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ABSTRACT
In this paper we illustrate that, with careful planning, the small business employee can count on receiving retirement benefits that equal or exceed the employee’s earned income during his/her working years.  The unique distribution formula for social security benefits combined with a 401(k) savings plan supported by the small business owner makes this goal readily achievable at a minimal cost to the employee and the small business owner.  Therefore, the small business owner can compete, on a comparative basis, with the much more expensive retirement plans of the large employer.  For this purpose, the necessary ingredient for success is an education program that informs all parties as to the benefits that are available and how to make wise savings and retirement decisions.

INTRODUCTION

Providing employees with adequate retirement income, upon reaching old age, has been a social goal since the first half of the 20th century.  Indeed, the federal government became involved with providing retirement benefits to employees with the passage of the Social Security Act of 1935.   While the Social Security System was expanded in 1951 to also include self employed individuals, the scope of this paper is limited to its’ effect on employees.  Because the social security benefits were considered only as a supplement to other sources of retirement income, many large organizations also provided retirement benefits in the form of defined benefit pension plans that promised substantial benefits to be received far off in the future. Today, as our population has aged, we find that those defined benefit plans have become an extremely costly expense to many large companies, especially in the manufacturing industries; examples, include General Motors, Ford, etc.  Therefore, many organizations are abandoning the defined benefit plans in favor of less costly plans, usually in the form of some sort of a defined current contribution instead of a defined future benefit.  The federal government currently supports employers’ defined contribution plans with tax benefits under sections 401(k) and 403(b) of the Internal Revenue Code (IRC).

Fortunately, for small business owners, the benefit structure of the social security system combined with the strategic use of contributions under IRC 401(k) can allow a small business owner to provide employees with a substantial retirement income when compared to their average lifetime earned income.  In fact, with careful planning, the annual retirement income can be greater than the employee’s wages during his/her working years.  Careful planning, of course, requires that not only does the employer understand how the social security system works and the benefits of 401(k) investments but, also, that this information is carefully explained to employees so that they can make wise informed decisions in order to take full advantages of the benefits available.  For this purpose, striving to maintain an open friendly and cooperative relationship between employees and owners can greatly enhance benefits for both parties.

The benefit to the small business employer would come from having a more satisfied group of employees.  Being satisfied with the prospect of adequate future retirement income should enhance employee productivity, limit turnover, and also retain skilled trained employees who might have been lost to early retirement due to decisions made from faulty information.
UNTILIZING A 401K PLAN TO SUPPLEMNT RETIREMENT INCOME

IRC section 401(k) permits business owners to implement a plan whereby employees can instruct the employee to withhold pretax dollars and invest them to provide future retirement income.  Employers are allowed, but not required, to match part or all of the employees’ contributions.  Because these amounts, and the income accruing in the funds, are not currently taxable to the employees they will, most likely, be considered taxable income when the employees’ retire.  However, because the contributions and the earnings are not currently taxed, relatively small contributions can bring the low and middle income worker’s retirement income up to 100 percent of the worker’s final annual wages.  Table I estimates the contributions necessary for low, middle and maximum income workers.

TABLE I

Estimated 401(k) Matching Contributions Necessary to Increase 

Retirement Income To 100 Percent of Final Annual Wages

(Assumes Retirement at age 67)

                                                 Minimum Wage    Middle Income      Maximum Income                                              

                                                       Worker                  Worker                  Worker
Final Annual Earnings                    $14,500                  $45,348                 $90,000

Less: Social Security Benefit             9,000                    18,875                   25.572
Required 401(k) Benefit                  $5,500                   $26,473                 $64,428
Annual 401(k) Contribution
          $   760                   $   3,654                $   8,890  

                                                       ======                  =======             =======

Employee’s Contribution              $   380                  $    1,827                $   4,445

Business Owner’s Contribution
   $    380                  $    1,827               $    4,445   

As shown above, the small business owner can help even the middle income worker achieve a retirement income equal to 100 percent of final annual earnings, at a cost of less than $2,000 a year, without considering any spousal benefits.  Therefore, a retired worker’s family income with the 50 percent spousal benefit would be substantially higher than the final annual earnings.  Additionally, the worker would not have to pay social security taxes on this income, which would make the total benefit even more valuable.      

� We assumed the contribution will be made each year for 35 years, earning 5 percent, and the withdrawals will continue from age 67 to age 87.


� Employers may match employee contributions up to a limit of 6 percent of compensation.  This employer contribution is not included in the employee’s annual contribution limit.
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