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MARKET TREND: Beginning in 2013, a new 3.8% Medicare tax will apply 
to certain investment income, and income taxes generally may increase if 
the Bush tax cuts expire. Thus, individuals could have difficulty 
structuring their financial affairs in a tax efficient manner given the 
current uncertainty regarding future tax rates.  
 
SYNOPSIS: Owners of traditional IRAs who are considering a Roth 
conversion may wish to do so in 2012. Conversions after 2012 could be 
subject to higher income tax rates if the Bush tax cuts expire as scheduled 
on Jan. 1, 2013. Further, post-2012 conversions will increase the IRA 
owner’s modified adjusted gross income for purposes of determining 
whether the owner exceeds the income thresholds for application of the 
new 3.8% Medicare tax on net investment income (although the Medicare 
tax itself would not apply to the taxable income resulting from the Roth 
conversion). Taxpayers may retroactively reconvert the Roth IRA back to 
a traditional IRA before the taxpayer’s filing deadline (including 
extensions) for his or her 2012 tax return without penalty if recommended 
by subsequent changes in the tax laws or the taxpayer’s circumstances.  
 
TAKE AWAY: Regardless of whether tax reform occurs or the Bush tax 
cuts expire, certain tax increases under President Obama’s health care 
legislation will take effect in 2013. Accordingly, owners of traditional 
IRAs should analyze (1) the potential benefits of a Roth conversion for 
their particular circumstances, and (2) whether doing the Roth 
conversion in 2012 would increase the conversion benefits given the tax 
changes scheduled for 2013, keeping in mind the opportunity for a 
retroactive reconversion if circumstances later change. 
 
 

OVERVIEW 

A Roth conversion converts a traditional IRA funded with “pre-tax” dollars into a Roth IRA 

holding “after-tax” dollars, which generates a taxable event for the taxpayer. While the 

conventional wisdom in tax planning is to defer a tax liability for as long as possible, 

scheduled tax increases for 2013 may enhance the appeal of a Roth conversion prior to year-

end. This Washington Report discusses some of the potential benefits of a Roth conversion, 

the factors that a traditional IRA owner should review in considering a Roth conversion for 

this year, and the ability to “reconvert” to a traditional IRA by the due date for filing the IRA 



owner’s 2012 tax return (including extensions) if recommended by subsequent changes in 

the tax laws or the owner’s circumstances. 

1. What Tax Changes Are Scheduled to Take Effect Next Year? 

As discussed in prior Bulletins (see 12-50 and 12-37), President Bush’s tax cuts are 

scheduled to sunset at the end of 2012. Thus, without the enactment of superseding 

legislation, the following income tax changes take effect beginning next year: 

• The top two individual income tax rates will increase, from 33% to 36% and from 

35% to 39.6%. 

  

• The top rate on long-term capital gains (currently at 15%) will increase to 20%. 

  

• “Qualified dividends,” which are currently taxed at rates similar to those for long-

term capital gains, will be taxed as ordinary income. 

In addition, pursuant to the Patient Protection and Affordable Care Act and the Health Care 

and Education Reconciliation Act of 2010, the following tax increases will become effective 

in 2013 for taxpayers with wages or modified adjusted gross income in excess of certain 

thresholds: 

• A 3.8% Medicare tax (“Medicare Tax”) on the lesser of (1) net investment income 

(e.g., dividends, interest, rents, capital gains, passive activity income) or (2) the 

excess of modified adjusted gross income (“MAGI”)over $250,000 (married filing 

jointly) or $200,000 (single filers). 

  

• A 0.9% increase in the employee’s portion of the Hospital Insurance Tax on total 

wages in excess of $250,000 (married filing jointly) or $200,000 (single filers). 

2. What Are the Potential Advantages a Roth Conversion This Year In Light of 

Those Potential Tax Increases?  

 

Roth conversions completed in 2013, as opposed to 2012, will affect the determination of 

whether the Medicare Tax will apply to the IRA owner’s investment income. While the 

converted IRA amount itself is not subject to the 3.8% tax as investment income, it is 

includible in determining a taxpayer’s MAGI. As a result, a Roth conversion in 2013 could 

increase the IRA owner’s MAGI over the specified $200,000/$250,000 threshold, resulting 

in the application of the Medicare Tax. A 2012 conversion avoids this issue entirely. In 

addition, assuming individual income tax rates rise, completing a Roth conversion in 2012 

instead of 2013 could lock-in lower tax rates on the converted amount, avoiding higher 

income taxes in the future.  

 

3. What Are the Other Potential Advantages of Roth Conversion? 

Other possible advantages of a Roth IRA, as compared to a traditional IRA, include the 

following: 

• Distributions from a Roth IRA are entirely tax free, assuming the distribution 

occurs at least five years after the IRA owner (or his or her spouse) first funded the 

Roth IRA and (1) the Roth IRA owner is at least age 59½, disabled or deceased at 



the time of the distribution, or (2) the distribution is for a qualified first-time home 

purchase. 

  

• Roth IRAs can maximize tax-deferred growth by deferring required minimum 

distributions (“RMDs”): 

o Unlike traditional IRAs, Roth IRAs do not have RMDs for the original 

owner or a spousal beneficiary. Thus, the Roth IRA assets can grow, 

untouched and income-tax free, during these individuals’ entire lifetimes. 

  

o Children or grandchildren who inherit Roth IRAs must take RMDs, but 

they can stretch the distributions over the course of their life expectancies, 

allowing smaller distributions and more assets to compound within the 

IRA, income tax-free. 

• A conversion to a Roth IRA removes the double income and estate tax hit on 

inherited IRAs. When the Roth IRA passes to the designated heirs, an estate tax 

applies, but the Roth beneficiaries take their withdrawals income tax-free (the issue 

is less of a concern if the Roth IRA will be left to charity). 

The ability to defer RMDs and effect income tax-free compounding over a longer period can 

increase the appeal of a Roth conversion, especially if the tax on the conversion is paid with 

non-IRA funds. As noted, however, the estate tax liability likely remains. Individuals 

considering conversion should ensure that their heirs are not forced to use funds from an 

inherited Roth IRA to meet liquidity needs, which could undermine the benefits of 

conversion. Life insurance, if held outside of the taxable estate (e.g., through an irrevocable 

life insurance trust), can provide a source of tax free funds to offset this liability, allowing 

the heirs to keep the remaining Roth IRA assets intact and to benefit from the future tax-

deferred growth.  

 

4. What If I Convert in 2012 and Wish to Change My Mind? 

 

The uncertain tax environment makes it difficult to determine whether the best time for a 

Roth conversion is before or after year-end. Fortunately, however, certain tax provisions 

help take the guess work out of this decision. The law permits an IRA owner that converts a 

traditional IRA to a Roth IRA to elect to retroactively reconvert the IRA back to a traditional 

IRA at any time until the deadline for filing the IRA owner’s income tax return (including 

extensions) for the year of the conversion. Thus, if the Bush tax cuts are extended (thereby 

minimizing some of the tax advantages of doing the Roth conversion in 2012) or the value of 

the converted IRA decreases as a result of investment losses (and thus eliminates some of 

the IRA’s value on which the owner would pay taxes), the owner can retroactively reconvert 

the Roth IRA back to a traditional IRA in 2013. This unique planning tool enables taxpayers 

to take action based upon hindsight in making their conversion decisions. 

5. How Can I Determine Whether Doing a Roth Conversion Is Best for Me? 

The cost of doing the Roth conversion is an acceleration of the income tax at the rates in 

effect at the time of the conversion on the amount converted, as well as the lost opportunity 

to earn income on the amount of tax paid. Normally, tax deferral is the best approach but 

given the current tax environment, accelerating the recognition of income under these 

circumstances may be preferable. To maximize the benefits derived from the IRA 

conversion, it is preferable that that tax be paid with funds outside of the IRA. 



To determine whether a Roth conversion is beneficial, one must compare the foregoing 

benefits against the lost opportunity cost. The primary factors that will determine the net 

result are: 

• The period of time that the amount converted remains in the IRA (this is the prime 

driver of the difference in financial results, and the longer the amounts will remain 

in the IRA the more favorable the results for a Roth IRA). 

  

• The tax rates that would apply to distributions made to the owner and/or his 

beneficiaries if the IRA remained a traditional IRA (the lower the tax rates in the 

years in which withdrawals are made, as compared to the tax rate in the year of the 

conversion, the less advantageous the conversion). 

  

• The earnings rate generated by the IRA investments (the lower the earnings rate, 

the less advantageous the conversion). 

  

• The need for IRA funds during life/retirement (the greater the lifetime need for IRA 

funds, the less advantageous the conversion). 

  

• The ability to pay the resulting tax liability from funds outside of the IRA (the need 

to use IRA fund to pay the tax will lessen the benefits of the conversion). 

The above are general considerations only. The only way to get a real handle on the potential 

advantages of a Roth conversion is to work with an advisor to “crunch the numbers.” In 

general, however, if the IRA owner does not need the IRA funds, the funds can accumulate 

within the IRA for an extended period of time (ideally until death), and IRA distributions to 

subsequent beneficiaries will be stretched over some extended period, a Roth conversion 

may provide significant benefits. 

If, on the other hand, the IRA owner will need the IRA assets during retirement and the rate 

of tax in those years is significantly less than the tax rate in the year of conversion, then the 

Roth conversion may not produce a more favorable result. The answer will depend upon 

whether (or at what point in time) the leverage afforded through the elimination of RMDs 

from the Roth IRA (thus allowing longer, tax-free compounding of the IRA assets) will 

outweigh the upfront tax payment due for the year of the conversion. 

Note that if conversion is selected, individuals must ensure that they integrate the decision 

into their current estate plans, including considering whether to designate a trust as a Roth 

beneficiary (to provide additional asset protection for beneficiaries) and properly 

completing all beneficiary designation forms.  

SUMMARY & TAKE-AWAYS 

Regardless of whether tax reform occurs or the Bush tax cuts expire, 
certain tax increases under President Obama’s health care legislation will 
take effect in 2013. Accordingly, owners of traditional IRAs should 
analyze (1) the potential benefits of a Roth conversion for their particular 
circumstances, and (2) whether doing the Roth conversion in 2012 would 
increase the conversion benefits given the tax changes scheduled for 
2013, keeping in mind the opportunity for a retroactive reconversion if 
circumstances later change. 



  

For more information about the topic discussed in this Washington 
Report, please contact Albert Gibbons at algibbons@algibbons.com

 

In order to comply with requirements imposed by the IRS which may apply 
to the Washington Report as distributed or as re-circulated by our 
members, please be advised of the following: 
 
THE ABOVE ADVICE WAS NOT INTENDED OR WRITTEN TO BE USED, 
AND IT CANNOT BE USED, BY YOU FOR THE PURPOSES OF AVOIDING 
ANY PENALTY THAT MAY BE IMPOSED BY THE INTERNAL REVENUE 
SERVICE. 

In the event that this Washington Report is also considered to be a 
“marketed opinion” within the meaning of the IRS guidance, then, as 
required by the IRS, please be further advised of the following: 

THE ABOVE ADVICE WAS NOT WRITTEN TO SUPPORT THE 
PROMOTIONS OR MARKETING OF THE TRANSACTIONS OR MATTERS 
ADDRESSED BY THE WRITTEN ADVICE, AND, BASED ON THE 
PARTICULAR CIRCUMSTANCES, YOU SHOULD SEEK ADVICE FROM AN 
INDEPENDENT TAX ADVISOR.   

  

 


