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RETIREMENT PLANNING
IMPORTANT INFORMATION

This information is provided by American General Life Insurance Company (AGL) and The 

United States Life Insurance Company in the City of New York (US Life), members of American 

International Group, Inc. (AIG).

The information contained in this document is general in nature and intended for educational 

purposes only and is not a comprehensive analysis of the topic presented. The information may 

be subject to change and should be verifi ed for accuracy and reliability (e.g., federal income tax 

statutes, rulings, etc. that may have changed since publication) and may be subject to differing 

legal interpretations. While the publisher has been diligent in attempting to provide accurate 

information, the accuracy of the information cannot be guaranteed. No representation or 

warranty, express or implied, is made by AGL, US Life and its affi liates as to the completeness 

of the information in this document. AGL and US Life shall not be liable for any loss or damage 

caused by the use of, or reliance on, the tax, accounting, legal, investment or fi nancial items 

contained in this material.

The Company, its fi nancial professionals and other representatives are not authorized to give legal, 

tax or accounting advice. For advice concerning your situation, consult your professional attorney, 

tax advisor or accountant.

To ensure compliance with requirements imposed by U.S. Treasury Regulations, we inform you that 

any tax advice contained in this document (including any attachments) is not intended or written to 

be used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue 

Code or (ii) promoting, marketing or recommending to another party any transaction or matter 

addressed herein. 

©2021. All rights reserved.
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PLEASE NOTE

The Consolidated Appropriations Act, 2021 continues many temporary CARES Act provisions through 2021 
to ease access to retirement funds, including:

 The exception to the 10% early withdrawal penalty for distributions prior to age 59½

 The elimination of the mandatory 20% withholding requirement on distributions

 The option to take out up to $100,000 in a loan or withdrawal (if otherwise allowed under plan 
provisions)

Page 3 of 8



AdvancedSales

American General Life Insurance Company is a member of American International Group, Inc. (AIG).                                                                                                     www.aig.com/AdvancedSales

RETIREMENT PLANNING
PROFITSHARING PLAN

The Concept
 Profi t-sharing plans are employer-sponsored qualifi ed retirement plans in which the amount of each 

employee’s retirement benefi t is determined by the employer’s contributions and the investment 
performance of the employee’s account. 

 Although employers are not required to contribute to a profi t-sharing plan each year, they must 
make “recurring and substantial” contributions—at least three of every fi ve years usually satisfi es this 
requirement. 

 Many profi t-sharing plans allow employees to invest and manage their accounts. Regardless of whether 
the employee or the employer manages the plan assets, the employee bears the risk of investment 
performance.

The Design
 In a profi t-sharing plan, the employer has great fl exibility in determining how and when to make 

contributions. For example, a company may base contributions on profi ts exceeding a certain amount, or 
the board of directors may determine the contribution each year. 

 Deductible employer contributions cannot be more than 25% of a participating employee’s total 
compensation. 

 Employers often base contributions on the employee’s total compensation including salary, commissions, 
bonuses, overtime pay, etc. The maximum compensation to be taken into account for any one employee 
is $290,000 in 2021.

 There are also limits on annual additions to defi ned contribution plans, which may not exceed the lesser 
of 100% of the employee’s compensation or $58,000 for 2021. This dollar amount is indexed annually 
for infl ation.
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RETIREMENT PLANNING
PROFITSHARING PLAN

The Tax Picture
 Employer contributions are tax deductible within the 25%-of-compensation limit. 

 Employer contributions are not taxed to employees when they are made.

 Investment earnings in the plan accumulate on a tax-deferred basis.

The Benefi ts
 Employers can manage costs based on profi tability or the discretion of the board. 

 Employees may be motivated when they share in company profi ts. 

 Employees enjoy greater fl exibility than a typical pension plan, including the possibility of rolling the 
account balance into a new employer’s plan if the employee changes jobs.

The Bottom Line
Profi t-sharing plans are particularly attractive to companies with widely fl uctuating profi ts and a desire 
to avoid a fi xed annual contribution requirement. The employer may choose to include a 401(k) feature 
permitting employees to make elective salary deferrals to supplement employer contributions.  
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RETIREMENT PLANNING
PROFITSHARING PLAN

SUMMARY
WHAT ARE PROFITSHARING ARRANGEMENTS?
Profi t-sharing plans are a specifi c form of qualifi ed retirement plan called a “defi ned contribution plan” in 
which the employer makes periodic contributions to the plan. Each employee’s retirement benefi t depends on 
the amount of the employer’s contributions plus the investment performance of each employee’s account.

While the employer is obligated to make the specifi ed contributions, the employee bears the risk of 
investment performance. These plans may be set up so employees can invest and manage their individual 
accounts.

HOW DO PROFITSHARING PLANS WORK?
A distinguishing feature of profi t-sharing plans is that employer contributions are not required every year. 
However, contributions must be “recurring and substantial.” Contributions in at least three out of every fi ve 
years usually satisfy this requirement. 

The employer has fl exibility in determining how and when to make contributions. For example, the amounts 
can be based on company profi ts in excess of a certain amount, a percentage of the company’s net income, 
or an annual determination by the board of directors. While contributions are deductible, they are limited to 
25% of the participating employees’ total compensation.

HOW ARE CONTRIBUTIONS DETERMINED?
Employer contributions are often based on the employee’s total compensation, which can include salary, 
commissions, bonuses, overtime pay, etc. The maximum compensation that can be taken into account is 
$290,000 in 2021. The participant’s annual contribution is limited to the lesser of 100% of the employer’s 
includable compensation or $58,000 (in 2021).
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RETIREMENT PLANNING
PROFITSHARING PLAN

WHAT ARE THE BENEFITS? 
Profi t-sharing plans enjoy the usual advantages of other types of qualifi ed retirement plans, including 
employer contributions that are tax deductible (within limits) and not taxed to the employee when they’re 
made. Investment earnings also accumulate on a tax-deferred basis.

Profi t-sharing plans are generally attractive to companies with relatively young owner-employees, widely 
fl uctuating profi ts, and a desire to avoid being committed to annual contributions. Another attractive option 
is the opportunity to include a 401(k) feature that permits employees to make elective salary deferrals to the 
plan.

Profi t-sharing plans offer a convenient, tax-advantaged way to prepare for retirement, while still allowing 
contribution decisions to be based on sound business practices.
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RETIREMENT PLANNING
PROFITSHARING PLAN
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1. The employer establishes 
a profi t sharing plan and 
makes recurring and 
substantial contributions 
within annual limits. The 
amount of the contribution 
can change from year to 
year, and the employer 
can even skip a year.

3. The employee may begin 
taking distributions at age 
59½, and must begin taking 
distributions by age 72 or 
actual retirement, if later. 4. Distributions are taxed as 

ordinary income. Early 
distributions face a 10% 
penalty (with some exceptions). 
Distributions after age 72 face a 
50% penalty on the amount that 
should have been distributed but 
was not.

2. Employer contributions are 
deductible. Participating 
employees do not pay tax 
on contributions. Earnings 
inside the plan grow on a 
tax-deferred basis. 

WIDGETS, INC.

Plan Participants and Benefi ciaries

Widgets, Inc. 
Profi t Sharing Plan
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