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Herefs how the 2010 strategy” might work for a person who, in 2006, had a traditional
IRA with $300,000 and began making nondeductible contributions

Phase One: How the contributions would add up

Beginning Value Plus Nondeductible
Year  IRAValue  Eamings  Eamings Contributions Balance
2006 $300000  $24,000 $324,000 $5000  $329,000
2007 329,000 26,320 355,320 5000 360320
2008 360320 2826 389,146 6,000 395,146
2009 395,145 31612 426,757 6000 432757
00 43757 30,621 467,378 6,000 an3nm
TOTAL: $28,000

Note: Assumes n 1 annl o etur vestor 1 v age 50 makes v ontbotions
il contuion ir o 006 wer e deduibie. Some res may ot a4 up e o rouding

Phase Two: Two options for converting to a Roth IRA

1f you convert this amount in 2010 $28,000  $473,000
Then this amount i tax-free! 1700 28000
And this amount is taxable 26300 445,000

Amount to include on your tax return for both 2011 and 2012 13,150 222,500

If you are in the highest marginal tax bracket, your tax on 5207 88110
the conversion for both 2011 and 2012 would be?

Total tax on the conversion amount 10415 176220

1f you include the entire taxable amount on your 2010 retu, at 9,205 155,750
the highest marginal rate your tax on the conversion would be*

Tocompute afeeamoun, ke tondductitle cotibutons e b R balince e by conversion
st

Unlss Conres s indidal et e wil i i 2111 e Nighest vl e o b 3965, o
pared with 354 2010, You i pred he e over v yars iy forconversionsmade 1 2010

Note: The bl portan o a coversion il increseyor afustedgos came, Whchcold ffecyor g
ous, it and deductionsand cse o vl iy, S Fpres e rounded of o Sy
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Money Matters
Conversion Convergence

The year 2010 offers a unique way to fund a Roth IRA. But is 'unique' better?

By GLENN RUFFENACH
March 31, 2007; Page R8
Last May, Uncle Sam created an important and unusual planning opportunity for retirement: a way for anyone -- regardless of income -- to fund a Roth individual retirement account, widely regarded as one of the best ways to save for later life.

The twist came in the timing: People could begin taking steps in 2006 to benefit from the new rules -- even though the rules themselves aren't scheduled to take effect until 2010.

In the months since, growing numbers of investors and advisers have jumped on the 2010 bandwagon. "It's a nice way to get money into a Roth for people who normally can't contribute," says Robert Armstrong, an account vice president in Louisville, Ky., with UBS Financial Services Inc. "A lot of my clients are looking at this."

Still, as with any gift from the government, some wrinkles -- and warnings -- have emerged. The technique for getting your money into a Roth isn't as simple as some early reports indicated. And financial planners aren't unanimous in their praise for the strategy, which involves making nondeductible contributions to a traditional IRA.

Perhaps most important, no one knows whether Uncle Sam will decide that he was too generous -- and end up changing the rules before 2010.

With the first deadline for capitalizing on the new Roth strategy just over two weeks away, here's a look at the landscape: the original legislation, the strategy for taking advantage of the new rules, some important caveats, and some alternative destinations for your retirement dollars.

THE BASICS
Roth IRAs, which first became available in 1998, have several significant advantages over traditional IRAs: All earnings, after an investor meets certain requirements, can be withdrawn tax-free; there are no required withdrawals (as there are after age 70½ with a traditional IRA); and your heirs, for the most part, can enjoy tax-free withdrawals, as well.

Of course, there are some catches. First, you can't deduct contributions to a Roth on your income taxes. Second, high-income families aren't eligible. Individuals whose adjusted gross income (in 2007) exceeds $114,000 and couples whose income exceeds $166,000 can't contribute to a Roth.

NEW ROTH STRATEGY
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• Limits for Now: If your income is above certain levels, you can't contribute to a Roth IRA. A ceiling on income is also used to bar conversions of traditional IRAs to Roth IRAs.
 
• Ceiling Removed: A new tax law eliminates the income ceiling for IRA conversions starting in 2010. So you can make nondeductible contributions starting now to a traditional IRA, and convert them to a Roth later.
 
• But Look Out: The conversions may be taxable, and the rules may change.
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There's also an income limit for people who wish to convert a traditional IRA to a Roth. At the moment, only people with modified adjusted gross income of $100,000 or less can convert. Conversions, of course, are taxed -- but once the money is sitting inside a Roth, earnings (as noted) can be withdrawn tax-free.

In recent years, more families have found themselves bumping up against, or exceeding, the income limits tied to Roths -- and asking financial advisers about alternative investment strategies. Last spring, Congress and President Bush offered an answer.

THE STRATEGY
In May, the president signed into law the Tax Increase Prevention and Reconciliation Act, or Tipra. Among other provisions, the legislation eliminates, as of Jan. 1, 2010, the income limit for converting a traditional IRA to a Roth. What's more, anyone who converts to a Roth in 2010 can spread the resulting tax bill over the next two years: 2011 and 2012.

Financial planners quickly applauded: Here, finally, was a way -- albeit a back-door route -- for high-income individuals to fund a Roth. The strategy that emerged goes like this:

First, contribute the maximum amount allowable to a traditional IRA. That's $4,000, or $5,000 for individuals age 50 or older. For high-income individuals -- who don't qualify for deductions for contributions to a traditional IRA -- this money will be considered a nondeductible contribution. Second, continue to make these contributions annually until 2010. By that time, an individual could have as much as $28,000 in contributions. (See the accompanying chart.)

Third, in the year 2010 -- when the income limit for people wishing to convert to a Roth disappears -- convert the money in the traditional IRA to a Roth. Fourth, pay the taxes on the conversion in 2011 and 2012. Finally, each year after 2010, make a traditional IRA contribution and, in the same year, convert that money to a Roth. The reasoning here: While the income limits for converting to a Roth IRA are eliminated in 2010, the limits for contributing to a Roth remain in effect. (More about this apparent loophole in a moment.)

With these steps, individuals -- regardless of their income -- can eventually open, and keep funding, a Roth IRA.

Note: Here's where the approaching deadline comes into play. Remember, the strategy calls for making the maximum allowable contribution each year to a traditional IRA. If you haven't made a contribution for 2006, you have until April 17 to do so. That's because the Internal Revenue Service gives taxpayers until the annual deadline for filing federal tax returns -- which is April 17 this year -- to contribute to an IRA for the previous year.

THE CAVEATS
Clearly, Tipra offers some advantages. Investors who once tied themselves in knots trying to get their incomes below $100,000 in a single year to qualify for a Roth conversion will no longer have to go through such contortions. Investors also will have plenty of time -- because the changes don't take effect until 2010 -- to determine whether a conversion suits their financial needs.

Still, the conversion strategy has a few wrinkles that some investors aren't aware of, according to financial planners. The most important is the IRS's "pro-rata rule." In short, some investors think their nondeductible, or after-tax, IRA contributions can be converted tax-free to a Roth. The pro-rata rule says otherwise.
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When 2010 arrives -- and if you wish to convert your nondeductible IRA to a Roth -- the IRS says you must first add the balance in all your IRAs, including IRAs with deductible and nondeductible contributions, as well as SEPs and Simple IRAs (tools primarily for the self-employed and small businesses). Then you divide your nondeductible contributions by that sum; the resulting figure gives you the percentage of any conversion that's tax-free.

When it comes time to convert, "it's not just your lonely little nondeductible IRA" that goes into the calculation, says Barry Kaplan, a certified financial planner in Atlanta. "Some people are going to be in for a rude shock."

There is a way, potentially, to sidestep this problem. If your 401(k) plan at work allows such transfers, when 2010 rolls around you can shift your IRA assets -- except for the nondeductible contributions -- to the 401(k). Then, you take what's left in your IRA and convert it to a Roth. Because the amount you're converting now equals your nondeductible contributions, you've eliminated any pro-rata calculations.

That tactic, though, has its own significant drawbacks. First, says Ed Slott, a Rockville Centre, N.Y., accountant who specializes in IRAs, is the fact that you would be moving assets from an account with thousands of investment options (an IRA) to one with, typically, a few dozen options (the 401(k)). Moreover, he says, when an investor converts to a Roth, "ideally, you want to get as much money into that Roth as possible," where eventual withdrawals will be tax-free. "Why leave some of it in a 401(k)?"

Other caveats to be aware of with the 2010 strategy: As with any Roth conversion, you should be able to pay the taxes with money from outside the IRA. If you need to tap your IRA for the tax money, you're defeating, in part, the purpose of the conversion: to maximize the long-term value of the Roth. The timing of future withdrawals also should be a consideration when 2010 rolls around; ideally, the longer you can wait to withdraw funds tax-free, the more time your assets have to grow, and the greater the benefit of the Roth.

The big unknown, of course, is whether Congress will change some or all of the rules before 2010 and make all these maneuvers meaningless, or seemingly so. Here, the experts are divided.

Rande Spiegelman, vice president of financial planning at the Schwab Center for Investment Research, thinks Congress may decide that it went too far. As noted above, under the new rules any investor from 2010 onward -- in what appears to be a loophole -- will be able to open a traditional IRA on Jan. 2, for instance, and convert it the next day to a Roth. It's "more likely than not that Congress will amend this rule to prevent abuse or gaming of the system," Mr. Spiegelman says.

But Mr. Armstrong in Kentucky thinks investors should err on the side of pursuing the 2010 strategy, or at least considering it. "If the rules change, you still have a bucket of money, sitting [in a traditional IRA] and growing tax-deferred. You're no worse off for trying."

THE ALTERNATIVES
Is the 2010 strategy for everyone? Some financial advisers argue for taking a deep breath.

The core of the strategy -- making nondeductible contributions to a traditional IRA -- has always been an also-ran in retirement planning circles. By definition, there's no upfront tax deduction with such contributions, and any money withdrawn from a traditional IRA is taxed at ordinary rates. The only benefit involved in making nondeductible contributions to an IRA (as Mr. Armstrong notes) is that assets can grow tax-deferred.

Yes, Tipra changes things, opening a path for funding a Roth IRA. But that fact alone doesn't necessarily move nondeductible contributions to the head of the retirement-planning line.

"You could invest those dollars in individual stocks -- and pay long-term capital gains," says Mr. Spiegelman at Schwab. "The nondeductible IRA contribution is not the most compelling strategy in the world."

Another option: a Roth 401(k). More companies are starting to offer these vehicles as part of their retirement plans. With a Roth 401(k), there are no income limits (as with a Roth IRA) on who can contribute, and annual contributions can be as large as those to a traditional 401(k) -- $20,500 in 2007 for people age 50 or older. Of course, earnings in a Roth 401(k), as with a Roth IRA, will be tax-free.

Before taking any steps, most investors would do well to review all these options, including the 2010 strategy, with a financial planner, says Jack Brod, who heads Asset Management Services at Vanguard Group Inc.

"For affluent investors already maxing out their 401(k), [the 2010 strategy] seems like a good opportunity for many of them," he says. "But look closely at your personal situation and consult a good tax adviser."

--Mr. Ruffenach is a reporter and editor for The Wall Street Journal in Atlanta and the editor of Encore.

Write to Glenn Ruffenach at encore@wsj.com
