Boosting Retirement Wealth with 401(k) Plans

by the Virginia Society of Certified Public Accountants

When you think about retirement, you might daydream about relaxing strolls through the park, volunteering for a particular cause, traveling cross country or spending more time with grandchildren. Unfortunately, many people don’t think enough about how they’re going to pay for that retirement lifestyle.

Thanks to 401(k) plans, you have a tax-advantaged way to save for retirement. With these employer-sponsored qualified retirement plans, your contributions are automatically deducted from your paycheck, and reduce your current taxable earnings. You defer paying taxes until you withdraw the funds, typically in retirement. And if your employer matches all or part of your contribution, you get an instant return on your investment. 

To help you afford a golden retirement, Virginia CPAs offer five ways to make the most of your 401(k) plan. 

1. Contribute enough for the company match.

If your employer offers a 401(k) contribution match, make sure you take full advantage of it. For instance, employers may match dollar for dollar up to a certain percentage of employee contributions. 

Remember to adjust your contribution level if you qualify for increased employer matches due to length of service with the company. To do otherwise is to leave “free” money on the table.

2. Increase your contributions over time.

As you earn pay raises at work, consider increasing your 401(k) contributions before you get used to living on a higher income. Also, as you pay off debts, redirect the money you were dedicating to debt payments to your retirement savings. 

The amount you’re allowed to contribute to your 401(k) plan is determined annually by the Internal Revenue Service. For 2007, the amount has increased to a maximum contribution of $15,500. Catch-up provisions also apply to workers 50 years of age and older.

3. “The early bird gets the worm.”

The earlier you start contributing to a 401(k) plan, the longer your money has time to compound. Even if you don’t count yourself among the spring chickens, it’s not too late to start contributing to a 401(k) plan. After all, it’s better late than never. For investors ages 50 and older, a special provision of the Economic Growth and Tax Relief Reconciliation Act of 2001 allows catch-up contributions in addition to the annual maximum. That additional amount is $5,000 for 2007. 

4. Don’t forget about it.

401(k) plans are self-directed, which means you are responsible for choosing how to invest your funds. What you do or don’t do can impact the return you get and the amount of money available to you at retirement.
According to research, the percentage of your portfolio allocated to different asset categories, like stocks, bonds and cash equivalents, is a greater determinant of your plan’s performance than the specific funds you pick.

You should choose your asset allocation based on the length of time you have until retirement, your risk tolerance and your personal objectives. In general, the further away you are from retirement, the more you should invest in stocks. Stocks have shown the greatest potential for gains, but also expose you to market volatility. Obviously, you’ll want to review and adjust your portfolio regularly. 

To reduce your investment risk, Virginia CPAs say don’t invest all of your 401(k) money in one fund, including your company stock. 

5. Check out the new Roth 401(k).

If your employer offers the new Roth 401(k) that débuted in January 2006, consider taking advantage of this retirement savings plan. Combining the tax-free withdrawal aspect of a Roth and the higher contribution level of a 401(k), the Roth 401(k) offers another option for meeting your retirement savings goals. Plus, there isn’t an income limitation for the new Roth 401(k) plans like there is for Roth IRAs.

Additional personal finance information is available online from the Virginia Society of Certified Public Accountants at www.FinancialFitness.org. 
