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This guide provides an overall review of some of the tax advantages available to business owners.  
Rules and regulations for group benefits vary and are complex.  You should seek the advice of an accountant, attorney, 
benefits specialist, or financial advisor before implementing any plans into your current business structure.  
 
 
Although complex and seemingly overwhelmingly difficult, many times these tax benefits can be implemented 
rather easily when the assistance of a professional advisor is obtained. One thing is certain, the tax code 
definitely encourages employers to make use of the tax advantages available, particularly pertaining to 
implementing benefits for employees.  Often, and particularly for smaller companies with fewer employees, the 
cost of the employee benefit can be partially or completely offset by the advantage to the shareholders, owners, 
and highly compensated employees of the company.  Tax advantages are also available to sole proprietors.    
The key to determining if any of these benefits may be appropriate for your company is to perform an analysis of 
the current plans in place and see if implementing additional programs would make practical and economic 
sense.   
 

Qualified Plans 
 

Besides helping employees and owners save for the future, instituting and maintaining a retirement plan can provide you, 
as the employer, with benefits that enable you to make the most of your business’s assets.  Such benefits may include: 
 

• Easy to establish and maintain platforms. 
• A Low-cost benefit with a highly-perceived value by your employees 
• Tax-Deferred growth on earnings within the plan 
• Current tax savings on individual contributions to the plan 
• Immediate tax deductions for employer contributions 

TYPES OF PLANS 
Defined Benefit Plans Defined Contribution Plans 

Designed to provide a desired retirement benefit for each 
participant. 

• Can allow for rapid accumulation of assets over a 
short period of time 

• Required contribution is determined each year, 
based on factors such as age, years of 
employment, desired retirement benefit, and the 
value of plan assets. 

• Contributions are generally required each year 
and can vary widely 

Does not promise amount of benefit at retirement. 
 

• Employees, their employer, or both, contribute to 
employees’ individual accounts under the plan, 
sometimes at a set rate (such as 5% of salary 
annually). 

• A 401(k) plan is one type of defined contribution 
plan 

• Other types include profit-sharing plans, money 
purchase plans, and employee stock ownership 
plans.  

 
 

TAX BENEFITS 
The income generated by the plan assets is not subject 
to current federal income tax, but deferred potentially 
for many, many years.  The income is earned and 
managed within the framework of a qualified plan trust.  

An Employer is entitled to a current tax deduction for 
contributions to the plan. 
 

The plan participants (the employees or their 
beneficiaries) do not have to pay income tax on the 
amounts contributed on their behalf until the year the 
funds are distributed to them by the employer or in a 
qualifying rollover plan.  

Under the right circumstances, beneficiaries of 
qualified plan participants are afforded special tax 
treatment. 
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Plans designed to help you and your employees save! 
SIMPLE- Employer  

• Employers to either match employee contributions 
dollar for dollar-up to 3% of an employee’s wage – 
or make a fixed contribution of 2% of pay for all 
eligible employees instead of matching a 
contribution.  Contributions may be reduced every 
other year. 

• Easy Set Up- You fill out a short form, 
administrative costs are low, and much of the 
paperwork is done by the financial institution that 
handles the SIMPLE plan accounts. 
 

SIMPLE- Employee  
• Employees to contribute a percentage of their 

salary each paycheck and have their employer 
match their contribution. 

• Employers may choose either to permit employees 
to select the IRA to which their contributions will be 
sent, or to send contributions for all employees to 
one financial institution.  

• Employees are 100% vested in contributions.  
They get to decide how and where the money will 
be invested, within guidelines, and keep their IRA 
accounts even when they change jobs. 
 

Simplified Employee Pensions (SEP’s)-Benefits 
• Allows Employers to set up a type of individual 

retirement account-known as a SEP-IRA - for 
themselves and their employees. 

• Employers must contribute a uniform percentage of 
pay for each employee. 

• Employer contributions are limited to the lesser of 
25% of an employee’s annual salary or an indexed 
amount which varies each year.  

SEP Benefits (Continued) 
• SEP’s can be started by most employers without 

any existing plans, including those that are self-
employed 

• SEP’s have low start-up and operating costs and 
can be established using a single quarter-page 
form.   

• Businesses may not be locked into making 
contributions every year.   

• Within guidelines, you can decide how much to put 
into a SEP each year- offering you some flexibility 
when business conditions vary. 

401(k)- Employer 
• 401(k) plans have become a widely accepted 

savings vehicle for small businesses.   
• Employers may offer to match a certain percentage 

of the employee’s contribution, increasing 
participation in the plan. 

• Employer has a wide array of design options. 

401(K)- Employee  
• Allows employees to contribute a portion of their 

own incomes toward their retirement. 
• Employee contributions reduce a participant’s pay 

before income taxes, so that pre-federal tax dollars 
are invested.   

• If the employee is age 50 or older, they may 
contribute an additional indexed “Catch Up 
Amount.” 

• While more complex, 401(k) plans offer higher 
contribution limits and much more flexibility than 
SIMPLE plans and IRA’s, allowing employees to 
accumulate greater savings. 

Profit-Sharing Plans-Employers 
• In conjunction with a 401(k), employers may also 

make profit-sharing contributions to plans that are 
unrelated to any amounts an employee chooses to 
contribute. 

• Plans are well suited for businesses with uncertain 
or fluctuating profits.   

• In addition to the flexibility in deciding the amounts 
of the contributions, a Profit-Sharing Plan can 
include options such as service requirements, 
vesting schedules and plan loans that are not 
available under SEP’s. 

• Contributions need not be the same percentage for 
all employees.  Key employees and owners may 

Profit-Sharing Plans-Employees 
• Contributions may range from 0%-25% of the 

eligible employees’ compensation.   
• The contribution in one year cannot exceed 25% of 

the total compensation of the employees 
participating in the plan.  

• A plan may combine these profit-sharing 
contributions with 401(k) contributions (and 
matching contributions). 
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actually receive a higher level of benefits or 
contributions. 

*The above information is an “informational overview” of a very complex area of law. 
It is necessary to note that all retirement plans have important tax, business, and other implications for employers and 
employees.  Therefore, you should discuss any retirement savings plan that you consider implementing with your 
employee benefit specialist or other financial advisor. 
 
Small employer retirement plans generally fall into one of two groups. 
 

Employers who want to set up a retirement plan primarily because they want to create a tax-advantage savings 
vehicle for themselves and thus want to allocate the greatest possible part of the contribution to the owners. 

 
Or 

 
Employers who want to offer a retirement plan for employees as part of a competitive benefits package. 

 
If there was one plan most efficient in doing all these things, there wouldn’t be so many choices.  It’s important to establish 
your goals, and revisit them periodically.  Each type of plan has different advantages and disadvantages, and you can’t 
really pick the best designs unless you know what your real purpose is in offering a plan.  Once you have an idea of what 
your motives are, you’re in a better position to weigh the alternatives and make the right choice or plan adjustment. 
 

Individual Retirement Accounts (IRA’s) 
 

Some types of Individual Retirement Accounts may provide a tax deduction to employees in the case of an employer not 
sponsoring a retirement plan.  There are several types of individual retirement accounts: Education IRA’s, Roth IRA’s, 
Rollover IRA’s, Contributory IRA’s.  Each of these types of individual retirement accounts may not be available in 
conjunction with an employer sponsored retirement plan.  Individuals may not make contributions to deductible IRA 
accounts if they have an employer sponsored plan, in many cases.  Some type of accounts, such as a Section 529 plan 
for higher education expenses, may be implemented even for high income individuals who also have an established 
employer sponsored retirement plan.   
 
Please be sure to consult with a tax advisor for the deductibility and eligibility for these types of saving programs.  
 

 
Trusts 

 
Although beyond the scope of this article, trusts may provide significant tax advantages to business owners, particularly in 
the area of estate planning.  Types, designs, and objectives of trusts are many and varied, far beyond the scope of this 
guide.  Estate taxes can be extremely high and almost confiscatory in nature, particularly for businesses with significant 
capital assets and limited cash flow or liquidity to pay taxes in the event of the death of the primary shareholder or 
business owner.  Some trusts, are designed to try to deal with the issue of planning for estate taxes.  Retirement plans are 
actually a type of trust account.  The use of trusts is more common, widespread, and applicable in more situations than 
what is commonly believed.  As the tax code gets more complicated, planning tools become more complicated as well 
and often a trust may be a fit in a situation, where previously using a trust as a planning tool had never been considered.   
 
 

Group Insurance 
 
Currently, employer sponsored group insurance benefits usually enjoy tax deductibility by the employer.  There may be 
limitations on the actual deductibility of the business owner’s premium, but in general, any group insurance (i.e. Life, 
Disability, Health, and Dental) are typically federally tax deductible.  State and local tax deductibility may vary and 
limitations apply.  
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Employee contributions towards premiums in general may also be tax deductible to the employee and may be contributed 
on a pre-tax basis.  Although the cost of premiums would typically not be offset by a tax deduction, it certainly makes 
sense to get any deductibility in place for these types of benefits if available by law, and to the limits allowable by law.  
 
 

Cafeteria Plans 
 

A Cafeteria Plan is a welfare benefit plan specifically authorized by Section 125 of the Internal Revenue Code.  It is a way 
of providing employees with valuable benefits where both the employer and employees save significantly on the amounts 
of taxes.  
 
Generally, employees are given the choice to redirect part of their salary.  Each employee then uses his redirected part of 
his or her salary to purchase benefits from a menu of non-taxable benefits offered by the plan.  Hence the term: Cafeteria 
Plan.   
 
The employer may make further contributions to the plan, in addition to the employee’s salary deductions, to offset some 
of the cost used to purchase allowable benefits.  Allowable benefits may include dependent care assistance programs 
(daycare), uninsured medical expenses not covered by the typical group medical plan, group life, medical, and disability 
premiums otherwise paid by the employee, and contributions to some types of retirement plans.  The redirected amounts 
are placed into a separate spending account for each benefit elected by the employee.  Then, as each employee incurs a 
qualifying expense, he submits a claim form; the administrator processes the claim and reimburses the employee from the 
money in the cafeteria plan.   
 
Most cafeteria plans are set up to be funded only with salary deductions from participants.  No contributions are required 
by the employer.  The only requirement is a separate record of accounting for each person’s account.  This accounting is 
typically provided by a third party administrator for usually a fee that is well justified by the tax benefits.  Cafeteria plans 
typically operate on a 12 month plan year.  The elections, once made are irrevocable for that plan year.  New elections 
are made prior to the beginning of each subsequent plan year.  Usually money left over at the end of the year is forfeited 
by the participant and left in the general account of the employer.  This is a use it or lose it feature of the cafeteria plan 
that requires careful planning.  Participants need to make conservative estimates of their expenses prior to each plan 
year.  Some expenses such as life insurance and group medical insurance premiums are generally easy to estimate.  
Non-covered medical expenses are usually much harder to predict.   
 
Partners in a partnership, members of a limited liability corporation, sole proprietors, and owners who one more than 2% 
of a subchapter S corporation, cannot participate in a cafeteria plan.   
 
The only requirement for installing a cafeteria plan is to adopt a plan, execute a plan document, and have all employees 
make their benefit elections.  Summary plan descriptions detailing the plan’s eligibility requirements must be given to all 
employees.  Contribution limits are capped and indexed, or potentially changed by IRS notification each year.  Please 
consult your tax or employee benefits advisor to determine whether or not a cafeteria plan might be right for your 
company. 
 

Health Savings Account 
 

Medical Expenses that qualify for tax-free withdrawals from your HSA:  IRS Publication 502 has a checklist of expenses 
that qualify.  Most of these expenses qualify for tax-free withdrawal from your HSA, unless the expenses were reimbursed 
by your health care coverage.  One expense, which cannot be reimbursed tax free from your HSA, is premiums for most 
healthcare plans.  The underlying employer sponsored Health Insurance plan must be HSA qualified.  The following list of 
HSA qualified expenses is provided as reference only and is not meant to be comprehensive.  Please consult the plan 
document for your exact benefits. 
 

Ambulance Hire Artificial Limbs & Teeth Automobile Modifications 
Crutches Elastic Hose, Prescribed Eyeglasses/Contact Lenses 
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Gynecologist Hearing Devices Hospital Bills 
Iron Lung Costs Long-Term Care INS Nursing Care 
Obstetrical Expenses Ophthalmologist Optician 
Optometrist Oral Surgery Orthodontia 
Osteopath Oxygen & Equipment Pediatrician 
Physician Fees Physiotherapist Podiatrist 
Practical Nurse Fees Prescription & Med Supplies Psychiatrist 
Psychologist Rental of Medical Equipment Sanitarium or Rest Home 
Seeing-eye Dog Therapy Treatments Treatment Center for Drug and Alcohol 
Transportation Expense Relative to Illness Wheelchair X-Rays 

In summary, as a general rule, the federal government does encourage employers with tax incentives to provide benefits 
to employees.  One of the ways they can accomplish this goal is providing tax advantages to the employer, which may 
offset some, or in a perfect scenario, all of the costs to implement these employee benefits.  Some deductions may 
actually be a simple tax savings to the employer with little expense other than implementing the program.   
 
Our firm advises business owners and sole proprietors in what types of employer level benefits may be applicable to their 
individual situations.  Please feel free to call our office to discuss these various programs, and to see if the implementation 
of 1 or more of these programs may make sense.  There is no fee for an initial consultation.  Give us a call, maybe we can 
help! 
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APPENDIX I 
From: http://www.irs.gov/uac/2013-Pension-Plan-Limitations  

IRS Announces 2013 Pension Plan Limitations; Taxpayers May Contribute Up to $17,500 to Their 401(k) Plans in 2013 

IR-2012-77, Oct. 18, 2012 

WASHINGTON — The Internal Revenue Service today announced cost-of-living adjustments affecting dollar limitations 
for pension plans and other retirement-related items for tax year 2013. In general, many of the pension plan limitations will 
change for 2013 because the increase in the cost-of-living index met the statutory thresholds that trigger their adjustment. 
However, other limitations will remain unchanged because the increase in the index did not meet the statutory thresholds 
that trigger their adjustment. Highlights include: 
• The elective deferral (contribution) limit for employees who participate in 401(k), 403(b), most 457 plans and the 

federal government’s Thrift Savings Plan is increased from $17,000 to $17,500. 
• The catch-up contribution limit for employees aged 50 and over who participate in 401(k), 403(b), most 457 plans 

and the federal government’s Thrift Savings Plan remains unchanged at $5,500. 
• The limit on annual contributions to an Individual Retirement Arrangement (IRA) rises to $5,500, up from $5,000 

in prior years. 
• The deduction for taxpayers making contributions to a traditional IRA is phased out for singles and heads of 

household who are covered by a workplace retirement plan and have modified adjusted gross incomes (AGI) 
between $59,000 and $69,000, up from $58,000 and $68,000 in 2012. For married couples filing jointly, in which the 
spouse who makes the IRA contribution is covered by a workplace retirement plan, the income phase-out range is 
$95,000 to $115,000, up from $92,000 to $112,000. For an IRA contributor who is not covered by a workplace 
retirement plan and is married to someone who is covered, the deduction is phased out if the couple’s income is 
between $178,000 and $188,000, up from $173,000 and $183,000. 

• The AGI phase-out range for taxpayers making contributions to a Roth IRA is $178,000 to $188,000 for married 
couples filing jointly, up from $173,000 to $183,000 in 2012. For singles and heads of household, the income phase-
out range is $112,000 to $127,000, up from $110,000 to $125,000. For a married individual filing a separate return 
who is covered by a retirement plan at work, the phase-out range remains $0 to $10,000. 

• The AGI limit for the saver’s credit (also known as the retirement savings contribution credit) for low- and 
moderate-income workers is $59,000 for married couples filing jointly, up from $57,500 in 2012; $44,250 for heads of 
household, up from $43,125; and $29,500 for married individuals filing separately and for singles, up from $28,750. 

Below are details on both the unchanged and adjusted limitations. 

Section 415 of the Internal Revenue Code provides for dollar limitations on benefits and contributions under qualified 
retirement plans. Section 415(d) requires that the Commissioner annually adjust these limits for cost-of-living increases. 
Other limitations applicable to deferred compensation plans are also affected by these adjustments under Section 415. 
Under Section 415(d), the adjustments are to be made pursuant to adjustment procedures which are similar to those used 
to adjust benefit amounts under Section 215(i)(2)(A) of the Social Security Act. 
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The limitations that are adjusted by reference to Section 415(d) generally will change for 2013 because the increase in the 
cost-of-living index met the statutory thresholds that trigger their adjustment. For example, the limitation under Section 
402(g)(1) on the exclusion for elective deferrals described in Section 402(g)(3) is increased from $17,000 to $17,500 for 
2013. This limitation affects elective deferrals to Section 401(k) plans, Section 403(b) plans and the federal government’s 
Thrift Savings Plan. 

Effective Jan. 1, 2013, the limitation on the annual benefit under a defined benefit plan under Section 415(b)(1)(A) is 
increased from $200,000 to $205,000. For a participant who separated from service before Jan. 1, 2013, the limitation for 
defined benefit plans under Section 415(b)(1)(B) is computed by multiplying the participant's compensation limitation, as 
adjusted through 2012, by 1.0170. 

The limitation for defined contribution plans under Section 415(c)(1)(A) is increased in 2013 from $50,000 to $51,000. 

The Code provides that various other dollar amounts are to be adjusted at the same time and in the same manner as the 
dollar limitation of Section 415(b)(1)(A). After taking into account the applicable rounding rules, the amounts for 2013 are 
as follows: 

The limitation under Section 402(g)(1) on the exclusion for elective deferrals described in Section 402(g)(3) is increased 
from $17,000 to $17,500. 

The annual compensation limit under Sections 401(a)(17), 404(l), 408(k)(3)(C) and 408(k)(6)(D)(ii) is increased from 
$250,000 to $255,000. 

The dollar limitation under Section 416(i)(1)(A)(i) concerning the definition of key employee in a top-heavy plan remains 
unchanged at $165,000. 

The dollar amount under Section 409(o)(1)(C)(ii) for determining the maximum account balance in an employee stock 
ownership plan subject to a 5-year distribution period is increased from $1,015,000 to $1,035,000, while the dollar amount 
used to determine the lengthening of the 5-year distribution period is increased from $200,000 to $205,000. 

The limitation used in the definition of highly compensated employee under Section 414(q)(1)(B) remains unchanged at 
$115,000. 

The dollar limitation under Section 414(v)(2)(B)(i) for catch-up contributions to an applicable employer plan other than a 
plan described in Section 401(k)(11) or Section 408(p) for individuals aged 50 or over remains unchanged at $5,500. The 
dollar limitation under Section 414(v)(2)(B)(ii) for catch-up contributions to an applicable employer plan described in 
Section 401(k)(11) or Section 408(p) for individuals aged 50 or over remains unchanged at $2,500. 

The annual compensation limitation under Section 401(a)(17) for eligible participants in certain governmental plans that, 
under the plan as in effect on July 1, 1993, allowed cost-of-living adjustments to the compensation limitation under the 
plan under Section 401(a)(17) to be taken into account, is increased from $375,000 to $380,000. 

The compensation amount under Section 408(k)(2)(C) regarding simplified employee pensions (SEPs) remains 
unchanged at $550. 

The limitation under Section 408(p)(2)(E) regarding SIMPLE retirement accounts is increased from $11,500 to $12,000. 

The limitation on deferrals under Section 457(e)(15) concerning deferred compensation plans of state and local 
governments and tax-exempt organizations is increased from $17,000 to $17,500. 

The compensation amount under Section 1.61-21(f)(5)(i) of the Income Tax Regulations concerning the definition of 
“control employee” for fringe benefit valuation purposes remains unchanged at $100,000. The compensation amount 
under Section 1.61-21(f)(5)(iii) remains unchanged at $205,000. 

The Code also provides that several pension-related amounts are to be adjusted using the cost-of-living adjustment under 
Section 1(f)(3). After taking the applicable rounding rules into account, the amounts for 2013 are as follows: 
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The adjusted gross income limitation under Section 25B(b)(1)(A) for determining the retirement savings contribution credit 
for married taxpayers filing a joint return is increased from $34,500 to $35,500; the limitation under Section 25B(b)(1)(B) is 
increased from $37,500 to $38,500; and the limitation under Sections 25B(b)(1)(C) and 25B(b)(1)(D), is increased from 
$57,500 to $59,000. 

The adjusted gross income limitation under Section 25B(b)(1)(A) for determining the retirement savings contribution credit 
for taxpayers filing as head of household is increased from $25,875 to $26,625; the limitation under Section 25B(b)(1)(B) 
is increased from $28,125 to $28,875; and the limitation under Sections 25B(b)(1)(C) and 25B(b)(1)(D), is increased from 
$43,125 to $44,250. 

The adjusted gross income limitation under Section 25B(b)(1)(A) for determining the retirement savings contribution credit 
for all other taxpayers is increased from $17,250 to $17,750; the limitation under Section 25B(b)(1)(B) is increased from 
$18,750 to $19,250; and the limitation under Sections 25B(b)(1)(C) and 25B(b)(1)(D), is increased from $28,750 to 
$29,500. 

The deductible amount under Section 219(b)(5)(A) for an individual making qualified retirement contributions is increased 
from $5,000 to $5,500. 

The applicable dollar amount under Section 219(g)(3)(B)(i) for determining the deductible amount of an IRA contribution 
for taxpayers who are active participants filing a joint return or as a qualifying widow(er) is increased from $92,000 to 
$95,000. The applicable dollar amount under Section 219(g)(3)(B)(ii) for all other taxpayers (other than married taxpayers 
filing separate returns) is increased from $58,000 to $59,000. The applicable dollar amount under Section 219(g)(7)(A) for 
a taxpayer who is not an active participant but whose spouse is an active participant is increased from $173,000 to 
$178,000. 

The adjusted gross income limitation under Section 408A(c)(3)(B)(ii)(I) for determining the maximum Roth IRA 
contribution for married taxpayers filing a joint return or for taxpayers filing as a qualifying widow(er) is increased from 
$173,000 to $178,000. The adjusted gross income limitation under Section 408A(c)(3)(B)(ii)(II) for all other taxpayers 
(other than married taxpayers filing separate returns) is increased from $110,000 to $112,000. 

The dollar amount under Section 430(c)(7)(D)(i)(II) used to determine excess employee compensation with respect to a 
single-employer defined benefit pension plan for which the special election under Section 430(c)(2)(D) has been made is 
increased from $1,039,000 to $1,066,000. 
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