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Questions & Answers

Recharacterizing Roth IRA conversions

Q: After evaluating all the pros and cons, we finally decided to convert our traditional
IRAs to Roth IRAs. Can we reverse the conversion and its tax implications if the financial
markets drop?

A: Aaron Skloff, an accredited investment fiduciary, CFA and chief executive of Skloff
Financial Group, said the following:

The problem: Values decline after a Roth IRA conversion. After evaluating all the
pros and cons, you converted your Traditional IRAs to Roth IRAs. The
conversion generated taxable income based on the value of your ac-
counts on the day of the conversion. In less than one year’s time, the
financial markets drop. Now, you have a tax burden that would have
been less had you simply waited until later in the year to convert -
hindsight is always 20/20.

For example, on March 1, 2010 you convert $100,000 of assets and
generate $30,000 of taxes. By December 2, 2010, the value of the as-
sets has declined to $50,000. In retrospect, if you waited until December 2, 2010 to con-
vert the conversion would have only generated $15,000 of taxes.

The solution: Recharacterize your Roth IRA conversion. The same way the IRS
permits you to convert all or a portion of your Traditional IRAs to Roth IRAs, the IRS also
permits you to reverse all or a portion of the conversion through a “recharacterization”.
When you recharacterize you reverse the conversion and its full tax implications. Using
the example above, the recharacterization would reverse the full $30,000 tax obligation
and the assets would be moved from the new Roth IRAs to the original Traditional IRAs.

The deadline for recharacterizing is the extended due date of your tax return for the
year of the contribution or conversion. In the example above, this would be April 15,
2011 or October 15, 2011 with an extension.

Re-converting to a Roth IRA. Ideally, you would reconvert the assets again at their
depressed valuation. If only it were that simple. Remember, we are talking about the
IRS. You cannot convert, recharacterize, and then reconvert to a Roth IRA within the
same tax year. If you convert and then recharacterize, you may not reconvert back to a
Roth IRA before the later of:

®m 1) The taxable year following the taxable year in which the amount was initially

converted to a Roth IRA or

m 2) The end of the 30-day period, beginning on the day you recharacterized from

the Roth IRA to the traditional IRA.

For example, if you recharacterized a conversion contribution on December 2, 2010,
you would not be able to reconvert until January 2, 2011. If you reconvert prior to these
limit dates, the reconversion will be classified as a failed conversion by the IRS. If the fail-
ure is not corrected it may result in an excess contribution to the Roth IRA.

Reduce your headaches. If your traditional IRA holds very volatile securities, con-
sider converting just those securities into their own Roth IRAs. In the event those securi-
ties decline in value it will reduce your headaches if you choose to recharacterize just
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those Roth IRAs. In the event those securities increase in value you do
not have to do anything.

For example, let’s say you have a traditional IRA that holds one
stock, Google. As Google is a very volatile stock, consider converting
that Traditional IRA into its own Roth IRA. If Google drops, recharacter-
ize the Roth IRA that holds solely Google. If it rises, do nothing.

Action step: Work closely with your CPA and financial adviser, when considering
Roth IRA conversions and/or recharacterizations. Conversions and recharacterizations
can have significant impacts on your income and your estate’s taxes. RW

Got questions?
Get answers!
Email rpowell@marketwatch.com

Dear subscribers: Thanks, as always, for subscribing to and reading
Retirement Weekly. Do e-mail me at rpowell@marketwatch.com if you M

have questions, comments, criticism or compliments.
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