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Planning Note: Roth Conversions

n recent months, more and more people have

been discussing the benefits of converting Tra-
ditional IRAs to Roth IRAs. In this planning note,
we will outline what to consider when thinking
about whether a Roth conversion is right for you.
Please note that the tax impacts of a conversion
vary; so before taking any action, make sure to
consult your tax advisors.

How do Traditional and Roth
IRAs differ?

Both Traditional and Roth IRAs allow assets to
grow tax-deferred; but they have some key dif-
ferences.

With a Traditional IRA, investors who are 1.) Un-
der a certain income and 2.) Not covered by a
retirement plan through work can make tax-de-
ductible (pre-tax) contributions each year. When
you make a withdrawal, the funds are taxed as
ordinary income. Traditional IRAs require you
to begin taking distributions by a certain age,
which used to be 70%, but was changed by the
SECURE Act to 72 for those who were not 70%
at the end of 2019.

By contrast, a Roth IRA, created by Senator Wil-
liam Roth in 1997 as part of the Taxpayer Relief
Act, allows investors to make annual contribu-
tions with after-tax dollars. The primary benefit
and the reason Roth IRAs are so attractive is
that distributions are tax-free and there are no
required distributions at any age. So, if you do
not need to access the money in retirement, you
can continue to grow your Roth IRA unhampered
by taxes or mandatory distributions. Both Tra-
ditional IRAs and Roth IRAs have rules around
distributions prior to age 59%: that should be re-
viewed if funds will be needed prior to that age.

Key Takeaways

¢ Roth conversions can be powerful tools
for legacy planning

e Conversions don’t need to be all or
nothing; partial conversions might be the
most efficient way to achieve your goals.

e Roth conversions do not make sense
for everyone and should be evaluated
carefully with your tax advisor.

What is a Roth conversion?

A Roth conversion occurs when you take Tradi-
tional IRA assets (some or all) and transfer them
into a Roth IRA. Since Traditional IRA distribu-
tions are taxable, you have to pay taxes on the
money you transfer. The taxes owed can be sig-
nificant depending on your tax bracket; but any
future withdrawals from the Roth IRA (by you or
your heirs) will be income tax-free.

Aren’t there income limits for
setting up a Roth IRA?

Yes and no. To be eligible to make annual contri-
butions to a Roth IRA there are income limits you
can't exceed. In 2021 the income limit for an indi-
vidual to make a full contribution was $140,000
and joint income can’'t exceed $208,000. That
said, in 2010 the government began allowing
Roth conversions; and a Roth IRA that is created
through a Traditional IRA conversion is not sub-
ject to any income limits.

Why isn’t everybody doing this?

As with many financial planning considerations,




it's not that simple. To make the best decision for  Scenarios in which a Roth
your situation, you need to understand the rules conversion mlght be a gOOd idea:

and potential consequences. For example:

e Your main goal is to transfer the money in
your traditional IRA income tax-free to the
next generation. Before the SECURE Act, this
was often accomplished with a stretch IRA.
Specifically, a non-spouse beneficiary who

e Assets converted from a Traditional IRA to a
Roth IRA are taxed at your current tax rate.
Often, this will result in a hefty tax bill, espe-
cially if you live in a high-tax state.

e Conversions increase your income in the cur- inherited an IRA could stretch out distribu-
rent tax year, potentially affecting other re- tions throughout their lifetime, allowing the
tirement expenses. For example, your Medi- IRA assets to keep growing without trigger-
care premiums (determined by your income ing a large tax bill for the beneficiary. Since
two years prior) can increase if the conver- the SECURE Act did away with stretch IRAs,
sion pushes you into a higher tax bracket. non-spousal beneficiaries (and a few other

. . excepted categories) must now withdraw all

How dO you deCIde lfa ROth the assets in the IRA within ten years of the

conversion is right for you? original holder’s death.

Depending on how many of the following sce- © You expect to move into a higher tax brack-
narios apply to you, you'll get a clearer picture et and/or tax rates are expected to mcre_ase.
as to whether there are more pros or cons and The graph below demonstrates how various

whether a Roth IRA conversion makes sense for ev_ents throughout the course of your life can
. . . drive tax bracket changes.
you at this point in your life.
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Scenarios in which a Roth conversion might be
a good idea (continued):

¢ You have the cash to pay the taxes outside
of the IRA funds.

e There has been a sudden drop in the mar-
kets. If you're converting a smaller amount of
money, your resulting tax bill will be smaller
and you are reinvesting the funds in the Roth
IRA.

e You're in a lower-income year.

¢ You have losses or deductions in the same
tax year to offset the income increase caused
by the conversion.

¢ You do not need the money anytime soon.
The longer you wait to withdraw the money
in your Roth IRA, the more time you’ll have to
recoup your setback from the taxes paid for
the conversion.

e You are moving to a state with higher state
income taxes, in which case you might want
to pay taxes on your conversion while still in
the lower-tax state.

e A large portion of your Traditional IRA is
from non-deductible contributions made
over prior years (above a certain income lev-
el, you can no longer make tax-deductible
contributions). For non-deductible contribu-
tions, only the earnings or appreciation would
be included in the taxable component of the
conversion. For example, if you made annu-
al non-deductible contributions of $6,000 for
ten years, totaling $60,000, and with market
growth your IRA is now worth $100,000, you
would not be taxed on the $60,000 (your ba-
sis), just the $40,000 of growth.

¢ You have retired but you're not yet 72. For
many people, this is the ideal time because
they are in a lower income bracket but not
yet required to take annual required minimum
distributions (RMDs) from the Traditional IRA.
RMDs are considered ordinary income and
can increase your marginal tax rate.

Scenarios in which a Roth
conversion might be a bad idea:

¢ You do not have the money to pay the hefty
tax bill associated with the conversion with-
out dipping into your IRA funds. By using IRA
funds, you would be paying taxes on taxes.

e It will bump you into a higher tax bracket.

e You expect to be in a lower tax bracket later
(such as in retirement). You always want to
convert when you are in a lower tax bracket.

e You plan to leave your IRA to a charity.

e You're close to retirement and/or plan to live
on the IRA RMD money in retirement.
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Partial conversions: a good
compromise

Roth conversions don’t have to be all-or-nothing
propositions. You can convert just a portion of
your Traditional IRA, or you can spread the con-
version out across several tax years. Often, peo-
ple will convert as much as they can each year
without moving into a higher tax bracket.

Partial conversions can be excellent ways to di-
versify account types. Having both pre-tax and
after-tax accounts allows you more flexibility to




generate income for living expenses in retire-
ment, and it can also mitigate the tax impacts of
large RMDs.

Depending on your income level in retirement, it
might be more tax-efficient to realize long-term
capital gains in taxable accounts than to take
IRA distributions. For example, the long-term
capital gains tax rate is 15% for most people.
Let's say you originally bought $50,000 of stock
which is now worth $75,000. If you need $75,000
for annual living expenses and decide to sell all of
that stock, you will have to pay 15% tax on the
$25,000 of growth, so $3,750 in tax. If you instead
decide to withdraw $75,000 from your Tradition-
al IRA, the full $75,000 will be taxed according to
your income tax rate. Depending on the year, that
rate could be much higher than 15%.

The most important takeaway here is that every
situation is different, and whether or not to pursue
a Roth conversion is not a black and white deci-
sion. As we have outlined, it depends not only on
your short- and long-term goals, but also on the
likelihood of certain situations and policies to un-
fold in the future. Of course, before you make this
or any decision that has an impact on your tax
situation, it is important to consult with your tax
advisor. We are happy to work with them to run
different scenarios and help you assess whether
a Roth conversion is right for you.

This newsletter is intended for educational purposes
only. For financial planning advice specific to your
needs or for further information, please consult your
portfolio manager.






