


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.Pl
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Beginning in 2010,
under the 

newly-enacted legis-
lation…

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%



Congress has been promising alternative minimum tax
(AMT) relief or reform for some time. However, the two
houses of Congress have been unable to reach a 
consensus on what to do with the AMT. It became 
critical this year since earlier relief measures expired
at the end of 2005. Still unable to resolve the issue of
AMT reform, Congress has applied a one-year 
bandage to the problem to extend the prior temporary
provisions through 2006.

The table below shows the exemption amounts in
2005, what they would have reverted to without the
law change in 2006, and what they will be for 2006 as
a result of the law change.

However, like regular tax exemptions, the AMT 
exemptions phase out for higher-income taxpayers.
Thus, for joint-filing taxpayers, the 2006 exemption
under the new law begins phasing out at the 
AMT taxable income of $150,000 and is completely 
phased out when the income reaches $400,200. For
unmarried taxpayers, the phase-out range is $112,500
to $282,500.

Congress is also allowing, for one more year (through
2006), the following credits to offset the AMT:

• Hope and Lifetime Learning credits,
• Child and Dependent Care credit,
• Credit for the elderly and permanently and totally

disabled, and
• Mortgage credit.

Thus, without this legislation, these temporarily
allowed credits would have no longer offset the AMT
beginning in 2006. However, the Act allows the credits
as an AMT offset through 2006.

Caution: These changes represent a one-year patch to
the AMT and, without further legislation, will create a
significant tax increase for many taxpayers in 2007.

Dodge the AMT Bullet 
for Another Year  

Children Get Hammered with the New Law
To keep parents in higher tax brackets from putting investments in their children’s names as a way to
reduce the parents’ tax liability on the investment income, Congress created the “kiddie” tax for 
children under the age of 14 some 20 years ago. The “kiddie” tax generally subjects the child’s 
investment income to the same tax rates that would have applied if the parents were reporting the
income, thus taking away a significant tax advantage. However, the “kiddie” tax only applies if the
child’s investment income is over $1,700 (for 2006).

In legislation that passed in May, and beginning for the 2006 tax year, Congress has raised the age bar
by four years and will, beginning in 2006, apply the “kiddie” tax to children under the age of 18 whose
investment income exceeds the threshold. This can result in additional taxes and underpayment 
penalties and can create filing issues for taxpayers and their children.

Children subject to the “kiddie” tax are taxed differently from other taxpayers in the following ways:

• They are not allowed to use the regular standard deduction to offset unearned income. Thus,
unearned income, such as interest, dividends, capital gains, etc., does not benefit from the 
standard deduction.

• For children with no earned (work) income, the child’s unearned income in excess of $1,700 is taxed
at the higher of the parent’s top marginal tax rate or the child’s tax rate. Of the first $1,700 of the
child’s unearned income, the first $850 is tax-free (unearned standard deduction), and the balance
($850) is taxed at the child’s rate.

• For children with both earned income and unearned income, things get a little more complicated. To
the extent that they have earned income, such as W-2 wages, they can use the lesser of the regular
standard deduction or their earned income plus a $250 extra allowance. For the unearned income,
the formula noted above 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.

Filing Status 2005
2006

Pre-Act Post-Act

Joint Filers $58,000 $45,000 $62,550

Unmarried Taxpayers $40,250 $33,750 $42,500

Married Filing Separately $29,000 $22,500 $31,275

Exemption Amounts




