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What Type of Qualified Corporate Retirement Plan Best Serves

Your Business, Tax, and Retirement Needs?
By Joseph R. Pozzuolo, a senior stockholder in the law firm of Joseph Pozzuolo

Associates, A Professional Corporation, Philadelphia, and a member of the
American Bar Association Committee on Taxation.

[¶26,004] Many owners of closely held businesses and professional corpora-
tions do not understand how to fully take advantage of a qualified corporate
retirement plan, nor what type best serves their business, tax, and retirement
needs .

Although there are a number of types of qualified corporate retirement plans
designed for closely held corporations and professional corporations, most
closely held and professional corporations will use one of these three types of
employee benefit plans: defined contribution pension plans, defined benefit
pension plans, or profit sharing plans .

OVERVIEW
Three principal tax advantages flow from a plan that is "qualified" under In-

ternal Revenue Code' §401(a) :
•

	

Employer contributions to the plan (subject to generous limits) are tax
deductible ;2
•

	

The income earned by the plan is exempt from tax ;'
• Employer contributions are not taxable to employees until benefits are ac-

tually distributed or made available to them,' and then possibly at favorable
long term capital gains or ten-year averaging rates .

Generally, the greatest of these tax advantages to the employee (especially to
a shareholder-employee) is that the plan permits a tax-free accumulation of per-
sonal capital that is taxed only when it is actually distributed to the employee .'
This tax can even be minimized to some extent by selecting the method of distri-
bution .6 The major tax advantage to the employer is the ability to deduct contri-
butions made to the plan, so long as they meet the reasonable compensation'
and ordinary and necessary business expense tests . 8 If the employer contributes
more than the maximum amount deductible in any year, the excess may be car-
ried over and deducted in later years within the same limitations . 9

The benefits of a qualified plan are not restricted to those on retirement. A
plan can provide for payment of benefits on the employee's disability . Also,
death benefits can be distributed to a participant's designated beneficiary to the
extent they are vested at the participant's death .

An advantage of these three types of employee benefit plans is that they pro-
vide incentive to employees for greater efficiency and productivity because the
continued funding of the plan depends on the survival of the business . The plans
may also help in reducing turnover because employees with longer service gener-
ally benefit most under a plan . A plan may also help recruiting of qualified per-
sonnel .

These employee benefit plans serve various needs of both the employer and
employee. The type of plan and contribution formula selected will depend pri-
marily on the class of employee covered and the objectives of the employer. Un-
der many circumstances, a combination of plans is best .

TYPES OF PLANS
(A) Defined Contribution Pension Plans . The major characteristic of a de-

fined contribution pension plan is that the employer agrees to contribute a cer-
tain amount to the plan on behalf of the employee, and the employee's retire-

Footnotes are located at the end of this article .
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ment benefit will be whatever can be provided by the accumulated contributions
and tax-free earnings .

(a) Money Purchase Pension Plans . Under one type of defined contribu-
tion pension plan-the money purchase pension plan-the annual contribution is
determined by a specific formula, usually a percentage of compensation or a flat
dollar amount . For example, an employer can contribute to the plan 10 percent
of each employee's yearly salary . So if an employee's compensation is
$50,000.00, the employer contributes $5,000 .00 .

Many business and professional corporations favor money purchase pension
plans because the underlying concept is easily understood by both employer and
employee .

(b) Target Benefit Pension Plans . Another type of defined contribution
pension plan is the target benefit plan. Under this type of plan, the employer's
contributions are geared towards providing a plan participant with a predeter-
mined benefit. The participant's actual retirement benefit, however, will be the
total of annual employer contributions made on his or her behalf together with
accumulated earnings. Current contributions are calculated by applying the
plan's benefit formula, an assumed rate of interest, and an assumed annuity pur-
chase rate to the compensation of the participant for the current plan year . The
actual retirement benefit may be more or less than the predetermined benefit . A
target benefit plan has the advantages of the defined benefit plan's planned ben-
efit without the administrative headaches and costs of actuarily determining em-
ployer contribution .

For 1985, the annual contribution to an employer's defined contribution pen-
sion plan (or combination of defined contribution plans) cannot exceed the lesser
of $30,00010 or 25 percent of the participant's compensation ." An employer who
fails to contribute the amount required by the funding formula under a money
purchase or target benefit pension plan, however, will be subject to a 5 percent
excise tax for underfunding . 12

A defined contribution pension plan is best suited for the employer who has a
steady earnings rate each year because the plan requires a "fixed" financial com-
mitment to the plan . In this type of plan, the employer has a steady tax deduc-
tion equal to the amount of the contribution to the plan, which offests employer
income. If a corporation's profits and cash flow are cyclical, the adoption of a
profit sharing plan rather than a pension plan is usually recommended .

The employer seeking a lower cost employee benefit plan will benefit most
from a defined contribution pension plan because forfeitures (i.e., employees ter-
minating their employment before being fully vested) reduce contributions, espe-
cially when the employer selects a slower vesting schedule. Also, administrative
costs under a defined contribution pension plan are lower than a defined benefit
plan because the services of an actuary are not needed .

Defined contribution pension plans favor the younger employee, including
young shareholder-employees, because the younger the participant, the greater
the number of years of contribution until retirement and the larger the pension .
The contributions and corresponding corporate deductions to a defined contribu-
tion pension plan are usually greater for younger shareholder-employees than
they would be under a defined benefit plan . There is no specific limit to the
amount of benefits that may be received by an employee as there is with a de-
fined benefit plan . The only limitation is the amount of contributions the em-
ployer can make, as explained above .

(B) Profit Sharing Plans . A profit sharing plan is a form of defined contri-
bution plan in which contributions to the plan are made out of the employer's
profits . Contributions to the plan are generally computed by applying a set for-
mula to the employer's profits . The employer can choose between two contribu-
tion formulas :
•

	

A defined formula requiring the employer to contribute annually a percent-
age of net profits, if any ; or
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•

	

An indefinite formula under which the employer's board of directors deter-
mines each year the percentage of net profits to be contributed to the plan .

The second method is the formula used by most corporations. Contributions
to the profit sharing plan need not be made every year, although the IRS re-
quires that they be recurring and substantial . 13 Thus, a profit sharing plan is
best suited for the employer seeking to avoid a fixed commitment to contribute
to the plan, and for business corporations that have a history of cyclical profits
or cash flow .

Although employer contributions may only be made out of profits, this in-
cludes accumulated profits from prior years . Contributions to a profit sharing
plan are deductible up to a limit of 15 percent of the compensation paid to all
the employees covered by the plan . Any contribution over 15 percent can be
carried over to later years and then used up . An employer who contributes less
than 15 percent without any eligible carryover gets a credit carryover that can
be used in future years . The total of contribution and credit carryover deductible
in any one year is the lesser of $30,000 14 or 25 percent of the participant's com-
pensation . 15 The employer must weigh the disadvantage of the lesser permissible
deduction under profit sharing plans (as compared to pension plans) against the
flexibility provided in a profit sharing plan's contribution formula .

The principal purpose of a profit sharing plan, besides that of providing re-
tirement benefits, is to provide incentive to employees by giving them an interest
in profits generated by the business . A profit sharing plan definitely favors
young employees because contributions on their behalf will be made over a long
span of years, allowing their retirement benefits to accumulate . Because the total
benefit is directly related to years of service and to profits, employee loyalty and
diligence are encouraged .

Because of the flexibility of employer contributions, a profit sharing plan is
best suited for an employer whose business is cyclical . Since contributions need
not be made every year as with pension plans, the employer can elect to do so
only in profitable years . Thus, when profits are up, contributions can be greater,
although they need not be . The law does not impose penalties for failing to meet
minimum funding standards for profit sharing as it does for pension plans .

(C) Defined Benefit Pension Plans . A defined benefit pension plan provides
the employee with a definite benefit at retirement, and the employer contributes
the amount necessary to provide that benefit . The benefit is usually based on a
fixed formula, often a flat amount or a percentage of compensation . The em-
ployer's annual contribution is then determined actuarially . For example, a de-
fined benefit plan could provide for an annual retirement benefit equal to 75% of
the employee's average annual compensation. So an employee who has an aver-
age annual compenstion of $50,000.00 would be entitled to a retirement benefit
of $37,500.00 per year .

Defined benefit plans are especially useful when the goal is to provide sub-
stantial retirement benefits for an older employee, a shareholder-employee, for
example. This is because larger annual contributions may be made on the behalf
of employees near retirement age in order to yield the fixed benefit guaranteed
by the plan. Consequently, in many cases defined benefit plans provide the em-
ployer with the greater permissible deduction as well. For 1985, the maximum
annual benefit for any participant in a defined benefit plan is the lesser of
$90,00016 or 100 percent of the participant's average compensation for the high-
est three consecutive calendar years of compensation . 17

The design of defined benefit plans requires the services of an actuary capable
of estimating the funds needed by the plan to provide the promised benefits . The
actuarial work includes estimating investment income, employee turnover, vest-
ing, mortality, wage inflation, retirement at various ages, and disability . An ac-
tuarial valuation of the plan costs and determination of the experienced gains
© 1985 P-H Inc . Corporation-See Cross Reference Table for latest developments
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and losses must be made at least every three years . 18 The services of the actuary
increase the administrative costs of a defined benefit plan to the employer .

MULTIPLE PLANS
An employer may have any number of pension plans or profit sharing plans,

or a combination of profit sharing and pension plans . Multiple plans may be
desirable for the employer who wants to maximize deductions in profitable years
or provide adequate benefits for employees of all ages .

Many corporations combine a pension plan with a profit sharing plan . This is
permissible. The deduction for contributions to a combination of a profit sharing
plan and a money purchase pension plan may not exceed 25 percent of the total
compensaion paid to plan participants . 19 A combination profit sharing plan and
pension plan is best when the employer seeks to fix some or minimal contribu-
tions but remain flexible to permit contributions up to the maximum 25 percent
limitation during profitable years . An example would be an employer adopting a
10 percent money purchase pension plan along with a profit sharing plan per-
mitting the employer's board of directors to contribute another 15 percent of the
compensation paid to all participating employees for the applicable fiscal year .

When a high steady income employer wants to maximize deductions, a combi-
nation of a defined benefit pension plan and a defined contribution pension plan
is best. A person who participates in both a defined benefit pension plan and a
defined contribution plan of the same employer is subject to both the $30,000 or
25 percent limitation on contributions to the defined contribution plan and the
$90,000 or 100 percent limitation on benefits from the defined benefit plan. A
third limitation, the 1 .0 rule, also applies 20 This rule stipulates that the sum of
the participant's defined benefit plan fraction and the participant's defined con-
tribution plan fraction for any year may not be greater than 1 .0. The 1 .0 rule
means that a participant's defined benefit fraction is calculated by dividing the
participant's projected annual benefit under the defined benefit plan as of the
end of the plan year by the lesser of
• the defined benefit dollar limit in effect for the year (currently this dollar

limit is $90,000 if the normal retirement age in the plan is age 62 or above) mul-
tiplied by 1 .25, or
•

	

the participant's average annual compensation for the three consecutive
years of employment while he or she is an active participant multiplied by 1 .4 .
A participant's defined contribution plan fraction is calculated as follows :

(a) the sum of all annual additions to the participant's account in the de-
fined contribution plan is calculated as of the end of the plan year ;

(b) the defined contribution dollar limits in effect for the current plan year
and all prior years during which the participant completed years of service with
the employee are separately multiplied by 1 .25 ;

(c) 25% of the participant's compensation for the current year and all prior
years of service with the employer are separately multiplied by 1 .4;

(d) the amounts calculated in (b) and (c) above are compared for each year,
the lesser of the two amounts is chosen, and the sum of the selected amounts is
determined; and

(e) the sum determined in (a) above is divided by the sum determined in (d)
above to give the participant's defined contribution fraction for the current year .
Any combination of the plans is allowed, e.g., a 25 percent defined benefit pen-
sion plan and a 25 percent defined contribution pension plan . When the em-
ployer is seeking to maximize deductible contributions, a 1 .0 defined contribu-
tion is best if the main participant is under 45 years old; a 1 .0 defined benefit
plan is best if he or she is over 45 .

INTEGRATION WITH SOCIAL SECURITY
All employers, in considering the type of plan to adopt, should consider the

benefit available to them by integrating their plan with Social Security . In deter-
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mining contribution and benefit formulas, the employer may integrate into the
plan the Social Security benefits available to the employee . 21 Integration works
by taking the required contribution for each employee under the contribution
formula and reducing the contribution 5 .4% due to benefits available to the em-
ployee through Social Security . The employer is required to contribute the re-
mainder .

The purpose of integrating an employee benefit plan with Social Security is to
avoid giving lower paid employees proportionately greater total benefits than
higher compensated employees . Integration favors higher compensated employees
because employees whose entire compensation is covered by Social Security may
be excluded from the plan without it being considered discriminatory . 22

REQUIREMENTS FOR QUALIFICATION
There are several basic requirements that must be satisfied before a plan will

qualify for tax exemption under §401(a) and 501(a) of the Internal Revenue
Code. The first requirement is that a plan cannot discriminate in favor of offi-
cers, shareholders or "highly compensated employees ."23 This can be avoided
merely by computing contributions or benefits as a percentage of compensa-
tion 24 The plan must also benefit a substantial percentage of employees, namely :
•

	

70 percent of all employees ; or
• if 70 percent of all employees are eligible, 80 percent of those must bene-

fit . 25 Employees who have not satisfied the statutory minimum age (21 years old,
changed from 25 years old by the Retirement Equity Act of 1984, effective for
plan years beginning after 1984) or service requirements (one year of working
more than 1000 hours) need not be included in the calculation .26 Union employ-
ees need not be included if the employer can show that retirement benefits have
been the subject of good faith bargaining . 27

All qualified retirement plans are established for the exclusive benefit of em-
ployees or their beneficiaries . So withdrawal of employer contributions or earn-
ings thereon is not permitted . 2s Other requirements that must be satisfied in-
clude certain administrative details, permanency of the plan, and vesting of
benefits.

Vesting requires an employee to work for an employer for a certain period of
time before he or she has an immediate, fixed right of present or future enjoy-
ment of the accrued benefit .

When distribution of benefits is made, any amounts not fully vested are for-
feited to the plan. In the case of a profit sharing plan, forfeitures may be added
to other participants' accounts, whereas in a pension plan forfeitures must be
applied to reduce future employer contributions .

Selection of a vesting schedule is very important . If a more rapid vesting
schedule is selected, fewer amounts are forfeited to the plan and the cost of the
plan is therefore higher. A slower vesting schedule reduces costs and also maxi-
mizes benefits for long-term employees such as shareholder-employees .

The Employee Retirement Income Security Act of 1974 (ERISA) established
minimum requirements for vesting . 29 Of the available alternatives, the following
three are the most commonly used :
•

	

Ten-year vesting: an employee who has at least ten years of service must
be 100 percent vested ;
• Five to fifteen year vesting: an employee who has at least five years of ser-

vice must be 25 percent vested, increased 5 percent every year thereafter until
ten years of service when the employee would be 50 percent vested, increased 10
percent every year thereafter until fifteen years of service when the employee
would be 100 percent vested ; and
• Fourforty vesting: an employee who has at least four years of service

must be 40 percent vested, increased 5 percent every year thereafter until six
years of service when the employee would be 50 percent vested, increased 10
'p) 1985 P .H Inc . Corporation - See Cross Reference Table for latest developments
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percent every year thereafter until eleven years of service when the employee
would be 100 percent vested . ERISA has also given the Internal Revenue Ser-
vice the power to require four-forty vesting if these is reason to believe that the
plan's vesting schedule will discriminate in favor of officers, shareholders, or
highly compensated employees .'

The Tax Equity and Fiscal Responsibility Act of 1982 requires one of the fol-
lowing two special accelerated vesting schedules in any plan year in which the
plan is a "top-heavy" plan :

Three-year vesting.- An employee who has completed at least 3 years of ser-
vice with the employer must have a nonforfeitable right to 100% of his or her
accrued benefit;

Six year graded vesting: An employee who has completed at least 2 years of
service must be 20 percent vested with 20 percent additional for each of the fol-
lowing years of service, reaching 100 percent after 6 years of service with the
employer .

A top-heavy plan is any plan (or group of plans) that provides more than 60
percent of its aggregate accumulated benefits, or account balances to key em-
ployees. A key employee is any employee who, at any time during the current or
four preceding plan years,

(a) is (or was) an officer,
(b) an employee owning one of the ten largest interests in the employer either

directly or through attribution rules under Section 318,
(c) a more than five percent owner, or a more than one percent owner earning

more than $150,000 a year .
Excluded from the definition of key employee is any officer whose annual com-
pensation is no more than 150 percent of the $30,000 limit. Officers making
$45,000 (150 percent of $30,000) or less won't be considered key employees .
However, an officer making $45,000 or less a year may still be considered a key
employee if he or she falls into categories (b) or (c) above .

In any case, a participant must be fully vested upon the attainment of normal
retirement age 31 which is the earlier of
•

	

normal retirement age fixed by the plan or
•

	

the later of age 65 or ten years of plan participation . 32

Total vesting must also occur on the complete or partial termination of the
plan.' If a plan's vesting schedule is amended, a participant with at least five
years of service may elect to remain under the preamendment vesting schedule 3"

A participant's nonforfeitable accrued benefit at the date of the amendment may
not be reduced by the amendment .

VOLUNTARY DEDUCTIBLE CONTRIBUTIONS
Since 1982, a plan participant (including shareholder-employees) can make a

voluntary contribution to a qualified corporate pension or profit sharing plan in
an amount equal to the lesser of $2,000 or 100% of salary, and take a deduction
on his or her personal income tax return. Qualified voluntary contributions are
deductible if
•

	

the qualified corporate pension or profit sharing plan permits an employee
to make voluntary cash contributions ;
•

	

the employee pays the contribution in cash ; and
• the employee does not designate the voluntary contribution as a nonde-

ductible contribution . Such designation is to be made not later than the earlier
of April 15 of the succeeding year, or the time prescribed by the employer's plan
administrator .

s-WHAT TO DO-1 With an understanding of your objectives and the advice of
your attorney and financial advisors, you can establish the type of qualified corporate
retirement program that best serves your business, tax, and retirement needs . Also,
once your plan has been designed and qualified, it is incumbent that your corporation
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has it reviewed and analyzed yearly by your attorney and financial advisors to ensure
it is still serving your business, tax, and retirement needs .

9 1985 P-H Inc. Corporation -See Cross Reference Table for Iatest developments ¶26,004

(1)
FOOTNOTES

References are to the Internal Revenue Code of 1954, as amended (IRC), unless other-
wise indicated .

(2)
(3)
(4)
(5)
(6)
(7)
(8)
(9)
(10)

be made .

§404(aXl), (3) .
§501(a) .
§402(aXl) .
§402(aXl) .
§402(e) .
U.S. Tress. Reg. §1.404(a)-1(b) .
§162 .
§404(aX1XD) & 404(aX2) .
This figure is frozen until January 1, 1988, when cost of living adjustments are to
§415(d).

(11)
(12)
(13)
(14)

are to

§415(cXl) .
§4971(a) .
U.S. Tress. Reg . §1 .401-1(bX2) .
This figure is frozen until January 1, 1988, when cost of living increase adjustments

be made. §415(d).
(15)
(16)

are to

§415(cXl) .
This figure is frozen until January 1, 1988, when cost of living increase adjustments
be made.

(17) §417(bXl) .
(18) §412(cX9).
(19) §404(aX7) .
(20) §415(eXl) .

§401(a)(5) .
(22) §401(aX5).
(23) §401(aX4).
(24) §401(aX5).
(25) §401(aX3) & 410(b) .
(26) §401(bX1XA).
(27) §410(b)(2Xa).
(28) §401(aX2) .
(29) §411(aX2) .
(30) §411(dXIXB), Rev. Proc. 75-49.
(31) §411(a) .
(32) §411(aX8) .
(33) §411(dX3).
(34) §411(aX1OXB) .
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