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Overview

« General concepts

« Taxation of Roth IRA conversions

« Taxation of Roth IRA distributions

« Mathematics of Roth IRA conversions
* Recharacterizations

« Estate tax considerations

* Other considerations
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General Concepts
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General Concepts

« 100% of growth is tax-exempt
* No required minimum distributions at age 70%2

— NOTE: Distributions from Roth IRAs cannot be used to fulfill the RMD from a
traditional IRA

« RMDs on Inherited Roth IRAs
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General Concepts

« Convertible accounts

— Traditional IRAs

— 401(k) plans

— Profit sharing plans

— 403(b) annuity plans

— 457 plans

— “Inherited” 401(k) plans (see Notice 2008-30)
* Non-convertible accounts

— “Inherited” IRAs

— Education IRAs

5 Personal Financial Planning Section
Tax | Retirement | Estate | Risk Management | Investments




General Concepts

» Reasons for converting to a Roth IRA

— Taxpayers have special favorable tax attributes including charitable deduction
carry-forwards, investment tax credits, net operating losses (NOLS), high basis
non-deductible traditional IRAS, etc.

— Suspension of the minimum distribution rules at age 702 provides a considerable
advantage to the Roth IRA holder

— Taxpayers benefit from paying income tax before estate tax (when a Roth IRA
election is made) compared to the income tax deduction obtained when a
traditional IRA is subject to estate tax

— Taxpayers who can pay the income tax on the IRA from non-IRA funds benefit
greatly from the Roth IRA because of the ability to enjoy greater tax-free yields
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General Concepts

» Reasons for converting to a Roth IRA

— Taxpayers who need to use IRA assets to fund their Basic Exclusion Amount
(BEA) bypass trust are well advised to consider making a Roth IRA election for
that portion of their overall IRA funds

— Taxpayers making the Roth IRA election during their lifetime reduce their overall
estate, thereby lowering the effect of higher estate tax rates

— Federal tax brackets are more favorable for married couples filing joint returns
than for single individuals

— Post-death distributions to beneficiaries are tax-free
— Tax rates are expected to increase in the near future

— Impact of the new 3.8% Medicare surtax
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Taxation of Roth IRA Conversions
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Taxation of Roth IRA Conversions

When a traditional IRA has non-deductible contributions, a portion of the conversion
to a Roth IRA will be non-taxable “basis” to the IRA owner

In determining the non-taxable portion of a Roth IRA conversion, all traditional IRAs

and IRA distributions during the year (including outstanding rollovers) must be
combined for apportioning “basis”

— See IRS Form 8606
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Taxation of Roth IRA Conversions

Current year non-deductible IRA contributions
Prior year non-deductible IRA contributions
Total non-deductible IRA contributions

FMV of all IRAs

Outstanding rollovers

Distributions

Roth IRA conwersions

Total value of IRASs, distributions and Roth IRA conwersions

"Basis apportionment” factor

Gross Roth IRA IRA conwersion
Non-taxable portion
Taxable Roth IRA conwversion

$ 1,000
6,000

$ 7,000
$ 580,000
20,000
100,000

$ 700,000
0.0100

$ 100,000
(1,000)

$ 99,000
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Taxation of Roth IRA Conversions

TAX REFORM REPEALED THE ABILITY TO

RECHARACTERIZE AROTH CONVERSION
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Taxation of Roth IRA Distributions
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Taxation of Roth IRA Distributions

* Qualified distributions
— Not subject to income tax
* Non-qualified distributions

— Potentially subject to income tax
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Taxation of Roth IRA Distributions

* A Roth IRA distribution will be treated as a “qualified distribution™ if both of the
following requirements are met:

— The distribution is made:
— On or after the IRA owner turns 59%

— To a beneficiary (or the IRA owner’s estate) on or after the death of the IRA
owner

— Because the IRA owner is “disabled”
— For a “qualified special purchase” (i.e. first-time home buyer)

— Afive-year mandatory holding period has passed

CAUTION: If both requirements are not met, then the distribution is a “non-
qualified distribution”
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Taxation of Roth IRA Distributions

» For purposes of determining a “qualified distribution”, the five-year holding period for
all of a participant’s Roth IRAs begins as of January 1st of the first year in which a
contribution or conversion was made to any Roth IRA owned by that participant

— If the participant dies during the five-year holding period, then the five-year
holding period “tacks” to the beneficiary (i.e. the holding period of the decedent
and the beneficiary combined must be five years)
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Taxation of Roth IRA Distributions

« If a distribution is a “non-qualified distribution™:

— The distribution is first determined to be a non-taxable return of the Roth IRA
owner’s previously taxed amounts (i.e. basis)

— If the distribution exceeds the Roth IRA owner’s previously taxed amounts, the
excess distribution will be subject to income tax
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Taxation of Roth IRA Distributions

Step 1.

(Non-taxable)

Step 2:

(Non-taxable)

Step 3.
(Taxable)

Contributions

> Regular contributions
> Rollovers from other Roth IRAs
> Rollovers from “designated Roth accounts”

l

Conversions (First-in, first-out basis)

> Taxable portion of prior conversion
> Non-taxable portion of prior conversion

l

Earnings
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Taxation of Roth IRA Distributions

» To the extent that an IRA owner is less than age 59Y2 at the time he/she receives a
non-qualified distribution, the taxable portion of the distribution (i.e. “earnings”) will
be subject to the 10% early withdrawal penalty

— Exceptions to the 10% early withdrawal penalty:
— Death
— Disability
— Substantially Equal Periodic Payments (SEPPS)
— Medical expenses > 7¥2 % of adjusted gross income
— Health insurance premiums paid by unemployed individuals
— Qualified higher education expenses
— Qualified first-time homebuyer expenses
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Taxation of Roth IRA Distributions

* To the extent that an IRA owner is less than age 59% at the time he/she receives a
non-qualified distribution, the taxable portion of a previous conversion amount will

be subject to the 10% early withdrawal penalty if the distribution is within a five-year
period following the conversion

— The five-year holding period is determined on a conversion-by-conversion basis
— The five-year holding period for each conversion begins as of January 1st

— If the year in which the conversion is made the exceptions to that apply to the
taxable portion of a non-qualified  distribution (i.e. “earnings”) also apply to the
taxable portion of a prior conversion amount (e.g. death, disability, etc.)
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Taxation of Roth IRA Distributions

* The amount of a non-qualified distribution subject to the 10% early withdrawal
penalty is determined as follows:

Gross non-qualified Roth IRA distribution
- First-time homebuyer expenses
- Prior year Roth IRA contributions

Gross non-qualified Roth IRA distribution subject to 10% tax
- Taxable portion of prior year Roth IRA conversions > 5 years
- Non-taxable portion of prior year Roth IRA conversions

Net non-qualified Roth IRA distribution subject to 10% tax
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Taxation of Roth IRA Distributions

Distribution within 5 years

Income Tax: Yes (earnings only)

Age < 59Y%

taxable portion of prior
conversion amounts)

Income Tax: Yes (earnings onl
Age 2 59 ( 0 y)

10% Penalty : Yes (earnings &

10% Penalty: No

Distribution beyond 5 years

Income Tax: Yes (earnings only)

10% Penalty: Yes (earnings only)

Income Tax: No

10% Penalty: No
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AICPA PFP Section Member Resources

PFP Section members, inclusive of CPA/PFS credential holders, have access to resources on the latest planning strategies and
trends in personal financial planning services so that they can practice competently and profitably. Visit aicpa.org/pfp/resources.
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http://www.aicpa.org/pfp/resources
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/InvestmentPlanning/Pages/Investment.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/NewsAndPublications/Pages/LegislativeRegulatoryNews.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/ProtectionPlanning/Pages/InsuranceRisk.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/PracticeCenter/ProfessionalResponsibilities/Pages/ProfessionalResponsibilities.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/RetirementPlanning/Pages/Retirement.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/PFPPracticeManagement/Pages/PracticeMgmt.aspx
http://www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/ConsumerContent/Pages/ConsumerContent.aspxhttp:/www.aicpa.org/InterestAreas/PersonalFinancialPlanning/Resources/ConsumerContent/Pages/ConsumerContent.aspx

About the PFP Section & PFS Credential

 The AICPA Personal Financial Planning (PFP) Section is the premier
provider of information, tools, advocacy and guidance for CPAs who
specialize in providing estate, tax, retirement, risk management and/or
Investment planning advice to individuals, families and business owners.
(Learn more
at aicpa.org/PFEP.)

 The Personal Financial Specialist (PFS) program allows CPAs to gain and
demonstrate competence and confidence in providing estate, tax, retirement,
risk management and/or investment planning advice to individuals, families
and business owners through experience, education, examination and the
resulting PFS credential. (Learn more at aicpa.org/PFES.)
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Disclaimer

This podcast is designed to provide illustrative information with respect to the subject matter
covered, and does not represent an official opinion or position of the AICPA or AICPA.Org. It
IS provided with the understanding that the AICPA and AICPA.Org are not engaged in
offering legal, accounting or other professional service. If such advice or expert assistance
IS required, the services of a competent, professional person should be sought. The AICPA
and AICPA.Org make no representations, warranties or guarantees as to, and assume no
responsibility for, the content or application of the material contained herein, and especially
disclaim all liability for any damages arising out of the use of, reference to, or reliance on
such material.
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