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In a September 2014 Notice, the IRS provided 
clarity to a planning scenario that had been the 
subject of much debate among financial planners 
and tax specialists. 

 
This ruling confirmed that after-tax contributions to an employer retirement plan can be separated from the rest of the 
account upon distribution and then converted to a Roth IRA tax-free.  This ruling creates new planning opportunities for 
both employees and employers.  

 
IRS NOTICE 2014-54  

IRS Notice 2014-54 says that individuals who have both pre-tax and after-tax balances in their employer plan can now 
rollover the pre-tax portion to a Traditional IRA, and then convert the after-tax contributions to a Roth IRA.  Prior to this 
ruling, it was thought that the amounts moved to each form of IRA would be split pro rata between the pre-tax and after-
tax portions of the employer plan.  For 2020, the maximum deductible contribution to a 401(k) plan, for example, is 
$19,500 (plus $6,500 for participants age 50 or over). Some employer plans allow participants to make additional 
contributions beyond that amount, but those contributions would not be deductible by the participant.  When withdrawals 
are made from the plan, the after-tax portion of the withdrawal is tax-free, but the rest of the withdrawal – including pre-
tax contributions and earnings on either type of contribution – would be fully taxable. This ruling doesn’t change the 
applicability of this pro rata rule, but does change how the taxable and tax-free portions of a withdrawal can be split and 
allocated to different accounts.  

While the notice gives an effective date of January 1, 2015, it also states that these rules can be reasonably applied to 
distributions made before that date, effectively making this treatment fully retroactive. This Notice applies to all employer 
plans, such as 401(k) and 403(b) plans.  

This Notice does not change how after-tax contributions to Traditional IRAs are treated.  Individuals who are not eligible 
to make a deductible contribution to a Traditional IRA may still be able to contribute to that IRA without taking a tax 
deduction for the contribution.  However, when a withdrawal is made from that Traditional IRA (or any other Traditional 
IRA owned by that individual), the withdrawal is treated as coming from the pre-tax and after-tax portions of the account 
on a pro-rata basis. This pro rata treatment still applies to both regular distributions from the Traditional IRA and to 
conversions to a Roth IRA.  

 
HOW THIS NEW RULE IS APPLIED  

In order to take advantage of this new ruling, the employer plan must allow for after-tax contributions to the plan, 
something that not all plans offer. With the advent of the Roth option in 401(k) and 403(b) plans, most plans do not allow 
for voluntary after-tax contributions. In addition, while the pro rata rule still applies when determining the nature of a 
withdrawal from the plan, any tax on the withdrawal can be avoided as long as the pre-tax portion is rolled over to a 
Traditional IRA.  The following examples clarify the different distribution scenarios: 
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• Example 1 – Alex has $400,000 in his former employer’s 401(k) profit sharing plan, of which $50,000 is from after-
tax contributions. Alex has the option of rolling the entire amount of his distribution into a Traditional IRA. If he does 
so, distributions taken from the IRA will be subject to the pro-rata rule. Another option is for Alex to convert the 
$50,000 after-tax portion into a Roth IRA and roll the remaining $350,000 in the account to his Traditional IRA.  
Because the conversion to the Roth came from the after-tax contributions, there is no tax on the conversion and any 
future earnings on the $50,000 will be tax-free. 

• Example 2 – Brenda has $200,000 in her former employer’s 401(k) profit sharing plan, of which $30,000 is from 
after-tax contributions. Brenda elects to take $30,000 as a cash distribution and does not roll any of the distribution 
to another retirement plan.  The pro rata rule would be applied in this case.  Because 15%of his account balance is 
from the after-tax contributions ($30,000/$200,000), $4,500 ($30,000 x 15%) of his distribution will be tax-free and 
the remaining 85% of the withdrawal, or $25,500, will be fully taxable. 

• Example 3 – Chris has $500,000 in his former employer’s 401(k) profit sharing plan, of which $50,000 is from after-
tax contributions.  Chris takes a distribution from the plan of $50,000.  Because 10% of the 401(k) balance is from 
after-tax contributions, $5,000 of the withdrawal is treated as coming from that portion of the account and the 
remaining $45,000 from the taxable portion.  Chris then rolls $47,000 to his Traditional IRA and keeps the remaining 
$3,000 for himself (and does not convert it to a Roth IRA), leading to the following tax treatment: 

• Because the amount rolled to the Traditional IRA is more than the taxable portion of the distribution, the full $45,000 of 
taxable withdrawal is allocated to the rollover and is not subject to tax in the year of the rollover. 

• In addition, the remaining $2,000 rolled to the Traditional IRA is considered coming from the after-tax portion of the 401(k) 
and will be subject to the IRA pro rata rules when it is later withdrawn. 

• The $3,000 Chris kept for himself is treated as all coming from the after-tax portion of the 401(k), and therefore is not taxable 
to Chris. 

• The 401(k) is reduced to $450,000, of which $45,000 is due to the remaining after-tax contributions to the plan (after 
allocating $5,000 to the withdrawal). 

PLANNING OPPORTUNITY  

As a result of this ruling, there is now added incentive to make after-tax contributions to an employer-sponsored 
retirement plan.  Because after-tax contributions are only subject to the total plan contribution limit ($54,000 for 2018, 
including pre-tax and employer contributions), this can be a way to build significant value in the plans that can 
eventually move to a Roth IRA.  Making direct contributions to a Roth IRA will still be more valuable as those amounts 
will begin growing on a tax-free basis immediately (whereas the earnings inside the employer plan will still be taxable), 
but these employer plan contributions can be a nice addition to a Roth in the future.  

This is especially true for individuals who might not otherwise be eligible to contribute to a Roth IRA.  Those after-tax 
contributions will move to the Roth via a conversion, which is not subject to the same income limits as contributions.  

Lastly, employers that do not currently allow for after-tax contributions to their retirement plan may look at add this 
feature as an enhancement.  This will require additional record-keeping, however, in order to properly record the total 
pre-tax and after-tax contributions to the plan for each employee. 

  


