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Roth individual retirement accounts
(IRAs) are unencumbered by many
of the rules that apply to traditional

IRAs and effectively allow the sheltering
of greater dollar amounts than tradition-
al IRAs. These factors make Roth IRAs
worthy of careful consideration. 

According to Dennis Filangeri, a San
Diego-based financial planning profes-
sional, “Roth IRAs are an excellent way to
save for retirement, especially for anyone
who doesn’t qualify for a deductible IRA
or who expects to be in at least as high
a tax bracket in retirement as they are
while working.”

In a traditional IRA, contributions are
often, although not always, deductible
for federal income tax purposes, but the
appreciation within the IRA is not taxed
until distributions are made. All distribu-
tions are taxable. With Roth IRAs, it’s the
other way around. Roth IRAs are funded
with after-tax contributions, but the accu-
mulated earnings are not subject to income
tax. As with traditional IRAs, Roth IRAs
permit tax-free accumulations of earn-
ings on the amounts held in the account. 

No more than $2000 may be contributed
to any combination of Roth and regular
IRAs for a particular tax year. According
to Diane Pearson, a financial planner
with Legend Financial Advisors (Pittsburgh),
“With the changes resulting from the
recently enacted tax law, the maximum
contribution amount will increase to $3000
for the years 2003 and 2004, to $4000 for
2005, 2006, and 2007, and $5000 for 2008.”
After 2008, Pearson says, the maximum
contribution amount will be increased based
on inflation.

However, there are two important modi-
fications to the traditional IRA contribu-
tion rules, notes Pearson. First, tradition-
al IRAs limit deductible contributions to
those individuals who are under age 701/2
This age limit does not apply to Roth IRAs.
Also, traditional IRAs phase out tax-
deductible contributions for individuals
who are active participants in certain other
retirement arrangements. This phaseout

for active participants does not apply to
Roth IRAs. Observes Pearson, “There is a
separate phaseout that applies to those
whose adjusted gross income (AGI) falls
between $150,000 and $160,000 for
taxpayers filing joint returns and between

$95,000 and $110,000 for single taxpay-
ers. If you exceed the dollar threshold for
a Roth IRA, Pearson says, “You can make
nondeductible contributions to tradition-
al IRAs; amounts held in nondeductible
IRAs may eventually be eligible to be rolled
over into Roth IRAs. You never know.”

Rollover Considerations. Roth IRAs can
be funded with rollover contributions from
existing IRAs. Rollovers are not permitted
to a Roth IRA during any taxable year in
which your AGI exceeds $100,000. This
$100,000 limitation applies to single
taxpayers and joint filers. “That means,”
says Filangeri, “that you may have a signif-
icant amount of income in the year preced-
ing and the year following a Roth rollover
and still remain eligible.” However, Filan-
geri cautions that if you are in a lower
tax bracket in retirement than you are now,
you might pay more taxes now than you
would by keeping the traditional IRA.

The rollover from a traditional IRA to
a Roth IRA is a taxable event. However,
the 10% penalty tax on distributions prior
to age 591/2 does not apply. You can roll
over a traditional IRA to a Roth IRA at any

age. In addition, rollovers made in 1998
were granted special income-averaging
treatment. The taxable amount could be
spread out over the four-year period begin-
ning with the 1998 tax year. The amount
rolled over does not count toward the $2000
annual limit on contributions, nor does it
count as adjusted gross income for purpos-
es of the $100,000 limit. “This rule is appli-
cable whenever a Roth IRA conversion is
completed,” Pearson says.

Distributions from Roth IRAs are not
included as income if they are “Qualified”.
A qualified distribution is
• made on or after the date you attain

age 591⁄2, 
• made to a beneficiary on or after the

death of an individual, 
• attributable to disability, or 
• made for a first-time home purchase. 

“However,” cautions Filangeri, “no
distribution, regardless of its purpose, is
‘qualified’ if it is made less than five tax
years after the initial contribution.”

Because a Roth IRA is funded with after-
tax dollars, even nonqualified distributions
are not taxed unless they represent the
earnings on the initial nondeductible contri-
butions. The way this rule is applied, distri-
butions are treated as having been made
from contributions first. A nice feature is
that there is no lifetime required minimum
distributions from Roth IRAs. “What a great
way to pass on money to future genera-
tions,” says Filangeri. 

Planning Opportunities. The unique
attributes of Roth IRAs offer significant
planning opportunities for many individ-
uals. As mentioned, one of the biggest
advantages is that you can shelter a greater
amount in a Roth IRA than a traditional
IRA. The prevailing notion that Roth
IRAs and traditional IRAs are economical-
ly equivalent is based on the assumption
that the amount held in a traditional IRA
should equal the gross pre-tax amount that
produced the net after-tax contribution to
a Roth IRA.

For example, assume that you contribute
$2000 to a traditional IRA, earn 7% on this
account, and are in a combined federal and
state tax bracket of 40%. The traditional
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IRA would provide a potential yield if fully
withdrawn at the end of one year of $1284
($2000 plus 7% minus 40% tax). A Roth
IRA funded with the net after-tax amount
from this traditional IRA would yield the
same amount ($1200 plus 7%). However,
you are allowed to contribute a full $2000
to the Roth IRA, which means that you
will enjoy a net tax-free return with respect
to your contribution of $140 on $2000,
instead of $84 on $1200. To be fair, the
$84 return should be adjusted to take
into account the fact that the contribu-
tion to the Roth IRA has a tax cost of $800
and you are forgoing the earnings on this
amount by funding a Roth IRA. In this
example, that would increase the $84 by
the after-tax investment yield on $800,
or $33.60 ($800 times 7% minus 40%).
While this produces a Roth IRA advan-
tage of only $22.40 ($140 minus $117.60),
Filangeri observes that because of the power
of tax-free compounding and an expand-
ed period for accumulations, “This bene-
fit of Roth IRAs could eventually be quite
substantial.” 

Education Tax Credits
There are two education tax credits current-
ly available: the Hope Credit and the Life-
time Learning Credit. These credits are based
on education expenses paid for you, your
spouse, or your dependents. You can claim
only one of the credits for each student.
The amount of the credit is determined by
the amount you pay for “qualified tuition
and related expenses” for each student and
the amount of your modified AGI. The maxi-
mum Hope Credit is $1500 for each eligi-
ble student (100% of the first $1000 of
qualified tuition and related expenses, plus
50% of the next $1000 of such expenses).
The Hope Credit is gradually reduced if your
modified adjusted gross income is between
$40,000 and $50,000 ($80,000 and $100,000
in the case of a joint return). The credit
cannot be claimed if your modified AGI is
$50,000 or more ($100,000 or more in the
case of a joint return). You cannot claim
the credit if you are married filing a sepa-
rate return. The specifics of the Lifetime
Learning Credit (LLC) differ from the
Hope credit but the income limitations
are the same. The LLC is gradually reduced
if your modified adjusted gross income is
between $40,000 and $50,000 ($80,000 and
$100,000 in the case of a joint return). The
credit cannot be claimed if your modified
AGI is $50,000 or more ($100,000 or more
in the case of a joint return). You cannot

claim the credit if you are married and filing
a separate return. 

So does that mean there’s no tax deduc-
tion for educational expenses if you
aren’t eligible fore the Hope Credit or the
LLC? Not at all. Even if you don’t qualify
for the Hope Credit or LLC, you may still
be able to get a tax benefit from your educa-
tion expenses. You can deduct education
expenses as a miscellaneous itemized
deduction on Schedule A of your tax return.
To be tax deductible, your expenses must
be for education that maintains or improves
skills required in your present job or serves
a business purpose and is required by your
employer, or by law or regulations, to keep
your present salary, status, or job.

If you can’t pass the second test, you
can still deduct the expenses if the educa-
tion maintains or improves skills needed
in your present work. The first test is usual-
ly pretty easy to pass. The schoolwork does-
n’t have to qualify you for a degree or even
be at a college. A vocational school or other
coursework will qualify.

In addition, you can deduct up to $5250
of employer-provided educational assis-
tance under a qualified program established
by your employer. Although the education
must relate to your present work, educa-
tional expenses incurred during vacation
or other temporary absence from your job
may be deductible. However, after your
temporary absence you must return to the
same kind of work. Usually, absence from
work for one year or less is considered
temporary.

Educational expenses that qualify for
this deduction, as well as the Hope Cred-
it and the LLC, include amounts spent for
tuition, books, supplies, laboratory fees,
and similar items. They also include the
cost of correspondence courses, as well as
formal training and research you do as part
of an educational program. Transportation
and travel expenses to attend qualified
educational activities may also be
deductible.

Your expenses are not deductible if
the education is required to meet the mini-
mum educational requirements of your job
or is part of a program that will lead to
qualifying you in a new trade or business.

Milton Zall is a freelance writer based in
Silver Spring, MD. He is a certified internal
auditor and a registered investment advis-
er. Send your comments or questions regard-
ing this article to tcaw@acs.org or to the
Editorial Office address on page 3. ◆
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