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Starting Your Investment Program With $1 to $1,000 

 
Lesson Six: What’s What in Savings and Investments? Retirement Plans 

Lesson Handout 
 
 

There are many ways available for individuals to save for retirement.  The 

purpose of this lesson is to: 

 ● identify the retirement plans that are available to you 

 ● describe the features of retirement plans 

 ● know how much your employer contributes and/or how much you 

contribute 

 ● know when and how you can access your plan benefits. 

This lesson will discuss three main categories of retirement plans and 

describe the basic features of the plans.  The three major types of retirement 

plans are government-sponsored plans, employer-sponsored plans, and 

personal retirement plans. 

 

 

Government Sponsored Plan 

 

Social Security is the social insurance plan sponsored by the United States 

government.  Social Security provides retirement benefits, disability 

benefits, family and survivors’ benefits, Medicare, and Supplemental 

Security Income benefits.  Social Security benefits are funded through 

payroll taxes.  Supplemental Security Income (SSI) benefits are paid from 

general funds from the U.S. Treasury.  Social Security was never intended to 

provide an employee’s sole retirement income.  It was created to be a 

supplement to the covered worker’s pension and other savings and 

investments.  

 

http://www.maysfinancial.com/
http://www.moneycrunch.org/
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Coverage 

To qualify for retirement benefits, a worker must be “fully insured”.  To be 

eligible, you have to obtain at least 40 quarters of Social Security work 

credits.  Reduced benefits are available as early as age 62.  Full Social 

Security retirement benefits are payable at “full retirement age.”  The age of 

full retirement is gradually rising from age 65 to age 67. 

  

Quarters of coverage are based on annual earnings.  Earning a certain 

amount of money, regardless of when it was earned during the year, will 

credit you with a quarter of coverage for that year.  In 2009, that amount is 

$1,090.  If you earn at least $4,200 in 2009, you will be credited with four 

quarters of coverage.  You cannot earn more than four quarters of coverage 

in one year.  

 

Benefits 

Workers aged 25 and over receive annual statements from the Social 

Security Administration on the status of their retirement and other benefits.  

Statements may also be requested directly from the Social Security 

Administration through their website at www.socialsecurity.gov.  In 2009, 

the maximum Social Security monthly benefit for a worker retiring at full 

retirement age is $2,323.  The average is $1,153. 

 

There may be major changes in the Social Security Administration and in 

the benefits it will provide for workers between now and your retirement 

time.  So it is important to know your Social Security benefits, be aware of 

changes that occur, and adjust your retirement plans to the changes. 

 

 

Employer Sponsored Plans 

 

Qualified plans are retirement plans that may be funded by both employers 

and/or employees.  The rules for these plans have evolved from the 

Employee Retirement Income and Security Act, or ERISA, which was 

passed by Congress in 1974.   

 

There are several criteria that are used to describe retirement plans.  The 

criteria are:  the general characteristics of the plan; the annual contribution 

limit; who makes the contribution - employer or employee; and type of 

investment permitted; who manages the account, and how is the plan benefit 

determined. 

http://www.socialsecurity.gov/
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There are two major types of qualified plans.  They are defined benefit plans 

and defined contribution plans.   

 

 

Defined Benefit Retirement Plans 

 

General characteristics:   

A defined benefit plan guarantees that it will provide a predetermined, 

specific benefit to the employee at retirement.   

Annual contribution limit:   

The maximum includible compensation limit is $245,000.   

Who makes the contribution – employer or employee:   

The employer and/or the employee may contribute based on what is 

specified in the plan document. 

Type of investment permitted:   

The type of investment permitted is determined by the trustees. 

Who manages the account:   

The plan administrator manages the account.  

How is the plan benefit determined: 

The annual maximum benefit is $195,000.  The benefit is calculated using a 

formula specified in the retirement plan document.  Here is an example of a 

formula and calculation. 

Example: 

The formula:  Final average salary (three highest years) x multiplier x years 

of service = annual benefit at normal retirement age   

The calculation:  $30,000 x 1.75% x 30 = $15,750 annual benefit. 

 

 

Defined Contribution Retirement Plans 

 

A defined contribution plan is determined by your contributions, not by 

benefits.  Your retirement benefit will be based on the amount in your 

account at retirement.  That amount will be the sum of accumulated 

contributions and the income earned by the invested contributions over the 

years. 

 

There are many types of defined contribution retirement plans:  profit 

sharing plan, stock bonus plan, employee stock ownership plan (ESOP), 
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simplified employee pension plan (SEP), 401(k), 403(b), 457, and thrift 

plan.   

 

Profit Sharing Plan 

General characteristic:   

A profit-sharing plan allows employees to participate in profits.  The 

employer’s contribution to the plan can be discretionary or based on a 

formula usually related to the employer’s annual profits.  If discretionary, 

the employer determines each year whether or not to make contributions to 

the plan.  If the employer fails to make recurring and substantial 

contributions to the plan, the plan could become disqualified.  When a 

formula is used, contributions are made under a formula typically tied to 

employer profits.  It is not necessary that the employer actually have current 

or accumulated profits.  Each employee participant has an individual account 

in the plan.  The maximum amount the employer can shelter is 25% of total 

employee compensation.  

Annual contribution limit: 

The annual contributions to the employee’s account can be the lesser of 

100% of salary or $49,000 in 2009.  The maximum includible compensation 

is $245,000.   

Who makes the contribution – employer or employee: 

The employer makes the contributions. 

Type of investment permitted: 

The type of investment permitted is determined by the plan trustees.  Up to 

100% of the plan’s assets can be invested in the employer’s stock. 

Who manages the account: 

Funds are generally invested in a pooled account managed by the employer 

or a fund manager designated by the employer.  

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit distribution is usually in cash not 

stock.  The benefit amount includes employer contributions, interest or other 

investment returns, and capital gains from sale of assets in plan.  At 

retirement, the participant’s account balance can be paid in a lump sum, paid 

in installments, or purchase an annuity to provide an income for life.   
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Stock Bonus Plans 

 

General characteristic: 

The employer makes a contribution of the company’s stock to a qualified 

plan on behalf of the employees.  Funding is not mandatory.  Contributions 

are made at the discretion of the employer.  Contributions do not have to be 

fixed and do not have to be made every year.  Contributions are not 

necessarily dependent upon profits.  The main drawback of the stock bonus 

plan is the lack of diversification of the assets in the retirement plan.  It is 

risky for the employee to have a large portion of their retirement investments 

in only one asset, in this case, the company stock.  Each employee 

participant has an individual account in the plan.  Employee participant 

accounts are stated in terms of shares of employer stock.  

Annual contribution limit:   

The annual contributions to the employee’s account can be the lesser of 

100% of salary or $49,000 in 2009.  The maximum includible compensation 

is $245,000. 

Who makes the contribution – employer or employee:   

The employer makes the contribution of either shares of stock or cash that 

the plan uses to buy stock.   

Type of investment permitted: 

The type of investment permitted is the employer’s stock or cash.  Typically 

plan assets are invested primarily in the employer’s stock.  

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit distribution to participants can be 

in the form of employer stock.  The plan may allow cash distributions.  The 

distribution may be in a lump sum or installments.  The plan benefit consists 

of the amount in the account at retirement or termination of employment.  

The benefit amount includes employer contributions, interest or other 

investment returns, and capital gains from sale of assets in plan. 

 

 

 

Employee Stock Ownership plans (ESOP) 

General characteristics: 

An ESOP is a stock bonus plan that has an extra advantage to employers.  

The employer is allowed to use the plan to borrow the money to make the 

contributions.  When money is borrowed, the plan is called a leveraged 

employee stock-ownership plan (LESOP).  Each employee participant has 
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an individual account in the plan.  Employee participant accounts are stated 

in terms of shares of employer stock.   

Annual contribution limit: 

The annual contributions to the employee’s account can be the lesser of 

100% of salary or $49,000 in 2009.  The maximum includible compensation 

is $245,000. 

Who makes the contribution – employer or employee:   

The employer makes the contribution. 

Type of investment permitted: 

The type of investment permitted is primarily employer’s stock.  At age 55, 

employees must be given a choice of investment other than company stock 

for a portion of their balance.   

How is the plan benefit determined: 

The benefit distribution to participants can be in the form of employer stock.  

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes employer 

contributions, interest or other investment returns, and capital gains from 

sale of assets in plan. 

 

 

 

Simplified Employee Pension Plan (SEP) 

General characteristics: 

A SEP is a retirement plan that uses an individual retirement account or 

annuity as the instrument to hold the contributions.  The employee sets up an 

individual retirement account or annuity (IRA).  The account is funded by 

employer contributions.  

Annual contribution limit: 

The annual contributions to the employee’s account can be the lesser of 

100% of salary or $49,000 in 2009.  The maximum includible compensation 

is $245,000.   

Who makes the contribution – employer or employee: 

The employer makes the contribution.  

Type of investment permitted: 

Highly risky investments are not permitted.  These include life insurance and 

collectibles except for U.S. government gold coins.   

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes employer 
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contributions, interest or other investment returns, and capital gains from 

sale of assets in plan. 

 

 

 

Savings Incentive Match Plan for Employees (SIMPLE) IRA 

General characteristic: 

The SIMPLE plan is a retirement plan option for businesses with one 

hundred or fewer employees.  Plan contributions are made to the 

participating employee’s IRA.  The employee has an individual retirement 

account (IRA).  Any employee with a salary of at least $5,000 must be 

permitted to contribute to the plan.   

Annual contribution limit: 

They can contribute up to $11,500 of their compensation by deferring a 

portion of their salary to an IRA.  If an employee is over 50, the catch-up 

contribution is $2,500.  Employers are required to make match these 

contributions. 

Types of investment permitted:   

Highly risky investments are not permitted. 

How is the plan benefit determined: 

Distributions to employees are generally treated as distributions from a 

traditional IRA.  All the restrictions on traditional IRA distributions apply.  

The distributions are taxed the same.  There is a 10% penalty for early 

withdrawals.  For a SIMPLE, the 10% penalty on premature distributions is 

increased to 25% during the first two years of participation.  Distributions 

must begin by April 1 of the year after the year in which age 70½ is reached.  

The participant is free take the money out at any time or in any amount or 

leave it in indefinitely but penalties apply for early distributions or failure to 

take minimum distributions at the required ages.   

 

 

401(k) 

General characteristics: 

A 401(k) plan allows employees to contribute a certain amount of their own 

compensation on a pre-tax basis to a retirement plan.  This contribution may 

then be matched by a contribution from the employer.  The contributions can 

then be allocated among a selection of investments available in the plan. 

 

The tax implications of a 401(k) plan are important to understand.  In this 

example, Ben, the worker earns $30,000.  If he chooses to deposit $3,000 
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into a 401(k) account, his taxable wages are reduced by that amount.  His tax 

bill is lowered by $450.  Ben has invested $3,000 but it only cost $2,550 

after taxes.  This $3,000 grows tax-free until Ben retires.  If Ben is 24 years 

old, retires in 43 years, and gets an 8% annual rate of return, the $3,000 will 

be worth over $82,000 when he retires. 

 

  

Without 

401(k) 

Participation 

With 401(k) 

Participation 

Wages $30,000 $30,000 

401(k) 

contribution $0 $3,000 

W-2 net $30,000 $27,000 

Personal 

Exemption $3,200 $3,200 

Standard 

Deduction $5,000 $5,000 

Taxable Income $21,800 $18,800 

Tax   $2,905 $2,455 

Tax Savings   $450 

Net Outflow   $2,550 

 

Employers often provide a matching contribution.  Most employers offer a 

fixed match, such as 50 cents for every dollar of an employee’s pay, up to a 

certain percentage of pay.  The most common match is $.50 per $1.00 of the 

first 6% of pay.   

If Ben’s employer matches his contribution at 50% up to 6% of salary, 

another $900 would be deposited into Ben’s account.   

Example: 

The employer match: $30,000 x .06 x .50 = $900 

Ben’s contribution: $3,000 

Total invested:  $3,900  

In 43 years, at a rate of 8%, Ben’s $3,900 will grow to $106,730.  Because 

of tax savings, his net contribution was $2,550. 

Annual contribution limit: 

For 2009, employees may contribute up to $16,500 of their compensation.  

Employees over age 50 may contribute an additional $5,000.  

Who makes the contribution – employer or employee: 
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The employee makes the contribution.  The employer may make a 

contribution if a match is allowed in the plan. 

 

Type of investment permitted:  

The employer chooses the investments that will be allowed in the plan; the 

employee chooses from the options in the plan.  The options may be stock, 

bond, or money market mutual funds, a fixed income account, or employer 

stock. 

 

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes employer 

contributions, interest or other investment returns, and capital gains from 

sale of assets in plan.  Most plans provide for distributions to be made in a 

lump sum at termination of employment, which can then be rolled into an 

IRA.  Distribution options at retirement might include:  lump sum 

distribution, lifetime annuity, continued participation in the program after 

retirement, or an IRA rollover.  The plan may allow hardship withdrawals 

while employed.  Some plans allow participants to borrow from their 401(k) 

plan. 

 

 

403(b) 

General characteristic: 

A 403(b) plan is a retirement plan for certain employees of public schools, 

tax-exempt organizations, and ministers.  Individual 403(b) accounts are 

established and maintained by eligible employees.  There are two ways that 

an employee may participate in a 403(b). 

The employee may be required to participate in a 403(b) as part of an 

employer’s mandatory retirement plan.  They employee may choose to 

participate in a voluntary retirement plan.  

Annual contribution limit: 

Mandatory plan:   The amount of the employer contribution and the 

employee contribution is stated in the retirement plan document.  For 

example, the employer may contribute 8.5% and require the employee to 

contribute 5.5%.  The annual contributions to the employee’s account can be 

the lesser of 100% of salary or $49,000 in 2009.  The maximum includible 

compensation is $245,000.   
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Supplemental voluntary  plan:  The contribution is voluntary.  For 2009, 

employees may contribute up to $16,500 of their compensation.  Employees 

over age 50 may contribute an additional $5,500. 

 Who makes the contribution – employer or employee: 

Mandatory plan:  employer and/or employee depending on the plan   

Supplemental voluntary plan:  employee 

Type of investment permitted: 

The employee chooses how to invest among the options available in the 

plan.  Options usually include a guaranteed fixed account and several 

variable accounts which offer various investment objectives including 

money market, income, or growth options.  

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes the contributions 

and interest or other investment returns.  A 403(b) can be funded by 

purchasing an annuity contract from an insurance company, known as a 

403(b) annuity or by purchasing shares in a mutual fund known as a 

403(b)7.  With a 403(b) annuity, the company that issues the annuity must 

allow you the right to convert your contract balance into a stream of 

payments.  The participant can take a lump sum, stay in the plan, rollover to 

an IRA, purchase an annuity to provide income for life, or take periodic 

distributions.  With a 403(b)7 mutual fund account, the company that issues 

the mutual fund is not required to offer you an annuity.  Mutual fund 

accounts allow you to take your money out in a lump sum or in periodic 

installments.  

 

 

457 
General Characteristics:   

A 457 or deferred compensation plan is a voluntary retirement plan 

availableto employees of state or local government agencies or other tax-

exempt organizations.  The 457 makes it possible for you to defer income 

and payment of taxes on those deferred amounts and earnings until a later 

date.  The contributions are made with before-tax dollars.  Taxes are due 

when money is withdrawn. 

Annual contribution limit:  

For 2009, employees may contribute up to $16,500 of their compensation.  

Employees over age 50 may contribute an additional $5,500.  

Who makes the contribution – employer or employee: 

The employee makes the contribution. 
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Type of investment permitted: 

The investment choices depend on the options available in the plan.  Options 

usually include a guaranteed fixed account and several variable accounts 

which offer various investment objectives including money market, income, 

or growth options.  

How is the plan benefit determined: 
The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes employee 

contributions and interest or other investment returns.  At retirement, the 

participant can take a lump sum, stay in the plan, rollover to an IRA, 

purchase an annuity to provide an income for life, or start taking 

distributions. 

 

 

Thrift Savings Plan 

General Characteristics:  

With most thrift plans, the employee contributes voluntary contributions.  

There are two types of thrift plans.  With the basic type, the employee  

contribution is matched by the employer’s contribution.  With the 

supplemental type, the employer does not match the employee’s 

contribution.  Employees’ contributions are usually after-tax contributions.  

Earnings on these contributions grow tax-free. 

Annual contribution limit: 

For the basic type, the annual contributions to the employee’s account can be 

the lesser of 100% of salary or $49,000 in 2009.  The maximum includible 

compensation is $245,000.  

For the supplemental type in 2009, the employees may contribute up to 

$16,500 of their compensation.  Employees over age 50 may contribute an 

additional $5,500. 

Who makes the contribution – employer or employee: 

With the basic type, the employer and employee contribute. 

With the supplemental type, the employee contributes. 

Type of investment permitted: 

The investment choices depend on the options available in the plan.  Options 

usually include a guaranteed fixed account and several mutual funds which 

offer various investment objectives including money market, income, or 

growth. 

How is the plan benefit determined: 

The plan benefit consists of the amount in the account at retirement or 

termination of employment.  The benefit amount includes employee 
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contributions and interest or other investment returns.  At retirement, the 

participant can take a lump sum, stay in plan, rollover to an IRA, purchase 

an annuity to provide an income for life, or start taking distributions. 
 

 

Personal Retirement Plans 

 

Individual Retirement Accounts 

 

Traditional IRA 

General characteristics:  A Traditional IRA is an excellent supplement to 

an individual's retirement assets.  Individuals can choose when they want to 

make contributions to the Traditional IRA.  Contributions to a Traditional 

IRA may be tax deductible for those who qualify.  The earnings grow on a 

tax-deferred basis.  The owner defers paying taxes until retirement, when he 

or she may be in a lower tax bracket.  

Any individual who has taxable compensation for the year, and will not 

reach age 70½ by the end of the year may establish and fund a Traditional 

IRA.  A Traditional IRA can be established at anytime.  Contributions for a 

tax year, however, must be made by the IRA owner's tax-filing deadline, 

which is generally April 15 of the year following the tax year. 

Annual contribution limits:  

In 2009, an individual may contribute $5,000 with an additional catch-up 

contribution limit of $1,000 for individuals who are age 50.  

Spousal IRA Contribution  

An individual may establish and fund a contribution on behalf of his or her 

spouse who makes little or no income.  Spousal IRAs are subjected to the 

same rules and limits as that of regular Traditional IRA participant 

contributions.  The spousal IRA must be held separately.  IRAs cannot be 

held as joint accounts.  For an individual to be eligible to establish a spousal 

IRA, he or she must meet the following requirements:  

The couple must be married and file a joint tax return 

 The individual making the spousal IRA contribution must have 

eligible compensation.  

 The total contribution for both must not exceed the taxable 

compensation reported on their joint tax return.  

 Contributions to one IRA cannot exceed $5,000 in 2009; $6,000 if 

over age 50.  

Who makes the contribution: 

The individual makes the contribution. 
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Type of investment permitted: 

Permissible investments for IRAs include stocks, bonds, mutual funds, real 

estate, some coins, savings accounts, certificates of deposit, and money 

market funds.  Highly risky investments are not permitted.  IRAs cannot 

invest in insurance contracts or collectibles, which include art works, rugs, 

antiques, metals, gems, stamps, coins, alcoholic beverages and certain other 

tangible personal property.  There is one exception.  IRA assets can be 

invested in U.S. gold coins and silver coins minted by the Treasury 

Department. 

Deducting IRA Contributions:  

An individual may be able to get a tax deduction for his or her IRA 

participant contribution.  The ability to deduct a Traditional IRA 

contribution is determined by the individual's tax-filing status, the 

individual's modified adjusted gross income (MAGI), and participation 

status in a retirement plan.  If allowed a deduction, the individual may be 

permitted a full or partial deduction.  
 

Traditional IRA Deductibility Limits for 2008 

(Look at current charts for accurate numbers) 

Tax-Filing 

Status  

Active Participant 

Status  

Modified Adjusted Gross 

Income  

Deduction 

Allowed  

Single or 

Head of 

Household 

 

 

 

Individual is not active  No Limit 
Full 

Deduction 

Individual is active  

$55,000 or less 
Full 

Deduction 

More than $55,000 but 

less than $65,000 

Partial 

Deduction 

$65,000 or more 
No 

Deduction 

Married 

Filing 

Jointly  

 

 

 

 

 

 

- Individual is not 

active  

- Individual's spouse is 

not active  

No Limit 
Full 

Deduction 

Individual is active  

$89,000 or less 
Full 

Deduction 

More than $89,000 but 

less than $109,000 

Partial 

Deduction 

$109,000 or more No 
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 Deduction 

- Individual is not 

active  

- Individual's spouse is 

active  

$166,000 or less 
Full 

Deduction 

More than $166,000 but 

less than $176,000 

Partial 

Deduction 

$176,000 or more 
No 

Deduction 

Married 

Filing 

Separately 

 

 

 

 

 

- Individual is not 

active  

- Individual's spouse is 

not active  

No Limit 
Full 

Deduction 

Individual is active*  

$10,000 or less 
Partial 

Deduction 

$10,000 or more 
No 

Deduction 

- Individual is not 

active  

- Individual's spouse is 

active**  

$10,000 or less 
Partial 

Deduction 

$10,000 or more 
No 

Deduction 

 

* If the individual and his or her spouse did not live together at any time during the year, 

the individual is considered 'single' for tax-filing purposes and should use the guidelines 

for a single taxpayer.  

** If the individual and his or her spouse did not live together at any time during the year, 

the individual is allowed a full deduction.  
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Example 1  

John is not an active participant in a retirement plan.  He files a joint tax 

return with his spouse, Mary, who is an active participant.  They are able 

to claim a full deduction for John's IRA contribution if their modified 

adjusted gross income is less than $166,000.  They can only claim a full 

deduction for Mary's IRA contribution if their modified adjusted gross 

income is $89,000 or less.  

 

How is the plan benefit determined:   

Penalties apply for early distributions or failure to take minimum 

distributions at the required ages.  Distributions must begin by April 1 of the 

year after the year in which age 70½ is reached.   

 

 

Roth IRAs 

General characteristics:  

For Roth IRAs, contributions are not tax deducible but qualified 

distributions are tax free.  Similar to the contributions to the Traditional 

IRA, any individual who has taxable compensation or self-employment 

income (earned by sole proprietors and partners) for the year may establish 

and fund a Roth IRA.  To be eligible to make a participant contribution, the 

individual must have a modified adjusted gross income (MAGI) that is less 

than a certain amount, depending on the tax-filing status of the individual.  

Here are the 2009 MAGI limits:  

 $176,000 for individuals who are married and file a joint income tax 

return. 

 $10,000 for individuals who are married, lived with their spouse at 

anytime during the year, and file a separate tax return.  

 $120,000 for individuals who file as single, head of household, or 

married filing separately and did not live with his or her spouse at any 

time during the year. 

 

A Roth IRA can be established at anytime.  However, contributions for a tax 

year must be made by the IRA owner's tax-filing deadline, which is 

generally April 15 of the following year.  Tax-filing extensions do not apply. 

Annual contribution limits:  

In 2009, an individual may contribute $5,000 with an additional catch-up 

contribution limit of $1,000 for individuals who are age 50. 

file://HUMEC_FILE/DATA/terms/r/rothira.asp
file://HUMEC_FILE/DATA/terms/m/magi.asp
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Contribution Limits  

Individuals whose MAGI falls within a certain range may not be able to 

contribute up to the full contribution limit.  These individuals must use a 

formula to determine the maximum amount they may contribute to a Roth 

IRA.  This chart outlines the income ranges for each tax-filing category: 
 

Category Income Range 

Married and filing a joint tax return. At least $166,000 

but less than 

$176,000. 

Married, filing a separate tax return and lived with 

spouse at any time during the year. 

More than zero but 

less than $10,000 

Single, head of household or married filing separately 

without living with spouse at any time during the year. 

At least $105,000 

but less than 

$120,000 
 

An individual who earns less than the ranges shown for his or her income 

range can contribute up to 100% of his or her compensation or the 

contribution limit, whichever is lesser.  There are no age limitations for 

funding a Roth IRA. 

Deducting Roth IRA Contributions: 

Roth IRA contributions are not deductible.  Unlike a Traditional IRA 

contribution, a Roth IRA contribution is not affected by an individual's 

active-participant status. 

Type of investment permitted: 

Permissible investments for IRAs include stocks, bonds, mutual funds, real 

estate, some coins, savings accounts, certificates of deposit, and money 

market funds.  Highly risky investments are not permitted.  IRAs cannot 

invest in insurance contracts or collectibles, which include art work, rugs, 

antiques, metals, gems, stamps, coins, alcoholic beverages and certain other 

tangible personal property.  There is one exception.  IRA assets can be 

invested in U.S. gold coins and silver coins minted by the Treasury 

Department. 

How is the plan benefit determined:  

Penalties apply for early distributions.  With a Roth IRA, if you make the 

contributions, you do not have to begin taking required minimum 

distributions beginning at age 70½.  If you inherit the Roth IRA, you must 

start taking required minimum distributions beginning at age 70½. 
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For a distribution to be qualified, it must occur at least five years after the 

Roth IRA owner established and funded his/her first Roth IRA.  The 

distribution must occur under at least one of the following conditions:  

 The Roth IRA holder is at least age 59½ when the distribution occurs.  

 The distributed assets are used towards the purchase or rebuilding of a 

first home for the Roth IRA holder or a qualified family member.  This is 

limited to $10,000 per lifetime.  

 The distribution occurs after the Roth IRA holder becomes disabled.  

 The assets are distributed to the beneficiary of the Roth IRA holder after 

the Roth IRA holder's death. 

The earnings on non-qualified distributions are subjected to income tax.  

Earnings and taxable conversion amounts converted less than five years 

before the distribution occurs are subjected to an early-distribution penalty.  

The exceptions to the penalty are:  

 The distribution occurs on or after the Roth IRA owner reaches age 59½. 

 For un-reimbursed medical expenses - If the distribution is used to pay 

unreimbursed medical expenses, the amount that exceeds 7.5% of the 

individual's adjusted gross income (AGI) for the year of the distribution 

will not be subjected to the early-distribution penalty. 

 

Example 1 

Jack's AGI is $25,000, and he paid $4,000 for unreimbursed medical 

expenses.  

The amount that exceeds 7.5% of his income = $4,000 - ($25,000 x 

7.5%).  

The amount that exceeds 7.5% of his income = $4,000 - $1875.  

The amount that exceeds 7.5% of his income = $2,125.  

The maximum amount Jack may claim for the early-distribution 

exception is $2,125.  

 

 To pay medical insurance - Individuals can make a penalty-free 

distribution to pay medical insurance for themselves, their spouses and 

dependents, if:  

1. The individual has lost his or her job.  

2. The individual has received unemployment compensation paid 

under any federal or state law for 12 consecutive weeks.  

3. The individual receives the distributions during either the year he 

or she receives the unemployment compensation or the following 

year.  
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4. The individual receives the distributions no later than 60 days after 

he or she has been re-employed.  

 For a disability - If an individual becomes disabled before age 59½ and 

makes a distribution from his or her Roth IRA because of the disability.  

 As distributions to the Roth IRA beneficiary - If the Roth IRA owner dies 

before reaching age 59½.  

 As part of a Series of Substantially equal payments ( SEPP) program - 

For substantially equal payments over the life of the Roth IRA holder and 

or his or her beneficiary, the payments must last five years or until the 

Roth IRA owner reaches age 59½ - whichever is longer.  

 For qualified higher-education expenses - Amounts are penalty free if 

they go towards qualified higher-education expenses of the Roth IRA 

owner and/or his or her dependents.  

 To purchase a first home - The Roth IRA owner can make penalty-free 

distributions to purchase a first home.  The total distribution the Roth 

IRA owner uses for the first-time home purchase cannot exceed $10,000 

during the Roth IRA owner's lifetime.  For married individuals, the 

$10,000 applies separately to each spouse, which means that the total for 

both is $20,000.  

 For payment of  IRS levy - The IRS may levy against an IRA, resulting in 

a distribution.  The distributed amount is subject to income tax, but the 

early-distribution penalty is waived. 

  

Other Retirement Planning Considerations 

 

Eligibility defines when the employee has the right to participate in an 

employer’s qualified plan.  Generally, an employee is eligible to participate 

in a qualified plan when he or she is 21 years of age and has completed one 

year of service  

 

Vesting occurs when the employee covered by a qualified plan is entitled to 

ownership of the benefits provided by a retirement plan.  Vesting defines the 

rights the participant has to accrued benefits from the employer if he or she 

leaves employment.  A participant has the right to his own contributions to a 

retirement plan.  Employees are usually granted full rights after a certain 

period of employment, such as three years, five years or ten years.  
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Retirement Plan Distributions 

 

Plan Loans  

 

Distributions of qualified plan assets are not generally allowed until 

retirement or termination.  Plans are permitted, but not required to provide 

loans to participants.  Loans from qualified plans are subject to restrictions.  

Loans may not exceed the lesser of $50,000 or one-half of plan assets.  A 

loan of up to $10,000 can be made, even if this is more than one-half of the 

participant’s vested benefit.  Loans must generally be repaid within five 

years from the date the loan begins.  If not repaid it may be considered a 

distribution from the program and subject to taxation.  There is an exception 

for loans to buy a principal residence.  Loans to purchase a principal 

residence can extend for ten to fifteen years.  

 

Before taking a loan from a retirement plan, workers should also consider 

the implications of leaving employment before repayment is complete.  

Usually, the loan will be paid in full from the plan assets, thus affecting the 

amount that the employee will be able to rollover into an IRA.  Terms for 

loans vary from plan to plan, so be aware of the restrictions of your plan 

before obtaining a loan. 

 

Early Termination 

 

A participant who leaves an employer before retirement may have three 

options for receiving vested retirement funds.   

 Receive a lump-sum distribution 

 Roll the assets over to an IRA or other qualified plan 

 Leave the funds in the pension plan. 

 

Rolling the qualified plan assets over into an IRA account allows the 

employee to choose how he or she will control the plan assets.  Special rules 

apply to vested account balances of $5,000 or less.  Generally, amounts of 

$1,000 or less may be withdrawn as taxable income.  Amounts between 

$1,000 and $5,000 may also be withdrawn but will usually be rolled over 

into an IRA.  The plan will specify what options are available. 

 

Rollovers 

To make it easier to transfer pensions when an employee changes jobs, 

distributions from a qualified retirement plan, 401(k), 403(b), 457 plan, or 
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from an IRA can be made on a tax-free basis if the distribution is reinvested 

within 60 days in an IRA.  There are several types of rollovers: 

Rollover:  The individual can roll funds from one IRA to another IRA.  The 

individual can withdraw all or part of the balance in an IRA and reinvest it 

within 60 days in another IRA.  One rollover per year is allowed. 

Trustee-to-trustee transfer:  An IRA owner that wants to change service 

providers can choose to have the account transferred directly from one 

trustee to another.  These transfers are not limited by the once-a-year rule. 

Direct Rollover:  A participant in a qualified plan, 401(k), 403(b) annuity, 

or 457 plan can elect a direct rollover from the plan to the IRA.  The 

participant is required to elect the direct payment to the IRA trustee.  

Electing the direct rollover, eliminates the normal 20% income tax 

withholding requirement on the distribution. 

 

Early Distributions 

To discourage workers from using their funds prior to retirement, there are 

penalties for withdrawing funds prior to the age of 59½.  There is a 10% 

early withdrawal penalty.  The IRS allows for penalty free distributions 

under certain circumstances before the owner reaches age 59½.  These 

distributions are still subject to income tax but they are exempt from the 

10% early withdrawal penalty. 

 Death 

 Disability 

 Medical expenses in excess of 7.5% of AGI 

 Qualified Domestic Relations Order (QDRO) 

 Substantially equal periodic payments (SEPP) 

 Attainment of age 55 and separation from service. 

A Qualified Domestic Relations Order (QDRO) is from a divorce settlement.  

A QDRO provides for retirement assets from the former spouse to be made 

available to the other spouse.  Substantially equal periodic payments (SEPP) 

are penalty-free deductions from a plan.  They are made after the worker has 

separated from employment.  They are taken over a period of time, usually 

the life expectancy of the employee.  

 

Normal Retirement 

At retirement, with a defined contribution pension plan, the participant’s 

account balance can be paid in a lump sum, paid in installments, or be used 

to purchase an annuity to provide an income for life.  The plan will typically 

purchase an annuity based on the retiree’s life expectancy that will pay a 
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certain annual amount for the remainder of the beneficiary’s life.  If the 

retiree is married, the company must offer the option of a qualified joint and 

survivor annuity based on the life expectancy of both the retiree and the 

spouse.  This will pay a benefit to either the retiree or the spouse as long as 

either lives.  The monthly payment is typically less than would be available 

if only the retiree’s life expectancy were considered.  For this reason, the 

retiree’s spouse may waive the right to the qualified joint and survivor 

annuity and the couple will receive the greater payment.  If the right to the 

joint survivor option is not chosen, the couple needs to consider how they 

will provide income for the surviving spouse after the first spouse passes 

away.  A distribution of a pension plan may also be available in the form of 

a lump-sum payment that may be rolled over into an Individual Retirement 

(IRA) account. 

 

 

Required Minimum Distributions (RMD) 

Once you turn 70½, you must start taking required minimum distributions 

from your retirement plan.  If you fail to take the required minimum 

distribution, there is a 50% tax penalty on the amount of the required 

minimum distribution not withdrawn.  Required minimum distributions 

(RMDs) are based on the remaining life expectancy of the plan owner and 

are taxable.  RMDs usually must be taken by December 31
st
 of the year and 

are based on account balances as of December 31
st
 of the previous year.  

 

Summary 

 

There are many ways available for individuals to save for retirement.  To get 

the most from your retirement savings, it is important to: 

 ● Identify the retirement plans that will be available to you 

 ● Describe the features of your retirement plans 

 ● Know how much your employer contributes and/or how much you 

contribute 

 ● Know when and how you can access your plan benefits. 

You can use Table 6.1 to guide you in understanding your retirement plan 

benefits. 
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Table 6.1 

 

Your Retirement Planning Options Checklist 

 

 

What type of plans are available to you? 

1.  

2.  

3.  

4.  

5.  

6. 

 

Answer these questions to know more about each plan. 

 

1. The name of the plan: 

_______________________________________________ 

 

2. The general characteristics of the plan: 

 a. Who is the sponsor? 

  A. The government:  Social Security or Social Security opt 

out 

  B. The employer:  Defined benefit or defined contribution 

  C. The individual:  Traditional IRA or Roth IRA 

 b. What are the annual contribution limits? 

  For the employer: 

  For the employee: 

 c. Who makes the contribution? 

  The employer 

  The employee 

 d. What types of investments are permitted? 

 e. How is the plan benefit determined? 

 

3. Other retirement planning considerations 

 a. Eligibility:  When are you eligible to participate in the plan 

 b. Vesting:  When do you have the right to employer 

contributions? 

 c. How will you receive your retirement plan distributions 
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  1. Early termination:  What benefits can you take with you 

if you     leave your employer before you are eligible 

for retirement? 

  2. Rollovers:  What will you do with your retirement money 

when     you leave an employer? 

  3. Normal retirement:  What are your options for receiving 

your     money when you retire?  

  4. Required minimum distributions:  When do your have to 

start     taking some or your retirement benefits? 

 

Your Retirement Planning Options Checklist 

 

A Case Study 

 

Kelly is age 23.  Kelly has just graduated from Smart University with a 

master’s degree in journalism and has gone to work as an instructor with the 

university. 

 

Kelly has the following retirement planning options available. 

1. Social Security  

2. A 403(b) mandatory retirement plan 

3. A 403(b) voluntary retirement plan  

4. A 457 plan 

5. An individual Traditional IRA 

6. A Roth IRA 

 

For this case study, we will analyze the 403(b) mandatory retirement plan. 

 

Answer these questions to know more about each plan. 

 

1. The name of the plan:  

 403(b) mandatory retirement plan 

 

2. The general characteristics of the plan: 

 a. Who is the sponsor? 

  A. The government:  Social Security or Social Security opt 

out 

  B. The employer:  Defined benefit or defined contribution 

  C. The individual:  Traditional IRA or Roth IRA 
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Smart University is the plan sponsor.  The University allows 

four vendors to provide 403(b) retirement plans to Smart 

University employees.  

 

 b. What are the annual contribution limits? 

  For the employer: 

In the retirement plan document, the employer states that it will 

contribute 8.5% to the employee’s retirement account. 

  For the employee: 

In the retirement plan document, the employer states that the 

employee is required to contribute 5.5% to the employee’s 

retirement account. 

An amount equal to 14% of the employee’s compensation goes 

into an account for the individual.  

  

 c. Who makes the contribution? 

  The employer 

  The employer makes a contribution. 

  The employee 

In the retirement plan document, the employer states that it will 

contribute 8.5% to the employee’s retirement account. 

 d. What types of investments are permitted? 

The employee selected a vendor that offers 10 investment 

options to employees at Smart University.  The 10 options from 

which the employee may choose are:  Fixed, real estate, stock, 

money market, bond, social choice, global equities, growth, 

equity index, and inflation-linked bond.  

  

 e. How is the plan benefit determined? 

The plan benefit consists of the amount in the account at 

retirement or termination of employment.  The benefit amount 

includes the contributions and interest or other investment 

returns.  You can take a lump sum, stay in the plan, rollover to 

an IRA, purchase an annuity to provide income for life, or take 

periodic distributions. 

 

3. Other retirement planning considerations 

a. Eligibility:  When are you eligible to participate in the plan. 

The employee is eligible to participate at the end of the 

completion of the first full year of employment. 
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b. Vesting:  When do you have the right to employer 

contributions? 

There is immediate vesting after you receive your first 

paycheck. 

 c. How will you receive your retirement plan distributions 

 1. Early termination:  What benefits can you take with you 

if you leave your employer before you are eligible for 

retirement? 

  There is immediate vesting so the employee is entitled to 

all of funds in the account at termination. 

 2. Rollovers:  What will you do with your retirement money 

when you leave an employer? 

  Funds can be left in account or rolled to an IRA or 

another carrier (vendor). 

 3. Normal retirement:  What are your options for receiving 

your money when you retire?  

 The plan benefit consists of the amount in the account at 

retirement or termination of employment.  The benefit 

amount includes the contributions and interest or other 

investment returns.  You can take a lump sum, stay in the 

plan, rollover to an IRA, purchase an annuity to provide 

income for life, or take periodic distributions. 

 4. Required minimum distributions:  When do you have to 

start taking some or your retirement benefits?  Age 70½. 
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