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To Roth Or Not To Roth

E Session Outline
— Basic technical rules
— Comparing tax rates & the tax equivalency principle
— Avoiding RMDs
— Using outside money and the contribution cap
— Estate taxes and Roth conversions
— Roth changes coming in 2010
— Applying the framework
- Q&A

To Roth Or Not To Roth

E Basic Rules:

— Traditional IRA

E Potential tax deduction on contribution, tax-
deferred growth, taxable withdrawals

E Deductibility depends on income and whether
taxpayer is an active participant
E Subject to lifetime RMDs
—Roth IRA

® Never tax deductible on contribution, tax-deferred
growth, potential tax-free withdrawals




To Roth Or Not To Roth

Basic Rules - Withdrawals:
— Taxable from IRAs

— Potentially tax-free from Roth IRAs
® Principal always withdrawn tax-free
E Growth potentially tax-free
— 5 year rule, AND either
— After 59 ¥2; due to disability; after death; first-time homebuyer
— Both subject to 10% early withdrawal penalty
unless exception applies

To Roth Or Not To Roth

E Basic Rules - Conversions:

— Must have less than $100,000 of modified AGI
— Taxable at the time of conversion

E Premature withdrawal penalties do not apply at
conversion

» Early withdrawal penalties on principal are excluded if
held for 5 years after conversion

E May be recharacterized back to traditional IRA by tax
filing deadline (plus extensions)

— And may be reconverted after the later of the tax year
following conversion, or 30days

To Roth Or Not To Roth

E Determining when it is better to use a Roth
vs. traditional IRA:

— Current versus future tax rates

— Ability to extend deferral of tax-deferred
growth

— Maximum contributions and paying taxes with
outside money

— Estate taxes
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& Current vs. Future tax rates
— Tax equivalency principle

A certain amount of pre-tax income results in
the same amount of after-tax wealth in the
end, regardless of which account type it goes
to, whenever tax rates remain the same

To Roth Or Not To Roth

E Client has $5,000 of pre-tax income to contribute

E Tax rates are currently 25% and are expected to be
25% in the future

E Contribution may be:

— $5,000 to Traditional IRA

— $3,750 to Roth IRA (less 25% in taxes)

If account doubles and is then withdrawn:

— Traditional grows to $10,000; worth $7,500 after taxes

— Roth IRA grows to $7,500

When tax rates do not change, final account

balances are always equal regardless of growth

rate — tax equivalency principle!

Thank

To Roth Or Not To Roth

E Tax Equivalency Principle
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® If no value is created when tax rates do not change —
tax equivalency principle — then what happens when
tax rates do change?
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To Roth Or Not To Roth

Current vs. Future tax rates

— The goal is to pay taxes whenever the tax rate
will be lowest

— If tax rates are lower now than in the future,
pay taxes today (Roth IRA)

— If tax rates are higher now and will be lower in

the future, defer taxes to the future (traditional
IRA)

To Roth Or Not To Roth

® Contribution under current 25% tax rates:
— $5,000 to Traditional IRA
— $3,750 to Roth IRA (less 25% in taxes)

Final after-tax balance after growth
doubles account value

Future tax rate 15% 25% 35%
Traditional 401(k) | $8,500 $7,500 $6,500
Roth 401(k) $7,500 $7,500 $7,500

— Pay your taxes whenever the tax rate will be lower!

To Roth Or Not To Roth

E What future tax rate will it be?

E Factors in evaluating future tax rates:
— Withdrawals from pre-tax accounts to support
spending or for future RMDs
— Future pension income
— Inclusion of Social Security benefits in income
— Taxable portfolio income

E Although ordinary income stacks below long-term
capital gains and qualified dividends!
— Acts of Congress




To Roth Or Not To Roth

E Additional factor — avoiding RMDs:

— Relevant only to individuals who live beyond

age 70 2
® Not relevant past death!

— Allows dollars to stay in tax-deferred account
instead of being forced out into an annually
taxable account

— Greatest value for those who live significantly
beyond age 70 %2

— Allows for slight drop in future tax rates to still
benefit Roth 401(k)

To Roth Or Not To Roth

E Additional factor — avoiding RMDs:

Taxable After-Tax
Account Net Worth | Roth IRA | Breakeven | Wealth
Age IRA RMD (EOY) [IRA(EOY)| (EOY) |equivalent| Roth Rate | Gained

70 $100,000] $3,650 | $2,928 |$104,058| $80,962 | $81,000 | 24.96% $38

71 $104,058| $3,927 | $6,279 |$108,142| $87,357 | $87,480 | 24.89% $123

72 $108,142| $4,224 | $10,095 | $112,231| $94,216 | $94,478 24.79% $263

73 112,231 $4,544 | $14,424 | $116,303 | $101,568 | $102,037 | 24.66% $468

74 116,303| $4,887 | $19,318 | $120,329| $109,447 | $110,200 | 24.49% $753

75 $120,329| $5,255 | $24,835 | $124,281 | $117,887 | $119,016 | 24.29% | $1,129

80 $138,710| $7,418 | $63,953 | $141,796 | $169,844 | $174,873 | 22.85% | $5,029

85 $150,578)$10,174|$129,495| $151,637 | $242,260 | $256,946 | 21.76% |$14,686

S0 $149,783|$13,139|$233,401| $147,575 | $342,305 | $377,538 | 18.08% |$35,233

95 $131,030$15,236|$388,799| $125,057 | $479,577 | $554,726 | 15.33% |$75,149

*Assuming 8% growth and 25% current tax rate

To Roth Or Not To Roth

E Additional factor — maximum contributions:

— What if an individual wishes to contribute
$5,000 to a Roth IRA — which requires $6,667
of pre-tax income (at 25% tax rate)

— Comparable Traditional IRA contribution of
$6,667 is not possible; client would have to
contribute $5,000 to IRA and have $1,250 in
an after-tax account

—$5,000 in a Roth IRA grows more favorable
than $5,000 in a Traditional IRA and $1,250 in
a side account
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E Traditional vs. Roth IRA over the contribution limit
Taxable IRA After-Tax | Breakeven
Traditional | Account | Roth IRA | Net Worth | Future Tax | Wealth
Year | Roth IRA IRA (EOY) (EOY) (EOQY) Rate Gained
1 $5,000 | $5,000 | $1,250 | $5,400 $5,382 24.68% | $17
2 $5,400 | $5400 | $1,424 | $5,832 $5,790 2431% | $42
3 $5832 | $5832 | $1,511 | $6,299 $6,225 23.92% | $73
4 $6,299 | $6,299 | $1,602 | $6,802 $6,692 23.53% | $110
5 $6,802 | $6,802 | $1,697 | $7,347 $7,194 23.15% | $153
10 | $9,995 | $9,995 | $2,250 | $10,795 | $10,327 21.55% | $467
15 | $14,686 | $14,686 | $2,979 | $15,861 | $14,850 20.32% | $1,011
20 | $21,579 | $21,579 | $3,944 | $23,3305 | $21,391 19.35% | $1,914
25 | $31,706 | $31,706 | $5,223 | $34,242 $30,862 18.57% | $3,381
30 | $46,586 | $46,586 | $6,915 | $50,313 $44,593 17.92% | $5,720
40 |$100,576 | $100,576 | $12,122 |$108,623| $93,490 16.92% |$15,133
50 |$217,137 | $217,137 | $21,251 |$234,508| $196,958 | 16.18% |$37,550
- e e e
To Roth Or Not To Roth
E Making maximum contributions

— Allows higher after-tax contribution by
avoiding the embedded tax liability of
Traditional IRA contributions

— Allows for Roth IRA to provide more wealth,
even after a modest drop in future tax rates

— Most advantageous for longer periods of tax
deferral

— Applies for a Roth conversion as well as new
contributions

To Roth Or Not To Roth

E Additional factor — estate taxes:

— Make a Roth contribution — or especially,
complete a Roth conversion — as a strategy to
reduce the size of the taxable estate

— By paying the income taxes on the Roth
conversion, the gross estate is smaller,
theoretically resulting in a lower estate tax
liability

— Does this strategy actually work?
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E Additional factor — estate taxes:

— IRD deduction generally means that Roth
conversions do not save Federal estate taxes

Traditional IRA scenario Roth conversion scenario
[Traditional IRA [Other Assets |Roth IRA Other Assets
Gross value @ 30% income tax $2,000,000  $4,000,0000  $2,000,000  $3,400,000
[Total estate $6,000,000 $5,400,000
Estate tax @ 45% over $3.5M $1,125,000) $855,000)
Net estate $4,875,000 $4,545,000)
JAmount of IRA taxable $1,100,000{ $0|
Remaining income tax $330,000) $0
Net after-tax value $4,545,000) $4,545,000

— Exception: If estate is taxable and some of the

To Roth Or Not To Roth

¥ Additional factor — estate taxes:

— State estate taxes do not provide an IRD
deduction and may result in outright tax
savings

B Estate tax savings must still be balanced against
potential future income tax rates

— Overall, estate tax benefits are greater at the
state level, and only relevant at the Federal
level for IRA-centric estates with little other
assets

To Roth Or Not To Roth

F Roth changes coming in 2010:

— Removal of income eligibility limits on Roth
conversions

— Opportunity to split income from 2010
conversion evenly in 2011 and 2012

B But be cautious of tax rate changes scheduled for
2011!

E Can elect out of income-splitting if desired
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& Applying the framework:

— Estimate current marginal tax rate on
contribution or conversion
— Estimate anticipated future tax rate
E After accounting for other existing income factors
E Be certain to take into account the whole picture
E Be cautious about calculating an accurate future
tax liability with different types of income
E Remember that future withdrawals may be by a
surviving spouse or a beneficiary!

To Roth Or Not To Roth

E Applying the framework:
— Evaluate to what extent the other factors may
apply:
E Is the client anticipated to live significantly beyond
age 70 %27
E Are there available after-tax dollars to pay for a

Roth conversion, and/or is the client maximizing
the Roth contribution limit?

® Will state estate taxes be a factor?

® Will Federal estate taxes be a factor (if the IRA is
most of the estate)?

To Roth Or Not To Roth

E Applying the framework:

— A word about future tax rates

& Higher future taxation — in general — does not
necessarily mean a higher tax rate on IRA
withdrawals

— Payroll taxes

— VAT taxes

— National sales taxes

— Exemptions for seniors/retirees

— More progressive tax bracket structure
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E Roth vs. traditional IRA summary:

— Tax equivalency principle means starting
point is to focus on current versus future tax
rates

— Pay the tax when the tax rate is anticipated to
be lowest

— Avoiding RMDs allows for a slightly lower
future tax rate to still favor the Roth

— Making maximum contributions and paying
taxes with outside money has a similar effect

. —Estate tax impact possible, but client specific

Questions?
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