Case Study—Retirement Accounts
Contribution and income limits that apply to most types of retirement accounts have many clients today searching for alternative methods for increasing tax-preferred retirement savings.  Health savings accounts (HSAs), though not traditionally intended for this purpose, can provide one unconventional option for creating additional retirement income with many of the same tax preferences that apply to a traditional retirement account.

Your clients, Craig and Pat Lindsay, are an upper-middle class couple who have recently enrolled in an HSA-compatible health insurance plan through their state’s health insurance exchange.  The Lindsays are in their late 40s with two children who have recently graduated from college.  Though they have always been responsible with their finances, the Lindsays prioritized college savings over retirement savings and, as a result, are now concerned that they are behind in saving for their retirement.  They are making the maximum contributions to their 401(k) plans and also contribute to an IRA.  Still, with their children’s education-related expenses behind them, they are looking for ways to increase their tax-preferred retirement savings opportunities.  

Since enrolling in their new health plan, Craig has been reading about the benefits of contributing to an HSA and wants to learn more about how this type of account can actually help his family expand their retirement income sources.  How do you advise?
Expert Analysis Using Tax Facts Online
The various limits placed on traditional tax-preferred retirement vehicles have many taxpayers searching for creative ways to ensure a comfortable retirement income level.  The health savings account (HSA) can help certain clients achieve this goal.  HSAs, though traditionally intended to function as savings accounts earmarked for medical expenses, can actually be used creatively as retirement income-planning tools that enable taxpayers to supplement their retirement savings. 
Tax Facts Online can help navigate the rules that apply to HSAs.  Tax Facts Online Question 345 provides that, in order to open an HSA, the taxpayer must be covered by a high-deductible health insurance plan (one with a deductible of at least $1,250 for self-only coverage or $2,500 for family coverage).  As Question 347 explains, in 2014, taxpayers with self-only coverage can contribute up to $3,300 annually to an HSA (the limit is increased to $6,550 if the plan also covers the taxpayer’s spouse or other dependents).  

Once the Lindsays reach age 55, they will become eligible to make an additional $1,000 catch-up contribution annually (Craig and Pat will each be eligible to make a separate $1,000 catch-up contribution).  Once they begin receiving Medicare coverage, however, they cannot make any further contributions to the HSA.

The HSA funds may be withdrawn tax-free if they are used to cover medical expenses, so Craig and Pat can maximize the tax-preferred treatment of the HSA if the funds are eventually spent on qualified medical expenses.  Despite this, there is actually no requirement that HSA funds be withdrawn for this purpose.  

In fact, after the Lindsays reach age 65, they can withdraw the funds for any purpose without penalty.  The income will be taxable as ordinary income—just as funds withdrawn from a traditional IRA are taxed.  However, it’s important for the Lindsays to understand that funds withdrawn to cover nonmedical expenses before the taxpayer reaches age 65 are subject to a 20 percent penalty in addition to the ordinary income tax rate that otherwise applies.

Because unused funds in the HSA never expire, taxpayers’ annual contributions can be left in the account to grow on a tax-deferred basis for years if the funds are not needed to cover medical expenses.  As a result, many taxpayers can accumulate substantial account balances that can serve to supplement traditional retirement savings vehicles.

Despite the fact that HSA funds can be used for any purpose after age 65, as they age, Craig and Pat are actually likely to incur medical expenses that can make tax-free withdrawals from an HSA an attractive option.  They can still take advantage of the tax-deferred growth on the account value, however, because HSA funds do not actually have to be withdrawn in the year the medical expense was incurred in order to be withdrawn tax-free.

As a result, taxpayers have the ability to contribute to the HSA, pay for medical expenses with after-tax dollars and simply save the receipts and withdraw the HSA funds at some point in the future when the account balance may have grown considerably.  As long as the taxpayer did not claim the medical expense as an itemized deduction on a prior tax return, the HSA funds can be withdrawn tax-free even years later.

One caveat is that, unless HSA funds are used to pay for qualified medical expenses by a surviving spouse, after the taxpayer’s death, the funds will be taxable income to the taxpayers’ beneficiaries. 
HSAs can be a powerful retirement income planning tool for taxpayers looking to supplement their income later in life—knowing the specific rules that apply to these accounts, however, is critical to maximizing the value that an HSA has to offer.

Thumbs up/Thumbs down

What are your thoughts on:

1. The recent surge in state legislation regulating disclosures in annuity sales?
a. Bloink: In the annuity business, investor protection is a very real issue—and these new state rules are designed to ensure that investors are not given information that might be misleading.  Some of the new rules—Colorado’s legislation, for example—prohibit financial producers from using specific words, such as “safe,” when describing annuity products.  While this might seem like overkill to some, the basic purpose behind the rules is to require that producers provide an accurate and complete picture of annuities as investment products—describing a product as “safe,” without more, is generally inadequate. THUMBS UP
b. Byrnes: The new crop of legislation aims to prevent misleading consumer information, but also looks to give annuity salespeople more concrete guidance so that they can avoid liability for even inadvertently misleading their clients.  I think the concrete guidance helps the industry as a whole and, rather than being viewed as a nuisance, should be embraced by advisors. THUMBS UP
2. The recent push to avoid corporate tax inversions?
a. Bloink: Corporate tax inversions—a corporate strategy whereby a domestic corporation purchases a foreign corporation and reincorporates in the foreign country—are basically a symptom of a broken U.S. corporate tax code.  U.S. corporate tax rates are generally not competitive with the low rates that can be found in many foreign jurisdictions, so it isn’t surprising that corporations want to take steps to lower their rates.  If we want to stop corporate inversions from happening, the first step is reforming the corporate tax code to make the U.S. a competitive place to do business. THUMBS DOWN
b. Byrnes: The simple fact is that corporate tax inversions can actually increase U.S. shareholder wealth.  By moving to a lower tax jurisdiction, a corporation can free up capital for expansion, creating more jobs and generating higher profits.  As Professor Bloink points out, however, reforming U.S. corporate tax rules so that they’re more in line with those available internationally can allow domestic corporations to meet their goals without moving abroad. THUMBS UP
3. The impact of state sales tax “holidays”?
a. Bloink: A sales tax holiday might look good from a political standpoint, but it probably isn’t going to do much to boost economic growth.  Usually, states hold sales tax holidays in the last weeks of summer when many consumers are looking to make back-to-school type purchases.  While many might wait until the holiday to make the purchase, generally these are purchases that would be made regardless of the sales tax break. THUMBS DOWN
b. Byrnes: It seems to me that the primary benefit of a sales tax holiday is to put small business retailers on par with online retailers that aren’t required to charge a sales tax, at least for a short period of time.  Otherwise, I generally tend to agree that giving consumers a small tax break for a few days each year is going to do little to boost local economies.  THUMBS DOWN
