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Why Roth IRAs Are Still Red-Hot

hat’s the next big thing in
ﬁnancial planning? It’s
actually something that has
been around for years: the Roth IRA.
This tax-advantaged account offers the
promise of future beneﬁts without some
of the restrictions that hamper
traditional IRAs.
What makes a Roth so special?
With a Roth IRA that’s at least ﬁve
years old, most distributions after
you’ve reached age 59½ are
completely tax-free, while earlier
payouts may be wholly or partially
tax-free under the tax law’s “ordering
rules” that treat the ﬁrst money out of
the account as coming from your
contributions, which aren’t taxable.
Also, you never have to take the
“required minimum distributions”
(RMDs) that force you to deplete
a traditional IRA. Those RMDs and
other distributions are taxable at
ordinary income rates (except for any
portion representing nondeductible
contributions) reaching up to 39.6%.
RMDs for IRAs become mandatory
after age 70 ½.
There are two main ways to
establish a Roth and take advantage of

its beneﬁts: through annual
contributions or with a conversion
from a traditional IRA.
1. Annual contributions. You
can set up a Roth IRA and make
contributions each
year of as much as
$5,500 ($6,500 if
you’re age 50 or
over). But the ability
to contribute to a
Roth is phased at
higher-income
levels.
2. Roth conversion. Anyone can
convert a traditional IRA to a Roth, or
use a conversion to add to a Roth
you’ve already established. In either
case, you must pay tax at ordinary
income tax rates on the taxable
portion of the converted funds.
Advance planning can help you
minimize the tax damage.
One popular technique is to
convert just enough to ﬁll up extra
“space” in the lower tax brackets while
triggering as little tax as possible in the
top tax brackets. This can be
particularly powerful if you expect to
be in a higher tax bracket in retirement

than you are in now.
Suppose you’re married and ﬁle a
joint tax return, you have $500,000 in a
traditional IRA, and your adjusted
gross income in 2014 is $130,000.
Using current tax rates,
you are in the 25% tax
bracket, but you
anticipate being in the
35% bracket during
retirement. If you ﬁll up
the 25% tax bracket
(which tops out at
$148,850) by converting
$18,850 in traditional IRA funds to a
Roth, you’ll save 10% in tax (the
difference in the current 25% rate and
the future 35% rate). Assuming you
repeat this strategy over several years,
the savings could be as high as $50,000
(10% of $500,000).
This assumes you can pay the
conversion tax with funds from outside
the IRA, which might be a problem.
Other factors also may come into play.
So be sure that converting to a Roth
IRA in this way makes sense for your
situation before you take the plunge.
Roth IRAs are hot, but you don’t want
to get burned. ●

7 Expired Tax Breaks

charitable contributions of property is
limited to 30% of AGI on your tax
return. However, you may claim a
deduction for the value of up to 50%
of AGI for real estate property that
you donate for conservation purposes.
Even better, farmers and ranchers
can write off the value of land
given for conservation of as much
as 100% of AGI. Also, any excess
deduction under this rule can be
carried forward for 15 years instead
of the usual ﬁve years.
7. Residential energy credits.
A homeowner may claim a credit of
10% of the cost of energy-saving
improvements made in 2014, subject
to certain limitations. The maximum
lifetime credit is $500. The residential
energy credit, which covers
everything from high-tech heating

and cooling systems to insulation,
has been extended multiple times
in the past, but its future remains
uncertain. In addition, the new
law extends various other energyrelated provisions.
Finally, in legislation that was
attached to TIPA, Congress approved
the Achieving a Better Life
Experience (ABLE) Act. The ABLE
Act authorizes states to establish taxfree accounts for disabled individuals
to help pay qualiﬁed expenses—for
housing, transportation, education,
and medical expenses, among other
costs—much as Section 529 plans are
used for college payments. The new
law also permits a participant in a
Section 529 account to change
investment direction twice a year
instead of only once. ●
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the 50% limit for QSBS acquired in
2015. This tax break often is viewed
as a way to attract investors to
ﬂedgling companies.
5. Mortgage tax breaks. TIPA
extends a couple of tax beneﬁts
relating to home mortgages. Under
one provision, you can exclude the
income tax you’d otherwise have to
pay on up to $2 million in mortgage
debt cancellation or forgiveness.
The second provision allows you to
deduct mortgage insurance as interest
subject to a phase-out between
$100,000 and $110,000 of adjusted
gross income (AGI).
6. Conservation deductions.
Generally, the deductible amount of
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7 Expired Tax Breaks That
Were Given A Longer Life

n the waning days of last year,
Congress passed the Tax Increase
Protection Act of 2014 (TIPA),
extending a package of tax breaks that
ofﬁcially expired after 2013. This new
federal tax legislation, promptly
signed into law, applies retroactively
to January 1, 2014. But
the tax reprieve was
ﬂeeting: All of the
extended tax provisions
expired again on
December 31, and now
Congress will have to
decide whether to
extend them for 2015
and beyond.
Nevertheless, you still can
maximize the tax beneﬁts of TIPA
on your 2014 tax return. Consider
these seven prominent tax breaks that
were included:
1. Tuition-and-fees deduction.
This is available to taxpayers who
spent money on college tuition and
fees in 2014, and you or your children
may be able to claim it even if you
don’t itemize deductions. However,
it is phased out at higher income
levels based on modiﬁed adjusted
gross income (MAGI) for the year.
The deduction is either $4,000,
$2,000, or zero. Note that you can’t
take this deduction if you claim
either of two federal tax credits for
higher education.
2. State sales tax. Instead of
deducting state and local income taxes
on your federal return, you can elect
to write off state sales tax that you
paid in 2014. This tax return option is
especially valuable to residents of one
of the seven states which have no

I

income tax, and it also can help those
whose states have relatively low
income tax rates. You can deduct
the amount of sales tax you actually
paid or you can use an IRS calculator
that factors in where you live and
your income level. If you use the table
you also can add in
what you paid on
big-ticket items such
as cars and boats.
3. IRA transfers
to charity. If you are
age 70½ or over, you
won’t be taxed on
amounts you transfer
directly from an IRA to a qualiﬁed
charity. Money you withdraw from an
IRA for other purposes will be taxed
as income; in this case, not being
taxed on the distribution takes the
place of the charitable deduction
you’d get if you made a contribution
from outside the IRA. In addition, any
amount you transfer to a charity—up
to a limit of $100,000, or $200,000
for a married couple—may count as
part or all of the annual required
minimum distribution (RMD) you
must take from your IRAs beginning
at age 70½.
4. Qualiﬁed small business
stock. Investors in “qualiﬁed small
business stock” (QSBS) may exclude
tax on 100% of the gain from selling
such stock that was acquired before
January 1, 2015. Prior to TIPA, the
tax exclusion was scheduled to be
reduced to 50% of the gain for QSBS
acquired in 2014. Barring further
legislation, the exclusion will revert to
(Continued on page 4)

Markets Were
The Place To Be
During Past Year

U

.S. markets were the place for
investors to be, closing 2014
strong despite a weak
December. For the year, the DOW
ﬁnished up 10% and the S&P 500 up
13%. The Russell 2000 (small company
index), the best performer of 2013,
returned only 4.9% in 2014. U.S. ﬁxed
income had a relatively strong year with
Barclay’s aggregate bond index up
5.9%. International developed markets
were down 4.9% and emerging markets
off 2.2%, a reﬂection of weak economic
factors, political difﬁculties, and
geopolitical concerns.
Also affected were international
bonds, down 3.1%, and emerging
markets bonds, down 5.7%. Oil was the
worst performer and is discussed in
detail later in the commentary.
In the midst of volatility, it’s
understandable that many question the
logic of diversiﬁcation, but research
consistently demonstrates its
effectiveness. It may not pay off every
quarter or every year (it certainly didn’t
last year), but it is undoubtedly the best
approach for a successful long-term
investment experience.
History has shown the economy and
the market don’t necessarily go hand in
hand; and since it is impossible to
consistently predict when there will be
an inﬂection point and when sectors will
take off, the diversiﬁed structure is the
best option for creating opportunities to
participate in the upside, while limiting
the effects of the downside.
Warmest regards,
James W. Ferrell,
MBA, CPA, PFS, CIMC, CFP, President
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Avoid Emotional Portfolio Withdrawals
he Standard & Poor's 500
stock index is the benchmark
against which most investors
measure the performance of their
portfolios, but that's not such a good
thing. For, although the widely-cited
index represents the value of
America's 500 largest publicly-held
companies, it does not represent the
performance you should expect from
a retirement portfolio.
Prudence demands diversiﬁcation
of a retirement portfolio far beyond
500 blue-chip stocks into multiple
asset classes. Surprisingly, so do
history, math, and greed.
It turns out that a multi-asset
retirement portfolio historically
generates returns almost identical
to the S&P 500, but without much

of the drama.
Since performance data on a
broad range of asset classes ﬁrst
became
available
44 years
ago,
investors in
a sevenasset
portfolio
sidestepped
the worst
of the
terrible
dips that
befell the
S&P 500.
In 2008, for example, when
the world ﬁnancial system teetered on

at a rate greater the
annual inﬂation
adjustments for the
estate tax
exemption. (Of
course, assets also
might decline in
value.) This is
especially true if
the recent trend in
low inﬂation
persists. For
example, suppose
a couple has $7
million in assets and earns an annual average
return of 7%. If the inﬂation rate remains at
2%, it will only take nine years for the
couple to face federal estate tax exposure.
For those in the danger zone, tax-

sheltered trusts and other techniques could
help safeguard assets from estate tax. In
addition, making annual tax-exempt gifts for
several years can help reduce the eventual
size of the estate. ●

T

Can You Avoid Estate And Gift Tax?
re you hoping to pass investment
assets to your heirs without any tax
damage? Under the current rules,
you have plenty of leeway to avoid estate
and gift taxes on the federal level, although
state taxes may be another story. However,
keep in mind that your investment returns
may outpace the inﬂation adjustments to the
personal gift and estate tax exemption—and
this could mean that your wealth will grow
enough to be subject to taxes when you die.
There are two main estate and gift tax
breaks: the annual gift tax exclusion and the
uniﬁed estate and gift tax credit.
1. Annual gift tax exclusion. You can
give each recipient, such as a younger
family member, assets valued up to $14,000

A

a year without paying any gift tax (or even
having to ﬁle a gift tax return). The
exclusion is doubled to $28,000 for joint
gifts made by a married couple. So, if you
and your spouse each give the maximum
$14,000 to ﬁve other family members, you
can reduce your taxable estate by $140,000.
And you can do this year after year.
The annual gift tax exclusion is
indexed for inﬂation but rises only when the
cost of living increases enough to result in a
$1,000 bump to the exempt amount. With
inﬂation very low in recent years, increases
have slowed to a crawl. The last adjustment
was made in 2013, from $13,000 to the
current $14,000.
2. Uniﬁed estate and gift tax credit.

This generous credit can wipe out either
estate taxes, gift taxes, or a combination
of the two.
After a decade of gradual increases,
Congress permanently locked in the
exemption amount at an inﬂation-adjusted
$5 million. For 2015, the exemption is
$5.43 million (up from $5.34 million in
2014). That means a couple easily can
shelter more than $10 million in assets
from estate tax, although any lifetime gifts
exceeding the annual gift tax exclusion
will reduce the amount available to help
an estate avoid estate taxes.
But you can’t simply take this tax
shelter for granted. Remember that
your assets may appreciate in value

the edge of collapse, the S&P 500
lost as much as 37%. Investors in
a multi-asset also suffered

frightening losses, but the 28%
pullback they suffered was a
mere two-thirds of the loss on
the S&P 500.
Put another way: The 10.4%
annualized return on the S&P 500
versus the 10.3% multi-asset
portfolio over 44 years are nearly
identical, but investors in the
multi-asset portfolio earned their
return without experiencing the
extreme lows of the S&P 500—
losses so large they are more
likely to compel selling stocks at
market-lows and then missing the
next bull-run.
The "math of losses" makes
it hard for a portfolio diminished
by losses to become whole again.
Losing 20.0% of a portfolio requires
a 25.0% gain to break even. And the
math becomes more tyrannical with
larger losses.
Recovering from the 37% loss in
the S&P 500 investors sustained at
the market bottom in 2008 required
a 58.7% gain. To recuperate from its
28% decline sustained by investors
in the multi-asset portfolio required
a 37% gain.
It pushes investors into scarier
situations and makes it more
difﬁcult to have faith that nothing—
no natural disaster or political,
ﬁnancial or religious crisis or
war—will bring down the world
and bring an end to the progress
of humanity. ●
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Why Roth IRAs Are Still Red-Hot

hat’s the next big thing in
ﬁnancial planning? It’s
actually something that has
been around for years: the Roth IRA.
This tax-advantaged account offers the
promise of future beneﬁts without some
of the restrictions that hamper
traditional IRAs.
What makes a Roth so special?
With a Roth IRA that’s at least ﬁve
years old, most distributions after
you’ve reached age 59½ are
completely tax-free, while earlier
payouts may be wholly or partially
tax-free under the tax law’s “ordering
rules” that treat the ﬁrst money out of
the account as coming from your
contributions, which aren’t taxable.
Also, you never have to take the
“required minimum distributions”
(RMDs) that force you to deplete
a traditional IRA. Those RMDs and
other distributions are taxable at
ordinary income rates (except for any
portion representing nondeductible
contributions) reaching up to 39.6%.
RMDs for IRAs become mandatory
after age 70 ½.
There are two main ways to
establish a Roth and take advantage of

its beneﬁts: through annual
contributions or with a conversion
from a traditional IRA.
1. Annual contributions. You
can set up a Roth IRA and make
contributions each
year of as much as
$5,500 ($6,500 if
you’re age 50 or
over). But the ability
to contribute to a
Roth is phased at
higher-income
levels.
2. Roth conversion. Anyone can
convert a traditional IRA to a Roth, or
use a conversion to add to a Roth
you’ve already established. In either
case, you must pay tax at ordinary
income tax rates on the taxable
portion of the converted funds.
Advance planning can help you
minimize the tax damage.
One popular technique is to
convert just enough to ﬁll up extra
“space” in the lower tax brackets while
triggering as little tax as possible in the
top tax brackets. This can be
particularly powerful if you expect to
be in a higher tax bracket in retirement

than you are in now.
Suppose you’re married and ﬁle a
joint tax return, you have $500,000 in a
traditional IRA, and your adjusted
gross income in 2014 is $130,000.
Using current tax rates,
you are in the 25% tax
bracket, but you
anticipate being in the
35% bracket during
retirement. If you ﬁll up
the 25% tax bracket
(which tops out at
$148,850) by converting
$18,850 in traditional IRA funds to a
Roth, you’ll save 10% in tax (the
difference in the current 25% rate and
the future 35% rate). Assuming you
repeat this strategy over several years,
the savings could be as high as $50,000
(10% of $500,000).
This assumes you can pay the
conversion tax with funds from outside
the IRA, which might be a problem.
Other factors also may come into play.
So be sure that converting to a Roth
IRA in this way makes sense for your
situation before you take the plunge.
Roth IRAs are hot, but you don’t want
to get burned. ●
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charitable contributions of property is
limited to 30% of AGI on your tax
return. However, you may claim a
deduction for the value of up to 50%
of AGI for real estate property that
you donate for conservation purposes.
Even better, farmers and ranchers
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carried forward for 15 years instead
of the usual ﬁve years.
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A homeowner may claim a credit of
10% of the cost of energy-saving
improvements made in 2014, subject
to certain limitations. The maximum
lifetime credit is $500. The residential
energy credit, which covers
everything from high-tech heating

and cooling systems to insulation,
has been extended multiple times
in the past, but its future remains
uncertain. In addition, the new
law extends various other energyrelated provisions.
Finally, in legislation that was
attached to TIPA, Congress approved
the Achieving a Better Life
Experience (ABLE) Act. The ABLE
Act authorizes states to establish taxfree accounts for disabled individuals
to help pay qualiﬁed expenses—for
housing, transportation, education,
and medical expenses, among other
costs—much as Section 529 plans are
used for college payments. The new
law also permits a participant in a
Section 529 account to change
investment direction twice a year
instead of only once. ●
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the 50% limit for QSBS acquired in
2015. This tax break often is viewed
as a way to attract investors to
ﬂedgling companies.
5. Mortgage tax breaks. TIPA
extends a couple of tax beneﬁts
relating to home mortgages. Under
one provision, you can exclude the
income tax you’d otherwise have to
pay on up to $2 million in mortgage
debt cancellation or forgiveness.
The second provision allows you to
deduct mortgage insurance as interest
subject to a phase-out between
$100,000 and $110,000 of adjusted
gross income (AGI).
6. Conservation deductions.
Generally, the deductible amount of
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7 Expired Tax Breaks That
Were Given A Longer Life

n the waning days of last year,
Congress passed the Tax Increase
Protection Act of 2014 (TIPA),
extending a package of tax breaks that
ofﬁcially expired after 2013. This new
federal tax legislation, promptly
signed into law, applies retroactively
to January 1, 2014. But
the tax reprieve was
ﬂeeting: All of the
extended tax provisions
expired again on
December 31, and now
Congress will have to
decide whether to
extend them for 2015
and beyond.
Nevertheless, you still can
maximize the tax beneﬁts of TIPA
on your 2014 tax return. Consider
these seven prominent tax breaks that
were included:
1. Tuition-and-fees deduction.
This is available to taxpayers who
spent money on college tuition and
fees in 2014, and you or your children
may be able to claim it even if you
don’t itemize deductions. However,
it is phased out at higher income
levels based on modiﬁed adjusted
gross income (MAGI) for the year.
The deduction is either $4,000,
$2,000, or zero. Note that you can’t
take this deduction if you claim
either of two federal tax credits for
higher education.
2. State sales tax. Instead of
deducting state and local income taxes
on your federal return, you can elect
to write off state sales tax that you
paid in 2014. This tax return option is
especially valuable to residents of one
of the seven states which have no

I

income tax, and it also can help those
whose states have relatively low
income tax rates. You can deduct
the amount of sales tax you actually
paid or you can use an IRS calculator
that factors in where you live and
your income level. If you use the table
you also can add in
what you paid on
big-ticket items such
as cars and boats.
3. IRA transfers
to charity. If you are
age 70½ or over, you
won’t be taxed on
amounts you transfer
directly from an IRA to a qualiﬁed
charity. Money you withdraw from an
IRA for other purposes will be taxed
as income; in this case, not being
taxed on the distribution takes the
place of the charitable deduction
you’d get if you made a contribution
from outside the IRA. In addition, any
amount you transfer to a charity—up
to a limit of $100,000, or $200,000
for a married couple—may count as
part or all of the annual required
minimum distribution (RMD) you
must take from your IRAs beginning
at age 70½.
4. Qualiﬁed small business
stock. Investors in “qualiﬁed small
business stock” (QSBS) may exclude
tax on 100% of the gain from selling
such stock that was acquired before
January 1, 2015. Prior to TIPA, the
tax exclusion was scheduled to be
reduced to 50% of the gain for QSBS
acquired in 2014. Barring further
legislation, the exclusion will revert to
(Continued on page 4)

Markets Were
The Place To Be
During Past Year

U

.S. markets were the place for
investors to be, closing 2014
strong despite a weak
December. For the year, the DOW
ﬁnished up 10% and the S&P 500 up
13%. The Russell 2000 (small company
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returned only 4.9% in 2014. U.S. ﬁxed
income had a relatively strong year with
Barclay’s aggregate bond index up
5.9%. International developed markets
were down 4.9% and emerging markets
off 2.2%, a reﬂection of weak economic
factors, political difﬁculties, and
geopolitical concerns.
Also affected were international
bonds, down 3.1%, and emerging
markets bonds, down 5.7%. Oil was the
worst performer and is discussed in
detail later in the commentary.
In the midst of volatility, it’s
understandable that many question the
logic of diversiﬁcation, but research
consistently demonstrates its
effectiveness. It may not pay off every
quarter or every year (it certainly didn’t
last year), but it is undoubtedly the best
approach for a successful long-term
investment experience.
History has shown the economy and
the market don’t necessarily go hand in
hand; and since it is impossible to
consistently predict when there will be
an inﬂection point and when sectors will
take off, the diversiﬁed structure is the
best option for creating opportunities to
participate in the upside, while limiting
the effects of the downside.
Warmest regards,
James W. Ferrell,
MBA, CPA, PFS, CIMC, CFP, President

