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The ins and outs
of defined contribution/401(k) plans

What is it?

A defined contribution (DC) plan is an employer-sponsored retirement plan in which the employer, employee, or
both make regular contributions to an individual account for the employee. The benefit at retirement depends on the
contributions made and the investment performance of those contributions. This is different from a defined benefit
plan, which is structured around the ultimate benefit at retirement age.

There are different types of DC plans based on the employment sector:

Plan type Employment sector

401(k) Corporations and small businesses

Schools, universities, nonprofit hospitals

403(b) and religious organizations

457 State and local governments

These plans were once considered supplemental to a defined benefit plan. But in the private sector, they've
increasingly become the core — or even the only — qualified retirement plan.

401(k) plan details:

= Participants can defer compensation to the plan up to the salary deferral/402(g) limit.!
= An employer can contribute to the plan on the employee’s behalf through a matching contribution up to a
certain percentage (say 5%) and/or make a non-elective contribution.

= The 415 limit refers to the annual ceiling on what the employee and the employer can contribute together.”

= The plan may contain different accounts or “buckets” such as a pretax deferral, designated Roth and/or an
after-tax bucket where a participant could contribute beyond the 402(g) limit.

= Most plans are structured as self-directed — the participant is responsible for making allocations to the
available investment vehicles within the plan.

Who participates?

Eligible employees are required to have enough hours of employment in a given year and, in some cases, be at least
21 years old. They can contribute through payroll deferral as long as they're employed. Employers and participants
are no longer permitted to contribute after they separate from service with the company.

' The 402(g) deferral limit for 2026 is $24,500 for those under age 50, $32,500 for those ages 50-59 and 64 and above, and $35,750 for those ages 60-63 with
catch-up contributions. The 415 limit for 2026 is $72,000 for those under age 50, $80,000 for those ages 50-59 and 64 and above, and $83,250 for those ages
60-63. For 2025 and 2026, catch-up contributions for people age 60-63 is $11,250.



How does it work?

Components of a defined contribution 401 (k) plan

Employee contributions 402(g) limit:
$24,500/$32,500/$35,750 (catch-up)

Pretax Designated Roth After-tax

Total contributions (employee + employer) 415 limit: $72,000/$80,000/$83,250

Descriptions of benefits provided are for a hypothetical plan and not linked to any specific company plan. Limits as of 2026 tax year.
Catch-up refers to additional contribution allowances of $8,000 for people age 50 or older and $11,250 for people age 60-63.
Source: IRS.gov

Contributions and investments

All DC plans offer a pretax deferral option that reduces taxable income in the year contributions are made. Many
offer a designated Roth account. The participant contributes to the designated Roth and does not have the
income limits that a Roth IRA has, and after-tax buckets (found in some private sector plans) are post-tax and do
not reduce taxable income. Not all plans have the after-tax bucket; those that do allow employee contributions on
an after-tax basis like the Roth, but above the 402(g) limit. Permitted after-tax contribution amounts can vary from
plan to plan.

DC plan investments are usually mutual funds or another form of pooled investment. The plan sponsor is
responsible for providing a diversified range of investment alternatives in the core offering. Some plans may
provide access to additional investment choices through a “brokerage window,” which provides a wider, though
not unlimited, set of investment selections. Private sector plans may also offer company stock or a company
stock fund as an investment choice.

Plans are increasingly offering target-date investments in the core lineup — typically a fund of funds diversified by
asset class — which change the allocation weighting between equity (decreases) and fixed income (increases)
along a preset glide path to a target date (e.g., target date of retirement 2040).2

More and more plan sponsors have decided to use opt out from auto enrollment rather than participant opt in
enrollment.® Auto enrollment and auto contribution escalation features typically place participants in a balanced
fund or a target-date investment with the target year closest to the participant’s retirement age and can include
an option to raise the contribution amount each year to a maximum of 15%.* Even with auto enrollment, the
participants are still responsible for their investments and have the ability to change investments and/or deferrals.
They can also opt out of the plan entirely.

2 Principal value of the fund is not guaranteed at any time, including at the target date.

3PSCA, 67th Annual Survey, 2024

“The Pension Protection Act of 2006 created a category called a qualified default investment alternative (QDIA) whereby a plan sponsor could auto enroll an employee,
place the employee in a specified type of investment and initiate deferral contributions without assuming fiduciary responsibility for investment management. There is
no guarantee that the investment objective will be achieved or that return expectations will be met.



Distributions

A distribution from a DC plan requires a triggering event written into the plan document. Separation from service
is the most common, but many plans have additional triggers, both for hardship and non-hardship reasons, known
as in-service distributions (distributions made while the participant is still employed and participating in the plan).
Only non-hardship distributions can be rolled over to another qualified plan or IRA. Distributions that are not direct
rollovers to another plan or IRA have a federally mandated 20% tax withholding. One exception is when company
stock is the investment; in this case, a plan may permit a transfer in kind of the stock to a taxable brokerage
account, and the withholding will only apply to the cost basis of the stock. There is special tax treatment on the
growth known as net unrealized appreciation (NUA) when the stock is sold.

Although DC plans are not typically designed to create a specified lifetime income stream, they are required to
provide a lifetime income projection for each participant. Some plans may provide a systematic withdrawal plan
(SWP), though this isn't common. A small percentage of private sector plans and some 403(b) plans provide a
group annuity, which offers a lifetime annuity payment stream provided by an insurance carrier selected by

the plan.

Bottom line

Participants should read the summary plan description (SPD) to understand what's permitted by their company’s
plan. There are general rules under the Employee Retirement Income Security Act of 1974 and subsequent
amendments that create a framework to which all DC plans must adhere, but plan sponsors can shape the plan
design within that framework. It's normal to have some variation from one employer DC plan to the next regarding
investments, contributions, vesting and distribution features. Understanding those subtleties is critical

to maximizing the plan's benefit.
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This material is for educational purposes only. Investing involves risk including the risk of loss of principal. Diversification does not assure a profit or protect against loss.
Be sure you understand the potential benefits and risks of an IRA rollover or transfer before implementing. As with any decision that has tax implications, you should consult
with your tax advisor prior to implementing an IRA rollover or transfer.
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