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Choosing the Right Retirement Plan for a Self-Employed Individual
by Randy Gardner, LL.M., CPA, CFP®; Julie Welch, CPA, CFP®; and Brooke Grechus, CPA

Self-employed business owners, including sole proprietors, partners in partnerships, and members of limited
liability companies treated as partnerships, are often confronted with the dilemma of which retirement plan is best
for them as owners and best for their employees. Most owners choose from a savings incentive match plan for
employees (SIMPLE), a simplified employee pension (SEP) plan, or a profit-sharing (Keogh) plan. Table 1

summarizes the major differences of these plans.
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SIMPLE plans are usually set up as individual retirement accounts (IRAs), but they may be set up as a 401(k).
SIMPLE plans are established with the completion of a Form 5305-SIMPLE that is submitted to a financial
institution rather than the Internal Revenue Service. They must be set up on a calendar-year basis and are
available to employers with no other retirement plans and 100 or fewer employees. Employees are eligible if they
earn at least $5,000 in any two prior years and are expected to earn at least $5,000 in the current year, meaning
that employees are not necessarily required to be covered once they turn age 21 and have one year of service,
the participation level for qualified plans. All employees, even those who are highly compensated, can defer up to
$9,000 annually. In addition, a $1,500 catch-up contribution is available to individuals age 50 and over.

Employer contributions are flexible under a SIMPLE IRA plan. The employer can either (1) match dollar for dollar
up to three percent of compensation (no statutory compensation limit) for those employees who made
contributions or (2) choose to make a two percent (up to $205,000 of compensation) nonelective contribution for
each eligible employee, whether or not they make any contributions of their own. In other words, employees
contribute most of the funding through a salary deferral approach. All employee and employer contributions are
immediately and fully vested.

Example. ABC Company has three employees, all under age 50 (their earnings and deferrals are listed in Table
2). If ABC uses the three percent matching approach, retirement contributions are as shown in Table 2. Jane is
able to defer $18,000 for herself while putting away $1,500 toward Jake’s retirement, a sharing ratio of 7.6
percent ($1,500/($18,000 + 1,500)).

ABC Comparny: Retirement Contribut ons wi th Three Percent Matching

Jmlﬁumﬂﬁ
5300, D00 . :
(&t doducting  Jake  Rohin
“half of o S5ODO0 530,000
EmployecEamings  sdemplymentag i
[Employ oo Deferral AN szoao. ) 50
Employ or Match £0, 0040 51,500 50
350l 550000 o dd omal to mabdy)
bt o | o s

If ABC Company uses the two percent nonelective contribution approach, contributions are as shown in Table 3.
Jane is able to defer $13,100 for herself, with a sharing ratio of 10.8 percent (($1,000 + 600)/($13,100 + 1,000 +
600)). Because of the higher sharing ratio (10.8 percent compared with 7.6 percent) and the higher contribution
amount for employees ($1,600 compared with $1,500), many employers choose the three percent approach
rather than the two percent approach.
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From a planning point of view, SIMPLE plans are useful for self-employed individuals who do not want the
complexity of a qualified plan or the funding burden of a SEP. Because 100 percent of earnings can be
contributed to a SIMPLE plan, SIMPLEs are well suited to employed individuals with side businesses who want
to contribute as much of their self-employment earnings as possible toward retirement. Although the sharing ratio

2004_Issues/jfp0204 (2 of 5)



FPA Journal - Tax & Estate Issues: Choosing the Right Retirement Plan for a Self-Employed Individual

of a SIMPLE is favorable to the owner, the disadvantages are that the contribution amounts are lower and the
owner’s deferrals count toward the owner’s $13,000 total deferral limit. In other words, if the owner participates in
a 401(k) plan of an employer, the sum of the SIMPLE and 401(k) deferrals cannot exceed $13,000. If the owner
is already contributing $13,000 to a 401(k) plan, then the owner should consider either a SEP or a profit-sharing
(Keogh) plan, rather than a SIMPLE, to defer the maximum.

Simplified Employee Pension Plans

A simplified employee pension plan (SEP) is a “super IRA.” The owner funds his or her own IRA as well as the
IRAs of all eligible employees on a nondiscriminatory basis. An eligible employee is an employee who (a) has
attained age 21, (b) has performed service for the employer during at least three out of the immediately
preceding five years and (c) received at least $450 in compensation from the employer for that year. Similar to a
SIMPLE plan, if the owner wishes to limit the number of plan participants, SEPs allow the owner to keep
employees out of the plan for longer than the age-21-and-one-year-of-service standard of qualified plans.

Adopting a SEP simply requires completing Form 5305-SEP and keeping it in the company records. Plan
establishment can be done after year-end, as late as the extended due date of the income tax return for the year
contributions are made. The employee account can be a SEP-IRA or a traditional IRA, but not a Roth IRA or a
SIMPLE IRA. Since SEPs cannot discriminate in favor of highly compensated employees, contributions must
bear a uniform relationship to includible compensation. The maximum contribution to a SEP is limited to the
lesser of 25 percent of the employee’s compensation ($205,000 maximum compensation can be considered), or
$41,000. Similar to SIMPLE plans, SEP contributions are immediately vested and are therefore 100 percent
portable.

Example. If Jane, from our earlier ABC example, wishes to maximize her contributions toward retirement, she
must also contribute toward her employees’ retirements (see Table 4).
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Jane is able to defer the maximum $41,000 for herself, but she must also contribute $20,000 for Jake and Robin,
a sharing ratio of 32.7 percent (($12,500 + 7,500)/($41,000 + 12,500 + 7,500)).

From a planning point of view, the advantages of a SEP are (1) they are easy to establish and administer, (2)
they can be set up after year end and (3) the contribution amounts are higher. Although SEPs can be integrated
with Social Security, the main disadvantage of a SEP is that the owner must make nondiscriminatory
contributions to the accounts of all eligible employees and those contributions are immediately 100 percent
vested.

Profit-Sharing (Keogh) Plan

2004_Issues/jfp0204 (3 of 5)



FPA Journal - Tax & Estate Issues: Choosing the Right Retirement Plan for a Self-Employed Individual

The rules for setting up and administering a profit-sharing plan for a sole proprietorship or partnership are
essentially the same as for a corporation. Keogh plans have the administrative costs and complexities (such as
minimum coverage requirements and top-heavy rules) of a qualified retirement plan and do not have the last-
minute planning potential of a SEP because the plan itself must be in place by the end of the taxable year. The
contribution levels and sharing ratio are the same as the SEP above. However, unlike SEPs and SIMPLEs,
custom-designed Keogh plans can encourage longevity with a vesting schedule and favor older employees with
age-weighting formulas.

Different Plans for Different Discretionary Incomes

Owners can contribute 100 percent of their self-employment income to a SIMPLE plan, but only 20 percent of
their self-employment income (after deducting half of the self-employment tax) to a SEP or profit-sharing plan.
Consequently, as the calculations in Table 5 illustrate, $57,740 is the break-even level of income at which the
amount that can be contributed to a SIMPLE plan with a three percent employer match for an individual under
age 50 is the same that can be contributed to a SEP or Keogh. Below this level of income, the amount that can
be contributed to a SIMPLE is greater. Above this level of income, the amount that can be contributed to a SEP
or profit-sharing plan is greater. For someone who is 50 years old or more, the break-even level of income is
$67,364 and the break-even contribution amount is $12,521.
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Example. A 42-year-old self-employed individual is trying to decide between a SEP, a profit-sharing plan, or a
SIMPLE IRA (assuming a three percent match). The individual’s goal is to put as much money away for
retirement as possible. The owner would also like to consider which plan is most beneficial as the discretionary
income level increases to the following levels: $25,000, $50,000, $100,000, $200,000, and $300,000 (see Table
6).
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Self-employed owners wishing to maximize their retirement contributions have numerous factors to consider as
they select which retirement plan to use. Until their income level reaches $57,740, they might be well advised to
use a SIMPLE because the amount they can contribute to their own retirement is larger, employees fund their
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own retirements, and SIMPLESs are easy to set up and administer. As their discretionary income level increases,
many owners choose either a SEP or profit-sharing plan so they can contribute more to their own retirements.
However, with these larger contribution amounts comes the burden of funding their employees’ retirements.
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