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REVIEW & QOUTLOOK

The 401(k) Illusion

Alter paying taxes due today, no
doubt many prospering citizens are
comforted by amazing growth in their
401(k) or IRA or other retirement vehi-
cles. But to understand that swelllng
‘ligure on your screen, do a little calcu-
latlon: Take $650,000 and subtract the
value of your home and other assets.
The remainder is how much of your
IRA you really own; sconer or later the
government will confliscale the rest,

© We exaggerate, but only slightly.
You can of course spend all your IRA
‘money, in which case the federal gov-
ernment will not lake more than about
40%, or including sltate levies, close lo
507 in a tax hell like New York or Cali-
fornia. But if you hope to leave some of
the money to your kids, they will have
to pay not enly this bite, but on top of it
an inheritance tax that cur-
rently applies to estates of
more  than $650,000—a
level reached by your ordi-
nary successful American. The combi-
nation of the income tax and the estate
tax boosts the death tax to something
like 85%. .

Conslder the odyssey your cash

must make belore it reaches you and
your ollspring. When time comes to
start withdrawing IRA money—and
Washington mandates we starl expos-
Ing this money lo taxatlon by age 10—
every penny is taxed at ordinary In-
come tax rates. Il you've been smart
and virtuous enough to build an invest-
ment portiolio outside an IRA, your to-
tal Income can still reach-~the lop
brackets described above, even if
you've stopped working at a regular
Job. These are brackets that Congress
and Treasury Secretary Rubin have
assured us were "only for the rich.”
. Indeed, the 401(k) may even be a
fool's game. As Tom Ochsenschlager
of the accounting firm Grant Thornton
points out, politiclans give you elabo-
rale lerms fo play their 401(k) game,
but In the meantime they've lowered
tapital gains rates, 5o Instead of belng
taxed al the less onerous 20% reserved
for treatment of regular long-term
capital gains, the long-term capital
holdings stuck in our 401(k)s face dou-
ble that rate. The penalty Is particu-
larly high when you've bought and
held onto one of those Internet stocks—
ay, Microsoft—that throws off little or
no dividends to tax. Indeed, the betler
inveslor you are, the more likely you
are to face this penalty. Who's the
sucker here?

The next round of trouble comes in
trylng to share some of the 19808 bull

- market bounty with children. The es-
late tax starls with rates of 37% and
moves smartly up to 55%. These rales
apply to anything above a baslc ex-
emption of $650,000, belng phased up lo
$1 million over 10 years. You can leave
everything tax-free to a spouse, of

course, and with expensive enough

{3 IRS

lawyers take advantage of the $650,000

- exemplion twice, Bul eventually the

Income tax will take Its bite of any tax-
deferred assets, though again, outside
of a 401(k) unrealized capital galns are
not laxed at death. Whatever Is left
gels taxed again at estate tax rates.

If you think the death tax Is conlis-
calory for the IRA class, Il's a real
tragedy when it Is the family business
you may be hoping to pass along. Say
you've lived a penurious life and
poured every penny you earned back
into the farm or the family fast food
[ranchise. You and your helrs have
buill this business together. But when
you depart Lhis earth, those heirs often
find they have to dissolve your legacy,
just to pay the tax bill on it,

The root of the problem Is that you
get taxed only once on the

money you spend, but re-
peatedly on anything you
save. Economists call this
the “definition of income" problem;
the current definition was dreamed up
by an economist named Henry Si-
mons, who helped create the modern
income tax system. The 401(k) and the
like are designed to work around the
Simons treatment of returns to saving
as “income” though laxes were al-
ready paid on the principal Invested.
But while politiclans give “savings ve-
hicles” with one hand, with the other
they take everything back with the In-
come and death taxes.

Seen [rom afar, it all looks plenty
perverse. Oh yes, Just now pollcy
voices from Dick Gephardt to the
Christian Coalition are calling for &
tax structure that helps the family.
The  much-discussed “marriage
penally” Is bllled as antl-family,
though In fact It represents a conflict
between working moms and stay-at-
home moms; the real “anti-family”
forces here are the conflscatory high
rates born of a gradualed rate struc-
ture aimed at getting the “rich.” And
the most anti-family tax of all Is the
death tax, the only part of the tax code
that s specifically designed to keep
you from helping your offspring.

This anti-savings, anti-family levy
Is so odlous thal “the rich” pay
lawyers and accountants small for-
tunes to avold It. So It generates a lot of
pernicious effects and very little rev-
enue-less than 1% of the [ederal tax
take. The obvious “reform™ is to repeal
it entirely, as proposed by Rep. Jen-
nifer Duan (R., Wash.) and Senator
John Asheroft (R., Mo.). Just now the
obstacle to thelr effort ls a post-im-
peachment Administration especlally
behnlden to Hberal theology, however
outmoded. But with the bull market
{hrowing more and more wealth into
the 401(k) 1P, the practical argu-
n;len I:a\re )m&e and more force;
don't be's if over the next few
years lhey ac(ual y prevall.




