


B
eginning in 2010, under the newly-enacted legislation, the income and
marital status restrictions that currently limit a taxpayer’s ability to 
convert a traditional IRA to a Roth IRA will be removed, leading to some
interesting and very advantageous tax and estate planning strategies.

Under prior law, an individual was allowed to convert a traditional IRA into a Roth
IRA if the taxpayer’s adjusted gross income (AGI) for the year (without the income
from the converted IRA) was $100,000 or less. The $100,000 limit is figured
without regard to the required minimum distributions from an IRA. Although the
income is taxable, the 10% early withdrawal penalty does not apply.

Beginning in 2010, the new legislation:

(1) Eliminates the $100,000 modified AGI limit on conversions of traditional IRAs
to Roth IRAs, and 

(2) Permits married taxpayers filing a separate return to convert amounts in a
traditional IRA into a Roth IRA. Under prior law, married taxpayers who filed 
separate returns were restricted from making such conversions.

Special 2010 Income Inclusion Rule – For conversions made in 2010,
a taxpayer can choose to:

• Include the income in the 2010 return, or 

• Include one-half of the conversion income in 2011 and one-half in 2012.

Note: 2010 is the last year for the current “low” tax rates unless Congress
extends them in future legislation.

Income from conversions made in a year after 2010 will be taxable in the year of
the conversion. There are also a number of special rules regarding early 
distributions with respect to conversions.

Looking Ahead – There are some interesting strategies a taxpayer can employ
to convert nondeductible traditional IRA contributions to a Roth IRA, thereby 
funding the more favorable Roth IRA.

Strategy – Taxpayers who have employer plans and are restricted from making
deductible traditional IRA contributions because of income level can make 

nondeductible traditional IRA contributions in the four tax years leading up to
2010 and then convert those nondeductible traditional IRAs to Roth IRAs with 
virtually no tax since they were nondeductible. Only the earnings will be taxable.
Taxpayers who are prohibited from making Roth IRA contributions because their
income exceeds the limit may also benefit from this strategy.

Strategy – Using the same strategy, even a taxpayer who can make a deductible
contribution can elect to make it nondeductible, resulting in the same outcome 
as above.

Strategy – Generally, rollovers are thought of as transfers from a qualified plan
to an IRA or from one IRA to another IRA. However, beginning in 2002, the law
has allowed an IRA to be rolled over (or transferred) to other qualified plans
including 401(k) plans, 403(a) and 403(b) annuities and 457 governmental 
retirement plans (assuming the plan will accept the IRA funds). In addition, the
law only allows the taxable portion of the IRA to be moved to qualified plans.
For taxpayers who have mixed IRAs (including both deductible and nondeductible
contributions), this provides a means of segregating the taxable and nontaxable
amounts and then later converting the nontaxable portion without paying any
conversion tax (except on any interim earnings). Thus, the taxable portion can be
rolled over into a qualified plan, leaving the nontaxable portion in the IRA where it
can be converted to a Roth IRA.

Strategy – More aggressive taxpayers with the financial resources to pay the
rollover tax might also consider rolling over (or transferring) the funds from a
qualified plan into a traditional IRA and then converting the traditional IRA to a 
Roth IRA.

Minimizing the conversion tax requires careful planning and strict adherence to
the conversion rules. If you wish to develop a plan employing one or more of the
above strategies customized for your unique tax circumstances, please give us 
a call.

Set to expire after 2008, the capital gains rates have been extended by Congress
through 2010. In addition, the “zero” tax rates now apply to three years rather
than only one.

As part of a 2003 tax package, Congress reduced the preferential tax rates on
capital gains from 10% and 20% to 5% and 15% respectively, with the lower
rates applying to taxpayers in the 15% and under tax brackets. The 5% rate will
drop to 0% in 2008, which will be the last year for the temporarily reduced rates.
These lower rates apply to both the regular tax and alternative minimum tax (the
AMT). Under the TIPRA legislation, these rates were extended through 2010.

“Zero” Tax Rate Extended – Under the prior legislation,the “zero” percentage
rate only applied to 2008. By merely extending the sunset date of the prior act,
Congress is effectively allowing the “zero” rate for three years, 2008 through 2010.

Qualified Dividends Extended – The legislation also includes a provision that
taxes qualified dividends at capital gains rates through 2010. Under prior law,
qualified dividends were only scheduled to receive this special treatment 
through 2008.

Capital Gains & Dividends
Bargain Extended for Two Years 

Tax Bracket
Capital Gains Rates

2006 – 2007 2008 – 2010

0 – 15% 5% 0%

25% and Above 15% 15%

Plan Now 
for 2010 
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Conversions 



The IRS has certified several vehicles under the new energy tax credit 
effective for 2006. This credit replaces the $2,000 tax deduction, which 
was previously available to taxpayers who purchased new certified hybrid
vehicles before the end of 2005.

The new alternative motor vehicle income tax credit is available for qualified
fuel cell motor vehicles, advanced lean-burn technology motor vehicles,
qualified hybrid motor vehicles and qualified alternative fuel motor vehicles
purchased after 2005. For qualified hybrid vehicles, this credit is currently
set to expire at the end of 2009.

The credit is determined differently for each type of vehicle and may vary
considerably. For hybrid vehicles, it is based on a combination of increased
fuel economy and lifetime fuel savings and can be as much as $3,400.
A motor vehicle does not have to be used in a trade or business or for the
production of income in order to qualify for this credit, but it must be new.
The following is a list of 2006 and 2007 vehicles that have been credit 
certified at the time this newsletter went to press. More are expected before
the year’s end.

Taxpayers who want the maximum available credit may want to consider
buying early since the full credit is only available for a limited time. The full
credit is only available up to the end of the first calendar quarter after the
quarter in which the manufacturer records its sale of the 60,000th vehicle.
After that, only 50% of the credit is allowed for the second and third 
calendar quarters after the quarter in which the 60,000th vehicle is sold,
25% in the fourth and fifth calendar quarters, and none after the fifth quarter.

Taxpayers who are affected by the AMT should be cautious in that the credit
will only offset the regular income tax and not the AMT, thus limiting or 
eliminating the credit for those taxpayers.

Taxpayers using the vehicles for business will be required to reduce the
depreciable basis of the vehicle by the amount of the credit allowed. In 
addition, no credit is allowed for the cost of the vehicle taken as a Sec. 179
expense deduction.

If you are planning a hybrid vehicle purchase, you may want to call this
office in advance to determine what tax benefit the purchase will provide.

2006 Ford Escape Hybrid Front WD – $2,600

2006 Ford Escape Hybrid (4WD) – $1,950

2006 Mercury Mariner Hybrid (4WD) – $1,950

2006 Lexus RX400h (2WD) – $2,200

2006 Lexus RX400h (4WD) – $2,200

2006 Toyota Prius – $3,150

2006 Toyota Highlander 
(4WD) Hybrid – $2,600

2006 Toyota Highlander 
(2WD) Hybrid – $2,600

2006 Honda Civic Hybrid CVT – $2,100

2006 Honda Insight CVT – $1,450 

2006 Honda Accord Hybrid AT – $1,300

2006 Honda Accord Hybrid AT 
(w/o updated control calibration) – $650

2007 Toyota Camry Hybrid – $2,600

2007 Lexus GS 450h – $1,550

2007 Chevrolet Silverado 
(2WD) Hybrid Pickup Truck – $250 

2007 Chevrolet Silverado 
(4WD) Hybrid Pickup Truck – $650 

2007 Ford Escape Front WD Hybrid – $2,600 

2007 Ford Escape (4WD) Hybrid – $1,950 

2007 GMC Sierra 
(2WD) Hybrid Pickup Truck – $250 

2007 GMC Sierra 
(4WD) Hybrid Pickup Truck – $650 

2007 Mercury Mariner 
(4WD) Hybrid – $1,950

2007 Saturn Vue Green Line – $650 

IRS Certifies Vehicles 
for the New 

Hybrid Tax Credit

income plus a $250 extra allowance. For the unearned income, the formula noted earlier
applies. The computation of the child’s tax becomes even more complicated if either the
parent or the child has qualified dividends or long-term capital gains that are eligible to be
taxed at preferential tax rates.

Example: If a child who is under the age of 18 had W-2 wages of $2,500 from a summer
job and interest income of $2,800, the child’s standard deduction would be $2,750 (and
not the regular standard deduction, which is $5,150 for 2006). All of the wages plus
another $250 would be offset by the child’s standard deduction when computing the
child’s taxable income. Of the $2,800 of the investment income, the first $250 isn’t 
taxable, the next $1,450 is taxed at the child’s tax rate, and the remaining $1,100 is taxed
at the parent’s tax rate if the resulting tax is more than the tax the child would have paid.

There are steps that can be taken to mitigate the effect of this new legislation. Certain
investments are tax-free and others are tax-deferred, providing the opportunity to avoid or
defer income. Consider the following investment vehicles:

U.S. Savings Bonds – Interest can be deferred until the bonds are cashed.

Municipal Bonds – Generally produce tax-free interest income (may be taxable to 
the state).* 

Growth Stocks – Stocks that focus more on capital appreciation than current income.
The child can wait to sell them until after he or she has turned 18 and possibly be in
school with no other income.**

Unimproved Real Estate – That provides appreciation without current income.

*Municipal bonds may be taxable to the state and depending on your tax status, the federal alternative 
minimum tax.

**Equity securities (growth stocks) are more volatile and carry more risk than other forms of investments,
including investments in high-grade fixed income securities. Growth stocks generally provide greater return
potential when compared with other types of investments.

If the family has a business, that family business could employ the child. The child’s
earned income is not subject to the “kiddie” tax and will generate a deduction for the
family business (assuming the wages are reasonable for work actually performed). The
child’s earned income can offset the standard deduction (up to $5,150 for 2006), and the
excess income will be taxed at the child’s rate (not the parents’). In addition, the child
would also qualify for an IRA, which provides an additional income shelter up to $4,000
for 2006.

Please call this office if we can be of assistance in helping you mitigate the effect of the
“kiddie” tax.

Uncle Sam is Now 
Monitoring You Tax-Free!

For years, the IRS has been tracking taxable interest to make sure taxpayers report it
on their returns by requiring payees to issue 1099s. However, tax-exempt interest, such
as interest from municipal bonds, has never been included in the 1099 reporting
requirement. This changes beginning with the 2006 tax year. Payers will now be
required to report to the IRS tax-exempt interest that they paid to others.

Why did Congress add this requirement to the new tax law? Although the tax-exempt
interest is not subject to federal income tax, it is included in the computation of taxable
Social Security benefits, and “private activity bond” interest is taxable for the alternative
minimum tax (AMT). Also, tax-exempt interest counts as investment income when
determining eligibility for the earned income credit (EIC); no credit is allowed if a 
taxpayer’s investment income exceeds the annual limit ($2,800 for 2006). This new
reporting requirement will prevent taxpayers from being able to omit tax-exempt
income from their returns and avoid additional taxes on their Social Security income
and/or increased AMT, or erroneously claim the EIC.

(Children Get Hammered …Cont’d)




