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During a recent discussion about Roth conversions, one of our attorneys identified a scenario that may apply
to higher income individuals who, because of high marginal tax rates, are making or have made traditional
pre-tax 401(k) deferrals during their working careers, but have eschewed Roth deferrals. He postulated the
case of an individual, who after reaching age 67, retires and won’t be subject to (and does not want to take)
required minimum distributions until age 73.

For the convenience of example, assume no other taxable income and ignore any state tax. If the individual
converts $100,000, the federal tax (using 2023 rates) would be $14,260. Further assume that the individual
uses other assets to pay the income tax. Let's also assume $100,000 is converted each year for 5 consecutive
years and the investments return 5% compounded annually so that when the individual is 73 years old, the
Roth balance is $580,000.

Roth conversion calculators are helpful tools but, just like this example, have to make certain assumptions.
One is that the converted Roth account will be distributed and the models base the conversion decision on
current tax rate and conversion cost, projected future tax rate and the number of years before distributions will
begin. Applying the information inserted to the program, a given model predicts whether a conversion will
result in more or less money after taxes and when distributions commence.

However, what if the individual considering a Roth conversion is motivated not by the extra money that may be
available for distribution during the account owner’s lifetime, but by the income tax-free advantage that may be
available to the beneficiary?

In the example above, our generous planner would have $580,000 in the Roth and would have paid $71,300
in federal taxes; or would have $580,000 in a traditional account at age 73. If the funds sit in a Roth account,
when the owner attains age 73, no RMDs are required. After 10 years at 5% compound annual earnings, the
Roth account has a value of approximately $944,750.

If the owner did not make the conversion and commenced only RMD distributions at the beginning of each
year upon attaining age 73, the estimated traditional account balance at age 83 would be $595,179.

See the following table for the calculations.
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RMDs FROM TRADITIONAL ACCOUNT

D H
B C (B/C) E F G G x1.05

A Beginning | RMD RMD 28%xD (D-E) (B-D) 5% Return
Age Balance Factor | Amount [|Federal Tax| Net After Tax Balance Ending Balance
73 5580,000 26.5 521,887 56,128 $15,758 5558,113 $586,019
74 $586,019 | 255 | 522,981 56,435 $16,546 $563,038 $591,190
75 $591,190 | 24.6 | 524,032 $6,729 $17,303 $567,158 4595 516
76 $595,516 | 23.7 | 525,127 57,036 $18,092 $570,389 $598,908
77 $598,908 229 | $26,153 57,323 $18,830 $572,755 $601,393
78 $601,393 22 927,336 57,654 $19,682 2574,057 $602,760
79 $602,760 21.1 | 528,567 $7,999 $20,568 $574,193 $602,903
80 5602,903 | 20.2 | 529,847 58,357 521,490 5573,056 5601,709
81 5601,709 19.4 | 531,016 58,684 522,331 5570,693 $599,228
82 $599,228 18.5 | $32,391 59,069 $23,321 5566,837 $595,179
83 $595,179

Total: 193,922

Assumed Earnings on
$60,900
Net After-Tax*
Total After-Tax $254,822

*Estimated based on 5% compound earnings and without adjusting for taxes on the earnings.

So how do the two approaches compare?




Traditional without
Roth Conversion )
Conversion

Converted Roth balance at age 83 available for
distribution to beneficiary or beneficiary over 10 $944,750

yvears based on life expectancy or expectancies

Tax cost of conversion and lost earning (571,300)
opportunity (5%) over the initial 10-year period I (544,840)
Traditional pre-tax balance at age 83 $595,179
28% tax on pre-tax balance $166,650
Net traditional benefit after tax $428 529
Total after tax reinvestment $254,822
Total of the two Traditional rows above and [
compared to the Roth Conversion (5683,351) >683,351
Net additional Roth benefit available for

$145,259

beneficiary

This example anticipates that the Roth conversion tax cost will be paid from funds outside the plan so as to
maximize the Roth conversion. It uses a 5% compound annual return and as the financial markets have
recently reminded us, nothing in this regard is certain. It also anticipates that the net after-tax distribution from
the traditional account will be saved and reinvested. That assumption is likely optimistic. For a comparison at a
moment in time when the account owner is age 83, the example calculates the federal tax on the entire
account balance rather than continued deferral during the beneficiary’s permitted 10-year withdrawal period.

From a planning perspective, if you have made it to 83 and are the owner of the account who has made the
Roth conversion, good for you! Keep going. You have approximately $944,000 available to you on a federal
income tax-free basis, if you need or want to use it. If you do not need or want to apply it, subject to
investment results, it should continue to appreciate until your death. At that time, distributions would
commence and be made over 10 years. The minimum distributions required for your beneficiaries would likely
allow the fund to continue to grow until the final distribution at the end of the 10-year distribution period. The
following table is an example of the potential further accumulation of federal income tax free Roth funds during
and up to the expiration of the beneficiary’s 10-year distribution period. The example assumes the beneficiary
is 50 years old at the time of the owner’s death.



BENEFICIARY ROTH RMDs

B c . E Ex i 05
.ﬁ:e Beginning RMD LB":':;: (B-D) Invested with
Balance Factor Balance 5% return
Amount .
Ending Balance

50 $944,750 36.2 526,098 $918,652 $964,585
51 $964,585 35.2 527,403 $937,182 5984,041
52 5984,041 34.2 528,773 5955,268 51,003,031
23 $1,003,031 33.2 530,212 $972,819 51,021,460
54 51,021,460 32.2 531,722 5989,738 51,039,225
55 51,039,225 31.2 533,308 $1,005,917 51,056,212
56 51,056,212 30.2 534,974 51,021,238 51,072,300
57 51,072,300 29.2 536,723 51,035,577 $1,087,356
58 51,087,356 28.2 538,559 51,048,797 51,101,237
59 51,101,237 1 51,101,237 50 50
Total: 51,389,009

In this hypothetical, the beneficiary ultimately receives $1,389,009 free from federal income tax from the

original $500,000 Roth conversion.

For demonstration purposes this may be an extreme example. However, it did get your attention and
hopefully, will trigger your interest to consider a Roth conversion as part of your overall estate

planning.

Reach out to your estate planning attorney for more information or to review your estate plan details.
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