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	The 401(k) Plan for the Small Business Owner




Prior to 2002, it was impractical for a sole proprietor to adopt a 401(k) plan, as doing so provided marginal benefits, if any, over a profit sharing plan. Additionally, the employer would be saddled with the administrative burden and accompanying cost of maintaining the 401(k) plan. With the advent of The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA), your clients falling into the category of “small employers,” including sole proprietors, may want to take another look at the 401(k) plan. These individuals can now make larger contributions to these plans than other small-employer plans.

Prior to EGTRRA, the employer’s maximum deductible contribution included amounts contributed to the plan as employee deferrals. Effective beginning in 2002, EGTRRA changed the definition of compensation for purpose of deduction limits to exclude deferral contribution amounts. This means that employers may now consider larger compensation amounts when determining the maximum amount the employer may contribute and deduct.

The following is an example:

John adopted a 401(k) plan for his business. He has compensation of $100,000 and decided to make an elective deferral contribution of $11,000 to the plan for the 2003 plan year. John also wants to make a profit sharing contribution to the plan. The maximum contribution amount that can be deducted is $25,000 (25% of $100,000). 

Prior to EGTRRA, the profit sharing contribution would be limited to $14,000 ($25,000 minus $11,000 in deferral contributions). Now that elective deferrals are no longer included in the deductible amount, John may make a profit sharing contribution of $25,000 and still defer $11,000 to the plan, thereby receiving a total contribution of $36,000.

Had John adopted a profit sharing plan, his contribution amount would have been limited to $25,000.

Ideal Client Base
This 401(k) plan is ideally suited for the client who wants to aggressively fund his or her retirement account, and is a sole proprietor or small business owner with part-time and/or seasonal employees. Individuals employing family members could reap an even greater benefit if the family members are employed on a full-time basis.

For example:

Jim is an owner-operator of ABC Corporation. In addition to Jane, his wife, John also employs his two sons Kip and Garth on a full time basis. There are two other employees who perform services four months out of the year. 

As part of the eligibility requirements, the 401(k) plan for ABC Corporation requires the employees to work at least 1,000 hours annually. The two seasonal employees do not meet this requirement. The other employees, who meet all the eligibility requirements, receive contributions for 2002 as follows:

	
	Jim
	Jane
	Kip
	Garth

	Compensation
	$100,000
	$80,000
	$60,000
	$60,000



	Employee Deferral Contribution 
	$11,000
	$11,000
	$11,000
	$11,000

	Employer Profit Sharing Contribution (25% of Compensation) 
	$25,000
	20,000
	15,000
	15,000

	Total Contribution
	$36,000
	$31,000
	$26,000
	$26,000


In addition to these contributions, any participant who is the age of 50 or older may make an additional $2,000 catch-up contribution in 2003.

Individuals earning $160,000 or more, may want to consider a profit sharing plan as an alternative, as these individuals may make the maximum contribution amount of $40,000, via pure profit sharing contribution.

Selecting the Most Appropriate Plan for the Business

Even though there are other plan options for small business owners, this 401(k) is suited for small business owners who want to aggressively fund their retirement plan. The following chart shows the different amounts that can be contributed to the various plan types. 

Contribution Limits for Individuals Earning $100,000 in 2003

	
	SIMPLE

IRA
	SEP IRA
	SARSEP*
	Profit

Sharing

Plan
	401(k) Plan, 

with Salary

Deferral Feature

	Maximum Salary Deferral
	$8,000
	$0
	$12,000
	$0
	$12,000

	Maximum Employer Contribution 
	$3,000


	$25,000
	$25,000
	$25,000
	$25,000

	Total
	$11,000
	$25,000
	$37,000
	$25,000
	$37,000

	Plus Catch-Up Contribution for Individuals the Age of 50 and Older
	$1,000
	$0
	$2,000
	$0
	$2,000


*Must have been established prior to January 1, 1997.

Additional Benefits

Bankruptcy Protection

The opportunity to make larger contribution amounts to the 401(k) plan is just one attraction to the plan. Assets held in qualified retirement plans that meet the requirements of the Employee Retirement Income Security Act (ERISA) of 1974 are usually provided protection against bankruptcy claims. This is not always true for individual retirement accounts (IRAs) and IRA-based employer plans. The levels of protection offered to IRAs vary among the individual states and are further complicated by the type of IRA (for instance, a Roth, Traditional, simplified employment pension plan, or SIMPLE IRA). For a comprehensive list of each state’s bankruptcy information regarding IRAs, visit the Investment Company Institute’s (ICI) web site at www.ici.org.

Loans

Effective beginning in 2002, the prohibited transaction rules have been modified to permit business owners and shareholder employees to take loans from the qualified plans in which they participate.

Documentation Requirement 

Employers who wish to adopt this 401(k) plan at this time, should complete the Super Simplified 401(k) Plan-Standardized Adoption Agreement in Pershing’s Individual(k) plan kit. Employers adopting this plan should ensure that age and other eligibility requirements do not inadvertently exclude those individuals the employer wants to have participate in the plan. Employers should be aware of the potential administrative costs associated with the 401(k) plan that would not generally apply to other small employer plans, and should consult with their tax professional regarding plan suitability and other plan-related issues. Pershing is unable to determine retirement plan suitability for any individual or entity. 

The information contained in these materials is believed accurate at the time of writing but is not guaranteed.Delta accepts no responsibility for its use whether in whole or part.

� Limited by 3% of compensation cap.





