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401(k) Plans

Frequently Asked Questions 

The following information answers some frequently asked questions about 401(k) Plans. In addition to this information, MediaLoft periodically presents seminars so that employees can listen to a presentation on the topic and ask questions. We hope to offer such seminars on-line.

What is a 401(k) Plan? 

A 401(k) plan lets employees save for their own retirement. The 401(k) plan refers to section 401(k) of the Internal Revenue Code, which lets employers of qualifying companies set aside funds for their employees. 

How Does a 401(k) Plan Work? 

Your employer sets up and administers the plan for its employees, including doing all the bookkeeping work; you only have to make a contribution from your paycheck and decide how to allocate your investment. 

Your employer deducts your 401(k) contribution from your paycheck each pay period. That money is invested before deducting your taxes from your paycheck. Once the money is invested, you cannot spend it, but it is yours. It grows in your personal 401(k) account. Although you can withdraw the money for certain emergencies or in some cases, borrow against your investment, the money is intended to stay in your account until you are 59 ½ years of age.

You do not pay any taxes on the withheld money while it is growing in your 401(k) account. You only pay taxes when you withdraw it, during your retirement. 

Employer Match 

In some cases, employers make their own contributions to your 401(k) plan. This is called an "employer match" on your contribution. For example, an employer may elect to put in 50 cents for every dollar you contribute. That is an immediate return on your investment, regardless of how you invest your 401(k) funds. Not every employer matches the employee contribution, but some companies will match $1 for every $1 you invest–that’s an incredible 100% return on your investment.

What Do I Have To Do? 

The 401(k) plan is not actually an investment in itself; it is a way to invest. Most employers offer a number of investment options, which may include mutual funds, guaranteed investment contracts (GICs) and, in some cases, stock in the company you work for. You decide which of these investments you want to buy into, and what percentage of your total contribution you want to put in each. 

This is a key difference between paying into Social Security and contributing to a 401(k). With Social Security, the government decides how to invest your money. With a 401(k) plan, you decide for yourself. That gives you the opportunity to invest in a range of high-quality, professionally managed, and potentially very lucrative investments. The Social Security Administration must use only a very narrow range of investments. 

If my employer administers the plan, how do I keep track of it? 

It is very easy to keep track of savings in your 401(k). You receive statements reporting how your investments performed, and most plans provide toll-free numbers you can call to learn the latest status of your 401(k) funds. You can easily move the money around within your plan.

401(k) Advantages

There are many advantages to saving in a 401(k) plan. 

Pretax Investing

Because your employer deducts your contribution before any taxes are taken out, you have two advantages: 

1) You are taxed on a smaller sum of money, so your initial tax will be lower. If, for example, you elect to contribute 6% to your 401(k), you'll notice your take-home pay is reduced, but by much less than 6%. In fact, if you were earning $30,000 per year, being taxed at the 1995 rate of 28%, and contributing 6% to a 401(k), your tax would be reduced by more than $500. 

2) Pretax investing increases your investing power. By saving a percentage of your money before taxes, you will be investing a larger amount of money. In the example above, 6% of your pretax income amounts to $1800. But 6% of your post-tax income is less than $1700. If you wanted to match that $1800 through post-tax investing, you'd have to cut into your own take-home pay.

Tax-Deferred Growth on Your Investment

Since you don't pay taxes on any profit you make on a 401(k) investment, your savings will accumulate faster because of compounding. Every year, the full amount of your investment will grow without any taxes deducted from it.

If you were 40 years from retirement, and began contributing a fairly modest $2,000 per year to a 401(k), that money would grow quickly. If your investment options offered an annual return of 10%, and you contributed faithfully every year, at the end of 40 years, you would have contributed a total of $80,000. At that time, your 401(k) account would be worth $973,684! That’s because the growth on your investment each year would not be subject to tax. Few investment options can match this kind of growth.

Access to the Stock and Bond Markets

Almost all 401(k) plans allow you to invest in stock and bond mutual funds. These investments have potentially much higher returns than more conventional savings vehicles, such as certificates of deposit, savings accounts, and treasury bonds. 

Professional Management

On Wall Street or State Street, managing a fund is considered the pinnacle of a career in finance, and only proven investors get the job. So, when you put money into stock or bond funds, you will be getting the assistance of a skilled, professional investor.

Ease and Convenience

Mutual funds, which you will most likely be investing in through your 401(k), are well run, user-friendly vehicles, and let you participate in the markets with whatever degree of safety or risk you choose. Funds put a premium on customer service, and this is why they have become so popular.

More Questions

What is a mutual fund? 

A mutual fund is an investment vehicle with specific investment goals and guidelines. Mutual funds purchase stocks, bonds, and money market instruments, as well as other securities, in order to meet those goals. Shareholders of a mutual fund have mutual ownership of the securities making up that portfolio. As a result they share in any gains or losses experienced by the fund. 

What is a stock? 

A share of stock represents a portion of ownership in a company. Companies issue stock in order to raise money. Stockholders are part owners of the company, and take part in any increases or decreases in value experienced by that organization. 

 

What is a bond? 

A bond is similar to an IOU because it represents a debt. A company or government body issues bonds in order to raise money. Bondholders in effect lend money to the issuer, who will then repay them with interest. 

How do I contribute to my 401(k) plan? 

You contribute to your 401(k) plan through automatic payroll deductions. Since the money is deducted before you get your paycheck, you never see it, so you never miss it. And, because your 401(k) contributions are not taxed, they are worth more than they would be in your paycheck, where they would be reduced by income tax. 

If my employer goes out of business, what will happen to my money? 

Once your employer takes your 401(k) deduction and invests it in the plan, the company has no further access to your account. Your money can only be withdrawn by your investment selections with your consent. In the event that your company went out of business, the court would appoint a trustee to administer the plan. 

 

401(k) Drawbacks 

As with any investment, there are some drawbacks you should know about before investing.

You cannot access your funds until you turn 59 ½ without substantial penalties, as they are intended for your retirement. If you withdraw money before 59 1/2, you will face some high expenses: you will be taxed on all of your investment and earnings, and most plans impose some financial penalty on participants who make early withdrawals.

This can become an issue if you change jobs or just leave your current job. If you switch employers, you must "roll over" your 401(k) investments into another 401(k) plan with a new employer within a certain number of months, or face paying penalties.

If you are interested in the 401(k) plan offered by MediaLoft, please contact the Human Resources department.
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