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ASSET SNATCHERS

o THE NET-REDEMPTION NIGHTMARE
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Many advisers furn up their noses at the idea of
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uIck

If you were asked to create a retirement plan for a small business, would you scent a

maoney-making opportunity—or a big potential headache? Bet you're already searching for

a couple of aspirin and a polite excuse. After all, everyone knows pension plans with fewer

than 25 participants or less than $10 million in assets pay too little and take

too much time and expertise to be worth tackling.

Well, guess what E\/er}f bOdny WIONE,

The truth is thar small-company plans are a potentially
lucrative marker niche, We had to search for financial ad-
visers who are active in chis marker—bir those we faund
say that small-company retirement plans accounr for 3
i 4 percent of their business, One of them, Jane King,
president of Fairfield Financial Advisors in Wellesiey,
Mass., notes that many certified financial planners avoid
this niche because they're only interested in managing
money, “What they don't realize,” she says, “is that in this
market they can create maney to manage.”

A major reason it has such potenaal 1s that the financial
advisers who help design and manage small companies’
retirement plans are ideally placed to meer all the owners'
tmaneial needs. In partculan savs Edward Stuarr, a prin-
cipal with Bugen Stuart Korn & Cordaro in Chatham,
M.J., advisers can offer a solution to a prablem faced by
virtually all successtul business owners—namely, how to
ger money out of their companies without paying an ex-
orbitant amount in taxes, Stuart's own firm manages some
5123 million in small retirement plans and IRAs. “If the
erwner takes his profit our as a bonus on top of compen-
sation, more than 40 percent of it will go to taxes,”
explains Stuarr. “We can design a plan to keep thar 40 per-
cent, spreading it berween him and his employess.™

stilly as Seuarr and others are quick o point out, con-
ventional wisdom is hall-right; retirement plans do de-
mand expertise, “Whenever you're dealing with ERISA
[Employee Retirement Income Security Act] and employ-
ee—henefit-plan mssues, the liabilioe exposure 1s meredible,™
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says Yinginia Stanley, president of Stanley 8 Associares in
Albuquerque, N.M. Advisers can be held personally liable
for negligence if their mistakes ¢ause a retirement plan 1o
be penalized or disallowed by the Internal Revenue Ser-
vice, {See “Beware the Tangle of Red Tape,” on page 34.)
Perhaps the biggest opportunity for financial advisers
in this marker lies in small-business owners' fack of in-
formation about tetirement plans; most owners have
never been approached by a financial adviser. *They don’t
have o clue what retirement-plan options are available to
them,™ notes Joel Weiner, an adviser in Palatne, I, who
also runs Professional Training Service, a continuing-edu-
canion program for financial-services professionals.
Often an adviser’s first step must be to explain 1o small-
business owners that they have other renrement-plan options
than the ubiquirous 4014k} plan. In fact, as Russ Alan Prince;
a consultant in Shelton, Conn., pomts our, a 401(k) plan is
often the worst choice for a small-business pwner “A 401 (k)

isn't appropriate for a small, privarely held business because.

it doesn't do enough tor the owner,” says Prince.

The 401(k)'s chief failing is that the amount of money
that highly paid emplovees—the owners, in other words—
can comtribute depends on the participation and contributon
levels of lower-paid employees. If too few rank-and-file
workers participate in the plan, compared with the per-
cenrage of highes-paid participants, or if the rank and files
contriburions, as a percentage of pay. are roo low com-
pared with the contributions of the higher-paid workers,
the 4071 (k) plan flunks federal nondiserimination tests. To
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avoid flunking, most companies simply limir the annual
contributions of their top carners.

Small-company 401(k) plans cypically are top-heavy,
says Prince, Inather words, mare than 60 pereent of their
assets belong to the owner and ather highly paid staffers.
When a 401{k) plan is top-heavy, its sponsor is réquired
to make a 3 percent matching contribution for all em-
ployees. A small-business owner’s tvpical reaction o this
added expense: “A 4011k} plan costs me a lov every vean
and [ don’t even get to save much money in it myself,”

ics litcle wonder, then, that advisers who think anly in
terms of 401k} plans don’t see much point in gomg afrer
small-company business. Enrolling and educacmyg rank-
and-file employees takes time, and the rank-and-file
contributions are too small to generate meaningful com-
pensation—regardless of whether the adviser uses loaded

fees or charges a percentage of assers.

In facr, the advisers who serve small 401(k) plans say
they do ir primarily to accommodate individual clients
or to gain entrée to business owners, “Most of my busi-
ness Is asset management for individuals whe are busi:
niess owners,” explains Malcolm Greenhill, principal at
Sterling Wood Financial in San Francisco. Bur as a ser-
vice to-his clienss, Greenhill also manages 401 (k}-plan
imvestments for five firms, in conjunction with a third-
party administraton *Retitement plans aren't a big part
of my praceice, but they're a-grear way to add value for
chenrs;” he says.

Ador of the value Greenhill adds is in the form of cost
savings, The small-401(k)-plan marker, he notes, is dom-
inated by msurance products like group annuities—prod-
ucts whose true cost isn't obvious, *| can show clients thar
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their 4 k) planis payving an exera 1 percent on top of in-
vestmenr-management fees for the insurance contract,” he
savs: "The greater the assets, the more they're paying, ™

Creenhill generally recommends that plan assets he
placed m no-lead funds ar Charles Schwab, He also saves
his clients monev by working for a flar fee instead of on
a percentage basis. For companies with feveer than 23
emplavees, e charpes 51,500 to ser up a plan and
F2.800 u year to run it This fee covers the development
of an investment pohicy statement, along with model
partfalios, an émplovee-enrollment meeting, and twe
veurly brawn-bag—lunch mectings to explain to employ-
ees what's happeming in the marker, as well as quarterly
reports to the plan trostees: “And U'm always available
to-answer employvee questions,” headds: The thicd-party
administrator’s fees are sepacate,

Although Greenhill doesn’t lose any money under this
areangement, the real pavolf for him has been in the new
clients the business has brought m, “People get 1o know and
trust vou, and Business owners like o deal wich one per-
som,” hesavs, “One company owner and three emplovees in
plans I msanage decided they wanted me o manage their ass
sees Joutside the plan], Thar made everything worrthwhile™

Randaolph Shine, an adviser in Deerfield Beach, Fla.,
has adopred a different straregy. The way Shine sees i,
the real money to be had in small retirement plans s not
in 401 (k)s. It's in age-weighted profit-sharing plans and
defined-benefit plans—especially now that the federal cap
on total plan contnbutions s about to expire. (See “Con-
tributions,™ on page 300) A financial adviser can earn fees
both for helping to design these plans and for managing
the assets, “My annual investment-managemenr fee starts
at | percent on the first $230,000 and scales to (L0635 per-
cent on 51 million or more,™ saye Shine,

Unlike 401{k) plans, defined-benefit plins and age-
weighted or “integrated” profit-sharing plans are tully
funded by the business, By law, the business must con-
rribure o these plans on behalf of all eligible emplovees.
Bur—and here's what makes the plans so appealing o
smuall-business owners—the company can make much
larger contributions on behalf of older and rypically high-
er-paid employees than vounger and tvpically lower-paid
workers. That's because these age-weighted plans are
structared to try to ensure thar all partcipanes ger the
same percentage of thetr salavies as a monthly retirement
henefir at age 635, “Contributing $20,000 4 year into the
plan for a 60-year-old and $4,000 a vear for a 30-vear-

old may work our to equivalent retirement benefits,” ex-
plains Steven Lockwood, a pension artorney in New York.

Mareaver, in integrared defined-benelit and profie-shar-
ing plans, businesses can make 3 higher-percentage con-
tribution on behalf of workers who carn more than the
Social Security wage base. The reason: Social Securicy dis
criminates in favor of lower-paid workers. This vear the
tax 15 based only on the first $72,600 in wages, “The
government lets the employer even the plaving field by
making an extra private-plan contribution for the higher
paid worker based on the difference between his salary
and rhe Social Security wage base,” explains Stuart.

Financial advisers hiave a competitive edge when it
comes to setting up these custom-designed retirement
plans. Big financial-services supermarkets, like Fidelity or
Charles Schwab, generally don’t rake the rime 1o analyze
a small company’s emplovee demographics in the same
detail as an independent comprehensive financial adviser
does, says Steven Kaye, president of the American Eco-
nomic Planning Group in Watchung, N.]J. He aites, by
way of example, the knee-jerk analysis the owner of a
five-employee firm recently received from a big financal
supermarket, According to the supermarket analysis, if
the owner ser up a profit-sharing plan, he would be ahle
to keep only 60 percent of the money going into it Sub-
seguently, the owner soughr advice from Kave’s firm,
“When we lnaked ar his emplovee turnover, we saw no
worker lasted for rwo vears,” says Kave, This meant that
if the owner ser up a plan with two-vear cliff vesting, he
could keep more than 90 percent of the contributions. So,
says Kaye, “that's what we set up.”

Small-business owners naturally want a company plan
thar will benefit themn personally, Take the case of a 36-year-
old with four employees who carns about $80,000 a vear,
says Shine. *[Let’s assume] the business generates much
mare than S8U,000 and he has no other major assets. He
needs a tax deducrion, he wants to retire in five vears, and
he can't be sure how much he'll ger for the business because
it may nor be worth thar much without ham,” With.a de-
fined-benefir plan ser up to guarantee him S80,000 4 year
i retirement, the business can make an annual tax-de-
duetible conribution cqual to 140 percent of the owners
incorne, [t must contribute for all emplovess—but because
rthev're vounger and earn less, 80 percent of the money
going into the plan is carmarked for the owner.

Financial advisers can also often add value to the work
they do for small-business owners by raking over the
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Beware the Tangle of Red Tape

IT'&M&" SOUND EASY, BUT DEVELOPING RE-

tirement plans for small companies
is not a slam-dunk service: It's a
technical business, governed by
complex laws that Congress
changes frequently. “A CEP who
wants to work in'this market has to
make ‘a commitment to learning it
or team up with others who under-
stand it,” says Steven Kaye, presi-
dent of the American Economic
Planning Group in Watchung, .|

Granted, every broker-dealer and
mutual fund company offers the in-
dependent adviser a measure of
pension-plan expertise in the form
of pratotype plan documents. But
these documents are no security
blanket. Some 200,000 small-com-
pany plans are out of compliance
with the law, estimates Seymour
Goldberg, a Garden City, MY, pen-
sion-attorney who s often called in

as an adviser when pension plans:

-are being audited, Many of the
audit candidates, he's discovered,
have-off-the-shelf plans that finan-
cial advisers obtained from broker-
ages, mutual fund companies, or

banks. The most fréquent problem:
plan documents that were improp-
erly filled in or were never amended
as required by law. "ls there bad
ERISA advice out there? You bet,”
says Virginia Stanley, president of
Stanley & Associates. “There are fi-
nancial-services—company people
offering standard plans wha know
just enough to be dangerous.”

The Internal Revenue Service can
disqualify any plan with improper
documentation. When that hap-
pens, the business retroactively loses
its-tax deduction for contributions;
and the contributions become tax-
able income for the plan partici-
pants. What's more, if the employ-
ees have already worked more than
1,000 hours during the year, the
business must continue making
nondeductible plan contributions
until the year ends.

The best recaurse when a plan is
disqualified is to terminate it as soon
as possible; says Stanley. But un-
forturately, she says, instead of rec-
ommending termination, business
awners are often counseled to set

up a new plan and roll the dollars
into it—a move that just taints the
new plan.

Whe's liable when a plan is dis-
qualified? Probably not the institu-
tion that supplied the prototype
documents, says Goldberg. That in-
stitution is merely'a custodian, nota
fiduciary. The employer, however, is
almost certainly liable—as is, proba-
bly, the financial adviser who pro-
vided investment advice and filled
out the documents.

The prospect of taking on this
muich liability scares some advisers.
But others see their willingness to
assume liability as a major competi-
tive advantage over big financial-
services firms. “The client shifts
liability when he hires a profes-
sional,” says Kaye. “All a brokerage
or a mutual fund or insurer supplies
is-a cookie-cutter document, not ad-
vice or consulting, What the client
needs is a pension professional to
customize the plan and a financial
planner to integrate it with his per-
sonal estate-planning needs. We're
fiduciaries.” —LB

management of the assets in the plan, savs Mark Balasa,
president of Balasa & Hoffman in Chicago. Today, says
Balasa, most small-company retirement plans are man-
aged by insurance companies and brokerage brms, who
often invest them in expensive proprictary products. Bal-
asa's firm, on the other hand, which manazes abour
£33 oulhon m smaall-company retirement-plan assets, in-
vests the money m no-load mutual funds through Charles
schwab and earns an asset-based fee.

Sall, 18 not enough to offer prudent investment man
agement. To compere in this marker, savs Stuarr, a
financial adviser must be able to deliver the whole pack-

age. Stuart, for example, depends on his relationship with
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ather protessionals—including a tax accountant, an
ERISA attorney, and a thied-party administrator. He re-
lies on them for thetr expertise and as a source of refer:
rals. Balasa agrees: “Small-business cwners don't reply
to blind ads and mailings. Nine times out of 10, our re-
ferrals come from accountants and atorneys,”
Unformunately, financial advisers wha are primarily -
terested in investment management often neglect the
rechnical side of rerirerment ]1|._Lr'|:,, (See “Beware the Tan-
ale of Red Tape," above.) “We see a lot of plans put in by
advisers wha used o boilerplate document but never read
its pravisions to find out 1f it ceally served the client’s pur-
poses,” says Helen Michelson, vice president of pension-
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plan admimistration at the American Economic Planning
Group,

All plan documents must include a definition of elig-
bality for participation, for example. Some financial ad-
visers use the simplest definition possible: all workers
employed as of a certain dare. This simple definition
might inadvertently mclude part-time emplovees. Then,
if the business owner doesn't set aside money for them,
the plan can he disqualified,

Another common mistake is to assame thar to rermi-
tiate a plan one needs only to stop contriburing to ir, Not
50, says Michelson: *You need a resolution o terminare;
you have to notify the employees; and vou have o up-
date the plan documents for all regulatory changes since
they were last amended—[including| changes that are in
effect even though they may nor yer be required for sub-
mission to the IRS." What's more, the defined-benefi
plan cannot legally terminate before it's derermined that
it has sufficient assers. The plan administrator may also
have to notity the Pension Benefit Guaranty Corp, (For
more informarion on how to ger up to speed on retire-
ment plans, see “Find Gut More,” helow.)

Jane King considers wpart of her job ro sake sure that

her elients” retirement plans comply with the law. She re-
lies heavily on the expertise of independent actuanes. “1
don’t care if they ever send me clienrs.” she savs, “1 run
stuff pase them; they run stuff past me, We're all in spe-
cialized areas and need people who'll be responsive when
we cill—prople we can rrust, You've got ro proteet vour
chents from other people wha don't know whar they're
doing, The money-management piece is how vou get
paid—hbur you need to know the rese, roo.”

Shine agrees. He works wath a third-party admimistra-
tor that has its own preapproved defined-benefit plan.
Mevertheless, he submirs all plans he's involved with o
the IR5 for approval. “You don’t want to use boilerplate
when you're putting $100,000 a year or more into a
plan,™ he says. “That’s sérious money. Its worth paying
5150 to ger IRS approval of the documents,™

Even though these plans are small, the IRS isn’t going
to simply ignore them. And if vou're looking ro build up
vour business, mavbe vou shouldn't ignore them cither.

Lyt Brenser, author of Smare Questions te Ask Your Fi-
nancial Advisers (Blocmberg Presst, a 1998 Sniall Press
Awward winner, writes a weekly coliinm for Newsday,

Financial advisers who want Lo
serve small-business cwners need to
be farnifiar with all the retirement-
plan optiens available to them.
"Without that understanding, it will
be very difficult for you to establish a
good working relationship with a
guality ERISA attorney, who actually
creates the plans,” explains Dan
Moisand, president of Optimum Fi-
nancial Group in Melbourne, Fla.

You can contact the following or-
ganizations for more information
about retirement-plan oplions:

B The CFP Board (www.cfp-
board.org, 800-487-1497) has a
full list ef course offerings at col-
leges nationwide, Once you've
contacted the board’s Web site,
click on CFP Certification; then se-
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Find Out More

lect CFP Education Programs.

B The American College {www.
amercoll.edu, §10-526-1000) offers
self-study courses on the sale and
service of employee benefit plans
and retirement-plan design.

B The International Foundation
of Employee Benefit Plans (www.
ifebp.org, 414-786-6700) offers a
10-course study program through
correspendence and at community
colleges nationwide.

B The American Institute of
Certified Public Accountants
(www.aicpa.org, 212-596-6200)
provides links to state CPA societies,
which in turn sponsor workshops
and lectures:on tax planning and re-
tirement assets by experts like Sey-
mour Geldberg.

B Professional Education Sys-
tems (www.pesi.com; 800-826-
7155} also sponsors lectures and
waorkshops on tax issues and pitfalls
in retirement plans.

B The Bureau of National Affairs
{www.bna.com; 202-452-4200; e-
mail, icustrel@bna.com) publishes
excellent written materials on the
tax rules governing pension plans.
BMNA recommends the Tax Manage-
ment Educational Institute’s annual
compensation-and-benefits confer-
ence, scheduled for February 7-8,
2000, in San Diego, Cost is $675.

B Commerce Clearing House
(woww . toolkit.cch.com, 800-835-
5224) is also an excellent source of
educational material, particularly its
1999 UL5. Master Pension Guide, —L8



