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Pension Protection Act of 2006

A new pension act provides some real oppor-
tunitics for additional retirement planning. |
As its name indicates, the Pension Protection |

Act of 2006 targets the nation's retirement
savings. However, this extensive plece of leg-
islation covers other areas as well, from col-
legee savings to charitable giving,

Some of the bill's major provisions are
aimed at large emplovers, the ones offering
traditional defined benefit pension plans.
Such plans generally will need more funding
by employers, although there are special
breaks for airline companies. So-called “cash
balance” plans, which have been controver-
stal, received some clarification in the hill.

| law are particularly  important 1o smaller |

employvers and individual taxpayers.

Automatic-Enrollment 401(k) Plans
Get A Green Light

In recent years, 401(k) and 403(h) plans have
become widespread. These defined contribue
tons plans allow workers to defer part of
their income (and the tax on that income)
until retirement. Along the way, the tax on
any investment earmings also s deferred.
Many waorkers, though, decline to partici-
pate in these plans, or participate at minimal
lewels, Inoresponse, some emplovers have
implemented “automatic-enrollment”
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Did You Know?

Section 529 college savings plans
have a total of 590 billion in
assets, in .6 million accounts,
Some B0% of those assets were
invested through a broker or a
financial advisor.

Soarce: Wall Street Journal

CPAT

America Counts on CPAs

(lientBulletin

BusiNEss & TAx PLANNING IDEAS for OUR CLIENTS and FRIENDS

Special Issue: Highlights of The |[IEEINEETN

401(kis and 403(b)s, sometimes known as
negative-clection plans.

Raising participation

Employees are automatically signed up
for these plans. Unless they opt out, a certain
percentage of their pay is placed into their
accounts on a regular basis. Because of iner-
tia, few workers actually choose to be
removed from these plans so participation
rates wind up reaching much higher levels,

There have been some Clouds over auto-
matic-enroliment plans, though, Some state
laws prohibit emplovess from setfing aside
emplovees’ earnings without written con-
sent, for example,

These concerns have been overridden by
the new law, which expressly permits auto-
matic enrollment in 401(k) and 403(b)

o plans. Although this portion of the new law

won't officially take effect until 2008, there
is nothing to prevent emplovers from acting
sponer. Mow that Congress is on record as
favoring automatic-enrollment plans, thene

¢ may be little risk in moving ahead,

. Help for the highly-paid

What's more, business owners should be
aware that this area of the new law is more
than a warm-hearted movement to encour-
age workers to save for their own retirement.
Salary-deferral plans such as 401{k}s are sub-
ject to nondiscrimination rules: in order for
highly-<compensated emplovees to maxi-
mize their own personal contributions, there

comtinmed on page 2
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must be adequate contributions from
rank-and-file workers. Implementing
an automatic enrollment 401(k) plan
may help owner-employees and other
key executives enjoy maximum tax
deferral that otherwise might not be
available.

Running on autopilot
| If you're attracted by the idea of an
automatic-enroliment 401(k) plan, vou
should know how they work. As men-
tioned, all eligible emplovees are auto-
matically placed in the plan. Unless
they sign a form stating that they don't
want to be in the plan, they'e
cnrolled. Each vear, all participating
employees are given an opportunity to
drop out of the plan.

Severnil other details must be deter-
mined:

Amount of salary deferral.
[ypically, these plans set a 3% level.
Mhus, an emplovee eaming 30,000
will have 900 (3% of $30,000) with-
held from his paychecks over the year
and deposited 1o his 401(k) account, A
higher or lower level of salary deferral
can be chosen, up to each years 401k}
limits,

Employer match. As a further
incentive to stay in rather than opt out,
many emplovers provide matching
contributions, Typically a 25% or a
50% match is provided, up to 6% of
the employee's salary. Thus, if the
employee described above contributes
900 1o his 401(k), the employer will
add another $225 or $450 to the
employes’s account.

Employers might require three Lo
six years of emplovment before these
matching contributions are fully vest-
ed. Such conditions can reduce
employee turmover, always a key con-
cern. Moreover, if some employees do
leave and forfeit matching contribu-

tions, these forfeitures can stay in the
401(k) plan and reduce future compa-
ny outlays.

Automatic increases, If an emplov-
ee begins with a 3% contribution the
first year, the default contribution
might go to 4% in Year Two, 5% in Year
Mhree, ete. The new law makes it easier

for companies to automatically esca-

late the percentage of an employee's
salary that is directed 1o the plan. Such

Loan autopilot approach may make a

401(k) plan  less
emplovees and thereby reduce nega-

intimidating  to

tive elections. Also, as employees see

thelr nest eggs grow, they may be more
willing to participate at higher levels,

Automatic tnvesting. Automatic-
enrollment 401(k) plans generally have
a default investment option. However,
if all the money goes into a money
market fund, the long-term resulls may
b disappointing.

Therefore, the default investment
plan might e a diversiied mix of egui-
ties and fixed-income holdings, chosen
by a financial advisor. Again, employ-
ees may be more inclined o participate
in an automatic-enrollment 401(k) if a
professionally-designed  investment
portfolio is readily available.

The new and the old

New employvees can be educated
ithout an automatic-enrollment 401(k)
plan while they're being told about
company benefits such as insurance.
Existing employees can be informed
during their yearend reéview of bene-
fits, when health plans are chosen and
cafeteria plan selections are being
miadde (open season).

With the right package and the
right  presentation, an  automatic-
enroliment 401k} plan can provide
greater tax-deferral foc highlyv-compen- |
sated executives while other workers
enjoy retirement savings they might
have passed up.

Defined Benefit and Defined Contribution Plans

Parcent of workers participating,
in private industry

Defined benefit pansion plans

Defined contribution plans (includes 401(ks]

Source: .5 Buraau of Labor Statistics
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| Tax-Free 529 Withdrawals Are Now Permanent

So-called 529 plans, named after
Section 529 of the Intermal Revenue
Code, have enjoyed a boom since pas-
sage of the 20001 tax law. Prior law
offered  tax-deferred  investment
bBuildup inside these plans; the 2001
act also allowed tax-free withdrawals
for higher education expenses.

Other portions of the 2001 law,
though, may have discouraged poten-
tial investors. For cxample, with-
drawals were due to become taxable
again, at the student’s rate, after 2010.

e Ehe e peavision o the
Pension  Protection Act of 2006
removes that uncertainty. Tax-free
withdrawals from 529 plans for higher
education are permanent, or at least as
penmanent as anything in the tax code,
Unlike other provisions in the tax
code, the tax benefits of 529 plans are

available to everyone, megardless of |

income.

Double major

These plans are offered by most
states and by vardous financial firms.
Among 529 plans, there are two main
categorivs.

College savings plans. These plans

really are investment plans so your !

account  will grow (or diminish)
depending on how specificd invest-
ments perform,

Prepaid tuition plans, Offered by
I states; these plans guarantes a
return that will move in step with
tuition increases, regardless of what
happens in the stock or bond markets,
Thus, prepaid wition plans scem like a
good deal, especially with college costs
escalating rapidly.

Prepaid tuition plans look even bet-
ter now, after a change in federal law
carlier this vear, allowing them to be
considered as  parental assets for pur-
poses of determining financial aid, the
same as 529 college savings plans.

Learning the limits
However, there aré disadvantages.
In many cases, prepaid tuition plans

are open only to residents of the state
offering the plan.

As the name sugpests, money accu-
mulated in 529 prepaid tuition plans
generally can be spent only on tuition
tand mandatory fees and/or room and
board), They usually don't cover other
discretionary costs,

You'll probably pay a premium for
the wupside-but-no-downside guaran-
tee. Investing, say, $20,000 might buy
vou 516,000 worth of current tuition.
After some time, vour $20,(000 invest-
ment could buy $25000 or $30,000
worth of tuition, depending on how
tultion costs escalate. Uver a - 15-vear
period, if tuition costs have increased

t 529 Plans

Assets
(3/31/06)

515.8 billion

Plan

Virginia savings

Rhode Island savings 5.8 billion
New Hampshire savings 55.7 billson
Forida prepsid 55,1 illian

5.0 billion

New York savings

by 8% a vear, your annualized return
might be around 6.5%, because of the
upfront premium you paid.

What's more, you also may lack
educational choices if yvou use a pre-
paid tuition plan. With many 529
prepaid tuition plans, money can be
spent only at the sponsoring state’s
public universities. In some others,
money can be spent at private univer-
sities—but still within the sponsoring
state. If your child decides to go to a
college that's not in a covered state,

you usaably can get yourmoney back,

but with a scant returmn on vour
investment, or no return at all.
Going independent

One prepaid tuition  plan, the

Independent 5329 Plan, covers more
than 250 private colleges around the
country, including some of the nation’s
top institutions. TIAA-CREF adminis-
ters this plan and manages its invest-
ments,

Money yvou place into this plan can
be used at any of the participating
schools; theres no need to make a
selection in advance. In addition, all of
the colleges participating in  the
Independent 529 Plan are required to
discount their tuition by at least (0.5%,
per year.

Suppose, for example, you make a
contribution to the Independent 529
plan tor son William when he is e¢ight
vears old. Ten years later, Willlam
enmolls in a private university that
offers a 1" tuition discount through
this plan.

If so, William will be entitled to a
10% tuition  discount (1% times 10
vears) when  he  applies his
Independent 529 Plan certificate to
tuition at that university, This discount
effectively increases your ultimate
return, so that your initial outlay will
more than keep up with tuition
increases that ocour at the college that's
eventually selected,

contined on puge 4
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Combination course

Considering all the possibilities, one
strategy to consider is combining 529
plans. You might put enough money
into a prepaid tuition plan (a state plan
or one offered by a financial institu-
tion) to lock in full payment for some

future tuition. In addition, you can

comribue g S2%savimgy plon-for———For-prepad-toitiorror-celege sy ot —extended

your youngster. Under current law, tax-
free withdrawals from a 529 savings
plan can be used not only for tuition
but also to pay for room and board,
hooks, etc.

Educated choices

When choosing a 529 college sav-
ings plan, look for those that offer
good investment options, managed by
first-rate professionals, because your

ultimate payoff will depend on the per- |

formance of those accounts. Pay atten-

Sweet (And Stringent)
Charity

The new law both cases and tightens
the rules on charitable contributions.
On the positive side, Trom now
through 2007, taxpavers over age 7'/
can take tax-frec distributions of up to
§ 100,000 per year from a traditional or
Hoth IRA to make a charitable contri-
bution.

Suppose, for example, you are 72
vears old and have pledged $50,004) to
vour alma mater’s building fund this
vear, However, you dont have that
much ready cash and you're not willing
to disrupt your investment portfolio.

One option is to tap your [RA for
the money to fulfill your pledge.
However, taking S50,006 from wvour
IRA normally would generate $50,0040
worth of taxable income.

tion o the cost side, too. Over the
long-term, lower expenses can make a
significant difference in your total
returm. Even within the same state,
costs for different 529 plans can vary
widely.

State of the art

ings plans, many investors favor their
own state’s 529 plans because of state
tax deductions. Those features should
be considered but you shouldn't auto-
matically choose your own state's plan.
Find out how much you'll actually save
in taxes and see if those savings are
worth what you might give up in other
features.

Say vou pay state income tax of 4%,
net of a federal tax deduction, and you

invest $50,000 in a 529 plan. Going in- |
state would save you $2,000 (4% of |

It's true that you'd also get a
550,000 tax deduction as an offset,
However, the offset might not be com-
plete because of various limits on tak-
ing charitable deductions and the
phaseout of itemized deductions faced

by TlaT-bracker Taxpayers

IRA Assets

7 519 billion
52533 billion
S2.991 hillion
$3.136 billion
S1.667 bilhon

550,000). You have to decde whether
another state's plan s inexpensive
enough and flexible enough to be worth
giving up that $2,0000 in tax savings.

Un-covered

Although 529 plans received perma-
nent tax breaks, the same treatment
to Coverdell |
Education Savings Accounts (ESAs).
Thus, Coverdell ESAs are still in jeop-
ardy of regaining their prior tax treat-
ment after 2000,

If this happens, Coverdell ESAs no
longer will offer funding for K-12
expenditures and Coverdell ESA with-
drawals may put some other educa-
tion-refated tax breaks off-limits for
that vear. Nevertheless, its not neces-
sary to give up on Coverdell ESAs
becanse tax-free transfers to 529 plans
are permitted.

Under the new law, you could sim-
ply take $50,000 from your IRA and
give it to vour alma mater. You would
recognize no income and get no tax
deduction.

This tactic may be especially appeal- |
ing o non-temisers, who won't be
able to get a tax deduction for chariti-
ble gifts anvway. You can make your
normal charitable contributions, up to
100,000 a vear, and pull untaxed dol-
lars from vour IRA to make those dong-
tions.

On the downside, such IRA-to-char-
ity donations must be made directly 1o
a charity. They can't go to a donor-
advised fund or a supporting organiza-
tiorn.

Easier easements

The new law also made deductions
for conservation easements more avail-
able in 2006 and 2007, You'd get such

comtined on page 3
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coutfimiend from page 4 — Sweet (And Stringent) Charity

a deduction if vou donate a restriction
on future use of lind that you own toa
charity fostering preservation. The
deduction would be for the loss of
property value, based on before-and-
after appraisals. Even after donating
such an easement, you can sell the
land or leave it 1o your heirs.

Under prior law, annual deductions
for conservation easements were limit-
ed to 30% of your adjusted gross
income (AGH; unused deductions can
be spread over the next five yvears, The
new law raises this limit (temporarily)

|l il A e bded - Thie caseiivind -

does not prevent farming or ranching,

More...And More To Come

The Pension Protection Act of 2006 is

over 900 pages long so it contains

many other important provisions.

They include:

= Retention of the retirement provi-
sions of the 2001 tax act. The contri-
bution limits and age 504 “catch-
ups” for [RAs, 401(k), etc., are now

permanent. 5o is the existence of |

Roth 401(k)s.

= [ermanent status granted to the
saver's tax credit

= Allowance of direct rollovers from
retirement plans to Roth IRAs, start-

T TTINE In 2008, You wont Nave t ol T ATImeTS 1T arters s,

money toa traditional IRA and then
convert to a Roth TRA.

* Direct deposit of tax refunds to [RAs,
starting in 2007,

* Penalty-free withdrawals from 1RAs
and other retirement plans  for
Mational Guard and reservists called
to active duty for at least 179 days, if
the call-up is before 2008, Any
amounts withdrawn can be replaced
within two wears after that active
duty expires.

= [nvestment advice to retirement

plan participants by the firms pro-

viding those plans, starting in 2007,
= Rollovers from qualified plans o

Cash concerns
Although

opportunities, other sections of the

new law close down what the [RS per-

celved as abuses. Going forward, all
charitable deductions for cash gifts
must be substantiated by a bank record
or a letter from the charity. Such a let-
ter must specify the date and amount
of the donation.

This may have important implica- |

tions for churchgoers who make regu-

lar cash contributions. Obviously, its |
vt dival o el rovel s o -deilees of -
acknowledgment. Instead, make a |

IRAs for non-spouse beneficiaries,
starting in 2007,

= DB/ plans, Companies with 500 or
fewer employees will be able to create
defined benefit pension plans with
401(k) features, starting in 2010,

+ Historic preservation deductions.
The new law allows for the preserva-
tion of entire buildings, not just the
facade. Higher standards for
appraisals and recordkeeping also
are included.

+ 5 corporation donations. The poten-

tial capital gain exposure has been

reduced, putting 8§ corporation
shareholders on level ground with

the above provisions |
open up some charitable planning

pledge and write checks, perhaps every
month.

Also, charitable donations for house-
hiold items such as clothing will not be
permitted unless the articles are in
"good” condition, a quality that is not
defined. (Single items appraised at over
$500 are assumed to be “good,” so they
qualify.) You might want to take photos
of items you are donating, to support
deductions for non-cash contributions.

These provisions became effective
after August 17, 2006, the date of enact-
ment, so they currently apply to chari-
bbb conitsibie bt il cands abid- beomim—
hold goods.

* Increases in the maximum value of
deductions for single-emplover plans.

= New  reporting  and  disclosure
requirements for defined benefit
plans.

* New diversification conditions for
employee contributions, clective
deferrals and  employer  contribu-
tions with respect to investing in
employer securities.

= Revised vesting requirements for
employer contributions to defined
contribution plans.

* For policies issued after enactment,
new limitations on amounts an
emplover may receive tax-free from

New legislation offers new opportuni-

ties for closely-held business owners
Closely-held business provisions

that will become effective in 2007 and

2008, involve:

» Reformed funding rules for single
emplover  and  multi-emplover
defined benefit plans.

* The Act’s newly created prohibited
transaction exemption under ERISA
that allows related partics to provide
investment advice to plan partici-
pants and IRA owners il certain
requirements, including detailed dis-
closure requirements, are satisfied.

S

COTT EReT [Foceels,

Still not settled

Despite all the territory covered in
this huge bill, some expired provisions
of previous tax laws have not been
extended. These include the sales tax
deduction, the above-the-line deduc-
tion for higher education expenses, the
research and development tax credit,
the work opportunity tax credit, the
welfare-to-work tax credit, and the up-
to-5250 above-the-line deduction for
teachers” classroom expenses,

These items enjoy widespread sup-
port so vet another tax act may be like-
Iy in 20K},




