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Jan 03, 2013 

Fiscal Cliff Legislation Affects Retirement Plans 

 
As part of a last-minute deal to avoid automatic tax increases and spending cuts that would have kicked 

 commonly refe Congress has approved, and 
President Obama has signed, the American Taxpayer Relief Act of 2012 (H.R. 8).  

 
We are very excited to report that lawmakers did not incorporate any tax deduction or exclusion 

limitations applicable to retirement benefit plans, as was a possibility in the months leading up to the 
fiscal cliff. The legislation permanently extends ordinary income tax rates for individuals earning less than 

$400,000 per year (and joint filers earning less than $450,000 per year) and alters capital gains and 

dividend rates, the estate tax and the Alternative Minimum Tax. We are not in the clear yet, H.R. 8 delays 
sequestration (automatic government spending cuts) for two months, and when combined with the need 

to increase the federal debt limit and expiration of the federal government’s funding resolution, we are 
set up for another critical deadline that may yet include provisions to limit tax incentives for retirement 

plans.  

 
A New Roth Conversion Opportunity 

Under current law, amounts in defined contribution plans may be converted to Roth amounts within the 
plans, provided that:  

1. the amounts in the plans were distributable as eligible rollover distributions (meaning the 
participant has reached age 59 ½ or has separated service); and 

2. the plans otherwise permits regular non-rollover Roth contributions.  

 
H.R. 8 creates a new opportunity to convert assets in defined contribution plans (such as 401(k) plans, 

403(b) plans and governmental 457(b) plans) into Roth amounts within plans. The amount converted is 
currently taxable but subsequent qualified distributions from the plans’ Roth accounts are completely 

nontaxable. Plans are permitted to offer this new conversion right away but are not required to do so. 

 
How It Works 

H.R. 8 permits any amounts in defined contribution plans to be converted to Roth amounts, regardless of 
whether the participant has reached 59 ½ or separated service, as long as the plan permits Roth 

contributions (again there is no requirement to offer the conversion, it is discretionary). This opens up a 

huge potential source of assets for conversion to Roth. For many participants under age 59 ½, no 
amounts in a 401(k) plan may be distributable, essentially making the conversion right unavailable. H.R. 

8 would allow all vested assets in plans to be eligible for conversion, including, for example, elective 
deferrals, matching contributions and nonelective employer contributions. We expect the IRS and 

Treasury to provide more guidance to plan sponsors very soon, but we already have guidance on how 
the general conversion process works under IRS Notice 2010-84.  

 

 Tax - The amount converted would be subject to income tax in the year of conversion, but, 
under a special rule, would be deemed to be exempt from the 10% tax on early distributions, 

http://www.americanbenefitscouncil.org/documents2012/hr_8_112th.pdf
http://www.irs.gov/pub/irs-drop/n-10-84.pdf
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regardless of whether the participant is under age 59 1/2, etc.  It does not appear that 

conversions would be subject to the 3.8% tax on the net investment income of higher income 
taxpayers.  

 Withholding - Under current law, conversions within plans are not subject to either the 

mandatory 20% withholding or optional withholding. It appears that the same rules would apply 
to the new type of conversion. Under current law, the IRS "encourages" taxpayers doing in-plan 

conversions to consider increasing their withholding or making estimated tax payments to avoid 
underpayment penalties.  

 Distribution Treatment - Under current law (and presumably the new rules), conversions are 

treated as a distribution followed by a rollover. However, the conversions are not treated as a 
distribution for certain specified purposes: (i) a portion of an account with a plan loan can be 

converted to a Roth amount without the loan being treated as a new loan (but the loan amount 
is taxable); (ii) even if the plan is subject to the spousal consent rules, no spousal consent is 

required for a conversion, (iii) the conversion is not disregarded in determining whether the 
participant's accrued benefit exceeds $5,000 and thus cannot be mandatorily cashed out; (iv) a 

notice of the right to defer the distribution is not required in connection with a conversion; and 

(v) any anti-cutback rights attached to a converted amount remain after conversion.  
 402(f) notice - It is possible that a modified version of a 402(f) notice may need to be provided 

in connection with this new type of conversion. IRS Notice 2010-84 (Q&A-5) provides some 
guidance in this regard with respect to the existing conversion right.  

 Non-employees - Conversions are also available to surviving spouse beneficiaries and alternate 

payees who are spouses or surviving spouses; other beneficiaries and alternate payees may not 
do these conversions.  

 
Will It Be Popular With Participants? 

Converting pre-tax money to Roth money is extremely advantageous in some situations for some 

individuals, especially where the individuals have assets outside the plan that can be used to pay the tax 
on the conversion. It looks like the ideal participant is a high earner with the ability to pay the tax using 

non-plan assets and who expects to enter retirement at a high tax rate. The cost of conversion would rise 
significantly for many high-income individuals under the fiscal cliff deal. However, in many cases, this 

does not eliminate the overall advantages of doing the conversion; it just makes the conversion more 
expensive in the short-term. With income tax rates increasing, the long-term savings may significantly 

outweigh the short-term expense. So for the right participant, this could be a very desirable option, but it 

is not for everyone.   
 

Going Forward 
Obviously there are a lot of unanswered questions. We hope to have most of the answers from the IRS 

and Treasury very soon and will update you accordingly. In the immediate, plan sponsors of defined 

contribution plans with conversion provisions should be prepared to start receiving questions. Those 
plans without the conversion provision may wish to consider the option if their participant population 

could benefit from it. 
 

Your Lockton Retirement Services Representative can assist you should you have any questions. 
 

 

Fiduciary Risk Management:  Compliance Services 
Sam Henson, JD  l  Jessica Skinner, JD 
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