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INTRODUCTION TO 401(K) CONTRIBUTION LIMITS 

Let's talk about 401(k) contribution limits. There's plenty of 

them! 

No doubt 401k plans are wonderful tools to help build wealth for 

retirement purposes, and it's important to take full advantage of 

the tax breaks they allow. There are, however, limits to the 

amount that you and your employer can contribute each year. 

That's right. Uncle Sam isn't that generous! They do want some 

of "their" money from you now, not later.  

Congress has made strides to increase these 401(k) contribution 

limits over time to keep up with the pace of inflation and allow 

people to save more for retirement. After all, people are needing 

more money to retire than they used to simply because things 

cost more now. These changes to the limits are also called 

COLA's --or, Cost of Living Adjustments. So every few years, if not every year, these limits are 

adjusted to take the increase in the cost of living into consideration. 

It's important to note that the IRS isn't the only group who may limit the amount you can 

contribute to your 401(k). 

http://www.guide-to-retirement-plans.com/401k-contribution-limits.html
http://www.guide-to-retirement-plans.com/401k.html
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That's right. Your employer may also have limitations on how much you can contribute ï usually 

set as a percentage of compensation. So it's possible that your employer may set you at a limit 

lower than what the IRS allows. Check with them to see what their 401(k) contribution limits 

are, if any. 

There is a limit to how much you, as the employee, can contribute to your 401(k). This is also 

known as the 402(g) limit  (you can exceed this limit by making catch-up contributions if you are 

over age 50). There's a limit to how much you and your employer combined can contribute, 

which is known as the 415c limit. There's also a limit on much of your compensation can be 

taken into consideration when determining your contributions. This is known as the annual limit 

on compensation. 

These limits can also be applied uniquely to different groups of people (for example, highly 

compensated employees). This isn't to say that some groups of people get to contribute more 

than others. In fact, the whole purpose of the 401(k) (and retirement plans in general) is that the 

rules are supposed to be fair and equitable to everyone. So this means the CEO of a company 

cannot contribute more to the companyôs 401(k) plan than a recent graduate in an entry level 

position of the same company (well, the CEO will be able to contribute more because they make 

more, but not because the limits are different for each person...make sense?). 

Furthermore, employers are required to test their plans each year to ensure that everyone is being 

treated fairly and that no one has exceeded any 401(k) contribution limits. This yearly testing is 

called non-discrimination testing (NDT) and is generally mandatory for most plans. 

 

HIGHLY COMPENSATED EMPLOYEES 

Do you understand the term Highly Compensated Employee, or Non-Highly Compensated 

Employee? 

It's important to understand these concepts in order to understand the different types of 

contribution limits that are set in 401(k) plans. 

Since these are a mouthful to say, you can simply say HCE or NCHE instead. What's the 

difference between these two and why does it matter? 

First, the difference: If you made $105,000 or more in 2007 you will be considered a highly 

compensated employee (HCE) for 401(k) testing purposes in 2008. If you made $104,999.99 or 

less in 2007, you are considered a non-highly compensated employee (NHCE) for testing 

purposes in 2008 (plans always "look back" at your previous year's salary to determine which 

group you fall into for the current year-this is also known as the look-back year. How original, 

huh?). 

This distinction matters tremendously. 

http://www.guide-to-retirement-plans.com/402g.html
http://www.guide-to-retirement-plans.com/401k-catch-up.html
http://www.guide-to-retirement-plans.com/415-limits.html
http://www.guide-to-retirement-plans.com/401k-annual-limit.html
http://www.guide-to-retirement-plans.com/401k-annual-limit.html
http://www.guide-to-retirement-plans.com/401k-annual-limit.html
http://www.guide-to-retirement-plans.com/highly-compensated-employee.html
http://www.guide-to-retirement-plans.com/highly-compensated-employee.html
http://www.guide-to-retirement-plans.com/highly-compensated-employee.html
http://www.guide-to-retirement-plans.com/index.html
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Remember that we said 401(k)ôs are supposed to be fair and equitable for everyone, regardless of 

how much they make. 

Obviously someone who is a HCE will be able to contribute more to the plan than someone who 

is a NHCE. But the testing that plans go through each year ensures that a HCE cannot benefit 

from the plan disproportionately to the NHCE's. In other words the testing provides assurance 

that the plan is not discriminating in favor of highly compensated employees (hence the name 

non-discrimination testing). 

As such, employees are divided into these two separate groups when the plan goes through 

testing. It is important to understand the distinction between the Highly Compensated Employee 

group and the Non-Highly Compensated Employee group as it will help you make sense of the 

various 401(k) contribution limits we discuss in this section of the website. 

The chart below depicts current and past threshold levels for HCE and NHCE 

determination. 

 

One more thing regarding highly compensated employees: even if you don't make enough to 

cross the threshold level for a highly compensated employee, you can still be considered one if 

you are either a) an officer of the company you work for, or b) you own 5% or more of the 

business. 

Generally, of course, if you are either one of these, you probably do make more than $105,000. 

However, if you work for a small company, you may not. 

In any case, remember the term HCE is not only reserved for those making the big bucks! 

 

THE 402(G) LIMIT ON EMPLOYEE DEFERRALS 

The 402(g) limit is one of the most commonly known 401(k) contributions limits for qualified 

retirement plans (though it's probably not commonly known as the 402(g) limit).  
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Section 402(g) of the Internal Revenue Code limits an employee's elective deferrals into a 401(k) 

or 403(b) to $15,500 in 2008. Because section 402(g) in the Code is where these rules reside, the 

limit is simply called the 402(g) limit.  

During annual non-discrimination testing, anyone who contributed more than this maximum 

limit is identified and corrected. The correction must occur by April 15th of the following year or 

you face paying a penalty to the IRS for over-contributing. If you think this may be you, always 

make sure you are getting your refund timely! 

To correct, your 401k provider will simply send the amount you over contributed back to you, 

along with any earnings that money has made while in the plan. Any employer matching 

contributions you may have received as a result of the over contribution will also be forfeited 

from your account and returned to the employer (remember, this was not rightfully your money 

to begin with, so don't be too upset when you don't get it back!) 

The money that is returned to you will become taxable income in the year in which you received 

it, not necessarily the year it was contributed to the plan. So be prepared for that. 

Note: Catch up contributions do not count towards the 402(g) limit (or any other limit for that 

matter). 

The chart below depicts current and past threshold levels for the 402(g) limitations.  

 

 

What if I contributed to more than one 401k or 403b during the year? 

The 402(g) limit of $15,500 in 2008 applies to any and all 401(k)ôs or 403(b)ôs you may have 

contributed to throughout the year. It's not $15,500 for each plan, it's $15,500 total.  

As a result, it is possible you may have deposited more than the 401(k) contribution limits allow. 

If this is the case, this will not be caught during testing. The responsibility to ensure you did not 

over contribute to your 401(k) in this case falls on you. We frequently see individuals who have 

made this mistake. 

If you realize, at any point, that you did over contribute to your plans, step one is to notify your 

current employer immediately. They need to know when this happens. Step two is that it needs 
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to be corrected. You will need to find out from your current employer or 401(k) provider the 

proper steps to correct, but it's generally the same across most plans. 

You will need to send a copy of your W-2 from your previous employer along with a letter to 

your current 401(k) provider asking them to remove the excess amount from your account. The 

reason you send your W-2 from your previous employer is because it contains all the information 

about how much you deferred into that company's retirement plan while you were there. This is 

something your current provider won't have (unless the provider was the same for both 

employers-in this case you would still probably need to send a letter requesting the excess be 

returned to you). 

From there, the method of correction on these 401k contribution limits are the same as described 

previously. You will receive the entire amount you over contributed along with any earnings that 

money has made. You will owe taxes as ordinary income on the amount refunded back to you in 

the year in which you receive it. 

 

I didn't exceed the $15,500 contribution limit this year, but I still got a refund. Why? 

Just because the IRS allows you to contribute the 401(k) limit of $15,500 in 2008 doesn't 

necessarily mean you can contribute that much. There are other factors that may limit the amount 

of money you can put into your account. 

One possibility may be the limit your employer has placed on what percentage of your salary you 

contribute. Let's say for example you make $100,000 a year, but your employer limits the 

contributions to your 401(k) to 10%. That means you can only contribute $10,000. If you 

happened to exceed this $10,000 somehow, you will get a refund for the difference. 

Another possibility for a refund could be because you are a highly compensated employee (HCE) 

and you contributed too much in relation to the non-highly compensated employees (NHCE) in 

the plan. 

Whether or not a HCE contributes too much in relation to NHCE's is determined during the 

annual non-discrimination tests. The test that determines which HCE's contributed too much is 

called the ADP test. ADP stands for Actual Deferral Percentage. 

In this case, the ADP of all highly compensated employees cannot exceed two percentage points 

higher than the ADP of all non-highly compensated employees. 

For example, let's say you are a HCE earning $110,000 and you contributed 12% of your salary 

throughout the year. That means you would have contributed $13,200 (certainly less than the 

$15,500 maximum).  

Let's also say that the ADP for NHCE's is determined to be 6%. If the ADP for the HCE group 

cannot exceed the ADP for the NHCE group by more than 2%, that means the HCE group needs 
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to have an ADP of no more than 8%. If it does, you're in the clear and you don't need a refund of 

any kind. If the ADP for the HCE group does exceed 8%, then you will need a refund because 

you contributed 12%.  

The amount you get back may be determined by several factors, so we won't go into any more 

detail than necessary. We simply want you to understand that just because you didn't go over the 

limit for the year doesn't mean you won't get money sent back to you. 

From this example here, it's easy to see why your employer probably encourages participation so 

much in the plan. They want everyone to contribute as much as possible. If the NHCE's 

contribute substantially less, then that limits how much everyone else in the plan can contribute. 

CATCH UP CONTRIBUTIONS TO 401(K) 

In the early part of the decade Congress had determined that retirement savings levels were 

dismal at best and a lot of older Americans were facing a severe retirement shortfall (you can 

also see our article on the retirement shortfall for baby boomers for an example). 

A major tax reform was signed in 2001 called the Economic Growth and Tax Relief 

reconciliation Act (EGTRRA) that tried to address this problem, among many others. One of the 

outcomes from EGTRRA allowed Americans who were age 50 or older by December 31st of a 

given year to contribute above and beyond the 402(g) limit. As the years have passed, this limit 

has increased. In 2008, a worker aged 50 or older can contribute an additional $5,000 to 

their retirement plan . 

As such, the 401k catch up contribution limit does not count toward any other 401(k) 

contribution limits. In essence, a worker age 50 and over could contribute $20,500 in 2008. 

The overall 401(k) contribution limit is then $51,000 instead of $46,000. 

If you are age 50 or older and have the ability to contribute that much to your retirement plan, 

you should do so. Take advantage of every last drop of tax and retirement savings that 

government is willing to allow. It will give your savings a much needed boost. 

 

 

According to a 2007 study by the Profit Sharing/401k Council of America, 98% of 

employers allow their workers aged 50 and over to make 401k catch up 

contributions. The percentage of the over-age-50 population actually making 

catch-up contributions ranged from 17.9% to 42.3%.  

Also, 31% of plans that allowed catch-up offered an employer match on those 

contributions. Check with your own employer for details, but don't let that make your decision for you. If you 

can make the catch-up contributions, then do it! 

http://www.guide-to-retirement-plans.com/baby-boomer.html
http://www.psca.org/PUBLICATIONS/SurveysData/tabid/77/Default.aspx
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415C LIMITATIONS / EXCESS ANNUAL ADDITIONS 

We've already found that there is a limit on how much an employee can contribute to a  401(k) or 

403(b) plan, which is $15,500 in 2008 (402(g) limit). But, there is also a limit on how much can 

be contributed to one of these plans by both the employee and employer together. This is called 

the 415c limit, or limit on Annual additions. This limit is $46,000 in 2008. 

This means that the combination of employee deferrals, employer match, and profit sharing 

contributions cannot exceed a total of $46,000 for 2008. Again, 415c gets its name from the 

section 415c of the Internal Revenue Code where the rules appear. 

Let's say you meet the 401(k) contribution limit  of $15,500 and you also received matching 

contributions of $5,000, the total now contributed to the account is $20,500. This means that any 

other contributions that are made to the account, including profit sharing contributions, cannot 

exceed $25,500. (many employers make profit sharing contributions this size).

 

401(K) ANNUAL LIMIT  

The 401(k) limit on annual compensation is one of the least understood limits, but it's just as 

important to comprehend as all the others. 

The good news is that it's not really difficult to understand. All this rule does is limit the amount 

of your compensation that can be taken into account when determining how much you can 

contribute to your account. For 2008, the annual limit on compensation is $230,000 

Here's an example. 

Let's say that you make $350,000 a year, and your employer matches your contributions 100% 

up to the first 3% you contribute. Without any limitations, that means you would receive a match 

of $10,500 ($350k * .03) if you contributed at least 3% of your salary, right? 

But...the IRS caps the amount of your compensation that can be taken into consideration to 

$230,000 in 2008. This means that you could receive a maximum of only $6,900 ($230k * .03). 

Big difference, right? 

http://www.guide-to-retirement-plans.com/employee-deferral.html
http://www.guide-to-retirement-plans.com/employer-match.html
http://www.guide-to-retirement-plans.com/profit-sharing-contribution.html
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You might be asking why the IRS would create 401(k) contribution limits such as this. 

Well, this can be a couple of reasons. Since employer contributions are tax deductable, the IRS 

wants to limit the amount of a tax breaks your employer could receive, so they limit the amount 

that your employer could put into your account. 

But also remember that qualified plans, like 401(k)ôs, are intended to be fair and equitable for 

all, regardless of income. Based on those grounds, it wouldn't be "fair" for someone who makes 

more money to receive a substantially larger matching contribution. So, they solve that problem 

by limiting your eligible compensation. 

 

Below is the current and past thresholds for the 401k annual limit on compensation: 

 

You can also find information on the 401k annual limits at the IRS website.  

 

 

 

 

 

http://www.irs.gov/retirement/participant/article/0,,id=151786,00.html

