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What Is It?
The Roth 401(k) is a new feature available for 401(k) plans that has generated recent
attention from the press.  Newly effective in 2006, a 401(k) plan may now permit
participants to treat some or all of their 401(k) salary deferral contributions as after-tax
“Roth” contributions.  The following paragraphs discuss the mechanics of Roth 401(k),
who may benefit from Roth 401(k), and its advantages and disadvantages.  Examples of
the regular pre-tax 401(k) and the after-tax Roth 401(k) are provided.

Pre-Tax 401(k):  Current Tax Saving, Taxable Withdrawals
Under a traditional 401(k) plan, 401(k) salary deferrals are exempt from state and federal
income tax in the year of contribution so that participants get a current tax savings.  In
addition, earnings accumulate in a participant’s account without current taxation.
However, both contributions and earnings will be taxed at the participant’s applicable tax
rate when distributed.  If one is interested only in a current tax savings, the pre-tax 401(k)
salary deferral would be the better option.  See Example 1.

Roth 401(k):  No Current Tax Savings, Possible Tax-Free Withdrawals
By comparison, if one were to make Roth 401(k) contributions, they would be made with
after-tax dollars, so there is no tax saving in the year of contribution.  However, earnings
accumulate in the account without current taxation.  Then, when a participant ultimately
withdraws them from the plan, both the Roth 401(k) contributions and their earnings can
be withdrawn tax-free, provided that the participant made his or her first Roth 401(k)
contribution to the plan at least 5 years prior and that withdrawals do not commence
before death, disability or attainment of age 59_.  Depending on one’s financial situation,
saving through a Roth 401(k) account may provide an opportunity to generate tax-free
retirement income.  If the possibility of tax-free retirement income is of interest to one,
the Roth 401(k) may be an attractive option.  See Examples 2 and 3.

If a plan offers the Roth 401(k) option, the participant would designate whether his or her
contributions are traditional pre-tax 401(k) contributions, after-tax Roth 401(k)
contributions, or a combination of both; the participant’s decision would be irrevocable at
the time of his or her contribution.  The maximum 401(k) limits apply to both.  Thus, in
2007, the maximum deferral is $15,500 if the participant is under age 50 and $20,500 if
he or she is age 50 or older.  The total of one’s pre-tax and Roth deferrals cannot exceed
the applicable dollar limit for the calendar year.  After 2007, these limits will be adjusted
for inflation.

Roth 401(k) deferrals are matched the same as traditional pre-tax 401(k) contributions.
In addition, a participant can borrow and make hardship withdrawals from a Roth 401(k)
account subject to the same limitations on borrowing and hardship withdrawals as apply
to the pre-tax accounts.  Note:  Although “qualified” Roth distributions are tax-free, a
participant would be taxed on earnings withdrawn from a Roth 401(k) in the first 5 years.
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Who Might Benefit By Making Roth 401(k) Contributions?

While it is impossible to generalize, the following types of employees could benefit by
making Roth 401(k) contributions:

 An employee at any income level who wants to fund some tax-free income for
retirement.  An individual may want to do this to reduce his or her taxable
retirement income (as taxable retirement income could reduce future Social
Security benefits), or because he already has additional taxable income
sources for retirement.  Some financial planners feel that having some tax-free
income in retirement may be beneficial to diversify future tax risks – similar

to spreading one’s retirement assets among a variety of asset classes to both

achieve better diversification and minimize financial risk.

 A young worker at any income level who expects to be in a higher tax bracket
in the future and who has many years for the account to grow through tax-free
accumulation.  Roth 401(k) contributions and earnings accumulate and are
distributed tax-free.  An investor who can achieve a high rate of return over
many years may be able to build up a substantial tax-free retirement income
by contributing to a Roth 401(k).  To the extent an employee is afforded the

opportunity to direct his or her Roth monies differently from the manner in

which he invests his traditional 401(k) monies, he might choose to invest the

Roth monies more aggressively as a strategy to minimize future tax liability.

 A worker who can afford to absorb the up-front additional tax cost and
contribute on an after-tax basis now but who wants to benefit from tax-free
qualified Roth distributions in the future.  See Example 2 for a comparison of
an employee investing identical amounts on a pre-tax basis (with no additional
up-front tax) and on an after-tax basis (and paying the additional up-front
taxes outside of the plan).  See Example 3 of an employee who has a fixed
amount to dedicate to retirement savings for 401(k) investment and associated
taxes (and who cannot absorb any additional tax cost up front).

 A high-paid worker who has extra disposable income and who wants to
accumulate significantly more money than is available under the pre-tax
401(k) option.  See Example 4 for a simplified example.  For those

individuals who will contribute the maximum allowable dollar amount

regardless of whether or not they receive an upfront tax deduction, such

individuals will always be better off from a purely financial standpoint by

investing in the Roth, assuming that their marginal tax rate at retirement is

equal to or greater than their current marginal tax rate.

 A high paid employee who cannot contribute to a Roth IRA due to income
limitations.
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 An employee who wants to contribute more on an after-tax basis than is
permitted under the Roth IRA rules.  In 2007, $15,500 ($20,500 for those over
50) can be made to Roth 401(k) versus $5,000 to a Roth IRA.

 An employee who likes to make contributions by payroll deduction and who
would contribute to a Roth IRA if it were easier to do so.

 An individual who will roll accumulated Roth 401(k) amounts into a Roth
IRA, for ultimate distribution to the IRA owner’s beneficiaries, possibly over
their respective lifetimes.  This allows estate planning opportunities to stretch
out payments longer than may otherwise be allowed for distributions from a
401(k) plan.

As to the actual long-term financial impact of making a Roth 401(k) contribution versus a
traditional pre-tax contribution, it will ultimately depend on whether the employee’s tax
rate is higher at the time they make contributions to the plan or when they take
distributions from the plan.  A complete analysis would depend on an assessment of
future tax rates, their income now versus projected income at retirement, expected
longevity, expected rate of investment return, and changes that the government may make
in its tax policy in the future.
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Example 1

Current Tax Effects:

Comparison of Pre-Tax 401(k) and After-Tax Roth Contributions

5% of Pay Contribution

(Single, No Dependents, Standard Deductions)

Pre-Tax 401(k)

Contributions

After-Tax

Roth 401(k)

Contributions

Annual Pay $30,000 $30,000

Before-Tax Savings $1,500 -0-

Taxable Pay $28,500 $30,000

Federal Income Tax $2,792 $3,026

Calif. Income Tax $589 $679

After-Tax Take-Home
Pay $25,119 $26,295

After-Tax Savings -0- $1,500

Net Take-Home Pay $25,119 $24,795

Result: Current Net Income Tax Savings by Making Pre-Tax 401(k)

Contributions:  $324
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Example 2

Comparison of Pre-Tax 401(k) and After-Tax Roth Contributions

Amounts Available for Distribution in the Future

Identical Contribution Amounts

Pre-Tax 401(k)

Contribution

After-Tax

Roth 401(k)

Contribution

Total Available for
Retirement Savings

$20,0001 $27,7781,2

401(k) Pre-Tax
Contribution

$20,0001 -0-

After-Tax Roth
Contribution

-0-
$20,0001

Federal Tax on
Contribution

-0- $7,7782

Account Balance After
20 Years3 $93,219 $93,219

Tax on Distribution
28% tax bracket $26,101 -0-

After-Tax Distribution4

 28% tax bracket $67,118 $93,219

Additional After-Tax
Income $18,323

Result: Employee paid $7,778 more in tax at time of contribution but has

$18,323 more available after 20 years.

Note: Example assumes that a lump sum (taxed at 28%) is taken after 20 years.  A

particular individual may spread the distribution over a longer period and
be taxed at a lower rate, thus diminishing the differential between the two

amounts available in the future.

                                                  
1 Participant age 50 or older, eligible to make 401(k) catch-up contributions.
2 Tax equals 28% of $27,778.  Employee needs to have $27,778 total available in year of contribution for $20,000

investment plus federal taxes on the after-tax income.
3 8% annual return over 20 years, 28% marginal tax rate, no standard deduction or personal exemptions.
4 If tax rates remain at 28%, the employee has paid $7,778 more in tax at the time of contribution but has $18,323 more

available after 20 years.
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Example 3

Comparison of Pre-Tax 401(k) and After-Tax Roth Contributions

Amounts Available for Distribution in the Future

Employee Has a Set Amount to Invest

Smaller Roth Contribution Made (Amount Available On An After-Tax Basis)

Pre-Tax 401(k)

Contribution

After-Tax

Roth 401(k)

Contribution

Total Available for
Retirement Savings

$20,000 $20,000

401(k) Pre-Tax
Contribution

$20,0001 -0-

After-Tax Roth
Contribution

-0- $14,4002

Federal Tax -0- $5,6003

Account Balance After
20 Years4

$93,219 $67,118

Tax on Distribution
28% tax bracket

$26,101 -0-

After-Tax Distribution5

 28% tax bracket
$67,118 $67,118

Result: If tax rates remain the same, the net proceeds are equal from each account.
If tax rates increase, the Roth 401(k) produces greater amounts.

If tax rates decrease, the pre-tax 401(k) produces greater amounts.

After-Tax Distribution 

23% tax bracket
$71,779

6 $67,118

After-Tax Distribution 

33% tax bracket
$62,4577

$67,118

                                                  
1 Participant age 50 or older, eligible to make 401(k) catch-up contributions.
2 After-tax equivalent of a $20,000 pre-tax contribution at 28% tax bracket ($20,000  $5,600 paid in federal taxes).
3 28% tax bracket.  Tax paid with other funds, so employee contributes $14,400 to plan and pays $5,600 in federal

taxes.
4 8% annual return over 20 years, 28% marginal tax rate, no standard deduction or personal exemptions.
5 If tax rates remain at 28%, the net proceeds from both accounts are equal at $67,118.
6 If the tax rate falls to 23% at retirement, the net proceeds from the pre-tax account are $71,779, greater than the Roth.
7 If the tax rate rises to 33% in retirement, the pre-tax account net proceeds are $62,457, less than the Roth account.
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Result: Roth is advantageous on an after-tax basis for a high paid worker, even after

factoring in additional savings and earnings from up-front tax savings under
the pre-tax 401(k) plan

                                                  
1 Assume the distribution is a qualified Roth distribution.
2 $10,000 tax savings (compared to after-tax contribution) that can be invested additionally on an after-tax basis.

Assume 50% bracket.
3 Assume $1,000 earnings (10% of $10,000) that is taxed at 50%.

Example 4

Comparison of Pre-Tax 401(k) and After-Tax Roth Contributions

Simplified Comparison of Net Distributions Available in the Future

Ability for High-Paid Worker to Contribute Higher Amounts to Roth 401(k)

Pre-Tax 401(k)

Contribution

After-Tax

Roth 401(k)

Contribution

Before-Tax Savings $20,000 -0-

After-Tax Roth
Contribution -0- $20,000

10% Earnings $2,000 $2,000

Total Account Value in
Plan $22,000 $22,000

Distribution from Plan1 $22,000 $22,000

After-Tax Distribution
(50% marginal tax rate) $11,000 $22,000

Tax Savings Invested
Outside of Plan $10,0002

After-Tax Earnings on
Investment Outside of
Plan

$5003

Total After-Tax
Distribution Available $21,500 $22,000


