A POWERFUL RETIREMENT PLAN FOR SMALL BUSINESS

Steven Podnos MD, CFP®

     I was recently approached by a Melbourne businessman about retirement plan options.  After learning that he and his wife were the only employees of a successful consulting firm, I told him all about solo-401k plans.  Today, he and his wife are contributing  70K per year to the plan on a pretax basis at little to no cost, and with a minimum amount of paperwork.

Solo-401k plans were really created with the 2001 tax act, but still are not well known or understood.  They are available to any business structure (sole proprietorship, corporation, LLC, partnership), as long as there is only a sole business owner (with or without a spouse employee).

Contributions can be deducted from income on an individual tax return or as a business expense on the business return.  In reality, these plans are a near copy of traditional corporate 401k plans in design, but with a marked decrease in paperwork and costs.  

How the Solo 401k plan works

One of the beautiful aspects of the "solo" 401k plan is that contributions may vary from zero to the maximal allowed amount from year to year-at your total discretion.  There are actually two parts of the plan-a profit sharing side and a salary deferral side.  The profit sharing side allows a contribution of up to 25% of net compensation (or 20% of self employed income) on a pretax basis.  The upper limits are 25% of a $220,000 income-or $44,000 in 2006.
If you show W2 income of the maximally allowed $220,000, you are done.  You send in your $44000 during the business year as a profit sharing plan contribution, and it is not counted as taxable income.  In addition, profit sharing plan contributions are not taxable for Social Security or Medicare taxation.  If you show self employment income or make less than $220,000,  then you can use the second part of the solo 401k plan to maximize contributions.  This second part is known as the salary deferral side.  Any individual may defer up to $15,000 of earned income in 2006 as a "salary deferral" rather than a profit sharing contribution.  This salary deferral is not counted in reducing the income level used in calculating the profit sharing contribution.  Any individual age 50 or older can contribute another $5000 yearly as a “catch-up” contribution-not subject to the $44,000 cap.

The Melbourne Businessman

The 55 year old Melbourne consultant has a net business income of $100,000 in 2006 (W2).  He employs his wife (age 53) and pays her $20,000 in salary yearly.  Here is how their plan works:

Salary deferral for husband   $15,000 plus $5000 catch-up
Salary deferral for wife          $15,000 plus $5000 catch up
Profit sharing for husband
(25% of 100K)                 $25,000
Profit sharing for wife
(25% of 20K)                    $5000
Total contributions                $70,000

On a year to year basis, the couple can decrease this contribution as desired.  


Note that the solo 401k plan is available to individuals who have a second business and may already participate in a qualified retirement plan in their "other job."  For example, the consultant discussed above might have a day job in which he participates in the company 401k plan as well.  He may still have a solo 401k with profit sharing contributions.  However the salary deferral side of both plans is subject to the $15,000 (or $20,000 with catch up) as above.  It is not uncommon to see individuals and their spouses deferring almost all of a second business income on a pretax basis using the solo-401k.

Like traditional 401k plans, a tax form is due yearly, but not until the plan holds over $100,000 in assets. Even then, most solo-401k plans may file an abbreviated return know as the 5500EZ.
The plan must be established before December 31 of a given year, and salary deferrals must be made before the salary is actually received.  However, profit sharing plan contributions for a given year can be made up until the tax filing deadline (usually April 15th of the following year).

The solo 401k is a powerful and inexpensive way to maximize pretax retirement contributions for entrepreneurs in Brevard County.

Dr. Podnos is a fee-only financial planner and the author of “Building and Preserving Your Wealth, A Practical Guide to Financial Planning for Affluent Investors” (available at Amazon.com and bookstores).  He can be reached at Steven@wealthcarellc.com. 

