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Roth vs Traditional 401(k)s
How to choose between plans
401(k) plans are tax-preferred investment accounts managed by employers. Traditionally, 401(k)s are funded with
pre-tax dollars and taxed at withdrawal. Some plans have
Roth options in which the account is funded with after-tax
dollars and no tax is paid at withdrawal.
Both account types benefit from not paying taxes on gains
when realized. There are restrictions on who can contribute
and how much. We’ve outlined requirements and provide
guidance on when to use each type of account.

Strategy
Since Roth and traditional 401(k)s differ in when they
are taxed, this suggests a strategy of paying tax when
in a low tax bracket. This means funding Roth 401(k)
s in low tax bracket years and funding traditional
401(k)s in high tax bracket years. A typical strategy
might be:
•

Contribute to a Roth 401(k) in early years when
earnings and tax bracket are low

•

Contribute to a traditional 401(k) in mature working years when earnings and tax bracket are high

•

Complete Roth conversions after retirement but
before RMDs and Social Security, when income
and tax bracket are low (See Roth Conversion
synopsis)

Requirements and Limits
Plan Document
Each 401(k) plan is unique to the employer with specific
rules outlined in the plan document. Some common features include:
•

Eligibility requirements: The plan will state who can
participate. Requirements may include age requirement, term of service, entry date and/or certain exclusions.

•

Employer match: Employers may make contributions
to employee accounts. The most common types are
matching or discretionary profit sharing. All employer
contributions are with pre-tax dollars.

Contribution Limits:
The most a taxpayer can contribute to an 401(k) in 2022 is
$20,500. This amount is indexed for inflation. In addition, a
taxpayer who will be 50 years or older by the end of the year
may make an additional, catch-up contribution of $6,500.

Required Distributions:
There are required minimum distributions (RMDs) for
401(k) accounts, starting the year the owner turns 72. This
applies to both the tradition and Roth options. However,
a Roth 401(k) can be rolled to a Roth IRA after retirement
or separation from service and therefore avoid RMDs. An
employee who is still working at age 72 does not have to take
RMDs provided he/she is not a 5% owner of the company.

Loans
Some 401(k) plans provide the option for participants to
take out loans from their account.
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Growth of Roth vs. Traditional 401(k)
A

B

C

D

Roth 401(k)
(24% tax)

Traditional
(24% tax)

Traditional
(32% tax)

Traditional
(12% tax)

Earnings

$20,500

$20,500

$20,500

$20,500

Tax at contribution

$4,920

$0

$0

$0

Net contribution

$15,580

$20,500

$20,500

$20,500

Value after 5 years

$22,892

$30,121

$30,121

$30,121

Tax at withdrawal

$0

$7,229

$9,639

$3,615

Net Withdrawal

$22,892

$22,892

$20,482

$26,507

Columns A and B show outcomes for Roth and traditional IRAs after five years of 8% growth. Given a constant tax rate of
24% the after-tax results are equal. However, if tax rates change, then the after-tax value of the traditional IRA will be different.
Column C shows that the net withdrawal is lower if taxes are higher in retirement (32% in the example) while column D shows
that the net withdrawal is higher if taxes are lower in retirement (12% in this case).

Considerations
✓ RMDs are required for both traditional and Roth
401(k)s. However, at retirement or separation of
service, the Roth 401(k) can be rolled to a Roth IRA
which does not have RMDs.
✓ Roth IRAs can continue to avoid tax on portfolio
earnings longer than 401(k)s or traditional IRAs. For
individuals who do not spend their full RMD, this
enhances the tax benefits of Roth 401(k) accounts
that have been rolled to Roth IRAs.
✓ Roth 401(k)s allow for greater contributions on an

after-tax basis: Traditional 401(k)s and Roth 401(k)s
have the same contribution limits (currently $20,500
per year). However, on an after-tax basis, this means
more money can be saved to a Roth 401(k).
✓ Owning multiple account types (Roth 401(k)/IRA,
traditional 401(k)/IRA, taxable accounts) provides
flexibility: A taxpayer who has multiple account
types can manage her taxable income in retirement
by withdrawing spending needs from different
accounts.

Please remember that past performance may not be indicative of future results. Different types of investments involve varying degrees of risk, and there can be no assurance that the future performance
of any specific investment, investment strategy, or product (including the investments and/or investment strategies recommended or undertaken by Withum Wealth Management (“WWM”), or any
non-investment related content, made reference to directly or indirectly in this newsletter will be profitable, equal any corresponding indicated historical performance level(s), be suitable for your
portfolio or individual situation, or prove successful. Due to various factors, including changing market conditions and/or applicable laws, the content may no longer be reflective of current opinions or
positions. Moreover, you should not assume that any discussion or information contained in this newsletter serves as the receipt of, or as a substitute for, personalized investment advice from WWM. If
you are a current WWM client, please remember to contact WWM, in writing, if there are any changes in your personal/financial situation or investment objectives for the purpose of reviewing/evaluating/revising our previous recommendations and/or services, or if you would like to impose, add, or to modify any reasonable restrictions to our investment advisory services. WWM shall continue
to rely on the accuracy of information that you have provided. WWM is neither a law firm, nor a certified public accounting firm, and no portion of the newsletter content should be construed as legal
or accounting advice. A copy of WWM’s current written disclosure Brochure discussing our advisory services and fees continues to remain available upon request.

Have Questions About Saving for Retirement?

T (732) 450 0147

Our financial planners can help you decide between a traditional or Roth 401(k) account.
Reach out to us today or visit us on the web for more information on how we can assist
you with your retirement account planning and more.

infowwm@withumwealth.com
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