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Roth IRA’s – To convert, or not to convert: that is the question

We are sure you have read about the ability for anyone (regardless of income level) to convert any part (or all) of their traditional IRA to a Roth beginning in 2010. As we have written in our most recent client emails/website updates, we have been starting to talk with our clients about whether this makes sense in their situation. Now that we have gotten through the April 15th deadline, we would like to make sure you have fully considered the planning implications of this opportunity for your situation. 


An important part of this analysis is to understand your tax planning situation.  Some of you might be in a unique tax situation that will make a conversion an easy decision.  We should look at a projection of your 2010 tax picture and also get a sense of what your income and expenses look like beyond 2010. We will also need to make some assumptions about future tax rates. 


In order to do this analysis fully, we need to get a couple of key pieces of information about your investment assets (if we do not already have this.) This includes your IRA balances and also your other investment assets. We also need to get a good picture of your asset allocation strategy. In many cases it will make sense to do the conversion on an asset class by asset class basis. We will also need to agree on assumptions for the rate of return on your various investment assets. 


Understanding your cash flow situation is also very important for this analysis. Are you currently drawing funds from your IRA to meet your cash flow needs? Do you anticipate starting to do this in the near future? Are you taking RMD’s? (If you are over age 70 ½ you are required to do this again in 2010 and beyond.)  These are all important factors in making the conversion decision.


It is also important to understand that doing a Roth conversion is completely reversible as long as you recharacterize the funds back to a regular IRA before your 2010 tax return is filed.  This could be as late as October 15, 2011 if you extend.  This is a huge advantage and one that should be taken into consideration.  It allows you to do a conversion now, see where the markets go over the next year, then make a decision as to whether you want to keep the conversion in place.  The one major drawback to this strategy is that you would need to pay estimated taxes on the conversion.  Of course that cash will be refunded to you after filing your 2010 return if you choose to reverse the conversion.  


We have come up with the attached questionnaire that we are using as a guideline in determining if a Roth conversion would be beneficial.  Let us know if you would like to have us help you take a look at the potential planning implications of a Roth conversion in your situation.  Filling out this questionnaire, as best you can, would help us as we do this analysis.
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