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DISCLAIMER

This book is not meant to substitute for the advice of a financial planner or other investment professionals.  It is meant to give you some background information on how your retirement investment funds are supposed to work and how they've held up since. 

Remember, each situation is unique.  While this book attempts to take into account the situations that affect the average account, your personal situation may differ significantly.  It is always recommended to consult a professional when possible if you decide to take any sort of action with your 401(k) or similar retirement savings account.
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INTRODUCTION

Since they were introduced in the 1970s, the reach of 401(k) plans as retirement savings accounts has risen sharply.  Up from just over 60% participation before major rule changes in 2006, it is estimated that nearly 90% of earners take advantage of these accounts to save for retirement, as of the late 2000s.  Nearly 50 million workers and their employers have contributed what stood at 3 trillion dollars at the beginning of 2008.  A year later, that last figure is considerably lower.

A 401(k) account allows your employer to make a contribution to your retirement without having to be responsible for a pension, making it attractive to both sides.  Often, an employer will match your contributions up to a specific percent of your earnings or maximum annual contribution, as determined by your income.  While they are more attractive to high-income earners, they also have advantages for most workers.

As a contributor to one or more 401(k) accounts through your working career, you'll be investing a portion of your income into some type of financial vehicle – most often a combination of them.  This has brought a much larger percentage of Americans into the stock market than have been for many decades.  

Company plans are sometimes cooperative and allow you to take advantage of a “group rate” that can save costs on fees and give access to exclusive funds.  Even then, most of these services are not freely available to all employees.  It is convincingly argued that for 401(k) accounts to remain affordable for wage earners in an era of falling wages is twofold:


●  either the fees must be reduced (somehow)

●  or the regulations that penalize lower-income earners must be adjusted



Neither is very likely, and the depth of the crisis will probably determine how many middle-class investors will the stock and mutual fund markets​[1].  For those lucky enough to remain employed, companies will also continue to offer 401(k) plans (with and without matching funds).  At the very least, most workers who make more than the minimum wage expect their employers to at least be responsible for paying to have the account set up on their behalf, even if they don't contribute.

The contribution limit changes each year according to inflation and increasing by $500 increments.  Individual limits for 2009 are set at $16,500.  Additionally, older earners are able to contribute more to “catch up”—as much as $5,000 more each year for earners over 50.  This can add up to significant savings that can supply the majority of income over what might be as many as 30 or 40 years of retirement​[2].  Given that most people (statistically represented as the lower 80% of earners by researchers) keep the majority of their equity wrapped up in their house and more liquid assets like savings accounts, losses in these assets affect these (majority) populations disproportionately.

The typical 401(k) account, at the end of 2008, had suffered an average decrease  in value of 20-40% (as compared to the previous year), depending upon how aggressively the fund is invested in the stock market.  As a result of this precipitous drop in value, a great many people are now getting concerned about the safety and fluidity of the money they have remaining in their retirement accounts, including 401(k) plans.

In the nearly 40 years since its inception, the definition of a 401(k) plan has changed.  What was once a new idea about how to store money into an uncertain future became a venerable financial vehicle, like life insurance.  The difference between that and a 401(k) is how long you have to wait to draw on the money that is saved – most people now opt for the income that one can draw while they're still alive to enjoy it.  

With a stock market that has performed reasonably well over several decades​[3] the public have grown accustomed to assuming a relatively high rate of return and a higher retirement income than may have been reasonable, under the circumstances.  There will probably be quite a bit of second-guessing when it comes to divvying out the blame for the financial crisis of 2007-whenever.  

The fees and mismanagement that people have become aware of in the latter half of the 2000s have always been part of retirement savings banking options, including those that were most heavily advertised and supported by ever-more loose definitions of those allowed financial plans.  Unfortunately for many, that includes the 401(k) they've been contributing to for years.  

This book would hope to help alleviate some fears and give some useful background information for those trying to decide the best way to save what investment money they have remaining from being gobbled up by inflation, market losses and mismanagement.
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1
DEFINING THE 401(K) PLAN
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In the most basic terms, a 401(k) plan is a financial investment that allows a saver to defer the payment of taxes in various types of investments until the money is withdrawn, typically when the worker retires at the age of 65 or 67 (please note as the years progress, these ages numbers do change).  The account is set up by an employer and very often contributed to by the same.  The funds are off-limits until retirement, but most people may begin drawing on their 401(k) funds without penalty when they're 59.5 years old or older, according to IRS regulations for 2009​[4].  

The IRS lists the 401(k) as one of several types of “deferred contribution plans” where a set proportion of pre-tax earnings are contributed to the plan along with untaxed, matching funds from the company.  You still have to pay Medicare, FICA, Unemployment and Social Security taxes on your gross income, but you don't have to report matching contributions as income.

401(k) plans come in two basic types, depending upon how much control the investor has over how the funds are invested.  
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PARTICIPANT-DIRECTED 401(K) PLANS

This type of account has become far more common in recent years.  Such funds allow each investor some measure of control regarding what type of stocks or funds the investment is part of.  They are most often offered to professionals but have increasingly made inroads among lower-wage workers.  The annual fees on these “self-directed” plans are somewhat higher.  Trades made on individual stocks are subject to transaction fees. 

To do a good job of this you'll have to educate yourself if this is something that you intend to actively manage, but not over-do.  Not everyone is up to the job.  You have to very frankly assess your own ability to manage sometimes complex financial gibberish unless you hire a professional that speaks the native language.  

Most financial professionals have recommended focusing on long-term investments.  Even during the Great Depression of the 1930s, investments that remained in companies that didn't go under during the worst of it were rewarded after the crisis was long over.  Stock investments, for instance, should demonstrate long-term stability.  

If you are responsible for directing your own 401(k) plan, you may also be responsible for sending in some of the necessary paperwork.  This is often the most daunting task and one that is not commonly farmed out to investors as an option.  More often you'll be granted some additional options for management that those in trustee-directed plans.
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TRUSTEE-DIRECTED 401(K) PLANS

Some accounts are maintained and directed by a trustee, who is defined by the IRS as a party authorized to take ownership of assets for someone else's benefit.  It's not just for the very aged – that's the same way a third party manages your 401(k) for you.  Not only do these companies file all the necessary paperwork and reporting for you, but they are also responsible for the wise manipulation of those funds in the banking sector or public marketplace.

A full trustee takes control of all aspects of managing your 401(k).  This has been done by banks in the past, but is increasingly directed by private companies that specialize in providing financial services.  In fact, many of these accounts are managed by 401(k) vendors that maintain regular reports on individual plans with online systems. 

Other types of programs give you more control, but are also partly responsible for some of the problems being encountered by many savings plans since the economy has hit a bump.  In fact, the plans that have been managed by professionals have performed, as of the end of 2008, largely according to how willing the managers were to invest in real-estate related loans and loan packages – provided they even knew that's what they were investing in.

Sometimes your company manages the 401(k) program for you, in house.  Often such plans include company stock options that tend to give employees little (if any) control over the investment or management of the stock portion of your matching funds.  Even if you are no longer employed by the company in question, you may be required to keep your money in a losing stock should they continue to manage it, and the monies aren't turned over into an IRA or a similar type of investment vehicle.  Also note, the fees are still being charged when you leave your 401k at your old employer.
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HOW 401(K) PLANS DIFFER FROM IRAS

An Individual Retirement Account (IRA) is another type of investment plan that allows you to take advantage of special tax-related provisions set out by the US Government when saving for retirement.  The biggest difference between a 401(k) plan and an IRA is the amount of money that can be invested in the plan each year.  

Also, IRA accounts are not typically contributed to by an employer.  However, in recent years, both the SIMPLE​[5] and SEP​[6] types of IRAs are now available to workers as a plan set up by their employers.  
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