New, Higher $ Ceilings on IRA’s 401k’s




    One of the best pieces of good news for anyone trying to build his or her retirement is the fact that, by 2008, an individual worker will be able to set aside up to $6,000 a year in a tax-deferred traditional IRA, plus an additional $16,000 in a tax-deferred 401k plan. That’s an untaxed total of $22,000 a year. (That $22,000 ceiling will rise to keep pace with inflation over the coming years.)The ceiling on Roth IRA contributions is somewhat lower than it is for traditional IRA’s, but inasmuch as you can convert traditional IRA’s to Roth IRA’s at any time by paying the income tax due on the traditional IRA, that shouldn’t be a problem. You could simply take out a traditional IRA one year and convert it to a Roth IRA the next year, while restoring funds to the original traditional IRA. That way, the earnings on the money would never be taxed. (Why would you want to convert traditional IRA’s to Roth IRA’s? Because once you’ve paid taxes on a Roth IRA, it can draw interest tax-free, as opposed to tax-deferred with a traditional IRA.)

    It’s probably reasonable to suppose that you could expect a 5% per year after-inflation return on investment by buying stock index funds. So how much money could you accumulate over a 30-year period at a real rate of interest of 5% per year? Or over a 40-year period?

    The rate of growth of an investment when you’re contributing a fixed amount of money to it is given by,
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If the Annual Contribution  = $22,000 a year;

Rate of Growth                      = 5% per year (after inflation)

Time                                    = 30 years, then:
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    Now e1.5  = 4.48,  e1.5 - 1  =  3.48, and $440,000 X 3.48 = $1,500,000, in current (inflation-adjusted) dollars.

    Similarly, over a 40-year period,

    e2  =  7.39, e2 - 1  =  6.39, and $440,000X 6.39 = $2,800,000.


How would this change if we assumed a 3% real (inflation-corrected) rate of return over 33.3 years?
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    Now e1  = 2.72,  e1 - 1  =  1.72, and $732,600 X 1.72 = $1,260,000, in current (inflation-adjusted) dollars.

How about a 2% inflation-corrected rate of return over 36 years?
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    Now e0.72  = 2,  e0.72 - 1  =  1, and $1,100,000 X 1 = $1,100,000, in current (inflation-adjusted) dollars

    Money Magazine recommends assuming an after-retirement withdrawal rate of 4% per year. (This should lead to growth in the value of the fund over time.) For the 30-year savings period, this should provide $60,000 a year in retirement income. For the 40-year savings period, the corresponding figure would be $112,000 a year. If this money were in Roth IRA’s, then all the retirement income would be non-taxable.
    Using the 3% rate of growth for 33 years, the retirement income would be about $50,000 a year.
    Using the 2% rate of growth for 36 years, the retirement income would be about $44,000 a year.

    To this would be added Social Security income.
    This is for one person. If husband and wife could both save this amount, the retirement income would be doubled. (I realize that saving $44,000 a year is a tall order for a young couple.)

    The point is that, thanks to last year’s changes in the tax law, you could have an excellent retirement income just from tax-deferred savings, plus a moderate return on investment.

    It would be very advisable to operate conservatively with money set aside for retirement. Thirty or forty years is a long time in the stock market. Investments that don’t risk the principal would be highly desirable. Money market income would be ideal except that it might be difficult to realize 5% above inflation. However, 3% above inflation might be manageable with virtually zero risk.

    The greatest danger to this happy outcome is our idea that we’re going to get rich quickly. We all entertain this “win the lottery” fantasy, and it’s our undoing. We fantasize about retiring early, but retirement savings should be off-limits to ‘make-a-killing-in-the-stock-market” strategies.  
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