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For many small business owners, the key retirement plan decision is not what type of plan to adopt, 

but where the 401 (k) plan funds should be invested. While 401 (k) plans are the overwhelmingly 

popular plan of choice for employers, consider that alternative plan design options are available to 

maximize benefits for company owners with both 401 (k) plans and other types of qualified retirement 

plans. 

Some employers simply shun plan adoption when there is insufficient interest in contributing to the 

plans by non-highly compensated employees ("NHCEs"). Statutory non-discrimination tests limit the 

amounts that each highly compensated employee ("HCE") can contribute to a 401 (k) plan based on the 

contributions made by the NHCEs. These non-discrimination requirements can be easily circumvented 

through the use of statutory safe harbors. Safe harbor 401 (k) plans involve an employer contributing a 

specified amount to the plan to enable the owners and other company employees falling into the HCE 

classification to contribute as much as they choose to the plan. These contributions are, however, 

subject to the statutory limits on annual 401 (k) contributions to the plan - currently $20,500 plus an 

additional $6,500 for employees who have attained age 50. 

For small companies with NHCEs collectively making insignificant elective deferrals or 401 (k) 

contributions which thereby limit the plan contributions HCEs can make, the most effective safe 

harbor is an employer nonelective contribution of 3 percent of compensation. An employer who 

makes a fully vested contribution to the plan of 3 percent of compensation for each NHCE frees the 

plan of the 401 (k) statutory nondiscrimination test and permits HCEs to maximize their elective 

deferrals. The benefits do not stop there. Once the 3 percent contribution is made for the NHCEs, the 

plan will be deemed to have satisfied another statutory test, the plan top heavy test, which generally 

requires contributions to be made to the plan for NHCEs where a significant portion of the plan 

benefits are held in the accounts of the HCEs. That same 3 percent safe harbor contribution can also 

be treated as a profit-sharing contribution, allowing an employer to make discretionary profit-sharing 

contributions to the plan. While many employers are not anxious to contribute funds to plans for the 

benefit of their employees, a properly designed plan will permit the additional profit-sharing 

contributions to inure largely to the benefit of the ownership group. 

A good rule of thumb is to compare the aggregate contribution which an employer makes to the plan 

for non-owner employees to what the employer would pay in taxes without making the contribution. 

Assume, for example, an employer contributes $100,000 to a plan of which $40,000 is allocated to the 

accounts of the non-owner employees. For an employer in a 40 percent combined federal and state 

income tax bracket, the employer who does not contribute to the plan will retain $60,000 after taxes. 






