
2006 will mark the birth of the “Roth 401(k)”  plan.  It was 
actually conceived by Economic Growth and Tax Relief Recon-
ciliation Act of 2001 (EGTRRA) 
with a delayed effective date of 
January 1, 2006.  And 
even though its gesta-
tion has lasted a full five 
years, the IRS only re-
cently gave us some 
guidance by issuing pro-
posed regulations in 
March.    Although con-
gressional extension is 
expected, sadly the Roth 
401(k)s may have a lim-
ited life expectancy as 
the entire EGTRRA law 
sunsets at the end of 
2010.  
 
Contrary to the name, the “Roth 401(k)” 
is not a plan at all but an option within a 
401(k) Plan.  The Roth option allows you to forego the usual 
tax-deferred character of your regular 401(k) contributions and 
to designate them as after-tax money that grows tax-free.  
That’s right tax-free money.  But is the tax-free allure of the 
Roth the best financial choice or should we just stick with the 
traditional tax-deferred 401(k)?  To Roth or Not To Roth?, 
that is the question. 
 
The 401(k) contribution limits are unchanged.  In 2006, you 
can make annual calendar year 401(k) contributions up to 
$15,000.  In addition if you are at least age 50 by the end of 
your plan’s year end you can make an additional $5,000 “catch-
up”.  The Roth is simply a recharacterization or designation of 
your 401(k) contributions as after-tax Roth contributions.  This 
designation must be made at the time they are withheld so 
your payroll department can properly tax them.  
 
Regarding catch-up contributions, attorney Pam Perdue of Sum-
mers, Compton, Wells and Hamburg, PC says “there’s the rub”.  
A statutory problem may exist in Code Sections 414(u) & (v) to 
prohibit designation of catch-up contributions as an after-tax 
Roth.  Many articles automatically assume that catch-ups are 
Roth eligible.  However according to Ms. Perdue, the IRS may 
have to stretch their catch-up regulations to allow after-tax 
Roth treatment for these extra contributions for the over age 50 
crowd.  She indicated that the IRS is currently receiving com-
ments on the proposed regulations and that the final Roth regu-
lations should be issued shortly.  Ms. Perdue said that the 
catch-up snafu must be cleared up before 1/1/2006 through 
IRS guidance.  We all hope the IRS will see a clear path to allow 
for Roth catch-ups. 
 
We’ve had traditional Individual Retirement Accounts (IRAs) 
and Roth IRAs for years.  In 2006, we’re going to have tradi-
tional 401(k)s and Roth 401(k)s.  Yes the not-for-profit 403(b)s 
will also have the Roth 403(b) option.  Currently, your 401(k) 
contributions are pre-tax.  This means you get an initial tax 
deduction for your contributions, then the earnings grow tax-
deferred and finally you pay taxes on your contributions and 
the earnings when you make withdrawals in retirement.  On the 
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other hand, your Roth 401(k) contributions are currently 
taxable, the earnings grow tax-free and no taxes are due 
upon distribution after 5 years and age 59½. 
 
High-wage earners (modified adjusted gross income exceed-
ing $95,000, if single or $150,000, if married) have been 
prohibited from making Roth IRA contributions.  The Roth 
401(k) has no income limitations.  The high-wage earners, 
who have been prohibited from the Roth IRAs, can savor the 
sweet taste of that forbidden fruit of tax-free earnings which 
may prove too irresistible.       
 
I’ve coined two Roth Axioms based on a pure mathematical 
analysis to dispel several myths that are currently being 
published as to which is better - a Roth 401(k) or traditional 
401(k).  One such myth is that the length of time the funds 
are invested is critical to determine which is better. The first 
Roth Axiom will not only demonstrate that the period of 
time invested is inconsequential, but also, give us the first 
basic truism which may eliminate emotion and allow us to 
make a logical choice.  
 

Roth Axiom #1 
Assuming constant tax rates, the Roth and traditional 
401(k)s are precisely financially equivalent.   
 
Did the hair on the back of your neck stand up on that one?  
Well, if it did, you’re not alone.  Many alleged mathematical 
analyses have been published, similar to the one below, 
which incorrectly claim Roth 401(k)s to be superior.  It’s 

easy to see why we were fooled.  In 20 years the Roth accu-
mulates to an amount over 10% higher than the traditional.  
Right?  Wrong!   
 
This analysis is flawed because the creators erroneously 
assume that the two options have equal financial outlays.  
They do not!  The traditional 401(k)’s total amount invested 
is $19,500.  You would need to earn $21,428 to be left with 
$15,000 after-tax to fund the Roth 401(k) ($21,428*70%
=$15,000).  Because the Roth starts with almost 10% more 
value, voila it ends up that way.  The perceived advantage is 
just like the magician’s smoke-and–mirrors.  A fair analysis 
must start with equal investments.  
  
 

 

Incorrect Comparison

Plan Type Traditional 401(k) Roth 401(k)

Contributions 15,000 15,000

Tax Savings 4,500 N/A

Accumulation of Tax 
Savings

11,714 N/A

Accumulation of 401(k) 
Account 

58,045 58,045

Withdrawal Value of 
401(k)  

40,632 58,045

Total After-Tax Value 52,346 58,045

Assumptions: One contribution to each;  combined federal and state tax rate of 30%; 
investment earnings of 7.0% per annum; and a 20 year accumulation period.

 

To Roth, or Not To Roth? 



Starting with two equals, it is very easy to prove the first Roth 
Axiom.  To correctly compare a $15,000 traditional 401(k) to a 
Roth, you must use a Roth contribution of $10,500 at a 30% 
tax rate, the same out-of-pocket cost of the traditional 401(k) 
(15,000 - 4,500).   Therefore assuming constant tax rates, the 
financial value of the traditional 401(k), of deferring tax now 

but being taxed on distribution, is financially equal to the Roth 
401(k), of paying taxes now and getting tax-free earnings.  
Although we used a 20 year accumulation period,  the equality 
holds true for any number of accumulation years, assuming 
constant tax rates.  
 
Applying Roth Axiom #1 is easy.  If you’ll pay less taxes later, 
defer paying the tax today and opt for the traditional 401(k);  
however, if your tax rate will be higher in retirement, pay the 
tax now by opting for the Roth 401(k) and reap tax-free earn-
ings during your retirement years.  It is all driven by the rela-
tive tax rates now compared to in retirement. 
 
Generally speaking, without trying to predict future tax 
changes, the tax rate for most people will be less in retirement  
than their current marginal tax rate.  Your marginal tax rate is 
the percentage you pay on your last dollar of income (i.e. your 
highest tax rate).  Because you contribute to your traditional 
401(k) “off-the-top”, your marginal tax rate determines how 
much taxes you defer.  In your retirement years, because you 

have more exemptions and usually somewhat lower income, 
your marginal tax rate is usually lower.  On the other hand, 
very highly compensated employees will probably pay about 
the same taxes now as in retirement. 
 
Therefore, for most retirement plan participants, the answer 
is Not to Roth!  For very highly compensated employees,  
Roth Axiom #1 provides no guidance.  I’m sure this is not 
what Hamlet meant when he said, they must, “...suffer the 
slings and arrows of outrageous fortune.”  But wait, Roth 
Axiom #2 may let them “... sleep, perchance to dream.” 
 

        Roth Axiom #2 
Designation as after-tax Roth contributions leverages 
your tax advantaged savings by the current taxes 
paid.   
 
As we saw above, a $15,000 traditional 401(k) contribution 
is identical to a $10,500 Roth contribution at a 30% tax 
rate.  Using a 40% tax rate, to more closely reflect the ac-
tual very highly compensated employee’s marginal tax rate, 
the equivalent Roth 401(k) contribution would be $9,000.  
Consequently, if you  contribute $15,000 to a Roth 401(k), 
it’s financially equivalent to a $25,000 traditional 401(k) 
contribution.  Of course a $25,000 401(k) contribution is not 
allowed, but this illustrates the dramatic leveraging advan-
tage of a Roth.  The Roth effectively raises the 401(k) con-
tribution limits.  For the very highly compensated employees 
who can afford to pay the tax in addition to the contribution, 
Roth Axiom #2 provides a clear answer—To Roth! 
 
As a last note, there are some formalities.  Your employer 
must adopt an amendment to their plan to allow for the 
Roth designation of 401(k) contributions.  Roths must be 
accounted for separately.  The preferential income tax-free 
treatment of earnings is only available if distributions are 
made after 5 years and after age 59½, disability or death.  
When the IRS issues final regulations, we will post a full 
description on all of the intricate Roth 401(k) tax and distri-
bution characteristics on our web site, the401kstore.com.  
In the meantime, the two Roth Axioms should assist you in 
deciding whether To Roth, or not to Roth? 
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To Roth, or Not To Roth? (contd.) 

Correct Comparison

Plan Type Traditional 401(k) Roth 401(k)

Gross Wages 15,000 15,000

Tax Savings (Paid) N/A (4,500)

Contributions 15,000 10,500

Accumulation of 401(k) 
Account 

58,045 40,632

Withdrawal Value of 
401(k)  

40,632 40,632
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