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The Final Recharacterization of Roth IRA 
Conversions – Don’t Let This Planning 

Opportunity Pass by You… And Your Clients! 

By now, you should be aware 
that the Tax Cuts and Jobs Act 

eliminated the ability to recharactize 
Roth IRA conversions, beginning 
January 1, 2018. The IRS later 
announced that any Roth IRA 
conversions completed in 2017 could 
still be recharacterized under the “old” 
rules. This means that this year will be 
the last chance to ever undo a Roth 
IRA conversion. 

With the October 15th deadline 
for the recharacterization of 2017 
Roth IRA conversions just over the 
horizon, now is the time to review the 
recharacterization rules and determine 
which of your clients could benefit 
from this last go-round. There are 
several reasons why a client might want 
to reverse a 2017 Roth IRA conversion, 
such as:

 σ The value of the investments in the 
converted Roth IRA has decreased 
since the date of the conversion

 σ The client does not have enough 
cash to pay the taxes resulting from 
the conversion 

 σ The client earned more taxable 
income than originally anticipated 
and/or the additional income from 
the Roth IRA conversion bumped 
the client into a higher federal 
income tax bracket 

To recharacterize, the client must 
transfer the converted amount, plus 
the net income or loss attributable, 
by October 15, 2018. Any assets that 
are recharacterized can be later 
reconverted back to a Roth IRA. 
However, you have to wait more than 
30 days after the recharacterization to 
reconvert the recharacterized assets.

Now is the time to review the 
recharacterization rules and 

determine which of your clients 
could benefit from this last go-

round. 

Mechanics

Let’s say we have a 42-year old client 
named Alice, who in 2017 converted 
$60,000 from her traditional IRA to a 
Roth IRA. Alice is a single woman who 
earned $80,000 in 2017. Normally, this 
would put her in the 25% tax bracket. 
However, the additional income from 
the Roth IRA conversion increased her 
taxable income to $140,000, thereby 
placing her in the 28% tax bracket. 
Before including deductions, credits, 
and/or the personal exemption, Alice’s 
effective tax on the 2017 conversion is 
laid out on the following page. 

RIP
RECHARACTERIZATION

https://www.irahelp.com/2-day
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2017 Taxable 
Year

Conversion of 
Traditional IRA 

to Roth IRA
IRA Market 
Value $60,000

Effective Tax 
Rate 28%

Tax $16,800

The investments have not 
performed as expected and the 
Roth IRA’s value has dropped to 
$40,000 by July 1, 2018. 

Alice has since quit her former 
position and began working for 
a start-up company. While she 
really enjoys the exciting pace and 
potential for growth, her annual 
salary has dropped to $70,000. 
Under the new tax law, this 
places her in the 22% tax bracket. 
Realizing this, Alice wants to 
recharacterize the entire 2017 Roth 
IRA conversion. 

In order to do so, Alice will have to 
notify the Roth IRA custodian by 
October 15, 2018. Her notification 
must include:

 σ The type and amount 
of the contribution to be 
recharacterized

 σ The date and year on which the 
contribution was made to the 
Roth IRA

 σ A request that the Roth IRA 
custodian complete a trustee-
to-trustee transfer of the amount 
(plus the net income allocable) 
to the sponsor of a traditional 
IRA

 σ The identity of the sponsors of 
the Roth IRA and the traditional 
IRA

 σ Any other information necessary 
to complete the transfer

By making the election and 
completing the recharacterization, 
Alice will remove the $60,000 from 
her 2017 taxable income. This 
will this eliminate the effective 
tax of $16,800 on the Roth IRA 
conversion and also drop her back 
into the 25% tax bracket. 

What if Alice still wants a Roth IRA 
but just doesn’t want to be taxed 
at a $60,000 value when the Roth 
IRA is now only worth $40,000? The 
Tax Code allows her to reconvert 
those assets, but she must wait 
more than 30 days after the 
recharacterization. 

Alice waits the requisite amount 
of time and reconverts the entire 
traditional IRA. Now, her effective 
tax on the 2018 reconversion 
(before credits and deductions) is: 

2018 Taxable 
Year

Conversion of 
Traditional IRA 

to Roth IRA
IRA Market 
Value $40,000

Effective Tax 
Rate 24%

Tax $9,600

By recharacterizing and then later 
reconverting, Alice still winds up 
with a Roth IRA (albeit with a lower 
value) but has also lowered the 
effective tax bill on the conversion 
by $7,200 ($16,800 – $9,600). 
Future account gains can be tax 
free.

Partial Recharacterization

Negative investment 
performance isn’t the only 
reason a client may want to 
consider recharacterization, and, 
unlike the previous example, 
recharacterization isn’t an all-or-
nothing decision. In fact, many 
taxpayers have used partial 
recharacterizations to pinpoint the 
exact amount to convert to fill up a 
tax bracket. 

Let’s use the same facts as 
above, however this time Alice’s 
IRA assets have appreciated. By 
July 1, 2018, her original $60,000 
conversion has grown to $65,000. 
While Alice wants to keep her Roth 
IRA, she also wants to lower her 
2017 income taxes. As a result, 
Alice decides to retain only that 
part of the conversion to keep her 

in the 25% tax bracket for 2017.  
She makes the recharacterization 
election on July 1, 2018. 

Tax Bracket Conversion Strategy 
Overview

2017 Tax 
Bracket (25%) $37,951 to $91,900

2017 Client 
Earnings $80,000

Tax Bracket 
Cushions

$11,900  
($91,900 - $80,000)

Amount to 
Recharacterize

$48,100  
($60,000 - $11,900)

In addition to the $48,100, Alice will 
also have to recharacterize the net 
income attributable (NIA) on that 
sum. For this example, the NIA is 
$4,008. (We will get into greater 
detail about how to calculate NIA 
in our next article.)

By using this conversion 
strategy to fill up the tax bracket, 
Alice’s effective tax on the 2017 
conversion is now $2,975. She 
also has a Roth IRA valued at 
$12,893.27 ($65,000 - $52,106.73). 

2017 Taxable 
Year

Conversion of 
Traditional IRA 

to Roth IRA
IRA Market 
Value $60,000

Converted 
Amount $11,900

Effective Tax 
Rate 25%

Tax $2,975
 
Alice could wait at least 30 days 
and then do a reconversion of the 
amount necessary to fill up her 
2018 tax bracket. 

However, it is recommended 
that she wait until closer to the 
end of the 2018 tax year before 
reconverting. By eliminating 
Roth IRA recharacterizations, 
Congress effectively killed the 
tax bracket conversion strategy. 
Therefore, Alice will want to clearly 
understand her tax liability for 2018 
before engaging in a reconversion.

Recharacterization of Roth IRA
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Recharacterization of Roth IRA

Tax Reporting 

While the recharacterization itself 
is nontaxable (both the principal 
and NIA), there are significant 
reporting requirements. The 
taxpayer will probably need to 
amend the prior year’s Form 1040 
filing. A statement explaining the 
recharacterization also must be 
attached to the amended return. 
If the transaction resulted in 
any nondeductible traditional 
IRA contributions, then Form 
8606 must also be filed. 
Instructions for IRS Form 8606 
contain full information on how 
recharacterizations are reported to 
the IRS and are available at  
irs.gov/pub/irs-pdf/i8606.pdf.
Recharacterizations are reported 
on both Forms 1099-R and 5498. 
The Roth IRA sponsor of the 
account issuing the transfer will 
report the recharacterization on 
Form 1099-R. The Form will show 
the amount being recharacterized, 
plus attributable earnings in Box 
1 (gross distribution), a zero in 
Box 2a (taxable amount), and 
either Code R or Code N in Box 7 
(distribution code). 
Code R is used to report 
the recharacterization of a 
contribution that was made in, or 
designated for, the prior year (i.e., 
recharacterized IRA contribution 
made for 2017). Code N is used to 
report the recharacterization of a 
contribution that was made in, or 
designated for, the current year.  
The IRA that will receive the 
recharacterized amount needs to 
report the transaction on Form 
5498. The total recharacterized 
amount received by the recipient 
IRA is reported in box 4. This 
includes both the principal and 
NIA.

Recharacterization of 
Contributions 

While Congress eliminated the 
ability to recharacterize Roth 

IRA conversions, taxpayers are 
still allowed to recharacterize 
contributions. 
While recharacterizations can 
be done for any reason at all, 
one of the most likely reasons to 
recharacterize a contribution is 
eligibility (i.e., the taxpayer wasn’t 
eligible to make the original 
contribution). See irahelp.com/2018 
for traditional and Roth IRA 
eligibility and phase out rules.

While Congress eliminated 
the ability to recharacterize 

Roth IRA conversions, 
taxpayers are still allowed to 
recharacterize contributions. 

Keep in mind that 
recharacterization works for 
both Roth and traditional IRA 
contributions. However, the 
decision to recharacterize is an 
irrevocable election. 
Example: Patrick and Maggie 
(married filing jointly) make the 
maximum $5,500 contribution to 
Patrick’s Roth IRA, early in 2018. 
Around October 2018, they realize 
that their adjusted gross income 
will be very close to $199,000, 
which is the current Roth IRA 
earnings cap for contributions 
for married couples filing jointly. 
That means at worst, Patrick and 
Maggie cannot make any Roth IRA 
contribution, and, at best, they are 
phased out to a lower amount. 
Patrick wants to play it safe and 
since neither he nor Maggie is 
covered by a retirement plan at 
work, they do not have to worry 
about the traditional IRA income 
limits for deductibility. 
That means Patrick and Maggie 
can recharacterize the entire 
contribution to a traditional IRA 
and take the full deduction on 
their 2018 income tax return. They 
also avoid potentially triggering 
the excess contribution penalty 

that would have arisen if ineligible 
amounts had remained in the Roth 
IRA. 

Late Recharacterization 

The IRS has previously allowed 
late recharacterizations in a limited 
number of circumstances. In each 
of these situations, the taxpayer 
acted reasonably and in good 
faith. That relief has been granted 
through private letter rulings 
(PLRs). While there may seem to 
be a fairly large number of rulings, 
it is vital to keep in mind that 
in many of these situations, the 
taxpayer later learned that their 
income exceeded the then existing 
$100,000 income limit and were 
unable to do a conversion. The 
income limit on conversions was 
removed in 2010. 

Thus, it’s unlikely that clients 
will be able to rely on any of 
these earlier PLRs if this last 
recharacterization deadline is 
missed. Making matters worse, 
Congress explicitly repealed this 
section of the Tax Code. 

While IRS could still be sympathetic 
under the right set of facts, why 
run the risk and incur the user fee? 
It makes much more sense to 
plan ahead by identifying those 
clients that could benefit from an 
IRA recharacterization and getting 
it done by the October 15, 2018 
deadline. 

This is your last hurrah with a 
tax strategy that was unfairly 
demonized by various lawmakers 
on Capitol Hill during the tax 
reform debates. They called it an 
unfair tax avoidance tactic that was 
open to abuse and encouraged 
speculative investing. 

However, in reality, a 
recharacterization allows taxpayers 
to maximize tax brackets and 
tax spending while effectively 
planning for retirement. Don’t let 
this planning opportunity pass by 
you… and your clients! ◼ 

http://irs.gov/pub/irs-pdf/i8606.pdf
http://www.irahelp.com/2018
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Computing Net Income Attributable

To recharacterize a Roth IRA 
conversion, one must remove 

from the Roth IRA not only the 
converted funds but also the net 
income attributable (NIA) to those 
funds. The IRS requires a special 
calculation to determine NIA. 
The same income calculation is 
required when recharacterizing 
annual IRA contributions, and 
when timely withdrawing excess 
contributions from an IRA. The 
same October 15, 2018 deadline 
applies to all of these corrective 
IRA actions for 2017 transactions.
Here's what you need to know.

NIA Formula

NIA is based on the earnings and 
losses of the entire value of the IRA 
during the period in which it held 
the funds now being removed. The 
formula to compute NIA is:

C  x
(ACB - AOB)   AOB

=  NIA

 

 σ Contribution (C): The amount 
being recharacterized, or excess 
contribution distributed

 σ Adjusted Opening Balance 
(AOB): The value of the IRA 
at the time the contribution or 
conversion was made, including 
its value plus the amount of any 
contributions or other credits 
made to the account during the 
computation period

 σ Adjusted Closing Balance 
(ACB): The value of the IRA 
at the end of the computation 
period plus the amount of 
any distributions, transfers 
or recharacterizations made 
from the account during the 
computation period

The computation period begins 
immediately prior to the time 
when the contribution being 
recharacterized was made to the 

account and ends immediately 
prior to the recharacterizing 
transfer or distribution of the 
contribution amount. 

Often, the IRA custodian will 
calculate the NIA number. But 
it is important to know how to 
compute it yourself on behalf 
of clients both for planning 
purposes and to check against 
custodian mistakes. Publication 
590-A, Contributions to Individual 
Retirement Arrangements (IRAs), 
contains extensive information 
on calculations relating to 
recharacterizations, including 
worksheets to help determine NIA 
amounts. A free electronic version 
is available at irs.gov/pub/irs-pdf/
p590a.pdf.

To recharacterize a Roth 
IRA conversion, one must 
remove from the Roth IRA 

not only the converted funds 
but also the net income 

attributable (NIA) to those 
funds. 

Full Balance Roth IRA 
Recharacterization

The simplest case is when a 
Roth IRA conversion creates 
a new stand-alone Roth IRA, 
no other transactions have 
occurred in regard to it, and it is 
to be fully recharacterized. Then, a 
straightforward recharacterization 
of the entire account balance 
includes all income earned in it 
so no numerical calculation is 
necessary.

But there are many more 
complex situations, such as 
when a Roth IRA is being only 
partially recharacterized or is 
not stand-alone but holds other 

funds that pre-date the additions 
being recharacterized, or excess 
contributions must be distributed. 
In these cases, the income earned 
in the Roth IRA on the funds being 
recharacterized must be calculated 
and included in the removal 
process.

Partial Balance Full 
Recharacterization

How the NIA formula works is 
illustrated by a case where a fully 
recharacterized conversion is only 
a portion of an IRA's balance. 

Example 1: In 2017, Mary had 
$80,000 in a Roth IRA to which 
she added a Roth IRA conversion 
of $160,000. Then, the converted 
investment funds declined in value 
by $15,000. Not wishing to pay 
tax on $160,000 of income when 
the assets were now worth only 
$145,000, she recharacterizes the 
full conversion. When she does, the 
Roth IRA has a value of $225,000 
($80,000 + $145,000).

Applying the formula above, 
her AOB is $240,000 ($80,000 + 
$160,000), and ACB is $225,000. 
Thus, her NIA for the $160,000 is 
-$10,000. 

$160K  x
($225K - $240K)   $240K

 
The amount Mary must 
recharacterize back to her 
traditional IRA is $150,000 
[$160,000 + (-$10,000)]. Note that 
Mary cannot recharacterize just 
the specific $160,000 investment 
assets that lost $15,000 of value 
to make a recharacterization 
transfer of only $145,000. The NIA 
on the recharacterization transfer 
is calculated considering the 
performance of all the assets in the 
IRA.

Computing Net Income Attributable for IRA 
Recharacterizations and Corrective Distributions

http://www.irs.gov/pub/irs-pdf/p590a.pdf
http://www.irs.gov/pub/irs-pdf/p590a.pdf
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Computing Net Income Attributable

Partial Recharacterization

It's possible to recharacterize only 
a portion of a Roth IRA conversion. 
Let's say the situation was a little 
different for Mary, so she went 
down a different path.

Example 2: In 2017, Mary had 
$80,000 in a Roth IRA to which 
she added a Roth IRA conversion 
contribution of $160,000. Then, 
the converted investment funds 
happily rose in value. 

However, Mary found that paying 
income tax on the full $160,000 
conversion put her in too high 
of an income tax bracket, so she 
decides to recharacterize $50,000 
of the conversion to reduce the 
tax bill. When she does, the IRA 
has a value of $260,000 ($80,000 
+ $160,000 + $20,000 of post 
conversion gain).

Applying the NIA formula, her AOB 
is $240,000 ($80,000 + $160,000), 
and ACB is $260,000. Thus, her 
NIA for the $50,000 is $4,166.67. 

$50K  x
($260K - $240K)   $240K

 
The amount Mary will 
recharacterize back to her 
traditional IRA is $54,166.67 
($50,000 + $4,166.67).

Corrective Withdrawals

Annual contributions can be 
withdrawn from an IRA either 
by recharacterizing them or by 
distributing them to the IRA 
owner. Contributions can be 
recharacterized from a Roth IRA to 
a traditional IRA, or vice versa. 

In either event, the individual 
must be eligible to contribute to 
the receiving account. Whether 
the amounts are recharacterized 
or withdrawn, an NIA calculation 
must be applied. Withdrawn NIA 
is taxable income that may be 
subject to a 10% early withdrawal 
penalty. 

When calculating NIA on a 
distribution, the IRS follows a "last-
in, first-out" rule, with the amount 
distributed applied from the last 
contribution forward. A single 
calculation is allowed even if more 
than one contribution is withdrawn. 

Annual contributions can 
be withdrawn from an IRA 
either by recharacterizing 

them or by distributing them 
to the IRA owner. 

Example 3: Salvatore, age 58, 
contributed $650 each month to 
his Roth IRA for 12 months in 2017, 
a total of $7,800. Since Salvatore 
is over age 50, his maximum 
contribution for 2017 was $6,500 
($5,500 max contribution + $1,000 
catchup contribution). 
This leaves him with an excess 
contribution of $1,300. The IRA held 
$26,000 just before the November 
2017 contribution which first put 
him over the limit. He asks to 
have the $1,300 excess distributed 
back to him to correct the excess 
contribution. 
The $1,300 is deemed to come 
from Salvatore's December and 
November contributions of $650 
each. No other transactions 
occurred with the IRA. When 
Salvatore takes the distribution 
in early 2018 the IRA's value is 
$28,000.
Calculating the NIA that must be 
added to the $1,300 distribution 
determines that it is $33.33. 

$1.3K  x
($28K - $27.3K)   $27.3K

 
Surprise! When removing an 
excess contribution for a prior 
year (before 2017), NIA does not 
have to be removed. The excess 
contribution is subject to a 6% 
penalty annually until removed, but 
the NIA of it can remain in the IRA.

Recharacterizing Multiple 
Contributions 

An IRA may receive multiple 
additions during a year by 
contributions and conversions 
that an owner may wish to 
recharacterize. For instance, the 
owner may wish to recharacterize 
contributions from a Roth IRA to a 
traditional IRA. 
An owner who wishes to 
recharacterize these contributions 
has the following options: 

 σ Choose by date and dollar 
amount (not by specific asset) 
for a contribution or portion 
thereof to recharacterize. See 
the NIA calculation illustrated in 
Example 1.

 σ If a series of consecutive 
contributions are to be 
recharacterized, a single NIA 
calculation for the series may 
be utilized, using a computation 
period starting just before the 
date of the first contribution to 
be recharacterized. Example 
3 illustrates this type of NIA 
calculation.

 σ Non-consecutive contributions 
may be recharacterized, with 
a separate NIA calculation for 
each. 

If an individual owns multiple IRAs, 
generally, the NIA calculation is 
performed only on the account 
holding the contribution being 
recharacterized or withdrawn, and 
the recharacterization transfer or 
withdrawal must come from that 
account. IRAs are not aggregated 
for this purpose. (Note: If the assets 
to be removed have moved from 
one account to another, the NIA 
must be done on both accounts.) ◼

Free Download! 
October 15, 2018 

Critical Deadlines Checklist 
irahelp.com/criticaldeadlines 
Retirement Account Actions to 
Review with Your Clients and 

Prospects Immediately!

http://www.irahelp.com/criticaldeadlines
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Guest IRA Expert
 

Joseph R. Brooks, ChFC®
President 

Fairhaven Financial 
Advisory Corporation 

East Lansing, MI

Roth IRA rules can be confusing 
for advisors and investors. For 

example, anyone with a traditional 
IRA can convert the account to a 
Roth IRA, in whole or part, at any 
time, as long as tax is paid on the 
pre-tax money in the transaction. 
Roth IRA contributions come with 
more restrictions. Currently, the 
maximum annual contribution 
amount is $5,500, or $6,500 
for those age 50 or older. Non-
working or low-income spouses 
can make contributions based on a 
working spouse’s income. 
Only those with earned income, 
but not too much, can contribute 
each year. Contributions are 
limited by modified adjusted 
gross income (MAGI). This year, 
someone must have MAGI under 
$120,000 ($189,000 on joint returns) 
to contribute the full amount. 
Smaller Roth IRA contributions are 
allowed with slightly higher MAGI. 
(All Roth IRA contributions are 
made with after-tax dollars.)
Therefore, it’s vital that advisors 
review tax returns of clients who 
have made Roth IRA contributions 
or intend to make them. Excess 
MAGI can lead to steep penalties.

Penalties Apply 
Even to After-Tax Roth Funds

Perhaps some people make 
excess contributions to a Roth 
IRA, because their MAGI is over 

the limit. Excess contributions are 
subject to a 6% penalty every year, 
until the overage is remedied. This 
ongoing penalty may also apply 
to beneficiaries after the Roth IRA 
owner’s death.
What’s more, earnings attributable 
to an excess contribution must 
be withdrawn when the excess is 
timely corrected. That withdrawal 
will trigger income tax on those 
withdrawn earnings as well as a 
possible 10% penalty before the 
recipient reaches age 59½.
For example, I discovered that a 
new client had been contributing 
to a Roth IRA each year since 
2012, even though his MAGI was 
continually over the limit. His 
former advisor had arranged for 
monthly transfers from the client’s 
bank account to a Roth IRA, where 
it was invested in a mutual fund.

It’s vital that advisors 
review tax returns of clients 
who have made Roth IRA 
contributions or intend to 

make them.

Apparently, this advisor (who 
worked for a brokerage firm) did 
not ask about the client’s MAGI 
or look at the client's tax returns 
during those years. The client’s 
CPA probably knew the MAGI 
number from tax return preparation 
but was unaware of the ongoing 
Roth IRA contributions, which do 
not need to be reported on income 
tax returns.

Correcting the Excess

Such reports raise questions for 
advisors. How can ineligible Roth 
IRA contributions be discovered? 
What can be done to avoid or 
minimize penalties? 
Excess contributions can be 
discovered by raising the question 

during client meetings. Ask, “Have 
you made Roth IRA contributions?” 
If the answer is “Yes,” check the 
client’s yearly tax returns to spot 
possible infractions. Once any 
excess contributions have been 
revealed, advisors can help limit 
the damage. Step one: withdraw 
the amounts of any excess 
contributions as soon as possible.

Example: Kim contributed $6,500 
a year for two years that she 
was over the MAGI limit, so the 
entire $13,000 was not eligible to 
be placed in her Roth IRA. That 
$13,000 must be withdrawn. Note 
that excess Roth IRA contributions 
for a given calendar year can be 
corrected, without penalty, by 
withdrawing the required amount 
by October 15 of the following year. 
Thus, there is still time to address 
ineligible Roth IRA contributions 
for 2017.
Also, any net income attributable 
(NIA) to contributions that 
are timely corrected must be 
withdrawn. We have found that 
mutual fund companies receiving 
these contributions have been very 
helpful in tracking the amounts 
of NIA that must be distributed, 
subject to income tax and possibly 
a 10% early withdrawal penalty. 
After the October 15 deadline, the 
NIA no longer must be removed.

Including the Accountant

As mentioned, it’s possible that a 
client’s tax preparer is not aware 
that excess Roth IRA contributions 
have been made, perhaps for 
several years. One strategy we 
have followed is to handle the 
return of excess contributions 
ourselves, then notify the tax 
preparer. We inform the CPA 
(or other tax preparer) that our 
advisory firm has removed the 
excess Roth IRA contributions for 
specific years and also removed 
the NIA from those contributions, 

Ineligible Roth IRA Contributions

Dealing with Ineligible Roth IRA Contributions
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if applicable. Hard copies of the 
paperwork from those distributions 
are enclosed with a letter to the 
CPA, along with the relevant 
reports from the mutual funds that 
held the excess contributions. 
Our letters state that IRS Form 
5329 must be completed and 
filed for the years in question. The 
CPA is requested to please file 
the Forms 5329 as well as any tax 
returns that should be amended, 
and to send us copies for our client 
file. Here is a sample letter: 

Dear Ms. Smith, CPA: 

We have completed the removal 
of excess contributions for 
years 2012-2017. Also, on 2/9/18, 
we removed the Net Income 
Attributable (NIA) for the 2017 
excess contribution. Enclosed, 
please find copies of the checks 
relating to the withdrawal 
of excess contributions and 
NIA for applicable years. I 
have also enclosed a copy 
of the summary chart of the 
XYZ Funds Roth IRA excess 
contributions with footnotes I 
thought would be useful. The 
NIA on your 2017 contribution 
must be included on your 2017 
tax return. As such, your 2017 
tax return must be amended to 
include the NIA returned.
 
Please complete IRS Form 5329 
for years 2012-2016 and the 
amended tax return for 2017. 
Once completed, please send 
us copies of all documents 
relating to this transaction for 
our records.
 
If you have any questions or 
need further information, please 
give me a call at 888-555-1212. 
 
Sincerely,
Mr. Jones, Financial Advisor

 
Other procedures might be used in 
some circumstances. The client’s 

CPA could be contacted earlier, 
for instance, and asked to assist in 
straightening things out. However, 
our method gives us more control 
and reveals to clients the efforts 
we are making on their behalf.

Back-Door Roth Conversions

Roth IRA contributions that are 
ineligible because they’re over 
the MAGI limits indicate that 
some high-income clients desire 
to make annual $5,500 or $6,500 
contribution to a Roth IRA. That 
may still be possible with a “back-
door” Roth conversion.
To illustrate, suppose Mark’s 
MAGI is well over $200,000 a 
year, preventing him from making 
a direct Roth IRA contribution. 
Even so, Mark can still make a full 
contribution to a traditional IRA, 
as long as he (or his spouse) has 
earned income, up until the year 
he reaches age 70½.
Assuming that Mark participates in 
an employer’s retirement plan, he 
cannot deduct his traditional IRA 
contribution because of his high 
income. Even so, Mark can make a 
non-deductible contribution with 
after-tax dollars. Then Mark can 
convert his traditional IRA to a 
Roth IRA. If Mark has contributed 
$6,500 and he converts when 
the traditional IRA holds $6,500 
of non-deductible money, he will 
effectively have made a full Roth 
IRA contribution, despite his high 
income, without paying any tax on 
the conversion.
For many clients, though, there is 
a catch. A Roth IRA conversion 
takes into account all of the pre-
tax money in the individual’s 
traditional, SEP, and SIMPLE IRAs. 
If Mark already has, say, $26,000 of 
pre-tax money in a traditional IRA, 
his non-deductible traditional IRA 
contribution of $6,500 would bring 
his total balance to $32,500, with 
20% in after-tax dollars. Any Roth 
IRA conversion would then be 80% 
taxable and only 20% tax-free.

Advisors can prevent improper 
trips through the back door by 
understanding the pro-rata rule. In 
addition, advisors can help avoid 
missteps through the front door by 
reviewing clients’ tax returns for 
MAGI over the relevant Roth IRA 
contribution limit. 

 Advisor Action Plan
 σ Determine whether clients have 
made — or plan to make — Roth 
IRA contributions.

 σ Review clients’ tax returns, 
checking to see if such 
contributions are excessive, 
subject to a 6% annual penalty. 

 σ Withdraw excess contributions 
plus any investment income. 

 σ Contact the client’s tax preparer 
with any relevant information 
and request that the accountant 
file IRS Form 5329 and any 
amended tax returns necessary.

 σ See if clients with high MAGI 
and little or no pre-tax IRA 
money would be eligible for a 
non-deductible contribution to a 
traditional IRA, followed by a tax-
efficient Roth IRA conversion. ◼

Joseph R. Brooks, ChFC®, is president 
of Fairhaven Financial Advisory 
Corporation, a Registered Investment 
Advisor, in East Lansing, Michigan. 
He has a B.A. from Michigan State 
University and is a Chartered Financial 
Consultant (ChFC®). Additionally, 
he is a member of the Society of 
Financial Service ProfessionalsTM 

(FSP), Academy of Preferred Financial 
Professionals (APFA), and is the 
former vice president of the Central 
Michigan Chapter of the International 
Association of Financial Planning 
(IAFP). Dedicated to the ongoing 
training in and mastery of IRA tax 
laws and planning strategies, Joe is a 
Charter Member of Ed Slott’s Master 
Elite IRA Advisor GroupSM. Joe has 
also been featured in The Wall Street 
Journal, USA Today, and MarketWatch.  
 
For more information, you may contact 
Joe at info@fairhavenfinancial.com or 
(517) 332-2900. You may also visit his 
website at fairhavenfinancial.com.

Ineligible Roth IRA Contributions

mailto:infofairhavenfinancial.com?subject=from%20IRA%20Advisor
http://www.fairhavenfinancial.com
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 ✓ Recharacterize 2017 Roth IRA 
Conversions.

Do you have clients who converted 
their traditional IRAs to Roth IRAs in 
2017? If so, you will want to discuss 
the decision of whether or not to 
recharacterize these conversions 
with each of them. 
If clients have changed their minds 
or if the account has declined in 
value, a recharacterization may 
make sense. Clients may also want 
to consider recharacterizing 2017 
conversions and reconverting in 
2018 to take advantage of lower tax 
rates put in place by the Tax Cuts 
and Jobs Act (TCJA).
TCJA eliminates recharacterization 
for Roth conversions done in 2018 
or later. Clients who converted in 
2017 are the last ones who will be 
able to take advantage of this rare 
opportunity in the tax code. Don’t 
let them miss out by missing the 
deadline!

 ✓ Recharacterize 2017 IRA 
Contributions.

Do you have clients who made 
traditional or Roth IRA contributions 
and now are having second 
thoughts? Maybe they made 
a 2017 Roth contribution and 
have since discovered that their 
income is too high, or maybe 
they made a 2017 traditional IRA 
contribution and now realize it is 
not deductible. Recharacterization 
may be just the solution. A 
traditional IRA contribution can 
be recharacterized to a Roth IRA 

or vice versa. For example, the 
client whose 2017 traditional IRA 
contribution is not deductible can 
recharacterize that contribution to 
a Roth IRA.

Good news! While the TCJA has 
eliminated recharacterizations for 
conversions beginning in 2018, 
recharacterizations of contributions 
remain available. Don’t overlook 
this valuable strategy and be sure 
to get it done by the deadline.

 ✓ Withdraw 2017 IRA 
Contributions Without Penalty.

Clients who have made excess 
contributions to their IRA for 2017 
can catch a break when it comes 
to penalties. If they remove the 
excess contribution, plus the net 
income attributable by October 15, 
2018, they will not be hit with a 6% 
excess contribution penalty. If they 
miss this deadline, there is no relief 
from this penalty, so be sure these 
transactions get done in time.

Before October 15, 2018, clients 
can also remove any IRA or Roth 
IRA contribution that they have 
changed their mind about for any 
reason, even if it is an allowable 
contribution and not an excess. 
After this date, this is no longer an 
option and the contribution must 
stand.

 ✓ Establish and Fund a SEP IRA 
Plan for 2017.

The deadline for both establishing 
and funding a SEP IRA plan is 
the business’ tax-filing deadline, 

including extensions. This makes 
October 15, 2018, the deadline for 
2017 for those businesses with 
extensions to that date. This is 
different than the deadline for 
contributing to a traditional or Roth 
IRA. That deadline is the tax-filing 
deadline, not including extensions.

 ✓ Make 2017 Employer 
Contributions to a SIMPLE IRA 
Plan.

Employer contributions to a 
SIMPLE IRA plan must be made 
by the business’ tax-filing deadline, 
including extensions. If the business 
has an extension until October 15, 
2018 to file its 2017 tax return, that 
would be the deadline to make 
the employer contributions to the 
SIMPLE IRA plan.

 ✓ Bonus! October 31, 2018 is 
another important deadline 
for retirement accounts.

This is the deadline for a trust that 
inherited an IRA in 2017 to provide 
required trust documentation to 
either the IRA custodian or the 
plan administrator. This may sound 
like mere paperwork, but it is 
critical.  

If a trustee misses this deadline, 
the trust will not meet the 
look-through rules and the 
advantageous tax treatment of 
the stretch will be lost for trust 
beneficiaries. Advisors will not want 
to miss this deadline.

Time is running out. Fall is here and along with Halloween and pumpkin-spice-everything come 
critical retirement account deadlines! Be sure that your clients complete the following transactions 
by October 15, 2018:

CRITICAL DEADLINES CHECKLIST
OCTOBER 15, 2018

RETIREMENT ACCOUNT ACTIONS TO REVIEW 
WITH YOUR CLIENTS & PROSPECTS IMMEDIATELY!

Critical Deadlines Checklist


