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Roth 401(k)s Offer New Way to Save
for Retirement

Making environment-friendly “green”
choices may bring you tax savings,

thanks to the Energy Tax Incentives Act of 2005
(Title XIII of the Energy Policy Act of 2005).
Signed into law on August 8, this sweeping
measure contains tax incentives for consum-
ers purchasing energy-efficient cars and ap-
pliances, and for homeowners making certain
energy-saving home improvements. This much
debated and long delayed bill finally won ap-
proval from both the House and the Senate in
late July after years of protracted negotiations.

Let’s take a look at the opportunities for
individuals:
• A $500 lifetime personal tax credit for quali-

fying improvements and property pur-
chases for a principal residence, including
energy-efficient windows and doors, insu-
lation, heating and air-conditioning sys-

tems, hot water boilers, and furnaces. This
credit applies to property placed in service
in 2006 and 2007.

• A 30% tax credit up to $2,000 for the pur-
chase and installation of residential solar,
photovoltaic (electricity-generating solar),
and fuel cell systems placed in service in
2006 and 2007.

• Tax credits for the purchase or lease of hy-
brid and advanced lean-burn technology
vehicles, which could be as much as $4,000
for cars placed in service in 2006. This
opportunity expires in 2011.

• Tax credits up to $8,000 for fuel cell pow-
ered vehicles placed in service in 2006. This
credit is reduced in 2010 and expires
in 2015.

W hile the federal government has created
a number of tax-advantaged savings ac-

counts designed to help lower- and middle-
income workers save for retirement, these plans
tend be less useful for employees earning larger
salaries. But highly-compensated individuals
currently not permitted to contribute to Roth
IRAs, or younger workers expecting to be in
higher tax brackets when they retire, stand to
benefit when, starting next year, companies
will be permitted to offer employees the option
of contributing after-tax dollars to a new type
of plan called the “Roth 401(k).”

As the name suggests, the Roth 401(k) in-
corporates elements of both traditional 401(k)
plans and Roth IRAs. Included in the Eco-
nomic Growth and Tax Relief Reconciliation
Act (EGTRRA) of 2001, and available on Janu-
ary 1, 2006, the Roth 401(k) allows workers to
make Roth IRA-type contributions to 401(k)
plans without the income restrictions and con-
tribution limits that apply to Roth IRAs.

Contribution Guidelines
Contributions to a Roth IRA are nondeduct-

ible, but earnings accumulate tax free, and
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Money Management
During a Job Change

Starting a new job can be an exciting experi-
ence. But as you look forward to a new ca-

reer challenge, you should consider carefully
how you will manage your finances while
making the transition from one employer to
another.

When you leave a job, your employer-pro-
vided benefits generally come to an end un-
less you take action to have them continued.
While you will likely receive benefits from your
new employer, they may not be identical to the
benefits your previous employer provided.
Before leaving your job, think about whether
there are certain benefits you want to take with
you. If you have accumulated money in a 401(k)
or similar retirement account, you will also
have to decide how to handle those funds.

Keep Insurance Up-to-Date
If the employer you are preparing to leave

provides you with health insurance, you
should consider your options carefully before

canceling your coverage.
Your new employer may
not offer medical
insurance, or could
impose a waiting period
before health coverage be-
gins. The new company’s
plan may also exclude
coverage of certain pre-
existing conditions. If
both employers offer
health plans, compare the
cost and coverage levels of
both policies before mak-
ing your move.

Under a federal law
known as COBRA, you
are permitted to remain a
member of your previous
company’s health plan
for up to 18 months after
termination of employ-
ment. Because you are re-
sponsible for paying the

employer’s contribution to the insurance,
COBRA premiums are usually expensive. But,
depending on the coverage available from your
new employer, COBRA may be your best
choice for a limited time period.

You may also have the option of converting
some other types of insurance that you have

with your current employer into individual
policies. Depending on the group plan, you
may be permitted to convert life insurance,
disability income insurance, or long-term care
insurance when leaving your job. It is impor-
tant to ensure you have the insurance coverage
you may require before you need it.
Managing Retirement Plan Rollovers

If you have money saved in your current
employer’s 401(k) or comparable retirement
account, you will have the choice of reinvest-
ing, transferring, or cashing in the funds.

To keep your retirement savings on track
and avoid paying taxes, you may want to con-
sider rolling over the funds into another quali-
fied retirement savings account, such as a
rollover IRA. It is essential, however, to do this
correctly. If you fail to roll over your savings
into the new account within 60 days after the
distribution, you will become liable to pay tax
on the funds, and sometimes a penalty. Taxes
will also be owed if your previous employer
makes the distribution check payable to you,
instead of a trustee of an IRA or qualified plan.

Another option is to transfer your funds
from your previous employer’s retirement plan
into your new company’s plan. In some cases,
however, it may make sense to leave the funds
where they are. Find out whether one or both
plans place restrictions on these options.

It is, of course, possible to take the funds in
your 401(k) account as a cash distribution. For
most people, however, it is better to resist this
temptation. When cashing in, you will take a
large tax hit, and be forced to pay an addi-
tional 10% penalty if you are under age 59½ .
Moreover, you will forfeit the long-term ben-
efits associated with tax-deferred earnings,
making it more difficult for you to accumulate
later the resources you will need in retirement.

How you handle these issues when chang-
ing jobs can have a major impact on your
financial future. Before making important
decisions, you may want to discuss your
individual circumstances with benefit admin-
istrators at both companies and seek advice
from your financial professional.                     $
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Making the Home Sales Process
Go Smoothly

W hen you think about your retirement
years, do you imagine yourself living

elsewhere? In a house with room for visiting
grandchildren?  In a condo near a golf course?
Whatever your choice, you may think about
selling your current home. To make the sales
process go as smoothly as possible, here are
five basic points to consider:
1. If you have already begun to look for your

dream home, place your existing home on
the market as soon as possible to help mini-

mize the possibility of simultaneously own-
ing two homes—along with their associated
costs.

2. If you have decided to sell using a real
estate agent, ask acquaintances for recom-
mendations. Negotiate the commission prior
to listing, and then sign for a limited period
(3-6 months) in the event you want to change
agents.

3. Establish a fair asking price so your prop-
erty doesn’t languish on the market. For per-
spective, you can obtain the recent selling
prices of three properties that are compa-
rable to your own.

4. Get representation from an attorney with
experience in real estate sales. Your attor-
ney can help protect your interests from the
time a contract is signed until you
receive the purchase check.

5. Consult with your tax professional. Selling
a home can impact your federal and state
tax returns. In general, you can
exclude up to $250,000 in real estate gains
($500,000 for  married couples filing jointly)
on property that was your principal resi-
dence for at least two years.                             $

New Ruling Allows Grace Period for FSAs

Flexible spending accounts (FSAs) allow
participating employees to pay for quali-

fied medical expenses with pre-tax dollars.
On the downside, any funds left in an account
at the end of the plan year are forfeited. These
“use-it-or-lose-it” rules challenge employees
to accurately estimate how much money
they’ll use for medical expenses in a year
because they’ll lose any leftover money.

Offering a measure of relief, the Treasury
Department and Internal Revenue Service
(IRS) issued a new ruling that permits em-
ployers to offer a 2½-month grace period at
the end of the plan year, allowing participat-
ing employees a little more time to spend
down funds in their accounts.

“The new rule will give workers with FSAs
more time to pay for medical and dependent
care expenses and will ease the year-end spend-
ing rush prompted by the prior rule,” Treasury
Secretary John Snow said. “Putting people back
in charge of their own care is one of the most
important things we can do to strengthen our
healthcare system.”

Should employers elect the extension option,
FSA participants will essentially have 14
months and 15 days to exhaust the account
instead of just 12 months. At the end of the
extension period, any leftover funds will still
be lost. This extension may help employees not
only use accumulated funds, but also, perhaps,
more accurately project their needs for the
coming year.                                                                 $
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Pave the Way for Your College Student’s
Financial Independence

As Melanie Marshall (a hypothetical case)
prepares to head off to college, she’s look-

ing forward to her newfound independence.
Although Melanie will be on her own for the
first time, her parents, Joan and Al, can at least
rest assured they’ve schooled her well in han-
dling her personal finances.

A typical student spends well over $2,500
during the school year on books, supplies,
transportation, and personal expenses (Trends

in College Pricing—
2005, The College
Board). Unlike Joan
and Al, parents who
allow their students
to “spend as they go”
may soon find them-
selves needing to
refill a seemingly bot-
tomless well.

Laying the
Groundwork
To help prevent

overspending, Joan
and Al have been
helping Melanie de-
velop basic money
management skills.
To get her off to a good
start at college by
laying a strong foun-
dation, they:

• Held a meeting to discuss everyone’s
expectations.

• Allotted a lump sum for each semester, mak-
ing it clear what the funds must cover, how
long they must last, and any rules for their
use.

• Explained how and when the funds will ar-
rive, and how much to expect.

Joan and Al have several options for get-
ting the funds to their daughter. They can send
her checks, or they can transfer funds directly
into her account through the bank. In a pinch,
they can deposit or transfer funds through an
ATM. ATMs have become a financial lifesaver
for many parents with children away from
home in strange cities or towns. Otherwise, it
may be difficult to cash a personal check with-
out a local bank account.

Credit cards often provide a good backup
resource. To prevent credit card misuse, many
parents limit their use for emergencies only.
Credit cards also come in handy for booking
plane and train reservations when your child
is traveling to or returning from school.

Cultivating Money Smarts
To encourage Melanie to take responsibil-

ity for her finances, Joan and Al taught her to
manage her own savings and checking ac-
counts. She met with a bank representative to
open the accounts and has been practicing
balancing her monthly statements. This ac-
countability will help set the foundation for
her future financial independence.

Joan and Al continually emphasize the
importance of disciplined spending. They rec-
ommended that Melanie allocate a set amount
per week for discretionary spending, so she’s
not tempted to withdraw funds too quickly or
carelessly. By discussing what this amount
must cover, Melanie has come to realize that
too many late night pizzas or long-distance
phone calls to friends could easily exhaust her
funds.

Although Melanie initially plans to live in
a dorm, her parents used the decision about
whether to live on- or off-campus as an exer-
cise in evaluating financial tradeoffs. At first,
Melanie thought it would be cheaper to live
off-campus. However, she soon found out that
in many college towns, housing located within
walking distance of campus can be expensive.
Also, landlords frequently require a one-year
lease—a period longer than the school year.
On the other hand, living off-campus allows
students to save money by sharing housing
and preparing their own meals. Melanie may
revisit this decision as she progresses to her
sophomore or junior year, as she makes friends
and becomes acclimated to the area.

Reaping Rewards
Like the Marshalls, both you and your col-

lege-age child stand to benefit if he or she
“makes the grade” in personal money man-
agement. Life will become much easier for you
if you can count on your child to manage his
or her out-of-pocket expenses while away at
school. And your child will thank you as his
or her mastery of this valuable life skill leads
to financial independence down the road.     $
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Tax Relief for Investors:
Sunset on the Horizon

For investors, the Jobs and Growth Tax
Relief Reconciliation Act of 2003 (JGTRRA)

made two significant tax-saving changes. First,
long-term capital gains rates dropped from 20%
to 15% for investors in the top four brackets
and from 10% to 5% for those in the bottom
brackets. Second, qualified corporate dividend
income will be taxed at long-term capital gains
rates for the next several years. But, these fa-
vorable changes are temporary and will expire
in 2009, unless Congress enacts further legis-
lation. Let’s take a closer look at the scheduled
changes and planning opportunities.

Long-Term Capital Gains Cuts
Capital gains taxes affect millions of Ameri-

cans every year. Gains on most assets held
longer than a year are treated as long-term capi-
tal gains and taxed at a 15% maximum rate for
individuals in the top four tax brackets (35%,
33%, 28%, and 25% brackets). This provision
expires in 2009, when the former rate of 20%
will again take effect.

Taxpayers in the 10% and 15% brackets pay
only 5% on long-term capital gains, reduced
from 10%. These investors will experience a
temporary reprieve from long-term capital
gains tax altogether in 2008, when it will be
eliminated for one year. In 2009, the pre-JGTRRA
rate of 10% will be reinstated.

Short-term capital gains, which generally
refer to investments held less than a year, expe-
rienced no tax reform and, therefore, will con-
tinue to be taxed at the investor’s marginal rate.

Capital gains attributable to depreciation
from real estate held longer than 12 months are
taxed at 25%. The gain on collectibles and cer-
tain small business stock is still taxed at 28%.

Dividend Reform
Prior to JGTRRA, investors who received

dividend income were required to pay taxes at
their marginal rate, which could have been as
high as 38.6%. Now, a dividend tax of 15%
applies to taxpayers in the top four marginal
brackets who receive dividend income. This
provision expires in 2009.

For an illustration of the possible savings,
consider the following hypothetical example
of Emily Fisher, who is in the highest tax
bracket. Before JGTRRA,
her annual dividend
income of $50,000 would
have been taxed at her
marginal rate of 38.6%.
Emily would have owed
$19,300 in tax ($50,000 x
38.6%) when taxed at the
margin. While her mar-
ginal rate has been low-
ered to 35%, a new divi-
dend tax rate of 15%
applies to her dividend
income. With this much lower rate, Emily ex-
periences a significant reduction in her tax bill,
owing instead only $7,500 ($50,000 x 15%)—
that represents $11,800 in savings.

Lower income taxpayers are eligible for an
even lower divi-
dend rate. Inves-
tors in the 10% and
15% tax brackets
will be subject to a
dividend tax rate
of 5%. For these
taxpayers, the divi-
dend tax will be
eliminated alto-
gether in 2008,
and then be rein-
stated at the prior
rates of 10% and
15% in 2009, when
the legislation will
expire.

This landmark
tax reform provides a number of planning
options for investors, but the opportunities are
temporary. For specific guidance, consult your
qualified financial and tax professionals.     $

Long-Term Capital Gains Rate Schedule
Top Four Brackets 2005 2006 2007 2008 2009
(25%, 28%, 33%, 35%) 15% 15% 15% 15% 20%

10% and 15% Brackets 5% 5% 5% 0% 10%

Dividend Rate Schedule
Top Four Brackets 2005 2006 2007 2008 2009
(25%, 28%, 33%, 35%) 15% 15% 15% 15% Not

Applicable

10% and 15% Brackets 5% 5% 5% 0% Not
Applicable
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Owners of small companies have a number
of options when deciding how to struc-

ture their business. While many smaller busi-
nesses have lately elected the newer limited
liability company (LLC) form, the S Corpora-
tion remains the most popular corporate
entity choice, according to the IRS’s Spring 2004
Statistics of Income Bulletin. Recent changes
in the tax law have made the S Corporation an
even more attractive choice for businesses,
particularly family-run companies.

Despite its name, an S corporation is not
simply a type of corporation. It is a tax desig-

nation granted
by the Internal
Revenue Ser-
vice (IRS) that
combines ele-
ments of sole
proprietorships,
partnerships,
and corpora-
tions. Unlike a
C corporation,
the form taken
by many large
companies, the
S corporation
business form

is generally suitable for smaller businesses that
do not intend to go public.

Under federal law, every corporation auto-
matically has a “C” designation. Sharehold-
ers own a corporation, which is considered by
law to be a unique entity separate from those
who own and run it. The corporation pays
corporate taxes, and the shareholders pay tax
on the income they receive as dividends. This
double taxation can be a disadvantage, par-
ticularly for owners who are not in a position
to reinvest a significant portion of profits back
into their business.

Liability Protection
One advantage of the corporation structure

for businesses is the protection it offers from
personal liability. Owners are personally
shielded from debt liability and lawsuits
against the company; only the amount of their
investment is at risk.

Business owners who want the personal
liability protection that incorporation brings,
while avoiding double taxation, can choose
the “S” corporation designation. To become

an S corporation, a company must first form a
corporation at the state level. Then, with the
consent of its shareholders, the company is
required to file Form 2553 with the IRS.

As with C corporations, shareholders in
S corporations are protected from personal li-
ability. Only their investment in the company
is at risk. But unlike C corporations, the S cor-
poration is a pass-through entity that gener-
ally does not pay corporate income tax and
permits the shareholder to treat company earn-
ings and profits as distributions.

This income depends on the shareholder’s
percentage of ownership and passes through
directly to his or her personal tax return,
thereby avoiding double taxation and self-
employment tax. Shareholders may also de-
duct losses, limited to their basis in the busi-
ness. For example, if a certain shareholder
holds 50% of the shares issued, he would
report 50% of the profits or losses on his per-
sonal tax return. This is particularly useful for
owners of businesses that are losing money,
as they can use the losses to offset their per-
sonal income.

New Rules
Under the American Jobs Creation Act of

2004 (AJCA), the rules governing S corporations
were liberalized, enhancing the appeal of this
business structure. The number of permissible
S corporation shareholders increased from 75
to 100. Furthermore, eligible members of the
same family may now be treated as a single
shareholder in an S corporation, and the new
law clarifies what constitutes a “family.”

Compared with other business forms, there
are some disadvantages to the S corporation
structure. Whereas an LLC, for example, can
have an unlimited number of owners, the own-
ership of an S corporation is limited to 100
members, each of whom must be a U.S. citizen.
Moreover, ownership in an S corporation is
restricted to individuals and certain types of
trusts; and S corporations are allowed to have
only have one class of stock. Unlike an LLC,
which has some flexibility in distributing prof-
its, the percentage of income distributed by
S corporations is strictly linked to ownership
percentage. Compared with C corporations,
S corporations can write off fewer expenses
related to the cost of doing business.

The S Corporation: A Tax-Efficient
Structure for Small Businesses

(Continued on page 8)
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New Tax Incentives for Being “Green”
(continued from page 1)

These tax incentives make adding energy-
efficient improvements and property to prin-
cipal residences more attractive for
homeowners, but the law places limits on the
credit amount that can be claimed for specific
types of improvements and property. For ex-
ample, the maximum allowable credit for win-
dows is $200, while for hot water boilers, it is
$150. To qualify, the energy-efficient improve-
ment must have a lifespan of at least five years.

The 30% credit for the installation of solar,
photovoltaic, and fuel cell equipment may be
claimed up to a maximum of $2,000 per year
for solar water heating and photovoltaic sys-
tems, but only up to $500 for each 0.5 kilowatt
of capacity for fuel cell property. The credit
may only be used for personal residences, and
the equipment purchased may not be used to
heat swimming pools or hot tubs.

Clean Fuel Deduction vs. New
Vehicle Incentives

The new tax credits for the purchase of en-
ergy-efficient vehicles (placed in service in
2006) are more generous than the $2,000 clean
fuel deduction they replace. Because a credit
offers you a dollar-for-dollar reduction of your
taxes, it is more valuable than a deduction,
which reduces your taxable income. The
amount of the new credit varies, however,
depending on the vehicle’s weight class, fuel
efficiency, and lifetime fuel savings.

Unlike the clean fuel deduction, these new
opportunities apply to leased vehicles as well
as new purchases. While this incentive pro-
gram for hybrid cars, light trucks, and clean-
burn vehicles will last through 2010, certain
vehicle models may phase out of eligibility
before then. This legislation imposes a 60,000-
vehicle limit on each manufacturer for the full
deduction.

For tax year 2005, the $2,000 clean fuel de-
duction will still be in effect, and if you pur-
chase a qualified hybrid car or SUV before
December 31st, you may be eligible. If you are
planning a green vehicle purchase, consider
the tax benefits of waiting until 2006. The IRS,
as of June 2005, approves the following hybrids:

• 2005 Honda Accord Hybrid
• 2005 Honda Civic Hybrid
• 2005 Honda Insight
• 2005 Toyota Prius
• 2005 Ford Escape Hybrid
• 2006 Lexus RX 400h
• 2006 Toyota Highlander

In order to qualify for the clean fuel deduc-
tion, you must purchase the vehicle new, for
your own use, and drive it mostly in the U.S.
Furthermore, it must meet all federal and state
emissions standards.

Business Incentives
This far-reaching energy bill also provides

tax incentives for businesses. While this
legislation’s greatest impact will be felt in the
oil and energy sectors, companies in all indus-
tries making energy-efficient purchases and
property improvements may be eligible for the
following tax breaks:
• A $2,000 tax credit to eligible contractors

for the construction of each new energy-
efficient home (meeting certain standards).
Applies to homes purchased in 2006 and
2007.

• A tax credit for manufacturers of energy-
efficient appliances, including refrigerators,
dishwashers, and washing machines. Ap-
plies to appliances produced in 2006 and
2007.

• A tax credit of up to 30% for the business
installation of qualified fuel cell power
plants and a 10% credit for purchasing sta-
tionary microturbine power plants placed
in service in 2006 and 2007.

• Expansion of the Code Sec. 45 renewable
energy production credit—currently appli-
cable to the production of electricity from
wind, closed- and open-loop biomass, geo-
thermal, small irrigation, landfill gas, and
trash combustion—to include hydropower
and Indian coal. Expiration dates have been
extended and vary according to facility type.

• A tax credit of up to 30% for businesses
investing in solar energy property in 2006
and 2007.

• A maximum deduction of $1.80 per square
foot for the cost of major energy-saving im-
provements to commercial buildings and
property purchased for them. Applies to
property placed in service in 2006 and 2007.

• A 30% tax credit for the installation of alter-
native fueling stations to be used in trade
or business.

Businesses can benefit from the new law
when making energy efficiency improvements,
buying alternative energy equipment, purchas-
ing “green” vehicles, and using alternative
fuels. For specific guidance, consult your tax
professional.                                                            $
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