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TAX BENEFITS THROUGH
ROTH CONVERSION

Roth and traditional retirement accounts can
complement each other by creating tax diversification
and potentially maximize benefits for investors.

UNCERTAINTY OF FUTURE TAX RATES

Traditional 401(k)s and individual retirement accounts (IRAs) allow investors to
make pre-tax contributions, defer tax on investment returns, and then pay income
tax on all withdrawals. Roth 401(k)s and Roth IRAs, in contrast, require that
investors pay income tax on contributions up front and then accrue returns and
make withdrawals with no tax obligations.

The eventual outcomes of traditional vs. Roth accounts depend on the future vs.
present tax rates. If the future tax rate is lower, it is advantageous for investors to
utilize traditional accounts to dodge the currently higher tax rate and pay at a lower
rate in the future; conversely, Roth wins out.

However, it is hard to predict the trajectory of future tax rates. This makes a case for
adding or utilizing Roth accounts in combination of traditional accounts to diversify
the impact of tax.

HISTORY OF TAX RATES AS A REFERENCE

The current U.S. income tax rates are lower than many other periods in history. The
top marginal individual income tax rates were above 90% in the 1950s and early
1960s (Figure 1). These top rates were only applicable to those highly paid but
indicate that much higher tax rates could reemerge. A “wealth tax” is being
contended recently by some to address the income inequality.

Middle class workers also face the odds of a future tax rate hike. The U.S. public
debt stands at more than 100% of GDP. Economic growth could shrink the debt
burden; or alternatively taxes would need to rise to pay down the debt. Workers
making $50,000 in 2019 are paying the lowest marginal tax rate right now,
compared with those making an equivalent amount in history (adjusted for inflation),
since World War Il (Figure 1). The same pattern holds for workers making $100,000
or equivalent in history.
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Figure 1: Marginal federal income tax rates for hypothetical workers
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Notes: Deductions and exemptions are ignored for simplicity. lllustrations here do not constitute
investment or tax advice.

Source: Northern Trust illustrations based on “Federal Individual Income Tax Rates History,” Tax
Foundation.

The Tax Cut and Jobs Act (TCJA) of 2017 reduced tax rates (e.g., top rate at 37%)
and expanded standard deductions, among other provisions. Many tax reduction
provisions of TCJA are temporary and scheduled to expire in 2025, absent further
legislation by Congress.

If the investor believes the applicable income tax rates are more likely to rise in the
future, they should consider tilting towards Roth and converting a portion of assets
in traditional accounts to Roth accounts. The TCJA could be viewed as offering a
favorable time window to do so.

HOW TO UTILIZE ROTH?

When contributing, an investor can direct new savings into Roth, paying income tax,
while she is operating in a low income tax bracket; and she can switch to a
traditional account, deferring income tax, when her pay rises and her tax bracket
jumps to a high-enough level to tip the scales.

Regarding the existing traditional accounts, investors could convert part or all of the
assets into Roth accounts, if this move is deemed beneficial. This may not always
be doable for 401(k) accounts, because not every company offers an in-plan Roth
401(k) option.

There is income tax due upon Roth conversions. Conversions count towards
adjusted gross income for the year and are subject to ordinary income tax.
Moreover, withdrawing an amount from the traditional 401(k) or IRA to pay the tax is
deemed a distribution, which is subject to 10% penalty, if the withdrawal is earlier
than age 59 %. It is recommended that outside funds be used to cover such tax so
that the 401(k)/IRA funds stay intact to grow.

For clarity, Roth 401(k) has no income limit for qualified employees to participate. In
contrast, high-paid workers may not be eligible for contributing to an IRA. For
instance, a single taxpayer can make the full $6,000 tax-deductible IRA contribution
if their modified adjusted gross income is less than $122,000, a reduced contribution
after that, and no tax deduction above $137,000 for the 2019 tax year. But the IRS
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does not prohibit the conversion of an existing traditional IRA to a Roth IRA. The
2017 tax reform blocks the reversal (recharacterization) of Roth IRA conversions,
however, which was allowed in the past.

EXPECTED TAX BENEFITS OF ROTH

Roth accounts de facto enjoy a larger contribution limit. For instance, at a 25% tax
rate, the after-tax $19,000 contribution limit for Roth 401(k) in 2019 is equivalent to
$25,300 pre-tax for a traditional account. Note that traditional and Roth contributions
combine to count towards the contribution limit for preferential tax treatments.

Ownership of both types of accounts can accommodate more flexibility. It allows
investors to coordinate taxable and tax-free withdrawals, from traditional and Roth
accounts, respectively, together with Social Security benefits, to minimize income
taxes in retirement. Also, Roth accounts are not subject to the required minimum
distribution (RMD), which is binding on traditional accounts at age 70 ¥2. Thus Roth
accounts provide investors with more flexibility of withdrawals.

Roth accounts can assist with estate planning. Owners of Roth accounts effectively
prepay income tax for heirs without owing any gift tax or using up the unified federal
gift and estate tax exemption ($11.4 million for individuals in 2019, which is
scheduled to revert in 2025 back to $5 million, adjusted for inflation). Distributions
from inherited Roth accounts are not subject to income taxes. Assets intended for
charitable bequests would not benefit from Roth conversion, because the donations
are not taxed in the first place.

This brief discussion does not suggest that Roth is definitely superior to traditional
account, or vice versa. It mainly highlights that Roth is worth serious consideration
for many workers for its merits of tax diversification and withdrawal flexibility.
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NORTHERN TRUST RETIREMENT SOLUTIONS
Please contact the Northern Solutions

As one of the largest managers of DC assets in the United States, our team has Group at (855) 645-8303 or email at
deep expertise in developing innovative answers to challenges faced by many of NorthernSolutionsGroup@ntrs.com.
the world’s largest DC plan sponsors. Collectively, these sponsors have entrusted

us to manage more than $166 billion and to provide custody and administrative

services for more than $453 billion in DC assets as of December 31, 2018. We take

a consultative approach to addressing the needs of plan sponsors and participants

while offering a suite of solutions aimed at improving retirement outcomes.

NORTHERN TRUST ASSET MANAGEMENT

As a leading global asset management firm, our investment expertise, strength and
innovation have earned the trust and confidence of the world’s most sophisticated
institutional and individual investors.

With $885 billion in total assets under management,* and a long standing history of
solving complex challenges, we believe our strength and stability drive opportunities
for our clients. Our comprehensive asset class offering includes passive, factor-
based, fundamental active and multi-asset class solutions that are available in a
variety of investment vehicles. Learn more at northerntrust.com/strength.

IMPORTANT INFORMATION

The information contained herein is intended for use with current or prospective clients of Northern Trust Investments, Inc. The information is not
intended for distribution or use by any person in any jurisdiction where such distribution would be contrary to local law or regulation. Northern Trust
and its affiliates may have positions in and may effect transactions in the markets, contracts and related investments different than described in this
information. This information is obtained from sources believed to be reliable, and its accuracy and completeness are not guaranteed. Information does
not constitute a recommendation of any investment strategy, is not intended as investment advice and does not take into account all the circumstances of
each investor. Opinions and forecasts discussed are those of the author, do not necessarily reflect the views of Northern Trust and are subject to change
without notice.

This report is provided for informational purposes only and is not intended to be, and should not be construed as, an offer, solicitation or
recommendation with respect to any transaction and should not be treated as legal advice, investment advice or tax advice. Recipients should not rely
upon this information as a substitute for obtaining specific legal or tax advice from their own professional legal or tax advisors.

Indices and trademarks are the property of their respective owners. Information is subject to change based on market or other conditions.

Past performance is no guarantee of future results. Performance returns and the principal value of an investment will fluctuate. Performance returns
contained herein are subject to revision by Northern Trust. Comparative indices shown are provided as an indication of the performance of a particular
segment of the capital markets and/or alternative strategies in general. Index performance returns do not reflect any management fees, transaction costs
or expenses. It is not possible to invest directly in any index. Gross performance returns contained herein include reinvestment of dividends and other
earnings, transaction costs, and all fees and expenses other than investment management fees, unless indicated otherwise.

Northern Trust Asset Management is composed of Northern Trust Investments, Inc. Northern Trust Global Investments Limited, Northern Trust Global
Investments Japan, K.K, NT Global Advisors Inc., 50 South Capital Advisors, LLC and investment personnel of The Northern Trust Company of Hong Kong
Limited and The Northern Trust Company.

© 2019 Northern Trust Corporation. Head Office: 50 South La Salle Street, Chicago, Illinois 60603 U.S.A.

! Asset under management as of December 31, 2018.
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