Personal Finance #4

The Benefits of 401(k) Investment

A 401(k) is one of the most powerful wealth-building tools available to working Americans, largely because of
the tax advantages baked into its design. Here's a breakdown of the key benefits:

Tax Advantages
Traditional 401(k) — Tax-Deferred Growth

When you contribute to a Traditional 401(k), the money comes out of your paycheck before income taxes are

applied. This means:

e Your taxable income is reduced today. If you earn $70,000 and contribute $7,000, you're only taxed on
$63,000 that year.

e Your investments grow tax-deferred. You pay no taxes on dividends, interest, or capital gains while the
money stays in the account.

e You pay taxes only at withdrawal — ideally in retirement, when many people are in a lower tax bracket
than during their peak earning years.

Roth 401(k) — Tax-Free Growth
Some employers offer a Roth option, which works in reverse:

e Contributions are made with after-tax dollars — no upfront deduction.
e But all growth and qualified withdrawals in retirement are completely tax-free.

e This is especially powerful for younger workers who expect to be in a higher tax bracket later in life.

Employer Match — Free Money

Many employers match a percentage of your contributions up to a certain percentage of your salary. This is
effectively a 100% instant return on that portion of your investment before any market growth occurs. Not
contributing enough to capture the full match is widely considered one of the most costly financial mistakes an
employee can make.

High Contribution Limits

Compared to an IRA, the 401(k) allows significantly more annual saving:

Account 2025 Limit Catch-Up (Age 50+)
401(k) $23,500 +$7,500 (age 5059 & 63—64
get +$11,250)

IRA $7,000 +$1,000



Compound Growth Over Time

Because gains are never taxed while inside the account, every dollar of growth stays fully invested and
compounds on itself. Over decades, this tax-sheltered compounding creates a significant advantage over a

taxable brokerage account where dividends and gains are taxed annually.
A simple illustration:

e Ina 401k account: $500/month invested for 30 years at a 7% average annual return grows in the 401k
account to roughly $567,000.

e In aregular account (that uses after tax money and has gains taxed as they are earned): $500/month
invested for 30 years at a 7% average annual return grows annually (assuming a 22% rate on gains), that
same contribution might grow to only around $430,000 — a difference of over $130,000 from taxes alone.

Additional Benefits

e Creditor protection. 401(k) assets are generally protected from creditors and lawsuits under federal
ERISA law — an important safeguard.

e Automatic investing. Contributions come directly from your paycheck, removing the temptation to spend
the money and making saving effortless and consistent.

e Loan provisions. Most plans allow you to borrow against your balance in a financial emergency (though
this should be a last resort, as it disrupts compounding and can create tax consequences if the loan isn't
repaid).

e Portability. When you change jobs, you can roll your 401(k) into your new employer's plan or an IRA
without paying taxes or penalties.

The One Catch to Know

Money withdrawn before age 59 is subject to both ordinary income tax and a 10% early withdrawal
penalty, with limited exceptions. The 401(k) is designed as a long-term retirement vehicle — the tax benefits
are the reward for leaving the money invested.

The bottom line: the 401(k) combines an immediate tax break (or future tax-free income with Roth), employer-
matched free money, and decades of uninterrupted compound growth. For most workers, it's the single highest-

leverage financial tool available to them.
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