UNDERSTANDING CONTRIBUTION LIMITS IN RETIREMENT PLANS (1)
This article offers a concise analysis of tax sheltered retirement savings options-individual taxpayers will find the information useful as they make choices and become increasingly responsible for funding their own retirement. The authors went on to say-retirement as a time when people could expect to live comfortably on their social security and savings ceased to exist. American taxpayers are compelled to have additional sources of income after retirement is the fact that Americans are living longer. Ideally, using pretax dollars to accumulate wealth is preferable to having no nest egg for retirement. The authors review the tax consequences of common retirement plans, paying particular attention to the contribution limitations applicable for 2008 imposed on each retirement plan.
QUALIFIED EMPLOYEE SPONSORED RETIREMENT PLANS-The authors say that over ½ of full time employees are covered by an employer sponsored pension plans, participation is about 46% of working heads of families. ’Qualified plans’ meet the legal requirements of ERMPLOYEE 
RETIREMENT INCOME SECURITY ACT OF 1974(ERISA) and section 401(a) of the Internal Revenue Code- As a result these plans receive favorable tax treatment, allowing employers and self employed individuals to deduct their contributions.
DEFINED BENEFIT PLANS-The authors goes on to say that traditional pension plans provide retirees with a specific monthly benefit in their post employment years. The benefit is based on a predetermined formula which considers the employees compensation, years of employment and age. Employer makes contribution on behalf of employees, has legal control over the pension assets, which are kept in a trust fund, and manage the fund with professional plan administrators. The company is assuming the risk that the assets it contributes to the plan and the investment strategies will create returns to satisfy pension obligations the company has to its retired employees. Only over 10% of workers are in defined benefit plans. Of the remaining 90%- about 60% are covered by defined contribution plans. Annual employer contributions to defined benefit plans are actuarially determined taking into account-life expectancy, normal retirement age, assumed interest rates, projected annual retirement benefit amounts, and rates of employee retention and turnover. Pension Protection Act of 2006(PPA) was to address serious under funding of many defined benefit plans. There is an annual dollar limit on the annual benefit that can be paid. In 2008 it is a maximum benefit of $185,000.

DEFINED CONTRIBUTION PLANS-Employer contributes a specific dollar or % amount for the benefit of employee. It is the employee not the company who bears the risk of selecting appropriate investments that will provide a return adequate to provide sufficient retirement income to live on. As with most qualified plans, employees can also make their own contributions to defined contribution plans on a pretax dollar basis. The employer receives deduction for contributions up to 25% of compensation to each eligible employee’s account, providing it does not exceed $46,000 in 2008. IRC 415 limits contributions to $46,000 or 100% of compensation. Employee compensation in excess of $230,000 in 2008 is not considered for purpose of making plan deposits.
Employer contributes a specific dollar or percentage amount for the benefit of the employee. Contribution is defined, not the benefit, and there is no way of knowing ahead of time how much the plan assets will provide for the employees when they retire. The employee bears the risk and not the employer, and employee also bears the risk of selecting appropriate investment that will help provide adequate return to provide sufficient retirement income to live on. Of the approximately 50% of full time workers covered by employer sponsored plans, 60% are covered by defined contribution plans.
401(K) PLANS- In 1978, section 401(K) of the Internal Revenue Code created a new type of defined contribution plan funded primarily by employee contributions; Employees have the option to make all or part of their contributions, on a pretax or post tax income basis. Pretax contributions are most commonly in the form of payroll deductions-elective deferrals. Employers often provide matching contributions to these plans, up to a pre-established percentage or amount. Most employers also require employee complete a probationary period before the employee is allowed to participate in the plan and /or before employer will match the employee contribution.

Advantages- 401(K) is portable; it also can move plan assets into employee’s 401(K) plan with a subsequent company, if employees change jobs. However, because the 401(k) is a company administered plan, every plan may be different. Additionally, the impact that changing jobs may have on the employee’s 401(k) could be significantly different depending on the plan. Employee always has the option to roll the 401(k) from a former employer into self directed IRA, giving the employee greater control over costs of plan administration and the investment choices available. Participants in a 401(K) plan also generally have much more control and choice over their investment choices, than with a traditional defined benefit pension. Typically, the employee chooses how to invest the contributions to the 401(k) plan, and is allowed to change where current and future contributions are invested. Average investment choices rose to 17 based on 2005-2006 survey of 830 plan sponsors nationwide, up from the average 15 choices as reported in 2004.

The PPA of 2006 alleviated this problem by providing for the automatic enrollment of all employees in defined contribution plans. As long as a company makes the prescribed contributions, stated as a percentage of employee compensation, it is not subject to the non-discrimination rules that apply to employer matching contributions and employee elective deferrals. Specifically the prescribed range of the automatic contribution must be between 6% and 10% of employee compensation. Employees can make both pretax and post tax contributions. The employee’s maximum pre tax contribution for 2008 is $15,500; this limitation is subject to the catch up provision available to employees who are age 50 years and older; increasing the maximum allowable pretax contribution by $5,000. The limitations do not apply to matching contributions and contributions made to other retirement plans such as an IRA. IRS code section 415 limits the combined employee and employer contributions to $46,000 in 2008 or 100% of compensation. Any excess over $15,500($20,500 if 50 or older) limit will be characterized as an after tax contribution. Tax consequences- pretax contributions are taxed at distribution and post tax contributions are not taxed.
ROTH 401(k) PLANS- Similar features to the ROTH IRA and to regular 401(K) plan, contributions are made through payroll deductions, but contributions are not tax deductible or tax deferred basis; Dollar limit on contributions to 401(k),
403(b), 457 and/or ROTH 401(k) plans is in aggregate $15,500($20,500 if 50 or older); Unlike ROTH IRA , there are no income limits in making contributions to a ROTH 401(k), but the ROTH 401(K) is subject to minimum distribution requirements when the taxpayer turns 701/2.

INDIVIDUAL 401(K) PLANS- It is designed for use by business owners who have no employees. It operates just as other defined contribution plans but with potentially higher allowable contributions; the taxpayer can contribute the lesser of $45,000 or 25% of compensation, with an additional $5,000 catch up available to taxpayers 50 or older; however, on the first $15,500 of compensation, the tax payer can contribute up to 100%. After that the tax payer can contribute 25% of compensation over $15,500 until total contributions equal the $46,000 limitations in 2008.

403(b) & 457 PLANS- Similar to 401(k) plans; Primary difference is that it is limited to employees of public schools and tax exempt organizations; 457 plan, deferred compensation plan, supplements other retirement vehicles; Like the 403(b), it is restricted to state and tax exempt organizations; allows employees to make contributions on pre tax basis; The Economic Growth and Tax Relief Reconciliation Act of 2001- employees can now contribute the maximum $15,500 into 401(k) or 403(b) as well as the maximum $15,500 into the 457 plan; Governmental employees,50 and older, can contribute and additional catch up amount into each plan-$5,000 into 401(k) or 403(b) and another $5,000 into their government 457.

SEP IRA- Type of individual retirement account, Simplified Employee Pension; The employee first sets up a traditional IRA; Employer makes tax deductible contributions to the IRA on behalf of the eligible employee;  Taxed when employee receives  distribution from the SEP; Unincorporated employers can contribute up to 20% of the eligible employee’s compensation; Corporate employers can contribute up to 25% of employee’s compensation; In either case, contribution cannot exceed $46,000 in 2008;Employee compensation in excess of compensation cap of $230,000 in 2008 is not used to determine the 20/25% contribution limit.
SIMPLE IRA- Savings Incentive Match Plan for employees(SIMPLE IRA) differs from other IRA’s in that  it requires employers to make contributions to the plan; The contributions- may be matching contributions based on the salary-reduction/elective deferral contribution made by employees; Alternatively, the contributions may be made to each eligible employee regardless of whether the employee made salary reduction contributions to the plan; Maximum 2008 contribution that the employee can make to a SIMPLE IRA is $10,500, with an additional $2500 if the taxpayer is 50 or older.
KEOGH PLANS- Employer funded retirement plan designed for unincorporated businesses or self employed individuals. As a general rule, only the employer can make contribution to a Keogh; No employee contributions permitted; tax deductible by employer; KEOGH plans can be set up as defined benefit or defined contribution plans; most common- defined contribution plans established as profit sharing ,money purchase or combination plans; Profit sharing most flexible; Money purchase Keogh plans- require the employer to make annual contributions of a predetermined percentage of compensation; Combination KEOGH plans- features of both plans; Combination-employer establish fixed percentage for mandatory annual contribution, but has the ability to supplement this required contribution with additional discretionary contributions based on profit.
NON EMPLOYER OR INDIVIDUAL SPONSORED PLANS-TRADITIONAL IRA-General concern that there may still be a short fall income during retirement; Generally tax deductible; IRA distribution must be included in income; When the taxpayer reaches 701/2, must begin to take minimum required distribution (RMD) from traditional IRA; Deductibility depends on tax payer’s filing status and whether the tax payer and/or the tax payer’s spouse are covered by retirement plans at work; deductible contributions can continue to be made until the year in which taxpayer turns 701/2.
ROTH IRA- increasingly popular alternative to the traditional IRA; non deductible; Distributions are free of income tax upon receipt; No RMD when tax payer turns 701/2; Dollar limitations on contributions are the same as for contributions to a traditional IRA; There is no age limit on the ability to make contributions to a ROTH IRA so tax payers can continue to make non deductible contributions even after they turn 701/2.
CONCLUSION- Recent survey-70% of Americans fear they will not have sufficient money to live on in retirement;50% of full time employees are covered by some company sponsored retirement plans; But 46% take advantage of those plans; Fewer  than 50% are using IRAs to make up the expected short fall once they stop working; It is in light of this short fall Congress passed the PPA of 2006; The PPA allows employers  to automatically enroll all of their employees in the company sponsored defined contribution plans; Enables the employer to choose a moderate option on behalf of employees who do no make the choice of investment themselves; Employees no longer have the excuse that they don’t understand or have the time to learn about the options that the employer has made available; If employees do nothing , they will be enrolled in the plan and have an investment strategy chosen for them; PPA also made the Retirement Savers Credit permanent; It also made permanent the ROTH 401(k)  as well as the increased contribution levels to IRAs,401(k)  and other vehicles which were set to expire at the end of 2010. 
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