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INTRODUCTION TO 401(K) CONTRIBUTION LIMITS

Let's talk abou#t01(k) contribution limitsThere's plenty of
them!

No doubt401k plansare wonderful tools to help build wealth for
retirementpurposes, and it's important to take full advantage of
the tax breaks they allow. There are, however, limits to the
#You've Reached ;
Your Limit! f§ amount that you and your employer can contribute each year.

That's right. Uncle Sam isrthat generous! They do want some
of "their" moneyfrom you now, not later.

Congress has made strides to increase theg&)4tintribution

limits over time to keep up with the paceimffation and allow

people to save more for retirement. Afedly people are needing
more money to retire than they used tsimply 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 thahe IRS isn't the only group who may limit the amount you can
contribute to your 40Xk).
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That's right. Your employer may also have limitations on how much you can coniribstelly

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 thefk@dntribution limits

are, if any.

Thereis a limit to how muctyou, as the employee, can contribute to your(kD1This is also
known as thel0Zg) limit (you can exceed this limit by makim@tchup contributionsf you are
over age 50). There's a limit to how much you and your empémyabinedcan contribute,
which is known as thé15c limit There's also a limit on much of your compensation can be
taken into consideration when determining your contributions. This is known asrtbel limit
on compensatian

These limits can also be applied uniquely to different groups of people (for examplg,
compensated employgedhis isn't to say that some groups of people get to contribute more

than others. In fact, the whole purpose of the(d0andretirement plan# general) is that the

rules are supposed to be fair and equitable to everyone. So this means the CEO of a company
cannot contri but e40Ifo plasthah arecenhgraduate impneentry ievel
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 angkf@antribution limits. This yearly testing is
called nordiscrimination testing (NDTand is generally manttary for most plans.

HIGHLY COMPENSATED EMPLOYEES

Do you understand the term Highly Compensated Employee, oH\Witly Compensated
Employee?

It's important to understand these concepts in order to understand the different types of
contribution limits that are set #01(k) plans

Since these are a mouthful to say, you can simply#€2 or NCHE instead. What's the
difference between these two and why does it matter?

First,the difference: If you mad®105,000 or more in 200you will be considered a highly
compensated employee (HCE) for g)ltesting purposes in 2008. If you made $104,999.99 or
less in 2007, you are considered a-highly compensated employee (NHCE) fortites

purposes in 2008 (plans always "look back" at your previous year's salary to determine which
group you fall into for the current ye#his is also known as tHeok-back year How original,

huh?).

This distinction matters tremendously.
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Remember that evsad 401(k)s 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 ensaresHICE 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 comperdataployeeghence 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 betweeHligiidy Compensated Employee
group and the Noilighly Compensated Employee group as it will help you make sense of the
various 401(Kk) contribution limitsve discuss in this section of the website.

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

Year HCE Thresholds
2001 585,000
2002 590,000
2003 $90,000
2004 $90,000
2005 $95,000
2006 $100,000
2007 $100,000
2008 $105,000

One more thing regarding highly compensated employeesven 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 an officer of the company you work for, by 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 thé@sgntiae big bucks!

THE 402(G) LIMIT ON EMPLOYEE DEFERRALS

The 40Zg) limit is one of the most commonly knowt®1 (k) contributions limitgor qualified
retirementplans(though it's probably not commonly known as 48&(g) limit).
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Section 402(g) of the Internal Revenue Code limits an employee's elective deferralsOintic) a 4
or 403(b)to $15,500 in 2008Because section 402(g) in the Code is where these rules reside, the
limit is simply called the 40@) limit.

During annual notdiscrimination 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 egentributing. If you think this may beoy, 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 pla\ny employer matching
contributions you mahave 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 retned 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 contributiondo not count towards the 4@ limit (or any other limit for that
matter).

The chart below depicts current and past threshold levels for the 4Q@) limitations.

Year Maximum Contribution to 401k Catch-up Contribution
2001 510,500 SO

2002 $11,000 $1,000
2003 $12,000 52,000
2004 $13,000 $3,000

2005 $14,000 $4,000
2006 $15,000 $5,000
2007 $15,500 55,000
2008 $15,500 55,000

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

The 402(g) limit of $1%500 in 2008 applies to any and 4ll1 (k)& or 403(b)s you may have
contributedto throughout the year. It's not $15,500 for each plan, it's $1505010

As a result, it is possible you may have deposited more that®fifle) contribution limits allow.
If this is the case, this will not be caught during testing. The responsibiktysiare you did not
over contribute to your 4@R) in this case falls ogou We frequently see individuals who have
made this mistake.

If you realize, at any point, that you did over contribute to your pttap, oneis to notify your
current employeimmediately They need to know when this happe®tep twois that it needs
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to be corrected. You will need to find out from your current employer ofk3ptovider the
proper steps to correct, but it's generally the same across most plans.

You will need tosend a copy of your V¥ from your previous employer along with a letter to

your current 40(k) provider asking them to remove the excess amount from your account. The
reason you send your-&/from your previous employer is because it contains all the infama
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
employersin this case you would still probably need to send a lettuasting 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. Yowill owe taxess ordinary income on the amount refunded back to you in

the year in which you receive it.

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

Just because the IRS allows you to contributet€gk) limit of $15,500 in 2008 doesn't
necesarily mean yowancontribute 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 exple you make $100,000 a year, but your employer limits the
contributions to your 4Qk) 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 aefund could be because you areighly compensated employee (HCE)
and you contributed too much in relation to the-haghly compensated employe@$HCE) in
the plan.

Whether or not a HCE contributes too much in relation to NHCE's is determined during the
annual nordiscrimination tests. The test that determines which HCE's contributed too much is
called theADP test ADP stands for Actual DeferraERcentage.

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

For example, let's say you are a HCE earning $110,000 and you contributed 12% of ypur sala
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 mbam 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 anount 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.

Fromthis 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 elseptathean contribute.

CATCH UP CONTRIBUTIONS TO 401(K)

In the early part of the decade Congress had determinegttirainent savingkevels were
dismal at best and a lot of older Americans were facing a severe retirement shortfall (you can
also see our article on thetirement shortfall for baby boomes an example).

A major tax reform was signed in 2001 called the Economic Growth and Tax Relief
reconciliation Act (EGTRRA) that tried to addsahis 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 beyor&l4B82(g) limit As the years have passed, this limit
has increasedn 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 any4sihgk)
contribution limits. In essenca,worker age 50 and over could contribute $20,500 in 2008
The overd 401(k) contribution limitis 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 evasy 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 theProfit 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 oveage50 population actually making
catch-up contributions ranged from 17.9% to 42.3%.

Also, 31% of plans that allowed catckup offered anemployer matchon those
contributions. Check with your own employer for details, but do't let that make your decision for you. If you
can make the catchup contributions, then do it!
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415C LIMITATIONS / EXCESS ANNUAL ADDITIONS

We've already found that there is a limit on how much an employee can contribud® ¢k or
403(b) planwhich is $15,500 in 200802(g) limif). 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 addition$his limit is $46,000 in 2008

This means that the combinationeshployee deferral@mployer matchandprofit sharing
contributions cannot exceed a total of $46,000 for 2008. Again, 415c gets its nambeefrom t
section 415c of the Internal Revenue Code where the rules appear.

Let's say you meet th#1(k) contributiordimit 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 $25,50@many employers make profiharing contributions this size).

Year 415{c) Limitation
2001 $35,000
2002 $40,000
2003 540,000
2004 541,000
2005 $42,000
2006 $44,000
2007 545,000
2008 546,000

401(K) ANNUAL LIMIT

The401(k) limit on annual compensati®one of the least understolaits, 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 accounEor 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 esptogtches 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 compiog 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?
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You might be asking why the IRS would cred@ (k) contribution limitsuch as this.

Well, this can be a couple of reasons. Since employer contributions aledizctablethe 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 accaunt

But also remember that qualified plans, &L (k)3s, are intended to bair 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 substantiddigger 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

Year Annual Compensation Limit
2001 $170,000
2002 $200,000
2003 $200,000
2004 $205,000
2005 $210,000
2006 $220,000
2007 $225,000
2008 $230,000

You can also find information on tH®1kannual limits at the IRS website
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