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Q. How do my 401(k) contribu-
tions lower my income taxes?

A. Your 401(k) contributions can
be made on a pre-tax basis. This
means that they aren't reported to the
Internal Revenue Service as current
income on your W-2 form. For exam-
ple, if you earn $50,000 a year and
decide to contribute 10 percent of
your salary ($5,000) to your 401(k)
account on a pre-tax basis, only
$45,000 will be reported as current
income for income tax purposes.  

Why does the government give
you this excellent tax break?  Because
it wants to encourage individuals to
save as much as possible with their
own dollars today so that they are
better prepared for their retirement
in the future.

Q. What is a Roth 401(k)?
A. Roth 401(k) is not a type of

plan, but rather a type of plan contri-
bution. If a 401(k) plan offers this fea-
ture, employees can designate some or
all of their elective contributions as
designated Roth contributions, rather
than traditional, pre-tax elective con-
tributions. Roth contributions, how-

ever, are taxed in the year they are contributed to the
plan (i.e., they are made on an after-tax basis). Upon
distribution, Roth 401(k) contributions are received
tax free. Earnings on Roth 401(k) contributions will
not be taxed upon distribution if the Roth account
has been open for at least 5 tax years and distribution
occurs after 59½ , death or disability.  Traditional
401(k) contributions and Roth 401(k) contributions
are subject to a combined limit of $17,000 for 2012
($22,500 if age 50 or older).

Q. Am I able to contribute to both a 401(k) and
an IRA?

A. Yes. Many individuals contribute to their
401(k) plan and to a traditional Individual Retire-
ment Account (IRA) or Roth IRA. It may be best to
maximize your traditional 401(k) contributions first,
since they can be made with pre-tax dollars. (Your tra-
ditional IRA contributions may or may not be tax de-
ductible, depending on your annual salary and other
qualifications.) If your employer offers matching con-
tributions and you qualify for a traditional IRA or
Roth IRA, it may make sense to contribute enough to
the 401(k) plan to obtain the maximum employer
match, and then contribute to a traditional IRA or
Roth IRA if eligible. If you have not then exhausted
the maximum allowable contribution and can afford
to do so, consider contributing additional amounts to
your 401(k) plan.

Q. If I change jobs, may I take my 401(k)
money with me?

A. Yes. All contributions you have made to your
401(k) account are 100 percent yours. Contributions
made by your employer (if any) may be yours depend-
ing on a vesting schedule. You will need to check your
plan for specific vesting schedules.

In addition, if you do change jobs, it may be a
good idea to consider either rolling your 401(k)
money over into an IRA or another qualified plan
(such as a profit-sharing or 401(k) plan) at your new
employer. Otherwise, you may incur taxes and early
withdrawal penalties. Be sure to check with your tax
adviser before taking any distributions from your
401(k) plan.

This article is published for general informational
purposes and is not an offer or solicitation to sell or
buy securities or commodities. Any particular invest-
ment should be analyzed based on its terms and risks
as they relate to your specific circumstances and ob-
jectives. ■

Article courtesy of Morgan Stanley Smith Barney Fi-
nancial Advisors.

COMMONLY ASKED
401(k) plan questions
Because your retirement planning is so important to your future
well-being, you should ask questions about the retirement plans
available to you and how they work, as well as how to best use
your retirement dollars. Below are answers to several commonly
asked questions about 401(k) plans.
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