Is the New Roth 401K for You?
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   Beginning in January, employers have the option of adding a Roth 401K option to their traditional 401K plans.  As with a Roth IRA, money you put into a Roth 401K is “already taxed” money that then grows and can be withdrawn (after age 59 ½  in most cases) in the future without any tax on principal or earnings. The Roth 401K is different than the Roth IRA in that there are no income limitations that restrict who may participate. Also, the Roth 401K allows a much higher yearly contribution ($15-20,000 depending on age) than does the Roth IRA (up to $5000 in 2006).  If offered, you also have the option of splitting your contributions between the traditional and Roth 401K plans. So, is this something you should participate in?

   Remember that the very structure of a traditional 401K plan is to allow deferral of salary that would otherwise be taxable income.  This deferred income (15-20,000 dollars in 2006) is then allowed to grow without taxation until withdrawal (usually in retirement).  Accordingly, you escape taxation in your current tax bracket, and then pay ordinary income tax on all amounts withdrawn in the future (your contributions and earnings) at your tax bracket at that time.  Some employers add a matched amount of pretax income to your contributions as well (also available in the Roth 401K option). 

     There are a couple of facts to consider in deciding on using a Roth 401K plan.   First, the Roth option will not be available in all plans.  Having this choice adds a significant amount of complexity to the already difficult job that retirement plan sponsors have.  Second, under current law, this plan option expires in 2010, although any money contributed up to that date would almost certainly be grandfathered in.  Third-and most important, it may not be a good investment when compared to the pre-tax deferral of salary in traditional 401K plans.

    Let me explain. Even if your marginal tax bracket is as high in retirement as it is now, the total percentage of your retirement income that goes to taxes will most likely be lower than it is now.  For example, if you are currently in a 30% tax bracket, most if not all of your income that you would defer into a 401K would be taxed at the 30% rate.  However, if you then relied on your 401K account to draw out 50,000 dollars a year in retirement-your highest bracket might still be 30%, but the total amount of tax on the $50,000 would be well under 20%.  In this likely scenario, you are probably better off using the traditional 401K plan to defer currently highly taxed income. An initially larger amount of money (untaxed income) was allowed to compound for many years tax free, and then be taxed at a lower rate as it comes out. Correspondingly, the group of employees best served by a Roth 401K will be those individuals in a currently low tax bracket and who expect to be in a higher bracket during retirement.  If you belong to this group, ask your employer if a Roth 401K is in your future.   If you expect that your tax bracket will be the same or lower in the future, then the Roth 401K option might not be in your best interest.

   In the realm of estate planning, those who do fund a Roth 401K can later rollover the funds into a Roth IRA without tax consequences.  This will allow no mandatory distributions, and no estate  taxation of money left to heirs.  

