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F inancial planning for individuals, families, and businesses continues to grow in
importance. Hampering planning are the complexity and volatility of tax laws.
Because a higher age is required for receipt of full Social Security benefits, it is
imperative to strategically maximize private savings for retirement. Since
contributions and earnings are not taxed until retirement, retirement investment plans
are a first-line defense against untimely taxes. This Tennessee’s Business describes
strategies related to key financial planning issues as helpful general guidelines for
solving an increasingly complex problem. (“Tax and Financial Planning for 1995
and Beyond,” Brown, Jake, and McDaniel, Knoxville, TN).

— Horace E. Johns, Editor

W e at Olde South Trust understand the importance of estate planning. Many
people considering estate planning procrastinate, assuming everything is
taken care of or that they are invincible. We know this is true from the more than
450 cases we have handled in the past two years and the number of last minute
“death-bed requests” in hospital rooms throughout Tennessee.

AARRP states that eight out of ten Americans over age 40 have not done any
estate planning. When selecting an estate planning firm, one must be careful to ask
questions about how many trusts the planners have drawn up and settled this year
and whether they are up to date on tax consequences regarding IRAs and other
investments. Some pitfalls in estate planning include having a poorly written
document, not understanding one’s trust and other documents, improperly
transferring and funding assets into one’s trust, having a document that fails to meet
one’s specific needs, and not understanding that this process requires yearly updates
(which one should check to see that the firm offers at minimal or no charge).

We at Olde South Trust find it an honor and a privilege to serve families
throughout the Tennessee area and their generations to come.

— Michael S. Casper, CEO and president,
and Michael D. Verble, COO, of Olde South Trust, Murfreesboro

TSU’s Department of Economics and Finance and Chair of Insurance are

pleased to cosponsor this issue of Tennessee’s Business on personal
financial planning, an increasingly important topic. Our patchwork system of
Medicare and Social Security needs substantial overhaul to maintain financial
stability; neither system was designed to handle the massive influx of potential
recipients resulting from extended longevity and the explosion of the retirement-
age population. Further, recent federal legislation indicates an increasing
propensity of Congress to rein in social welfare spending and shift the burden of
health and living costs of the elderly to individuals and their families.

Studies repeatedly show most families have modest net worths and relatively
low levels of savings. We believe one reason for the general failure to achieve
financial security is the lack of knowledge about personal financial issues. We
present the following articles to assist readers in accumulating and conserving
assets in their lifetime and passing wealth to heirs and beneficiaries at least cost at
their death. We are happy to refer anyone needing additional information to a
competent personal financial planning professional.

—Kenneth Hollman, Martin Chair of Insurance,
and John T. Lee, chair of Department of Economics and Finance, MTSU

The Business and Economic Research Center at MTSU gratefully acknowledges
the sponsorship of Olde South Trust and MTSU’s Department of Economics and

A=Y AA018-0700 Finance and Martin Chair of Insurance for this issuefehnessee’s Business.
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WHAT MAKES UP
YOUR ESTATE?

any people wonder how federal
estate taxes will affect them.
The federal estate tax is a trans
fer tax on the value of assets in your net ta
able estate at the time of your death. Fedel
estate taxes will generally be due if the sul
of your net taxable estate and taxable gif
exceeds $675,000 (in 2000). The first ste
in understanding the federal estate tax is
understand what constitutes your estate.
Treasury regulations relating to the tax
ation of property owned at death contain
catch-all definition that the “gross estate ¢
a descendent who was a citizen or reside
of the United States at the time of his dea
includes the value of all property, whethe
real or personal, tangible or intangible, an
wherever situated, beneficially owned b
the decedent at the time of his death.”
Among those often overlooked items
that are includable in your estate are yol
rights to future income, such as your right t
payments under a deferred compensatic
agreement or partnership income continui
tion plan. These rights are commonl
referred to as “income in respect of a deci
dent” and are included at their present con
muted value. Likewise, your interests in an
business you own at your death, whether

a proprietor, a partner, or a shareholder in a
corporation, are includable in your gross

SMART STEPS FOR ESTATES

Even if you are just starting to build
your estate, there are several steps
you should consider taking
immediately in order to protect your
family and to reduce potential
expenses in the event of your death.

Draft a trust. A formal legal
document directing the settlement
of your estate provides for the
distributions of your assets
according to your wishes. A living
trust funded with specific assets
can allow those assets to pass to
your heirs outside of probate.

Title assets properly. The
simplest and least expensive
estate planning technique for
married couples is to take title to
assets as “joint tenants with rights
of survivorship.”

Plan for the unexpected. First,
consider granting a durable power
of attorney for financial matters and
a living will and health care proxy
for health matters.

Keep your family informed. Many
families subscribe to limited “need
to know” policy between parents
and children. However, at some
point, all family members should be
apprised of financial, medical, and
estate arrangements that can affect
the entire family.

estate. In addition, your personal property-!FE INSURANCE TRUSTS

investments, real estate, retirement plans, The primary objective of an irrevocabl
and proceeds of life insurance policies thdife insurance trust is to exclude the insu
ance proceeds from the estate of the

The value of Social Security survivorinsured. Secondary objectives are credit
benefits, either lump sum or monthly annuprotection and providing a source of lig
ity, are not included in your gross estatauidity to the estate via loans or the pur
This is one significant benefit of the Sociathase of estate assets. Liquidity may
necessary for payment of estate taxes affl

you own are also included.

Security system.

The actual task of determining what igo provide income to the surviving spousé

includable in your gross estate can requir@nd children.

e
rs

bility of estate inclusion.

The beneficiaries of the trust are typi-
cally the children or grandchildren of the
insured. The trust instrument usually will
provide protection from creditors in the
event of divorce, bankruptcy, or a lawsuit.

Existing life insurance policies may be
assigned to the trust, or the trust may be
created to purchase new life insurance poli-
cies. If an existing policy is assigned to the
trust, the assignment of the policy is treated
as a gift. The value of the policy for gift tax
purposes depends on the type of insurance
product. A term insurance policy has a gift
tax value equal to the unearned premium. A
whole life policy on which premiums are
still being paid has gift tax value equal to
its interpolated terminal reserve plus any
unearned premium. A single premium
whole life policy on which no further pre-
mium payments are required has a gift tax
value equal to its replacement cost.

If the trust is purchasing a new life
insurance policy, then the grantor makes
gifts, usually of cash, to the trust to fund
the premium payment. In general, gifts
made to a trust for the benefit of the
insured’s children will be treated as gifts of
a future interest and thus not eligible for
protection under the annual gift tax exclu-
sion of $10,000 per donee. In order to take
advantage of the annual gift tax exclusion,
the beneficiaries are given the right to
withdraw money from the trust for a lim-
ited period of time each year. This with-
drawal right is called Crummey with-
drawal power, named after the family that
iginally litigated this issue with the IRS

Crummey, CA-9, 68-2 USTC

12,541,397/F2d 82). The beneficiaries of

the trust must be given notice of any con-

btéibutions to the trust so that they have the

portunity to exercise their withdrawal
ight, usually for a period of at least 30
days each year.

An important aspect of the plan is to

some in-depth analysis. A planning profes- The insured individual can create an i X
sional who has the technological capabilityrrevocable life insurance trust (the insured'ake sure the trust is able to supply insur-
to project and forecast your estate tax lids the grantor or creator of the trust) and"¢€ proceeds to the estate to help fund the
bility under a variety of scenarios andappoint a trustee in order to prevent incIu,‘—aState ta?<es. In order to do this, the trustee
timetables can assist you. Your estatsion of an insurance policy in the insurerdS @uthorized to lend money to the estate or
should be reevaluated each year so yoastate. Customarily, the insured/granto‘?“mhase assets from the estate at the time
beneficiaries and heirs will not face agoappoints a family member, friend, IawyerOf dgath. When the estate ;ells property to
nizing decisions over your wishes and fedaccountant, or institution (bank or trusthe insurance trust, there will be no capital
eral estate tax requirements. Consultingompany) as the trustee or trustees. TISAINS tax because the assets will receive a
with professionals can help ensure youRS does allow the insured to have th&teP up in basis at death.
planning decisions are consistent with yoypower to substitute one independent
overall goals and objectives. trustee for another (Rev. Rule 95-58-Michael S. Casper is chief executive officer

We have only touched upon a few initia1995-2 CB191). However, it is generallyand president of Olde South Trust,
tives you can takeow to start managing advisable not to give the insured any othevurfreesboro, and Michael D. Verble is its
your estate. rights in the trust so as to avoid the possehief operating officer.
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PLANNING DEFINED

WILL THE
“SUPERMARKET?”

APPROACH EXPAND

THE INDUSTRY’S

CLIENT BASE?

BY PATRICK D. CROWLEY

he financial advisory business, as
I it is currently structured, faces

many of the same external com-
petitive challenges as most other industries.
It is in a state of flux resulting from the
increased use of the Internet by consumers,
a demand for an increasing level of serv-
ices, and a downward pressure on fees and
commissions. Additionally, new compli-
ance concerns, the proper use of Internet
tools, and the changing face of retirement
planning (a core service and marketing
concern) need to be addressed as well.

Taken as a whole, the personal financial
services industry, including investment
advisors, insurance companies, banks, and
broker/dealers, has generated profits which
far exceed those of many other industries.
From 1993 through 1997, this industry
achieved growth and returns with an aver-
age balance growth rate of 8.2 percent and
an annual profit growth of 6.9 percent.
Aggregate profits within this business sig-
nificantly exceed those of most industries.
By 1997, the financial industry virtually
matched the U.S. manufacturing sector in
this regard.

However, it should be noted that much
of this performance was driven by the bull
market of the last ten years. The acceler-
ated compounding of household assets cre-
ated most of this growth. It is not attributa-
ble to an increased savings rate, a dramatic
increase in customer base, or dramatic
reductions in the cost of manufacturing or

continued on page 6



It is Tier 1l where the battle among
industry competitors will take place.
These clients are increasingly familiar with
Internet access to trading and advice. They
are familiar with the “give” available in fee
schedules and, at the same time, demand a
higher level of services. Providing asset
allocation and investment monitoring
alone will no longer meet the clients’ needs
or expectations. As they are estimated to
control $7 trillion dollars in assets that
could generate $50 billion dollars in recur-
ring advisory fees, Tier Il clients will be
courted by a variety of competing financial
advisory firms.

Echoing most industry experts, this
report suggests that the new millennium
advisor will have to become a solutions
provider. Areas such as taxation (estate and
income), insurance needs, charitable giv-

The “supermarket approach” combines banking, brokerage, and insurance. ing, and family needs analysis will all be
addressed under one roof. In the era of
continued from page 5 and over $10 million (Tier Ill). A recent financial supermarkets, the investment

evaluation of industry trends met withadvisor will have to become like Jeeves

delivering products. This favorable markesome surprise when it addressed how théR.G. Wodehouse’s butler, not the Internet
conduct cannot carry an industry foreveisecond tier market will be serviced. Whilesite): someone who is familiar with the
(Market activity during the first two weeksmost industry insiders felt that this report’client’s goals, financial situation, family
of April, 2000, verifies this statement.)  conclusions were as obvious as a netwoiksues, and tax liabilities while remaining

One study indicates that if the stoclsitcom joke, independent financial plannerdiscreet about it all. It will become just as
market were to fall by 20 percent (againsivere apparently caught off guard by thémportant to know that the client has heirs
1997 levels), profits from investment prod+eport’s conclusions. The suggestion thavho may be aggressive spenders and in
ucts would drop by 30 percent and overaimall firms will be forced out by 40 to 50need of a spend thrift trust as it is to know
profits by 10 percent. If interest ratefull service industry giants should come athat the client himself is a moderate
spreads on deposit products were to fall teo surprise to anyone familiar with the faténvestor.
1993 levels, profits in the industry couldof “mom and pop” retail operations after While this multi-user family office
shrink by 15 percent. In a credit crunchWal-Mart comes to town. approach will be central to the relationship,
profit from all liability products would Essentially, the report outlines that thét will come at a cost to the client well
drop by 30 percent and overall industryfier | clients will be serviced with advicebelow what most advisory firm's charge
profits by eight percent. Obviously, two orand products through boilerplate calculanow for fewer services. In order to com-
more of these conditions could occutions and retail packaged products. Thipete, the investment advisory firms must
simultaneously. If so, the competitionsuits the supermarket format approach. bie able to leverage their capital on behalf
within the personal financial servicesalso works well for the competent amateunf their front line marketing personnel.
industry to expand sales and profit wouldhe “do-it-yourselfer” who only wants The relationship officer (broker, agent,

heat up significantly. basic guidance on integrating elements afust officer, planner) will be responsible
The common belief is that tHsuper- information, such as tax law changes, intior soliciting more clients and assets to
market approach”to financial services, his existing plan. manage. The service aspect will be met

epitomized by Citigroup, will be the proto- For Tier lll, the private banking andthrough back office expertise in such
typical financial services industry answer tdamily office approach will continue to diverse areas such as estate planning,
the need for an expanded client base. Thimld sway. Family offices allow individual investment management, insurance, hedge
supermarket approach, where banking, bréamilies to accomplish such tasks as haWunds, private placement investments, and
kerage, and insurance products are offeréag their assets pooled together for mor&ax preparation, to name but a few. Added
under one roof, has been officially sancefficient management, as they see the matw that list will be the services of attorneys,
tioned with the demise of the Glass-Steagalgement of their net worth as a business ©PAs, valuation experts, and, where
Act restrictions on this form of activity. Theitself. In addition to investment advisoryneeded, family therapists. (Whether this
central question is whether financial adviservices, a typical family office servicelast professional category is for the rela-
sory entities will be able to gather allagenda might include bill paying, taxtionship officer's use or the client’s is yet
prospective clients at the supermarket levgbreparation, education of younger familyto be determined).

Typically, client markets are segmentedgnembers in values and objectives, debt The model for this arrangement exists, to
into net worths under $2 million (Tier 1), management, and occasionally picking up degree, within the broker/dealer sector of
from $2 million to $10 million (Tier Il), the dry cleaning. the financial services industry. Wrap fees for



investment consulting have been offered fdrave been entering the field in droves amore prevalent and murkier than ever
years. Originally priced at three percent, thitheir markets and revenues are compressbefore. Increasingly, regulatory lines are
product has seen its average fee drop to ohg the client’s use of Internet tools and softerossed with no clear designation as to
percent. This, along with C share mutualvare. This trend continues as estate anhich professional code should be applied.
funds and the recently introduced flat fee fotrust attorneys create alliances allowindn the example above with our cross-selling
transactions, reflects the industry’s acquieshemselves to offer a full service advisoryawyer, do the disciplinary rules of the
cence to lower fees. Financial and estatpproach. All of these professionals havABA's Code of Professional Responsibility
planning, offered with or without fees, hascome to realize that it is far more profitablepply or the NASD’s compliance edicts?
been available from these firms for manyo charge recurring fees for comprehensivBhould it be revealed to the client that his
years. The addition of trust services is conadvice and planning than it is to maintain attorney was provided with luxury accom-
mon. Asset allocation incorporating finanprofitable product-centered business, suamnodations and a golf outing while on a “due
cial simulation models will be offered byas tax return preparation or will drafting. diligence” trip promoted by a mutual fund
most firms within the next few years. All of  The merger of these interests is reflectecbmpany seeking to do business with the
this is being offered during a period ofin the purchase of CPA firms by Americarfirm’s investment management company?
increasingly discounted fees as an attempt Express, which now employs more Clients seeking independence from
capture market share, especially within thaccountants than some national accountirigese too-cozy relationships often find
middle tier group. firms. This trend continues with the sale othemselves attracted to the freedom and
The driver in this client relationship hasa 50 percent share to Legg Mason, a brdexibility of the Internet. Real-time stock
been and will continue to be the brokerkerage firm, of an investment managememjuotes, low transaction costs, and online

investment advisor. This rela- advice are but some of the oppor-
tionship officer will remain the tunities available to the high-tech
key contact with all clients and investor. With financial services
ultimately responsible for the being hailed as the third fastest
delivery of services and prod- growing category on the Web, it
ucts. The surviving financial THE DILEMMA FOR CLIENTS AND is unlikely the trend will stop.
fII‘rT]S will train their relatlonshlp ADVISORS LIES IN THE ASSUMPTION The dllgmma for clients apd
officers to focus on creating advisors lies in the assumption
solutions to client problems. In THAT THE FINANCIAL PLANNING TOOLS that the financial planning tools
order to expedite this change available on the Internet, such as
firms will alter the compensation AVAILABLE ON THE INTERNET, SUCH AS calculators and asset allocation
for these individuals, paying less pieces, are correct and complete.

for transactions and more foi CALCULATORS AND ASSET ALLOCATION

asset gathering and capturini
additional business from new

In regard to estate plans, the indi-
vidual who stumbles upon an

PIECES, ARE CORRECT AND COMPLETE. . .
estate tax calculator is unlikely to

and existing clients. The point of gain much insight into his need
emphasis between the client an for liquidity planning, proper IRA

the advisor will be based les: beneficiary designations, or avail-
upon the return from investments able charitable giving techniques.

and more upon the relationship itself. company which was created and owned by These limitations are less important than

The trick for the firms involved will be a Boston law firm. When a client comes irthe fact that much of the information on the
either to transfer the relationship from théo discuss estate planning, will they leavinternet is simply inaccurate. For example,
investment advisor to the firm or to solidthe lawyer’s office with a managed moneyne Web site offering from a mutual fund
ify the firm’s contact with the relationshipaccount agreement? How will lawyers b&ompany is a calculator for determining
officer through financial handcuffs. (Shift-compensated for this cross-selling? What2(t) distributions. This section of the
ing the relationship from the advisor to théevel of disclosure will be required? Internal Revenue Code allows for distribu-
institution has been adopted by many firms These questions lead to a discussion tibns from IRAs and other retirement
through the use of Internet account acceshie micro changes that will occur in planaccounts prior to age 59.5 without a 10 per-
online calculators, proprietary productsning beyond the larger restructuring of theent penalty tax being applied by use of
and national advertising campaigns.) financial advisory industry. Compliancevarious formulas. An IRS mandated actuar-

Fundamentally, one effort that will beissues, Internet use, and the changing fa@d table is to be used in one of the available
required of the firms will be the extensiveof retirement and retirement projections aflormulas. Unbeknownst to the Web site
training of the relationship officers and theimust be considered and revised. user, the sponsor has failed to provide an
supporting departments. An investment Compliance officers for investmentupdate to the table even though the IRS has
advisor with a Certified Financial Plannerdvisory firms must find themselves reelingequired its use for many months now. One
(CFP) designation on his business card wilh this new age. How is it possible to conneed only mutter the phase “Internet Roth
be extremely common. There will be arrol the information flow between the firm Conversion Calculator” to produce shud-
increasing crossover from other professionand its client when information is beingders down the spines of planners, CPAs,
such as CPAs and attorneys seeking tmasted at the client faster than wateand clients alike. These devices steered so
increase their own fee streams and marketbrough a fire hose? Associations between

Regional and national accounting firmsrokers, CFPs, attorneys, and CPAs a continued on page 8



continued from page 7 To illustrate this using the period fromassumed here as well. Volatility associated
1969 through 1998, an 8.5 percent withwith the asset’s value can have a tremen-
many people toward inappropriate IRAdrawal rate would have caused a retiree tious effect on the success or failure of the
conversion decisions that the IRS extendadin out of money 17 years early. Why2vealth transfer strategy selected. The use
the period of reconsideration several time$tocks lost money for the first six yearspf simulation tools to select the optional
The IRA and other retirement vehicledespite an average annual return of 11pbrtfolio for transfer will be critical.
will factor prominently in the developmentpercent over the 20-year period. All of this underscores the need for
of the “new retirement” and the planning Planning firms will be using a forecast-ongoing planning using sophisticated com-
surrounding it. Numbers alone are drivingng method that models random eventquter modeling tempered with the relation-
the change in retirement planning. In th&nown as Monte Carlo simulation. It mim-ship officer’s understanding of the client’s
year 2000, 2.05 million Americans willics the roll of a die. Rolling the die tenpersonal risk profile, family situation, and
turn 65. By the year 2015, this number wiltimes, with each side reflecting a potentiahonfinancial goals.
exceed 3.4 million. Currently, one in eighstock market performance, would simulate This leads back to the central product
Americans is over age 65. By the yeaone possible history of returns for the tenwhich investors seek: unbiased advice. If
2025, this number will be one in five. year period. Because each roll producesalvice today is built on human relation-
The old paradigm of work followed by random result, your next ten rolls shouldhips, in the near future it is likely to be
a brief retirement and then death is nproduce a different set of returns. Duplicatbuilt equally on science. The use of accu-
longer acceptable. In the area of retiremeimig the prior ten-roll sequence is unlikelyrate Internet tools and advanced back-

planning, this means planners office support should allow the
may be asked to develop finan well-trained relationship officer
cial recommendations incorpo- to provide more services to an
rating retirement as early as increasing number of wealthy
client’s late 30s, a retirement tha A TYPICAL FAMILY OFFICE SERVICE (Tier II) clients under a multi-
includes second careers beyor user family office approach. This
age 65, and a reluctance t AGENDA MIGHT INCLUDE EILL PAYING, extra volume will be required to
accommodate any reduction ir make up for the declining fee
lifestyle expenses. TAX PREPARATION, EDUCATION OF structure. Advisory firms which
The rules of thumb utilized in YOUNGER FAMILY MEMBERS IN VALUES expend capital to improve their
retirement planning will no technology and train their rela-
longer suffice: a defined level of AND OBJECTIVES, DEBT MANAGEMENT, tionship officers to deliver com-
income (70-80 percent of prior prehensive financial and estate
compensation), constant rates ¢ AND OCCASIONALLY PICKING UP THE plans will prevail in the future.
return on investment, and ¢ Given all that, the financial serv-
defined period before mortality PRY CLEANING. ice industry future is best repre-
have been typical projection sented by the Chinese word for
assumptions in retirement plan “crisis,” which blends the sym-
ning. These are also openings bols for danger and opportunity.

used to undermine the planning commufhe purpose of a Monte Carlo simulation iThose advisory firms left standing will be
nity by Web-based insurgents seeking toot simply to recreate random events. Itthose which recognized the dangers and
capture the attention of a more sophistreal value comes from analyzing the simustill managed to seize the opportunities.
cated and educated investor class. Thiastion’s outcomes, which can reveal the
group, best represented by Nobel Laureagvent’s expected value and the dispersidPatrick D. Crowley is the director of Plan-
Bill Sharpe’s Financial Engines firm,of results around that value. For plannersiing Services for Morgan Keegan, a
argues that these assumptions give Amethese results can aid the discussion of rigskgional broker/dealer firm headquartered
cans a false sense of security about thaind uncertainty with clients. in Memphis, Tennessee.
retirement. The Monte Carlo simulation approach
The assertion being made is that wittho retirement projections calculates nojores
calculations based on averages there is a 60ly the best- a}nd worst-case SCenarios, ; noiisa k. Flur. 1999, “New Rules, New Game:
percent chance the client will earn mordut also the entire range of outcomes, Bersonal Financial Services and the Insurance Indus-
and a 50 percent chance the client will failetermine the probability of clients’ attain-try.” Journal of Financial Services Professionals
to meet his goals. As an example, a clienimg their goals. These simulations are &Jovember): 69.
who is asked to assume an eight perceway to show ranges of outcomes based on 2 'bid.. p. 70. o
. . . . . 3. Mark Hurley et al. “The Future of the Financial

average return might be told he wouldmnor changes in variables such as |nfla}&dvisory Business and the Delivery of Advice to the
expect to have $500,000 left at age 95. Th®n and tax rates. Semi-Affluent Investor.”  http:/Awww.undiscovered-
odds are 50/50 that this figure will be Retirement planning will not be themanagers.com.
wrong, and there is a 20 percent chance loaly application for these simulation tools 4. Ibid., p. 1.
could run out of money at age 75. The varby advisory firms. The most popular lever- - bid-, p. 3. »

. . . 6. Deborah L. Jacobs. 2000. “Dangerous Liaisons:
ables used typ|cally do not accommgdataged gift tgchnlques used by estate plagr. |crease in Multidisciplinary Practices Brings a
the fact that investment returns and inflaners often include the use of discount rategew Era in Service—And in the Potential for Conflict of
tion rates actually vary from year to year. The use of a uniform rate of growth iSnterest.”Bloomberg Wealth ManagéApril): 86.
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NCREASINGLY, BY LARA WOMACK

ESTATE PLANNING

RECOGNIZES THE

POSSIBILITY THAT

INDIVIDUALS MIGHT

SUFFER PERIODS OF

PHYSICAL IMPAIRMENT

OR DEMENTIA PRIOR TO

DEATH. AN ADVANCE

MEDICAL DIRECTIVE IS

A DOCUMENT THAT

ALLOWS AN INDIVIDUAL

continued on page 10



continued from page 9

instructions about his (or her) future med SUCH DOCUMENTS ARE EVIDENCE OF A SHIFT AWAY FROM
ical care. The document becomes effectiv
in the event that the individual become: THE CONCEPT OF PHYSICIAN PATERNALISM, IN WHICH IT WAS

unable to speak for himsélaAn advance
medical directive is never effective when :
patient is competent to make decision
about his own health cafe.

PRESUMED THAT THE PHYSICIAN ALWAYS KNEW THE BEST

TREATMENT FOR THE PATIENT, TOWARD THE CONCEPT OF

The inclusion of advance medical direc PATIENT SELF-DETERMINATION, IN WHICH PATIENTS
tives in estate plans has become mo
prevalent for two reasons. One is th PARTICIPATE IN AND CONTROL TREATMENT DECISION-MAKING.

increasing likelihood that individuals will
suffer periods of physical impairment ot
dementia prior to death, rather than exper-
ence sudden deatiAlso, such documents wills are now authorized in forty-nine statesvay in which he wants people to treat him,
are evidence of a shift away from the conand the District of Columbi. and what he wants his loved ones to
cept of physician paternalism, in which it Living wills are generally used to directknow*
was presumed that the physician alwayhat life-sustaining procedures be termi-
knew the best treatment for the patienhated. They apply when an individual sufPowers of Attorney
toward the concept of patient self-determifers from a terminal illness or is in a per- The health care power of attorney is dis-
nation, in which patients participate in andistent vegetative statét least two states, tinct from a living will in that it names an
even control treatment decision-makihg.Maryland® and Florida!! also recognize individual to act in the place of the patient
Despite these factors, however, it is estan end-stage condition as a basis for witliather than expressing the wishes of the
mated that less than a quarter of U.S. citdrawal of life support. This allows apatient directly. The job of the individual
zens have executed directives on futuneatient who does not face imminent deatmamed, sometimes referred to as a proxy, is
medical treatmertt. but whose condition is advanced, progrese make the decisions he believes the
Afederal statute, the Patient Self Detersive, and irreversible, to dictate some gpatient would have made for himself had
mination Act, requires that certain healthhe terms of his treatment. he been competent. Thus, it is crucial that
care providers inform individuals of their This document addresses two primarthe person executing this document convey
right to direct their own medical treatmentjssues. First, it addresses the administratidtis beliefs and wishes to the proxy.
but the documents which are collectivelyf medication and performance of proce- One issue that must be addressed by
known as advance medical directives arg@ures necessary to provide the individughose wishing to incorporate advance med-
creatures of state law and thus vary fromith palliative care, that which is necessarical directives into their estate plan is the
one jurisdiction to the next. Such docuio insure comfort. Second, it states whethgrotential for conflict between the living
ments can be classified as instructionahe individual authorizes the withholdingwill and the health care power of attorney.
directives, health care proxies, or a combbr withdrawal of artificially provided nour- Should such a conflict arise, the living will
nation of the twd. This paper discussesishment or fluids? The living will may would take priority® In order to account
instructional directives, such as livingalso incorporate instructions from a womaifor a possible change in circumstances, the
wills; health care proxies, which delegat®n how to proceed in the event that she iadividual should consider including in the
decision-making power to another persomregnant at the time the directive becomédsealth care power of attorney a provision
and those documents that combine eleffective. Women should be advised, howallowing the proxy to supersede the terms

ments of both. ever, that the state’s interest in preservingf the living will as long as his actions
the life of an unborn child may take preceremain consistent with the terms of the

TYPES OF ADVANCE dence over the right of the individual topower”

MEDICAL DIRECTIVES determine her own treatmefit.

o Several organizations offer forms thaf\natomical Gift Donations
Living Wills can be used for living wills. One such The Uniform Anatomical Gift Act sanc-
The first type of advance directive thabrganization, Aging with Dignity, makestions the gift of all or any part of an indi-
an individual should consider incorporatingavailable a form that is effective in 33vidual’s body by will*® Given the possibil-
into his (or her) estate plan is a living will.states and the District of Columbia. It idty that the individual’s will may not be
This document determines what measuresled “Five Wishes” and deals with end-of-referred to until some time after death, it
will be taken when there is no reasonabliéfe care in a more comprehensive wageems preferable not to use this method of
expectation of recovery from serious mentahan the living will previously used bycommunicating a desire to make an organ
or physical disability. This type of instru- most individuals. It not only offers thedonation. The uniform act also sanctions
ment is an instructional directive. It dictatesndividual an opportunity to make knowndocuments other than a will, specifically
the measures to be taken or withheld undais wishes on life-extending care, but iteferring to drivers’ licenses, donor cards,
certain circumstances, rather than delegadiso addresses quality of dying issues, sutiking wills, and durable powers of attor-
ing that decision to a third party. Livingas the comfort level of an individual, theney® and obviates the need for any written
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documents at all by authorizing gifts mad
by recorded telephonic or other recorde
messagé’

It is not necessary that the document
other evidence of a desire to make an org
donation have been delivered in order f
the gift to be effective, although the ag
seems to encourage such action when th
is a specified done@.The gift becomes
irrevocable upon the donor’s death, and
that time it is not necessary to gain the co
sent or concurrence of any other per§o
In the event that a patient has not pre
ously given consent to organ donation, b
has been determined to be a suitable ca
date, the act establishes a procedure for i
tiating the process of making a reques
Among other things, the process disco
ages multiple requests for consént.

Whether by terms of the uniform act o
otherwise, all states recognize anatomid
gifts, and several incorporate directions f¢
anatomical gift donations into the living
will document® This combination is espe
cially helpful since continued care, whic}. ;
would otherwise be inconsistent with th
patient’s wishes, may be necessary to p
serve the orgarfS.In those states in which
the organ donation instructions are n
included in the living will document, a sep
arate document can be executed, but
health care power of attorney should inco
porate some reference so that measures
be taken to preserve the organs.

Mental Health Advance Directives

The rule that an individual has the rig
to control his own treatment is not sus
pended because the individual suffers fro
a mental illness. That right is not suspend
until the individual becomes incompeten
whether as a result of the mental illness
otherwise. The involvement of the mentall
ill patient in the treatment decision may b
the greatest expansion of the general tre
away from physician paternalism to patie
self-determinatior®

Those who suffer from a mental illness
can address treatment issues in a dural'-
power of attorney for health care, but thi
only allows the appointment of an interme
diary to make decisions he believes are co

THE LIVING WILL ADDRESSES TWO ISSUES: (1) THE

sistent with the patient's wishes. It does n¢ ADMINISTRATION OF MEDICATION AND PERFORMANCE OF
maximize self-determination by allowing

the patient to direct his treatment ir PROCEDURES NECESSARY TO INSURE COMFORT AND (2) THE
advance. In order to fully exercise his right:

the mentally ill patient must be allowed tc AUTHORIZATION OF THE WITHHOLDING OR WITHDRAWAL OF

execute an instructional directive.

. . g ARTIFICIALLY PROVIDED NOURISHMENT OR FLUIDS.
Minnesota was the first state to specifi

continued on page 12 0



continued from page 11 ney. This will facilitate use of the nomina-appropriate personnel, it must be honored
tion if the individual becomes temporarilyunless the attending physician or a person

cally authorize the advance psychiatrigncapacitated. Also, the power of attornewcting under a power of attorney requests

directive?® At least four other states nowshould specify that the person nominatethat resuscitation measures be initizffeal,

have statutes approving these measuras:be conservator has the power to amemulovision which seems to compromise the

Hawaii, lllinois, Maine, and Oregdf. or revoke any trust agreements executedhole idea of patient self-determination.

The value of this instructional directiveby the patient since failure to do so will
is that it not only allows patients with men-esult in those agreements becoming irred HE PATIENT

tal illnesses to refuse unwanted treatmengcable® SELF-DETERMINATION ACT
but it also acts as consent for treatment to _ The Patient Self-Determination Act was
which the patient agreed during times oP0 Not Resuscitate Orders passed by Congress in 1990 and became

competency but subsequently refused dur- A do not resuscitaterder is one which effective in 1991. It was enacted because
ing relapses of his illness. By allowing adirects “health care personnel not to initiso few people were using advance medical
doctor to ignore the patient's incompeate or continue medical treatment or artifidirectives. The purpose of the act is to pro-
tency-based refusal of treatment, the timejal ventilatory support for a terminally ill mote education of patients and the public
money, and suffering attendant to apatient whose heart has stopped beating about the right to direct their future med-
incompetency hearing in court can b&hose respiration has ceaséfi.Like ical care through the execution of such
avoided® many other forms of directives, the DNRdocuments. The act does not create any
) order must be signed by the patient andreew directives; it simply recognizes those
Appointment of Conservators witness. Unlike other forms, however, areated by state laff.
A conservator is a person appointed bghysician must also sign the DNR oréfer.  The basic requirement of the act is that
a court to supervise, protect, and assistRurther, it is usually the physician who ini-all health care providers that participate in
disabled person, that person’s property, @fates the discussion concerning such avledicare and Medicaid provide written
both. A person is disabled when he is iorder®*® materials to patients about advance direc-
need of supervision by reason of mental When a patient has been admitted to tives® This requirement applies even if
illness, physical iliness or injury, developnursing home, hospice, or hospital, therthe patient is not involved in a situation in
mental disability, or other mental or physishould be little problem with DNR compli- which a directive is likely to become nec-
cal incapacity' Because this process givesance. When the patient is at home, howessary. Nothing in the act requires that
one individual authority over both the perever, communication as to the existence @hatients execute an advance directive, only
son and his property, it is broader in scopgae DNR order is crucial. Statutes dictatéhat they be advised that such measures are
than either the power of attorney for healtthat emergency medical service personnakailable and asked if they wish to execute
care or the more traditional power of attorhonor the ordet, but only if it is presented one?* Further, the health care provider
ney, which applies to financial decisions. to them upon their arrival at the scéfitn  cannot refuse care to those who have not
Many states include in their living will order to facilitate this communication,executed an advance directie.
forms a provision allowing the patient tosome states issue DNR bracefét3he There is debate over the effectiveness of
nominate his conservatdrSince the liv- best practice by the family of a patient whahe Patient Self-Determination Act. Some
ing will is effective only when a person ishas been taken home to die, however, maygue that the act is ineffective because
terminally ill or in a persistent vegetativepe justnotto call 911%° health care providers comply strictly with
state, the provision is more appropriately When the existence of a DNR order hathe law by making patients aware of
included in the health care power of attorbeen adequately communicated to thadvance medical directives, rather than ini-
tiating any meaningful discussion about
those documents. While this may increase
the number of directives executed, it does
not insure that those who execute them
ONE ISSUE THAT MUST BE ADDRESSED BY THOSE WISHING TO fully understand therff. Others cite a bet-
ter appreciation of patient rights by the
medical profession as evidence that the act
has been successful in promoting aware-
ness of an individual’s right to participate

INCORPORATE ADVANCE MEDICAL DIRECTIVES INTO THEIR

ESTATE PLAN IS THE POTENTIAL FOR CONFLICT BETWEEN THE

LIVING WILL AND THE HEALTH CARE POWER OF ATTORNEY, IN in treatment decisiorfs.
WHICH CASE THE LIVING WILL WOULD TAKE PRIORITY. AN THE EFFECTIVENESS
OF ADVANCE
INDIVIDUAL SHOULD CONSIDER INCLUDING IN THE HEALTH MEDICAL DIRECTIVES

Communication in general seems to be
the key to the successful use of advance
PROXY TO SUPERSEDE THE TERMS OF THE LIVING WILL. medical directives. This includes not only
communication between the patient and
the proxy, but also between the patient and
the doctor. Conversations about issues

CARE POWER OF ATTORNEY A PROVISION ALLOWING THE
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THE SELECTION OF IRAS

CURRENT RULES AND PRACTICAL CONSIDERATIONS

BY JOHN T. LEE AND DUANE B. GRADDY

he Individual Retirement Account These AGI ranges are being raised over the
(IRA) was established under the =~ THREE TYPES OF IRAS ARE next few years. In 2005, the single range
_ Employee Re_tirement Incom_e AVAILABLE: THE REGULAR IRA, will be bet_w_een $50,00Q and $60,000. By

Security Act of 1974 with a $1,500 maxi- 2007, the joint range will expand to phase
mum contribution if restrictive qualifica- tHe NoNDEDUCTIBLE IRA, AND out between $80,000 and $100,000. Eligi-
tions were met. To further encourage ind bility is not affected by mere association
vidual savings for retirement, availability THE NEwW EXPANDED ROTH IRA. with an employer-maintained plan unless a
was extended to everyone in 1982, regaru- beneficial interest is provided.
less of income level or coverage in other In the case of a spouse with less than the

retirement plans. In response, during théeductions, and distribution rules. A sec$2,000 per year earned income, the revised
period 1982-87, over $165 billion flowedond purpose is to develop guidelines forules permit the establishment of a spousal
into IRAs. Given the huge loss in tax revdetermining which of the tax-advantagedRA based on the combined AGls of each
enue, Congress reversed direction in 198RAs—traditional versus Roth—should bespouse. The combined contributions to
with eligibility for a tax deductible IRA selected. Also considered is the complelsoth IRAs cannot exceed $2,000 per indi-
contribution based on income limits thaissue of conversion of other IRAs into avidual. Effective in 1998, the non-working

were set at a relatively low threshold, makRoth IRA. spouse is not treated as an active partici-
ing it restrictive for most taxpayers who pant in an employer’s plan covering the
were participants in an employer plan. IRA CHOICES working spouse. Instead, eligibility to con-

An IRA s a tax-favored personal retire- The comparative analysis in this articldribute to a regular IRA is contingent on
ment plan set up through a trust or custds restricted to the three distinct types oncome limitations—MAGI between
dial account for the exclusive benefit of théRAs that may be available: the regula150,000 and $160,000 [IRA and 401(k)
contributor or his/her heirs. The ownelRA, the nondeductible IRA, and the newGuide]?
determines the type of investment, the corexpanded Roth IRA. Exhibit 1 provides a The IRA owner is required by the IRS
tribution up to the $2,000 maximum, andgummary of the essential features of these begin taking distributions by April 1,
the investment risk profile. Further, thethree choices. A spousal IRAis a variant ofollowing the year that he/she turns¥%/0
participant receives an investment accu regular IRA and will be addressed undeill distributions from a regular or spousal
mulation substantially greater than that othat category. The misnamed educatiofRA are included as taxable income.
a conventional savings vehicle having théRA will not be considered because it hagunds may not be withdrawn prior to age

same yield and time frame. no role in retirement choices. 59 without a 10 percent penalty unless
Two significant tax benefits enhance the i the distribution is allowed by specific
yield: all interest, dividends, and capitaRRegular (Traditional) IRA exception. Authorized non-penalty with-

gains accumulate in the IRA on a tax- In the case of a traditional IRA, a taxdrawals include death or disability, quali-
deferred basis, and contributions to an IRAavings occurs up front with a tax-ied first-home purchase, certain family
may betax deductible for Federal Incomedeductible contribution, thus lowering theeducation expenses, and deductible med-
Tax purposes if they qualify (IRS Publica-Adjusted Gross Income (AGI). Further,ical expense$Another non-penalty option
tion 590). these pre-tax dollars continue to growis the lifetime annuitization of substan-
With the passage of the Tax Reform Actintaxed until withdrawals occur. This doufially equal payments. Health insurance
of 1997, amended by the IRS Restructuble tax break translates into a compoungremiums are qualified where the contrib-
ing and Reform Act of 1998, Congressng-enhanced return that far exceeds a nountor is receiving unemployment benefits
expanded the eligibility rules and created sheltered investment with the same nom[RA and 401(k) Guidef.
new type of IRA. The Roth IRA, availablenal yield and time frame. )
since 1998, was named after its sponsor, A person is eligible to invest in the regNondeductible IR
Senate Finance Committee Chair Willianular IRA if he/she has earned income, is From a retirement planning perspective,
Roth, Jr. (R, Del.). A key differenceyounger than age Z0and is “not an active this type of IRAis generally a poor choice.
between the new Roth IRA and the tradiparticipant in an employer’s retirementOn a comparable basis, any qualified tax-
tional IRA is the timing of tax benefits.  plan” or is an active participant in suchdeductible retirement plan will provide
The primary focus of this article is toplan but with an AGI below $42,000 singlesuperior net returns. While a non-
conduct a comparative analysis of the threend $62,000 joint. Full eligibility ends atdeductible IRA is not subject to income
types of IRAs that are available. Major dif-$32,000 single and $52,000 joint. Phase-
ferences exist in eligibility, contributions,out rules apply between these limits continued on page 16
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continued from page 15 required distributions or minimum with- IRA SELECTION AND

drawals. Contributions could continueCONVERSION DECISIONS
limits, the contribution is in after-tax dol-until death, with the IRA distribution at .
lars. Since the distribution is taxed only omleath being subject to regular inherite(g)verVIeW
the earnings portion, it is necessary to kedRA taxation rules except that there is no Given the revised regulation, tax, and
track of the contributed basis. As seen icome tax due. retirement/estate  planning landscape,
Exhibit 1, the nondeductible IRA is subject many investors are wondering which IRA
to all other rules that apply to regular IRAs E 3 is the best choice. The answer is that it
Other things being equal, the sole benefit depends on the specific circumstances and
establishing a nondeductible account is t objectives. Any analysis is clouded by the
untaxed earnings growth. This optio fact that a number of the decision factors
would thus be recommended only in cas that impact the selection of IRAs have a
where individuals have fully utilized all high degree of uncertainty. Each case
other qualified retirement vehicles. requires that relevant variables be speci-
fied through probability assumptions in
order to receive the maximum lifetime
benefit from IRA investments.

Roth IRA
The Roth IRA, created in 1998, has ge

erated widespread interest in IRAs i The nondeductible IRA yields a greater
retirement savings vehicles. A Fidelity sur ' . r ‘ return than a regular taxable savings vehi-
vey from early 1999 estimates that onl cle, with similar characteristics other than
five percent of Americans with an IRA had tax deferred growth. This IRA has limited
a Roth? As the public becomes more awar  yjx 0r DIFFERENCES EXIST IN appeal. One possible action is available
of the potential advantages of the Rof that offers future benefits: if the participant
IRA, its popularity is sure to increase. Thi ELIGIBILITY, CONTRIBUTIONS, fails the regular IRA test for eligibility,
IRA provides tax-free income, as oppose he/she can still qualify for a Roth conver-
to the traditional IRA's tax deferred PEDUCTIONS, AND DISTRIBUTION sion from a nondeductible IRA if within
income. Whereas contributions to the Ro the higher income limit. Those who do not

IRA are not tax deductible, earnings in the © =5 WHICH IRA 1S THE RIGHT  qualify are left with the nondeductible IRA
account will be free of income tax if helc CHOICE FOR YOU? or other investment vehicles such as life
for at least five years. Unlike the regule. insurance products.
IRA where withdrawals include contribu- A comparative analysis of the legal
tions and earnings, the Roth IRA is Asignificant estate planning opportunityqualifications and essential characteristics
depleted in the following order: first, Rothhas been created with the Roth IRA. TradPf available IRAs is presented in Table 1.
IRA contributions, followed by conversiontional IRAs are subject to both estate takigure 1 illustrates how tax advantages can
contributions, and finally earningsAny upon death of the owner and a futurémpact investment performance under
withdrawal of earnings that does not medéhcome tax liability when withdrawal strict, limited assumptions.
the criteria for tax-free treatment will beoccurs. Initially, funds converted or con-
subject to income tax and the 10 percentibuted to a Roth IRA reduce the au‘ter—ta>zrhe Regular IRA versus the Roth IRA
early withdrawal penalty. The samednvestment pool at work. Over a longer Acomparison of basic features between
requirements that determine a qualified digeeriod, the estate benefits from a tax-freéhe regular and Roth IRAs reveals com-
tribution under a traditional IRA apply to account that continues to grow as it remairigonalties and a few major differences.
the Roth IRA. a Roth or is paid out. Distribution rules and®hase-out rules apply to both, but the Roth
The Roth is designed to attract middletax treatment favor the Roth as an esta@xpands the AGI income eligibility limits
income taxpayers that are active participlanning toof While there are no manda-to include all but higher income taxpayers.
pants in employee-sponsored retiremerory distributions to the Roth owner or surAnother significant difference in the Roth
plans and younger taxpayers in lower taxiving spouse, there are numerous distribus the choice of setting the distribution pat-
brackets. In order to qualify, taxpayers otion rules for any other beneficiatyrhe tern (no minimum withdrawal required).
their spouses must have earned inconmmplex issues of estate planning and behe most critical difference is the timing of
that is less than the maximum AGI capeficiary designations are not addressed taxation: the Regular IRA benefits from
For single taxpayers, the phase-out rangettsis paper. It should, however, be observei@x deferral of contributions and earnings
$95,000-$110,000. Joint returns are phaseiiat improper selection of beneficiaries angrowth, whereas the Roth is funded with
out between $150,000 and $160,000. Alistribution methods or failure to take intoafter-tax dollars, but all future growth and
non-working spouse or one with less thaaccount other legal, tax, and estate considistributions are tax-free.
$2,000 annual income qualifies for eerations often results in unexpected tax con- A standard comparative analysis of the
spousal IRA based on joint income. sequences and less family wedlinother choice between the traditional and Roth
One major difference between the Rothaluable use of the Roth IRA is to fund dRA is contingent on the following critical
plan and regular IRA is the age restrictionbypass trust or exemption trust to také&ctors and assumptions:
Unlike the regular IRA, Roth contributionsadvantage of the unified tax credit. This the rate of return earned over the accu-
may be made beyond agey7d there is unified credit is set at $675,000 in 2000 and Mmulation period;
earned income. Similarly, there are naises to $1 million in 2006. the rate of return earned during the dis-
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tribution period:; FIGURE 1. TAX-FREE BEATS TAX-DEFERRED

the number of years of accumulation

before distributions begin;

the period of time after retirement that

distributions occur; $167,961

the assumed marginal income tax rat $146,947

during accumulation; and

the assumed marginal income tax rat

during the distribution period.

With these features guiding the IRAZ /
decision rules, the questions that remaig
are whether the Roth is for you and:
whether you should convert to a Roth. Thes
determination of optimal IRA selectiona'_'_)
begins with a simple modeling of key vari-%
ables. Oversimplified models have been
widely disseminated in the popular finan-
cial press and are readily accessible from
IRA providers or their Web sitdsMore Regular Traditional Traditio_nal Roth
sophisticated computer software models (taxed) Ntondde"f“"“%'e (tgf_?j”e%'::fd) (tax-free)
which incorporate complex math algo- (tax-deferred)
rithms for advanced financial planning
simulations have also been develojed.

$184,648

$125,051

m WRhdrawal

Assumptions: 28 percent tax bracket; $2,000 annual contributions for 25 years; nine percent average annual return

IRA CONVERSION RULES

Taxpayers with existing IRAs may betribution, (2) trustee-to-trustee transfer, otain. In addition to the factors of rate of
eligible to convert their accounts into RotH3) change from a regular to a Roth IRAeturn, timing of accumulation and with-
IRAs. An income ceiling of $100,000with the same trustee. drawals, and present and future tax rates, a
applies to both single and joint filers. Mar- The controversial issue of conversiorreal-world analysis incorporates the use of
ried couples who file separate tax returngeversal has been clarified by the IRS. Aestate-planning considerations and the use
are not eligible. The $100,000 AGI limitreversal from a Roth back to a regular IRApf outside assets to pay the front-end tax.
does not include the converted IRAor are-characterization, may be made by the In a recent article, the authors con-
amounts. Any minimum distribution tax return date without negative tax conseducted a scenario analysis of comparative
requirements after age Z@hat are being quences. A trustee-to-trustee reversal shoutdsults under different assumptions. Ignor-
taken will, however, be counted as taxablee made where the AGI eligibility is vio-ing other Roth advantages, where the tax
income and will impact AGI. lated. A re-conversion is also permittecpaid at conversion comes from the con-

Beginning in 2004, minimum distribu- where the market value of the new Rotlverted IRA, a positive economic benefit
tions from IRAs and qualified retirementdrops relative to the old converted regulatiepends on a lower expected marginal tax
plans will not be included in AGI for the IRA. Instead of paying higher taxes, the taxrate at the time of withdrawal. Mathemati-
purpose of determining Roth income qualpayer in effect reclaims the new lower basisally, a break-even situation exists where
ifications (1998 IRS Restructuring Bill). by reverting to a regular IRA. The re-conthe tax-rate remains the satdf funds
Conversions from a regular or nondeversion is complete when the taxpayer sulare available outside the IRA, the conver-
ductible IRA will have different tax impli- sequently converts to a Roth IRA. Suclsion amount stays constant, which consti-
cations depending on the circumstancestrategic tax moves are now restricted to ortates a “ramp up” of the IRA, and the result
To the extent that a withdrawal comes frome-conversion per year (IRS Notice 98-50).will be positive even after the lost opportu-

funds that have not been taxed, the conver- nity return on the extra funds invested is
sion triggers a taxable event (at the taxl HE ROTH CONVERSION subtracted. The amount of the gain will
payer's marginal rate). No early penalty i ECISION accelerate as the yield increases. An even

imposed on a conversion; however, if any For taxpayers who are eligible to congreater projected economic benefit occurs
money withdrawn is used to pay incomeert their regular IRA, a rollover to a Rothwhere the owner leaves the Roth untapped
taxes owed on the withdrawal, the premaexchanges a near-term tax liability fobeyond age 78 Perhaps surprisingly, this
ture distribution will be subject to along-term tax freedom on the entire investscenario shows that even where marginal
penalty. When converting, it is importantment. The IRA rollover decision is compli-rates fall at retirement, the conversion is
to keep in mind that the additional convereated by the almost infinite number of sceadvisable. This analysis uses a 30-year
sion income and resultant increase in AGtarios that can be generated. Any attemfitne period. As the growth period is short-
could impact eligibility for tax credits, to simplify this decision must be madeened, the net advantage to the Roth begins
deductions, and exemptions. with an awareness of both popular myth&® disappear. A basic tradeoff exists
In the case of a regular to Roth converand inherent risks. The ultimate merit of detween tax rates and time left to gréw.
sion, one of the following methods must beonversion involves judgment on a set of
used: (1) rollover within 60 days after disvariables that are neither precise nor cer- continued on page 19
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continued from page 17 would be to maintain funds needed folRA offers a more flexible design, particu-

the next five years as a regular IRA anthrly in estate planning. Careful attention

DECISION GUIDELINES to convert the balance to a Rotho the key decision parameters increases
An iteration of the Roth rules under dif- account. This would be especiallythe probability of long-term success in

ferent possible conversion scenarios leads effective if conversion moves you to alRA selection.

to the following observations and rules-of- higher tax bracket.

thumb: Within 15 years of retirement, a partialAt MTSU, John T. Lee is chair of the
If the IRA has significant nondeductible conversion will generally lead to anDepartment of Economics and Finance,

contributions, the tax-free shift to a optimal cash flow. and Duane B. Graddy is an economics pro-

Roth would always be advantageous.
Younger workers in a lower tax bracke*
would be better off paying taxes now
and leaving funds to grow untaxed. A:
income grows, so does the marginal ta
rate.

Younger taxpayers derive greater poter
tial benefit given the long horizon. The
more years until retirement, the better.
The best result will occur where income
tax liabilities from conversion are paid
out of outside assets. Conversion me

WEB SITES

Brentwood Software Inc. Roth IRA Web site
http://www.rothira.com

Fairmark http://www.fairmark.com/rothira/

FinanCenter http://www.calcbuilder.com

FundSpot
http://www.fundspot.com/education

IRA Tax Forms: http://www.irs.ustrea.gov

WEB-BASED CALCULATORS
Fidelity: IRA Evaluator

fessor.

END NOTES

1. IRA and 401(k) Guidel999. Mutual Funds
Magazine(February): 44-45, 48-52.

2. See Exhibit 1 for the limits.

3. IRA and 401(k) Guidel999.Mutual Funds.

4. “When Roths Are a Bad Idea.” 199dutual
Funds Magazin¢June): 73-76.

5. Piazza, Jack L. 1998. “The Roth IRA—New
Way To Save."Sensible Investent StrategieslO
October http://www.senivest.com/article 4.htm.

6. Weiss, Stuart. 1999. “Now and AgairDow

Jones Investment Advis@kpril): 90, 92.

7. Trock, Gary. 1999. “Roth IRA Distributions: A
Review of The Rules AAll Journal(October): 14-17.

8. Brenner, Lynn. 1999. “The IRA Minefield.”
Bloomberg Wealth Managédanuary/February): 81-86.

9. Select Web sites are included in the box at left.

10.Daiyanani, Gobind.“Roth IRA Book: An
Investors Guide” anBoth-OptimizeBrentwood Soft-
ware, Inc., Winter Park, FL. http://www.rothira.com.

11. TMI Tax Services, Inc. 1999. Income Tax and
Financial PlanningQuickfinder Handbook],999 edi-
tion. Minnetonka, Mn http://www.quickfinders.com.

12. Johnson, Linda M. 1999. “Roth IRAs: Con-
verting, Recharacterizing and Reconvertintptirnal
of AccountingAugust): 75-80.

13. Kwall, Jeffery L. 1998. “The Value of Tax
Deferral: A Different Perspective on Roth IRAs.”
Journal of Financial PlanningDecember): 46-50.

Marshall Funds: IRA Comparison Calculator
and IRA Rollover Calculator

New England Funds: Comparison
Calculator and Conversion Calculator

Prudential Insurance: Roth IRA Calculator
and IRA Conversion Calculator

State Farm Insurance: Traditional vs. Roth
IRA Calculator and Roth Conversion
Calculator

Strong Funds: Roth IRA Calculators

T. Rowe Price: IRA Interactive Worksheet

Vanguard: Roth IRA Conversion Worksheet

Waterhouse Securities: Roth vs. Traditional
Calculator

be a bad move where taxes are paid ¢
of the rollover, especially if there is a
penalty for early distribution.
Borrowing to pay taxes may be ar
option, but only if the payback period is
reasonably short and the individual i
capable of extra savings.
The higher the expected return on th
IRA investments, the greater the benef
from a conversion.
The more it is anticipated that one’s ta
bracket will fall before the money is
withdrawn, the less advantageous it is
to convert.
The popular notion that tax brackets ar&©NCLUSION
lower for most taxpayers at retirement An awareness of the specific rules and
often proves untrue. practical considerations in IRA selection iSOTHER SELECTED REFERENCES
While the tax rate may change, a coreritical to long-term retirement planning.«tq Roth or Not to Roth: That is the Question when
version locks in today’s tax rate, thusThe IRA market exceeds $2 trillion and is the New IRA Arrives.” 1997 Kiplinger's Per-
eliminating uncertainty about futureexpected to grow dramatically in the sonal Finance MagazingNovember).
rates. future. IRA rollovers from 401(k)s and 1998 IRA Guide. 1998Mutual Funds Magazine
The post age Tlﬂdeferral, _beyond t.he other pension pIans_ will be subs.tantiaIKah(i?{‘ﬁurgi%Q ﬁ._igég. “401(K) or Roth IRAZhdi-
normal minimum distribution require- Further, concern for inadequate retirement yigual Investorduly): 93-94.
ments that can be shared with a spouseinding will most likely lead to future Maxwell Shmerler and Co. 1998. “Roth IRA-Latest
may be extremely valuable. The Roth isdjustments in the rules that will encour- From IRS.” New IRAs for 1998 (August).
not only for the young; it can be a greaage a broadening of IRA ownership. The Ntp:/ww.mscocpa.com/rothiranews.htm. .
benefit for the elderly. traditional IRA provides a front-end taxMelCher’ '?eter' )., Arend Lucy, and James Horwicz.
o . . 1997. “Should You Convert Your Current IRA to
The ability under the Roth to passsavings and compound growth of invested 4 roth IRA in 199877 ournal of Financial Plan-
wealth on to heirs without futurefunds to those who meet the eligibility ning(December): 64-75.
income tax liability offers a unique fam-rules. Alternatively, a Roth IRA gives noNolo Press. 1998. “Roth IRAs: The Newest Way To
ily financial planning opportunity. tax break initially but offers a unique fea-_Avoid Probate.”5 October. http://www.rothira.com.
. . . . Picker, Barry.“The Roth IRA: A Detailed Overview.”
Most scenarios use long accumulatioture, tax-free accumulation. Earnings http://www.rothira.com, pp. 1-5.
periods of 20 or more years. As thesgrowth is untaxed and withdrawals are taxschuloff, Marc L. 1998. “Making the Most of Your
time frames are shortened where thi&gee provided minimum holding require- Roth IRA.” Kiplinger’s Personal Finance Maga-
sole focus is on funds accumulated, thments and one of the qualifying with- zine(May).
Roth advantage diminishes. If you arelrawal rules are met. Where IRA converY-S: Department of the Treasury, IRS. 19iblica-
f . . . tion 590: Individual Retirement Arrangements
at least ten years away from retiremension to a Roth is both permissible and (IRASs) Washington, D.C.
the Roth almost always makes sense. meets the tests of practicality, the projectegeiner, Leonard. 1997. “The Grapes of RotH.S.
One risk-reduction planning strategyextra benefits can be sizeable. The Roth News & World ReportDecember).
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WHAT EVERYONE SHOULD KNOW
ABOUT LONG-TERM CARE

BY ANEALIA SASSER, JOHN T. LEE, AND KENNETH HOLLMAN

ARE YOU AND YOUR FAMILY MEMBERS PREPARED TO COPE WITH ISSUES SURROUNDING AN

UNEXPECTED ACCIDENT OR PROLONGED ILLNESS REQUIRING LONG-TERM CARE?

stands a 75 percent chance of sul25 percent of patients who enter a nursing Taking care of loved ones in the event

stantial financial loss due to long-home are there for more than a year, araf prolonged illness has been the preferred
term care (LTC}. Forty-three percent of less than 10 percent of patients actualigption for many. Today family members
seniors (65 and older) will require nursingstay in a nursing home five years or mbreoften live independently, divorce more fre-
home care at costs that now exceed The purpose of this article is to provideguently, and move more often. Many peo-
$50,000 per year. Two-thirds of those undgsractical information to use in evaluatingole cannot easily afford to care for a loved
such care will lose all of their assets withiryour long-term care needs and the alternane for an extended period of tifieSin-
one year, and 90 percent will be bankrugives that best address those needs. Algte individuals may be especially vulnera-
within two? Further, LTC is not limited to considered are the key decision factors iple to long-term care issues. Statistics
the elderly since 40 percent of Americanevaluating LTC insurance as an optionshow that wives outlive their husbands by
needing long-term care are working adultgirst, we will consider the most commorseven years, so this could easily be the case
between the ages of 18 and*4. health care programs available. for widows as well?

Looking ahead, U.S. government statis-

tics indicate that half of the 36 million

E n unprotected retired coupleneed to stay less than three moritimly ~FAMILY CARE

SOCIAL SECURITY

retirement-age baby boomers will need Social Security provides benefits for
some type of extended care. This care Wil EorTy-THREE PERCENT OF retired workers and for workers and their
require continuous medical assistance pro- families who experience a loss of income
vided for months or years by a special SENIORS WILL REQUIRE due to disability or death of a family wage
assisted-living facility or home-care med- earnetf? There are five types of benefits
ical techniciang. Health-care advances NURSING-HOME CARE AT available through Social Security (SS):
have reduced the likelihood of sudden disability, retirement, family benefits, sur-

COSTs THAT NOW EXCEED

death while increasing longevity and the vivors, and Medicare. SS credits are

chance for physical or mental impairment.  ¢50 000 PER YEAR. NINETY earned by working and by paying SS taxes.
In the event LTC becomes necessary, the These credits are used to determine the
costs can be insurmountaBl€he onset of PERCENT OF THOSE WILL BE amount of benefits. Full retirement bene-

LTC difficulties can be very rapid, and life- fits are payable at age 65 (with reduced
time savings can dwindle quickly. The BANKRUPT WITHIN TWO benefits available as early as 62) to anyone
November '99 issue dbmartMoneystates with enough SS credits. Family benefits

that older Americans, in the span of a YEARS. and survivors’ benefits are payable to other
decade, will spend $52 billion from their members of the family in the event of the

own retirement savings to pay for nursing- wage-earner’s retirement, disability, or

home care. This represents 58 percent more death®®

than today’s figure. The cost of long-termHEALTH INSURANCE Social Security supplies only enough

care has been rising faster than inflation Group Health Insurance was designed tinds to pay supplemental living expenses,
and is projected to grow by five percent @ay for doctors, surgery, and short hospitand there are no provisions for long-term
year during the next decatle. stays. Even comprehensive major medicar custodial care except for those outlined
Is the outlook all bad”According to sta- does not cover most costs associated withnder disability as defined by Social Secu-
tistics from United Seniors Health Cooperthe long-term care of an individual. Fur+ity. Further, it is unlikely that Social Secu-
ative, the majority of people at least 6%her, with increasing demands being placedty programs will be altered to address
years of age will never enter a nursingn hospitals and doctors due to managddng-term care needs in the future. Social
home. Seventy-five percent of those 65 atare, the average health insurance policy no
older who do enter a nursing home willonger tolerates lengthy hospital stdys. continued on page 22
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TABLE 1. COMPARISON OF INSURANCE COMPANIES

Company Benefit Period Daily Benefit Waiting Period  Annual Premium At Age

60 65 70
American Travelers 3 years $100 100 days $910 $1,530 $2,120
Bankers Life 3 years $100 90 days $1,080 $1,500 $2,160
CAN 3 years $100 90 days $856 $1,168 $1,696
GE Capital Assurance 3 years $100 100 days $1,090 $1,480 $2,120
John Hancock 4 years $100 100 days $1,320 $1,740 $2,590
UNUM 3 years $100 90 days $1,875 $2,495 $3,207

Source: Kiplinger Update, http://www.1tcfs.com/kip_update.html, Buyer's Advocate Update, October, 1998

continued from page 21 tion, and the extended stay must be for tHelanning,” is generally frowned upon, and
same medical condition. Medicaid was no€ongress has taken action to limit'it.

Security is presently paying out less indesigned to handle the predicted burgeoirior to health care reforms such as OBRA,

benefits than it is receiving in taxes, withing cost resulting from extended longevitthe Omnibus Budget and Reconciliation
the excess funds being credited to SS trushd the large retirement-age populatioAct, Medicaid looked back no more than

funds. However, benefit payments are preereated by baby-boomers.
jected to exceed revenues in 2015, and the
trust funds will be depleted in 2037.

SUPPLEMENTAL
SECURITY INCOME

Supplemental Security Income (SSI)
monthly payments are available to individ-
uals of low income with limited assets. To «;vypovERISHED” RULE, SOME
qualify for SSI benefits, an individual must
be either disabled or at least 65 years old. INDIVIDUALS HAVE CHOSEN
The benefit amount varies from state to
state. SSI benefits are funded from general
tax revenues, and the amount of eligibility
is not based on past earnings. The federal
government pays a portion of the benefit,
and some states add to this amount. How-
ever, the state of Tennessee does not con- PLANNING,” IS GENERALLY
tribute to the funding of SSI benefits.

IN AN EFFORT TO PROTECT

ASSETS AND BYPASS THE

TO TRANSFER ASSETS TO
ANOTHER PARTY. THIS

PRACTICE, “MEDICAID

FROWNED UPON, AND

MEDICARE

. . . . CONGRESS HAS TAKEN
Medicare consists of hospital insurance,

partially funded by Social Security rev-
enues of those still working, and medical
insurance, paid from general revenues and
monthly premiums of those enrolled.
Medicare Supplement Insurance helps pay
for medical supplies, outpatient visits, hosMEDICAID

ACTION TO LIMIT IT.

30 months to see if assets had been trans-
ferred to another party. If transfer had
occurred, the applicant for Medicaid was
ineligible for Medicaid benefits for up to
30 months. OBRA eliminated the cap of 30
months on this look-back period, resulting
in additional loss of benefits in some cases
of asset transfer. OBRA also allows states
to place a lien on homes for the amount of
unpaid Medicaid costs incurred for long-
term care. This practice, known as “Estate
Recovery,” steps in after one’s personal
savings run ouf. In some states, this pro-
gram requires Medicaid reimbursement
even after the death of a recipient.

LONG-TERM CARE DECISIONS

There are viable alternatives for secur-
ing a carefree retirement and future well-
being. One avenue to protect against the
risk of extended care is LTC insurance
coverage. In many cases, LTC insurance is
affordable and gives the security of protec-
tion in the event of a catastrophic illness or
an accident.

The National Association of Insurance
Commissioners offers a quick self-test to
help in deciding whether or not this product

pitals, and doctors. Those who qualify are Medicaid covers long-term and custois suited to your needs. They suggest that
generally over 65 years old and gettinglial care but is available only to “impov-individuals should not buy long-term care

Social Security benefits.

erished persons.” Private financial assetasurance if they can't afford the premi-

Medicare was never intended to handlmust be exhausted in order to qualify asms, they have limited assets, they have
long term or custodial care. Medicare onlyimpoverished” for Medicaid benefits. In difficulty paying for basic needs such as
approves patient benefits for up to 100 daythis case, all assets are at risk, includinipod and utilities, or Social Security or SSI
in a nursing home with “skilled care.” Thelife-time acquisitions such as real estatés their sole source of income. LTC insur-

majority of nursing homes do not meet thipensions, stocks, bonds, and trusts.

ance should be considered if significant

“skilled care” requirement, which means In an effort to protect assets and bypasssets and income are present, protection of
that only 25 days of Medicare benefits aréhe “impoverished “ rule, some individualsassets and income is important, or individ-
available. Further, the nursing home stajlave chosen to transfer assets to anothals prefer to pay for their own care or wish
must occur within 30 days of hospitalizaparty. This practice, known as “Medicaidto be independent from others’ suppért.
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LONG-TERM-CARE INSURANCE TABLE 2. COMPARISON OF PREMIUMS AND COVERAGE FOR DIFFERENT AGES
Insurance Carrier—Over 100 companies

compete in the LTC insurance market. TheAge at Entry  Average Premium Costs Average Premium Costs
objective is to choose the company that for *Minimal Coverage for **Generous Coverage
offers the best combination of affordable

price and features needed. Since LTC po 40 $55/year $1,300/year

cies are expensive, some tradeoffs of cos#5 $75lyear $1,400/year

and features may be necessary. Anoth 50 $80/year $1,500/year

vital consideration is the financial stability 55 $105/year $1,700/year

of the provider as reflected in the repoi 60 $150/year $2,000/year

card of the ratings services. Ratings of A or65 $220/year $3,400/year

better are recommended. Among the ratir 70 $355/year $5,000/year
services available are A. M. Best and80 $605/year $7,900/year
Moody’s 85 $1,065/year $11,900/year

Table 1 lists several companies that
Standard and Poor’s rates “secure” for Source: Long-Term Care Insurance Buyer's Advocate Rate Comparison Quote Service
claims-paying abilty. The daily benefit [ MITbes e e ere ottt s o ot ety e oy ‘i conrge el
refers to nursmg-home or home'health'carel\lo adjustments are made for inflation. **Generous Coverage includes 100 percent of integrated home care at
benefits. These companies’ policies includethe rate of $140 per day and offers a lifetime benefit period and 90-day elimination period. A five percent adjust-
a five percent compound inflation adjust- Men s made for inflation.
ment, and every company except GE Capi-
tal Assurance (formerly AMEX) offers a
spousal discourtt. prior hospitalization. However, in manyElimination (Waiting) Period —Know

cases, conditions that result in extendettie length of time required prior to eligi-

Costs—Premium rates are usually detereare do not require hospitalization. bility for benefits. “Skilled care” is some-
mined by the age of the applicant at the times covered by regular health care for
time of enrollment. Listed in Table 2 arePremium Waivers—Determine the speci- those under 65, and Medicare approves up
sample premium ranges for LTC insurancéied times that policy premiums may beo 100 days. A particular policy must be
coverage for different ages and at differerwaived. Premium waivers vary with carri-evaluated to determine the kind of care
levels of coverage. Planning for extendedrs from the first day of benefits to 90 day¢skilled, at home, nursing home) included

care should occur long before it is actuallafter the start of benefits. in this waiting period.

needed since age and physical condition

are the key factors in an insurance carrier’s Pre-Existing Conditions—Some compa-
approval and pricing decisions. Depending nies’ policies require a waiting period for
on income available and premium costs, pre-existing conditions; others become
one planning approach would be to hedge PLANNING FOR EXTENDED effective from the initial date of coverage.
risk by some combination of insurance If a pre-existing condition exists, it should

CARE SHOULD OCCUR LONG

coverage and self-insurante. be disclosed at the time of application. The

BEFORE IT IS ACTUALLY company may cancel the policy if discrep-

Benefits—Some companies pay a specific ancies are discovered at a later time.
amount per day or month for nursing-home NEEDED SINCE AGE AND

care. Others pay a percentage of the costs Inflation Benefits Included—According
or pay the actual charges while allowing PHYSICAL CONDITION ARE to the General Accounting Office, policy
for carryover of any daily benefit amounts. benefits should indicate provisions for

The benefit amount should be specified ~ 'HE KEY FACTORS IN AN

and conform to the average costs in your

inflation at the rate of 5.8 percent com-

INSURANCE CARRIER’S pounded annually. Some policies allow for

area. Presently, nationwide average costs the insured to buy extra coverage at regular
are $129 per d&y. APPROVAL AND PRICING intervals. This method is called a “Future
Purchase Option,” and the amount of cov-
Inflation Costs Included—Increased cost DECISIONS. erage offered is usually based on changes
limits resulting from a policy’s automatic in the Consumer Price Index (CPI). Since
increase in benefits are calculated in differ- the CPl is frequently less than the medical
ent ways. One of the more advantageous component of the CPI, this index has not
methods of calculation is for all cost items kept pace with actual increases in long-

to be included initially in the cost of pre-Guaranteed Renewable-The policy cho- term-care cost§.Premiums for LTC insur-

miums. Be wary of a policy where the presen should be one that will not be cancelehce increase with the age of the insured,

mium is scheduled to increase annually. as long as the premiums are paid as agreeahd these “interval offers” are based on age
The insurance company should not be ab# the time of the offet.

Prior Hospitalization—Premium costs to retract this stipulation even if it discon-

are generally less for policies requiringinues offering LTC insurance. continued on page 24
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continued from page 23 simply mean unskilled. Benefits should Access to this plan’s benefits requires a

not be reduced because the care is consabndition considered “chronically illand

Other policies allow the purchase of a&red unskilled. the following: (1) certification by a licensed
rider stating the benefits will increase by a health care practitioner stating the patient’s
specific dollar amount, simple or com-Bed Reservationr—This benefit allows the inability to perform, without substantial
pounded, for a specific amount of timenursing home to hold a patient’s bed in thassistance from another person, at least two
The premiums may be higher initially, a®event of necessary short-term absencesit of six ADLs for at least 90 days;, (2)
compared with the “Future Purchasérom the facility. the requirement of substantial supervision
Option,” yet prove financially beneficial in for protection against threats to health and
the long run. This automatic increase iBenefits of the Non-Tax-Qualified safety due to the patient’s severe cognitive
benefits is even more advantageous if thelan—Access to this plan requires physiimpairment. For someone to qualify for
dollar amount is compounded annually. cian certification that care is medicallybenefits, the insurance company’s claims

necessary, inability to perform at least twadministrator must determine that these
Benefit Maximums—Policies use “time out of seven ADLSs, or existence of a coggualifications are met as outlin&d.
frame maximum” in referring to lengths ofnitive impairment. Physician certification does not automat-
time and “total dollar amount maximum” ically establish eligibility as it does in the
when referring to the amount of money non-tax-qualified plan. Cognitive impair-
paid in benefits. Companies offer time ment under this tax-qualified plan must be
frames of one year up to an unlimited considered severe, and it must be docu-
period of time. If maximums are expressed mented that substantial supervision is
in dollars, this refers to the dollar amount required during performance of ADLs. Six
per period (day, month, year). “Total dollar ADLs are recognized by the tax-qualified
amount maximum” is calculated by multi- plan, while seven are recognized by the
plying the dollar amount per period by the non-tax-qualified plan.
number of periods.

Benefits are divided into two cate-
gories: nursing-home and home-health
care. Research on nursing-home care indi-
cates that stays are usually less than three
years with 20 percent of patients over 65
needing longer than five years of nursing-
home caré?

Assisted living, a group living arrange-

BECOMING IMPOVERISHED
(SPENDING DOWN ASSETS)
OFFERS A “LAST RESORT” IN
WHICH MEDICAID WILL PAY

AFTER ONE’S OWN FUNDS MEDICAID

Individuals with limited assets and
income who qualify as impoverished per-
sons according to Medicaid guidelines
may find Medicaid an attractive alterna-
tive. If Medicaid is the final choice for
your long-term-care needs, you may wish
to prepare in advance for the following

ARE EXHAUSTED. HOWEVER,
THE SERVICES AVAILABLE
THROUGH MEDICAID AND

QUALITY OF CARE OFFERED

ment for the physically and cognitively
. . T BY FACILITIES THAT ACCEPT
challenged with a wide range of individu- .

alized assistance available 24 hours a day,
is an alternative to nursing-home care for
those individuals who only need help with
one or two of the activities of daily living
(ADLs). Nursing homes are usually for
those needing help with three or four .
ADLs. Assisted-living facilities may be Medical necessity and the inability to
available at a lower cost and allow spousqserform two of seven ADLs are deter=
to stay together. mined by the patient’s physician using the
basic standards of medical practice. ADLs
Provider Options—Determine the limita- recognized by this plan include bathing,
tions on care delivery as outlined in theoileting, continence, eating, transferring,
policy. Preferably the policy allows bene-and ambulating (getting around without a
fits for both skilled and unskilled care,wheelchair). There are no automatic
home care, nursing-home care, assisterkquirements of re-certification of cogni-
living facilities, and adult day-care centerstive impairment or organic mental disease,
The more options available, the mora&uch as Alzheimer’s, other than those cho-
expensive the premiums.

MEDICAID MAY NOT BE

SATISFACTORY. .

Benefit types—The policy should allow Benefits of the Tax-Qualified Plan—
for payments at all levels of care, whethewith a tax-qualified plan you may be able
in the home, assisted-living facility, nursto deduct the premiums. Even more impor-

sen by the insurer on an investigative basis.

scenarios that may be encountefed:

In order to receive Medicaid benefits, in
most states, you must be in a nursing
home.

Sometimes private-pay facilities are
exclusive due to non-acceptance of
Medicaid patients.

Generally the waiting list for Medicaid
patients is very long.

Compared to private-pay facilities,
upgrades in facilities and services are
cost-prohibitive at nursing homes that
accept Medicaid patients because less
funding is available through Medicaid.
Enrollment is required where a bed
becomes available, not necessarily in
the location the family chooses.

The Medicaid patient must enroll at a
facility that accepts Medicaid. Some
facilities do not participate in Medicaid.
The Medicaid patient is very limited in
choices (such as a private room) as
compared to the private-pay patient.

ing home, or adult day-care center. Itantto some individuals is the fact that benBECOMING IMPOVERISHED

should pay for skilled as well as unskillecefits from tax-qualified plans are guaran-
care. The termmtermediateandcustodial
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Some people prefer not to invest premi-

teed not to be considered taxable incomeums in an LTC policy that has a high prob-
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UNRAVELING THE TANGLED WEB OF FINANCING A CHILD’S

POSTSECONDARY
EDUCATION




BECAUSE THE COST OF FINANCING HIGHER EDUCATION HAS INCREASED TWICE AS FAST AS THE NATIONAL
INFLATION RATE AND AVERAGE FAMILY INCOME OVER THE PAST DECADE AND BECAUSE OF GROWTH
IN NUMBER AND SOPHISTICATION OF EDUCATION SAVINGS OPTIONS, MIDDLE INCOME TENNESSEE TAXPAYERS

ARE STRUGGLING WITH HOW BEST TO FINANCE THEIR CHILDREN’S HIGHER EDUCATION COSTS.

BY ROBERT G. COLVARD AND JAMES L. BUSH, JR.

affected by the number of educadeal with education costs: not be considered.
tional savings options and thes exclusion of up to $5,250 each year for
varied tax consequences of each, as well asexpenses paid under an employerQUALIFIED STATE
exclusivity vis-a-vis other options. The qualified educational assistance profVITION PLANS
availability of Hope and Lifetime Learning gram (graduate education expenses Qualified State Tuition Plans (QSTPs)
credits further confounds the typical Ten- were not addressed by the legislation);are controlled by IRS Code Section 529,
nessee taxpayer’s decision-making process. interest on Series EE bonds issued aftenles contained in the Small Business Job
The purposes of this article are to: 1989 if the interest was used to payrotection Act of 1996 and subsequently
= identify and characterize the salient ele- higher education expenses; amended by the Taxpayer Relief Act of
ments of six educational savings options; exclusion of proceeds from qualified1997. Generally, these plans fall into two
= compare the economic effect of each scholarships used to pay certain educiroad categories: prepaid tuition programs,
option to the most prominent of ten tional expenses; providing insulation from future inflation
potential tax considerations; = a provision not to trigger income whenin tuition regardless of the rate of increase,
= consider the most effective uses of the certain conditions were met concernin@gnd a trust which anticipates its member’s
Hope and Lifetime Learning credit; and forgiveness of student loans; and payments will earn returns at rates greater
= suggest practical and useful solutions te tax deferral of the earnings from statéhan the growth in tuition payments
common taxpayer scenarios. prepaid tuition programs (Posin). (CSPN).
The following discussion will provide a  The shift in policy from the narrow view  To qualify their programs, states must
brief historical background and characterizespoused traditionally by the code aalso mandate that:
each saving option as well as the newlyeflected by the requirements of Sectiom all contributions be in cash;
enacted Hope and Lifetime Learning credits] 62 to the broad array of inducements in the the contributor or beneficiary be pro-
compare each savings option with the mosurrent code is profound. One explanation hibited from directing the investment;
germane tax consideration, and suggegir the shift may be that the growth rate in beneficiary changes occur only between
practical solutions and strategies to reathe basic costs to attain a college degree hasfamily members;

U nfortunately, this decision ising of the options available to taxpayers teosts, the Uniform Gift to Minors Act will

world scenarios. far outstripped the rate of increase in prices refunds must impose more thanda
in the general economy for many years. minimuspenalty except for stated con-
LEGISLATIVE HISTORY ditions:

For decades the provisions controllingcPUCATION SAVINGS OPTIONS | there be a separate accounting for each
the tax status of education expenses were Six recently enacted savings options designated beneficiary;
governed by Section 162 of the InternalQualified State Tuition Programs, educa= there be no pledging of plan assets as
Revenue Code, the basic philosophy dfon IRA, Roth IRA, nondeductible IRA,  security for loans;
which was to control the deductibility ofdeductible IRA, and U.S. savings bonds) there be a prohibition against excess
educational expenses. The standard estare the legally sanctioned advantaged vehi- contributions above those needed for
lished was that education costs must hawes used to accumulate financial resources Qualified Higher Education Expenses
been incurred primarily to maintain andwith which to pay higher education costs. (QHEE) (Internal Revenue Code Sec-
improve an employee’s skills or to meet th&Vhile the Hope and Lifetime Learning tion 529).
specific requirements of the taxpayer'sredits provide a valuable dollar-for-dollar Maximum dollar or tuition unit contri-
employer for continued employment. Ifreduction of tax liability, neither is a meansutions per beneficiary and any adjusted
there was the possibility that the expensesd amassing financial resources. Since orgross income (AGI) limitations vary,
in question qualified the taxpayer for a nevgource defines middle-income taxpayers asposed by state law. Contributions to
trade or business, the expenses could beo parents (aged 35-40) with two to thre€STPs are not tax deductible, but fund or
expected to be challenged by the IRS.  children (aged 6-12) and a combinegccount assets grow tax free—the central
Over time there was some softening oficome of $50-60,000, and since since fewax and economic benefit of the plan (Hen-
the requirements. Daniel Posin mentiongarents in this circumstance would releasgerco). Taxation of the beneficiary occurs
the following benefits in force (in addition control to the child of limited financial
to Section 162) when there was a broadeassets needed to fund higher educatic continued on page 28
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continued from page 27 = Presently, up to 1,500 units may be puito pay QHEE—tuition, books, supplies, and
chased per child. equipment required to enroll in or attend an
when the earnings in the account are dis- Tuition units purchased must be oreligible educational institution. Room and
tributed and used for payment of education account with BEST at least two yeardoard are QHEE for students enrolled at
costs. No federal early withdrawal penalty prior to their use. least half-time. Amounts paid for room and
or excise tax is applied to QSTPs. = BEST funds cannot be accessed blgoard on campus qualify if amounts paid do
To operationalize a QSTP, a purchaser creditors of the donor or child, and thenot exceed the rates established and pub-
enters into contract and funds a special funds may not be used for other thatished by the student’s institution. For those
account used to cover future higher educa- QHEE except for death or permanentvho live off campus (but not at home), the
tion costs for a designated beneficiary. disability. law provides a $2,500 per year cap on tax-
When distributed, these funds must be used Transfers may be made to other familyree distributions for room and board.
to pay qualified costs (tuition, fees, books, members (defined only by approval of If students withdraw an amount greater
supplies, room and board). When funds are the child and the purchaser). than the amount of their QHEE, a portion
used to defray QHEE, no taxation occurs Tuition units may be used for graduat®f the amount withdrawn will be taxable to
until these expenditures exceed contribu- or undergraduate education costs. the beneficiary. Generally, the ratio of total
tions. Moreover, the tax is levied on tha Contributions to BEST are not subjectontributions divided by the account bal-
beneficiary. Therefore, middle income tax- to state, county, or municipal taxes. ance prior to the withdrawal will establish
payers should benefit since their tax rate is BEST contributions are subject to fedthe portion of the withdrawal that derives
expected to be higher than that of the bene- eral gift taxes but eligible for thefrom accumulated earnings. The next step

ficiary—generally their child or grandchild.  $10,000 per person exclusion. in the measurement of the taxable portion
Earnings of QSTPs refunded to purs The BEST account is a part of the benef the withdrawal is to divide the qualified
chasers will be assessed a 10 percent eficiary’s estate. educational expenses by the amount of the

penalty unless the refund is for QHEEsy When a dependent child uses prepaidithdrawal (Publication 970).
because of death or disability, or made on tuition for college and the family meets A beneficiary can roll over educational
account of scholarships earned. Contribu- household income requirements, onéRA funds to another educational IRA if
tions to QSTPs are subject to gift tax but can claim the Hope scholarship or Lifethe new account’s beneficiary is either the
eligible for the $10,000 annual gift tax time Learning tax credit on a tax returntaxpayer or a member of the taxpayer’s
exclusion. The account is included in the family. Rollovers are tax free if completed
estate of the beneficiary. EDUCATION IRA within 60 days of the withdrawal. A tax-

Contributions to QSTPpermit middle Among the provisions contained in thepayer can roll over only one account dur-
income taxpayers to retain adult control oTRA '97 are those which create educatioing any twelve-month period. Education
education assets until they are used foRAs. IRC Section 530 permits an IRA tolRA balances may be transferred free of
QHEE and can be used to cover both unddre specifically designated as an educatidaxable consequences to another member
graduate and graduate costs. ContributiohRA at the point the account is establishedf the beneficiary’s family (the benefi-
cannot be made to a QSTP and an educati®émondeductible contribution of $500 mayciary’s children and their descendants,
IRA in the same annual period. be made annually to an education IRA, anldrothers and sisters and their children, par-

the account’s earnings will enjoy tax-freeents and grandparents, spouses and

TENNESSEE’S BACCALAUREATE  growth. The account's designated beneficstepchildren including their children, and
EDUCATION SYSTEM TRUST ary must be under the age of 18, and rtepparents).
(BEST) deposits will be permitted once the benefi- An education IRA is a trust or custodial

Tennessee’s BEST program is represeuiary reaches the age of 18. Any number @fccount created for the sole purpose of
tative of prepaid tuition programs that pro4RA accounts may be opened on behalf of paying QHEE of the designated benefici-
tect participants from future inflation ingiven beneficiary. However, the $500 is amry. Among other requirements, the trust
higher education costs. As of April 20,annual limit per beneficiary and not pemust be organized in the U.S. with an IRA-
2000, the BEST had entered into 6,138ducation IRA account. Therefore, maxiapproved trustee and funded in cash before
contracts and sold nearly 780,000 unitsnum contributions are limited to a total ofthe beneficiary is 18. The student-benefici-
while amassing over $20 million in assets$9,000 unless the contributor is willing toary may waive tax-free treatment and elect

QSTP program components vary byay a six percent excise tax on excess coio pay the tax, leaving his parents the right
state. The following characterize soméributions. This contribution limit may to claim the Hope or Lifetime Learning
major “rules of the contract” of Ten-sorely hamper a taxpayer in amassingredit. Education IRA participants will
nessee’s BEST program. enough funds to provide for a child’s eduincur a 10 percent penalty on withdrawals
= Any resident of the state may open anation. While the education IRA does nonot used for QHEE.

account for the child (must have Sociapossess flexibility as to the amount of fund-

Security number). ing, anyone whose AGI does not exceeR©TH, NONDEDUCTIBLE, AND
= The BEST is portable; that is, the fundphaseout range amounts ($95,000 singl® EPUCTIBLE (TRADITIONAL)

may be used to pay tuition at any quali$150,000 joint) may contribute to the! RAS

fying university in the nation. account. As compared to the ten selected tax
= BEST funds can be used to pay room The enabling legislation treats distribuconsiderations, each IRA vehicle has com-

and board as well as tuition and fees tions from designated educational IRAs asonalties and differences. Each permits

billed through the institution. tax-free to the extent that the funds are usé¢ax-free growth of investments and is lim-
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ited to an annual contribution of $2,000 pe
year per person. Further, the total contribt
tion is limited to $2,000 regardless of
which type of accounts any investment
are directed toward. Only deductible/tradi
tional IRAs have a direct income tax bene
fit. Adult control of resources is main-
tained in each case.

AGI phaseout ranges are not applicabl
to contributions in nondeductible IRAs,
while Roth ($150,000 joint returns) anc
deductible IRAs ($40,000 joint returns)
establish different limits. All IRA accounts
may now take penalty-free distributions
for QHEE. One must include distributions
as income, but only to the extent the
exceed total contributions made to th
account. For the Roth account, no mini
mum distributions must be taken at ag
70%. Of course, a 50 percent excise tax |
applied to the remaining cases if minimun
distributions are not taken.

SAVINGS BONDS

Internal Revenue Code Section 13t
added by the Technical and Miscellaneot
Revenue Act of 1988, permits the exclu
sion of interest earned on series EE U.!
savings bonds if the taxpayer uses tF
interest income to pay QHEE. Clearly the
greatest potential of this provision is avail
able to the taxpayer who has deferre
recognition of interest until redemption.
Taxpayers may use Form 8818 to doclt
ment bond serial numbers, issue dal
(which must be after 1989), face value, an
proceeds received when bonds are surre
dered (Notice 90-7).

EE bonds would be a flexible vehicle
for financing education expenses if not fo
requirements that the bond must have be:
issued in the name of the taxpayer or h
spouse. The taxpayer is required to ha
been 24 or older when the bonds wer
issued; however, the purchaser may desi
nate any beneficiary. The definition of
QHEE is tuition and fees, not books o
room and board. Taxpayers must reduc
higher education expenses by scholarshif
fellowships, veteran’s benefits, or othe
tax-exempt educational benefits.

Further limiting the wide use of EE
bonds, other than relatively low returns, ar
modified AGI phaseouts beginning ai
$40,000 for single taxpayers and $60,00
for those filing jointly. No maximum contri-
butions apply, and no tax deduction is avai
able for series EE bonds. No 50 percel
excise taxes or 10 percent early withdraw:
penalty apply to account distributions.

BOTH HOPE AND LIFETIME
LEARNING CREDITS

are based on the amount of qualified
tuition and related expenses paid,;
will be phased out at some level of
modified AGI;

are non-refundable;

are not available to married-filing-
separately filers;

require the eligible student’s name
and 1.D. number on the tax form;
are based on qualified tuition and
related expenses required for
enrollment, not including books,
room and board, and equipment;
require that the student be you, your
spouse, or an eligible dependent;
require the student to attend an
eligible educational institution;
cannot be used as both credit and
deduction on the same tax form.

HoOoPE CREDIT ONLY

is available to a maximum of $1,500;
is calculated as 100 percent of first
$1,000 and 50 percent of second
$1,000 paid for tuition and related
expenses;

is available for expenses paid during
tax year 1998;

can be claimed for only the first two
taxable years of postsecondary
education for each eligible student;
requires the student to take at least
one-half the normal, full-time work
load in credit hours;

requires the student to be free of
felony conviction for possessing or
distributing a controlled substance;
will be reduced if modified AGI is
above $40,000 for single or $80,000
for married taxpayer ($10,000
phaseout range).

LIFETIME LEARNING CREDIT
ONLY

is effective for expenses paid after
June 30, 1998;

is available for expenses paid during
the 1998 tax year;

is calculated as 20 percent of a
maximum of $5,000, thus limited to
$1,000 per year;

is applied on a per family basis;
applies to the same education cost
as stated above;

is applied to eligible student and
institution as above;

is not based on student's workload or
limited to the first two years;

is available for graduate level
expenses;

does not vary depending on the
number of students.

HOPE AND LIFETIME
LEARNING CREDITS

These credits, available to taxpayers
beginning with the 1998 tax year, reduce
taxes payable dollar for dollar and differ
significantly in their tax effect from
deductible education costs (table at left).

CONCLUSIONS

It is time to recall our hypothetical mid-
dle-income taxpayer who intends to accu-
mulate funds necessary for the education of
two children. One child will begin college
in seven years, and the other in eleven
years. Let's assume we can begin funding
in the year the oldest child becomes twelve
and that the family budget will permit us to
“squeeze out” $5,000 a year for the next
several years.

How should the funds be allocated? The
approximate cost of educating a child for
one year is $6,000 in the Tennessee Higher
Education Commission system. None of
the IRA options appears useful, even con-
sidering high investment returns, because
of annual contribution limitations. The
AGI phaseout range is so low for
deductible IRAs as to eliminate its use for
this case. EE savings bonds fail to meet our
needs on three counts: low rates of returns,
limited covered education costs, and
extreme conditions of original purchase.

BEST, on the other hand, has unlimited
contributions up to 1,500 units per account,
broadly defined QHEE, and the ability to
“lock in” education costs at today’s prices.
The BEST program is the recommended
savings vehicle in this case. Other savings
options may be useful, depending on cir-
cumstances. BEST funds cannot be used for
off-campus housing, but the education IRA
funds may be used in amounts up to $2,500
per year. If QSTP units are exhausted, the
family may be able to apply the Hope or
Lifetime Learning credit.

Robert G. Colvard and James L. Bush, Jr.,
are MTSU accounting professors.
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ocial Security benefits represent Budget surpluses last only as long asny time; rather it is a bookkeeping cre-

a vital element in the retirementprosperity lasts. When the next recessiaation. Payroll taxes are paid to the Trea-

income of the average citizen.arrives, today’s surpluses will turn intosury, and benefits are paid by the Treasury.
Incorporating expected benefits into aleficits. A back-of-the-envelope calcula-When payroll contributions exceed benefit
retirement savings program is thereforéon suggests that a one percent increasepayments, the difference is credited to the
essential. Unfortunately, the largely negathe unemployment rate will automaticallytrust fund while the Treasury keeps the
tive current public debate over Sociateduce the budget surplus by about $95 bifroney. Crediting Social Security’s trust
Security has created unnecessary anxietign. About $75 billion of this will be due fund account can easily be accomplished
pessimism, and uncertainty with respect tto lower tax receipts, and the other $20 bilwithout affecting the budget surplus or
the system’s long term viability. Especiallylion will be due to increases in transfer outeosting the Treasury as much as a dime in
unfortunate is the widespread belief amonigys on unemployment compensation anagal money. Such crediting stretches the
young workers that they cannot count ofood stamps. During the last recession, time at which the trust fund runs out. How-
Social Security to provide income wherdeficit of $152.5 billion in 1989 balloonedever, a crunch will occur, not when the trust
they retire. to $297.5 billion in 1992. fund is exhausted, but when benefit pay-

Recent events have demonstrated
that the resources to maintain the
retirement program are readily avail-
able in a dynamic economy that con-
tinues to grow, create jobs, and raise
real wages. If there is a threat to Social
Security, that threat arises from poten-
tially destructive legislation. Among
these threats are proposals to raise the
retirement age, reduce the percentage
of full benefits of early retirees, reduce
the inflation correction of benefits,

A CRUNCH WILL OCCUR WHEN

BENEFIT PAYMENTS TO RETIREES

BEGIN TO OUTSTRIP PAYROLL TAX

RECEIPTS IN AN ESTIMATED

15 YEARS.

ments to retirees begin to outstrip
payroll tax receipts. That is expected
to happen in an estimated 15 years. At
that time it will be necessary for the
Treasury to subsidize Social Security
from general revenues, just as Social
Security has been subsidizing the
Treasury, or it will be necessary to
increase payroll taxes.

Payroll tax rates now exceed 15
percent of payrolls. Fully 60 percent
of wage and salary earners pay more

increase payroll taxes, and stunt economic There has been much talk about using payroll taxes to finance Social Security
growth through ill-advised policies. current budget surpluses to assist Sociahd Medicare than they pay in income

A very positive recent legislative stepSecurity and Medicare. However, specifitaxes. Payroll taxes are taxes on labor
has been the elimination of the disincentivplans for doing this remain vague. How iincome. Other sources of income—interest,
to work among persons between the ages odn be accomplished seems not to hawividends, capital gains, rents, and royal-
65 and 70 by eliminating reductions inbeen clearly thought out. This is true aties—are not taxed at all in support of
benefits against labor income earned byell for “locked box” proposals that would Social Security and Medicare. The 30 per-
working persons in this age group. Elderlprevent the Treasury from using Sociatent of national income that largely accrues
persons who work contribute to the econSecurity surpluses to finance non Sociab the affluent escapes social insurance tax-
omy and Social Security by continuing tdSecurity expenditures. Federal payroll taation entirely. The adverse effects of this on
pay payroll taxes. Further steps along thieceipts have exceeded benefit paymentise distribution of income are enormous.
line would surely be beneficial. One step iy an average of $36.3 billion per year over Further increases in payroll taxes are
this direction would be to tax benefits ashe last ten years. The surplus ballooned turely ill-advised. Increases in the
ordinary income, rather than at 80 percer$#66.6 billion in 1999. An infusion of funds worker’s share worsen the distribution of
as at present, thereby reducing the inceto deal with the current obligations ofincome. Increases in the employer’s share
tive to retire. Social Security is hardly necessary raise labor costs, add to inflation, and

The economy has been riding a wave of How can today’s budget surplus helpeduce production and employment, even
prosperity that is now in its ninth year.Social Security in the future? The adminisf matched by equivalent government
Thanks to rapidly rising revenues, the fedtration’s budget for fiscal year 2001 prospending increases. The deflationary
eral budget has generated surpluses of $@0ses to use the projected Social Securigpending effects of most tax increases can
billion and $125 billion in calendar yearssurpluses through 2010 to retire federde neutralized if the tax increase is accom-
1998 and 1999, respectively. The Presdebt. The interest savings from debt retirgpanied by an increase in government
dent’s Economic Report projects surplusement would be credited to the Social Seciexpenditures. However, in the case of pay-
of $167 billion this year and $184 billionrity trust fund account. Starting in 2011 theoll tax increases, there is more at work.
in 2001. There should, therefore, be plentirust fund would receive a credit of $100An increase in the employer’s payroll con-
of money available to assist the programiillion. Annual credits would continue ris-tribution amounts to an increase in variable
that benefit retirees. It must be recognizedhg, reaching $211 billion in 2015. Subselabor costs. Economic theory teaches that
however, that prosperity tends to yield t@uent infusions would continue at a rate oprofit-maximizing firms will respond by
periodic recessions. The Federal Reserd211 billion annually. The administrationreducing production and employment. In
has increased interest rates several timestimates that these infusions would extertie aggregate, this implies a reduction in
during the last year to prevent overheatinthe life of the trust fund from 2034 to 2050GDP and personal income. However,
of the economy. Recent evidence indicates It is important to understand the naturecause consumer spending tends to
that these rate increases are exacting their the trust fund. It is not a bank account

toll by slowing economic expansion. from which withdrawals can be made a continued on page 32
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continued from page 31

the price level.

money supply. This raises interest
rates and reduces interest-sensitive
spending. In addition, the real value
of the private sector’s net claims

against the government—currency
and government bonds—declines.
The resulting loss of real financial

wealth tends to reduce consumer
spending. Thus, both the interest rate
and the wealth effect reduce GDP and
the level of employment.

The net result of the increase in
payroll taxes is to produce the symp-
toms of stagflation. The price level
rises while real output and employ-
ment decline. When there is a steady
succession of payroll tax increases
such as occurred during the 1980s,
this builds a stagflation-generating
mechanism into the economy. Such a
perverse syndrome creates a dilemma
for policy. Lower output and employ-
ment calls for stimulative policies to

A Federal Reserve account could easily bgecurity does that, it will just be giving the
created for Social Security. Payroll taxesnoney back to the Treasury. It might earn
decline by less than the reduction ipaid by the private sector would bea higher rate of return than at present, but
income, excess demand appears in markaetsposited by Social Security in its Fedhat is the only substantial difference.
for goods and services, and this pulls upccount. The process must not stop there or A positive program that would ease, but
the private sector will have lost the taxes ihot eliminate, this dilemma and achieve
Arise in the price level, unaccompaniedhas paid, and since it receives nothing iather benefits as well may be suggested.
by expansion of the money supply, reduce®turn, its net worth will have beenThe first step would be to eliminate the
the purchasing power (real value) of theeduced.

A POSITIVE PROGRAM MAY BE
SUGGESTED TO (1) ELIMINATE THE
PRESENT SOCIAL SECURITY
SURPLUS BY REDUCING PAYROLL
TAXES, (2) REQUIRE LEGISLATION
OBLIGING WORKERS TO INVEST
THEIR TAX SAVINGS IN INDIVIDUAL
RETIREMENT ACCOUNTS, AND (3)

CREATE A NONPOLITICAL

INVESTMENT AUTHORITY INTO WHICH

THE FUNDS WOULD BE DEPOSITED.

present Social Security surplus by reducing

payroll taxes. That would convert the
adverse economic effects of higher
payroll taxes into a mirror image of

beneficial effects. The second step
would require legislation that obliges

workers to invest their tax savings in
individual retirement accounts rather
than use the funds for consumption.
This step would provide individuals

with greater assurance of retirement
income and raise private savings. The
third step would be to create a nonpo-
litical investment authority into which

the funds would be deposited. The
authority would be required to invest

the savings in conservative, nonspecu-
lative earning assets in the private sec-
tor, thereby promoting economic

growth. It must be made accountable
to the investors, not to businesses
seeking funds. During years of overall
budget surplus, the authority might
even be authorized to tap the trust

raise spending, but that adds to the rise in At the same time, the nation’s moneyund account, and therefore the Treasury,
prices. Preventing inflation implies thesupply (currency and checkable deposits iior additional funds to be distributed to the
need for restrictive policies, but thatthe private sector) will have been reducerktirement accounts and invested to support
reduces spending and aggravates job abgl the amount of the tax. Thus depositeconomic growth in the private sector.
output losses. Another stagflation dilemmanto the Social Security account would be Many of tomorrow’s anticipated finan-
such as those of the 1970s and late 1980ssigrilized and represent a purchasingsial problems will have to be faced tomor-
something dearly to be avoided. If there angower drain. To avoid the deflationaryrow. Individuals are able to save for retire-
to be tax increases, let them be almost angffects, Social Security must find ways tanent, but Social Security by itself cannot
thing other than further escalation of payuse its Federal Reserve deposits produeadily do so. Hopefully there will be
tively in the private sector of the economybudget surpluses that will help to finance
Giving real money to Social Security When a government agency has theetirement benefits when the need for this

roll taxes.

would necessitate a radical restructuring qfroblem of what to do with surplus moneyarises. The Treasury might have to pay its
the relationship between Social Security and must decide where to invest it. If it isdebts to Social Security from general rev-
the Treasury. To effect a genuine transfer afivested in the stock market, eyebrows wikknues rather than being a perennial bor-
resources, it would be necessary to establighmediately be raised. To buy the stock afower, which would be entirely appropriate.
Social Security as an independent agen@articular companies amounts to the provit makes absolutely no economic sense to
similar to the Federal Reserve Systension of cheap credit to such companiekeep lowering income taxes while raising
Receipts of payroll contributions and payereating a windfall for the brokerage firmspayroll taxes.
ment of benefits would be transferred fronthat are fortunate enough to get the busi- Cheer up! The odds are good that Social
the Treasury to Social Security. That part afiess. Why favor one company or brokerSecurity will be there when you needsit.
the budget surplus which Congress decidesgje firm as opposed to others? How can
to give to Social Security would also bepolitical pressure to invest in favoredThomas F. Dernburg taught at Purdue Uni-
transferred. The dilemma is that Sociaindustries or particular geographic locaversity, Oberlin College, and the American
Security would have to find something to dagions be avoided? Merely depositing th&niversity, held the Chair of Excellence in
with the money it does not need at presentunds in the banking system gives rise téree Enterprise at Austin Peay State Uni-
A major role of the Federal Reserveghe same problem. The Federal Reserwersity, and served on the staff of the Pres-
System is its function of acting as a bankvoids these problems by limiting its portident’s Council of Economic Advisers as
for the Treasury and for its member bankgolio to government securities, but if Socialwell as three U.S. Senate committees.
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A LETTER

BY E. JAMES BURTON -

Friends of the Jennings A.
Jones College of Business and
the Business and Economic
Research Center:

O nce again Tennessee’s
Businessgs focusing on
a pressing and useful topic. On
important consideration that
may not receive as much atte
tion as it deserves is the que
tion of how to educate thos
who will provide these neces
sary and valuable profession

FROM THE DEAN

= Specializations are likely to

require additional levels of

pre-certification study. Just
as the requirements for the
CPA exam now generally
encompass 150 semester
hours, many of the other spe-
cializations and credentials
will likely require more pre-

exam training.

Continuing education will

become more designation-
specific. To maintain one’s

currency, annual or bi-annual
education aimed specifically
at the designation is highly

probable. This means those with
multiple certifications and designations
will have more difficulty maintaining
their credentials.
DESIGNATIONS MEAN TO = The Internet will become a greater force
in education and training, particularly
continuing education. It will provide a
“travel-less,” cost-effective way to
acquire at least some of the ongoing
skills necessary to retain a credential.

financial planning services.
Many disciplines claim the high ground.
| proudly hold two professional certifi-
cations—Certified Public Accountant
(CPA) and Certified Fraud Examinet
(CFE). Each provides a level of differenti-
ation and distinction within the market-
place, and each provides potential clien
some degree of confidence in the training
background, and experience of the holde
The CPA designation has been arour We of the academy, especially the col-
for a long time and, for many years, wa leges of business, must prepare for these
considered adequate for most financiaire already CPAs and want to demonstrathanges. As always, we need and want your
needs. CPAs supplied financial expertise tparticular skills in this important area.input. We ask those of you in the trenches to
clients—personal and corporate. ThisVith at least 250 hours of experience pegive us your best advice. To paraphrase
included, but was not limited to, tax planyear in personal financial planning, thevhat someone either said or should have
ning and advice. As an outgrowth of th&CPA must apply for and pass a speciaaid, “The race is not always won by the
tax planning, other sorts of financial counexamination and maintain a continuingswift nor the battle always by the strong, but
seling often arose. education requirement. if | were you, that's the way | would bet.”
Things have changed and are continu- More recently, the AICPA has joined theWe are betting on those of you already in
ing to change. While the accounting proprofessional accounting organizations othe arena to give us advice on how to pre-
fession rested comfortably on its longCanada, Australia, England and Wales, Irgsare the next wave of professionals.
established credential, others began to relend, New Zealand, Scotland, and South
ognize the need for specialty training andfrica to propose a new designation curSincerely,
advice. New credentials were created, arréntly being called the “XYZ" as a place- e
new professionals began to emerge. THwlder title. A press release from the 7 | j“'"“ﬁr/-n '
marketplace was active, alive, and well. AICPA says, “The proposed designatiol ; - -
Recently, the American Institute of Cerwould enable professionals from a wid.
tified Public Accountants (AICPA) real- range of disciplines to build on their ethiE. James Burton, Dean
ized the potential loss of status for the CPAal standards, traditional skills, and experfFhe Jennings A. Jones College of Business
credential. The institute began what watse, helping them to provide a broadeMiddle Tennessee State University
called the Vision Project to look at therange of globally relevant services to
future of the profession. It was an overduelients, customers, and employers.” E. James Burton is dean of MTSU’s Jen-
and most needed effort that is beginning to What does this proliferation of designanings A. Jones College of Business. Also at
pay dividends. tions mean to the future of accounting anMTSU he has served as an accounting pro-
New designations such as the Persontihance education? We wish we really kneviessor, Executive Director of the Jones
Financial Specialist (PFS) emerged. Thithe answers. There are, perhaps, a few prGhairs of Excellence, and assistant dean of
designation is granted only to those whgections that do not require rash speculatiothe Jennings A. Jones College of Business.
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