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The Merits of Roth Retirement Accounts 
 

Roth Conversions: An Opportunity for All Taxpayers to Convert 
 
Roth IRAs can provide you with tax-free growth potential and tax-free withdrawals in retirement. 
However, some individuals are ineligible to contribute to a Roth IRA due to IRS-imposed income 
limits.  Nevertheless, high-income earners may be still able to benefit from a Roth IRA by converting 
assets held in a traditional IRA or other retirement savings accounts.  
 
Virtually any taxpayer can convert to a Roth IRA, regardless of adjusted gross income or tax filing 
status. When determining if a Roth IRA or Roth IRA conversion may be right for you, consider your 
cash flow, liquidity, tax assumptions, and estate planning needs now and during retirement; as well 
as other relevant factors. 
 
Benefits of Roth IRAs 
 
Roth IRAs offer certain benefits that are not available with a Traditional IRA: 

 Qualified distributions are not included in gross income if you have met the five-year aging 
requirement and are age 59½ or older. Early withdrawals are subject to a 10% penalty, 
although certain exceptions apply. 

 Once the five-year aging requirement is satisfied, heirs can also withdraw the money without 
paying federal income tax. Beneficiaries, however, are required to take annual minimum 
distributions. 

 Unlike a Traditional IRA, the Roth IRA does not require annual minimum distributions 
beginning at age 70½, which gives added flexibility. An individual can withdraw money when 
needed or let it potentially grow free from federal and, in most cases, state income taxes, 
which can potentially increase the amount available for retirement or for beneficiaries who 
inherit the account. 
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Implications of a Roth IRA Conversion 
 
When converting from a Traditional IRA to a Roth IRA, you will owe income tax on any taxable 
portion of the account balance. An important point to note: conversions must occur on a pro rata 
basis, meaning you cannot choose to convert only the portion which has already been taxed.  
 

Hypothetical example: Let’s say Anne has an existing $100,000 rollover IRA made with 
pretax money. She makes $5,000 in after-tax contributions to it every year for three 
years, for a total of $15,000. If she were to convert $15,000 from the entire Traditional 
IRA to a Roth IRA, she’d owe taxes on 87% of the amount to be converted, as determined 
by the proportion of the pre-tax contributions to total IRA contributions per individual 
(i.e. $100,000/$115,000 = 87%). As you can see through this example, Anne cannot 
choose which funds are to be converted and will have to pay a pro rata tax regardless of 
prior after-tax contributions to her IRA. Additionally, if Anne were to change her mind 
about the conversion, she would have until the tax filing deadline plus extensions to undo 
the conversion.  
 

Potential Estate-Planning Benefits of a Roth IRA 
 
People who inherit Roth IRAs also benefit from favorable tax treatment, so converting a Traditional 
IRA or employment savings account to a Roth IRA may be a savvy estate-planning tool. Non-spouse 
beneficiaries must take distributions over their life expectancy, but, unlike with a Traditional IRA, 
they generally don’t have to pay income tax on the withdrawals. When a spouse — let’s assume it’s a 
wife — inherits a Roth IRA, she has the additional option to treat the IRA as her own or to roll over 
the Roth IRA into her own Roth IRA.  
 
Who Should Convert? 
 
There are many factors to consider when deciding to convert, and it is important to talk with your 
tax advisor: 

 Do you want to pay taxes now or later? When converting from a Traditional IRA to a Roth 
IRA, keep in mind that you will owe income tax on any taxable portion of the amount 
converted, and the amount converted may put you into another tax bracket. 

 Consider the source used to pay the tax. It is generally better to pay the tax with funds that 
are not withdrawn from an IRA or other retirement account; doing so could generate yet 
more tax. 

 Do you plan to leave at least some of the funds to family? Independent of any estate tax that 
could be owed, the beneficiaries of a Traditional IRA generally must include any taxable 
distributions they receive in their gross income. However, with a Roth IRA, because the 
income tax is paid up front, beneficiaries won’t be subject to the income tax later. However, 
the Roth IRA assets may still be subject to estate tax. 

 Do you expect tax rates to go up? If Congress raises tax rates, it would increase both the taxes 
on distributions from a Traditional IRA and the taxes on a Roth IRA conversion. 

 
Can You Convert Just Part of Your Traditional IRA Balances to a Roth IRA? 
 
Yes, you can choose to convert as much or as little of their eligible traditional IRAs as you wish. This 
flexibility enables you to manage the tax cost of a conversion. For instance, because the amount 
converted is generally considered taxable income, you may want to consider converting no more than 
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what you think will bring you to the top of your current federal income tax bracket. You may also 
want to consider basing the conversion amount on the tax liability that may be incurred, so you can 
pay the taxes with cash from a non-retirement account. 

 
 
Can Clients Convert Money from a Traditional 401(k) to a Roth IRA? 
 
If you no longer work for a former employer due to retirement or a change in job, you can convert 
eligible non-Roth 401(k) money to a Roth IRA. If you only have pre-tax money in your 401(k), you 
will need to pay taxes on the entire amount converted to a Roth IRA. If you have both after-tax and 
pre-tax money in the 401(k), the tax treatment and conversion rules are a bit different. 
 
It’s also important to consider that you may roll over after-tax contributions from a 401(k) plan or 
other retirement plan separately from the pre-tax earnings as long as the earnings on the after-tax 
contributions are also distributed from the plan at the same time. Therefore, if you made after-tax 
contributions to a 401(k), you can roll them directly into a Roth IRA without paying taxes on the after-
tax amount, provided the associated pre-tax earnings are also distributed from the plan at the same 
time. 
 
You may also either convert any pre-tax 401(k) money to a Roth IRA and pay the associated taxes, or 
roll it into a traditional IRA and pay no current taxes.  
 

Hypothetical example: Jane has $50,000 in after-tax contributions and $50,000 in pre-
tax contributions and earnings, for a total of $100,000 in her 401(k) account from their 
former employer. She wants to put some of that money into a Roth IRA. She may roll 
$50,000 in after-tax contributions into a Roth IRA and pay no taxes. However, due to IRS 
guidelines, a proportional amount of pre-tax and after-tax funds from the 401(k) must 
be included at the time of conversion. Therefore, Jane must move the $50,000 in pre-tax 
money into an IRA account. It would be subject to taxes if she rolled it into the Roth IRA, 
so pending Jane’s tax situation for that particular year she may want to consider rolling 
it into a traditional IRA to avoid a tax liability. 

 
How Can You Estimate the Tax Liability on an IRA conversion? 
 
Tax liability is based on two things: the taxable income generated by the conversion and the 
applicable tax rate. To determine which portion of a conversion is 
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taxable income, you need to know the types of contributions in all of your non-Roth IRAs. This is 
because contributions to a non-Roth IRA could be either pre-tax (i.e., you took an income tax 
deduction when you made the contribution) or after-tax (i.e., you did not take an income tax 
deduction when making the contribution). 
 
Estimating the taxable income from a conversion is a straightforward exercise if you have never made 
after-tax contributions to a non-Roth IRA. If this is the case, whatever amount was converted will be 
taxable income. However, the calculation gets a little trickier if you have after-tax contributions in 
any non-Roth IRA accounts. 
 
Here are some general guidelines for converting after-tax (non-deductible) contributions in non-
Roth IRAs: 

 Unfortunately you cannot choose which contributions (pre-tax or after-tax) from your 
eligible non-Roth IRAs to convert to avoid incurring taxes. Instead, you need to determine the 
percentage of pre-tax contributions across all non-Roth IRAs and use that percentage to 
determine the portion of the conversion that is taxable. To calculate this percentage, total 1) 
total pre-tax amounts in all non-Roth IRAs, even if they are held at different IRA providers, 2) 
total all non-Roth IRAs, both pre-tax and after-tax contributions. Do not include your spouse’s 
IRAs, inherited IRAs, or 401(k) plans.  

 Hypothetical example: Rob has $100,000 eligible for conversion in two traditional IRAs. 
Traditional IRA #1 has $85,000 in pre-tax contributions and earnings; traditional IRA #2 has 
$10,000 in after-tax contributions and $5,000 in earnings (pre-tax), for a total of $15,000. Rob 
wants to convert $10,000 this year to a Roth. Given $90,000 of the total eligible IRA balance 
($100,000) is in pre-tax contributions and earnings, his taxable percentage is 90%. Therefore, if 
Rob would like to convert $10,000, he will owe taxes on the conversion amount (90%) or $9,000. 
Things to keep in mind: if Rob and his spouse both have conversion-eligible non-Roth IRAs, he 
may want to compare his total percentage of pre-tax contributions and earnings to that of his 
spouse. If one spouse has IRAs with mostly after-tax contributions and the other spouse has IRAs 
with mostly pre-tax contributions, you may consider converting the IRA with mostly after-tax 
contributions first to reduce the potential tax impact of a conversion. 

 Converting to a Roth IRA when after-tax contributions are a high proportion of total IRA 
balances is advantageous, because after-tax contributions aren’t subject to taxes. The tax-free 
earning potential once the funds are in a Roth IRA account is another factor to consider. 

 While after-tax contributions are not taxable when withdrawn from a non-Roth IRA account, 
the earnings they generate are taxable. So by converting to a Roth IRA before those earnings 
are generated, you could potentially reduce taxes. 

 
Can You Undo A Conversion?  
 
There may be several good reasons to undo a Roth IRA conversion – otherwise known as 
recharacterization – by putting the assets back into a non-Roth IRA and potentially receiving a refund 
of taxes paid.  
 
A few possible reasons to recharacterize include:  

 Higher than expected taxable income, or the additional income from a Roth IRA conversion 
could have bumped you into a higher federal income tax bracket. 

 It may be determined that your taxable income in retirement will likely be lower than 
expected, reducing the potential benefits of the tax-free distributions from a Roth IRA. 
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 The value of the investments in a converted Roth IRA may decline. Undoing the conversion 
and then re-converting when eligible might result in a lower tax bill. 

 You may not have enough cash on hand to pay the taxes.  
 

A recharacterization needs to be completed by your last date to file or refile prior-year taxes, 
including extensions. This is typically on or about October 15. Therefore, the earlier in the year you 
convert, the longer you will have to determine whether a recharacterization is worthy. Taxpayers 
can generally recharacterize all or a portion of what they converted. It’s also possible to take assets 
that were recharacterized to a traditional IRA and reconvert them to a Roth IRA in the next tax year 
after the initial conversion, or 30 days after the recharacterization, whichever is later. 
 
What is a Backdoor Roth IRA?  
 
A Backdoor Roth IRA allows you to get around the Roth income and contribution limits by converting 
a Traditional IRA into a Roth IRA. A Backdoor Roth IRA has no limits on the amount of the conversion 
and can be beneficial to higher earners. You can effect a Backdoor Roth IRA in one of two ways: 1) 
Contribute money to a Traditional IRA (new or existing), roll the amount to be converted into the 
Roth account as cash and file Form 8606 with the IRS; 2) Convert an entire Traditional IRA to a Roth 
IRA account and file Form 8606 with the IRS. The Backdoor Roth is a sophisticated planning tool with 
a more complex process and should be considered by qualified individuals after a discussion with 
financial and tax advisor.  
 
It’s important to note that you are not escaping taxes with a Backdoor Roth, you will need to pay taxes 
on any money in your Traditional IRA that hasn’t already been taxed. The pro rata rule described 
above is applicable and you will owe taxes based on the proportions of your money that is after-tax 
and before tax. Basically, if only a small proportion of your overall retirement assets are non-
deductible, you will face a higher tax bill for your conversion. Whether or not any type of conversion 
is a good idea depends on your own situation. For example, if you have a gap in employment and your 
income is unusually low, doing a Backdoor Roth could be a great way to take advantage of this 
situation and convert a Traditional IRA effectively.  
 

 
  
And lastly, always remember that IRA and Roth IRA plans can vary considerably, so before you get 
too far with making any changes, be sure you understand complexities and rules of the IRS. As with 
any tax-related decision, it is important to discuss your situation with a financial and tax advisor to 
help you fully assess what is best for you. 
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To Roth 401(k) or Not? 
 
More and more workers have a choice in their retirement plan: to put their savings in a traditional 
401(k) or a Roth 401(k). What’s the difference if your employer offers both? Taxes are the key 
difference and a very important consideration. 
 
The problem: Many people don’t know they have this option, and those who do often don't have any 
idea which to pick. As a result, few workers are choosing the Roth 401(k), even though many could 
benefit.  
 
With a traditional 401(k), you pay no taxes on contributions. Instead, you pay taxes when you 
withdraw the money in retirement. A Roth reverses that: there are no tax breaks on contributions, 
but the money in your Roth 401(k) grows tax free so you won’t have to pay any tax on your 
withdrawals – including any investment earnings – when you are retired. Since a 2006 law allowed 
the creation of Roth 401(k)s, more employers have been offering them and more people should be 
using this feature.  

 
Deciding between a Roth and a traditional 401(k) isn’t easy, and even experts disagree on how helpful 
Roths are as no situation is the same. Still, a Roth plan offers advantages for many retirement savers. 
Generally speaking it is more flexible than a traditional 401(k), will let you avoid taxes when you're 
retired, and is considered a smart move for many younger and lower-paid workers. However, you 
will give up the initial tax break on your Roth 401(k) contributions. For those workers in a higher tax 
bracket today, a traditional 401(k)'s immediate tax break may be more appealing than the Roth's 
deferred gratification, especially if you expect to be in a lower tax bracket when you begin to make 
withdrawals from your account.  
  
Below are the four key questions that most people ask when determining whether a traditional or 
Roth 401(k), or both, might be right for them. 
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1. Should I contribute to a traditional or a Roth 401(k)—or both? 
 

The answer comes down to taxes. Do you think you’ll be better off paying taxes on the money now or 
later? In general, the longer you have until you retire and if you expect your tax rate in retirement to 
be higher than your current rate, the more likely you are to benefit from a Roth 401(k) account vs. a 
traditional 401(k). 

 
Hypothetical example: Let’s look at two 45-year-olds, Tom and Elaine, both of whom 
contribute $5,000 to their 401(k) plan in the same year: Tom to a traditional 401(k) and 
Elaine to a Roth 401(k). They won’t need the money until they’re 75. With tax rates and 
investment returns being equal, Tom’s initial contribution will have grown to $27,404, after 
paying taxes at the time of withdrawal, while Elaine will have $38,061. Choosing the Roth 
401(k) gave Elaine $10,657 more than Tom. Looking at it another way: Tom takes the 
$1,400 he saved in taxes from his $5,000 pretax contributions, and invests that money in a 
taxable brokerage account. That could boost his total at age 75 to $35,445. But it’s still 
$2,616 less than Elaine’s 401(k) Roth savings. Things to keep in mind: this example assumes 
that Tom and Elaine’s marginal tax rates didn't change when they retired. If you think that 
your marginal tax rate will be lower when you retire than it is now, then a Roth 401(k) loses 
some of its appeal. On the other hand, if you think your marginal tax rate will be higher, the 
Roth 401(k) could be even more attractive.  

 

 
 
It may be appropriate to contribute to both a traditional and a Roth 401(k) if you can, giving you 
taxable and tax-free withdrawal diversification. For example, with a combination of Roth and 
traditional 401(k) savings, you could take distributions from your traditional 401(k) until you reach 
the top of your tax bracket, and then withdraw whatever you need beyond that amount from a Roth 
401(k), which is tax free, provided certain conditions are met. Reducing your taxable income may 
also be advantageous for other reasons, such as the taxation of Social Security benefits and financial 
aid qualification. 
 
2.   Should I convert money in my traditional 401(k) to a Roth 401(k)? 
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If you're likely to end up with more retirement savings and flexibility with a Roth compared with a 
traditional 401(k) – and your plan allows the Roth 401(k) – then converting some or all of your 
money could be a prudent move. But here’s the catch: you will have to pay taxes on any pretax 
contributions and earnings that you convert. 
 

Hypothetical example: Michael has $6,000 of vested pretax assets and earnings in a 
traditional 401(k). He’s considering converting these "in plan" into a Roth 401(k). He 
and his spouse file their taxes jointly, and their combined taxable income is $125,000, 
putting them in the 25% tax bracket for 2013. If Michael converts all the money in his 
current 401(k) to a Roth 401(k), his tax bill will be $1,500. However, Michael does have 
the option of converting a smaller amount over several years. Or he could forgo a 
conversion and simply begin directing all, or a portion, of his new contributions to a 
Roth 401(k) which would still provide him with additional flexibility in retirement. 
Things to keep in mind: it is typically not advisable to convert to a Roth 401(k) if you 
have to use money from your traditional 401(k) to pay the tax. If you're under age 59½, 
this is particularly true because you would likely be penalized 10% on the amount you 
withdrew to pay the tax, which could easily offset the potential benefit of the conversion.  

 
3. If I decide to convert to a Roth 401(k), what should I convert—pretax or after-tax money? 
 
If you have after-tax money in a 401(k), converting that money to a Roth 401(k) first can be a smart 
move, if your employer permits it. You’ll have the same tax diversification when you retire, and all 
future earnings on the converted amount can be tax free, whereas they would be taxable if 
unconverted. Plus, the tax you pay to convert the assets may be minimal, because you would be 
paying taxes only on any earnings on the after-tax money you convert. Of course, if the earnings on 
the after-tax contribution are large relative to the original contributions, the cost of conversion may 
be higher. 
 

Hypothetical example: Joan has accumulated $120,000 in her traditional 401(k) 
account. Of that, $90,000 is pretax and $30,000 is after tax. She would like to convert as 
much of her assets as she can to a Roth 401(k), but she has only about $11,000 to pay 
the tax bill. With annual income that puts her in the 25% tax bracket, Joan decides to 
convert $40,000 of her pretax assets, which will cost her $10,000 in taxes. She also plans 
to convert the full $30,000 in the after-tax account, which consists of $27,000 in 
contributions and $3,000 in earnings. The tax on that amount will be just $750, because 
it applies only to the earnings. This brings her total Roth conversion to $70,000 – 
$43,000 of which is taxable – and her total tax to $10,750. Things to keep in mind: 
converting traditional after-tax money to a Roth 401(k) will likely result in a much 
lower current tax liability than converting pretax money. When converting a significant 
amount of pretax assets to a Roth, beware of leaping into a higher marginal tax bracket. 
For example, if Joan were already on the edge of the 28% tax bracket, she might want 
to reconsider converting $40,000 in pretax assets and moving into a higher tax bracket.  

 
Another strategy: additional after-tax 401(k) contributions. Some 401(k) plans allow participants to 
make additional after-tax 401(k) contributions beyond the $18,000 deductible contribution limit (or 
$24,000 after age 50), up to the IRS maximum contribution limit from all sources of $53,000 (or 
$59,000 after age 50). Things to keep in mind: the maximum contribution limit includes employee 
deductible contributions and employer contributions (i.e. employer match programs, profit-sharing 
plans, deferred compensation). It is imperative for you to verify the 401(k) plan’s document to 
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determine if the plan allows for additional after-tax contributions. Remember that this maximum 
contribution limit from all sources includes employer contributions and is the lessor of $53,000 or 
100% of the employee’s compensation.  
 
4. If I have the choice of converting to a Roth 401(k) or rolling over into a Roth IRA, which is 

the best option? 
 
This is a question primarily for those who have reached age 59½ or have changed jobs. If that’s your 
situation, consider this: You have until October 15 of the year following a Roth IRA rollover to change 
your mind and re-characterize it back to a traditional IRA. You can’t do that with a conversion into a 
Roth 401(k) – Roth 401(k) contributions are irrevocable and cannot be moved to a traditional 401(k) 
account. Also, Roth 401(k)s are subject to minimum distribution requirements beginning at age 70½, 
while Roth IRAs are not. Plus, a Roth IRA may provide additional flexibility to choose your 
investments, which may or may not be important to you. 
 

Hypothetical example: Andrew is 60 and has $200,000 in a traditional 401(k). He would 
like to covert $150,000 of that to a Roth because of the added flexibility it will give him 
in leaving the money to his heirs. Andrew plans to use his brokerage account to cover 
the $42,000 tax bill. He wants to invest his Roth money in individual stocks through a 
brokerage account, which his 401(k) plan doesn't offer. So Andrew chooses to move his 
money into a rollover Roth IRA. Things to keep in mind: a Roth conversion might not be 
a good idea if you intend to leave your assets to a qualified charity that is already exempt 
from paying estate and income taxes on estate-gifted IRAs. You would essentially have 
paid the conversion tax for no reason. Also, if you’re planning to leave your 401(k) assets 
to your heirs, a Roth IRA conversion may not be as attractive if the heirs are in a lower 
tax bracket. That's because they might pay considerably less tax on 401(k) withdrawals 
compared with the tax paid to convert the account to a Roth IRA. 

 
Some final thoughts to consider in the Roth 401(k) debate:  

 Roth Flexibility at Retirement: By law, retirees must make regular withdrawals—“required 
minimum distributions”—from their traditional retirement accounts after age 70 ½. But 
retirees can leave assets in a Roth account (once converted from Roth 401(k)) for as long as 
they want. That can keep investments growing tax-free well into retirement. Similarly, if a 
retired couple with a Roth 401(k) or Roth account would like to withdraw a large sum from 
their account, they will not have to worry about the tax consequences from the large 
withdrawal as it is tax-free. If the money was taken from a traditional retirement account, 
they would need to pay taxes on the withdrawal and the one-time expense could bump them 
up to a higher tax bracket.  

 Roth Flexibility Before Retirement: If you withdraw money from a traditional 401(k) plan 
before you turn 59 ½, you pay both taxes and a 10% penalty. There’s no penalty for 
withdrawals from a Roth 401(k), as long as you take back only the amount of your original 
contribution and leave any earnings in the 401(k). That can make a Roth account valuable in 
emergencies or if you retire early. 

 Tax Credits and the AMT: If you’re earnings are low enough, a traditional 401(k) can lower 
your taxable income and may help you qualify for benefits like the Earned Income Tax Credit. 
If you’re a high earner, the choice between Roth and traditional 401(k) plans can affect 
whether you’re subject to the alternative minimum tax, or AMT. The AMT is an alternative 
tax system that limits the deductions wealthier taxpayers can take. Because the AMT is 
extraordinarily complex, a Roth can either trigger the AMT or help taxpayers avoid it, 
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depending on their circumstances. If an AMT is a possibility for you, a tax accountant may be 
able to tell you which retirement plan to choose.  

 Tax Law Changes: No one knows for sure what the U.S. tax system will look like in five years, 
and predicting tax rates in 30 or 40 years is just about impossible. The advantages of Roth 
plans could be reduced if lawmakers eventually lower income tax rates and replace them with 
value-added or sales taxes. Roths would become a better deal if the income tax burden on 
seniors goes up. The higher that income taxes are on retirees, the more benefit a Roth account 
provides. An optimal solution to hedge your tax rate fluctuations is to use a mix of both Roth 
and traditional 401(k) accounts.  
 

And lastly, always remember that 401(k) plans can vary considerably, so before you get too far with 
making any changes, be sure you understand your plan's rules. As with any tax-related decision, it is 
important to discuss your situation with a tax and financial adviser to help you fully assess what is 
best for you. 
 
Sources: Fidelity, IRS, Sandy Cove Advisors, Vanguard 

 


