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Now May Be a Good Time to Convert
Your Traditional IRA to a Roth

The financial fallout from the pandemic poses an opportunity for traditional IRA owners to reduce the tax bite when

converting to a Roth IRA. But converting does not make sense for everyone, so make sure you weigh the pros and cons.

Roth conversions have
surged in recent months,
with Fidelity reporting a
76% increase in first
quarter conversions.

Anyone who is thinking of converting their traditional IRA to a Roth IRA may want to

do it this year. Why? Because today's unique conditions create an opportunity to

minimize the tax bite from converting. In fact, many have already taken advantage of

this opportunity. Roth conversions have surged in recent months, with Fidelity

reporting a 76% increase during the first quarter in comparison to a year earlier.1

But before you begin to decide whether or not to convert, make sure you are familiar

with what's involved with a Roth conversion.

What's a Roth Conversion?

When you convert your traditional IRA to a Roth IRA, any deductible contributions

you had made, along with any investment earnings, are taxed as ordinary income for

the year of the conversion. That means the taxable value of the conversion could

push you into higher federal and state tax brackets.

You will be responsible for full payment of all taxes in the year the conversion is

made. If you use assets from the traditional IRA to pay those taxes, the tax amounts

could be treated as premature withdrawals, so you could be subject to additional

taxes and penalties.

Depending upon your personal financial situation, a Roth IRA conversion could

potentially provide a tax-adjusted benefit over time, provided you meet the eligibility

requirements.

Why Now?

The coronavirus pandemic has created unique conditions that may make a Roth

conversion more attractive than usual.

Your taxable income may be lower. If, like millions of Americans, you have been

furloughed or laid off, or your sales commissions are down, you will likely report

lower taxable income for 2020. This may put you in a lower tax bracket so that

monies converted to a Roth would be taxed at a lower rate than would otherwise
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apply. For instance, converting a $15,000 IRA when your marginal federal tax rate is

12% saves $1,500 of tax compared to converting at a 22% marginal rate -- and that

does not include state tax, which might also drop.2

Your business may incur a loss. The pandemic is causing many businesses to

close or incur a loss. If you expect to report a business loss on your personal return,

you may be able to convert to a Roth at a reduced tax cost. With the Roth

conversion creating additional income, you could use the loss generated by the

business to offset some or all of that income.

Your IRA balance may be down. To minimize taxes, it's better to convert assets

when they're low in value. Although U.S. stocks have recovered most of the ground

lost in February and March, many an IRA balance may still be well off its peak,

depending on how it is invested.

RMDs are suspended for 2020. As part of the CARES Act, required minimum

distributions for traditional IRAs and qualified retirement plans were suspended for

this year. Not taking distributions from a traditional IRA might keep or put you in a

lower tax bracket by reducing your taxable income, making it even more desirable to

convert to a Roth.

Current tax rates are low and could go up. The 2017 Tax Cuts and Jobs Act

(TCJA) reduced federal tax rates, cutting the top marginal rate to 37%. That's

relatively low compared with recent history. Given the $2 trillion price tag of the

pandemic bailout (so far) and the ballooning budget deficit, it's reasonable to

assume that at some point, tax rates may increase. When this might happen is

anyone's guess, but converting while rates are relatively low is a good idea.

To Convert or Not?

Whether you would be better off leaving your funds in a traditional account or

moving all or some of them to a Roth IRA will depend upon your personal

circumstances. Generally speaking, Roth IRA conversions are best suited for

investors who have significant time until retirement, are high wage earners, think

they may be in a higher tax bracket at retirement, or are looking for an estate

planning tool to help pass wealth to their heirs.

Whatever your circumstances, keep in mind that IRS rules governing IRAs and

conversions are complex. So be sure to consult with a financial or tax professional

before deciding.
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