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Considering a Roth 401(k)?

Benefits of a Roth 401(k)
Although traditional 401(k)s and Roth 401(k)s 

have many similarities, they have many important 

differences. With a traditional 401(k), participants make 

retirement plan contributions with pretax dollars. 

For 2021, participants may contribute up to $19,500 

($26,000 if age 50 or older). Taxes on contributions 

and earnings are deferred until participants take 

distributions. At that point, withdrawals are included 

in income, and participants pay taxes based on their 

tax rate at that time.1

In contrast, a Roth 401(k) combines certain features of 

a traditional 401(k) and a Roth individual retirement 

account (IRA). As with a Roth IRA, contributions to a 

Roth 401(k) are made with after-tax dollars. Qualified 

distributions of contributions -- as well as any 

earnings -- from a Roth 401(k) account are income 

tax free. To qualify for tax-free treatment, a Roth 

401(k) distribution must be made after a five-tax-

year period beginning with the first tax year for which 

the participant made a designated Roth contribution 

under the same plan. Additionally, the participant 

must have reached age 59½ or the distribution must 

be made after the participant’s death or because of 

disability. Unlike Roth IRAs, Roth 401(k)s do not allow 

a qualified distribution for a first-time home purchase.

The maximum annual contribution to a Roth IRA for 

2021 is $6,000 ($7,000 if age 50 or older), and eligibility 

for Roth IRA contributions is phased out as income 

rises. No such income limits apply to a designated 

Roth 401(k) account - a feature that might appeal to 

highly compensated employees. Moreover, plans 

may allow eligible participants to make designated 

Roth contributions up to the limits set for traditional 

401(k) plans. These limits will apply to pretax and 

after-tax Roth contributions combined. Employers 

may make matching contributions on designated Roth 

contributions, but they must allocate any matching 

contributions to a pretax account.

A plan may not consist solely of designated Roth 

accounts -- if offering a Roth 401(k) option, the sponsor 

must also offer a traditional 401(k) plan. Participants 

may then be allowed to designate some or all of their 

elective deferrals as Roth 401(k) contributions.

Implementing a Roth 401(k)
When considering a Roth 401(k) option, sponsors 

should be aware of the need to comply with additional 

administrative requirements. To implement a Roth 

401(k), the sponsor must adopt an appropriate plan 

amendment by the end of the plan year for which the 

amendment is effective. Participants must receive 

amended plan notifications, including an updated 

summary plan description and election forms. 

Educational materials may need to be updated as well.

The Roth 401(k) option is becoming increasingly popular with plan sponsors. What general 
rules and requirements should sponsors know about when considering to add this feature?
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Plans must keep separate accounts for each 

participant’s Roth 401(k) and traditional 401(k) 

accounts, and employers will need to change their 

payroll systems to accommodate Roth contributions. 

If recordkeeping is outsourced, service providers will 

need to properly account for Roth 401(k) contributions 

and any earnings.

In-plan Rollovers
Sponsors may also want to amend their plans to 

allow participants to make “in-plan Roth rollovers” 

from their traditional 401(k) accounts to their Roth 

401(k)s. Participants who choose to make in-plan 

Roth rollovers will be subject to income tax on any 

previously untaxed amounts that are rolled over. 

However, the 20% withholding requirement that 

generally applies to eligible rollover distributions 

does not apply to direct in-plan rollovers. Also, in-plan 

Roth rollovers are generally not subject to the 10% 

additional tax on early distributions.

Plans may choose to allow in-plan Roth rollovers even 

where the amounts are not otherwise distributable 

under the plan’s terms. However, once the rollover is 

completed, any distribution restrictions that applied 

before the rollover will again apply to both the rolled 

over amount and any earnings thereon.
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Nondiscrimination Testing
Plans may not discriminate in favor of highly compensated employees when offering a Roth 401(k). Additionally, designated Roth 401(k) 
contributions are treated as elective contributions for purposes of the actual deferral percentage test.

The foregoing is a broad overview of the relevant rules. If you are considering adding a designated Roth contribution option to your plan, consult 
your financial, tax or legal professional.

Source/Disclaimer:
1. Penalty-free “coronavirus-related” distributions (CRDs) were available in 2020 under the CARES Act.
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