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SHOULD YOU CONVERT YOURIRAINTO A ROTHIRA?

Roth IRAs were first introduced in 1998, but until now have been irrelevant in financial and estate planning for most of our clients. This is
changing as we approach 2010, when income limits for Roth IRA conversions will be eliminated. For the first time, many clients who have
traditional IRAs (and certain other retirement accounts) will be able to convert them into Roth IRAs. This article describes the opportunity for
conversion, reviews the differences between a traditional IRA and a Roth IRA, and discusses who will benefit most from a conversion.

The Opportunity — A Change in the Law withdrawals are subject to ordinary income taxes (except
The Tax Increase Prevention and Reconciliation Act of 2006 for any basis from after-tax contributions). In contrast, the
eliminates the income limits on converting a traditional IRA Roth IRA provides tax-free growth. Although contributions
to a Roth IRA beginning in 2010. From a federal budgetary are made with after-tax dollars, all qualified withdrawals
perspective, this is a revenue raiser, allowing more individuals are income tax—free. For a withdrawal to be considered as

to convert and thus accelerating income taxes on otherwise tax- qualified, the Roth IRA must (1) have been in existence for at
deferred assets. Prior to 2010, taxpayers could not convert their least five tax years and (2) the owner must be over age 59 or
traditional IRA to a Roth IRA if their modified adjusted gross meet some other qualifying event such as death, disability, or
income exceeded $100,000. The same limit applied to single a withdrawal of up to $10,000 for a first-time home purchase.
individuals and married couples. It should be noted that income Note that with inherited Roth IRAs, the five-year clock begins
limitations will still exist for direct contributions to a Roth IRA. to run when the decedent first established the Roth IRA.

Minimum distribution requirements: The owner of a tradi-
tional IRA must take required minimum distributions begin-
ning at age 70%. With a Roth IRA, there are no required mini-
mum distributions for the original owner or a surviving spouse
as beneficiary. Accordingly, an owner and surviving spouse
can allow the funds in a Roth IRA to grow tax-free throughout
their lifetimes. Nonspousal beneficiaries of Roth IRAs must
generally take distributions over their life expectancies.

The value of any IRA assets converted to a Roth IRA is sub-

ject to income taxes in the year of the conversion. A unique
opportunity for 2010 conversions exists, with individuals being
allowed to report the conversion income on their 2010 income
tax return, or defer the income so that ¥: is reported on their
2011 return and ¥: on their 2012 return. The appropriate
choice will depend upon one’s anticipated income levels and tax
rates for 2010 compared to 2011 and 2012.

Who Will Benefit Most?

Individual facts and circumstances will determine whether
someone should convert all, some, or none of their traditional
IRAs to a Roth IRA. Although conventional wisdom says you

Distinct Features of Roth IRAs

There are a few notable differences between a traditional IRA
and a Roth IRA, including:
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A SUGAR HIGH?

Thanks to massive stimulus measures taken by our Federal Reserve and U.S. Treasury last fall, the U.S.
financial system has pulled back from the brink . . . for the time being.

We believe that the recession ended early
this summer. While obvious challenges
exist, such as a still-troubled banking
system, state and local governments
under duress, and stubbornly high
unemployment coupled with hobbled
consumer spending, to name a few, there
are signs that the economy is recovering
and may well surprise us in its strength.

A Beach Ball and a Bullwhip

In a September 19, 2009 Wall Street
Journal article by James Grant, a noted
and perennially bearish analyst, he sug-
gests that “the deeper the slump, the
zippier the recovery; and, in quoting

the English economist Arthur Pigou, he
states that “the error of optimism dies

in a crisis and gives birth to the error of
pessimism.” Thus, the consensus view at
the beginning of a recovery is so pessi-
mistic that it cannot recognize the devel-
oping positive trends. Our economy is
complex, but once a massive stimulus
such as what was applied a year ago takes
hold, the economy’s natural buoyancy
eventually rights the ship. It is a bit like
a beach ball shoved far underwater. The
further it is pushed down, the greater its
upward force when released.

A bullwhip describes one cause for opti-
mism. Recall that a slight movement in
the wrist creates a large arc in the end of
the bullwhip. Last year, our country’s
reduced appetite for finished goods,
such as electronics and appliances, had
a growing effect abroad. It caused wide-
spread shuttering of Chinese assembly
plants. The impact grew more serious
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as it moved up the supply chain, clos-
ing many industries, such as Taiwanese
and Korean semiconductor plants, and
finally shutting down copper mines in
Australia and Latin America.

Starting last winter, the reverse effect
began to be felt, as inventories were
depleted and demand in the U.S.
responded to huge sales events. At that
point, the slightest improvement in our
end demand created the opposite bull-
whip effect all the way up the supply
chain. Copper prices, which fell from
$3.32 per pound a year ago to $1.32 in
December, rebounded to $2.85 by early
August. Semiconductor prices are see-
ing tremendous recovery, as Chinese
assemblers struggle to refill depleted
inventory for electronics and appliances.
Look at the U.S. industrial production
rates as shown in the graph below from
the Institute for Supply Management
(ISM). This recovery is showing
strength domestically as well.

ISM Production Index

A number of 50 or above means that
manufacturing is in expansion.

The Four-Part Recovery

There are four elements to the devel-
oping economic recovery: the rise in
industrial production, the improvement
in consumer and corporate credit, the
bottoming out in housing prices, and
the rally in the stock market. These
elements are important because con-
sumers discount future prospects and
future cash flows. This is why one-time
stimulus checks do not drive consumer
consumption higher over the long term.
Consumers want to feel wealthier before
they start to spend more and that means
that their housing, their portfolios, and
even their jobs and earned income need
to be on more solid ground.

There is ample evidence that housing
prices have bottomed out, in part due
to the affordability index for buying
homes is at all-time highs. Housing
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the U.S. production rate

Source: Institute for Supply Management
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A SUGAR HIGH? (continued from page 2)

starts have picked up in response to the improvement in demand.
Similarly, the stock market has rebounded handsomely from its March lows,
providing mental and fiscal relief for many consumers and investors.

Historically, consumers and corporations retire debt even after a recession
ends, setting the stage to take on new debt. If the recession ended in early
summer, then this time will be no different. For example, American Airlines
just announced that it had secured $2.9 billion in loans and other airlines are
also lining up loans. We think evidence will build that the tight lending envi-
ronment will show signs of thawing as this year draws to a close.

The missing piece — employment, appears to be ready for improvement as
well. The outlook is certainly much less bleak than it was as recently as when
we wrote in this summer’s Fiduciary Perspective. Job losses were huge: over
six million jobs were lost during this recession. But jobless claims have fallen.
The Economic Cycle Research Institute (ECRI) did an analysis of the ranks of
the unemployed recently and noted that some segments, namely those unem-
ployed for 15 to 26 weeks, have begun to land new jobs. Those laid off for
shorter times are also showing improvement in reemployment prospects.

A Brighter, Yet Qualified Outlook

The beach ball and the bullwhip will continue to have a positive impact on
our economy, first in industrials and technology sectors, followed by con-
sumer and finance sectors. Eventually, even areas such as commercial real
estate will recover, although perhaps not until late 2010 or 2011. While the
U.S. will lead the global recovery, the effects will be felt broadly due to our
tightly linked global-trading network.

We have not lost our focus or concern about the growing U.S. deficit,
potentially higher interest rates, and eventual higher inflation. These may
adversely affect our bond and stock markets. In fact, we see evidence of
inflation already building, as we look at such industrially sensitive indices
as the Journal of Commerce-ECRI Industrial Price Index. In our client
portfolios, international equities and fixed income continue to benefit from
this U.S.-led global recovery. Emerging markets continue to play an impor-
tant, though potentially volatile, part in our international exposure. U.S.
stocks are also an important ingredient, but must be tempered due to their
exposure to a weakening U.S. dollar. So far, a weaker dollar has bolstered
the U.S. equity market, but this may change once our interest rates start to
climb. Traditional inflation hedges, such as gold, commodities, and Treasury
Inflation-Protected Securities (TIPS) will make up a defensive leg, as will
short-term bonds and low-volatility hedge funds.

(o) | Shannon R. Sullivan joins the

o

Fiduciary team

We are pleased to announce that
Shannon Sullivan recently joined the firm
as Vice President and Investment Officer.
After a long career at UBS Financial
Services, most recently as a Financial
Advisor in their Boston office, Shannon
brings with her a wealth of experience

in helping high net worth individuals and
families achieve their financial goals.

Year-end tax planning opportunities

Capital gains and losses — Many
individuals now have capital loss
carryovers due to aggressive selling

in their investment portfolios last year.
These carryovers will allow those who
want to rebalance their portfolios in light
of the recent market rally to do so without
triggering significant tax liabilities.

Charitable gifts from IRAs — Clients over
age 70% who have IRAs and are interested
in charitable giving should consider
making contributions from their IRAs
before year end. The tax law provision
allowing tax-free charitable contributions
up to $100,000 paid directly from IRAs is
scheduled to expire after 2009.

Minimum required distributions — As

a reminder, this year individuals over

age 70% are not required to take
minimum distributions from IRAs and
other retirement accounts. Minimum
distribution requirements will go back into
effect in 2010.

Annual exclusion gifts — The annual gift
tax exclusion for 2009 is $13,000 per gift
recipient from each donor—an increase
from the 2008 level of $12,000. Married
couples can gift as much as $26,000 per
donee if they choose to split their gifts.  If
you have significant assets and transferring
wealth is part of your overall financial

plan, you should consider making annual
exclusion gifts before year end.
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Assets outside of the IRA to pay conversion taxes: It generally
only makes sense to convert from a traditional to a Roth IRA if
you have sufficient assets outside of the IRAs to pay the taxes
due on conversion. You do not want to use funds from your
traditional IRA to pay conversion taxes. If you do, taxes will be
due on these funds as well as penalties if you are under age 59%.

Lower tax bracket: If you enjoy a lower tax bracket now than
you think you will after you begin taking distributions from
your traditional IRA, a conversion may be advantageous. For
most people, however, it will be very hard to make a decision
based upon tax bracket considerations. Some commentators
suggest that because your overall income may be lower after
retirement, you may enjoy a lower tax bracket at that time, and
thus may not want to pay a potentially higher tax rate today

to convert. Others counter that tax rates will likely be higher
in the future, and therefore, you are better off paying taxes
currently. The truth is that it is difficult to predict what our
income will look like many years from now, and impossible to
predict what the tax rates will be. Thus, you may want to hedge
your bets and convert a portion of your IRA assets to a Roth
IRA. This will provide “tax diversification,” having both tax-
able and tax-free assets available to you in retirement.

Estate planning: If you anticipate that your estate will owe
estate tax at your death, converting to a Roth IRA can be a
wonderful strategy for transferring wealth to younger genera-
tions. Income taxes paid on the conversion will reduce your
taxable estate. In addition, withdrawals from a Roth IRA by a
beneficiary will be income tax-free, unlike withdrawals from a
traditional IRA. Since distributions will not be required during
your lifetime, the Roth IRA should grow to be a larger asset to
pass on to heirs.

Gifts to charity: If you plan to leave your IRA to charity, then
it does not make sense to pay taxes today to convert to a
Roth IRA.

Tax deduction carryforwards: If you have a significant
carryforward, such as a charitable deduction carryforward

that might otherwise expire, you should consider converting at
least sufficient traditional IRA assets to enjoy the full benefit of
the carryforward.

Start the clock: If you participate in an employer-sponsored
Roth 401(k), you may wish to convert at least a modest amount
of traditional IRA assets to a Roth IRA. Establishing a Roth
IRA will start the five-year clock ticking and may accelerate
your ability to receive the Roth 401(k) assets in a tax-free
qualified withdrawal.

What Can Be Converted?

Most IRAs can be converted to Roth IRAs. Taxpayers can convert
a traditional deductible, nondeductible, or rollover IRA to a Roth
IRA. Even SEP-IRAs and SIMPLE IRAs can be converted (as
long, in the case of the SIMPLE IRA, you have had your SIMPLE

IRA more than two years). One notable exception is that you
cannot convert an IRA you inherited from someone other than
your spouse to a Roth IRA. A person over age 70% can convert a
traditional IRA to a Roth IRA, after taking minimum distributions
required in the year of conversion.

Conversion is not an all-or-nothing proposition. Assuming the
law does not change, you can elect to convert all, some, or none
of your traditional IRAs to a Roth IRA in any given year, with
conversions allowed in multiple years. So, if you want to man-
age your tax liability, you can convert some of your IRA each
year over a number of years. Please note that tax liability can be
deferred to the following two years only for conversions in 2010.

If you are converting only a portion of your traditional IRA to a
Roth IRA, you cannot lower your tax burden by only converting
IRAs that hold nondeductible contributions. To calculate the tax
liability on the conversion, you must aggregate all of your non-
Roth IRAs and determine what percentage of the whole includes
already taxed, nondeductible contributions versus deductible
contributions and earnings that were not previously taxed. Any
amounts that you convert will be treated as having the same ratio
of nontaxable versus taxable as the whole, regardless of the basis
characteristics of the IRA account that you actually convert.

What If | Change My Mind?

The conversion decision is more forgiving than one might expect.
If you convert and then change your mind, maybe because of

a change in your circumstances or a significant decrease in the
investment value of your account because of market volatility, you
can “recharacterize” your conversion. This recharacterization
must be completed before the due date, including extensions, of
your federal income tax return for the year you originally made
the conversion. After a recharacterization, you cannot convert
that or any other traditional IRA asset to a Roth IRA until the first
day of the tax year after the original conversion or 30 days after
the recharacterization, whichever is later.

Conclusion

Under the new tax law, Roth IRA conversions will become an
important planning opportunity for many high-income individuals.
The first step in evaluating this opportunity for any client will be to
consider the role that a Roth IRA might play in that person’s overall
financial and estate plan. If you would like to discuss your situation,
please contact your Fiduciary Trust Account Officer.

By Jody R. King, Esq., CPA, RLP?, Vice President

IRS Circular 230 Disclosure:

This material is not intended to constitute tax advice. Accordingly, any discussion of U.S. tax matters
contained herein is not intended or written to be used, and cannot be used, in connection with the
promotion, marketing or recommendation by anyone unaffiliated with Fiduciary Trust Company or
any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.

FIDUCI ARYTRUST 175 Federal Street Boston, MA 02110

617 482 5270 tel
www.fiduciary-trust.com

Fiduciary Perspective: Fall 2009



