
“No such thing!”would be the likely response 
from astute tax lawyers and CPAs.  And they would 
be correct.  Mostly.

This article will suggest some outside the [traditional 
financial planning] box thinking that can accomplish 
the equivalent of a “tax free” Roth conversion.  But 
first, some background.

Last year the rules changed.  Prior to 2010 if an in-
dividual taxpayer made more than $100,000 modi-
fied adjusted gross income (AGI), he or she could 
not convert a Traditional IRA to a Roth IRA.  However, 
from 2010 on, all taxpayers can convert regardless 
of AGI.  

So, why convert?
Good question.  At the risk of oversimplification, 
there are three very good reasons to prefer a Roth 
IRA over a Traditional IRA.

First, when it comes time to take distributions from 
your retirement plan, Roth IRA withdrawals are tax 
free while Traditional IRA withdrawals are generally 
fully taxable.  To say it another way, the growth inside 
a Roth IRA is tax free growth, whereas the growth 
inside a Traditional IRA is tax deferred growth. 

Second, there is no required minimum distribution 
at age 70½ from a Roth IRA.  Many seniors resent 
the fact that they are required to take money out 
of their Traditional IRA following age 70½.  Forcing 

someone to take money out of a Traditional IRA not 
only pushes up the tax bracket but also subjects 
more Social Security benefits to income taxes.  This 
mandatory withdrawal is particularly frustrating for 
senior citizens in an economic climate that includes 
market volatility and low interest rates.

Third, contributions to Roth IRAs are possible after 
age 70½.  A Traditional IRA, on the other hand, 
does not permit contributions during or after the 
year the taxpayer turns 70½.  There are contribu-
tion limitations, but not conversion limitations.  The 
current (2010) threshold of $167,000 AGI for mar-
ried couples of any age filing a joint return probably 
allows a majority of individuals to contribute—even 
in retirement!

Why doesn’t everyone convert?
Here’s the catch.  Since your Traditional IRA is 
funded with pre-tax dollars, converting Traditional 
IRA assets to a Roth IRA is a taxable event.  In other 
words, when money is taken out of the Traditional 
IRA the taxpayer will likely experience increased tax-
able income by the amount withdrawn from the Tra-
ditional IRA.  

(Continued on page 4)
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The Problem
Local governments and their auditors 
have been dealing with the accounting 

and disclosure rules for other post-employment 
benefits (OPEB) for almost two years now. The 
focus of attention has been the actuarial calcula-
tions required by GASB Statement No. 45, and 
the related disclosures of the annual required 

contribution (ARC) and unfunded OPEB li-
ability. But there was a provision in GASB 
45 that many if not most government ac-
countants and auditors may have over-
looked.

What the Standards Say
Paragraph 95 of GASB 45 amended 
GASB 10 on risk pools to prohibit the in-
clusion of retiree amounts in an internal 
service fund used to account for health 
benefits for current employees. The fol-
lowing Q & A is set forth in Section 8.3.1 
of GASB’s Staff Implementation Guid-
ance – Comprehensive Implementation 
Guide 2009/2010:

Q—An employer provides healthcare benefits to 
both active employees and retirees through the 
same plan. May the employer continue to ac-
count for the retiree healthcare benefits along 
with the active-employee benefits under the re-
quirements of Statement No. 10, Accounting and 
Financial Reporting for Risk Financing and Re-
lated Insurance Issues, rather than applying the 
requirements of Statement 45, if the retiree ben-
efits are accounted for based on claims events 
that already have occurred? 

A—No. Statement 45 amends paragraph 2 of 
Statement 10 to exclude entirely from the scope 
of Statement 10 accounting for transactions 
resulting when an entity provides healthcare 
benefits to its retirees. The employer should ac-
count separately for the healthcare benefits for 
active employees and for retirees in the group 
and should account for the retiree healthcare 
benefits in accordance with the requirements of 
Statement 45.

How This Affects Montana Local Governments
Many Montana local governments use an in-
ternal service fund to account for self-insured 
health benefits for both their current employees 
as well as retirees. Most local governments set 
premium rates for participants based on pro-

jected claims costs for both current and retired 
participants without any specific consideration of 
amounts for these two classes of participants. As 
a result, the accounting records for these internal 
service funds were never designed to separately 
identify amounts for retirees. While it may be rel-
atively easy to segregate current year premiums 
and claims cost for retirees, it is not so simple to 
segregate certain balance sheet accounts with-
out a significant amount of historical analysis or 
estimation. 

GASB 45 states that amounts related to retirees 
should be reported in an agency fund. Since an 
agency fund cannot report fund balance, there 
will implicitly be either a liability to, or a receiv-
able from, the internal service fund.

Addressing the Problem
So what are we to do? The first consideration 
is to determine whether the inclusion of retiree 
amounts in the internal service fund is material 
to the financial statements taken as a whole. If 
they are not, then a disclosure can be made in 
the OPEB footnote along the following lines:

Generally accepted accounting principles re-
quire that amounts related to retirees be ex-
cluded from the internal service fund used to ac-
count for health benefits for current employees. 
Management of Any Government, Montana has 
determined that such amounts are not material 
to the financial statements and, accordingly has 
not segregated them in the accompanying finan-
cial statements.

How do you determine whether retiree amounts 
are material to the financial statements? The 
question is, what basis for materiality should be 
used. It should be noted that the internal service 
fund used to account for health benefits and 
the agency fund that would be created if retiree 
amounts were segregated both “roll up” into the 
“aggregate remaining funds” opinion unit. If the 
segregation of retiree amounts into an agency 
fund would create a material misstatement be-
tween the income statement and balance sheet 
for this opinion unit, then it would be necessary 
to segregate the retiree amounts or, alternatively, 
have a qualified opinion on the financial state-
ments.

The exclusion of retiree amounts could also have 
a material effect on expenses and net assets in 
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the government-wide financial statements. How-
ever, because the materiality threshold for this 
opinion unit is typically much larger, it is less 
likely to create a material misstatement at the 
government-wide level.

If it is determined that there would be a material 
misstatement, and a qualified opinion is not ac-
ceptable, then the next step is to segregate retir-
ee amounts from the internal service fund. This 
process is highly dependent on the nature of the 
internal service fund’s activities. For example, it 
may be relatively easy to identify actual amounts 
of premium revenue, claims expense, premiums 
receivable and claims payable for retirees, but it 
may require some assumptions and estimation 
to determine how to allocate plan administration 
expenses, investment income, property taxes or 
other revenues, and other items that are not spe-

cifically attributable to retirees. Even cash and in-
vestments must be evaluated to determine what 
portion, if any, relates to retirees. The process 
of segregating retiree amounts is not just a one-
time effort; every year, a similar process must be 
undertaken to segregate current year amounts 
for retirees.

In Conclusion
I am not sure this was what GASB intended for 
smaller local governments who use internal ser-
vice funds to account for their health benefits, 
but it is the current rule. It would be nice if GASB 
would reconsider the rule and provide some re-
lief for smaller entities in the same way they did 
for the actuarial calculations. We can only hope!
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Is there any way to get money from a Traditional IRA into a 
Roth IRA without increasing the tax bill?
Yes!  Through charitable gift planning, the taxpayer can gen-
erate income tax deductions equal to the amount of income 
withdrawn from the Traditional IRA.  This can result in a dol-
lar for dollar offset without giving up the earning power or 
use of the asset given to charity!  

A Charitable Life Estate enables the taxpayer to make a gift 
of a personal residence or farm but still retain use of the 
asset for life.  This type of arrangement generates an imme-
diate deduction that is historically large due to our current 
low interest rates.  The taxpayer continues to use or farm 
the property, but concurrently generates a large charitable 
deduction that facilitates a “tax free” Roth conversion!

Another option is a Charitable Life Income Gift, such as a 
Charitable Gift Annuity or Charitable Remainder Trust.  By 
taking low yielding assets and using them to fund a Chari-
table Life Income Gift, the taxpayer generates yet another 
charitable deduction to offset the tax from the Traditional 
IRA withdrawal.  Further, in our current low interest rate en-

vironment, chances are good that the rate of payment from 
the Charitable Gift Annuity or Charitable Remainder Trust 
will exceed rates being realized on most other fixed income 
assets (such as CDs, Treasury Bonds, etc.). 

It seems likely that most people would choose a Roth IRA 
over a Traditional IRA if they knew they weren’t going to have 
to face increased taxes on the conversion.  So, consider 
engaging a charity to help you convert your Traditional IRA 
into a Roth IRA…“tax free”!

By guest writer Jim Soft, President
Yellowstone Boys and Girls Ranch Foundation
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