ROTH IRA

The primary differences between the traditional IRA and the Roth IRA are: 

1) The Roth contribution is not tax deferred, i.e., you may not deduct it on your tax return. Although this may have a negative sound, it could very possibly result in tax savings in the long run, due to the IRS graduated tax brackets. That is, the deferred tax on a traditional IRA current year contribution often winds up being taxed in a higher tax bracket than your current bracket. 

2) The earnings on a Roth IRA are not only tax deferred, but entirely tax exempt -- if held until age 59½ and if you held the Roth for five years or more. This is a considerable plus since an IRA’s accumulated earnings will normally far exceed your total contributions.

3) The 10% penalty on early withdrawals only applies to the earnings portion (never your contributions), and even then can often be avoided as will be seen later.

4)
Contrary to the traditional IRA, Roth contributions can be made regardless of your participation in a 401(k), 403(b), or any other qualified retirement plan. Furthermore,
 these contributions do not affect the amount that you can invest in your retirement plan at work. 

Eligibility

You may not contribute to a Roth if you have income over $110,000 (single) and $160,000 (married). Partial contributions are allowed beginning at $95,000 and $150,000 respectively. 

See the subsequent issue of the “Taxpayer Relief Act of 2001” for the maximum amount you may contribute. However, the amount that can be contributed is reduced by any contributions an individual makes to a regular IRA for the tax year (but not by any contributions to a retirement plan at work).

Tax-free and Penalty-free Early Withdrawals

By law, distributions always come from contributions first and earnings last. And, since contributions are taxed in the year made, any withdrawals of principal will always be tax-free and penalty-free. 

A distribution of earnings prior to age 59½ will only be tax-free and penalty-free if you held the Roth for more than five years and taken for one of the following three reasons:

1) You become disabled.

2) You die and the distributions go to your beneficiaries upon your death.

3) You use the distribution toward the purchase of a “first home”. A first-time homeowner is defined as an individual who has not owned an interest in a principal residence within the two-year period ending on the home’s acquisition date; i.e., the residence does not actually have to be the homeowner’s “first” home.

In regard to the “first home” exception, both spouses must satisfy the two-year test if married. Also, tax-free treatment is limited to a life-time cap of  $10,000; i.e., distributions of earnings in excess of this amount will be taxed at your existing tax rate.

The “first home” exception above may be used for you, your spouse, your child, your grandchild, or an ancestor of you or your spouse.

Penalty-free Early Withdrawals

A distribution of earnings prior to age 59½ for one of the following three reasons will be subject to ordinary tax but not subject to any  penalty if you held the Roth for more than five years and taken:

1) to purchase medical insurance after receiving unemployment for more than 12 weeks; or

2) to cover medical expenses exceeding 7.5% of adjusted gross income; or

3) to pay for qualified education expenses. Both undergraduate and graduate college courses for the taxpayer or spouse, or any child or grandchild of either, qualify.

Other Early Distributions
A distribution of earnings taken prior to age 59½ for any purpose other than those listed above will be subject to both ordinary income tax and a 10% penalty tax.

Roth/Traditional IRA Contribution Cap

If you are eligible, you may contribute to both types of IRA’s each year; however, your aggregate annual contribution to the accounts may not exceed the maximum amount allowed for the tax year in question (see the “Taxpayer Relief Act of 2001”).

ROTH CONVERSION IRA

You may only roll over your traditional IRA to a Roth Conversion IRA  if your adjusted gross income is less than $100,000. The income limit applies to both married couples and individuals. And, the entire amount of the rollover, with the exception of any nondeductible contributions, is taxable in the year it is made. 

If the taxes due are paid out of the IRA funds that are being converted, and you are under age 59½, the traditional IRA 10% penalty will apply. The 10% penalty will be on the entire amount, both your principal and earnings. Furthermore, if funds are withdrawn from the Roth Conversion IRA before age 59½ and before the end of the 5-year holding period, the entire distribution will be subject to the above 10% penalty, plus an additional 10% penalty, unless the recipient is disabled.

Should You Convert

Probably not, but it may be advantageous if you can answer yes to both of the following questions:

1) Can you afford to pay the conversion tax liability without using the traditional IRA funds and without jeopardizing your current financial situation?


2) Are you a long way from retirement (the 5-year period starts at the time of the conversion)?

The only way to make an informed decision is by making an actual comparison of the potential growth of both IRA types and by calculating the tax liability of the conversion. I will be able to assist you in both areas.

401(k)s, 403(b)s Conversions
Qualified retirement plans such as 401(k)’s, 403(b)’s, etc. cannot be switched directly to a Roth; instead they must first be rolled over to a traditional IRA and then converted.

