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Almost all of us participate in some type of retirement plan, yet the terminology and workings of these structures remains one of the more difficult concepts in business planning.  Let’s examine the more common types of plans and how they work.
Individuals and businesses are allowed to open “qualified” plans by the US Government.  Being qualified means that contributions to the plans are allowed to be deducted as business expenses and that the plan assets are generally protected from creditors.  In exchange, the government requires extensive paperwork and mandatory contributions for employees on the lower end of the salary scale.  There are too many types of plans to discuss in this one article, but we’ll cover the most common ones.
SEP-IRA

The SEP-IRA allows a fixed percentage of salary (up to 25% of W2 income) to be contributed to individual IRAs of most employees.  There can be no discrimination in what percentage of compensation is used between owner/managers and lower paid employees, making this a relatively expensive plan in terms of employee funding.  There is no component of salary deferral by employees, and all plan funding is immediately “vested” (belongs to the employee immediately if they leave employment).  The advantages of the SEP plan include a minimum of paperwork and ease of setup.  Generally, SEP-IRA plans are used by small family owned businesses.

SIMPLE-IRA

This plan is another relatively easy one to set up and administer.  It allows companies that have less than 100 employees to open individual IRA accounts for employees.  The employees may defer salary in amounts of $10,500-$13,000 (depending on age), and the employer supplies a “match.”  The match is generally (but not always) a dollar for dollar matching contribution of up to 3% of the employee’s compensation.  For example, a company owner with a compensation of 100,000 dollars would be able to defer salary in an amount of up to $13,000 (if age 50 or older), and then have the company “match” 3% or $3000.  The disadvantages of the SIMPLE-IRA are immediate vesting for the matched funds, and relatively low total amounts of contributions compared to other qualified plans.
DEFINED BENEFIT PLAN

Once common, these plans are now rarely used by most companies.  These plans are based completely on company contributions to a fund (no salary deferral) that are actuarially designed to produce a set benefit amount at retirement.  
These plans have lost favor as all the risk for providing the promised benefit is the responsibility of the employer.  Some companies still provide a small defined benefit plan in combination with another qualified plan, but most new plans of this type are seen in family businesses without employees other than husband and wife.  The advantage of this plan is much higher contributions on a pretax basis, with the disadvantage of higher and more complex administrative costs.
401k/PROFIT SHARING PLAN

This is by far the most common type of qualified plan in existence.  These plans actually have three components:

1) 401k salary deferral-In 2008, employees may defer between 15,500 and 20,500 dollars. This money and earnings on it are not subject to Federal income tax until withdrawn in retirement, and are immediately vested.
2) A “match”-this is an optional part of the plan in which an employer may offer to contribute a matching amount of dollars to give employees an incentive to participate.  Matching funds are usually subject to vesting on a time schedule.

3) Profit sharing-like the match, this is a discretionary contribution by the employer of up to 25% of payroll.

