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The ABCs of Yields

What the number in front of the percentage sign really means.

INTEREST RATES ARE SO LOW THESE
days that you need a magnifying glass
to see the yield on many investments.
But first, you have to know which
yields to look at. Use our guide to see
which yields matter most for savings
accounts, stocks and bonds—and
which you can ignore.,

Savingsaccounts. For an interest-bearing
account—a savings account, CD or
money market—look at the APY, or an-
nual percentage yield, which may dif-

fer from the simple interest rate quoted
by the bank or credit union. The APY
estimates the interest you’ll earn over
the next 12 months, taking into ac-
count the effect of compounding. “It
puts things in like terms, so you can
compare a CD with a daily compound
rate with one that compounds weekly,”
says Greg McBride, chief financial
analyst at Bankrate.com. Don’t confuse
APY with APR, or annual percentage
rate, which indicates the annual inter-
est owed on consumer loans.

Money market fund yields differ
from yields on the money market
accounts at your bank or credit union.
Money funds are mutual funds that in-
vest in short-term bonds. They report
a seven-day SEC yleld, a calculation set
by the Securities and Exchange Com-
mission that projects what the fund
will return over the next year—after
fees—based on how the fund has per-
formed over the past seven days.

Although a seven-day yield and an
APY are totally different calculations,
you can still compare the two (roughly)
if, say, you're trying to choose between
a money market account and a money
fund. “At the end of the day, an APY
and a seven-day yield are both projec-
tions of what you may earn in interest

+ over the course of a year,” says McBride.

Stocks. Investors in dividend-paying
stocks want to look at the forward divi-
dendyield, which takes the most recent

payout, annualizes it, then divides by
the stock price to estimate your an-
nual yield. Don’t pay much heed to

the trailing 12-month (TTM) dividend
yield. It’s a backward-looking ratio

of total payouts over the past year to
the share price and won’t account for
more recent cuts or hikes.

Bonds. Investors in individual bonds
should focus on yield to maturity. A
bond’s coupon rate or current yield
can tell you how much income a bond
will generate, but those measures
won'’t signal what kind of total return
the bond might deliver. A yield to ma-
turity can, because it factors in your
purchase price—whether above or
below the bond’s face or par value—
as well as the bond’s coupon rate and
the time remaining to maturity.

Bond funds, which buy and sell
bonds all the time, don’t have a yield to
maturity. That’s why investors should
scrutinize the fund’s SEC 30-day yield.
It’s a standardized calculation that
estimates the yield an investor will
receive over the next 12 months based
on the income generated over the past
30 days, and it accounts for fees, too.
“It puts everything on an even footing,
so I can compare a Pimco fund with
one from Eaton Vance,” says Marc Mo-
ran, Eaton Vance’s director of invest-
ment analytics and risk management.

Less helpful these days is a bond
fund’s TTM yield or 12-month yield.
Interest rates have fallen so sharply
since early 2020 that “the income of
the past 12 months is a whole lot dif-
ferent than the past 30 days,” says
McBride. The TTM yield of Pimco
Total Return fund at last report was
2.71%, for example, compared with
an SEC yield 0of 1.02%. m
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Your Guide to
Roth Conversions

Like marriage, converting a traditional IRA to a Roth is not a step

ILLUSTRATION BY JOHN S. DYKES

that should be taken lightly. BY SANDRA BLOCK

onverting a traditional IRA to a Roth can shield your retirement savings

from future taxincreases, but there are pitfalls and trapdoors, too. You'll

owe taxes on a conversion, and the up-front tax bill could be higher than

you expected—particularly if the conversion pushes youinto a higher tax

bracket. If your income tax rate drops significantly after you retire; the tax
advantages coutd be modest or nonexistent. And as with any financial transaction
that intersects with the tax code, you—or your financial adviser—must comply with
muttiple rules and regulations to avoid running afoul of the IRS.

Because many people, including retirees, believe taxes will rise in the future, Roth
conversions are “trendy,” says Evan Beach, a certified financial planner with Campbelil
Wealth Management, in Alexandria, Va. “But you see people get overenthusiastic
about it, and they don’t know what they’re doing.”

Until recently, if you converted an IRA to a Roth, the law let you have a do-over. Be-
fore 2018, taxpayers who converted an IRA to a Roth had until the tax-extension dead-
line—typically October 15—of the year following the year they converted to change
their minds. If you discovered after the fact that you couldn*t pay taxes on the conver-
sion, you couid simply put the money back into your traditional IRA and go about your
business. Likewise, if the value of your IRA dropped significantly after you converted,
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you could undo the conversion and
avoid paying taxes on phantom income.

The Tax Cuts and Jobs Act elimi-
nated this option, so make sure you're
prepared to pay the tax bill before you
take the leap. Fortunately, nothing in
the law says you must convert your en-
tire IRA at once, and for many people,
a series of partial conversions over
several years is one of the most effec-
tive ways to avoid regrets.

THE SWEET SPOT
FOR CONVERSIONS
A refresher: When you convert money

in a traditional IRA to a Roth, you must,

pay taxes on the amount you convert
(although part of the conversion will
be tax-free if you’ve made nondeduct-
ible contributions to your IRA). There
are no age or income restrictions on
Roth conversions.

Once you've converted, all withdraw-
als are tax-free as long as you are 5914
or older and have owned a Roth for at
least five years. Unlike traditional IRAs
and other tax-deferred accounts, Roths
aren’t subject to required minimum
distributions at age 72. So if you don’t

need the money, you can let it continue
to grow, tax-free.

Older retirees were particularly
enthusiastic about Roth conversions
in 2020 after Congress enacted the
coronavirus stimulus package, which,
among other things, allowed retirees
who were 72 or older to skip required
minimum distributions for the year.
Ordinarily, retirees who are 72 or older
can’t convert money in a traditional
IRA (or other tax-deferred accounts)
to a Roth until they’ve taken their
RMDs—which could result in a hefty
tax bill. With the minimum distribu-
tion requirement waived, retirees could
convert money directly to a Roth, and
many did. The waiver was set to expire
on December 31, and it’s unlikely Con-
gress will extend it. So if you're 72 or
older and converting in 2021, you need
to be mindful of the costs of converting.

That’s why many planners believe
the period between the time you retire
and the time you turn 72 is the sweet
spot for Roth conversions. There’s a
good chance your income will drop
after you stop working, and until you
are required to start taking distribu-

KipTip

How to Contribute to a Roth

There's no age limit on making contributions to a new Roth or one you already have, as
long as you have earned income. If you're retired and have a part-time job, for example,
you could invest in a Roth. You can’t contribute more than you earned, so if you want

to contribute the maximum—5$7,000 for individuals age 50 and older In 2021—you must

have at least that much in earnings.

There are also income cutoffs for Roth IRAs. In 2021, single taxpayers must have ad-
justed gross income of $125,000 or less to make a full contribution; the amount phases
out for those with AGI of up to $140,000. For married couples who file jointly, the income
cut-off phases out between $198,000 and $208,000.

ifyou’re still working and your employer offers a Roth 401(k), contributing to that ac-
count is another way to add one to your retirement portfolio. There are no income restric-
tions for Roth 401(k) contributions. As with regular Roth IRAs, contributions are after-tax,
but withdrawals are tax- and penalty-free as long as you've had the account for five years
and are at least 59V2 when you take the mone\l out.

One caution: Unlike regular Roths, Roth 401(k)s are subject to required minimum distri-
butions when you turn 72. You can get around this problem by rolling your Roth 401(k) into

a regular Roth IRA when you leave your job.
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tions, you have some control over the
amount of income you receive each
year. That will help you lower the tax
bill on your Roth conversion.

TRAPDOORS

But even within that time period,
there are potentially negative conse-
quences to a conversion, particularly
for retirees. What to watch out for:

Medicare high-income surcharge, In 2021,
the standard premium for Medicare
Part B, which covers doctor visits and
outpatient services, is $148.50. Butif a
Roth conversion increases your modi-
fied adjusted gross income above a cer-
tain amount, you could pay much more
than that. In 2021, high earners will
pay from $208 to $505 per month for
Part B. Your inflated MAGI could also
increase premiums for Medicare Part
D, which covers prescription drugs.

Here’s where it gets tricky: Medi-
care surcharges are based on your tax
return from two years ago. For exam-
ple, the Medicare high-income sur-
charge for 2021 will be based on bene-
ficiaries’ 2019 tax returns. (Medicare
does provide exemptions from the sur-
charge for certain life events, but a
Roth conversion isn’t one of them.)

Because of the delay, the surcharge
sometimes catches retirees by surprise,
says Mark Beaver, a CFP in Dublin,
Ohio. “In some cases, it’s hundreds
of dollars more per person because
of where their income was two years
ago,” he says.

Keep in mind, though, that a Roth
conversion could offset the costs of
Medicare premiums in the future,
says Ed Slott, founder of IRAHelp
.com. Withdrawals from a Roth won’t
affect the formula used to calculate
surcharges. You won’t have to worry
about RMDs, either, because you're
not required to take them from a Roth
IRA. “You get hit for one year, and
then you're tax-free forever,” he says.

That said, you should factor in the
potential for a one-year hike in Medi-
care premiums, along with the tax bill,
when calculating the cost of a Roth



conversion. One way around this prob-
lem is to convert when you’re 62, which
will avoid the two-year look-back that
begins once you turn 65 and sign up
for Medicare.

Social Security benefits, While the
Medicare high-income surcharge

is the priciest potential consequence
of a Roth conversion, there are other
ways it could hike your taxes, too. The
additional income from a Roth conver-
sion could increase the portion of So-
cial Security benefits that are subject
to federal income taxes. Up to 85%

of your Social Security benefits are
taxable, depending on income from
other sources, such as a job, a pension,
withdrawals from an IRA or a Roth
conversion. Thirteen states tax Social
Security benefits, too.

Taxes on Social Security are based
on your provisional income, which is
equal to the combined total of half of
your Social Security benefits, any tax-
exempt interest you earned during the
year, and non-Social Security income
that’s included in your adjusted gross
income (minus certain deductions and
exclusions). If your provisional income
is between $25,000 and $34,000 and
you’re single, or between $32,000 and
$44,000 and you file jointly, up to 50%
of your benefits may be taxable. If
your provisional income is more than
$34,000 and you're single, or more
than $44,000 and you’re married fil-
ing jointly, up to 85% of your Social
Security benefits may be taxable. This
threshold isn’t adjusted for inflation,
so the number of retirees who owe
taxes on their benefits has increased
every year. \

One way around this problem is to
delay taking Social Security benefits
until after you’ve converted money
to a Roth. There are other advantages
to this strategy: If you wait until age
70 to claim benefits, you’ll receive de-
layed-retirement credits of 8% of your
benefits for every year you wait past
your full retirement age (66 for those
born between 1943 and 1954). Once
you've converted money to a Roth,

A Legacy Your
Children Will Love

Some retirees convert their IRAs to Roths
evenif they’re not convinced the move will
pay off. The reason? It will almost certainly
pay off for their heirs. A Roth was always a
great way to leave money to your children,
but legistation enactedin late 2019 made it
even more attractive.

Under the Setting Every Community Up
for Retirement Enhancement (SECURE) Act,
children and other nonspouse heirs who
inherit traditional IRAs no tonger have the
option of stretching required minimum dis-
tributions over their lifetimes. Instead, they
must deplete the accounts within 10 years of
the original owner's death. (This only applies
to nonspouses; spouses canroll inherited
IRAs into their own accounts and delay RMDs
until they're 72.) Because those RMDs are
taxable, that could force them to pay taxes
while they’re in their peak earning years.

Inherited Roths must also be cleaned out
within 10 years, but those distributions are
tax-free. That means heirs could wait until
the 10th year to deplete the account and
enjoy nine years of tax-free growth.

withdrawals won’t affect your provi-
sional income.

Taxes oitinvestment income. Most tax-
payers pay a 15% capital gains rate

on income from long-term capital
gains and qualified dividends. If your
income is low enough—up to $40,400
in 2021, or $80,800 for married cou-
ples who file jointly—you qualify for
a 0% rate on capital gains, which can
be a sweet deal for retirees.

But because a Roth conversion will
increase your taxable income, taxes
on your investment income could go
up, too. The income from the conver-
sion could easily disqualify you for the
0% rate, and if your conversionis very
large, it could force you to pay 20% on
your capital gains. That rate kicks in

when your 2021 taxable income tops
$445,850 ($501,600 for married cou-
ples who file jointly). Add in the 3.8%
Medicare surtax on net investment in-
come if your modified adjusted gross
income tops $200,000 ($250,000 for
married couples), and the top capital
gains rate is 23.8%.

WHAT THE FUTURE HOLDS

Unless it’s part of your estate plan (see
the box at left), a Roth conversion is

a bet that in the future your tax rates
will be higher than—or at the very
least, the same as—they are now. Given
the size of the federal government’s -
budget deficit, the likelihood of future
stimulus spending and the election of
Joe Biden, who wants to raise taxes on
high earners, that seems like a safe
bet—particularly when you consider
that current tax rates are historically
quite low. Even if your tax rate re-
mains about the same after you retire,
there’s a good chance that RMDs will
push you into a higher bracket when
you start taking them at age 72.

But if you convert when you’re in
your peak earning years, that bet may
not pay off, says Beach. You’re better
off waiting until after you retire, when
your income will likely decline. Even
then, you may be better off doing a
series of conversions over a period
of years, he says. Ideally, you should
convert just enough to remain within
your tax bracket. A CFP or an accoun-
tant can help you figure out how much
you can convert without jumping to a
higher bracket.

Richard Vazza, a CFP with Driven
Wealth Management, in San Diego,
says he rarely recommends that clients
convert their entire IRA at once unless
their circumstances have put them in
a good position to offset the tax bill.

If you saw your income drop in 2020
because of a furlough, a reduction in
hours or unemployment, converting
your entire IRA could make sense—
assuming you can pay the tax bill with-
out draining your emergency fund. m
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