
Complex Conversion Calculations

Chances are, you know about Roth IRAs and what makes them special.  Any contributions you make are taxable, and if you convert all or part of a traditional IRA to a Roth, you have to pay taxes at your ordinary income tax rate.   But (the special part) you can take retirement distributions or income from the Roth tax-free, no matter what tax rates do in the future.

You've probably also seen calculators which purport to tell you whether it makes sense to convert traditional IRA monies into Roth dollars.  The calculators compare the taxes you have to pay now for the conversion versus the taxes you save in the future on withdrawals.  The normal conclusion: if you expect your marginal tax rate to be the same or lower in retirement than it is today, the conversion doesn't make sense.

The problem with these analyses is that in many cases THEY don't make sense.  Why?  First of all, because your marginal tax rate is only a part of the story.  A taxpayer in the 39.6% marginal bracket isn't really in the 39.6% bracket because he or she is also subject to the 3.8% Medicare surtax, plus the phaseout of itemized deductions plus a higher capital gains rate.  So if the analysis is assuming a 39.6% rate in the future, chances are it is understating the actual rate by ten percentage points or more.

The second problem with these analyses is that they ignore the flexibility you get when a portion of your retirement money becomes available tax-free.  The advice you read online says that in retirement, you should spend down your taxable portfolio and let your traditional and Roth IRA accounts grow tax-deferred.  If you don't have a Roth, then your traditional IRA continues to grow until the taxable account runs out.

Then what?  When you reach age 70 1/2, you have to start taking mandatory distributions from your traditional IRA, and the size of your required distributions goes up in each subsequent year.  For many people who have done everything right--saved carefully for retirement and loaded up on the tax-deferred IRA--those distributions could easily throw them into the highest marginal bracket by their mid-70s, causing them to lose itemized deductions, get hit with the Medicare surtax and pay high taxes on their Social Security benefits to boot.  You can almost see Uncle Sam licking his chops.

But if some of your money is set aside in a Roth account, suddenly you have options.  In each retirement year, you can take money out of the traditional IRA up to a certain tax rate--say 15% or 25%, long before the surtax kicks in, before the deductions are lost--and then, if you need more income, take the rest out of the Roth.  Your Roth monies never show up on your tax return.  This gives you total control of your tax rate each year.  If Congress decides to add a bunch of other stealth taxes or raise marginal rates, you can basically decide how much of those taxes you want to pay.

And if you start taking money out of the traditional IRA early in retirement, at these lower rates, it reduces the mandatory distributions later--and the taxes that will be collected on them.

The point here is that determining whether or not to convert some of your IRA into Roth dollars is more complicated than the naive online calculators would have you believe.  It clearly doesn't make sense to make a conversion if it will bump you up from a 25% rate to 39.6% on this year's tax return, and trigger a bunch of of stealth taxes.  But somebody in the 25% bracket could make a partial Roth conversion that would use up the rest of the 25% bracket, and perhaps even bump up to the very top of the 28% rate with a somewhat larger conversion--taking advantage of the lower rate while still keeping income under the various stealth tax thresholds.

Similarly, if you have fluctuating income, then a year when your income is low represents an opportunity to make a significant Roth conversion, so you don't waste that lower bracket.  You can skip the conversion during years when your income returns to normal (higher) levels.  

Yes, these calculations tend to be complicated, but isn't that what professionals are for?  If you're interested in exploring your options, and perhaps protecting yourself from a tax nightmare in retirement, please let us know at your convenience.


