
WHAT IS A 
ROTH CONVERSION 
AND WHY SHOULD 
I DO ONE?



QUALIFIED CHARITABLE
DISTRIBUTIONS

Many charitably inclined retirees find themselves in a
position where they are no longer itemizing their taxes
and getting the tax benefits of large charitable
donations. At the same time, they may find themselves
with concerns about the size of their IRA and the tax
impact of the 10 year rule. For those retirees, a
qualified charitable distribution (QCD) will allow them
to receive a tax break for their charitable giving and
reduce the size of their IRA.

This strategy is available for IRA accounts only (no
401(k)’s, 403(b)’s, etc.) and the owner must be over the
age of 70.5. If these requirements are met, up to
$100,000 can be donated per person per year directly
from the IRA to the charity. These distributions will not
be subject to income taxes and for those who have
reached RMD age the distribution counts towards their
required distribution for the year.

QUALIFIED CHARITABLE DISTRIBUTIONS EXAMPLE:

Larry has a $3 million IRA account with a $131,000 required distribution and
due to a generous pension and other sources of income he is in the 35% tax
bracket and does not need the funds from the withdrawal. He would like to
gift $100,000 to his church as a qualified charitable distribution. By doing so,
he can save himself $35,000 in taxes and reduce his required distribution to
$31,000.



When saving in a retirement account an investor has two options, to save 
money pre-tax or Roth.  

Pre-tax savings result in a tax deduction of the amount contributed each 
year (assuming you are not over any applicable income limits), tax-deferred 
growth of the investments, and an income tax bill each year as the assets 
are withdrawn in retirement.

When an investor saves money into a Roth account they do not get the tax 
deduction on the funds they contribute and as long as applicable holding 
requirements are met the funds are tax free whenever withdrawn.

A Roth conversion is completed when an investor chooses to move funds 
from their pre-tax account - like a Traditional IRA - into their Roth account - 
like a Roth IRA. In exchange for doing so the investor elects to intentionally
pay taxes in the year of the conversion at whatever their tax rate is for that 
given year.

When saving in a retirement account an investor
has two options, to save money pre-tax or Roth. 

John and Jane have a taxable income in 2022 of $100,000
putting them in the 22% tax bracket. They decide to
convert $50,000 from their Traditional IRA to their Roth
IRA. Considering the upper limit for the 22% bracket in
2021 is $178,150, the full $50,000 conversion will be taxed
at the 22% rate leading to a tax bill of $11,000 to complete
the conversion. 

To make the conversion as tax-efficient as possible and to
ensure the maximum compounding of their Roth IRA, John
and Jane will pay the tax bill from their taxable money
instead of withholding some of the converted funds.

FOR EXAMPLE...



They believe tax rates will rise in the future.  

The likelihood that tax rates will rise in the future is another reason an
investor may believe that they are in a lower tax rate now than they will be in
the future. With the Biden administration pushing for a new tax bill that would
raise taxes on many high income individuals and the Tax Cuts and Jobs Act
(TCJA) set to sunset after 2025 there is a chance that investors making the
same amount of money could find themselves in a higher tax bracket. A tax
savvy strategy to utilize the current low tax rates would be to convert assets
now in anticipation of higher rates in the future.

Why would an investor want to complete 
a Roth conversion?

They are in a lower tax bracket than they typically would be.  

The math behind a Roth conversion is such that you come out ahead if you
can intentionally pay taxes at a lower rate than you might otherwise have to
pay. If someone anticipates a substantial increase in income in the future - for
example, someone who recently received a major raise - or is having a low-
income year - someone who was between jobs for a portion of the year - can
take advantage of the lower tax rate by converting assets to Roth.
 funds.

FOR EXAMPLE...

John and Jane have a combined taxable income of
$250,000 and anticipate earning a similar income for
many years in the future. In 2022, that level of income
would fall in the 24% bracket while if we assume the
current tax rates sunset to pre-TCJA rates after 2025 the
same taxable income would land them in the 33%
bracket. John and Jane can convert up to the top of the
24% bracket (up to $116,000 per year) to lock-in the lower
tax rate.



They previously retired and are in the tax planning window.

For those interested in learning more about the retirement tax planning
window should read the full post linked above - at a high level, many retirees
have a window after retirement and before they claim social security and
must begin taking RMD’s where their income is substantially lower than it has
been previously and will be in the future for a handful of years. By converting
funds to Roth, they both complete a tax rate arbitrage but also reduce future
RMD’s and protect their beneficiaries from potentially substantial increases in
taxable income brought about by the SECURE Act’s 10-year rule.

Jerry retired at the age of 62 and while living off
roughly $120,000 per year he has taxable
assets to support his lifestyle until he begins
Social Security at age 70 and begins taking
RMD’s at age 72 meaning he will be in an
artificially low tax bracket for the next 8-10
years. His RMD projections indicate that he will
be required to withdraw significantly more than
needed and his only child is a high earner who
will be severely taxed when they ultimately
inherit the money and fall subject to the 10-year
rule. As such, he elects to convert up to the top
of the 22% bracket ($89,075) each year until
RMD age to tax-efficiently convert his IRA assets
to Roth to help address his concerns.

FOR EXAMPLE...



They would like to complete backdoor Roth contributions in the future.

In order to contribute to a Roth IRA in 2022 you must be below the income
limit - the phaseout begins at $129,000 for single filers and $204,000 if
married filing jointly. Tax savvy savers will utilize the backdoor Roth
contribution to get around the income limit by contributing to an IRA and
subsequently converting the funds to Roth. To learn more about the logistics
of a backdoor Roth click the link above - in short, due to the pro-rata rules
around deductible and non-deductible IRA monies an investor can convert all
IRA monies in order to utilize this savings technique each year.

FOR EXAMPLE...

Joe has a $35,000 IRA and would like to save $6,000 to a Roth IRA each year
moving forward. He earns over $200,000 a year and as a single tax filer is over
the income limit to contribute to a Roth IRA or to deduct a Traditional IRA
contribution. By utilizing the backdoor Roth contribution strategy, he can
make a $6,000 non-deductible contribution to his IRA and convert the full
$41,000 in his IRA to Roth. This will allow him to complete the backdoor Roth
contribution each year moving forward as well.



They want to tax advantage of a market decline.  

When the market declines, sophisticated planners find ways to utilize the
decline in value in pursuit of long-term goals. One way to do that is to convert
assets to Roth at a temporarily depressed value, taking advantage of the
lower account value to minimize the tax cost of the conversion.

Jay has a $50,000 IRA that he intends to convert and is in the 24% tax
bracket. During the year, the market has a 35% decline as a reaction to an
unexpected global pandemic. While many investors panic because of the
decline, Jay intends to make sophisticated moves that will benefit him during
the temporary decline including converting his IRA - which is now worth
$32,500. By converting the IRA during the downturn, he is able to reduce the
tax cost of the conversion from $12,000 to $7,800 saving $4,200 on his tax
bill.

FOR EXAMPLE...

Would you like to understand whether the content 
discussed in this post is appropriate for you and how it 

may fit in to your overall financial plan?
Schedule an introductory phone call with our team here.

214-400-1001
 

The case studies used are for illustrative purposes only. Individual cases will vary. Any information is not a complete summary or statement of all 
available data necessary for making an investment decision and does not constitute a recommendation. Prior to making any investment 

decision, you should consult with your financial advisor about your individual situation.
 

Any opinions are those of the author and not necessarily those of Raymond James.
 

Please note, changes in tax laws may occur at any time and could have a substantial impact upon each person's situation. While we are familiar 
with the tax provisions of the issues presented herein, as Financial Advisors of RJFS, we are not qualified to render advice on tax or legal matters. 

You should discuss tax or legal matters with the appropriate professional.
 

Unless certain criteria are met, Roth IRA owners must be 59½ or older and have held the IRA for five years before tax-free withdrawals are 
permitted. Additionally, each converted amount may be subject to its own five-year holding period. Converting a traditional IRA into a Roth IRA 

has tax implications. Investors should consult a tax advisor before deciding to do a conversion. 

 

https://calendly.com/michaeldunham/introductory-planning-meeting?month=2021-08

