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SIMPLE IRA – A Small Business Owner’s Retirement Plan Workhorse

by Jeffrey S. Hahn, MBA, ChFc, CLU

The 401(k) retirement savings plan is an extremely popular employee benefit.   Unfortunately, because 401() plans require an extensive amount of paperwork and come with high administrative costs, many small business owners have decided against offering them to their employees.  What’s more, mandated annual nondiscrimination tests – and the potentially negative impact those tests could have on the amounts highly paid managers and owners can contribute – add little to the 401 (k) plan’s appeal in the eyes of the small business person.

Still today’s small business owners recognize that both they and their employees need to be proactive when it comes to saving for retirement.  In 1996, congress created the SIMPLE IRA to make it easier for small employers, including self-employed individuals with no employees, to offer a tax-advantaged retirement savings plan.  The SIMPLE IRA offers many of the advantages of the 401 )k) plan – without the administrative burdens.

Plan Highlights

Following are some of the SIMPLE IRA’s key features.

Eligible Employers.  An employer (or self-employed individual) without an employer-sponsored retirement plan can establish a SIMPLE IRA plan if, during the previous year, there were no more that 100 employees on the payroll who earned $5,000 or more in compensation.

Eligible Employees.  All employees who received at least $5,000 in compensation from the employer during any two preceding calendar years – and who are expected to earn at least that much during the current year – must be allowed to participate in the plan.

Employee Contributions.  Eligible employees, including self-employed owners, may defer up to $7,000 of compensation annually to a SIMPLE IRA on a pre-tax basis during 2002.  Under the Economic Growth and Tax Relief Act of 2001, the contribution limits to SIMPLE plans will increase by $1,000 each year beginning in 2002, until they reach $10,000 in the year 2005.  Contribution limits will then be indexed in $500 increments each year thereafter.  Catch-up contributions will also be available to employees age 50 or older in the year of deferral.  The amount starts out at $500 for 2002 and increased by $500 each year until 2006, after which it will increase with inflation.

Employer Contributions.  Annually, the sponsoring employer may select from one of two plans:  1) Matching – 3% of the participants annual salary (can reduce to 1% in any two of five consecutive years) or, 2)Non-elective – 2% of all eligible employees’ annual salary.  Under both plans, contributions are tax deductible.

Access.  Contributions and investment earnings compound on a tax deferred basis in the SIMPLE IRA.  However, employees can access their accounts immediately if they need to, subject to federal income taxes and a possible early withdrawal penalty.

Funding through a Variable Annuity

Many employers and employees have found that funding their SIMPLE IRA through a variable annuity* is an effective way to gain access to a  variety of professional fund managers.  Under one annuity contract, a SIMPLE IRA owner can take advantage of a variety of sub-account options and can make transfers among the funds without being penalized.

The Right Choice?

For many small businesses, the cost-effective and easy-to-maintain SIMPLE IRA, with its generous contribution limits, is likely to be the best retirement plan choice.  Contact your local financial services representative to learn more about SIMPLE IRAs.

*If an annuity is held under a qualified plan, there are no additional tax deferred provisions other than those provide by the plan itself.

This article is not intended to be construed as tax, accounting or other professional advice.  Please consult a qualified advisor regarding your individual circumstances.
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