
 

 

 

 

1 The IRS could attempt to apply the step transaction doctrine and treat the transaction as a direct Roth contribution.  In order to minimize this risk, 
consider delaying the conversion rather than converting immediately after the contribution.  While there is no guaranteed time frame that will avoid step 
transaction treatment, waiting a minimum of one month is suggested. 
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While a change in the Roth conversion laws in 
January 2010 opened the door for high-income 
earners to convert a Traditional IRA to a Roth IRA, 
many are still prevented from making annual 
contributions directly to a Roth IRA. 

 
However, the change in the conversion rules does allow these same taxpayers to contribute to a Traditional IRA and 
then convert it to a Roth, thereby avoiding the income limitations associated with direct Roth IRA contributions. 

ROTH IRA CONTRIBUTION RULES  

The most that can be contributed to either a Roth or Traditional IRA is $6,000 for 2020, plus an extra $1,000 annually 
for taxpayers age 50 or older (combined limit for both Traditional and Roth IRAs).  For Roth IRAs, the maximum 
contribution is reduced as a taxpayer’s Modified Adjusted Gross Income (MAGI) exceeds certain thresholds, according 
to the table below: 

 MAGI Threshold for Married 
Taxpayers Filing Jointly MAGI Threshold for Single Taxpayers 

Full contribution $0 - $196,000 $0 - $124,000 

Limited contribution $196,000 - $206,000 $124,000 - $139,000 

No contribution Over $206,000 Over $139,000 

 

These eligibility rules apply to just Roth IRA contributions.  The only eligibility rule for a Traditional IRA contribution is 
that you must have earned income, or have a spouse with earned income.  This is what creates the planning 
opportunity. 

 

PLANNING OPPORTUNITY 

Starting in 2010, higher income earners can fund a Roth IRA by making contributions to a Traditional IRA and then 
converting the account to a Roth IRA1.  In most cases, this IRA contribution would be non-deductible.   However, this 
also means that amount could be converted to a Roth IRA income tax-free (see the section titled “The Pro-Rata Rule” 
for more information).  Any growth in the account between the contribution and conversion dates would be taxable, but 
that would likely be minimal if the conversion is done shortly after the contribution is made.  As a result, this strategy 
allows anyone who is working, or their spouse, to essentially fund a Roth IRA through annual Traditional IRA 
contributions. 

 

 

Roth IRA Conversion Strategy 
Contributing to a Traditional IRA and then Converting to a Roth IRA 



Roth IRA Conversion Strategy, continued  
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THE PRO-RATA RULE 

This strategy is very simple when the individual does not have any other Traditional IRAs.  However, if they do own any 
other IRAs with pre-tax balances, the calculation of the taxable portion of the conversion is more complicated. 

When converting IRA dollars to a Roth IRA, any pre-tax dollars that are converted are taxable at the time of conversion, 
but after-tax dollars can be converted tax-free.  To determine the taxable portion of a Roth IRA conversion, you must 
aggregate all Traditional IRA balances and then determine the ratio of after-tax dollars to the overall value of all 
Traditional IRA accounts. This ratio then determines the tax-free portion of a Roth IRA conversion – this is known as the 
Pro-Rata Rule. The balances are determined as of year-end for the year of the conversion. For this reason, clients 
should be thoughtful about the timing of the conversion with any potential rollovers into IRAs later in the year. Balances 
in qualified plans (401(k)s, 403(b)s, etc.) and accounts owned by a spouse are not included in this calculation, although 
retirement plans such as SEP IRAs and Simple IRAs are included.  After-tax dollars cannot be separated from pre-tax 
dollars when doing a Roth IRA conversion, even if they are held in a separate Traditional IRA account. 

• Example – Assume an individual has an IRA worth $95,000, none of which has ever been taxed.  They then 
contribute $5,000 to a new IRA, but are not eligible to deduct the contribution.  They then plan to convert that $5,000 
IRA to a Roth, hoping that conversion could be done tax-free.  The non-deductible portion of all their Traditional 
IRAs is 5% of the combined value ($5,000 / $100,000), so 5% of the converted amount is considered tax-free, or 
$250 (5% x $5,000).  The taxpayer would report $4,750 of taxable income in the year of conversion ($5,000 - $250). 

 

WHO SHOULD CONSIDER THIS STRATEGY? 

This strategy is a way for high-income earners to legitimately get around the MAGI test for Roth IRA contributions.  
Because of the tax implications of the Pro-Rata Rule, though, it may still not be right for everyone.  This idea will work 
best for those taxpayers who don’t already have an IRA with pre-tax dollars.  Two groups in particular that can benefit 
would be: 

• Non-working spouses who have never contributed to a Spousal IRA.  If a non-working spouse has never 
opened an IRA in the past, this may be a good opportunity.  In order to contribute to an IRA, you must have earned 
income, although the Spousal IRA rules allow both spouses to contribute to an IRA even though only one is working. 

• Workers who have spent most of their careers with the same employer.  These employees have likely never 
rolled their retirement account from an employer’s plan to an IRA, and therefore wouldn’t be impacted by the Pro-
Rata Rule. 

• Those with pre-tax IRAs than can be rolled into an employer’s plan.  A “reverse rollover” is when an IRA is 
rolled back into an employer plan.  By doing this, the pre-tax assets in the IRA can be moved back to the employer 
plan, and therefore are excluded from the pro rata calculation. 

 


