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Should you consider a Roth
conversion?
By Andrea L. Blackwelder
Published: Sept 26, 2014 4:50 p.m. ET

Prior to Jan. 1, 2010, taxpayers whose modified adjusted gross income (MAGI)
was above certain thresholds were prevented from making Roth conversions.
Now, however, action by Congress has opened to all taxpayers the opportunity
to convert tax-qualified accounts into tax-free Roth IRA accounts, regardless of
income. The action is a win-win for both investors and for the U.S. government.
Investors gain a valuable planning strategy for controlling future taxation, while
the U.S. Treasury collects tax on IRA funds that would have otherwise been
withheld for years. The new planning opportunity has been a hotly debated
subject, with experts providing differing opinions on the mechanics, the benefits
and the type of investor for whom conversions make the most sense. Could a
Roth conversion be an appropriate strategy for your personal financial situation?

Why convert?
The arguments in favor of conversion are compelling. On the top of the list must
be the potential long-term tax savings that converting may provide. Roth
conversions allow investors to diversify the taxation of the accounts from which
distributions are made in retirement. Such diversification permits investors to
choose which accounts are most advantageous for distributions on a year-to-
year basis. Tax-free distributions from Roth IRAs in retirement are not included
in ordinary income and may therefore result in lower overall taxes on Social
Security income and on income from taxable sources. A conversion may also
result in lower Medicare part B premiums and an escape from the Medicare
surtax enacted in 2013 on investment income for higher earners.

Older Americans face required minimum distributions (RMDs) from tax-qualified
accounts in the year after they turn 70½ years old. RMDs are determined on a
set schedule and are not optional to the investor. Some investors, therefore, are
forced to withdraw unneeded funds from IRAs so that taxes can be collected. By
converting all or a portion of traditional IRA accounts or pretax employer-
sponsored retirement accounts to Roth IRAs, taxpayers can avoid unnecessary
RMDs.

Conversions can play an important role in estate planning and wealth transfer.
Assets like IRAs, 401(k)s, and other pretax accounts subject the beneficiary of
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the funds to either immediate taxation on distributions or required minimum
distributions over many years. Roth IRAs, on the other hand, are inherited tax-
free and RMD-free. In essence, by converting, the account owner is prepaying
taxes for the beneficiary. In addition, amounts that are converted many years
before the account owner’s death may grow more quickly than they would have
in the tax-qualified accounts due to the absence of RMDs during the original
account owner’s lifetime.

Who should consider a conversion?
As a result of the wide variety of reasons to convert, all investors should
evaluate their particular situation to see if a conversion would be of benefit to
them. However, experts tend to agree that conversions benefit two particular
investor types more than any others. The first group contains young, low-income
earners with many years before retirement. The second group is made up of
wealthy investors who are subject to RMD rules resulting in unneeded taxable
income and those who wish to leave tax-free assets to heirs.

Generally, a conversion may be an advantageous strategy for any taxpayer if
higher federal tax brackets and state income taxes are expected in retirement or
if recent market performance has resulted in depressed account values that are
expected to appreciate in future years.

The mechanics
When choosing to convert tax-qualified assets, like traditional IRAs, Sep-IRAs,
SIMPLE IRAs, or 401(k)s into a tax-free asset, investors are choosing to pay
taxes in the present year rather than in future years. The process is fairly simple
for most account holders. Taxpayers with existing traditional IRAs open a new
Roth IRA account and submit the required paperwork to transfer the funds from
the old account to the new Roth IRA. The action is considered a distribution from
the traditional IRA account and a rollover contribution to the Roth account. The
amount converted is taxable income in the year of the conversion. As a result of
the conversion, the taxpayer receives a 1099-R tax form from the custodian
where the conversion was completed and reports the converted amount on tax
form 5498. While income taxes are due on the taxable portion of the distribution,
the 10% excise penalty that normally applies to distributions from taxable IRAs
prior to age 59½ is waived on the amount that is rolled into the Roth account. To
be considered a compliant conversion, the process from time of distribution to
time of deposit into the Roth account must be completed within 60 days.

Investors should pay close attention to the aggregation rules of conversions.
Taxpayers are prohibited from cherry-picking which accounts they wish to
convert. For example, an investor with $10,000 of nondeductible contributions in
an IRA that has experienced no growth and $10,000 in an IRA that represents
only taxable money cannot choose to convert only the IRA that contains



nondeductible funds. The accounts are aggregated and the conversion is
considered 50% taxable funds and 50% nontaxable funds. This point becomes
very important for investors with pretax 401(k), 457, or 403(b) accounts that
have not been rolled into traditional IRAs. Employer-sponsored retirement
accounts do not count in aggregation calculations. Investors who have
nontaxable IRA funds should consider conversions prior to rolling employer-
sponsored retirement plan assets into IRAs.

What if a conversion is completed and the taxpayer later realizes that he or she
wishes to undo the transaction? The proper term for reversing a conversion is
recharacterization. Recharacterization must be completed by Oct. 15 of the year
following the year of conversion. Common reasons for recharacterization are
that the taxes due on the conversion were higher than expected, future tax rates
are lower than expected, taxable income is higher or lower than expected, or
that the value of the Roth has declined significantly and the account owner
wishes to recharacterize and reconvert in the following year.

Two strategies for utilizing roth conversions
Annual contributions to nondeductible IRAs and subsequent Roth
conversion: Following the elimination of the income limits for Roth conversions,
some high income earning investors began making annual nondeductible
contributions to traditional IRAs and then completing an annual conversion of
the contribution amount to a Roth IRA. The two-step strategy works particularly
well for investors who have only work-sponsored retirement plans, like 401(k)s,
and are not negatively impacted by aggregation rules. While the practice is not
expressly prohibited, it represents a defeat of the spirit of the tax law, but not the
letter of the law. It’s important for those who adopt the strategy to understand
that the potential for the IRS to prohibit the practice in the future is high.

Scheduled conversions: For many investors who consider Roth conversions,
the initial tax bill for the conversion can be a daunting hurdle. In addition, it may
result in tax implications that negate the benefits of the conversion. Such
investors should consider a strategy of spacing out conversions over multiple
years, which may help reduce the tax burden and allow for payment of taxes
with assets separate from the converted money. For example, consider the 60-
year-old retiree who feels confident that he or she is able to cover living
expenses with pension and Social Security income and doesn’t need IRA or
401(k) distributions. When he or she reaches age 70½ and begins facing RMD
rules, the tax implications may be highly unattractive. By scheduling conversions
over a 10-year period, the reduction in future taxation coupled with the tax-free
growth of assets passed on to heirs may be a very attractive result.

Best practices for successful conversions
Conversions can be complicated transactions. By following some of these best



 

practices, investors are more likely to avoid the pitfalls.

The taxes that are due as a result of a conversion should be paid from non-
IRA assets separate from the account that is being converted.
Create a mock tax return for the year of the conversion prior to making the
transaction. If the account that is being converted is fully taxable, the
additional income that is reported as a result of the conversion may result in
a sudden spike in income that negatively impacts deductions, credits and
phaseout ranges on tax returns. In addition, for families with college-age
children, the increased income may impact grant and loan eligibility.
Add the consideration of conversions to year-end checklists, when better
information about annual income is known.
Only convert assets that aren’t needed for at least five years to avoid
penalties and taxes on growth.
Remove RMDs that are due in the year of conversion prior to conversion.
To avoid paying taxes on some assets twice, determine the amount of
nondeductible contributions that were made to IRA accounts and be sure to
consider these funds as a nontaxable portion of the conversion.
Consult with your tax adviser and your financial adviser together prior to
completing a conversion.
Consider offsetting increases in taxes by claiming losses or making
charitable contributions.

Even though the opportunity to complete Roth conversions is no longer
restricted by income limits, the adage “just because you can doesn’t mean you
should” applies. The reasons for conversion are compelling, but pitfalls await
those who don’t look before leaping. Strategize carefully, execute meticulously,
and then enjoy those tax-free benefits!
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