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Should You Convert
All or Part of Your Traditional IRA to a Roth IRA?

Prior to 2010, anyone with adjusted gross incom@arfe than $100,000 could not consider
converting their Traditional IRA to a Roth IRA. Now, evermgpayer has this option available
to them. Why the hype?

* Major Benefit — 100% of earnings within a Roth grow completal:free!

* Major Downside — There is a hefty tax bill which will need to paid as the amount
converted from a Tradition IRA to a Roth IRA is rmt taxable income. The Federal
tax could range from 15-35% (2010 tax rates) ofaim®unt converted. Plus there is the
potential of State income tax for non-IL taxpayelisdoesn’t tax retirement income.

Note— The tax rules are different for those makiRagh contributions than for those wanting to
convert money from a Traditional IRA to a Roth IRA. Any®nan convert money from a
Traditional IRA to a Roth IRA, but only those wiglarned income (wage or SE income) can
consider making a contribution (which is subjeclinatations) to a Roth IRA.

Should you Convert?

This is a complex question as there are a buneghldfcards. To quote financial planner
Michael Kitces, “In sum, estimating the client’ddte tax rate involves a lot of personal
prognosticating, economic prognosticating and palitprognosticating, and none of it is very
easy.” The deciding factor might come down to yieelings about assumptions and forecasts.
For two people with the same set of circumstanmes,might convert and one will not, and both
will feel they have made the best decision. Aretehis the risk of the unknown — What if the
government changes the rules down the road?

It's All About the Tax:

Since you can own exactly the same investmentsmaétiraditional or a Roth IRA, for most
account holders the issue primarily comes dowrugstions about income tax (there are also
estate tax implications for those subject to thaj.t The decision to convert is totally driven by
the tax rates when money comes out of the Traditib®A versus the tax rate you will pay in
making the conversion. Rule — Pay your tax whengee feel your rate will be the lowest.

Consider the following points:

1. When you convert from a Traditional IRA to a RORA, you pay taxes in the year of
conversion based upon your personal tax situati©onversion can protect you from
future tax rate increases as withdrawals from RRtks typically are 100% tax-free.

2. Paying tax now on something that could be tax-defegoes against the conventional
wisdom that one shouldn’t pay a penny of tax sotim&n necessary, and the idea of
writing large checks to the IRS for an uncertaitufa benefit can feel uncomfortable.

3. In the past it was very difficult to determine diyr income or taxes would be higher in
the future than what they are now; however, witlslBsi tax cuts being eliminated after
2010, the odds are excellent that future tax ratesss the board for the same level of
income will be higher unless our country goes tlator value-added (consumption) tax.
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4. Since the beneficiaries of IRAs can withdraw moaegr their own IRS assigned life
expectancy, the tax-deferred or tax-free earnimge/ip can continue for many years
after the IRA owner is deceased.

Traditional IRA Basic Rules:

1. Tax-Deferred Earnings -- In all situations, the account gromsdeferred (meaning there
is no taxation until money is withdrawn from theagnt). All money withdrawn is
taxable income except for those who have made ednatible contributions.

2. RMD (required minimum distributions) — In the year in which a taxpayer turns 70 %, a
RMD must annually be withdrawn from the accounavoid significant IRS penalties
(50%). Inrough terms, the annual RMD starts atreximately 4% of the IRA account
value and goes up over subsequent years as liscw@ry goes down. This annual
withdrawal causes the account owner to incur taxatdome.

Roth IRA Basic Rules:

1. Tax-Free Earnings — All earnings grow tax-free which is stalntially better than tax-
deferred earnings. After age 59 %, earnings canmithelrawn tax-free after the Roth
IRA has been in place for a 5-year time period.

2. A Roth IRA is not subject to annual RMD’s.

3. A conversion from a Traditional IRA to a Roth IRPeates taxable income for Federal
purposes. This conversion is not taxable to Ilp&ers or states that do not have an
income tax. Be aware, not all states treat a asmue the same way.

4. There is a 10% early withdrawal penalty for witheliirag earnings and the account owner
is under age 59 %. This does not apply to the amnmnverted.

5. Roth contributions and converted amounts can bednatvn free of income tax and
penalties if the account owner is greater than58g¥. For those under age 59 %,
withdrawals of converted amounts would be subgeitrt IRS penalty if the Roth account
had not been open for 5 years.

6. Roth IRA conversions do not have to be an all ahimg conversion.Just part of a
Traditional |RA can be converted.

Benefits of Having a Roth IRA:

1. If ataxpayer has both tax-free accounts (Roth IRAJ tax-deferred accounts
(Traditional IRA or 401k), the taxpayer will haveXibility that might be beneficial
during retirement to manage their personal taxiaigeme.

2. If taxes are paid on a conversion and if tax rgtesp in the future, you will have paid
income taxes at the current lower tax rate.

3. Roth IRAs provide a significant tax shelter for $bovho do not need to fully withdraw
from their IRAs and plan on passing their accowatti® to heirs.

General Rules to Consider:

1. If your income is low for whatever reason (unempheyt or other large tax losses), it
might be advantageous to convert now provided yaue mon-IRA cash to pay the tax
bill on the conversion.

2. If you convert in 2010, the taxes on the convearrbunt might be lower than what your
tax rate will be in the future.

3. If you've made non-deductible Traditional IRA cahtrtions in the past, that portion of
your conversion to a Roth IRA will not be taxable.

Benefits for younger people holding Roth IRA accouts:
1. If you convert to a Roth and five years have eldmsece the conversion was made,
amounts converted plus any regular Roth contrilmstiman be withdrawn prior to age 59
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2.
3. There are significant long-term benefits to hauiggfree income in later years.

% and there will not be any taxes or penaltiesheraimount withdrawn (this rule is not
true for earnings).
The amounts converted to a Roth IRA can be usedtfar than retirement purposes.

Benefits for older investors:

1.
2.

There is no required minimum distribution (RMD) Both IRA balances.

Converting to a Roth could reduce thg you pay on your Social Security income in the
years after the conversion. That's because fuRaté distributions don't factor into the
calculation that the IRS uses to determine how n&@hncome is taxable.

Lower future income could mean lower Medicare prens which are currently based on
your prior years’ total income.

Benefit for those with larger estates:

“The Roth conversion makes the most sense for hafworth clients who have the bulk of

their assets outside of a retirement account,™@he conversion is a great strategy for the client
who doesn’t think they’ll ever need to take money af the IRA to cover living expenses.”
(David Polstra, partner at advisory firm Brightwol/ealth Counsel)

1.

2.

RMD'’s do not start until at least a year after pinenary account holder and his/her
spouse dies.

Estate tax — Because you've already paid incomemaRoth assets, the overall nest egg
you pass to your heirs will be smaller and candfuee reduce your estate tax liability.
The Traditional IRA by contrast will be includedyour estate-tax liability, even though
your heirs will have to pay income taxes on thessets. Both Estate and Income taxes
will have to be paid on the Traditional IRA accowuatue. The beneficiary does obtain
an offsetting Estate tax deduction due to the IR#ay being treated as IRD (income
with respect to decedent), but many taxpayers arig®n’t take this option into future
consideration. This is a reasonably complicated af tax law.

Risks related to Converting:
A conversion can makes sense for individuals inyrhfierent situations; however, there are a
few situations in which the conversion would beslbgneficial:

1.
2.

It is best if you can pay the tax associated withdonversion from non-IRA assets.
If you pay the income tax from the Traditional IRAd you are under age 59 %, the
amount going towards paying the tax will be subjec 10% IRS early withdrawal
penalty.
A conversion is not advisable for those who knoeyttbe in a lower tax bracket during
retirement.
Since the amount being converted becomes taxatieni@, in the year of conversion
there is a risk the conversion could disqualify youtax benefits such as credits and
deductions that you would otherwise be eligible for
If your investments tank in value, you will haveagtaxes on something that would not
have otherwise been taxable. If the investmentsideate within a year or so, there is a
“do-over” any time until October 15of the year after you did the conversion.
Will your state taxthe amount converted. lllinois doesn’t tax tlyiset of transaction.
Wisconsin has not dropped the $100,000 AGI thresholit, meaning unwitting
residents over that limit face a penalty for Rathwersions.
Extra income — due to conversion — and if you areently in a lower tax bracket, may
cause more of your social security income to balibx
For those under age 59 ¥2 who have converted mongyRoth, withdrawals of the
converted money prior to a required 5-year wait @alise the amount withdrawn to be
taxable. Any withdrawal of earnings (as opposecdotaributions or the amount
converted) will be subject to income tax and IRS6lienalty.
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9. IRA owners with Medicare Part B who convert to alRmay subject themselves for a
year or two of higher premiums (which are now ti@éhcome in prior years).

10.Investors under age 59 % who convert to a Roth avpal an early-withdrawal penalty
on that portion of the IRA assets that are usqghfothe income tax.

Traditional IRA Benefits lost if 100% of Traditional IRA is converted to a Roth IRA:
In the following situations it has been benefit@have Traditional IRA balances:

1. If charitable giving is part of your estate plaontributing from Traditional IRA
accounts is significantly more beneficial to yoeirk than giving through your non-
retirement assets. The same is true if a Chagit@blmainder Trust is the beneficiary of
the Traditional IRA account. In these situatiahg, gifted amount of Traditional IRA
value is never taxable to anyone. Taxation idljotvoided.

2. Over the past few years, those age 70 ¥2 were @loi@ke charitable contributions
directly from their Traditional IRAs to charitabdeganizations without incurring any
taxation on the withdrawal. Currently this benefill expire at the end of 2009, but it
has been extended or resurrected in the past.

3. Some taxpayers incur significant medical bills tedeto nursing home stays, etc., and
there is an excess amount of tax deduction whidheilost without offsetting income.
At times like this a taxable withdrawal from a Titawhal IRA can wind up being
effectively not taxable.

Special 2010 Conversion Tax Rule:

Only for conversions done in 2010, the law gives gachoice of when to pay the tax. The tax
can be fully paid in 2010 (with the filing of yotax return or by making estimated tax
payments), or the income can be equally dividedrapdrted over the following 2 years (50%
each in 2011 and 2012) and pay taxes in effeactdch of those years. If tax rates go up, it
might be best to pay the full tax with your 2018 taturn. But if the conversion is large,
reporting all of the income in one year could cauigher taxes for 2010.

Recharacterization Rule:
There are situations where something could happémei near future that would cause you to
reconsider the amount you converted from a TraakliéRA to a Roth IRA.

» If the converted Roth assets fall in value, oa¥ tates do not go up, or for whatever
reason you wind up having lower taxation in thesggjuent year, you are allowed to
“recharacterize” the amount converted back to aificmal IRA and no longer owe the
tax. You have until October £%f the year after you do the conversion.

* Risk — If you used IRA assets to pay the tax maedtices the amount available to
“recharacterize”.

» To gain the ability to potentially recharacterihe tonversion, you will have to extend
the filing of your 2010 tax return. We do not legkk amending a 2010 tax return will
allow for “Recharacterization”.

Recommendations:
» If you convert, convert some, not all of your ttazhal IRA to a Roth IRA.
» Convert the investments that have the greateshpakéor future growth to a Roth.
» Convert the portion of the IRA not needed to livevehich is “planned” for your heirs.
» If your taxable income could be lower in the futdiee to retirement, be very cautious
converting now and paying what might be a higher&e now versus later.

Caution — The information provided is a general summarthefissues related to converting a
Traditional IRA to a Roth IRA. Our recommendatisryou obtain professional advice
pertaining to your situation.
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