
                         Threading the Needle 
statement meant to sooth markets: “The U.S. bank-
ing system is sound and resilient.  Recent develop-
ments are likely to result in tighter credit conditions 
for households and business and to weigh on eco-
nomic activity, hiring, and inflation.”  In other words, 
disruptions in the banking sector should serve to do 
the job of several rate hikes and keep further in-
creases to a minimum if not entirely at bay.   

After the Fed’s January meeting, the accompanying 
Fed statement indicated the need for “ongoing in-
creases.”  The March statement’s seeming acquies-
cence that “some additional policy firming may be 
necessary” is decidedly dovish and expectations for 
future hikes have ratcheted lower.  After all, regional 
banks are at the epicenter of the current crisis and 
account for 40% of all lending and 67% of commer-
cial real estate lending.  To say that credit conditions 
have tightened in the last two weeks may be an 
understatement.  Indeed, Goldman Sachs econo-
mists increased the probability for recession in the 
next 12 months to 35% from 25% before the failure 
of Silicon Valley Bank.   

Banking sector turmoil sparked a surge in volatility 
and the largest one-day rally in short-term govern-
ment bonds since the stock market crash of 1987.  It 
is said that Fed policy tends to follow the yield on 
the two-year Treasury note.  Just prior to the col-
lapse of SVB, the yield on the two-year Treasury 
topped 5% for the first time since 2007.  On the 
Monday following the weekend failure of SVB, the 
yield on the two-year Treasury plunged to 4.030%, a 
stunning 20% single-day price increase.  Today, the 
yield on the two-year Treasury stands at 3.85%.  
Using the two-year Treasury yield as guide, the 
bond market is clearly signaling that it won’t be long 
before the Fed is forced to cut interest rates. 

In response to the banking crisis, the federal gov-
ernment stepped in to guarantee all deposits at 
Silicon Valley and Signature banks.  In addition, the 
Federal Reserve rolled out a new Bank Term Fund-
ing Program to prevent banks from having to sell 
underwater government bonds at a loss and a cur-
rency swap line to stem further contagion at foreign 
banks.  In the span of two weeks, the Fed’s balance 
sheet ballooned higher by almost $400 billion, effec-
tively unwinding 60% of quantitative tightening 
measures intended to reduce the Fed’s balance 
sheet over the last year.   

With the abrupt halt of quantitative tightening, at 
least for now, and increasing likelihood for an immi-
nent pause in the ongoing rate-hike cycle, it is 
tempting to become more constructive on equity 
markets.  In our January Outlook for 2023 newslet-
ter, we predicted a 10% trading range between 3400 
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espite continued tightening by the Federal 
Reserve in the wake of the worst banking 
crisis since the Great Recession of 2008-09, 

the stock market finished the first quarter on solid 
footing with the S&P 500, Dow Jones Industrial 
Average and NASDAQ Composite turning in re-
spective quarterly gains of 7.03%, 0.38% and 
16.77%.  While these gains are welcome after a 
forgettable 2022, market breadth was decidedly 
lopsided for the quarter, with the top five performers 
(Apple, Microsoft, NVIDIA, Tesla and Meta) ac-
counting for 102% of the S&P 500’s gain. The rising 
tide of mega-cap tech could not lift all boats and the 
average performance for all other components of 
the S&P 500 was negative for the quarter.   

In addition to the bailout of Credit Suisse by Swiss-
rival UBS, the failures of Silvergate, Silicon Valley 
and Signature Banks mark a dramatic potential turn 
for the U.S. economy and Federal Reserve policy.  
As predicted in our “Brake or Break” newsletter of 
October 2022, a pause in Fed tightening is often 
predicated by economic wreckage and these recent 
failures suggest that Fed policy has reached a tip-
ping point.   

Prior to the very recent banking crisis, the U.S. 
economy remained resilient, stubbornly so in light of 
the most rapid string of consecutive rate hikes since 
the early 1980s.  With unemployment near a 53-
year low at 3.4% and GDP estimated at approxi-
mately 2.5% for the first quarter, widespread expec-
tations for an imminent recession seemed to have 
been thwarted.  While manufacturing activity has 
contracted for five consecutive months, consumer 
spending on services has buoyed economic growth 
and fueled a persistent rise in inflation.  While infla-
tion is certainly cooling, CPI at 6% and core PCE 
index (the Fed’s preferred gauge) at 4.6% remain 
well above the Fed’s 2% inflation target.   

Indeed, hawkish Fed rhetoric throughout the first 10 
weeks of the year convinced market participants 
that the Fed’s rate-hike campaign would not pause 
until its terminal rate reached 5.5%.  Some Fed 
watchers even predicted the Fed would not stop 
until reaching the 6% threshold.  With one fell 
swoop, the collapse of Silicon Valley and Signature 
banks increases odds for recession and turned an 
otherwise hawkish Fed dovish overnight.   

If not for the new banking crisis, it was widely ex-
pected that the Fed would hike rates by another 50 
basis points at the March-month-end meeting.  
Instead, Chairman Powell and the Federal Reserve 
lifted the benchmark rate higher by only 25 basis 
points to a target range between 4.75% to 5%.  This 
so-called “dovish hike” was accompanied by a Fed 

to 4200 on the S&P 500 and we are only 2% away 
from the higher end of that range.   

While a pause in rate hikes would be an undenia-
ble condition for us to become more bullish, we’re 
not yet convinced that such a pause won’t be ac-
companied with a harder economic landing than is 
currently anticipated by the market.  Although the 
Fed has taken necessary steps to reign in potential 
banking contagion, shares of First Republic Bank 
remain down 90% from very-recent highs and may 
portend additional trouble ahead.  Home prices are 
finally falling for the first time in a decade.  Approxi-
mately $1.5 trillion of commercial real estate debt 
comes due over the next three years at a time 
when remote-work-induced office vacancies may 
pose heightened risk.  A further reduction in corpo-
rate earnings estimates would not be surprising 
and valuations may prove lofty should economic 
activity soften further.  And while we do believe that 
a pause in Fed rate hikes is imminent, we are not 
convinced that the Fed will be so quick to cut rates.  
Unless further banking contagion or economic 
wreckage warrants it, the path of least resistance is 
for the Fed to simply stand pat and give the lagged 
effect of previous rate hikes a chance to fully per-
colate.   Being careful what we wish for, a Fed 
forced to cut rates in short order would very likely 
correlate with a harder-than-desired economic 
landing or outright recession, outcomes that may 
not be fully priced in by the stock market.  

In addition, we don’t see any short-term solution to 
the ongoing war in Ukraine or cold war between 
the U.S. and China.  While these geopolitical risks 
are well-known, they also present a wider degree 
of potential outcomes and subsequent tail risk.   

In the meantime, with over $5 trillion of retail cash 
on the sidelines and stock buybacks estimated to 
reach almost $1 trillion this year, there is significant 
dry powder to buy any material dip.  Further, inves-
tor sentiment has rarely been so negative which is 
a very bullish contrary indicator.  Finally, with the 
stock market turning in consecutive quarterly gains 
since bottoming last October, technical indicators 
have improved.  Out of 14 previous bear market 
cycles for the S&P 500, only two cycles pierced 
new lows after witnessing back-to-back quarterly 
gains.   

For now, we are happy to hold a higher allocation 
to money market cash that currently pays a very 
attractive yield.  We remain cautious and will be 
watching for signs that the Fed has successfully 
threaded the needle by closing in on its inflation 
target without inducing unwarranted economic 
damage.     
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Sector Weightings Relative to S&P 500
Ranked by Largest Overweight

Air Products & Chemicals Inc. APD

Alphabet Inc. Class A GOOGL

Visa Inc. V

United Parcel Service Inc. UPS

Starbucks Corp. SBUX

PepsiCo Inc. PEP

Texas Instruments Inc. TXN

JP Morgan Chase & Co. JPM

Comcast Corp. CMCSA

Berkshire Hathaway Inc. Cl. B BRKB

Microsoft Corp. MSFT

BlackRock Inc. BLK

Emerson Electric EMR

Amgen Inc. AMGN

Bristol-Myers Squibb Co. BMY

Chevron Corp. CVX

Canadian National Railway Co. CNI

Apple Inc. AAPL

Medtronic PLC MDT

Johnson & Johnson JNJ

Walgreens Boots Alliance Inc. WBA

Charles Schwab Corp. SCHW
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The S&P 500 Index or the Standard & Poor's 500 Index is a market-capitalization-weighted index of the 500 largest U.S. publicly traded companies. The S&P 500 is a float-weighted index, meaning company

market capitalizations are adjusted by the number of shares available for public trading. Note: Investors cannot invest directly in an index. These unmanaged indices do not reflect management fees and

transaction costs that are associated with most investments.
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Primer on Roth IRA 

3 

The article on the back page illustrates provisions of the new SECURE Act 2.0 that emphasize ROTH IRA planning.  This “Rothification” of retirement planning 
provides an opportunity to review the features and benefits of the ROTH IRA (ROTH) as part of an individual retirement distribution strategy. 

While there is no immediate tax benefit, the long-term benefits of a ROTH are clear.  ROTH contributions grow tax-free, and qualified withdrawals are free from 
tax as well.   Other advantages include no required minimum distributions (RMDs) for the original ROTH owner during their lifetime and the potential for tax-free 
growth continued for 10 years beyond the death of the original ROTH owner and spouse as beneficiary. With no RMDs, money invested in a ROTH not needed 
for living expenses is left to grow tax-free and eventually left to heirs who will enjoy qualified tax-free withdrawals as well.   

Eligibility to Contribute Directly to a ROTH:  The annual ROTH contribution limit is $6,500 in 2023 with an additional $1,000 catch-up contribution for those 
over age 50, subject to income limitations.  Married taxpayers with taxable compensation and adjusted gross income (AGI) exceeding $228,000 in 2023, and 
single taxpayers with taxable compensation and AGI exceeding $153,000 in 2023 do not qualify to contribute to a ROTH.   

Backdoor ROTH:  While high-income individuals are restricted from contributing directly to a ROTH, the backdoor ROTH provides a way to contribute while 
avoiding income limits. With the backdoor ROTH, the investor makes a non-deductible contribution to an IRA within annual contribution limits which is later 
converted to a ROTH. Income thresholds that apply to ROTH contributions do not apply to ROTH conversions.  Taxation of amounts converted from an IRA to a 
ROTH is based on the year-end balances of pre-tax and/or after-tax IRA balances. If the individual completing the backdoor ROTH has pre-tax IRA balances at 
year-end, the conversion will be subject to tax in proportion to year-end pre-tax IRA balances to total IRA balances.    Balances held in 401(k)s and other em-
ployer retirement plans, Inherited IRAs and ROTH IRAs are not included in year-end IRA balances while Traditional IRA, SEP IRA, and SIMPLE IRA balances 
are included.  An investor with only balances held in a 401(k) or other employer retirement plan, and no balances held in IRAs, may be able to complete the 
backdoor ROTH conversion free from tax.  To complete a backdoor ROTH conversion free from tax, it is important to confirm that no pre-tax IRA balances exist. 

Qualified Distributions: Distributions from a ROTH must be distinguished between contributions and earnings. ROTH contributions can be distributed back 
without taxes and penalties at any time. However, distributions of earnings, created from interest, dividends, and investment appreciation on the contributions, 
must be qualified in order to avoid tax and penalties.  To be qualified, withdrawals of earnings must have been left in the account for at least five years and the 
taxpayer must be age 59 1/2 at the time of withdrawal. Certain exceptions apply to the qualified distribution rules. 

ROTH Conversion: There are no income limits for a ROTH conversion, where balances in existing IRAs are moved to a ROTH.  A ROTH conversion is usually 
attractive when taxes paid on the conversion are lower than the tax that would be paid on IRA distributions. To justify the cost of a ROTH conversion, the tax-
payer would need to estimate how they would be taxed on their IRA distributions, how long the ROTH would be invested, how the conversion income would 
affect their tax liability, and how conversion taxes would be paid.  As balances converted to ROTH are taxable in the year of conversion and included in adjust-
ed gross income (AGI), the benefits of conversion must be compared to taxes paid, a primary disadvantage of converting. It is generally advised that taxes paid 
come from a taxable account rather than an IRA, as the additional IRA distribution will cause an increase in AGI.  Other factors to consider are years of unusu-
ally low taxable income, the potential for higher tax rates in the future, the need for converted balances to meet income needs, and the future tax brackets of 
heirs. 

Once completed, ROTH conversions cannot be recharacterized or undone.  Since we do not know what tax brackets will be in the future, converting to a ROTH 
implies one’s expectations to be in a higher tax bracket in the year of IRA distribution than in the year of ROTH conversion.  In estimating future tax brackets, 
considerations such as tax bracket status, moving to or from a state with no income tax, exposure to additional taxes such as net investment income tax, and 
an increase in Medicare premiums need to be considered.   

When future required minimum distributions (RMDs) from an IRA are not needed to cover retirement expenses, conversion to a ROTH allows the balances to 
grow tax-free until they are ultimately inherited by heirs. This is especially advantageous when the tax rates of heirs, who would otherwise inherit and distribute 
the IRA at their tax rate, exceeds the tax rate at conversion.  The SECURE Act elimination of the “stretch IRA” for beneficiaries inheriting an IRA after January 
1, 2020 requires non-eligible, non-spouse beneficiaries to take IRA distributions over a 10-year period as opposed to life expectancy, increasing the likelihood 
of inheritors being subject to a higher tax bracket.  As such, tax-free distributions from a ROTH may be even more attractive for high tax bracket heirs. 

Managing the tax impact of a ROTH conversion includes projecting income that would result from a ROTH conversion and its effect on one’s tax liability.  A 
ROTH conversion must be completed by December 31, when some tax documents are not yet available, making the process of projecting taxable income chal-
lenging.  Some taxpayers will complete the conversion over several years, so that income created from the conversion does not push them into a higher tax 
bracket.  This may take many years for a taxpayer whose taxable income is already close to the next highest marginal tax bracket.  For example, a married 
couple who has taxable income in the 2023 Federal 35% tax bracket, may not want to complete a ROTH conversion that would create taxable income that 
would push them into the next highest 37% tax bracket.  

A taxpayer that is moving to a high-tax state from a state with no income tax may want to complete a ROTH conversion before moving to a high-tax state.  Con-
versely, a taxpayer moving from a high-tax state to a no-income tax state, may want to wait to relocate to complete the ROTH conversion. 

An increase in AGI resulting from a ROTH conversion may result in Net Investment Income Tax (NIIT).  Single filers whose income exceeds $200,000 and mar-
ried filers whose income exceeds $250,000 may be subject to NIIT which is 3.8% of the lesser of taxpayer’s net investment income or the amount by which AGI 
exceeds the threshold.  In addition, an increase in AGI from conversion income may result in increased Medicare premiums. 

Some taxpayers consider a stock market correction to be an opportunity for a ROTH conversion as lower IRA account values result in lower conversion 
amounts and subsequently lower taxes.  In addition, with the passage of SECURE Act 2.0, the increase in the (RMD) age has delayed RMDs for some taxpay-
ers, providing additional years without RMD income and the opportunity for a partial ROTH conversion to fill up lower tax brackets. 

While always dependent on individual circumstances, ROTH conversion may be beneficial for certain investors where the benefits of tax-free growth outweigh 
the conversion taxes paid.  Please contact us if you would like to discuss how investing in a ROTH may affect your retirement distribution strategy. 

      DeLynn Russell and James Van de Voorde 

Sources: IRS, Schwab, Fidelity, Forbes, ssa.gov 
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Understanding the SECURE Act 2.0 

The SECURE Act 2.0 was signed into law on December 29, 2022 and includes many chang-
es to retirement savings and distribution rules.  We have summarized some of the key provi-
sions that affect retirees and those preparing for retirement. 

Increase in the Required Minimum Distribution (RMD) Age 

Effective January 1, 2023, the age at which retirees must begin taking withdrawals from tax-
deferred retirement accounts is 73.  As such, the RMD starting age is delayed to 73 (from 72) 
for those turning 73 between 2023 and 2032.  In 2033, the RMD age will increase again to 
age 75 such that the RMD age is delayed to 75 for those turning 73 in 2033 and future years. 
Those born in 1951 through 1959 will have an RMD age of 73, while those born in 1960 and 
after will have an RMD age of 75.  If you turned 72 in 2022, you must take an RMD for 2022 
by April 1, 2023. 

Catch-up Retirement Contribution Limits Increase 

Beginning in 2025, those age 60 to age 63 may make a larger catch-up contribution to certain 
retirement plans.  For qualified plans, the increased catch-up contribution is the greater of 
$10,000 or 150% of the regular catch-up for a given year.  For SIMPLE plans, the increased 
catch-up contribution is the greater of $5,000 or 150% of the regular catch-up for a given year.  
Starting in 2024, all catch-up contributions, including IRA catch-up contributions, will be in-
dexed to inflation. 

Emphasis on ROTH Accounts  

Beginning January 1, 2024, catch-up contributions for those who earn more than $145,000 
(indexed to inflation) will only be allowed to ROTH accounts. Prior to SECURE Act. 2.0, catch-
up contributions were allowed on a pre-tax (tax-deferred) or after-tax basis (ROTH Account) 
basis.  This may be a positive change for those who believe they will be in a higher tax brack-
et in retirement than they are today.  However, for those with high incomes, the ROTH catch-
up may result in a higher tax rate today.  

Beginning 2023, employers may match employee contributions to a qualified retirement plan 
on a pre-tax (tax-deferred) or after-tax (ROTH Account) basis.  Before SECURE Act 2.0, em-
ployers could only make pre-tax contributions. 

Beginning in 2024, funds in a 529 college savings plan can be rolled into a ROTH IRA up to a 
lifetime transfer limit of $35,000 under specific conditions.  

RMDs prior to death are currently not required for ROTH IRA owners.  Beginning in 2024, pre-
death ROTH 401(K) RMD distribution requirements are eliminated.  This change does not 
apply to distributions required before January 1, 2024. 

Employer Matching on Student Loan Payments 

Beginning January 1, 2024, employers may match on student loan payments which will be 
treated as elective income deferrals for the purpose of employer matching.  This is a positive 
change for those with large student debt who are paying off student loans in lieu of contrib-
uting to an employer-sponsored retirement plan. 

The Qualified Charitable Distribution (QCD) Limit Increases 

A QCD allows IRA owners age 70 ½ to donate up to $100,000 annually to qualified charities 
through a non-taxable distribution from their IRA.  For those who are of RMD age, the QCD 
may satisfy all or part of their RMD.  Beginning in 2024, the $100,000 QCD limit will be in-
dexed for inflation. 

Penalty for Failing to take RMDs is Reduced  

Beginning January 1, 2023, the penalty for failing to take an RMD is reduced from 50% to 
25%.  If the RMD is corrected in a timely manner, the penalty is reduced to 10%. 

Please contact us if you have any questions about how these new provisions may impact your 
planning objectives or retirement distribution strategy. 


