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I. INTRODUCTION
A discussion on retirement can be a difficult one to start. 
Qualified Retirement Plans have become an important 
part of the employee benefit programs offered by profes-
sional practices, but partners typically tend to focus on 
their clients rather than their retirement program. While 
retirement may indeed be years away, Qualified Retire-
ment Plans can provide practices with substantial tax 
savings today. Law firms, in particular, can use Quali-
fied Retirement Plans to maximize retirement savings 
for partners in a tax-efficient manner. Plan contributions 
are immediately tax-deductible and enjoy tax-deferred 
growth until they are withdrawn during retirement. Taxa-
tion may be further delayed by partners and employees 
alike by rolling the proceeds of the plan over to an indi-
vidual retirement account (IRA). Plan assets also have the 
unique benefit of being unreachable by creditors of the 
individual plan participants as well as creditors of the 
firm, with very few exceptions.

This article briefly discusses certain techniques law 
firms can use to maximize the substantial tax benefits of 
Qualified Retirement Plans.

II. DEFINED CONTRIBUTION PLANS
A. 401(k) Plans in General
Many law firms offer 401(k) Plans, technically known as 
Cash or Deferred Arrangements (CODAs). Employees of 
the firm, including partners, may elect to defer a portion 
of their salary or draw as a plan contribution. These con-
tributions are generally made pre-tax, where the funds 
grow and are not taxed until withdrawal at separation 
from service or retirement. Alternatively, participants 
may choose to forgo the immediate tax deferral in favor 
of after-tax contributions that grow, and may be with-
drawn, tax free (known as a Roth 401(k)).

Employees may choose to make traditional (pre-tax) 
401(k) contributions, Roth (after-tax) 401(k) contributions 
or a combination of the two – provided that the total does 
not exceed the annual Internal Revenue Service (IRS) 
limit ($18,000 for 2017). Employees who have turned age 

50 by year-end may make an additional $6,000 “catch-up” 
401(k) contribution, increasing their effective 401(k) limit 
from $18,000 to $24,000. Both the $18,000 401(k) limit and 
the $6,000 “catch-up” limit are subject to annual cost-of-
living increases. 

In general, contributions to a 401(k) Plan are subject to 
an annual nondiscrimination test, called the Actual Defer-
ral Percentage Test (ADP Test). This numerical test sepa-
rates the eligible employees into two categories – Highly 
Compensated Employees (HCEs) and Non-Highly Com-
pensated Employees (NHCEs) – and compares the aver-
age 401(k) contribution for each group. HCEs include any 
employee who (a) earned more than the compensation 
threshold for the prior year (earned more than $120,000 in 
2016 for the 2017 plan year) or (b) owned directly or by 
attribution more than 5 percent of the ownership interests 
in the employer. When the HCEs contribute, on aver-
age, significantly more than the NHCEs, the HCEs must 
receive taxable refunds of those contributions. 

B. Safe Harbor 401(k) Plans
Rather than risking potential taxable refunds each year, 
many professional employers have added a safe harbor 
component to their 401(k) plans. Safe harbor plans are 
exempt from the annual ADP Test, allowing the HCEs to 
maximize their 401(k) contributions without relying on 
significant participation by NHCEs. The sponsor of a safe 
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D. Top-Heavy Plans and Split Plan Design
As noted above, many law firms utilizing these types 
of Qualified Retirement Plan designs tend to maximize 
contributions for the partners while limiting the outlay 
for the staff. This strategy often results in the plan becom-
ing “top-heavy.” A top-heavy plan is a plan where at 
least 60 percent of the total balances belong to the firm’s 
partners. When a law firm partner wants to contribute to 
a top-heavy plan, the firm must provide all eligible active 
non-partner employees with a minimum allocation of 3 
percent of their salary. This allocation must be provided 
to non-partner HCEs and NHCEs alike. This can get 
expensive when the firm employs highly paid profes-
sionals who are not partners, like law firm associates. The 
firm is faced with the difficult decision to either make the 
top-heavy minimum contribution or exclude these asso-
ciates from the plan entirely (preventing them from even 
making their own 401(k) deferrals).

An alternate approach would be to set up a plan solely 
for the associates and any other highly paid professionals. 
The firm can then exclude them from the “primary” plan 
(the plan containing the partners and lower paid staff 
employees) and avoid the top-heavy minimum contribu-
tion for associates and highly paid staff. As long as none 
of the partners participate in this second “associates-
only” plan, no top-heavy minimum contributions would 
be required in that plan. Participants in the “associates-
only” plan are then able to make 401(k) contributions 
without any need for the firm to make any employer 
contribution on their behalf. This type of “Split Plan” 
design is very common with professional practices that 
have non-owner or non-partner highly paid employees.

Firms with a large number of employees can use a 
different type of “Split Plan” design. Plans that provide 
for employer contributions are generally required to pro-
vide a minimum contribution level for all eligible staff 
employees. As the number of staff employees increases, 
this minimum contribution level can get more and more 
expensive. While the partners may be receiving the 
maximum contribution allocation under the plan, they 
may be on the hook for a considerable cost to the staff. In 
these situations, firms have split their plan in two. Plan 1 
benefits the partners of the firm and half the eligible staff 
employees. Plan 2 also benefits the partners of the firm but 
includes the other half of the eligible staff employees. The 
result is a lower contribution level for the staff employees, 
while allowing the partners to increase their percentage of 
the total contribution. This is not a design that necessar-
ily works for all professional practices, since there are a 
number of nondiscrimination testing requirements, but it 
can be a cost-effective solution in the right circumstances.

III. DEFINED BENEFIT PLANS
A. Defined Benefit vs. Defined Contribution
Through a combination of 401(k) deferrals, employer safe 
harbor contributions and employer profit sharing contri-

harbor plan must inform its employees that the firm will 
be making a contribution on their behalf for the upcom-
ing year. This is done through an annual notice that must 
be distributed at least 30 days prior to the beginning of 
the plan year.

There are two types of Safe Harbor plans:
1. Safe Harbor Non-Elective: The employer makes 

a contribution equal to 3 percent of each eligible 
employee’s compensation for the plan year. These 
contributions are made whether or not the employ-
ee actually makes a 401(k) deferral for the year. The 
Plan may provide that the 3 percent contribution 
is allocated to all eligible employees or to eligible 
NHCEs only. 

2. Safe Harbor Match: The employer makes a match-
ing contribution, generally equal to (a) 100 percent 
of the employee’s first 3 percent of compensation 
contributed as a 401(k) deferral, plus (b) 50 percent 
of the employee’s next 2 percent of compensation 
contributed as a 401(k) deferral. This contribution 
ends up capping out at 4 percent when the employ-
ee’s 401(k) deferral is at least 5 percent of their 
compensation for the year. Unlike the Safe Harbor 
Non-Elective contribution, an employee must make 
a 401(k) contribution to be eligible to receive a Safe 
Harbor Matching contribution. Therefore, if NHCE 
participation is very low, a Safe Harbor Match may 
be attractive. In our experience, however, NHCEs at 
law firms tend to see the obvious benefit of partici-
pation in such a plan and are more likely than some 
other types of businesses to make the elective defer-
rals necessary to receive the Safe Harbor Match.

C. Profit Sharing 401(k) Plans
In addition to 401(k) elective deferrals and employer safe 
harbor contributions, most professional employer plans 
include a profit sharing feature. Profit sharing contribu-
tions may be made by the employer on behalf of each 
employee and can increase a partner’s total allocation 
under the plan to as much as $54,000 per year ($60,000 
if including the $6,000 401(k) “catch-up” contribution). 
These additional profit sharing allocations can be skewed 
toward the partners in the plan through age-weighted 
nondiscrimination testing (called “new comparability” 
testing).

New comparability testing separates the employees 
into the same two categories as the ADP test: HCEs 
and NHCEs. However, since new comparability is age 
weighted, higher paid employees who are closer to retire-
ment can receive a much larger portion of the contribu-
tion while lower paid employees who are further from 
retirement receive a much smaller portion of the con-
tribution. This allows the partners of the firm to receive 
a maximum contribution allocation while limiting the 
contributions going to the staff to a modest and manage-
able number.
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C. Past Service Plans
Cash balance plans generally rely on level funding, where 
the contribution amount is consistent from one year to the 
next. This allows firms to rely on a consistent deductible 
contribution each year. On the other hand, it would typi-
cally not allow a firm to make a significantly higher con-
tribution in a year with a substantial windfall. Rather than 
setting up “level-funded” (also referred to as “accumula-
tion”) plans, firms seeing a one-time influx of cash may be 
looking for alternative designs to shield that income.

Defined benefit plans and cash balance plans are 
essentially funding toward a target in the future. There 
can be a number of different paths to get to that same tar-
get. For example, a law firm with a single employee wants 
to design a plan that will result in a lump sum of $300,000 
at retirement, which is three years away. A level-funded 
plan design may yield an annual contribution of around 
$100,000 per year over the three-year period, culminat-
ing in the $300,000 goal. However, since that employee 
is close enough to retirement, the plan may be designed 
to allow the firm to be able to contribute $200,000 in the 
first year on their behalf with a modest $50,000 per year 
thereafter. Under the right circumstances, the contribu-
tion could potentially amount to as much as $300,000 in 
the first year, with no further funding requirement over 
the two succeeding years. 

The exact funding requirements and deduction limits 
on these types of plans are based on the demographics 
of each firm (and, in part, on plan experience), but this 
example illustrates how this strategy could allow the 
firm’s partners to shelter non-recurring (or “windfall”) 
income from taxes without the need for a substantial cash 
commitment in future years. This can be very valuable 
for law firms whose income stream is unpredictable (e.g., 
irregular contingent fee revenue at the conclusion of suc-
cessful litigation) but do not have the cash flow for level 
funding over a period of years.

IV. CONCLUSION
Properly designed Qualified Retirement Plans can have 
substantial benefits for professional practices, and law 
firms are no exception. Partners can shield substantial 
income from taxation through their working years and 
enjoy the results of a tax-deferred “nest egg” upon retire-
ment. These plans can also have the ancillary benefit of 
functioning as a retention tool for valuable employees 
by using delayed plan eligibility and vesting provisions. 
Often, law firms and other professional practices already 
maintain Qualified Retirement Plans, but do not take 
advantage of some of the unique design options avail-
able to them. Or, plans are set up but not adjusted as the 
needs of the firm change. As the firm evolves, so should 
its retirement program. Law firms should look to review 
their current plan design with a pension expert to ensure 
they have the best fitting design for the firm as well as its 
partners.  n

butions, partners of a law firm can make annual deduct-
ible contributions up to the statutory limit of $54,000 
($60,000 if over age 50 for 2017). However, Qualified 
Retirement Plans are not limited to just defined contribu-
tion plans. Defined benefit plans can yield tax-deductible 
contributions far in excess of the $54,000 or $60,000 
annual defined contribution limit. This is because the tax 
code limitations on defined benefit plans apply to the 
amount an employee can withdraw at retirement, rather 
than what an employee can fund today. For example, 
an individual age 62 who has participated in a defined 
benefit plan for at least 10 years may withdraw approxi-
mately $2.7 million. Funding to that number could allow 
the firm to contribute and deduct over $200,000 per year 
for that individual. 

While defined contribution plans provide employees 
with an account balance that fluctuates with the market, 
defined benefit plans instead provide employees with a 
guaranteed benefit at retirement. Traditional defined ben-
efit plans express these guaranteed benefits in the form 
of a life annuity payable at the plan’s normal retirement 
date. The larger the guaranteed benefit is under the ben-
efit formula, the larger the tax-deductible contributions 
may be to fund those benefits.

B. Cash Balance Plans
Many law firms sponsor a type of defined benefit plan 
known as a cash balance plan. Cash balance plans often 
allow partners to supplement their profit sharing 401(k) 
plan with an additional deductible contribution for them-
selves at a modest increase in staff costs. A cash balance 
plan is subject to all of the funding requirements and 
operational and benefit limitations as a traditional defined 
benefit plan but looks and feels very similar to a defined 
contribution plan. Benefits in a cash balance plan are 
expressed as a guaranteed account balance, increased each 
year by a “contribution credit” and an “interest credit.”

Contribution credits may be a percentage of salary for-
mula or a flat dollar formula (or a combination of both), 
and may be different for different classes of employees. 
Law firms may want to give one contribution credit for-
mula to partners of the firm and another (usually much 
lower amount) to staff employees. Cash balance plans 
may even be designed to give different contribution 
credit amounts for each individual partner. Contribution 
credits are usually fairly close if not equal to the actual 
plan contributions funded by the firm.

Interest credits are given as a guaranteed rate of return 
by the employer. These are generally either a flat rate or 
a rate indexed on a bond yield (like the return on the 
30-Year Treasury). If the plan assets consistently under-
perform the guaranteed rate the employer may need to 
make additional contributions to compensate. However, 
if plan assets consistently outperform the guaranteed 
rate, employers may be able to reduce their contributions 
in subsequent years.


