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A Guide to Retirement Plans for the Self-Employed

Choice is one of the great perks of working for yourself. The location of your office, the hours you work, the amount of vacation time you take and when you take it, the workplace benefits you get—these are the kinds of issues on which you get final say when you are your own boss, as a solo contractor or the sole proprietor of a business.

But as the person calling the shots for your business, the onus is also on you to choose a retirement plan, one that suits your income, your savings habits and goals, your tax situation and the type of business you’re in. Retirement plan options for the self-employed run the gamut from simple to complex, from modest to aggressive in their savings potential. And as Mark D. Beaver, a Certified Financial Planner™ at Keeler & Nadler in Dublin, Ohio, notes, it’s not always easy identifying the most suitable plan for you. “Self-employed people can easily be overwhelmed with the many options they have when it comes to retirement plans.”

To keep from getting overwhelmed, learn all you can about the options, then turn to a retirement planning professional for guidance, suggests Certified Financial Planner™ Patricia C. Kane, who heads Kane Financial Planning in Avon, CT. “You’re going to want someone with small business retirement planning experience to help you with an initial analysis, and to facilitate the process of implementing the plan,” she says. To find a Certified Financial Planner™ in your area, check out the Financial Planning Association’s searchable national database at www.plannersearch.org.

Saving for retirement isn’t optional, it’s a must. Each of the plans explained below provide a tax-favored way for solopreneurs and companies of one (or one plus a small number of employees) to set aside money for later.

A traditional IRA (individual retirement account) and Roth IRA are the most basic types of retirement account. Contributions to a traditional IRA are pre-tax, as is the growth in value of assets inside the account. The money inside a traditional IRA is taxed when it is distributed from the account, typically beginning at age 70.5.A Roth IRA works the opposite way: Contributions are taxed on the way in, but if handled according to tax rules, no taxes apply to money coming out of the account. Generally speaking, since IRAs carry relatively low annual contribution limits ($5,500, or $6,500 for people 50 or older), they’re best suited to modest savers and to people who want to augment another type of retirement plan with an IRA for additional tax-favored savings. If you or your spouse is contributing to an IRA along with another retirement plan, you might not be able to deduct all your IRA contributions. What’s more, Roth IRA contributions might be limited if your income exceeds certain levels.

A SIMPLE IRA, short for Savings Incentive Match Plan for Employees, serves as a vehicle for small employers to contribute toward their employees' and their own retirement savings via a traditional IRA.The owner (and employees, if any) set up a traditional IRA, to which the employer is required to make contributions (in the form of a dollar-for-dollar match of up to 3% percent of compensation, or a fixed contribution of 2% of compensation for all eligible employees) and the employee can elect to make contributions directly from their salary. As the name suggests, SIMPLE IRA plans are appealing for their simplicity in set-up and operation; they function much like a traditional IRA, but with employer contributions added to the mix. They do come with limitations, however, as an employer with a SIMPLE IRA is prohibited from having any other type of retirement plan.

A SEP (Simplified Employee Pension) IRA plan allows business owners to contribute to their own retirement and that of their employees, if they have any. As with a SIMPLE IRA, contributions typically are made into an IRA set up for each plan participant—a SEP account. The account functions much like a traditional IRA, but with contribution limits that are potentially much higher: up to 25% of the owner’s or employee’s income, or $53,000, whichever is less. However, there’s no catch-up provision to allow higher contributions for people 50 and over.

Indeed, with a SEP, employees aren't allowed to make their own contributions. That responsibility instead falls entirely on employers, who are required to contribute equally to all eligible employee SEP accounts. Employers do get flexibility with the amount of annual contributions, so a SEP can be a good fit for someone with whom cash flow tends to fluctuate substantially, says Kane.

A SEP is “for the person happy saving up to 25% of their income/salary and not looking for bells and whistles,” adds Mark Wilson of the Tarbox Group in Newport Beach, CA

A Solo 401(k) is a retirement plan that’s structured like a 401(k) plan but designed for one person (and their spouse, if applicable). Sometimes called a solo-k, uni-k or one-participant-k, it provides more flexibility than the preceding plans, Kane explains. “With a solo 401(k), you can contribute your maximum annual contributions like you would to any other 401(k) plan. The additional benefit is that you can contribute and deduct an additional amount of up to 25% of your compensation income, or 20% of your self-employment income,” in what amounts to a profit-sharing arrangement. As a result, making a maximum contribution to a Solo 401(k) in a given year requires less income than with a SEP IRA.

Total contributions to a participant’s solo 401(k) account may not exceed $53,000 for 2016 — and $59,000 more for people age 50 and over. What’s more, the 401(k) “is extraordinarily easy to set up, it’s really flexible with the profit-sharing piece, and [as the administrator of the plan, the business owner], you can direct how your money is invested.”

The owner of a solo 401(k) plan is required to file an annual report to the IRS if the plan has $250,000 or more in assets at the end of the year.

In some respects the most complex of the retirement plan options for solopreneurs and solo practitioners, a Cash Balance Plan nonetheless holds great appeal to relatively high-earners ($250,000 or more is a rule of thumb) for its powerful savings potential, says Kane. 

Generally, it’s for someone older than 40 with aggressive savings goals and very steady company cash-flows. In the right circumstances, these plans can allow tax-deductible contributions of more than $150,000 per year, according to Wilson.

Structured in some respects like a defined-benefit pension plan, cash balance plans are often used by professional practitioners — doctors, attorneys, dentists, etc.

As appealing as cash balance plans are to aggressive savers, Kane notes, “they can be complex to set up and manage.” So if you’re a candidate to go this route, be sure to consult a financial professional and/or a workplace benefits advisor/administrator who has experience in this area.

BOILERPLATE

August 2016 — This column is provided by the Financial Planning Association® (FPA®) of Minnesota, the leadership and advocacy organization connecting those who provide, support and benefit from professional financial planning.  FPA is the community that fosters the value of financial planning and advances the financial planning profession and its members demonstrate and support a professional commitment to education and a client-centered financial planning process.  Please credit FPA of Minnesota if you use this column in whole or in part.

The Financial Planning Association is the owner of trademark, service mark and collective membership mark rights in: FPA, FPA/Logo and FINANCIAL PLANNING ASSOCIATION.  The marks may not be used without written permission from the Financial Planning Association. 

[image: image2.png][image: image3.emf]