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This article is for small business owners who want to pay less income tax and is ideal for those who have few
employees, excess profits, and a frustration by the low contribution limits to traditional IRAs or 401(k)
plans. If this describes you, stick around because you should get familiar with how a defined benefit pension
plan might be the perfect solution to cut your taxes and save for retirement.
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Could a defined benefit pension plan be the ideal retirement plan for your small business? [+]

https://www.pacificawealth.com/can-you-create-your-own-pension-plan/
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Yes, pension plans. These are the dinosaurs of the financial world. They once were the kings of retirement
plans, but since the early 1980s there has been a shift from pension plans to defined contribution plans such
as 401(k)s. Many large companies have terminated or frozen their pension plans and shifted the burden of
investing to their employees. However, if you think pension plans are dead, I’m here to tell you they are
alive, well, and financially glorious in the right circumstances. But first, what is a defined benefit pension
plan?

Similar to a 401(k), a pension plan is a retirement plan offered by a company where the money can be
invested in mutual funds, stocks, bonds, and other typical investments. With a 401(k), the employee and
employer decide how much they want to contribute each year while not exceeding the maximum caps set by
the IRS. Unlike a 401(k), what you get to contribute to a defined benefit plan requires an analysis by an
actuary and is based on your age, income, and other factors and isn't limited to the same cap as a 401(k)
plan. This allows a company to potentially contribute more – often much more – to a pension plan versus a
401(k).

Who should consider a defined benefit pension plan?

Closely held small business owner. A pension plan is ideal for a small closely held business with
one or few owners.

Owner(s) at least 45 years old. Typically, pension plans are designed for business owners who
are at least 45 years old. The reason for this is because the contribution amount is based on the
individual's age – the older the participant the greater the contribution amount. However, in a future
article I will explain why someone younger may be an ideal candidate for a pension plan.

Few employees. A defined benefit plan requires that the owners contribute to all employees. This
means that the more employees a company has, more of the company profits will be spread to
employees instead of owners.

Younger employees. No employees is ideal, but if you have employees the younger they are the
better. The formula for determining how much must be contributed to employees is based in part on



6/21/2018 You Might Want To Rethink This 'Dead' Retirement Plan If You Have A Small Business

https://www.forbes.com/sites/robertpagliarini/2018/05/02/you-might-want-to-rethink-this-dead-retirement-plan-if-you-have-a-small-business/#131c1b981410 4/5

their age – older workers require a larger contribution.

Excess profits. A company that loses money or breaks even is not a good fit for a pension plan.
Excess cash is needed in order to fund the pension plan over several years.

High income tax rates. Every dollar that is contributed to a pension plan reduces the net income
(and as a result the taxable income) for the company. If net income and/or income tax rates are low,
there may not be significant tax savings benefit from making the pension plan contribution.

Desire to make greater contributions. If you are already putting the maximum into a 401(k) or
SEP IRA and have additional funds you want to contribute, a defined benefit pension plan may be a
good fit.

Let's look at a real-world example. One of my clients is a successful consultant. He has an S-corporation,
and instead of hiring employees, he instead uses independent contractors to help him in his business. Note
that these are legitimate independent contractors and not employees masquerading as non-employees. He
grosses approximately $600,000 a year and has net income of about $400,000. For years he contributed
the maximum into a solo 401(k) plan – about $50,000 per year. This helped reduce his net income, but he
was still paying tax on $350,000 of income. Each year we analyzed whether a defined benefit pension plan
would make sense for him, and when he turned 44 we calculated that he could contribute $115,000 total
into a pension and profit sharing plan.
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The following year, he was able to contribute $193,000. This saved the client approximately $100,000 of
federal and state income taxes in just one year. Each year he is able to contribute he will likely be able to
save this amount in income tax or even more.

This is just one example of where a defined benefit pension plan makes sense – there are other examples
where the contribution amount and tax savings are even more dramatic.

Keep in mind that a defined benefit pension plan is not ideal for every company. It typically costs $2,500 or
more to set up the plan and there are ongoing annual actuarial and reporting fees that can also cost $2,500
or more per year. However, given the right set of circumstances, this is money well spent in order to get
immediate tax savings that can far surpass a typical 401(k) plan.

Are you curious to know if you are a good candidate for a pension plan or wondering how much you can
contribute? Talk to your financial advisor if she hasn’t already crunched the numbers or learn more about
how to create your own retirement pension plan.

Robert is the owner of Pacifica Wealth Advisors, a fiduciary financial planning firm helping retirees,
business owners, and sudden wealth recipients. Get his new book The Sudden Wealth Solution.
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