 48 a0,636.27
B86,331.61 6, 743.21 103,074.82
108, 841,02 ¥.626.87 116,566.89
122 608,07 #,582.63 131,191.70
137 415.15 9.618.06 147,034,241
153,444,365 10,741.11 164,185.47
170, 7A7.02 11,055.15 182, 743.07
189 543,60 13,268.05 202.811.65

An individual will contribute to an
investment vehicle for 20 years, at which
time that individual will retire and imme-
diately start withdrawing from his or her
investment account.

In year one of retirement, the individual
will withdraw '/2em of the account. At the
end of year two, the individual will with-
draw '/ism of the account. This pattern
will continue until the 20th year of retire-
ment, at which time the individual will
withdraw whatever remains.

The individual is age 50 in year one,
files a joint tax return, and will con-
tribute $3,500 before taxes in 2004, and
then the maximum contribution that
can be made to an IRA in the subse-
quent 19 years.

Investments are made in a stock mutual
fund that has an annual return of 7%
with an annual ordinary dividend distri-
bution of 2% and a capital gain distribu-
tion of 4%.

100% of distributions from retirement
accounts are taxable at the state level.
Employment income begins at $100,000,
which escalates at the rate of 3% per year.
This same rate of growth is used for divi-
dends and long-term capital gains, as
well as the growth in the income tax

RETIREMENT TAX PLANNING

brackets, itemized deductions, and per-

sonal exemptions.

+ At the beginning of the model period,
the individual has a combination of divi-
dend income and capital gains in a tax-
able account that generates $100 of
income.

+ Itemized deductions (other than the
deduction for state income taxes) and
personal exemptions amount to 10% of
employment income, dividends, long-
term capital gains, and retirement
income.

+ During retirement, the individual has
other retirement income (perhaps from a
pension) of 50% of pre-retirement
employment income.

* The individual will have a part-time job
after retirement in which he or she earns
50% of his or her pre-retirement employ-
ment income. The model assumes no
Social Security benefits are being
received.

The effectiveness of each saving device is
measured by the average withdrawals, after
taxes, that our hypothetical individual makes
during the 20-year withdrawal period. In the
base case, having an investment in either a Roth
IRA,aregular IRA,a401(k) plan, ora 403(b)
plan, produced the same results with an aver-
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COMPUTER MODEL DESCRIPTION

The model is designed to compare the results of equal investments in three different retire-
ment saving accounts: a Roth IRA, a 401(k)/403(b)/regular IRA, and a taxable account. For 20
years, starting in 2004, the maximum investment allowed to a regular IRA is made to each of
the three accounts (assuming an individual who is 50 years old). Then for the following 20
years, withdrawals are made that bring the balances in the three accounts down to zero.The
average withdrawals from each of the three accounts are compared. The model is run and the
results described in this section for a set of inputs known as the base case. Throughout the
article as different topics are discussed, the base case inputs are modified and the new out-
put results are discussed.

Exhibits 1 and 2 portray the effects of investing in a Roth IRA, Exhibits 3 and 4 employ a
401(k)/403(b}/regular IRA, and Exhibits 5 and 6 employ a taxable account. Exhibits 1 and 2
are discussed in detail below as an introduction to the computer model. Exhibits 3-6 are then
described in detail only when they differ conceptually from Exhibits 1 and 2. The discussion
of Exhibit 7 summarizes the input parameters to the model.

Roth IRA. Exhibit 1 shows the first 20 years, during which time the contributions are made
to the Roth IRA. The first column shows the year with year 1 equal to 2004. The second col-
umn shows the value of the Roth account at the beginning of each year. Note that all accounts
{see also Exhibits 3 and 5) start the first year with a zero balance. The column labeled “Pre-
tax saving” shows the maximum amount that can be contributed to an iRA.To keep the Roth
and regular IRAs comparable, this maximum amount is assumed to be pretax dollars. Because
after-tax dollars are actually contributed to a Roth IRA, the after-tax equivalent is shown in
the following column. This after-tax saving is computed as the pretax savings less the differ-
ence between the tax paid by a contributor to a Roth IRA and the tax paid by a contributor to
aregular IRA. In other words, one can contribute $3,500 pretax dollars to a regular IRA or pay
the tax on that $3,500 and contribute the net amount of $2,546 to a Roth IRA and maintain
the equivalency of the investments.

In this model, the assumption is that the individual has a beginning employment income
of $100,000 and a capital gain/dividend income of $100. These amounts then grow at the rate
of 3% per year, as do the tax brackets and allowed contributions to IRAs (after 2008). The item-
ized deductions (other than state tax on the account) and personal exemption are assumed
to be 10% of the employment income and capital gain/dividend income. State tax is calcu-
lated based on adjusted gross income in the same manner as the federal tax is calculated on
taxable income, but with reduced rates (see the Tax brackets portion of Table 7). So the after-
tax saving of $2,546 is calculated as $3,500 - (tax ($100,100) - tax ($96,600)).

The after-tax savings is then added to the beginning balance to give a beginning-of-the-
year, post-investment value. This assumes that the investment is made at the beginning of
the year. During the year, the account grows at an assumed 7% rate. This growth is shown in
the annual increase column, and when added to the beginning of the year, post-investment
value, the sum is shown in the ending value column.

Exhibit 2 shows the withdrawal phase for the Roth IRA. The first two columns are similar
to those in Exhibit 1. The third column shows the withdrawals, which are tax free because this
is a Roth IRA. The withdrawals are caiculated as follows. In the first year, % of the balance is
withdrawn. In year two, %s is withdrawn. This pattern continues until in year 18, % is withdrawn;
year 19, %; and in the last year the remaining balance is withdrawn.The withdrawals are assumed
to take place at the beginning of the year and growth continues during this withdrawal phase
at the rate of 7% per year.

401(k)/403(b}/regular IRA. Exhibit 3 represents the contribution phase of the 401 (k)/403(b)/reg-
ular IRA. The first three columns are equivalent to those in the Roth IRA’s Exhibit 1. Because
pretax dollars are contributed to a 401(k)/403(b)/regular IRA, the pretax savings amount (col-
umn three) is added to the beginning-of-the-year, pre-investment value (column two) to give
the beginning-of-the-year, post-investment value (column four). Adding the assumed 7% growth
(column five) gives the end-of-the-year value (column six}.

268 PRACTICAL TAX STRATEGIES MAY 2004 RETIREMENT TAX PLANNING

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.




Exhibit 4 shows the withdrawal phase of the 401(k)/403(b}/regular IRA. It is similar to the
withdrawal phase of the Roth IRA (Exhibit 2} except that the withdrawal is taxable income.
Column four shows the after-tax equivalent of the pretax withdrawal in column three. These
after-tax withdrawals from the 401(k)/403(b}/regular IRA are the same as the after-tax with-
drawals from the Roth IRA in Exhibit 2. This shows that it does not matter whether the con-
tributions (Roth IRA} are taxed and then allowed to grow or whether the pretax contributions
are allowed to grow and then the withdrawals are taxed (401(k)/403(b)/regular IRA). This is
true as long as the tax rates during the contribution phase are the same as the tax rates dur-
ing the withdrawal phase.

Taxable account. The taxable account is significantly more complex than either of the pre-
vious two accounts. In the case of the Roth IRA, the income is taxed (i.e., included in gross
income) before being contributed. For the 401(k)/403(b}/regular IRA, the withdrawals are included
in gross income. The taxable account is taxed before, during, and after. As with the Roth IRA,
the income is included in gross income before being contributed. While the account is grow-
ing (during both the contribution and withdrawal phases), dividend, interest, and capital gain
distributions are included in gross income. Finally, when the withdrawal is made, the previ-
ously undistributed capital gains are included in gross income. In order to make apparent the
amount of the undistributed capital gains, the basis of the account is shown any time the account
value is provided.

Exhibit 5 represents the taxable account contribution phase. The first two columns con-
tain the same information as shown for the previous two accounts. Because this exhibit con-
tains many columns, the pretax savings figure has not been shown to save space.The pretax
savings is the same as for the previous two accounts. The beginning-of-the-year, post invest-
ment value and basis are then shown.

The growth in the taxable account is more complex than growth for either of the two
IRAs. The entire 7% growth of the IRAs is recognized immediately, and the nature of the
income is lost. It becomes simply retirement income on withdrawal (nontaxable retirement
income in the case of the Roth IRA). In the taxable account, because dividends, interest,
and capital gains are taxed differently, separate columns display each of the above incomes.
For the base case, those returns are assumed to be 2%, 0%, and 4%, respectively. Because
those three returns add up to 6%, the remaining 1% portion of the total return of 7% is the
unrealized capital gain, which causes the difference between the value and basis amounts
seen for the taxable account. The returns indicated might represent an investment in a stock
mutual fund.

After displaying those values post investment and pretax, the tax on the distribution is shown.
The withdrawal from the taxable account to pay that tax triggers additional tax on the unre-
alized gain portion of the withdrawal. The additional withdrawal to pay the tax on the unre-
alized gain portion of the withdrawal causes additional capital gain tax to be incurred and so
on. The model solves this recurring problem by entering a loop that continues to withdraw
more money until the change in the total tax due is less than % of a cent. The resulting amount
is shown in the column labeled “Withdrawal needed to pay the total tax on the distribution
and withdrawal.” Finally, the end of the year value and basis are shown.

Exhibit 6 shows the withdrawal phase of the taxable account. After the columns for the
year and beginning-of-the-year value and basis, the amount of the withdrawal is calculated
in the same way as for the previous two accounts. As with the 401(k)/403(b)/regular IRA
account, the withdrawal from the taxable account causes taxes to be due. In the case of the
taxable account, tax is due on the previously undistributed capital gain. After showing the
pretax and after-tax withdrawal amounts, the value and basis at the beginning of the year
and post withdrawal are shown. The remaining columns show the same information as the
last columns of Exhibit 5.

The average after-tax withdrawal from the taxable account is $16,310.92, whereas the aver-
age for both the Roth IRA and the 401(k)/403(b)/regular IRA is $20,785.91. The taxable account’s
average withdrawal is 78% of the other two accounts. The taxable account is smaller because
the other two accounts were only taxed once each, whereas the taxable account is taxed
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more than once. As long as there is a tax on dividends, interest, and capital gains, the tax-
able account average withdrawal will always be smaller than the Roth IRA’s withdrawal. It
is theoretically possible, but practically unlikely, that the taxable account average withdrawal
could be larger than the 401{k)/403(b}/regular IRA’s withdrawal. This could occur if the tax
rate on ordinary income is much larger during the withdrawal phase than during the con-
tribution phase.

Summary of input parameters. Exhibit 7 shows the input parameters used by the computer
model. Parameters 1-15 have been described above. Parameters 16 and 17 reflect the impact
of inflation on incomes and the indexing of tax amounts. Parameters 18-21 show the effect
of retirement. It is assumed that on retirement, the individual receives a pension equal to 50%
of his or her pre-retirement income. The individual continues to be employed {perhaps part-
time) earning 50% of his or her pre-retirement income. To reduce the complexity of the mod-
eled cases, it is assumed that the individual does not collect Social Security benefits. The reason
that the model distinguishes between employment and retirement income is that the later is
possibly taxed at a reduced rate by the state (versus federal) government.

Parameter 22 allows the model to treat corporate bonds differently than Treasury securi-
ties with the later not being taxed at the state level. Parameter 23 allows the model to assume
that an employer could contribute to the individual’s 401(k). Parameter 24 allows comparison
of the current treatment of dividends (the same as capital gains) to the previous treatment
(the same as employment income).

The tax brackets reflect the brackets and rates in effect during 2004.The brackets are allowed
to grow at the rate indicated by parameter 17 (i.e., 3%). Because each state taxes income in
a different way, a generic version is assumed. This assumed state tax on income mimics the
federal tax except at the reduced rates shown.

into account the applicable tax rates for ordi-
nary income, including dividend income, and
the applicable rates for long-term capital
gains), with the results in the base case. In both
scenarios it was assumed that items subject to
the consumer price index (CPI) escalation were
increased at the rate of 3% a year. The average
withdrawal, after taxes, is greater in the base
case than the withdrawal would be using the
2000 rates, as shown below:

age withdrawal after-taxes of $20,786. In con-
trast, an investment in a taxable account
would have produced an average withdrawal
after taxes of only $16,310.

Reduction of ordinary income tax rates

Initially, President Bush had proposed two new
generous savings plans that did not make it
to the final legislation. Although those sav-
ings plans would have been very conducive to

saving, other JGTRRA provisions have sub-  Average withdrawal after taxes

stantially reduced the tax burden of savingin

taxable accounts. In general, JGTRRA reduced Roth TRA 30, TRE
the ordinary tax rates in 2003 by two per- 4010k} plan 20.786
centage points. The highest tax bracket was _;:L.F.L..J,..' [’ A 20.TRE
reduced by 3.6 percentage points.' The reduc- laxable account 16,311
tion of ordinary income tax rates make ) S

. . Assuming 2000 Lax rates

investments in taxable accounts more appeal- Roth TR A £10.054
ing than in the past. Taking this into account, 010 il 19,900
along with other factors such as greater flex- Regular [RA 199010
ibility, should cause financial advisors to Taxable account 14,119

rethink their advice to clients for retirement
wealth building.

To illustrate the impact of the income tax Qualified dividend income and net

270

rate reduction on the selection of an investment
vehicle, the authors compared the results,
using the pre-EGTRRA 2000 tax rates (taking
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capital gains
JGTRRA has substantially reduced the tax bur-
den on individuals who receive qualified div-
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idend income and net capital gains. The tax rate

on these items is 5% for individuals who are

in either the 10% or 15% income tax bracket.?

Otherwise, the rate is 15%.° This dramatic

reduction in tax rates for qualified dividend

income and net capital gains should cause finan-
cial planners to review strategies to help
clients create more funds for retirement. For
instance, investments made in taxable accounts
should favor those likely to generate dividend
income and net capital gains. Investments
made in vehicles that do not generate qualified
dividend income or net capital gains, such as
bonds or in REITS, should be made instead in

a Roth IRA, so that distributions will be tax-

free. Alternatively, investments in bonds or

REITS should be made in tax-deductible

retirement accounts, so that the investment

income can be deferred until retirement with-
drawals. Of course, such withdrawals will be
considered ordinary income.

Qualified dividend income is defined to be
dividends received from domestic corporations,
and qualified foreign corporations.*

The following dividends do not qualify for
the preferential treatment:

1. If a shareholder does not hold stock for
more than 60 days during the 121-day
period beginning 60 days before the ex-
dividend date.®

2. Any dividend on any share of stock to the
extent that the taxpayer is under an
obligation to make related payments with

EXHIBIT 2. Roth IRA—withdrawal phase

PLANNING TIP

Individuals who have funds to invest in excess
of the current contribution limits for the qual-
ified retirement plans, and who seek diver-
sification, should take into account changes
made by JGTRRA.That is, they should place
investments that are likely to produce qual-
ified dividend income and net capital gains
in taxable accounts. In contrast, they should
place investments that produce interest
income and rental income into a form of qual-
ified retirement plan.

respect to positions in substantially simi-
lar or related property.®

3. Any payments in lieu of dividends.

4. Dividends that individuals take into
account as investment income for pur-
poses of determining the investment
interest expense deductible under Sec-
tion 163(d)(4)(B).”

5. Dividends paid by a corporation that is
exempt under Section 501.°

6. Dividends paid by mutual savings banks.®

7. Dividends paid on “applicable employer
securities” held by an ESOP."®

8. Most dividends paid from a regulated
investment company or a real estate
investment trust."

The definition of net capital gains was not
changed by JGTRRA and is defined to be the

Beg. Beg
Wid prrgswid After past-wid Annual Eralimg
| yoar value fax wrd value Increase vialLe
1 $202.811.85 510,140.58 $192,671.07 $13.486.08 £206,158.05
2 206, 158.05 10,850.42 185,307.62 13,671.53 20887916
3 20897416 11,608.85 197,369 20 13,5815.84 211,185.05
+ 211,185.05 12.422.65 188,762 .40 13.913.37 2M26T5.77
5 21267577 13,292.24 185,383.53 13,856.85 213.340.38
L2} 21334038 14.222.69 188.117.69 13,938.24 213,0585.92
iy 213.055.92 15.218.28 197 837.64 13, 848.64 211,686.28
a 211 GEG.28 16.283.54 186,402.72 13,67B.19 200, 08091
2 205, 08091 | 7 A423.41 151 ,657.50 13,416.03 205,073.52
10 205,073.52 18, B4E.05 186,430.48 13,050.13 198, 480 61
11 199, 480061 18,948.06 170,632.65 12, 567.28 102 095 83
12 192,095 83 21,344 .43 170, 755,40 11,052,858 182, 70B.28
13 182, 70B.28 22, 838,54 158,868.75 11, 160.88 171,080.63
14 171, 060.63 24,437, 23 146 623.40 10,263,564 156,887.03
15 156,887,023 26,147.84 130, 73919 9.151.74 139, 800,94
16 139,850,894 27,678,189 111,812.75 7.833.80 119, 746.64
krs 119, 746.64 29,936.66 849,808.98 G286, 70 95,006.68
18 896,086.68 32,052.23 64 06445 4,484 .51 68, 548.97
19 G68.548.87 3427448 34 274,48 2,309.21 a6,673.70
20 36 673.70 38,873.70 - % f
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amount by which long-term capital gains
exceed short-term capital losses.™

Tax deductibility of contributions

A distinct advantage of investing in a regular
IRA, 401(k) plan, or a 403(b) plan (“tax-
deductible retirement plans”) is the fact that
such contributions are tax deductible.” The
deductibility of contributions to these invest-

ment vehicles can give an individual a signif-
icant “head-start” in developing a retirement
fund. However, with reduced income tax rates,
the advantage of the tax deductibility of these
plans is diminished somewhat when compared
to a taxable account.

Caveat. As explained later in the article, for
individuals receiving withdrawals from tax-
deductible retirement accounts, the reduction
of income tax rates increases the benefit of

EXHIBIT 3. 401(k}, 403(b), and regular |RA—contribution phase

Hag. Hag
Con, pra-invast, Pretax post-invest. Anniual Ending
yaar vale SaKINgG value increass value
1 - $3,500.00 $ 3,500.00 § 24500 § 3.745.00
2 3.745.00 4.500.00 d,245.00 577.15 882215
3 8.822.1h £.000.00 13.822.15 A57.55 14,783.70
4 14.788.70 5,000,090 19.789.70 1.385.28 21,174.88
5 21,174.08 6.,000.00 27,174,048 1.902.25 20.07T.23
& 29.077.23 6,180, 00 3826723 2,468.041 ar. 12523
¥ a7, 725.23 6,365 .40 44.,080.63 3,088,34 47,176.88
8 47,176.98 6,556.36 53,733.34 3,761.33 &7, 494 67
9 57, 484,67 G, 753,05 G4 247 73 4,497,334 68, 745,07
10 §A,745.07 6,955.64 75, 700. 71 5,299,086 80,990.76
11 B0,509.76 716431 88,164.08 G6,171.49 094, ,335.56
12 04,335.56 7,370.24 101,714.80 7,120.04 108,834,684
13 108,834.84 760062 116,435.46 8. 150.48 124 585.94
14 124,585.94 78268 64 132,414.58 9.260.02 141,683.60
15 141, 683 60 B, OE3.&0 149 747.10 10,482.30 160,225 40
16 160,229 40 B, 30640 168,534.80 11,797.44 180,332.24
17 180,332.24 B 55457 188, BBE. 80 13,222.08 202,108 58
18 202, 108.88 8,811.20 210,820.08 14, TEd 41 225 684 49
18 225,684 449 9,075.54 234 780.03 16, 43320 251,193.23
20 261,193.23 9,347.80 260,541.03 18,237.87 27877801
EXHIBIT 4. 401(k}, 403(h), and regular IRA—withdrawal phase l
Beg. Beg.
Wd pre-wid Fre- After past-wld Anrrral Ending
yaar value ke W tax wd value ingreasa valie
1 F278,778.11 $13,938.95 $10,140.58  $264,539,06 $18,538.B0 $283378.76
283,378.76 1491467 10,850.42 268 464,09 18,782,458 287,258.57
3 287,256 6T 15,858.70 11,608.85 271,297.87 18,000 85 290, 288,72
4 290,288,722 17,075.81 12 422.65 273.212.52 19,124.00 202 33r.82
5 292,337.82 18,271.11 13.292.24 274, 066.71 19,184, 67 293,251.38
& 293,251.38 19,650.08 14,222,659 273,701,259 149,159,089 292 860,38
Fi 202 B60.38 20,31B.60 15,218.28 271,841,788 19,035,092 280,87 7.70
a8 280,877.70 22,382.80 16,283.56 268,504 .80 18.801.64 287, 38644
a 287,396 44 23,948.70 17,423,414 263 446.73 18,441.27 2681,888.01
10 281,888.01 25,626.18 18,643.05 256,261.82 17,938.33 274,200.15
11 274, 20015 27, 42002 19,948.06 248, 7ED.14 17.274.81 264,054.75
12 264,054.75 28,339.42 21,344.43 234,715.33 16,430.07 251,145.40
13 251 145.40 31,383, 18 23 EAE 54 218, 752.23 15,382 66 236,134.88
14 235,134.88 43,680 70 24 437.23 201,544 19 14,108.08 215.652.28
15 215,652.28 35,942.05 26,147 .84 179, 710.23 12,679.72 192,288,895
16 192,288.95 a8, 457 .94 2r.araaa 153.831.98 10, 768.24 164 600,20
A 164,600,240 41.150.05 25,936.66 12345015 8,641.51 132,091.66
18 1432,091.66 44.030.55 a2 032,23 A8.061.10 B.164.28 54,225.38
19 94,225,368 47,112 68 34,274 .48 47,112,608 3,297.84 50,410.58
20 50,410.58 £50.410.58 36.673.70 - - .
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these accounts relative to withdrawals from a
Roth IRA.

Example. Sarah is an employee of a company
that has a 401(k) plan. She is 50 years old.
Assume that she is in the 25% federal income
tax bracket and the 3% tax bracket for state
income tax purposes. She would like to invest
$3,500 a year of her before-tax earnings. If she
decides to invest in her 401(k) plan, because
the contributions are made in before-tax dol-
lars, she will be able to invest the entire $3,500.
In contrast, if she invests in a taxable account,
because she will be investing in after-tax dol-
lars, she will be able to invest only $2,546. This

amount is arrived at by taking into account her
total taxes paid net of state income taxes. Thus,
by investing in a 401(k) plan, she winds up with
an extra $954 working for her. If she contin-
uously adds to her 401(k) plan for many
years, she can substantially enhance the funds
she will have for retirement in contrast to invest-
ing in a taxable account.

Caveat. In the prior example, although
Sarah will have a greater amount saved in her
401 (k) plan in comparison to a taxable account,
she will have a greater tax liability when she
starts to withdraw from her 401(k) account in
contrast to a taxable account.

EXHIBIT 5. Taxable account—contribution phase
Beug. Beg, Eeg
Can. pre-invest. pre-invest. Aftar-tax post=invest.
yaar valie basis saving vallg
1 & - - $2,545.25 § 254625
2 2,698.08 2.672.88 2,273 75 5,971.84
3 5,327.82 6,243.81 3.637.50 9.865.42
B 10,559.55 10,377.57 3,637.50 14,197.05
5 15,043.36 14,722.55 4. 365.00 19,408.36
L] 20.565.21 20,055,32 4.495.95 25.061.16
i 26,554.TH 25.801.67 4,630,853 31,185.61
g 33,044 .04 31,9859 44 4,769.75 37.813.79
a 40,066.98 J8.648.18 4,912.85 44 979 83
10 47,669.74 45 80933 5,060.23 52.710.97
11 55, BE0D.T2 53,606.28 5.212.04 681,072.76
12 64, 710.T6 61,774.50 5,368.40 70,073.16
13 T4,253.26 70, B51.69 5,529.45 78,7827
14 84,534,534 80, 177.88 0,685,333 a0,229.68
156 95,6803.02 90, 395.62 5 B66.20 101 468.22
16 107.511.37 101,350.06 6,042,118 113,553.55
17 120,314, 72 11308919 6,223.45 126, 53816
18 134,071,884 125,663.96 5.410.15 140,481.99
18 148,845.18 139,128.48 6. 602 .45 1558,447.64
24 164,701.06 163,540.20 6.800.53 171,501.58
Beg.
b Con post-invast Annual D, inf.
yaar basiz increase distrib. distrib.
1 % 2,546.25 17824 3 50.93 :
2 594663 418.03 119 .44 =
3 3 0.881.31 BaT.58 199,31 i
4 14,015.07 883.78 283.94 -
5 19,087.55 1,358,569 388.1T7
& 24 551,27 1,754 28 501,22
s | Ti 30,432.50 2.,182.89 623,71
A 38,7650 1% 2,648.07 THE.28
D 43.561.03 3,148.59 a949 60
10 50.868.57 3.6890.40 1.054.40
1 58,718.92 4.275.00 1,221.46
12 GY.142.90 4905 54 1.401.58
13 TE.181.14 5.584.73 1,.595.65 .
14 B5 873.22 B,316.08 1,804 59 =
16 86,261.81 710285 2,029,358 -
16 107 392 24 7,848.75 2.271.07 -
ET 119,312.64 B,8B57.67 2,530.76
18 132,074,111 9.,833.74 2,809, 64
19 145,730,.94 10,881.33 3,108.95
20 160,340.73 12,005 11 3,430.03
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A distinct advantage of investing in a Roth
IRA in comparison to investing in a regular IRA
is that taxes have already been paid on the Roth
IRA contributions. Although both the regular
and Roth IRAs have the same $3,500 limit,
because Roth [RA contributions are in after tax
dollars, one can effectively contribute a greater
amount to a Roth IRA. This allows one to pro-
tect a greater amount from the additional taxes
that a taxable account faces.

Example. George is in a 35% tax bracket while
investing and will be in the same bracket dur-

ing retirement. He can afford to invest $5,385
of his pre-tax income into retirement savings.
Unfortunately, he is employed by an organization
that does not have a qualified retirement plan,
s0 he must choose among a Roth IRA, a regu-
lar IRA, and a taxable account. If George
decides to invest in a Roth IRA, after paying tax
of $1,885, he can place $3,500 into his JRA. On
the other hand, if he decides to invest in a reg-
ular IRA, he would put $3,500 into the account
(pre-tax) and have $1,885 dollars of pre-tax
income left. After paying tax of $660 on that,

‘ EXHIBIT 5. Taxable account—contribution phase (cont.)

Capital Ending
Con gairr pretax
year diztrify, vaiLe
q $ 101.85 } 2. 724.49
‘ 2 238 .87 5,388.87
3 398 G 10,663.00
| 4 5G7.88 15,190, 84
53 776.33 20,766,056
1 1,002 .45 26,815.44
| i 1,247.42 33,368.60
| a 1,612.55 40} 460.76
a 1,792.18 48, 128.42
| 10 2,1 DEL B0 56,410.37
11 2 442 91 65,347.85
12 280317 T4.084.70
13 3.181.31 BE,367.50
14 3609149 95, 545.76
15 4 05877 108,572.06
16 4.542.14 121,502.30
17 5,061.53 135,395.84
18 5.619.28 150,315.73
189 B,217.81 166,328.07
20 G, 860.06 183,506,700
Wed
nesded
to pay
fafal tax
o, ot distrity. Ending
wear ard wid value
1 3 26,440 5 2698089
2 B1.895 B.327.82
a3 103.45 10.850.55
4 147 .48 15,043 .36
5 201.74 20.,565.21
B 260,66 26,554,708
7 324,56 33,044 .04
B 383,78 40,086.98
B 468,68 47 658.74
10 549.65 &55,860.72
11 f37.09 64,710,786
12 731.44 74,253.26
13 B33.16 B4, 534 34
14 G42.74 05, 603.02
15 1,060.69 107,511,537
18 1.1B7.68 120,314.72
1 1,323.89 134,071.84
18 1,470.55 148,845,158
19 i,827.81 164,701.06
20 1,786.79 181,702.91
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Ending Tafal
pretax fax on
basis digtrity,
5 2.898.03 g 26.35
6,304 .94 G1.81
10,470.23 103.14
14 866,89 146 .04
20,252,058 200.88
26,054,894 254,34
32.303.63 d22.FF
39,028.02 381,37
46,259.82 465, 54
54,032 76 545,65
62,382.69 §32.10
71,347 .65 7250302
BO,3BB.11 B25.75
51,.287.00 B33.88
102,340,068 1,050.21
114, 205.45 1,175.28
126,904.93 1,300.67
140,603.03 1,453,899
155,057.80 1,608 88
170,630.82 1,775.04
Ending
basis
§ °2BT2ER '
B,243.81
10,377.57
14,722 .55
20.055.32
25.801.67
31,989 44
35.648.18
45,800,323
53,506.28
61,774,650
70,657,659
BOTT.88
80,385.62
101,350.06
113,088.18
125,663.96
139,126.48
153,540,200
168 96010 |
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he would be left with $1,225 that he could put
into only a taxable account. Assuming that all
accounts are invested in the same asset, the
$3,500 in a Roth IRA is more valuable than the
$3,500 in a regular IRA and $1,225 in a taxable
account because no further taxes will be owed
on the Roth IRA. For example, if all accounts
grow by a factor of ten, George can withdraw
and spend $35,000 from the Roth IRA. The reg-
ular IRA grows to $35,000, and after paying tax
of $12,250, George can spend $22,750. The tax-
able account will grow to $12,250, and after pay-
ing tax on long-term capital gains of $1,654 (15%
multiplied by the gain of $11,025), he can spend
$10,596. The investment in the Roth IRA
allowed $35,000 to be spent. The investment in
the regular IRA and taxable account only
allowed $33,346 to be spent.

Employer match

Section 401(k) plans permit an employer to
make a contribution to the plan on behalf of
an employee. This is often referred to as an
“employer match.” The amount will vary from
employer to employer, depending on the finan-
cial resources of the employer and its philos-
ophy toward employee benefits. This
“free-money” can add up over the years to a
sizeable employee 401(k) plan contribution.
This feature should be a major consideration
in selecting an account for retirement saving.

When the authors put a 50% match by the
employer into the model, the average withdrawal
after-taxes by the individual was dramatically
increased to $31,167, which was much greater
than the other investment vehicles as indicated
in the table below:

Average withdrawal after taxes

Bage case
Rath IRA 520,786
401 (k) plan 20,786
Regular [RA 20,786
Taxable accoum 15,311

Employer match
Roth IRA 520,786
4014k} plan 11,167
Begular IR A 20,786
Taxable account 16,311

Tax-deferred and tax-free growth

During the contribution phase, a significant
advantage of investing in tax-deductible retire-

RETIREMENT TAX PLANNING

PLANNING TIP

During an economic slowdown, many companies have either
reduced the employer match or eliminated it to reduce costs to
offset the pressure to their bottom line. Many of these compa-
nies could reinstate or increase the employer match when their
businesses improve. Accordingly, when planning to use this sav-
ings vehicle, caution on assumptions made in regard to the
employer match should be exercised.

ment plans is that the income and appreciation
in these accounts are deferred until there are
distributions from them. Postponing the pay-
ment of taxes will allow investments in such
accounts to grow faster than investments
made in taxable accounts. However, in order
to measure the tax-efficiency of the various
types of accounts, it is important to focus on
the amount of withdrawals an individual will
receive on an after-tax basis while in retirement.

The after-tax withdrawals from the tax-
deductible retirement plans are the same as the
after-tax withdrawals from the Roth IRA in the
base case. This shows that it does not matter
whether (1) contributions are made on an after-
tax basis to a Roth IRA and allowed to grow on
a tax-free basis; or (2) contributions are made
to a tax-deductible retirement plan, but the with-
drawals are included in gross income. This is
true as long as the income tax rates during the
withdrawal phase are the same as the income
tax rates during the contribution phase.

Roth IRAs grow tax-free. For individuals who
will be in a high income tax bracket during their
retirement, these accounts are more tax-effi-
cient than tax-deductible retirement plans. In
addition, because a Roth IRA is not subject to
minimum distribution rules, a Roth IRA is more
effective at building a legacy for an individual’s
heirs than is a tax-deductible retirement plan.

Due to unique circumstances, mutual fund
investments in taxable accounts may tem-
porarily have results similar to a Roth IRA.
Because of the prolonged “bear market” in
stocks in 2000-2002, many mutual funds have
capital loss carry-forwards that will be netted
with future capital gains as they are realized.
For those funds, there will be significant tax-
efficiency because their future capital gains will
not be passed-through to their shareholders for
many years. The carry forwards make invest-
ing in taxable accounts more attractive because
investors can achieve the “best of both worlds”:
a high degree of tax-efficiency, and greater flex-
ibility than can be achieved in a tax-deductible
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retirement plan. Accordingly, individuals who
want to create a retirement fund might recon-
sider investing in mutual funds in their taxable
accounts because growth in many mutual
funds will not be taxed for many years, or until
investors decide they want to liquidate some
or all of their mutual funds.

Required distributions

Individuals who invest in tax-deductible retire-
ment plans are required to receive distributions
no later than April 1 of the year following the
year they become age 70'/2."* Many well-

EXHIBIT 6. Taxable account—withdrawal phase

Hag. Beg
Wd ora-wid, pre-wid,
yesar il Brasis
| F181,709.91 $168,960.10
2 182.898.07 1649,185.12
3 183,5082.63 169,012.47
4 183,699.68 168,3587.22
5 183,178.55 167, 16544
[ 181,946.22 166,383,851
iy 179.918.92 18292921
a 177.001.58 159,728.25
k| 173,102,320 185,696, 74
10 188,112,340 150,743.340
i 161,916.20 144.768.55
12 154 ,388.34 137 664, 60
13 145,392 47 128,314 .78
14 134 780,684 119,592, 05
15 122,3843.50 108,358.10
16 108,056,291 95,467.15
17 41,683.37 B0, 78510
18 T2 763.73 G4,048.65
19 51,396.23 45,159.28
20 27.225.25 23,883.15
Beg. Beg,
W posf-wid posf-wdd
vear valua basis
1 F172 624 41 F160.512.10
2 173,271,85 1E0,290,11
] 173,383.59 159,622, B
4 172 B93.B3 158 ,453.86
| & 171, 730,83 166,721.35
& 168, 871647 154, 3508.22
T 167, 06571 167,207 .41
a 163, 386.07 147,441 .46
g 158,67 7.02 142 72203
10 152 829 36 137.039.37
11 145.724.58 130,2491.69
12 137.234.07 122.368.61
13 127.218.41 113,1560.43
14 115.,526.47 102,507 .47
15 101,084 .58 90,2949.25
16 BE 445,52 T6.373.72
17 68,687.53 G0,566.33
18 48,613.16 42, 683.10
i8 25.6488.11 22,570.64
20 - .
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heeled individuals will not need the funds in
their tax-deductible retirement account at
the time they receive the required minimum
distributions. Instead, they might postpone dis-
tributions until they are in their 80s or 90s. Such
people will find investing in these accounts less
attractive than investing in Roth IRAs or tax-
able accounts because tax is due when the
required distributions are received. Because
investments in Roth IRAs and taxable accounts
have no required distributions, asset growth
in them can compound tax-free until the
account owners choose to take a distribution
or the assets are left to the next generation.

Pre-tax Affar-tax
w/'d w'd
% 9,085.50 % 8,0875.53
4,626.21 9,501.81
10,199.03 10,068.40
10,B05.85 10,650.18
11,448.72 11,276.11
1212975 11,939.28
12.851.21 12,641,890
13,615.51 13, 386,30
1442518 14.174.98
15,282 94 15,010.56
ig,191.62 15,895,682
17,154.26 16,833,772
18.174.06 17,827 .38
19,254 41 18 88012
20,388.92 169,58085,43 |
21.611.38 21,177.03 '
22.805.84 22 42B.87
24,256.58 23,755.12
25 698.11 25, 160.18
2722525 26.648.74
Arnrual i
increase distrib,
$12,083.71 $3,452.45
12,129.03 3.465.44
12,136.85 3,487.87
12,102.57 3,457.88
12,021.16 3,434 62
11,BB7.15 3,396.33
11, B84.60 3.341.31
11, 437.03 3.267.72
11.107.39 3.173.54
10698086 3,056.50
10,200.72 2,914 459
9,606,349 2,744.6R
8,905,249 254437
£,086.85 2.310:53
T, 139,62 2.039.85
6,061.19 1,728.81
4 BOB.13 1,473.75
3,306,592 ay0.26
513.96

1, 7OB.87
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Although income earned from taxable accounts
must be reported in the year earned, individ-
uals can time the sale of these investments and

in that manner control the timing of capital
gains and losses.

Income tax on distribution

Part of the tax benefit of investing in a tax-
deductible retirement plan is that the plan par-
ticipant will be in a lower income tax bracket
when distributions are received than when the
contributions were made. An individual
expected to be in a higher income tax bracket

in retirement would be better off investing in
a Roth IRA. Not onlyis there no income rec-
ognized on withdrawals from a Roth 1RA, but
also there is no required distribution. Indi-
viduals who, in the early part of their retire-
ment years, will not need the money invested
in their Roth IRA can let it grow tax-free for
later in life, or can bequeath it to their heirs
without having to withdraw a certain mini-
mum amount.

Baby boomers who have a high cost of liv-
ing, may very well have to take part-time or
even full-time jobs in retirement to “make ends
meet.” When income from these jobs are

Ending Ending
pretay pretay

vilua baszig
$184,708.12 F170.869.56
185,400,588 170,686 42
185,520, 44 17002591
184.996.39 168, 827.449
183,751.99 167, 025.20
181,703.62 164, 547.21
178,760.31 1681,315.35
17482310 157,244 .62
| G5, a4 41 152,242 65
163,5827.42 146,2008,1.3
155,926,530 188.035.17
146,840,465 130,602,665
138,123.70 120,783.54
123,613.32 108,430,068
109,134.20 96,418,03
92 496,71 £1,580.45
73,495.66 64,687.58
561,908.08 45,608,685
27.496.98 £4,121.53
Ending Engding

valug hasis
182 B28.07 $160,185.12
183,582 63 169,012.47
183,605,659 168, 357,22
183,178.65 167,169, 44
181,848.22 165,383 81
178:916,92 162,820. 21

177,001.58 159, 728,25
173,102,.20 155,606,768
168,112.30 150,743,30
161,916.20 144, 768.55
154,388.33 137,664 .60
145,392 .47 120.314.78
134,780,858 119,592.05
122,393,580 108.359.10
108, 056,91 95 467.15
21,583.37 BO, 755,10
T2,769.73 64,048 65
51,306.23 45,1609.28
a7 . 2en.2a 23,.883.18

EXHIBIT 6. Taxable account—withdrawal phase (cont.)
Capital
Wid i qain
yaar disirit, diztrib,
1 . $5,904.98
2 G,930.87
3 5.8935.34
< - 6.915.7h
5 . 5,.860.23
G - §.792.66
7 - B GE2.63
H = B 53544
a - B,347.08
10 - 6,113.17
11 - 5, B28.98
12 - 5§,480.36
13 . o, 0B, 74
14 : £ B21.06
15 - 4,079.78
16 - 345782
17 - 2,747 .50
18 - 1,840.53
14 - 1.02%.52
20 . .
Wrd needed
Tatal far pay total
Wi tax an fax an distrib,
YEar cistrity and w'd
1 $1,.786.66 F1.810.06
2 1.793.36 1.818.26
a 1,794 .52 1.820.75
4 1,789.45 1.816.84
5 1,777.41 1,805.77
& 1,787.60 1,78E.70
7 1, 720813 1,758.74
] 1,681.05 1,720.88
g 1,642,321 1.672.11
10 1,581.78 1,811.22
11 1,508.25 1,536,867
12 1.420.37 1,447,809
13 1.316.71 1,342.81
14 1,185.70 1,219.83
15 1.055.64 1.077.30
16 Aa4,71 913.34
17 710,892 725,02
18 502.11 S12.85
14 26508 271748
20 = ‘
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PLANNING TIP

Even though investments in taxable accounts are subject to
income tax (which was reduced by JGTRRA), these investments
need not be liquidated. Even though funds in a taxable account
cannot be invested as tax-efficiently as funds in tax-deductible
retirement plans, they can be transferred from generation to gen-
eration without any required distribution to the owner of the
investment. In addition, investments in taxable accounts are
subject to the rules for a “step-up” in basis under Section 1014,
which will diminish some or all of the gains when heirs liqui-
date their inheritances.

added to income received as distributions from
a tax-deductible retirement plan, they could
be in a higher income tax bracket than they
were during their prime working years.
Accordingly, for people who suspect that they
will continue working beyond the normal
retirement age, investing in a Roth IRA is more
tax efficient.

One of the most difficult and frustrating
aspects of financial planning is the constant
change in tax rates. It is almost impossible to
put together a plan that will be appropriate for
more than two or three years because income
tax rules and rates have been in a constant flux.
Accordingly, it is imperative that financial plans
be flexible, and reviewed periodically to assure
that they still make sense given the current tax
rates at that particular point in time.

To illustrate how income tax rates in the
year of distribution can affect an individual,
the model’s base case assumed that post-retire-
ment employment income was 50% of the
amount immediately before retirement. In
addition, other retirement income (i.e., from
sources other than wages) was assumed to be
50% of pre-retirement employment income.
Thus, the model, in the base case, has post-
retirement employment income and retire-
ment income equal to pre-retirement
employment income (with an assumed growth
rate of 3%). In contrast, if the individual does
not work during retirement, the relative
changes in the average withdrawals after
taxes among the various investment vehicles
are shown below:

Average withdrawal after taxes

Base case
Both TRLA 20,786
401(k) plan 20,786
Regular TRA 20,786
Faxable account 16,311
278 PRACTICALTAX STRATEGIES MAY 2004

Mo post-retirement income

Both IR A §20, 786
101 (k) plan 23,742
Regular IRA 23,742

Taxable account 17,693

According to the results, if an individual
is not working during his or her retirement,
he or she will be in a lesser income tax
bracket, resulting in a greater relative average
withdrawal after taxes for tax-deductible
retirement plans. As a consequence, the aver-
age withdrawal for the Roth IRA stays the same,
while the other investment vehicles become
relatively greater.

In contrast, if an individual continues to work
full-time during “retirement,” and, therefore,
is in a higher income tax bracket during his or
her retirement years, the results are much dif-
ferent. If the model input is changed so that an
individual is in a higher tax bracket during
retirement, using a Roth IRA is more effective.
For instance, suppose the individual retires with
a 50% pension and then obtains other employ-
ment that pays the same amount as his or her
prior job. In that situation, the Roth IRA is more
beneficial relative to the other investment
vehicles. This can be seen in the results below:

Average w ithdrawal after taxes

Basc case
Roth IRA 520,786
404 (k) plan 20,780
|{-:'!:II|:’|I' IRA 10,786
Taxable account 16,311

Post-retirement incoms
Roth TRA 320,786
401(k) plan 19,749
Regular THA 19,749
Taxable account 16,232

If an individual plans to continue working
beyond the normal retirement age, investing
in a Roth IRA will produce greater amounts after
taxes that can be withdrawn during retirement.

Social Security benefits

The type of investment vehicles chosen by indi-
viduals may have a profound impact on the
income taxation of their Social Security ben-
efits. The income tax characteristics of the var-
ious investment vehicles that individuals own
can influence the extent to which Social Secu-
rity benefits have to be included in gross
income. Generally, the amount of Social Secu-
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EXHIBIT 7. Input parameters

Base Case

NLm. fnput perameter name Walua
1 Contribution years 20,00
o) Withdrawal years 20,00
i Beginning balance -

4 Contribution amount ¥r 1S3, 500.00

5 Gontribution amount ¥r 2 54,500 00 {
B Contribution amount ¥Yr3d 55 000.00

T Contribution amount ¥r 4 55 000.00

A Contribution amount ¥r 5 56,000 00

a FAate of return ¥.00%

10 Dhividend distribution 2. 00%

11 Interesi distribution 0. 008

12 Capital gain distribution 4. 00%

i3 Employment income (EI} $100,000,00

14 Dividends and capital gain income (not from subject account) {DivCGE) $100.00

16 temized deductions [ather than state tax on subject account) and parsanal

axemption as a parcent of El, DivGG, and retirament incame 10.00%

16 Growth rate of Incomes 3.00%

17 Growth rate of tax amounts (including allowad contribution to IRAS after 2008) 3.00%

18 Retiramant Incemea as parcent of pre-retiremeant El 50.00%

19 Fost-retirement El as parcent of pre-retirement El 50.00%

20 Social Security benefit during retirement as parcent of pre-retirement El 0.00%

21 Amaount of relirement income that state taxes 100.00%

22 Parcant of account's interest distributicn faxable at state level 100,00%

23 Employer contribution to 401 (kW403(k) per dollar of employes confributicn 2

24 Dividand lrealed the same as capital gain (1 s Yes, 0 |5 Mo) 1

25 Tax brackets

State Fad. v,

Cutoff Fed, aml. Fed. % amt, Slate % & C.G.%
- . 10%: - 1% 5%
514 .300.00 51,430,00 15% 5143.00 2% %
58.100.00 A, (M}, D0 28% 1,0189.00 3% 15%
117, 250.00 22 .787.50 28% 2, 783.50 4% 15%
17B, 650,00 38, 879,50 33% 5,249 50 B 15%
J318,100.00 86,328.00 359 12,272.040 B% 15%

rity benefits required to be included in gross
income is the lesser of one-half of the annual
benefits received or one-half of the excess of
“provisional income” over a base amount." For
individuals who are filing a single return, the
base amount is $25,000. For those who are fil-
ing a joint return, the base amount is $32,000.°

Individuals, who have provisional incomes
in excess of $34,000 on a single return, or
$44,000 on a joint return, may have to include
up to 85% of their Social Security benefits in
their gross incomes." Provisional income is gen-
erally equal to adjusted gross income plus all
tax-exempt interest, and one-half of social secu-
rity benefits.™

Because distributions from tax-deductible
retirement plans are included in gross
income, they will increase provisional income.
Hence, these distributions may result in a
greater amount of Social Security benefits
being included in gross income. On the

RETIREMENT TAX PLANNING

other hand, distributions from a Roth IRA
are not included in gross income, and, there-
fore, have no impact on the taxation of
Social Security benefits.

Liquidation of taxable accounts have a
more limited impact on the taxation of Social
Security benefits than distributions from tax-
deductible retirement plans. That is, taxpay-
ers who sell investments in their taxable
accounts will be able to get their adjusted basis
in their investment back tax-free. The larger
the gain, the greater will be the impact on the
taxation of Social Security benefits. How-
ever, individuals can “pick-and choose” which
investments they want to sell from their tax-
able accounts. Doing so provides an opportunity
for individuals to control their provisional
income. Of course, if they own investments that
have “paper losses,” they can sell those secu-
rities and take advantage of the tax benefit from
the capital loss.
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SUMMARY OF RESULTS

The following outline presents the advantages of the various investment vehicles to maximize
average withdrawals, after taxes, while in retirement.

Roth IRA

« When an individual is in a higher tax bracket in year of distribution.

* No required distribution.

+ 100% exclusion for state income tax purposes.
« Minimizes tax burden on Social Security benefits.
« Effectively shelters more income in contrast to a regular IRA

401(k) plan.
« Employer match.

+ When an individual is in a lower tax bracket in year of distribution.

.+ High state income tax rate while contributing to plan; low state income tax rate when receiv-

ing distributions.
403(b) plan and regular IRA

« When an individual is in a lower tax bracket in year of distribution.

. High state income rate while contributing to plan; low state income tax rate when receiv-

ing distributions.
Taxable account
« No required distribution.
+ No contribution limits.

« Minimizes tax burden on Social Security benefits.

+ Use capital loss deduction.

« Step-up in basis of property in the hands of heirs.

The model does not address the impact of
the selection of an investment vehicle on the
taxation of Social Security benefits. Because
the model includes employment income of
$100,000, the hypothetical individual would
have adjusted gross income large enough that
85% of his or her Social Security benefits would
be included in gross income regardless of
investment strategy.

State income taxation

The impact of state income taxes must be con-
sidered in deciding which type of account is
most effective in building a retirement fund.
Although the laws of each state will vary, most
states allow some credit or exemption for the
receipt of retirement income from a tax-
deductible retirement account. For states that
have high tax rates, this is an important fac-
tor to consider. For individuals who plan to
move from a high-tax state to a low-tax state
at retirement, investing in a tax-deductible
retirement plan can be very effective in creating
a retirement fund that results in greater dis-
tributions after-taxes during the “golden years.”

The base case assumed that 100% of
income distributed from a tax-deductible
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retirement plan was included in gross income
at the state level. However, when the authors
changed the model input so that only 50% was
included in gross income, the investment in
a tax-deductible retirement plan resulted in
larger average withdrawals after-taxes in
contrast to an investment in a Roth IRA.
Changing the model input had no effect on
the investment in the taxable account. The
results are shown below:

Average withdrawal after taxes

Base case
Roth TRA £20,78A
401 (k) plan 20,786
Regular TRA 20,786
Taxable account 16,311

50% exclusion from state taxes
Roth IRA $20,786
401(k) plan 21,107
|\I\.I"'!:||!ﬁ|'!|'l..."l. 21,107
[axable aceount 6,311

To take it one step further, investing in a
tax-deductible retirement plan becomes
even more beneficial if the model input is
changed to assume that distributions from
a tax-deductible retirement plan are com-
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pletely excluded from state gross income as
shown below:

Average withdrawal alter laxes

Bhasee case
Roth TRA 520,786
401¢k) plan 20,786
Regular [RA 2L TREG
Taxable account 16,311
100% exclusion from state taxes
Hoth TR A
401k} plan
Regular TRA

Taxable account

The results indicate that individuals who
have sizeable amounts invested in a tax-
deductible retirement plan, and who are con-
sidering moving to a state that is tax-friendly
toward distributions from retirement accounts,
may have a tax incentive to make the move.
This may be a very serious consideration for
these individuals.

Interest income earned on U.S. Treasury
bonds in a taxable account is excluded for state

account. When the interest (along with the prin-
cipal) is subsequently distributed during an
individual’s retirement, it is considered to be
gross income on the state income tax return.
Depending on where the retiree resides, such
a distribution may be subject to a full or par-
tial exemption or credit. Of course, any state
income tax paid on such a distribution can be
deducted on the federal tax return.

Unlike Treasury bonds, if corporate bonds
are placed in a taxable account, the full inter-
est earned is subject to taxation.

The base case in the model assumes that the
investment was a stock mutual fund with an
annual return of 7%, an annual dividend dis-
tribution of 2%, and an annual capital gain dis-
tribution of 4%. If the assumptions in the model
are changed so that the investment is in a cor-
porate bond fund that has an annual distrib-
ution (of interest) of 7%, the results stay the same
for all of the retirement plans. The results for
the taxable account, however, are diminished
quite substantially, as shown below:

“werape withdrawal after taxes
income taxation purposes. Thus, with respect
. . . L. Base case

to state income taxation, In d.etermmmg Rath TR A £20 THE
whether to put Treasury bonds in a taxable 401{k) plan 20,786
account or a tax-deductible retirement plan, Repular [RA 2. 7HA
the financial advisor must weigh the tax char- Faxible account 16,311
acteristics. Investing in Treasury bonds in a tax- | .

. i ) Corporate bond fund
deductible retirement account results in a tax Rorh TR A $30 78

. . s . . . ol i el s oh
d}eduCthI]' for the orlgmal contribution. In addi- 401(k} plan 10786
tion, the interest paid on the bonds grows on Regular IR A M, 7RA
a tax-deferred basis while the bonds are in this Taxable account 13.873

COLLEGE OF VETERINARY MEDICINE

Pets are a part of the family, whether you are dealing with your own “family friend” or a client’s companion animal.

It is perfectly natural and conscientious to plan now for their future. Through the Perpetual Pet Care Program at
Washington State University’s College of Veterinary Medicine, your clients can be assured of continuous,
compassionate care for their beloved pet in the event of their death. WSU’s College of Veterinary medicine serves more
than 15,000 animals each year and is home to the nation’s best-equipped veterinary teaching hospital.

WASHINGTON STATE
@UNIVERSITY

World Class. Face to Face.

Through a will provision, the program arranges to place the animal in a caring and safe environment while providing for the
pet’s medical care and food. Pet owners can also work with the college to suggest names of potential foster owners,
_arrange to keep multiple pets together, or address other individual requests. Contact us today to learn how
5 planning with WSU’s College of Veterinary Medicine will benefit animals now and in the future.

For more information on the Perpetual Pet Care Program or other
giving programs, contact:

Office of Veterinary Development
College of Veterinary Medicine
PO Box 647010

Pullman, WA 99164-7010
509-335-9515

www.vetmed.wsu.edu
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For individuals who want to invest in cor-
porate bonds, putting them in a qualified
retirement plan rather than in a taxable account
generates better results.

If it is assumed that the savings are being
invested in Treasury bonds at the rate of 7%,
there is no change from the base case for the
Roth IRA or the tax-deductible retirement
accounts. Even though there is a decline in
average withdrawals from a taxable account
in contrast to the base case, there is an
increase from the case in which the under-
lying securities are assumed to be corporate
bonds. This is shown below:

Average w ithdrawal after taxes

Base case
Roth TRA 320,786
401(k) plan 20,786
Regular [RA 20,786
Taxable accoum 16,311
Corporate bond fund
Rath TR A $20,786
401 (k) plan 20,784
Regular [RA 20,786

Taxable accoumt 14,357

As can be seen, assuming the same rate ot
return, reducing the federal income tax rate
applicable to qualified dividends is more ben-
eficial for the stock mutual fund alternative than
the state exclusion is for interest earned in the
Treasury bond mutual fund.

Caveat. The long-term return for the invest-
ment in the stock mutual fund, corporate
bond fund, and the Treasury bond fund were
all assumed to be 7%. In reality, of course, the
returns would not be the same. However, it
allowed the authors to focus on the influence
of the tax rates on the various types of invest-
ment vehicles. Although the last century of his-
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tory indicates that the total return on stocks has
been greater than for bonds, in several shorter
periods the opposite has been true. For instance,
during the years 2000-2002, the total return on
bonds far exceeded the total return on stocks.

Conclusion

After JGTRRA, investors need to rethink var-
ious strategies to create a retirement fund to
maintain their lifestyle while in retirement. The
model developed by the authors can help to
quantify the many variables that must be
taken into account in determining the most
effective way to create a retirement fund. The
model’s focus is on the average withdrawal that
can be made on an after-tax basis. Apart from
quantifiable variables, however, several
unknown factors affect investment planning.
These include future tax law changes, intro-
ductions of new financial products, and an indi-
vidual’s ability to save money in the future. =

NOTES
' Section 1(i)(2).

2 Section 1(h)(1)(B).
8 Section 1(h)(1)(C).

Section 1(h)(11}{B)(i}). For a discussion of the taxation of
dividends, see Yang and Chang, “Not All Dividends Qual-
ify for the Reduced Tax Rate,” 72 PTS 171 (March 2004).

Section 1(h){11)(B)(iii)(I}, as modified by IR-2004-22, 2/19/04.
Section 1(h}{11)(B)(ii)(I1).
Section 1{h)(11)(D)(i}.
Section 1(h)(11)(B)ii)(1).
Section T(h)(11)(B}ii)(Il}.
0section 1(H)(11) (B,
" Section 1(h)(11)(D)iii).
25ection 1222(11).
BSection 404(a).

" Reg. 1.401(a)(9)-2.

S 5ection 86(a)(1).

8 Section 86(c)(1).

7 Sections 86(a)(2) and (c)(2).
®Section 86(b).
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