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Retirement
Planning
Made Simple
by Konstantin Litovsky and Chris Cuadros

One of the biggest quandaries dentists
face is how to decide on a retirement
savings plan for themselves and their
employees. Two of the most common
plans used by small practices are SIMPLE
IRA and Safe Harbor 401(k) with profit
sharing. Practice owners often ask us
which they should use, but the answer is
not always obvious.
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Often, owners opt for a SIMPLE IRA,
only because there are no administrative
costs associated with operating this plan.
In some cases this can be a big mistake,
especially if you have the ability to contribute significantly more to a 401(k) plan.
While it is true that SIMPLE has no
administrative cost, the biggest cost of
using SIMPLE vs. a 401(k) is the income
tax on the money that could be contributed to a 401(k) instead. For those in the
highest tax brackets, this cost can be as
high as 50 percent.
What are the advantages and disadvantages of SIMPLE IRA vs. the 401(k)
plan, and how can you make an informed
decision on selecting the best type of plan
for your practice?

Breaking down the differences

SIMPLE IRA is easy to set up and
terminate, and it can be opened at a discount brokerage such as Vanguard so you
can have access to high-quality, low-cost

investments. No third-party administrator
(TPA) is required—operating a SIMPLE
IRA is relatively straightforward and can
be done by the practice owner without
much assistance.1
The 401(k) with profit sharing requires
the services of a TPA, so there is an added
administrative cost and higher complexity compared with SIMPLE. However,
a 401(k) with profit sharing allows for a
significantly larger contribution (Fig. 1).

SIMPLE IRA vs. 401(k)
rules of thumb

There is a good rule of thumb that
can help you determine which plan might
work better for you.
A SIMPLE IRA might be a better
plan for your practice if (together with
your spouse) you can contribute less than
$40,000 a year and/or the cost of 401(k)
employer contributions is high (with less
than 70 percent of plan contributions
going to the owner and spouse).

Fig. 1

Safe Harbor 401(k) with Profit Sharing

SIMPLE IRA

Employers who can provide
this option

Any business with one or more non-spouse employees.

Any business with 100 or fewer employees that doesn’t
currently maintain any other retirement plan.

Employer contribution

Safe Harbor Match Option 1: Match up to 4 percent of
each employee’s compensation.

Option 1: Match up to 3 percent of each employee’s compensation or $12,500, whichever is less.

Safe Harbor Match Option 2: Contribute 3 percent of each
eligible employee’s compensation.

Option 2: Contribute 2 percent of each eligible employee’s
compensation up to $5,300.

Profit Sharing: Up to 25 percent of compensation.

Participant contribution limits
Under age 50

$18,000

$12,500

Age 50 and above

$24,000 (including $6,000 catch-up contribution)

$15,500 (including $3,000 catch-up contribution)

Maximum plan contribution

$53,000 ($59,000 if age 50 or older)

$25,000 ($28,000 if age 50 or older)

Salary (W2) to maximize plan
contribution

$175,000 to $265,000

$417,000 (at $265,000 maximum contribution is $20,000)

Summary of key provisions for SIMPLE IRA and Safe Harbor 401(k) with profit sharing. “Safe Harbor” refers to the matching formula used by this type of plan.

Fig. 2

Salary

Age

Marginal tax bracket (federal + state)

Owner

$265,000

49 or less

40 percent

Spouse

$20,000

49 or less

40 percent

Employees (5)

$200,000

Younger than owner*

-

A dental practice with the owner, spouse and five employees. The following table, Fig 3, has a side-by-side comparison of SIMPLE and the 401(k) with profit
sharing for this practice.
*When employees are significantly older than the owner, the profit sharing plan design might not be viable.
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SIMPLE IRA can be a great startup plan, but eventually
your practice will need a 401(k) plan, as those in the
highest tax brackets can benefit significantly from
making higher 401(k) contributions, which translate
into larger retirement savings.

On the other hand, a 401(k) with profit
sharing might be a better plan if (together
with your spouse) you can contribute close
to the plan maximum (approximately
$73,000 if both you and your spouse are
under 50) and your 401(k) employer contribution is reasonable (with more than 70
percent of plan contributions going to the
owner and spouse).

The decision can be straightforward
if you fall into either extreme, but what
if you are somewhere in the middle?
What if you can contribute the maximum, but your employer contribution
expenses are relatively high? For those
in the highest tax brackets, higher plan
expenses might still justify selecting the
401(k) over SIMPLE.
What you’d need to do first is to get
a plan design illustration from the TPA
that takes into account your practice
demographics to see what your potential
plan contributions and expenses would
be. Once you have an illustration, your
retirement plan adviser should do a 401(k)
vs. SIMPLE side-by-side analysis that
takes into account your specific situation
so that you can select the right plan for
your practice.

Fig. 3

SIMPLE IRA

Safe Harbor 401(k) with Profit Sharing

Maximum salary deferral

$12,500

$18,000

Employer contribution

Owners: matching of up to 3 percent.
Employees: matching of up to 3 percent, nothing if employees don’t participate.

Owners: up to 25 percent, not to exceed $53,000 (including
salary deferral).
Employees: 5 percent to 14 percent matching with profit
sharing, depending on plan design.

Total contribution, owner +
spouse

$12,500 x 2 + 3% x $280,000 = $33,400

$53,000 (owner) + $20,000 (spouse) = $73,000

Total contribution, employer

If employees don’t participate, the cost to owner is $0. If
all employees contribute 3 percent, the cost to owner is
$6,000.

Depends on plan design/practice demographics. If the match
with profit sharing is 7.5 percent, cost to owner is $15,000.

Administrative cost
(no asset-based fees)*

None

Pooled plan:4 $1,350
Participant-directed plan: $3,000

Plan metrics

Percent contribution to owners: 85 percent
Annual tax savings (net of expenses): $10,960

Percent contribution to owners: 83 percent
Annual tax savings (net of expenses): $22,660

*Many bundled plans have low fixed administrative fees and high asset-based fees, which can be very costly to small-practice owners. Administrative costs shown here are actual prices from two TPAs who do not charge any asset-based fees.

SIMPLE IRA vs. Safe Harbor 401(k) with profit sharing for the dental practice in Fig. 2.

Fig. 4
Annual contribution
Compounded contributions
Income tax paid
Expenses (after tax deduction)

401(k)

SIMPLE IRA

After-tax

Total

$73,000

$33,400

$39,600

$73,000

$4,245,416

$1,942,423

$2,302,993

$4,245,416

$0

$0

$396,000

$396,000

$245,250

$90,000

-

$90,000

-

-

$135,570

$135,570

$245,250

$90,000

$531,570

$621,570

$4,000,166

$1,852,423

$1,771,423

$3,623,846

Dividend/Interest taxes
Net expenses
Net return

$4M

$3.6M

10% {
Aftertax

SIMPLE
IRA
401(k)

SIMPLE IRA+
After-tax

Safe Harbor 401(k) with profit sharing vs. SIMPLE IRA + after-tax comparison over 25 years with a 6 percent investment return.
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Continued from p. 80

SIMPLE vs. 401(k) example

The biggest downside of SIMPLE
is that it has a lower contribution limit
than the 401(k) plan. When you are just
starting your own practice and have a
significant amount of student and practice debt, SIMPLE might be a perfect
plan for you. However, when your debt
is mostly paid out and your practice
profits grow, so does your highest marginal tax bracket.
For many dentists, some of their
income might fall into the highest federal and state tax brackets, 39.6 percent
for federal and as high as 13 percent for
state (if you are in CA). Thus the cost of
keeping your money after-tax might be as
high as 50 percent, so the key to successful
tax planning will be to shelter as much of
your highest tax-bracket income as possible, which can be accomplished with an
appropriately designed 401(k) plan.
Some dentists might even want to go
an extra step and set up a Cash Balance
plan together with the 401(k), to shelter
even more of their income from taxes.2
As an example, let’s consider a typical
small practice with an owner, a spouse and
five employees as shown in Fig. 2 (p. 79).
Whether your spouse is working elsewhere
or not, you can (and should) hire your
spouse, provided that the numbers make

Annual Cost Comparison

Fig. 5

Compounded

$10,000

$4.8M
33%

$25,000

Aftertax

$15,000
Aftertax

401 (k)

SIMPLE IRA+
After-tax

401 (k) +
After-tax

Safe Harbor 401(k) with opportunity cost (After-tax) vs. SIMPLE IRA + After-tax.
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Aftertax
SIMPLE
IRA

SIMPLE
IRA
401 (k)

$3.6M

SIMPLE IRA+
After-tax

sense—this can potentially give you tax
and income benefits.3
While the 401(k) employer contribution for a small practice can be lower
than shown in Fig. 3 (p.80), it can also
be higher for a larger practice with more
employees and partners. However, if the
practice has several partners, employer
contribution expenses will be shared
among the partners, so per-owner expense
for a large practice can be lower than for
a smaller one. Many smaller practices
with only two to four employees can have
significantly lower employer contributions
than shown in Fig. 3.
If employees do not participate in a
SIMPLE IRA, the owner does not have
to match their contribution, and if they
do, the owner will have to pay them a 3
percent match. Similarly, there is a 401(k)
plan design that uses only matching—
rather than profit sharing—that works
the same way: employees get a match
only if they participate, and get nothing
if they don’t.
Even though the cost of having a
401(k) plan for this practice is higher
than the cost of a SIMPLE, a 401(k) plan
can provide the owner the means to save
significantly more money for retirement
while lowering his or her tax liability.

SIMPLE vs. 401(k):
Long-term analysis

One may ask the following question:
“If I use a SIMPLE IRA and invest the
rest after-tax, how would this approach
compare to using a 401(k)?”
For the example in Fig. 3, let’s assume
that the $73,000 is invested in a 401(k)
and another $73,000 is split between the
SIMPLE IRA and an after-tax brokerage
account. The investment returns are
assumed to be the same (6 percent) in
all accounts and the investment will be
made over a 25-year period. Let’s compare
the two approaches to see which one will
result in more savings.
After 25 years, you will have about
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10 percent more money in the 401(k)—
about $4 million vs. $3.6 million for
the SIMPLE plus after-tax as shown
in Fig. 4 (p.80). At first glance it may
appear that these strategies are not that
far apart.
However, net expenses for the
SIMPLE plus after-tax are significantly
higher, primarily because of the cost of
paying income taxes, and this extra cost
will be taken from the savings. If we
would like to invest the same amount
of money in both strategies, we need
to make sure that the cost difference is
included in this analysis.
If the cost difference is invested (aftertax) using a 6 percent return, the resulting
opportunity cost can be significant over
time, so to make both sides equal, this
compounded cost difference should be
added to the 401(k) side.

When you are just starting your own practice and have a
significant amount of student and practice debt, SIMPLE
might be a perfect plan for you. However, when your
debt is mostly paid out and your practice profits grow,
so does your highest marginal tax bracket.
The SIMPLE plus after-tax strategy
has an annual expense that is about
$15,000 higher, and when we compound
this amount over 25 years, it will grow to
$820,000 (net of dividend/interest taxes),
so the savings with the 401(k) with the
compounded cost difference (invested
after-tax) will be $4.8 million vs. $3.6
million for SIMPLE with the after-tax
account, or about 33 percent higher as
shown in Fig. 5 (p.82).
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A 401(k) plan design can be customized, which can
afford advantages over the SIMPLE’s standard
design. For example, you can exclude some highly
compensated employees from a 401(k), but you can’t
do that with SIMPLE.
If no after-tax investments are made
outside of the SIMPLE IRA, the increase
in retirement savings with the 401(k) over
25 years will double to about 116 percent
vs. the SIMPLE IRA ($4 million vs. $1.85
million), making the 401(k) a clear winner
if the goal is to accumulate the most money.

Summary

SIMPLE IRA can be a great startup plan,
but eventually your practice will need a 401(k)
plan, as those in the highest tax brackets can
benefit significantly from making higher
401(k) contributions, which translate into
larger retirement savings. There are a number
of other reasons why a 401(k) plan might
work better for some practices.
A 401(k) plan design can be customized, which can afford advantages over the
SIMPLE’s standard design. For example,
you can exclude some highly compensated employees from a 401(k), but you
can’t do that with SIMPLE. If you hire a
highly paid associate, he or she will have
to participate in a SIMPLE, but he or she
can be excluded from participating in a
401(k) plan. A SIMPLE IRA has a single
hard-coded design, while your 401(k) plan

can be custom-designed to minimize your
employer contribution while maximizing
your own.
The 401(k) will also give you the
ability to make backdoor Roth contributions, Roth salary deferrals, or in-plan
Roth conversions, and accept incoming
rollovers—none of which are allowed
with the SIMPLE IRA plan. If you are
50 or older, a 401(k) also allows a $6,000
catch-up contribution, while a SIMPLE’s
catch-up is only $3,000. If you are not an
expert at investment management, a 401(k)
can be a great platform through which you
can get personalized investment management advice and services from an ERISA
(Employee Retirement Income Security
Act) 3(38) fiduciary adviser.5
Both SIMPLE IRA and 401(k) have a
number of advantages and disadvantages,
and without a complete analysis it can be
difficult to decide which one would be better for a specific practice (unless you happen
to fit neatly into the examples discussed
above). To make the right decision, you
will need to do an accurate cost vs. benefit
analysis, which includes a 401(k) plan
design study and side-by-side comparison of
the best 401(k) plan design with a SIMPLE
IRA for your specific situation. ■
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What benefits have you chosen for your practice? Comment on this article online at Dentaltown.com/magazine.aspx
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