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IRAs in the Instruction of Finance 

Abstract

The principle of time money management is a dull and non-applicable concept for students in corporate finance classes.  However, presenting students with an exercise of how they can maximize their personal wealth permits abstract concepts to be made both interesting and practical.  To that end, an exercise using retirement planning based only on use of one retirement vehicle, the Roth Individual Retirement Account (IRA) was developed that illustrates to the student how they can plan their own personal retirement inputting individualized values of money management.  The exercise has the following fixed guidelines: retirement age will be 60 years and the maximum contribution permitted will be the current Roth IRA limit of $2,000 per year.  Each student selects their personal level of risk tolerance for investment, i.e., none, some, or aggressive.  Based upon the student’s level of risk tolerance, the instructor assigns investment instruments that will annually yield 7, 10, or 13%, respectively.  Using the instrument rate values, the students are asked to adjust their interest rate downward for an anticipated 3% inflation rate, then compute their cash totals at age 60 if they begin participation in a Roth IRA 5, 10, or 20 years following graduation.  Subsequently, students are asked to place their findings in a graphic or ledger-type format for an audiovisual presentation to their fellow classmates.  Instructor input into these sessions is important to reinforce that delay of Roth IRA participation has a greater effect than choice of investment tolerance.  Students can based upon the group findings then reformulate their own retirement strategy and determine first-hand the value of annuity calculations.

INTRODUCTION

A persistent problem in the instruction of corporate finance classes is to illustrate the principle of the time value of money and why the application of it dramatically affects the student’s retirement plans.  Instructors have often searched for ways of illustrating the time value of money.  In conjunction with the teaching of the time value of money, this exercise uses retirement planning as a vehicle for the expression of the principles of the time value of money.

Recent changes in IRA laws, particularly with the advent of the Roth IRA, has placed greater emphasis on both investment and tax implications as being positive externalities in using the IRA as an investment tool in addition to a retirement vehicle.  A number of prior communications have advanced both information and instruments that accentuate the importance of individual investing.  

The presence work germinated from a desire to practically illustrate to students a basic concept of finance, that is, managing one’s own personal wealth.  Beginning students of finance often have no thought for the future financial needs they will confront in the course of a working career other than, housing, transportation, and providing for future children.  Retirement planning is often relegated to mid-life decisions.  In an attempt to counteract this faulty planning maneuver, as well as to incorporate and illustrate annuity principles as applied to individual retirement accounts (IRA) in an introductory finance course, a simple, straight-forwarded exercise was developed.

THE STRUCTURE OF THE EXCERCISE

The assumptions of the exercise are the following:

1. All students enrolled in the course will retire at age 60

2. All students will put their entire retirement into an IRA (Individual Retirement Account)

3. The students are not given other alternatives such as employer matching 401k plans

4. All students will invest the exact sum of $2000 annually

The students do the following in order before they do the project:

1. The student must state their risk preference from the following:

A. Not risk tolerant

B. Somewhat risk tolerant

C. Risk tolerant

2. The student must state when he/she will graduate

3. The student must state their age

After this is done, the instructor will then assign interest rate values that correspond to answer one on the student questionnaire.  The instructor will explain that the non-risk tolerant investors will be assigned low-risk securities such as government backed securities, money market funds, and CD’s that will yield an annualized interest rate of 7%.  The students who answered somewhat risk tolerant will invest in a mixture of the low risk investments and common stock.  They will receive and interest rate of 10%.  The students who are risk tolerant will invest exclusively in common stock and will receive and annualized interest rate of 13%.  

After interest rates are assigned, the students are then told to do the following:

1. Compute their number of working years (65- age of student after their first full year of work

2. Take their given interest rate and subtract 3% for an inflation premium.

3. Compute their expected cash totals at retirement using the formula for an annuity

4. They are then to compute their retirement value for the following:

A. If they begin saving 20 years after they begin work

B. If they begin saving 10 years after they begin work

C. If they begin saving 5 years after they begin work.

What this will illustrate to students is the concepts employed in the teachings of corporate finance.  This exercise not only accomplishes its objectives of illustrating the time value of money but also force students to think ahead towards retirement.  

Appendix

The following is a copy of the actual assignment sheet.

Name 







Section # 






You have now been assigned an annualized interest rate based upon your answers to the questions you were asked at the beginning of class.  Based upon your given interest rate compute the following:

1. In this exercise, we will assume that you intend to retire at the age of 65.  Subtract your age after one full year of work from 65

2. Take you given interest rate and subtract 3% to account for the impact of inflation

3. We will assume that you will invest in an IRA (Individual Retirement Account).  The maximum IRA investment under law is $2000 annually.  Assuming that you have no other options such as a 401k.  Using the present value for an annuity formula, calculate the returns if you invest $2000 annually:


A. Starting 20 years after beginning work

B. Starting 10 years after beginning work

C. Starting 5 years after beginning work

D. Starting the year that you begin work
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