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   Many of you reading this have the ability to save money in your employer’s 401k retirement plan.  Such an investment is one of the most powerful ways to save for your retirement security, although the terms and conditions of the plan might be confusing.

    The most common and important part of most plans is the 401k salary deferral option.  This part of the plan allows you, the employee, to “defer” up to $15,000 (in 2006, with up to another $5000 deferral for those age 50 or older) of your salary into the savings plan.  Any such salary deferred escapes federal income tax, but is subject to Social Security and Medicare taxation.  The money you defer is invested and grows tax free (along with future contributions) until withdrawn at retirement.  You may begin withdrawals at age 59 ½ and must begin withdrawals at age 70 ½.  Money that eventually comes out of the plan is taxable as ordinary income. 
     There are several ways to take out money before age 59 ½, including severe hardship, as well as taking out the money in equal amounts spaced over your remaining lifetime. Some, but not all plans allow loans from your account as well.  However, 401k plans are intended to provide an income and security in your retirement years, and money accessed before that time is discouraged and potentially subject to taxation and penalties.
   Some 401k programs have a “match.”  These plans usually have the employer  give the employees’ retirement account between 50 cents and one dollar for every dollar the employee defers into the plan, up to a limit between 3 and 6% of the employee’s compensation.  The point of a match is to encourage employee participation and to make the plan more attractive for the purposes of employee retention and recruitment.

   Any money that you defer into a 401k is yours to take if you leave your employer.  It is said to be 100% “vested.”  Employer matches are usually but not always immediately vested.  Any matched money not immediately vested may require between 3-6 years of employment to be guaranteed as yours if you leave the firm.

Investment Choices
   Most 401k money is for the long term retirement needs of employees.  Accordingly, most investment advisors would recommend that most of the funds be invested primarily in stocks (equities).  At a time close to retirement a higher percentage of fixed income investing might be prudent (depending on one’s individual circumstances).  Self directed investing was common in the past, but is less often available, as the Federal Government has insisted that employers are ultimately responsible for the investment outcome of the employees’ accounts.  This “Fiduciary” responsibility has led to engaging investment advisors for the purpose of employee investment education as well as the composition and monitoring of investment portfolios.  The duty of the investment advisor is to choose portfolios that meet a “prudent investor” rule.
 Expenses  
  Cost is very important in a 401k plan.  Every dollar or percentage of your account spent on plan expenses ultimately costs you long term investment performance.  Certain costs are usually paid by the employer, but many large costs may still be an investment burden to participants.  Many plans are still run on insurance company platforms, with a limited amount of choice among expensive actively managed funds.  To add an additional burden, these plans impose an “insurance” charge so that insurance brokers can market and sell the plans to employers.  If this is your situation, encourage your employer to explore plan designs that allow low cost index fund choices outside of an insurance wrapper.
Profit Sharing Plans

    Some, but not all 401k plans also include a “profit sharing plan” component.  The profit sharing side of the plan is completely determined by the employer and requires no contribution from the employee.  In most profit sharing plans, the employer contributes between 3 and 14% of the employees’ compensation, which is invested along the same lines as the salary deferral side mentioned above.  None of the money so contributed by the employer is taxable until withdrawn.  Profit sharing contributions are usually subject to vesting (requiring a certain number of years of employment to be portable.)

     Taking money that would otherwise be taxable, and allowing it to grow tax free for decades is a powerful method of building wealth.  Maximizing the amount of salary you defer into a 401k retirement plan is a very smart move for your future.
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