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plans are nowhere near as prevalent as they were back in your grandfather’s day —
especially for employers that must cover dozens of employees or more -- there's still
a time and place for the “defined benefit plan.” In fact, this option might be a perfect
fit for a small business with just one or just a handful of full-time workers in the fold.
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(This is part of a series of articles on qualified

retirement plans for small business owners.)

Do you remember those traditional pension plans from days of yore? Although such
plans are nowhere near as prevalent as they were back in your grandfather’s day —
especially for employers that must cover dozens of employees or more — there’s still
a time and place for the “defined benefit plan.” In fact, this option might be a perfect

fit for a small business with just one or just a handful of full-time workers in the fold.

Currently, defined contribution plans like a 401(k) are more popular among
employers than defined benefit plans due to the cost of providing the same level of

benefits to the entire rank-and-file. With a defined contribution plan, a specified
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amount is contributed annually to the employee’s account, subject to certain limits.
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Similar to defined contribution plans, the tax law imposes limits on the amounts

contributed to fund the benefit. These limits are indexed annualy for inflation.

For 2014, the annual dollar benefit for a defined benefit plan can’t exceed the lesser of
(a) 100% of the participant’s average compensation for the three highest consecutive
years of earnings or (b) $210,000. However, the maximum amount of compensation
that may be taken into account for this purpose in 2014 is $260,000. (This tax law

limit on maximum compensation also applies to defined contribution plans.)

Of course, there’s no such thing as a “free lunch.” The main disadvantage of defined
benefit plansis that the employer must cover all eligible employees. Thus, the plan

may become too expensive if the business grows beyond a small staff.

Other restrictions may apply to defined benefit plans. For example, if the plan is
found to be ”top-heavy” (i.e., more than 60% of the benefits go to the company’s
“key employees), it is required to provide contributions of at least 2% of
compensation for each plan participant who isn’t a key employee. The tax law

definition of a “key employee” for 2014 includes:

* A company officer earning more than $170,000;
* An employee who is a 5%-or-more owner of the company; and
e An employee who is a 1%-or-more owner of the company with an annual

compensation of more than $150,000.

Furthermore, note that plan is legally required to ensure thatitis properly funded,
but benefits are insured by the Pension Benefit Guaranty Corporation (PBGC). There
is no PBGC protection from bankruptcy for defined contribution plans.

Finally, there are several variations of the defined benefit plan besides the traditional
pension plan. You can choose from a wide range of plans —including age-weighted

plans, new comparability plans, target benefit plans and cash balance plans —or use
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a hybrid combining various elements. Small business owners should investigate the

Hello. It looks like you’re using an ad blocker that may prevent our website from

working properly. To receive the best experience possible, please make sure any blockers

are switched off and refresh the page.

If you have any questions or need help you can email us

(NASBA) as a sponsor of continuing professional education on the National Registry of CPE

Sponsors.

© 2024 Firmworks, LLC. All rights reserved


https://www.cpapracticeadvisor.com/section/benefits/
https://www.cpapracticeadvisor.com/section/payroll/
mailto:info@cpapracticeadvisor.com

