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There is no such thing as a free lunch. 
There is no such thing as free advice. 
The more years I spend in the retire-

ment plan business; I know that there is no 
such thing as a free retirement plan. When 
I speak of “free” retirement plans, I’m not 
talking about those 401(k) plans that large 
insurance company providers swore was 
free before fee disclosure regulation made 
that “free” plan costly. I’m 
talking about those retire-
ment plans that are geared 
for small businesses like a 
SEP-IRA or a SIMPLE-IRA. 
While these plans are great 
options for small businesses, 
there is a cost for them even 
though they are “free”. This 
article is about the costs 
and caveats for these small 
business retirement plans.  

There is always a trade off
Whether a plan spon-

sor adopts a small business 
retirement plan or even a 
qualified plan such as a 
401(k), there is always a 
trade off. In order to take 
advantage of tax deferred 
retirement savings for plan 
participants and tax deduc-
tions for businesses for mak-
ing employer contributions, 
there are certain compliance 
rules that plan sponsors must 
abide by to get that pre-
ferred tax treatment. Small 
business plans offer ad-
vantages over qualified plans such as al-
most no administrative costs, but there is 
a trade off that we will certainly explain.

The notion of a “free” plan
Small business plans such as a Simplified 

Employee Pension Individual Retirement 
Arrangement (SEP IRA) or Savings Incen-
tive Match Plan for Employees Individual 

Retirement Account (SIMPLE IRA) are 
free in the point that there is no adminis-
trative expense, almost no compliance, no 
Form 5500 to file, and the controlling plan 
document is given away for free by the 
custodian (usually a mutual fund company 
or brokerage firm) that offers it. The prob-
lem is that there is a cost for this free plan. 

SEP-IRA
A SEP IRA is an Individual Retirement 

Account arrangement adopted by business 
owners to provide retirement benefits for 
the business owners and their employees. 
There are no significant administration 
costs for self-employed person with no 
employees. If the self-employed person 
does have employees, all employees must 

receive the same benefits under this plan. 
Since SEP accounts are treated as IRAs, 
funds can be invested the same way as 
any other IRA. The deadline for establish-
ing the plan and making contributions is 
the filing deadline for the employer’s tax 
return, including extensions. The strictest 
conditions for an employee to be eligible 
are as follows. The employee must: be at 

least 21 years of age; have 
worked for the employer for 
at least three of the previ-
ous five years; and have re-
ceived at least $550 in com-
pensation for the tax year

SIMPLE-IRA
A SIMPLE IRA, like a SEP 

is a type of IRA that is set 
up as an employer-provided 
plan. The plan requires a cer-
tain minimum contribution 
from the employer, but an 
employee does not have to 
make his or her own contri-
butions. The employer may 
either match the contribu-
tions of employees dollar 
for dollar up to 3% of the 
employee’s compensation or 
the employer may contribute 
a flat 2% of compensation 
for each employee with at 
least $5,000 in compensa-
tion for the year, regardless 
of the amount the employee 
contributes. Unlike a SEP-
IRA, a participant under a 
SIMPLE IRA can defer up 

to $12,500 for 2015. A catch-up provision 
is available for participants over the age of 
50. The extra catch-up contribution allowed 
is $3,000 for 2015. The SIMPLE plan can 
actually be funded as an IRA or a 401(k). 
However it makes no sense to have a SIM-
PLE 401(k), since the lower contribution 
limits of the SIMPLE are required, as there 
is administrative costs with having a 401(k) 



The 
Rosenbaum 

Law FiRm P.C.

Copyright, 2015. The Rosenbaum Law Firm P.C. 
All rights reserved.

Attorney Advertising. Prior results do not 
guarantee similar outcome.

The Rosenbaum Law Firm P.C.
734 Franklin Avenue, Suite 302
Garden City, New York 11530

(516) 594-1557

http://www.therosenbaumlawfirm.com
Follow us on Twitter @rosenbaumlaw

such as filing a 5500. 

Problem #1: No spe-
cial features

The beauty of quali-
fied retirement plans is 
the ability to allow fea-
tures to suit the needs 
of the plan sponsor. 
The flexibility is need-
ed because employers 
have different demo-
graphic and financial 
needs. The problem is 
that these small plans 
have no flexibility. If 
an employer has union 
employees, SEPs and 
SIMPLE-IRAs would 
require these employ-
ees to be covered even 
though any quali-
fied plan would allow 
the plan sponsor to 
make them ineligible 
as plan participants. 
SEPs and SIMPLE 
IRAs also don’t allow 
plan loans or hard-
ship distributions 
that participants may 
need during times of financial stress. 

Problem #2: Uniform and Maybe Re-
quired Employer Contributions

There are two problems with employer 
contributions with these smaller plans: one 
is uniformity and the other is mandatory. 
When it comes to retirement plan design, 
there are features that allow for a disparity 
in contributions between highly paid em-
ployees and lower paid employees where 
highly paid employees can get a higher 
rate of contribution. This can be through a 
contribution based on the Social Security 
Wage Base, age, or a cross tested allocation 
where participants are split into groups and 
each group can get a different allocation. 
The problem is that SEP-IRAs and SIM-
PLE-IRAs require that all contributions are 
uniform across the board, based on the same 
percentage of compensation. Another prob-
lem is that SIMPLE-IRAs has a required 
contribution, which a plan sponsor may not 
have to make with a larger, qualified plan. 

Problem #3: Zero Help
They say that you get what you pay 

for and that is often the case when a plan 
sponsor adopts one of these “free” plans. 

Since the plans require little or no admin-
istration, there is very little administration 
help that these plan custodians would pro-
vide because administration help does cost 
money. In addition, plan sponsors aren’t 
likely to get any financial guidance since 
both SEPs and SIMPLEs are IRA products 
and participants would have to fend for 
themselves. While the fiduciary liability 
of setting these plans up are far less than 
a qualified plan, a lack of financial guid-
ance to plan participants will likely mean 
less retirement savings because partici-
pants who get financial guidance have a 
far higher rate of return than those who 
don’t. Plan sponsors usually have lit-
tle knowledge on how retirement plans 
work, so having no help endangers them. 

Problem #4: They Still Can Be Compli-
ance Headaches

Why does the IRS have SEP Fix-it guide? 
It’s not because they aren’t going to have 
any compliance errors. Even though SEP-
IRAs and SIMPLE-IRAs require very little 
plan administration, they still can have 
compliance errors especially because there 
is no third party administrator in charge 
of compliance issues. Failing to include 
eligible employees and related employ-

ers as well as making 
non-uniform contri-
butions are just some 
of the errors that can 
occur because plan 
sponsors are in con-
trol of compliance. 
Excess contributions 
and failing to have an 
updated plan docu-
ment are other errors 
that happen because 
there is no TPA look-
ing things over. Again, 
you get what you pay 
for. Using these free 
small business plans 
can end up with costly 
compliance headaches.

Problem #5: Smaller 
deferral limit in 
SIMPLE-IRA

Unlike a SEP-IRA, 
the Simple plan allows 
for employee deferrals 
like a 401(k) does. The 
problem is that the de-
ferral limits are lower 
than what a 401(k) can 
offer. As stated before, 

the deferral limit for a SIMPLE is $12,500 
and $3,000 catch-up. For the 401(k) plan, 
the deferral limits for 2015 is $18,000 and 
the catch-up limit is $6,000. That means a 
participant over 50 can defer $24,000 in a 
401(k) plan, but could only defer $15,500 
if the employer offered a SIMPLE plan 
instead. That’s a big difference.


