Case Study—Retirement Accounts
Most clients understand the tax benefits that can be realized by converting traditional retirement funds into Roth retirement funds, but many may not grasp the importance of deciding whether to convert to a Roth IRA or a Roth 401(k).  The choice can not only impact the ability of the client to change his or her mind, but can actually determine whether or not the client is able to access the funds as needed prior to retirement.  The considerations that must be analyzed in making the Roth IRA vs. Roth 401(k) choice are as varied as are the clients that will make the choice, so expert guidance is especially important in this area.  
Your client, Joanne, is a relatively high-income taxpayer with a fairly consistent annual income of about $250,000.  Despite this, Joanne is 40 years old and has been focusing on paying down student debt, so only has about $75,000 worth of retirement savings in a traditional IRA.  She knows that she likely will not retire for at least 25 years, but has read about the benefits of Roth conversions and would like to convert at least a portion of her retirement assets.  Joanne has also heard of the expanded rules governing Roth 401(k) conversions and is uncertain which type of conversion would be most appropriate for her situation.  How do you advise?
Expert Analysis Using Tax Facts Online
Once a client has decided to move traditional retirement funds into a Roth account, choosing whether to convert to a Roth IRA or Roth 401(k) can have significant repercussions.  While the typical goal of a Roth conversion—reducing tax liability during retirement—can be achieved with either account, that’s where the similarities end and the real analysis into the most appropriate strategy for the particular client begins. 
Joanne knows that she wants to contribute to a Roth account, but her income level makes it impossible for her to directly establish a Roth IRA.  Tax Facts Online outlines the rules that generally apply to Roth accounts, including the strict income requirements that prevent high-income taxpayers from contributing to a Roth IRA.  As discussed in Tax Facts Online Question 3607, in 2014, the ability to make contributions to a Roth IRA begins to phase out for married clients with income over $181,000 ($114,000 for single clients). Roth IRA contributions are completely blocked for married clients who earn over $191,000 and single clients who earn over $129,000.  As a result, the only way that Joanne could contribute to a Roth IRA is through a conversion.  

One important characteristic of a Roth IRA conversion that might be particularly applicable because of the relatively small pool of assets that Joanne currently has invested in her IRA is the client’s ability to undo the transaction through a recharacterization transaction.  A recharacterization allows her to change her mind and move the funds back into the traditional account, eliminating the tax liability that the initial conversion created.  This option is unavailable if Joanne chooses to convert to a Roth 401(k).  

If her account performs poorly in the months after the conversion takes place, or if she otherwise finds that she can’t pay the tax bill that results from the Roth conversion, she has until October 15 of the year following the conversion to recharacterize the funds.  Once a Roth 401(k) conversion takes place, however, Joanne would be required to pay the associated taxes regardless of any events that occur post-conversion—an outcome that could potentially reduce the value of the conversion significantly.

Further, if Joanne converts to a Roth IRA she is able to escape the IRS’ required minimum distribution (RMD) rules so that the funds in the account are permitted to grow tax-free over a longer period of time.  Because Joanne will not retire for many years, this would allow her to accumulate a powerful nest egg that she could draw upon later in retirement, especially since she has the ability to continue building her traditional retirement accounts for many years before she actually retires.  
Clients who use Roth 401(k)s, on the other hand, are required to comply with the RMD rules when they turn 70 ½, possibly reducing the account’s growth potential if the client doesn’t need to access the funds.  If Joanne plans to use the Roth account as a wealth transfer vehicle, she may also prefer the Roth IRA because the entire account value can be passed to her heirs upon her death.

If Joanne anticipates that she will need access to the funds before retirement, she should also consider how the application of the “five year rule” could impact the tax-free availability of these funds.  To access the funds, a qualifying event must have occurred and the Roth must be at least five years old before a qualified distribution is permitted.  However, if Joanne has multiple Roth IRAs, only one of the IRAs must be five years old before a tax-free withdrawal is permitted.  With a Roth 401(k), the particular account must be five years old or a penalty tax will apply.   

Importantly, when a high-income client such as Joanne converts an IRA to a Roth IRA, post-conversion contributions will be limited or blocked entirely because of the income limits that apply to Roth IRA contributions (but not to Roth 401(k) contributions). Therefore, if Joanne wishes to contribute directly to the Roth account after the conversion, a Roth 401(k) conversion is the only option. 

Stronger creditor protection rules also apply to Roth 401(k) accounts.  While Roth IRAs are protected under state law, the rules that apply in some states offer much less in the way of creditor protection than can be found in others.  Roth 401(k)s are always protected by ERISA-mandated federal creditor protection rules regardless of where the client lives.
Many considerations apply in determining whether a Roth IRA or Roth 401(k) conversion is most appropriate for any given client’s situation.  It is important to analyze all aspects of the individual client’s financial picture and goals before deciding which type of conversion is most appropriate for the particular client.
Thumbs up/Thumbs down

What are your thoughts on:

1. The pending Supreme Court review of whether one state can tax income earned by a taxpayer in another state?
a. Bloink: If a state can tax income earned by its residents in other states, absent a tax credit for out-of-state income taxes actually paid on the income, taxpayers will always be taxed twice at the state level if they earn income in multiple states.  It seems much more equitable to only allow taxation in the state where the income was earned. THUMBS DOWN
b. Byrnes: Allowing a state to tax only income that was actually earned in that state might result in the loss of state tax revenue, but it also results in a system that is simple and fair.  Taxpayers avoid paying state taxes twice and don’t have to wonder whether their particular state government provides a tax credit for the second state tax on out-of-state income. THUMBS DOWN
2. The 2015 budget proposal that would require tax-free RMDs for Roth IRAs?
a. Bloink: One of the most attractive features of a Roth IRA is that these funds can remain in the account, growing on a tax-preferred basis, for as long as the account owner wishes.  Removing this feature eliminates one of the most powerful incentives that taxpayers have to make use of an important retirement planning tool. THUMBS DOWN
b. Byrnes: Roth IRAs are still retirement accounts, but many taxpayers have used these accounts as estate planning vehicles because they’re never actually required to take distributions.  Requiring tax-free distributions still allows taxpayers to plan for tax-free income during retirement, thus making it much more likely that Roths will be used for their intended purpose. THUMBS UP
3. The impact of states’ opting out of employee choice for the SHOP exchanges, so that only one tier of health plan would be available through SHOP in those states?
a. Bloink: States are permitted to offer only a single tier of coverage through their SHOP exchanges if the insurance commissioner can show that the limited choice is in the best interest of small businesses and their employees.  It seems that many states might opt to offer only one tier of coverage only because it’s much more simple to implement, on a technological level.  If the technology isn’t ready, it might make sense to offer less choice—as opposed to postponing the opening of the SHOP exchanges completely. THUMBS UP
b. Byrnes: The whole point of the SHOP exchanges is to allow small business owners to offer their employees a choice of health plans.  Failing to offer multiple tiers of health coverage basically renders the employee’s choice meaningless because they’re forced to choose between health plans that essentially offer the same level of coverage.  Where’s the incentive for small business employees to use these exchanges if the most appropriate coverage may be unavailable?  THUMBS DOWN
