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SHOULD YOU CONVERT A TRADITIONAL
IRA INTO A ROTH IRA?
By Richard W. Kopcke and Francis M. Vitagliano*

Introduction
Beginning this year, people can convert all or a portion of their traditional IRA balances into Roth IRAs.
Although this new allowance for conversions applies
explicitly to traditional IRAs, it also applies indirectly
to balances in 401(k) plans that workers hold with
former employers. These old 401(k) balances can be
rolled over, with no penalty, into traditional IRA accounts, which in turn can be converted to Roth IRAs.
This brief considers the merits of making such a
conversion. People are likely to benefit if they expect
their income tax rates to rise after they retire. People
who expect their tax rates to fall also may benefit if
they want to defer withdrawing money from their
IRAs longer than the rules for traditional IRAs permit. In addition, a conversion can appeal to savers
who wish to boost their total IRA balances more
than the restrictions on their annual contributions
will allow.
The first section of this brief sketches the principal differences between traditional and Roth IRAs.
The second section describes the new allowance for
conversions. The third section illustrates the benefits
of conversion for people who expect their income
tax rates to rise in retirement. The fourth section
illustrates the potential value of the Roth IRA to those

who would like to delay taking their funds out of their
retirement accounts. And the fifth section shows
how savers can use conversions to increase their taxexempt IRA balances. The final section concludes.

Traditional and Roth IRAs
Traditional IRAs were introduced in 1974 under
the Employee Retirement Income Security Act to
allow employees who are not covered by employersponsored retirement plans to establish their own
retirement accounts with private financial institutions. Neither contributions to a traditional IRA nor
the returns earned by the assets in the account are
taxed until the funds are withdrawn from the plan.1
Withdrawals from traditional IRAs before age 59 ½
are generally subject to a 10-percent penalty.2 People
must begin to withdraw their funds by age 70 ½, and
their annual withdrawals must be at least as great
as their minimum distribution requirement, which
reflects life expectancy.3
Roth IRAs were created by the Taxpayer Relief
Act of 1997. Unlike a traditional IRA, initial contributions to a Roth account are not deductible from
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workers’ taxable income, but no tax is paid when the
money is withdrawn. Also, Roth IRAs do not impose
any minimum withdrawal requirements on account
holders. They do, however, impose a 10-percent
penalty on those who withdraw funds less than five
years after making their initial contribution or before
attaining age 59 ½.
Table 1. Limits on Deducting Contributions to
Traditional IRA Accounts for Workers Covered
by a Retirement Plan at Work
Filing
status
Single

Married
filing
jointly

Modified adjusted
gross income

Amount of
deduction

$55,000 or less

Full deduction

>$55,000 and <$65,000

Partial deduction

$65,000 +

No deduction

$89,000 or less

Full deduction

>$89,000 and <$109,000

Partial deduction

$109,000 +

No deduction

Source: Internal Revenue Service, Publication 590, Table 1-2.

Contributions to both traditional and Roth IRAs
are subject to limits. For 2010, the total contributions
that most individuals may make from their earned
income to their IRAs cannot exceed $5,000, plus an
additional $1,000 for people who are at least 50 years
old. All workers can contribute to traditional IRAs,
but those who earn substantial incomes and who
actively participate in retirement plans sponsored by
their employers might not receive the full tax deduction on their contributions (see Table 1). Workers
earning substantial incomes cannot contribute to
Roth IRAs (see Table 2).
Table 2. Limits on Contributions to Roth IRA
Accounts
Filing
status
Single

Modified adjusted
gross income

Amount of
contribution

$105,000 or less

Full contribution

>$105,000 and <$120,000

Partial contribution

$120,000 +

No contribution

Married $166,000 or less
filing
>$166,000 and <$176,000
jointly
$176,000 +

Full contribution
Partial contribution
No contribution

Source: Internal Revenue Service, Publication 590, Table 2-1.

Despite their apparent differences, traditional
IRAs and Roth IRAs offer the same benefit to workers
whose tax rates do not change in retirement. Suppose a worker contributes $1,000 to a traditional IRA.
If the assets earn a rate of return of r each year, the
balance in his account will grow to $1,000 (1+r)n in
n years. If his tax rate is t, this initial contribution of
$1,000 provides $1,000 (1+r)n (1-t) of income after
taxes. If, instead, the worker contributes to a Roth
IRA, he pays a tax on the contribution. So, he puts
(1-t) $1,000 into the account, net of taxes. After n
years, the balance in his account will grow to (1-t)
$1,000 (1+r)n free of taxes. Consequently, for people
who do not expect their tax rate to change in retirement, the traditional IRA and the Roth IRA provide
the same amount of income after taxes:
Traditional
$1,000 (1+r)n (1-t)

=

Roth
(1-t) $1,000 (1+r)n

Workers who favor one type of IRA over the other
do so because they expect their tax rates to change in
retirement, they care about the timing of their withdrawals, or their income limits their ability to receive
the full benefit of each type of IRA.

Converting Traditional to
Roth IRAs
Before this year, workers could convert the balances
in their conventional IRAs to Roth IRAs, provided
their adjusted gross income was less than $100,000.
Beginning this year, the Tax Increase Prevention and
Reconciliation Act of 2005 allows all workers with
traditional IRAs to transfer all or part of their balances into Roth IRAs without restriction. People
who have 401(k) plans with former employers can
participate as well. The balances in 401(k) plans can
be rolled over into traditional IRAs, without penalty or
restriction, once people stop working for the sponsoring employer. Those who hold old 401(k) accounts
can convert these balances directly into Roth IRAs,
as provided in the Pension Protection Act of 2006.4
People who convert their balances must include the
amount of their transfer in their taxable income.
Those who make transfers in 2010 have the option of
paying the tax entirely this year or including half the
transfer in taxable income in 2011 and half in 2012.
In the future, the tax must be paid entirely in the year
of the transfer.
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The potential for conversions is substantial. In
2008, the assets in IRA accounts totaled $3.6 trillion
(see Figure 1). These balances exceed, by significant
margins, the assets held in defined benefit pension
plans and in other defined contribution plans. Traditional IRAs account for more than 95 percent of total
IRA assets. Most of the money in traditional IRAs is
from rollovers from employer-sponsored plans, while
the balances in Roth accounts originated solely from
workers’ direct contributions from their incomes.
Figure 1. Private Retirement Assets, 2008
$4,000

$3,613

Billions

$3,000
$2,000

$2,670
$1,931

Table 3 illustrates the results of a $5,000 conversion for a worker whose tax rate is currently 28
percent and who expects to earn a 7-percent return,
before taxes, on investments. The entries in the
columns show the income after taxes provided by the
original $5,000. The first set of columns shows the
results if the worker makes no conversion. By not
converting, the worker pays the income tax on the
$5,000 when he withdraws the funds in retirement.
The second set of columns shows the results if the
worker converts the traditional IRA to a Roth account,
using a portion of the funds withdrawn from the
traditional IRA to pay the $1,400 income tax liability
that results from the conversion.5 As explained above,
when the worker’s tax rate remains constant, at 28
percent in the example, he receives the same amount
of income after taxes whether he converts or not –
$7,082 in 10 years.
Table 3. After-Tax Value of a $5,000 Conversion
of a Traditional IRA to a Roth IRA, Assuming a
Current 28% Tax Rate and 7% Investment Return

$1,000
$0
Defined benefit

Defined
contribution

IRAs

Source: U.S. Board of Governors of the Federal Reserve
(2009).

Tax bracket
in retirement
15%

Although all traditional IRAs can be converted to
Roth IRAs, doing so would benefit mostly three types
of people: 1) those who expect their tax rates to rise in
retirement, 2) those who value the more flexible rules
for withdrawals that Roth accounts offer, and 3) those
who want to move non-IRA assets into IRAs.

Reducing Tax Rates on
Retirement Income
Traditional IRAs allow workers to defer paying taxes
on their contributions until they withdraw their funds
in retirement. Those who expect their tax rate to fall
after they retire would receive the most income, after
taxes, in retirement by keeping their balances in a
traditional IRA. But those who expect their tax rates
to rise would tend to receive the most by converting
their traditional IRA and their dormant 401(k) accounts to Roth IRAs.

No conversion –
traditional IRA

Conversion* net
amount $3,600 –
Roth IRA
10 yrs.
20 yrs.

10 yrs.

20 yrs.

$8,360

$16,446

$7,082

$13,931

25%

7,377

14,511

7,082

13,931

28%

7,082

13,931

7,082

13,931

33%

6,590

12,963

7,082

13,931

35%

6,393

12,576

7,082

13,931

Note: These illustrations assume the contributions to the
traditional IRA are fully exempt from income taxes at the
time of the contribution.
*
The amount converted is reduced by the tax liability.
Source: Authors’ illustration.

The income after taxes provided by the traditional
IRA depends on the worker’s income tax rate in retirement, while the income provided by the Roth IRA
does not. If, for example, the worker’s tax rate falls
to 15 percent, $5,000 in the traditional IRA provides
$8,360 in 10 years. If instead the tax rate rises to 35
percent, the traditional IRA provides only $6,393 of
income after taxes in 10 years. A Roth account provides the same $7,082 of income whether the tax rate
rises or falls.
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in IRAs. If people pay the taxes from other taxable
investment accounts, they are effectively transferring
those assets into IRAs. If they, instead, pay the taxes
from current income, they can exceed the annual
Because the rules for withdrawing funds from Roth
limits on contributions to IRAs.
IRAs are more flexible than those for traditional IRAs,
Suppose a worker is considering converting
some people may prefer to put at least a share of their
$5,000 from a traditional IRA to a Roth account. Part
retirement savings into a Roth account even if they
of the $5,000 in the traditional IRA represents the
expect their tax rates to fall in retirement. Roth accounts
taxes the worker will pay in the future. At a 28give retirees who have adequate financial resources
percent income tax rate, the tax-free balance in this
more latitude for making withdrawals in the most
account is only $3,600. If, however, the worker confavorable manner and for leaving a bequest to their
verts the $5,000 in the traditional IRA to a Roth IRA
spouses or other heirs.6
and pays the $1,400 in taxes from assets in a taxable
The earnings on assets in all IRA accounts accrue
investment account, the Roth IRA will hold $5,000 in
without current taxation. Consequently, workers
tax-free balances. This gain of $1,400 equals the rewho have substantial savings or substantial defined
duction in the balance in his investment account. In
benefit pensions might prefer to draw down their IRA this case, the conversion to a Roth account effectively
balances only as a last resort. Moreover, people with
allows the worker to transfer $1,400 from his taxable
substantial IRA balances might not want to take the
investment account to the tax-free balances in his IRA
full withdrawal that is mandated by the minimum
accounts.
withdrawal requirements for traditional IRAs. In
The entries in Table 4 on the next page show the
both of these cases, the conversion to a Roth IRA,
income after taxes provided by the combined balwhich imposes no minimum withdrawal requireances in the IRA and the investment account after
ments, can be attractive.
the worker converts
As shown in Table 3,
$5,000. The first set
Conversions
help
those
who
expect
$5,000 in a traditional
of columns shows the
higher tax rates in retirement and/or want results if the worker
IRA will provide $7,377
of income after taxes
makes no conversion.
more flexible distribution options.
in 10 years to a worker
The entries equal
who expects his tax rate to fall from 28 percent to 25
those shown in Table 3 plus the balance in the investpercent in retirement. For a worker who is currently
ment account. The second set of columns shows the
60-years-old and has substantial savings, the manresults if he makes the conversion and pays the tax
datory distribution rules for traditional IRAs could
from the funds in his traditional IRA. Under this
require that he make this withdrawal in 10 years even
approach, as in Table 3, conversions benefit workthough he would prefer to leave the money in his
ers whose tax rates rise in retirement and hurt those
account. If the worker converts the $5,000 to a Roth
whose tax rates fall.
IRA, he can delay withdrawing these funds indefiThe third set of columns in Table 4 show the
nitely. For example, if he plans to take the distriburesults if the worker pays the tax for the conversion
tion in 20 years, the value of the withdrawal rises to
from funds in the investment account. In this case,
$13,931. This amount exceeds the sum that would
his income after taxes in retirement is higher when
be available to him in 20 years if he were forced to
he makes the conversion, provided his tax rate exwithdraw $7,377 in 10 years and invested that amount ceeds 15 percent. For example, by converting $5,000
in a taxable investment account for the remaining 10
at a tax rate of 28 percent, the worker pays taxes of
years.7, 8
$1,400 from his investment account and transfers the
entire $5,000 to a Roth IRA. In 10 years, this Roth
account would provide $9,836 in income after taxes.
If the worker had not made the conversion, the combined balances of the traditional IRA and the investWhen people convert traditional IRA balances to Roth ment account would provide only $9,371 when his tax
rate remains unchanged at 28 percent in retirement.
IRAs and pay the income tax for the conversion from
The higher the tax rate in retirement, the greater
sources other than the traditional IRA, they can boost
the gain from allowing earnings to accumulate free
the total amount of tax-sheltered assets that they hold

Boosting Tax-Sheltered Assets

5

Issue in Brief
Table 4. After-Tax Value of a $5,000 Conversion of a Traditional IRA to a Roth IRA, with a Taxable
Investment Account, Assuming a Current 28% Tax Rate and 7% Investment Return
Tax bracket
in retirement

No conversion
$5,000 traditional IRA, plus
$1,400 investment account
10 yrs.
20 yrs.

Conversion*
$3,600 Roth IRA, plus
$1,400 investment account
10 yrs.
20 yrs.

Conversion**
$5,000 Roth IRA, plus
$0 investment account
10 yrs.
20 yrs.

15%

$10,856

$20,894

$9,577

$18,379

$9,836

$19,348

25%

9,712

18,407

9,417

17,826

9,836

19,348

28%

9,371

17,674

9,371

17,674

9,836

19,348

33%

8,804

16,465

9,296

17,432

9,836

19,348

35%

8,578

15,985

9,266

17,340

9,836

19,348

Notes: These illustrations assume contributions to the traditional IRA are fully exempt from income taxes at the time of the
contribution. All illustrations assume that the worker’s tax rate on the returns in the investment account equals the tax rate
in retirement.
*
The amount converted is reduced by the tax liability.
**
The investment account is used to pay the tax liability on the amount converted.
Source: Authors’ illustration.

of taxes. Moreover, the amount of this gain increases
with the length of time the balances remain in the
Roth IRA. Comparing the results in the second and
third sets of columns, a conversion yields the most
income in retirement for those who pay the tax from
an investment account rather than from the traditional IRA.

Conclusion
Beginning this year, people can convert all or a portion of their traditional IRA balances into Roth IRAs.
This allowance also applies indirectly to balances in
401(k) plans that workers hold with former employers. These conversions will appeal to people who
expect their tax rates to rise after they retire. Moreover, these conversions will appeal to those who are
likely to find that the mandatory distribution rules
for traditional IRAs force them to withdraw their
balances too soon. Roth accounts give retirees who
have adequate financial resources more latitude for
making withdrawals in the most favorable manner.
In addition, Roth IRAs allow retirees the opportunity
to leave a more substantial bequest to their spouses or
other heirs. This option should be particularly valuable to people who expect their IRA savings to provide
retirement income for dependents. Conversions of
traditional IRAs to Roth accounts also can be attractive for people who wish to relax the limits on their
annual contributions to tax-exempt IRA accounts.
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