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year-old making the maximum annual contribution. It's not yet clear if the credit ...
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If a proposal supported by Democratic presidential candidate Joe Biden eventually
makes its way into the law, it will change the way that 401(k) contributions are
treated for tax purposes. In effect, it would create an annual tax credit. The proposal

is designed to favor low-to-moderate income employees.

First, here’s some background information. Under the existing setup, the
contributions to a 401(k) plan are made on a pre-tax basis within generous limits. In

other words, the money comes out of your paycheck before income tax is applied.
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Then the contributions can grow inside your 401(k) account without any current tax
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salary to your 401(k)—which comes to $10,000— you essentially save $2,400 in

taxes.

Now compare the results if you are a single filer earning $40,000 a year. For 2020,
you're at the top of the 12% tax bracket. If you contribute the same 10% of your salary
to a 401(k)—or $4,000—you save only $480 in tax.

Biden’s proposal is designed to equalize benefits across the income levels through a
tax credit. Although the details are still somewhat hazy, Biden’s camp says that low-
and middle-income workers would get a comparable tax break to high-bracket

earners.

Policy analysts have stated that taxpayers would save roughly the same 20.5% in tax
on their contributions to their 401(k)s. This works out to close to $4,000 for a 45-
year-old making the maximum annual contribution. It’s not yet clear if the credit
would be refundable (i.e., it is still available if you’re getting a refund). If itis

refundable, that’s the icing on the cake for low-income taxpayers.

If you'’re in a high tax bracket, such a change could drive youinto a Roth IRA as an
alternative. With a Roth IRA, you can sock away money that will eventually be paid
out without any tax. But the tax law currently limits the availability of Roth IRA
contributions for high-income taxpayers. Those individuals may use a “back-door
strategy” where they make contributions to a traditional IRA and then convert to a
Roth.

We will continue to keep on eye out for tax proposals by both Biden and Republican

President Trump. At this writing, Trump has not provided an overall plan.
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