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T
ax diversification is a planning concept that can be 
easily illustrated with the analogy of accumulating 
assets in a variety of “buckets,” each of which will be 
taxed differently when liquidating for retirement.  

One such bucket, which is often under-utilized, is the “tax-
free” bucket—assets that will come to the client tax-free 
in retirement. Roth IRAs can play an important role in this 
asset group but may seem to be off limits for many higher-
income earners, because of strict income caps on contri-
butions to these accounts. However, even if your income 
disqualifies you from being able to contribute to a Roth IRA, 
the backdoor Roth IRA strategy can provide a way for you 
to take advantage of these accounts—and help you achieve 
better long-term tax diversification. 

THE APPEAL AND LIMITATIONS  
OF A ROTH IRA

With a Roth IRA, you get no up-front tax deduction, as 
you do with a traditional IRA, 401(k) retirement plan, or 
other tax-deferred account. However:

• You pay no tax on either principal or earnings when 
you withdraw your money (although you must be at 
least age 59½ and have had the Roth for five years).

• There is no required minimum distribution, or age 
when you must withdraw money—an appealing option 
for those who want to leave the money to heirs.  

The trouble has been, of course, that Roth IRAs technical-
ly are only available to those whose annual income is below 
certain levels. In 2018 those limits are:

• $199,000 or less for married couples filing jointly
• $135,000 or less for single filers
A backdoor Roth IRA circumvents those income restric-

tions. The recent tax reform legislation confirms that back-
door Roth IRAs are an allowable transaction. Taxpayers 
who had shied away from using backdoor IRAs for fear of 
running afoul of the IRS now have a clear path to using this 
strategy to create Roth IRAs.

HOW IT WORKS
So how does a backdoor Roth IRA work? Instead of contrib-

uting to a Roth IRA directly—which you may not be eligible 
to do because of the income restrictions—you make a nonde-
ductible contribution to a traditional IRA. No income restric-
tions apply to your right to put money into a traditional IRA.

Nondeductible means you are using money left over 
after you pay your income taxes. The tax impact is a wash 
because you would not have been allowed to deduct a 
direct contribution to a Roth IRA anyway. Both are so-called 
after-tax contributions.

After putting the money into a traditional IRA, you con-
vert or transfer it to a Roth IRA. You can contribute up to 
$5,500 a year to a traditional IRA, or up to $6,500 if you are 
age 50 or older, and you can convert the money at any time.

Still, remember to follow certain rules:
• You must have earned income. Otherwise, you are not 

eligible to make a nondeductible contribution to a 
traditional IRA. But there is a helpful exception to that 
rule: For married couples filing a joint return, the back-
door Roth IRA can be doubled by having a nonworking 
spouse also contribute to his or her own IRA. The work-
ing spouse must have enough earned income to cover 
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the contribution for the nonworking spouse. 
• You cannot convert money to a backdoor Roth IRA 

if you are older than 70½ years of age. If a worker is 
contributing for a nonworking spouse, the nonworking 
spouse also must be younger than 70½.

• Obey the IRS’s pro-rata rule in calculating tax on the 
conversion amount. The pro-rata rule is a rule that 
dictates the taxation of an IRA distribution when the 
IRA owner has any IRA containing after-tax amounts. 
The rule states that, in general, an IRA distribution will 
consist of the same proportion of pre-tax and after-
tax amounts as the IRA owner has in his or her IRA(s). 
Furthermore, for the purposes of this rule, all of a tax-
payer’s traditional IRAs—including SEP and SIMPLE 
IRAs—are looked at as a single IRA.

The crux of the calculation is this: You pay taxes in pro-
portion to the original account’s pretax contributions and 
earnings. Suppose you kick in $6,500 to a nondeductible 
traditional IRA. In addition, you also have an IRA worth 
$93,500, funded entirely with deductible contributions. As 
a result, 93.5 percent of any conversion would be taxable.

If you have no other IRAs, the calculation is simple. 
Better yet, the conversion will be tax-free because the 
amount converted will consist only of after-tax, nonde-
ductible money.

SUMMARY
A backdoor Roth IRA can be an effective strategy toward 

building assets for retirement and achieving tax diversifica-
tion in your overall portfolio. A professional financial advisor 
can help you understand the related IRS rules and success-
fully implement this strategy. n
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This article contains general information that is not suitable 
for everyone.  The information contained herein should not be 
construed as personalized legal or tax advice.  There is no guar-
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BACKDOOR ROTH IRA’S AT-A-GLANCE

• The IRS recently confirmed this strategy is an allowable 
transaction.
• By using this strategy, you work around the income limits.
• How it works—Contributions: 

– You contribute to a non-deductible traditional IRA.
– You then convert that contribution to a Roth IRA.

•  How it works – Conversions:
–  If you have an IRA balance you can convert that 

account (or partial account) to a Roth IRA.
–  The amount converted is taxable (or partially taxable) 

and included in your income. 


