
THIS ISN’T YOUR FATHER’S 401(K) 
 

No longer a benefit offered exclusively by large corporations, 401(k) plans offer value to growing 

companies of any size 

 

Anyone who has slaved away at a ‘big’ corporation has heard a sales pitch for the company’s 401(k) 

plan.  When first sanctioned in 1981, the relatively high administrative costs of 401(k) plans limited their 

access – only large organizations could afford them.  Today, however, new, simplified 401(k) plans have 

reduced reporting requirements, and technology has lowered management costs.  401(k) plans have 

become the most popular retirement savings program.  Every one of the Fortune 1000 companies offer 

a 401(k) plan to employees as do most companies with more than 100 employees. 

 

 
Compiled from data provided by Investment Company Institute and the U.S. Department of Labor 

 

The mutual fund industry drove the growth of 401(k) plans.  After passage of the enabling legislation, 

mutual fund brokers were quick to market with complete, pre-packaged retirement plan solutions that 

shifted most of the plan’s administration costs from the employer to the employee in the form of 12(b) 

and other hidden fund management fees.  For companies with enough employees, offering a 

comprehensive 401(k) plan through the funds brokers became cost effective.  It took Congress 20 more 

years to pass less complicated solutions that could be managed by a small- or mid-sized business (SMB).     

 

The dominance of the 401(k) market by large mutual fund companies has distorted most people’s 

understanding of the plans.  If asked to define a 401(k) plan, most small business owners will describe 

one of those Big Corporation programs managed by a large mutual fund company.  Not surprisingly, 

many of those owners also believe that such a plan would be more than their small business or 

professional practice requires.  The result is that many small to mid-sized businesses fail to consider 

401(k) plans when choosing a retirement benefit for their employees. 
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In fact, Congress passed legislation in 2006 that expands access to 401(k) plans and, for the first time, 

actually encourages their use by any company.  Today, 401(k) plans are simple, cost-effective, and still 

powerful retirement plans that are perfect for organizations of any size and for organizations as they 

grow in size, such as a successful small business.    

 

WHAT IS A 401(K) PLAN, REALLY? 
 

Most people know the basics:  401(k) plans are a retirement and profit-sharing benefit that businesses 

can offer employees.   Employees can have contributions deducted from the paycheck and the money 

grows tax-free in the 401(k) account until retirement or early withdrawal.   While the plans’ high 

contribution rates are, understandably, very popular with highly-paid employees (HPEs) who are able to 

save more, Congress and the IRS did not set out to only reward high-earners.   

 

Congress designed 401(k) plans to incentivize companies to offer better retirement plans for all 

employees.  That is accomplished by tying the allowable contribution rate for HPEs to the overall 

participation and contribution rates of all employees.  If most workers are excluded from the plan or are 

only able to make small contributions, then HPEs as well are limited in the amount of contributions or 

matching funds they can receive.  Much of the high administrative costs of 401(k) plans involve the non-

discrimination and “top-heavy” testing required to calculate and justify appropriate contribution rates.  

Non-HPEs are also protected by limitations on vesting periods that prevent an unreasonable delay in 

gaining access to the company’s matching contributions. 

 

On the other hand, the newer, streamlined 401(k) plans created for SMBs replace the compliance 

testing requirements with other measures that ensure the fair treatment of all employees.  In the case 

of a Solo 401(k), only the company’s owners can participate in the plan so there are no top-heavy 

concerns; however, in the SIMPLE 401(k) and Safe Harbor 401(k) plans, for example, employer 

contributions immediately vest to protect non-HPE employees.    

 

THE BEST RETIREMENT PLAN FOR SMALL BUSINESSES IS THE BEST PLAN FOR ALL BUSINESSES 
 

There are no shortages of retirement options for the small business owner or professional practice.  

Which one is best for any company depends on its unique circumstances, but for most businesses, one 

of the 401(k) plans is usually the best option.  Here are benefits available from one or more 401(k) plans 

that are particularly beneficial for SMBs: 

401(k) Plan Benefits for Small and Mid-sized Businesses 

Tax Advantages 
With the Roth feature, employees can contribute pre- or post-tax earnings.  Savings 
accumulate tax-free.  Taxes are paid at the rates in effect at withdrawal. 

Highest Defined 
Contribution Allowed 

Employees can contribute up to $17,000 per year, or combined with employer 
matching contributions, $50,000 per year.  Only profit sharing plans and defined 
benefit plans allow companies to save more. 



 

Defined Contribution Plans 

 

Traditional 401(k) 

This is the standard plan adopted by most large and mid-sized companies.  It allows both employer and 

employee contributions although both are optional.  The maximum employee contribution is currently 

$17,000 per year.  Employers can match contributions up to a combined total of $50,000 per year.  

There is a “catch-up” provision for workers over 50 years of age. 

 

Advantages – no other defined contribution retirement plan allows a higher annual contribution.  Also, 

the provision allowing a vesting period for company contributions is good for companies with high 

employee turnover.  To an extent, the employer can also determine when employees can make early 

withdrawals from the traditional 401(k).    

 
Disadvantages – the highest administration costs, nondiscriminatory and “top-heavy” testing 

requirements, and contribution limits are based on employee participation. 

 

Simple 401(k) 

This plan is limited to companies with fewer than 100 eligible employees, but few employers use it since 

its main advantages can be more easily attained with either a SIMPLE IRA or Safe Harbor 401(k) plan.  It 

has the mandatory employer match feature with immediate vesting that eliminates much of the cost for 

administration and compliance testing found in the Traditional 401(k) plan.  The plan can limit employer 

contributions to those employees who defer salary in the plan as well, otherwise, contributions must be 

made for all eligible employees.    

 
Advantages – easy and inexpensive to administer 
 
Disadvantages – mandatory employer contributions that are immediately vested.  Lower salary deferral 
limit.  Lower catch-up provision.  Not as easy as the SIMPLE IRA and it limits the number of employees 
unlike the Safe Harbor 401(k) plans.  
 

Solo or Individual 401(k) 

 

Vesting Schedules 
Allowed 

Company contributions for each employee can vest immediately or according to a 
schedule over several years. 

Flexible Investment 
Options 

Almost any legal investment with an ascertainable value is allowed by the IRS, 
although many plans offer a limited number of investments.  Savers allocate funds to 
different investments as they choose. 

Portability 
Transfer your savings to another 401(k) when you change jobs or to your own IRA 
without penalty. 

Loans and Hardship 
Withdrawals 

Depending on the plan, savers can take out loans from their 401(k) account or 
withdraw money for specific hardships. 



This is essentially a traditional 401(k) for businesses without qualifying employees, i.e., a sole 

proprietorship or business partnership.  Without employees, there are no means testing or reporting 

requirements and no need for a vesting period. 

 
Advantages – easy and inexpensive to administer 
 
Disadvantages – the business cannot have employees; and without employees, there may be options 

that allow a business owner to shelter more money, such as a defined benefit or profit sharing plan. 

 

Safe Harbor 401(k) 

Similar to a traditional 401(k) plan, but it provides for employer contributions that are immediately fully 

vested.  Employer contributions can match contributions by employees who defer salary or be given to 

all eligible employees. This plan is not subject to the annual nondiscrimination tests that apply to 

traditional 401(k) plans. 

 
Advantages – reduced administrative costs 
 
Disadvantages – no vesting schedule; immediate vesting of employer contributions. 
 

Other Defined Contribution Plans 

 

Simplified Employee Pension IRA    

 

Only employers can contribute to SEP IRA accounts, up to 25% of compensation per year.  Contributions 

must be made for all eligible employees, and all contributions are immediately 100% vested.  Great for 

companies that want the flexibility to adjust their contributions – more in good years, less in bad.  The 

plan is easy to set up and manage and requires no special tax reporting. 

 

SIMPLE IRA 

 

This plan is also easy and inexpensive to manage, like the SEP IRA, but it also allows employees to defer 

salary into their IRAs, and annual employer contributions are mandatory.  Again, the employer must 

contribute equally for all eligible employees and contributions are immediately 100% vested.     

 

Money Purchase 

 

Employers must make annual contributions to all eligible employees at a percentage set by the plan.  

However, this type of plan allows a vesting schedule to delay employee’s access to the company 

contributions.  The plans have lost favor since regulations changed to allow profit sharing plans to 

contribute the same amount of money. 

 

Profit Sharing 

 



Employers can make any contribution to employee accounts, up to 25% of eligible salary per year, as 

long as contributions are the same for all employees.  Since the plan does not lock employers into a 

mandatory contribution rate and has the same contribution limits, it has replaced most money purchase 

plans at companies seeking an easy plan to administer that offers a vesting schedule. 

 

Defined Benefit 

 

Although the number of defined benefit plans is decreasing, that is mostly due to the plans’ 

administrative costs and higher risks.  For sole proprietors and partnerships, however, whose owners 

understand and solely bear the risks and returns, defined benefit plans can be very lucrative - employers 

can generally contribute (i.e. deduct) more than with other plans since the benefits provided are not 

based on asset returns.  The company has a fiduciary duty to adequately fund the plan with assets to 

provide those benefits; however, if assets perform poorly, the benefits must still be paid. 

 

Advantages of Non-Traditional 401(k) Plans for Small Business 

Plan Type Salary Deferral 
Maximum 

Employee/Employer 
Contribution 

Vesting Period 
Administrative 

Costs    
Compliance 

Testing 
Roth 

Contributions 

Non-Traditional 
401(k) 

Yes, up to 
$17,000 

Up to $50,000 + 
$2,500-$5,500 catch 
up 

Up to 7 years Low  No Yes 

SIMPLE IRA 

Yes, up to 
$11,500 + 
employer 
match 

Up to $50,000 + 
$2,500 catch up 

Immediate vesting Low  No No 

SEP IRA No  Up to $50,000 Immediate vesting Low  No No 

Profit Sharing No  
100% of comp up to 
$50,000 

Depends on 
eligibility 
requirements 

Moderate Yes No 

Money Purchase No  
100% of comp up to 
$50,000 

Immediate Moderate Yes No 

Defined Benefit No  
As required to fund 
benefit 

Not applicable Very high Yes No 

      

 

Strategic Advantages of 401(k) 

 

In addition to the functional advantages of 401(k) plans, they offer strategic benefits for small 

businesses as well.  The plans offer greater investment choices, including the ability to invest in yourself, 

and more easily grow with your company and with your workers as they progress in their careers.  

Consider these benefits when choosing a retirement plan. 

 

Choose Your Investments 

 



Most employees are familiar with the investment options offered by the large mutual fund brokers that 

manage many 401(k) plans.  Through those brokers, companies can offer their workers access to a wide 

variety of mutual funds, including index funds, such as those that mimic the performance of the Dow 

Jones Industrial Average or the S&P average, vertical industry funds, growth funds, “green” funds, and 

funds that invest in Small Cap or Large Cap companies and even Emerging Markets.  Typically, the plans 

will also offer money market and bond funds for investors who don’t want to be in equities. 

 

The common denominator in all those funds is the management fees paid to the broker.  Plan 

participants are sacrificing a percentage of their return on investment in return for the convenience of 

investing through the broker.  Many 401(k) participants mistakenly believe that those are, essentially, 

the only investment options available through the plans. 

 

In fact, the IRS allows retirement savers to invest in almost anything.  Rather than even try to authorize 

every legitimate investment, the agency simply lists the few things in which one can’t invest.  The catch 

is that the 401(k) administrator can limit one’s choices.  For big corporations with thousands of 

employees, that makes sense – managing hundreds of different investments would not be economically 

feasible.  However, for the small business, it is very feasible. 

 

You May Be Your Best Investment 

 

In reality, the best investment opportunities are often tied to specific information or knowledge you 

might have.  For example, you may hear of a piece of real estate that comes on the market, or of a start-

up company that you believe has a great chance for success.  In fact, you may want to open a business 

or form a partnership, or match your employees’ contributions with shares of the company.  The IRS 

allows such self-directed 401(k) investments, but most plan administrators don’t.  For small businesses, 

however, you can administer your own plan, or choose an administrator willing to manage self-directed 

accounts.  As long as workers are offered several investment options with different risk/reward designs, 

the administrator’s fiduciary responsibility is assured. 

 

Your Investment Grows as Your Company and Career Advance 

 

401(k) accounts are portable.  That means you can start, for example, with a Solo 401(k) when you begin 

as a sole proprietor, and then migrate your retirement savings to a SIMPLE or Safe Harbor 401(k) as you 

add employees, and eventually, to a Traditional 401(k) when those employees number more than 100.   

Your employees can also migrate their 401(k) accounts should they change jobs or retire, either to 

another employer’s 401(k) plan or to their own IRA. 

 

Summary 

 

Congress never intended to make 401(k) plans the exclusive domain of big corporations, and after 

underestimating the management costs of the Traditional 401(k) that effectively denied small 

businesses access to the retirement strategy, they corrected their mistake with legislation creating low-



cost, streamlined 401(k) plans suitable for companies with fewer employees.  By providing higher 

contribution rates, more investment flexibility, access to Roth contributions, and portability, 401(k) 

plans offer a tremendous solution that should be considered by companies of any size. 


