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We have been told many times over the years that when we save for retirement it makes good

sense to save to a tax deferred account now, like a traditional IRA or a regular 401(k) or 403(b),

because when we retire, we will be in a lower tax bracket. Better to pay the taxes on the money

later when you are not earning the big bucks, right? Not so fast. There are several considerations

that may not make saving to a tax deferred account the best way to go.  

 

Here are 9 questions to ask and answer to ensure that you are doing everything you can to

protect yourself from rising income taxes:

 

 

 

1. Will federal and state income tax rates rise in the future? Of course, nobody has a crystal ball to

predict what will happen, but we can look at what we know is true today. Our nation is in $23

Trillion of debt that continues to rise and is expected to reach $27 Trillion by the end of 2020.

The two largest components of the federal budget, Medicare and Social Security, are expected to

rise with the aging population of “Baby Boomers,” the totality of whom have not yet applied for

their Social Security and Medicare benefits, and who will soon stop paying into the system. 

Interest rates are very low which means that the interest payments on the national debt are

stable but will quickly consume a larger piece of the debt when rates rise. In fact, it is predicted

that in the next ten years, interest on the national debt will take third place behind Social

Security and Medicare as one of the largest line items on the national budget. When that

happens, experts predict that just paying the interest on the national debt will crowd out other

important needs. To pay for these other important needs, it only makes sense that tax revenue

must be produced with an increase in income taxes.

 

2. You are in your prime working years and need the tax deduction.  Do you really need that

deduction? If you are in the 35% tax bracket, or even the 37% tax bracket, will a $25,000 tax

deduction really make a difference? Will it bring your taxable income to a lower tax bracket? You

may want to check where you are in that income bracket. If you are near the top of the 35%

bracket, the tax deduction, even for two working spouses who are contributing pre-tax dollars to

separate 401(k) accounts, may not bring you to the lower bracket you were hoping for. Even if it

does, what does that really mean for the tax dollars saved? Doing the calculation may show that

it doesn’t really save a lot relative to your earnings. And if number one above is true, wouldn’t you

rather pay the taxes today at the rate you know is in place than make a bet that the rates when

you are in your vulnerable retirement years are not even higher?
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3. What about the growth that you're making available to the IRS to tax at increased rates in

effect in the future? Remember, when you're adding money to your tax deferred account as a

pre-tax contribution that will not be taxed until you withdraw it later, you're also agreeing that

the growth on that contribution is also fair game for taxation later. For example, your $10,000

contribution today saves you $2,500 if your effective tax rate is 25%, but in 10 years, if that

$10,000 has grown to $20,000, which is quite reasonable to expect if you are earning about 7%,

you’ve now agreed that the IRS gets not just the $2,500 (or whatever the sum is depending on

the tax rates that apply to you in the future) but an additional $2,500 on the growth of that initial

contribution. If you continue this calculation for the next 10 years and the next 10 years as that

earlier $10,000 contribution grows, you can quickly see how much this one contribution costs

you in taxes. All the growth is fair game for the IRS to tax.

 

 

4. What if income tax rates in the future are not higher than they are today but you end up in a

higher tax bracket because of RMD’s (Required Minimum Distributions) when you reach age

70½? This concept often brings anguish to anyone who had not done the math or understood

the concept of RMD’s, and I see this phenomenon over and over when running the math for my

clients. For example, let’s say you have $3,000,000 in your collective IRA’s and 401(k)’s, including

your spouse’s. The beginning RMD that must be withdrawn when both of you reach age 70 ½ is

$109,500. You don’t have to spend it, but you do have to withdraw this required amount from

your tax deferred account and subject it to federal and state income tax on your tax return. And,

you cannot put the amount back into the tax deferred account or anywhere but your regular

savings or brokerage account.  Now, add to that amount your Social Security benefits, 85% of

which will be subject to income tax as well, and any pension benefits you may also receive. You

can easily see how your taxable income is at the same level as it was during your working years. 

Just because you have no earned income does not mean you don’t have any taxable income! 

Also, keep in mind that the calculation for RMD’s rise with each birthday. What is even more

disturbing is that if income tax rates do rise, the problem is compounded further.

 

5. Did you know that Roth IRA’s are not subject to RMD’s? That means you are in control of how

much you withdraw from these accounts when you are in retirement so that you can control

your income tax bracket to some degree. You will have non-taxable RMD’s on Roth 401(k)’s and

Roth 403(b)’s, but you can roll these employer accounts over to a Roth IRA to eliminate these

RMD’s.

 

 



6. Did you know that only the contributions you make to Roth IRA’s, Roth 401(k)’s and Roth

403(b)’s are subject to income tax at the time you make the contributions, but the growth on

those same contributions are not subject to income tax? All the growth belongs to you.

 

 

7. Did you know that Roth IRA’s, Roth 401(k)’s, and Roth 403(b)’s do not cause your Social

Security benefits to be taxed? Withdrawals from these types of accounts are not considered

“provisional income” in the equation done to determine how much of your Social Security

benefits are taxed. 

 

8. What about Roth Conversions? Can you use these to fix an overweight tax deferred account? 

The answer is yes. There are no age restrictions, income restrictions, or restrictions on how much

you can convert to a Roth Conversion account. The only consideration that will dictate whether

you choose to execute a Roth Conversion is how you will pay the taxes that come due. If you are

over 59 ½, you can use the money in the account itself to pay the income taxes due on the

conversion. If you are younger than 59 ½, you must find an outside account to pay the tax liability

due to avoid a 10% tax penalty. The act of converting will permanently “move” the amount to a

new Roth Conversion account that will then grow tax free, and will be tax free when you

withdraw it, provided you withdraw the money properly. It will be free from RMD’s, and it will not

cause your Social Security benefits to be taxed. It will also be completely tax free to your heirs,

provided that the account has been held for at least 5 years.

 

9. Is there a downside to doing Roth Conversions other than paying the income tax that will be

due? The only real downside is the current tax liability that comes due at tax time and any

potential Medicare IRMAA charges. Some people argue that the taxes paid upfront from the

conversion could have been saved, resulting in an opportunity cost from the investment growth

of those dollars that were instead used to pay the taxes. True, so it is important to have a CFP®

run the full analysis for your set of circumstances to offset that opportunity cost with the benefits

of keeping future RMD’s lower and the associated tax savings. You will want your CFP® to

calculate the ideal amount for your set of Roth Conversions over the next few years until the tax

laws change again. Currently, we are set for the tax laws to sunset at the end of 2025, so now is

an ideal time to put in place without delay a planned schedule of Roth Conversions.

 

Need help? As a CFP® who specializes in tax planning for retirement, I am happy to guide you
in the maze of decisions, so that you aren’t surprised by mistakes you may not have foreseen.

Call our office today to learn how we can help at 713-589-6448.
--Michelle J. Gessner, CFP®, CFBS, LUTCF, MSM

Owner and Founder, Gessner Wealth Strategies, LLC

GessnerWealthStrategies.com
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