S-Corporations (S-Corps) that are consistently and highly profitable (e.g. $350,000+/year in earnings) can
leverage a relatively small annual W2 salary to minimize self-employment taxes and maximize qualified plan
contributions by considering a range of plan designs.

S-Corps are unique in that owners can control how much self-employment tax (Social Security and Medicare
taxes) they pay by controlling how much income is paid as a salary (i.e., reported on IRS Form W?2) versus paid
as a distribution of return on investment.

Owners of owner-only S-Corps are in the unique position of being able to avoid self-employment tax
completely because they can elect not to pay themselves a W2 salary and they have no employees that
require a W2 salary. These S-Corporation owners are often advised to take a minimally reasonable W2
income to prevent the appearance of avoiding self-employment taxes. Any remaining income over and above
the W2 amount is considered pass-through income and avoids self-employment taxes.

Unfortunately for S-Corp owners, only W2 income can be recognized for qualified retirement plan purposes
(not the pass-through income). Therefore, if a W2 is minimized, so too will be the contribution to a Simplified
Employee Pension (SEP) or other defined contribution plan. For example, for a W2 of $50,000 the maximum
SEP contribution is limited to $12,500 (i.e., 25% of $50,000).

The amount of available pass-through income drives the ability to generate qualified plan contributions that
exceed 25% of the owner’s W2 income. Consider the following business profile:

+  Single owner S-Corporation

« Ageb5

+ Average W2 =$50,000 (3-5 prior years)




QUALIFIED PLANS FOR OWNER-ONLY S-CORPORATIONS

Example 1:
Additional pass-through income: $0-5100,000/year

These owners can generally benefit from either a SEP or a 401(k)/profit sharing arrangement. The Employee
IRA contribution in the SEP/IRA column may be non-deductible.*

Owner-Only Owner-Only
SEP Benefits 401(k) Benefits

Zero to low-cost
administration

No IRS filing
requirements

Higher limits

Loans & Roth allowed
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SEP/IRA 401(k) Profit Sharing
$20,000 $42,500
m Employer $12,500 $12,500
® Employee IRA*, 401(k) $6,500 $22,500
m Catch-Up $1,000 $7,500

Analysis: Manning & Napier. For illustrative purposes only.



QUALIFIED PLANS FOR OWNER-ONLY S-CORPORATIONS

Example 2:

W2 Salary: $150,000
Additional pass-through income: $100,000 - $300,000/year

Owners with more substantial pass-through income,

sufficient historical average of non-dividend earned $80,000
income, have more flexibility to build retirement
savings. As pass-through income continues to climb,
owners can consider increasing W2 to increase $60,000
allocations in a single 401(k) plan--without needing

$70,000

to add a second plan. Some of these owners may be § $50,000
satisfied reaching the 401(k) contribution maximum 3 $40,000
in return for increased self-employment taxes, £

which are returned later in life. In the example 3 $30,000

on the left, the owner increases W2 income to $20,000
$150,000 and increases plan allocations as shown.

$10,000
S0 401(k) Profit Sharing
$67,500
® Employer PS $37,500
u Employee 401(k) $22,500
m Catch-Up $7,500

Analysis: Manning & Napier. For illustrative purposes only.

W2 Salary: $50,000
Additional pass-through income: $100,000 - $300,000/year
$90,000
$75,000 If the owner would rather not increase W2 income,
' but also desire retirement plan contributions
exceeding the 401(k) plan maximum, a Cash
$60,000 Balance and 401(k) Plan combination can be easily
c customized to meet the desired annual contribution
(=]
S $45,000 amount.
2
5
3 $30,000
$15,000
S0 -
Cash Balance & 401(k) Combination
$83,000
= Employer CB $50,000
m Employer PS $3,000
® Employee 401(k) $22,500
m Catch-Up $7,500

Analysis: Manning & Napier. For illustrative purposes only.



QUALIFIED PLANS FOR OWNER-ONLY S-CORPORATIONS

Example 3:

3 Year Average W2: $75,00
Pass-through income: $300,000/year +

With even greater pass-through income, and a

sufficient historical earned income average, comes $210,000
even greater flexibility. This is common in Limited
Liability Companies (LLCs) that did not make S-Corp $180,000
elections in prior years. These highly profitable
owner-only businesses can use the Cash Balance $150,000
and 401(k) Plan combination to the greatest extent,
while still maintaining a minimally reasonable W2 § M
income. 2 90000
© 60,000
$30,000
S0
Cash Balance & 401(k)
Combination
$183,000
u Employer CB $150,000
= Employer PS $3,000
= Employee 401(k) $22,500
m Catch-Up $7,500
Analysis: Manning & Napier. For illustrative purposes only.
Conclusion

Owner-only S-Corps with limited pass-through income, are likely best served by a SEP. Owners with pass-
through income consistently above the $100,000 mark may wish to graduate from the SEP to a traditional
401(k) Profit Sharing plan. These owners can adjust their W2 salary amount to generate the desired tax-
qualified contributions; as well as consider adding a Cash Balance plan. Owners with increased pass-through
income of $300,000, and sufficient historical non-dividend earned income, can leverage a relatively small
W2 of only $75,000 into tax-qualified contributions exceeding $150,000 using a Cash Balance and 401(k)
plan combination. Another advantage for owners of businesses in litigious industries is that both the Cash
Balance and 401(k) plan assets are protected from the claims of business creditors. Cash balance plans
provide a unique planning opportunity for owner-only businesses but are also appropriate for businesses of
virtually any size that have strong, predictable, consistently high earnings and are willing to commit to larger
plan contributions.

We can help you identify candidates and provide expertise to help you navigate specific situations. Please
contact us today to learn more about how we can help grow your practice.

This information is not intended as legal or tax advice. Consult with an attorney or a tax or financial advisor regarding your specific legal, tax, estate planning, or financial situation.



