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Introduction 
 
Designated Roth contributions were enacted as part of the Economic Growth and Tax 
Relief Reconciliation Act of 2001 (“EGTRRA”) and are effective for tax years beginning on 
or after January 1, 2006. 
 
Traditional deferrals reduce a participant’s income for federal and state tax purposes at the 
time of contribution.  Those amounts grow on a tax-deferred basis until the participant takes 
a distribution, which is taxable as ordinary income.  Roth deferrals are fully taxable to the 
participant at the time of contribution.  However, if certain requirements are met, so-called 
“qualified distributions” of Roth deferrals and the earnings thereon are completely tax free. 
 

Example 
Bart is 35 years old and begins making deferrals of $5,000 per year until age 65.  
Bart’s account will grow at 8% per year, and he is in a 25% tax bracket.  By making 
Roth deferrals, Bart only pays taxes on his $150,000 in deferrals over 30 years instead 
of paying taxes on his $612,000 account balance at retirement. 

 
Total 

Deferrals 

Tax 
Savings 
(25%) 

Account 
Value at 
Age 65 

Tax 
Liability 

(25%) 

After-Tax 
Account 

Value 
Traditional $150,000 $37,500 $611,729 $152,932 $461,727 
Roth $150,000 $0 $611,729 $0 $611,729 

 
 
Apart from the tax differences, Roth deferrals are treated the same as traditional deferrals for 
all plan purposes.  The normal limits and non-discrimination requirements apply.  Roth 
deferrals are also subject to the same withdrawal restrictions, i.e. death, disability, retirement, 
financial hardship, etc. 

 
 

Legal Authority 
 

• EGTRRA § 617(a) 
• Internal Revenue Code § 402A 
• Proposed regulations issued March 2, 2005/finalized December 30, 20051 

o Treas. Reg. § 1.401(k)-1(f) 
• Proposed distribution regulations issued January 26, 2006/finalized April 30, 20072 

o Treas. Reg. §§ 1.402A-1 and 2 
o Treas. Reg. § 1.402(g)-1 
o Treas. Reg. § 1.408A-10 
o Treas. Reg. §§ 1.403(b)-3 through 7 

• IRS Notice 2006-443 
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Definitions 
 
Roth deferrals: elective contributions under a qualified cash or deferred arrangement (CODA) 
that are… 
 

• Irrevocably designated by the employee as Roth contributions at the time of deferral, 
• Included in the employee’s income at the time of deferral, and 
• Maintained in a separate account under the plan. 

 
Five-year period:  the 5-taxable-year-period beginning on the first day of the first taxable year in 
which a participant first makes a Roth deferral. 
 
Qualified distributions: distributions made on or after the later of the date on which the 
participant… 
 

• Attains age 59 ½ , dies or becomes disabled, and 
• Completes the five-year period. 

 
 

Effective Dates 
 
Although both 401(k) and 403(b) plans can permit Roth deferrals as of January 1, 2006, 
various pieces of guidance are not effective until January 1, 2007. 
 
 

Specific Issues and Frequently Asked Questions 
 
Section 1 – Eligibility (Plan level and Participant level) 
Roth deferrals are not mandatory.  Plan sponsors have the option of whether or not to add 
the feature to their plans. 
 

Q1.  Can a plan be established that allows only Roth deferrals? 
 
A1.  No.  The final regulations clearly state that a plan must offer pre-tax salary 
deferrals in order to add the Roth deferral provision. 
 
Q2.  Are Roth deferrals available in 403(b) plans? 

 
A2.  Yes.  EGTRRA §617(e)(1)(B) specifically includes 403(b) plans in the definition 
of plans that are eligible to offer Roth deferrals as of January 1, 2006; however, the 
current final regulations only address 401(k) plans.  Proposed Roth 403(b) 
regulations were issued on January 26, 2006, and generally incorporate all of the rules 
applicable to Roth 401(k) into the 403(b) regulations.  They are not effective until 
2008, but taxpayers may rely on the proposed rules for taxable years beginning in 
2006. 
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Q3.  Are there any income limitations that affect a participant’s eligibility to make Roth deferrals? 
 
A3.  No.  Unlike Roth IRAs, participants at any income level can elect to make Roth 
deferrals. 
 
Q4.  When is a participant eligible to begin making Roth deferrals? 
 
A4.  Roth deferrals are permitted in plans starting with the first tax year beginning on 
or after January 1, 2006.  A participant’s eligibility to make Roth deferrals is 
determined according to the plan’s eligibility requirements. 

 
Section 2 - Limitations and Nondiscrimination 
Roth deferrals are treated the same as pre-tax deferrals for purposes other than taxation.  
This includes all applicable contribution limits and nondiscrimination requirements. 

 
Q5.  Must all participants be allowed to make Roth deferrals? 
 
A5.  In 401(k) plans that implement Roth, the availability of the feature is subject to 
the nondiscrimination requirements of IRC §§ 401(a)(4) and 410(b); therefore, the 
option must be offered to a sufficient percentage of plan participants to pass the 
applicable tests. 
 
The ability to elect Roth deferrals in a 403(b) plan is subject to the universal 
availability requirement4.  As such, 403(b) plans that include Roth provisions must 
make the option available to all plan participants. 
 
Q6.  Are Roth deferrals included in the ADP Test? 
 
A6.  Yes.  Roth deferrals are combined with pre-tax deferrals when conducting the 
ADP test. 
 
Example 
Moe’s compensation for the year is $50,000.  He made pre-tax deferrals of $2,000 
and Roth deferrals of $3,000.  Moe’s deferral ratio is 10%, calculated as follows: 
 
$2,000 pre-tax + $3,000 Roth = $5,000 in total deferrals 
$5,000 deferrals/$50,000 compensation = 10% 
 
Q7.  What are the limits on the amount of Roth deferrals a participant can contribute? 
 
A7.  Roth deferrals are subject to the IRC §402(g) limit ($15,500 for 2007) just like 
regular deferrals.  This limit is applied to all types of 401(k) salary deferrals on a 
combined basis.  Roth deferrals are also considered annual additions for purposes of 
applying the limitations of IRC §415(c).  Contributions to a Roth IRA are not 
considered for either of these limits. 
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Q8.  Are Roth deferrals counted against the employer’s maximum deductible contribution? 
 
A8.  No.  Roth deferrals are treated the same as pre-tax deferrals in determining the 
employer’s deduction limits.  Therefore, the 25% maximum deductible contribution 
under IRC §§404(a) and (n) is determined without regard to the amount of Roth 
deferrals. 
 
Q9.  Can Roth deferrals by key employees trigger a top-heavy minimum contribution? 
 
A9.  Yes.  Roth deferrals for both key and non-key employees are considered when 
determining the top-heavy status of the plan.  If the plan is top-heavy and one or 
more key employees have made either Roth or pre-tax deferrals, the minimum 
contribution requirement of IRC §416(c)(2) applies. 

 
 
Section 3 - Deferral Elections 
At the time a participant defers, the contributions must be irrevocably designated as either 
Roth or pre-tax.  Beyond this irrevocability requirement, there are no additional restrictions 
on deferral elections. 

 
Q10.  Can a participant elect to convert pre-tax deferrals made prior to January 1, 2006, into 
Roth deferrals? 
 
A10.  No.  Unlike Roth IRAs, there is no mechanism for converting existing pre-tax 
deferrals into Roth deferrals.  As noted above, all deferrals made after January 1, 
2006, must be irrevocably designated as either pre-tax or Roth. 
 
Q11.  Can deferrals be re-characterized if the plan sponsor or payroll provider mistakenly treats 
contributions as pre-tax when the participant elected Roth or vice versa? 

 
A11.  There is probably a good argument for re-classifying the deferrals in this 
situation.  Elective deferrals are designated as Roth or pre-tax by the participant.  
Correcting a payroll error is not the same as changing a previous designation.  
However, the Employee Plans Compliance Resolution System in IRS Revenue 
Procedure 2006-27 does not address the correction of errors involving designated 
Roth contributions.  Plans should consult their advisors prior to addressing such an 
issue. 
 
Q12.  Can a participant elect both Roth and pre-tax deferrals in the same plan year? 
 
A12.  Yes.  Participants may elect to make both Roth and pre-tax deferrals in the 
same plan year, subject to the overall deferral limit (See Q&A #7, above). 
 
Q13.  Are there any limitations on how deferrals can be split between Roth and pre-tax? 
 
A13.  No.  Plans may, but are not required to, permit participants to divide deferrals 
between Roth and pre-tax. 
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Example 
If Homer elects to defer $50 from each paycheck, he could specify that $25 be 
designated as pre-tax and $25 as Roth. 
 
Alternatively, plans may allow participants to make both types of deferrals but only 
one type at a time.  Thus, Homer could designate the first 6 months of deferrals as 
pre-tax and the second 6 months as Roth or vice versa. 
 
Plan sponsors should work with their payroll providers to determine the feasibility of 
these options. 
 
Q14.  Can a plan limit the election between pre-tax and Roth to once per year? 
 
A14.  Yes.  A cash or deferred arrangement must “provide an employee with an 
effective opportunity to make (or change) a cash or deferred election as least once 
during each plan year.”5  The final regulations state that this rule also applies to the 
election between Roth and pre-tax deferrals.  This is an outside limit, and employers 
are free to allow more frequent election changes. 
 
The pre-tax/Roth election is separate from the election of the amount to contribute.  
For administrative convenience, plan sponsors may choose to coordinate the timing 
of these elections; however, they are not required to do so.  Either the plan 
document or administrative procedure should specify the parameters applicable to 
changing these elections. 
 
Q15. Can an automatic enrollment (negative election) plan use Roth deferrals as the default 
election? 
 
A15.  Yes.  As long as the plan language and participant communication clearly 
delineate whether the default form of deferral will be Roth or pre-tax, the plan can 
specify Roth as the default absent an affirmative election by the participant. 
 
Q16.  Can catch-up contributions be designated as Roth deferrals? 
 
A16.  Yes.  Catch-up contributions merely represent an increase in the regular IRC 
§402(g) limit for those who are catch-up eligible, as defined in the regulations under 
IRC §414(v).  Since Roth deferrals are subject to the same IRC §402(g) limits as pre-
tax deferrals, any participant who meets the IRC §414(v) requirements for catch-up 
eligibility would have their deferral limit increased accordingly for purposes of Roth 
deferrals.  The final distribution regulations issued on April 30, 2007, confirm this. 
 
Q17.  Can a participant returning from military service designate his USERRA make-up 
contributions as Roth deferrals? 
 
A17.  Yes.  A participant eligible to make up salary deferrals under USERRA can 
designate some or all of those make-up contributions as Roth for any year in which 
the plan permitted Roth deferrals. 
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Example 
Milhouse is on qualified military leave during 2005 and 2006 and is re-employed 
during 2007.  He could designate his make-up contributions attributable to the 2006 
plan year as Roth deferrals.  However, he would not be able to designate his 2005 
make-up deferrals as Roth, because Roth deferrals were not permitted for that plan 
year. 
 

 
 

 
 
Section 4 – Five-year period 
A participant must complete the five-year period to be eligible to receive a tax free 
distribution of his Roth account.  There are a number of factors that affect the satisfaction 
of this requirement. 
 

Q18.  When does the five-year period start? 
 
A18.  The five-year period begins on the first day of the first taxable year in which a 
participant first makes Roth deferrals to the plan (See Q&As #21 & 22). 
 
Example 
Lisa makes her first Roth deferrals on October 1, 2006.  Her five-year period starts 
on January 1, 2006 (the first day of the 2006 taxable year) with respect to her Roth 
401(k) account. 
 

1/1/05 12/31/08

2006 2007 2008 

ROTH
Added
1/1/06 

Qualified Military Service
2005 Maximum Deferral = $14,000 

Not ROTH Eligible

USERRA Make-Up Period 

Re- 
employment

1/1/06 

12/31/09

2006 2007 2008 2009 

Qualified Military Service
2006 Maximum Deferral = $15,000

ROTH Eligible 

USERRA Make-Up Period

Re- 
employment

1/1/07

 

ROTH 
Added 

1/1/06 
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Q19.  How is the five-year period impacted in a 403(b) plan if a participant’s designated Roth 
contributions are deposited into more than one annuity contract? 

 
A19.  Multiple annuity contracts for a participant in a 403(b) plan are treated as a 
single annuity contract.  Thus, the five-year period would begin running on the first 
day of the first taxable year in which Roth contributions were made to any annuity 
contract in the plan. 
 
Q20.  When does the five-year period begin for a self-employed individual who deposits Roth 
deferrals after the close of the taxable year but before his tax filing deadline? 
 
A20.  The first taxable year in the five-year period is defined as the year in which a 
Roth deferral is includible in an employee’s gross income6.  Based on this, it appears 
the five-year period for a self-employed individual begins on the first day of the year 
to which the Roth deferrals “relate” and not the year in which they are deposited. 
 
Example 
Carl is self-employed.  He makes a Roth deferral election in 2006 but does not 
deposit any deferrals during the calendar year.  After December 31, 2006 but prior to 
April 15, 2007, Carl determines his earned income and deposits $15,000 in deferrals 
for his 2006 taxable year.  Carl’s five-year period begins running on January 1, 2006. 
 
Q21.  Does the five-year period start over when a participant transfers his Roth account to another 
employer’s plan via a direct rollover? 
 
A21.  No.  The five-year period with respect to the amounts rolled over and 
subsequent Roth deferrals to the new employer’s plan dates back to the first day of 
the first taxable year in which the participant made Roth deferrals to the previous 
employer’s plan.  See the example under Q&A #22. 
 
Q22.  Does the five-year period start over in a subsequent employer’s plan if the participant does not 
rollover his Roth account balance from a previous employer’s plan? 
 
A22.  Yes.  A-4(b) of Treas. Reg. 1.402A-1 states, “if an employee has elective 
deferrals made to designated Roth accounts under two or more plans, the employee 
may have two or more different 5-taxable-year periods of participation, depending 
on when the employee first had contributions made to a designated Roth account 
under each plan.”  The only way a participant can retain previous years’ credit toward 
the five-year period is to elect a direct rollover of his Roth account into the new plan. 
 
Example 
Ralph starts making Roth deferrals to Employer A’s plan in 2006. During 2008, he 
accepts a job with Employer B.  If Ralph elects a direct rollover of his Roth account 
from Plan A to Plan B, his five-year period for Plan B starts as of January 1, 2006.  If 
Ralph does not elect a direct rollover but begins making Roth deferrals to Plan B in 
2008, his Plan B five-year period begins on January 1, 2008. 
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Q23.  Is there any coordination between the Roth 401(k) and Roth IRA five-year periods? 
 
A23.  No.  The two five-year periods are determined independently of one another.  
Thus, a rollover of a Roth deferral account into a Roth IRA requires the five-year 
period to be re-determined. 
 
Example 
If Willie first establishes a Roth IRA to accept a rollover from a Roth 401(k), the 
IRA five-year period is determined as follows: 
 
Initial Roth deferral: April 1, 2006 
Roth deferral five-year period begins: January 1, 2006 
Roth deferral five-year period satisfied: December 31, 2010 
Roth deferral rolled to Roth IRA: March 1, 2011 
Roth IRA five-year period begins: January 1, 2011 
Roth IRA five-year period satisfied: December 31, 2015 
 
Because the five-year period starts over at the time of the rollover, Willie would not 
be able to take a qualified distribution from the Roth IRA until December 31, 2015 
even though he had already satisfied the five-year period with regard to the 401(k) 
plan.  As discussed in Q&A #31, Willie may still be eligible to take a tax-free 
withdrawal of the amount he rolled over. 
 
Example 
If Willie has a pre-existing Roth IRA, the situation is different. 
 
Initial Roth IRA Contribution: June 1, 2000 
Roth IRA five-year period begins: January 1, 2000 
Roth IRA five-year period satisfied: December 31, 2004 
Initial Roth deferral: April 1, 2006 
Roth deferral five-year period begins: January 1, 2006 
Roth deferral five-year period satisfied: December 31, 2010 
Roth deferral rolled to Roth IRA: March 1, 2007 
 
Although Willie has not satisfied the 401(k) five-year period at the time of rollover, 
he has already completed his IRA five-year period.  Therefore, Willie is eligible to 
take qualified distribution of the amount now in his Roth IRA. 
 
Q24.  How do USERRA make-up contributions affect the five-year period? 
 
A24.  A Roth contribution by a re-employed veteran is treated as being made in the 
year to which the contribution relates (for purposes of the five-year period) as 
designated by the veteran7.  Absent a designation by the re-employed veteran, a Roth 
contribution is treated as having been made during the first year of qualified military 
service in which a Roth contribution could have been made. 
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Example 
Seymoor is on qualified military leave during 2006 and deposits his USERRA make-
up contributions during 2009. 
 
 

 
Q25.  How is the five-year period determined when some or all of the Roth account is segregated 
pursuant to a QDRO or beneficiary designation? 
 
A25.  The participant’s five-year period generally carries over to the account of the 
alternate payee or beneficiary and does not start over at the time the account is 
divided, and eligibility for a qualified distribution is based on the age, death or 
disability of the participant. 

 
 
Section 5 - Ordering and Non-Qualified Distributions 
The ordering rules for Roth IRAs provide that non-qualified distributions are first paid from 
accumulated contributions (referred to as “basis” or “investment in the contract”) and then 
from investment earnings.  Since recovery of basis is not includible in taxable income on 
distribution, this structure allows a participant taking a partial distribution to reduce or 
eliminate the associated income tax liability. 
 
The final distribution regulations follow the ordering rules for voluntary after-tax 
contributions and require that some portion of each non-qualified Roth distribution be 
treated as earnings.  However, a participant may be able to “opt into” the more favorable 
ordering rules by rolling over his Roth deferrals into a Roth IRA. 
 

12/31/09

2006 2007 2008 2009 

Qualified Military Service
2006 Maximum Deferral = $15,000

ROTH Eligible 

USERRA Make-Up Period

Re- 
employment

1/1/07

Five-Year 
Period 
Begins 
1/1/06 
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Q26.  How is the taxable portion of a non-qualified Roth distribution determined? 
 
A26.  Since a participant pays taxes on Roth deferrals at the time of contribution, 
those amounts are not taxed at the time of withdrawal.  However, any attributable 
earnings are included in the participant’s income for tax purposes.  The 
determination is made by multiplying a ratio to the amount of the distribution.  The 
numerator is the net amount of Roth deferrals contributed to the account (total 
designated Roth contributions – prior distributions of designated Roth 
contributions), and the denominator is the total Roth account balance.  The result of 
this calculation is the amount of the distribution that is the non-taxable recovery of 
basis.  The remainder is earnings that must be included in taxable income. 
 
Example 
Nelson has made Roth contributions totaling $4,500, and his Roth account is valued 
at $5,000.  Nelson takes a distribution of $2,500.  The non-taxable portion is 
calculated as follows: 
 

($4,500/$5,000)  x  $2,500  =  $2,250 
 

$2,500 - $2,250 = $250 
 
Thus, $2,250 of the distribution is treated as a non-taxable recovery of basis, and 
$250 is treated as investment earnings that must be included in Nelson’s taxable 
income. 
 
Q27.  What are the tax consequences of taking a hardship distribution from Roth deferrals? 
 
A27.  Although earnings on post-1988 salary deferrals are not available for hardship 
distributions, a pro-rata portion of a hardship taken from a Roth account must be 
treated as earnings for tax purposes.  This requires two sets of calculations. 
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Example 
Selma has a Roth account balance consisting of $6,000 in deferrals plus $1,500 in 
investment earnings for a total of $7,500.  She has $6,000 available for hardship and 
requests $2,500. 

 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
The taxable portion of Selma’s hardship distribution is $500, and she has $3,500 
available for future hardship distributions.  Although $500 of Selma’s hardship 
distribution is treated as earnings for income tax purposes, the full $2,500 is treated 
as basis for purposes of future hardship availability. 
 
 
 
Q28.  What happens if a participant loan taken from Roth deferrals is deemed distributed? 
 
A28.  A deemed distribution of a participant loan is never treated as a qualified 
distribution even if it occurs after the participant has satisfied the five-year period 
and attained age 59 ½, died or become disabled8.  Therefore, the calculations 
described in Q&A #26 must be applied to the portion of the deemed distribution 
attributable to Roth deferrals to determine the taxable portion. 
 
To avoid confusion in this area, a plan sponsor may specify in its separate written 
loan policy that Roth deferrals are used for purposes of determining the maximum 
loan amount but that actual loan proceeds will only be taken from pre-tax deferrals. 
 

 

Contributions = $6,000

Earnings 
= $1,500 

Non-
Taxable = 

($6,000 
/$7,500) x 
$2,500 = 
$2,000 

Current 
Hardship 
Request 
= $2,500

Available 
for Future 
Hardships 
= $3,500 

Taxable 
= $500 



The Brave New World of Roth 401(k) 

©2007 Adam C. Pozek Page 16 of 28  Prepared September 4, 2005 
  Revised June 27, 2007 

Q29.  Are there any additional non-discrimination concerns if a plan restricts loans and hardship 
distributions to only non-Roth accounts? 
 
A29.  No.  Limiting loans and hardship distributions to non-Roth accounts does not 
subject the plan to additional testing. 
 
Q30.  What amount is used to calculate the 20% mandatory withholding under IRC §3405 and 
the 10% early withdrawal penalty under IRC §72(t)? 
 
A30.  The portion of the non-qualified distribution that is includible in taxable 
income is used to calculate the mandatory tax withholding and the early withdrawal 
penalty. 

 
Section 6 - Rollovers 
This section addresses the types of rollovers that may be permitted.  See Section 4, above, 
for a discussion of how rollovers can impact the five-year period. 
 

Q31.  Can Roth 401(k) accounts be directly rolled over into another 401(k) plan or a Roth IRA? 
 
A30.  Roth accounts from a qualified plan can be rolled into another qualified plan 
that includes a Qualified Roth Contribution Program or to a Roth IRA.  Similarly, 
Roth 403(b) accounts can be rolled to other 403(b) plans or to Roth IRAs. 
 
Q32.  Can Roth accounts be rolled between 401(k) and 403(b) plans? 

 
A32.  Yes.  The Pension Protection Act of 2006 eliminated the statutory barriers to 
such rollovers; therefore, designated Roth accounts can be rolled over between 
qualified plans and 403(b) plans. 
 
Q33.  Can a plan that does not otherwise allow Roth contributions accept a Roth rollover if it meets 
the separate accounting requirement? 

 
A33.  No.  The final distribution regulations clearly state that a designated Roth 
account can only be rolled over into another 401(k) or 403(b) plan that has a 
designated Roth program. 
 
Q34.  Can a participant elect a direct rollover of a portion of his Roth account? 
 
A34.  Yes.  If a participant who does not meet the requirements for a qualified 
distribution elects a direct rollover of a portion of his Roth account, the portion that 
is rolled over is considered to consist first of investment earnings that would 
otherwise be taxable. 
 



The Brave New World of Roth 401(k) 

©2007 Adam C. Pozek Page 17 of 28  Prepared September 4, 2005 
  Revised June 27, 2007 

Q35.  Can a participant who receives a cash distribution of his Roth account elect to rollover the 
distribution within 60 days? 
 
A35.  The non-taxable portion (recovery of basis) of such a distribution can be rolled 
into a Roth IRA but not into another plan.  The taxable portion (investment 
earnings) can either be rolled into an IRA or into another plan.  To the extent the 
taxable portion is rolled into another qualified plan in this manner, the participant’s 
five-year period starts over in the new plan.  See Q&A #53 below for information 
on additional reporting requirements imposed on plans accepting such rollovers.  If 
the participant elects to partially rollover the distribution to an IRA, the part that is 
rolled over consists first of the amount that would otherwise be taxable. 
 
Q36.  Can a Roth IRA be rolled over into a Roth 401(k) or 403(b)? 
 
A36.  No.  Roth IRAs can only be rolled into other Roth IRAs. 
 
Q37.  What portion of a Roth rollover is treated as basis by the receiving plan? 
 
A37.  The amount of the rollover that would not have been includible in the 
participant’s income had he elected a cash distribution is treated as basis in the 
recipient plan or IRA.  The practical impact of this is that while a participant may 
lose credit for a previously completed five-year period (see Q&As #21 & 22, above), 
the non-taxable part of his account retains its non-taxable character.  However, any 
subsequent investment gains are subject to the normal qualified distribution criteria. 
 
Q38.  Do the mandatory rollover rules apply to Roth deferral accounts? 
 
A38.  Plans are required to allow participants to elect a rollover of any vested 
balances exceeding $200.  In applying this threshold, Roth and tax-deferred accounts 
can be treated as two separate plans. 
 
Example 
Pattie’s vested account balance consists of $150 in pre-tax deferrals and $150 in Roth 
deferrals.  Since her total vested account balance exceeds $200, the Plan would 
normally be required to allow Pattie to elect a direct rollover.  However, since the 
Roth and pre-tax accounts are below the threshold when considered individually, the 
Plan can cash out Pattie without giving her the option of a direct rollover. 
 
Q39.  Do the automatic IRA rollover rules apply to Roth deferrals? 
 
A39.  Roth and pre-tax accounts are considered separately for purposes of the 
automatic rollover rules.  Therefore, to the extent the Roth and/or pre-tax portion 
of a participant’s account is less than $1,000, it is not required to be automatically 
rolled over even though the combined vested account balance may exceed $1,000. 



The Brave New World of Roth 401(k) 

©2007 Adam C. Pozek Page 18 of 28  Prepared September 4, 2005 
  Revised June 27, 2007 

 

 
 

Example 
Barney terminated employment with a vested account balance of $3,000 which 
consists of Roth deferrals, pre-tax deferrals and employer match.  If Barney does not 
make an affirmative election to the contrary, his employer must establish one 
automatic IRA for the tax-deferred amounts and cash-out the Roth portion. 
 

 
 

 
 
Section 7 – Corrective Distributions 
Since there is statutory/regulatory direction for the taxation of certain corrective 
distributions, such amounts can never be considered qualified distributions. 
 

Q40.  How are timely refunds of excess Roth deferrals (over IRC §402(g) limit) taxed? 
 
A40.  To correct excess deferrals, the excess amounts plus attributable earnings and 
gap period earnings must be distributed by April 15th of the following year.  Excess 
Roth deferrals are not subject to additional taxation; however, the associated 
earnings are includible in the participant’s taxable income. 

 

Cash-Out 
(Roth) 
$500 

Pre-Tax 
Deferrals 

$1,500 

Employer 
Match 
$1,000 

Roth 
Deferrals 

$500 

IRA 
(Tax-Deferred) 

$2,500 
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Q41.  What happens if excess Roth deferrals are not timely corrected? 
 
A41.  Pre-tax excess deferrals not refunded by April 15th of the following year must 
remain in the plan.  The participant receives a Form 1099-R (and pays taxes) on the 
uncorrected amount for the year in which correction should have been made.  The 
participant receives a second Form 1099-R (and pays taxes again) when the amount 
is actually distributed after severance from employment. 
 
This concept of double-taxation also applies to excess Roth deferrals that are not 
timely corrected.  The first distributions from a Roth account subsequent to the 
uncorrected excess deferrals are treated as a return of those excess deferrals and 
attributable earnings.  Such amounts are always included in the distributee’s taxable 
income even if those amounts would otherwise be treated as non-taxable basis. 
 
This creates a challenge for record-keepers to properly “flag” these amounts for 
appropriate tax treatment at some unknown time in the future. 
 
Q42.  How are refunds of excess Roth contributions (failed ADP test) treated? 
 
A42.  Plans can permit HCEs whose elective contributions for the year of the failure 
consist of both Roth and pre-tax deferrals to elect the money source used to refund 
excess contributions.  Alternatively, the plan may specify the order in which refunds 
are made.  To the extent Roth deferrals are used to correct excess contributions, the 
portion of the refund attributed to contributions is not subject to income tax, while 
the associated earnings and gap period income are taxable.  All of the existing rules 
regarding the timing of the correction and the year in which taxable amounts must 
be included in income are the same as for pre-tax deferrals. 

 
Section 8 - Other Distribution Issues 
 

Q43.  Are Roth deferrals subject to Required Minimum Distributions under IRC §401(a)(9)? 
 
A43.  Yes.  The regulations specifically provide that Roth deferrals are subject to the 
required minimum distribution rules.  This is in contrast to Roth IRAs which do not 
require minimum distributions.  It appears that a participant may avoid RMDs on 
Roth deferrals by rolling over these amounts to a Roth IRA prior to the attainment 
of age 70 ½. 
 
Q44.  If Roth deferrals are invested in employer securities, how are dividends deductible under 
§404(k) taxed upon distribution? 

 
A44.  Such dividend distributions are not treated as qualified distributions even if the 
participant would otherwise meet the requirements for a tax-free Roth distribution.  
Therefore, they would receive the same tax treatment as if paid on pre-tax deferral 
accounts.  However, if the dividends are reinvested, any subsequent distributions 
may be treated as qualified. 
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Q45.  If Roth deferrals are invested in employer securities, how is a distribution of those securities 
treated? 

 
A45.  If a participant receives a qualified distribution of employer securities, no 
portion of the distribution is includible in income, and the basis in the securities is 
stepped-up to the market value upon distribution.  Future appreciation is subject to 
capital gains treatment at the time of disposition. 
 
If the distribution of employer securities is not a qualified distribution, the normal 
rules for the treatment of net unrealized appreciation9 apply. 
 
Q46.  Are there any other amounts that are never considered to be qualified distributions? 

 
A46.  Yes.  The regulations specify the following amounts are never treated as 
qualified distributions: 
 

• Corrective distributions of excess annual additions, excess deferrals, excess 
contributions and excess aggregate contributions (See Section 7) 

• Deemed distributions of defaulted participant loans (See Q&A #28) 
• The cost of current life insurance protection 
• Distributions of dividends deductible under §404(k) (See Q&A #44) 

 
 
Section 9 - Recordkeeping & Reporting 
 

Q47.  Does the separate accounting requirement mean that Roth deferrals must physically be held in 
a separate account from non-Roth money sources? 
 
A47.  No.  The requirement provides that Roth deferral accounts must be record-
kept separately from other money sources to ensure the appropriate tax treatment.  
A-13 of Treas. Reg. 1.402A-1 clarifies the requirement by stating, “any transaction or 
accounting methodology involving an employee’s designated Roth account and any 
other accounts under the plan or plans of an employer that has the effect of directly 
or indirectly transferring value from another account into the designated Roth 
account violates the separate accounting requirement under section 402A.” 
 
Q48.  Is the plan sponsor or the participant responsible for tracking the five-year period? 
 
A48.  Plan sponsors and their service providers are required to track the Roth five-
year period as well as the amount of basis for each participant.  This requirement is 
likely to present significant record-keeping challenges, especially in takeover 
situations. 
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Q49.  Is the employer required to report any information at the time Roth deferrals are contributed 
to the plan? 

 
A49.  Yes.  Employers must report Roth deferrals in box 12 of Form W-2 with code 
AA for 401(k) plans and BB for 403(b) plans. 
 
Q50.  What information is a plan sponsor (or its service provider) required to report to the rollover 
recipient at the time of distribution? 
 
A50.  The plan sponsor must report to a rollover recipient the first taxable year of 
the participant’s five-year period and either a statement the distribution is qualified or 
the amount of the distribution attributable to basis.  The information must be 
provided within 30 days of the rollover, and the recipient is entitled to rely on it.  
 
Q51.  Is the plan sponsor required to provide any information to a participant who elects a cash 
distribution? 
 
A51.  Yes.  The plan sponsor must provide the same information it is required to 
provide a rollover recipient but only upon request by the participant.  The plan 
sponsor must furnish the information within 30 days of the request. 
 
Q52.  How are Roth distributions reported on Form 1099-R? 
 
A52.  Roth distributions must be reported on a separate Form 1099-R using Code B.  
The non-taxable basis is reported in Box 5, and the beginning of the five-year period 
is reported in an un-numbered box next to Box 10. 
 
Q53.  Are there any additional reporting requirements for a plan that receives a rollover of Roth 
deferrals? 
 
A53.  Yes.  In the case of a direct rollover, the recipient plan must only track the 
five-year period and basis (as noted in Q&A #48) so that it can properly report at 
the time of any future distributions.  If a plan receives a 60-day rollover (as described 
in Q&A #35), it is required to file a statement with the IRS noting the participant’s 
name, social security number, amount and year of rollover and “any other 
information the Commissioner may require in future published guidance.”  
However, this filing is not required until the IRS publishes forms and instructions. 
 
Q54.  Are there any reporting requirements for a participant who elects Roth deferrals? 
 
A54.  No.  The participant is not required to report any additional information with 
respect to Roth 401(k) or 403(b) contributions.  However, a participant rolling over a 
Roth deferral account into a Roth IRA must keep track of the rollover amounts and 
the five-year period with respect to the IRA. 
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Q55.  Is the IRS planning to issue a revised IRC §402(f) distribution notice that includes 
information on the tax treatment of distributions of Roth deferrals? 
 
A55.  Several comment letters have requested a new IRC §402(f) notice; however, it 
is unclear if/when the IRS has plans to issue anything.  ASPPA’s Government 
Affairs Committee submitted a proposed revision to the model notice that would 
address Roth deferrals as well as automatic rollovers.  A copy is available online at 
www.asppa.org/pdf_files/402(f)_notice.doc. 

 
 
Section 10 – Additional Plan Design Considerations 
 

Q56.  Do Roth deferrals affect ADP testing? 
 
A56.  Yes.  Roth deferrals are included with pre-tax deferrals for purposes of the 
ADP test (See Q&A #6).  However, since Roth deferrals are not tax-deductible, 
lower-paid participants may be unable to defer at the same level as with pre-tax 
deferrals. 
 
Example 
Marge has $5,000 available to save for retirement, and she is in a combined 25% tax 
bracket.  If Marge makes pre-tax deferrals, she can contribute the full $5,000 to the 
plan.  However, if Marge makes Roth deferrals, she must pay $1,250 (25% of $5,000) 
in taxes, leaving her with only $3,750 to contribute to the plan.  Since Marge is a 
non-highly compensated employee, her lower deferral percentage would have a 
negative impact on the ADP test. 
Annual Salary = $50,000 Total Available for Savings = $5,000 
 
 Pre-Tax Roth 
Income Tax (25%) N/A $1,250 
401(k) Deferral $5,000 $3,750 
Deferral Percent 10% 7.50% 
 
Employers may want to consider a safe-harbor 401(k) plan if they are likely to 
experience this situation. 
 
Q57.  Are Roth deferrals considered when calculating the employer matching contribution? 
 
A57.  Unless the terms of the plan provide otherwise, pre-tax and Roth deferrals are 
both considered in the employer match calculation.  If the plan applies the safe 
harbor match10, the plan is required to consider all salary deferrals.  However, 
participants who reduce their deferral amount to offset the tax effect of Roth (as 
described in Q&A #56) may receive less of a match. 
 
Matching contributions are always treated as tax-deferred regardless of whether Roth 
deferrals are used in the calculation.  Further, matching contributions based on pre-
tax and Roth deferrals do not have to be record-kept as separate money types. 
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Q58.  Do Roth deferrals affect a participant’s compensation for purposes of calculating contributions 
or non-discrimination testing? 
 
A58.  That depends on the terms of the plan document.  Many plans use either the 
IRC §415 definition of compensation or W-2 compensation with pre-tax deferrals 
added back.  For such plans, Roth deferrals should not affect the way employer 
contributions are calculated or non-discrimination testing is conducted. 
 
Some plans define compensation as gross pay less pre-tax salary deferrals.  If these 
plans wish to exclude Roth deferrals, an amendment will be required.  However, 
such an amendment would subject the plan to additional non-discrimination 
requirements under IRC §414(s). 
 
 Pre-Tax Roth 
Gross Compensation $50,000 $50,000 
401(k) Deferral $  3,000 $  3,000 
Plan Compensation $47,000 $50,000 
Deferral Percent 6.38% 6% 
Employer Match (50% of 6%) $1,410 $1,500 

 
Q59.  Can a safe-harbor 401(k) plan add Roth mid-year without jeopardizing its safe-harbor 
status? 

 
A59.  Yes.  Assuming the plan meets all of the other applicable safe-harbor 
requirements, the addition of the Roth feature in the middle of the year will not 
impact the plan’s safe-harbor status.  However, a new safe-harbor notice should be 
provided to all participants prior to the effective date of the Roth provision. 

 
Section 11 - Plan Amendments 
 

Q60.  Do plans have to be amended to offer Roth deferrals? 
 
A60.  Yes.  Plans implementing an EGTRRA provision must adopt a “good-faith” 
amendment11. 
 
Q61.  What is the deadline for adopting Roth amendments? 
 
A61. Since plans are not required to implement Roth 401(k), the deadline is 
determined using the guidance for discretionary plan amendments.  Discretionary 
amendments must be adopted by the end of the plan year in which the amendment 
is initially effective12.  The sponsor of a calendar-year plan implementing Roth 401(k) 
during 2006 must adopt an amendment no later than December 31, 2006.  Plans 
operating on a fiscal year may have an earlier amendment deadline. 
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Q62.  Will the IRS provide a model amendment? 
 
A62.  The IRS published a sample amendment in Notice 2006-44; however, it does 
not address distributions and many of the design options employers may want to 
consider.  Plan sponsors are free to modify the sample language to reflect any good-
faith interpretation of the regulations. 
 
Q63.  Will Roth deferral amendments affect a pre-approved-plan adopter’s ability to rely on the 
favorable opinion letter issued to the sponsor? 
 
A63.  IRS Revenue Procedure 2005-66 provides that reliance on a favorable 
determination letter is not adversely affected by the timely adoption of EGTRRA 
good-faith amendments.  Several comment letters requested clarification that this 
includes prototype and/or volume submitter amendments for Roth deferrals.  IRS 
Notice 2006-44 specifically confirms this with regard to the Roth amendment. 
 
 

To Roth Or Not To Roth 
 
Employer/Plan Sponsor Considerations 
Plan sponsors should carefully consider the pros and cons of Roth deferrals.  Both ERISA 
and the Code impose a duty on plan sponsors and fiduciaries to make plan-related decisions 
solely in the best interest of participants and beneficiaries.  An employer’s election to add 
Roth 401(k) must be considered in that context. 
 
Roth deferrals will create added administrative complexity likely resulting in higher 
administrative fees.  The addition of more complex rules also increases the potential for 
operational defects that could jeopardize the qualification of the plan. 
 
Another concern is providing participants with too many options.  The addition of the Roth 
deferral feature presents yet another complex financial decision for employees to make.  
Many surveys and studies have found that as the number of plan-related choices increases, 
participants tend to decrease or discontinue participation. 
 
However, the Roth feature may present distinct advantages for some employers, particularly 
small businesses.  Many small-business owners have maintained profit sharing plans but 
never considered a 401(k) feature to be worth the added administrative complexity.  Roth 
deferrals allow these small-business owners to take advantage of tax treatment that may not 
have been available to them in the past because their income exceeded the Roth IRA limits.  
For business owners over age 50, the combination of Roth tax treatment and a $5,000 catch-
up contribution may make the addition of a 401(k) feature more attractive. 
A March 2005 survey by Hewitt Associates indicated 31% of respondent companies were 
either very or somewhat likely to add Roth 401(k) in 2006.  However, the Profit 
Sharing/401(k) Council of America’s (“PSCA”) October 2005 Roth 401(k) Mini-survey, 
showed that only 17.4% of respondents plan to add the feature. 
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An April 2007 survey conducted by the Vanguard Center for Retirement Research13 shows 
14% of respondent companies have adopted the Roth provision, and approximately 4.5% of 
eligible participants actually elected to make Roth contributions.  The spring 2007 edition of 
the PSCA’s Roth 401(k) Survey14 shows 22% of respondent companies added the Roth 
provision with 8% of eligible participants making Roth contributions.  Among companies 
not adding Roth, following are the top three reasons cited: 
 
 Reason  Percentage of Respondents 
 Participant education 59.5% 
 Lack of participant demand 56.8% 
 Administrative burden 54.7% 
 
Participant Considerations 
The question of whether an individual will be in a more or less favorable financial position at 
retirement by electing Roth deferrals is also important.  The answer depends primarily on 
two factors – the level at which a participant contributes and whether post-retirement tax 
rates are the same, higher or lower than pre-retirement rates. 
 
As discussed in Q&A #56, many participants electing Roth will likely contribute less to 
offset the immediate tax consequence.  This chart illustrates the impact of such a decision 
(assuming a 25% tax rate). 
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Assuming investment earnings and tax rates remain constant, Roth deferrals offset for taxes 
yield exactly the same after-tax account balance as saving on a pre-tax basis. 
 

 
Total 

Deferrals 
Tax Savings 

(25%) 

Account 
Value at Age 

65 

Tax 
Liability 

(25%) 

After-Tax 
Account 

Value 
Traditional $150,000 $37,500 $611,729 $152,932 $458,797 
Roth $112,500 $0 $458,797 $0 $458,797 

Comparison of $5,000 annual pre-tax savings to $3,750 annual Roth savings 
 
However, most participants will be in lower brackets after retirement.  When that decrease is 
considered, saving on a pre-tax basis provides the larger net retirement benefit.  If the post-
retirement tax rate is higher, Roth deferrals provide the greater benefit. 
 

$458,797 $458,797

$519,970

$458,797
$409,859

$458,797

Same Tax Rate Decreased Tax Rate (15%) Increased Tax Rate (33%)

Pre-Tax Roth
 

 
 
As illustrated in the introductory example, a very different picture emerges if participants 
elect Roth but do not reduce their contribution amounts.  However, if a participant can 
afford to make Roth deferrals of $5,000, he should actually be able to afford to contribute 
approximately $6,700 on a pre-tax basis.  This ratcheting effect continues until the 
participant can no longer increase pre-tax contributions due to reaching the maximum 
deferral limit for the year. 
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Using the same tax assumptions, the “cross-over” point is at a contribution level of $11,250.  
To the extent the participant can afford to contribute more than this amount as Roth 
contributions, he will generally realize a larger net retirement benefit by electing Roth over 
pre-tax. 
 
These examples are quite simplified and cannot consider all the variables that exist.  Tax-free 
income available via Roth may serve estate planning needs.  However, due to the graduated 
nature of the income tax system, even fewer participants than suggested by these illustrations 
will fare better by electing Roth deferrals.  For a more detailed discussion of this concept, see 
Roth 401(k)s Are Wrong For Most 401(k) Participants: A Quantitative Analysis in the Journal of 
Pension Benefits (Winter 2006, Volume 13, Number 2)15. 

 
 

Conclusion 
 
While the Pension Protection Act eliminated the scheduled sunset of Roth 401(k) at the end 
of 2010, some employers and participants remain concerned about the permanency of Roth 
401(k).  In April 2005, Congressman Ben Cardin introduced the Pension Preservation and 
Savings Expansion Act that would have repealed Roth 401(k) before it even went into effect. 
 
While post-tax retirement plan contributions result in a current increase in tax revenue, some 
are concerned this will lead to a reduction of tax revenue in the future.  This, in turn, may 
put pressure on future lawmakers to reduce or eliminate the tax-free withdrawal that makes 
Roth contributions appear attractive. 
 
Many believe Congress would “grandfather” the special tax treatment for existing Roth 
accounts in the event the laws change.  Others, however, point out that Congress did not 
grandfather existing Social Security recipients when benefits became taxable in 1983. 
 
These concerns have led some to conclude it is not worth giving up the “sure thing” of a 
current tax deduction through pre-tax deferrals for the uncertain possibility of tax-free 
withdrawals from Roth accounts at some unknown time in the future. 
 
 

Additional Resources 
 
Reconsidering the Roth 401(k) - 
http://benefitslink.com/articles/guests/buckley_roth_2007_06_26.pdf 
 
Roth 401(k) Five-Year Chart - 
http://www.mhco.com/Charts/2007/Roth_FR_Dist_061507.htm 
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