


E ALL KNOW THAT SAVING MONEY IS ESSENTIAL TO A
sound financial plan. But alas, when it comes to sav-

ing, as with so many other endeavors, knowing the right
thing to do is often a lot easier than actually doing it.                         

And so it is with many individuals and families in the
United States.

Most estimates put the personal savings rate in the
United States at no more than 1 percent of income, a level

that dismays most economists. That trend is occurring at a time when
many people are facing the double demands on their financial resources of
sending children to college while trying to save up for their retirements.

For most people, accomplishing just one of those tasks is daunting, es-
pecially in light of the debt loads that many families carry. Accomplishing
both goals is a truly monumental challenge. Families need all the help
they can get.

The federal tax system might seem to be an unlikely source of relief.
But the tax laws actually encourage savings through a number of measures
that make it possible for individuals to defer taxes on some savings income,
receive credits for using certain savings vehicles and, in a few cases, avoid
taxes altogether on income earned through savings.

Reprinted with permission ABA JOURNAL, November 2005

ABA CONNECTION

Samuel L. Braunstein, a member of Braunstein & Todisco in Fairfield, Conn., is a
member of the council for the ABA Section of Taxation. Carol F. Burger, a member
of Troutman Sanders in New York City, is a vice chair of the Professional Services
Committee in the Taxation Section.

S A V I N G S  T I M E

Tax Laws Contain

Incentives to Put

Money Away

for Retirement

and College,

but Some May

Disappear

After 2010

S A M U E L  L .  B R A U N S T E I N
A N D  C A R O L  F .  B U R G E R

il
l

u
st

r
at

io
n

s by h
ar

r
y c

am
pbel

l

W

Taxpayer



But some of the current savings incentives—the ones
introduced by the Economic Growth and Tax Relief
Reconciliation Act of 2001—may not be around that long.
The act is scheduled to sunset in 2011, at which time fed -
eral tax law will revert back to what it was before 2001,
unless Congress decides to make at least some of the
law’s provisions permanent. Until the status of the 2001
law is resolved, tax lawyers
and their clients will face
some difficult long-term
tax planning issues.

FAVORABLE TAX LAWS IN
recent years have helped
spur the growth of savings
plans in which individuals,
rather than employers,
make the bulk of the con-
tributions. These arrange-
ments often coexist with
traditional employer-fund-
ed vehicles, such as pen-
sion and profit-sharing
plans, but in some cases
they’re the only retire-
ment plans available to
workers.

Individual retirement ac-
counts have been opened
by millions of people in
the United States, subject to certain eligibility require-
ments and limits on annual contributions. Subject to cer-
tain limitations, an individual may deduct at least some
of his or her IRA contributions every year, and the earn-
ings in the account are not taxed as they accumulate. 

For tax years 2005 through 2007, an individual with
earned income who has not reached the age of 701⁄2 by the
end of a tax year may contribute up to $4,000 per year to
an IRA. An individual who is at least 50 also may make
catch-up contributions of up to $1,000. If the individual
participates in an employer-sponsored retirement plan,
however, deductions for IRA contributions may be limit-
ed, depending on the type of retirement plan.

IRA withdrawals are taxed as ordinary income for the
year in which they are made. Beyond that, rules governing
withdrawals are linked to the age of the account owner.

Generally, if a taxpayer withdraws money from an IRA
before reaching the age of 591⁄2, he or she must pay tax on
the amount withdrawn as ordinary income plus a penalty
tax of 10 percent of the amount withdrawn.

For taxpayers between the ages of 591⁄2 and 701⁄2,
amounts withdrawn are subject to taxes only as ordinary
income. As a financial planning matter, most people try to
refrain from making IRA withdrawals in order to maxi-
mize the tax-deferred growth of their accounts.

But upon turning 701⁄2, taxpayers must begin making
withdrawals from their IRAs. At this point, effective plan-
ning usually involves determining the minimum amount
that must be withdrawn in order to maintain as much

flexibility as possible.
Roth IRAs are an invention of the Taxpayer Relief Act

of 1997. Roth IRAs differ significantly from other indi-
vidual retirement accounts in that contributions to a Roth
account are not deductible for income tax purposes. At
the same time, qualified distributions from a Roth IRA
are neither taxable as ordinary income nor subject to the

10 percent penalty tax
for early withdrawals.

Unlike regular IRAs,
there are no minimum
distribution require-
ments for Roth IRAs.
Accordingly, they pro-
vide another vehicle for
passing savings to the
next generation and pro-
vide another source of
nontaxable income to
taxpayers during their
lifetimes.

The Internal Revenue
Code permits taxpayers
to convert an existing
standard IRA to a Roth
IRA. But the amount in
the IRA being convert-
ed must be included as
ordinary income for the
year in which it is con-
verted.

Roth IRAs are un-
available to many tax-

payers due to income restrictions. The amount that may
be contributed is phased out as the taxpayer’s modified
adjusted gross income increases. The amount is phased
out ratably between $95,000 and $110,000 for single tax-
payers; between $150,000 and $160,000 for married cou-
ples filing joint returns; and up to $10,000 for married
people filing separate returns.

Keogh plans (also referred to as HR 10 plans) give self-
employed individuals the capability to create a retire-
ment savings vehicle similar to corporate retirement
plans available to many employees. Contributions to
Keogh plans are deductible from income taxes. While
Keogh plans exist primarily for the benefit of self-em-
ployed individuals, they also may include employees of
people who create them.

Early on, Keogh plans were subject to many special
rules, but most were eliminated by the Tax Equity and
Fiscal Responsibility Act of 1982. Now, Keogh plans gen-
erally provide the same benefits and have the same re-
quirements as other qualified plans (in other words, those
that allow deductions for employer contributions and
don’t tax contributions until they are distributed).

401(k) plans (referring to the IRC section that governs
them) are the most common example of a qualified cash
or deferred arrangement, which allows employees to de-
fer portions of their salaries as current compensation and
instead elect to have them paid to a savings plan spon-
sored by the employer. The deferred amounts are not in-
cluded in an employee’s gross income. The amounts that
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build up in each employee’s account (including earnings
on contributions) are not taxable until distributed to the
employee. An employer also may contribute to the plan,
and those amounts also are not included in the employ-
ee’s gross income.

403(b) plans allow public schools and tax-exempt organ-
izations under IRC § 501(c)(3) to purchase annuity con-
tracts or contribute to custodial accounts for their
employees.

In effect, 403(b) plans are similar to 401(k) plans. Em -
ployee contributions to 403(b) plans may consist of salary
reductions (elective deferrals) and/or after-tax contribu-
tions. Employers also may contribute to these plans. And,
as with 401(k) plans, those contributions are excluded
from the employee’s gross income (to the extent they do
not exceed defined limits). Distri bu tions are taxable for
the year in which they are received by the employee.

457 plans allow state and local government bodies and
tax-exempt organizations to adopt nonqualified deferred
compensation plans under which some contributions to
an employee’s account may be deferred as income for tax
purposes until distributed. Unlike other types of deferral
plans, however, 457 plans are subject to strict statutory
limits on the amount a participant can defer each year.

Roth 401(k) and 403(b) plans will be introduced in 2006
under provisions in the Economic Growth and Tax Relief
Reconciliation Act allowing employers to offer more op-
tions in their 401(k) and 403(b) plans.

As they are now formulated, standard IRAs, 401(k)
plans and 403(b) plans are effective savings vehicles for
employees who expect to drop into lower tax brackets
when they retire. But some retirees move into higher tax
brackets or remain where they are, particularly when they
face the loss of significant itemized deductions. In such
instances, the Roth approach may be a favorable alterna-
tive to the standard plans.

Under this approach, 401(k) plans that are amended
appropriately may allow employees to designate portions
of their elective contributions as Roth contributions.
Roth contributions will be taxable to the employee at the
time they are made. This will be offset, however, by two
other factors: First, there are no income limitations on who
can participate in a Roth plan; and second, as with Roth
IRAs, any qualified distributions from designated Roth
contributions (including earnings) will
not be subject to federal income taxes.

The Roth option also will be available
starting next year to employees under
amended 403(b) plans.

All is not “pure gold,” however, with
the new Roth-type plans. Employer
matching contributions and plan forfei-
ture allocations will not be allowed—
only an employee’s after-tax con tribu  tions
and earnings on them may be in the
Roth account. Moreover, employers will
have to consider the costs of additional
accounting requirements for the Roth
plans before adopting them.

And, as with many other provisions of
the 2001 act, the Roth-type plans are
scheduled to sunset at the end of 2010

unless extended by Congress. 
Meanwhile, there is a proposal in Congress to reduce

the complexities of retirement savings plans by essential-
ly replacing them with a single type of individual savings
account—the employer retirement savings account,
which would be similar to a Roth IRA.

JUST AS IT ENCOURAGES SAVINGS FOR RETIREMENT, THE
Internal Revenue Code offers various incentives to put
money away to pay college costs. It’s a good thing, too,
since estimates put the increase in college costs since
1975 at more than 700 percent.

Qualified tuition plans are commonly known as 529 plans
for the IRC section that governs them. These programs
are maintained at the state level to allow taxpayers to
purchase tuition credits on their federal taxes for a des -
ignated beneficiary (a 529 prepaid tuition plan) or con-
tribute to an account used to pay the qualified higher
education expenses of a designated beneficiary (a 529
savings account).

For purposes of 529 plans, qualified higher education
expenses include tuition, fees, books, supplies and
equipment, expenses for special needs and, if the stu-
dent is enrolled at least half-time, room and board. While
some education incentive programs restrict eligibility
based on income, taxpayers at all income levels may par-
ticipate in 529 plans.

Before 2002, distributions from qualified tuition pro-
grams constituted taxable income to the beneficiary, ex-
cept for distribution amounts offset by credits under
other programs (see below).

But under the 2001 act, distributions made in 2002 and
later years to pay for qualified higher education expenses
are excludable from the beneficiary’s income. This exclu-
sion provides an incentive to “pre-fund” contributions to
a 529 plan to the extent allowable and accelerate tax-free
growth of the account. Contributions to a 529 plan are con-
sidered gifts that qualify for the annual gift tax exclusion
($11,000 per donee for single taxpayers making gifts and
$22,000 per donee for spouses filing jointly).

An especially favorable rule allows a donor to treat con-
tributions made during one year that exceed those maxi-

mums as having been made ratably
over a five-year period beginning in
the year they were actually made.
Accordingly, a do nor may contribute
as much as $55,000 for each named
beneficiary ($110,000 for married
donors) in a given year and treat the
contributions as being made ratably
over five years.

The fact that qualifying distribu-
tions from 529 plans are tax-free is ob-
viously an important consideration
when evaluating whether to use them.
Unfortunately, the possibility that this
benefit will disappear if the 2001 act
sunsets in 2010 makes planning some-
what difficult. In many cases, parents
or grandparents now are making con-
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tributions for children who
would not use the funds
until after 2010. If the act
does sunset, distributions
made after 2010 will be tax-
able.

Amounts withdrawn from
a 529 plan that are not used
for qualified higher educa-
tion expenses are includ-
able in the gross income of
the beneficiary or other dis-
tributee and subject to a 10
percent penalty tax.

A change in designated
beneficiaries is not treated
as a withdrawal from the
plan if the new beneficiary
is a family member (broad-
ly defined) of the prior
beneficiary. But if the new
beneficiary is assigned by
tax rules to a younger gen-
eration than the prior ben -
eficiary, then the prior
bene ficiary will be con -
sidered to have made a gift to the new beneficiary. (If the
beneficiaries are at least two generations apart, the gener-
ation-skipping transfer tax might also apply.)

ONE DOWNSIDE TO 529 PLANS IS THAT THE PERSON ESTAB-
lishing an account may not direct how the funds are in-
vested; those decisions are made by the manager of the
overall program fund, usually an investment institution
selected by the state. The individual donor may, howev-
er, be able to select among different investment strate-
gies when opening the account.

There is no requirement that an individual contribute
to the program maintained by the state in which he or
she resides, though some states provide an incentive to
do so, such as a state income tax deduction. It is generally
advisable to compare the plans offered by different states
before deciding which one to use, both as to the precise
terms of the plan and the investment performance of the
money managers used.

Coverdell education savings accounts (formerly known as
education IRAs) are more limited than qualified tuition
plans (see IRC § 530). The maximum annual contribu-
tion to a Coverdell ESA is $2,000 per beneficiary for tax-
payers below a certain income threshold. The allowed
contribution amount begins to phase out for individual
taxpayers with modified adjusted gross income of $95,000
($190,000 for married couples filing joint returns) and dis-
appears when modified adjusted gross income reaches
$110,000 ($220,000 on a joint return).

A Coverdell ESA may be established for a beneficiary
for whom a qualified tuition plan also has been estab-
lished, but no contributions may be made to a Coverdell
ESA once the beneficiary reaches age 18 (except in the
case of a beneficiary with special needs). As with 529

Alternatives to weigh

plans, contributions are
eligible for the gift tax
exclusion.

The tax treatment of
distributions from Cover -
dell ESAs also is similar
to 529 plans, but the
same expense may not be
claimed under both plans.
Distributions from Cover -
dell ESAs are tax-free if
used for qualified higher
education expenses, but
are taxable to the distrib-
utee and generally subject
to a 10 percent penalty if
withdrawn for any noned-
ucational expense.

Funds may be trans-
ferred from a Coverdell
ESA to a 529 plan for the
same beneficiary, making
it possible to consolidate
accounts.

Unlike 529 plans, Cover -
dell ESAs may be used for

qual ified elementary and secondary education expenses
—again, at least through 2010, subject to the fate of the
2001 act. Another difference is that the contributor to a
Coverdell ESA may direct how the funds are invested.

Except in the case of special needs beneficiaries,
amounts remaining in a Coverdell ESA will be deemed
distributed 30 days after the designated beneficiary reach-
es age 30 or dies unless rolled into an account for another
beneficiary from the same family who is younger than 30.

The education expense exception to the IRA early with-
drawal penalty is not actually a savings vehicle, but it does
give IRA owners some flexibility in making withdrawals.

As noted above, distributions from IRAs are includable
in income. But the 10 percent penalty tax for distribu-
tions before the owner has reached 591⁄2 is waived under
IRC § 72 for qualified higher education expenses. For
this purpose, qualified higher education expenses in-
clude tuition, fees, books, supplies and equipment; room
and board also may qualify, to a limited extent, for stu-
dents carrying at least a half-time workload. The expens-
es must be incurred for the education of the taxpayer, the
taxpayer’s spouse, or any child or grandchild of the tax-
payer or spouse.

Exclusion of income from U.S. savings bonds also is possi-
ble in a limited number of circumstances if the income is
used for higher education expenses incurred by the tax-
payer, a spouse or dependent during the year in which
the bonds were redeemed. Under IRC § 135, the exclu-
sion is only available for bonds issued after Dec. 31, 1989,
to individuals age 24 or older who own the bonds individ-
ually or jointly with a spouse. Accordingly, the exclusion
is not available for bonds purchased by a parent in the
child’s name.

For purposes of this exclusion, contributions to a quali-
fied tuition plan or Coverdell ESA for the taxpayer, spouse
or dependent are considered qualified higher education



expenses. In that case, a taxpayer may redeem bonds in
ad  vance of the year in which payments are made to an
educational institution. But education expenses taken
into account for purposes of a qualified tuition plan or
Cover dell ESA may not also be counted as qualified ed-
ucation expenses for purposes of excluding income from
savings bonds.

The exclusion of income from savings bonds phases out
at inflation-adjusted income levels. For 2005, the phase-
out begins at modified adjusted gross income of more than
$61,200 ($91,850 for joint returns), and the exclusion is
completely phased out when modified adjusted gross in-
come reaches $76,200 ($121,850 for joint returns). Mar -
ried people filing separate returns for the year may not
claim the exclusion regardless of income level.

ALTHOUGH NOT TECHNICALLY SAVINGS VEHICLES, SEVERAL
credits and deductions for education costs bolster the sav-
ings incentives in the federal tax laws.

The Hope Scholarship credit is a nonrefundable credit
equal to 100 percent of the first $1,000 of qualified tu-
ition and related expenses paid by the taxpayer in a par-
ticular year for an eligible student carrying at least half a
normal full-time workload in a degree program, plus 50
percent of the next $1,000 of eligible expenses, up to a
maximum total credit of $1,500. (These limits apply for
2005; the dol lar limits are indexed for inflation.) The
cred   it may only be applied to the first two years of each
student’s post-secondary education.

The lifetime learning credit is a nonrefundable credit equal

to 20 percent of qualified tuition and related expenses
paid by a taxpayer during the year up to a maximum of
$10,000. This credit is available even if the student is not
enrolled on at least a half-time basis, and may be claimed
for more than two years.

A taxpayer cannot claim both credits with respect to the
same student in the same tax year. Both credits phase out
for taxpayers with modified adjusted gross income of at
least $43,000 for 2005 ($87,000 on a joint return) and are
fully phased out when modified adjusted gross income
reaches $53,000 ($107,000 on a joint return). Nei ther cred-
it is available for married taxpayers filing separate returns.

(2005 is the last year in which a deduction will be al-
lowed under IRC § 222 for certain higher education ex-
penses incurred during the year, ranging up to $4,000
depending on the taxpayer’s income and filing status.
This deduction may not be claimed in conjunction with
either a Hope Scholarship or lifetime learning credit with
respect to the same student.)

Scholarship grants received by a college-level degree can-
didate are excludable from income under IRC §117 to the
extent the student establishes that they were used to pay
qualified tuition and expenses. Qualified tuition reduc-
tions offered to employees of educational institutions and
their families also are excludable from income.

Interest on education loans may be deducted in an amount
up to $2,500, depending on income and filing status.

There is no time like the present to incorporate savings
incentives from the tax laws into personal financial plans.
But it’s important to keep in mind that in some cases the
clock is counting down to their possible disappearance
after 2010. ■
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