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Institute, Inc.

Submitted Electronically

March 11, 2013

Mr. George H. Bostick

Benefits Tax Counsel, Office of Tax Policy
U.S. Department of the Treasury

1500 Pennsylvania Avenue, NW
Washington, DC 20220

Re: Request for Guidance on In-Plan Roth Conversions ofNon-Distributable
Amounts

Dear Mr. Bostick:

The SPARK Institute appreciates this opportunity goovide input to the U.S.
Department of the Treasury (the "Treasury") regaydhe new Internal Revenue Code
(the "Code") provision that permits certain in-pRath conversions of non-distributable
amounts. Our member companies include nearly all of thgdst retirement plan record
keepers. They are the companies that plan sponsors anéhitrators turn to and rely
on for help in understanding, implementing and apeg plan features like in-plan Roth
conversions.

The following is a summary of the issues and camcewe have regarding plan
administration and record keeping for in-plan Rotnversions. This letter includes
specific requests and recommendations with regpegrtain issues where the Treasury's
position is critical to record keepers' abilitygopport and provide the services that plan
sponsors need to be able to offer conversions efdistributable amounts. Certain other
issues are identified in this letter without a sfiecrecommendation because our

! American Taxpayer Relief Act of 2012 § 902, addidgde § 402A(c)(4)(E) (Pub. L. No. 112-240),
effective January 1, 2013 ("ATRA").

2 The SPARK Institute represents the interests ofcadibased cross section of retirement plan service
providers and investment managers, including bamksyal fund companies, insurance companies, third
party administrators, trade clearing firms and [Kigheconsultants. Collectively, our members serve
approximately 70 million participants in 401(k) aotther defined contribution plans.
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members believe guidance is required, but thegenerally impartial about the position
taken by the Treasury.

|. Taxation and Reporting

A. Five-year recapture rule — What party is responsiblr tracking any amount
subject to recapture tax that could result from thstribution of converted
amounts during the five-year recapture pe?iod

Code Section 402A(c)(4)(D) states that Code Sea8A(d)(3)(F) applies to in-

plan Roth conversions. Section 408A(d)(3)(F) pdesi for the “recapture” of

early distribution penalties for distribution of aomts previously converted to a
Roth Individual Retirement Account ("IRA") from an-Roth account during a
five-year wait period.

Q&A-12 in Internal Revenue Service ("IRS") Notic81D-84 states the “5-year
recapture rule in this Q&A-12 does not apply toistribution that is rolled over
to another designated Roth account of the partitipato a Roth IRA owned by
the participant; however the rule does apply tosegbent distributions made
from such other designated Roth account or Roth WRiAin the 5-taxable-year
period.”

Additionally, the current instructions for Form XBR indicate that for
distributions from in-plan Roth rollovers, the amouof the distribution subject to
the recapture penalty under Code Section 72(t)ldHmidetailed in box 10. The
instructions further state that no amount shoulddetailed in box 10 if an
exception applies that would prevent applicatiorthe penalty. Presumably, a
rollover to another designated Roth account ofggheicipant or to a Roth IRA
would not be subject to a penalty, and as a re$uleing subject to an exception,
no information would be reported. However, if ardividual, after having
converted to a Roth account, takes a distributiothe converted amounts from
the Roth account during the 5-year recapture petlarecapture penalty would
apply and certain reporting to the IRS would beunexgi. Presumably, the only
party that would be able to provide reporting iclsgircumstances would be the
taxpayer.

The expansion of the permissibility of in-plan Raitnversions to include non-
distributable amounts significantly increases thesgibility that in-plan
conversions will occur. Although all designatedtikamounts are subject to a
five-taxable-year tracking rule for purposes ofedetining the qualification of
distributions from the designated Roth account, dbparate tracking associated
with the five-year recapture rule introduces a gigant layer of complexity. The
number of conversions that any participant canaitatis potentially limitless

3 IRS Notice 2010-84 was published prior to Code i8act02A(c)(4)(E) and did not contemplate in-plan
Roth conversions of non-distributable amountsis tonsidered herein in order to identify issuegnrgh
guidance from the Treasury is needed.



(e.g., every year, every month or even every pgyrdihis creates the possibility
of having to track and age, by tax year, each c@mwe that a participant initiates.
Subsequent distributions from the converted accauntld need to apply FIFO
rules, debiting amounts first from one year anchthiee next, and tracking the
remainder. As each year passes, and a new batchptdn Roth conversions
reaches the five-year mark, the original amounthefin-plan conversions would
need to be re-characterized and used to augmenvahe of the pool of

converted amounts that are no longer subject &ptece.

We are very concerned about the administrativerandrd keeping complexities
and burdens associated with tracking and managadaix reporting aspects for
these conversions. Plan sponsors will not be abladminister these complex
requirements without the help and services of stigated record keepers.
However, record keeping systems are not curremtdgnammed to track multiple
five-year periods for multiple and serial in-plaongersions on non-distributable
amounts. The required changes and ongoing supplbtie extremely complex

because of the data that must be tracked for eagblan conversion, the
subsequent calculations using that data, and thbficetion of the data fields to

reflect distributions and the passage of time.

The costs associated with making these changes$ikeilly be substantial and time
consuming. Record keepers may not be willing tkenthe required changes
before they know that plan sponsors will actuallgnivand offer this featufe.
Without sufficient demand and volume, it is unlikéhat record keepers will be
willing to spend significant resources to modifgithsystems to enable them to
track the conversion amounts correctly and costcéffely.

Therefore, it is important to receive the guidameguested herein from the
Treasury about what party will be responsible fuese matters. Depending on
the outcome of this question, record keepers msy lahve to limit the extent to

which they will support plans that allow participgamo initiate multiple and serial

conversions. In the face of uncertainty abouiaatiion, some may decide not to
support this feature at all, if doing so requiresstly system changes.

Consequently, plan sponsors may not be able to tiffe feature or may have to
limit participants' ability to initiate multiple a@nserial conversions.

Recommendations: The tracking of any recapture tax associated wita
distribution of converted amounts during the fivaayrecapture period should not
be the responsibility of the plan sponsor, plan iatstrator, the plan or the payor

4 Certain media reports published immediately ather passage of ATRA and surveys fielded during that
same time frame suggested that plan sponsors may been interested in adding this new feature to
their plans. However, based on the collective rimfation provided to The SPARK Institute by our
member companies, it appears that as service meviand practitioners have studied the applicable
provisions, learned of their complexities and utaiaties, and educated the plan community about suc
matters, interest in adding the feature has sigpnifly diminished and stalled pending guidance ftben
Treasury.
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for the plan. Instead it should be the individsia$sponsibility, as a taxpayer, as
is the rule for Roth IRA conversions (and would the rule for any amounts

rolled from a qualified plan into a Roth IRA andethsubsequently distributed
before five tax years have elapsed). Each indalidiaxpayer should be

responsible for tracking the converted amounts, smbrting and paying the

penalty on any amounts distributed during the recapperiod. This approach

will increase the likelihood that plan sponsorslwié able to offer this feature

with the assistance of record keepers that aréengyiind able to support them on
a cost-effective basis.

. Tax withholding - Does the plan administrator oygafor the plan have any
federal income tax withholding obligations with pest to in-plan Roth
conversions

IRS Notice 2010-84, Q&A-8, states in part that: %20nandatory withholding
under section 3405(c) does not apply to an in-Path direct rollover. However,
a participant electing an in-plan Roth rollover mawve to increase his or her
withholding or make estimated tax payments to awidinderpayment penalty.
See Publication 505, Tax Withholding and Estim&tas."

An in-plan Roth conversion of non-distributable amts would not qualify as an
eligible rollover distribution because the amoumtguestion is by its nature not
distributable from the plan in any event. Cleaslych amounts would not be
subject to any mandatory withholding obligationdditionally, it does not seem
consistent with the non-distributable nature ofhsw@mnounts to require plan
administrators or payors to respond to any paditipr beneficiary request for
withholding from his or her account on a voluntbasis.

In connection with the rollover from a qualifiedapl to a Roth IRA, Internal
Revenue Bulletin 2008-12, Q&A-6, states in partt thea distributee and a plan
administrator or payor are permitted to enter imtovoluntary withholding
agreement with respect to an eligible rollover ribsition that is directly rolled
over from an eligible retirement plan to a Roth IR8ee section 3402(p) and the
regulations thereunder for rules relating to vaduptwithholding”. Even this
guoted language does not appear to require a glameastrator or payor to enter
into such agreements in connection with the rollogé an eligible rollover
distribution to a Roth IRA. In any event, howevidre language quoted above
from IRS Notice 2010-84 is different - it implidsat any income tax withholding
would be processed outside the plan.

Notwithstanding, if the Treasury contemplates ati@wg conclusion, it would be
extremely important to provide additional guidarioe plan administrators and
payors. Withholding income taxes from an amourtt distributable under the
plan would raise a number of questions not adddelsgehe statutory language or
guidance issued to date. For example, guidancédwmineeded to decide how



to allocate the withdrawal among various accounirses and any special
requirements for the corresponding tax reporting.

C. Characterization of in-plan Roth conversions

1.

Is an in-plan Roth conversion technically considem® distribution for
purposes of applying special tax treatment to anyaining unconverted stock
in the plan (i.e., net unrealized appreciation (AVtreatmenty

Code Section 402A(c)(4) refers to these in-plan hRobnversions as
distributions. However, Q&A-3 in IRS Notice 208d- states that an in-plan
Roth direct rollover is not treated as a distribntfor several purposes. This
creates uncertainty with respect to the rules gowmgr unrealized stock
appreciation, and more generally, whether in-plamversions of non-
distributable amounts should be treated as didtabs for only some
purposes of the plan pursuant to the principleda¢h in IRS Notice 2010-
84.

Q&A-7 of IRS Notice 2010-84 states that the taxadmeount of an in-plan
Roth rollover is equal to the fair market valuetloé distribution reduced by
any basis the participant has in the distributi@&A-7 further states that if
the distribution includes employer securities htitable to employee
contributions, the fair market value includes anlyMAwithin the meaning of
Code Section 402(e)(4). This would seem to indi¢hat if amounts invested
in employer securities are converted, the costshafsthe converted shares is
reset to the fair market value at the time of tbaversion. This would also
seem to indicate that the in-plan Roth conversienbeéing treated as a
distribution other than a total distribution, folled by a rollover.

Clarification is requested to confirm that the cersion of any amount would
not preclude any future NUA treatment based onldihgp sum distribution

requirement related to employer securities attablg# to employer

contributions. Q&A-3 of Notice 2010-84 indicatdst "[b]ecause an in-plan
Roth conversion merely changes the account inrayotaer which an amount
is held and the tax character of the amount," golan Roth conversion is not
treated as a distribution for all purposes. Sianein-plan Roth conversion
does not result in a true distribution from thenpldne ability to use the NUA
rules for a later in-kind distribution of unconwemit employer securities is
appropriate. If a partial conversion of employecugities results in loss of
NUA treatment for the remaining shares, then plansors will be forced to
exclude employer securities from in-plan Roth cosvams. The NUA rules
are complex and forcing participants to choose betw in-plan Roth

conversion or NUA treatment would require sophatd financial and tax
advice, which could have a negative impact on cimgoan in-plan Roth

conversion option.



D.

2. For purposes of the top heavy rules under Codaed®edii6, please confirm
that conversion of a distributable amount will beated as a related rollover
and conversion of a non-distributable amount wid bcluded in the
determination of a plan's top-heavy status as & tonversion had not
occurred

Impact of compliance testing failures - What is thmpact of failed ADP/ACP
tests, or excess deferrals

For example, assume a participant defers $10,08Qapr during the 2013 plan
year, and does an in-plan conversion of the fulloamh prior to year-end
($10,500, including earnings). Subsequently, glaa fails the ADP Test, and
that individual has excess contributions of $2,088t need to be corrected
($2,100, including earnings).

How should a plan sponsor handle this situation avitat are the tax
consequences? We believe the best approachridtitg the distribution of the
$2,100 excess in 2014 is to report the in-plan Ruathversion and subsequent
corrective distribution from the Roth account as tdistinct transactions, as
follows:

(1) 2 2013 Form 1099-R reporting a taxable in-glanversion of $10,500, and

(2) a 2014 Form 1099-R reporting a $2,100 correctiistribution of non-taxable
Roth basis, plus a taxable pro-rata earnings pieleged to the non-qualified
Roth distribution actually paid out of the plan.

Our reasoning for this reporting approach is thahost instances neither the plan
sponsor nor the record keeper will know prior towuky 31st of the year
following the testing year in which the failure oced that corrective
distributions will be necessary. In reality, mastrvice providers will not have
completed the compliance testing before the deadbn 1099-R reporting. An
approach that necessitates issuing a correctedRG9#@ be extremely confusing
and disruptive for participants. We believe thepiarating the reporting according
to our recommendation would be the least disruivé more understandable for
participants.

We request similar guidance with respect to théovahg situation. Assume a
participant makes after-tax contributions to a planing the 2013 plan year, and
converts all of those amounts to a Roth rolloveurse through an in-plan
conversion. Subsequently it is determined thatnes are due as a result of a
failed ACP test. How should a plan sponsor hattdgesituation and what are the
tax consequences? Can the corrective distribigopaid from the Roth rollover
source?



Matters Concerning Plan Design, Flexibility and Resictions

Based upon the collective experiences of our mentdoenpanies, The SPARK
Institute believes that plan sponsors will requesious designs and alternatives in
how they may offer the new in-plan Roth converdeature for amounts that are not
otherwise distributable. Such designs and alterestcould arise from or be dictated
by certain other plan complexities or limitationsy record keeping system
requirements or limitations, or for various otherasons. We request that the
Treasury permit flexibility in regards to plan dgsiissues and provide guidance
regarding possible limitations on the following pkdesign features and alternatives.

Please note that for purposes of these mattersj@stions we are assuming that any
such converted amounts remain subject to any lbligioin restrictions (and other plan
restrictions, if applicable) that were applicableopto the in-plan Roth conversion.
We make this assumption in light of the fact thag tecent legislative changes
included no waiver of such distribution restrickon This is a fundamental
assumption which gives rise to complexities nospné with respect to conversions
of distributable amounts (not the least of whichpated above, is maintaining one or
more separate accounts in order to preserve apfdiceestrictions or other
characteristics), and thus raises additional degigestions. However, if this
fundamental assumption is incorrect — i.e., if awasion could cause a converted
amount to become free of applicable Code withdrareskrictions — immediate
clarification would certainly be critical.

A. Conversion logistics We are not aware of any mechanical requireminatisan
in-plan conversion, whether of distributable or +hstributable amounts, results
in the actual surrender or sale, and subsequentrategse, of underlying plan
investments, so long as the record keeping systamtans the necessary
corresponding records and generates the correspptati reporting. Nor are we
aware of any prohibitions against such mechanitgbssin order to facilitate
appropriate record keeping processes or in ordereset cost basis, where
appropriate, for shares of stock affected by théhRonversion, provided (with
respect to non-distributable amounts) that no adisribution from the plan
actually occurs. We request confirmation that suwbchanics are neither
required nor prohibited.

B. Frequency limitations As with the prior in-plan conversion rules, wee aot
aware of any frequency limitations (or restrictiarsfrequency limitations) upon
these in-plan conversions in the recent legislatanin the related Code
provisions. We request confirmation of this cosehn, or alternatively,
clarification as to any types of guidance with o conversion frequency that
the Treasury may be contemplating. As for plan-isgabfrequency limitations,
we believe some plan sponsors will want to impasgtéd restrictions provided
that such restrictions are not inconsistent witlpliapble nondiscrimination
requirements. For example, a plan might requirtigiggants seeking to convert
contributions to Roth amounts to do so periodicallth a separate request, and




not permit them to be converted automatically orsesial basis each time
contributions are deposited into the plan account.

. Type/source limitations A plan sponsor may want to restrict in-plan Roth
conversions of non-distributable amounts to onenore contribution sources or
other plan subaccounts. For example, a plan wiph to eight separate
subaccounts for a participant (which could arisemfra mix of multiple
contribution sources and various legacy plan adsumay not wish to
potentially double that to sixteen subaccountsafparticipant, and may thus elect
to restrict conversions to a subset of those emittaccounts. As another
example, while the legislation does not appearetrict such conversions to
vested amounts, a plan sponsor might want to egcudontribution source with
a vesting schedule from eligibility for in-plan Ratonversions, or at a minimum
exclude non-vested amounts in such a contributiource from those
conversions. Such a restriction would help prewergarticipant from paying
taxes upon conversion with respect to amountsateasubject to forfeiture. We
request confirmation that such limitations or riestins are permissible.

. Participant contribution source electiondt is conceivable that, in the event a
plan permits in-plan Roth conversions of non-dmttable amounts from more
than one contribution source, some plans will peparticipants to choose which
contribution source(s) to use, while other plany ®ither require, or establish as
a default (absent participant election) that a estgd conversion would occur
pro-rata across all available contribution sourc&¥e are not aware of any
restrictions in the legislation as to either of dheoptions. We request either
confirmation of this conclusion or clarification tsany potential restrictions.

. Rollover limitations- Must a plan that allows in-plan Roth conversiaiso
permit rollover contributions of designated Rothseds from other qualified
plans? Plans are required to permit contributimna designated Roth account
before allowing Roth conversions. Code SectionA{6g4)(B) refers to an
amount converted as a “qualified rollover contribnt’ It is not clear whether
permitting such “rollover contributions” would obate the plan sponsor to also
permit rollovers of designated Roth contributiorenf other qualified plans. A
plan sponsor may want to permit in-plan Roth cosiegrs, of either distributable
or non-distributable amounts, but still not acaegbming Roth rollovers. Also,
the plan may elect to limit the in-plan conversioght to those participants
otherwise eligible for a rollover from outside bktplan. Neither the prior nor the
most recent legislation appear to restrict suchurbdtion. We request either
confirmation of this conclusion or clarification sany such restrictions.



Plan Amendments

A. Will a remedial amendment period be provided foeading plans to add the in-

plan Roth conversion feature for non-distributadnbeounts? If so, how long will
it be?

Generally, discretionary plan amendments must loptad by the last day of the
plan year in which they take effect. However, taimendment deadline is

frequently amended by the Treasury in order to gméesubstantial hardship to a
plan sponsor, promote the best interests of th@plaarticipants and advance the
government policy and interests under Code Sect6dt(b) and Treasury

Regulation Section 1.401(b)-1(f).

Prior to implementing in-plan Roth conversion featu for non-distributable
amounts, Treasury guidance is needed, which mest be analyzed by plan
sponsors, their counsel and service providersnalf not be possible or practical
for plan sponsors to decide to add the new corwergatures until very late in
2013.

Recommendations The SPARK Institute recommends a remedial amemim
period ending on the last day of the 2014 plan y@aan amendment adding this
feature in the 2013 plan year. This will allow mplaponsors adequate time to
consider this feature and increase the possitiigt participants will have the
feature available in 2013.

. May an in-plan Roth conversion feature be addedyadat to a 401(k) plan that is

intended to satisfy the safe harbors under Codedbe$01(k)(12) or (13)?

If the answer to this question is yes, are therg special requirements with
respect to the timing for the adoption of such aremdment for a safe harbor
401(k) plan?

. Is the Treasury planning to develop and provideodehamendmeft

V. Participant Tax Effect Notice

How should the tax effects, and other rights antigabons, of an in-plan Roth
conversion of non-distributable amounts be comnairit to participants

An in-plan Roth conversion of non-distributable amts will accelerate the taxation
of plan contributions and earnings not contemplateder the existing participant
notice guidelines. Explaining the effect of antksurelated to, non-distributable and
distributable in-plan Roth conversions will be extirely cumbersome and complex.
In particular, for participants who are eligible donvert both non-distributable and
distributable account balances, explaining theediffices in the treatment of these
conversions in language understandable to thecpmatits will be challenging.
Including a complex and lengthy explanation abbese matters, that is likely to be
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of interest to a limited number of participants slo®t seem to fit well with the
existing purpose and language of the more genezatidh 402(f) Special Tax
Notice.

Recommendations Given the complexities of explaining in-plan Ratbnversions,
we request that the Treasury allow plan administsabroad flexibility on how and
in what form to provide a description of the takeef of in-plan conversions. This
would include the discretion to include any reqdir®tices and explanations in the
summary plan description, in transaction requesh$oand related paperwork, in the
402(f) Special Tax Notice, or in a separate disgleshat could be provided to
participants upon request. We request that thastiry develop and provide sample
language describing non-distributable and distablg in-plan Roth conversions, the
10% early withdrawal excise tax recapture, coneersirdering rules, and basis and
earnings allocations.

Thank you for considering our views and recommedndaton these very important
issues. Please do not hesitate to contact u©d) @87-0533 if you have any questions
about our request.

Respectfully,

Larry H. Goldbrum
General Counsel
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