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TAX MANAGEMENT

PORTFOLIOS™

U.S. INCOME

Section 401(k) Cash or Deferred Arrangements

PORTFOLIO DESCRIPTION

Tax Management Portfolio, Section 401(k) Cash or Deferred Arrangements, No.
358-5th, discusses qualified cash or deferred arrangements described in §401(k) of the
Internal Revenue Code, including the fundamental tax-qualification requirements for what
are commonly referred to as “401(k) plans.”

Part | of this Portfolio provides a brief overview of qualified cash or deferred arrange-
ments, their advantages, the statutory requirements that apply to them, and a discus-
sion of the types of contributions that may be made to them. Part Il includes a detailed
analysis of the requirements for a qualified cash or deferred arrangement, including the
types of tax-qualified plans that may include a qualified cash or deferred arrangement,
what it means to make an election to defer compensation, general automatic contribution
arrangements, permissible distribution events, nonforfeitability, special eligibility rules, the
contingent benefit rule, and the types of employers that are eligible to offer a qualified
cash or deferred arrangement. Part Il discusses the special nondiscrimination rules that
apply to qualified cash or deferred arrangements, including ADP testing for elective de-
ferrals and ACP testing for matching contributions. Part IV discusses the special rules
for design-based safe harbor plans, including §401(k)(12) safe harbor plans with match-
ing or non-elective contributions, §401(k)(13) safe harbor plans with qualified automat-
ic contribution arrangements, combined eligible DB(k) plans, and SIMPLE 401 (k) plans.
Part V focuses on Roth contributions. Part VI addresses eligible automatic contribution
arrangements under §414(w). Part VIl discusses the §402(g) annual limit on elective de-
ferrals and Part VIII discusses §414(v) catch-up contributions. Part IX discusses cash or
deferred arrangements that do not satisfy the requirements of §401(k) (i.e., nonqualified
cash or deferred arrangements). Part X traces the history of cash or deferred arrange-
ments and the evolution of the rules that apply to them.

The Worksheets of this Portfolio contain a sample profit-sharing plan that includes a
qualified cash or deferred arrangement, an eligible automatic contribution arrangement,
and designated Roth contributions.
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DETAILED ANALYSIS

I. Introduction

A. Section 401(k) and the General Description of a CODA

Section 401(k)' provides the statutory basis for employees
to contribute a portion of their cash compensation to certain
types of tax-qualified retirement plans on a pre-tax basis.

A qualified cash or deferred arrangement (CODA) is the
mechanism by which §401(k) permits such pre-tax elective
contributions to be made to a plan. Specifically, §401(k) de-
scribes a CODA as any arrangement that is part of a qualified
profit-sharing or stock bonus plan under which an eligible em-
ployee may elect to have the employer make payments as con-
tributions to a trust under the plan, on behalf of the employee,
or to the employee directly in cash.’ In addition to providing
the basic definition of a CODA, §401(k) sets forth the various
requirements that a CODA must satisfy to be a “qualified CO-
DA.”

Arrangements that permit employees to make pre-tax elec-
tive contributions are often referred to as “401(k) plans.” How-
ever, this term is misleading, because a 401(k) plan is really
a §401(a) profit-sharing plan (or other type of eligible plan)
which contains a qualified CODA feature described in §401(k).

Because a CODA is part of a tax-qualified plan, contribu-
tions other than pre-tax elective deferrals also may be made to
the plan by either the employer or the employee. These contri-
butions include employer profit-sharing contributions, employ-
er matching contributions, employee after-tax contributions,
qualified nonelective employer contributions, and Roth contri-
butions. Although certain types of contributions are not made
through the CODA, they can impact whether the CODA is a
qualified CODA within the meaning of §401(k), which gives
rise to the complex rules that apply to 401(k) plans. In addi-
tion, different vesting, distribution, and nondiscrimination tests
apply to contributions made through a CODA, rather than to
contributions made outside of the CODA, which makes it im-
portant for the plan to properly describe the conditions under
which the various types of contributions are made and to do so
in a manner that satisfies the requirements for a qualified CO-
DA.

A CODA may be designed so that the employee must
make an affirmative election to have contributions made to the
plan and will otherwise receive the full amount of his or her
cash compensation if no election is made. Alternatively, a plan
may provide that a specified portion of the employee’s cash
compensation will be contributed to the plan unless the em-
ployee elects not to make contributions (and to receive the full
amount of his or her cash compensation in lieu of such con-
tributions) or elects to make contributions at a different rate.
These CODAs are sometimes referred to as “automatic contri-

" All section references herein are to the Internal Revenue Code, as amend-
ed, and the regulations thereunder, unless otherwise stated.
§401()(2)(A).
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bution arrangements” and are subject to additional rules under
§401(k).

B. Federal Tax Advantages of Elective Contributions
Under a Qualified CODA

Several significant tax benefits result from contributing to
a qualified CODA under §401(k). Perhaps most importantly, a
qualified CODA is the exclusive means by which employees
can defer the receipt of compensation and contribute it to a tax-
qualified retirement plan on a pre-tax basis. Under basic in-
come tax principles, an amount is generally includible in an
employee’s gross income for the tax year in which the employ-
ee actually or constructively receives the amount. However,
§402(e)(3) is the exception to this rule, providing that amounts
contributed to a trust under a qualified CODA are not treat-
ed as distributed or made available to the employee (i.e., they
are not currently includible in gross income), nor as contribu-
tions made to the trust by the employee rather than the employ-
er (i.e., they are treated as employer contributions rather than as
after-tax employee contributions) merely because the employ-
ee can elect whether the contribution will be made to the trust
or received in cash. More specifically, the regulations under
§401(k) provide that elective contributions under a qualified
CODA are neither includible in an employee’s gross income at
the time the cash would have been includible in the employ-
ee’s gross income (but for the cash or deferred election), nor at
the time the elective deferrals are contributed to the plan.3 Thus,
unless an employee’s elective contributions are made pursuant
to a qualified CODA, they will be includible in the employee’s
gross income in the tax year that the contributions were made
to the plan, rather than in the tax year they are distributed from
the plan.4 Moreover, these elective contributions (and the re-
lated earnings) can be paid as an eligible rollover distribution
from the plan and be rolled over on a tax-deferred basis to an
individual retirement account or annuity or to another tax-qual-
ified plan.’

Alternatively, a qualified CODA may allow an employee
to designate some or all elective contributions as designated
Roth contributions, which is another type of plan design feature
that is only available through a qualified CODA. Designated
Roth contributions are elective contributions under a CODA
that, unlike pre-tax elective contributions, are subject to federal
income tax at the time they are deducted from employee com-
pensation.’ The investment gain attributable to designated Roth
contributions, like gain on pre-tax contributions, accumulates
on a tax-free basis.” However, in contrast to pre-tax elective
contributions, a qualified distribution of an amount attributable
to designated Roth contributions, and the related investment
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*Reg. §1.401(k)-1(a)(4)(iii).
*Reg. §1.401(k)-1(a)(3)(vi).
78402(c).

©§402A(a).

7§501(a).
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earnings, are not subject to federal income tax.’ This is com-
parable to the tax treatment of a Roth IRA” In addition, any
payment or distribution from a designated Roth account may
be rolled over on a tax-deferred basis to a Roth IRA or another
tax-favored plan with a Roth feature.'’

Another significant benefit of a qualified CODA is that the
investment gains on elective contributions made under a qual-
ified CODA (other than designated Roth contributions) are not
subject to federal income tax until they are distributed from the
plan, usually after retirement when the employee may be in a
lower tax bracket. In addition, the trust will not be subject to
federal income tax on the investment return attributable to the
contributions." As discussed above, investment earnings attrib-
utable to Roth contributions can be excluded entirely from fed-
eral income tax if made as “qualifying distributions.”

A qualified CODA is also unique in that it is the only type
of feature that allows for employer matching contributions to
be made to a tax-qualified plan. Employer matching contribu-
tions are entirely contingent upon whether and to what extent
an employee voluntarily elects to make contributions to a tax-
qualified retirement plan on a pre-tax basis, and a qualified CO-
DA, as discussed above, is the only means by which employ-
ees can make such elective deferrals of compensation. Thus,
without a qualified CODA, an employer cannot make matching
contributions which, by virtue of being directly related to the
amount of employees’ elective deferrals and subject to vesting,
can serve both to incentivize employees to save for retirement
and encourage employee retention.

Finally, a qualified CODA offers tax advantages to em-
ployers as well as employees. The amounts an employer con-
tributes to a qualified CODA pursuant to an employee’s elec-
tion, as well as matching contributions, are currently deductible
by the employer (subject to certain limitations), even though
the employee or beneficiary may not pay federal income tax on
the contributions until several years later, upon a distribution
event.” In contrast, employers generally may not claim a feder-
al income tax deduction for amounts that an employee elects to
contribute to a nonqualified deferred compensation plan until
the benefits are paid to the employee or beneficiary. Although
employers can also claim a current deduction for other types
of employer contributions, such as profit-sharing or nonelective
employer contributions, a qualified CODA offers employers
the ability to make additional, tax-deductible contributions in
the form of employee elective deferrals and employer matching
contributions.

Although §401(k) only addresses qualified CODA
arrangements, the regulations under §401(k) permit the exis-
tence of nonqualified CODA arrangements, stating that a prof-
it-sharing or stock bonus plan (or pre-ERISA money purchase
pension or rural cooperative plan) will not fail to satisfy the re-
quirements of §401(a) merely because the plan includes a non-
qualified cash or deferred arrangement.” A nonqualified CO-
DA is defined broadly to include any cash or deferred arrange-

$8402A(d)(1).

?§408A(d).

198402A(c)(3).

'1§501(a).

128404.

PReg. §1.401(k)-1(a)(5)(iv)(A).
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ment that does not satisfy the requirements in the regulations to
be a qualified CODA." However, elective contributions made
under a nonqualified cash or deferred arrangement are includi-
ble in an employee’s gross income at the time the employee
would have received the cash or other taxable amount if the
cash or deferred election had not been made.” In addition, a
plan with a nonqualified CODA must satisfy the nondiscrimi-
nation test of §401(a)(4) without applying the special nondis-
crimination test of §401(k)(3) (i.e., the actual deferral percent-
age (ADP) test),' and the plan must treat the elective deferrals
as nonelective employer contributions.” Section 401(k) dis-
crimination tests are discussed in III., below.

Amounts that an employee elects to have contributed to
the trust are treated differently than other employer contribu-
tions for FICA tax purposes. Employer contributions to a qual-
ified retirement plan are not considered “wages” subject to
FICA taxes." However, elective deferrals made pursuant to a
qualified CODA, including both elective pre-tax contributions
and designated Roth contributions, are “wages” subject to FI-
CA taxes.” Amounts distributed from a CODA are not subject
to FICA taxes, regardless of whether the distributions are at-
tributable to elective contributions or an employer’s nonelec-
tive contributions.”

C. Summary of the Statutory Requirements for a Qualified
CcoDA

In order for the federal income tax advantages described
above to apply to employee elective contributions and employ-
er matching contributions made under a CODA, the CODA
must constitute a “qualified” CODA as defined in §401(k)(2),
§401(k)(3), §401(k)(4), and §414A (effective for plan years be-
ginning on or after January 1, 2025).”' A qualified CODA is an
arrangement that satisfies all of the following general require-
ments:

*The CODA is part of a tax-qualified profit-sharing or
stock bonus plan;”

* The CODA offers an employee election to contribute to
a qualified trust;”

* Distributions of elective contributions from the CODA
are restricted to permissible events;**

* The employee’s right to benefits attributable to elective
contributions made under the CODA are nonforfeitable;”

“Reg. §1.401(k)-1(a)(5)(i).

PReg. §1.401(k)-1(a)(5)(iii).

"®Reg. §1.401(k)-1(a)(5)(iv)(A).

""Reg. §1.401(k)-1(a)(5)(ii).

8§3121(a)(5)(A).

83121(v)(1)(A).

2083121(a)(5)(A).

*' See Reg. §1.401(k)-1(a)(4)(iii), §1.402(a)-1(d)(2). Section 414A was
added by the SECURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T, §101(a),
and is effective for plan years beginning on or after January 1, 2025. See also
Prop. Reg. §1.414A-1, REG-100669-24, 90 Fed. Reg. 3092 (Jan. 14, 2025)
(automatic enrollment requirements under §414A).

28401(k)(2) (introductory language).

25401(K)()(A).

#§401(K)(2)(B).

¥ §401(k)(2)(C).
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* The years of service requirement for participation does
not exceed established limits;*

* Amounts attributable to elective contributions under the
CODA satisfy the special ADP nondiscrimination test (or
the plan is designed to be a “safe harbor plan”);”

* No benefits may be contingent upon the election to de-

2.
fer;®

» The employer must be eligible to offer a CODA;”

* Elective deferrals cannot be used to help another plan
satisfy tax-qualification requirements of §401(a) or the

minimum coverage requirements of §410(b);”*

e The CODA includes certain automatic enrollment and
automatic contribution escalation features (effective for
plan years beginning on or after January 1, 2025);" and

* The tax-qualified plan, together with the CODA, satisfies
all other applicable §401(a) requirements,” including as
discussed herein, the

0 §401(a)(4) nondiscrimination requirements, one of
which is that amounts attributable to matching contri-
butions and after-tax contributions satisfy the special
ACP nondiscrimination test (or satisfy the ACP safe
harbor);”

0 §402(g) limit on elective deferrals;™
0 §415(c) contribution limits;”

0 §401(a)(17) compensation limits;

0 §416 top-heavy requirements;"*

0 §401(a)(28) diversification requirements for employ-
ee stock ownership plans; and

0 §401(a)(35) diversification requirements for defined
contributions plans with publicly traded employer secu-
rities.

Once these fundamental requirements have been satisfied
to establish a qualified CODA, there are certain plan design al-
ternatives for the CODA that are provided for in other parts of
§401(k) and pursuant to other sections of the Code. These fea-
tures include:

*0§401(k)(2)(D).

778401(k)(3) (ADP test); §401(k)(11), §401(k)(12), §401(k)(13), §414(x)
(safe harbor plan options).

*§401(K)(4)(A).

*§401(k)(4)(B).

*8401(k)(4)(C).

*'§414A, added by the SECURE 2.0 Act of 2022, Pub. L. No. 117-328,
Div. T, §101(a), effective for plan years beginning on or after January 1, 2025,
for qualified CODAs established on or after December 29, 2022. See Prop.
Reg. §1.414A-1(c).

*28401(k)(2) (introductory language); for the additional tax-qualification
requirements of §401(a) that apply to all retirement plans, see 351 T.M., Plan
Qualification — Pension and Profit-Sharing Plans.

B8401(K)(4)(A), requiring that matching and after-tax contributions satis-
fy the requirements of §401(m), which includes the ACP test, in order to be
contributed to a CODA without violating the contingent benefit rule of §401(k)
(4)(A); §401(m)(11) (ACP safe harbor).

*§401(a)(30).

¥8401(a)(16).

8401(a)(10).
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* §401(k)(12) safe harbor status (with matching or non-
elective contributions);

* §401(k)(13) safe harbor status (with a qualified automat-
ic contribution arrangement);

* §401(k)(16) starter §401(k) deferral-only plans;”’

* §414(x) eligible combined defined benefit plans with a
qualified CODA;

*§401(k)(11) SIMPLE plans;

* §402A treatment of elective deferrals as Roth contribu-
tions;

* §414(w) eligible automatic contribution arrangements;
and

* §414(v) catch-up contributions.

Although these features are not required to be included as
part of a qualified CODA, if the plan is designed to include any
of them, the CODA must comply with the additional, applica-
ble statutory requirements.

D. Types of Contributions

As noted above, a qualified CODA is an arrangement that
“is part of” a qualified profit-sharing or stock bonus plan (or
other eligible defined contribution pension plan).” Thus, elec-
tive plan contributions under the CODA need not be the only
contributions under the plan. In fact, it is common for a plan
with a qualified CODA to include employer nonelective con-
tributions, matching contributions, and other types of contribu-
tions. This subsection describes some common types of contri-
butions that can be made to a §401(k) plan.

1. Elective Contributions and Elective Deferrals

In the context of a qualified CODA, the terms “elective
contribution” and “elective deferral” both refer to an employer
contribution made at the election of the employee on a pre-
tax basis, despite the fact that each of these terms is separately
defined for different purposes under the Code and regulations.
The specific definitions of each term, the purposes for which
they are used, and the technical differences between them are
discussed in detail below.

The term “elective contributions” is broadly defined in
Reg. §1.401(k)-6 as employer contributions made to a plan pur-
suant to an election under a qualified or nonqualified CODA.”
However, the definition of “elective contribution” is further re-
fined in Reg. §1.401(k)-1 by reference to whether or not it is
made under a qualified or a nonqualified CODA. In this re-
gard, the regulations provide that elective contributions made
under a qualified CODA, including Roth contributions, are not
includible in an employee’s income at the time that the cash
would have been paid to the employee® and are treated as “em-

7 Added by Pub. L. No. 117-328, Div. T, §121(a), effective for plan years
beginning on or after January 1, 2024.

#8401(k)(2).

¥Reg. §1.401(k)-6.

“Reg. §1.401(k)-1(a)(4)(iii).
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ployer contributions.”' In contrast, the regulations provide that
elective contributions made under a nonqualified CODA are in-
cludible in an employee’s income at the time the cash would
have been paid to the employee® and are treated as “nonelective
employer contributions.”* Thus, using the term elective contri-
bution without specifying whether it was made under a qual-
ified or nonqualified CODA technically could mean that the
elective contribution includes either pre-tax employer contribu-
tions, after-tax employer contributions,* or both.

The term “elective deferral” is defined for purposes of the
annual contribution limitation of §402(g) as any employer con-
tribution under a qualified CODA that is not includible in gross
income for the tax year, except that it includes designated Roth
contributions, which are made on a post-tax basis (discussed in
V., below).” Similarly, an elective contribution is defined, in
part, to include employer contributions made under a qualified
CODA that are not currently includible in gross income, as dis-
cussed above. Thus, where the context clearly indicates the ex-
istence of a qualified CODA, both elective contributions and
elective deferrals have the same meaning — pre-tax employer
contributions made at the election of the employee.

In other words, the only situation in which the terms elec-
tive deferral and elective contribution do not have the same
meaning is in that of a nonqualified CODA. In this instance,
the broader definition of elective contribution includes an after-
tax employer contribution to the nonqualified CODA, while the
narrower definition of elective deferral has no application to a
nonqualified CODA. As the existence of a nonqualified CODA
in a tax-qualified plan is rare, the terms elective contribution
and elective deferral can normally be used interchangeably, de-
spite their technical differences.

Elective contributions and elective deferrals are common-
ly thought of as “employee contributions” because an employee
voluntarily elects to make them and forgo the receipt of cash
compensation. However, the definitions for both elective con-
tributions and elective deferrals refer to them as employer con-
tributions.* In addition, elective contributions are treated as
employer contributions regardless of whether they are made to
a qualified or nonqualified CODA." Whether or not such elec-
tive contributions are subject to current income tax to the em-

4 Reg. §1.401(k)-1(a)(4)(ii), treating elective contributions made under a
qualified CODA as employer contributions for purposes of §401(a), §401(k),
§402, §404, §409, §411, §412, §415, §416, and §417.

“Reg. §1.401(k)-1(a)(5)(iii).

“Reg. §1.401(k)-1(5)(2)(ii), treating elective contributions made under a
nonqualified CODA as nonelective contributions for purposes of §401(a) (in-
cluding §401(a)(4)), §401(k), §404, §409, §411, §412, §415, §416, and §417
and excluding them from the requirements of §401(m) ACP testing.

*This is different from an “employee after-tax contribution,” which is not
deemed to be made under a CODA at all (regardless of whether it is a qualified
or nonqualified CODA).

©8402(2)(3); Reg. §1.402(g)-1(b). See §6433(f)(2)(A)(i), added by the
SECURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T, §103(a), effective
for tax years beginning on or after January 1, 2027, which provides that the
“Saver’s Match” is to be treated as “an elective deferral made by the individ-
ual,” even though it is referred to as a matching contribution in other parts of
§6433. In general, the Saver’s Match replaces the credit for qualified retire-
ment savings contributions under §25B(b) and provides for a contribution of
up to $2,000 for the tax year to be made by the Secretary to certain qualifying
retirement plans, including a §401(k) plan.

“Reg. §1.401(k)-6; §402(2)(3); Reg. §1.402(g)-1(b).

“Reg. §1.401(k)-1(a)(4)(ii).
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ployee, however, does depend on whether the CODA is a qual-
ified or nonqualified CODA.*

Practice Insight: Elective contributions may also be re-
ferred to as “salary reduction contributions” because the em-
ployee elects to reduce his or her salary in order to make them.

Elective contributions also include catch-up contributions,
discussed in VIII., below.

2. Matching Contributions

A “matching contribution” is an employer contribution
made to a defined contribution plan, which can be based on
an elective contribution, an employee after-tax contribution, or
on account of a qualified student loan payment for contribu-
tions made for plan years beginning after December 31, 2023."
Regulations expand the definition to include any forfeiture al-
located on the basis of after-tax, elective, or matching contri-
butions, and clarify that matching contributions may be made
at the discretion of the employer.” Contributions are included
in the definition without regard to: (1) whether the contribu-
tions are forfeitable or nonforfeitable; (2) the conditions upon
which the matching contributions may be distributed to the em-
ployees; or (3) the amount of the matching contributions (e.g.,
50%, 100%, or 200% of the employee’s elective contributions
or after-tax contributions).” In addition, employer contributions
under one qualified retirement plan will be treated as match-
ing contributions even if they are made on account of elective
contributions or after-tax contributions under a separate quali-
fied plan (but not a nonqualified plan unless it is a SEP, SIM-
PLE IRA, §403(b) plan, or §501(c)(18) plan that is subject to
§402(g)).”

Example: An employer maintains a money purchase pen-
sion plan under which it makes an annual contribution for
each plan year equal to 10% of each participant’s compen-
sation. To participate, an employee must elect to defer at
least 3% of compensation under a qualified CODA main-
tained by the employer under a separate plan. The pen-
sion plan contribution for a given participant is made “on
account of” the participant’s elective contribution under
the CODA, and is therefore a matching contribution under
§401(m).

Practice Insight: Some contributions that are matching
contributions in form may not be considered matching contri-
butions within the definition of §401(m)(4)(A). For example,
if a specified level of salary reduction contributions is required
as a condition of employment or as a result of a one-time ir-
revocable election to participate in the plan, and this contribu-
tion is “matched” by the employer, the salary reduction contri-

*#8402(e)(3); Reg. §1.401(k)-1(a)(4)(i), §1.401(k)-1(a)(5)(ii).

* See §401(m)(4)(A), as amended by Pub. L. No. 117-328, Div. T,
§110(a). Section 401(m) contributions to a defined benefit plan were apparently
intended to be considered matching contributions to the extent they are treated
as contributions to a defined contribution plan under §414(k)(2), i.e., to the ex-
tent benefits are based on a separate account of a participant. See S. Rep. No.
445, 100th Cong., 2d Sess. at 169 (1988). For a discussion of contributions
made on account of qualified student loan repayments, see II.F.1.c., below.

*Reg. §1.401(m)-1(a)(2)(i).

*! See 1986 TRA Conf. Rep. 11-392 and 394.

*Reg. §1.401(m)-1(a)(2)(ii); S. Rep. No. 445, 100th Cong., 2d Sess. at 169
(1988).
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bution may be a nonelective contribution,” in which case the
match is not a matching contribution described in §401(m)(4)
(A) or the regulations. In addition, contributions made on ac-
count of elective contributions but which are counted toward an
employer’s top-heavy plan minimum contribution requirement
under §416(c) may not be considered as “matching contribu-
tions” under §401(m).”* These contributions must therefore sat-
isfy the general nondiscrimination rules of §401(a)(4).

For contributions made to a plan after December 29, 2022,
a plan may allow a participant to designate matching contribu-
tions as Roth contributions.” Previously, employers were only
permitted to make matching contributions as traditional, pre-
tax contributions.

Employer contributions that are made before the deferral
election is made, or before the services that relate to the elec-
tive contributions are performed (or if earlier, before the cash
that subject to the deferral is available to the individual), are
not considered matching contributions.” The IRS has relied on
this rule to prohibit the use of surplus defined benefit plan as-
sets that are transferred to a §401(k) plan under §4980(d) as
matching contributions, reasoning that such amounts cannot be
matching contributions because the contribution precedes the
services with respect to which the elective contributions are
made.”” Similarly, an employer contribution is not a matching
contribution if it is made on account of an employee after-
tax contribution and contributed before that employee after-
tax contribution.”® Exceptions apply to forfeitures, allocation
of shares from an ESOP loan suspense account (under certain
conditions), or contributions occasionally made before employ-
ees’ performance of services to accommodate bona fide admin-
istrative considerations and without any principal purpose of
accelerating tax deductions.”

Matching contributions for self-employed individuals are
treated the same as matching contributions for common-law
employees, i.e., they are not treated as elective contributions
and are not subject to the §402(g) limit or to the ADP test.
This does not apply to qualified matching contributions that are
treated as elective contributions for purposes of satisfying the
ADP test.

3. Profit-Sharing or Nonelective Employer
Contributions

The regulations define nonelective contributions in very
general terms as “employer contributions (other than matching
contributions) with respect to which the employee may not
elect to have the contributions paid to the employee in cash or
other benefits instead of being contributed to the plan.” Non-
elective contributions are made to the individual accounts of
employees based on a formula established in the plan and with-
out regard to whether an employee elects to make any contri-
butions to the plan.61 In addition, nonelective contributions are

3 See IL.B.1., below.

*Reg. §1.401(m)-1(c)(1).

%8402A(a)(2), added by Pub. L. No. 117-328, Div. T, §604(a).
% Reg. §1.401(m)-1(a)(2)(iii).

7PLR 200836035, PLR 200836034.

*¥Reg. §1.401(m)-1(a)(2)(iii).

¥ Reg. §1.401(m)-1(a)(2)(iii).

“Reg. §1.401(k)-6.
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not currently taxable to the employee at the time of contribu-
tion, accumulate earnings on a tax-free basis in the plan, and
are taxed upon distribution to the participant or beneficiary.”
The formula under the plan for allocating nonelective contribu-
tions is typically based on a percentage of compensation.

Nonelective contributions are commonly referred to as
“profit-sharing contributions” or “discretionary profit-sharing
contributions,” neither of which is incorrect, but nonelective
contribution is the operative term under the Code and regula-
tions. The term profit-sharing contribution is not used in the
Code and is used only colloquially in examples found in the
regulations in the context of distinguishing contributions made
pursuant to a cash or deferred election (i.e., elective deferrals)
from all other types of plan contributions.” The use of nonelec-
tive contribution and profit-sharing contribution interchange-
ably is likely due to the fact that nonelective contributions are
most commonly made pursuant to the terms of a profit-sharing
plan.

A profit-sharing plan may be designed to provide for re-
quired or discretionary nonelective contributions, which allows
employers to change the amount of the nonelective contribu-
tions from year to year or decide not to make a contribution
for a particular year. However, if a 401(k) plan is designed to
be “safe harbor plan” with respect to its elective deferrals, the
employer must commit to making a certain level of nonelective
contributions to the plan each year. Although the nonelective
contributions are not subject to the ADP test, making nonelec-
tive contributions pursuant to a specific safe harbor formula is
the means by which elective deferrals made under the CODA
portion of the plan are deemed to satisfy the ADP test. Safe har-
bor plans are discussed in IV., below. In such a case, the non-
elective contributions are also treated as “qualified nonelective
employer contributions,” as discussed below.

What distinguishes nonelective contributions from match-
ing contributions is the fact that they are made without regard
to whether or not the employee makes an election to defer any
current compensation (unlike matching contributions) and the
amounts contributed would not otherwise be payable to the em-
ployee as current compensation (unlike elective deferrals). In
addition, the terms of the plan may impose a vesting schedule
with respect to amounts attributable to nonelective contribu-
tions (unlike elective deferrals), but nonelective contributions
must be fully vested at all times in order for them to be treated
as qualifying nonelective employer contributions. Finally, non-
elective contributions may be subject to less restrictive condi-
tions for distributions than elective deferrals, as a plan may be
designed to allow distributions after the amounts attributable to
nonelective contributions after they have been held in the plan
for at least two years™ or upon the attainment of a stated age.”

Effective for contributions made after December 29, 2022,
plans may provide participants the option to designate non-

*'Reg. §1.401-1(a)(2)(ii), §1.401-1(b)(1)(ii).

28402(a).

“Reg. §1.401(k)-1(a)(3)(vii); see also Reg. §1.402(a)-1(e)(6).

*Rev. Rul. 71-295.

o Reg. §1.401-1(b)(1)(ii); however, a distribution on certain terms may
still be subject to the 10% income tax if one of the events under §72(t) has not
occurred.
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elective contributions as Roth contributions.” Previously, plans
were only permitted to make nonelective contributions as tradi-
tional, pre-tax contributions.

4. Employee After-Tax Contributions

Employee after-tax contributions are contributions that
employees elect to make to the plan on an after-tax basis. As
opposed to elective contributions, after-tax employee contribu-
tions are treated as employee, as opposed to employer, contri-
butions, and therefore are referred to simply as “employee con-
tributions™ in the regulations.” Although after-tax contributions
are made pursuant to an election, they are not treated as part
of a CODA.” To avoid any confusion, this Portfolio general-
ly refers to these contributions as employee after-tax contribu-
tions.

Note: In practice, employee after-tax contributions are also
referred to as “voluntary employee contributions,” or thrift or
savings contributions.

Employee after-tax contributions are defined to mean any
contribution to a plan that is treated at the time of contribution
as an after-tax employee contribution (e.g., by reporting the
contribution as taxable income subject to applicable withhold-
ing requirements) and is allocated to a separate account to
which attributable earnings and losses are allocated.” Such con-
tributions also include amounts attributable to excess contribu-
tions under a CODA that are recharacterized as after-tax contri-
butions, employee contributions to a defined contribution por-
tion of a plan described in §414(k), employee contributions
applied to a qualified cost-of-living arrangement described in
§415(k)(2)(B), employee contributions applied to the purchase
of whole life insurance protection or survivor benefit protection
under a defined contribution plan, and employee contributions
to an annuity contract described in §403(b).”

Employee after-tax contributions do not include Roth con-
tributions, rollovers, repayments of loans, forfeiture ‘“buy
backs” under §411(a)(7)(C), or employee contributions that are
transferred from another plan.”

%8402A(a)(3), added by Pub. L. No. 117-328, Div. T, §604(a).
“Reg. §1.401(m)-1.

®Reg. §1.401(k)-1(a)(2)(ii).

“Reg. §1.401(m)-1(a)(3).

""Reg. §1.401(m)-1(a)(3).

"'Reg. §1.401(m)-1(a)(3)(ii).
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Similar to employee after-tax contributions, Roth contri-
butions are made on an after-tax basis; however, Roth contri-
butions are subject to the limitations on elective deferrals (e.g.,
the annual limit under §402(g) and distribution limitations) and
employee after-tax contributions are not. In addition, as elec-
tive deferrals, Roth contributions are subject to the ADP test,
while employee after-tax contributions are subject to the ACP
test. In addition, a qualified distribution of an amount attrib-
utable to a Roth account is entirely free from federal income
tax. A distribution of an amount attributable to traditional after-
tax employee contributions is generally taxable to the extent of
any investment gain. The portion of each distribution that is al-
locable to investment gain is determined under rules specified
in §72. These same rules generally apply to determine the tax
treatment of a nonqualified distribution of an amount attribut-
able to a Roth account.

Practice Insight: Employee after-tax contributions versus
pre-tax elective deferrals are attractive for certain employers
and employees. For example, pre-tax CODA contributions are
generally only permitted to be withdrawn before age 59%2 in the
event of disability, hardship, or severance from employment.
After-tax employee contributions may be withdrawn more
freely. Because many employees are concerned about having
their money tied up until age 59Y2, after-tax savings or thrift
plans may attract greater numbers of participants. This, in turn,
may make it easier for an after-tax plan than for a pre-tax plan
to satisfy the applicable nondiscrimination tests.

5. Qualitied Nonelective Employer Contributions
(QNECs)

A qualified nonelective contribution (often called a
QNEQC) is defined as any employer contribution (other than a
matching contribution) which is not subject to a cash or de-
ferred election.”” QNECs are a subsection of nonelective contri-
butions discussed above.

QNECs must be nonforfeitable and subject to the elective
deferral distribution restrictions under §401(k)(2)(B)(1) when
allocated to participants’ accounts.” QNECs are generally
made to a plan to satisfy the safe harbor requirements (dis-
cussed in IV, below), correct an ADP or ACP test failure (dis-
cussed in III., below), or to correct another qualification issue.

28401(m)(4)(C); Reg. §1.401(k)-6.
PReg. §1.401(k)-6.
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Il. Statutory Requirements for a Qualified CODA
Under §401(k)

Section 401(k)(1) sets forth the general rule authorizing
qualified CODA arrangements by providing that a profit-shar-
ing or stock bonus plan (or a pre-ERISA money purchase pen-
sion plan or a rural cooperative plan) will not fail to satisfy
the basic tax-qualification requirements of §401(a) merely be-
cause the plan includes a qualified CODA. In defining a quali-
fied CODA, §401(k)(2) imposes various statutory requirements
that it must satisfy, and §401(k)(4) contains additional statutory
requirements, all of which are listed in I.C., above, and are dis-
cussed in detail in this section. However, the required ADP
nondiscrimination test of §401(k)(3), and the related ACP test
of §401(m) are discussed separately, in III., below.

As the goal of most qualified plans is to maintain a quali-
fied CODA, this section focuses on the requirements for a qual-
ified CODA and discusses nonqualified CODAs only to the ex-
tent necessary to highlight the more stringent rules that apply to
qualified CODAs and the tax benefits associated with a quali-
fied CODA.

A. CODA Must Be Part of a Tax-Qualified Profit-Sharing
or Stock Bonus Plan: §401(k)(2)

The introductory language of §401(k)(2) generally pro-
vides that a qualified CODA is any arrangement which is part
of a profit-sharing or stock bonus plan that meets the require-
ments of §401(a).”* Section 401(k)(2) also provides limited ex-
ceptions that permit qualified CODAs to be maintained in con-
nection with a pre-ERISA money purchase pension plan de-
scribed in §401(k)(6) (a defined contribution plan that has been
in existence since before June 28, 1974), or a rural cooperative
plan described in §401(k)(7), if the plan meets the requirements
of §401(a).” Thus, §401(k)(2) imposes two threshold require-
ments with regard to a qualified CODA: that it be included as
part of a certain type of tax-qualified plan and that together, the
tax-qualified plan and CODA satisfy all applicable provisions
of §401(a).

1. Types of Tax-Qualified Plans That May Include a
CODA

Most qualified CODAs are included as part of a profit-
sharing or stock bonus plan. The regulations distinguish be-
tween profit-sharing and stock bonus plans, providing that a
profit-sharing plan must “enable employees or their beneficia-
ries to participate in the profits of the employer’s trade or busi-
ness. . .pursuant to a definite formula for allocating the contri-
butions and for distributing the funds,””® while a stock bonus
plan must “provide employees or their beneficiaries benefits
similar to those of profit-sharing plans, except that such bene-
fits are distributable in stock of the employer, and that the con-
tributions by the employer are not necessarily dependent up-
on profits.”” The differences between a profit-sharing plan and
stock bonus plan are discussed in greater detail in 354 T.M.,
ESOPs.

8401(k)(2).

38401(k)(1), §401(k)(6), §401(k)(7).
"Reg. §1.401-1(a)(2)(ii).

""Reg. §1.401-1(a)(2)(iii).
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Money purchase pension plans cannot include a CODA
unless the plan existed before June 28, 1974, which greatly lim-
its the number of money purchase pension plans that can in-
clude a CODA today. Rural cooperative plans are much fewer
in number compared to typical profit-sharing and stock bonus
plans, as they are generally limited to the utility co-op industry,
but they may include CODAs nonetheless. Defined benefit
plans cannot include CODAs, with the exception of DB(k)
plans,” which may only be sponsored by certain small employ-
ers. Employee stock ownership plans (ESOPs) may include
CODAs by virtue of the fact that an ESOP is merely a feature,
similar to a CODA, that must be included as part of a profit-
sharing plan. In the case of ESOPs and DB(k) plans, however,
the CODA is treated in large part as a separate plan. In the case
of “starter 401(k) plans,” which are available to employers for
plan years beginning on or after January 1, 2024, the CODA is
a separate plan and is the only feature of the plan, making it a
unique type of qualified CODA.”

These various types of plans are discussed in more detail
below as they relate their ability to include a §401(k) feature.

a. Profit-Sharing Plans

A profit-sharing plan is a type of defined contribution plan
to which an employer makes discretionary contributions to par-
ticipants’ individual accounts that are not currently payable to
the employees in cash. Contributions must be based on a for-
mula established in the plan and are invested and accumulate
earnings on a tax-free basis until distributed to the employee
or his or her beneficiary. In order to distinguish profit-sharing
plans from other types of tax-qualified plans, §401(a)(27) re-
quires that a profit-sharing plan specifically designate that it is
intended to be a profit-sharing plan.*

The regulations further define a profit-sharing plan as fol-
lows:

A profit-sharing plan is a plan established and main-

tained by an employer to provide for the participation

in his profits by his employees or their beneficiaries.

The plan must provide a definite predetermined for-

mula for allocating the contributions made to the

plan among the participants and for distributing the

funds accumulated under the plan after a fixed num-

ber of years, the attainment of a stated age, or upon

the prior occurrence of some event such as layoff,

illness, disability, retirement, death, or severance of

employment. A formula for allocating the contribu-

tions among the participants is definite if, for exam-

ple, it provides for an allocation in proportion to the

basic compensation of each participant.”

Despite the regulations’ emphasis on profits in defining
this type of plan, profits are not required for the employer to
make contributions, and the amount of contributions is not lim-

7 A DB(k) plan is a hybrid plan design, created as part of the Pension Pro-
tection Act of 2006 to help small employers minimize the cost of maintaining
two qualified plans. A DB(k) plan combines the features of a §401(k) plan and
a defined benefit pension plan. See §414(x).

8401(k)(16), added by Pub. L. No. 117-328, Div. T, §121(a). For a dis-
cussion of starter §401(k) plans, see IV.F., below.

§401(a)(27)(B).

¥ Reg. §1.401-1(b)(1)(ii).
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ited to the employer’s current or accumulated profits.” A profit-
sharing plan may provide for a discretionary contribution for-
mula, which means that the amount of contributions can vary
from year to year. In addition, it is within the discretion of the
employer to determine, on an annual basis, whether to make
any contributions for a particular year. Although an employer
is not required to make contributions to the profit-sharing plan
every year, or to contribute in the same amount or in accor-
dance with the same ratio every year, the regulations require
that contributions must be “recurring and substantial” in order
for the plan to be considered ongoing.” Elective contributions
made under a qualified CODA are treated as employer contri-
butions for this purpose,* meaning that employees’ elective de-
ferrals can be used to satisfy the requirement that the employer
make recurring and substantial profit-sharing contributions.

Practice Insight: Because elective deferrals under a quali-
fied CODA are treated as employer contributions to the profit-
sharing plan, there is essentially no requirement that an em-
ployer make any discretionary profit-sharing contributions or
matching contributions in order to maintain a tax-qualified plan
under §401(a) or to offer a qualified CODA under §401(k). As
such, employers can use a 401(k) plan that is funded solely by
elective deferral contributions from employee compensation to
offer employees the opportunity to save for retirement, with-
out incurring any liability for, or obligation to make, additional
contributions. Thus, the decision to make discretionary profit-
sharing contributions or matching contributions is typically dri-
ven by the desire to incentivize employees and remain compet-
itive in the employment marketplace, rather than to satisfy any
tax-qualification requirements.

However, the IRS’s Employee Plans Guidelines state that
if the employer has not made contributions in three of the past
five consecutive years, the plan may have incurred a complete
discontinuance of contributions, which requires the 100% vest-
ing of all affected participants.” In light of this guidance, em-
ployers must monitor a 401(k) plan under which contributions
are subject to a vesting schedule (i.e., the plan has contribu-
tions other than elective deferrals that are not 100% vested at all
times) to make sure that there are no more than two plan years
out the last five consecutive plan years for which no contribu-
tions are made, either in the form of discretionary profit-shar-
ing contributions or employee elective deferral contributions.

The IRS appears to be enforcing the requirement that prof-
it-sharing plans make contributions in three of the past five con-

828401(a)(27)(A). Until 1986, the unique feature of qualified profit-sharing
plans was that contributions thereto could be made only to the extent of the
employer’s current or accumulated earnings and profits. See Rev. Rul. 66-174,
obsoleted by Rev. Rul. 91-8.

B Reg. §1.401-1(b)(1)().

¥Reg. §1.401(k)-1(a)(4)(ii).

®IRM 7.12.1.4(6) (02-16-17). If a complete discontinuance of contribu-
tions is deemed to have occurred, all affected employees’ rights to benefits ac-
crued to the date of discontinuance, to the extent funded as of that date, or
the amounts credited to the employees’ accounts at that time, must be nonfor-
feitable (100% vested). IRM 7.12.1.4(8) (02-16-17). Whether a complete dis-
continuance of contributions has occurred is based on the facts and circum-
stances, including the employer’s history of profitability and the probability of
future contributions from the sponsor. If there has been a complete discontin-
uance of contributions and distributions from partially vested accounts have
been made, the plan may become disqualified and must be corrected through
EPCRS. Correction requires restoring previously forfeited accounts to affected
participants, adjusted for lost earnings.
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secutive years. In 2016, it concluded the “Complete Discon-
tinuance of Contributions Project” whereby it reviewed Forms
5500 and 5500-SF that reflected: (1) no contributions for the
preceding five years (excluding 401(k) plans’ employee defer-
ral contributions); and (2) distributions. The goals of the project
were to determine if a complete discontinuance of contributions
occurred, and if so, to ensure participants were correctly 100%
vested, and to determine if plan participants were incorrectly
identified as partially vested terminated participants on incor-
rectly prepared Forms 5500/5500-SF. In the course of the pro-
ject, the IRS found plans that had experienced a complete dis-
continuance of contributions and had incorrectly identified par-
ticipants on the Form 5500 as terminated without 100% vest-
ing. In these cases, the IRS required correction through EPCRS
and the filling of an amended Form 5500. The IRS also found
cases in which the facts and circumstances indicating the fail-
ure to make plan contributions did not rise to the level of a com-
plete discontinuance and merely informed plan sponsors of the
law on complete discontinuance of contributions for future ref-
erence. The IRS advised plan sponsors that had not made con-
tributions to their profit-sharing plan for three of the past five
years to consider the facts and circumstances to determine if a
complete discontinuance of contributions had occurred, taking
into account the history of profitability/ability to make contri-
butions and whether they would be able to make contributions
in the future.

b. Stock Bonus Plans

A stock bonus plan is another type of defined contribution
plan to which an employer makes discretionary contributions to
participants’ individual accounts that are not currently payable
to the employees in cash. As with a profit-sharing plan, con-
tributions and distributions must be based on a formula estab-
lished in the plan,g"’ and contributions are invested and accumu-
late earnings on a tax-free basis until distributed to the employ-
ee or his or her beneficiary and are not limited by the amount
of the employer’s current or accumulated earnings and profits.”’

Stock bonus plans provide benefits similar to those of
profit-sharing plans, but benefits under a stock bonus plan must
be distributed in employer stock, which is the primary differ-
ence between a stock bonus plan and a profit-sharing plan.*® A
stock bonus plan may also distribute benefits in cash but must
allow the participant to demand that his or her benefits be dis-
tributed in employer stock.” If the employer securities are not
readily tradable on an established market, the plan must pro-
vide a participant who is entitled to a distribution with the right
to require that the employer repurchase the employer securities

% Reg. §1.401-1(b)(1)(iii).

¥ Reg. §1.401-1(a)(2)(iii).

% Reg. §1.401-1(b)(1)(iii), §401(a)(23), §409(h), §409(0). If the employer
stock is not readily tradable on an established market, the participant must have
the right to require that the employer repurchase the employer stock under a
fair valuation formula. For purposes of §409(h)(1)(B), a security is readily trad-
able on an established market if: (1) it is traded on a national securities ex-
change that is registered under §6 of the Securities Exchange Act of 1934, 15
U.S.C. §78f; or (2) it is traded on a foreign national securities exchange that
is officially recognized, sanctioned, or supervised by a governmental authority
and is deemed by the SEC to have a “ready market.” Notice 2011-19; see Reg.
§1.401(a)(35)-1(H)(5).

¥§401(a)(23).
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under a fair valuation formula.”” However, there is no require-

ment that the assets of a stock bonus plan be invested primarily
in employer stock (unlike an employee stock ownership plan).”

An employer establishing a stock bonus plan, however,
must be willing to allow its stock to remain in the hands of em-
ployees after their employment terminates.” Such a plan must
provide that unless the participant elects otherwise, the distrib-
ution of the participant’s account balance in the plan will: (1)
commence not later than one year after the end of the plan year
in which the participant separates from service due to attaining
normal retirement age, disability or death or, in the case of sep-
aration from service for any other reason (without reemploy-
ment), the close of the plan year that is the fifth plan year fol-
lowing the plan year of the participant’s separation from ser-
vice, and (2) be paid in substantially equal periodic payments
(at least annually) over a period no longer than five years or, if
longer, five years plus an additional year for each of a specific
increment by which the participant’s account balance exceeds a
certain amount, as each amount may be adjusted for inflation.”

¢. Money Purchase Pension Plans

A money purchase pension plan is a type of defined contri-
bution plan to which an employer agrees to make contributions
to participants’ individual accounts, without regard to the prof-
its of the employer, and such contributions are typically based
on a percentage of eligible participants’ compensation. How-
ever, the minimum funding requirements of §412 and §430,
which apply to defined benefit plans, also apply to money pur-
chase pension plans, making employer contributions to money
purchase pension plans mandatory rather than discretionary.

A qualified CODA can only be a part of a “pre-ERISA
money purchase plan,” but very few money purchase pension
plans are able to satisfy the statutory requirements for a “pre-
ERISA” plan.** As such, money purchase pension plans gener-
ally are not considered to be a type of plan that can include a
qualified CODA.

Although the Treasury has previously supported the exten-
sion of §401(k) to all defined contribution pension plans,” no
legislation that would accomplish this has ever been enacted.
Further, there appears to be little pressure for legislation that
would allow money purchase pension plans to include a quali-
fied CODA given that money purchase pension plans have be-
come much less common™ and can be converted or merged into

*§401(a)(23), §409(h)(1).

"'Reg. §1.401-1(b)(5)(i). This distinguishes a stock bonus plan from an
employee stock ownership plan (ESOP), which must be designed to invest pri-
marily in employer stock under §409(a)(2).

2§401(a)(23), §409(h), §409(0).

#§401(a)(23), §409(0)(1)(A).

%8401(k)(6) defines a pre-ERISA money purchase pension plan as a de-
fined contribution plan that existed on June 27, 1974, included a salary reduc-
tion arrangement as of such date, and has neither employee nor employer con-
tributions that exceed the levels provided for by the contributions formula in
effect under the plan on such date.

% Statement of John E. Chapoton, Assistant Secretary of Treasury for Tax
Policy, before the Select Revenue Subcommittee of the House Committee on
Ways and Means, BNA Daily Tax Rpt. at J-26 (July 14, 1982).

*The historical advantages of maintaining a money purchase pension plan
relative to a profit-sharing plan have largely evaporated. In this regard, contri-
butions to a money purchase pension plan were previously subject to a more fa-
vorable deduction limit than contributions to a profit-sharing plan, which meant
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profit-sharing plans to allow for a CODA feature. The decline
in the use of money purchase pension plans has been exacerbat-
ed by the fact that money purchase pension plans are, in some
respects, subject to more onerous administrative requirements,
particularly spousal consent and the minimum funding require-
ments.”

d. Defined Benetfit Plans

A defined benefit plan is defined broadly to mean any type
of plan that is not a defined contribution plan,” and it typically
provides benefits based on a fixed formula that takes into ac-
count the participants’ compensation and years of service. An-
nual employer contributions are mandatory and are based on
actuarial estimates of the amounts needed to pay plan benefits.
The minimum funding requirements of §412 and §430 apply to
defined benefit plans. As §401(k)(2) only permits CODAs to be
part of profit-sharing and stock purchase plans, a defined bene-
fit pension plan may not include a qualified CODA.

However, §414(x) allows for certain small employers to
maintain “eligible combined plans” consisting of both a de-
fined benefit plan and a defined contribution plan with a qual-
ified CODA, which are often referred to as “DB(k) arrange-
ments.” Although a DB(k) arrangement is described as an el-
igible combined plan, the special rules of §414(x) require it to
operate largely as two separate plans. DB(k) arrangements are
discussed in more detail in IV.D., below, as they are also a type
of design-based safe harbor plan that is deemed to satisfy the
ADP and ACP nondiscrimination tests and is exempt from the
top-heavy requirements of §416.'”

e. Employee Stock Ownership Plans (ESOPs)

An ESOP is another type of defined contribution plan un-
der which an employer makes contributions to participants’ in-
dividual accounts that are invested and accumulate earnings on
a tax-free basis until distributed to the employee or his bene-
ficiary. An ESOP is defined in general terms by §4975(e)(7)
as a stock bonus plan which is qualified under §401(a) and is
designed to invest primarily in qualifying employer securities.
Benefits under an ESOP, as a type of stock bonus plan, must be
distributed in employer stock and are subject to the same rules
under §409(o) and §409(h) as stock bonus plans regarding the
right to require that the employer repurchase distributions made
in employer stock under certain circumstances and the and tim-
ing of distributions. However, ESOPs are subject to a number
of additional requirements under §409, including the require-
ment that an ESOP be invested primarily in employer stock,
which is what distinguishes an ESOP from a stock bonus plan.

that employers with generous contribution formulas often maintained both a
profit-sharing plan and a money purchase pension plan. §404(a)(3)(A)(i)(1), as
in effect before the Economic Growth and Tax Relief Reconciliation Act of
2001 (EGTRRA), Pub. L. No. 107-16. However, legislation enacted in 2001
conformed the deduction limits between the two plan types. §404(a)(3)(A)(1)
(I), as amended by EGTRRA, Pub. L. No. 107-16, §616(a)(1).

*7Section 401(a)(11)(B), applying more rigorous spousal consent require-
ments to “any defined contribution plan which is subject to the funding stan-
dards,” i.e., money purchase pension plans.

8 §414().

% §414(x), added by 2006 PPA, Pub. L. No. 109-280, §903(a), and amend-
ed by Pub. L. No. 109-458, §109(c)(1), effective for plan years beginning after
2009.

1%8414(x)(3), §414(x)(4).
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ESOPs are also subject to diversification requirements under
§401(a)(28). The specific requirements of ESOPs are discussed
in 354 T.M., ESOPs.

The regulations specifically provide that “[a]n ESOP may
form a portion of a plan the balance of which includes a qual-
ified pension, profit-sharing, or stock bonus plan which is not
an ESOP”."” Thus, both a qualified CODA and an ESOP may
be part of the same tax-qualified plan, and such plans are often
referred to as combined 401(k)/ESOPs or KSOPs. This type
of arrangement allows for employees to make elective defer-
rals under the qualified CODA feature and for employers to
make matching contributions in the form of employer stock,
rather than cash. In addition, employees can elect to allocate
their contributions to be invested in employer stock. However,
the ESOP and 401(k) portions of the plan are treated as separate
plans for purposes of satisfying the minimum coverage and
nondiscrimination requirements of §410(b), which means that
contributions to the ESOP are not taken into account in testing
for the 401(k) portion of the plan, and vice versa.

2. Tax-Qualified Plan With CODA Must Satisty
Applicable §401(a) Requirements

A profit-sharing or stock bonus plan (or a pre-ERISA
money purchase pension plan or rural cooperative plan) may
include a qualified CODA only if the plan satisfies the other ap-
plicable requirements of §401(a), taking into account the CO-
DA feature.'” A discussion of all requirements under §401(a)
is beyond the scope of this Portfolio, but the requirements of
§401(a) that present unique issues as applied to tax-qualified
plans including CODAs include the following:

* The overall plan contribution limits of §415(c) that are
imposed under §401(a)(16);

* The compensation limits that are imposed under §401(a)
Aa7;

* The top-heavy requirements of §416 that are imposed un-
der §401(a)(10); and

* The diversification requirements that are imposed under

§401(a)(35) on defined contribution plans that hold pub-

licly traded employer securities and under §401(a)(28) on

ESOPs.

The foregoing requirements of §401(a) are discussed in
more detail below. There are additional tax-qualification re-
quirements under §401(a) that are discussed elsewhere in this
Portfolio as they as relate specifically to CODAs, which includ-
ing the following:

* The §402(g) limitations on elective deferrals that are im-
posed under §401(a)(30) (discussed in VIL., below);

*The §401(k)(3)(A)(ii)) ADP nondiscrimination test,
which is the only way that elective deferrals can satisfy the
nondiscrimination requirement of §401(a)(4) (discussed in
III., below); and

*The §401(m) ACP nondiscrimination test, which is the
only way that employer matching contributions can satisfy

""'Reg. §54.4975-11(a)(5).
1%28401(k)(2); Reg. §1.401(k)-1(e)(1).
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the nondiscrimination requirement of §401(a)(4) (also dis-
cussed in III., below).

For a complete discussion of the general §401(a) require-
ments applicable to all profit-sharing and stock bonus plans,
see 351 T.M., Plan Qualification — Pension and Profit-Sharing
Plans."”

a. Section 415 Limit on Contributions

Under §401(a)(16), contributions to defined contribution
plans (“annual additions”) are subject to an overall annual limit
under §415(c)(1) of 100% of the participant’s “compensation”
or $40,000 (as adjusted for inflation), whichever is less."™ An-
nual additions for this purpose include elective deferrals, non-
elective employer contributions, matching contributions, and
after-tax employee contributions, as well as any forfeitures al-
located to the employee’s account.'” However, §414(v) catch-
up contributions, rollover contributions and certain restorative
payments are not considered annual additions.'*

Excess deferrals (i.e., elective deferrals that exceed the
§402(g) limit) are not considered annual additions if they are
distributed before April 15 of the year following the tax year
in which the excess deferral was made.'” Excess contributions
(i.e., elective deferrals that would otherwise cause a plan to fail
to satisfy the ADP test) are technically treated as annual addi-
tions even if the excess contributions are corrected through dis-
tribution.'” However, as a practical matter, this is rarely an is-
sue under §415 since a plan will ordinarily correct a §415 fail-
ure by first distributing elective deferrals and employee contri-
butions. As discussed below, these amounts would not be taken
into account in applying the ADP test so that it would be highly
unusual, for example, for an elective deferral to constitute both
an excess annual addition and an excess contribution.

For purposes of applying the §401(a)(16) limitations on
contributions, “compensation” includes elective deferrals under
a qualified CODA, a §403(b) arrangement, or a SIMPLE IRA,
as well as amounts deferred at the employee’s election under
§457(b) and elective contributions that are excluded from gross

'% See also 353 T.M., Employee Benefit Plans and Issues for Small Em-
ployers; 370 T.M., Distributions from Qualified Plans — Taxation and Qualiti-
cation; 371 T.M., Employee Plans — Deductions, Contributions, and Funding.
Options available for correcting failures associated with these qualified plans
through the Employee Plans Compliance Resolution Program System are dis-
cussed in 375 T.M., EPCRS — Plan Correction and Disqualification.

1%48415(c)(1)(A), §415(c)(1)(B). For years beginning before 2002, the lim-
it was the lesser of 25% of the participant’s compensation or $30,000 (as ad-
justed for inflation). For the current and previous dollar amounts, see the Work-
sheets.

1%8415(c)(2). For purposes of this provision, employee contributions are
determined without regard to rollover contributions and §414(v) catch-up con-
tributions. Reg. §1.415(c)-1(b)(3)(i), §1.414(v)-1(d)(1).

Under §415(c)(1), benefits or employee contributions transferred from a
qualified plan to a defined contribution plan are not annual additions. See, e.g.,
PLR 201831006 (IRS approval of employer plan to allow eligible employees
a one-time election to cease accruals under employer’s DB plan and receive
future accruals under employer’s DC plan (a governmental §401(k) plan un-
der §414(d), not subject to §411(d)(6)), with transferred amounts separately ac-
counted for in DC plan; no requirement to report assets transferred in plan-to-
plan transfer from the DB to DC plan as included in participants’ gross income,
and DC plan not required to treat transferred assets as annual additions under
§415(c)).

'%Reg. §1.415(c)-1(b)(2)(ii).

Reg. §1.402(g)-1(e)(1)(ii), §1.415(c)-1(b)(2)(ii)(D).

'%Reg. §1.415(c)-1(b)(1)(ii).
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income under §125, relating to cafeteria plans, and §132(f)(4),
relating to salary reduction amounts used for qualified trans-
portation benefits.'"” The term “compensation” does not include
amounts paid after severance from employment unless such
payments are made by the later of 2%2 months after the sever-
ance from employment or the end of the limitation year that
includes the date of severance and such amounts would have
been paid to the employee while still employed or are payments
for accrued bona fide sick, vacation or other leave.® As a re-
sult, severance is generally not considered “compensation” but
ordinary payroll and leave cash-outs paid after severance from
employment are included in “compensation.”

The “annual addition” under a defined contribution plan
is computed on the basis of a “limitation year.” The limitation
year is the calendar year, unless the employer elects to use
some other consecutive 12-month period.""

Excess annual additions can be corrected under the Em-
ployee Plans Compliance Resolution System (EPCRS)."” The
correction method under EPCRS allows for the return of elec-
tive deferrals or employee contributions, and gains attributable
to them, to reduce excess annual additions, subject to compli-
ance with all other the terms and conditions of EPCRS. It al-
so includes an explicit ordering rule providing for the distribu-
tion of different sources in a particular order, for example, first
from any unmatched employee after-tax contributions and then
unmatched elective deferrals. The returned amounts are disre-
garded for purposes of the §415 benefits and contributions lim-
its, the §402(g) limits on elective deferrals, and the ADP and
ACP nondiscrimination tests under §401(k)(3) and §401(m)(2),
respectively.

b. Section 401(a)(17) Limit on Compensation

Section 401(a)(17) provides that a qualified plan may not
take into account compensation in excess of a specified dollar
amount. The statutory limit is $200,000, but it is adjusted for
inflation in $5,000 increments.'"”

The §401(a)(17) limit applies for purposes of the nondis-
crimination tests under §401(k)(3) and §401(m)(2).""

Example: If an employee elects to defer $10,000 and has
compensation of $400,000, the employee’s actual deferral
percentage for purposes of §401(k)(3) will be based on
§401(a)(17) compensation, not the employee’s true com-
pensation of $400,000. In effect, §401(a)(17) acts as a part
of the nondiscrimination testing regime.

Section 401(a)(17) is not relevant solely for nondiscrimi-
nation testing purposes. For example, if an employee elects to
defer 5% of compensation, a plan would violate §401(a)(17)

1§415(c)(3)(D).

"0Reg. §1.415(c)-2(e)(3).

"Reg. §1.415(j)-1(a).

'"2T.D. 9319, 72 Fed. Reg. 16,878, 16,888 (Apr. 5, 2007) (preamble to fi-
nal §415 regulations). Rev. Proc. 2021-30, §6.06(2) (effective July 16, 2021),
superseding Rev. Proc. 2019-19, §6.06(2). For discussion of EPCRS, see 375
T.M., EPCRS — Plan Correction and Disqualification.

'38401(a)(17). The limit is $350,000 for 2025 and was $345,000 for 2024
and $330,000 for 2023. Notice 2024-80 (2025 limit), Notice 2023-75 (2024
limit), Notice 2022-55 (2023 limit). For previous dollar amounts, see the table
in the Worksheets.

"“Reg. §1.401(a)(17)-1(c)(1).
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if elective contributions were based on $300,000 of compen-
sation even if the resulting deferral of $15,000 were less than
the §402(g) limit and the plan satisfied the nondiscrimination
requirements taking into account only §401(a)(17) compensa-
tion. Instead, the plan must limit the employee’s deferral to 5%
of the §401(a)(17) compensation limit.

The prohibition on making contributions by reference to
compensation in excess of the §401(a)(17) limit raises the
question of whether elective deferrals may continue to be made
once an employee has received compensation for the year in
amount equal to the §401(a)(17) limit. On its face, this rule
suggests that employees’ elective deferrals must cease at this
point, which could occur early in the plan year for very highly
paid employees. Although the law is not entirely clear on this
point, the IRS has indicated that §401(a)(17) compensation
may be prorated over the year to allow highly paid employees
to prorate their elective deferrals over the payroll periods in
the plan year.'” Thus, an employee should be able to defer the
§402(g) limit over the entire year even though he or she earns
an amount equal to the §401(a)(17) limit in less than the entire
year. It is not clear, however, whether plans need specific lan-
guage providing for proration of the §401(a)(17) limit and, if
so, how such language should be drafted since an employee’s
plan year compensation may not be known at the time of each
payroll.

Example: Consider an employee who is paid $350,000
during the first half of 2025 when the annual §401(a)(17)
limit is $350,000. Assume the employee elected to defer
$1,000 per monthly payroll during the plan year, which is
the calendar year. Section 401(a)(17) could be interpret-
ed to prevent the employee from making elective defer-
rals during the second half of the year since all compensa-
tion paid in the second half of the year is in excess of the
§401(a)(17) limit. However, assuming that the plan pro-
rates §401(a)(17) compensation over the payroll periods
in the plan year, the employee may make elective defer-
rals out of compensation paid during the second half of the
year.

c. Section 416 Top-Heavy Rules

Section 401(a)(10)(B) requires that certain tax-qualified
plans, including §401(k) plans, satisfy the top-heavy rules of
§416. These rules compare the total account balances of key
employees to the total balances of non-key employees. Gener-
ally, if more than 60% of the overall assets in the plan are at-
tributable to key employees, the plan is deemed to be top-heavy
and certain minimum contributions may need to be provided to
the non-key employees and certain vesting requirements must
be satisfied. Thus, the top-heavy rules provide an additional
layer of nondiscrimination testing to ensure that a plan does not
disproportionately benefit “key employees.”

Section 416(g)(4)(H) provides that a “top-heavy” plan
does not include a plan consisting solely of: (1) a CODA that
meets the ADP safe harbor requirements of either §401(k)(12)
or §401(k)(13); and (2) matching contributions that meet the
requirements of §401(m)(11) or §401(m)(12). If, but for this

'"Reg. §1.401(a)(17)-1(b)(3)(i).
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provision, a plan would be treated as top-heavy because it is a
member of an aggregation group that is a top-heavy group, con-
tributions under the plan may be taken into account in deter-
mining whether any other plan in the group meets the top-heavy
defined contribution plan requirements of §416(c)(2)."® In ad-
dition, §414(x)(4) provides that a §401(k) plan forming part of
a DB(k) plan, discussed in IV.D., below, is treated as meeting
the top-heavy requirements.

A plan will not be treated as top-heavy solely because it
does not provide for nonelective or matching contributions to
employees who are eligible to participate on the basis of be-
ing long-term, part-time employees under $401(k)(2)(D)(ii),"”
which means that the plan can be tested without such partici-
pants.'"® Effective for plan years beginning on or after January
1, 2024, employees not meeting the age or service requirements
of §410(a)(1), without regard to §410(a)(1)(B), may be exclud-
ed in determining a plan’s top-heavy status."”

Also, employer matching contributions (as defined in
§401(m)(4)(A)) are taken into account in determining whether
the plan provides the required minimum benefits under
§416(c).” However, any reduction in the minimum contribu-
tion under this provision is not taken into account in determin-
ing whether the contingent benefit rule of §401(k)(4)(A) ap-
plies.” Under the regulations, elective contributions pursuant
to a CODA on behalf of key employees are taken into account
in determining any minimum required contribution for non-key
employees under §416(c)(2)," but elective contributions may
not be treated as employer contributions for non-key employ-
ees in determining whether the minimum contribution rule has
been satisfied.”

Practice Insight: To the extent that the §416 requirements
for a top-heavy plan are not already satisfied by a top-heavy
plan that contains a CODA, or by another plan of the employer,

1°§416(2)(4)(H).

"7 See Prop. Reg. §1.401(k)-5(b)(1), REG-104194-23, 88 Fed. Reg. 82,796
(Nov. 27, 2023). For this purpose, long-term, part-time employees are part-time
employees who work at least 500 hours for three consecutive years (two for
plan years beginning in or after 2025) and satisfy minimum age requirements.
See I1.E., below.

'8 See §401(k)(15)(B)(ii); Prop. Reg. §1.401(k)-5(d)(2)(ii), §1.401(k)-5(f)
(2), REG-104194-23, 88 Fed. Reg. 82,796, 82,814 (Nov. 27, 2023). Although
§401(k)(2)(D)(ii) is effective for plan years beginning on or after January 1,
2021, the statute requires that an employee complete at least 500 hours of ser-
vice for three consecutive 12-month periods, which means that January 1, 2024,
is the earliest date that this provision could apply to a part-time employee. For
plan years beginning after 2024, the service requirement must be satisfied for
two consecutive 12-month periods, instead of three.

'”§416(c)(2)(C), added by Pub. L. No. 117-328, Div. T, §310(a). See also
Prop. Reg. §1.401(k)-5(f)(2), REG-104194-23, 88 Fed. Reg. at 82,816.

'208416(c)(2)(A), as amended by EGTRRA, Pub. L. No. 107-16, §613(b),
effective for years beginning after December 31, 2001. This provision over-
rides Reg. §1.416-1, Q&A M-19, which provides that, if matching contribu-
tions are used to satisfy the minimum benefit requirement, they are not treated
as matching contributions for purposes of the §401(m) nondiscrimination rules.
H.R. Conf. Rep. No. 84, 107th Cong, Ist Sess. 121, n. 69 (2001).

1218416(c)(2)(A). The contingent benefit rule is discussed in IL.F.1., below.

"Reg. §1.416-1, Q&A M-20.

""Reg. §1.416-1, Q&A M-20. Apparently, the Treasury Department con-
cluded that this rule was necessary in light of the addition of §401(k)(4)(A) and
§401(k)(4)(C) by the 1986 TRA, which generally prohibits the conditioning of
any other benefit (e.g., the top-heavy minimum) on an employee’s making, or
failing to make, elective contributions under a CODA, and also prohibit elec-
tive contributions under a CODA from being taken into account for purposes
of determining whether any other plan meets the requirements of §401(a).
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the employer may wish to impose back-up limits on the elective
contributions by key employees under the CODA, to prevent
that plan (or an “aggregation group” of plans, as defined in
§416(g)(1)(B)) from becoming top-heavy, or to limit the mini-
mum employer contribution that will need to be made.

d. Section 401(a)(35) and §401(a)(28) Diversitication
Requirements

Section 401(a)(35) requires certain defined contribution
plans that hold employer stock, including 401(k) plans, to allow
participants and beneficiaries to reinvest any amounts con-
tributed as elective deferrals (and after-tax employee contribu-
tions) in an investment option other than employer stock. These
“diversification rights” afforded by §401(a)(35) only apply to
plans that hold publicly traded employer securities, but a sim-
ilar rule under ERISA §204(j) applies to plans that hold non-
publicly traded or privately held employer securities. In addi-
tion, §401(a)(28) affords diversification rights to ESOPs, in-
cluding a KSOP. Each of these provisions is discussed below.

(1) Publicly Traded Employer Securities

(a) General Rule

Section 401(a)(35), as applied to 401(k) plans, generally
provides that a §401(k) plan may not require an individual
to invest in publicly traded employer securities.”™ Specifically,
§401(a)(35) requires that a §401(k) plan provide individuals
with an immediate opportunity to elect to direct the investment
of the portion of the participant’s account that is attributable to
elective deferrals, employee contributions, and rollover contri-
butions among a menu of diversified investment options other
than employer stock.”” Thus, in principle, an employer could
make contributions attributable to elective deferrals in the form
of publicly traded employer securities and then require that par-
ticipants affirmatively elect to diversify their accounts. Howev-
er, the practical effects of this rule are to require the terms of
a 401(k) plan to provide for diversification rights, and for the
plan to include sufficient investment options.

It is more common for employers to make matching con-
tributions in the form of employer securities. For the portion
of a participant’s account balance that is invested in employer

128401(a)(35), added by Pub. L. No. 109-280, §901(a)(1), generally ef-
fective for plan years beginning after December 31, 2006. See Reg. §1.401(a)
(35)-1, T.D. 9484, 75 Fed. Reg. 27,927 (May 19, 2010), generally effective
for plan years beginning on or after January 1, 2011. For plan years beginning
in 2007 through 2010, a plan could rely on Notice 2006-107 (as modified by
Notice 2008-7), proposed regulations contained in REG-136701-07, 73 Fed.
Reg. 421 (Jan. 3, 2008), or the final regulations to satisfy the requirements of
§401(a)(35). 75 Fed. Reg. at 27,930 (preamble). A special effective date ap-
plied for a plan maintained pursuant to one or more collective bargaining agree-
ments ratified on or before August 17, 2006. Pub. L. No. 109-280, §901(c)
(2); Reg. §1.401(a)(35)-1(g)(1)(ii). Also, for employer matching and nonelec-
tive contributions (and earnings thereon) that are invested in employer securi-
ties that as of September 17, 2003, (1) consisted of preferred stock and (2) were
held within an ESOP under the terms of which the value of the preferred stock
is subject to a guaranteed minimum, §401(a)(35) applied to the preferred stock
for plan years beginning after the earlier of: (a) December 31, 2007; or (b) the
first date as of which the actual value of the preferred stock equaled or exceed-
ed the guaranteed minimum. Pub. L. No. 109-280, §901(c)(3).

'8401(a)(35)(B); Reg. §1.401(a)(35)-1(b)(1). See §401(a)(35)(G)(ii)
(defining elective deferrals as employer contributions described in §402(g)(3)

(A)).
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stock and is attributable to employer contributions other than
elective deferrals, such as matching contributions, §401(a)(35)
requires that a participant who has completed at least three
years of service have the right to diversify such portion of their
account balance."” The date of completion of three years of ser-
vice occurs immediately after the end of the third vesting com-
putation period provided for under the plan that constitutes the
completion of a third year of service under §411(a)(5). Howev-
er, if the plan uses the elapsed time method of crediting service
for vesting purposes (or provides for immediate vesting), the
date of completion is the third anniversary of the participant’s
date of hire."”’

Affected individuals must have the right to reinvest in an
investment menu that includes no fewer than three investment
options, other than employer securities, each of which is di-
versified and has materially different risk and return charac-
teristics.””® Investment options are treated as being diversified
and having materially different risk and return characteristics
if they satisfy the requirements of 29 C.F.R. §2550.404c-1(b)
(3)." This requirement is ordinarily not an issue for plans that
permit participants to direct the investment of their account bal-
ances. In addition, a plan may limit the time for divestment
and reinvestment to periodic, reasonable opportunities but must
permit diversification at least as frequently as on a quarterly ba-

sis.*°

(b) Definition of Publicly Traded Employer Security

A publicly traded employer security is any security issued
by an employer of employees covered by the plan, or by an
affiliate of such employer, which is readily tradable on an es-
tablished securities market.”' A security is readily tradable on
an established securities market only if it is traded on a na-
tional securities exchange that is registered under §6 of the Se-
curities Exchange Act of 1934." Thus, securities that are on-
ly traded on the “Over-The-Counter Bulletin Board” and the
“pink sheets” are not considered publicly traded only on securi-
ties."” Similar rules apply to securities that are traded on a for-
eign national securities exchange that is officially recognized,
sanctioned, or supervised by a governmental authority and the
security is deemed by the SEC as having a “ready market” un-
der SEC Rule 15¢3-1."** Effective for plan years beginning on
or after January 1, 2028, §401(a)(35)(I) provides several addi-
tional means by which an employer security will be treated as
publicly traded for this purpose.'”

An employer cannot simply bypass the diversification re-
quirements of §401(a)(35) by issuing a special class of non-

1268401(a)(35)(C); Reg. §1.401(a)(35)-1(c). See §401(a)(35)(G)(vi)
(defining year of service).

"7TReg. §1.401(a)(35)-1(c)(3). See Notice 2006-107, §IIL.B.

188401(a)(35)(D).

'Y Reg. §1.401(a)(35)-1(d). See Notice 2006-107, §IIL.C.

1308401(a)(35)(D)(ii)(I); Reg. §1.401(a)(35)-1(b)(1), §1.401(a)(35)-1(c)
1.

1B18401(a)(35)(G)(iii) (citing to ERISA §407(d) for definition of employer
security).

Reg. §1.401(a)(35)-1(H)(5).

"¥REG-136701-07, 73 Fed. Reg. 423-24 (preamble to §401(a)(35) pro-
posed regulations).

" Reg. §1.401(a)(35)-1(F)(5).

1% See §401(a)(35)(I), added by Pub. L. No. 117-328, Div. T, §123(a), ef-
fective for plan years beginning after December 31, 2027.
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publicly traded securities to a §401(k) plan. The statute pro-
vides that a plan holding non-publicly traded securities will be
treated as holding publicly traded securities if the employer, or
any member of controlled group of corporations® which in-
cludes the employer, has issued as a class of stock which is
publicly traded.”” For this purpose, the controlled group rules
are applied using a 50% threshold rather than an 80% thresh-
old.” There is a limited exception that is intended to cover sit-
uations where a brother-sister corporation that does not include
its employees in the plan has a publicly traded security."”

A plan (including an investment option under the plan) is
not treated as holding employer securities to the extent the em-
ployer securities are held indirectly as part of a broader fund
that is:

(1) aregulated investment company in §851(a);

(2) a common or collective trust fund or pooled investment
fund maintained by a bank or trust company supervised by
a state or a federal agency;

(3) a pooled investment fund of an insurance company that
is qualified to do business in a state;

(4) an investment fund managed by an investment man-
ager as defined under ERISA §3(38) for a multiemployer
plan; or

(5) any other investment fund designated by the IRS in
published guidance.'"*

This exception applies only if the investment in the em-
ployer securities is held in a fund under which there are stated
investment objectives of the fund and the investment is inde-
pendent of the employer and any affiliate.' Under the percent-
age limitation rule, an investment is not considered to be inde-
pendent if the aggregate value of the employer securities held
in the fund exceeds 10% of the total value of all of the fund’s
investments for the plan year, determined as of the end of the
preceding plan year.'”” If an investment fund no longer meets
the independent investment requirement (or the percentage lim-
itation rule), the plan does not fail the diversification require-
ments merely because it does not offer those rights with respect
to that investment fund for up to 90 days after the investment
fund ceases to meet those requirements.'

1%68414(b) (which references §1563(a) without regard to §1563(a)(4) and
§1563(e)(3)(C)).

'¥78401(a)(35)(F). A transition rule applied to the portion of an account
that consists of employer securities acquired in a plan year before January 1,
2007. Under the transition rule, for the first three years for which the diversi-
fication rules apply, the applicable percentage of such amounts subject to di-
versification is 33% in the first year, 66% in the second year and 100% in the
third and following years. The applicable percentage separately applies to each
class of employer security in an applicable individual’s account. The transi-
tion rule did not apply to plan participants who had three years of service and
who had not reached age 55 by the beginning of the first plan year beginning
after December 31, 2005. §401(a)(35)(H); Reg. §1.401(a)(35)-1(g)(3); Notice
2006-107, §1ILE.

1388401(a)(35)(F)(iii); Reg. §1.401(a)(35)-1()(2)(iv)(A).

198401(a)(35)(F)(ii); Reg. §1.401(a)(35)-1(H(2)(iv)(B).

"Reg. §1.401(a)(35)-1(f)(3)(i1)(A).

"' Reg. §1.401(a)(35)-1(f)(3)(ii)(B).

142Reg. §1.401(a)(35)-1(f)(3)(ii)(C). The determination can be based on
the information in the latest disclosure of the fund’s portfolio holdings that was
filed with the SEC in that preceding plan year.

" Reg. §1.401(a)(35)-1(e)(2)(iii)(B). See Notice 2006-107, §IILA.
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(c¢) Investment Restrictions and Conditions

A plan generally is not permitted to impose restrictions or
conditions with respect to the investment of publicly traded em-
ployer securities that are not imposed on the investment of oth-
er assets of the plan and may not condition other benefits on
investments in employer securities.'*

Prohibited restrictions and conditions, whether imposed
directly or indirectly, typically include:

(1) a restriction on an applicable individual’s rights to di-
vest an investment in employer securities that is not im-
posed on an investment that is not in employer securities;
thus, for example, a plan may not provide that investment
control is offered less frequently for an employer stock
fund than other investment funds; and

(2) a benefit that is conditioned on investment in employer
securities.'”

A prohibited indirect restriction on an individual’s right to
divest an investment in employer securities would be, for ex-
ample, one that prohibits a participant who divests his or her
account balance with respect to the investment in employer se-
curities from reinvesting in employer securities for a period of
time thereafter.'* The notion is that an individual may be un-
willing to diversify if diversification means that the individual
will be limited in his or her ability to invest in employer secu-
rities. However, an indirect restriction would not exist merely
because there are tax consequences that result from an individ-
ual’s divestment of an investment in employer securities, such
as, for example, the loss of the special treatment for net unreal-
ized appreciation provided under §402(e)(4)."

There are carve-outs from this rule, provided the limitation
applies without regard to a prior exercise of rights to divest em-
ployer securities. For example, the plan may prohibit a partic-
ipant from investing additional amounts in employer securities
if more than 10% of that participant’s account balance is invest-
ed in employer securities.'”® A plan also may impose reasonable
restrictions on the timing and number of investment elections
an individual can make to invest in employer securities, pro-
vided the restrictions are designed to limit short-term trading in
the employer securities. For example, under a so-called round
trip restriction, a plan could provide that a participant may not
elect to invest in employer securities if the employee has elect-
ed to divest employer securities within a short period of time,
such as seven days, before the election to invest in employ-
er securities.'”’ The seven-day rule is an example; other short-
term trading restrictions (such as a restriction based on multi-
ple trades within a specified period) are allowable if they meet
the “reasonably designed” standard. A restriction or condition
on the divestiture of employer securities that either is required
or is reasonably designed to ensure compliance with applica-
ble securities laws is permitted.' Also, an applicable defined
contribution plan may restrict the application of the diversifica-

48401 (a)(35)(D)(ii)(IT); Reg. §1.401(a)(35)-1(e).
“SReg. §1.401(a)(35)-1(e)(1)(i).

"“SReg. §1.401(a)(35)-1(e)(1)(ii)(B).

“Reg. §1.401(a)(35)-1(e)(1)(ii)(C).

“$Reg. §1.401(a)(35)-1(e)(3)(ii).

““Reg. §1.401(a)(35)-1(e)(3)(ii).
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tion requirements for up to 90 days after the plan becomes an
applicable defined contribution plan (for example, because the
employer securities held under the plan first become publicly
traded).”"

A plan may impose fees on other investment options that
are not imposed on the investment in employer securities, or
may impose a reasonable fee for the divestment of employer
securities.'”” A plan may allow transfers to be made into or out
of a stable value or similar fund more frequently than a fund
invested in employer securities. A stable value fund or simi-
lar fund is an investment product or fund designed to preserve
or guarantee principal and provide a reasonable rate of return,
while providing liquidity for benefit distributions or transfers to
other investment alternatives."” A plan may provide for trans-
fers out of a qualified default investment alternative (QDIA)"*
more frequently than a fund invested in employer securities."”
Finally, a plan may prohibit any further investment in employer
securities only if the plan does not permit additional contribu-
tions or other investments to be invested in employer securi-
ties.” A plan is not considered to provide for further invest-
ment in employer securities merely because dividends paid on
employer securities under the plan are reinvested in employer
securities.”’

(d) Exception to Diversification for ESOPs and One-
Participant Plans

The diversification requirements of §401(a)(35) apply
very broadly. Any defined contribution plan that holds publicly
traded employer securities must provide the diversification
rights. The only exceptions are for a one-participant plan or an
ESOP that does not hold any amounts attributable to elective
deferrals under §401(k) or matching contributions under
§401(m), and that is structured as a separate plan within the
meaning of §414(1).”® A one-participant retirement plan is de-
fined for this purpose as a retirement plan that on the first day
of the plan year: (1) covered only one individual (or the individ-
ual and the individual’s spouse) who (or with his or her spouse)
owned 100% of the plan sponsor (whether or not incorporated);
or (2) covered only one or more partners (or partners and their
spouses) in the plan sponsor.”” An ESOP is an applicable de-
fined contribution plan if it is a portion of a larger plan (whether
or not that larger plan includes contributions that are subject to

''Reg. §1.401(a)(35)-1(e)(2)(ii). See T.D. 9484, 75 Fed. Reg. at 27,930
(preamble).

BReg. §1.401(a)(35)-1(e)(2)(iii)(A).

'"?Reg. §1.401(a)(35)-1(e)(3)(iv).

' Reg. §1.401(a)(35)-1(e)(3)(V).

"**Defined in 29 C.F.R. §2550.404c-5(e). See discussion of QDIAs in 365
T.M., ERISA — Fiduciary Responsibility and Prohibited Transactions.

S Reg. §1.401(a)(35)-1(e)(3)(Vi).

'Reg. §1.401(a)(35)-1(e)(3)(vii).

"7 Also, an ESOP does not fail to be a frozen fund merely because of the
allocation of employer securities that are released as matching contributions
from the plan’s suspense account that holds employer securities acquired with
an exempt loan under §4975(d)(3), but only as to employer securities that were
acquired in a plan year beginning before 2007, with the proceeds of an exempt
loan which is not refinanced after the end of the last plan year beginning before
2007.

1*¥$401(a)(35)(E). See Notice 2006-107, $IILA.

'%8401(a)(35)(E)(iii) and §401(a)(35)(E)(iv), as amended by Pub. L. No.
110-458, §109(a), effective as if included in the 2006 PPA; Reg. §1.401(a)
(35)-1(H)(2)(iii).
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§401(k) or §401(m)). A plan is not considered to hold amounts
ever subject to §401(k) or §401(m) merely because the plan
holds amounts attributable to rollover amounts in a separate ac-
count that were previously subject to §401(k) or §401(m)."*”
Practice Insight: The separate plan requirement means that
an employer cannot make nonelective employer contributions
to an ESOP component of a §401(k) plan. Instead, the employ-
er must establish a stand-alone ESOP to receive such contribu-
tions. It appears that this may be accomplished through a spin-
off of any assets attributable to §401(k) or §401(m) contribu-
tions, including amounts previously attributable to such contri-
butions where the plan no longer permits such contributions.

(e) ERISA Notice Requirement

ERISA §204(j) imposes diversification requirements that
mirror the requirements of §401(a)(35). ERISA §101(m) im-
poses a notice requirement in addition to the substantive re-
quirements discussed above. The notice must inform individ-
uals of their right to diversify under ERISA §204(j) and must
describe the importance of diversifying the investment of re-
tirement account assets. The notice is due no later than 30 days
before the first date on which an individual has the right to di-
versify.'®'

The IRS has issued a model notice for use under ERISA
§101(m)."*”

The penalty for failure to provide the notice may be as
high as $100 (as adjusted for inflation) per participant per
day‘ms

(2) ERISA Limitation on Privately Held Employer
Securities

As discussed above, §401(a)(35) does not apply if the em-
ployer and its affiliates do not have publicly traded securi-
ties. In circumstances where the diversification requirements
of §401(a)(35) and ERISA §204(j) do not apply to a §401(k)
plan, certain ERISA rules may limit the extent to which partic-
ipants may be required to invest elective deferrals in employ-
er securities. Specifically, ERISA §407(a) imposes a 10% lim-
it on investments by employee pension benefit plans in quali-

'908401(a)(35)(E)(i); Reg. §1.401(a)(35)-1(H)(2)(ii).

''ERISA §101(m). The DOL issued transition guidance that effectively
waived the diversification notice for individuals that became eligible to diver-
sify prior to January 1, 2007, when the notice requirement was first effective.
Because the information regarding the importance of diversification is required
under both the stock diversification notice under ERISA §101(m) and the quar-
terly benefit statements under ERISA §105, the DOL treated a plan adminis-
trator’s compliance with the benefit statement requirement as satisfying the di-
versification notice requirement for plans that were providing employer stock
diversification rights at least equal to those required by the 2006 PPA. DOL
Field Assistance Bulletin 2006-03.

12 Notice 2006-107, §III.G. The model may have to be adapted to reflect
particular plan provisions. For example, changes would generally be necessary
if the plan has more than one class of employer securities, the plan provides
the same diversification rights for participants without regard to whether they
have three years of service, some of the plan’s investment options are closed,
the plan receives participant elections electronically, or the transition rule of
§401(a)(35)(H) is being applied. Notice 2006-107, §II1.G.

'S ERISA §502(c)(7); 29 C.F.R. §2575.3. For a table of the current and pri-
or DOL penalties imposed on an ERISA plan, see the Worksheets of 361 T.M.,
Reporting and Disclosure Under ERISA. The penalty accrues from 30 days be-
fore the first date on which rights are exercisable under ERISA §204(j) up to
the date the notice is furnished. 29 C.F.R. §2560.502c¢-7.
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fying employer securities and qualifying employer real proper-
ty. This limitation extends to elective deferrals under a §401(k)
plan requiring any portion of elective deferrals or earnings on
elective deferrals to be so invested.'” Thus, §401(k) plans can-
not require employees to invest more than 10% of their §401(k)
plan contributions in qualifying employer securities, including
privately held employer securities, or qualifying employer real
property.

There are several exceptions to this rule. First, the rule
does not apply to an individual account plan if, pursuant to
the terms of the plan, the portion of any employee’s applicable
elective deferrals which is required to be invested in qualifying
employer securities and qualifying employer real property for
any year may not exceed 1% of the employee’s compensation
which is taken into account under the plan in determining the
maximum amount of the employee’s applicable elective defer-
rals for such year.'” Second, the 10% limit does not apply to an
individual account plan if the fair market value of the assets of
all individual account plans maintained by the employer does
not exceed 10% of the fair market value of the assets of all re-
tirement plans (other than multiemployer plans) maintained by
the employer.'® Third, the change does not apply to an ESOP,
as defined in §4975(e)(7)."

Practice Insight: The last exception for ESOPs is signifi-
cant. A qualified CODA may be a component of a stock bonus
plan, including an ESOP. The requirements for ESOPs are not
particularly onerous and, for this reason, it is possible to design
a so-called KSOP that requires the investment of elective de-
ferrals in privately held employer securities.

(3) Section 401(a)(28) Diversification Rights for
ESOPs

Section 401(a)(28) creates diversification rights in an
ESOP, including a KSOP. Pursuant to §401(a)(28), an employ-
ee who has completed at least 10 years of participation under
the plan and has attained age 55 (a “qualified participant”) must
be provided an opportunity to either receive a distribution of a
portion of his or her account or, more commonly, invest among
a diversified menu of investment options.'® The election must
be available for the six-plan-year period beginning when the
employee first became a qualified participant, and must apply
to 25% of the participant’s account in the plan.'” However, in
the last year of the election period, 50% of the participant’s ac-
count must be eligible for diversification.'”

ERISA §407 and L.R.C. §401(a)(28) do not limit voluntary
investments in employer securities. Thus, employees may elect
to invest more than 10% of their elective deferrals in employer
securities and real property. Further, employers still can invest
their matching contributions in non-publicly traded employer
stock or real property, as long as employees are not required to

' ERISA §407(b), as amended by Pub. L. No. 105-34, §1524. See also
H.R. Conf. Rep. No. 220, 105th Cong., 1st Sess. 750-51 (1997). The 10% limit
applies to elective deferrals for plan years beginning after December 31, 1998.

' ERISA §407(b)(2)(B)(iv).

'SERISA §407(b)(2)(B)(ii).

" ERISA §407(b)(2)(B)(iii).

18 8401(a)(28)(B); see also Notice 88-56.

1998401(a)(28)(B).

75401 (a)(28)(B)(i).
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invest more than 1% of their elective deferrals in such invest-
ments. Therefore, participants may assume the risk of investing
more than 10% of their assets in the stock of their employer. In
addition, the assets invested in qualifying employer securities
and qualifying employer real property above the 10% limitation
pursuant to employee direction can qualify for ERISA §404(c)
protection (relating to participant-directed accounts).

B. CODA Must Offer Election by Employee to Contribute
to a Trust: §401(k)(2)(A)

Section 401(k)(2)(A) provides that a qualified CODA is
an arrangement under which a covered employee may elect to
have the employer make payments as contributions to a trust
under the plan on behalf of the employee, or to the employee
directly in cash.

Whether or not a contribution is made pursuant to an elec-
tion by the employee is critical not only in determining whether
a qualified versus a nonqualified CODA arrangement exists un-
der §401(k) but in distinguishing between elective and nonelec-
tive employer contributions for purposes of applying the gen-
eral tax-qualification rules of §401(a). In this regard, for exam-
ple, a contribution that is made as a result of a cash or deferred
election under a qualified CODA is subject to the §402(g) limit
while a nonelective contribution is subject only to the broader
§415 limit. Similarly, a contribution made pursuant to a quali-
fied cash or deferred election is subject to the ADP test while a
nonelective employer contribution is subject to an entirely dif-
ferent set of nondiscrimination testing rules under §401(a)(4).
In other words, identifying whether a plan contribution is made
pursuant to a cash or deferred election is also necessary to de-
termine the type of contribution being made to the plan, which
affects when such contribution will be taxable to the employee,
and any limitations on the amount or distribution of the contri-
bution under the general tax-qualification rules of §401(a).

The concept of an election can also be significant to em-
ployers and plans that are ineligible to maintain a qualified CO-
DA, such as governmental plans and defined benefit plans, as
the inadvertent creation of a CODA by offering an employee a
choice between benefits can disqualify the entire plan. For ex-
ample, if an employer offered an employee a choice between
participation in a defined benefit plan or a higher salary, this
choice would create a cash or deferred arrangement, unless, as
discussed below, such choice was offered as part of a one-time
irrevocable election prior to the date the employee became el-
igible under any tax-preferred plan maintained by the employ-
er. If the employee elected participation in the defined benefit
plan, the employee might be subject to current income tax on
the value associated with such participation, and the tax-quali-
fied status of the defined benefit plan could be adversely affect-
ed.

1. Meaning of “Election”

A cash or deferred election is defined broadly by the regu-
lations as any “direct or indirect election (or modification of an
earlier election) by an employee” between having the employ-
er “provide cash (or some other taxable benefit) that is not cur-
rently available” and “contribute an amount to a trust, or pro-
vide an accrual or other benefit, under a plan deferring the re-
ceipt of compensation.””" This general definition applies both
to qualified and nonqualified CODA arrangements. For a CO-
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DA to be a qualified CODA, the regulations impose the ad-
ditional requirement that the amount that may be deferred un-
der the election must be available in cash, which effectively
negates the application of the “some other taxable benefit” par-
enthetical of the general CODA definition of the regulations to
qualified CODAs.'”

It is important to recognize that not all contributions made
under a salary reduction agreement will constitute elections to
make pre-tax deferrals under a qualified CODA. For example,
contributions made under a mandatory salary reduction agree-
ment entered into as a condition of employment are not con-
tributions made pursuant to cash or deferred elections because
there is no “election” by the employee to receive contributions
in lieu of cash."” Contributions made under these circumstances
are subject to the general coverage and nondiscrimination re-
quirements applicable to nonelective employer contributions,
which demonstrates how the election concept is important in
determining whether a contribution is made under a qualified
CODA.

Implicit in the definition of a cash or deferred arrangement
is that a choice to receive a distribution from the plan is not
considered a choice between cash or deferred election. For ex-
ample, if a nonelective contribution is made on behalf of a par-
ticipant and is immediately eligible for distribution because the
participant has attained a stated age, such as age 55, it could be
argued that a cash or deferred election exists because the par-
ticipant can request an immediate distribution and receive cash,
or choose not to receive a distribution and, therefore, receive
the contribution. In such a case, however, the cash distribution
would be made pursuant to the terms of the plan and would
not be made by the employer. In the absence of a choice to re-
ceive a payment from the employer, no election exists within
the meaning of a CODA under the regulations.

The following discussion explains in more detail the spe-
cific requirements for an election to be treated as having been
made pursuant to a qualified CODA.

a. Amount Deferred Under Election Must Be
Available in Cash

As discussed above, the amount deferred under the em-
ployee’s election must be available to the employee in cash in
order for the arrangement to be a qualified CODA, notwith-
standing the parenthetical reference to “some other taxable ben-
efit” in the general definition of a cash or deferred election.'™
Thus, if an employee’s election involves a choice between a
non-cash taxable benefit and a contribution of equal value, the
arrangement may be a CODA, but it will not be treated as a
qualified CODA."” Similarly, if an employee may choose be-
tween an amount of cash and a contribution of an amount in
excess of the available cash, any contribution in excess of the

"'Reg. §1.401(k)-1(a)(3)(i).

' The IRS has addressed the effect of a choice between receiving a plan
contribution and a non-taxable benefit, such as certain employer-provided
health benefits. In general, contributions made under such elections result in
taxable income to the employee at the time of contribution. PLR 9513027, PLR
9104050.

'"PReg. §1.401(k)-1(a)(3)(i), discussed in IX.A., below; CCA 200018001;
cf. 1986 Conf. Rep., 1I-405 and 420.

"MReg. §1.401(k)-1(e)(2)().

" Reg. §1.401(k)-1(e)(2)().

358-5th



Detailed Analysis

I1.B.1.d.

amount available in cash is not treated as made pursuant to a
qualified CODA."

The IRS has ruled that contributions of the dollar equiv-
alent of unused paid time off to a profit-sharing plan were
not elective contributions pursuant to a qualified CODA unless
the participant was provided a right to elect to have the dollar
equivalent of the unused paid time off paid in cash instead of
the contribution.”” Where the participant was not provided a
right to elect payment of such dollar equivalent in lieu of the
plan contribution, the IRS ruled that the contribution was not an
elective contribution made pursuant to a qualified CODA and
should be treated as a nonelective employer contribution. Sim-
ilarly, the IRS has ruled that a participant’s election to cease
future participation and benefit accruals in the employer’s de-
fined benefit plan in exchange for enhanced employer contribu-
tions to the employer’s defined contribution plan, without any
option to receive cash or some other taxable benefit, was not
made pursuant to a qualified CODA."*

b. Amount Deferred Under Election Must Not Be
Currently Available — Timing of the Election

The requirement in the regulations that a cash or deferred
election may only be made with respect to an amount that is not
“currently available” to the employee gives rise to several rules
regarding the timing of the election. An amount is treated as
currently available under the regulations if it has been paid to
the employee or if the employee may receive it currently at the
employee’s discretion.””” However, an amount is not currently
available to an employee if there is a significant limitation or
restriction on the right to receive it currently or if under no cir-
cumstances may the employee receive the amount before a fu-
ture date." Whether or not the employee has “constructively
received” the amount under §451 is not relevant.'™

An election can only be made with respect to amounts that
would become currently available after the date on which the
CODA is adopted or becomes effective, whichever is later."

Practice Insight: This definition of a cash or deferred elec-
tion requires earlier action on the part of the employer than is
the case for other types of qualified plans. By requiring that
a CODA be “adopted” by the employer before the deferred
amounts are available, the regulations may preclude making a
cash or deferred election during a plan year where plan docu-
ments are not adopted until the end of the plan year but with
an earlier effective date. For plans that do not contain a CODA,

" Reg. §1.401(k)-1(e)(2)().

""Rev. Rul. 2009-31. See also TAM 9635002; PLR 201601012 (annual ir-
revocable election between having unused paid time off contributed to 401(k)
plan or retiree HRA, or a combination of both, with no election to receive pay-
ment in cash or other taxable benefit, did not constitute a CODA or pre-tax
elective deferrals); PLR 199940043 (contribution of employees’ accumulated
paid leave to plan was not a cash or deferred election because employees’ only
options were to take the leave time that would otherwise be forfeited or to re-
ceive a plan contribution based on the amount of leave that would be forfeited);
PLR 200247050 (similar ruling on exchange of unused sick leave for §401(k)
contribution).

"SPLR 200213029.

"M Reg. §1.401(k)-1(a)(3)({v).

"Reg. §1.401(k)-1(a)(3)({v).

81 See Reg. §1.401(k)-1(a)(3)(iv). Cf. Reg. §1.451-2(a).

" Reg. §1.401(k)-1(a)(3)(ii)(A).
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board voting and other evidence of plan adoption are often tak-
en late in the year but can become effective earlier in the year.

The election must be made before the contribution occurs
in order for the amount to be “not currently available.”'® Thus,
a contribution made in anticipation of an employee’s election
is not made pursuant to a cash or deferred election.

In addition, the contribution must be made after the em-
ployee has performed services with respect to which the con-
tributions are made (or when the cash or other taxable benefit
would have become currently available, if earlier)."™ Thus,
amounts contributed in anticipation of future services generally
are not made pursuant to a cash or deferred election. However,
if the payment of compensation would have preceded the per-
formance of services, a contribution made no earlier than the
date the compensation would have been paid will be treated as
made pursuant to a cash or deferred election.'™ An exception
applies where contributions are occasionally made before the
services are performed in order to accommodate bona fide ad-
ministrative considerations, such as an upcoming vacation of
the person responsible for transmitting contributions, so long as
the principal purpose is not to accelerate tax deductions.'

c. Frequency of the Election

A cash or deferred arrangement must provide employees
with an “effective opportunity” to make (or change) a cash or
deferred election at least once during each plan year in order
for the arrangement to constitute a qualified CODA."” Whether
an employee has an effective opportunity is determined based
on all the relevant facts and circumstances, including the ade-
quacy of notice of the availability of the election, the period of
time during which an election may be made, and any other con-
ditions on elections."™

d. Form of the Election

Neither the statute nor the regulations specify any partic-
ular form by which a qualified cash or deferred election must
be made. As such, plan administrators are free to establish pro-
cedural requirements for making an election, including, for ex-
ample, requiring that a participant make an affirmative invest-
ment election as a precondition to an effective salary reduction
election. The most common form of a cash or deferred election
is a salary reduction agreement, which is an agreement between
an employee and the employer that a contribution will be made
only if the employee elects to reduce cash compensation or for-
g0 an increase in cash compensation.

In addition, it is clear that a cash or deferred election may
be made in an electronic format, such as through a website or
by phone or email, provided that the electronic system used to
make the election satisfies certain requirements in the regula-
tions regarding content, instructions, accessibility, authentica-
tion, review, and confirmation.”® Electronic elections made in

¥ Reg. §1.401(k)-1(a)(3)(iii)(B).

" Reg. §1.401(k)-1(a)(3)(iii)(C).

" Reg. §1.401(k)-1(a)(3)(ii)(C)(1).

" Reg. §1.401(k)-1(a)(3)(ii)(C)(2).

" Reg. §1.401(k)-1(e)(2)(ii).

" Reg. §1.401(k)-1(e)(2)(ii).

" Reg. §1.401(a)-21. The IRS noted in Notice 99-1 that no provision of
§401(k), the regulations, or other published guidance thereunder requires a
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accordance with the regulations are treated as having been pro-
vided in writing." For a discussion of the rules on using elec-
tronic media for participant elections,”' see 361 T.M., Report-
ing and Disclosure Under ERISA.

e. One-Time Irrevocable Elections

The regulations provide a narrow exception whereby cer-
tain elections are not treated as cash or deferred elections.
Specifically, the regulations provide that a cash or deferred
election does not include a one-time irrevocable election, made
no later than the employee’s first becoming eligible under any
tax-qualified plan of the employer under §401(a), to have con-
tributions made by the employer to the plan equal to a specified
amount or percentage of compensation (including no amount
of compensation) for the duration of employment, or to receive
accruals or other benefits in the case of a defined benefit plan.'”
If the employer also maintains other tax-qualified plans under
§401(a), the one-time election must also specify the amount or
percentage of compensation to be divided among such other
plans. As a result, employer contributions made under this one-
time irrevocable election are not treated as having been made
pursuant to a CODA and are not includible currently in an em-
ployee’s gross income as contributions made to a nonqualified
CODA."™

This exception is typically relied upon by employers who
sponsor plans that are not permitted to maintain CODAs in or-
der to offer a certain type of election without disqualifying the
plan for impermissibly creating a CODA feature. For example,
in the absence of the exception for one-time elections, a waiv-
er of participation in a tax-qualified plan could be deemed to
create a CODA a plan that is otherwise ineligible to maintain a
CODA.™*

Practice Insight: The fact that a one-time irrevocable elec-
tion must be made before the employee’s first becoming eligi-
ble under any §401(a) plan of the employer, which includes vir-
tually all tax-preferred retirement plans, is often problematic.
In this regard, for example, an employer that adds a new plan,
such as a plan with a mandatory employee contribution feature,
will sometimes want to offer existing employees a one-time ir-
revocable election to opt out of the plan. The narrow defini-
tion of one-time irrevocable election in the regulations, howev-
er, means that such a choice would be considered a cash or de-
ferred election with respect to such new plan for any employee
who is eligible under an existing plan.

f. Election to Receive or Reinvest ESOP Dividend
Distributions

Section 404(k) permits ESOP participants to elect to re-
ceive dividend distributions on employer stock held in the plan
or to reinvest them in the plan. These elections are not deemed
to be attributable to a CODA." In other words, an arrangement

cash or deferred election to be made through written paper documents or pro-
hibits making such an election through electronic media.

"Reg. §1.401(a)-21(a)(1)(ii)(C).

! See Reg. §1.401(a)-21.

"Reg. §1.401(k)-1(2)(3)(v).

" Reg. §1.401(k)-1(a)(3)(v), §1.402(a)-1(d).

"PLR 201722014.

"Reg. §1.401(k)-1(a)(2)(iii). See also Notice 2002-2, Q&A-6.
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offering participants a choice between receiving a §404(k) div-
idend in cash or deferring its receipt to the plan is not a CODA.
As a result, dividend reinvestments are not subject to the limits
on contributions under §401(k), §402(g), or §415, and are not
taken into account in performing the ADP test."

2. Negative Elections — Automatic Contribution
Arrangements

In a traditional §401(k) arrangement, elective deferral con-
tributions are made by a participant affirmatively designating
a specific percentage of his or her compensation to be con-
tributed to the plan as part of a salary reduction agreement.
However, a qualified CODA may include an arrangement un-
der which the employer automatically reduces the compensa-
tion of eligible employees by a default percentage specified in
the plan and contributes such amounts to the plan, unless an
employee affirmatively elects to receive cash in lieu of the con-
tribution (and not have any contribution made) or elects a dif-
ferent contribution percentage."”” In such a case, the elective de-
ferral contributed to the trust on the employee’s behalf will not
fail to be made under a qualified CODA merely because the
employee did not make an affirmative election, provided that
the employee had an effective opportunity to elect to receive
that amount in cash.

Many §401(k) plan sponsors use automatic contribution
arrangements as a technique for increasing participation in their
§401(k) plans. The underlying theory is that more employees
will participate in a §401(k) plan or will participate at a higher
level if they do not have to take affirmative action to initiate
participation or to designate a specific salary reduction percent-
age. In turn, because the amount of salary reduction contribu-
tions that can be made by a plan sponsor’s highly compensat-
ed employees is directly related to the average contributions
made by all other employees, an increase in participation rates
for moderate- and lower-income employees, who are least like-
ly to participate without the automatic contributions arrange-
ment, may also enable highly compensated employees to con-
tribute more by making it easier to pass the ADP test. However,
increasing participation rates through an automatic enrollment
will typically increase the cost of a plan that has matching con-
tributions.

Automatic contributions arrangements raise additional is-
sues, and ERISA and the Code include several specific pro-
visions to accommodate automatic contribution arrangements.
For example, ERISA preemption has been expanded to cover
state anti-wage garnishment laws and to create a fiduciary safe
harbor from liability for the selection of a type of default in-
vestment for automatically enrolled employees. In addition,
§401(k)(13) provides a nondiscrimination testing safe harbor
for qualified automatic contributions arrangements, which is
discussed in detail in IV.C., below, and §414(w) provides a
permissible withdrawal right and an extended correction period
for excess contributions for eligible automatic contribution
arrangements, which are discussed in VII., below.

'*Notice 2002-2, Q&A-6.
“TRev. Rul. 98-30, amplified and superseded by Rev. Rul. 2000-8; see also
Reg. §1.401(k)-1(a)(3)(ii) and Reg. §1.414(w)-1(e)(2).
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a. Overview of Different Automatic Contribution
Arrangements

There are three basic types of automatic contribution
arrangements that may be included in a qualified CODA. How-
ever, automatic contribution arrangements may be designed to
qualify as more than one type, depending on the features to be
offered and the advantages from which the plan sponsor seeks
to benefit.

The first is a general automatic contribution arrangement,
which may be included in a CODA simply to provide for the
automatic enrollment of eligible employees. Although a gener-
al automatic contribution arrangement is not subject to any spe-
cific rules, and does not have to comply with the more strin-
gent rules applicable to the other types automatic contribution
arrangements, it is also not afforded the same advantages that
apply to other types of arrangements.

The second is a qualified automatic contribution arrange-
ment (QACA), which is a type of safe harbor plan described in
§401(k)(13) that is treated as meeting the ADP test with respect
to elective deferrals and the ACP test with respect to match-
ing contributions (if the safe harbor matching contribution lim-
its are observed and employee after-tax contributions are not
permitted).””® In addition, a QACA that imposes certain contri-
bution limits is not subject to the top-heavy rules of §416."
A QACA must also satisfy uniformity, plan year and notice
requirements. The requirements applicable to QACAs are dis-
cussed in detail in IV.C., below.

The third is an eligible automatic contribution arrange-
ment (EACA), which is a special type of automatic enrollment
feature under §414(w) that may be designed to allow eligible
employees to withdraw certain contributions to a CODA made
shortly after they have been automatically enrolled, and/or to
obtain additional time at the end of the plan year to correct
excess contributions under the ADP test and excess aggregate
contributions under the ACP test. However, an EACA is not a
safe harbor plan, so qualification as an EACA does not provide
any relief from the ADP or ACP tests or the top-heavy rules
of §416. An EACA must also satisfy a uniformity requirement,
notice requirements, and a plan year requirement in order to of-
fer either of these features. The requirements applicable to EA-
CAs are discussed in detail in VI., below.

A general automatic contribution arrangement need not
be a QACA or an EACA. Rather, an automatic contribution
arrangement must meet the requirements applicable to such
other arrangements only if the plan is intended to avail itself
of the special rules applicable to “qualified” or “eligible” auto-
matic contribution arrangements, which are discussed below in
IV.C. and VL., respectively.

b. Design Options for Automatic Contribution
Arrangements

The earliest guidance was specific to an arrangement that
automatically enrolled newly hired employees in a qualified
CODA ™ Subsequent guidance made clear that automatic en-

1%8401(k)(13)(A), §401(m)(12).
2 8416(g)(4)(H).
20 Rev. Rul. 98-30.
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rollment is also permissible for current employees.™ Further,
automatic enrollment may involve any specified rate of default
enrollment, provided that the rate does not exceed the §402(g)
limit on elective deferrals.”” Of course, the higher the default
enrollment rate, the greater the likelihood that employees will
opt out of the program.

Another variation on automatic enrollment involves auto-
matically increasing the rate at which participants contribute,
sometimes referred to as automatic escalation.”” Under an au-
tomatic escalation feature, a newly hired participant might be
automatically enrolled at a 3% rate and each year thereafter the
rate may increase by 1%, so that after year 3 the employee’s
deferral rate would be 5%. The scheduled increase date in an
automatic escalation arrangement (either a default arrangement
or one that is affirmatively elected) can be any number of dates
including, for example, the first day of the plan year, the an-
niversary of the employee’s first deferral, or even the date upon
which the employee receives a pay increase.”

Practice Insight: An automatic escalation feature may be
used outside the context of automatic enrollment. A plan may,
for example, provide employees with the right to affirmatively
elect an automatic escalation feature so that an employee’s af-
firmative deferral election increases each year at a specified
rate.

The IRS has provided a sample plan amendment that may
be used to add an automatic contribution arrangement to a
§401(k) plan.”

c. Effective Opportunity to Make or Change Deferral
Election

In order for an automatic contribution to be made pursuant
to a cash or deferred election, the employee must have an ef-
fective opportunity to make or change a cash or deferred elec-
tion at least once during each plan year.”” This means that the
employee must be given the opportunity to opt out of the au-
tomatic salary reduction or to choose a different participation
rate. Whether an employee has an effective opportunity is de-
termined based on all the facts and circumstances, including the
adequacy of the notice of the availability of the election, the
period of time during which an election may be made and any
other conditions imposed on the election.”” The most important
factor in ensuring that an effective opportunity exists is to pro-
vide that a default election may not apply earlier than a reason-
able period of time after receipt of the notice describing the au-
tomatic contribution arrangement.””

Rev. Rul. 2000-8, is the primary authority for structuring
general automatic contribution arrangements that satisfy the ef-
fective opportunity requirement, as more specific rules apply
to QACAs under §401(k)(13) and EACAs under §414(w). In

*'Rev. Rul. 2000-8, amplifying and superseding Rev. Rul. 98-30.

22 General information letter from IRS to J. Mark Iwry, dated March 17,
2004.

25 Rev. Rul. 2009-30; General information letter from IRS to J. Mark Iwry,
dated March 17, 2004. Automatic escalation is a requirement for maintaining a
QACA safe harbor plan described in §401(k)(13).

2 Rev. Rul. 2009-30.

2 Notice 2009-65.

*Reg. §1.401(k)-1(e)(2)(ii).

*"Reg. §1.401(k)-1(e)(2)(ii).

% Reg. §1.414(w)-1(e)(2).
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this ruling, the IRS concluded that newly hired and current em-
ployees had an effective opportunity to elect not to make any
salary reduction contributions, and that the arrangement com-
plied with the §401(k) requirements, where™” (1) the plan pro-
vided for a salary reduction contribution of 3% for all new hires
and current employees who had not elected compensation re-
duction contributions of at least 3%, unless they affirmatively
elected not to make such a contribution or designated a dif-
ferent salary reduction percentage; (2) employees received a
notice a reasonable period before the effective date of the au-
tomatic salary reduction contribution that explained how it
worked and that informed them of their right to elect not to
make salary reduction contributions or to alter the amount of
the salary reduction contributions at any time; and (3) all em-
ployees were notified annually of their salary reduction per-
centages (if any) and their right to modify their elections at any
time.

Practice Insight: The question of whether employees have
been provided an effective opportunity to make an election typ-
ically arises in plans that provide for immediate eligibility up-
on hire because the first payroll date following hire may pro-
vide very little time for an employee to make a considered par-
ticipation election. To address this issue, plans that provide for
immediate eligibility upon hire will sometimes delay the tim-
ing of automatic enrollment for a reasonable period to ensure
that employees have an effective opportunity to opt out of the
arrangement or to make an affirmative election. For example, a
plan may provide for immediate eligibility but provide that any
employee that has not made an affirmative election within 30
days of hire will be automatically enrolled in the plan effective
as of the next subsequent pay date. In this regard, as a general
matter, there is no requirement that automatic enrollment occur
on the first date that an employee is eligible to make an affir-
mative election to participate.

It is also permissible to “refresh” prior elections.”" For ex-
ample, a plan may provide that any employee who is not cur-
rently participating in the CODA will be automatically enrolled
at a specified rate unless the employee affirmatively opts out.
Under this approach, the mere fact that an employee affirma-
tively elected not to participate at one time would not mean that
the participant would never be automatically enrolled. Instead,
the plan would put the onus on the employee of affirmative-
ly electing out of the plan periodically. There are a number of
techniques that may be used to refresh elections; for example,
a plan may provide that an employee’s affirmative election not
to participate will only be effective for one year and that the
employee must affirmatively opt out of participation each year
or he or she will be automatically enrolled at a specified rate.
Thus, automatic contribution arrangements highlight how affir-
mative elections can be designed to be limited in scope and du-
ration such that they remain in place for a more prescribed pe-
riod of time, rather than indefinitely.

**Rev. Rul. 2000-8.

*°T.D. 9447, 74 Fed. Reg. 8200, 8202-03 (Feb. 24, 2009) (preamble to
final automatic contribution regulations); see also Reg. §1.414(w)-1(e)(3), dis-
cussing a plan that provides for a default election when an employee’s prior
affirmative election no longer remains in effect.
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d. State Anti-Wage Garnishment Laws

One issue that can arise with respect to an automatic con-
tribution arrangement is the impact of state anti-wage garnish-
ment laws, which generally prohibit an employer from taking
amounts out of an employee’s compensation without the em-
ployee’s consent. Consent clearly exists where an employee
makes an affirmative election to contribute to a qualified CO-
DA, but whether the requisite consent exists when an employee
is automatically enrolled may be problematic under state anti-
wage garnishment laws.*"

Section 514(e)(1) of ERISA addresses this issue by explic-
itly providing that ERISA preempts any state law that would di-
rectly or indirectly prohibit or restrict the inclusion in any plan
of an automatic contribution arrangement.””> ERISA §514(e)
defines an “automatic contribution arrangement” as a CODA
under which the employee is treated as having elected to have
the employer contribution in an amount equal to a uniform per-
centage of compensation until the participant specifically elects
not to have such contributions made (or specifically elects to
have such contributions made at a different percentage) and un-
der which the contributions are invested in a qualified default
investment alternative under ERISA §404(c)(5). Nonetheless,
the Department of Labor (DOL) has provided broader relief
with regulations specifically providing that ERISA §514(e)
preempts any state law that would restrict the use of an auto-
matic contribution arrangement, including an arrangement that
invests defaulted participants in investments that are not quali-
fied default investment alternatives.*”

Practice Insight: Plans that are not subject to ERISA, such
as governmental plans that are grandfathered under §401(k)(4)
(B), do not get the benefit of ERISA’s broad preemption of
state anti-wage garnishment laws. Some but not all state laws
have been updated to allow for automatic enrollment but a care-
ful review of the applicable state law is necessary in such in-
stances.

! See, e.g., EBSA Information Letter to Julie A. Spiezio, 2018 BL 497227
(Dec. 4, 2018) (in response to question on application of ERISA §514(a) to
state civil laws requiring written consent prior to employer withholding from
employee wages via automatic enrollment arrangement for ERISA-covered
disability benefit plans, DOL reaffirmed its view that state laws similar to
those referenced in DOL Advisory Opinion 96-01A and DOL Adv. Op. 93-05A
(Puerto Rico law), DOL Adv. Op. 94-27A (New York law), and DOL Adv. Op.
2008-02A (Kentucky law), would generally be preempted by ERISA §514(a),
to the extent the law interferes with an employer’s implementation of an auto-
matic enrollment arrangement in connection with a disability or other welfare
benefit plan covered under Title I of ERISA).

*2Prior to the enactment of the 2006 PPA, there was some question as to
where ERISA preempted state anti-garnishment laws. ERISA generally super-
sedes or preempts any state laws that “relate to” an employee benefit plan, in-
cluding a qualified CODA. ERISA §514(a). However, ERISA preemption did
not apply to any generally applicable criminal law of a state, and state anti-
wage garnishment laws were criminal statutes in certain states. ERISA §514(b)
4).

2329 C.F.R. §2550.404c-5(f). Effective December 18, 2015, a church plan
under §414(e) may have an automatic contribution arrangement and, if certain
requirements are met, that arrangement is not preempted by any state law re-
lating to wage, salary or payroll payment, collection, deduction, garnishment,
assignment, or withholding that would directly or indirectly prohibit or restrict
the inclusion of the automatic contribution arrangement in the plan. Protecting
Americans From Tax Hikes Act of 2015, Pub. L. No. 114-113, Div. Q, §336(c)
(1). For further discussion of automatic contribution arrangements for church
plans, see 372 T.M., Church and Governmental Plans.
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e. Investment Considerations

The fiduciaries of a §401(k) plan are responsible for the
investment of plan assets. Section 404(c) of ERISA, however,
relieves fiduciaries from liability when participants or benefi-
ciaries exercise control over the investment of assets in their
individual accounts.”* In part because of this fiduciary relief,
and partly because employees tend to view amounts that they
contribute to a §401(k) plan from a more proprietary perspec-
tive, most §401(k) plans provide that the participant has the
right to direct the investment of his or her account balance
among a menu of investment options. Although the issue of
how to invest contributions where a participant does not make
an affirmative investment election is not exclusive to automatic
contribution arrangements, the issue is more likely to arise in
such a case, because a participant who has not made an affir-
mative deferral election probably will also fail to make an af-
firmative investment election.’”” Thus, employers considering
whether to implement an automatic contribution arrangement
are often concerned about liability for the investment of default
contributions.

In contrast to the IRS, which generally treats an elective
deferral as the result of a negative election in the same manner
as an elective deferral as a result of an affirmative election,
the Department of Labor differentiates between affirmative and
negative investment elections. The DOL takes the position that
a participant or beneficiary will not be considered to have ex-
ercised control when he or she is merely apprised of invest-
ments that will be made on his or her behalf in the absence of
instructions to the contrary.”'® As such, even a participant who
received notice within a reasonable period before the effective
date of an automatic salary reduction contribution, which ex-
plained how the arrangement worked and informed the partici-
pant of the default investment in the absence of an affirmative
election, is not treated as exercising effective control over the
investment of their account balances. Thus, absent an excep-
tion, the employer remains liable for the investment of default
contributions under the automatic contribution arrangement.

This interpretation provided to be a significant barrier to
the widespread adoption of automatic contribution arrange-
ments and, in response, Congress enacted ERISA §404(c)(5) to
provide relief”"” ERISA §404(c)(5) provides that a participant
will be treated as making an affirmative investment election
if the plan invests in accordance with DOL regulations, which
prescribe a variety of requirements, including, among others,
notice and investment requirements.”"® This provision effective-
ly extends the limited fiduciary relief for participant-directed
investment decisions in ERISA §404(c) to default investments.

2141t is, of course, not as simple as it sounds. Department of Labor (DOL)
regulations somewhat narrowly define the circumstances in which a participant
will be treated as exercising control over assets in his or her account. 29 C.F.R.
§2550.404c-1.

*The issue may arise, for example, if an investment option in the plan is
eliminated or if the plan provides for nonelective employer contributions.

*'Rev. Rul. 2000-8, n.1, indicating that the DOL informed the IRS of its
position that a negative investment election will not be considered investment
control for purposes of ERISA §404(c).

*ERISA §404(c)(5), added by 2006 PPA, Pub. L. No. 109-280, §624(a),
and amended by Pub. L. No. 110-458, §106(d), effective for plan years begin-
ning after 2006.

%29 C.F.R. §2550.404c-5.
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These regulations are discussed in detail in 365 T.M., ERISA
— Fiduciary Responsibility and Prohibited Transactions.

3. Compensation Eligible for Deferral Elections Under
a Qualified CODA

A qualified CODA may only permit elective deferrals to
be made from the types of compensation that are described un-
der §415(c)(3) and Reg. §1.415(c)-2, which is the same I.R.C.
section that imposes the overall, annual limit on contributions
that can be made to a qualified plan.”"” Section 415 compen-
sation generally includes wages, salaries, fees for professional
services, and other amounts received for personal services ac-
tually rendered in the course of employment with the employer
maintaining the plan, to the extent the amounts are includible
in income (or would have been includible in income but for a
cash or deferred election).” Thus, even if the total amount of
elective deferrals, nonelective employer contributions, match-
ing contributions, and after-tax employee contributions (and al-
locations of forfeitures) is not at issue under §415 for the year,
the compensation with respect to which the employee’s defer-
ral election is made must be §415 compensation (apparently
without regard to the plan’s definition of §415 compensation,
such as a simplified or safe harbor definition).

Practice Insight: One of the more common operational er-
rors involving a qualified CODA is failing to correctly apply
the plan’s definition of compensation. If, for example, a plan
provides that the definition of compensation for purposes of
salary reduction elections includes commissions and a partic-
ipant elects to defer 10% of compensation, the amount con-
tributed should include 10% of the commissions payable to the
employee. The IRS correction method for a failure to properly
implement such an election is onerous with the employer gen-
erally obligated to make a corrective contribution equal to 50%
of the missed deferral plus earnings even though the employee
received the cash compensation.”

a. Bonuses and Other Permitted Compensation

The §415(c)(3) definition of compensation allows quali-
fied CODAs to offer employees the opportunity to defer regu-
lar cash compensation, as well as other types of compensation,
such as bonuses and paid time off. As such, an arrangement
that allows for the deferral of all or part of a formula or discre-
tionary bonus may also constitute a qualified CODA. Under the
current availability rules discussed in IL.B.1.b., above, an em-
ployee may decide to defer a bonus into the CODA at any time
before the date fixed for payment of the bonus, even though the
bonus has been earned and is being paid in respect of services
for a prior period.”

Similarly, a CODA may involve deferrals of commissions
and other items of irregular compensation. Compensation re-
ceived in lieu of unused time off for vacation or sick leave, or
in lieu of overtime pay, are examples of irregular compensation

"YReg. §1.401(k)-1(e)(8), effective for compensation that is paid (or
would have been paid but for a cash or deferred election) in plan years begin-
ning on or after July 1, 2007.

’Reg. §1.415(c)-2(b).

! See Rev. Proc. 2021-30, app. A, §.05(5). For discussion of EPCRS, see
375 T.M., EPCRS — Plan Correction and Disqualification.

2 Reg. §1.401(k)-1(a)(3)(iv), §1.401(k)-1(a)(3)(vii) Ex. 1.
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that may be deferred under a qualified CODA. For example, an
employer may limit vacation carry-forwards and cash out un-
used vacation following the year in which it is earned. An em-
ployer may make such compensation eligible for deferral under
the CODA, or provide that unused paid time off is automatical-
ly contributed to a qualified plan.”” However, if there is no cash
option, the arrangement is not considered a qualified CODA, as
discussed above in II.B.1.a., and the contributions will be treat-
ed as nonelective employer contributions.

Practice Insight: Arrangements providing for the automat-
ic contribution of unused paid time off are common for govern-
mental employers but the §401(a)(4) nondiscrimination rules
generally make such arrangements impractical for nongovern-
mental plans unless the plan is collectively bargained.

b. Post-Severance Compensation

Certain items of compensation are not considered §415
compensation’ and, as a result, a qualified CODA may not per-
mit cash or deferred elections with respect to such pay. The
most notable of these items is compensation paid after sev-
erance from employment with the employer maintaining the
plan.® Although the general rule is that compensation paid af-
ter severance from employment is not eligible compensation,
the regulations include two significant exceptions.

First, compensation that is paid after severance from em-
ployment but that would have been paid to the employee had
the employee continued to work is eligible compensation, pro-
vided that it is paid by the later of 2%2 months after severance
from employment or the end of the limitation year that includes
the date of the employee’s severance from employment.” As a
result, for example, the mere fact that an employee’s final pay-
check is not issued until a few weeks after severance from em-
ployment does not taint the compensation. The employee may
still make a qualified cash or deferred election with respect to
such compensation.

Second, a cash or deferred election may be made with re-
spect to payments for unused accrued bona fide sick, vacation,
or other leave if the employee would have been able to use such
leave if he or she continued in employment and if such amounts
are paid by the later of 2%2 months after severance from em-
ployment or the end of the limitation year in which the sever-
ance occurred.””” Thus, a participant may be offered a cash or
deferred election with respect to a typical leave cash-out pro-
gram under which unused leave at termination of employment
is cashed out.

The principal effect of this rule is to provide that elective
deferrals may not be made out of severance payments paid after
severance from employment. The rule, however, does create an
odd distinction that depends on the timing of the payment. For
example, it appears that a cash or deferred election may be of-
fered with respect to severance that is paid to the employee on
the last day of employment but not thereafter. This distinction
obviously places significant pressure on identifying an employ-
ee’s last day of employment and suggests, for example, that a

*Rev. Rul. 2009-31, Rev. Rul. 2009-32. See, e.g., PLR 201601012.
Reg. §1.415(c)-2(c).

Reg. §1.415(c)-2(e)(1)(i).

Reg. §1.415(c)-2(e)(3)(ii).

*"Reg. §1.415(c)-2(e)(3)(iii).
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terminal leave program, under which an employee is kept on
the payroll for a period following the last day on which the em-
ployee renders services may not offer qualified cash or deferred
elections.

The §415 regulations explicitly permit cash or deferred
elections to be made with respect to amounts paid under a non-
qualified deferred compensation plan, provided that such com-
pensation would have been paid to the employee if he or she
had continued working and such amounts are paid within the
time frame mentioned above for leave cash-outs and ongoing
compensation.””® For example, nonqualified deferred compen-
sation that is payable on a fixed date that falls within the rele-
vant time period is considered §415 compensation and poten-
tially eligible for a cash or deferred election. However, non-
qualified deferred compensation that is payable as a result of
severance from employment appears to be ineligible for a cash
or deferred election.

4. Meaning of “Trust” for Purposes of Election

Section 401(k)(2)(A) requires that the amounts subject to
the employee’s election be contributed by the employer to a
trust. Although most profit-sharing and stock bonus plans in-
clude trusts to which contributions are made, some provide on-
ly for contributions to a custodial account or an annuity or other
insurance contract. Section 401(f) provides that an annuity or
other insurance contract is to be treated as a qualified trust un-
der §401 if it otherwise meets the requirements of a qualified
trust, as long as it is not a life, health or accident, property, ca-
sualty, or liability insurance contract. Section 401(f) provides
the same treatment for a custodial account meeting the require-
ments of a qualified trust, as long as it is held by a bank or oth-
er person who demonstrates to the satisfaction of the Treasury
Secretary or his delegate that such person will hold the assets
in a manner consistent with the requirements of §401. Because
§401(f) treats a qualifying custodial account or insurance con-
tract as a trust for all purposes of §401, the reference to “trust”
in §401(k) includes such a custodial account or insurance con-
tract.

5. Elections by Self-Employed Individuals

A self-employed individual who has “earned income” is
treated for all purposes of §401 as if the individual were an em-
ployee.” Thus, a qualified CODA (i.e., a 401(k) plan) may be
maintained by a sole proprietorship or an entity that is treated
as a partnership for tax purposes (e.g., limited liability compa-
ny, limited partnership, or general partnership), as well as an
S corporation or C corporation, and may allow the sole pro-
prietor or self-employed partners or shareholders, as well as
common law employees, to make cash or deferred elections.”
Earned income is net earnings from self-employment (as de-
fined under §1402(a) but subject to certain modifications under
§401(c)) with respect to a trade or business in which the person-
al services of the taxpayer are a material income-producing fac-
tor. The individual may only make a cash or deferred election
with respect to compensation, or earned income, that is attribut-
able to services rendered to the entity. This precludes owners of

Reg. §1.415(c)-2(e)(3)(iii)(B).
228401(c)(1).
*Reg. §1.401(k)-1(a)(6)(i).
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partnerships and S corporations who are passive investors from
being treated as employees and, therefore, from being able to
contribute to a qualified CODA.

In addition, a special timing rule applies to payments made
to a self-employed individual such that a partner’s compensa-
tion is deemed to be currently available on the last day of the
partnership’s tax year and a sole proprietor’s compensation is
deemed to be currently available on the last day of the individ-
ual’s tax year.”' Thus, a partner or sole proprietor must make a
cash or deferred election with respect to compensation for a tax
year before the last day of the partnership’s tax year or the in-
dividual’s tax year, as applicable.” If a self-employed individ-
ual receives advance payments during the tax year (e.g., part-
nership draws), a qualified CODA may permit a deferral elec-
tion and contribution to be made with respect to the advance
payments, even though this results in the contribution being
made before the amount of the individual’s earned income for
the tax year is finally determined and reported.” However, the
advance payments cannot not exceed a reasonable estimate of
the individual’s earned income for the tax year.” On the oth-
er hand, the fact that a partner or sole proprietor receives ad-
vance payments during the year will not preclude the individ-
ual from making an election with respect to such payments on
the last day of the partnership’s or individual’s tax year, as ap-
plicable, because they are not deemed to be currently available
before such date. Regardless of when elective deferrals made
on behalf of a partner or sole proprietor are contributed to the
plan, they are not deemed to be allocated to the individual’s
plan account until the last day of the partnership’s or sole pro-
prietor’s tax year, as applicable.”” Otherwise, the same qualifi-
cation rules of §401(k) apply to the elections of self-employed
individuals who participate in CODAs maintained by sole pro-
prietors, partnerships, and S corporations that apply to elections
made by employees.

Practice Insight: Although the special timing rule provides
some flexibility in that partners and sole proprietors may wait
until the end of the tax year to make cash or deferred elections,
some partnerships and sole proprietorships do not determine
the individual’s amount of earned income for the tax year until
the partnership’s or individual’s income tax return is filed. At
that point, it will be too late to make a cash or deferred election
for the tax year. Earned income must be determined before the
end of the tax year, well in advance of the due date of the tax
return on which it is reported, to allow for individuals to maxi-
mize their elective deferral contributions.

Whether a cash or deferred arrangement exists, or a con-
tribution is an employee elective deferral or a nonelective con-
tribution, is often difficult to determine in the context of a sole
proprietorship or a partnership. The regulations provide that in
the case of a partnership, a CODA “includes any arrangement
that directly or indirectly permits individual partners to vary the
amount of contributions made on their behalf.”** In this regard,

B Reg. §1.401(k)-1(a)(6)(iii).

2Reg. §1.401(k)-1(a)(6)(iii). For plan years beginning before 1992, elec-
tions were permitted up until the due date (including extensions) for filing the
partnership’s federal income tax return.

Reg. §1.401(k)-1(a)(6)(iv); PLR 200247052.

Reg. §1.401(k)-1(a)(6)({v).

P Reg. §1.401(k)-2(a)(4)(ii).
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a sole proprietor can easily vary the amount of contributions
that are made to a profit-sharing plan on his or her behalf, be-
cause the sole proprietor is the only party that can make and
benefit from decisions about the nature of the contributions. It
is often more straightforward for a sole proprietor to structure
the plan to be a discretionary profit-sharing plan that involves
employer nonelective contributions, but such a plan which will
essentially function as the equivalent of a CODA with elective
deferrals because the employer making the contribution deci-
sion is the sole proprietor. Thus, the distinction between elec-
tive deferrals and nonelective contributions, and whether a CO-
DA exists, is not particularly meaningful in the context of a
sole proprietorship. However, a sole proprietor may want the
profit-sharing plan to include a CODA feature to allow the
proprietor to make catch-up contributions under §414(v) and,
therefore, effectively increase his or her §415 limit.

Similarly, the fact that each of the partners in a partnership
often has a significant say in the extent to which contributions
are made to a profit-sharing plan results in the partners being
able to vary the amount of contributions made on their behalf
(e.g., the cost of benefits are typically allocated to each partner
in determining their distributive share of partnership income).
This alone should not cause contributions that are made on be-
half of the partner to be considered as made pursuant to a CO-
DA if the partner does not have an election to receive cash in
lieu of the contribution. In addition, the mere fact that different
rates of employer nonelective contributions are made on behalf
of some partners, and the partners have a say in the contribution
structure, should not cause the contributions to be considered
made pursuant to a cash or deferred election in the absence of
an election to receive cash in lieu of the contribution. Howev-
er, at some point in the continuum, it seems apparent that too
much control on the part of the individual partners would cause
the contributions to be considered as made under a CODA, in
which case the rules of §401(k) must be applied.” That partic-
ular partners may be exercising too much control can become
apparent where the plan includes frequent amendments affect-
ing the contribution or accrual rate for particular partners, as in-
creases in contribution rates will generally reduce partner take-
home pay and decreases in contribution or accrual rates will in-
crease take-home pay.

C. Distributions of Elective Contributions From CODA
Must Be Restricted to Permissible Events:
§401(k)(2)(B)

Section 401(k)(2)(B) limits the circumstances under
which elective contributions may be distributed from the CO-
DA to certain specified events. The purpose of these limitations

"Reg. §1.401(k)-1(a)(6)(i). For special transition rules and rules dealing
with a partner’s one-time irrevocable election to participate in a plan, see Rev.
Proc. 91-47 and Notice 88-127, as modified.

237Reg. §1.401(k)-1(a)(6)(i) (“In the case of a partnership, a cash or de-
ferred arrangement includes any arrangement that directly or indirectly permits
individual partners to vary the amount of contributions made on their behalf.”).
See PLR 200247052 (contributions to partnership’s §401(k) plan made by pe-
riodic advances received by partner throughout year at partner’s election are
elective contributions because partner can elect for partnership to contribute an
amount to plan rather than receive an amount in cash and such amount is not
currently available under former Reg. §1.401(k)-1(a)(6)(ii)(B) (later replaced
by Reg. §1.401(k)-1(a)(6)(iii))).
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is the same as for all tax-qualified plans, which is to promote
saving for retirement, yet each type of tax-qualified plan has its
own rules regarding when distributions can be made. The most
notable differences in this regard are that there are more restric-
tions on in-service withdrawals of elective deferrals made un-
der a qualified CODA than for other types of plans or for con-
tributions, such as nonelective employer contributions held in a
profit-sharing plan. For example, plans holding elective defer-
rals made under a qualified CODA cannot be designed to allow
for a distribution of such amounts based upon an employee’s
mere participation in the plan for a fixed number of years or
the attainment of any age earlier than 59%2 without a separation
from service. However, plans with a CODA may include provi-
sions that allow for in-service hardship distributions of elective
deferrals, qualified nonelective employer contributions, quali-
fied matching contributions and certain safe harbor contribu-
tions.

In addition to §401(k)(2)(B), there are additional distribu-
tion events permissible under the regulations and other provi-
sions of the Code. For additional discussion of the distribution
rules applicable to qualified CODAs under §401(k)(2)(B), in-
cluding distribution rules applicable to other types of tax-qual-
ified retirement plans, see 370 T.M., Distributions from Quali-
fied Plans — Taxation and Qualification.

1. Permissible Distribution Events Under §401(k)(2)(B)

Section 401(k)(2)(B)(i) provides that amounts held by a
plan that are attributable to “employer contributions” under a
qualified CODA may not be distributed to participants or bene-
ficiaries before one of the following events occurs with respect
to the employee (or the plan):

e death;

» disability;
* severance from employment;
* hardship;™*

« attainment of age 59%%;"

e upon orders or call to active military duty in the case of
a “qualified reservist distribution” (as defined in §72(t)(2)
(G)(ii));

e termination of the plan;

* 90 days prior to the date that a “lifetime income invest-
ment” (as defined in §401(a)(38)(B)(ii)) may no longer be
held as an investment option under the arrangement with
respect to amounts invested in a lifetime income invest-
ment termination; or

* payment of premiums for long-term care insurance (ef-
fective for distributions made after December 29, 2025).*

“*Distributions may not be made upon hardship in the case of a pre-
ERISA money purchase pension plan with a CODA. §401(k)(2)(B); Reg.
§1.401(k)-1(d)(1). However, all other distribution events in §401(k)(2)(B)(1)
still apply.

“*Distributions may not be made upon attainment of age 59% in the case
of a pre-ERISA money purchase pension plan with a CODA. §401(k)(2)(B);
Reg. §1.401(k)-1(d)(1). However, all other distribution events in §401(k)(2)(B)
(i) still apply.
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Each of these distribution events is discussed in see 370
T.M., Distributions from Qualified Plans — Taxation and
Qualification.

Section 401(k)(2)(B)(ii) and the regulations reinforce the
restriction that contributions made to a qualified CODA may
not be distributed until the occurrence of one of the above
events by providing that amounts attributable to employer con-
tributions under a qualified CODA cannot be distributed mere-
ly by reason of completing a stated participation period or the
lapse of a fixed number of years and that the circumstances de-
scribed in Reg. §1.401(k)-1(d) constitute the “exclusive distrib-
ution rules” with respect to elective contributions. This rule is
meant to distinguish elective contributions from other types of
contributions, which are subject to fewer restrictions on when
they may be distributed from a profit-sharing plan. In general,
the definition of a profit-sharing plan in the regulations allows
amounts attributable to contributions other than elective defer-
rals to be distributed after a fixed number of years, the attain-
ment of a stated age, or upon the prior occurrence of some event
such as layoff, illness, disability, retirement, death, or sever-
ance of employment.”” Rulings from the IRS have interpreted
this to mean that a plan may allow amounts that are not attrib-
utable to elective deferrals to be distributed after they have re-
mained in the plan for at least two years or the employee has
participated in the in the plan for at least five years.*”

Practice Insight: A 401(k) plan may be designed to allow
for the earlier distribution of amounts attributable to profit-
sharing contributions (i.e., amounts that are not attributable to
elective deferrals), but this requires separate accounting for the
different types of contributions under the plan to determine the
amounts available when making distributions. However, if the
distribution does not occur in accordance with one of the events
described in §72(t), the additional 10% tax on early distribu-
tions may apply, even though a permissible distribution event
has otherwise occurred.

2. Other Permissible Distribution Events

In addition to the distribution events listed under §401(k)
(2)(B), the regulations under §401(k) and other sections of the
Code create additional distribution events that are permissible
with respect to amounts attributable to elective contributions
under a qualified CODA. These include:

¢ Disaster-related relief;
* Qualified birth or adoption;*

* Default of plan loans;*

0 See §401(a)(39), added by Pub. L. No. 117-328, Div. T, §334(a), ef-
fective for distributions made after December 29, 2025; §401(k)(2)(B)(i)(VII),
added by Pub. L. No. 117-328, Div. T, §334(b)(1), effective for distributions
made after December 29, 2025.

! See Reg. §1.401(k)-1(d)(5)().

*Reg. §1.401-1(b)(1)(ii).

*$Rev. Rul. 54-231, Rev. Rul. 68-24, Rev. Rul. 71-295. These rulings
are based on the definition of a profit-sharing plan in Reg. §1.401-1(b)(1)(ii),
which generally allows for the funds accumulated under the plan to be distrib-
uted after a fixed number of years.

**Pub. L. No. 116-94, Div. O, §113(a) (adding §72(t)(2)(H)(vi)(IV)).

Reg. §1.401(k)-1(d)(5)(ii).
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* Unwinding of eligible automatic contribution arrange-
ments;*

« Corrections of excess contributions under the ADP test;"’

* Corrections of excess deferrals under §402(g) annual

limits:**®

* Qualified domestic relations orders (QDROs);**
* ESOP dividend distributions;™

*Deemed severance for military service under §414(u)
(12)(B);

* Military death benefits under §401(a)(37);
* Coronavirus-related distributions;™'

* Private sector firefighters separated from service after
age 50 or 25 years of service under the plan, whichever is

earlier; and

» Eligible distributions to domestic abuse victims.”’

3. Types of Contributions Subject to §401(k)(2)(B)
Distribution Restrictions

a. Nonelective Employer Contributions and Matching
Contributions

The restrictions under §401(k)(2)(B) that limit distribu-
tions to the foregoing events do apply to nonelective employer
and matching contributions if they are to be combined with
the elective contributions to satisfy the 1.25 or 2.0 ratios under
the ADP test of §401(k)(3). Nonelective contributions (includ-
ing matching contributions) that are not combined with elective
contributions for this purpose are not subject to §401(k)(2)(B).

b. Rollover Contributions

Section 401(k)(2)(B) continues to apply in the transferee
plan to amounts attributable to elective contributions (including
any QNECs or QMACs taken into account for ADP testing
purposes) that are transferred to another qualified plan of the
same or a different employer (i.e., in a trustee-to-trustee trans-
fer or a merger of two CODAs), unless the transfer is an el-
igible rollover distribution made as a direct trustee-to-trustee
transfer under §401(a)(31), a voluntary transfer of otherwise
distributable amounts under Reg. §1.411(d)-4, Q&A-3(b)(1),
or could have otherwise been made under a permissible distrib-
ution event in §401(k)(2)(B).”>* A CODA will fail to be a qual-
ified CODA if it distributes amounts attributable to elective
deferrals to another plan that does not impose the distribution
restrictions of §401(k)(2)(B) and the regulations thereunder.””

#08414(w); Reg. §1.414(w)-1.

#78401(k)(8).

*$Reg. §1.402(g)-1.

*98401(a)(13).

Reg. §1.401(k)-1(d)(5)(iii).

»!'Pub. L. No. 116-136, §2202.

2872(t)(10)(A), as amended by Pub. L. No. 117-328, Div. T, §308(a),
§329(a), effective for distributions made after December 29, 2022.

»3872(t)(2)(K), added by Pub. L. No. 117-328, Div. T, §314(a), effective
for distributions made after December 31, 2023.

Reg. §1.401(k)-1(d)(5)(iv).

P Reg. §1.401(k)-1(d)(5)(iv).
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Likewise, the transferee plan will generally fail to satisfy the
requirements of §401(a) (and the regulations on the distribution
restrictions of §401(k)(2)(B)) if it allows amounts transferred
to it to be distributed before one of the events under §401(k)(2)
(B) or the regulations thereunder occurs.”

The §401(k)(2)(B) restrictions do not apply to after-tax
employee contributions or amounts that were “eligible rollover
distributions” to the plan under §402(c) or §408(d)(3)(A).*”
This is true even if the amounts rolled over were distributed
from another qualified CODA, because they would have al-
ready satisfied the distribution rules of §401(k)(2)(B) to be eli-
gible for distribution as this type of a rollover.

c. ESOP Dividends

In general, a plan may either pay dividends on employer
securities of a C corporation held by an ESOP, including an
ESOP with a qualified CODA, in cash or offer participants an
election to have the dividend paid in cash or reinvested in the
ESOP.** Reinvested dividends are treated in the same manner
as investment earnings such that the character and rules that ap-
ply to a §404(k) dividend that is reinvested in the plan depend
on the source of the dividend.” If the dividend is payable on
stock held in the portion of the plan that is a §401(k) plan, then
the amount attributable to the reinvested dividend is subject to
all of the rules that apply to a qualified CODA, including the
§401(k)(2)(B) distribution restrictions.”®

4. Timing and Form of Distributions

Once an event occurs which permits distribution of bene-
fits under §401(k)(2)(B), those distributions are subject to the
general requirements for qualified pension, profit-sharing, and
stock bonus plans relating to the form and time in which distri-
butions may or are required to be made.*

5. Separate Accounting Requirement

Under Reg. §1.401(k)-1(e)(3)(i), all amounts treated as at-
tributable to elective contributions which must satisfy the dis-
tribution limitations of §401(k)(2)(B) must be identified by an
acceptable separate accounting between such portion and oth-
er benefits. Separate accounting is not acceptable unless gains,
losses, withdrawals, and other credits or charges are separately
allocated “on a reasonable and consistent basis” to the accounts
that are subject to the distribution restrictions and to other ac-
counts under the plan. As an alternative, the separate account-
ing requirement is deemed to be satisfied without actual sepa-
rate accounting if all amounts held under the plan that includes
the qualified CODA (and any other plan from which contribu-
tions are taken into account for purposes of the nondiscrimina-

Reg. §1.401(k)-1(d)(5)(iv).

»"Rev. Rul. 2004-12. An amount rolled over to a designated Roth account
pursuant to §402A(c)(4)(E) remains subject to the distribution restrictions
that were applicable to the amount before the in-plan Roth rollover. Notice
2013-74, Q&A-3.

55404 (2)(A).

»Notice 2002-2, Q&A-7.

*Notice 2002-2, Q&A-7.

! See 370 T.M., Distributions from Qualified Plans — Taxation and Qual-
ification.
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tion test) are subject to the §401(k)(2)(B) distribution restric-
tions.”®

D. Elective Contributions Must Be Nonforfeitable:
§401(k)(2)(C)

Section 401(k)(2)(C) provides that a qualified CODA must
require that an employee’s right to his accrued benefit derived
from employer contributions made to the trust pursuant to his
election is nonforfeitable. This means that the employee may
never forfeit for any reason the elective contributions made for
his or her benefit, or the investment return attributable thereto,
and that such amounts are fully vested at all times.” The ratio-
nale for this rule is that the employee’s elective deferrals repre-
sent money that otherwise would have been currently payable
to him or her in cash and, therefore, should never be subject to
forfeiture or a vesting schedule.

The same nonforfeitability requirement applies to any
qualified matching or qualified nonelective employer contribu-
tions (i.e., QMACsSs or QNECS) that are to be combined with the
elective contributions to satisfy the ADP test of §401(k)(3).*
See III.H.2., below. In contrast, employer matching contribu-
tions and nonelective employer contributions that are not com-
bined with elective contributions to satisfy the nondiscrimina-
tion tests may be subject to any vesting schedule permitted un-
der §411(a)(2)(b).”

The regulations expand on the nonforfeitability require-
ment, providing that amounts attributable to an employee’s
elective contributions must (1) be “immediately nonfor-
feitable”; (2) be disregarded for purposes of applying the min-
imum vesting standards of §411(a)(2) to other contributions or
benefits; and (3) remain nonforfeitable even if the employee
makes no additional elective contributions under a cash or de-
ferred arrangement.® Each of these requirements is discussed
below.

1. Elective Contributions Must Be Immediately
Nonforteitable

An amount is immediately nonforfeitable if it is imme-
diately nonforfeitable within the meaning of §411, and would
be nonforfeitable under the plan regardless of the age and ser-
vice of the employee or whether the employee is employed on
a specific date” Section 411(a)(1) contains a corresponding
rule, providing that a plan satisfies the minimum vesting stan-

*2Reg. §1.401(k)-1(e)(3)(ii).

*%Reg. §1.401(k)-1(c)(2).

*648401(k)(3)(C), §401(k)(3)(D); Reg. §1.401(k)-2(a)(6), §1.401(k)-6.

3 Effective for contributions for plan years beginning after December 31,
2001, employer matching contributions were required to vest at least as rapidly
as under one of the following two alternative minimum vesting schedules:(1)
the participant acquires a nonforfeitable right to 100% of employer matching
contributions upon the completion of three years of service; or (2) the partici-
pant has a nonforfeitable right to 20% of employer matching contributions for
each year of service beginning with the participant’s second year of service.
Former §411(a)(12), added by EGTRRA. Pub. L. No. 107-16, §633(a)(2), and
repealed by 2006 PPA, Pub. L. No. 109-280, §904(b)(2). Effective for plan
years beginning after 2007, this rule was extended to all employer contribu-
tions to a defined contribution plan, including nonelective employer contribu-
tions. §411(a)(2) and ERISA §203(a)(2), as amended by Pub. L. No. 109-280,
§904(a)(1) and §904(b)(1), respectively.

*6Reg. §1.401(k)-1(c)(1).

*"Reg. §1.401(k)-1(c)(2).
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dards of §411(a), which is required for tax qualification under
§401(a)(7), if an employee’s rights in his or her accrued benefit
derived from his or her own contributions are nonforfeitable.

In addition, an amount will not be immediately nonfor-
feitable if it is subject to the special forfeitures or suspensions
permitted by §411(a)(3). Section 411(a)(3) provides several
narrow exceptions to the general vesting requirements of §411,
such as rules allowing certain benefits that are forfeitable upon
death, and upon other technical forfeiture situations that are
more common under defined benefit plans, to be treated as fully
vested. Thus, none of the forfeitures permitted by §411(a)(3)
are permitted with respect to amounts attributable to elective
contributions under a qualified CODA.**

A special rule applies for purposes of determining whether
a long-term, part-time employee who is eligible to participate
in a CODA has a nonforfeitable right to employer contributions
within the meaning of §401(k)(2)(C). In such cases, each
12-month period for which the employee has at least 500 hours
of service shall be treated as a year of service, and §411(a)(6)
shall be applied by substituting “at least 500 hours of service”
for “more than 500 hours of service” in §411(a)(6)(A).**

2. Disregarding Elective Contributions in Applying
§411(a) Vesting Rules to Other Plan Contributions

To be nonforfeitable, elective contributions must also be
disregarded when applying the vesting requirements of §411(a)
(2) to other contributions or benefits.”” Thus, in a plan that con-
tains a qualified CODA, the vesting schedules normally avail-
able for employer contributions can be applied only as to those
contributions, if any, other than the elective contributions un-
der the CODA, and the vesting requirements must be satisfied
without taking into account such elective contributions.

Example: An employer maintains a profit-sharing plan un-
der which nonelective contributions are made by the em-
ployer, in addition to elective contributions under a CO-
DA. Under §411(a)(2), an employee, in a particular year,
is required to have at least a 40% vested interest in his ac-
crued benefit derived from employer contributions under
the plan. More than 40% of the total amounts credited to
the employee’s accounts under the plan are attributable to
elective contributions required to be nonforfeitable under
§401(k), and therefore more than 40% of the employee’s
interest in the plan as a whole is vested. This 40% vested
interest in the plan as a whole, however, is not sufficient
to satisfy §411(a)(2). The employee must have at least a
40% vested interest in his account balance attributable to
the nonelective employer contributions as well as a 100%
vested interest in his account balance attributable to elec-
tive contributions.

*®Reg. §1.401(k)-1(c)(2).

98401(k)(15)(B)(iii). = See  Prop.  Reg.
REG-104194-23, 88 Fed. Reg. 82,796 (Nov. 27, 2023).

"Reg. §1.401(k)-1(c)(1).

§1.40109)-5(d)(D)®),
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3. Continuing Nonforfeitability

Under Reg. §1.401(k)-1(c)(1), elective contributions must
remain nonforfeitable, even if the employee makes no addition-
al elective contributions under a CODA.

4. Separate Accounting Requirement

Under Reg. §1.401(k)-1(e)(3)(i), all amounts treated as at-
tributable to elective contributions which must satisfy the non-
forfeitability requirement of §401(k)(2)(C) must be identified
by an acceptable separate accounting between such portion and
other benefits. Separate accounting is not acceptable unless
gains, losses, withdrawals, and other credits or charges are sep-
arately allocated “on a reasonable and consistent basis” to the
accounts that are subject to the nonforfeitability requirement
and to other accounts under the plan. As an alternative, the sep-
arate accounting requirement is deemed to be satisfied with-
out actual separate accounting if all amounts held under the
plan that includes the qualified CODA (and any other plan from
which contributions are taken into account for purposes of the
nondiscrimination test) are subject to the nonforfeitability re-
quirement of §401(k)(2)(C).”"!

E. Years of Service Requirement for Participation Must
Be Limited: §401(k)(2)(D)

Section 401(k)(2)(D) provides that a CODA will not be a
qualified CODA if the plan requires that employees satisfy el-
igibility criteria that exceed certain maximum age and period
of service limits before they are permitted to make elective de-
ferrals. However, a CODA may be designed to provide short-
er age and service periods (or no age or service requirements
at all, allowing for immediate participation), as §401(k)(2)(D)
merely establishes the maximum limits.

The SECURE Act of 2019 and the SECURE 2.0 Act of
2022 provide for shorter service limits for qualifying long-
term, part-time employees (“LTPT” employees). In November
2023, the IRS issued a proposed regulation to reflect these
statutory changes. The proposed regulation would apply for
plan years that begin on or after January 1, 2024, and taxpayers
may rely on the proposal until the final regulation is issued.””
For this purpose, a “long-term, part time employee” is an em-
ployee eligible to participate in the CODA of a qualified
§401(k) plan solely on account of: (1) completing two consec-
utive 12-month periods during which the employee is credited
with at least 500 hours of service (or for plan years starting be-
fore January 1, 2025, three consecutive 12-month periods); and
(2) attaining age 21 by the close of the consecutive 12-month
periods.””

For plan years beginning on or after January 1, 2021, but
before January 1, 2025, a qualified CODA may not require, as a
condition of participation, that an employee complete (i) more
than one year of service with the employer (or attain more than
age 21 after having completed a year of service); or (ii) if ear-
lier, three consecutive 12-month periods of having completed

7' Reg. §1.401(k)-1(e)(3)(i).

2REG-104194-23, 88 Fed. Reg. 82,796 (Nov. 27, 2023), adding Prop.
Reg. §1.401(k)-5.

778401()(2)(D),  §401(k)(15);
REG-104194-23, 88 Fed. Reg. 82,796.

Prop. Reg.  §1.401(k)-5(b)(1),
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500 hours of service with the employer, subject to the provi-
sions of §401(k)(15).””* However, 12-month periods beginning
before January 1, 2021, are not taken into account in determin-
ing eligibility service for purposes of satisfying the requirement
to have three consecutive 12-month periods of 500 hours of ser-
vice.””

Practice Insight: The earliest date that part-time employees
can become eligible to participate in a §401(k) plan under
the SECURE Act” is January 1, 2024. Therefore, employers
must measure and document the hours of service of part-time
employees for each 12-month period beginning on January 1,
2021, in order to comply with the eligibility standards for par-
ticipation in a qualified CODA.

For plan years beginning on or after January 1, 2025, the
number of consecutive 12-month periods in which an employee
must have completed 500 hours of service with the employer is
reduced to two consecutive periods.”” However, 12-month pe-
riods beginning before January 1, 2023, are not taken into ac-
count for determining eligibility.

Practice Insight: The earliest date that part-time employees
can become eligible to participate in a §401(k) plan under
the SECURE 2.0 Act's reduced standard of two consecutive
12-month periods of 500 hours of service is January 1, 2025.

Example: For a calendar-year plan that adopts the most
restrictive service requirements for participation allowed
under §401(k)(2)(D), part-time employees who first com-
plete 500 hours of service on the dates below, and continue
to complete 500 hours of service for each subsequent plan
year, will first become eligible on the corresponding date

below:
First 12-Month Period of
500 Hours First Year of Eligibility

January 1 — December 31,

2021 January 1, 2024
January 1 — December 31,

2022 January 1, 2025
January 1 — December 31,

2023 January 1, 2025
January 1 — December 31,

2024 January 1, 2026
January 1 — December 31,

2025 January 1, 2027
January 1 — December 31,

2026 January 1, 2028

A year of service generally means a 12-month period dur-
ing which the employee has not less than 1,000 hours of ser-

7 Former §401(k)(2)(D), as amended by the SECURE Act of 2019, Pub.
L. No. 116-94, Div. O, §112(a). The SECURE Act of 2019 is also referred to
as "SECURE 1.0" by industry practitioners.

% See Pub. L. No. 116-94, Div. O, §112(b).

“SPub. L. No. 116-94, Div. O, §112.

7778401(k)(2)(D)(ii), as amended by the SECURE 2.0 Act of 2022, Pub. L.
No. 117-328, Div. T, §125(c), effective for plan years beginning after Decem-
ber 31, 2024.

08/01/2025 A -27



ILLE.

Detailed Analysis

vice.””® Hours of service may be computed in different ways un-
der the same service crediting rules that generally apply to all
tax-qualified plans.”” Section 401(k)(15)(A) imposes the addi-
tional requirement that the employee have attained age 21 by
the close of the second or third (as applicable) 12-month period
if participation is based on having completed the requisite con-
secutive 12-month periods of 500 hours of service.

In determining whether an employee has completed the
requisite number of consecutive 12-month periods of service,
§401(k)(15)(D)(ii) refers to the last sentence of §410(a)(3)(A),
which provides that the computation of any 12-month period
shall be made with reference to the date on which the employ-
ee’s employment commenced, except that, under regulations
prescribed by the Secretary of Labor, such computation may be
made by reference to the first day of a plan year in the case
of an employee who does not complete 1,000 hours of service
during the 12-month period beginning on the date his employ-
ment commenced. In addition, 12-month periods beginning be-
fore January 1, 2021, shall not be taken into account.”™

Practice Insight: Presumably, the last sentence of §410(a)
(3)(A) does not apply, meaning that an employer cannot change
the computation period to the plan year after the initial
12-month computation period that starts on the date the em-
ployee became employed, as §401(k)(15), by reference to
§401(k)(2)(D)(ii), requires measurement using consecutive
12-month periods. The use of alternative eligibility compu-
tation periods that is permissible under the last sentence of
§410(a)(3)(A) could result in a total eligibility computation pe-
riod that is less than 24 or 36 months, as applicable, which
would seem to conflict with the statutory requirement of com-
pleting the requisite 12-month periods of 500 hours of service.
Under proposed regulations issued in November 2023, if a plan
provides that 12-month periods following the initial 12-month
period are determined by reference to the first day of the plan
year, an employee's initial and second 12-month periods are
treated as consecutive 12-month periods in determining the em-
ployee's eligibility to participate as a long-term, part-time em-
ployee.™

Once a part-time employee is eligible to participate in the
CODA on the basis of having completed either two or three (as
applicable) consecutive 12-month periods of 500 hours of ser-
vice and having attained age 21 by the close of such period, the
same timing requirements apply for the employee’s entry date
as for full-time employees who complete a year of service.
Generally, this means that terms of the plan must provide that
participation in the CODA must commence no later than the
earlier of the first day of the first plan year beginning after the
date on which such employee satisfied such requirements or the
date that is six months after the date on which the employee
satisfied such requirements.”® In addition, once a part-time em-
ployee satisfies the eligibility requirements, the employee will

788410(2)(3)(A).

8410(a)(3)(A); Reg. §1.410(a)-1 through §1.410(a)-9; 29 C.F.R.
§2530.200b-2, §2530.200b-3.

*0Pub. L. No. 116-94, Div. O, §112(b). See Prop. Reg. §1.401(k)-5(c)(2),
§1.401(k)-5(d)(1), REG-104194-23.

1 Prop. Reg. §1.401(k)-5(c)(2)(ii).

> 8401(k)(2)(D)(ii), §401(k)(15)(D)().

#38401(k)(15)(D)(1), §410(a)(4). See Prop. Reg. §1.401(k)-5(c)(1)(i),
REG-104194-23.
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remain eligible for the CODA even if the employee fails to
maintain 500 hours of service in subsequent 12-month periods.
This status continues until the employee becomes eligible as a
full-time employee or moves into an excluded class of employ-
ment.”*

Together, the age and service requirements provide an el-
igibility standard that allows for participation in §401(k) plans
by employees who are typically considered to be “long-term,
part-time employees.” However, collectively bargained em-
ployees and employees who are nonresident aliens receiving no
earned income are excluded from these eligibility standards.”®

Periods during which an employee is excluded from the el-
igibility standards may be used to satisfy the LTPT employee
participation requirements, so that the employee qualifies as a
LTPT employee once the exclusion ceases to apply.”*

Practice Insight: The service requirement limits apply only
to the CODA itself. It is permissible for the plan containing the
CODA to require two years of service as a condition for other
benefits under the plan (assuming full and immediate vesting
of such benefits). This is apparently true even for matching or
other nonelective contributions used to help satisfy the §401(k)
(3) nondiscrimination tests.

The proposed regulation would allow plans to establish el-
igibility conditions for participation in the CODA that are not
based on age or service (e.g., requiring a specified job clas-
sification). However, additional conditions could not have the
effect of imposing age or service requirements that extend be-
yond these requirements.”” An employee that satisfies age and
service requirements, but not the employer’s non-age or service
based eligibility condition would become eligible to participate
in the CODA immediately upon satisfying the additional con-
dition.™

Employers are not required to make nonelective or match-
ing contributions on behalf of LTPT employees, even if non-
elective or matching contributions are made to full-time em-
ployees.” Furthermore, employers would be permitted to make
an election that excludes LTPT employees when determining
whether the plan satisfies the following: nondiscrimination re-
quirements under §401(a)(4); the ADP test under §401(k)(3)
and ADP safe harbors under §401(k)(12) and §401(k)(13); the
ACP test under §401(m)(2) and ACP safe harbors under
§401(m)(11) and §401(m)(12); and minimum coverage re-
quirements under §410(b).” The election option woulds not

B See §401(k)(15)(B)(iii), §401(k)(15)(B)(iv). See also Prop. Reg.
§1.401(k)-5(d)(2) (defining “former long-term, part-time employees”),
REG-104194-23. Under the proposed regulation, employees would also be-
come former LTPT employees if the employee fails to satisfy eligibility condi-
tions that are non-age or service based.

*8401(k)(15)(C). See Prop. Reg. §1.401(k)-5(b)(1)(ii), REG-104194-23.

**Prop. Reg. §1.401(k)-5(b)(2)(xii) Ex. 12.

*Prop. Reg. §1.401(k)-5(c)(3), REG-104194-23.

8 Pprop. Reg. §1.401(k)-5(c)(1)(iii), REG-104194-23, 88 Fed. Reg. at
82,811.

98401(k)(15)(B)(i); Prop. Reg. §1.401(k)-5(e)(1), REG-104194-23.

*Prop. Reg. §1.401(k)-5(f)(1), REG-104194-23. The employer would
have to exclude all LTPT employees from each one of these provisions that
otherwise applies to the plan. Prop. Reg. §1.401(k)-5(f)(1)(ii). Different rules
would apply when determining whether the plan is a top-heavy plan. See Prop.
Reg. §1.401(k)-5(f)(2). For top-heavy rules, see IL.A.2.c., above.
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extend to SIMPLE 401(k) nondiscrimination provisions under
§401(k)(11) and §401(m)(10).”'

F. CODA Must Satisfy Other Statutory Requirements:
§401(k)(4)

Section 401(k)(4) provides three additional requirements
that must be satisfied for a CODA to be treated as a qualified
CODA. First, no benefits other than matching contributions can
be contingent on the employee having made an election to de-
fer.””” Second, certain types of governmental and tax-exempt
organizations are not eligible to include CODAs in their tax-
qualified plans.”” Third, elective deferrals made under a qual-
ified CODA generally cannot be taken into account in deter-
mining whether any other plan satisfies the tax-qualification re-
quirements of §401(a) or the minimum participation standards
of §410(b), subject to certain exceptions.” Although these ad-
ditional requirements seem relatively straightforward, they can
raise complex issues when applied to §401(k) plans.

1. No Benefits May Be Contingent Upon Election to
Detfer: §401(k)(4)(A)

Section 401(k)(4)(A) provides that a CODA will not be
treated as qualified if any other benefit (other than a de minimis
financial incentive not paid for with plan assets or matching
contributions) provided by the employer “is conditioned (di-
rectly or indirectly) on the employee electing to have the em-
ployer make or not make contributions under the arrangement
in lieu of receiving cash.” This provision, often referred to as
the contingent benefit rule, is subject to a number of exceptions
that have been established by the regulations and have been ap-
plied in IRS rulings.

The statutory exception to the contingent benefit rule for
de minimis financial incentives was added by the SECURE 2.0
Act to allow employers to make small gifts to incentivize em-
ployees to participate in the §401(k) plan.”” The financial in-
centive may not be more than $250 in value.® An employer
may not offer the incentive to employees for whom an election
to defer is already in effect. However, an employer may pro-
vide a de minimis financial incentive in the form of installment
payments that are contingent on the employee’s continued par-
ticipation in a §401(k) plan.””’

Example 1: Employer A announces on February 1, 2024,
that any employee for whom an election to defer under a
CODA is not in effect on that date and who, within the
next 90 days, makes an election to defer, will receive a
$200 gift card. Employee B, who previously was not par-
ticipating in the §401(k) plan, elects to make a deferral on

#'Prop. Reg. §1.401(k)-5(e)(2)(iii).

28401(K)(4)(A).

2 $401(k)(4)(B).

»48401(k)(4)(C).

58401(k)(4)(A), as amended by the SECURE 2.0 Act, Pub. L. No.
117-328, Div. T, §113(a), effective for plan years beginning after December
29, 2022. The provision of a de minimis financial incentive is exempt from
treatment as a prohibited transaction. §4975(d)(24) and ERISA §408(b)(21),
added by Pub. L. No. 117-328, Div. T, §113(c)-(d).

*Notice 2024-2, Q&A D-1.

*7Notice 2024-2, Q&A D-2.

358-5th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-405-0

March 1, 2024. Employer A then provides Employee B
with a $200 gift card as a de minimis financial incentive
without causing the CODA to fail to be a qualified CODA.

Example 2: Employer A offers a $100 gift card if employ-
ees elect to defer to the §401(k) plan and promises to pro-
vide an additional $100 gift card a year later if the employ-
ee continues to defer for a full year. Employee B elects to
participate in the §401(k) plan and Employer A provides
Employee B with a $100 gift card. Employee B continues
to participate in the §401(k) plan for the full year. Employ-
er A then provides Employee B with a second $100 gift
card. The total $200 amount in gift cards is still an accept-
able de minimis financial incentive.

De minimis financial incentives are considered compen-
sation that is includible in the employee’s gross income and
subject to applicable withholding and reporting requirements.
However, the de minimis financial incentives are not consid-
ered compensation, and thus not taxable, if an exception under
the LR.C. is satisfied.””

Example 3: Employee B’s $200 gift card from Example 1
is includible in Employee B’s gross income and is a tax-
able fringe benefit for employment tax and reporting pur-
poses because as a cash equivalent, it is not eligible for
the de minimis fringe benefit exclusion under §132(e) and
Reg. §1.132-6(c).

In addition to de minimis financial incentives, perhaps
the most important exception to §401(k)(4)(A) is for matching
contributions. Matching contributions are, by definition, con-
tingent on the employee’s election to contribute to the CODA
(matching contributions are described in I.D.2., above).”” With-
out this exception, employers could not otherwise make pre-
tax contributions that are based on whether or not the employee
makes an election to defer compensation or that can vary in
amount in a way that is directly related to the amount of the em-
ployee’s deferral election. In addition, §401(k)(4)(A) requires
that in order for this exception to the contingent benefit rule to
apply, the matching contributions must satisfy the definition of
§401(m), which requires that the matching contributions satis-
fy the ACP test of §401(m)(2). Furthermore, employers are al-
lowed to make matching contributions that are contingent on
the employee’s repayment of student loans. This exception
from the contingent benefit rule operates within the rules on
matching contributions by treating the employee’s student loan
repayments as elective deferrals for purposes of making match-
ing contributions.™

*®Notice 2024-2, Q&A D-5. See Reg. §1.132-6 for the de minimis fringe
benefit rules.

* A matching contribution cannot be a de minimis financial incentive. No-
tice 2024-2, Q&A D-3.

*%§401(m)(13), added by Pub. L. No. 117-328, Div. T, §110(c), effective
for plan years beginning after December 31, 2023. See Notice 2024-63 (Q&A
guidance regarding employer matching contributions for employees' qualified
student loan payments).

*'For a discussion of matching contributions based on student loan repay-
ments, see ILF.1.c., below.
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In addition, the contingent benefit rule does not apply to
any benefits chosen under a cafeteria plan in lieu of CODA
contributions.’”

The phrase “other benefit” is construed broadly under the
regulations, which state that the term includes, but is not limited
to, benefits under a defined benefit plan; nonelective employer
contributions under a defined contribution plan; the availabili-
ty, cost or amount of health benefits; vacations or vacation pay;
life insurance; dental plans; legal services plans; loans (includ-
ing plan loans); financial planning services; subsidized retire-
ment benefits; stock options; property subject to §83; depen-
dent care assistance plans; the ability to make after-tax contri-
butions; and salary increases and bonuses (other than those ac-
tually subject to the cash or deferred election).’” However, the
regulations provide that certain items that are “other benefits”
under this definition of the phrase will not be treated as being
conditioned on the employee’s deferral election in the follow-
ing circumstances:

* Plan loans and distributions of elective deferrals where
the amount of the loan or distribution is based on the

amount of the employee’s account balance;""

* Benefits under an excess benefit plan in ERISA §3(36)
that are dependent on the employee’s electing to make or

not make elective contributions;”

* Deferred compensation under a nonqualified deferred
compensation plan that is dependent on the employee hav-
ing made the maximum elective deferral contributions un-
der the annual deferral limits of §402(g) or permitted un-
der the terms of the plan;*®

* After-tax employee contributions where the amount of
elective contributions to the CODA reduces dollar-for-dol-
lar the amount of after-tax employee contributions that can
be made; and™”’

* Benefits under any other tax-qualified or nonqualified
plan or arrangement where the elective contributions are or
are not taken into account as compensation under the other
plan or arrangement for the purposes of determining bene-
fits.™

Practice Insight: Interestingly, the regulations do not ad-
dress a situation where nonelective employer contributions, un-
der the same plan or a separate defined contribution plan, may
be cut back in order to satisfy the §415(c) limitations, depend-
ing on the level of elective contributions under a qualified CO-

*2Reg. §1.401(k)-1(e)(6)(i).

" Reg. §1.401(k)-1(e)(6)(ii). See PLR 201833012 (student loan repayment
benefit does not violate contingent benefit rule where, under program, employ-
er’s nonelective contributions to retirement plan are not conditioned on em-
ployee making elective contributions to plan); PLR 9852026 (health insurance
benefit purchased under §401(k) plan is not “other benefit” conditioned on
election of deferrals under §401(k)(4)(A) and Reg. §1.401(k)-1(e)(6), if avail-
able to all eligible employees in same amount at same cost and regardless of
whether or extent to which employee elects deferrals); PLR 200031060 and
PLR 200235043 (purchase of long-term disability insurance policy did not vi-
olate contingent benefit rule).

M Reg. §1.401(k)-1(e)(6)(V).

B Reg. §1.401(k)-1(e)(6)(ii).

Reg. §1.401(k)-1(e)(6)(ii).

Reg. §1.401(k)-1(e)(6)(i).

% Reg. §1.401(k)-1(e)(6)(ii).
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DA. Presumably, this does not make the nonelective employer
contribution an impermissible contingent benefit.

The regulations specifically exclude certain other items
from the contingent benefit rule entirely:

* matching contributions on elective deferrals;

* benefits, rights, or features (such as a plan loan) that re-
quire or result in withholding from the employee’s pay
and, thereby, reduce the amount that is available for elec-
tive deferrals;

« areduction in the employer’s top-heavy contributions un-
der §416(c)(2) due to matching contributions on elective
deferrals; and

« any benefit elected by the employee under a §125 cafete-

ria plan in lieu of an elective contribution under a qualified

CODA.™

In addition, the IRS has issued several rulings that address
the contingent benefit rule of §401(k)(4)(A) as applied to
arrangements involving nonqualified deferred compensation
plans, the purchase of insurance benefits to continue plan con-
tributions in the event of disability, and contributions to incen-
tivize the repayment of student loans. Although private letter
rulings can only be relied upon by the taxpayer to which the
ruling was issued, they do provide some insight into the IRS’s
view of these arrangements.

a. Nonqualified Deferred Compensation Plans

The most common situation in which the contingent ben-
efit rule becomes relevant is the availability of nonqualified
deferred compensation benefits that are directly related to the
amount of elective contributions to a CODA. For example, em-
ployers may wish to provide highly compensated employees
with an opportunity to defer, and perhaps receive matching
credits on, contributions that exceed the CODA limits.

The regulations provide that nonqualified deferred com-
pensation is treated as contingent only to the extent that an em-
ployee may receive additional deferred compensation under the
nonqualified plan based upon the extent to which the employee
makes or does not make elective contributions.’’ For example,
participation in the nonqualified deferred compensation plan
cannot be limited to individuals who elect not to make any con-
tribution under the CODA.*"' Similarly, allowing employees to
allocate their deferrals between the nonqualified deferred com-
pensation plan and the CODA, subject to an aggregate maxi-
mum percentage of compensation, causes the maximum defer-
rals under the nonqualified plan to be contingent on the amount
of elective deferrals under the CODA.*"

As discussed above, however, deferred compensation un-
der a nonqualified deferred compensation plan is not deemed to
be contingent if it is dependent on the employee having made
the maximum elective deferral contributions under the annual
deferral limits of §402(g) or as permitted under the terms of
the plan.’” Thus, it is on this basis that the IRS has issued fa-

P Reg. §1.401(k)-1(e)(6)().
'Reg. §1.401(k)-1(e)(6)(iv).
Reg. §1.401(k)-1(e)(6)(vi) Ex. 1.
2 Reg. §1.401(k)-1(e)(6)(vi) Ex. 2.
P Reg. §1.401(k)-1(e)(6)(iv).
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vorable rulings regarding nonqualified deferred compensation
plans that do not violate the contingent benefit rule.’"

Practice Insight: The scope of the term “maximum elective
contributions permitted under the terms of the plan” is not en-
tirely clear. Presumably, it refers not only to a set maximum
(e.g., 10% or 15% of compensation) as set forth in the plan,
but also the maximum permitted by the nondiscrimination test
of §401(k)(3)(A)(ii), or a maximum established by the plan
administrator in a given year to assure compliance with that
nondiscrimination test.

b. Insurance Benetits to Provide for Continued Plan
Contributions

In several rulings, the IRS has concluded that the purchase
of insurance benefits to continue plan contributions in the event
of disability did not constitute “other benefits” for purposes
of the contingent benefit rule.’” In these situations, the plans
generally provided benefits designed to replace elective de-
ferrals, matching contributions, and nonelective contributions
that would have been credited to a participant’s account under
a qualified CODA had the participant not become disabled.
The plans purchased insurance with plan assets, and employees
were eligible for the benefit if they were not eligible to par-
ticipate in the 401(k) plan or were eligible but had elected
not to make elective deferrals. The IRS reasoned that although
Reg. §1.401(k)-1(e)(6)(ii) includes health insurance and life in-
surance benefits under the definition of “other benefits,” Reg.
§1.401(k)-1(d)(6)(ii) makes it clear that a CODA may purchase
life insurance with a participant’s contributions without violat-
ing the contingent benefit rule.

c. Contributions Based on Repayment of Student Loans

Section 401(m)(13) permits employers to make matching
contributions to a defined contribution plan, such as a §401(k)
plan, that are contingent upon an employee having made “qual-
ified student loan payments.”'® For plan years prior to 2024,
the primary guidance on contributions based on the repayment
of student loans is set forth in PLR 201833012, discussed be-
low.

Section 401(m)(13) treats certain contributions made on
account of student loan repayments as matching contributions,
which provides a statutory exception to the contingent benefit
rule of §401(k)(4)(A). In order for this exception to apply, the
defined contribution plan must provide for all of the following
terms:*"’

*"* See, e.g., PLR 9807027, PLR 9752018, PLR 9752017.

*PLR 200235043, PLR 200031060, PLR 9852026.

198401(m)(13), added by SECURE 2.0 Act, of 2022, Pub. L. No. 117-328,
Div. T, §110(c), effective for plan years beginning after December 31, 2023.
Notice 2024-63 provides guidance regarding matching contributions made for
qualified student plan payments and applies for plan years beginning after De-
cember 31, 2024. For plan years beginning in 2024, a plan sponsor may rely
on a good faith, reasonable interpretation of SECURE 2.0 Act §110, which in-
cludes the guidance in Notice 2024-63. Notice 2024-63. For discussion of op-
tional separate ADP testing, see Notice 2024-63, Q&A D-1.

3178401(m)(13)(A), added by Pub. L. No. 117-328, Div. T, §110(c), effec-
tive for plan years beginning after December 31, 2023. The qualified student
loan payment match must be based on a loan payment made during the plan
year in issue. See Notice 2024-63, Q&A A-6. A qualified student loan payment
match feature may be added as a mid-year change to a 401(k) safe harbor
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» matching contributions on account of elective deferrals
at the same rate as contributions on account of qualified
student loan payments;

» matching contributions on account of qualified student
loan payments only on behalf of employees otherwise eli-
gible to receive matching contributions on account of elec-
tive deferrals;

« all employees eligible to receive matching contributions
on account of elective deferrals are eligible to receive
matching contributions on account of qualified student
loan payments; and

» matching contributions on account of qualified student
loan payments vest in the same manner as matching con-
tributions on account of elective deferrals.

For this purpose, a “qualified student loan payment” is
defined as a payment made by an employee in repayment of
a “qualified educational loan™"® that the employee incurred to
pay “qualified higher education expenses,™" up to the amount
of the §402(g) limit, but applying the §402(g) limit as reduced
by the amount of elective deferrals the employee made for the
ye ar 320

A plan cannot limit qualified student loan payment match-
es to qualified education loan payments for the employee's edu-
cation, for specific degree programs, or for certain schools.”' A
qualified education loan is treated as incurred by an employee
who makes a payment on the loan if the employee is legally
obligated under the loan terms to pay. Thus, the match must
be available to an employee who is a cosigner of a loan for
their spouse or dependent if the employee makes the loan pay-
ments.”

The employee must certify annually to the employer mak-
ing the matching contribution that the qualified student loan
payment has been made on such qualified educational loan.””
The certification to the plan must include the following infor-
mation: (1) the loan payment amount; (2) the loan payment
date; (3) that the employee made the payment; (4) that the loan
being repaid is a qualified education loan and was used to pay
for qualified higher education expenses of the employee, the
employee's spouse, or the employee's dependent; and (5) that

plan, as long as the notice and election opportunity conditions set out in Notice
2016-16, §II1.C (see IV.B.4., below) are met. Notice 2024-63, Q&A E-2.

'8 As defined by §221(d)(1) as a loan incurred solely to pay qualified high-
er education expenses incurred on behalf of the taxpayer or the taxpayer’s
spouse or dependent as of the time the indebtedness was incurred, paid or in-
curred within a reasonable period of time before or after the indebtedness is in-
curred, and are attributable to education furnished during a period during which
the recipient was an “eligible student.” It also includes the refinancing of a loan
that satisfies the requirements above and a loan from a related party or retire-
ment plan. See Notice 2024-63, Q&A A-1.

319 As defined by §221(d)(2), “qualified higher education expenses” means
the cost of attendance at an eligible educational institution, reduced by amounts
excluded from gross income and certain payments.

98401(m)(4)(D), added by Pub. L. No. 117-328, Div. T, §110(b), effec-
tive for plan years beginning after December 31, 2023. See Notice 2024-63,
Q&A A-3.

' Notice 2024-63, Q&A A-4.

322 A guarantor would not have a legal obligation to make payments unless
the primary borrower defaults. Notice 2024-63, Q&A A-1.

3§401(m)(4)(D)(ii). See Notice 2024-63, Q&A B-3.
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the loan was incurred by the employee.” The employee may

provide affirmative certification to confirm each of these items.
In the alternative, for the loan payment amount and date, and
the employee’s status as payor, the employer may independent-
ly verify (for example, by allowing the payments to be made
through payroll deduction) or the employee may passively cer-
tify (i.e., the lender provides written information about the loan
payment amount and date to the plan, and the plan provides a
statement to the employee that the employer assumes that the
employee is the payor). The employee must affirmatively cer-
tify that the loan is a qualified education loan and that it is in-
curred by the employee. One way to do this would be to have
the employee register the loan with the plan before the first loan
payment for a match is claimed.”If an employee's certification
is determined to be incorrect, the plan has the option to correct a
match based on that certification, except that a match based on
an operational failure in administering a qualified student loan
payment match feature must be corrected. If a qualified student
loan payment match is corrected due to an incorrect certifica-
tion (for example, the loan is later forgiven), all such matches
made under similar circumstances must be corrected.”

In implementing a qualified student loan payment match
feature, a plan may establish any administrative procedures that
are reasonable based on all relevant facts and circumstances.
Factors considered in determining the reasonableness of the
procedures is whether the matches are effectively available to
all eligible employees and whether the procedures promote
compliance with those match requirements.”” A plan may have
one or multiple match claim deadlines for a plan year, as long
as the deadline is reasonable. For example, the plan may set
an annual deadline that is three months after the end of a plan
year.”

Practice Insight: Section 401(m)(13) essentially requires
that the contribution rate, vesting terms, and eligibility require-
ments for receiving matching contributions are the same, re-
gardless of whether they are made on elective deferrals or qual-
ified student loan payments. Presumably, an employee may
still make elective deferrals to the plan, but cannot receive
matching contributions with respect to qualified student loan
payments and elective deferrals in excess of the §402(g)
amount. Plan sponsors who are considering adopting a similar
plan feature will need to address how it affects other tax-qual-
ification requirements for the plan, such as nondiscrimination

Notice 2024-63, Q&A B-2.

* Notice 2024-63, Q& A B-2. If passive certification is used, the employee
must have a reasonable period to correct the information in the employee no-
tice. The employee is treated as having certified the information if the employ-
ee does not act within that period. Notice 2024-63, Q&A B-2. Independent ver-
ification or passive certification procedures must be reasonably available for all
employees, so other reasonable means of verification must be permitted for an
employee who does not have the ability to use the plan’s specified procedure.
See Notice 2024-63, Q&A C-3.

¥ Notice 2024-63, Q&A E-4.

" Notice 2024-63, Q&A C-1.

¥ Notice 2024-63, Q&A C-2. If a plan that adopts a qualified student loan
payment match feature is concerned about the imposition of §4979 excess con-
tribution excise taxes (see III.M.9., below) due to matches claimed after the
2Y2-month correction deadline under §4979(f), the plan may avoid this issue by
either adopting reasonable loan payment match claim deadlines that are earli-
er than 22 months after the end of a plan year or by adopting eligible auto-
matic contribution arrangement (EACA) provisions (see IL.B.2., above). Notice
2024-63 n.4.
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and the use of safe harbor contributions. In addition, employers
must consider, in light of the guidance above, what documen-
tation will be required to demonstrate that the employee made
student loan payments and how to track whether elective con-
tributions and/or student loan repayments were made for each
payroll period. The SECURE 2.0 Act requires the Treasury De-
partment to issue regulations, including guidance that specif-
ically permits employers to make matching contributions for
qualified student loan payments at a frequency that is different
from other matching contributions and to allow employers to
establish reasonable procedures for employees to claim they are
entitled to receive matching contributions under the plan.”

Example: An employer provides for matching contribu-
tions for elective deferrals and for qualified student loan
payments, matching 100% of employee contributions up
to 5% of compensation. An employee makes qualified stu-
dent loan payments in an amount equal to 5% of the em-
ployee’s compensation and certifies to the employer that
the payments were made. The employer will make a
matching contribution to the employee’s account under the
plan equal to 100% of the employee’s qualified student
loan payments, up to 5% of the employee’s compensation.

In PLR 201833012, the IRS ruled that amending a defined
contribution plan with a qualified CODA to allow the employer
to make an employer nonelective contribution on behalf of
an employee conditioned on that employee making student
loan repayments (known as a “SLR nonelective contribution”)
would not violate the contingent benefit rule of §401(k)(4)(A)
and Reg. §1.401(k)-1(e)(6). The existing terms of the plan pro-
vided that eligible employees could make elective deferrals for
each payroll period as pre-tax or Roth 401(k) contributions,
or as after-tax employee contributions and that the employer
would make a matching contribution equal to 5% of the em-
ployee’s eligible compensation during the pay period if the em-
ployee made an election contribution equal to at least 2% of el-
igible compensation during the pay period.

The proposed amendment provided for a voluntary pro-
gram in which the employer would make an SLR nonelective
contribution as soon as practicable after the end of the year
equal to 5% of the employee’s eligible compensation for a pay
period if an employee made a student loan repayment during
a pay period equal to at least 2% of the employee’s eligible
compensation for the pay period. The SLR nonelective contri-
bution would be made without regard to whether the employee
made any elective contributions throughout the year. The em-
ployee would still be eligible to make elective contributions to
the plan, but the employee would not be eligible to receive reg-
ular matching contributions with respect to those elective con-
tributions while the employee participates in the program. If the
employee did not make a student loan repayment for a pay pe-
riod equal to at least 2% of the employee’s eligible compensa-
tion, but did make an elective contribution during that pay peri-
od equal to at least 2% of the employee’s eligible compensation
for that pay period, then the employer would make a matching
contribution as soon as practicable after the end of the plan year
equal to 5% of the employee’s eligible compensation for that

*Notice 2024-63, Q&A E-3.
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pay period (true-up matching contribution). In order to receive
either the SLR nonelective contribution or the true-up match-
ing contribution, the employee would need to be employed by
the taxpayer on the last day of the plan year (except in the case
of termination of employment due to death or disability). Both
SLR nonelective contributions and true-up matching contribu-
tions would be subject to the same vesting schedule as regular
matching contributions.

The IRS reasoned that the SLR nonelective contributions
under the program were conditioned on whether an employee
made a student loan repayment during a pay period and were
not conditioned (directly or indirectly) on the employee making
elective contributions under the CODA. Furthermore, because
an employee who made student loan repayments and thereby
received the SLR nonelective contributions was still permitted
to make elective contributions, the SLR nonelective contribu-
tion was not deemed to be conditioned (directly or indirectly)
on the employee electing to have the employer make or not
make contributions under the arrangement in lieu of receiving
cash.

In other words, an employee who participated in the pro-
gram could receive a 5% contribution from the employer in one
of two ways: by making a student loan repayment during a pay
period equal to at least 2% of the employee’s eligible compen-
sation for the pay period or by making an elective contribution
during that pay period equal to at least 2% of the employee’s el-
igible compensation. Thus, the cost to the employee of receiv-
ing the employer contribution is less. The employee need only
make a student loan payment to receive the employer contribu-
tion, whereas in the absence of the voluntary program, the em-
ployee must make elective contributions to receive the employ-
er contribution, in addition to making student loan payments
(assuming the employee is obligated under the terms of the stu-
dent loans to make regular payments). As such, this arrange-
ment allowed the employer to incentivize employees to repay
student loans and provide a means of making employer contri-
butions on a pre-tax basis to employees who otherwise may not
have the financial ability to defer part of their compensation to
the CODA.

2. Employer Must Be Eligible to Offer a CODA:
$401(k)(4)(B)

Section 401(k)(4)(B) provides that only certain types of
employers may include a qualified CODA arrangement as part
of the plan they maintain. Specifically, §401(k)(4)(B)(i) and
§401(k)(4)(B)(iii) provide that certain tax-exempt organiza-
tions and Indian tribal governments may include qualified CO-
DAs as part of a plan maintained by such organization or gov-
ernment. However, §401(k)(4)(B)(ii) prohibits qualified CO-
DAs from being included as part of a plan that is sponsored by
a state or local government or political subdivision thereof.

For a discussion of special rules and issues applicable to
government-sponsored plans intended to meet the qualification
requirements of §401(a), see 372 T.M., Church and Govern-
mental Plans.

For a discussion of the special issues that arise in con-
nection with the design and administration of employee benefit
plans sponsored by private organizations that are exempt from
federal income tax under §501, see 373 T.M., Employee Bene-
fits for Tax-Exempt Organizations.
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a. State and Local Governments and Instrumentalities
and Political Subdivisions

An employer is not eligible to maintain a qualified CODA
if it is considered a state or local government instrumentality
or agency, unless the plan is a grandfathered plan that had a
CODA in effect before May 7, 1986.”" This prohibition ap-
plies even if the employer is also tax-exempt, such as under
§501(c)(3),”" which includes state or local government institu-
tions such as state-operated hospitals, libraries, and museums
that are recognized as tax-exempt organizations under various
paragraphs of §501(c) because they are otherwise exempt from
federal income tax as governmental entities.”

The question of whether or not a plan is a governmental
plan within the meaning of the term as defined in §414(d)
and, therefore, for purposes of §401(k)(4)(B), is a matter upon
which the IRS will not issue a private letter ruling.” Otherwise,
the IRS has generally looked to the standards in Rev. Rul.
89-49, which defines when a plan is a governmental plan under
§414(d), to determine whether a plan is a state government
plan for purposes of §401(k)(4)(B).”* For example, the IRS has
ruled privately that a state bar association escaped classifica-
tion as a state instrumentality and could add a §401(k) arrange-
ment to its qualified profit-sharing plan, reasoning that the ra-
tionale used in Rev. Rul. 89-49 for determining whether an or-
ganization is an agency or instrumentality of the United States
or any state or political subdivision would be equally applic-
able whether the determination is being made for purposes of
§414(d) or for purposes of §401(k)(4)(B).*”

*The 1986 TRA amended §401(k)(4) to prohibit state or local govern-
ments (including their subdivisions, agencies, and instrumentalities) and tax-
exempt organizations from maintaining qualified CODAs, except for CODAs
in effect before May 7, 1986 (or, in the case of tax-exempt organizations, be-
fore July 2, 1986), referred to as the “grandfather date.” Pub. L. No. 99-514,
§1116(f)(2)(B). This prohibition was lifted for nongovernmental tax-exempt
employers, for plan years beginning after December 31, 1996, by the Small
Business Job Protection Act of 1996. Pub. L. No. 104-188, §1426, amending
§401(k)(4)(B). Before the 1986 TRA, it was not entirely clear whether state
or local governments (or their subdivisions, agencies, or instrumentalities) or
tax-exempt employers could maintain qualified CODAs, other than as part of
a “pre-ERISA money purchase plan.” See §401(k)(6). These entities could not
maintain stock bonus plans, because they issued no stock. It was widely be-
lieved, however, that they could maintain “profit-sharing plans,” under which
profits were simply defined as the excess of revenues over expenses. This view
is supported by GCM 38283 (Feb. 15, 1980) and a General Information Let-
ter from J. E. Griffith, Chief, Rulings Section, Exempt Organizations Technical
Branch to C. Frederick Oliphant III, dated September 14, 1983. The GCM and
general information letter also indicated that the IRS was disposed to rule fa-
vorably on the issue of whether maintenance of a qualified profit-sharing plan
resulted in any prohibited inurement for the benefit of private individuals under
various paragraphs of §501(c). See PLR 8508074 and PLR 8442064 for exam-
ples of favorable rulings.

#IREG-155608-02, 69 Fed. Reg. 67,075, 67,078 (Nov. 16, 2004) (pream-
ble to proposed §403(b) regulations) (“Based on the wording of section 401(k)
(4)(B)(i) and (ii), an entity that is both a section 501(c)(3) organization and an
instrumentality of a State cannot have a section 401(k) plan.”).

32Rev. Rul. 67-290, Rev. Rul. 74-15.

*¥Rev. Proc. 2025-4, §9.04 (IRS will not review whether plan is govern-
mental plan under §414(d)).

** See, e.g., PLR 200313017, PLR 200250039. See also REG-157714-06,
76 Fed. Reg. 69,172 (Nov. 8, 2011), amended at 76 Fed. Reg. 76,633 (Dec. 8,
2011).

*PLR 9749014. In PLR 200244021, the IRS followed the same reasoning
in ruling that a corporation that was a joint venture between the public and pri-
vate sectors was not a government agency or instrumentality and, thus, was el-
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(1) Exception for Rural Cooperatives Organized as Part
of State or Local Governments

The prohibition of CODAs in plans maintained by state
and local governments, however, does not extend to mutual
irrigation or ditch companies or districts organized under the
laws of a state as a municipal corporation for the purpose of ir-
rigation, water conservation, or drainage, and such entities may
maintain §401(k) qualified cash or deferred arrangements.”
For these purposes, a mutual irrigation or ditch company is de-
scribed in §501(c)(12) without regard to the 85% requirement
of that provision. In addition, a national association of such mu-
tual irrigation or ditch companies or districts is permitted to
maintain a §401(k) qualified CODA.” The rule applies to all
mutual irrigation or ditch companies and districts regardless of
whether the company or district is a tax-exempt or taxable en-
tity or part of a state or local government. These types of enti-
ties are specifically authorized, by statute, to maintain a CODA,
as they are included in the definition of a “rural cooperative”
under §401(k)(7)(B). As discussed in II., above, rural coopera-
tives are the only types of entities that can sponsor a rural coop-
erative plan, which is one of the four types of plan that §401(k)
(1) allows to include a CODA.

(2) Grandtathered Governmental Plans

According to the 1986 TRA Bluebook, a plan is consid-
ered adopted before the applicable grandfather date even if the
trust is not yet created under the plan. The Bluebook also states
that a safe harbor is intended under which a plan would be con-
sidered adopted “as of the date of formal approval by the gov-
erning body of the organization under a definite written plan
that is binding upon the organization.””**

The 1986 TRA Conference Report states, and the §401(k)
regulations provide, that the grandfather treatment is limited to
the “employers who adopted the plan” before the grandfather
date, but that “the grandfather treatment is not limited to em-
ployees (or classes of employees) covered by the plan” as of
that date.” The Technical and Miscellaneous Revenue Act of
1988 amended 1986 TRA §1116(f)(2) to clarify that govern-
mental employers which adopted a CODA in a timely man-
ner under the 1986 TRA grandfathering rules may not only
maintain grandfathered CODAs but may also establish new
ones. However, an employer with a grandfathered profit-shar-
ing plan, but no CODA, may not later amend the profit-sharing
plan to add a qualified CODA for the first time. The §401(k)
regulations provide that if an employer had adopted (or made
a legally binding commitment to adopt) a CODA before the
grandfather date, all employees of the employer may participate

igible to sponsor a §401(k) plan. The corporation was exempt from tax under
§501(c)(6) as a business league and was established in order to develop and op-
erate an information network and database that covers each U.S. state, territory
and insular possession. In applying the standards of Rev. Rul. 89-49 to the cor-
poration in this ruling, the IRS concluded that the private sector had substantial
control over the corporation.

P§401(k)(T)(B)(Ev).

F18401(k)(T)(B)(V).

¥ Staff of the Joint Committee on Taxation, General Explanation of the
Tax Reform Act of 1986 (1986 TRA Bluebook) (May 4, 1987) at 643.

91986 TRA Conf. Rep. at II-391; Reg. §1.401(k)-1(e)(4)(@),
§1.401(k)-1(e)(4)(iv).

*Pub. L. No. 100-647, §1011(k)(8) (TAMRA).
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in the CODA.**' Thus, new employees of the employer main-
taining the CODA on the grandfather date may be added to the
plan, and entire classes or categories of employees of the em-
ployer may apparently be made eligible even if they were inel-
igible on the grandfather date.*”

In the case of state or local governmental plans, the iden-
tity of the “employer” may be unclear. For example, if one
agency of a state government maintains a qualified CODA, the
question arises of whether the plan can be expanded to cover
other employees of the state government, or of any other subdi-
vision, agency, or instrumentality thereof. The IRS has suggest-
ed in a handful of private letter rulings that whether a grand-
fathered plan sponsored by a particular state agency or instru-
mentality can be extended to another state agency or instrumen-
tality, without failing to comply with §401(k)(4)(B), depends
on a determination that such employers are required to be ag-
gregated under §414(b) or §414(c).* In Notice 89-23,* the IRS
generally indicated that two entities must be aggregated if one
entity has the power to levy taxes to provide funds to the oth-
er entity or if one entity receives a majority of its tax disburse-
ments pursuant to the same tax levy applicable to another en-
tity. However, in the mid-1990s, the IRS acknowledged that
questions had arisen about these standards and provided that
governments may apply a reasonable, good faith interpretation
of existing law in determining which entities must be aggregat-
ed.” The IRS has never successfully revisited the issue of gov-
ernmental plan aggregation and, moreover, generally has been
unwilling to issue rulings on whether two governmental entities
are aggregated, although the IRS has not been entirely consis-
tent in its unwillingness to rule on the issue.™*

All qualified plans maintained by governments or political
subdivisions, agencies, or instrumentalities thereof, are perma-
nently exempt from the nondiscrimination and minimum par-
ticipation rules.* In addition, these plans are treated as meet-

*Reg. §1.401(k)-1(e)(4)(i), §1.401(k)-1(e)(4)(iv).

*2Reg. §1.401(k)-1(e)(4)(), §1.401(k)-1(e)(4)(iv). In PLR 9842064, Enti-
ty A adopted Plan X, a plan containing a CODA, on June 1, 1985. The IRS
ruled that pursuant to Reg. §1.401(k)-1(e)(4), any cash or deferred arrangement
adopted by Entity A at any time would be treated as adopted before May 6,
1986, and was thus qualified under §401(k)(4)(B)(ii). Therefore, since Sub-en-
tity B (a service board affiliated with Entity A) was part of Entity A, the IRS
concluded that a cash or deferred arrangement adopted by Sub-entity B would
be treated as adopted before May 6, 1986.

* See, e.g., PLR 200307093, PLR 200250039, PLR 200125094.

**In July 2007, the IRS established aggregation rules for tax-exempt em-
ployers but did not revisit the question of governmental plan aggregation. T.D.
9340, 72 Fed. Reg. 41,128 (July 26, 2007), as corrected, 75 Fed. Reg. 65,566
(Oct. 26, 2010) (§403(b) final regulations). Notice 89-23 was declared obsolete
by Rev. Rul. 2009-18, except to the extent described in the last paragraph of the
“Treatment of Controlled Groups that Include Tax-Exempt Entities” section of
the preamble to T.D. 9340, 72 Fed. Reg. at 41,138.

3 Notice 96-64; Announcement 95-48, obsoleted by Rev. Rul. 2009-18.

**¢ Compare PLR 200307093 (concluding that aggregating two particular
entities is a reasonable interpretation of the aggregation rules) with PLR
200125094 (refusing to rule on whether aggregation was a reasonable interpre-
tation of the applicable rules).

7pub. L. No. 105-34, §1505(a), §1505(b), and §1505(d), enacting or
amending §401(a)(5)(G), §401(a)(26)(H), §410(c)(2), and §401(k)(3)(G); see
also H.R. Conf. Rep. No. 220, 105th Cong., 1st Sess. 738-39 (1997). For ef-
fective dates prior to the enactment of the Taxpayer Relief Act of 1997, see
Announcement 95-48 and Notice 96-64. The Pension Protection Act of 2006,
Pub. L. No. 109-280, §861(a), amended the relevant provisions to clarify that
governmental entities other that state governments, such as international orga-
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ing the requirements of §401(a)(3), §401(a)(4), §401(a)(26),
§401(k), §401(m), and §410.** In the case of state governmen-
tal entities, this change was effective for tax years beginning on
or after August 5, 1997, and, in the case of all other govern-
mental entities, the change was effective August 17, 2006.

(3) Interaction with §414(h)

Section 414(h)(1) generally provides that if a contribution
is designated as an employee contribution, it will not be treated
as an employer contribution and, therefore, will be treated as
an after-tax contribution. Section 414(h)(2), however, provides
a special rule that allows a governmental employer to “pick
up” employee contributions. Under this rule, contributions, al-
though designated as employee contributions, are nevertheless
treated as pre-tax employer contributions if the contributions
are “picked up” by the employing governmental unit. A con-
tribution qualifies as a pick-up contribution only if: (i) the em-
ployer formally specifies that the contributions, although des-
ignated as employee contributions, are being paid by the em-
ployer in lieu of contributions by the employee; and (ii) the
employee is not permitted to opt out of the pick-up and re-
ceive the contributed amount directly instead of having it paid
to the plan.*’ For example, in PLR 201417025, a state adopted
legislation requiring mandatory employee contributions (3% of
compensation) to the retirement plan in which employees par-
ticipated, that had to be designated as employee contributions,
but were picked up by participating employers and treated as
employer contributions. The legislation did not allow employ-
ees the option of choosing to receive the contributed amounts
directly. Specifying that the contributions were being paid by
the employer in lieu of contributions by employees, the legis-
lation required that they be treated as employer contributions
under §414(h)(2). The IRS ruled that the legislation satisfied its
criteria for a contribution to be a pick-up contribution.

The second requirement has been the source of some con-
fusion because IRS rulings also make clear that a pick-up con-
tribution may be effected through a reduction in salary, an off-
set against future salary increases or a combination of both,™
and the IRS has issued a number of private letter rulings in
which it approved “pick-up” arrangements that appear to in-
volve the employer picking up an amount that the employee
elected to contribute to the plan.”' The PLRs, however, do not
address §401(k)(4)(B) and its interaction with §414(h)(2).*

nizations and federal government agencies, are also exempt from the nondis-
crimination and minimum participation rules.

*Pub. L. No. 105-34, §1505(d).

*Rev. Rul. 2006-43, modifying and amplifying Rev. Rul. 81-35, Rev.
Rul. 81-36, and Rev. Rul. 87-10. See Rev. Proc. 2025-4, §9.06 (IRS will not
review plan for whether contributions satisty §414(h)).

*'Rev. Rul. 81-35, Rev. Rul. 81-36. Changing the method of picking up
mandatory contributions from an offset against future salary increases to a
salary reduction does not change the federal tax or income tax withholding
treatment of the contributions. PLR 201305021.

1 See, e.g., PLR 200333039 (approving pick-up arrangement involving
election of wide range of deferral percentages at any time within 24 months
of initial eligibility), PLR 200249009 (stating that one-time irrevocable elec-
tion by employees to contribute accrued termination pay to Plan after com-
mencement of participation constituted a “pick-up” under §414(h)(2)). See also
PLR 202126001 (plan language permitting the hiring of retired plan-participant
schoolteachers to return to the classroom as “special employees” did not create
an employee election that could constitute cash or deferred arrangement under
§401(k); the rehired retirees continued to receive retirement benefits from the
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For example, in PLR 200252095, firefighters who were
covered by a governmental plan were given an opportunity to
elect at any time prior to three months before retirement to have
a portion of their unused sick leave, vacation, and compensato-
ry time that would have been paid to them in cash at termina-
tion of employment instead contributed to the plan. The city
then picked up the amount elected by the firefighters. The PLR
indicates that the firefighters would not have the right to re-
ceive cash after the election but it is apparent from the ruling
that the termination pay would have been cashed out but for the
election to defer. Such an election is clearly a cash or deferred
election within the meaning of §401(k) and the §401(k)(4)(B)
prohibition against qualified governmental CODAs. Nonethe-
less, the PLR concludes that the contributions are not includible
in income.

These rulings suggest that §414(h)(2) modifies the
§401(k)(4)(B) prohibition against qualified governmental CO-
DAs or at least provides an alternative vehicle for contributions
that are comparable to elective deferrals. It is not clear, howev-
er, that the IRS still subscribes to the view reflected in the pri-
vate letter rulings. Rev. Rul. 2006-43 reiterates the rule against
providing employees a choice to receive cash in lieu of a contri-
bution. For the first time, however, the IRS specifically stated
that, to constitute a valid “pick-up” contribution, an employee
cannot have a “cash or deferred election right (within the mean-
ing of Reg. §1.401(k)-1(a)(3)),” which would clearly preclude
the types of elections approved in the PLRs. There have been
no additional PLRs issued since the 2006 revenue ruling that
would appear to allow for an employee election with respect to
“pick-up” contributions.

b. Nongovernmental Tax-Exempt Employers

Nongovernmental tax-exempt employers may include
qualified CODAs as part of a tax-qualified plan.*” For §501(c)
(3) organizations, the benefits of qualified CODAs are not so
clear, given the existing availability of tax-deferred annuity
plans under §403(b). Elective contributions under §403(b) are
not subject to the special nondiscrimination tests in §401(k)(3)
(A)(ii)”* and are subject to higher applicable contribution lim-
its for certain employees.”” Moving from §403(b) to a qual-

plan, were ineligible to accrue further benefits, and were not able to make an
election as to whether to receive cash or make a contribution to the plan).

*2The PLRs generally involve a one-time irrevocable election to defer
compensation. However, these elections are available after the first day on
which the employees become eligible to participate in a qualified plan main-
tained by the employer and, therefore, do not fall within the exception from
the definition of a CODA for one-time irrevocable elections. See Reg.
§1.401(k)-1(a)(3)(Vv).

**Only for plan years beginning after December 31, 1996. Before that
time, only “grandfathered” CODAs in effect before July 2, 1986, were permit-
ted for these employers. Rules similar to those discussed in IL.F.1.a., above ap-
plied in determining grandfathered status of CODAs maintained by nongovern-
mental tax-exempt employers, except for the rule that grandfathered govern-
mental employers could establish new CODAs. Pre-2006 Reg. §1.401(k)-1(e)
(4)(ii) and §1.401(k)-1(e)(4)(iii). Until 1997, these employers could offer no
tax-deferred, nonforfeitable deferred compensation opportunity for rank-and-
file employees. While such a plan could be maintained under §457(b) for a se-
lect group of management or highly compensated employees, deferrals under
such a plan were then limited to a lower annual dollar amount, in addition to
being subject to the claims of the employer’s creditors. See ERISA §301(a)(3).

3*See §403(b)(12)(A)(ii), which, instead, imposes a universal availability
requirement.

$38402(2)(7).
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ified CODA may also require continued maintenance of two
separate plans, since the §403(b) plan and accounts may not be
merged into or transferred to a qualified plan (apart from an el-
igible rollover distribution). Other considerations also apply to
a §501(c)(3) employer’s choice between §401(k) and §403(b),
depending on the facts and circumstances.

Some tax-exempt employers have taxable affiliates. Em-
ployees of taxable affiliates cannot be covered by a §403(b)
plan and some tax-exempt employers maintain a qualified CO-
DA so that all employees of the tax-exempt employer and its
taxable affiliate may be covered by a single plan. In other in-
stances, the tax-exempt employer will maintain a §403(b) plan
and the taxable employer will maintain a qualified CODA.
The minimum participation requirement of §401(a)(26) and the
minimum coverage requirements of §410(b) that a qualified
CODA must satisfy generally apply on a controlled group ba-
sis, raising the possibility that it will be difficult, or even im-
possible, for the normally applicable §401(a)(26) and §410(b)
rules to be satisfied, for example, if the taxable affiliate has a
very small number of employees or a disproportionate number
of highly compensated employees, or both. The IRS has, how-
ever, issued relief that permits the taxable affiliate to exclude
for testing purposes employees of governmental or tax-exempt
affiliates that were precluded from CODA eligibility by reason
of §401(k)(4)(B) and employees of a tax-exempt charitable or-
ganization who are eligible to make salary reduction contribu-
tions under a §403(b) plan, so long as more than 95% of the
employees who were not so precluded were made eligible for
the qualified CODA *

An interesting issue is raised by the possibility that a pri-
vate entity which sponsors a qualified CODA may become a
governmental entity that may not maintain a qualified CODA.
There is no authority directly addressing this issue, but it was
addressed in at least one private letter ruling dealing with the
former prohibition against a tax-exempt employer maintaining
a qualified CODA. PLR 200025064 involved the acquisition by
a tax-exempt medical center of the assets of its taxable physi-
cian practice management subsidiary and a physician’s medical
care contractor and the contribution of these assets to a tax-ex-
empt medical foundation. As of the date of this merger, partic-
ipants in two §401(k) plans were no longer allowed to make
elective deferrals, and all employer contributions to the plans
ceased. The tax-exempt entity was responsible for crediting ac-
count balances with earnings and losses, making plan distri-
butions and assuring that the plans comply with IRS regula-
tions. The IRS ruled that the freezing and subsequent adminis-
tration of (and distributions from) the two plans did not consti-
tute maintenance of §401(k) arrangements by a tax-exempt en-
tity under former §401(k)(4)(B)(ii) and did not adversely affect
the qualified status of the arrangements under §401(k).

c. Indian Tribal Governments

Indian tribal governments, their agencies or instrumental-
ities, any subdivisions thereof, and any corporations chartered
under federal, state, or tribal law that are owned, in whole or
in part by any of the foregoing, may maintain qualified CO-

*Reg. §1.401(a)(26)-1(b)(4), §1.410(b)-6(g).
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DAs for plan years beginning after December 31, 1996.”" Indi-
an tribal governments are defined in §7701(a)(40).

Although Indian tribal governments, political subdivi-
sions, agencies, or instrumentalities thereof are eligible to
maintain qualified CODAs, certain plans maintained by these
entities are subject to the nondiscrimination and minimum par-
ticipation rules, including the rules that apply to qualified CO-
DAs’* A plan maintained by an Indian tribal governmental
entity is a governmental plan and, therefore, exempt from the
nondiscrimination and minimum participation requirements,
only if all of the participants in the plan are “qualified employ-
ees.”™ Qualified employees are employees whose services are
in the performance of essential governmental services and not
in the performance of commercial activities (whether or not
such activities are an essential governmental function).”™ As a
result, for example, a governmental plan would include a plan
of a tribal government all of the participants of which are teach-
ers in tribal schools, but would not include a plan covering trib-
al employees who are employed by a hotel, casino, service sta-
tion, convenience store, or marina operated by a tribal govern-
ment.*

3. Elective Deferrals Cannot Be Used to Help Another
Plan Satisfy §401(a) or §410(b): §401(k)(4)(C)

Section 401(k)(4)(C) provides that any elective contribu-
tion under a qualified CODA generally may not be taken into
account for purposes of determining whether any other plan
satisfies §401(a) or §410(b). This means, for example, that
elective CODA contributions may not be used to help satisfy
the minimum contribution requirement for a top-heavy plan.*”
However, qualified nonelective contributions (QNECs) that are
treated as elective contributions for purposes of the ADP test in
§401(k)(3)(A)(ii) may count toward this minimum contribution
requirement.’” In addition, contributions made through a quali-
fied CODA may be taken into account in applying the average

»78401(k)(4)(B)(iii), added by Pub. L. No. 104-188, §1426(a); Reg.
§1.401(k)-1(e)(4)(ii). The Conference Committee Report accompanying this
law states that no inference is intended with respect to whether Indian tribal
governments or related employers could have maintained qualified CODAs un-
der the law in effect before 1997. H.R. Rep. No. 737, 104th Cong., 2d Sess.
(1996) (1996 Conf. Rep.) at 247.

3% §414(d), as amended by Pub. L. No. 109-280, §906(a).

¥ The Pension Protection Act of 2006 (2006 PPA) amended the definition
of governmental plan in this regard. The 2006 PPA change to the definition of
“governmental plan” for Indian tribal governments is effective for plan years
beginning on or after the August 17, 2006, date of enactment, which left many
tribal governments with very little time to restructure their plans to satisfy the
applicable nondiscrimination and minimum participation requirements. Fur-
ther, there are a number of questions about the line between commercial and
non-commercial activities for which guidance is needed. Accordingly, the IRS
has indicated that it will treat an Indian tribal governmental plan as a govern-
mental plan if the plan satisfies the 2006 PPA definition based on a reason-
able and good faith interpretation of the law. This reasonable good faith stan-
dard will be in effect until six months after final regulations are issued un-
der §414(d) addressing the definition of an Indian tribal government. Notice
2007-67, Notice 2006-89. See REG-133223-08, 76 Fed. Reg. 69,188 (Nov. 8,
2011), amended at 76 Fed. Reg. 76,633 (Dec. 8, 2011).

08414(d).

%! Staff of the Joint Committee on Taxation, Technical Explanation of H.R.
4, the ‘Pension Protection Act of 2006° (JCX-38-06) (Aug. 3, 2006) (2006 PPA
Bluebook) at 244.

*2Reg. §1.401(k)-1(e)(1).

*PReg. §1.401(k)-1(e)(1).
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benefit requirement of §410(b)(2)(A)(ii).** They may also be
combined with matching contributions and after-tax employee
contributions for purposes of satisfying §401(m), to the extent
permitted by §401(m).*

G. CODA Must Satisfy Automatic Enrollment and
Escalation Requirements: §414A

Effective for plan years beginning after December 31,
2024, a CODA established on or after the SECURE 2.0 Act's
December 29, 2022, date of enactment will not be treated as
a qualified CODA under §401(k) unless it meets the auto-
matic enrollment and contribution escalation requirements of
§414A .7 However, a CODA established before December 29,
2022 (sometimes referred to for this purpose as a "pre-enact-
ment qualified CODA"), is not subject to the §414A require-
ments.” A plan with a CODA feature that is initially adopted
before December 29, 2022, but not effective until after Decem-
ber 29, 2022, is considered to be established before December
29, 2022, and thus is not required to satisfy this automatic en-
rollment and contribution escalation requirement.® If a single
employer plan with a pre-enactment qualified CODA is merged
with a single employer plan or a plan maintained by multiple
employers that also has a pre-enactment qualified CODA fea-
ture, the CODA included in the ongoing plan remains exempt
from the §414A requirements.’”

Generally, all §401(k) plans and CODA features adopted
and established on or after December 29, 2022, must provide
for automatic enrollment and contribution escalation for plan
years beginning on or after January 1, 2025, pursuant to the
rules discussed below.””” There are exceptions to this require-

*Reg. §1.401(k)-1(e)(1).

S Reg. §1.401(k)-1(e)(1), §1.401(m)-2(a)(6)(iii).

*§414A, added by the SECURE 2.0 Act of 2022, Pub. L. No. 117-328,
Div. T, §101(a), effective for plan years beginning after December 31, 2024.
See also Prop. Reg. §1.414A-1, REG-100669-24, 90 Fed. Reg. 3092 (Jan. 14,
2025), proposed to apply to plan years beginning after the date that is six
months after the publication of a final rule. For earlier plan years, a plan that
complies with a reasonable, good faith interpretation of §414A is treated as
having complied with §414A. Prop. Reg. §1.414A-1(f)(2). Pre-enactment sta-
tus would not be affected by plan amendments, except amendments related to
plan merger or adoption of a multiple employer plan. Prop. Reg. §1.414A-1(e)
(6); 90 Fed. Reg. at 3100 (preamble to proposed rule).

*78414A(c)(2)(A). However, the exception does not apply if an employer
adopts a plan maintained by multiple employers after December 29, 2022.
§414A(c)(2)(B). This would apply on an employer-by-employer basis. It would
not affect whether the multiple employer plan is treated as a pre-enactment plan
for other employers maintaining the plan. Prop. Reg. §1.414A-1(e)(4)(iii).

% Notice 2024-2, Q&A A-1 (§414A(c)(2)(A)(i) exception); Prop. Reg.
§1.414A-1(e)(1), §1.414A-1(e)(2).

*“Notice 2024-2, Q&A A-2; Prop. Reg. §1.414A-1(e)(1). Similar treat-
ment may apply in a spinoff. See Notice 2024-2, Q&A A-4; Prop. Reg.
§1.414A-1(e)(5). If a plan in the merger does not have a pre-enactment qual-
ified CODA, whether the ongoing plan must satisfy the automatic enrollment
and escalation requirements depends on which plan is designated as the on-
going plan. See Notice 2024-2, Q&A A-3; Prop. Reg. §1.414A-1(e)(3),
§1.414A-1(e)(4). However, the proposed rule would provide that, if an em-
ployer maintains a pre-enactment plan that is merged into a multiple employer
plan after December 29, 2022, the post-merger multiple employer plan would
be treated as a pre-enactment plan for that employer without regard to when
the multiple employer plan is established. Prop. Reg. §1.414A-1(e)(3)(ii),
§1.414A-1(e)(4)(ii).

7'For example, starter §401(k) deferral-only arrangements, discussed in
IV.F., must comply unless an exception applies. Notice 2024-2, Q&A A-6;
Prop. Reg. §1.414A-1(b).
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ment for SIMPLE 401(k) plans,”' governmental plans and
church plans,” new businesses (for the first three years of exis-
tence),” and small businesses (until one year after the close of
the first tax year in which the small business normally employs
more than 10 employees).”

In order to be treated as a qualified CODA, §414A re-
quires that the plan provide for:

* An “eligible automatic contribution arrangement” de-
scribed in §414(w)(3), which is discussed in more detail
in VI, below, and generally authorizes automatic elective

contributions to be made in a uniform percentage and pro-

vides for certain notice requirements;”

* Employees to make “permissible withdrawals” as de-
fined in §414(w)(2), which is discussed in more detail
in VLA., below, and generally allows automatically en-
rolled participants to unwind their enrollment by electing
to withdraw contributions within a certain time frame;”®

* A default contribution rate of at least 3% and not more
than 10% of the participant’s compensation during the
first year of participation (unless the participant specifical-

ly elects a different contribution percentage, including ze-

r0);377

* An automatic 1% increase to the contribution rate as of
the first day of each plan year starting after each complet-
ed year of participation, up to at least 10%, but not more
than 15% percent (unless the participant specifically elects
a different contribution percentage, including zero);’” and

* The investment of employee contributions for which
participants do not make investment elections in a qual-

T §414A(c)(1).

28414A(c)(3).

B8414A(c)(4)(A). To avoid mid-plan year implementation, the automatic
enrollment requirements would not apply for a plan year if, at the start of the
plan year, the employer (aggregated with any predecessor employer) has been
in existence for less than three years. Prop. Reg. §1.414A-1(d)(4)().

748414A(c)(4)(B). See Prop. Reg. §1.414A-1(d)(4)(ii) (proposing use of
COBRA definition of “normally employed” in Reg. §54.4980B-2, Q&A-5). If
a plan is maintained by multiple employers, the new business and small busi-
ness exceptions are applied separately for each employer. All employers that
must meet the automatic enrollment requirement, when considered separately,
are treated as maintaining a separate plan for purposes of §414A. §414A(c)(4)

).

3 §414A(b)(1).

768414A(b)(2). See Prop. Reg. §1.414A-1(c)(2).

S78414A(b)(3)(A)(i). Under the proposed rules, an employee’s first year
of participation or “initial period” would start when the employee is first el-
igible to elect to have contributions made, but not before the plan is first re-
quired to meet the §414A automatic enrollment requirements, and it would
end on the last day of the following plan year. Prop. Reg. §1.414A-1(c)(3)
(ii). A plan would be permitted to make certain redeterminations for periods
without default contributions, including redetermination of an employee’s ini-
tial period if, after the employee’s initial period had begun, the employee did
not have default elective contributions made for the full plan year. Prop. Reg.
§1.414A-1(c)(3)(iv). The proposed rule also would allow exceptions to the uni-
form percentage requirement like those from the uniform percentage require-
ment of §414(w)(3)(B) (see VI.C.1., below). Prop. Reg. §1.414A-1(c)(3)(iii).

788414A(b)(3)(A)(ii). For plan years ending before January 1, 2025, in the
case of non-safe harbor plans (i.e., plans that do not satisfy the requirements
of §401(k)(12) or §401(k)(13)), the automatic increase to the contribution rate
cannot exceed 10%. §414A(b)(3)(B).
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ified default investment alternative under 29 C.F.R.
§2550.404¢-5.7

Proposed rules would permit an exclusion from the default
election under the eligible automatic contribution arrangement
for an employee who, on the date the plan first must satisfy the
automatic enrollment requirements of the proposed regulation,
had and continues to have an affirmative election to contribute
a specified amount or percentage of compensation under a cash
or deferred election or a salary reduction agreement or to not
have contributions made on the employee’s behalf.™ For plan
years before final rules would apply, plans may comply with a
reasonable, good faith interpretation of §414A.

Practice Insight: Although qualified CODAs established
on or after December 29, 2022, do not have to include the auto-
matic enrollment and contribution escalation requirements until
the plan year beginning on or after January 1, 2025, it may be
advisable for any employer that is establishing a qualified CO-
DA for the first time to comply with the automatic enrollment
and contribution escalation requirements before then to avoid
having to amend the plan and change its administrative proce-
dures prior to the January 1, 2025, effective date.

H. Effect of a Qualified CODA on Other Benefits

1. Inclusion of a CODA in a Cafeteria Plan

If a CODA is included as an option under a cafeteria plan
described in §125, the CODA may be subject to certain addi-
tional requirements imposed by §125 and the proposed regula-
tions thereunder. For example, a salary reduction or other cash
or deferral election might have to be made in advance of the
plan year or other “period of coverage,” and might be irrevoca-
ble before the end of that period of coverage except for certain
changes in family status. For a discussion of the requirements
of §125, including those that may apply to a CODA included in
a cafeteria plan, see 397 T.M., Cafeteria Plans.

When a qualified CODA is included in a cafeteria plan,
employers may inadvertently fail to comply with the require-
ment that every elective contribution under a qualified CODA
be available to the employee in cash.”®' Cafeteria plans may be
designed to offer some level of employer contribution that can
be applied to purchase certain benefit coverages but not taken
in cash. If that employer contribution can also be contributed,
at the employee’s election, to a qualified profit-sharing or stock
bonus plan, that contribution is not an elective contribution that
can be made to a qualified CODA, because it is not available
in cash. Assuming it is not available in any taxable form to the
employee, it would be treated as a nonelective employer con-
tribution subject to the general rules of §401(a)(4) and §410(b),
among other provisions. Because such contributions may vary

98414A(b)(4). If a plan with a CODA feature that includes a pension-
linked savings account (PLESA) (see V.B.5., below) is subject to this automat-
ic enrollment requirement, an affirmative election to contribute to the PLESA
would be an affirmative election to contribute to the CODA under the proposed
rule. However, because automatic enrollment to contribute to a PLESA gener-
ally would not satisfy this investment requirement, automatic contributions to
the PLESA could not be used to meet the §414A automatic enrollment require-
ments. 90 Fed. Reg. at 3100-01 (preamble to proposed rule).

#0Prop. Reg. §1.414A-1(c)(1)(iii).

¥ Reg. §1.401(k)-1(e)(2).
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from employee to employee, it may well be difficult to satisfy
those provisions.

2. Effect of a Qualified CODA on Social Security
Benefits

Elective contributions for the benefit of an employee under
a qualified CODA are included in the employee’s “wages” for
FICA and FUTA tax purposes and, therefore, for purposes of
computing Social Security and federal unemployment bene-
fits.™ Thus, while an election to reduce compensation and have
elective contributions made under a qualified CODA will have
the effect of deferring federal income tax on the amount of the
contribution, Social Security and federal unemployment taxes
will not be saved or deferred. In addition, the employee’s So-
cial Security and unemployment benefits will not suffer as a re-
sult of the salary reduction election.

Example: An employee agrees to a reduction in his salary
for a year from $20,000 to $18,000, with the remaining
$2,000 being contributed by the employer to a profit-shar-
ing plan under a qualified CODA. The employee and the
employer will pay FICA taxes on the full $20,000 salary.

As most CODAs provide for the full amount of each elec-
tive contribution to be paid to the trust, the FICA tax owed by
the employee on that contribution must be withheld from other
compensation paid in cash to the employee. The tax need not
be withheld until the elective contributions are contributed to
the trust, because these contributions are not included in wages
until that time under §3121(v). It is generally simpler, however,
to withhold the tax from the paycheck which has been reduced
by the amount of the contribution in question, and compute the
FICA taxes on the gross pay for the pay period before any com-
pensation reduction for the elective deferral.

Even if an employee’s compensation after reduction for
a deferral election equals or exceeds the Social Security wage
base for the year, full Social Security taxes must be paid and
withheld with respect to elective contributions under the quali-
fied CODA until the employee’s aggregate wages for the year
(including the elective contributions) equal the wage base. This
is consistent with the general approach of §3121(a)(1), which
excludes from wages any amount in excess of the wage base
only after wages equal to the wage base have already been paid
during the calendar year. In any event, the additional Medicare
tax now applies to wages without limitation.™

If a CODA permits deferral of annual bonus payments,
and if the deferred bonuses are contributed to the trust early in
the calendar year, the FICA taxes to be withheld from the de-
ferred bonuses may be substantial. The employer could in the-
ory choose to withhold the FICA tax from the deferred bonus
itself instead of from current salary. In this case, only the net
amount of the bonus contribution would be taken into account
in applying the 1.25 and 2.0 tests of §401(k)(3)(A) and the lim-
itation of §402(g).™*

#283121(v)(1), §3306(r).

¥ See §3101(b), §3111(b), §3121(a)(1).

' See Reg. §1.401(k)-1(a)(3), defining a CODA by reference to a contri-
bution.
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3. Effect of a Qualified CODA on Other Retirement
Plans

It is normally advisable when establishing a qualified CO-
DA to amend each retirement plan of the employer to define
compensation, for purposes of computing contributions or ben-
efits under the plan, in a manner that will not be affected by
elections under the CODA. For example, if the CODA involves
a salary reduction, compensation should generally be defined
for retirement plan purposes as compensation before any reduc-
tion under the CODA. If the CODA involves elections as to a
year-end bonus, each retirement plan of the employer should
either include or exclude the entire bonus in all cases, without
regard to the portion of the bonus deferred under the CODA.

If this approach is not taken, in general, participants in the
CODA will be penalized for making deferral elections, or re-
warded for electing cash rather than deferral, since their em-
ployer-provided contributions or benefits under the retirement
plan in question will be smaller if they maximize their deferral
election. Moreover, since CODA elections may change from
year to year, or perhaps even month to month, the calculation
of other retirement contributions and benefits would become
more complicated if the cash or deferred elections were taken
into account in determining compensation.

Note: The above approach is desirable not only in other
retirement plans of the employer, but also in the plan that con-
tains the qualified CODA if that plan also provides for nonelec-
tive employer contributions based upon compensation.

The approach suggested above of neutralizing the effect of
cash or deferred elections on other retirement contributions or
benefits has been approved by Congress in §414(s), and by the
IRS in its regulations under §401(a)(4). Both the general tests
and “safe harbors” for demonstrating nondiscriminatory alloca-
tions or accruals under those regulations are based upon com-
pensation as defined in §414(s)™ Under §414(s) an employer
may include elective deferrals in its definition of compensa-
tion.™

3 See generally Reg. §1.401(a)(4)-1-§1.401(a)(4)-12.
3¢ See IV.B.1.c., below.
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Section 404(a)(12)* amends the definition of compen-
sation for purposes of §404(a)(3) to include salary reduction
amounts treated as compensation under §415(c)(3)(C) and
§415(c)(3)(D). The definition of compensation for purposes of
the SEP IRA deduction rules includes salary reduction amounts
treated as compensation under §415.* Elective deferrals (as
defined in §402(g)(3)) are not subject to the deduction limits,
and the application of a deduction limit to any other employer
contribution to a qualified retirement plan does not take into ac-
count elective deferral contributions.™ Thus, elective deferrals
made to a SEP IRA are not subject to the deduction limits and
are not taken into account in applying the limits to other SEP
IRA contributions.”

4. Effect of a Qualified CODA on Group Term Life
Insurance and Disability Benefits

Other benefits, including group term life insurance and
disability benefits, are often based upon the compensation of
employees. Plans providing these benefits should normally be
amended, when a qualified CODA is implemented, to clarify
their definition of compensation, and to insulate benefits from
the effects of elections under the CODA. To the extent these
other benefit plans are subject to nondiscrimination require-
ments, the inclusion in compensation of elective contributions
under the CODA should be permissible, even if §414(s) is
not specifically referenced in the applicable provisions, for the
same reason it is permitted under qualified retirement plans.”’

*7 As amended by EGTRRA, Pub. L. No. 107-16, §616(a), effective for
years beginning after December 31, 2001. Prior to 2002, elective deferrals un-
der a qualified CODA could not be included in compensation for purposes of
the deduction limits of §404(a). Thus, care had to be taken to limit the amount
of salary reduction, and the amount of the elective contributions under the CO-
DA, to avoid exceeding these limits, losing deductions, and incurring the ex-
cise tax of §4972.

#88404(a)(12), as amended by JCWAA, Pub. L. No. 107-147, §411(1)(1).

*98404(n), added by EGTRRA, Pub. L. No. 107-16, §614(a), effective for
years beginning after December 31, 2001.

08404(n), as amended by JCWAA, Pub. L. No. 107-147, §411(1)(2), ef-
fective for years beginning after December 31, 2001.

¥! See IV.B.2.d.(2), below.
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lll. Section 401(k) and §401(m) Nondiscrimination
Rules

Section 401(k) plans may not discriminate in favor of
highly compensated employees (“HCEs”).””” Compliance with
this requirement is demonstrated through a series of specific
tests.

Different types of contributions under one plan (e.g., elec-
tive deferrals, matching contributions, etc.) are treated as sep-
arate plans for this purpose, and therefore tested separately.””’
In addition, the contribution types are subject to slightly dif-
ferent tests. Specifically, the following groups of contribution
types are subject to different tests and each group is tested sep-
arately from the other groups: (i) elective deferrals, including
Roth contributions;** (ii) after-tax employee contributions and
matching contributions;” and (iii) all other contribution types
(e.g., profit-sharing contributions).”

Discussed below are the nondiscrimination rules that ap-
ply to elective deferrals and the nondiscrimination rules that
apply to matching contributions and after-tax employee contri-
butions, with a focus on ADP and ACP testing. In each case,
the nondiscrimination rules may not have to be satisfied if cer-
tain safe harbor conditions are met.

A. Overview of Nondiscrimination Rules That Apply to
Elective Contributions

The nondiscrimination requirements that apply to elective
contributions under a CODA can generally be broken down
into two requirements: coverage testing under §410(b) and
nondiscrimination testing under §401(a)(4).

First, the elective contributions must satisfy the coverage
requirements of §410(b).”” This generally means that a certain
number or percentage of non-highly compensated employees
(“non-HCEs”) must benefit from the elective contributions.
The requirements of §410(b) are discussed in detail in 351
T.M., Plan Qualification — Pension and Profit-Sharing Plans.
However, when applying these requirements to elective contri-
butions, generally employees who are eligible to make elective
contributions are treated as employees who “benefit” under the
arrangement, whether or not the employee elects to make any
contribution.™

Second, the elective contributions must pass the nondis-
crimination requirements of §401(a)(4). The §401(a)(4) re-
quirements include what is frequently referred to as the nondis-
criminatory amount requirement or “amounts testing.” The ex-
clusive means for elective contributions to meet §401(a)(4)
amounts testing is for the elective contributions to pass the
ADP or “actual deferral percentage” test.”” The requirements

*28401(a)(4), §401(k)(3).

¥ Reg. §1.410(b)-7(c).

#8401(k)(3); Reg. §1.401(k)-1(a)(4).

#58401(m); Reg. §1.401(m)-1(a)(1).

*98410(b), §401(a)(4).

*78401(k)(3)(A)(). The statutory language in §401(k)(3)(A)(i) indicates
that the CODA must satisfy the coverage test in §410(b)(1), which does not
directly pick up the average benefit percentage test. Nonetheless, the IRS has
indicated that a CODA may satisfy the average benefit percentage test, rather
than the ratio percentage test. See Reg. §1.401(k)-1(b)(1)(i).

P§410(b)(O)(E).

Reg. §1.401(a)(4)-1(b)(2)(ii).
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of the ADP test are discussed in detail below. A plan that satis-
fies the safe harbor standards is generally deemed to satisfy the
ADP test.* Safe harbor plans are discussed in IV., below.

In addition, all benefits, rights, and features of the elective
contributions must meet the general nondiscrimination require-
ments under §401(a)(4), meaning that they must be available
to a nondiscriminatory group.””' Examples of benefits, rights,
and features with respect to elective contributions include the
right to make a certain level of elective contributions (e.g., up
to 50% of compensation), and the ability to make Roth contri-
butions.

Example: A CODA limits elective contributions to a per-
centage of wages that are in excess of the Social Security
wage base. Since highly compensated employees will be
able to contribute a higher percentage of total compensa-
tion than non-highly compensated employees, the elective
contributions will fail to comply with benefits, rights, and
features portion of the general nondiscrimination rules of
§401(a)(4).*”

The specifics of determining whether each benefit, right,
and feature is available to a nondiscriminatory group is dis-
cussed in detail in 351 T.M., Plan Qualification — Pension and
Profit-Sharing Plans, and 356 T.M., Nondiscrimination Testing
and Permitted Disparity in Qualified Retirement Plans.

Practice Insight: The elective contribution coverage and
nondiscrimination requirements are treated as satisfied with re-
spect to a governmental plan.*” In addition, elective contribu-
tions available to collectively bargained employees automati-
cally satisfy the coverage requirements of §410(b) and the gen-
eral nondiscrimination requirements of §401(a)(4).** Howev-
er, the collectively bargained plan (or portion of the plan) must
still pass the ADP test.*” If not, while the plan will not fail to be
qualified, the contributions would be taxable to the employees.

1. Overview of the ADP Test

Elective contributions must satisfy the ADP test.*® There
are two methods to satisfy the ADP test: the 1.25 test or the 2.0
test.*”” The 1.25 test is satisfied if the actual deferral percentage
for the highly compensated employees is not more than 1.25
times the actual deferral percentage for non-highly compensat-
ed employees.”” The 2.0 test is satisfied if the actual deferral
percentage for the highly compensated employees is not more
than twice the actual deferral percentage for non-highly com-
pensated employees, and the difference between the percent-
ages is not more than two percentage points.*”

08401(k)(11), §401(k)(12), §401(k)(13), §414(x).

“IReg. §1.401(k)-1(a)(4)(iv)(B).

‘P Reg. §1.401(k)-1(a)(4)(iv)(B).

9 8401(2)(5)(G), §410(c)(2), §401(K)(3)(G).

‘¥ Reg. §1.401(a)(4)-1(c)(5), §1.410(b)-2(b)(7).

405 Reg. §1.401(k)-1(a)(5)(v), example illustrating a collectively bargained
CODA that does not satisfy the ADP test and the interaction with general treat-
ment of a collectively bargained plan as satisfying §401(a)(4).

998401 (3)(A).

“78401()(3)(A).

P 8401 B)(A)Gi)(D.

98401 (3)(A)GHAD.
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The actual deferral percentage for each group (HCEs and
non-HCE?s) is based on the actual deferral ratio (“ADR”) for
each employee. A participant’s ADR is generally calculated
by dividing the employee’s elective deferrals (plus other eligi-
ble plan contributions) by the employee’s compensation for the
year.""’ In other words, the ADR is the percentage of an employ-
ee’s compensation that has been contributed to the plan as elec-
tive contributions (and other eligible plan contributions) that
year.

The actual deferral percentage for the highly compensated
eligible employees is then calculated by averaging the individ-
ual ratios for all the highly compensated eligible employees.*"
The actual deferral percentage for non-highly compensated em-
ployees is calculated by averaging the individual ratios for all
non-highly compensated employees. An employer may choose
whether to use current year or prior year data when calculat-
ing the actual deferral percentage, but only for the non-highly
compensated employees. See III.D., below, for a detailed dis-
cussion of current versus prior year data use for these purposes.

A plan will not be treated as satisfying the ADP test if
there are repeated changes in plan testing procedures or plan
provisions that have the effect of distorting the ADP test so as
to increase significantly the permitted ADP for highly compen-
sated employees and if a principal purpose of the changes was
to achieve such a result.*”

See below for more details and illustrations of the ADP
test.

2. Steps to Apply the ADP Test

To apply the ADP test for a plan year, the following steps
must be taken:

First, after taking into account the aggregation and disag-
gregation rules below, the employees who are eligible for the
CODA (or in other words, eligible for elective contributions)
are identified for the plan year.

Second, those eligible employees who are highly compen-
sated are identified.

Third, an actual deferral ratio is computed for each highly
compensated eligible employee, representing the elective con-
tributions (and, where applicable, certain other contributions)
taken into account for the plan year as a percentage of the em-
ployee’s compensation for the plan year.

Fourth, the individual deferral ratios are averaged for the
highly compensated employees. This average is referred to in
the statute and regulations as the “actual deferral percentage”
for the highly compensated employees, and is reported to the
nearest hundredth of a percentage point.*”

Fifth, the second, third, and fourth steps are followed with
respect to the non-highly compensated employees. Subject to
some limitations discussed below, current or prior year data
may be used when taking these steps for non-highly compen-
sated employees.

Practice Insight: Where the actual deferral percentage for
the non-highly compensated employees is based on prior year

#9Reg. §1.401(k)-2(a)(3)().
“18401(k)(3)(B); Reg. §1.401(k)-2(a)(2).
“2Reg. §1.401(k)-1(b)(3).
*38401(k)(3)(B); Reg. §1.401(k)-2(a)(2).
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data, that percentage will, in most cases, be determined as soon
as practicable after the end of that prior year so that it will
be available to help the employer monitor compliance with the
ADP test throughout the current year.

B. Overview of Nondiscrimination Rules That Apply to
Matching and After-Tax Contributions

Despite the very different character of matching and after-
tax contributions, these two types of contributions are com-
bined for purposes of nondiscrimination testing.*'* Together,
matching contributions and after-tax contributions are referred
to as a §401(m) plan. The §401(m) regulations refer to after-tax
contributions as “employee” contributions.*”

Like elective contributions under a CODA, matching con-
tributions and after-tax employee contributions must generally
satisfy two nondiscrimination requirements: coverage testing
under §410(b) and nondiscrimination testing under §401(a)(4).

First, the group of employees who are eligible to make an
after-tax contribution or to receive an allocation of matching
contributions under the plan must satisfy the coverage require-
ments of §410(b).""® This generally means that a certain number
or percentage of non-highly compensated employees must ben-
efit from the matching contributions and after-tax contribu-
tions. The rules and application of §410(b) are discussed in de-
tail in 351 T.M., Plan Qualification — Pension and Profit-Shar-
ing Plans. As in the case of elective contributions, when apply-
ing these rules to a §401(m) plan, employees who are eligible to
make after-tax employee contributions or to receive matching
contributions are generally treated as employees who “benefit”
under the arrangement, whether or not the employee elects any
after-tax contribution or receives a matching contribution.*’

Second, the matching and after-tax contributions must
pass the nondiscrimination requirements of §401(a)(4). The
§401(a)(4) requirements include what is frequently referred to
as the nondiscriminatory amount requirement or “amounts test-
ing.” The exclusive means for matching and after-tax contribu-
tions to meet §401(a)(4) amounts testing is for the contributions
to pass the ACP or “actual contribution percentage” test.*'* The
requirements of the ACP test are discussed in detail below. A
plan that satisfies the safe harbor standards is generally deemed
to satisfy the ACP test with respect to the matching contribu-
tions, but the safe harbor does not apply to after-tax contribu-
tions.""” Safe harbor plans are discussed in IV., below.

Practice Insight: If a plan uses an ACP safe harbor, such
plan may want to disallow any after-tax contributions in order
to avoid running an ACP test.

In addition, all benefits, rights, and features of the match-
ing contributions and after-tax contributions must meet the gen-

#4Gee 1.D., above, for a discussion, and definitions of, the different contri-
bution types.

*I3For an explanation of this nomenclature, see I.D., above.

4168401(k)(3)(A)(i). The statutory language in §401(k)(3)(A)(i) indicates
that the CODA must satisfy the coverage test in §410(b)(1), which does not
directly pick up the average benefit percentage test. Nonetheless, the IRS has
indicated that a CODA may satisfy the average benefit percentage test, rather
than the ratio percentage test. See Reg. §1.401(k)-1(b)(1)(i).

“78410(b)(6)(E).

#188401(m)(2); Reg. §1.401(m)-1(a)(1)().

#198401(m)(10), §401(m)(11), §401(m)(12), or §414(x).
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eral nondiscrimination requirements under §401(a)(4), mean-
ing that they must be available to a nondiscriminatory group.*’

Example 1: A plan provides that all participants, other than
senior management, will receive a 50% match on their
elective contributions. Senior management will receive a
100% match.

Example 2: A plan allows employees to contribute up to
10% of compensation as elective contributions. The plan
further provides that, if any employee cannot contribute
the full 10% of elective contributions because of the dollar
limit of §402(g), the employee may contribute the differ-
ence on an after-tax basis.

Both the matching formula in Example I and the limited
availability of employee after-tax contributions in Example
2 will cause each plan to fail the general nondiscrimination
rules applicable to a plan’s benefits, rights, and features under
§401(a)4).

The specifics of determining whether each benefit, right,
and feature is available to a nondiscriminatory group are dis-
cussed in detail in 351 T.M., Plan Qualification — Pension and
Profit-Sharing Plans, and 356 T.M., Nondiscrimination Testing
and Permitted Disparity in Qualified Retirement Plans.

As in the case of elective contributions, the matching con-
tribution and after-tax contribution nondiscrimination require-
ments are treated as satisfied with respect to a governmental
plan.*' Also, the requirements are treated as satisfied with re-
spect to matching and after-tax contributions under a collec-
tively bargained plan (or portion of a plan).”” Thus, a collec-
tively bargained plan that includes a CODA with a matching
contribution generally must satisfy only the ADP test.

1. Overview of ACP Test

Matching and after-tax contributions must satisfy the ACP
** There are two methods to satisfy the ACP test: the 1.25

424

test.
test and the 2.0 test.

The 1.25 test is satisfied if the actual contribution percent-
age for the highly compensated employees is not more than
1.25 times the actual contribution percentage for non-highly
compensated employees.”” The 2.0 test is satisfied if the actu-
al contribution percentage for the highly compensated employ-
ees is not more than twice the actual contribution percentage
for non-highly compensated employees, and the difference be-
tween the percentages is not more than two percentage points.*”*

The actual contribution percentage for each group (HCEs
and non-HCEs) is based on the actual contribution ratio (ACR)
for each employee. A participant’s ACR is generally calculated

“'Reg. §1.401(a)(4)-4(e)(3)(iii)(F),
§1.401(m)-1(a)(1)(ii).

218401(a)(5)(G), §410(c)(2), §401(K)(3)(G).

2Reg. §1.401(m)-1(b)(2); see Reg. §1.401(a)(4)-1(c)(5), §1.410(b)-2(b)
.

“§401(m)(1).

#248401(m)(2)(A). Note that the 1.25 and 2.0 tests are expressed as per-
centages (i.e., 125% and 200%) in the statute, but they operate mathematically
in the same manner as the 1.25 and 2.0 ADP tests.

2 $401(m)(2)(A)(D).

208401(m)(2)(A)(i).

§1.401(a)(4)-4(e)(3)(ii)(G),
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by dividing the employee’s matching and after-tax contribu-
tions (plus other eligible plan contributions) by the employee’s
compensation for the year.”’ In other words, the ACR is the
percentage of an employee’s compensation that has been con-
tributed to the plan as matching or after-tax contributions (and
other eligible contributions) that year.

The actual contribution percentage for the highly compen-
sated eligible employees is then calculated by averaging the in-
dividual ratios for all the highly compensated eligible employ-
ees.” The actual contribution percentage for non-highly com-
pensated employees is calculated by averaging the individual
ratios for all non-highly compensated employees. An employ-
er may choose whether to use current year or prior year data
when calculating the actual contribution percentage, but only
for the non-highly compensated employees. See III.D., below,
for a detailed discussion of current versus prior year data use
for these purposes.

A plan will not be treated as satisfying the ACP test if
there are repeated changes in plan testing procedures or plan
provisions that have the effect of distorting the ACP test so as
to increase significantly the permitted ADP for highly compen-
sated employees and if a principal purpose of the changes was
to achieve such a result.*”’

See below for more details and illustrations of the ACP
test.

2. Steps to Apply the ACP Test

To apply the ACP test for a plan year, the following steps
must be taken:

* First, after taking into account the aggregation or disag-
gregation rules discussed below, the employees who are
eligible for matching or after-tax contributions are identi-
fied for the plan year.

* Second, those eligible employees who are highly com-
pensated are identified.

* Third, an actual contribution ratio is computed for each
highly compensated eligible employee, representing the
matching and after-tax contributions (and, where applica-
ble, certain other contributions) taken into account for the
plan year as a percentage of the employee’s compensation
for the plan year.

¢ Fourth, the individual contribution ratios are averaged
for the highly compensated eligible employees. This aver-
age is referred to in the statute and regulations as the “ac-
tual contribution percentage” for the highly compensated
employees, and is reported to the nearest hundredth of a
percentage point.

* Fifth, the second, third, and fourth steps are followed
with respect to the non-highly compensated employees.
Subject to some limitations discussed below, current or
prior year data may be used when taking these steps for
non-highly compensated employees.

“TReg. §1.401(m)-2(a)(3)(i).
“88401(m)(3); Reg. §1.401(m)-2(a)(2).
¥ Reg. §1.401(m)-1(b)(3).
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Practice Insight: Where the actual contribution percentage
for the non-highly compensated employees is based on prior
year data, that percentage will, in most cases, be determined as
soon as practicable after the end of that prior year so that it will
be available to help the employer monitor compliance with the
ACP test throughout the current year.

C. Identifying, Aggregating and Disaggregating Plans and
Plan Components for Purposes of 401(k) Plan
Nondiscrimination Testing

The coverage and nondiscrimination requirements gener-
ally work from the premise that each plan is tested separately.
A “plan” for these purposes is each single plan within the
meaning of §414(1).*° In general, a single plan exists for §414(1)
purposes where a pool of assets is available to pay any benefits
provided under the plan.”'

However, for purposes of applying the 401(k) and 401(m)-
specific coverage and nondiscrimination rules, some plans and
plan components must be, or can be, aggregated or disaggregat-
ed.

1. Disaggregation of Plan Components for Purposes of
401 (k) Plan Nondiscrimination Testing

Certain plan components are required to be tested sepa-
rately (known as mandatory disaggregation). In some instances,
disaggregation is optional. Generally, the same disaggregation
rules that apply for purposes of §410(b) coverage testing also
apply for purposes of applying the 401(k) and 401(m)-specific
coverage and nondiscrimination rules,”* although there are cer-
tain exceptions.*”

The following plan components are disaggregated, and
tested separately:

(1) As described in the introduction to this section, differ-
ent contributions types are disaggregated, treated as sep-
arate plans, and tested separately (e.g., elective contribu-
tions are tested separately from matching and after-tax
contributions).** However, for purposes of ADP and ACP
testing, this disaggregation rule does not technically apply,
as elective contributions may in some instances be taken
into account for purposes of the ACP test, and matching
contributions may be taken into account in some instances
for purposes of the ADP test.*” See IIL.H. and IILL, below,
for discussions of the contributions that may be taken into
account for purposes of the ADP and ACP tests.

(2) The portion of a plan that is an ESOP is generally
treated as a separate plan from the portion that is not
an ESOP.* However, the employer may elect to treat an
ESOP and a non-ESOP as a single plan.*’

Practice Insight: The ability to aggregate the ESOP and
non-ESOP portions of a plan for testing is helpful for plans

0 See Reg. §1.410(b)-7(b), referenced by Reg. §1.401(k)-1(b)(4)(iii).
“'Reg. §1.414(1)-1(b)(1).

2 Reg. §1.401(k)-1(b)(4)(iii), §1.401(m)-1(b)(4)(iii).

“BReg. §1.401(k)-1(b)(4)(v), §1.401(m)-1(b)(4)(v).

“*Reg. §1.410(b)-7(c)(1).

“Reg. §1.401(k)-1(b)(4)(V)(A).

“Reg. §1.410(b)-7(c).

“TReg. §1.401(k)-1(b)(4)(V)(A), §1.401(m)-1(b)(4)(v).

A -44 08/01/2025

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-405-0

that define the portion of the plan that permits investments
in an employer stock fund as an ESOP. This approach is
common in order to maximize deductions on dividends
paid on employer securities that are held in an ESOP under
§404(k).

(3) To the extent a plan benefits employees who are cov-
ered by a collective bargaining agreement and employees
who are not, the plan is generally treated as separate plans:
one covering the collectively bargained employees, and
one covering the non-collectively bargained employees.”*
In addition, to the extent a plan benefits groups of em-
ployees who are included in separate collective bargaining
units, the plan is treated as separate plans, each one cov-
ering a separate collective bargaining unit. However, for
purposes of ADP testing, the employer can elect to treat
two or more collective bargaining units as a single unit for
this purpose, on a basis that is reasonable and reasonably
consistent from year to year."”

Practice Insight: This does not apply for purposes of ACP
testing because no ACP test is required for collectively
bargained employees.**

(4) If disaggregated for purposes of §410(b) coverage test-
ing, the portion of the plan that benefits employees that
could be excluded from the plan because they have not
met the L.R.C. minimum age and service requirement (“ex-
cludible employees™) is treated as a separate plan.**' For
purposes of the ADP and ACP tests, the employer may
choose to go one step further and run the tests disregarding
the non-highly compensated excludible employees.*”
Long-term, part-time employees required to be offered
participation in the plan may also be excluded for the
purpose of all coverage and nondiscrimination testing as
well*

Practice Insight: Thus, the fact that employees who have
less than one year of service will tend to have lower de-
ferral rates and would otherwise adversely affect testing
should not be a bar to allowing immediate entry into a
plan.

(5) If an employer is treated as operating qualified separate
lines of business under §414(r), and a plan benefits em-
ployees of more than one such line of business, the portion
of the plan that benefits employees of that qualified sep-
arate line of business is treated as a separate plan unless
the employer is applying the special rule for employer-

¥ Reg. §1.410(b)-7(c).

“Reg. §1.401(k)-1(b)(4)(v)(B).

“OReg. §1.401(m)-1(b)(2).

“1Reg. §1.410(b)-7(c)(3), §1.401(k)-1(b)(4)(iv)(A), §1.401(m)-1(b)(4)(iv)
(A).
“28401(k)(3)(F); Reg. §1.401(k)-2(a)(1)(iii)(A), §1.401(m)-2(a)(1)(iii)
(A).
#38401(k)(15)(B)(i)(II), added by the SECURE Act of 2019, Pub. L.
No. 116-94, Div. O, §112, and amended by the SECURE 2.0 Act of 2022,
Pub. L. No. 117-328, Div. T, §125(a)(2)(B). See Prop. Reg. §1.401(k)-5(f)(1),
REG-104194-23, 88 Fed. Reg. 82,796 (Nov. 27, 2023).
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wide plans in Reg. §1.414(r)-1(c)(2)(ii) with respect to the
plan.*

(6) A multiple employer plan is treated as comprising sep-
arate plans, each maintained by each separate employer.*”

(7) Effective for contributions made for plan years that be-
gin on or after January 1, 2024, if a plan makes a match-
ing contribution on behalf of an employee on account of a
qualified student loan payment, the plan may disaggregate
the group that receives such matching contribution for the
plan year for purposes of applying the ADP test.**

Other than as described above, plans may not be permis-
sively disaggregated for purposes of applying the 401(k) and
401(m)-specific coverage and nondiscrimination rules.

For plan years beginning before January 1, 1992, a single
plan could be divided into “component plans” for coverage and
nondiscrimination testing purposes.”” Under this technique,
commonly referred to as “restructuring,” separate coverage and
nondiscrimination tests were applied to each component plan
as if it were a separate plan. For plan years beginning after De-
cember 31, 1991, restructuring is not permissible.**

Practice Insight: The prohibition against restructuring is
limited to components of a single plan. There is no prohibition
against establishing separate §401(k) plans, in which case the
ADP and ACP tests would be performed separately for each
plan, provided that each plan meets the minimum coverage and
nondiscrimination tests. However, the more §401(k) plans that
an employer or a controlled group sponsor, the more difficult it
becomes to meet the requirements of §410(b) coverage testing.

2. Aggregation of Plans for Purposes of 401(k) Plan
Nondiscrimination Testing

An employer may designate two or more separate plans
(other than plan or plan components required to be treated as
separate plans in III.C.1., above) as a single plan for purposes
of coverage and nondiscrimination testing, including ADP and
ACP testing.*” However, it is important to note that if a plan
is aggregated for purposes of ADP or ACP testing, it must al-
so be aggregated for purposes of §410(b) coverage testing and
§401(a)(4) nondiscrimination testing, and vice versa.*”

Example 1: An employer maintains two separate CODAs
under separate plans, one for salaried employees and one
for hourly employees. The employer treats the two plans
as a single plan for purpose of passing §410(b), coverage

1 Reg. §1.401(k)-1(b)(4)(iv), §1.401(m)-1(b)(4)(iv), §1.410(b)-7(c)(4)(i),
§1.410(b)-7(c)(4)(ii)(A).

“Reg. §1.401(k)-1(b)(4)(ii), §1.410(b)-7(c)(4)(i), §1.410(b)-7(c)(4)(i)
©.
“68401(m)(13)(B)(iv), added by Pub. L. No. 117-328, Div. T, §110(c),
effective for contributions made for plan years beginning after December 31,
2023. See Notice 2024-63, Q&A D-1 (providing for and comparing two meth-
ods for separate testing for employees who receive qualified student loan pay-
ment matches). See II.F.1.c., above, for discussion of the qualified student loan
payment match feature.

“7Pre-2006 Reg. §1.401(k)-1(h)(3)(ii).

“$Reg. §1.401(k)-1(b)(4)(iv)(B).

*Reg. §1.401(k)-1(b)(4)(iii)(A),
§1.410(b)-7(d).

“OReg. §1.410(b)-7(d).

§1.401(m)-1(b)(4)(iii)(A),
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testing. In that case, it must also treat the two CODAs as a
single CODA for purposes of ADP and ACP testing.

A plan cannot be combined with two or more plans to form
more than one single plan for purposes of testing.*"'

Example 2: Two separate subsidiaries of a corporation
maintain CODAs under separate plans, for roughly pro-
portionate numbers of highly compensated and non-highly
compensated employees. One satisfies the ADP test with
ease; the other satisfies it with difficulty, and sometimes
needs to correct a failed ADP test. The two plans satisfy
the coverage requirements of §410(b) both separately and
taken together. The employer elects to combine them for
coverage and nondiscrimination purposes, including ADP
testing. On a combined basis, the plans may have no diffi-
culty satisfying the ADP test.

Plans must have the same plan year in order to be aggre-
gated.””

Where a plan is a multiemployer plan under §413(b), the
portion of the plan maintained pursuant to a collective bar-
gaining agreement is treated as a single plan maintained by
a single employer that employs all employees benefiting
under the same benefit computation formula and covered
pursuant to the same collective bargaining agreement.*”

3. Aggregation of Plan Components for ADP and ACP
Testing

For purposes of ADP testing, all CODAs provided under a
single plan must be treated as a single CODA.** For purposes
of ACP testing, all matching contributions and after-tax contri-
butions must be subject to one ACP test.*”” For example, if a
single plan is maintained under which separate CODAs, with
different features, are available to different groups of employ-
ees, all of the CODAs must be aggregated for purposes of ap-
plying the §401(k)(3)-specific coverage and nondiscrimination
rules.”® The same is true of CODAs in separate plans that must
be combined to satisfy §410(b) coverage testing.”’

Practice Insight: This means, among other things, that a
single testing method must apply to the §401(k) or §401(m)
arrangements — i.e., ADP/ACP testing versus safe harbor
treatment, and current year versus prior year testing.**

Example: A parent corporation and its subsidiary, which
are in the same controlled group, have separate CODAs.
A greater percentage of the parent’s employees are highly
compensated than those of the subsidiary, and the CODAs
must be combined to satisfy §410(b) coverage testing.
Looking at each plan alone in a given year, the actual
deferral percentages for the highly compensated employ-

“1Reg. §1.410(b)-7(d)(3).
“2Reg. §1.410(b)-7(d)(5).

I Reg. §1.401(k)-1(b)(4)(V)(C).
“iReg. §1.401(k)-1(b)(4)(ii).

S Reg. §1.401(m)-1(b)(4)(ii).
“SReg. §1.401(k)-1(b)(4)(ii).
“TReg. §1.401(k)-1(b)(4)(ii).
“SReg. §1.401(k)-1(b)(4)(iii)(B).
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ees and non-highly compensated employees in the parent
company plan are 12.5% and 10%, respectively. Under the
subsidiary’s plan, the actual deferral percentages are 4%
and 2%, respectively, for the highly compensated employ-
ees and non-highly compensated employees. While each
plan alone satisfies the 1.25 test or 2.0 test, on a com-
bined basis the actual deferral percentages might be, e.g.,
10% for highly compensated employees and 4% for the
non-highly compensated employees. In that event, neither
arrangement satisfies the ADP test.

4. Aggregation of Plan Components When Computing
Deferral and Contribution Percentages for Highly
Compensated Employees

If any highly compensated employee participates in two or
more CODA s of the same employer (including employers with-
in a controlled group), the employee’s deferral percentage shall
be computed by treating the CODAs as if they were a single
CODA.*’ The same is true of highly compensated employees
that participate two or more plans that provide for matching or
after-tax contributions.* These rules were presumably intend-
ed to prevent employers from breaking up plans into two or
more separate plans in order to allow each arrangement to sat-
isfy the ADP and ACP tests.

Example: Before establishing a CODA, an employer as-
certains from discussions with its employees that the actu-
al deferral percentage for the highly compensated employ-
ees is likely to be 8% and the actual deferral percentage for
the non-highly compensated employees is likely to be 4%.
Instead of establishing one CODA, the employer establish-
es two arrangements, under which elective deferrals are to
be made pro rata. Under each arrangement, the actual de-
ferral percentage for the highly compensated employees is
expected to be 4%, and the actual deferral percentage for
the non-highly compensated employees is expected to be
2%, satisfying the 2.0 test in each case. However, the de-
ferral percentages for the highly compensated employees
must be computed by treating the CODAs as a single CO-
DA, resulting in an actual deferral percentage of 8% under
each CODA for the highly compensated employees. Thus,
neither CODA would satisfy the 1.25 or 2.0 test.

Note: The statute requires the CODAs to be treated as a
single CODA only for purposes of computing the actual defer-
ral percentage for the highly compensated employees, and not
for purposes of computing the actual deferral percentage for
non-highly compensated employees.

Example: If the percentages in the foregoing example were
multiplied by one-half, combining the CODAs for all pur-
poses would result in compliance with the 2.0 test, because
the actual deferral percentages would be 4% for the highly
compensated employees and 2% for the non-highly com-
pensated employees. Combining the CODAs solely for

8401()3)(A).
0§401(m)(2)(B).
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purposes of computing the actual deferral percentage for
the highly compensated employees results in actual defer-
ral percentages of 8% and 2%, respectively, under each
CODA, which would fail to satisfy either the 1.25 or the
2.0 test. While the statutory provision seems broader than
necessary to prevent the abuse that concerned Congress, it
would be unusual for an employer to maintain two CODAs
covering the same employees.

Plans that are not permitted to be aggregated under Reg.
§1.410(b)-7(c) (see III.C.1., above, for a description) are not
aggregated as to highly compensated employees.*"

Contributions under separate §401(k) or §401(m) arrange-
ments must be aggregated for the same period as the plan year
of the plan being tested.*”

5. Section 401(k) Plan Nondiscrimination Testing
During and After Mergers, Acquisitions, Eftc.

The statute, regulations, and legislative history do not ad-
dress whether, and to what extent, aggregation is required
where an employer maintaining a §401(k) plan acquires anoth-
er employer maintaining a §401(k) plan and the second §401(k)
plan is either terminated or merged into the first in the middle
of the plan year. Query whether each plan should be tested sep-
arately for the portion of the plan year in which it is separate, or
whether the employer would have the option of testing them on
a combined basis for the entire plan year, taking into account
compensation from, and contributions by, the predecessor em-
ployer. Alternatively, it may be easier in a given case to seg-
regate the employee groups within the combined plan and test
each group separately for the entire plan year.

In 2000, the IRS indicated that it was in the process of
developing guidance on the application of the §401(k) and
§401(m) nondiscrimination testing requirements in situations
where the entity sponsoring a §401(k) plan is involved in a
merger, acquisition, disposition or other similar transaction,
and requested comments from interested stakeholders.*” The
post-2005 regulations, however, do not provide guidance on
these issues and it appears that the IRS is no longer actively de-
veloping guidance on mergers and acquisitions issues.

D. Current Year or Prior Year Testing Method for
Purposes of ADP and ACP Testing

When calculating the actual deferral percentage and actual
contribution percentage for non-highly compensated employ-
ees, an employer may choose to use the prior year’s actual de-
ferral percentage and/or the actual contribution percentage for
the non-highly compensated employees.* This is referred to as
the prior year testing method. If an employer chooses to use the
current year’s actual deferral percentage and/or the actual con-
tribution percentage for the non-highly compensated employ-
ees, it is referred to as the current year testing method.

Practice Insight: By using the prior year’s information for
testing, employers may be able to limit contributions on behalf

“IReg. §1.401(k)-2(a)(3)(ii)(B).

“2Reg. §1.401(k)-2(a)(3)(ii)(A), §1.401(m)-2(a)(3)(ii)(A).
453 Notice 2000-3.

“4$401(k)(3)(A)(iD), $401(m)(2)(A).
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of or by highly compensated employees in advance, making it
less likely that the plan will fail the ADP test.

If an employer chooses to use the prior year testing
method, for the first plan year, when there is no prior year data,
the employer may choose to use 3% as the actual deferral per-
centage and actual contribution percentage of the non-highly
compensated eligible employees, or may use current year da-
ta.*” The first plan year of any plan is the first year in which
the plan provides for elective contributions, or employee after-
tax or matching contributions, as applicable.** However, a plan
does not have a first plan year if during such plan year the plan
is aggregated with any other plan in the prior year for purposes
of the ADP or ACP test.*”’

A plan can utilize the prior year actual deferral percentage
or actual contribution percentage for non-highly compensated
employees regardless of any changes to the number or identity
of non-highly compensated employees from the prior year to
the current year.*”

Example: A plan uses the prior year testing method. If
an employee is a non-HCE in 2020, and then becomes an
HCE in 2021, the employee’s 2020 data would still be tak-
en into consideration for purposes of calculating the non-
HCE ADP to be utilized in 2021 testing.

There is no requirement that an employer’s election to use
the prior or current year testing method be consistent for both
ADP and ACP tests.” However, plans that use different test-
ing methods for ADP and ACP purposes cannot correct excess
elective contributions via recharacterization,'” count elective
contributions under the ACP test rather than the ADP test,”"
or take into account qualified matching contributions under the
ADP test rather than the ACP test.””” In any event, it is unlike-
ly that an employer would choose to use the prior year testing
method for one purpose but not the other.

1. Changing Between Current and Prior Year Testing
Methods

A plan is permitted to change from the prior year testing
method to the current year testing method for any plan year.””
However, a plan can only change from the current year testing
method to the prior year testing method, in the following three
situations:

“38401(k)(3)(E); Reg. §1.401(k)-2(c)(2); §401(m)(3) (referring to §401(k)
(3)(E)); Reg. §1.401(m)-2(c)(2). A successor plan is not eligible for this first-
plan-year rule, and is considered to have a “plan coverage change” as described
in IIL.D.2., above. A plan is considered a successor plan for this purpose if 50%
or more of the eligible employees for the first plan year were eligible employ-
ees under a plan maintained by the employer in the prior year that provides for
elective deferrals or matching contributions. Notice 98-1; Reg. §1.401(k)-2(c)
(2)(iii), §1.401(m)-2(c)(2)(iii).

“Reg. §1.401(k)-2(c)(2)(ii), §1.401(m)-2(c)(2)(ii).

“Reg. §1.401(k)-2(c)(2)(ii), §1.401(m)-2(c)(2)(ii).

“¥Reg. §1.401(k)-2(a)(2)(ii), §1.401(m)-2(a)(2)(ii); see Joint Committee
on Taxation, General Explanation of Tax Legislation Enacted in 104th Con-
gress (Dec. 18, 1996) (1996 Bluebook) at 151.

““Reg. §1.401(k)-2(c)(3): Reg. §1.401(m)-2(c)(3).

70 As permitted under Reg. §1.401(k)-2(b)(3).

7! As permitted under Reg. §1.401(m)-2(a)(6)(ii).

72 As permitted under Reg. §1.401(k)-2(a)(6).

B Reg. §1.401(k)-2(c)(1)(i), §1.401(m)-2(c)(1)(i).
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(1) the plan is not the result of the aggregation of two or
more plans, and the current year testing method was used
under the plan for each of the five plan years preceding the
plan year of the change (or if less, the number of plan years
the plan has been in existence, including years in which
the plan was a portion of another plan); or

(2) the plan is the result of the aggregation of two or more
plans, and for each of the plans that are being aggregated,
the current year testing method was used for each of the
five plan years preceding the plan year of the change (or if
less, the number of plan years since that aggregating plan
has been in existence, including years in which the aggre-
gating plan was a portion of another plan); or

(3) an entity becomes or ceases to be a member of a
controlled group, and qualifies for certain relief from the
§410(b) coverage testing requirements; and as a result of
the transaction, the employer maintains both a plan using
the prior year testing method and a plan using the current
year testing method; and the change from the current year
testing method to the prior year testing year method occurs
within the period beginning on the date of the change in
members of a group and ending on the last day of the first
plan year beginning after the date of the change the transi-
tion period described in §410(b)(6)(C)(ii)."

For purposes of changing testing method, a plan that uses
a design-based safe harbor, or a SIMPLE 401(k) plan, is treated
as using the current year testing method.”

Practice Insight: If a design-based safe harbor plan or a
SIMPLE 401(k) plan is tested for ADP or ACP, the plan must
utilize the current year testing method, unless one of the above
three situations applies.

See III.LH.3., below, for a discussion of issues that arise
when a plan changes from current year to prior year testing.

The regulations under §401(k) and §401(m) include an an-
ti-abuse provision in which a plan will not be treated as satis-
fying the ADP or ACP test if there are “repeated changes to
plan testing procedures or plan provisions that have the effect
of distorting the [ADP/ACP] so as to increase significantly the
permitted [ADP/ACP] for [highly compensated employees], or
otherwise manipulate the nondiscrimination rules ... , if a prin-
cipal purpose of the changes was to achieve such a result.””®

2. Plan Coverage Changes Affect Prior Year ADP and
ACP Testing

If there is a “plan coverage change” (defined below) dur-
ing the testing year, a plan that otherwise uses the prior year
testing method must use a weighted average as the ADP and
ACP for the non-HCEs."”

A “plan coverage change” is a change in the group or
groups of eligible employees under a plan due to:

(1) the establishment or amendment of a plan;

(2) a plan merger or spinoff under §414(1);

Reg. §1.401(k)-2(c)(1)(ii), §1.401(m)-2(c)(1) (incorporating by refer-
ence Reg. §1.401(k)-2(c)(1)(ii)).

P Reg. §1.401(k)-2(c)(1)(d), §1.401(m)-2(c)(1).

“Reg. §1.401(k)-1(b)(3), §1.401(m)-1(b)(3).

TTReg. §1.401(k)-2(c)(4)(i), §1.401(m)-2(c)(4)(i).
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(3) a change in the way plans are combined or separated
for purposes of ADP or ACP testing (e.g., permissively ag-
gregating plans not previously aggregated, or ceasing to
permissively aggregate plans);

(4) a reclassification of a substantial group of employees
that has the same effect as amending the plan (e.g., a trans-
fer of a substantial group of employees from one division
to another); or

(5) a combination of any of the foregoing."”®

If a plan experiences a plan coverage change, the prior
year ADP or ACP for non-highly compensated employees is
the “weighted average of the ADPs” or the “weighted average
of the ACPs,” as applicable, for the “prior year subgroups.”™”

“Prior year subgroup” means all non-highly compensated
employees for the prior year who, in the prior year, were eli-
gible employees under a §401(k) plan or §401(m) plan, as ap-
plicable, maintained by the employer and who would have been
eligible employees in the prior year under the plan being test-
ed, if the plan coverage change had first been effective as of the
first day of the prior year instead of first being effective dur-
ing the testing year.”™ The “weighted average of the ADPs for
the prior year subgroups” is defined as the sum, for all prior
year subgroups, of the “adjusted ADPs.”™' The “weighted av-
erage of the ACPs for the prior year subgroups” is defined as
the sum, for all prior year subgroups, of the “adjusted ACPs.”***
“Adjusted ADP” or “Adjusted ACP” means, with respect to a
prior year subgroup, the ADP or ACP, as applicable, for the
prior year of the specific plan under which the members of the
prior year subgroup were eligible employees on the first day of
the prior plan year, multiplied by a fraction, the numerator of
which is the number of non-highly compensated employees in
the prior year subgroup and the denominator of which is the to-
tal number of non-highly compensated employees in all prior
year subgroups.**’

However, if a plan is affected by a plan coverage change,
and 90% or more of the total number of non-highly compensat-
ed employees from all prior year subgroups are from a single
prior year subgroup, then in determining the ADP or ACP for
non-highly compensated employees for the prior year, an em-
ployer may elect to use the ADP or ACP, as applicable, for non-
highly compensated employees for the prior year of the plan
under which that single prior year subgroup was eligible, in lieu
of using a weighted average.™

Example: Assume Employer B maintains two plans, Plan
O and Plan P, each of which includes a CODA. The plans
were not permissively aggregated for the 2020 testing
year. Both plans use the prior year testing method. Plan
O had 300 eligible employees who were non-highly com-
pensated employees for 2020, and their ADP for that year

“TBReg. §1.401(k)-2(c)(4)(iii)(A), §1.401(m)-2(c)(4)(ii)(A).

P Reg. §1.401(k)-2(c)(4(i), §1.401(m)-2(c)(4)().

®Reg. §1.401(k)-2(c)(4)(iii)(B), §1.401(m)-2(c)(4)(iii)(B). Termination
of employment in the prior year is disregarded for this purpose.

#Reg. §1.401(k)-2(c)(4)({ii)(C).

“2Reg. §1.401(m)-2(c)(4)(iii)(C).

®Reg. §1.401(k)-2(c)(4)(iii)(C), §1.401(m)-2(c)(4)(iii)(C).

®Reg. §1.401(k)-2(c)(4)(ii), §1.401(m)-2(c)(4)(i).
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was 6%. Plan P had 100 eligible employees who were non-
highly compensated employees for 2020, and the ADP
for those non-highly compensated employees for that plan
was 4%. Plan O and Plan P are permissively aggregated
for the 2021 plan year.

The permissive aggregation of Plan O and Plan P for the
2021 testing year is a plan coverage change that results in
treating the plans as one plan (Plan OP) for purposes of
ADP testing. Therefore, the prior year ADP for non-highly
compensated employees under Plan OP for the 2021 test-
ing year is the weighted average of the ADPs for the prior
year subgroups.

The Plan O prior year subgroup consists of the 300 em-
ployees who, in the 2020 plan year, were eligible non-
highly compensated employees under Plan O and who
would have been eligible under Plan OP for the 2020 plan
year if Plan O and Plan P had been permissively aggre-
gated for that plan year. The Plan P prior year subgroup
consists of the 100 employees who, in the 2020 plan year,
were eligible non-highly compensated employees under
Plan P and would have been eligible under Plan OP for the
2020 plan year if Plan O and Plan P had been permissively
aggregated for that plan year.

The weighted average of the ADPs for the prior year sub-
groups is the sum of the adjusted ADP for the Plan O prior
year subgroup and the adjusted ADP for the Plan P prior
year subgroup. The adjusted ADP for the Plan O prior year
subgroup is 4.5%, calculated as follows: 6% (the ADP for
the non-highly compensated employees under Plan O for
the prior year) x 300/400 (the number of non-highly com-
pensated employees in that prior year subgroup divided by
the total number of non-highly compensated employees in
all prior year subgroups), which equals 4.5%. The adjust-
ed ADP for the Plan P prior year subgroup is 1%, calcu-
lated as follows: 4% (the ADP for the non-highly compen-
sated employees under Plan P for the prior year) x 100/
400 (the number of non-highly compensated employees in
that prior year subgroup divided by the total number of
non-highly compensated employees in all prior year sub-
groups), which equals 1%. Thus, the prior year ADP for
non-highly compensated employees under Plan OP for the
2021 testing year is 5.5% (the sum of adjusted ADPs for
the prior year subgroups, 4.5% plus 1%).

Suppose 60 of the eligible employees who were non-high-
ly compensated employees for the 2020 plan year under
Plan O terminated their employment during that year. The
determination of whether a non-highly compensated em-
ployee is a member of a prior year subgroup is made with-
out regard to whether that employee terminated employ-
ment during the prior year.*’ Thus, the prior year ADP for
the non-highly compensated employees under Plan OP for
the 2021 plan year is unaffected by the termination of the
60 non-highly compensated employees covered by Plan O
during the 2020 plan year.*

®Reg. §1.401(k)-2(c)(4)(ii)(B).
“#Reg. §1.401(k)-2(c)(4)(iv) Ex. 1. See Reg. §1.401(k)-2(c)(4)(iv) Exs. 2,
3, and 4 for additional examples of how the rules apply to the ADP test and see
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3. Required ADP and ACP Plan Provisions

A plan that relies on ADP or ACP testing (as opposed to
a safe harbor) will not meet the qualification requirements un-
less it provides that the ADP or ACP test, as applicable, will
be met and specifies whether it is using the prior year or cur-
rent year testing method.”” If the employer changes the testing
method, the plan must be amended to reflect the change. Fur-
ther, if the first-plan-year rule described above in III.D. applies,
the plan must specify how the rule will be applied (i.e., whether
the non-highly compensated employees’ ADP or ACP will be
3% or whether the plan will use current-year data to calculate
the non-highly compensated employees’ ADP or ACP).***

E. Identifying Eligible Employees for ADP and ACP
Testing

In order to apply the ADP and ACP tests, the employer
must first identify eligible employees.

For purposes of the ADP test, those employees who are
directly or indirectly eligible to make a cash or deferred elec-
tion for any portion of the plan year are considered eligible em-
ployees.* For purposes of the ACP test, those employees who
are eligible to make after-tax employee contributions or to re-
ceive a matching contribution under the plan being tested (for
example, because they are eligible to make elective contribu-
tions that would be matched) are considered eligible employ-
ees.”

Employees who need only to sign an application or salary
reduction agreement in order to participate, even if the employ-
ee has not done so, are considered eligible employees. In addi-
tion, an employee who is suspended from elective, matching, or
employee after-tax contributions due to a loan, a distribution,
an election not to participate, or application of the §415(c) limit
is nevertheless considered to be an eligible employee for pur-
poses of the ADP and ACP tests during the suspension period
if he or she would otherwise be eligible.

An employee is not an eligible employee however if, upon
commencing employment, or upon first becoming eligible un-
der any plan of the employer, he or she had a one-time oppor-
tunity to elect — and has elected — not to be eligible for the
plan or such contributions under any current or future plan of
the employer. If the employee has not met the plan’s minimum
age and service requirements, he or she is not an eligible em-
ployee. In addition, long-term, part-time employees required to
be offered participation in the plan for the purpose of making
elective contributions may also be excluded for the purpose of
all coverage and nondiscrimination testing.""

Reg. §1.401(m)-2(c)(4)(iv) Ex. 1 for an example of the parallel rules applicable
to the ACP test.

“TReg. §1.401(k)-1(e)(7), §1.401(m)-1(c)(2).

“Reg. §1.401(k)-1(e)(7), §1.401(m)-1(c)(2).

“Reg. §1.401(k)-6.

“08401(m)(5)(A); Reg. §1.401(m)-5.

#18401(k)(15)(B)(i)(II), added by Pub. L. No. 116-94, Div. O, §112, and
amended by Pub. L. No. 117-328, Div. T, §125(a)(2)(B). See Prop. Reg.
§1.401(k)-5(f)(1), REG-104194-23, 88 Fed. Reg. 82,796 (Nov. 27, 2023).
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F. Identifying Highly Compensated Employees for ADP
and ACP Testing

An employee is a “highly compensated employee” for the
plan year if the employee:

(1) was a 5% owner at any time during the plan year or the
preceding plan year; or

(2) had compensation for the preceding plan year from the
employer in excess of $80,000, indexed for inflation.*”

At the election of the employer, the group of employees
described in (2) above may be further limited to those who are
in the “top-paid group” for the preceding year (the highest paid
20% of the employees based on compensation paid during that
year)."”” An employer’s election to impose the “top-paid group”
restriction can be made on a year-by-year basis, without the
consent of the IRS.**

Practice Insight: The “top-paid group” election is often
made if a plan is having difficulty passing the ADP or ACP
tests, and needs to further limit the number of HCEs.

It is possible for a plan to cover only highly compensated
employees, or no highly compensated employees at all. In the
former event, the ADP and ACP tests are deemed to be satis-
fied.*” When a plan covers only non-highly compensated em-
ployees, the tests are automatically satisfied by operation. In ei-
ther case, however, the regulations still require a plan to pro-
vide by its terms that the ADP and ACP tests will be met.*

1. Five-Percent Owner Determination for ADP and
ACP Testing

In the case of a corporate employer, the term 5% owner
means any person owning “more than 5% of the outstanding
stock of the corporation or stock possessing more than 5% of
the total combined voting power of all stock of the corpora-
tion.”’ If the employer is not a corporation, a 5% owner is
“any person who owns more than 5% of the capital or profits
interest in the employer.””* If an individual is a 5% owner on
any day during the plan year or the preceding plan year, the in-
dividual will be considered a highly compensated employee for
such plan year.*”

Practice Insight: The term “5% owner” is misleading, in
the sense that it does not include any individual owning pre-
cisely 5% of the stock (or capital or profits interest) of the em-
ployer. The individual must own more than 5% to be a “5%
owner” for these purposes.

For purposes of identifying 5% owners of a corporation,
an individual is treated as owning not only stock held directly

“Reg. §1.401(k)-6, §1.401(k)-5; §414(q)(1). For the current and historic
dollar amounts, see the Worksheets. The IRS has released informal guidance,
including examples, on its website on how to determine HCEs for an initial
plan year and a short plan year. See https://www.irs.gov/retirement-plans/iden-
tifying-highly-compensated-employees-in-an-initial-or-short-plan-year.

#§414(q)(3).

“*Joint Committee on Taxation, General Explanation of Tax Legislation
Enacted in 104th Congress (Dec. 18, 1996) (1996 Bluebook), at 147.

Reg. §1.401(k)-2(a)(1)(ii), §1.401(m)-2(a)(1)(ii).

“Reg. §1.401(k)-1(e)(7), §1.401(m)-1(c)(2).

¥78414(q)(2), §416G)(D(B)()(T); Reg. §1.416-1, Q&A-T-17.

5§414(q)(2), $416()(H(B)H)(D.

P §414(Q(1)(A).
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but also stock held by certain related persons, to the extent that
stock is attributed to the individual under §318.” Similarly,
for noncorporate employers, the §318 attribution rules apply,
substituting “capital or profits interest” for “stock” throughout
§318°" In either case, the attribution rules are broadened by
substituting 5% for 50% in §318(a)(2)(C).”

In determining ownership percentage of the employer,
however, related employers are not aggregated under the con-
trolled group rules of §414(b), §414(c), or §414(m).”

2. Compensation Threshold and Definition for
Determining Highly Compensated Employees for
ADP and ACP Testing

The second category of highly compensated employees
is based on compensation of the employee for the preceding
year,™ also referred to as the “look-back year.” The indexed
compensation threshold for the look-back year applies when
determining whether an employee is an HCE for the plan

505
year.

Example: A calendar year plan is determining the highly
compensated employees for its 2024 ADP testing. The in-
dexed compensation threshold for 2024 is $155,000 and
for 2023 is $150,000. If an employee’s compensation was
more than $150,000 in 2023, the employee would be con-
sidered a highly compensated employee for 2024 ADP
testing purposes.

For non-calendar year plans, the indexed compensation
threshold for the calendar year in which the look-back
period begins applies when determining whether an em-
ployee is an HCE for the plan year, not the compensation
threshold for the calendar year in which the look-back pe-
riod ends.™

Example: A plan with a July 1-June 30 plan year is de-
termining highly compensated employees for its July 1,
2024-June 30, 2025, ADP testing. The indexed §414(q)(1)
(B) compensation threshold for 2024 is $155,000 and for
2023 is $150,000. The look-back year for this purpose is
July 1, 2023—-June 30, 2024. If an employee’s compensa-
tion was more than $150,000 from July 1, 2023—June 30,
2024, the employee would be considered a highly compen-
sated employee for the July 1, 2024-June 30, 2025, plan
year for ADP testing purposes.

For a non-calendar year plan, an employer can elect to
treat the calendar year beginning within the look-back year
as the look-back year (“calendar year data election”). Such
an election, once made, applies to all subsequent years un-
less changed by the employer.

We416G)(D(B)G)(I). See 554 T.M., The Attribution Rules, for a discus-
sion of §318.

*"Reg. §1.416-1, Q&A-T-18.

*2§416()(1)(B)(ii)(1).

*§416()(1)(O).

§414(q)(1)(B).

*Reg. §1.414(q)-1T, Q&A-3(c)(2).

*®General Information Letter dated December 9, 1999, clarifying
§1.414(q)-1T, Q&A-3(c)(2).
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Example: A plan with a July 1-June 30 plan year is de-
termining highly compensated employees for its July 1,
2024—-June 30, 2025, ADP testing. The plan makes a cal-
endar year data election, and therefore, the look-back year
for this purpose is January 1, 2024-December 31, 2024.
The indexed compensation threshold for 2024 is $155,000
and for 2023 is $150,000. If an employee’s compensation
was more than $155,000 from January 1, 2024—December
31, 2024, the employee would be considered a highly com-
pensated employee for the July 1, 2024-June 30, 2025,
plan year for ADP testing purposes.

Only compensation received by the employee during the
look-back year (or calendar year if using a calendar year data
election) is considered in determining HCE status.”” Compen-
sation is not annualized.

Since highly compensated status depends on compensa-
tion for the “preceding year,” it appears that no employee (other
than a 5% owner) will be treated as highly compensated in his
or her first plan year of employment. Moreover, an employee
(other than a 5% owner) earning more than the highly com-
pensated employee compensation threshold who is employed
midyear may not be highly compensated until the third plan
year in which he or she is employed. Query, however, whether
an arrangement that is designed to take advantage of this rule,
for example, by making a large contribution on behalf of a new-
ly hired, highly paid employee would be considered discrimi-
natory.”®

For purposes of identifying highly compensated employ-
ees, compensation generally includes all compensation from
the employer for the year which is includible in gross income
— but is increased by the amount of any elective contributions
under a cafeteria plan described in §125, a qualified transporta-
tion fringe under §132(f)(4), a §457(b) plan, a qualified CODA,
a §401(k)-type simplified employee pension (SEP), a SIMPLE
IRA, a §403(b) annuity contract, or mutual fund custodial ac-
count to the extent the employee could have elected to receive
those contributions in cash.””

Practice Insight: This definition of compensation is not the
same as the definition that applies for purposes of certain cov-
erage and nondiscrimination rules, including the ADP and ACP
tests.”'” The principal difference is that elective contributions
under a cafeteria plan, a qualified CODA, a §403(b) annuity
or mutual fund account, a SEP or SIMPLE IRA, or an eligi-
ble §457 plan must be included in compensation for purposes
of identifying highly compensated employees.”"' However, for
purposes of the nondiscrimination tests, the employer may elect
whether to include certain such elective contributions in com-
pensation.’”

*"Reg. §1.414(q)-1T, Q&A-13(c).

"% Reg. §1.401(a)(4)-1(c)(2) (suggesting a spirit rule on top of the mechan-
ical nondiscrimination rules).

¥8414(q)(4), §415(c)(3); Reg. §1.414(q)-1T, Q&A-13.

3198401(k)(9), §401(m)(3)(B), §414(s); Reg. §1.414(s)-1(a)(2).

2118414(q)(4), §415(c)(3).

S128414(s)(2).
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3. Identitying the Top-Paid Group for ADP and ACP
Testing

If the employer elects to limit its highly compensated em-
ployees to those included in the top-paid group (generally, the
highest paid 20% of all employees),”” the most complex part
of determining HCEs is identifying such group. Note that all
employees of the employer must be taken into account; the
determination may not be made separately for each line of
business.’'* Moreover, related employers must be aggregated
and treated as one employer to the extent they are part of
a controlled group or affiliated service group under §414(b),
§414(c), §414(m), and §414(0).”" Leased employees must also
be taken into account as employees to the extent required by
§414(n).>"°

Once the related employers have been aggregated and the
total employees have been identified, the excluded employees
must be identified. These include, generally:

(1) employees who have not completed six months of ser-
vice;

(2) employees who normally work fewer than 172 hours
per week;

(3) employees who normally work during not more than
six months of any year;

(4) employees who have not attained age 21; and

(5) certain nonresident aliens.’”’

The employer may elect to substitute smaller numbers of
months or hours, or a lower age, for purposes of the first four
categories above.’'® Any lower number or age must be applied
uniformly in determining the highest paid 20% with respect to
all of the employer’s plans.’” Other special rules apply in deter-
mining whether an employee normally works fewer than 17'2
hours per week or in less than six months per year.™

Under temporary regulations, collectively bargained em-
ployees must generally be included in determining the top-paid
group, but may be excluded if: (1) 90% or more of the employ-
er’s employees are covered by one or more collective bargain-
ing agreements; and (2) the plan being tested covers only non-
collectively bargained employees.™'

The foregoing employees are excluded only “for purposes
of determining the number of employees” in the highest paid
20%3* these employees themselves are not necessarily exclud-
ed from the highest paid 20%, or from the highly compensated
employee group generally.”” Certain nonresident aliens are ex-
cluded for all purposes in identifying highly compensated em-
ployees.”

38414(q)(3); see generally Reg. §1.414(q)-1T, Q&A-9.

148414(r)(1); 1986 TRA Conf. Rep. I1-446.

313 See §414(q)(7).

316 See §414(q)(7).

*78414(q)(5).

S188414(q)(5) (flush language).

91986 TRA Conf. Rep., 11-447; Reg. §1.414(q)-1T, Q&A-9; Reg.
§1.414(q)-1, Q&A-9.

*Reg. §1.414(q)-1T, Q&A-9(e) and ().

' Reg. §1.414(q)-1T, Q&A-9(b)(1)(iii).

72§414()(5).

21986 TRA Conf. Rep., II-444; Reg. §1.414(q)-1T, Q&A-9(c).
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Example: An employer has 100 employees, 20 of whom
have not completed 180 days of service. None of the 100
employees falls within any other excluded category. Ex-
cluding the 20 employees who have not completed 180
days of service, 80 employees remain, and therefore the
number of employees included in the top-paid group is 16.
The top-paid group consists of the highest paid 16 among
the total 100 employees, not the highest paid 16 of the
non-excluded 80.™

Practice Insight: Looking at the top-paid group in the fore-
going example (the highest paid 16 employees), only those re-
ceiving compensation above the HCE threshold are treated as
highly compensated employees by reason of membership in the
top-paid group. Those below the HCE compensation thresh-
old are not considered highly compensated employees, despite
being in the top-paid group. Nonetheless, it is possible one or
more of these employees may be considered a highly compen-
sated employee by virtue of being in the 5% owner category.

Practice Insight: In view of the complexity of determining
the top-paid group, some employers will prefer to treat all em-
ployees earning over the HCE compensation threshold as high-
ly compensated and will not elect the “top-paid group” restric-
tion.

G. Determining Compensation for the Plan Year for ADP
and ACP Testing

1. Amounts Included in Compensation for ADP and
ACP Testing

A plan must determine the definition of compensation that
will be used to calculate the actual deferral percentages and
the actual contribution percentages for purposes of the ADP
and ACP tests, respectively. For this purpose, a plan may se-
lect from a variety of definitions of compensation, described in
more detail below.

In applying the ADP and ACP tests, the actual deferral
percentages and actual contribution percentages must be com-
puted using the definition of compensation in §414(s).” In ad-
dition, the amount of compensation that is taken into account
for this purpose is limited to the §401(a)(17) limit (indexed an-
nually)™.

Practice Insight: A highly compensated employee earning
in excess of the §401(a)(17) limit (described in I.LA.2.b.,
above), will see an artificial increase in his or her actual defer-
ral ratio by reducing the denominator (reduced to the amount
allowed under §401(a)(17)). For example, an employee earning
$385,000 and making an elective contribution of $15,400 in
2024, without the compensation limit set forth in §401(a)(17),
would have an actual deferral ratio of 4% ($15,400/$385,000).
Once the §401(a)(17) limit is in place, the actual deferral ratio
increases to 4.46% ($15,400/$345,000). This could put added
pressure on a plan’s nondiscrimination test if the deferral ratios

18414(q)(8).

*31986 TRA Conf. Rep. at 11-444.

208401(k)(9), §401(m)(3); Reg. §1.401(k)-6, §1.401(m)-5.

278401(a)(17). For the dollar amounts for the current and previous years,
see the Worksheets.
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of the non-highly compensated group do not stay within testing
parameters.

Under §414(s), with certain limited exceptions, “compen-
sation” has the same meaning as in §415(c)(3).” For self-em-
ployed individuals, compensation under §415(c)(3) is the em-
ployee’s “earned income” within the meaning of §401(c)(2).””’

Regulations under both §414(s) and §415(c)(3) provide
that a plan may, as an alternative definition for employees other
than self-employed individuals, define compensation to mean
wages as reported on Form W-2, or wages subject to withhold-
ing under §3401(a), with certain modifications.” In addition to
the available definitions under §415(c)(3), the regulations un-
der §414(s) make available other alternatives.

For example, a plan may define compensation to ignore
all reimbursements or other expense allowances, cash and non-
cash fringe benefits, moving expenses, deferred compensation,
and welfare benefits, even if includible in gross income.™ The
effect of using this alternative definition is to isolate wages,
salary, overtime, and bonuses paid in cash, which may be easier
for an employer to compute and administer for purposes of
tracking the ADP and ACP tests.

Employers may also ignore items which apply only to
highly compensated employees,”” or may rely on any other
“reasonable” definition of compensation so long as it meets
other nondiscrimination tests set forth in the regulations.’”

An employer may choose to define compensation as a
gross amount, before salary reductions, or as a net amount, after
salary reductions. This is due to the fact that whichever defini-
tion of compensation is used, §415(c)(3)(D) adds back elective
contributions under §401(k), §403(b), or §408(k), any amounts
electively deferred under §457, and any elective contributions
under §125 or §132(f)(4).> However, §414(s)(2) allows an em-
ployer to elect not to include in compensation the same types of
elective deferrals or contributions.

Practice Insight: In some cases, using the broadest possible
definition of compensation will help highly compensated em-
ployees maximize contributions under the CODA or §401(m)
plan. This happens because the higher compensation amount
will increase the compensation figure used in the denominators
of the actual deferral ratio and actual contribution ratio, thus re-
ducing the highly compensated employees’ percentage(s).

Example: Assume a highly compensated employee earns
$100,000 and wants to defer $9,000 under a CODA. If
the plan defines compensation using the §415(c)(3) defin-
ition of compensation, the employee’s deferral percentage
is 9.89% ($9,000/$91,000). If the plan defines compensa-
tion under Reg. §1.414(s)-1(c)(4), the $9,000 deferral is
added back into the definition of compensation and thus
the employee’s percentage drops almost a full percentage
point to 9% ($9,000/$100,000). The lower ADP rate could

288414(s)(1); Reg. §1.414(s)-1. See the Worksheets.
P Reg. §1.415(c)-2(b)(2).

Reg. §1.414(s)-1(c)(2), §1.415(d)-2(d).

3 Reg. §1.414(s)-1(c)(3).

Reg. §1.414(s)-1(c)(5).

3 See Reg. §1.414(s)-1(d) and §1.414(s)-1(e).
¥§415(c)3)(D).
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help manage the HCE contribution rate when compared to
the non-HCE rate of contribution. To the extent that non-
highly compensated employees contribute, on average, at
a lesser rate, adding their CODA contribution back into
compensation will have less of an impact on their deferral
percentages because the dollars deferred are much small-
er, thus bringing the averages for the highly compensated
closer to the averages for the non-highly compensated. In
other situations, where non-highly compensated employ-
ees earn substantial overtime pay, a broad definition will
adversely affect the ADP test.

An employer may elect different definitions of compensa-
tion under §414(s) for different purposes, as long as the
definition for a particular purpose applies uniformly for
that purpose.’” For example, an employer may have rea-
son to use one definition for purposes of applying the ADP
test and a separate definition for purposes of applying the
§401(a)(4) nondiscrimination rules to a profit-sharing con-
tribution. However, the definition used for ADP or ACP
test purposes must be used uniformly when determining
the deferral or contribution percentages for all eligible em-
ployees. In addition, an employer may change its defini-
tion of compensation for a particular application, including
the ADP and ACP tests from one year to the next.”

2. Period in Which Compensation Is Measured for ADP
and ACP Testing

The period used to determine an employee’s compensation
for a plan year must be either the plan year or the calendar
year ending within the plan year.””” Whichever period is select-
ed must be applied uniformly to determine the compensation of
every eligible employee under the plan for the particular plan
year for purposes of the ADP or ACP test.” It appears that this
selection is made operationally, and need not be predetermined
under the plan document.

An employer may also limit the period taken into account
to that portion of the plan year (or calendar year ending within
the plan year, if selected) in which the employee was an eligible
employee, so long as this approach, too, is applied uniformly
to all eligible employees under the plan for the particular plan
year.™

Practice Insight: The ability to limit compensation to only
a portion of a year is likely to be most helpful to small or mid-
sized plans, where the deferral and contribution percentages of
just a few individuals have relatively more weight. Ignoring an
employee’s compensation for a portion of a year during which
he or she was ineligible for the plan will raise his or her actual
deferral ratio and actual contribution ratio by reducing the de-
nominator. Accordingly, in practice, since non-5% owners are
not highly compensated employees in their first year of em-
ployment, limiting the compensation taken into account will
generally help a plan satisfy the ADP and ACP tests.

P Reg. §1.414(s)-1(b)(2).
Reg. §1.414(s)-1(b)(2).
*Reg. §1.401(k)-6, §1.401(m)-5.
¥Reg. §1.401(k)-6, §1.401(m)-5.
¥ Reg. §1.401(k)-6, §1.401(m)-5.
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H. Contributions Taken into Account for ADP Testing

An employee’s actual deferral ratio under the ADP test is
generally calculated by dividing the employee’s elective contri-
butions (including Roth and any PLESA contributions) by the
employee’s compensation for the year. See III.G., above, for a
discussion of how to calculate compensation for these purpos-
es. See I.D.1., above, for a definition of elective contributions.
In certain circumstances, discussed below, qualified nonelec-
tive contributions and qualified matching contributions may be
added to the employee’s elective deferrals when making this
calculation.

An elective contribution is taken into account in determin-
ing an employee’s actual deferral ratio for a plan year only if
the contribution is “allocated to the employee’s account” as of
a date during the plan year, and it relates to compensation that
either would have been received in the plan year, or is attrib-
utable to services performed during the plan year and would
have been received by the employee within 2%2 months after
the close of the plan year.** For purposes of this rule, an elec-
tive contribution is treated as “allocated” as of a date during
the plan year only if the allocation is not contingent upon con-
tinued participation in the plan after the date of allocation, or
the performance of services after the date of allocation, and the
elective contribution is paid to the trust no later than the end
of the 12-month period immediately following the plan year to
which the contribution related.™'

Practice Insight: Although the regulations under §401(k)
would theoretically permit an employer to delay depositing its
elective contributions for a period of up to 12 months after the
plan year, the “plan asset regulations” issued by the Depart-
ment of Labor under Title I of ERISA effectively require an
employer to contribute the elective contributions as soon as the
amounts can be reasonably segregated from general assets, but
no later than 15 business days after the end of the month in
which the compensation to which the deferrals relate would
have been paid.’* Regulations provide an optional safe harbor
for plans that have fewer than 100 participants at the beginning
of the plan year.*

In the case of an elective contribution for partners, a part-
ner’s distributive share of partnership income is treated as re-
ceived on the last day of the partnership tax year. Similarly, a
sole proprietor’s compensation is treated as received on the last
day of the individual’s tax year. Thus, an elective contribution
made on behalf of a partner or sole proprietor is treated as al-
located to the partner’s or sole proprietor’s account for the plan
year that includes the last day of the partnership tax year or the
sole proprietor’s tax year if the other requirements for taking
elective deferrals into account (set forth in the prior paragraph)
are met.**

*Reg. §1.401(k)-2(a)(4)(i). See PLR 199924067 (amounts deferred under
irrevocable election made before the end of the year preceding the year of the
deferrals and initially held in a nonqualified plan before being transferred to a
qualified plan will be treated as made to the qualified plan in the year in which
the compensation to which the deferrals relate was earned for purposes of the
ADP test).

1 Reg. §1.401(k)-2(a)(4)()(A).

229 CF.R. §2510.3-102(b).

329 C.F.R. §2510.3-102(a)(2) and §2510.3-102(f), 75 Fed. Reg. 2068
(Jan. 14, 2010).
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If any elective contributions are made for a plan year but
do not meet the allocation and contribution deadlines set forth
above, they may not be taken into account under the ADP test,
but are instead subject to the general nondiscrimination test un-
der §401(a)(4) as if they were nonelective employer contribu-
tions, and the only nonelective employer contributions, made
for the plan year.”” This approach would apply, for example,
for bonus deferrals where the bonuses were paid on account of
a plan year but later than 22 months after the end of the plan
year.

Excess deferrals under §402(g) are counted under the ADP
test, with the exception of excess deferrals of non-highly com-
pensated employees that are determined by the employer to
be excess deferrals without taking into account any deferrals
through other employers.** See VILE., below, for a discussion
of excess deferrals.

1. Catch-Up and Other Elective Contributions Not
Taken into Account for ADP Testing

Certain categories of elective contributions are not taken
into account when determining an employee’s actual deferral
ratio.

The most significant of these categories is elective con-
tributions that are treated as catch-up contributions under
§414(v).>¥ Catch-up contributions are subtracted from an em-
ployee’s elective contributions for the plan year in determining
the employee’s actual deferral ratio.”*

Example: Employee B is a catch-up eligible participant
with compensation of $155,000. The plan does not limit
elective contributions except to comply with §415 and
§402(g), and permits §414(v) catch-up contributions. In
2025, the §402(g) limit is $23,500 and the §414(v) limit
is $7,500. Employee B makes elective contributions of
$31,000. Employee B’s actual deferral ratio is 15.2%
($23,500/$155,000), not 20% ($31,000/$155,000).>

Other categories of elective contributions that are not tak-
en into account include contributions made pursuant to §414(u)
by reason of qualified military service and contributions that
are withdrawn under §414(w) by reason of a permissible with-
drawal of automatic deferrals.” Despite its name, the Saver’s
Match, a government funded matching contribution which may
be accepted by certain qualified plans beginning on January 1,
2027, is treated as an elective deferral, but is disregarded for
purposes of ADP testing.”'

M Reg. §1.401(k)-2(a)(4)(i).

*Reg. §1.401(k)-2(a)(5). The general nondiscrimination test under
§401(a)(4) is described in 356 T.M., Nondiscrimination Testing and Permitted
Disparity in Qualified Retirement Plans.

*9§402(2)(2)(B); Reg. §1.402(g)-1(e)(1)(i).

*TReg. §1.401(k)-2(a)(5)(ii).

Reg. §1.414(v)-1(d)(2)().

¥ Notice 2024-80. For recent inflation-adjusted limits, see Worksheet 1 of
371 T.M., Employee Plans — Deductions, Contributions, and Funding.

*Reg. §1.401(k)-2(a)(5).

186433(H)(2)(A)(1), §6433(f)(2)(B), added by the SECURE 2.0 Act of
2022, Pub. L. No. 117-328, Div. T, §103(a), effective for tax years beginning
after December 31, 2026.
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2. Counting Qualitied Nonelective Contributions and
Qualified Matching Contributions for Purposes of
ADP Testing

For purposes of determining an employee’s actual deferral
ratio, regulations allow an employer to take any “qualified non-
elective contribution” and “qualified matching contribution”
made on behalf of the employee, subject to certain conditions,
into account for purposes of calculating an employee’s actual
deferral ratio.™

Note: Also see III.LL.1., below, for a discussion of using
QNECs and QMACs as measures to ensure compliance with
the ADP test.

In general, a “matching contribution” is any employer con-
tribution made to a defined contribution plan, or forfeiture that
is allocated to an account, based on either an elective contri-
bution or an employee after-tax contribution.™ A “qualified
matching contribution” (often called a QMAC) is a matching
contribution that is nonforfeitable and satisfies the distribution
restrictions applicable to elective contributions under §401(k)
(2)(B)(1) (i.e., generally, a distribution may not be made before
severance from employment, death, disability, age 59'2, hard-
ship, or plan termination).”* The contributions must be nonfor-
feitable and subject to the elective contribution distribution re-
strictions when allocated to participants’ accounts.™

Practice Insight: For plan years ending before July 20,
2018, a plan could not use forfeitures to fund QMACs and
QNECs because they were forfeitable when first contributed
to the plan. However, for plan years ending on or after July
20, 2018, the definitions of QMAC and QNEC were revised
to clarify that they must be nonforfeitable and subject to elec-
tive contribution distribution restrictions when they are allocat-
ed to participants’ accounts rather than when they are first con-
tributed to the plan. This allows for the use of plan forfeitures to
fund QMACs and QNECs.” However, if a plan requires a spe-
cific allocation to participant accounts, possibly after the pay-
ment of plan expenses, a plan amendment will be needed to re-
define how forfeitures may be used.

A matching contribution may be treated as ‘“nonfor-
feitable” and therefore “qualified,” even if, under the terms of
the plan, it is forfeited because the contribution to which it re-
lates is treated as an excess deferral under §402(g), excess con-
tribution due to an ADP test failure, or excess aggregate contri-
bution due to an ACP test failure.”’

Example: A profit-sharing plan provides that for each dol-
lar of elective contributions made for an employee pur-
suant to a CODA, the employer will contribute an addi-
tional $0.50 to the employee’s account. Many employers
limit the matching contribution by matching elective con-

*2Reg. §1.401(k)-2(a)(6).

38401(m)(4); Reg. §1.401(m)-1(a)(2). See 1.D.2., above, for a detailed
definition of matching contributions.

¥ Reg. §1.401(k)-6.

" Reg. §1.401(k)-6, as amended by T.D. 9835, 83 Fed. Reg. 34,469 (July
20, 2018), applicable to plan years ending on or after July 20, 2018.

% See Reg. §1.401(k)-6 and §1.401(m)-5, as amended by T.D. 9835, 83
Fed. Reg. 34,469 (July 20, 2018).

*TReg. §1.401(k)-6, referencing Reg. §1.401(k)-2(b)(4)(iii).
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tributions only up to the first 6% (or other specified per-
centage) of pay. If the matching contributions are fully
vested and subject to the distribution restrictions applica-
ble to elective contributions, they are “qualified matching
contributions.”

A qualified nonelective contribution (often called a
QNEC) is defined as any employer contribution (other
than a matching contribution) which is not subject to a
cash or deferred election.” Like qualified matching con-
tributions, QNECs must be nonforfeitable (i.e., fully vest-
ed) and subject to the distribution restrictions applicable to
elective contributions when allocated to participants’ ac-
counts.™

Example: In addition to elective contributions, an employ-
er contributes an amount equal to 5% of compensation
for each eligible employee, whether or not the employee
makes elective contributions. If the 5% contributions are
fully vested and subject to the distribution restrictions ap-
plicable to elective contributions, the 5% contributions are
qualified nonelective contributions.

An employer may elect to treat all or any part of the
QMACs and QNECs made on behalf of any or all eligible
employees as elective contributions, provided certain rules
are met.”™ In order to be taken into account as an elective
contribution for this purpose, both QMACs and QNECs
must meet the allocation timing rules for elective contri-
butions described above in III.H. (i.e., must be allocated to
the employee’s account as of a date within the plan year
and paid to the trust within the 12-month period following
the plan year).”” QMACs must also meet the nondiscrim-
ination requirements applicable to matching contributions
generally under §401(m). QNECs may be counted as elec-
tive contributions if both the entire amount of nonelective
contributions and the amount which is not being used to-
ward the actual deferral percentage satisfy the nondiscrim-
ination requirements of §401(a)(4), and if the nonelec-
tive contributions are either made under the same plan as
the elective contributions or made under a plan that could
be aggregated with the plan containing the CODA under
§410(b).* Special rules apply if the nonelective contri-
butions are made under a separate plan and the CODA
plan year is changed in order to allow aggregation under
§410(b).”

Example: Five eligible employees participate in a plan
which offers a salary reduction CODA and provides for
discretionary employer contributions that meet the defin-

%8401(m)(4)(C); Reg. §1.401(k)-6.

Reg. §1.401(k)-6.

*OReg. §1.401(k)-2(a)(6).

*IReg. §1.401(k)-2(a)(6)(ii).

*2Reg. §1.401(k)-2(a)(6)(iii). See 356 T.M., Nondiscrimination Testing
and Permitted Disparity in Qualified Retirement Plans, for a discussion of the
§401(a)(4) nondiscrimination test. See III.C., above, for a discussion of the ag-
gregation rules.

% Reg. §1.401(k)-2(a)(6)(iii).
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ition of qualified nonelective contributions. Employees 1
and 2 are highly compensated employees. The employer
elects to compute the actual deferral percentage for the
non-highly compensated employees for the current year

and not the prior year. For the 2010 plan year, the follow-
ing contributions were made:

Qualified

Elective Nonelective ADP with

Employee Compensation Contributions Contributions ADP w/o QNEC QNEC
1 $125,000 $11,250 $5,000 9% 13%

2 $120,000 $13,200 $4,800 11% 15%

3 $60,000 $9,000 $3,000 15% 20%

4 $30,000 $0 $1,500 0% 5%

5 $30,000 $2,000 $1,500 6.67% 11.67%

The plan will fail the 1.25 and 2.0 tests if the actual de-
ferral percentages are computed by ignoring the QNECs,
because the ADP for highly compensated employees
(10.00%) is more than 1.25 times the ADP for non-highly
compensated employees (7.22%), and the difference is
greater than 2.0%. However, the plan will pass the 1.25
test if the QNECs are taken into account, as these contribu-
tions help raise everyone’s percentage, and thus the aver-
ages, into a closer range (14.00% for highly compensated
employees, 12.22% for non-highly compensated employ-
ees).

Practice Insight: Although it might be tempting to use only
the QNECs made on behalf of non-highly compensated em-
ployees to satisfy the ADP test (and, therefore keep the ADP
for highly compensated employees lower), the regulations ef-
fectively preclude this by requiring that the QNECs that are
not used to compute the actual deferral percentagest, standing
by themselves, satisfy the general nondiscrimination rules of
§401(a)(4).” Thus, if the QNECs of only the non-highly com-
pensated employees were used to satisfy the ADP test, the re-
maining nonelective contributions (if any) made on behalf of
the highly compensated employees would likely fail §401(a)(4)
nondiscrimination requirements.

The regulations also place limits on the extent to which
targeted QNECs, i.e., QNECs made on behalf of particular
non-highly compensated employees, may be taken into ac-
count’” These are sometimes referred to as “bottom-up”
QNECs because employers would make a QNEC to the non-
highly compensated employee with the lowest compensation
during the year in order to raise the employee’s actual deferral
ratio. If the plan still did not satisfy the ADP test, the employer
would continue to expand the group of non-highly compensat-
ed employees who receive the QNECs to the next lowest paid
employee until the ADP test is satisfied. This methodology al-
lowed a plan to satisfy the ADP test at modest cost because the
QNEC was made for the benefit of the lowest paid employees

¥ Reg. §1.401(k)-2(a)(6)(ii).
5 Reg. §1.401(k)-2(a)(6)(iv).
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but the impact on the ADP test was material when expressed as
a percentage of the employee’s compensation.

To avoid this perceived abuse, the regulations provide that
a plan may count a QNEC for a non-highly compensated em-
ployee that is greater than 5% of the employee’s compensa-
tion only if the QNEC does not exceed two times the plan’s
“representative contribution rate.””* The representative contri-
bution rate is based on the “applicable contribution rate” of a
certain non-HCE.™ The applicable contribution rate for a non-
HCE is calculated by taking the QMACsS that are considered
elective contributions for the year, plus any QNECs, divided
by the non-HCEs compensation for the year.’® The represen-
tative contribution rate is then determined to be the greater of:
(i) the lowest applicable contribution rate of a non-HCE among
a group of non-HCEs that consists of at least half of the non-
HCEs; or (ii) the lowest applicable contribution rate of any
non-HCE in a group of all non-HCEs who are employed as of
the last day of the plan year’®” A similar limitation applies to
QNECs taken into account under the ACP test.””

Practice Insight: This complicated provision is intended to
prevent employers from providing much larger QNECs to the
very lowest paid employees, in order to satisfy the ADP test.

A special rule, however, increases the 5% threshold to
10% for QNECs made in connection with an employer’s oblig-
ation to pay a prevailing wage under the Davis-Bacon Act.””!

The election to count all or part of QMACs or QNECs as
elective contributions can be made under either the current year
method or the prior year method and may vary from year to
year; there is no requirement in the regulations that the election
be made in writing or in connection with any filing. (See IIL.D.,
above, for discussion regarding current- and prior-year testing
methods). However, in order to be taken into account for a year
under the prior-year method, a QNEC or QMAC must be allo-
cated as of a date within the year and must actually be paid to

Reg. §1.401(k)-2(a)(6)(iv)(A).
*TReg. §1.401(k)-2(a)(6)(iv)(C).
*®Reg. §1.401(k)-2(a)(6)(iv)(C).
*®“Reg. §1.401(k)-2(a)(6)(iv)(B).
T0Reg. §1.401(m)-2(a)(6)(V)(A).
"'Reg. §1.401(k)-2(a)(6)(iv)(D).
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the trust no later than the end of the 12-month period follow-
ing the end of the year for which the contribution is taken into
account.””” Consequently, under the prior year testing method,
in order to be taken into account in calculating the ADP or
ACP for non-highly compensated employees for the prior year,
a QNEC or QMAC must be contributed by the end of the test-
ing year.

Example: If the prior-year testing method is used for the
2024 testing year, QNECs that are allocated to the ac-
counts of non-highly compensated employees for the 2023
plan year (i.e., the prior year) must be contributed to the
plan by the end of the 2024 plan year in order to be treated
as elective contributions for purposes of the ADP test for
the 2024 testing year. By contrast, in order to be taken in-
to account in calculating the ADP for highly compensated
employees for the 2024 testing year, a QNEC or QMAC
must be contributed by the end of the 2025 plan year.””

Practice Insight: A plan may violate limitation require-
ments under §415 even if the employer makes the QNEC or
QMAC contribution within the time period described above
(i.e., before the end of the 12-month period following the end
of the year for which the contribution is taken into account).
See II.A.2.a., above, for a discussion of the §415 requirements.
For purposes of satisfying §415, employer contributions shall
not be deemed credited to a participant’s account for a partic-
ular limitation year unless the contributions are actually made
to the plan no later than 30 days after the end of the period de-
scribed in §404(a)(6) applicable to the tax year with or within
which the particular limitation year ends.””* Thus, contributions
made after this date are treated as annual additions for the next
§415 limitation year. Accordingly, under either the prior year
testing method or the current year testing method, a violation of
§415(c) might occur if QNECs or QMAC:s are contributed after
the date described in Reg. §1.415(c)-1(b)(6)(1)(B), but before
the end of the 12-month period following the end of the year
for which the contribution is taken into account.””

As mentioned above, a plan must satisfy the nondiscrim-
ination requirements of §401(a)(4) with respect to the amount
of nonelective contributions, both including and excluding the
QNECs treated as elective contributions.”” These rules raise
particular issues if prior year testing is used since the QNECs
used as elective contributions for highly compensated employ-
ees and non-highly compensated employees relate to different
ADP testing years. If, for example, a QNEC is made for a prior
year to improve the ADP test results for the current year, only
the QNECs for non-highly compensated employees would be
treated as elective contributions for the prior year. When those
QNECs are excluded in testing for §401(a)(4) compliance for
the prior year, the highly compensated employees may have re-
ceived disproportionate nonelective contributions.

QNECs and QMACs cannot be taken into account in per-
forming the ADP test for a plan to the extent such contributions

2 Reg. §1.401(k)-2(a)(6)(i), §1.401(m)-2(a)(6)(i).
" Notice 98-1.

7 Reg. §1.415(c)-1(b)(6)(i)(B).

" Notice 98-1, §IV.A.

T0Reg. §1.401(k)-2(a)(6)(ii); see also Notice 98-1.
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are taken into account for purposes of satisfying any other ADP
test, any ACP test, or any safe harbor contribution require-
ment.”” Thus, for example, a QNEC cannot be taken into ac-
count under both the ADP and ACP tests, effectively prohibit-
ing double counting.

3. Contribution Consideration for Plans That Change
from the Current Year to the Prior Year Testing
Method

If a plan changes from the current year testing method to
the prior year method, QNECs that were taken into account for
the current year testing method for a year may not be taken in-
to account under the prior year testing method the next year.”®
Under these rules, the ADP for non-highly compensated em-
ployees for the prior year is determined taking into account on-
ly: (1) elective contributions for those non-highly compensat-
ed employees that were taken into account for purposes of the
ADP test (and not the ACP test) under the current year testing
method for the prior year; and (2) QNECs that were allocated
to the accounts of those non-highly compensated employees for
the prior year but that were not used to satisfy the ADP test or
the ACP test under the current year testing method for the prior
year.

The ACP for non-highly compensated employees for the
prior year is determined taking into account only: (1) employee
after-tax contributions for those non-highly compensated em-
ployees for the prior year; (2) matching contributions for those
non-highly compensated employees that were taken into ac-
count for purposes of the ACP test (and not the ADP test)
under the current year testing method for the prior year; and (3)
QNECs that were allocated to the accounts of those non-high-
ly compensated employees for the prior year but that were not
used to satisfy the ACP test or the ADP test under the current
year testing method for the prior year.””

Thus, in determining the ADP for non-highly compensated
employees for the prior year, the following contributions made
for the prior testing year are disregarded: QNECs used to sat-
isfy either the ADP or ACP test under the current year testing
method for the prior testing year, elective contributions taken
into account for purposes of the ACP test, and all QMACs.
Similarly, in determining the ACP for non-highly compensated
employees for the prior year, the following contributions made
for the prior testing year are disregarded: QNECs used to sat-
isfy either the ADP or ACP test under the current year testing
method for the prior testing year, QMACs taken into account
for purposes of the ADP test, and all elective contributions.

Example: Assume Employer B established Plan M, a cal-
endar year §401(k) plan, in 2014 and, through the 2024
testing year, has always used the current year testing
method under Plan M. The ADP for the highly compen-
sated employees under Plan M is 7% for the 2024 testing
year. Based solely on elective contributions by non-highly
compensated employees under Plan M for the 2024 testing

TReg. §1.401(k)-2(a)(6)(vi), §1.401(m)-2(a)(5)(ii).

8 Reg. §1.401(k)-2(a)(6)(vi). The limitations on double counting did not
apply for testing years beginning before January 1, 1999. See Notice 98-1.

PReg. §1.401(m)-2(a)(6)(vi).
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year, the ADP for non-highly compensated employees for
the 2024 testing year is 4%. In order to satisfy the ADP
test, Employer B provides a QNEC to each non-highly
compensated employee for the 2024 testing year equal to
1% of compensation. No other contributions under Plan M
are taken into account in determining the ADP for non-
highly compensated employees. Thus, the ADP for non-
highly compensated employees for the 2024 testing year
is 5%. Plan M is amended to use the prior year testing
method instead of the current year testing method for pur-
poses of the ADP test for the 2025 testing year.

In determining the ADP for non-highly compensated em-
ployees under Plan M for the 2025 testing year in ac-
cordance with the prior year testing method, the elective
contributions made by non-highly compensated employ-
ees under Plan M for the 2024 plan year are taken into ac-
count. However, the QNECs equal to 1% of compensation
made under Plan M on behalf of non-highly compensated
employees for the 2024 plan year are disregarded because
they were used to satisfy the ADP test for the 2024 testing
year. Thus, for purposes of the 2025 testing year, the ADP
for non-highly compensated employees for the prior year
is 4% (unless additional QNECs for non-highly compen-
sated employees are timely contributed and allocated for
the 2024 plan year).

I. Contributions Taken into Account for ACP Testing

Employee after-tax contributions and matching contribu-
tions are taken into account for purposes of calculating the ac-
tual contribution percentage under the ACP test. In certain cir-
cumstances, discussed below, elective contributions and qual-
ified nonelective contributions may be added to the employee
after-tax contributions and matching contributions when mak-
ing this calculation. See 1.D., above, for definitions of the con-
tribution types.

Employee after-tax contributions are taken into account
for ACP test purposes for the plan year in which the contri-
bution is made — which generally means the year in which
the amount is withheld from pay, so long as they are transmit-
ted within a reasonable period after the withholding.™ If the
plan failed the ADP test, excess contributions may be rechar-
acterized as employee after-tax contributions.” Excess contri-
butions under the ADP test recharacterized as after-tax contri-
butions are taken into account for the plan year in which the
excess contributions would be included in gross income if dis-
tributed, i.e., in the year the elective contributions were made,
if they are recharacterized within 2%2 months after the end of
the plan year, and if they exceed the $100 de minimis thresh-
old; otherwise they are taken into account in the following plan
year.®

A matching contribution is taken into account for a plan
year only if it is allocated to the employee’s account under the

#0Reg. §1.401(m)-2(a)(4)(i).

¥ See III.M.5., below, for a description of recharacterizing excess contri-
butions as employee after-tax contributions.

Reg. §1.401(m)-2(a)(4)(ii); see Reg. §1.401(k)-2(b)(2)(vi) and
§1.401(k)-2(b)(3).
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terms of the plan as of a date within that year, is made or al-
located on account of the employee’s elected contributions or
employee after-tax contributions for that year, and is actually
paid to the trust no later than 12 months following the end of
the year.™ Matching contributions that are made in a year, but
cannot be taken into account because they do not satisfy these
conditions, may not be taken into account in the ACP test for
any other plan year, but instead must satisfy the §401(a)(4)
nondiscrimination requirements for the plan year in which they
are allocated under the plan as if they were the only nonelec-
tive contributions for that year.™ The §401(a)(4) nondiscrim-
ination requirements are discussed in 356 T.M., Nondiscrimi-
nation Testing and Permitted Disparity in Qualified Retirement
Plans.

1. Matching and Employee After-Tax Contributions
Not Taken into Account for ACP Testing

A number of additional rules apply under which matching
contributions and employee after-tax contributions are not tak-
en into account for the ACP test:

(1) Certain disproportionate matching contributions are
not taken into account. Specifically, matching contribu-
tions are not taken into account for non-highly compensat-
ed employees to the extent they exceed the greatest of: (i)
5% of compensation; (ii) the employees’ elective contri-
butions for the year; and (iii) twice the plan’s “represen-
tative matching rate.”” The plan’s “representative match-
ing rate” is the lowest matching rate for any eligible non-
highly compensated employee among a group that consists
of half of all eligible non-highly compensated employ-
ees who make elective contributions for the plan year.’®
(However, the representative matching rate is not less than
the lowest matching rate for all eligible non-highly com-
pensated employees in the plan who are employed by the
employer on the last day of the plan year and who make
elective contributions for the year.) The matching rate is
generally the matching contributions made for the employ-
ee divided by the elective contributions for the year.”™

Practice Insight: This complicated provision is intended to
prevent employers from providing much larger matching con-
tributions to the very lowest paid employees, in order to satis-
fy the ACP test. However, it is somewhat broader than neces-
sary to address the perceived abuse. The provision means that
matching contributions in excess of 100% of any employee’s
elective contributions are disregarded under the ACP test. This
creates challenges for a plan that provides for matching contri-
butions in excess of 100% of an employee’s elective contribu-
tions, sometimes referred to as “super matches,” even if the su-
per match is generally available.

(2) Qualified matching contributions used to satisfy the
ADRP test are not taken into account for the ACP test.”®

FReg. §1.401(m)-2(a)(4)(iii).

*Reg. §1.401(m)-2(a)(5).

¥ Reg. §1.401(m)-2(a)(5)(ii)(A). Note if the plan provides a match based
on an employee’s after-tax contributions, such contributions will be taken into
consideration as specified under Reg. §1.401(m)-2(a)(5)(ii)(D).

% Reg. §1.401(m)-2(a)(5)(ii)(B).

FReg. §1.401(m)-2(a)(5)(ii)(C).

¥ Reg. §1.401(m)-2(a)(5)(iii); see Reg. §1.401(k)-2(a)(6).
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(3) Certain matching contributions that are taken into ac-
count under safe harbor provisions are not taken into ac-
count. Specifically, where a plan satisfies the safe harbor
requirements of §401(m)(11) or §401(m)(12) but nonethe-
less must apply the ACP test to employee after-tax contri-
butions, it is permitted to disregard matching contributions
in applying that test. In addition, if the plan satisfies the
ADP safe harbor requirements under §1.401(k)-3, but does
not satisfy the ACP safe harbor requirements, the plan may
disregard all matching contributions that do not exceed 4%
of an employee’s compensation (or 3.5% if a plan satisfies
the ADP safe harbor under §401(k)(13)).* See IV., for a
discussion of safe harbor requirements.

(4) A matching contribution is not taken into account if it
is forfeited because it relates to an excess contribution un-
der §401(k), excess deferral under §402(g) or excess ag-
gregate contribution under §401(m).”

(5) Employee after-tax contributions and matching contri-
butions made by reason of qualified military service under
§414(u) are not taken into account.”

2. Counting Elective Contributions and Qualified
Nonelective Contributions for ACP Testing

592

Elective contributions and QNECs™" can be taken into ac-

count in applying the ACP test if several conditions are satis-
fied:™

(1) The contributions are allocated to the employee’s ac-
count as of a date within the year, meaning that they are
not contingent upon participation in the plan or perfor-
mance of services on any subsequent date, and are actually
paid to the trust no later than 12 months after the end of
the year to which the contribution relates.”

(2) Elective contributions can be taken into account for the
ACEP test only if the ADP test is met including the elective
contributions (as opposed to relying on the design-based
safe harbor of §1.401(k)-3), as well as excluding the elec-
tive contributions.”

(3) Elective contributions that cannot be taken into account
for purposes of the ADP test cannot be taken into account
for purposes of the ACP test.”* This includes elective con-
tributions treated as catch-up contributions and elective
deferrals that exceed the limitations of §402(g).

(4) The qualified nonelective contributions, including and

ment Plans, for a discussion of the §401(a)(4) nondiscrim-
ination requirements.

(5) The plan providing for the qualified nonelective con-
tributions or elective contributions must be permitted to be
aggregated with the plan for which the ACP test is being
performed.™ See III.C.2., above, for a discussion of the
permitted aggregation rules.

(6) Disproportionate QNECs cannot be taken into account
for a non-highly compensated employee to the extent the
contributions exceed the greater of 5% of compensation or
twice the plan’s representative contribution rate. “Repre-
sentative contribution rate” is defined in a manner simi-
lar to “representative matching rate,” discussed earlier in
this section. See III.LH.2., above, for a discussion of the
representative contribution rate. The 5% contribution rate
increases to 10% for qualified nonelective contributions
made in connection with obligations under the Davis-Ba-
con Act.™

(7) QNECs cannot be taken into account for ACP testing
if they are taken into account for purposes of satisfying
an ADP test, another ACP test, or the safe harbor design
requirements of Reg. §1.401(k)-3, §1.401(m)-3, or
§1.401(k)-4.°° This means, for example, that QNECs taken
into account for current year ACP testing may not be taken
into account in the following year for prior year ACP test-
ing.

Example: An employer maintains a qualified profit-shar-
ing plan containing a CODA. Employees may make elec-
tive contributions under the CODA, and the employer will
make a matching contribution equal to 50% of the elective
contributions which do not exceed 6% of the participant’s
compensation. In addition, the employer makes annual,
nonelective profit-sharing contributions based upon the
employer’s profits for the year. All employer contributions
under the plan are fully and immediately vested, and are
subject to the elective contributions distribution restric-
tions (e.g., distribution may not be made before age 59%2
in circumstances other than death, disability, or severance
from employment). The employer elects to compute the
actual contribution percentage for the non-highly compen-
sated employees for the current year and not the prior year.
For Plan Year 1, the following contributions are made un-
der the plan, expressed as a percentage of compensation:

excluding those contributions taken into account for the
ADP or ACP test, or both, must satisfy §401(a)(4) nondis- o ) ) Qualified
crimination requirements.”’” See 356 T.M., Nondiscrimina- Eligible Elective Matching | Nonelective
tion Testing and Permitted Disparity in Qualified Retire- Employee | Contributions | Contributions | Contributions
1 (HCE) 6% 3% 1%
2 (HCE) 0% 0% 1%
¥ Reg. §1.401(m)-2(a)(5)(iv). 3 (Non-
*"Reg. §1.401(m)-2(2)(5)(V). HCE) 4% 2% 1%
" Reg. §1.401(m)-2(a)(5)(vi).
¥2See 1.D.5., above, for a definition of QNECs.
¥ Reg. §1.401(m)-2(a)(6).
¥ Reg. §1.401(m)-2(a)(6)(i). _
*Reg. §1.401(m)-2(a)(6)(ii); see Reg. §1.401(m)-2(a)(7) Ex. 3. *®Reg. §1.401(m)-2(a)(6)(iv).
Reg. §1.401(m)-2(a)(6)(ii). P Reg. §1.401(m)-2(a)(6)(V).
*TReg. §1.401(m)-2(a)(6)(iii). S°Reg. §1.401(m)-2(a)(6)(vi).
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4 (Non-
HCE) 0% 0% 1%
5 (Non-
HCE) 0% 0% 1%
6 (Non-
HCE) 0% 0% 1%

Employees 1 and 2 are highly compensated employees,
and the others are not. The elective contributions, standing
alone, will fail to satisfy the ADP test (1.25 or 2.0 tests).
The actual deferral percentage for the highly compensated
employees will be 3% (6% + 0% = 6%/2 = 3%), while the
actual deferral percentage for the non-highly compensated
employees will be only 1% (4% + 0% + 0% + 0% = 4%/4
= 1%). If the nonelective contributions are combined with
the elective contributions, however, the ADP 2.0 test will
be satisfied. The actual deferral percentage for the highly
compensated employees will be 4% (7% + 1% = 8%/2 =
4%), and the actual deferral percentage for the non-highly
compensated employees will be 2% (5% + 1% + 1% + 1%
=8%/4 =2%).

The matching contributions will satisfy neither ACP test
(1.25 test nor the 2.0 test). The contribution percentage for
the highly compensated employees will be 1.5% (3% + 0%
= 3%/2 = 1.5%), and the contribution percentage for the
non-highly compensated employees will be 0.5% (2% +
0% + 0% + 0% = 2%/4 = 0.5%). The nonelective contri-
butions may not be combined with the matching contribu-
tions to help them satisfy the ACP test because the non-
elective contributions are already needed to help satisfy
the ADP test.

If the nonelective contributions in the foregoing example
were 5% of compensation instead of 1% for each eligible
employee, the nonelective contributions could be divided
into two parts, a 1% contribution that would permit the
elective contributions to satisfy the APD 2.0 test, and a 4%
contribution that would permit the matching contributions
to satisfy the ACP 1.25 test.

Practice Insight: Where QNECs are sufficient either to
help elective contributions satisfy the ADP test or to help
matching contributions satisfy the ACP test but not both, there
appears to be no constraint on the administrator’s ability to
choose whether to apply such nonelective contributions toward
the ADP test or the ACP test.

Note: If matching contributions are forfeited as excess ag-
gregate contributions (i.e., to correct an ACP test failure, as dis-
cussed in I[II.M.7., below), any highly compensated employees
who are not vested will prefer to have QNECs applied first to
help satisfy the ACP test before they are applied to the ADP
test because a return of excess elective contributions is not as
unattractive as a forfeiture of matching contributions, although
any matching contributions attributable to the excess elective
contributions would be forfeited.

See also III.L.1., below, for a discussion of using nonelec-
tive employer contributions to satisfy the ACP test.

J. Illustrations of the ADP and ACP Tests

1. The 1.25 Test

The 1.25 test is satisfied if the actual deferral percentage or
the actual contribution percentage, as applicable, for the high-
ly compensated employees is not more than the actual deferral
percentage for the non-highly compensated employees multi-
plied by 1.25.”

Example 1: An employer maintains a profit-sharing plan
consisting solely of a CODA, under which employees may
make elective contributions pursuant to salary reduction
agreements, up to a maximum of 15% of compensation.
The plan defines compensation for testing purposes as
gross pay before any salary reductions. For the 12-month
plan year ending December 31, 2024, the employer elects
to compute the actual deferral percentage for the non-high-
ly compensated employees for the current year and not the
prior year. The seven eligible employees make the follow-
ing elections:

“1§401(K)(3)(A) D)D)

Compensation Before
Eligible Employee Plan Contribution | Elective Contribution Actual Deferral Ratio
1 $120,000 $12,000 10% ($12,000/$120,000)
2 $110,000 $11,000 10% ($11,000/$110,000)
3 $30,000 $4,500 15% ($4,500/$30,000)
4 $25,000 $2,500 10% ($2,500/$25,000)
5 $20,000 $0 0% ($0/$20,000)
6 $15,000 $0 0% ($0/$15,000)
7 $12,000 $1,800 15% ($1,800/$12,000)
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Employees 1 and 2 are highly compensated employees un-

der §414(q). Their actual deferral percentage is 10% (10% 3 (Non-HCE) 15% 7.5%
+ 10% = 20%/2 = 10%). The actual deferral percentage

for the non-highly compensated employees is 8% (15% + 4 (Non-HCE) 10% 5%
10% + 0% + 0% + 15% = 40%/5 = 8%). Under this ex- 5 (NOH-HCE) 0% 0%
ample, the 1.25 test is satisfied because the actual deferral

percentage for the highly compensated employees (10%) 6 (Non-HCE) 0% 0%
does not exceed 1.25 multiplied by the actual deferral per- 7 (Non-HCE) 15% 750

centage for the non-highly compensated employees (8%).

Example 2: A plan provides for matching contributions
equal to 50% of all elective contributions, and does not
provide for any after-tax employee contributions. Also, the
employer elects to compute the actual contribution per-
centage for the non-highly compensated employees for the
current year and not the prior year. For the current plan
year, the elective contributions and matching contributions
represent the following percentages of compensation for
each eligible employee:

The actual contribution percentage for the highly compen-
sated employees equals 5% (5% + 5% = 10%/2 = 5%). The
average contribution percentage for the non-highly com-
pensated employees is 4% (7.5% + 5% + 0% + 0% + 7.5%
=20%/5 = 4%). The matching contributions for the current
plan year satisfy the 1.25 test because the contribution per-
centage for the highly compensated employees (5%) does
not exceed 1.25 multiplied by the actual contribution per-
centage for the non-highly compensated employees (4%).

Example 3: Another employer also maintains a profit-shar-
Elective Matching ing plan consisting solely of a CODA, under which em-
Contribution as | Contribution as ployees may make elective contributions, up to a max-
Eligible a Percentage of | a Percentage of imum of 20% of compensation. The plan defines com-
Employee Compensation | Compensation pensation for testing purposes as gross pay before any
o N salary reductions. The employer uses the prior year testing

1 (HCE) 10% 2% method. For the plan year ending December 31, 2024,
2 (HCE) 10% 5% there are 10 eligible employees, and four of them enter into

salary reduction agreements as follows:
2024 Plan Year
Compensation Before

Eligible Employee Salary Reduction | Elective Contributions Actual Deferral Ratio

1 $70,000 $7,000 10% ($7,000/$70,000)

2 $60,000 $9,000 15% ($9,000/$60,000)

3 $30,000 $6,000 20% ($6,000/$30,000)

4 $25,000 $0 0% (80/$25,000)

5 $20,000 $800 4% ($800/$20,000)

6 $18,000 $0 0% ($0/$18,000)

7 $15,000 $0 0% ($0/$15,000)

8 $12,000 $0 0% (80/§12,000)

9 $10,000 $0 0% ($0/$10,000)

10 $8,000 $0 0% ($0/$8,000)

A -60 08/01/2025

Employees 1 and 2 are 5% owners, and are therefore high-
ly compensated employees under §414(q). For the preced-
ing plan year (ending December 31, 2023), there was a
somewhat different group of eligible employees. Employ-
ees 2, 5, 7, and 10 in the above example were not eligi-

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
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ble employees in 2023. Employees 11 and 12 were eligible
employees in 2023, but were no longer employed in 2024.
In 2023, the only highly compensated eligible employee
was Employee 1. The 2023 salary reduction elections were
as follows:
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2023 Plan Year
Compensation Before
Eligible Employee Salary Reduction | Elective Contributions Actual Deferral Ratio
1 $60,000 $7,200 12% ($7,200/$60,000
3 $25,000 $5,000 20% ($5,000/$25,000)
4 $24,000 $4,800 20% ($4,800/$24,000)
6 $16,000 $0 0% ($0/$16,000)
8 $10,000 $0 0% ($0/$10,000)
9 $10,000 $0 0% (80/$10,000)
11 $10,000 $2,000 20% ($2,000/$10,000)
12 $10,000 $1,000 10% ($1,000/$10,000)

The 2024 actual deferral percentage for the highly com-
pensated employees is based on 2024 data. That percent-
age is 12.5% (10% + 15% = 25%/2 = 12.5%). The actual
deferral percentage for the non-highly compensated eligi-
ble employees is determined using 2023 data. That per-
centage is 10% (20% + 20% + 0% + 0% + 0% + 20% +
10% = 70%/7 = 10%). This plan also meets the 1.25 test
for the year 2024, because the actual deferral percentage
for the highly compensated employees (12.5%) does not
exceed 1.25 multiplied by the actual deferral percentage
for the non-highly compensated employees (10%).

Practice Insight: Assuming that the employer continues to

use prior year data in computing the actual deferral percentage
for the non-highly compensated employees for the 2025 and
subsequent plan years, the employer will know in early 2025
that this actual deferral percentage for the non-highly compen-
sated employees will be only 3% for 2025 (20% + 0% + 4% +
0% + 0% + 0% + 0% + 0% = 24%/8 = 3%).

2. The 2.0 Test
The 2.0 test is satisfied if both of the following statements

(1) The actual deferral percentage or the actual contribu-
tion percentage, as applicable, for the highly compensated
employees does not exceed the actual deferral percentage
or the actual contribution percentage, as applicable, for the
non-highly compensated employees multiplied by 2.0, and

(2) The difference between the actual deferral percentage
or the actual contribution percentage, as applicable, for the
highly compensated employees and the actual deferral per-
centage or actual contribution percentage, as applicable,
for the non-highly compensated employees is not more
than two percentage points.””

Example 4: The plan described in Example 1, above, con-
tinues to have seven eligible employees during the plan
year ending December 31, 2025. Again, the employer
elects to compute the actual deferral percentage for the
non-highly compensated employees for the current year
and not the prior year. The results of the 2025 cash or de-
ferred elections are as follows:

928401(k)(3)(A)(ii)(ID).

are true:
Compensation Before
Eligible Employee Plan Contribution | Elective Contributions Actual Deferral Ratio
1 $100,000 $5,000 5% ($5,000/$100,000)
2 $100,000 $3,000 3% ($3,000/$100,000)
3 $35,000 $0 0% ($0/$35,000)
4 $30,000 $3,000 10% ($3,000/$30,000)
5 $25,000 $0 0% (80/$25,000)
6 $20,000 $0 0% (80/$20,000)
7 $15,000 $0 0% ($0/$15,000)
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Employees 1 and 2 are the only highly compensated em-
ployees and their actual deferral percentage is 4% (5% +
3% = 8%/2 = 4%). The actual deferral percentage for the
non-highly compensated employees is 2% (0% + 10% +
0% + 0% + 0% = 10%/5 = 2%). The 2.0 test is satisfied
in this case, because the actual deferral percentage for the
highly compensated employees (4%) does not exceed the
actual deferral percentage for the non-highly compensated
employees (2%) multiplied by 2.0, and the difference be-
tween the percentages is not greater than two percentage
points.

Example 5: A plan provides for employer matching contri-
butions equal to 50% of all elective contributions, there are
no after-tax employee contributions, the employer elects
to compute the actual contribution percentage for the non-
highly compensated employees for the current year and
not the prior year, and the elective contributions and
matching contributions represent the following percent-
ages of pay in the current plan year:

3 (Non-HCE) 5% 2.5%
4 (Non-HCE) 0% 0%
5 (Non-HCE) 10% 5%
6 (Non-HCE) 0% 0%
7 (Non-HCE) 0% 0%

The actual contribution percentage for the highly compen-
sated employees is 2% (3.5% + 0.5% = 4%/2 = 2%). The
actual contribution percentage for the non-highly compen-
sated employees is 1.5% (2.5% + 0% + 5% + 0% + 0%
= 7.5%/5 = 1.5%). These percentages do not satisfy the
1.25 test, but they satisfy the 2.0 test because the actual
contribution percentage for highly compensated employ-
ees (2%) does not exceed 200% of the actual contribution
percentage for the non-highly compensated employees
(1.5%), and the actual contribution percentage for highly
compensated employees does not exceed the actual contri-
bution percentage for non-highly compensated employees

Elective Matching by more than two percentage points.
Contribution as | Contribution as
Eligible a Percentage of | a Percentage of Example 6: Under the plan described in Example 3, above,
Employee Compensation | Compensation only 'three of. eight remaining eligible employees make
| (HCE) 7% 3 59 glle,cégfzesf(;rslt;“giluot\l;sn:s for the plan year ending December
2 (HCE) 1% 0.5%
2025 Plan Year
Compensation Before

Eligible Employee Salary Reduction | Elective Contributions Actual Deferral Ratio

1 $70,000 $7,000 10% ($7,000/$70,000)

2 $60,000 $0 0% (80/§60,000)

3 $30,000 $2,700 9% ($2,700/$30,000)

4 $25,000 $3,750 15% ($3,750/$25,000)

5 $20,000 $0 0% ($0/$20,000)

6 $18,000 $0 0% (80/§18,000)

7 $15,000 $0 0% (80/§15,000)

8 $12,000 $0 0% ($0/12,000)
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The highly compensated employees for 2025 are Employ-
ees 1 and 2, who are 5% owners. Their actual deferral per-
centage is 5% (10% + 0% = 10%/2 = 5%). The actual de-
ferral percentage for the non-highly compensated eligible
employees, determined based on 2024 data illustrated un-
der Example 2, above, is 3%. This plan satisfies the 2.0
test in 2025, because the actual deferral percentage for the
highly compensated employees (5%) does not exceed the
actual deferral percentage for the non-highly compensated
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employees (3%) multiplied by 2.0, and the difference be-
tween the two percentages is not greater than two percent-
age points.

Practice Insight: After the end of the 2025 plan year, the
employer will know that the actual deferral percentage for 2026
for the non-highly compensated employees (absent an election
to use current year data for that year) will be 4% (9% + 15% +
0% + 0% + 0% + 0% = 24%/6 = 4%). This will permit the high-
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ly compensated eligible employees to defer, on average, 6% in

2026.

Example 7: Five eligible employees participate in a plan
which offers a salary reduction CODA and provides for
discretionary employer contributions that meet the defin-

ition of qualified nonelective contributions. Employees 1
and 2 are highly compensated employees. The employer
elects to compute the actual deferral percentage for the
non-highly compensated employees for the current year
and not the prior year. For the 2014 plan year, the follow-

ing contributions were made:

Elective Nonelective ADR with

Employee Compensation Contributions Contributions| ADR w/o QNEC QNEC
1 $100,000 $9,000 $5,000 9% 14%

2 $90,000 $9,000 $4,500 10% 15%

3 $60,000 $9,000 $3,000 15% 20%

4 $30,000 $0 $1,500 0% 5%

5 $30,000 $2,000 $1,500 6.67% 11.67%

Without taking into account the QNECs, the plan fails
both the 1.25 test and the 2.0 test as follows: The actual
deferral percentage for the highly compensated employees
(Employees 1 and 2) and non-highly compensated em-
ployees (Employees 3, 4, and 5), without taking into ac-
count the QNECs, are 9.5% (9% + 10% = 19%/2 = 9.5%)
and 7.22% (15% + 0% + 6.67% = 21.67%/3 = 7.22%), re-
spectively. Since 9.5% is greater than both 1.25 x 7.22%
(9.03%), and 7.22% + 2.00 (9.22%), the elective contribu-
tions, taken alone, do not pass the nondiscrimination test.
However, by taking into account the QNECs, the actual
deferral percentage for the highly compensated employees
and non-highly compensated employees are 14.5% (14%
+ 15% = 29%/2 = 14.5%) and 12.22% (20% + 5% +
11.67% = 36.67%/3 = 12.22%), respectively. Since 14.5%
is less than 1.25 times 12.22% (15.28%), the plan passes
the 1.25 test when QNECs are taken into account.

Variables Affecting Compliance with the ADP and
ACP Tests

In many cases, it will be difficult to know before the end of

a plan year whether the ADP or ACP tests have been satisfied
for the year. Employees may change their plan elections during
the course of a year, or their employment may terminate, and
new employees may become eligible during the year and make
new elections. Where employers use prior year data in deter-
mining the actual deferral percentage and/or actual contribution
percentage of the non-highly compensated employees, that per-
centage will not fluctuate based on events during the current
plan year, but there will still be variation and unpredictability in
the actual deferral percentage and actual contribution percent-
age for the highly compensated employees.
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Example: Under a profit-sharing plan that provides solely
for elective contributions, and for which the employer
elects to use current year data in computing the actual de-
ferral percentage for the non-highly compensated employ-
ees, the following eligible employees have elections in ef-
fect at the beginning of the 2024 plan year under which
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their monthly salary will be reduced by an amount equal to
the following percentage (the plan includes elective con-
tributions in the definition of “compensation” for purposes
of the ADP tests):

Percentage

Reduction

Eligible Annual Rate of (Anticipated
Employee Salary| Deferral Ratio)
1 $120,000 10%

2 $115,000 0%

3 $30,000 3%

4 $25,000 15%

5 $20,000 3%

6 $15,000 0%

7 $12,000 0%

8 $10,000 0%

9 $8,000 0%

The plan is expected to satisfy the 2.0 test, because the ac-
tual deferral percentage for the highly compensated em-
ployees (Employees 1 and 2) is expected to be 5%, and
the actual deferral percentage for the non-highly compen-
sated employees is expected to be 3%. If, however, Em-
ployee 4 decides at the end of the second month to termi-
nate his salary reduction election because he needs the ad-
ditional cash, his deferral percentage will drop from 15%
to 2.5% and the plan will cease to satisfy the 2.0 test. The
plan would also fail to satisfy the 2.0 test if Employee 2
began elective contributions during the year, or if one or
more non-highly compensated employees became eligible
and elected no contributions.

08/01/2025 A -63



l.L.

Detailed Analysis

L. Measures to Help Assure Compliance with the ADP
and ACP Tests

While noncompliance with the 1.25 and 2.0 tests can be
cured by returning excess contributions and excess aggregate
contributions after the end of the plan year, as described below
in III.M., it is still desirable to comply with the test at the outset
and to avoid the administrative cost and risk associated with
making corrections.

1. How to Utilize Additional Nonelective Employer
Contributions to Comply with the ADP and ACP
Tests

As described above in detail,”” an employer may comply
with the 1.25 or 2.0 tests by making additional employer contri-
butions, or shifting contributions from the ADP test to the ACP
test (or vice versa), in order to increase the actual deferral per-
centage of the non-highly compensated employees and pass the
ADP test, or increase the actual contribution percentage of non-
highly compensated participants and pass the ACP test."” These
contributions have to be “qualified,” i.e., nonforfeitable when
allocated to participant accounts and subject to the distribution
restrictions applicable to elective contributions under §401(k)
2)(B)(1) (i.e., generally, a distribution may not be made before
severance from employment, death, disability, age 59%2, hard-
ship, or plan termination).”” Further, these contributions would
need to satisfy the prohibition against disproportionate contri-
butions described above in III.LH.2. and III.1.2. In addition, the
regulations imply that a plan must by its terms provide for the
additional nonelective contributions in order for them to be tak-
en into account.”

There are generally three types of nonelective employer
contributions that may be made to a plan containing a CODA.
The most common is a matching contribution, i.e., a contribu-
tion based on the amount of elective contributions or employ-
ee after-tax contributions made for each employee.” Another
type of contribution is a nonelective contribution, provided on-
ly if, and to the extent, needed to assure compliance with the
ADP or ACP tests. This is referred to as a compliance contri-
bution below. Finally, a plan may provide for nonelective con-
tributions unrelated to the CODA itself, e.g., an annual profit-
sharing contribution that represents the same percentage of pay
for all eligible employees. Some plans provide for two, or even
all three, of the foregoing types of employer contributions.

Because the regulations require that nonelective contribu-
tions be made no later than 12 months after the end of the plan
year during which they are to be counted as contributions for
purposes of the ADP or ACP tests,”” an employer is accorded
the flexibility of testing the plan after year end and then de-
ciding whether to make additional contributions. If a plan fails
the test but corrective distributions or forfeitures are not made
within 22 months (six months in the case of an eligible auto-
matic contribution arrangement) following the end of the plan

5 See IMI.H.2. and TTLL.2., above.

M Reg. §1.401(k)-2(b)(1)(i)(A), §1.401(m)-2(b)(1)()(A).

Reg. §1.401(k)-6, §1.401(m)-5.

Reg. §1.401(k)-2(b)(1)(i), §1.401(m)-2(b)(1)(i).

7See 1.D.2., above, for a definition of matching contributions.

9% See I1I.H.2 and IIL.1.2., above, for further discussion of this timing rule.
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year, the employer should compare the cost of distributing the
excess contributions and/or excess matching contributions and
paying the 10% excise tax under §4979"” with making an addi-
tional qualified matching or nonelective contribution sufficient
to allow the plan to pass the test (taking into account the benefit
such additional contributions provide to participants).

Practice Insight: The general rules governing the tax de-
ductibility of contributions under §404(a)(3) apply to the qual-
ified contributions, making it advantageous to make the contri-
butions before the employer’s tax return deadline (with exten-
sions) for the tax year in which the plan year ends.*"

Of course, passing the ADP and ACP tests may be
achieved through a combination of corrective distributions and
additional contributions.”"!

a. Utilizing Compliance Contributions to Comply with
the ADP and ACP Tests

Some plans permit or require the employer to make con-
tributions for a plan year, at or after the end of the plan year,
in such amounts as will permit the 1.25 or 2.0 test to be satis-
fied. These contributions are generally made only for the bene-
fit of non-highly compensated employees, although they might
be made for all eligible employees. They are generally made
and allocated in proportion to compensation, but other nondis-
criminatory approaches are permissible, including allocation on
a per capita basis (with each participant being allocated the
same dollar amount).

Practice Insight: Depending upon the circumstances, the
same aggregate employer contribution may result in a higher
actual deferral percentage or actual contribution percentage for
the non-highly compensated employees under one approach
versus another.

If this provision for special, nonelective employer contri-
butions is the only measure used under the plan, and if no lim-
it is placed on the deferral elections of the highly compensated
employees, significant expense could result for the employer.

Example: The actual deferral percentage for highly com-
pensated employees is 12.5% for a plan year, and the actu-
al deferral percentage for the non-highly compensated em-
ployees is only 4% taking into account only elective con-
tributions. If the plan only allows the employer to make a
contribution in order to comply with the ADP test, the em-
ployer would have to contribute another 6% of compensa-
tion for the non-highly compensated employees to comply
with the 1.25 test (unless the test can be satisfied with a
smaller contribution allocated on a per capita or other ba-
sis).

Consequently, a plan document should contemplate all
compliance mechanisms offered under the statute and reg-
ulations.

% See TI1.M.9., below, for a discussion of the excise tax under §4979.
6108404 (a)(6).
f'Reg. §1.401(k)-2(b)(1)(ii), §1.401(m)-2(b)(1)(ii).
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b. Utilizing Matching Contributions to Comply with the
ADP and ACP Tests

The most common type of nonelective employer contri-
bution made under a plan containing a CODA is a matching
contribution. Matching contributions can help a plan comply
with the ADP and ACP tests because they provide an incentive
to eligible employees (especially non-highly compensated em-
ployees) to make elective contributions under the plan. A plan
might, for example, provide for matching employer contribu-
tions equal to 25% or 50% of the amount of the elective contri-
butions made by each eligible employee.

In addition, matching contributions are often made nonfor-
feitable and subject to the distribution restrictions applicable to
elective contributions (e.g., distributions may not be made be-
fore age 59Y2 in circumstances other than death, disability, or
severance from employment) so that they may be taken into ac-
count in applying the ADP test as qualified matching contribu-
tions. See III.H.2., above, for a discussion of taking matching
contribution into account under the ADP test.

Practice Insight: If a matching contribution is taken into
account for purposes of the ADP test, then it is not taken into
account for purposes of the ACP test.””

Under some CODAs, especially those maintained by very
large employers, matching contributions do not need to be tak-
en into account in applying the ADP test. In these cases, the
employer may wish to subject those contributions to a vesting
schedule rather than making them immediately nonforfeitable.
This would tend to reduce the employer’s cost, provide an in-
centive to employees to remain with the employer for some pe-
riod of time, and permit the matching contributions to be free
of the elective contribution distribution restrictions.

c. Utilizing Other Nonelective Employer Contributions
to Comply with the ADP and ACP Tests

Many plans also provide for nonelective employer con-
tributions that are independent of elective contributions made
under the plan. For example, some traditional profit-sharing
plans, providing solely for annual nonelective employer con-
tributions made at the discretion of the employer and allocated
among all eligible employees in proportion to compensation,
have been amended to include CODAs in addition to the annual
profit-sharing contributions.

An employer may be able to take into account part or all
of the nonelective employer contributions in order to satisfy the
ADP or ACP test, however; the same QNECs cannot be taken
into account for purposes of both the ADP and ACP tests. See
III.H.2. and IIL.1.2., above, for discussions of taking QNECs in-
to account for purposes of the ADP and ACP tests.

Example: If, taking into account only the elective contri-
butions under the CODA, the actual deferral percentage
for the highly compensated employees is 3%, and the ac-
tual deferral percentage for non-highly compensated em-
ployees is 1%, neither the 1.25 nor the 2.0 test will be
satisfied. If the nonelective contributions represent 1% or
more of compensation, and if they are nonforfeitable and

2 Reg. §1.401(m)-2(a)(5)(iii).
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satisfy the elective contribution distribution restrictions
under §401(k)(2)(B)(1) (i.e., generally, a distribution may
not be made before severance from employment, death,
disability, age 59V, hardship, or plan termination), com-
bining them with the elective contributions will permit
compliance with the 2.0 test.

As noted above in the context of matching contributions,
instead of ensuring that the nonelective contributions can
be utilized in the ADP or ACP tests, an employer may pre-
fer to make a nonelective employer contribution subject
to a vesting schedule or to permit withdrawals before age
592 in circumstances other than disability or severance
from employment.

2. Limiting Amounts Subject to Deferral to Ensure
Compliance with the ADP and ACP Tests

One way of assuring that the ADP and ACP tests will be
satisfied is to limit the amount subject to deferral and, if nec-
essary, to provide for a minimal level of qualified nonelec-
tive employer contributions (i.e., fully vested and subject to the
elective contribution distribution restrictions). As an extreme
example, if: (i) a profit-sharing plan provided for nonelective
employer contributions equal to 2% of compensation; (ii) those
contributions were fully vested and subject to the elective con-
tribution restrictions on distribution; and (iii) highly compen-
sated employees were limited to deferring only an additional
2% of compensation, the 2.0 test would be satisfied in all cas-
es. Even if each of the highly compensated employees chose
to make the maximum 2% elective contribution, thus benefit-
ing from a total 4% contribution, and none of the non-highly
compensated employees elected to defer any amount beyond
the 2% nonelective employer contribution, the actual deferral
percentages of 4% and 2%, respectively, would satisty the 2.0
test.

If, in practice, non-highly compensated employees elect
to defer amounts in addition to the 2% nonelective contribu-
tion, the limit on elective contributions by the highly com-
pensated could be substantially greater than 2% — perhaps as
high as 5% or 6% — without jeopardizing compliance with the
ADP tests, and no limit may be necessary at all. Alternatively,
the 2% nonelective employer contribution could be reduced or
eliminated in many cases where the limit on elective contribu-
tions was sufficient, standing alone, to assure compliance with
the ADP tests.

Practice Insight: Catch-up contributions are not limited to
contributions that exceed a statutory limit, but include contribu-
tions that exceed a plan-design limit (such as the one described
above).”” As a result, some employers limit the amount sub-
ject to deferral but provide for catch-up contributions in excess
of the limit. Since catch-up contributions are not taken into ac-
count under the ADP test, this approach has the virtue of fa-
cilitating compliance with the ADP test while allowing catch-
up eligible participants who may be more likely to be HCEs
because they are older participants to defer more than the em-
ployer-specified limit. To affect ACP compliance, the employ-
er could also exclude catch-up contributions from the match.

*38414(v)(3)(A)(ii); Reg. §1.414(v)-1(£)(2). See VIIL., below.
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Although a limit on elective contributions will indirectly
affect ACP testing by affecting the match earned on such elec-
tive contributions, for purposes of ACP test compliance, a plan
may simply limit the match to an amount that complies with
ACP testing.”"

3. Tracking the Elections During the Year to Ensure
Compliance with the ADP and ACP Tests

Many employers monitor compliance with the ADP and
ACP tests during the course of a year. If provided for in the
plan, the employer can make automatic adjustments to the elec-
tions of highly compensated employees to the extent necessary
to assure compliance, or inform the affected employees of the
likelihood of excess contributions or excess aggregate contribu-
tions and allow them to make appropriate adjustments, if they
desire. Where the former approach can be used because the
plan provides for it, the salary reduction agreement will have to
provide for automatic adjustments to be made to elective con-
tributions by the employer, directly or by reference to the plan
document.

Example: A profit-sharing plan includes elective contri-
butions. Each month, the plan administrator projects the
compensation and elective contributions for each highly
compensated eligible employee for the plan year, based
upon compensation and contributions made to date during
the plan year and projected pay levels and contributions
for the remainder of the year. If current year data is used
in determining the actual deferral percentage and/or actual
contribution percentage of the non-highly compensated el-
igible employees, the same projections are done for those
employees as well. If the administrator determines, based
upon these projections, that the 1.25 and 2.0 tests will not
be satisfied for the plan year, the administrator is autho-
rized by the plan to reduce unilaterally the elective contri-
butions for the highly compensated employees (and to in-
crease their current salary accordingly) for the balance of
the plan year, to the extent necessary to satisfy either the
1.25 or 2.0 test, and to limit matching contributions, to the
extent necessary to satisfy either the 1.25 or 2.0 test. The
plan might provide that those highly compensated partici-
pants with elections to defer a higher percentage of com-
pensation will have their elective contributions reduced
first, so that no highly compensated participant’s elective
contributions will be reduced so long as any other high-
ly compensated participant has a higher rate of elective
contributions in effect. For example, highly compensated
participants whose elective contributions represent 15% of
compensation will be reduced to 14%, and they and oth-
ers whose elective contributions represent 14% will then
be reduced to 13%, and so on, until the actual deferral per-
centage and/or actual contribution percentage for the high-
ly compensated employees is reduced to a level that will
satisfy either the 1.25 or 2.0 test. Alternatively, the plan
might provide for a pro rata dollar reduction in the elec-
tive contributions for all highly compensated eligible em-
ployees. In addition, the calculation of reductions might

#“Reg. §1.401(m)-2(b)(1)(ii).
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take into account elective contributions already made dur-
ing the plan year, to avoid penalizing participants who are
electing higher percentages of contributions at the time of
the reductions than they elected for earlier months.

Practice Insight: When allocating excess contributions to
correct a failed ADP test, a plan must first allocate the excess
to the highly compensated employees with the highest dollar
amount of elective contributions,”” but there is no requirement
that an employer use the same approach in reducing deferrals
prospectively in an effort to satisfy the ADP test.

4. Nongqualitied Deferred Compensation Plans Used to
Ensure Compliance with the ADP and ACP Tests

Many employers establish nonqualified deferred compen-
sation plans for a select group of their highest paid employees
as an alternative to, or in addition to, participation in a qualified
CODA. The nonqualified plan typically offers the option to de-
fer up to the same maximum percentage of pay as the qualified
CODA, the same level of matching contribution, and the same
or similar investment options. The nonqualified plan will, how-
ever, typically permit deferrals to exceed the §402(g) elective
deferral limit and allow both deferrals and matching contribu-
tions to be made with respect to compensation in excess of the
§401(a)(17) limit. The nonqualified plan might be designed to
be more attractive in other respects as well, such as higher per-
centage deferrals, higher levels of match and more alternative
investment options.

To permit tax to be deferred on the elective contributions
and match, the investments made under the plan are typically
held in the name of the employer, or in a grantor trust (often
called a “rabbi” trust), in either case subject to the claims of
the employer’s general creditors. In addition, to avoid acceler-
ated tax and additional penalties, the plan must comply with
§409A. See 385 T.M., Deferred Compensation Arrangements,
for a more detailed discussion of the requirements that apply to
nonqualified plans.

In order to comply with ERISA, such a nonqualified plan
must be limited to a “select group of management or highly
compensated employees.”'® The Department of Labor has not
defined this term; however, DOL has expressed its view that
this “select group” or “top hat” exemption should be interpreted
in light of congressional intent to limit the provision to indi-
viduals who, by virtue of their position or compensation level,
have the ability to affect or substantially influence the design
and operation of the plan.®"’

If the nonqualified plan can be made sufficiently attractive
so that eligible executives are willing to forgo the extra protec-
tions of the qualified plan (the assets of which are held in trust
and are not subject to the claims of the employer’s general cred-
itors) some of the eligible executives will forgo participation in
the qualified plan, thus reducing the actual deferral percentage
and actual contribution percentage for the highly compensat-
ed participants and improving chances of compliance with the
ADP and ACP tests. Even if this objective is not achieved, the

5See II1.M.1., below, for a discussion of allocating excess contributions.
SIYERISA §201(2), §301(a)(3), §401(a)(1); 29 C.F.R. §2520.104-23.
SDOL Adv. Op. 90-14A.
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nonqualified plan at least offers the eligible executives the op-
portunity to defer amounts in excess of what the ADP and ACP
tests allow them to defer under the qualified plan.

In a 1995 private letter ruling, the IRS approved an
arrangement that made it easier for executives to maximize
their deferrals and matching contributions under the qualified
CODA while leaving the balance deferred under a nonqualified
plan.®"® That ruling described an arrangement under which, be-
fore the beginning of the plan year, the executive elected the
total amount to be deferred under the qualified CODA and non-
qualified plan combined, and also elected whether the amount
ultimately eligible for contribution to the qualified CODA (de-
termined after application of the ADP and ACP tests after year
end) would be contributed to the qualified CODA or distributed
to the executive in cash. The balance was deferred under the
nonqualified plan.

M. Correcting a Failed ADP or ACP Test

As described above, a plan must pass the ADP and ACP
tests, unless it satisfies a design-based safe harbor. If a plan
fails the ADP and ACP tests, corrective measures must be tak-
en, or the plan faces a tax-qualification failure.”” This section
describes corrective distributions, forfeitures, and recharacter-
izations. A plan cannot be amended retroactively to correct
ADP or ACP testing failures.” See III.L.1., above, for a discus-
sion of using compliance contributions to correct a failed test.

1. Calculating and Allocating Excess Contributions to
Correct a Failed ADP Test

If a plan still fails the ADP test after taking into account
any or all qualified nonelective contributions and qualified
matching contributions that are to be made, the plan must either
distribute the excess contributions (plus allocable income) or, if
the plan allows employee after-tax contributions, it may rechar-
acterize the excess contributions as after-tax contributions and
retest the employee contributions under the ACP test.””' A com-
bination of these methods may also be used.”” Excess contribu-
tions may not remain unallocated or be allocated to a suspense
account for reallocation in a future year.

Practice Insight: Computing the amount of the excess con-
tributions for each highly compensated employee, and deter-
mining the investment income allocable to it, involves a sub-
stantial administrative burden and cost. More important, if a
mistake is made, the plan may be disqualified. If too much is
distributed, the excess distribution will, in most cases, violate
the distribution restrictions applicable to elective contributions
under §401(k)(2)(B)(1). If too little is distributed, the plan will
have failed to correct the ADP test failure. Accordingly, vari-
ous steps may be desirable to help assure compliance with the
ADP test without relying on the curative measure of distrib-

"PLR 9530038. See also PLR 9524007, PLR 9752017, PLR 9752018,
PLR 9807010, PLR 9807027, and PLR 200012083. For further discussion of
“wrap-around” arrangements, see 385 T.M., Deferred Compensation Arrange-
ments.

Reg. §1.401(k)-2(b)(1), §1.401(m)-2(b)(1). See IX., below, for a discus-
sion of nonqualified CODAs.

0Reg. §1.401(a)(4)-11(g)(3)(vii).

' Reg. §1.401(k)-2(b)(3).

2 Reg. §1.401(k)-2(b)(1)(ii).
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uting excess contributions. However, if a failure does occur,
the plan sponsor should determine if a correction procedure
is available to cure the failure and restore the plan’s qualified
status. IRS correction procedures are described in 375 T.M.,
EPCRS — Plan Correction and Disqualification.

A plan must first identify the total amount of excess con-
tributions which must either be returned or recharacterized, and
then the plan must determine how that total amount of excess
contributions will be allocated among HCE:s.

To determine the total amount of excess contributions, the
individual deferral percentages of the highly compensated em-
ployees with the highest deferral percentages are reduced until
the actual deferral percentage for all highly compensated em-
ployees falls within the limits of the 1.25 or 2.0 test.”” In oth-
er words, an employer must first take the HCE with the high-
est actual deferral ratio or ADR and calculate the amount that
would be required to reduce that HCE’s ADR until either the
plan passes the 1.25 or 2.0 test, or that HCE’s ADR equals the
ADR of the HCE with the next highest ADR. The employer
should continue to calculate the amounts required to reduce the
ADR until the ADP for the group passes the ADP test.

Example: An employer maintaining a qualified CODA
had 10 eligible employees, four of whom were highly
compensated. The employees elected the following rates
of deferral for the plan year:

Deferral

Eligible Compensation Percentage
Employee Before Deferrals (ADR)
1 $100,000 9%

2 $100,000 9%

3 $100,000 6%

4 $100,000 0%

5 $25,000 10%

6 $25,000 0%

7 $20,000 5%

8 $20,000 3%

9 $18,000 0%

10 $15,000 0%

The actual deferral percentage for the four highly compen-
sated employees (Employees 1, 2, 3, and 4, above) was 6%
9% + 9% + 6% + 0% = 24%/4 = 6%). The actual defer-
ral percentage for the non-highly compensated employees
was 3% (10% + 0% + 5% + 3% + 0% + 0% = 18%/6 =
3%). These actual deferral percentages satisfy neither the
1.25 test nor the 2.0 test. To satisfy one of these tests (the
2.0 test), the actual deferral percentage for the highly com-
pensated employees had to be reduced to 5%. If the indi-
vidual deferral percentages for Employees 1 and 2 above

238401(k)(8)(B)(ii) and pre-2006 Reg. §1.401(k)-1(f)(2).
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were reduced to 7%, the actual deferral percentage for the
highly compensated employees as a group would be 5%.
Accordingly, the excess contributions totaled those contri-
butions for Employees 1 and 2 in excess of 7% of their
compensation.

Practice Insight: For plan years beginning before 1997, the
method described above was used to both calculate total excess
contributions and allocate such excess contributions. In view of
the dollar limit on elective deferrals under §402(g),”** deferrals
by the lower-paid highly compensated employees were likely
to be cut back before those of the higher-paid highly compen-
sated employees. For example, a $9,000 elective deferral re-
sulted in a deferral percentage of 10% for an employee earning
$90,000, while the same elective deferral resulted in a 6% de-
ferral percentage for an employee earning $150,000. Because
of this perceived unfairness in the allocation of excess contri-
butions, Congress changed the method of allocation for plan
years beginning after December 31, 1996.° Once the total ex-
cess contributions have been calculated, the total excess contri-
butions are then allocated first to the highly compensated em-
ployees with the highest dollar amounts of contributions, so
that those with the highest dollar amount of contributions have
excess contributions refunded (or recharacterized) before those
with lower dollar amounts of contributions.”®

Example: An employer maintaining a qualified CODA has
four highly compensated eligible employees whose elec-
tive deferrals for the plan year, are as follows:

Compensation Deferral

Eligible Before Elective | Percentage
Employee Reduction | Contributions (ADR)
1 $150,000 $9,000 6%

2 $120,000 $9,000 7.5%

3 $100,000 $9,000 9%

4 $80,000 $8,000 10%

The actual deferral percentage for the non-highly compen-
sated employees is 4%, and thus the maximum permitted
actual deferral percentage for the highly compensated em-
ployees is 6%. The actual deferral percentage before dis-
tribution (or recharacterization) of excess contributions is
8.13% (6% + 7.5% + 9% + 10% = 32.5%/4 = 8.13%). In
order to calculate total excess contributions, the deferral
percentages or ADR for Employees 2, 3, and 4 would each
be reduced to 6%, for a reduction of $1,800, $3,000, and
$3,200, respectively. The total excess contribution equals
$8,000.

The $8,000 is then allocated among the employees based
upon dollar amounts of contributions. Employees 1, 2, and
3 are each reduced by $1,000 before any reduction is made

4 See VIL., below.
38401(k)(8)(C); Reg. §1.401(k)-2(b)(2)(iii).
268401(k)(8)(C); Reg. §1.401(k)-2(b)(2)(iii); see also Notice 97-2.
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in Employee 4’s deferrals. Then, all four employees are re-
duced by $1,250 to a level of $6,750 in each case.

Practice Insight: No retesting is required after these dollar
reductions, even though the resulting percentages do not
satisfy the ADP tests. In the above example, the ADP tests
would not be satisfied by a $6,750 elective deferral for
each of the four highly compensated employees. That con-
tribution would result in the following deferral percent-

ages:
Compensation

Eligible Before Elective| Deferral
Employee Reduction [ Contributions | Percentage |
1 $150,000 $6,750 4.5%

2 $120,000 $6,750 5.63%

3 $100,000 $6,750 6.75%

4 $80,000 $6,750 8.44%

The average deferral percentage would be 6.33% (4.5% +
5.63% + 6.75% + 8.44% = 25.32%/4% = 6.33%), com-
pared to 4% for the non-highly compensated employees.
Notwithstanding this fact, the CODA will be treated as sat-
isfying the ADP tests after refunds (or recharacterizations)
reduce the contributions to $6,750 for each of the highly
compensated eligible employees.”’

If matching or other nonelective employer contributions
are taken into account in applying the ADP test, these con-
tributions are also taken into account in determining the
excess contributions.”®

Any previously distributed excess deferral under §402(g)
for the tax year ending with or within the plan year reduces
the amount of excess contribution that may be distributed
or recharacterized.””

2. Calculating and Allocating Excess Aggregate
Contributions to Correct a Failed ACP Test

If a plan still fails the ACP test after taking into account
any or all qualified nonelective contributions that are to be
made, the plan must distribute the “excess aggregate contribu-
tions” (plus allocable income). The excess aggregate contribu-
tions for any plan year means the excess of the matching contri-
butions and after-tax employee contributions, together with any
QNECs or elective contributions taken into account in com-
puting contribution percentages under §401(m), actually made
on behalf of highly compensated employees for the plan year,
over the maximum amount of such contributions permitted un-
der the ACP test.”™ As in determining excess contributions after
a failed ADP test,””' the excess aggregate contributions for the
highly compensated as a group is determined by reducing con-

7Reg. §1.401(k)-2(b)(4)(iv).

8See the definition of “actual deferral ratio” under §1.401(k)-6, which
references §1.401(k)-2(a)(3).

Reg. §1.401(K)-2(b)()()(B), §1.402(2)-1(e)(6).

©0$401(m)(6)(b).

81 See I11.M.1., above.
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tributions made on behalf of highly compensated employees
in order of their contribution percentages, beginning with the
highest contribution percentages.”” That total amount is then
allocated first to the highly compensated employees with the
highest dollar amounts of contributions, so that those with the
highest dollar amount of contributions have excess contribu-
tions distributed (or forfeited) before those with lower dollar
amounts of contributions.”* See IIL.M.1., above, for a detailed
discussion of reducing and allocating contributions.

Practice Insight: No retesting is required after these dollar
reductions, even if the resulting percentages do not satisfy the
ACP test.”™

3. Determining the Income Allocable to Excess
Contributions and Excess Aggregate Contributions

a. Reasonable and Alternative Methods of Calculating
Income Allocable to Excess Contributions and
Excess Aggregate Contributions

Any income allocable to any excess contributions and ex-
cess aggregate contributions earned during the plan year in
which testing was failed must also be distributed.*”

Under the regulations, a plan may use any ‘“reasonable
method” for determining the amount of income allocable to ex-
cess contributions, so long as the method: (1) does not violate
the general nondiscrimination rule of §401(a)(4):* (2) is used
consistently for all participants and for all corrective distribu-
tions under the plan for the plan year; and (3) is used by the
plan for allocating income to participants’ accounts generally.””’

In addition to the general rule for determining allocable in-
come, the regulations provide an alternative method.”® The reg-
ulations do not require the plan terms to specify which method
is to be used.

Under the alternative method for excess contributions, a
plan may first determine the entire amount of income for the
plan year allocable to elective contributions and amounts treat-
ed as elective contributions. This amount is then multiplied by
a fraction, the numerator of which is the excess contributions
for the plan year for the employee, and the denominator of
which is the sum of the total employee account balance attrib-
utable to elective contributions and amounts treated as elective
contributions as of the beginning of the plan year, plus the em-
ployee’s elective contributions and amounts treated as elective
contributions for the plan year.

Example: A profit-sharing plan includes a salary reduction
CODA only. As of January 1, 2024, a highly compensated
employee’s account balance is $50,000. During 2024, she
made $7,000 of elective contributions, $1,000 of which

$28401(m)(6)(B); Reg. §1.401(m)-2(b)(2)(ii).

$338401(m)(6)(C); Reg. §1.401(m)-2(b)(2)(iii).

4 Reg. §1.401(m)-2(b)(3)(vi).

Reg.§401(k)(8)(A) and Reg. §1.401(k)-2(b)(2)(1); §401(m)(6)(A) and
Reg. §1.401(m)-2(b)(2)(i).

$%See 356 T.M., Nondiscrimination Testing and Permitted Disparity in
Qualitied Retirement Plans, for a discussion of the §401(a)(4) nondiscrimina-
tion requirements.

7Reg. §1.401(k)-2(b)(2)(iv)(B), §1.401(m)-2(b)(2)(iv)(B).

¥ Reg. §1.401(k)-2(b)(2)(iv)(C), §1.401(m)-2(b)(2)(iv)(C).
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is determined to be an excess contribution. If the account
earned $5,000 of income during 2024, the allocable in-
come determined under the alternative method would be
$87.72, as follows:

$5,000 x ($1,000/($50,000 + $7,000)) = $87.72.

Under the alternative method for excess aggregate contri-
butions, the income allocable to excess aggregate contri-
butions for the plan year may be determined by multiply-
ing the income for the plan year allocable to employee
contributions, matching contributions, and amounts treat-
ed as matching contributions by a fraction. The numerator
of the fraction is the amount of excess aggregate contri-
butions made on behalf of the employee for the plan year.
The denominator of the fraction is the sum of the total ac-
count balance of the employee attributable to employee
contributions, matching contributions, and amounts treat-
ed as matching contributions as of the beginning of the
plan year, plus the amount of such contributions for such
employee for the plan year.

Practice Insight: The alternative method is likely to pro-
duce a higher amount of income than a reasonable method
which assumes that the excess contributions and excess aggre-
gate contributions were made last and, therefore, later in the
plan year.

b. Gap Period Income for Excess Contributions and
Excess Aggregate Contributions

Income earned on excess contributions and excess aggre-
gate contributions after the end of the plan year being tested,
but before the date of distribution of such contributions (“gap
period income”), is not required to be distributed. The require-
ment to distribute gap period income was eliminated for plan
years beginning on or after January 1, 2008.”’

Gap period income has a fairly convoluted history, which
is helpful to understand when reviewing previous plan amend-
ments. Prior to final §401(k) regulations that were generally ef-
fective for plan years beginning on or after January 1, 2006, a
plan was permitted, but not required, to distribute gap period
income along with excess contributions, or excess aggregate
contributions, and income earned through the end of the plan
year.” The 2006 final regulations, however, required the dis-
tribution of gap period income.*' Congress reversed the change
as part of the 2006 PPA.** Final regulations implementing the
2006 PPA change did not, however, revert to the pre-2006
regime, and instead prohibit the payment of gap period in-
come.* Thus, it appears that a plan may not distribute gap pe-
riod income since such a provision, absent regulatory relief,
would ordinarily run afoul of the in-service distribution restric-
tions.

“Pub. L. No. 109-280, §902(e)(3)(B)(i).
*0Pre-2006 Reg. §1.401(k)-2(b)(2)(iv).
I Reg. §1.401(k)-2(b)(2)(iv)(D).

*2Pub. L. No. 109-280, §902(e)(3).

3 Reg. §1.401(k)-2(b)(2)(iv)(A).
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4. Distribution of Excess Contributions to Correct a
Failed ADP Test

A plan will not fail the ADP test for any plan year if,
before the end of the following plan year, any excess contri-
butions, and allocable income, are distributed.*** These distri-
butions may be made notwithstanding the distribution restric-
tions applicable to elective contributions or “any other provi-
sion of law.” In addition, these distributions are exempt from
the 10% penalty tax of §72(t) on early distributions™ and from
any participant or spousal consent requirements.*”’

Practice Insight: An excess contribution may qualify as a
catch-up contribution under §414(v), in which case such contri-
bution does not need to be (and, in fact, cannot be) distributed.
However, such a contribution retains its character as an excess
contribution, for example, for purposes of determining whether
matching contributions may be forfeitable if matching contri-
butions are not made on catch-up contributions. Catch-up con-
tributions are discussed in VIIIL., below.

The regulations also provide that any distributed excess
contributions must be designated as such by the employer.**
The excess will be treated as an employer contribution to the
plan for purposes of the deduction rules under §404 and the
limitation on annual additions under §415.5%

The regulations modify the timing rule in the statute some-
what by requiring the distribution of excess contributions to be
made after the close of the plan year being tested and before the
expiration of 12 months thereafter.*’ However, see II1.M.9., be-
low, for a discussion of the excise tax that applies under §4979
if the excess contributions are not distributed within 22 months
after the end of the plan year.

Practice Insight: Because the statute requires that the dis-
tribution be made “before the close of the following plan year,”
employers should be cautious about relying on the 12-month
rule in the event of a change in plan year resulting in a short
plan year of less than 12 months following the plan year for
which the excess contributions were made. Where a plan is ter-
minated during a plan year in which the excess contributions
arose, the regulations require corrective distributions to be
made as soon as administratively feasible after the date of ter-
mination, but in any event within 12 months after such date.”'

If the entire account balance of a highly compensated em-
ployee is distributed before the excess contributions are distrib-
uted, the distribution is deemed to have been a corrective distri-
bution of excess contributions (and income) to the extent such
a distribution would otherwise have been required (presumably
with respect to that employee).”* Any distribution to an HCE
of less than the entire amount of excess contributions and al-
lowable income is treated as a pro rata distribution of excess
contributions and allocable income.” The 2006 regulations do

#8401 (B)(A)(D).
#8401(K)(8)(A).

08401 (k)(8)(D).

7 Reg. §1.401(k)-2(b)(2)(vii)(A).
#$Reg. §1.401(k)-2(b)(2)(v).
*“Reg. §1.401(k)-2(b)(2)(vii)(B).
0Reg. §1.401(k)-2(b)(2)(V).
®'Reg. §1.401(k)-2(b)(2)(V).
2Reg. §1.401(k)-2(b)(2)(V).
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not explicitly address the issue but an example in the pre-2006
regulations indicates that if the employee withdraws less than
the entire account balance, corrective distributions will be re-
quired in addition (up to the amount of the remaining account
balance).”™ The example further states that the portion of the
distribution that is deemed to be corrective must be reported as
such on a separate Form 1099-R, presumably in order to com-
ply with the regulatory rule that the plan designate a corrective
distribution as such.

For a participant over age 73, any distribution of an excess
contribution does not count toward any required minimum dis-
tribution under §401(a)(9).*

Practice Insight: It is not clear whether the excess contri-
bution is also excluded from the account balance used to calcu-
late the required minimum distribution, although this would be
logical.

A plan may prescribe a default rule for determining
whether a distribution of an excess contribution is to be attrib-
uted to pre-tax elective contributions or designated Roth con-
tributions in situations where an HCE has made both types of
elective contributions.” The default rule might treat such dis-
tributions as entirely attributable to either pre-tax or Roth elec-
tive contributions or as allocated in the proportion that such
contributions were made to the plan. Further, a plan may per-
mit an HCE with both types of elective contributions to elect
whether the corrective distribution should be attributed to pre-
tax or Roth elective contributions.”

5. Recharacterization of Excess Contributions to
Correct a Failed ADP Test

If a plan allows for after-tax contributions, the plan may
correct an ADP test failure by recharacterizing excess contri-
butions as after-tax contributions.”® Recharacterization may be
mandated by the plan, or highly compensated employees with
excess contributions may be offered a choice.”

Recharacterized excess contributions must be reported by
the plan administrator as employee after-tax contributions and,
for purposes of the nondiscrimination provisions and for §72
(tax basis) and §401(m) (ACP testing), must be accounted for
as after-tax contributions by the employee.”” For all other pur-
poses under the Code, however, including §404 (ability for an
employer to take deductions), §409, §411 (vesting), and §415
(annual limits), recharacterized excess contributions are treated
as employer contributions that are elective contributions.”'

9 Reg. §1.401(k)-2(b)(2)(vii)(D).

5% Pre-2006 Reg. §1.401(k)-1(f)(7) Ex. 2.

3 Reg. §1.401(k)-2(b)(2)(vii)(C), as amended by T.D. 10001, 89 Fed. Reg.
58,886 (July 19, 2024) (updating required minimum distribution regulation ref-
erence). See §401(a)(9)(C), as amended by Pub. L. No. 116-94, Div. O, §114(b)
(increasing age to age 72), effective for individuals who attain age 70%2 after
December 31, 2019, and by Pub. L. No. 117-328, Div. T, §107(b) (increasing
age to age 73 and later to age 75), effective for individuals who attain age 72
after December 31, 2022.

°Reg. §1.401(k)-2(b)(1)(ii); Preamble to T.D. 9237, 71 Fed. Reg. 6 (Jan.
3, 20006).

%"Reg. §1.401(k)-2(b)(1)(ii).

8 8401(k)(8)(A)(ii), Reg. §1.401(k)-2(b)(3).

“Reg. §1.401(k)-2(b)(1)(ii).

6¥Reg. §1.401(k)-2(b)(3)(ii).

' Reg. §1.401(k)-2(b)(3)(iii)(C).

358-5th



Detailed Analysis

N.M.7.

The regulations impose two additional restrictions on
recharacterization of excess contributions. Most importantly,
in addition to the above requirements, the excess contributions
must be recharacterized no more than 22 months after the close
of the testing year."” Amounts are deemed to have been rechar-
acterized as of the date that the last highly compensated em-
ployees with recharacterized excess contributions are notified
via the appropriate tax forms.”” In addition, the amount to be
recharacterized, together with the amount of employee after-
tax contributions actually made, must not exceed any design-
based limit imposed by the plan that was in effect as of the first
day of the testing year.**

6. Effect of Distribution or Recharacterization of
Excess Contributions on Matching Contributions

If an elective contribution is distributed or recharacterized
in order to pass the ADP test, a matching contribution that was
made to the plan with respect to the excess contribution must be
forfeited or distributed to avoid impermissible discrimination.
The test to determine whether each level of match under the
plan is available on a nondiscriminatory basis under §401(a)(4)
is to be done after any corrective distributions of excess contri-
butions and excess aggregate contributions.*”

Practice Insight: A match attributable to a distributed ex-
cess contribution will need to be forfeited (even if otherwise
nonforfeitable) and not distributed. Unless the match is itself an
excess aggregate contribution distributable, it may be distrib-
uted only to the extent consistent with applicable distribution
requirements, and that distribution would not cure any discrim-
ination problem under §401(a)(4).*° The regulations do make
clear that a “qualified matching contribution” will not lose its
status as such merely because it is forfeited if the contribution
to which it relates is treated as an excess contribution pursuant
to a failed ADP test, excess deferral under §402(g), or excess
aggregate contribution pursuant to a failed ACP test.”

7. Distribution or Forfeiture of Excess Aggregate
Contributions to Correct a Failed ACP Test

Just as excess contributions created by an ADP test failure
may be distributed to enable a CODA to satisfy the ADP test,””
excess aggregate contributions created by a failed ACP test
may be distributed to permit a plan to satisfy the ACP test.
In order to be treated as passing the ACP test, the excess ag-
gregate contributions, and any allocable income, must be dis-
tributed or, if forfeitable, forfeited before the end of the fol-
lowing plan year.”” Forfeitures of excess aggregate contribu-
tions may not be allocated to other highly compensated par-
ticipants whose contributions are reduced to correct the failed
ACP test.”™ As with any excess contributions under §401(k),

2Reg. §1.401(k)-2(b)(3)(iii)(A).
3 Reg. §1.401(k)-2(b)(3)(iii)(A).
% Reg. §1.401(k)-2(b)(3)(iii)(B).
5 Reg. §1.401(a)(4)-4(e)(3)(iii)(G).
#6Reg. §1.401(m)-2(b)(3)(v)(B).
%"Reg. §1.401(k)-2(b)(4)(iii).

%5 See TIL.M. 4., above.
7$401(m)(6)(A).
08401(m)(6)(C).
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the plan must specify the manner in which excess aggregate
contributions are to be corrected.”"

Although corrections must be made no later than 12
months after the close of the plan year in order to maintain
qualification,” excess aggregate contributions that are not dis-
tributed within 22 months (six months in the case of an eligible
automatic contribution arrangement) after the end of the plan
year, and are not otherwise corrected, will give rise to the 10%
excise tax on the employer under §4979. See II1.M.9., below,
for a detailed discussion of the §4979 excise tax as it applies to
this situation.

The normal vesting rules apparently apply in determining
whether matching contributions are forfeitable. In addition, to
the extent the excess is attributable to after-tax contributions,
elective contributions, or qualified nonelective contributions,
no forfeiture would be permitted.””

Excess aggregate contributions may not be corrected by
forfeiting vested contributions (as opposed to distributing), by
distributing nonvested matching contributions (as opposed to
forfeiting), by recharacterizing matching contributions (since
recharacterized contributions are also subject to the ACP test),
or by “not making matching contributions required under the
terms of the plan.”*™

Practice Insight: The reason for the last rule, under which
employers must make matching contributions that are required
under the plan even though it might be known at the time
that the contributions will constitute excess aggregate contribu-
tions, is unclear. Elsewhere, the regulations also provide that a
plan may limit employee or matching contributions in a man-
ner that prevents excess aggregate contributions from being
made.”” In any event, where matching contributions are discre-
tionary, or where a plan specifically provides that an employer
may cease to make matching contributions, upon a determina-
tion that the plan will fail the ACP test, arguably there are no
matching contributions “required under the terms of the plan,”
and a match that would otherwise be an excess aggregate con-
tribution need not be made. Of course, highly compensated em-
ployees would prefer to receive the match as an immediate dis-
tribution and pay income tax rather than not have the match
made at all.

As with excess contributions under §401(k), distribution
of excess aggregate contributions may be made “without regard
to any other provision of law,”’ and without regard to any con-
sent of the participant or spouse that might otherwise be re-
quired.”” In addition, if the distribution is made to a participant
before age 59Y%, the distribution will be exempt from the 10%
tax on premature distributions under §72(t)."”* The amount dis-
tributed, however, is nonetheless included for purposes of de-
termining the employer’s deduction limit under §404 and the
participant’s annual addition for purposes of the §415 limita-

' Reg. §1.401(m)-2(b)(2)(v).

”Reg. §1.401(m)-2(b)(2)(v).

2 §411(a)(1), §401(k)(2)(C), §401(m)(4)(C).
™ Reg. §1.401(m)-2(b)(1)(iii).

P Reg. §1.401(m)-2(b)(1)(ii).

18401 (m)(6)(A).

"Reg. §1.401(m)-2(b)(3)(i).

8 $401(m)(7)(A).
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tions.””” Forfeited matching contributions are treated as an an-

nual addition both to the participants to whom they are reallo-
cated and the participants from whom they are forfeited.”™

Excess aggregate contributions for a plan year may not re-
main unallocated or be allocated to a suspense account for al-
location in any future year.”' Furthermore, the amount of ex-
cess aggregate contributions for any highly compensated em-
ployee may not exceed the amount of contributions to the plan
that were taken into account for purposes of the ACP on behalf
of the employee for that plan year.”

Practice Insight: This issue may arise if an HCE is eligible
under more than one plan which is aggregated for purposes of
the ACP test.

An employer will need to allocate excess aggregate contri-
butions among matching contributions, employee after-tax con-
tributions, elective contributions treated as matching contribu-
tions, and QNECs treated as matching contributions where two
or more of these contributions are taken into account for pur-
poses of determining the actual contribution ratios. The regula-
tions require that the method of distributing (and, presumably,
forfeiting), excess aggregate contributions must satisfy the gen-
eral nondiscrimination requirements of §401(a)(4).”* Accord-
ingly, each level of matching contributions must be effectively
available to a group that satisfies §410(b) coverage testing.

Example: A profit-sharing plan provides for employee af-
ter-tax contributions up to 10% of pay, and provides for
a matching contribution equal to 50% of the employee’s
contributions. No other contributions are provided. The
plan may not distribute employee after-tax contributions in
an effort to correct excess aggregate contributions while
matching contributions attributable to those employee
contributions remain allocated to the affected highly com-
pensated employees’ accounts, since this would result in
an effective rate of matching contributions for those em-
ployees in excess of 50%, based on the employee contri-
butions remaining in the plan.

Similarly, in the case of a highly compensated employee
who is partially vested in his or her matching contributions, and
who has excess aggregate contributions, the nonvested portion
of the excess matching contributions should not be forfeited be-
fore any distribution of vested matching contributions, because
the result would be more rapid vesting of the remaining match-
ing contributions than would be available to the non-highly
compensated participants.®** Permissible approaches would in-
clude pro rata distribution (or forfeiture) of vested and nonvest-
ed excess matching contributions, or distribution of the vest-
ed portion. However, in the latter case, a special vesting provi-
sion would be needed to ensure that the nonvested excess match
vested as rapidly as if no distribution had been made.*®

The regulations provide that a method of distributing ex-
cess aggregate contributions will not be considered discrim-

Reg. §1.401(m)-2(b)(3)(ii), §1.415-1(b)(1)(i).
#Reg. §1.401(m)-2(b)(3)(ii).

¥ Reg. §1.401(m)-2(b)(1)(iii).

2 Reg. §1.401(m)-2(b)(2)(iii)(B).

3 Reg. §1.401(m)-2(b)(3)(V)(B).

®Reg. §1.401(m)-2(b)(5).

% Reg. §1.401(m)-2(b)(5).
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inatory solely because, in accordance with the terms of the
plan, unmatched employee after-tax contributions that exceed
the highest rate at which employee after-tax contributions are
matched are distributed before matched employee after-tax
contributions, or matching contributions are distributed (or for-
feited) before employee contributions.®*

Neither the statute nor the regulations address how to al-
locate excess aggregate contributions among elective contribu-
tions and qualified nonelective contributions that are taken into
account for purposes of the ACP test. One reading of the regu-
lations would be to require that these contributions, like “real”
matching contributions, be distributed before any employee af-
ter-tax contributions, since they are treated as matching contri-
butions for purposes of the ACP test. On the other hand, elec-
tive and qualified nonelective contributions are not taken in-
to account when testing whether a rate of matching contribu-
tion is effectively available to a nondiscriminatory group un-
der §401(a)(4). Presumably, the application of the §401(a)(4)
nondiscrimination requirements to the method of distributing
excess aggregate contributions also has the effect of preventing
elective contributions which are taken into account for purpos-
es of the ACP test from being distributed while matching con-
tributions made with respect to those elective contributions re-
main allocated to the highly compensated employee’s account.

A model plan amendment released by the IRS allocates
the excess in proportion to the respective amounts of matching
contributions and after-tax employee contributions made for
the participant for the plan year, as well as any qualified non-
elective contributions and elective contributions for the plan
year that are taken into account in applying the ACP test.””” The
Bluebook on the 1986 TRA states that a plan is free to desig-
nate whether excess aggregate contributions are attributable to
elective contributions, qualified nonelective contributions, em-
ployee contributions, or matching contributions, “as long as the
ordering designated by the plan is used consistently,” and as
long as the order does not result in impermissible discrimina-
tion. ™

Practice Insight: The principal relevance of allocating ex-
cess aggregate contributions between the different contribution
types is that any distribution that is attributable to after-tax em-
ployee contributions is not included in the participant’s gross
income (except to the extent attributable to income on those
contributions).”

8. Coordination of Excess Contributions, Excess
Aggregate Contributions, and Excess Deferrals

The statute describes the order of determining excess de-
ferrals, excess contributions, and excess aggregate contribu-
tions.” First, excess deferrals under §402(g) are to be deter-
mined and distributed. Second, the excess contributions creat-
ed by a failed ADP test under §401(k)(8) are to be determined
and distributed. Third, the excess aggregate contributions creat-
ed by a failed ACP test under §401(m)(6) are to be determined

% Reg. §1.401(m)-2(b)(3)(v), §1.401(m)-2(b)(5) Ex. 7.

57 See Notice 87-2, Model Amendment IV, §12.5. But see modifications
made by Notice 87-72. See also Reg. §1.401(m)-1(e)(2).

6881986 TRA Bluebook at 650.

*7$401(m)(7)(B).

%8401 (m)(6)(D).
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and distributed.”' Note that, whereas many plans will deter-
mine and correct excess contributions and excess aggregate
contributions within 2%2 months after the end of a plan year, ex-
cess deferrals under §402(g) are calculated on a calendar year
basis only, and may be corrected by distribution to an individ-
ual before the following April 15.”” Thus, unless an excess de-
ferral relates to contributions made to plans maintained by a
single employer, the employer may not always be able to cor-
rect the §402(g) excess deferral before a §401(k) excess contri-
bution or §401(m) excess aggregate contribution correction.

9. Tax Treatment of Excess Contributions and Excess
Aggregate Contributions

A corrective distribution of excess contributions or excess
aggregate contributions (and allocable income) is includible in
the employee’s gross income for the employee’s tax year in
which it is distributed.”’

A corrective distribution that is attributable to designated
Roth contributions is not includible in income to the extent of
the designated Roth contributions.” Thus, only the income al-
locable to designated Roth contributions is taxable. A correc-
tive distribution of a designated Roth contribution cannot be
a qualified distribution, even if it otherwise meets the require-
ments.*”

Where employee after-tax contributions are being re-
turned, the portion of the distribution representing an invest-
ment in the contract under §72 is determined based only on
the plan contributions being returned.”® Thus, if excess aggre-
gate contributions are made up of both employee after-tax and
matching contributions, only that portion representing the em-
ployee after-tax contribution is considered a return of the in-
vestment in the contract, even though the employee has made
additional employee after-tax contributions to the plan in the
plan year being tested as well as earlier plan years.””’

For corrective distributions for plan years beginning be-
fore January 1, 2008, excess contributions and excess aggre-
gate contributions (and allocable income) that were distributed
or recharacterized were taxable to the employee on the earliest
dates they would have been received in cash during the plan
year had the employee elected cash, unless the distribution is
made after 22 months following the close of the plan year or
the total amount of the recipient’s excess distributions and ex-

#! See 1986 TRA Conf. Rep., 11-396.

92 Gee VILE., below.

“Reg. §1.401(k)-2(b)(2)(vi)(A), §1.401(m)-2(b)(2)(Vi)(A).
¥ Reg. §1.401(k)-2(b)(2)(vi)(C), §1.401(m)-2(b)(2)(vi)(C).
Reg. §1.402A-1, Q&A-2(c).

% See Reg. §54.4979-1(c)(2).

“"Reg. §1.401(m)-2(b)(2)(vi).
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cess aggregate distributions, excluding income, was less than
$100. In either of the latter cases, the recipient was taxable on
the distribution (including income) in the year in which the dis-
tribution was made.”*

As noted above, excess contributions and excess aggregate
contributions must be distributed by the end of the following
plan year to avoid disqualifying the CODA.*” In addition, a
10% excise tax applies to excess contributions and excess ag-
gregate contributions and related income that are not distrib-
uted within 2% months after the close of the plan year.” The
excise tax equals 10% of the sum of the excess contributions,”"
and is imposed on the employer.”” The excise tax does not ap-
ply if qualified nonelective contributions or qualified match-
ing contributions are made within 12 months after the end of
the plan year in amounts sufficient to satisfy the ADP or ACP
test.””

A special rule applies to a CODA that is an eligible au-
tomatic contribution arrangement (EACA) (EACAs are dis-
cussed in detail in VI., below). Excess contributions under such
an arrangement will not be subject to the §4979 excise tax if
the contributions and related income are distributed within six
months after the close of the plan year.™ The regulations ex-
plicitly provide that all eligible HCEs and Non-HCEs must be
covered by the EACA for the entire plan year (or the portion of
the year in which the individuals are eligible to participate).””
As aresult, an employer cannot amend its CODA to make it an
EACA during the last month of the plan year in order to make
the plan eligible for the longer correction period.

Practice Insight: The longer correction period is intended
in part to encourage employers to implement EACAs. How-
ever, a longer correction period for automatic contribution
arrangements is appropriate because it will take longer to com-
plete the ADP test if permissible withdrawals under §414(w)
are permitted because these distributions are not counted in de-
termining an employee’s actual deferral ratio.”” Nonetheless,
the extended correction period applies to all EACAs, not just
arrangements that permit unwind distributions under §414(w).
Note, however, that an arrangement must be considered an eli-
gible automatic contribution arrangement to qualify for the ex-
tended correction period.

¥ Reg. §1.401(k)-2(b)(2)(vi)(B), §1.401(m)-2(b)(2)(vi)(B).
78401(K)(8)(A), §401(m)(6)(A).

%84979; Reg. §1.401(k)-2(b)(5)(1), §1.401(k)-2(b)(4)(d).
0184979(a).

7284979(b).

" Reg. §54.4979-1(c)(1), §1.401(k)-2(b)(5)(ii), §1.401(k)-2(b)(4)(i).
"™ 84979(f)(1); Reg. §54.4979-1(c).

"Reg. §54.4979-1(c).

"Reg. §1.401(k)-2(a)(5)(vi).
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IV. Design-Based Safe Harbor Plans

A. Types of Safe Harbor Plans

The nondiscrimination tests associated with a qualified
CODA are undeniably complex, imposing a variety of admin-
istrative burdens on employers and plan service providers, in-
cluding recordkeeping to monitor employee elections, calculat-
ing compliance with the ADP and ACP tests, and correcting
any excess contributions and any excess aggregate contribu-
tions. This complexity has been widely perceived as discourag-
ing employers, particularly small employers, from maintaining
qualified CODAs for the benefit of their employees.

To address this concern, Congress has created a number
of design-based safe harbors for §401(k) plans. The fundamen-
tal notion in the design-based safe harbors is that the underly-
ing purposes of the nondiscrimination rules — ensuring mean-
ingful retirement savings for rank-and-file employees relative
to highly compensated employees — may be satisfied without
performing annual ADP and ACP testing if the employer pro-
vides a certain level of employer contributions, either in the
form of required matching contributions or nonelective contri-
butions, on behalf of all eligible non-highly compensated em-
ployees and the CODA meets certain other requirements.

There are five types of safe harbor plan designs:"”’

* §401(k)(12) Safe Harbor Plans — requires a certain level
of matching or nonelective contributions;

* §401(k)(13) Safe Harbor Plans — requires a certain level
of matching or nonelective contributions and a qualified
automatic contribution arrangement (QACA);

* §414(x) Eligible Combined Defined Benefit Plans and
Qualified CODAs (DB(k) plans) — requires a certain lev-
el of matching contributions (no nonelective contribu-
tions), a minimum level of accrued benefits, and an auto-
matic contribution arrangement and is only available for
small employers;

* §401(k)(11) SIMPLE Plans — requires a certain level of
matching or nonelective contributions and is only avail-
able for small employers; and

* §401(k)(16) Starter §401(k) Plans — permits elective de-
ferrals only (no matching or nonelective contributions), re-
quires an automatic contribution arrangement and is on-
ly available for employers who have not offered any other
type of qualified retirement plan during the tax year."

The specific requirements for each safe harbor are dis-
cussed below but generally, each safe harbor requires a speci-
fied level of employer-provided contributions or benefits and,
in the case of the §401(k)(13) and §414(x) safe harbor plans,
an automatic contribution arrangement meeting certain specifi-
cations as part of its CODA. The §401(k)(12) and §401(k)(13)

"7 At any time during a year, an employer that sponsors a SIMPLE plan
may terminate that plan and adopt a safe harbor plan under §401(k)(11),
§401(k)(12), §401(k)(13), or §401(k)(16). §408(p)(11), added by the SECURE
2.0 Act of 2022, Pub. L. No. 117-328, Div. T, §332(a), effective for plan years
beginning after December 31, 2023. See Notice 2024-2, Q&As G-1-7.

% Added by the SECURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T,
§121(a), effective for plan years beginning on or after January 1, 2024.
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safe harbors are available without regard to the size of the plan
sponsor. However, the §414(x) safe harbor for DB(k) plans and
the SIMPLE §401(k) plan design are only available to employ-
ers that do not have more than a specified number of employ-
ees.

The benefits of maintaining a safe harbor plan depend on
the particular safe harbor but, in general, safe harbor plans are:
(i) treated as satisfying the ADP test; (ii) treated as satisfying
the ACP test if certain limitations on matching contributions in
excess of the required matching contributions are observed and
employee after-tax contributions are not permitted; (iii) exempt
from the top-heavy requirements of §416 to a certain extent;
and (iv) in the case of a DB(k) plan, subject to simplified audit
and reporting requirements under ERISA.

The term “design-based safe harbor” is somewhat of a
misnomer. One might infer that a plan intended to satisfy the
design-based safe harbor requirements may default to the gen-
eral ADP or ACP tests in the event that one of the safe harbor
requirements is not satisfied. However, the IRS takes the posi-
tion that a failure to satisfy the safe harbor requirements results
in disqualification, absent a correction, and that a plan may not
simply apply the general ADP or ACP tests.”” For example, a
plan may not contain language stating that it is a safe harbor
plan only if the employer decides to provide a safe harbor no-
tice to employees but otherwise will perform the ADP or ACP
tests.”"’

B. Section 401(k)(12) Safe Harbor Plans — Matching or
Nonelective Contributions

As discussed above, the advantages of maintaining a
§401(k)(12) safe harbor plan are that the CODA is: (i) treated
as satisfying the ADP test; and (ii) treated as satisfying the
ACP test if certain limitations on matching contributions are
observed and employee after-tax contributions are not permit-
ted."" A §401(k)(12) safe harbor plan is also exempt from the
top-heavy requirements of §416 for the year if the plan allows
only those contributions required to satisfy the safe harbor re-
quirements.””

A plan will meet the design-based safe harbor of §401(k)
(12) if the CODA satisfies all of the following: (i) the safe har-
bor contribution requirement;”" (ii) the withdrawal and vesting

7" and (iv) the plan

requirements; ' (iii) the notice requirement;

"Reg. §1.401(k)-1(e)(7) and §1.401(m)-1(c)(2), noting that a safe harbor
plan may not provide that ADP testing will be used if the requirements of the
safe harbor are not satisfied.

"“IRS Publication 7335, Employee Benefit Plans — Explanation No. 12
— Section 401(k) Requirements.

18401(k)(12), added by Small Business Job Protection Act of 1996, Pub.
L. No. 104-188, §1433(a), effective for plan years beginning after December
31, 1998, and amended by the SECURE Act of 2019, Pub. L. No. 116-94,
Div. O, §103, effective for plan years beginning after December 31, 2019. See
Notice 2024-2, Q&A J-1 (extending plan amendment deadlines under the SE-
CURE 2.0 Act of 2022); see also Notice 2020-86, Q&A-4-13 (interim guid-
ance on changes enacted under §102 and §103 of the SECURE Act), modified
by Notice 2022-33 (extending plan amendment deadlines provided in Notice
2020-86, Q&A-13).

"128416(g)(4), added by EGTRRA, Pub. L. No. 107-16, §613(d), effective
for plan years beginning after December 31, 2001.

38401(k)(12)(B) or §401(k)(12)(C).

T48401(k)(12)(E).

58401(k)(12)(B).
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year requirement.”"® In addition, a §401(k)(12) safe harbor plan
may include optional features, such as a general automatic con-
tribution arrangement (as opposed to a QACA) and the ability
to satisfy the safe harbor contribution requirement through an-
other tax-qualified, defined contribution plan.

1. Contribution Requirement

There are two alternative methods of satisfying the safe
harbor contribution requirement: safe harbor matching contri-
butions or safe harbor nonelective contributions. A plan may
rely on one or the other method from year to year, provided that
the plan contains language to such effect and, prior to the be-
ginning of the plan year, specifies which safe harbor contribu-
tion method will be used in the safe harbor notice, and satisfies
the other annual notice requirements. There are no restrictions
in the statute or the regulations that would prohibit a plan from
switching between methods from one year to the next year.

a. Safe Harbor Matching Contributions

The safe harbor matching contribution requirement of
§401(k)(12) is satisfied if the terms of the plan provide for qual-
ified matching contributions to be made on behalf of each eligi-
ble non-highly compensated employee under a “basic matching
formula” or an “enhanced matching formula,” and the rate of
matching contributions is appropriately limited for highly com-
pensated employees, relative to non-highly compensated em-
ployees.”"”

(1) Basic Matching Formula

The basic matching formula under §401(k)(12) requires
that matching contributions be made on behalf of each eligible
non-highly compensated employee equal to 100% of the em-
ployee’s elective contributions up to 3% of safe harbor com-
pensation, plus 50% of the employee’s elective contributions
between 3% and 5% of compensation.”* Thus, the maximum
matching contribution required under §401(k)(12) for an em-
ployee is equal to 4% of compensation.

Practice Insight: The regulations use the term “safe harbor
compensation” but this term merely refers to the definitions of
compensation that are permissible under the §401(k)(12) safe
harbor, which are discussed below in IV.B.1.c. It does not re-
fer to compensation that falls within the nondiscrimination safe
harbor in §414(s).

(2) Enhanced Matching Formula

The enhanced matching formula requires that (1) each el-
igible non-highly compensated employee receive a matching
contribution under a formula that, at any rate of elective con-
tributions, provides an aggregate amount of qualified matching
contributions at least equal to the amount that would have been
provided under the basic matching formula above; and (2) the
rate of the matching contributions do not increase as an em-
ployee’s rate of elective contributions increases.”’ Thus, for ex-

"“Reg. §1.401(k)-3, as amended by T.D. 9875, 84 Fed. Reg. 49,651 (Sept.
23, 2019), applicable to distributions made on or after January 1, 2020, with
option for earlier applicability date.

78401(k)(12)(B).

"$Reg. §1.401(k)-3(b)(2).

"YReg. §1.401(k)-3(c)(3).
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ample, a matching contribution formula of 50% of the employ-
ee’s elective contributions up to 8% of compensation would not
qualify as an enhanced matching formula, notwithstanding that
it potentially provides the same total matching contribution as
the basic formula under §401(k)(12), because an eligible non-
HCE would have a lower rate of match than would be provided
under the basic formula at any given point below 8%. A com-
mon example of a safe harbor enhanced matching formula un-
der §401(k)(12) is 100% of elective contributions up to 4% of
compensation.

(3) Required Limitation on Rate of Matching for
Highly Compensated Employees

An additional limitation on matching contributions applies
both to the basic and enhanced matching formulas. The ratio of
matching contributions to elective contributions for a plan year
cannot be greater for a highly compensated employee than a
non-highly compensated employee who has elective contribu-
tions at the same percentage of safe harbor compensation.”

Practice Insight: It is common for 401(k) plans to offer the
same rate of matching contributions for non-highly compensat-
ed employees and highly compensated employees.

(4) Matching After-Tax Contributions

A plan in which safe harbor matching contributions are
made may also may provide for matching contributions on
both elective contributions and employee after-tax contribu-
tions without failing the ADP safe harbor if, under the terms
of the plan, safe harbor matching contributions are made: (1)
with respect to the sum of an employee’s elective and employee
after-tax contributions and under the same terms as matching
contributions are made with respect to elective contributions;
or (2) on elective contributions without being affected by the
amount of after-tax employee contributions.””' However, any
after-tax contributions are still subject to the ACP test, as dis-
cussed below. As such, an employer may decide not to allow
after-tax contributions to be made to a §401(k)(12) safe harbor
plan in order to avoid ACP testing, in addition to ADP testing,
for the plan year.

Example: A plan will not fail to satisfy the matching con-
tribution requirement merely because the plan provides a
required matching contribution equal to 100% of the sum
of each eligible employee’s elective and after-tax contri-
butions up to 4% of compensation. This is the case even
if, during a plan year, an eligible employee first makes
employee after-tax contributions of 4% of compensation
that are matched by the employer and subsequently makes
elective contributions that go unmatched, provided that the
same match would have been available if the employee in-
stead had made only elective contributions and no employ-
ee after-tax contributions.

(5) Timing of Matching Contributions

A §401(k)(12) safe harbor plan may provide that safe har-
bor matching contributions will be made separately with re-

"Reg. §1.401(k)-3(c)(4).
' Reg. §1.401(k)-3(c)(5)().
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spect to each payroll period (or with respect to all payroll pe-
riods ending with or within each month or quarter of the plan
year), as long as the matching contributions are contributed by
the last day of the immediately following plan year quarter.”

(6) Permissible Restrictions on Elective Contributions
by Non-Highly Compensated Employees

For plans that rely on safe harbor matching contributions,
elective contributions by non-highly compensated employees

may not be restricted, except in the following circumstances:”

* A plan may limit the frequency and duration of periods in
which eligible employees may make or change cash or de-
ferred elections, provided that an employee has a reason-
able opportunity (including a reasonable period after re-
ceipt of the safe harbor notice described below) to make or
change a cash or deferred election for the plan year.””* For
this purpose, the regulations deem a period of 30 days to
be reasonable.

* A plan is permitted to limit the amount of elective contri-
butions that may be made by an eligible employee provid-
ed that each eligible non-highly compensated employee
is permitted to make elective contributions in an amount
that is at least sufficient to receive the maximum amount
of matching contributions available under the plan for the
plan year (unless the employee is restricted under other
limitations of the Code, as discussed in the final bullet
below) and the employee is permitted to elect any lesser
amount of elective contributions.””

* A plan may require eligible employees to make cash or
deferred elections in whole percentages of compensation
or whole dollar amounts.””

* A plan may limit the types of compensation that may be
deferred by an eligible employee, provided that each el-
igible non-highly compensated employee is permitted to
make elective contributions based on a definition of com-
pensation that would be reasonable within the meaning
of Reg. §1.414(s)-1(d)(2) but need not satisfy the nondis-
crimination requirement of Reg. §1.414(s)-1(d)(3).””

* A plan may also limit the amount of elective contribu-
tions made by an eligible employee in order to satisfy
the limitations under §402(g) or §415 or due to a suspen-
sion of elective contributions due to hardship distributions
made before January 1, 2020.”*

b. Nonelective Contributions

In lieu of satisfying the safe harbor matching contribution
requirements discussed above, an employer may make quali-
fying nonelective contributions on behalf of each non-highly
compensated eligible employee equal to at least 3% of the
employee’s “safe harbor compensation,” without regard to

" Reg. §1.401(k)-3(c)(5)(i).
" Reg. §1.401(k)-3(c)(6)().
" Reg. §1.401(k)-3(c)(6)(ii).
" Reg. §1.401(k)-3(c)(6)(ii).
" Reg. §1.401(k)-3(c)(6)(ii).
" Reg. §1.401(k)-3(6)(iv).
"Reg. §1.401(k)-3(c)(6)(V).
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whether the employee makes elective contributions.”” Thus,
plans that rely on safe harbor nonelective contributions are not
subject to the special rules relating to elective deferrals that oth-
erwise apply to plans that rely on safe harbor matching con-
tributions, such as the reasonable election periods for making
deferrals, the minimum amounts of elective contributions that
must be allowed, or the types of compensation that may be
deferred. For plan years beginning after 2019, a plan may be
amended to add required nonelective contributions after the be-
ginning of a plan year when the amendment is adopted either
(1) no later than the 30th day before the end of the plan year;
or (2) at any time before the last day by which excess contri-
butions must be distributed for that plan year. Further, such an
amendment will meet the safe harbor requirements where the
minimum nonelective contribution established is at least 4% of
the employee’s compensation. If, however, a plan provided for
matching contributions at any time during the plan year, this
exception will not apply.™

c. Definition of Compensation

For purposes of determining the amount of safe harbor
matching or nonelective contributions, a §401(k)(12) safe har-
bor plan must use a nondiscriminatory definition of compen-
sation under §414(s) and Reg. §1.414(s)-1, except that the rule
in the last sentence of Reg. §1.414(s)-1(d)(2)(iii), which gener-
ally permits a definition of compensation to exclude all com-
pensation in excess of a specified dollar amount, does not ap-
ply in determining the safe harbor compensation of non-highly
compensated employees.”' For example, the definition of com-
pensation that is used to measure safe harbor employer con-
tributions may exclude bonuses, commissions, overtime, and
other items of compensation provided that the definition of
compensation does not by design favor highly compensated
employees (HCEs), is reasonable within the meaning of Reg.
§1.414(s)-1(d)(2), and satisfies the nondiscrimination require-
ments of Reg. §1.414(s)-1(d)(3).

For purposes of elective deferrals, a §401(k)(12) safe har-
bor plan must permit each eligible non-highly compensated
employee to make elective contributions under a definition of
compensation that would be a reasonable definition of compen-
sation within the meaning of §1.414(s)-1(d)(2), which means
that the definition is not required to satisfy the nondiscrimina-
tion requirement of Reg. §1.414(s)-1(d)(3). As such, a §401(k)
(12) safe harbor plan may limit the types of compensation that
may be deferred by an eligible employee, such as permitting
elective deferrals to be made only from an employee’s base
salary, even if this definition did not satisfy the nondiscrimi-
nation requirements of Reg. §1.414(s)-1(d)(3) (and, therefore,
could not be used as the definition of compensation for safe
harbor contribution purposes), provided that the definition used

28401 (k)(12)(C); Reg. §1.401(k)-3(b).

08401(k)(12)(F), added by Pub. L. No. 116-94, Div. O, §103(b), effective
for plan years beginning after December 31, 2019 (also redesignating former
§401(k)(12)(F) as §401(k)(12)(G)). See Notice 2024-2, Q&A J-1 (extending
plan amendment deadlines under the SECURE 2.0 Act of 2022); see also No-
tice 2020-86, Q&A-8-13, modified by Notice 2022-33 (extending plan amend-
ment deadlines provided in Notice 2020-86, Q&A-13).

"Reg. §1.401(k)-3(b)(2).
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for deferral purposes is a reasonable definition of compensation
within the meaning of Reg. §1.414(s)-1(d)(2).””

Practice Insight: Although a §401(k)(12) safe harbor plan
has the flexibility to use a definition of compensation for safe
harbor contribution purposes that is different from the defini-
tion used for purposes of elective deferrals, many plans use the
same definition of compensation for both purposes, in order to
simplify employee communications and plan administration.

d. Special Rules Applicable to Safe Harbor Matching
and Nonelective Contributions

In addition to the basic formulas, limitations, and restric-
tions discussed above that must be observed in order for em-
ployer contributions to be treated as safe harbor matching or
nonelective contributions, there are additional rules that apply
when taking such contributions into account under the §401(k)
(12) safe harbor. Each of these is discussed below.

(1) Contributions Taken into Account for ADP Testing
Purposes for Plan Year

A safe harbor matching or a nonelective contribution is
taken into account for purposes of the safe harbor for a plan
year only if the contribution would be taken into account for
that plan year under the ADP testing rules, as if the ADP test
were to be applied.”” Thus, for example, a safe harbor match-
ing or nonelective contribution must be made within 12 months
of the end of the plan year. Also, an elective contribution that
would have been received by the employee within 22 months
after the close of the year, but is nonetheless taken into account
under the plan for that year because it is attributable to perfor-
mance of services in that year, will be taken into account in ap-
plying the safe harbors.”

(2) Satisfying the Safe Harbor Contribution
Requirement Under Another Plan

The safe harbor matching or nonelective contribution re-
quirements can be satisfied by another defined contribution
plan of the employer, as they need not be satisfied by the same
plan that includes the CODA.” If safe harbor contributions are
made to another defined contribution plan, the safe harbor plan
must specify the plan to which the safe harbor contributions are
made, and the safe harbor contribution requirement must be sat-
isfied in the same manner as if the contributions were made to
the plan that contains the CODA.” Consequently, the plan to
which the contributions are made must have the same plan year
as the plan containing the CODA.”’ In addition, each employ-
ee eligible under the plan containing the CODA must be eligi-
ble under the same conditions under the other defined contribu-
tion plan.”” The plan to which the safe harbor contributions are

Reg. §1.401(k)-3(b)(1), §1.401(k)-3(b)(2).

P Reg. §1.401(k)-3(h)(1).

34 Reg. §1.401(k)-3(h)(1). See IIL.L., above, for a discussion regarding
when matching and nonelective contributions can be taken into account for pur-
poses of the ADP test.

Reg. §1.401(k)-3(h)(4).

*Reg. §1.401(k)-3(h)(4).

"TReg. §1.401(k)-3(h)(4).

"$Reg. §1.401(k)-3(h)(4).
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made need not be a plan that can be aggregated with the plan
that contains the CODA.™

However, safe harbor matching or nonelective contribu-
tions cannot be used to satisfy the requirements of the safe har-
bors with respect to more than one plan.”* In other words, safe
harbor contributions may only be taken into account once for
ADP testing purposes.

(3) Aggregation and Disaggregation of Plans

In general, all CODAs included in a plan are treated as a
single CODA that must satisfy the safe harbor contribution and
the notice requirements.”*' Moreover, if an employer chooses to
aggregate two plans for purposes of §410(b) coverage testing,
those two plans are treated as a single plan for purposes of the
safe harbor methods.”” See II1.C., above, for a detailed discus-
sion of the aggregation rules of Reg. §1.410(b)-7(d) and excep-
tions to such rules for §401(k) plans.

Practice Insight: One of the most common disaggregation
rules that applies is that a plan that includes a CODA covering
both collectively bargained employees and noncollectively bar-
gained employees is treated as two separate plans for purposes
of §401(k), and the ADP test safe harbor need not be satisfied
with respect to both plans in order for one of the plans to take
advantage of the ADP test safe harbor.””

As described in III.C., above, if pursuant to §410(b)(4)(B),
an employer applies §410(b) separately to the portion of a plan
that benefits only employees who satisfy age and service con-
ditions under the plan that are lower than the greatest minimum
age and service conditions permitted under §410(a), the plan
is treated as two separate plans for purposes of §401(k), and
the ADP test safe harbor need not be satisfied with respect to
both plans in order for one of the plans to take advantage of
the ADP test safe harbor.”* Thus, a plan that uses one of the
§401(k) safe harbor methods is not required to provide safe har-
bor matching or nonelective contributions to participants who
have not yet attained age 21 and completed a year of service.
Those employees do not have to be treated as eligible employ-
ees for purposes of the §401(k) safe harbors, as long as the em-
ployer has elected to treat them separately for coverage purpos-
es pursuant to §410(b)(4). However, in such a case, the plan
must specifically provide that elective contributions (and, if ap-
plicable, matching contributions) on behalf of those employees
will satisfy the ADP test (and, if applicable, the ACP test). The
special rule of §401(k)(3)(F), under which eligible employees
(other than highly compensated employees) who have not com-
pleted the minimum age and service requirements of §410(a)
(1)(A) are disregarded in applying the ADP test does not apply
to the safe harbors. The requirements of the safe harbors must
be satisfied with respect to these eligible employees to the ex-
tent these employees are part of a component plan that is a safe
harbor plan.”*

" Reg. §1.401(k)-3(h)(4).

"0Reg. §1.401(k)-3(h)(5).

™ Reg. §1.401(k)-1(b)(4)(ii).

"2 Reg. §1.401(k)-1(b)(4)(iii).

" Reg. §1.401(k)-1(b)(4)(v).

" Reg. §1.401(k)-1(b)(4)(iv). See also Notice 2000-3, Q&A-10.
™3 Notice 2000-3, Q&A-10.
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Similarly, different levels of qualified matching contribu-
tions cannot be provided to different classes of employees un-
der a CODA that is part of a single component plan.”* The same
qualified formula must be used for all eligible Non-HCEs. As
a result, for example, the basic formula cannot be used for one
division of an employer under a plan while an enhanced formu-
la is used for another division under the same plan. It is possi-
ble, however, to establish two different plans to accomplish the
same goal.

e. Effect of Additional Nonelective or Matching
Contributions and After-Tax Employee
Contributions

A §401(k)(12) safe harbor plan must satisfy the contri-
bution requirements discussed above. However, a §401(k)(12)
safe harbor plan may provide for additional contributions
above and beyond the safe harbor contributions. In general,
these contributions are treated in the same manner as contribu-
tions to a non-safe harbor plan. Thus, the contributions must
satisfy the minimum coverage test in §410(b) and the general
nondiscrimination tests of §401(a)(4). In addition, these contri-
butions are not subject to the vesting and withdrawal require-
ments that apply to safe harbor contributions. As a result, for
example, a §401(k)(12) safe harbor plan may include additional
nonelective employer contributions that are subject to a vesting
schedule and amounts attributable to these contributions are not
subject to the restrictive in-service distribution rules that apply
to safe harbor nonelective employer contributions.

There are, however, a number of special considerations for
a §401(k)(12) safe harbor plan that includes additional contri-
bution features.

(1) Additional Matching Contributions — ACP Safe
Harbor for §401(k)(12) Plans

Matching contributions are generally subject to the ACP
test, but a safe harbor plan that uses the matching contribution
alternative to satisfy the §401(k)(12) safe harbor, and does not
provide for any other matching contributions, is automatically
treated as satisfying the ACP test.””’ However, it is possible for
an employer to provide additional matching contributions, i.e.,
a more generous matching contribution formula, and to contin-
ue to be treated as automatically satisfying the ACP test, if the
additional matching contributions comply with the following
limitations.

First, matching contributions may not be made with re-
spect to an employee’s contributions or elective deferrals in ex-
cess of 6% of the employee’s compensation.”* Second, match-
ing contributions that are discretionary may not exceed 4% of
the employee’s compensation.” Third, the rate of matching
contribution may not increase as the rate of employee contri-
butions or elective deferrals increases.” Fourth, at any rate of
employee contribution or elective deferral, the matching contri-
bution with respect to a highly compensated employee may not
be greater than the matching contribution with respect to a non-

™°Reg. §1.401(k)-3(c)(7) Ex. 5.
78401 (m)(11).

" Reg. §1.401(m)-3(d)(3)().

" Reg. §1.401(m)-3(d)(3)(ii).
"'Reg. §1.401(m)-3(d)(2).
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highly compensated employee.”' A plan does not fail to satisfy

this last requirement merely because it provides that matching
contributions will be made separately with respect to each pay-
roll period, or with respect to all payroll periods ending with
or within each month or quarter of a plan year, so long as the
matching contributions for any quarter are contributed to the
plan by the last day of the following quarter.

In applying the fourth limitation above, matching contri-
butions for a highly compensated employee under all plans of
the employer will be taken into account. However, non-simul-
taneous participation in more than one plan during a year, or
the period used to determine compensation under each plan is
limited to periods of actual participation in the plan, will not re-
sult in failure to satisfy the safe harbor matching contribution
requirements.””

If the matching contributions made to the §401(k)(12) safe
harbor plan exceed these limits, then the ACP test must be ap-
plied.

(2) Additional Nonelective Employer Contributions

As mentioned above, additional employer contributions
are subject to the general nondiscrimination requirements of
§401(a)(4). In meeting these requirements, the safe harbor non-
elective contributions made to the plan may be taken into ac-
count. In this regard, nonelective contributions used to satisfy
the design-based safe harbor can be used to satisfy other qual-
ified retirement plan nondiscrimination rules as well.”> How-
ever, these contributions cannot be taken into account in deter-
mining whether a plan meets the permitted disparity rules of
§401(1).7*

(3) After-Tax Employee Contributions

The designed-based safe harbors provide relief from ACP
testing only for matching contributions, and do not provide re-
lief for after-tax employee contributions. After-tax employee
contributions continue to be subject to ACP testing.””> More-
over, employer matching and nonelective contributions used to
satisfy the safe harbor requirements cannot be considered in
applying the ACP test, except to the extent they exceed the
amounts required to satisfy the safe harbor requirements.”

Practice Insight: It would be unusual for a §401(k)(12)
safe harbor plan to include after-tax employee contributions for
this reason. The after-tax employee contributions would not be
tested separately from matching contributions. Rather, the plan
would be subject to the full ACP test, which would undermine
the relief in §401(k)(12).

Practice Insight: Interestingly, the design-based safe har-
bor provisions in §401(m)(11) refer to the contribution and no-
tice requirements in subparagraphs (B), (C), and (D) of §401(k)
(12), which sets forth the design-based safe harbors from ADP
testing. No reference is made to §401(k)(12)(E), which in-
cludes a full vesting requirement, imposition of the distribution
restrictions of §401(k)(2)(B), and restrictions with regard to

"'Reg. §1.401(m)-3(d)(4).

7 Reg. §1.401(m)-3(d)(5).

" Reg. §1.401(k)-3(h)(2); 1996 TRA Bluebook at 153.
48401(k)(12)(E)(ii); Reg. §1.401(k)-3(h)(2).

™ Notice 98-52, §IILF.

61996 Bluebook, at 153.
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permitted disparity under §414(1), or §401(k)(12)(F), which
permits the design-based safe harbor requirements to be satis-
fied by another plan of the employer. However, subparagraphs
§401(k)(12)(E) and §401(k)(12)(F), by their terms, modify
§401(k)(12)(B) and §401(k)(12)(C). Therefore, they presum-
ably apply as well in determining whether the ACP design-
based safe harbors in §401(m)(11) are satisfied.

2. Withdrawal, Vesting, and Other Restrictions

A §401(k)(12) safe harbor plan must provide that all safe
harbor employer contributions, including safe harbor matching
contributions, are fully vested and nonforfeitable.

In addition to vesting limitations, safe harbor plans may
not condition contributions on certain requirements. A plan
may not require that an employee be employed on the last day
of the plan year in order to receive a safe harbor matching
or nonelective contribution and may not condition the match
or nonelective contribution upon completion of a certain num-
ber of hours of service, e.g., 1,000 hours of service in the
plan year.””” These conditions are impermissible because they
could result in contributions not being made on behalf of all
non-highly compensated employees, such as in the case of
a non-highly compensated employee who terminates employ-
ment during the year.

In addition, a safe harbor plan must impose the same
withdrawal restrictions that apply to elective deferrals under a
§401(k) plan to employer safe harbor contributions. As a re-
sult, for example, safe harbor employer contributions may not
be distributable prior to the permitted distributable events in
§401(k)(2)(B) and, if applicable, §414(w).

3. Notice Requirement

To satisfy the §401(k)(12) safe harbor, each employee eli-
gible to participate in the CODA must, within a reasonable pe-
riod before any year, be given written notice of the employee’s
rights and obligations under the CODA in a manner that is suf-
ficiently accurate and comprehensive to apprise the employee
of his or her rights and obligations under the plan, and written
in a manner calculated to be understood by the average eligible
employee.” This is sometimes referred to as the “mini-SPD re-
quirement.”

For plan years beginning after December 31, 2019, the SE-
CURE Act eliminated the safe harbor notice requirement for
§401(k)(12) plans that use nonelective contributions but not for
plans that use matching contributions.” Presumably, the notice
requirement continues to apply to §401(k)(12) plans that use
nonelective contributions to satisfy the ADP safe harbor but al-
so provide for matching contributions, as the SECURE Act did
not amend the notice requirements as they relate to the ACP
safe harbor of §401(m)(11).”* Employees are still required to be
able to make or change an election at least once per year, even
if no safe harbor notice is required.

A notice is not considered sufficiently accurate and com-
prehensive unless the notice accurately describes:

""Reg. §1.401(k)-3(c)(7) Ex. 4.

88401(k)(12)(D); Reg. §1.401(k)-3(d)(2)(i).

8401(k)(12)(A)(ii), as amended by Pub. L. No. 116-94, Div. O, §103(a)
1.

08401 (m)(11)(A)(i).
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(1) the safe harbor matching or nonelective contribution
formula used under the plan (including a description of the
levels of matching contributions, if any, available under
the plan);

(2) any other contributions under the plan (including the
potential for discretionary matching contributions) and the
conditions under which such contributions are made;

(3) the plan to which safe harbor contributions will be
made (if different from the plan containing the CODA);

(4) the type and amount of compensation that may be de-
ferred under the plan;

(5) how to make cash or deferred elections, including any
administrative requirements that apply to such elections;

(6) the periods available under the plan for making cash or
deferred elections;

(7) withdrawal and vesting provisions applicable to contri-
butions under the plan; and

(8) information that makes it easy to obtain initial infor-
mation about the plan (including an additional copy of the
summary plan description) such as telephone numbers, ad-
dresses, or electronic addresses.™

A plan will not fail the notice content requirement if the
notice cross-references relevant and up-to-date portions of a
summary plan description that has been provided (or concur-
rently is provided) to the employee. However, the notice still
must include the information described in (1), (5), (6), (7), and
(8), above.””

A notice is treated as satisfying the reasonable time re-
quirement if at least 30 days (and no more than 90 days) before
the beginning of each plan year, the notice is given to each eli-
gible employee for the plan year (or, if later, within the 90-day
period ending with the day the employee becomes eligible).”
However, the general rule is that the notice must be provided
within a reasonable period before the beginning of the plan year
(or, in the year the employee becomes eligible, within a rea-
sonable period before the employee becomes eligible), which is
determined based on all the facts and circumstances.

Practice Insight: It is sometimes not practicable to provide
the notice before the date an employee first becomes eligible to
participate, as in the case of a new hire in a plan that provides
for immediate eligibility, for example. The regulations provide
that the notice will nonetheless be timely if it is provided as
soon as practicable after that date, but no later than the first pay-
roll date in which an election to defer may be effective, and the
employee is permitted to elect to defer from all types of com-
pensation that may be deferred under the plan earned beginning
on the date the employee becomes eligible.”™

The required notice may be provided in writing or in elec-
tronic form, provided that the general IRS requirements for pa-
perless delivery of notices in Reg. §1.401(a)-21 are satisfied.””

"'Reg. §1.401(k)-3(d)(2)(ii).
"2Reg. §1.401(k)-3(d)(2)(iii).
"SReg. §1.401(k)-3(d)(3)(ii).
" Reg. §1.401(k)-3(d)(3)(ii).
"“Reg. §1.401(k)-3(d)(1).
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If an employer fails to provide notice, the correction de-
pends on the failure’s effect on particular participants. If the
failure results in an employee’s inability to make elective de-
ferrals, the IRS may require the employer to make a corrective
contribution. However, if the employee was otherwise in-
formed that she could make elective deferrals, the IRS may on-
ly require the employer to revise its notice procedures.”®

Example: Company C sponsors a §401(k) safe harbor
plan. C fails to provide the safe harbor notice required
by §401(k)(12) to a newly eligible employee W. If C
in no other way informed W of her right to make an
elective contribution, C would have to make a corrective
contribution to replace W’s missed deferral opportunity
and matching contributions. If C instead had informed W
of her right to make an elective contribution other than
through a safe harbor notice (for example, C’s human re-
sources department informed W of the right), C would not
have to make a corrective contribution. The IRS would,
however, require C to change its procedures to ensure that
employees received timely notice in the future.

4. Plan Year Requirement

Regulations provide that, as a general rule, a plan will
not satisfy the §401(k)(12) safe harbor requirements unless the
plan is adopted with, or amended to contain, the required safe
harbor provisions before the first day of the plan year and such
provisions remain in effect for the entire 12-month plan year.””
The regulations go so far as to provide that a plan will not sat-
isfy the safe harbor requirements if it is amended during the
year.”” However, certain midyear changes are permissible un-
der IRS guidance, and will not violate the safe harbor rules
merely because they are not in place for the 12-month plan
year, as long as the changes are not prohibited by the IRS guid-
ance and the notice and election opportunity conditions are sat-
isfied.””

The IRS’s guidance on mid-year changes pertains to a
change that is first effective during a plan year but not effective
as of the beginning of that year or to a change that is adopted
after the beginning of the plan year but is effective as of the
beginning of that year.”” When a mid-year change is being
made and that change affects required safe harbor notice con-
tent, each employee who is required to be provided with a safe
harbor notice, as discussed in IV.B.3., above, must be provided
with an updated notice that describes the mid-year change and
its effective date. The updated notice must be provided within

7% See IRS, “Fixing Common Plan Mistakes — Failure to Provide a Safe
Harbor 401(k) Plan Notice,” http://www.irs.gov/Retirement-Plans/Fixing-
Common-Plan-Mistakes-Failure-to-Provide-a-Safe-Harbor-401k-Plan-Notice.

""Reg. §1.401(k)-3(e)(1).

"®Reg. §1.401(k)-3(e)(1).

®Notice 2020-52. Plan amendments that reduce or suspend safe harbor
nonelective contributions will not violate safe harbor requirements of Reg. §
1.401(k)-3(g)(1)(ii) or Reg. §1.401(m)-3(h)(1)(ii) because supplemental notice
of the plan amendment is not provided to employees at least 30 days prior to
the effective date of the reduction or suspension, so long as an employer pro-
vides the supplemental notice to all eligible employees no later than August 31,
2020, and the amendment is adopted no later than the effective date of the re-
duction or suspension of the nonelective safe harbor contributions.

" Notice 2016-16, $IILA.
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a reasonable period before the effective date of the change, as
determined based on all the relevant facts and circumstances.
The timing requirement is deemed to be met if the updated safe
harbor notice is provided at least 30 days and not more than 90
days before the effective date of the change or, if it is not practi-
cable for the updated notice to be provided before the effective
date of the change, as soon as practicable but not later than 30
days after the date the change is adopted. The updated notice is
not required if the required information was provided with the
pre-plan year annual safe harbor notice. Employees who are re-
quired to be provided with an updated safe harbor notice must
be given a reasonable opportunity before the effective date of
the mid-year change, generally 30 days, to change their cash or
deferred election and any after-tax employee contribution elec-
tion. If it is not practicable for the election opportunity to be
provided before the effective date of the change, the election
opportunity must begin as soon as practicable but no later than
30 days after the date the change is adopted.””'

A mid-year change that relates to adoption of a short plan

year or any change to the plan year, adoption of safe harbor
plan status, or reduction or suspension of safe harbor contri-
butions, or changes from safe harbor plan status to non-safe
harbor plan status, must instead satisfy the applicable safe har-
bor provisions of Reg. §1.401(k)-3 (or Reg. §1.401(m)-3), dis-
cussed below.”” In addition, the IRS guidance allowing mid-
year changes to safe harbor plans and required notices does not
apply to a mid-year change that is prohibited by IRS guidance.
A mid-year change is prohibited if it is:"”
* to increase the number of completed years of service re-
quired for an employee to have a nonforfeitable right to
the employee’s account balance attributable to safe har-
bor contributions under a qualified automatic contribution
arrangement (QACA), discussed in IV.C., above;

* to reduce the number or narrow the group of employees
eligible to receive safe harbor contributions, unless the
change is otherwise permissible under eligibility service
crediting rules or entry date rules made for employees who
are not already eligible to receive safe harbor contributions
under the plan;

* to the design or type of safe harbor plan (e.g., changing
from a traditional §401(k) safe harbor plan to a QACA
§401(k) safe harbor plan); or

*to add or modify a formula used to determine matching
contributions (or the definition of compensation for this
purpose) if the change increases the amount of matching
contributions, or to permit discretionary matching contri-
butions; except that the prohibition does not apply if, at
least three months before the end of the plan year, the
change is adopted and the updated safe harbor notice and
election opportunity are provided, and if the change is
made retroactively effective for the entire plan year.

"' Notice 2016-16, §I11.C.

"7 Notice 2016-16, §IILB. The IRS noted that whether a mid-year change
is permissible also may depend on other laws, such as anti-cutback restrictions
under §411(d)(6), nondiscrimination restrictions under §401(a)(4), and anti-
abuse provisions under Reg. §1.401(k)-1(b)(3).

" Notice 2016-16, §II1.D.
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If safe harbor matching or nonelective contributions are to
be made under another plan for the plan year, the relevant pro-
visions of that other plan must also be adopted before the first
day of the plan year unless the IRS guidance permits a mid-year
change.

The regulation’s safe harbor provisions provide that a
newly established plan (other than a successor plan) may have
an initial plan year of less than 12 months (provided it is at least
three months long, or the employer is itself newly established
and establishes the plan as soon as administratively feasible).”*
Similarly, a CODA may be added to an existing profit-sharing,
stock bonus, or pre-ERISA money purchase pension plan for
the first time during a plan year, so long as it is made effec-
tive at least three months before the end of the plan year.”” A
short plan year that results from a change in plan year is also
not a problem, if the safe harbor requirements are satisfied for
the 12-month plan years before and after the short year.”

A plan that terminates during a plan year may have a final
plan year of less than 12 months, as long as the safe harbor re-
quirements are met through the date termination, the termina-
tion is either in connection with a §410(b)(6)(C) transaction or
results from a substantial business hardship similar to those de-
scribed in §412(c) and the conditions that apply to a suspension
of safe harbor matching contributions are met.”’

a. Permitted Suspension or Reduction of Safe Harbor
Contributions

A plan may generally be amended only prospectively each
plan year with respect to the safe harbor provisions. Thus, a
plan may be a safe harbor plan for one year and a non-safe har-
bor plan for another year, or rely on a different safe harbor con-
tribution method from year to year. However, a plan may be
amended during a plan year to reduce or entirely suspend safe
harbor contributions only if certain conditions are satisfied.””®
This is an exception to the requirement that a safe harbor plan
generally be in effect for the entire 12-month plan year.

Safe harbor matching or nonelective contributions may on-
ly be reduced or suspended midyear if either of the following

" Reg. §1.401(k)-3(e)(2).

PReg. §1.401(k)-3(e)(2).

"°Reg. §1.401(k)-3(e)(3).

" Reg. §1.401(k)-3(e)(4). The following conditions for suspension of safe
harbor matching contributions are not required for this purpose: the require-
ments regarding the employer’s financial condition or the additional informa-
tion included in the initial notice for the plan year; and the requirement that
employees have a reasonable opportunity to change their cash or deferred elec-
tions. Reg. §1.401(k)-3(e)(4)(D).

Reg. §1.401(k)-3(g). See Notice 2020-52, §III, clarifying Notice
2016-16, §1I1.B. The IRS also may issue guidance indicating additional situa-
tions in which a plan that includes provisions satisfying the safe harbor require-
ments of Reg. §1.401(k)-3 may be amended during the plan year to implement
a mid-year change. Reg. §1.401(k)-3(e)(1). Prior to the issuance of the regula-
tions permitting suspension of safe harbor nonelective contributions, the only
way to suspend safe harbor nonelective contributions during the plan year was
to terminate the plan, which involved not only discontinuing future contribu-
tions but also timely distributions of all of the plan’s assets. Thus, an employer
faced with an unexpected financial hardship had to make the difficult choice
between terminating its safe harbor nonelective contribution plan completely
or continuing to make safe harbor nonelective contributions that might not be
affordable. Before May 18, 2009, the regulations only permitted the suspension
of safe harbor matching contributions, but subsequent regulations permitted the
suspension of safe harbor nonelective contributions for amendments adopted
after May 18, 2009. T.D. 9641, 78 Fed. Reg. 68,735 (Nov. 15, 2013).
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circumstances exists: (1) the employer is operating at an “eco-
nomic loss” for the plan year; or (2) the safe harbor notice pro-
vided at the beginning of the plan year includes a statement that
the plan may be amended during the plan year to reduce or sus-
pend safe harbor matching contributions and that the reduction
or suspension will not apply until at least 30 days after all eligi-
ble employees are provided a supplemental notice of the reduc-
tion or suspension.”’

The IRS provided temporary relief in connection with the
COVID-19 pandemic from these two requirements for midyear
amendments adopted between March 13, 2020, and August 31,
2020, that reduce or suspend safe harbor contributions.””

Previously, the rules on midyear reductions and suspen-
sions of safe harbor contributions were less strict and did not
require that either of these conditions exist. These conditions
became applicable on November 15, 2013, for nonelective con-
tributions, and effective for plan years beginning before Janu-
ary 1, 2015, for matching contributions. As such, the midyear
change could be made in the absence of an economic loss or the
suspension language being included in the existing safe harbor
notice, so long as certain other requirements, similar to those
discussed below in bullets, were satisfied.

Practice Insight: Plan sponsors should consider adding a
statement to the annual safe harbor notice indicating that the
plan may be amended during the plan year to reduce or suspend
safe harbor matching contributions as a protective measure
against having to establish that the employer is operating at an
economic loss. This provides plan sponsors with the flexibility
to change the safe harbor matching contributions on a midyear
basis for any reason, even if the plan sponsor does not antici-
pate having to change safe harbor contributions during the plan
year.

If either of the two conditions exists (i.e., economic loss
or the suspension language being included in the existing safe
harbor notice), a plan may be amended midyear, on prospective
basis only, to reduce or suspend future safe harbor matching
contributions, provided that the plan sponsor complies with the
following requirements of the regulations:

* All eligible employees are provided a supplemental no-
tice (in writing or such other form as prescribed by the
IRS) that explains the consequences of the amendment that
reduces or suspends future safe harbor contributions, the
procedures for changing their cash or deferred elections
and, if applicable, their employee contribution elections
and the effective date of the amendment;

" Reg. §1.401(k)-3(g)(1)(i)(A). The regulations refer to §412(c)(2)(A) for
the meaning of the term “economic loss,” which is merely one of the factors
in §412(c)(2) that the IRS uses to determine whether to grant a waiver of the
minimum funding requirement for a defined benefit plan. Notably, the pream-
ble to the safe harbor regulations specifically states that the three other factors
in §412(c)(2), which would require taking into account the health of the indus-
try and whether the reduction or suspension of contributions is needed so that
the plan will continue, do not apply for purposes of the reduction or suspen-
sion of safe harbor contributions. T.D. 9641. Unlike a funding waiver, a plan
sponsor does not need to obtain IRS approval to reduce or suspend safe harbor
matching contributions on the basis of operating at an economic loss, but the
plan sponsor should be prepared to defend its satisfaction of the requirements
on audit.

"' Notice 2020-52.
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* The reduction or suspension of safe harbor matching
contributions is effective no earlier than the later of the
date the amendment is adopted or 30 days after eligible
employees are provided the supplemental notice;

* Eligible employees are given a reasonable opportunity
(including a reasonable period after receipt of the supple-
mental notice) prior to the reduction or suspension of safe
harbor matching contributions to change their cash or de-
ferred elections and, if applicable, their employee contri-
bution elections;

* The plan is amended to provide that the ADP test will
be satisfied for the entire plan year in which the reduction
or suspension occurs using the current year ADP testing
method of Reg. §1.401(k)-2(a)(2)(ii); and

* The plan continues to satisfy the §401(k)(12) safe harbor
requirements with respect to amounts deferred through the
effective date of the amendment.”™'

For plan years beginning after December 31, 2019, the SE-
CURE Act eliminated the safe harbor notice requirement for
nonelective safe harbor plans.”® As such, plan sponsors may
switch to a safe harbor 401(k) plan with nonelective contribu-
tions prior to the 30th day before the end of the plan year. Al-
ternatively, if the amendment provides for a nonelective contri-
bution of 4% (instead of 3% of compensation) for the plan year,
the amendment may be made any time prior to the last day of
the following plan year.”

Under the IRS’s temporary relief in connection with the
COVID-19 pandemic, if a plan amendment that reduces or sus-
pends safe harbor nonelective contributions during a plan year
is adopted between March 13, 2020, and August 31, 2020, then
the plan will not be treated as failing to satisfy the safe har-
bor nonelective contributions requirements merely because a
supplemental notice is not provided to eligible employees at
least 30 days before the reduction or suspension of safe har-
bor nonelective contributions is effective, provided that (1) the
supplemental notice is provided to eligible employees no later
than August 31, 2020; and (2) the plan amendment that reduces
or suspends safe harbor nonelective contributions is adopted
no later than the effective date of the reduction or suspension
of safe harbor nonelective contributions.” For plans that are
amended to reduce or suspend safe harbor matching contribu-
tions, however, the IRS did not change the supplemental notice
requirements. As such, a supplemental notice must still be pro-
vided to the plan participants 30 days prior to the effective date
of the amendment.

Practice Insight: The SECURE Act’s removal of the annu-
al safe harbor notice requirements for a plan with nonelective
contributions does not appear to have affected the requirement
that a supplemental notice (as described in the first bullet point
above) be provided if such a plan makes a mid-year change
to the nonelective contributions. Although there is no guidance
that directly addresses the issue, the fact that the temporary

' Reg. §1.401(k)-3(2)(1)(i).

28401(k)(12)(A)(ii), as amended by Pub. L. No. 116-94, Div. O, §103(a)
1.

38401 (k)(12)(F)(iii), as amended by Pub. L. No. 116-94, Div. O, §103(b).

8 Notice 2020-52.
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COVID-19 relief provided in Notice 2020-52 modifies the tim-
ing requirements for providing a supplemental notice when a
plan makes a mid-year change to the nonelective safe harbor
contributions suggests that the IRS views the supplemental no-
tice requirement as applicable in light of the SECURE Act.
There are material consequences associated with a mid-
year suspension. Most notably, the plan will lose its safe harbor
status for the entire plan year, including the portion in which
the rules were satisfied, and will need to satisfy the ADP and
ACEP tests, as applicable. A plan that is relying on the exemp-
tion from the top-heavy rules under §416(g)(4)(H) will also
lose the relief, since the plan will no longer be considered a safe
harbor plan. Further, it appears that a plan that suspends its safe
harbor contributions would need to prorate the otherwise ap-
plicable compensation limit under §401(a)(17).” Proration of
the §401(a)(17) compensation limit effectively prevents a very
highly paid employee from obtaining the maximum safe harbor
contribution during the period in which contributions were not
suspended. It is not entirely clear how this would apply where
employer contributions are reduced, rather than eliminated, but
presumably the same proration principles would apply.

b. “Wait-and-See” Safte Harbor

Special rules apply to plan sponsors that may want to
rely on nonelective contributions to satisfy the §401(k)(12)
safe harbor. These rules, which are sometimes referred to as
the “wait-and-see” approach, provide additional time to adopt
amendments to implement safe harbor nonelective contribu-
tions for a plan year and avoid ADP testing. Under this ap-
proach, a plan sponsor can amend the plan after the first day
of the plan year but not later than: (1) 30 days before the last
day of the plan year to adopt a 3% nonelective contribution safe
harbor; and (2) the last day for distributing excess contributions
for the plan year (i.e., the last day of the following plan year)
to adopt a nonelective contribution of at least 4% of compen-
sation (instead of 3%). This is another exception to the require-
ment that a safe harbor plan generally be in effect for the entire
12-month plan year, but it applies only to nonelective safe har-
bor contributions and cannot be utilized for safe harbor match-
ing contributions.

Practice Insight: The rationale for allowing extra time to
decide whether to adopt nonelective safe harbor contributions,
but not safe harbor matching contributions, is that nonelective
contributions are made by the employer without regard to the
employees’ elective deferrals. As such, employees need to be
made aware of the level of safe harbor matching contributions
that the employer will be required to make for the plan year in
order for the employees to choose the appropriate amount of
elective deferrals and have an adequate opportunity to maxi-
mize the matching contributions received for the plan year.

For plan years beginning prior to January 1, 2020, the
wait-and-see approach did not permit amendments to imple-
ment nonelective safe harbor contributions to be adopted any
later than 30 days before the end of the plan year (i.e., option
(2) above was not available) and required that the annual notice
with wait-and-see language and follow-up notices be provid-

" REG-115699-09, 74 Fed. Reg. at 23,137; see Reg. §1.401(a)(17)-1(b)
(3)(iii). See also T.D. 9641, 78 Fed. Reg. at 68,736 (acknowledging the require-
ment).
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ed.”™ However, even for plan years beginning on or after Jan-
uary 1, 2020, if the plan provides for a matching contribution
subject to ACP testing and the safe harbor nonelective contri-
bution is being used to satisfy both the ADP test and the ACP
test, then an annual notice is still required to be given to partic-
ipants each year.

The timing and content of a wait-and-see notice is the
same as for the standard annual notice required by Reg.
§1.401(k)-3(d) except that the notice, instead of describing the
safe harbor contributions, merely specifies that the plan may be
amended during the plan year to include the safe harbor non-
elective contributions and that, if it is so amended, a follow-up
notice will be provided.” Thus, the wait-and-see notice gen-
erally is provided to employees a reasonable period before the
start of the plan year and provides the “mini-SPD” required of
safe harbor plans in general.

The follow-up notice must be provided no later than 30
days before the last day of the plan year, and must state that the
safe harbor nonelective contributions will be made for the plan
year.”® This notice can be combined with the contingent notice
for the next plan year.

Practice Insight: The wait-and-see safe harbor is a signif-
icant exception to the otherwise restrictive rules in the regula-
tions that limit mid-year reductions and suspensions in safe har-
bor nonelective contributions. The employer may simply de-
cide not to make required any nonelective safe harbor contri-
butions under the wait-and-see approach, without any conse-
quences other than having to satisfy the ADP test for the plan
year. In contrast, an employer that suspends safe harbor non-
elective contributions under the regulation’s general exception
for certain mid-year changes safe harbor must satisfy signifi-
cant requirements, including establishing a substantial business
hardship and applying a delayed effective date on any such
amendment.””’

5. Effect of §401(k)(12) Safe Harbor Status on the §416
Top-Heavy Requirements

The top-heavy rules do not apply to a §401(k)(12) safe
harbor plan that only provides for safe harbor contributions.”
Including a provision in the plan that merely allows for the
option of additional contributions at the employer’s discretion
will also not cause the plan to be subject to the top-heavy
rules.””' However, any additional contribution actually made to
the plan will cause it to be subject to the top-heavy rules.”” This
rule is strictly applied so that any allocation attributable to for-
feitures will cause the plan to fall outside of the exemption from
the top-heavy rules.””

If a §401(k)(12) plan falls outside of the top-heavy exemp-
tion, compliance with the top-heavy rules is often simplified
as safe harbor nonelective contributions may be counted under

" Reg. §1.401(k)-3(f)(1). See Notice 2016-16, $IIL.B.

" Reg. §1.401(k)-3(f)(2). The availability of the contingent notice is not
affected by the regulations governing mid-year reductions or suspensions of
safe harbor nonelective contributions. T.D. 9641, 78 Fed. Reg. at 68,736.

" Reg. §1.401(k)-3(f)(3).

" Reg. §1.401(k)-3(g).

08416(g)(4)(H), added by EGTRRA, Pub. L. No. 107-16, §613(d).

"'Rev. Rul. 2004-13.

"?Rev. Rul. 2004-13.

" Rev. Rul. 2004-13.
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§416 toward the minimum contribution requirement for top-
heavy plans.” Thus, if a plan allocates to all eligible employ-
ees a 3%-safe-harbor nonelective contribution, the plan gener-
ally would also satisfy the top-heavy minimum contribution re-
quirement.”” In addition, matching contributions are taken into
account in determining whether the top-heavy minimum con-
tribution has been provided.” As a result, safe harbor matching
contributions may also be counted toward the minimum contri-
bution requirement for top-heavy plans under §416.

A safe harbor plan that is part of a top-heavy aggregation
group is not considered a top-heavy plan if it only provides safe
harbor contributions.”” That is, the mere fact that it is part of
a top-heavy aggregation group will not taint the relief. How-
ever, the entire plan within the meaning of §414(1) must be a
safe harbor plan that only provides safe harbor contributions. In
this regard, the IRS has ruled that a §401(k) plan that uses the
permissive disaggregation rule of §410(b)(4) to apply §410(b)
separately to the portion of a plan that benefits only employ-
ees who satisfy age and service conditions under the plan that
are lower than the greatest minimum age and service conditions
period under §410(a), must satisfy the §401(k)(12) safe harbor
with respect to both portions of the plan in order to obtain the
top-heavy relief in §416(g)(4)(H).”

6. Effect of Automatic Contribution Arrangements in
§401(k)(12) Sate Harbor Plans

The §401(k)(12) safe harbor does not require that the CO-
DA include an automatic contribution arrangement. In contrast
to the §401(k)(13) safe harbor, a §401(k)(12) safe harbor may
require affirmative elections to defer. However, nothing in
§401(k)(12) precludes a plan from including an automatic con-
tribution arrangement.

Practice Insight: One reason for a CODA that includes
an automatic contribution arrangement to rely on §401(k)(12)
rather than §401(k)(13) is that such a plan may utilize any de-
sign for its automatic contribution arrangement, rather than in-
corporating the detailed requirements for an automatic contri-
bution arrangement under §401(k)(13), including its rigorous
automatic escalation requirements. An additional incentive is
that a §401(k)(12) safe harbor plan with an automatic enroll-
ment feature may also be an eligible automatic contribution
arrangement (an EACA) and, therefore, may offer §414(w) per-
missive in-service withdrawals.”

C. Section 401(k)(13) Safe Harbor — Qualified Automatic
Contribution Arrangements

The design-based safe harbor of §401(k)(13) provides for
automatic contributions at specified levels and offers the same
relief from the nondiscrimination testing requirements that ap-
plies to a CODA that satisfies the §401(k)(12) safe harbor.
Many of the rules that apply to a §401(k)(12) safe harbor plan

**Notice 98-52.

™ See Reg. §1.416-1, M-18 for a similar rule applicable to qualified non-
elective contributions.

08416(c)(2)(A), as amended by EGTRRA, Pub. L. No. 107-16, §613(b),
effective for years beginning after December 31, 2001.

77 §416(g)(4)(H).

Rev. Rul. 2004-13.

8414(w)(3).
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also apply to a §401(k)(13) safe harbor plan.** Thus, the ad-
vantages of a §401(k)(13) safe harbor plan are that the CODA
is: (i) treated as satisfying the ADP test; (ii) treated as satisfy-
ing the ACP test if the safe harbor matching contribution lim-
its are observed and employee after-tax contributions are not
permitted; and (iii) exempt from the top-heavy requirements of
§416 for the year if the plan allows only employer matching or
nonelective contributions required to satisfy the safe harbor re-
quirements.

A plan will meet the design-based safe harbor of §401(k)
(13) if the CODA satisfies all of the following: (i) the qualified
automatic contribution arrangement requirement; (ii) the safe
harbor contribution requirement; (iii) withdrawal and vesting
requirements; (iv) the notice requirement; and (v) the plan year
requirement.*” Each of these requirements is discussed, in turn,
below.

1. Qualitied Automatic Contribution Arrangement
Requirement

a. Automatic Enrollment

In order to satisfy §401(k)(13), a plan must include a qual-
ified automatic contribution arrangement (QACA). A QACA
must provide that all eligible employees are automatically en-
rolled in the plan, other than employees who have made an af-
firmative election either to make no contribution to the plan or
to have a specified amount or percentage of compensation con-
tributed to the plan as an elective contribution.*” Thus, the ef-
fect of the QACA is a default election under which the employ-
ee is treated as having made an election to have a specified con-
tribution made on his or her behalf under the plan.*”

Automatic enrollment cannot be limited to certain groups
of eligible employees, such as newly hired employees. In addi-
tion, existing employees as well as new hires must be automat-
ically enrolled on the date the QACA is implemented, unless
they have an affirmative election entered into previous to the
date the QACA was implemented that remains in effect as of
the QACA’s effective date*

Practice Insight: Existing eligible employees who are not
contributing to the plan due to the failure to have made any
election, such as having failed to complete enrollment or elec-
tion forms, are not deemed to have made affirmative elections

808401(k)(13), added by 2006 PPA, Pub. L. No. 109-280, §902(a), and
amended by Pub. L. No. 110-458, §109(b)(1), effective for plan years begin-
ning after December 31, 2007.

¥IReg. §1.401(k)-3, as amended by T.D. 9447, 74 Fed. Reg. 8200 (Feb.
24, 2009), as corrected at 74 Fed. Reg. 11,644 (Mar. 19, 2009), generally ef-
fective for plan years beginning on or after January 1, 2008.

¥28401(k)(13)(C), as amended by SECURE Act of 2019, Pub. L. No.
116-94, Div. O, §102, effective for plan years beginning after December 31,
2019 (this legislation is also referred to as "SECURE 1.0" following the en-
actment of the SECURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T, on
December 29, 2022). Under the SECURE Act, the 10% cap for the automatic
enrollment safe harbor after the first plan year is increased to 15%. However,
the limit during the first plan year remains at 10%, and may be increased to a
maximum of 15% after the expiration of that period. See Reg. §1.401(k)-3(j)(1)
(1) and §1.401(k)-3(j)(1)(ii). See also Notice 2024-2, Q&A J-1 (extending plan
amendment deadlines under the SECURE 2.0 Act of 2022); Notice 2020-86,
Q&A-1-3, modified by Notice 2022-33 (extending plan amendment deadlines
provided in Notice 2020-86, Q&A-2-3).

$5Reg. §1.401(k)-3(G)(1)(ii).

¥ Reg. §1.401(k)-3G)(1)(ii).
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not to participate. As a result, such employees must be auto-
matically enrolled in the plan on the date that the QACA is im-
plemented. In other words, an employer must have on file, pri-
or to the QACA effective date, an election to defer $0 or 0% of
compensation in order to exclude the employee from automat-
ic enrollment when the QACA is implemented. Note that these
provisions assume that the plan was in existence as a non-safe-
harbor 401(k) plan prior to becoming a §401(k)(13) plan and
implementation of the QACA.

The regulations specifically provide that the default elec-
tion under the automatic enrollment feature only applies for
periods in which an affirmative election is not in effect.’” As
such, a plan may provide that affirmative elections expire as
of a certain date, require employees to make new affirmative
elections if they want the prior rate of elective contributions
to continue, and automatically enroll employees at the plan’s
default percentage (based on the minimum percentage require-
ments discussed immediately below) if they do not make a sec-
ond affirmative election.*

b. Contribution Rates for Elective Deferrals

In order to be a QACA, the plan must provide a default
contribution rate for each eligible employee that is at least
equal to a specified schedule of automatic contributions (called
“qualified percentages”). The minimum qualified percentage
during the initial period is 3% of compensation.*” After the ini-
tial period, the minimum qualified percentage automatically in-
creases by 1% for each of the next three plan years.*” Thus, the
minimum qualified percentage for the plan year after the initial
period is 4%, increases to 5% for the next year, and then re-
mains at 6% for all later plan years. However, the default qual-
ified percentage cannot exceed 15% of compensation for any
plan year.*” The initial period begins when the employee first
has contributions made pursuant to a default election under the
QACA*"

Practice Insight: The schedule of automatic contributions
represents only the minimum percentages that are required for
each period under a QACA. As such, a plan may provide for
higher default percentages or for any period or automatic in-
creases that are greater than 1% of compensation. Alternative-
ly, a plan can avoid automatic increases by providing for a sin-
gle default percentage that is between 6% and 15% of compen-
sation.

Minimum percentages are generally determined based on
the number of years since the date an employee first had default
contributions made under the QACA, without regard to
whether an employee has continued to be eligible to make con-
tributions under the plan.*'' Thus, the mere fact that an employ-

$5Reg. §1.401(k)-3()(1)(ii).

SST.D. 9447.

878401(k)(13)(C)(iii)(T). See Reg. §1.401(k)-3())(2)(i)(A).

8088401(k)(13)(C)(iii)(II) through §401(k)(13)(C)(ii)IV). See Reg.
§1.401(k)-3(j)(2)(ii)(B) through §1.401(k)-3(G)(2)(ii))(D).

% The maximum percentage was increased to 15% for plan years begin-
ning after December 31, 2019, by the SECURE Act. §401(k)(13)(C)(iii) as
amended by Pub. L. No. 116-94, Div. O, §102. For plan years beginning pri-
or to December 31, 2019, the maximum percentage was 10% of compensation.
Reg. §1.401(k)-3(G)(2)(0).

$10Reg. §1.401(k)-3()(2)(ii)(A).

$1'Reg. §1.401(k)-3()(2)(iv); T.D. 9447.
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ee had a severance from employment after the initial contribu-
tion does not mean that the employee starts again at the initial
automatic enrollment rate of 3% in the event of reemployment.
The clock continues to run during the period in which the par-
ticipant is not employed so that in the event of rehire the par-
ticipant may need to be enrolled at a higher percentage.*> How-
ever, there are special rules for determining an employee’s ini-
tial period, including an important exception for re-hired em-
ployees, and a uniformity requirement also applies to the con-
tributions rates. These rules are discussed in the following para-
graphs.

c. Determining the Initial Period for Elective Deferral
Contribution Rates

The initial period begins when the employee first partici-
pates in the automatic contribution arrangement that is intended
to be a QACA and ends on the last day of the following plan
year.*” Thus, the initial period for a participant could be up to
two full plan years.

The initial period is defined by reference to the first default
contribution made on behalf of the employee.*"* If an employee
makes an affirmative election before the default contribution
would have begun, then the initial period does not begin for
the employee.*” Although the §401(k) regulations do not fur-
ther define when the first default contribution is made, the
§414(w) regulations, which also deal with automatic contribu-
tion arrangements, indicate that the date of the first default elec-
tive contribution is the date that the compensation that is sub-
ject to the cash or deferred election would otherwise have been
includible in income, which generally is the date the first de-
fault contribution would have been paid to the employee but for
the default election.*'® For a plan that previously had an auto-
matic contribution arrangement and, thereafter, becomes a QA-
CA, the initial period for an employee is based on the first de-
fault contribution after the date the QACA is effective, not the
date of the first default contribution under the non-QACA au-
tomatic contribution arrangement.

As discussed above, minimum percentages are generally
determined based on the number of years since the date an em-
ployee first had default contributions made under the QACA,
without regard to whether an employee has continued to be el-
igible to make contributions under the plan. However, employ-
ers may take advantage of a rule of convenience in the regu-
lations which allows a plan to provide that an employee who
did not have contributions made pursuant to a default election
under the QACA for an entire plan year to be treated as if the
employee had not had such contributions for any prior plan.*”
This essentially allows an employer to begin a new initial peri-
od and restart automatic contributions at the minimum qualified
percentage for an employee who terminates in one plan year,
remains terminated for a full plan year, and is rehired in a sub-
sequent plan year, regardless of whether the employee actually

$2Reg. §1.401(k)-3(G)(2)(iv).

*138401(k)(13)(C)(iiD)(D); Reg. §1.401(K)-3(G)2)([)(A).
#4Reg. §1.401(k)-3(G)(2)(i)(A).

$5T.D. 9447.

$1°Reg. §1.414(w)-1(c)(2)(i).

#7Reg. §1.401(k)-3(G)(2)(iv).
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had contributions made pursuant to a default election under the
QACA in some earlier plan year.*"

d. Uniformity Requirement

A contribution percentage is a qualified percentage only if
it is uniform for all employees.®'” In general, this means that the
default percentage must be the same for every employee with
the same number of years or portions of years since the begin-
ning of the employee’s initial period.” However, there are four
regulatory exceptions to the uniformity rule that allow for vari-
ations in percentages in the following circumstances: (1) based
on the number of years (or portions of years) since the begin-
ning of the initial period for an eligible employee; (2) the per-
centage rate is not reduced due to an election to make deferrals
at a higher rate being in effect immediately before the effec-
tive date of the QACA default rate; (3) to apply the limits of
§402(g), §415, and §401(a)(17); and (4) to apply the six-month
contribution suspension requirement for hardship distributions
for plan years beginning before January 1, 2020.*

The exception for variations in percentages based on the
number of years (or portions of years) since the beginning of
the initial period accommodates a number of different timing
rules for automatic increases. For example, automatic increases
may be implemented as of the first day of each plan year, as of
the anniversary of the date of the employee’s first contribution
under the automatic contribution arrangement or on the date of
the first annual pay increase following the date of the first con-
tribution under the plan. In each case, the controlling factor in
the default percentage would be the number of years or portions
of years since the initial default contribution.

Practice Insight: It is not entirely clear whether the excep-
tion based on the number of years (or portions of years) since
the beginning of the initial period accommodates other varia-
tions in the scheduled increase date. In this regard, for exam-
ple, some automatic contribution arrangements base the date of
the scheduled increase by reference to an employee’s date of
hire, the date on which the employee was first eligible to partic-
ipate (which may be different from the date of the initial con-
tribution), or the date the first contribution was received by the
plan’s trust. These automatic escalation dates are not derived
from the date of the initial contribution, but one might fairly
reason that the percentage varies solely based on the duration
from the initial contribution in the same manner as any other
scheduled increase. Further, it is somewhat intuitive that these
methods of automatic escalation treat all employees in a uni-
form manner.

$T.D. 9447.

$198401(k)(13)(C)(iii), as amended by Pub. L. No. 116-94, Div. O, §102,
effective for plan years beginning after December 31, 2019. Under the SE-
CURE Act, the 10% cap on escalation of contributions for the automatic en-
rollment safe harbor after the first plan year is increased to 15%. However,
the maximum limited for the period reflected in §401(k)(13)(C)(iii)(I) (period
within which the minimum qualified percentage is 3%) remains at 10%, and
may not be increased to a maximum of 15% until after the expiration of that pe-
riod. See Notice 2024-2, Q&A J-1 (extending plan amendment deadlines under
the SECURE 2.0 Act of 2022); see also Notice 2020-86, Q&A-1-3, modified
by Notice 2022-33 (extending plan amendment deadlines provided in Notice
2020-86, Q&A-2-3).

#0Reg. §1.401(k)-3(G)(2).

21 Reg. §1.401(k)-2()(2)(iii)(A)-§1.401(k)-2()(2)(iii)(D).
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In Rev. Rul. 2009-30, the IRS addressed a QACA that
provided for scheduled increases beginning on a specified pay
period that coincided with the pay period in which the em-
ployer generally implemented pay increases. The ruling con-
cluded that the arrangement would not fail to satisfy the qual-
ified percentage requirement, including uniformity and mini-
mum percentage requirements, merely because default contri-
butions were pursuant to an arrangement under which the de-
fault contribution percentage for all eligible employees increas-
es on a date other than the first day of a plan year. This conclu-
sion is consistent with the exception based on number of years
of service (or portion of years), as the scheduled increase date
was the same date for all employees and did not vary based
on any particular employee’s circumstances. Notably, the rul-
ing did not address percentage increases tied to individual pay
raises, which could occur on different dates for different em-
ployees.

The regulations are silent on the effect of a §414(w) per-
missible withdrawal of the initial contribution, if the plan was
also designed to be an eligible automatic contribution arrange-
ment, which is discussed in VI., below. However, there is noth-
ing to suggest that the contribution subject to the withdrawal
would cease to be considered an initial contribution, assuming
the employee is subsequently reenrolled or did not opt out of
participation in connection with the withdrawal.

The regulations do not explicitly address whether it is per-
missible for a §401(k)(13) safe harbor plan to allow partic-
ipants to make affirmative deferral elections prior to the ef-
fective date of the automatic contribution arrangement. The
statute and the regulations provide that the automatic contri-
bution arrangement must apply to each employee who is eligi-
ble to participate in the CODA, which suggests that automat-
ic enrollment must occur in connection with initial eligibility.*”
However, as discussed below, the regulations specifically pro-
vide that the default election may not be effective any earlier
than “a reasonable period of time after receipt of the notice”
explaining the arrangement.*”” The regulations, however, set a
back-end limit by providing that this rule does not permit a plan
to make the automatic enrollment effective later than a spec-
ified date, which is the earlier of the pay date for the second
payroll period that begins after the date the notice was provided
and the first pay date that occurs at least 30 days after the notice
is provided.” Taken as a whole, this suggests that a plan may
allow employees to make affirmative elections prior to the date
on which the automatic enrollment is effective in order to en-
sure that employees have a reasonable period of time to consid-
er the default election, but cannot delay the effective date of the
automatic contribution arrangement beyond the specified date
described above.

The uniformity requirement applies to the plan within the
meaning of §414(1), but the uniformity requirement does not
apply across portions of the plan that are subject to disaggre-
gation under the rules of §410(b) so that collectively bargained
employees may be covered by a QACA with one contribution
structure while non-collectively bargained employees are cov-
ered by a QACA with a different contribution structure.” Sim-

28401(K)(13)(C)(i).
¥3Reg. §1.401(k)-3(k)(4)(iii).
4 Reg. §1.401(k)-3(k)(4)(iii).

358-5th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-405-0

ilarly, an employer may maintain two or more §401(k) plans,
each with a different automatic enrollment structure and each
a QACA. In effect, the same aggregation and disaggregation
rules that apply to §401(k)(12) plans, discussed above, also ap-
ply to determine the plan subject to the uniformity requirement.

e. Definition of Compensation Used for Elective
Deferral Contribution Rates

The definition of compensation that is used to determine
whether the plan is providing the minimum required deferral
rate is safe harbor compensation within the meaning of Reg.
§1.401(k)-3(b)(2), which incorporates the definition of com-
pensation in §414(s) and Reg. §1.414(s)-1, except that the plan
may not exclude compensation in excess of a specific amount
for non-highly compensated employees (i.e., the rule in the last
sentence of Reg. §1.414(s)-1(d)(2)(iii) does not apply).***

This rule differs from the one applied under the §401(k)
(12) safe harbor. The §401(k)(12) safe harbor, for example,
provides that an eligible employee must be permitted to make
elective contributions under a definition of compensation that
would be a reasonable definition of compensation within the
meaning of Reg. §1.414(s)-1(d)(2) (without regard to whether
the definition satisfies the nondiscrimination requirement of
Reg. §1.414(s)-1(d)(3)). In contrast, under §401(k)(13), the de-
finition of compensation used for determining the minimum
percentages must satisfy the §414(s) nondiscrimination re-
quirements. Otherwise, however, the same compensation rules
that apply under the §401(k)(12) safe harbor also apply §401(k)
(13) safe harbor plans. Thus, for example, the plan may limit
the types of compensation that may be deferred by an eligible
employee under the plan, provided that each non-highly com-
pensated employee who is an eligible employee is permitted to
make elective contributions under a definition of compensation
that would be a reasonable definition of compensation with-
in the meaning of Reg. §1.414(s)-1(d)(2) (without regard to
whether the definition satisfies the nondiscrimination require-
ment of Reg. §1.414(s)-1(d)(3)).*

2. Safe Harbor Contribution Requirement

The same matching and nonelective contribution require-
ments for a §401(k)(13) safe harbor apply to a §401(k)(12)
safe harbor plan, subject to one exception that makes the basic
matching formula under §401(k)(13) somewhat more modest.
The plan must provide that matching contributions to be made
on behalf of each eligible non-highly compensated employee
are equal to 100% of the employee’s compensation, and 50%
of the employee’s elective contributions that exceed 1% and
do not exceed 6% of compensation.”® Thus, the maximum re-
quired matching contribution under §401(k)(13) is equal to
3.5% of compensation, not 4% of compensation.

The same rate of nonelective contributions is required un-
der both the §401(k)(12) and §401(k)(13) safe harbors. There

5 Reg. §1.414(w)-1(b)(2)(iii).

826 The §414(s) compensation requirement as a measure of the minimum
qualifying percentages applies only to plan years beginning on or after January
1, 2010.

#7Reg. §1.401(k)-3(c)(6)(iv).

828 Compare §401(k)(13)(D)(i) and Reg. §1.401(k)-3(k)(2) with §401(k)
(12)(B)(i) and Reg. §1.401(k)-3(c)(2).
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is no reduced rate of qualifying nonelective contributions for a
§401(k)(13) safe harbor plan that includes a qualified automat-
ic contribution arrangement, as the same 3% minimum applies.
See IV.B.1., above, for a discussion of the safe harbor contri-
butions requirements of §401(k)(12).

For plan years beginning after 2019, a plan may be amend-
ed to add required nonelective contributions after the beginning
of a plan year when the amendment is adopted either (1) no lat-
er than the 30th day before the end of the plan year; or (2) at any
time before the last day by which excess contributions must be
distributed for that plan year. Further, such an amendment will
meet the safe harbor requirements where the minimum non-
elective contribution established is at least 4% of the employ-
ee’s compensation. If, however, a plan provided for matching
contributions at any time during the plan year, this exception
will not apply.*

3. Withdrawal and Vesting Requirements

A §401(k)(13) safe harbor plan may impose a vesting re-
quirement on safe harbor employer contributions. The vesting
schedule must provide for full vesting once an employee has
completed at least two years of service (within the meaning
of §411(a)).*® However, the same withdrawal restrictions for
§401(k)(12) safe harbor contributions apply to a §401(k)(13)
safe harbor plan. See IV.B.2., above, for a discussion of the
withdrawal requirements of §401(k)(12).

4. Notice Requirement

The notice requirement for a §401(k)(13) safe harbor plan
is generally the same notice requirement that applies to a
§401(k)(12) safe harbor plan but additional information must
be included to reflect the presence of a qualified automatic con-
tribution arrangement and a special timing rule applies.”'

For plan years beginning after December 31, 2019, the SE-
CURE Act eliminated the safe harbor notice requirement for
§401(k)(13) plans that use nonelective contributions but not for
plans that use matching contributions.*” Presumably, the notice
requirement continues to apply to §401(k)(13) plans that use
nonelective contributions to satisfy the ADP safe harbor but al-
so provide for matching contributions, as the SECURE Act did
not amend the notice requirements as they relate to the ACP
safe harbor of §401(m)(11).*"

In the case of a QACA under §401(k)(13), the notice
must also explain: (i) the level of elective contributions that
will be made on the employee’s behalf if the employee does
not make an affirmative election; (ii) the employee’s right un-
der the arrangement to elect not to have elective contributions
made on the employee’s behalf (or to elect to have such contri-
butions made in a different amount or percentage of compensa-
tion); and (iii) how contributions under the arrangement will be
invested, including, in a participant-directed plan, how contri-

#98401(k)(13)(F), added by Pub. L. No. 116-94, Div. O, §103(c), effective
for plan years beginning after December 31, 2019. See Notice 2020-86 for in-
terim guidance on changes enacted under §102 and §103 of the SECURE Act.

83 Compare §401(k)(13)(D)(iii) and Reg. §1.401(k)-3(k)(3) with §401(k)
A2)E)Q).

BIReg. §1.401(k)-3(a)(2), §1.401(k)-3(k)(1), §1.401(k)-3(k)(4); compare
§401(k)(13)(E) with §401(k)(12)(D).

#28401(k)(13)(B), as amended by Pub. L. No. 116-94, Div. O, §103(a)(1).

838401(m)(11)(A)(ii); see Notice 2020-86, Q&A-4.
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butions will be invested in the absence of an affirmative invest-
ment election.”” The notice may not simply refer to the plan’s
SPD on these points.*”

For plan years beginning after 2019, the notice require-
ment is limited to matching contributions, and is no longer re-
quired with respect to nonelective contributions.”

Similar to the timing rules for providing notice regarding
a §401(k)(12) safe harbor plan, the notice for a §401(k)(13)
safe harbor plan must be provided within a reasonable period of
time before any plan year or, in the case of a new hire, before
the day the employee becomes eligible to participate.”’ Further,
the notice is treated as timely provided it is provided at least 30
days (and no more than 90 days) before the beginning of the
plan year or, if later, within the 90-day period ending with the
date the employee becomes eligible to participate.*”

However, in the case of a QACA under §401(k)(13), the
notice must be provided sufficiently early so that the employee
has a reasonable period of time after receipt of the notice to
make an affirmative deferral election and, if the plan permits
participant investment direction, to make an affirmative invest-
ment election.*” However, the regulations also create a back-
end date by which automatic enrollment must be effective,
specifying that the default election must be effective no later
than the earlier of: (i) the pay date for the second payroll period
that begins after the date the notice is provided; and (ii) the first
pay date that occurs at least 30 days after notice is provided.**

Practice Insight: The timing requirement for a QACA that
provides for immediate eligibility to participate can be chal-
lenging, particularly if the eligible employees are paid on a fre-
quent basis, such as a weekly payroll. The default enrollment
in such a circumstance may need to be effective as soon as two
weeks after the date of hire.

5. Plan Year Requirement

The same plan year requirement that applies to a §401(k)
(12) safe harbor plan also applies to a §401(k)(13) safe harbor
plan.*' This means that same rules that apply to §401(k)(12)
plans with regard to mid-year changes, suspensions, and reduc-
tions of safe harbor contributions, the wait-and-see option for
nonelective contributions, and the related notice requirements
also apply to §401(k)(13) safe harbor plans. See the discussion
of the plan year requirements in IV.B.4., above.

834 Reg. §1.401(k)-3(k)(4). Failure to provide the notice is subject to penal-
ties of up to $1,000 per day (as adjusted for inflation). See ERISA §502(c)(4);
29 C.F.R. §2560.502c-4, 29 C.F.R. §2575.3. For a table of the current and prior
DOL penalties imposed on an ERISA plan, see the Worksheets of 361 T.M.,
Reporting and Disclosure Under ERISA.

¥ REG-133300-07, 72 Fed. Reg. 63,144, 63,147 (Nov. 8, 2007) (preamble
to proposed regulations that were adopted as modified by T.D. 9447, 74 Fed.
Reg. 8200 (Feb. 24, 2009)).

#98401(k)(13)(B), as amended by Pub. L. No. 116-94, Div. O, §103(a)
(2), effective for plan years beginning after December 31, 2019. See Notice
2020-86, Q&A-4-7.

¥TReg. §1.401(k)-3(a)(2), §1.401(k)-3(d)(3)(i).

88 Reg. §1.401(k)-3(d)(3)(ii).

$9Reg. §1.401(k)-3(k)(4)(iii).

#0Reg. §1.401(k)-3(k)(4)(iii).

¥ Reg. §1.401(k)-3(a)(2).
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6. Comparison of §401(k)(12) and §401(k)(13) Safe
Harbors

The §401(k)(12) and §401(k)(13) safe harbors are very
similar in that they both provide relief from the ADP and ACP
testing requirements and from the application of the §416 top-
heavy rules. In addition, both types of safe harbor plans may
be designed to include an automatic contribution arrangement.
However, a §401(k)(12) safe harbor plan with an automatic
contribution arrangement is not subject to the qualified min-
imum percentages and the uniformity requirement that apply
to a §401(k)(13) safe harbor plan. This makes it is possible
to design a §401(k)(12) plan with an automatic contribution
arrangement that only applies to new hires or that provides for
contribution percentages that do not follow the qualified mini-
mum percentage requirements.

Two other significant differences between a §401(k)(12)
safe harbor plan and a §401(k)(13) safe harbor plan with a QA-
CA are that the §401(k)(13) safe harbor permits the use of a
vesting schedule,*” and the matching contribution requirement
under the §401(k)(12) safe harbor is modestly higher than the
matching contribution requirement under the §401(k)(13) safe
harbor.*”’

D. Section 414(x) Eligible Combined Plans — DB(k)
Plans

Section 414(x) provides special rules that permit a small
employer to maintain an "eligible combined plan," consisting
of a defined benefit plan and §401(k) plan, which is deemed
to satisfy the ADP and ACP tests and is exempt from the top-
heavy requirements of §416.* Thus, this arrangement is anoth-
er type of design-based safe harbor plan and is often referred
to as a “DB(k)” plan or arrangement. In addition, DB(k) plans
provide relief from the administrative costs and burdens associ-
ated with maintaining two separate retirement plans by requir-
ing that the assets of both plans be held in a single trust and
only one Form 5500 be filed.**

DB(k) plans are relatively new, having been added to
the Code and ERISA effective for plan years beginning in
2010. There has been very little guidance issued with respect to
DB(k) plans, other than a 2009 IRS notice, which also requests
comments regarding possible issues to be addressed in future
guidance, but no future guidance has been issued to date.**

In order to constitute a DB(k) plan within the meaning of
§414(x) —

(1) the arrangement must be maintained by a small em-
ployer at the time it is established;

(2) the arrangement must consist of a defined benefit plan
and a defined contribution plan that includes a CODA;

(3) the assets of the two plans must be held in a single trust
with separate accounting for the relative interests of the
plans; and

¥28401(k)(13)(D)(iii).

¥3 Compare §401(k)(12)(B) with §401(k)(13)(D).
848414(x)(3), §414(x)(4).

85 8414(x)(2)(A)(iii), §414(x)(6).

¥6Notice 2009-71.

358-5th

© 2025 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-405-0

(4) the plans must satisfy certain benefit, contribution,
vesting, and nondiscrimination requirements, including a
minimum level of accrued benefits under the defined ben-
efit portion of the plan, minimum level of employer
matching contributions under the defined contribution
portion of the plan, an automatic contribution arrange-
ment, and a uniformity requirement.*"’

Notwithstanding the single trust requirement and the
statute’s description of a DB(k) arrangement as an “eligible
combined plan,” §414(x)(1) specifically states that the require-
ments of the Code shall be applied to the defined benefit and
defined contribution portions of the plan as if each such plan
were a separate plan and not part of the eligible combined plan
— except as otherwise provided in §414(x). As such, the de-
fined benefit and defined contributions portions of the plan are
largely treated as two separate plans, as discussed in more de-
tail below.

1. Small Employer Requirement

The DB(k) rules are only available to an employer that is
considered a “small employer” at the time the plan is estab-
lished.**

A small employer is an employer who employed on aver-
age at least two but not more than 500 employees on business
days during the calendar year preceding the year in which the
DB(k) arrangement was established and at least two employ-
ees on the first day of the plan year, determined using the rules
of §4980D(d)(2).*” In the case of an employer that was not in
existence during the preceding calendar year, the determination
of whether an employer is a small employer is based on the av-
erage number of employees that it is reasonably expected that
such employer will employ on business days in the current cal-
endar year." For these purposes, any predecessor employers
will be taken into account.*” For purposes of determining the
number of employees of the employer, all employers that are
aggregated under §414(b), §414(c), §414(m), or §414(o) are
considered the employer so that all employees of the controlled
group employer are taken into account.*””

DB(k) arrangements are not available to owner-only plans
because such plans by definition do not cover at least two em-
ployees. Similarly, DB(k) plans are not available to large em-
ployers, including smaller subsidiaries or affiliates of large em-
ployers. However, an employer that grows beyond the employ-
ee limit will still be able to rely on the special rules for its
DB(k) arrangement because the determination is made “at the
time the plan is established.”” This also means that a small em-
ployer that adopts a DB(k) plan and, thereafter, is acquired by
a large employer will not be adversely affected by the acquisi-
tion. It is not clear, however, whether the DB(k) arrangement
may be extended to the employees of the acquiring employer
after the acquisition, although the statute and the legislative his-
tory do not impose any such limitation.

878414(x)(2).

9 8414(x)(2)/(A)QD).

$498414(x)(2)(A) (flush language), §4980D(d)(2)(A).
$5084980D(d)(2)(B).

85184980D(d)(2)(C).

85284980D(d)(2)(A).

3 §414(x)(2)(A)).
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2. Separate Defined Benefit Plan and Defined
Contribution Plan Requirement

A DB(k) arrangement largely operates in effect as two sep-
arate plans, one that satisfies the defined benefit plan rules and
one that satisfies the rules applicable to a plan that includes
a qualified CODA.** Each plan must satisfy the tax-qualifica-
tion requirements of the Code, as well as the requirements of
§414(x) that are to be applied separately, as if such plan were
not part of an eligible combination plan. As a result, for exam-
ple, the §415 limits on contributions and benefits apply to each
plan separately as if each plan were not part of an eligible com-
bination plan.*” In addition, the spousal consent requirements
apply to each plan separately so that the defined benefit plan
will generally be subject to the spousal consent requirements
and the defined contribution plan will typically not be subject
to the spousal consent requirements.”® Further, the minimum
funding rules will apply to the defined benefit plan to the same
extent that the funding rules would apply if the plan were not
part of a DB(k) arrangement.*” It is also implicit under §414(x)
that a DB(k) arrangement will not violate §401(k)’s prohibition
on a qualified CODA being part of a defined benefit plan sim-
ply because the two plans are funded through a single trust.

It appears that an eligible combination plan is treated as
two separate plans for purposes of §414(1), which generally de-
fines a single “plan,” because the assets of the plan that are at-
tributable to one plan are not available to pay benefits under the
other plan**® As a result, for example, the fact that the defined
benefit plan is underfunded should not adversely affect the de-
fined contribution plan. This is supported by legislative histo-
ry indicating that separate participant accounts are to be main-
tained under the defined contribution portion of the arrange-
ment, and earnings or losses are based on the assets allocable to
the defined contribution plan.*” It is also supported by §414(x)
(6)(B), which indicates that an eligible combined plan must be
treated as a single plan for purposes of information reporting —
a provision that would not be necessary if an eligible combina-
tion plan were treated as a single §414(1) plan.

Each plan must be terminated separately if there is a ter-
mination of the defined benefit plan and the defined contribu-
tion plan forming part of an eligible combination plan."* Al-
though not explicitly addressed, this suggests that a DB(k) plan
may be discontinued by spinning off the defined benefit and de-
fined contribution portions of the plan into two separate plans,
which thereafter would need to satisfy the general tax-qualifi-
cation rules without regard to §414(x).

It also appears that an existing plan, such as an existing
§401(k) plan, may become part of a §414(x) eligible combined
plan. This might occur, for example, if a defined benefit plan
was adopted by the employer in connection with an existing

54 8414(x)(1), §414(x)(7).

#2006 PPA Bluebook at 236.

62006 PPA Bluebook at 236.

%72006 PPA Bluebook at 236.

858 Reg. §1.414(1)-1(b)(1), noting that whether an arrangement is one
§414(1) plan turns on whether the assets are available to pay benefits, even if a
single trust is used.

#2006 PPA Bluebook at 236.

8608414(x)(1), as amended by Pub. L. No. 110-458, §109(c)(1), effective
for plan years beginning after 2009.
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qualified CODA and the two arrangements were maintained
pursuant to a single trust. It might also occur through the
“merger” of an existing defined benefit plan and an existing
qualified CODA. There do not appear to be any particular statu-
tory barriers in §414(x) to the use of existing plans. The IRS
generally takes the position that a defined contribution plan
and a defined benefit plan may not be merged.* This prohi-
bition, however, is rooted in the anti-cutback rule of §411(d)
(6), which generally treats the defined contribution or defined
benefit character of a plan as a protected benefit. In the DB (k)
context, the essential character of each type of plan must be
protected, which suggests that existing plans may serve as the
foundation of a DB(k) arrangement. There is also legislative
history that explicitly suggests existing plans may become part
of an eligible combination plan.*®

3. Single Trust Requirement

Section 414(x) requires that the defined benefit and de-
fined contribution portions of the DB(k) arrangement be funded
through a single trust.*” However, the assets of each component
plan must be clearly identified and allocated to the extent nec-
essary to separately apply and satisfy the other requirements of
§414(x).* This asset segregation rule is necessary to apply the
general mandate of §414(x), which requires that except as oth-
erwise provided, all tax-qualification rules of the Code are to
be applied as if each plan were not part of an eligible combined
plan. As such, the significance of the single trust requirement
appears to be largely intended to facilitate ease of reporting for
small employers by requiring only a single summary annual re-
port to be provided, the ability to file one Form 5500 for both
plans each year, and to have only one audit performed for plans
subject to the audit requirement.*”

4. Benefit Accrual, Contribution, Vesting, and
Nondiscrimination Requirements

As discussed above, an employer must maintain both a de-
fined benefit plan and a defined contribution arrangement, each
of which meets certain requirements, for the arrangement to
be an eligible DB(k) plan. The defined benefit portion of the
DB(k) plan must provide a minimum accrued benefit, and the
defined contribution portion must contain an automatic con-
tribution arrangement and provide a certain level of matching
contributions.*® In addition, there are special vesting require-
ments and rules for applying nondiscrimination tests, and a uni-
formity requirement also applies. These requirements are dis-
cussed below.

a. Defined Benefit Plan Accrual Requirements

The defined benefit plan that forms part of the DB(k) plan
must provide each participant with a minimum employer-pro-
vided accrued benefit and may be either a final average pay

81 See Reg. §1.411(d)-4, Q&A-3(a)(2).

$22006 PPA Bluebook at 238, discussing benefits, rights, and features test-
ing on pre-merger features.

538414(x)(1), §414(x)(2)(A)(ii).

864 8414(x)(2)(A)(iii).

8658414(x)(6).

866 8414(x)(A), §414(x)(B), §414(x)(C).
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plan or a cash balance plan.*” In general, the accrued benefit
of each participant derived from employer contributions, when
expressed as an annual retirement benefit, must not be less
than the applicable percentage of the participant’s final average
pay.* The minimum benefit formula depends on whether the
plan is a final average pay plan or a cash balance plan.

For a final average pay plan, the minimum benefit must be
at least 1% of final average compensation per year of service
up to 20 years.*” The benefit must be expressed as an annual
benefit and must be employer-provided.”” That is, employee
contributions may not be required as a condition of the min-
imum benefit. Years of service are generally determined by
reference to the §411 vesting rules, although a plan may not
disregard a period of service solely because a participant is
not contributing to the defined contribution plan portion of the
arrangement.”’”’ Final average compensation is compensation
determined over the five consecutive years in which the partic-
ipant has the highest aggregate compensation.”’”” Presumably, a
shorter period may be used if the participant has fewer than five
consecutive years of service.

In lieu of a final average pay formula, a DB(k) may pro-
vide a cash balance benefit that provides certain minimum pay
credits that depend on the age of a participant.”” The minimum
pay credits must be no less than 2% of compensation if the par-
ticipant is age 30 or less; 4% if the participant is over age 30
but less than age 40; 6% if the employee is age 40 or over but
less than age 50; and 8% of compensation if the participant is
age 50 or older. All ages are determined as of the first day of
the plan year.*”

The interest credits on the cash balance accounts must sat-
isfy the interest rate requirements of §411(b)(5)(B)(i).”” These
interest rate requirements generally provide that a cash balance
account cannot provide interest credits at a rate which is above
a market rate of return and cannot provide a rate of return that
may result in the account being less than the aggregate amount
of compensation credits to the account.””

Practice Insight: The §411(b)(5)(B)(i) rules do not pre-
scribe minimum rates of return other than a guarantee of prin-
cipal. Taken literally, this might suggest that a cash balance
plan might meet the requirements of §414(x) by simply provid-
ing compensation credits and no interest credits. This analysis
would, however, be at odds with the purpose of requiring a de-
fined benefit plan that provides a minimum benefit.

The statute does not specify the normal retirement age that
must be used by the DB(k) plan, but presumably an employer is
not free to set a normal retirement age that is exceptionally late
since that would reduce the economic value of the minimum
benefit. The statute uses the term “accrued benefit,” which is

*78414(x)(2)(B).

*E$414(x)(2)(B)(0).

59 8414(x)(2)(B)(ii).

¥198414(x)(2)(B)(i).

8718414(x)(2)(B)(iv). See §411(a)(4), §411(a)(5),§411(a)(6).

2§414(x)(2)(B)(0).

873 8414(x)(2)(B)(iii).

8742006 PPA Bluebook at 236.

875 8414(x)(2)(B)(iii).

8768411(b)(5)(B)(i). For discussion of the interest credit rules, see 352
T.M., Specialized Qualitied Plans — Cash Balance, Target, Age-Weighted and
Hybrids.
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defined in §411(a)(7) to mean the benefit under the defined
benefit plan, expressed in the form of an annual benefit com-
mencing at normal retirement age. The term “normal retirement
age” is defined in §411(a)(8) such that it cannot be later than at-
tainment of age 65 (except for participants that commence par-
ticipation within five years of normal retirement age), which
suggests that this is the relevant rule for purposes of a DB(k)
plan. A related question is whether there is a limit on the dis-
count rate for early commencement of retirement benefits. Pre-
sumably the discount rate cannot be so steep as to cause a for-
feiture, which would violate §411. In addition, §417(e), which
provides rules on determining the present value of accrued ben-
efits payable in a lump sum from a defined benefit plan, may
apply to set limits where the DB(k) plan provides for a lump
sum payable upon early retirement.

b. Section 401 (k) Plan Contribution Requirements

In addition to the required minimum accrued benefit, the
CODA portion of the DB(k) plan must provide matching con-
tributions of 50% of at least 4% of compensation.”” Alterna-
tively, the plan may provide for a different rate of matching
contribution, provided that the rate of matching contribution
does not increase as the participant’s rate of elective contri-
bution increases, and the aggregate amount of matching con-
tributions at each rate of elective contribution is no less than
the aggregate amount of matching contributions that would be
provided under the basic matching contribution requirement.*”
Thus, for example, an enhanced matching contribution formu-
la might provide matching contributions equal to 100% of the
first 2% of compensation that is contributed to the plan. How-
ever, in no case may the rate of matching contribution for any
elective contribution of a highly compensated employee at any
rate of elective contribution be higher than the rate of matching
contribution for a non-highly compensated employee.*” In this
regard, the same rules that apply to a §401(k)(12) or §401(k)
(13) safe harbor apply to the safe harbor matching contribution
under a DB(k) plan.

There is no safe harbor nonelective contribution alterna-
tive for a DB(k) arrangement, unlike a safe harbor plan under
§401(k)(12) or §401(k)(13), which means that matching contri-
butions are required. However, the defined contribution portion
of the DB(k) plan can provide for nonelective employer con-
tributions, but such nonelective contributions are not taken into
account in determining whether the matching contribution re-
quirements are met.*

If the CODA portion of the DB(k) plan provides the mini-
mum contribution (and does not provide for after-tax employee
contributions or additional matching contributions), the plan is
deemed to satisfy the ACP test.*' Note that this is at a reduced
rate of matching contributions relative to the ACP safe har-
bor that applies under §401(m)(11), reflecting that a portion of
the employer-provided benefit is provided through the defined
benefit plan that is part of the DB(k) arrangement. The defined
contribution element of a DB(k) plan may provide for addition-

$78414(x)(2)(C)D)(ID).

78 8414(x)(2)(C)(i) (flush language), §401(k)(12)(B)(iii); Notice 2009-71.
8798414(x)(2)(C)(i) (flush language), §401(k)(12)(B)(ii).
808414(x)(2)(C)(ii).

881 8414(x)(3)(B), applying §401(m)(11) standard.
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al matching contributions.” If additional matching contribu-

tions are provided, the matching contributions must satisfy the
ACP test or the §401(m)(11) safe harbor, modified to reflect
the lower matching contribution rate required under §414(x).
The same limits that apply to additional matching contributions
under the §401(m)(11) safe harbor that apply to §401(k) plans
generally apply to DB(k) plans, including, for example, the 6%
limit on total matching contributions.

Practice Insight: To some extent, the DB(k) rules address
the inequity in the current safe harbor §401(k) plan rules that
ignore whether the employer is maintaining a defined benefit
plan and look solely to the level of employer contributions to
the §401(k) plan. In this regard, they allow an employer to sat-
isfy a portion of the contribution requirement through its de-
fined benefit plan.

The statute is silent on whether after-tax employee contri-
butions may be made to either the defined contribution or de-
fined benefit portion of the DB(k) plan. There does not, how-
ever, appear to be any rule that would prohibit such contribu-
tions. Nonetheless, after-tax employee contributions to the de-
fined contribution plan would trigger the ACP test and would
preclude reliance on the §401(m)(11) safe harbor.

c. Automatic Contribution Arrangement Requirement

The qualified CODA must be an automatic contribution
arrangement which provides that each employee eligible to par-
ticipate in the arrangement is treated as having elected to make
elective contributions in an amount equal to 4% of the em-
ployee’s compensation unless the employee specifically elects
not to have such contributions made or to have such contribu-
tions made at a different rate.*” This does not appear to be a
minimum rate but, rather, the required rate for automatic en-
rollment, unlike a §401(k)(13) QACA. Similar to the §401(k)
(13) safe harbor, however, it appears that the §414(x) automatic
contribution arrangement under a DB(k) plan must apply to all
employees that have not made a prior affirmative election to
participate, including existing employees.*™

d. Definition of Compensation

The statute does not specify a required definition of com-
pensation that must be used in meeting the matching contribu-
tion and benefit accrual requirements. Presumably rules simi-
lar to the rules that apply to the §401(k)(12) and §401(k)(13)
safe harbors also apply to matching contributions made under
§414(x). These rules generally provide that safe harbor employ-
er contributions must be based on a definition of compensation
within the meaning of Reg. §1.401(k)-6, which incorporates the
definition of compensation under §414(s), but without the abil-
ity to exclude all compensation in excess of a specified dollar
amount.*’ As a result, for example, the definition of compensa-
tion that is used to measure safe harbor employer contributions

82 The statute is not explicit about additional matching contributions. How-
ever, §414(x)(2)(D)(ii) specifies a vesting schedule for additional matching
contributions and the legislative history indicates that matching contributions
may satisfy the ACP test, which would not be relevant unless additional match-
ing contributions are permitted. 2006 PPA Bluebook at 238.

*S8414(x)(5)(A)().

5% See §414(x)(5)(A)().

¥ Reg. §1.401(k)-3(b)(2).
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may exclude bonuses, commissions, overtime, and other items
of compensation provided that the definition of compensation
does not by design favor HCE:s, is reasonable within the mean-
ing of Reg. §1.414(s)-1(d)(2), and satisfies the nondiscrimina-
tion requirements of Reg. §1.414(s)-1(d)(3).

e. Effect of Other Plans in Applying Nondiscrimination
Rules

The minimum benefit and contribution requirements ap-
plicable to the defined benefit plan and defined contribution
plan portions of the DB(k) plan must be met without appli-
cation of the permitted disparity rules under §401(1).* In ad-
dition, the defined benefit plan and defined contribution plan
must meet the nondiscrimination requirements under §401(a)
(4) and the minimum coverage requirements under §410(b)
without application of the permitted disparity rules and without
being combined with any other plan.*’

f. Vesting and Withdrawal Requirements

A DB(k) arrangement must satisfy specified vesting re-
quirements. In particular, the defined benefit plan must provide
that a participant is fully vested after completion of three years
of service and may provide for a more favorable vesting sched-
ule.*® A similar rule applies for nonelective employer contribu-
tions to the defined contribution plan.** In addition, matching
contributions must be fully vested immediately.*

Practice Insight: Employer contributions to a defined con-
tribution plan must generally be vested once a participant has
completed three years of service. However, §411 permits an al-
ternative vesting schedule that provides graded vesting over six
years. The graded vesting schedule is apparently not permitted
under a §414(x) eligible combination plan.*"

Additional matching contributions must be fully vested
immediately. It is not permissible to impose a vesting schedule
on additional matching contributions.*” This is different from
the §401(m)(11) safe harbor which permits a vesting schedule
on additional matching contributions but imposes overall limits
as a condition of preserving the ACP safe harbor.

Unlike a §401(k)(12) or §401(k)(13) safe harbor plan,
there are no special restrictions on withdrawals from an eligible
combination plan. Rather, elective deferrals under the §401(k)
plan are subject to the in-service withdrawal restrictions that
generally apply to such contributions discussed in II.C., above.
The matching contributions are subject to the restrictions that
apply to matching contributions generally, not to matching con-
tributions under a safe harbor plan. Further, the distributions
from the defined benefit plan are subject to the in-service dis-
tribution restrictions applicable to such plans generally, which
generally limit in-service distributions to the earlier of age 62
or normal retirement age.””

$0§414(0))(F)(ib) (D).

57§414(0)(2)(F)(ii)(ID), §414()(2)(F)(Gii).

55 §414(02)(D)().

*§414(0(2)(D)(E)(D).

0§414()(2)D) (D).

¥18414(x)(2)(D) (flush language).

2§414(02)(D) (D).

¥38401(a)(36), as amended by Pub. L. No. 116-94, Div. M, §104(a), ef-
fective for plan years beginning after December 31, 2019; Reg. §1.401(a)-1(b).
Note that while Pub. L. No. 116-94, Div. M, §104, lowered the age for in-ser-
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g. Uniformity Rule; Effect of Additional Accruals or
Employer Contributions

A DB(k) plan may provide for additional accruals under
its defined benefit plan and additional contributions under its
defined contribution plan. However, §414(x)(2)(E) requires
that all contributions and benefits under each of the defined
benefit and defined contribution plans, and all rights and fea-
tures under each such plan, must be provided uniformly to all
participants. This requirement is far more stringent than the
§401(a)(4) nondiscrimination rules and applies even if a plan
would otherwise satisfy the general nondiscrimination rules.

Practice Insight: The alternative cash balance formula
does not, strictly speaking, provide uniform benefits. It pro-
vides different pay credits to different participants based on
age. Query whether this suggests that age-based formulas
should satisfy the uniformity requirement.

The uniformity requirement also applies to benefits, rights,
and other features under the DB(k) arrangement.”* A limited
exception applies under the legislative history to the extent a
benefit, right, or feature is attributable to a benefit that was
accrued before a defined benefit or defined contribution plan
became part of a DB(k) arrangement.*”” This limitation may
make it difficult for the defined benefit plan component of the
arrangement to make changes in the plan, for example, chang-
ing distribution options.

Although nonelective contributions are not an option for
satisfying the DB(k) safe harbor, such contributions are permit-
ted, provided that the uniformity requirement is satisfied.*”

5. Effect on §416 Top-Heavy Rules

A defined benefit plan and a defined contribution plan
are treated as satisfying the §416 top-heavy rules for any plan
year in which the plans are part of a DB(k) arrangement.””’ In
contrast to the top-heavy relief provided to a §401(k)(12) or
§401(k)(13) safe harbor plan, this appears to be a complete pass
on the §416 top-heavy requirements. A §401(k)(12) or §401(k)
(13) plan is only deemed to satisfy the top-heavy requirements
to the extent that it does not provide contributions in excess of
the minimum contributions necessary to satisfy the safe har-
bor requirements, but this limitation does not apply to a DB(k)
arrangement. As a result, the top-heavy relief appears to apply
even if additional contributions are provided under the quali-
fied CODA portion of the DB(k) arrangement.

vice distributions from age 62 to age 59%2, a qualified plan is not required to
provide for in-service distributions. If a qualified plan allowed for in-service
distributions at age 62 prior to the changes made to §401(a)(36) by Pub. L.
No. 116-94, it is not required to be amended to allow for in-service distribution
at age 592 after December 31, 2019. See Notice 2024-2, Q&A J-1 (extend-
ing plan amendment deadlines under the SECURE 2.0 Act of 2022); see also
Notice 2020-68, Q&A F-1, modified by Notice 2022-33 (released before en-
actment of SECURE 2.0). For further discussion of phased retirement arrange-
ments, see 351 T.M., Plan Qualification — Pension and Profit-Sharing Plans.

1 8414(x)(2)(E).

32006 PPA Bluebook at 238.

08414(x)(2)(C)(ii), §414(x)(2)(B).

¥T8414(x)(4).
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6. Plan Year Requirement

There is no explicit plan year requirement in §414(x).
However, there is no explicit plan year requirement in either
§401(k)(12) or §401(k)(13), and the IRS has implied one in
those contexts, reasoning that relief from the nondiscrimination
rules is only meaningful if provided on a plan year basis.*® It
seems likely, therefore, that the same plan year requirement ap-
plies to a DB(k) arrangement.

7. Notice Requirement

The automatic contribution feature of the CODA must
comply with certain notice and election requirements. Specifi-
cally, each employee eligible to participate in the qualified CO-
DA must receive a notice explaining the employee’s right un-
der the arrangement to elect not to have elective contributions
made on the employee’s behalf or to have the contributions
made at a different rate.*” Each eligible employee must also
have a reasonable period of time after receipt of the notice and
before the first elective contribution is made to make an elec-
tion.” In addition, each eligible employee must be given an an-
nual notice of the employee’s rights and obligations under the
arrangement, which must be provided within a reasonable peri-
od before any year.”” The notice must be sufficiently accurate
and comprehensive to apprise the employee of the employee’s
rights and obligations and must be written in a manner calcu-
lated to be understood by the average eligible employee.””

Practice Insight: Although the statute does not explicitly
require any explanation of the non-automatic contribution as-
pects of the DB(k) plan, the IRS may interpret the statute to
require an explanation of at least the material features of the
defined contribution plan portion of the DB(k) arrangement. In
this regard, the statutory language imposing a notice require-
ment in connection with the automatic contribution arrange-
ment is comparable to the statutory language under §401(k)
(12) and §401(k)(13).

E. Section 401(k)(11) — SIMPLE 401(k) Plans

A CODA that satisfies the provisions of §401(k)(11) for
any plan year (“SIMPLE 401(k) plans”) is deemed to satisfy
the ADP and ACP tests.”” SIMPLE 401(k) plans are also ex-
empt from the top-heavy requirements of §416 for the year.””
Thus, SIMPLE 401(k) plans are another type of designed-based
safe harbor plan, but they are available only to smaller employ-
ers. In order to achieve the simplicity suggested by its name,
SIMPLE 401(k) plans are more limited than other types of de-
fined contributions plans in regard to the amount of employer
and employee contributions and other plan-design alternatives.

SIMPLE 401(k) plans are distinct from SIMPLE IRAs,
described in §408(p), which involve salary reduction contribu-
tions and effectively include CODAs. An employer may termi-

8% See IV.B 4., above.

57 8414(x)(5)(B)(ii).

0 8414(x)(5)(B)(i).

PL8414(x)(5)(B)(iii).

928414(x)(5)(B) (flush language), referring to the specific notice require-
ments of §401(k)(12)(D)(i) and §401(k)(12)(D)(ii).

“38401(k)(11)(A), §401(m)(10); see Reg. §1.401(k)-4(a).

9%8401(k)(11)(D)(ii); Reg. §1.401(k)-4(h).
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Detailed Analysis

nate a SIMPLE IRA plan and adopt a SIMPLE §401(k) plan at
any time during the year.””” SIMPLE IRAs are discussed in 368
T.M., SEPs and SIMPLEs. See also 367 T.M., IRAs.

1. Eligible Employers

An employer is eligible to maintain a SIMPLE 401 (k) plan
if the employer has no more than 100 employees who earned
$5,000 or more in compensation during the preceding calendar
year.”” For this purpose, compensation means all compensa-
tion subject to federal income tax withholding under §3401(a)
plus elective deferrals under a §401(k) plan, §403(b) annuity
arrangement, salary reduction SEP, or SIMPLE IRA plan, and
amounts deferred under an eligible §457 plan.”” In the case of
a self-employed individual, “compensation” means net earn-
ings from self-employment determined under §1402(a), before
subtrgaogting any contributions made under the SIMPLE 401(k)
plan.

Practice Insight: In identifying the number of employees,
guidance issued under the SIMPLE IRA provisions of §408,
which contains the same employer eligibility provisions, is in-
structive in determining whether an employer is eligible to
maintain a SIMPLE 401(k) plan. As such, all employees em-
ployed at any time during the calendar year are taken into ac-
count, regardless of whether they are eligible to participate in
the SIMPLE 401(k) plan, and regardless of whether they are
otherwise excludible under the rules of §410(b)(3) or §410(b)
(4).”” Self-employed individuals receiving earned income from
the employer during the year must also be counted.”’ In count-
ing the employees of the employer, related employers are treat-
ed as a single employer to the extent required by §414(b),
§414(c), and §414(m), and leased employees must be taken into
account as employees.”"'

An employer that establishes and maintains a SIMPLE
401(k) plan for one or more years, and fails to be an “eligible
employer” for any later year, is treated as an eligible employer
for the two years following the last year the employer was an
eligible employer.””” In other words, an employer that previous-
ly maintained a SIMPLE 401(k) plan is treated as satisfying the
“100-employee limitation” for the two calendar years immedi-
ately following the calendar year for which it last satisfied the
100-employee limitation. However, this grace period rule does
not apply if the reason for the failure to be an eligible employ-
er was due to any acquisition, disposition, or similar transac-
tion involving an eligible employer, unless certain conditions
are met.”” Specifically, the employer must satisfy the follow-
ing requirements of §410(b)(6)(C)(i) in order to remain an eli-
gible employer for the two years following the acquisition, dis-

position, or similar transaction:’** (1) the employer becomes or

%58408(p)(11), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §332(a), effective for plan years beginning after December
31, 2023. See also Notice 2024-2, Q&As G-1-7.

*8401(k)(11)(D)(0), §408(p)(2)(C)(D)(D); Reg. §1.401(k)-4(b)(1).

*"Reg. §1.401(k)-4(e)(5).

"% Reg. §1.401(k)-4(e)(5).

" Notice 98-4, Q&A B-1. See Notice 2024-2, Q&A E-3.

"“Notice 98-4, Q&A B-1.

*!"Notice 98-4, Q&A B-5.

*'28408(p)(2)(C)()(ID); Reg. §1.401(k)-4(b)(2).

*12$408(p)(2)(C)()(ID); Reg. §1.401(k)-4(b)(2).

"M Reg. §1.401(k)-4(b)(2).
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ceases to be a member of a group of employers aggregated un-
der §414(b), §414(c), §414(m), or §414(0); (2) the plan satisfies
§410(b) coverage requirements immediately before the change;
and (3) coverage under the plan is not significantly changed
during the transition period that begins on the date of the trans-
action and ends on the last day of the first plan year beginning
after the date of the transaction.

2. Exclusive Plan Requirement

An employer generally cannot make contributions under
a SIMPLE 401(k) plan for a calendar year if the employer,
or a predecessor employer, maintains a qualified plan (other
than the SIMPLE 401(k) plan) under which any of the SIMPLE
401(k) plan participants receives an allocation of contributions
(in the case of a defined contribution plan) or has an increase in
a benefit accrued or treated as an accrued benefit under §411(d)
(6) (in the case of a defined benefit plan) at any time during the
SIMPLE plan year.””” However, an employer can make contri-
butions under a SIMPLE 401(k) plan for a calendar year even
though it maintains another qualified plan if participants in the
SIMPLE plan benefit only from allocation of forfeitures under
the other plan.”'® For this purpose, a “qualified plan” includes
a plan qualified under §401(a) or §403(a), an annuity contract
described in §403(b), a governmental plan (other than an eli-
gible §457 plan), a simplified employee pension (SEP) under
§408(k), a trust described in §501(c)(18), and a SIMPLE IRA
described in §408(p).”"

3. Contribution Requirements

Three contribution requirements must be satisfied by a
SIMPLE plan.”"®

First, subject to §415 limitations, elective contributions
must be permitted up to $10,000, as indexed in $500 incre-
ments.”” For current and prior year adjusted dollar amounts, see
the Worksheets of this Portfolio. Elective contributions may be
expressed as a percentage of compensation.””

A SIMPLE 401(k) plan may be designed to allow catch-up
contributions for participants who are age 50 or over, but the
catch-up contribution limit is significantly lower than for oth-
er types of qualified plans.”'For plan years beginning after De-
cember 31, 2023, elective contribution and catch-up contribu-

38401(k)(11)(C); Reg. §1.401(k)-4(c)(1).

15Reg. §1.401(k)-4(c)(2).

178401(k)(11)(D)(i), §408(p)(2)(D)(ii); Reg. §1.401(k)-4(c)(1).

¥ $401(Kk)(11)(B)().

98401(k)(11)(B)E)(D); Reg. §1.401(k)-4(e)(2). See §408(p)(2)(E). When
an employer elects to replace a SIMPLE IRA plan with a SIMPLE §401(k) plan
mid-year, the total amount that may be contributed for the year may not exceed
the weighted average of the salary reduction contribution and elective contri-
bution limits for each plan. Notice 2024-2, Q&A G-6.

Z08401(1)(1HB)E)(D).

#218414(v)(2)(B)(ii), as amended by the SECURE 2.0 Act of 2022, Pub. L.
No. 117-328, Div. T, §117(b)(1)(A), effective for tax years beginning after De-
cember 31, 2023. For tax years beginning after December 31, 2024, there is a
higher catch-up limit for individuals age 60, 61, 62, or 63 equal to the greater of
150% of the regular catch-up contribution in effect for 2025 or $5,000. §414(v)
(2)(B)(ii), as amended by Pub. L. No. 117-328, Div. T, §109(b), effective for
tax years beginning after December 31, 2024. See Prop. Reg. §1.414(v)-1(c)(2)
(ii)(B), REG-101268-24, 90 Fed. Reg. 2645 (Jan. 13, 2025). According to the
IRS, plans are not required to provide for a higher applicable dollar catch-up
limit for participants at age 60 through age 63. REG-101268-24, 90 Fed. Reg.
at 2649 n.6.
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tion limits increase by 10% for employers with less than 26 em-
ployees who received at least $5,000 of compensation from the
employer for the preceding year.” For eligible employers with
26 or more employees who received at least $5,000 of com-
pensation from the employer in the preceding year, the elective
contribution and catch-up contribution limits will not increase
unless the employer elects to provide a 3% nonelective contri-
bution or a 4% employer matching contribution to all eligible
employees.”” The IRS applies guidance issued under the SIM-
PLE IRA provisions in determining the number of employees
who received at least $5,000 of compensation for the preceding
year. Thus, an eligible employer that grows will still be treated
as having less than 26 employees for two years following the
last year the employer had less than 26 employees.”™

Note: The IRS, noting inconsistencies within the language
in the clauses of §408(p)(2)(E), takes the position that an em-
ployer is eligible for the increased limits if, during the 3-tax-
able-year period preceding the first year that the employer
maintained the SIMPLE 401(k) plan, the employer and any
member of the employer's controlled group, and their prede-
cessors did not establish or maintain a qualified plan, §403(a)
annuity plan, or §403(b) plan under which contributions were
made or benefits accrued for substantially the same employees
that are eligible to participate in the SIMPLE plan. The in-
creased limits apply automatically for employees of an eligible
employer with 25 or fewer employees receiving at least $5,000
in the previous year. Other eligible employers must elect for the
increases to apply.””

Practice Insight: An employer electing to apply (or re-
voke) the increased limits must take formal written action and
properly document the election in the plan’s records. Changes
must be reflected in the plan terms. The employer must make
the election before providing the annual notice of an employ-
ee's opportunity to enter into a salary reduction agreement or to
modify a prior agreement. Employees must be notified, as dis-
cussed in IV.E.7., below. The employer should also notify the
plan’s financial institution and payroll provider, but is not re-
quired to notify the IRS.”*®

Second, the employer is required to make either matching
or nonelective contributions. Matching contributions must be
equal to 100% of the employee’s elective contributions, not
to exceed 3% of the employee’s compensation for the year.””
This 3% limit applies to the full calendar year, and not on
a month-by-month or pay-period-by-pay-period basis.””® Non-
elective contributions must be equal to 2% of the employee’s

28408(p)(2)(E), as amended by Pub. L. No. 117-328, Div. T,
§117(a); §401(k)(11)(E), added by Pub. L. No. 117-328, Div. T, §117(g)(2);
§401(k)(11)(B)(@A)(), as amended by Pub. L. No. 117-328, Div. T, §117(g)
(1). See Prop. Reg. §1.414(v)-1(c)(2)(ii)(C), REG-101268-24. See also General
Explanation of the Tax Legislation Enacted in the 117th Congress, Staff of the
Joint Committee on Taxation, JCS 1-23 (Dec. 2023) at 354-55.

923 8408(p)(2)(B)(iii), added by Pub. L. No. 117-328, Div. T, §117(d);
§408(p)(2)(C)(ii)(IV), added by Pub. L. No. 117-328, Div. T, §117(c)(2);
§408(p)(2)(E), as amended by Pub. L. No. 117-328, Div. T, §117(a). See Prop.
Reg. §1.414(v)-1(c)(2)(ii)(C), REG-101268-24. See also Notice 2024-2, Q&A
E-2.

2 Notice 2024-2, Q&A E-3 (applying rules of Notice 98-4, Q&A B-1).
But see JCS 1-23 (Dec. 2023) at 354.

9% Notice 2024-2, Q&As E-1-2.

926 See Notice 2024-2, Q&As E-4-8.

78401 (k)(11)(B)(i)(I); Reg. §1.401(k)-4(e)(3).
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SIMPLE compensation for the full calendar year, but the em-
ployer may limit nonelective contributions to those eligible em-
ployees who received at least $5,000 of SIMPLE compensa-
tion from the employer for the entire plan year.”” The 2% con-
tribution must be made whether or not the eligible employee
makes an elective contribution. An employer electing to use the
2% nonelective alternative for a calendar year must notify em-
ployees of that election within a reasonable period of time be-
fore the 60th day before the beginning of that year.” For pur-
poses of both the 3% matching contribution and 2% nonelec-
tive contribution, “SIMPLE compensation” is defined in Reg.
§1.401(k)-4(e)(5), as described in V.E.1., below, and is subject
to the §401(a)(17) limitation.”

For plan years beginning after December 31, 2023, em-
ployers are permitted to make additional nonelective contri-
butions of up to 10% of each eligible employee’s SIMPLE
compensation, up to a maximum of $5,000 per employee, as
indexed for inflation.”” This nonelective contribution may be
made in addition to the 2% nonelective contribution or 3%
matching contribution, and must be made on a uniform basis
for all eligible employees. In addition, matching contributions
may be made on account of “qualified student loan pay-
ments.””

Practice Insight: Unlike other safe harbor plans, there is
only one definition of compensation that is permissible for
SIMPLE 401(k) plans. This definition generally includes W-2
compensation and elective deferrals.

Third, no other types of employer or employee contri-
butions, or contributions in excess of the amounts discussed
above, may be made under the SIMPLE plan. An exception
exists for eligible rollover contributions described in Reg.
§1.402(c)-2(a).”*

Practice Insight: An employer’s deduction for contribu-
tions to a SIMPLE 401(k) plan is not limited to 25% of com-
pensation, which is the deduction limitation that generally ap-
plies to employer contributions made to other types of qualified
plans.”

4. Vesting Requirement

All contributions under a SIMPLE 401(k) plan must be
nonforfeitable at all times.” This vesting requirement applies
to the 2% nonelective contribution or 3% match, as the case
may be, as well as the employee’s elective contributions.

“BReg. §1.401(k)-4(e)(3); see Rev. Proc. 97-9 (Model Amendment
§3.2(a)).

*28401(k)(11)(B)(ii); Reg. §1.401(k)-4(e)(4); see Rev. Proc. 97-9 (Model
Amendment §3.2(b)).

908401 (k)(11)(B)(ii).

"' Reg. §1.401(k)-4(e)(5); see Rev. Proc. 97-9 (Model Amendment §2.1).

28408(p)(2)(A)(iv), added by Pub. L. No. 117-328, Div. T, §116(a)(1);
see §401(k)(11)(B)(i)(I1l), added by Pub. L. No. 117-328, Div. T, §116(b)
(2). Compensation taken into account for this purpose is subject to the limits
under §401(a)(17). See §408(p)(2)(A) (flush language).

¥ §408(p)(2)(F), added by Pub. L. No. 117-328, Div. T, §110(d). For a
discussion of student loan repayments, see II.F.1.c., above.

#48401(k)(11)(B)(i)(IV), as redesignated by the SECURE 2.0 Act of 2022,
Pub. L. No. 117-328, Div. T, §116(b)(2); Reg. §1.401(k)-4(e)(1).

% Section 404(a)(3)(A)(i) specifically provides that an employer’s deduc-
tion for contributions to a qualified plan is limited to the greater of 25% of
compensation or the amount contributed to a SIMPLE plan.

#8401(k)(11)(A)(ii), §408(p)(3); Reg. §1.401(k)-4(f).
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5. Plan Year Requirement

The plan year of the SIMPLE 401(k) plan must be a calen-
dar year.”” In addition, it must generally be the whole calendar
year. That is, a SIMPLE plan can be established on January 1
and terminated on December 31, except that if the employer did
not previously maintain a SIMPLE plan, the establishment date
can be as late as October 1 (or as soon as administratively fea-
sible if the employer comes into existence after October 1).”**

6. Salary Reduction Election

For the plan year in which an employee first becomes el-
igible under the SIMPLE 401(k) plan, the employee must be
permitted to make a cash or deferred election under the plan
during a 60-day period that includes either the day the em-
ployee becomes eligible or the day before.”” For each subse-
quent plan year, each eligible employee must be permitted to
make or modify his or her cash or deferred election during the
60-day period immediately preceding such plan year.”* In ad-
dition, an eligible employee must be permitted to terminate his
or her cash or deferred election at any time. If an employee ter-
minates the cash or deferred election, the plan is permitted to
provide that such employee cannot have elective contributions
made under the plan for the remainder of the plan year.’"

7. Notice Requirement

An employer that maintains a SIMPLE plan must notify
each employee eligible to participate, at or within a reasonable
period of time before the beginning of the 60-day election pe-
riod, of the rules for electing to participate.””” The notice must
state whether the employer will make matching contributions
or nonelective contributions as described in IV.E.3., above.

8. Other Qualification Requirements

Except as provided in §401(k)(11) and discussed above,
all other qualification requirements of the Code continue to ap-
ply to a SIMPLE 401(k) plan, including the contribution limits
of §415, the compensation limit of §401(a)(17), the distribution
restrictions of §401(k)(2)(B), and the prohibition against gov-
ernmental §401(k) plans (other than plans grandfathered from
§401(k)(4)(B)).”"

9. Model Amendment

The IRS has published a model amendment that may be
used to assist employers in adopting a 401(k) plan that contains
SIMPLE provisions. The amendment must be adopted on a
word-for-word basis, and may be adopted as part of a new or
existing §401(k) plan.”* If the model amendment is used, its
provisions supersede any other, inconsistent plan provision.”*
For example, if a plan contains a provision that limits an em-

*78401(K)(11)(D)(i), §408(p)(6)(C); Reg. §1.401(K)-4(g).
"®Reg. §1.401(k)-4(g).

"PReg. §1.401(k)-4(d)(2)().

*0Reg. §1.401(k)-4(d)(2)(ii).

*Reg. §1.401(k)-4(d)(2)(iii).

*28401(k)(11)(B)(iii)(I); Reg. §1.401(k)-4(d)(3).

¥ Rev. Proc. 97-9, §2.06.

*“Rev. Proc. 97-9, §1.01, §2.08, §4.01.

*>Rev. Proc. 97-9, §2.07.
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ployee’s salary reduction contributions for a year to a percent-
age that results in amounts less than the limit for SIMPLE
IR As under §408(p)(2) ($10,000, as indexed), the salary reduc-
tion contribution provision of the model amendment permitting
yearly contributions up to that limit will govern.

The model amendment may be used by individually de-
signed plans that contain CODA provisions and sponsors of
master and prototype, regional prototype, and volume submitter
specimen plans that have received favorable opinion, notifica-
tion, advisory, or determination letters.” If a sponsor to whom
the model amendment is available adopts the model amend-
ment, neither application to the IRS nor a user fee is required.
The IRS will not issue new opinion, notification, advisory, or
determination letters for plans that are amended solely to add
the model amendment.”’

A new §401(k) plan containing the model amendment may
be made effective as of any date, but no later than October 1 of
the year in which it is adopted.” For existing plans, the model
amendment must generally be effective as of the following Jan-
uary 1.%

The model amendment also contains a model revocation
clause which permits employers to revoke the SIMPLE §401(k)
provisions without terminating the plan. The revocation clause
should be executed only if the employer wants to revert to the
plan provisions that apply in the absence of SIMPLE §401(k)
provisions. The revocation may be adopted on any date, but
may only become effective on the first day of the calendar year
following the date of adoption.””

10. Automatic Enrollment Tax Credit for Small
Employers

A tax credit of up to $500 per year is available to any eli-
gible employer that includes automatic enrollment in its quali-
fied employer plans (e.g., a §401(k) plan) and that had no more
than 100 employees who received at least $5,000 of compen-
sation from the employer for the preceding year.””' Employers
may claim the credit for (1) startup costs for a §401(k) plan that
includes automatic enrollment or (2) costs for converting an ex-
isting plan to an automatic enrollment design. The credit is ef-
fective for tax years beginning after December 31, 2019, and is
available for three years. For purposes of this credit, an eligible
automatic contribution arrangement is defined under §414(w)
(3), which is discussed in VIL.B., below.

An eligible employer may receive a credit for tax years
only during a single three-year credit period that begins when
the employer first includes an eligible automatic contribution
arrangement (EACA) in any qualified employer plan.” To be
eligible for the §45T credit for the second or third tax years
of an eligible employer’s three-year credit period that begins

% Rev. Proc. 97-9, §4.

*Rev. Proc. 97-9, §4.

*¥Rev. Proc. 97-9, §2.08.

*Rev. Proc. 97-9, §2.08.

9Rev. Proc. 97-9, §5.

91845T, added by Pub. L. No. 116-94, Div. O, §105(a), effective for tax
years beginning after December 31, 2019. See §38(b)(33), added by Pub. L.
No. 116-94, Div. O, §105(b). For purposes of this credit, an eligible employer
is defined by reference to §408(p)(2)(C)(i) and a qualified employer plan is de-
fined by reference to §4972(d).

2 Notice 2020-68, Q&A A-1.
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when the eligible employer first includes an EACA in a qual-
ified employer plan, the eligible employer must include the
same EACA in the same plan in that second or third tax year.””
Practice Insight: Taxpayers may need to amend the terms
of their plans to reflect the eligible automatic contribution
arrangement before they are eligible to take the credit.”

F. Section 401(k)(16) — Starter 401(k) Plans

Employers without an established retirement plan may
offer a deferral-only starter §401(k) plan.’” Employers that
choose to offer a starter §401(k) plan must automatically enroll
all eligible employees satisfying the minimum age and service
requirements.”® A starter §401(k) plan generally requires that
employees be enrolled in the plan at a compensation deferral
rate ranging from 3% to 15%.”’ Employees may choose to opt-
out of the automatic deferrals by making an affirmative elec-
tion to (i) not have the contributions made, or (ii) make elective
contributions at a different rate that is specified in the affirma-
tive election.”

%3 Notice 2020-68, Q&A A-2.

%4 See §45T(b)(2).

38401(k)(16), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §121(a), effective for plan years beginning after December
31, 2023.

968401(k)(16)(C), §401(k)(16)(F).

%78401(k)(16)(C)(iii).

#88401(k)(16)(C)(ii).
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Elective contributions by employees are the only contribu-
tions permitted for starter §401(k) plans.” Therefore, employ-
ers are prohibited from making contributions to starter §401(k)
plans.

The annual contribution limit for employee elective contri-
butions is $6,000, as adjusted for inflation.’™ The contribution
limit is increased to allow catch-up contributions from employ-
ees that have attained age 50 before the close of the tax year.

In addition to meeting these automatic deferral require-
ments and contribution limitations, a starter §401(k) deferral-
only arrangement must satisfy the notice requirement for a
§401(k)(13) safe harbor plan.’®

Practice Insight: The IRS has indicated that satisfaction
of the automatic enrollment and contribution escalation provi-
sions of §414A apply to a starter §401(k) plan for plan years
beginning after December 31, 2024.”” Thus, unless an employ-
er that is offering a starter §401(k) plan meets one of the ex-
ceptions to that requirement (e.g., new business or small em-
ployer), it may be advisable for an employer to comply with the
automatic enrollment and contribution escalation requirements
before 2025 to avoid having to amend the plan and change its
administrative procedures to reflect the automatic enrollment
and contribution escalation requirements.

¥ $401(k)(16)(D)E)(D).

%08401(k)(16)(D)(A)(I), §401(k)(16)(D)(ii).

%18401(k)(16)(B). The notice requirements under §401(k)(13)(E) are dis-
cussed in IV.C 4., above.

*2Notice 2024-2, Q&A A-6. For discussion of §414A, see IL.G., above.
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V. Roth Contributions

A Roth contribution program is an optional feature of a
§401(k) plan that permits an employee to elect to make after-
tax contributions in lieu of all or a portion of the pre-tax elec-
tive deferrals the employee is otherwise eligible to make under
the plan.””

A Roth contribution is any elective deferral that an em-
ployee designates as not excludible from income.” Thus, Roth
contributions are made from after-tax income. Roth contribu-
tions must be maintained by the plan in a separate account
called a designated Roth account.”” A qualified distribution
from a designated Roth account is excludible from gross in-
come.” If the distribution is not a qualified distribution, the
distribution is included in the distributee’s gross income except
to the extent allocable to investment in the contract under
§72.9o7

Practice Insight: The primary advantage to Roth contribu-
tions is that, so long as certain parameters are met, distributions
are tax-free, meaning that while the employee paid taxes on the
money used to fund the contribution, generally the employee
never pays taxes on the earnings.

A. Comparison of a Roth Contribution Program Under a
§401(k) Plan and a Roth IRA

A Roth contribution program under a §401(k) plan is simi-
lar to a Roth IRA *® Like contributions to Roth IRAs, designat-
ed Roth contributions to a §401(k) plan are made from after-
tax income and, like distributions from Roth IRAs, qualifying
distributions from a §401(k) plan that are attributable to des-
ignated Roth contributions are tax-free. Further, upon distribu-
tion from the §401(k) plan, amounts attributable to a designat-
ed Roth account generally can be rolled over tax-free to a Roth
IRA.

There are, however, differences between a Roth contribu-
tion program under a §401(k) plan and a Roth IRA. First, un-
like Roth IRAs, there is no income limit on eligibility to make
designated Roth contributions to a §401(k) plan.’” Second, a
traditional IRA may be converted to a Roth IRA but a pre-tax
elective deferral account (or other pre-tax account) may not be
converted to a designated Roth account.” Third, special order-
ing rules apply to distributions from a Roth IRA.””" These rules
do not apply to a distribution from a designated Roth account
and, instead, the general distribution rules of §72 apply if a dis-
tribution from a Roth account is a nonqualified distribution.””
Notably, employees who make designated Roth contributions
to a §401(k) plan can also make Roth IRA contributions, if oth-
erwise eligible under the general Roth IRA rules.

*38402A. See Reg. §1.402A-1, Q&A-1.

94 8402A(c)(1).

95 8402A(b)(2).

%56 8402A(d)(1).

*7Reg. §1.402A-1, Q&A-3.

%8 For further discussion of Roth IRAs, see 367 T.M., IRAs.
99 8408A(c)(3).

08408 A(d)(3)(C).

' 8408 A(d)(4)(B).

”Reg. §1.402A-1, Q&A-3.
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B. Roth Contribution Program Plan Design

A plan is not obligated to offer a qualified Roth contribu-
tion program.”” Rather, it is a matter of plan design. However,
a plan cannot offer only Roth contributions.” A plan that offers
a qualified Roth contribution program must also offer employ-
ees the right to make pre-tax elective deferrals.”” It is permissi-
ble for an employee to make both pre-tax elective deferrals and
Roth elective deferrals in a single plan year.””

Note: Plans that do not permit Roth contributions need to
be amended to provide for Roth contributions for tax years be-
ginning on or after January 1, 2024, at least for catch-up contri-
butions. This is because participants with more than $145,000
(as adjusted after 2024) in wages for the preceding calendar
year who elect to make any catch-up contributions will be re-
quired to make the catch-up contributions as Roth contribu-
tions, as discussed in VIII.G., below.

Designated Roth contributions are a form of elective de-
ferral.”” As a result, for example, designated Roth contributions
are treated as any other elective deferral for purposes of non-
forfeitability requirements and the distribution restrictions, and,
therefore, must be immediately nonforfeitable and are subject
to the §401(k) elective deferral distribution restrictions (e.g.,
distribution may not be made before age 59%2 in circumstances
other than disability or severance from employment). Further,
a designated Roth contribution is taken into account as an em-
ployer contribution to the same extent as any other elective de-
ferral, including for purposes of §402(g) (elective deferral lim-
it), §415 (plan limits), and §416 (top-heavy rules).”

For tax years beginning before January 1, 2024, designat-
ed Roth contributions were subject to the required minimum
distributions rules of §401(a)(9) to the same extent as pre-tax
elective deferrals.”” Note that this was in contrast to the treat-
ment of Roth IRAs, which are generally exempt from the life-
time required minimum distribution rules.”® However, for tax
years beginning on or after January 1, 2024, Roth-designated
accounts are exempt from the pre-death required minimum dis-
tribution rules of §401(a)(9).”

"PReg. §1.401(k)-1(f)(1) (noting that contributions may only be designat-
ed Roth contributions “to the extent permitted under the plan”).

" Reg. §1.401(k)-1(f)(1) (defining a Roth contribution by reference to the
extent to which pre-tax elective contributions may be made). See also T.D.
9237, 71 Fed. Reg. 6, 7 (Jan. 3, 2006) (rejecting suggestions that an employer
sponsoring a qualified CODA be permitted to only offer designated Roth con-
tributions).

P Reg. §1.401(k)-1(F)(1){).

T Reg. §1.401(k)-1(F)(1){).

T Reg. §1.402(g)-1(b)(5).

" Reg. §1.401(k)-1(f)(4).

" See Reg. §1.401(k)-1(f)(4). See also §402A(d)(5), added by the SE-
CURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T, §325(a). For a discussion
of the required minimum distribution rules, see 370 T.M., Distributions from
Qualified Plans — Taxation and Qualification.

*08408A(c)(4)(A), as redesignated by the SECURE Act of 2019, Pub. L.
No. 116-94, Div. O, §107(c). This legislation is also referred to as "SECURE
1.0" following the enactment of the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, on December 29, 2022.

%18402A(d)(5), added by the SECURE 2.0 Act, Pub. L. No. 117-328, Div.
T, §325(a). See Reg. §1.401(a)(9)-3(a)(2), added by T.D. 10001, 89 Fed. Reg.
58,886 (July 19, 2024).
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Practice Insight. The change made by the SECURE 2.0
Act exempting Roth-designated accounts from the pre-death
minimum distribution rules does not apply to distributions
which are required for years beginning before January 1, 2024,
but are permitted to be paid on or after such date.””

Although designated Roth contributions are after-tax con-
tributions, Roth contributions are not included with traditional
after-tax employee contributions for purposes of the ACP
test.” Designated Roth contributions are instead taken into ac-
count with other elective deferrals to the plan in applying the
ADP test.”™ Designated Roth contributions are also permitted
features of a §401(k)(12) safe harbor plan and a §401(k)(13)
safe harbor plan.

Practice Insight: The addition of a qualified Roth contribu-
tion program generally does not affect nondiscrimination test-
ing since such contributions presumably replace pre-tax elec-
tive deferrals that were previously being taken into account in
applying the ADP test.

A Roth contribution feature may be offered only to certain
participants in a §401(k) plan. However, a Roth contribution
feature is treated as a benefit, right, or feature that is subject to
nondiscrimination testing under §401(a)(4).” As a result, eligi-
bility to make designated Roth contributions must be available
on a nondiscriminatory basis.

1. Roth Contribution Elections

An employee must have an effective opportunity to make
or change an election to make designated Roth contributions at
least once a year.”®

Practice Insight: This presumably includes an effective op-
portunity to choose between pre-tax and Roth contributions as
well as an effective opportunity to make Roth contributions.

A plan that offers a qualified Roth contribution program
must specify the default rule in the event that a participant
fails to make an affirmative election as to whether the contri-
butions are pre-tax elective deferrals or designated Roth contri-
butions.”” Defaulted Roth contributions are still subject to the
requirement that Roth designations are irrevocable.”

In the case of plan participants who are subject to the Roth
catch-up contribution requirement because of their wages from
the employer in the preceding year (see VIII.G.), a proposed
rule issued in January 2025 would permit a plan to treat the par-
ticipant's election to make catch-up contributions on a pre-tax
basis as an election to make catch-up contributions as designat-
ed Roth contributions. A plan would be permitted to provide,
for taxable years beginning after December 31, 2023, that a par-
ticipant who must make catch-up contributions as Roth con-
tributions is deemed to have irrevocably designated any catch-
up contributions as designated Roth contributions.” The plan

*2Pub. L. No. 117-328, Div. T, §325(b)(2).

" Reg. §1.401(k)-1(H)(4).

" Reg. §1.401(k)-1(f)(4).

" Reg. §1.401(k)-1(a)(4)(iv)(B). For further discussion of nondiscrimina-
tion testing under §401(a)(4), see 356 T.M., Nondiscrimination Testing and
Permitted Disparity in Qualified Retirement Plans.

% Reg. §1.401(k)-1(H)(5)().

T Reg. §1.401(k)-1(H)(5)({i)(A).

"8 Reg. §1.401(k)-1(F)(5)(ii)(B).

% See Prop. Reg. §1.401(k)-1(N(5)(iii), REG-101268-24, 90 Fed. Reg.
2645 (Jan. 13, 2025), proposed to apply with respect to contributions in taxable
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could provide for a deemed Roth catch-up election without re-
gard to whether it requires separate elections for elective defer-
rals that are not catch-up contributions and for additional elec-
tive deferrals that are catch-up contributions, as long as the par-
ticipant would have an effective opportunity to make a new
election that is different than the deemed election.”

2. Use of Roth Contributions with an Automatic
Contribution Arrangement

There is no barrier to the use of designated Roth contribu-
tions as part of an automatic contribution arrangement. The IRS
has expressly indicated that an automatic contribution arrange-
ment may provide for designated Roth contributions, and there
does not appear to be any barrier to the use of designated Roth
contributions in a §401(k)(13) qualified automatic contribution
arrangement.”'

3. Plan Provisions for Roth Contributions

A §401(k) plan that provides for a Roth contribution fea-
ture must provide so in the plan document. The IRS has indi-
cated, however, that the special timing rule for qualified CO-
DAs, which generally requires that a plan amendment reflect-
ing a CODA be in place prior to the first elective deferral,”
does not apply to a Roth contribution feature.” Rather, the gen-
eral timing rule for discretionary plan amendments, which is
the end of the plan year in which the amendment is effective,
applies.”™ This timing rule does not modify the general rule that
a plan amendment must be in place prior to implementation of
a qualified CODA. It applies only with respect to the addition
of a Roth contribution feature to an existing qualified CODA.
The IRS has published a model amendment.””

4. Employer Roth Contributions

Effective for contributions made to a plan on or after De-
cember 30, 2022, an employer may provide employees with the
option of receiving all or a portion of matching and nonelective
contributions as designated Roth contributions.” These contri-
butions are includible in the employee’s gross income for the

years beginning more than six months after final regulations adding Reg.
§1.414(v)-2 (for catch-up contributions that must be designated Roth contribu-
tions under §414(v)(7)) are issued. For plans maintained pursuant to collective
bargaining agreements, the change would apply with respect to contributions in
taxable years beginning after the later of the first taxable year described above
or the first taxable year that begins after the date on which the last collective
bargaining agreement related to the plan that is in effect on December 31, 2025,
terminates (without regard to extensions).

*Prop. Reg. §1.401(k)-1(H)(5)(iv); REG-101268-24, 90 Fed. Reg. at 2648
(preamble). See §414(v)(7)(D). For discussion of what would constitute an ef-
fective opportunity to make an election, see I1.B.1.c., above.

1 Reg. §1.401(k)-1(F)(5)(ii).

“2Reg. §1.401(k)-1(a)(3)(ii).

*? Notice 2006-44.

% Notice 2006-44. The IRS has rephrased this deadline as the end of the
plan year in which the discretionary amendment is “operationally put into ef-
fect.” For a general discussion of plan amendment deadlines, see 360 T.M.,
Qualitied Plans — IRS Determination Letter Procedures.

*Notice 2006-44.

*°§402A(a)(2), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §604(a). See §402A(c)(1) ("designated Roth contribution"),
as amended by Pub. L. No. 117-328, Div. T, §604(c), §402A(f)(3) ("matching
contribution"), added by Pub. L. No. 117-328, Div. T, §604(d), applicable to
contributions made after the December 29, 2022, date of enactment. See Notice
2024-2, Q&As L-1-11.
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tax year in which the contributions are allocated to the employ-
ee's account, and must be 100% vested when made.””’” The total
amount of designated Roth matching and nonelective contribu-
tions allocated to the employee’s account for the tax year are
reported on Form 1099-R.”

Designated Roth matching and nonelective contributions
are excluded from wages for purposes of federal income tax
withholding, FICA, and FUTA.””

5. Pension-Linked Emergency Savings Accounts

For plan years beginning on or after January 1, 2024, an
employer may establish a pension-linked emergency savings
account (“PLESA”), allowing non-highly compensated em-
ployees (“NHCE”) to make contributions designed to be with-
drawn to address short-term emergency needs.'”” An employee
who becomes a highly compensated employee (“HCE”) after
contributing to a PLESA is no longer permitted to contribute to
the PLESA, but retains the right to make withdrawals from the
PLESA."

A PLESA is treated as a designated Roth account and con-
tributions to a PLESA are made on an after-tax basis."” Con-
tributions and earnings on those contributions must be account-
ed for separately.” PLESA contributions must be held as cash
in an interest-bearing deposit account or in a state or federally
regulated investment product.'” Employers must report contri-
butions to a PLESA, along with any other designated Roth con-
tributions, on Form W-2.

An employer is prohibited from imposing a minimum
amount for opening a PLESA and a minimum balance amount
needed to maintain a PLESA.""” However, an employer may
establish a limit for employee contributions to PLESAs up to
the statutory limit of $2,500, as indexed."” Once an employ-

%7 See §402A(a)(2), §402A(a)(3), added by Pub. L. No. 117-328, Div. T,
§604(a), §402A(f)(3). See also Notice 2024-2, Q&As L-2-3.

9% Notice 2024-2, Q&A L-9.

9 See Notice 2024-2, Q&As L-5-6. For further discussion of withholding,
FICA, and FUTA, see 392 T.M., Withholding, Social Security, and Unemploy-
ment Taxes on Compensation.

'0§402A(e), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §127(e); ERISA §801, added by Pub. L. No. 117-328, Div.
T, §127(b)(1). See DOL, Frequently Asked Questions: Pension-Linked Emer-
gency Savings Accounts ("FAQs: PLESAs"), https://www.dol.gov/agencies/
ebsa/about-ebsa/our-activities/resource-center/faqs  (released January 17,
2024).

11 8402A(e)(2)(B); ERISA §801(b)(2).

28402 A(e)(1)(A)().

""SERISA §801(c)(2)(A). PLESA funds may be held in a segregated om-
nibus account. DOL, FAQs: PLESAs, Q&A-10. An employer must remit
amounts withheld from wages to the PLESA as of the earliest date that contri-
butions can reasonably be segregated from the employer’s general assets, but
not later that the 15th business day of the month following the month in which
the contribution is either withheld or received by the employer. See 29 C.F.R.
§2510.3-102; DOL, FAQs: PLESAs, Q&A-9.

14 ERISA §801(c)(1)(A)(iii). Investment products must be designed to
preserve employees’ contributions while also providing liquidity and a reason-
able rate of return. Plan fiduciaries may select any prudent investment product
that satisfies the statutory criteria. This generally would not include the plan’s
qualified default investment alternative, unless it is a limited duration QDIA, or
products containing liquidity constraints, such as surrender charges at the par-
ticipant or plan level. DOL, FAQs: PLESAs, Q&As-14 and -15.

'SERISA §801(c)(1)(A)(i). According to the DOL, the imposition of fees
for falling below a specified account balance set would violate this provision,
but reasonable practices (e.g., requiring whole dollar PLESA contributions)
would not. DOL, FAQs: PLESAs, Q&A-5.
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ee reaches the contribution limit, additional contributions des-
ignated for the PLESA may be directed to the employee’s Roth
account, or may be paused until the PLESA balance falls below
the limit.""” If excess deferrals under §402(g)(2)(A) are distrib-
uted to a participant, such distributions must first come from
the participant’s PLESA account to the extent contributions
were made to the PLESA during the applicable tax year.'"”
PLESA contributions are treated as designated Roth contribu-
tions for purposes of the limits under §402(g).'*”

An employer who establishes a PLESA program may es-
tablish an automatic contribution arrangement, automatically
opting employees into PLESA contribution arrangements at no
more than 3% of an employee's compensation.'”"” If an employ-
er establishes an automatic contribution arrangement, the em-
ployer must provide notification and allow employees to opt-
out of the arrangement or opt to make contributions at a differ-
ent rate.”"’ An employer may establish reasonable procedures
to limit the frequency and amount of contributions to a PLESA
in order to prevent abuse.'””

Notice 2024-22 contains guidance for the discretionary an-
ti-abuse rules, including a nonexhaustive list of anti-abuse pro-
cedures that are not reasonable and are prohibited from being
used to limit the frequency or amount of matching contribu-
tions made to employees.””” Only reasonable anti-abuse pro-
cedures that balance the interests of participants in using the
PLESA for its intended purpose with the interests of plan spon-
sors in preventing manipulation of the plan’s matching contri-
bution rules are permitted. The IRS considers the following to
be unreasonable for a plan sponsor to implement: (1) forfeiture
of matching contributions; (2) suspension of participant contri-
butions to the PLESA; and (3) suspension of matching contri-
butions on participant contributions to the underlying defined
contribution plan.'"’**

Note: The IRS takes the position that Rev. Rul. 74-55 and
Rev. Rul. 74-56 do not apply to PLESAs, regardless of whether
matching contributions are made.”” These rulings address cir-
cumstances in which a profit-sharing plan provision that per-
mits participant withdrawals of their contributions could rea-
sonably be expected to result in the manipulation of the formula
allocating employer contributions and, thus, violate the require-
ment that a qualified plan provide a definite predetermined al-
location formula.

19068402 A(e)(3)(A); ERISA §801(d)(1)(A). The plan may choose to either
include or exclude earnings on the participant’s contributions, as long as the
portion of the account balance attributable to participant contributions does not
exceed the statutory limit. DOL, FAQs: PLESAs, Q&A-7.

1%78402A(e)(3)(B); ERISA §801(d)(1)(B).

1% $402A(e)(9).

"DOL, FAQs: PLESAs, Q&A-6.

10106402A(e)(4)(A); ERISA §801(d)(2)(A). The employer may amend
such rate no more than once a year. §402A(e)(4)(B)(ii); ERISA §801(d)(2)(B)
(ii). The ERISA PLESA provisions supersede any state law that would directly
or indirectly prohibit or restrict the use of an automatic contribution arrange-
ment. ERISA §802, added by Pub. L. No. 117-328, Div. T, §127(b)(1).

1 8402A()(4)(A)(),  §402A(e)(@)(A)D); ERISA  §801(d)(2)(A)(),
§801(d)(2)(A)(ib).

19128402A(e)(12); ERISA §801(f).

193 See Notice 2024-22, §$1II (guidance under §402A(e)(12) regarding rea-
sonable anti-abuse procedures).

" Notice 2024-22, §111.B.

' Notice 2024-22, §1V.

08/01/2025 A -101


https://www.dol.gov/agencies/ebsa/about-ebsa/our-activities/resource-center/faqs
https://www.dol.gov/agencies/ebsa/about-ebsa/our-activities/resource-center/faqs
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf
https://www.dol.gov/sites/dolgov/files/ebsa/about-ebsa/our-activities/resource-center/faqs/linked-emergency-savings-accounts.pdf

V.C.

Detailed Analysis

An employer who establishes a PLESA program must fur-

nish a notice to participants in the plan describing:'*"®

* the purpose of the PLESA;
* the limits and tax treatment of PLESA contributions;

» any PLESA fees, expenses, restrictions, or charges under
the plan;'®"

* procedures for electing to make contributions to the PLE-
SA, opting out of automatic contributions, changing con-
tribution rates, and making withdrawals;

« the amount of the intended contribution to the PLESA, if
applicable;

* the amount in the participant’s PLESA and the rate the
participant has made contributions;

* the designated investment option for amounts con-
tributed to the PLESA;""®

e the withdrawal and rollover options available for em-
ployees who terminate employment with a PLESA bal-

ance;” and

* the rights and restrictions on employees who became
HCEs after contributing to the PLESA.

The notice must be furnished at least 30 days, but not more
than 90 days, prior to the date of (i) the first contribution to the
PLESA, or (ii) any change in the PLESA contribution rate.'”
The notice may be included with other notices issued to em-
ployees."™

Practice Insight: Pension benefit statements under ERISA
§105 and participant-directed individual account plan disclo-
sures furnished under 29 C.F.R. §2550.404a-5 are not required
to address a plan’s PLESA feature, but only if the employer sat-
isfies the PLESA notice requirements discussed above.'*

An employee must be allowed to make a withdrawal from
the PLESA at least once per month and at the employee's dis-
cretion.'”” The employee does not need to demonstrate or certi-
fy the existence of an emergency.'” Distributions from a PLE-
SA are treated as qualified Roth distributions and satisfy the
requirements of §401(k)(2)(B)(i)."”” The first four withdrawals
from an employee’s PLESA in a given plan year may not be
subject to any fees or charges based solely on the basis of the
withdrawal, but subsequent withdrawals within the same plan

10168402A(e)(5); ERISA §801(d)(3).

19 Employers may impose reasonable fees on PLESAs for general account
administration. See DOL, FAQs: PLESAs, Q&A-16.

1018 See ERISA §801(c)(1)(A)(iii).

11 See §402A(e)(8); ERISA §801(e).

1208402A(e)(5)(A); ERISA §801(d)(3)(A).

118402A(e)(5)(C); ERISA §801(d)(3)(C). See DOL, FAQs: PLESAs,
Q&A-18 (restating DOL’s position on consolidation of notices; indicating sat-
isfaction of SECURE 2.0 Act §341’s directive to adopt regulations where a
plan may, but is not required to, consolidate two or more notices required by
ERISA).

122 See DOL, FAQs: PLESAs, Q&A-19.

19238402A(e)(7)(A); ERISA §801(c)(1)(A)(i). Although authorized by
ERISA §801(c)(1)(B), the DOL has indicated an intent to not impose reason-
able restrictions on how PLESA distributions are made. DOL, FAQs: PLESAs,
Q&A-13.

1024 See DOL, FAQs: PLESAs, Q&A-11.

1% 8402A(e)(7)(B).
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year may be subject to reasonable fees or charges.'” Distribu-
tions from a PLESA, other than for a termination as discussed
below, are not treated as eligible rollover distributions for pur-
poses of the direct rollover requirement of §401(a)(31), are not
subject to mandatory 20% withholding under §3405(c), and are
not subject to the rollover notice requirements of §402(f)."””’

Practice Insight: To avoid restricting employees from re-
plenishing funds following a withdrawal, an employer may not
impose an annual limit on PLESA contributions other than the
account balance limit.'"*

If an employer makes matching contributions under the
plan, the employer is also required to make matching contri-
butions based on PLESA contributions.'”® Employer matching
contributions are not made to employee PLESA accounts, but
rather to the individual’s matching account under the plan.'™
For any limitations on matching contributions under the plan,
the matching contributions must first be treated as attributable
to the elective deferrals rather than the PLESA contributions.'”'

When a participant terminates employment, or if the plan
terminates the PLESA feature, the plan must allow the partici-
pant to elect either (i) a rollover of all or part of the remaining
PLESA balance to another designated Roth account under the
plan, or (ii) a withdrawal of any PLESA balance that the em-
ployee does not roll over.'” If the participant elected transfer
to another designated Roth account under the plan, the distrib-
ution generally is treated as an eligible rollover distribution.'”*’

An employer may terminate the PLESA feature of an indi-
vidual account plan at any time.'***

C. Designation of Roth Contributions

There are two aspects to the designation of a Roth contri-
bution. First, the employee must irrevocably designate an elec-
tive deferral as a Roth contribution."” Second, the employer
must treat the contribution as not excludible from income.'"

With respect to the irrevocable designation as a Roth con-
tribution, the designation may not be retroactive.””” Thus, an
employee may only convert previously contributed pre-tax
elective deferrals to Roth contributions if the plan allows for
in-plan Roth rollovers (discussed below). The amount designat-
ed as a Roth contribution cannot exceed the maximum amount
of elective deferrals which the employee may contribute to the

'26ERISA §801(c)(1)(C). Reasonable reimbursement fees imposed for the
incidental costs of handling of paper checks for payment of a withdrawal would
be a reasonable fee or charge permitted after the fourth withdrawal in a plan
year. DOL, FAQs: PLESAs, Q&A-12.

19278402 A(e)(10). Such distributions at termination are not eligible rollover
distributions for purposes of the mandatory distribution rule under §401(a)(31)
(B). §402A(e)(10)(B).

1928 See ERISA §801(d)(1); DOL, FAQs: PLESAs, Q&A-8.

1%98402A(e)(6); ERISA §801(d)(4).

19308402A(e)(6)(A); ERISA §801(d)(4)(A). For this purpose, matching
contributions are defined under §401(m)(4). §402A(e)(6)(C); ERISA §801(d)
#)(©).

'9318402A(e)(6)(B); ERISA §801(d)(4)(B).

19328402A(e)(8)(A); ERISA §801(e).

1933 8402A(e)(10)(B). It is not an eligible rollover distribution for purposes
of the mandatory distribution rule under §401(a)(31)(B), however.

%4 ERISA §801(c)(2)(B). See §402A(e)(11).

'9I§402A(c)(1)(B); Reg. §1.401(k)-1(H)(1)(D).

%6 Reg. §1.401(k)-1(F)(1)(ii).

%7 Reg. §1.401(k)-1(F)(1)().
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V.E.

plan for the year, reduced by the amount of any pre-tax elec-
tive deferrals for the year.'” Thus, the annual dollar limit on
the amount a participant can designate as a Roth contribution
is the §402(g) annual limit on elective deferrals, reduced by
the participant’s traditional pre-tax elective deferrals. It is per-
missible, however, to designate §414(v) catch-up contributions
as Roth contributions. " Effective for tax years beginning on
or after January 1, 2024, it is mandatory to designate catch-up
contributions as Roth contributions for participants with more
than $145,000 (as adjusted after 2024) in wages for the preced-
ing calendar year, as discussed in VIIL.G.

The requirement that the employer treat the contribution
as not excludible from income ordinarily means taking the con-
tribution into account for income tax withholding purposes.'*
However, it is possible to make a Roth contribution out of in-
come that would otherwise be excludible from gross income if
paid directly to the employee, for example, income that is non-
taxable by reason of a statutory exclusion (e.g., certain amounts
received through accident or health insurance), provided that
the employee would be entitled to treat the amount as invest-
ment in the contract under §72(f)(2)."™" In such case, it is not
clear that the employer must take any special steps to treat the
Roth contribution as not excludible from income. In the case of
a plan covering participants who could elect the foreign earned
income exclusion under §911, the IRS ruled that the plan may
permit participants to make qualified Roth contributions to the
plan from their wages without regard to whether participants
later elect the exclusion because the plan treated Roth contribu-
tions as includible in participants' gross income at the time the
contribution was made.'*”

For self-employed persons, a Roth contribution is treated
as not excludible from income only if the individual does not
claim a deduction for such amount."™ This provision, however,
does not authorize retroactive designations since the elective
deferrals generally must be designated as Roth contributions at
the time of the deferral.

Rollover contributions of any payment or distribution
from a designated Roth account under another plan are per-
mitted, provided that the receiving plan allows for designated
Roth contributions.'™ A plan may not accept rollovers of Roth
contributions unless the plan permits designated Roth contribu-
tions.'*?

Practice Insight: Presumably this rule reflects the IRS
view that the applicable requirements are less likely to be sat-
isfied where the plan is not independently structured to satis-
fy the applicable Roth requirements. The regulations are not
clear on whether a plan that discontinues its designated Roth
contribution feature for future deferrals (but continues to hold
amounts attributable to designated Roth contributions) may ac-
cept Roth rollovers, but a conservative reading would suggest
that it cannot.

138 8402A(c)(2).

" Reg. §1.401(k)-1(F)(4)(i); T.D. 9237, 71 Fed. Reg. at 8.
""0Reg. §1.401(k)-1(H(2).

" Reg. §1.401(k)-1(H(2).

1%2pLR 202302007.

" Reg. §1.401(k)-1(H(2).

" Reg. §1.401(k)-1(H)(4)(ii), §1.402A-1, Q&A-5.
1%3Reg. §1.401(k)-1(f)(4)(ii), §1.402A-1, Q&A-5.
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D. Roth Contribution Separate Account Requirement

A qualified Roth contribution program must establish sep-
arate accounts for the designated Roth contributions and any
earnings and losses allocable thereto.'™ In addition, the plan
must maintain separate recordkeeping with respect to each such
account.'™ Thus, contributions and withdrawals of designated
Roth contributions must be credited and debited to a designated
Roth account maintained for the employee and the plan must
maintain a record of the employee’s investment in the contract,
i.e., the designated Roth contributions that have not been dis-
tributed.'” Gains, losses, and other credits or charges must be
separately allocated on a reasonable and consistent basis to the
designated Roth account and other accounts under the plan.'””
Forfeitures may not be allocated to the designated Roth account
and no contributions other than designated Roth contributions
and rollovers attributable to designated Roth contributions may
be allocated to the account.'” The separate accounting require-
ment applies at the time the designated Roth contribution is
made to the plan and must continue to apply until the designat-
ed Roth contribution is fully distributed.'™'

Any transaction or accounting methodology involving an
employee’s designated Roth account and any other accounts
under the plan of an employer that has the effect of directly
or indirectly transferring value from another account into the
designated Roth account violates the separate accounting re-
quirement under §402A."* Commentators to the regulations re-
quested guidance on how this rule applies to annuity contracts
that provide guaranteed benefits affecting both Roth and non-
Roth accounts under the contract. The preamble to the final
regulations noted that:'*”

The IRS and Treasury Department believe that it
may be difficult for a single contract to have com-
bined guarantees that apply to both accounts without
the potential for a prohibited transfer of value be-
tween the accounts, and have not issued guidance on
how to account for these guarantees (including relat-
ed charges). However, this issue will continue to be
considered by the IRS and Treasury Department.

E. Roth Distributions

The distribution and rollover rules that apply to designated
Roth accounts are among the more complicated aspects of a
qualified Roth program. For a complete discussion, see 370
T.M., Distributions from Qualified Plans — Taxation and
Qualification. The following is a high-level overview of the
distribution rules with an eye to issues that are unique to ad-
ministering a Roth contribution program.

M0 8402A(b)(2)(A); Reg. §1.401(k)-1(f)(3). §402A(b)(2). Note that a
“designated Roth account” refers to a separate account under a §401(a) plan
and is different from a Roth IRA. Roth IRAs are discussed in 367 T.M., IRAs.

'%78402A(b)(2)(B); Reg. §1.401(k)-1(H(3).

198 8402A(b)(2)(B); Reg. §1.401(k)-1()(3).

" Reg. §1.401(k)-1(H)(3).

1%0Reg. §1.401(k)-1(f)(3).

'%Reg. §1.401(k)-1(f)(3).

'2Reg. §1.402A-1, Q&A-13.

1%53T.D. 9324, 72 Fed. Reg. 21,103, 21,107-08 (Apr. 30, 2007).
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Detailed Analysis

1. Roth Qualitied Distributions

A “qualified distribution” from a Roth account is not in-
cluded in the recipient’s gross income.'” A qualified distribu-
tion is a distribution that is made both (i) after the end of a five-
year period (the “non-exclusion period,” discussed below); and
(ii) after age 59Y4, after death, or on account of disability."”

Specifically, the non-exclusion period is a period of five
taxable years that begins with the first tax year for which the
participant made a contribution to any designated Roth ac-
count under the plan. However, if the participant made a direct
rollover to the plan’s Roth account from a Roth account un-
der another retirement plan, and if it would result in a shorter
non-exclusion period, the five-year non-exclusion period be-
gins with the year that the participant first made a contribution
to the Roth account under the other retirement plan from which
the rollover was received.'”

A distribution from a designated Roth contributions ac-
count that is a corrective distribution of an elective deferral
that exceeds the §402(g) annual limit on elective deferrals or
a corrective distribution of an excess contribution to correct
an ADP testing failure is not a qualified distribution.'”" In ad-
dition, excess contributions that are distributed to prevent an
ADP failure do not begin the five-taxable-year period of par-
ticipation."” Further, contributions that are permissibly with-
drawn by an employee under an eligible automatic contribution
arrangement (pursuant to §414(w)) also do not start the five-
taxable-year period of participation.'””

A hardship distribution is not precluded from being a qual-
ified distribution.'*®

2. Roth Nonqualitied Distributions

A nonqualified distribution from a Roth contributions ac-
count is any distribution other than a qualified distribution.
A nonqualified distribution is taxed under the rules of §402,
which generally references §72, in the same manner as amounts
attributable to after-tax employee contributions.

A nonqualified distribution from a designated Roth ac-
count is treated as a separate contract under §72.'" As a result,
the portion of the distribution that is attributable to non-taxable
investment in the contract and taxable earnings is determined
without regard to any other accounts under the plan, including
pre-tax elective deferral accounts and after-tax employee con-
tribution accounts. This is comparable to the separate contract
treatment for traditional after-tax employee contributions.'*”

1% 8402 A(d)(1).

19558402A(d)(2), cross-referencing §408A(d)(2)(A). See Reg. §1.402A-1,
Q&A-2.

1936 8408A(d)(2)(B); Reg. §1.402A-1, Q&A-4. A qualified special purpose
distribution, as defined under the rules relating to Roth IRAs, does not qualify
as a tax-free distribution from a designated Roth contributions account under
a §401(k) plan. §402A(d)(2), cross-referencing §408A(d)(2)(A) without regard
to §408A(d)(2)(A)(iv).

178408 A(d)(2)(C).

" Reg. §1.402A-1, Q&A-4(a).

" Reg. §1.402A-1, Q&A-4(a).

'"0Reg. §1.402A-1, Q&A-11.

%1 Reg. §1.402A-1, Q&A-3.

1% Notice 87-13.
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3. Hardship Distributions of Roth Contributions

The general basis recovery rules of §72 apply to a hardship
distribution from a designated Roth account in the same man-
ner as they apply to any other distribution.

4. Roth Rollovers out of a Plan

A distribution eligible for rollover from a designated Roth
account may be rolled over to a designated Roth account under
another retirement plan, or to a Roth IRA. The rollover rules
that apply to after-tax amounts generally apply to rollovers of
amounts attributable to a Roth designated account.”

A rollover of Roth contributions, which are eligible not to
be included in income, to a designated Roth account under an-
other retirement plan may be accomplished only through a di-
rect rollover."™ However, a participant may conduct an indirect
rollover of the entire distribution to a Roth IRA.'"* The employ-
ee is also permitted to roll over the taxable portion of the dis-
tribution to a designated Roth account under another retirement
pl an. 1%

Participants may direct to specific destinations pre- and af-
ter-tax amounts that are simultaneously disbursed from a sin-
gle qualified plan. Therefore, participants may roll over pre-tax
amounts to a traditional IRA or qualified plan (and thus con-
tinue to defer taxation on such amounts), while receiving cash
distributions of after-tax amounts (or rolling such amounts over
to a Roth IRA). Participants thus do not need to make pro rata
allocations of the pre- and after-tax portions of each constituent
distribution."”

Practice Insight: This rule does not alter the requirement
that each distribution from a plan include a proportional share
of the pre-tax and after-tax amounts in the account. Any partial
distribution from the plan must include some of the pre-tax
amounts a participant has in his or her account; thus, a par-
ticipant cannot take a partial distribution of only the after-tax
amounts and leave the pre-tax amounts in the plan.

a. Five-Year Non-Exclusion Period as Applied to Roth
Rollovers to a Roth IRA

The five-year non-exclusion period does not carry over
from a plan to a Roth IRA.'"® The period is determined sepa-
rately for each, although an amount that is rolled from a plan to
a Roth IRA that has satisfied the five-year period will enjoy the
benefit of the Roth IRA’s holding period."”

1063 Reg. §1.402A-1, Q&A-5. See Notice 2008-30, §1I1, amplitied and clari-
fied by Notice 2009-75.

1% Reg. §1.402A-1, Q&A-5(a), as amended by T.D. 9769, 81 Fed. Reg.
31,165 (May 18, 2016). T.D. 9769 removed the rule requiring separate distri-
butions of amounts paid in a direct rollover and amounts paid directly to the
employee for distributions made after 2015 and preserved the separate distrib-
ution rule for distributions made before 2016. Taxpayers may elect to not apply
the separate distribution rule for distributions made on or after September 18,
2014, and before January 1, 2016. Reg. §1.402A-1, Q&A-5(a).

%5 Reg. §1.402A-1, Q&A-5(a). For a discussion of the 60-day rollover pe-
riod, see 367 T.M., IRAs.

196 Reg. §1.402A-1, Q&A-5(c).

1% See Notice 2014-54.

%8 Reg. §1.408A-10, Q&A-4.

" Reg. §1.408A-10, Q&A-4.
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Generally, separate five-year-taxable periods apply on a
plan-by-plan basis.'”” However, if there is a direct rollover (as
opposed to an indirect rollover) of Roth contributions from one
retirement plan to another, the employee may carry over any
taxable years already accumulated under the distributing plan
for purposes of determining the five-year non-exclusion period
under the recipient plan.'”'

b. Reporting and Recordkeeping of Roth Rollovers out
of a Plan

From a plan administration perspective, the primary sig-
nificance of the complicated Roth rollover rules is that special
reporting rules apply. The plan administrator is generally re-
sponsible for keeping track of the five-taxable-year period of
participation as well as a participant’s basis in the account.'””
In this regard, the plan administrator has an obligation to share
this information with any plan receiving a direct rollover of the
Roth amounts and providing such information to a participant
in connection with a distribution upon request.'”” The statement
must be provided within a reasonable period following a distri-
bution but in no event later than 30 days following the direct
rollover or the employee’s request.'”*

A plan that accepts a rollover from a designated Roth ac-
count other than a direct rollover has an information report-
ing obligation to the IRS."” The report must generally include
identifying information about the employees as well as the
amount rolled over and the year of the rollover.'”” The report
is intended to allow the IRS to confirm that the amount rolled
over was a valid rollover."”” The reporting obligation, howev-
er, is only applicable to the extent provided for in IRS forms
and instructions."”™ A plan administrator is also entitled to rely
on reasonable representations made by the distributing plan ad-
ministrator in a rollover from a designated Roth account under
another plan.'””

5. Multiple Contracts Under a Plan for Roth
Contributions

Generally, for purposes of §72, there is only one separate
contract for an employee with respect to the designated Roth
contributions under a plan.'™ Thus, if a plan maintains one sep-
arate account for designated Roth contributions made under the
plan and another separate account for rollover contributions re-
ceived from a designated Roth account under another plan (so
that the rollover account is not required to be subject to the dis-
tribution restrictions otherwise applicable to the account con-
sisting of designated Roth contributions made under the plan),
both separate accounts are considered to be one contract for
purposes of applying §72 to the distributions from either ac-
count.

"0Reg. §1.402A-1, Q&A-5(c).
U Reg. §1.402A-1, Q&A-4(b).
2Reg. §1.402A-2, Q&A-1.
07 86047(f); Reg. §1.402A-2, Q&A-2(a).
74 Reg. §1.402A-2, Q&A-2(b).
U Reg. §1.402A-2, Q&A-3.
Reg. §1.402A-2, Q&A-3.
"7Reg. §1.402A-2, Q&A-3.
8 Reg. §1.402A-2, Q&A-3.
”Reg. §1.402A-2, Q&A-1.
1%0Reg. §1.402A-1, Q&A-9.
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Notwithstanding the above, if a separate account consist-
ing of designated Roth contributions is established and main-
tained for an alternate payee pursuant to a qualified domestic
relations order (QDRO) and another designated Roth account is
maintained for the employee, each account is treated as a sepa-
rate contract. The alternate payee’s designated Roth account is
also a separate contract with respect to any other account main-
tained for that alternate payee. Similarly, if separate accounts
are established and maintained for different beneficiaries after
the death of an employee, the separate account for each benefi-
ciary is treated as a separate contract and also is a separate con-
tract with respect to any other account maintained for that ben-
eficiary under the plan that is not a designated Roth account.
When the separate account is established for an alternate payee
or for a beneficiary (after an employee’s death), each separate
account must receive a proportionate amount attributable to in-
vestment in the contract.'™'

6. Excess Roth Contributions

The treatment of excess designated Roth contributions un-
der §402(g) is similar to the treatment of excess deferrals attrib-
utable to non-Roth contributions.'” If excess Roth contribu-
tions (including earnings thereon) are distributed no later than
the April 15th following the tax year, then the designated Roth
contributions are not includible in gross income as a result of
the distribution, because such contributions were includible in
gross income when made."® Earnings on such contributions are
treated the same as earnings on excess deferrals distributed no
later than April 15th, i.e., they are includible in income when
distributed. If excess designated contributions are not distrib-
uted by the applicable April 15th, then such contributions (and
earnings thereon) are taxable when distributed. Thus, as is the
case with excess elective deferrals that are not distributed by
the applicable April 15th, the contributions are includible in in-
come in the year when made and again when distributed from
the plan. Earnings on such contributions are taxable when re-
ceived."™ The income allocable to Roth excess deferrals is cal-
culated as determined as described in VIL.LE.2.e., below.

7. In-Plan Roth Rollovers

A plan that includes a Roth contribution program may al-
low participants to roll over their pre-tax account balances to
Roth-designated accounts within the plan, even if the amount

"% Reg. §1.402A-1, Q&A-9.

1828ee VILE., below, for a discussion of the treatment of excess deferrals
under §402(g).

1% 8402A(d)(3).

1984 8402 A(d)(3). Not later than the first April 15 (or an earlier date speci-
fied in the plan) following the close of the individual’s tax year, the individual
may notify each plan under which elective deferrals were made of the amount
of excess deferrals received by the plan. If designated Roth contributions were
made, the notification must also identify the extent, if any, to which the excess
deferrals are comprised of designated Roth contributions. A plan may provide
that an individual is deemed to have notified the plan of excess deferrals to the
extent the individual has excess deferrals for the tax year calculated by taking
into account only elective deferrals under the plan and other plans of the same
employer. The plan also may provide the extent to which the excess deferrals
are comprised of designated Roth contributions. A plan may instead provide
that the employer may notify the plan on behalf of the individual under these
circumstances. Reg. §1.402(g)-1(e)(2)(i), §1.402(g)-1(e)(8)(iv).
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Detailed Analysis

is not otherwise eligible for a distribution."™ This is known as
an in-plan Roth rollover. A surviving spouse beneficiary or an
alternate payee who is the employee’s spouse or former spouse
also can elect an in-plan Roth rollover.'**

Practice Insight: Use of an in-plan Roth rollover keeps the
rolled funds in the employer sponsored plan, instead of being
transferred to Roth IRA accounts of outside brokers and mutual
fund companies. Maintaining the funds in the employer plan is
often a less costly vehicle for the employee funds than outside
vendors.

The rollover may take the form of a direct rollover (an “in-
plan Roth direct rollover”) or a distribution of funds to the em-
ployee who rolls over the funds into his or her designated Roth
account in the plan within 60 days (an “in-plan Roth 60-day
rollover”)."™ The distribution must be contributed in a “quali-
fied rollover contribution” within the meaning of §408A(e).""®

Practice Insight: In-plan Roth rollovers generally result in
taxable income to the participant, see V.E.7.b., below. As such,
participants may want to increase their tax withholding for the
period in which the in-plan Roth rollover is made.

Such in-plan Roth rollovers are treated as distributions that
are subsequently contributed as a “qualified rollover contribu-
tion,” within the meaning §408A(e), to the Roth account.'™
However, even if amounts are not eligible for plan distribution,
a plan is not treated as violating restrictions on distributions of
elective deferrals from §401(k) plans.'™”

A distribution that is rolled over in an in-plan Roth direct
rollover is not treated as a distribution for certain purposes.'”'
Plan loan transfers accomplished without changing the repay-
ment schedule are not treated as plan loan refinancings.'” Mar-
ried plan participants are not required to obtain spousal consent
in connection with the rollover election.'” The amount rolled
over is taken into account in determining whether the partici-
pant’s accrued benefit exceeds $7,000 ($5,000 for distributions
made before 2024), and the rollover does not trigger a notice of
the participant’s right to defer receipt of the distribution.'” In
addition, a distribution right a participant had before the in-plan
Roth direct rollover is not eliminated by the rollover.'”

a. In-Plan Roth Rollover Restrictions

A plan that does not otherwise allow Roth contributions
cannot establish Roth accounts solely to accept in-plan rollover
contributions.'” The plan must allow Roth contributions before
the rollover can be accomplished.

1985 See §402A(c)(4)(E). See also Notice 2013-74 (providing guidance on
in-plan Roth rollovers (modifying Notice 2010-84)).

1% Notice 2010-84, Q&A-14.

1% Notice 2010-84, Q&A-1. However, unlike the in-plan Roth rollover for
currently distributable amounts, the expanded nondistributable amounts elec-
tion under Notice 2013-74 applies only to in-plan Roth direct rollovers, and not
to in-plan Roth 60-day rollovers. See Notice 2013-74, Q&A-1.

1088 8402 A(c)(4)(B).

1% 8402 A(c)(4)(E)(ii).

108402 A(c)(4)(E)(iii).

'"'Notice 2010-84, Q&A-3.

1092 §72(1).

1958401 (a)(11).

'%48411(a)(11), as amended by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §304 (increasing distribution threshold).

% $411(d)(6)(B)(ii).

19% Notice 2010-84, Q&A-19.
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If the amount to be rolled over to a designated Roth ac-
count is not otherwise distributable under the plan, then the
amount rolled over and applicable earnings remain subject to
the distribution restrictions that were applicable to the amount
before the in-plan Roth rollover.'”

Example: A participant in a §401(k) plan makes an in-plan
Roth rollover of amounts from his pre-tax elective defer-
ral account prior to age 59%2. The participant has not had a
severance from employment. The amount rolled over and
applicable earnings may not be distributed from the plan
prior to the participant attaining age 59%2 or the occurrence
of another event described in §401(k)(2)(B).

If the direct rollover is accomplished by a transfer of prop-
erty to the designated Roth account (rather than cash), the
amount of the rollover is the fair market value of the prop-
erty on the date of the transfer.'

A plan may limit the type of contributions eligible for an
in-plan Roth rollover and the frequency of in-plan Roth
rollovers. However, any such limitations are subject to
the nondiscrimination requirements normally applicable to
plan benefits, rights, and features under §401(a)(4)."” For
example, to simplify recordkeeping in a designated Roth
account, a plan provides that only otherwise distributable
amounts are eligible for in-plan Roth rollover.

b. Tax Treatment of In-Plan Roth Rollovers

The participant must include in gross income the fair mar-
ket value of the rollover (subject to basis recovery) in the
same manner as if the distribution were rolled over into a Roth
IRA."™ The recognized amount is includible in income in the
year of the rollover."”'

In-plan Roth rollovers generally are not subject to the 10%
additional tax on early distributions under §72(t)."” Howev-
er, unless there is an additional exception to the §72(t) 10%
tax, the tax will apply if the taxable amount of an in-plan Roth
rollover is distributed before the end of a the five-taxable-year
period (known as a “recapture rule”).""” The five-taxable-year
period begins with the first day of the participant’s tax year in
which rollover was made, and the period ends on the last day
of the participant’s fifth tax year. The five-year recapture rule
does not apply to a subsequent rollover to another designated
Roth account or Roth IRA owned by the participant, but it does
apply to subsequent distributions made from such other desig-
nated Roth account or Roth IRA within the five-year period."*

In-plan Roth direct rollovers are not included in mandatory
20% withholding under §3405(c)."” Thus, if a person makes an

197 Notice 2013-74, Q&A-3.

19% Technical Explanation of 2010 SBJA at 43.

1% Notice 2013-74, Q&A-6. See 356 T.M., Nondiscrimination Testing
and Permitted Disparity in Qualified Retirement Plans, for a discussion of the
nondiscrimination requirements applicable to plan benefit, rights and features
under §401(a)(4).

1% 8402A(c)(4)(A)(i); Notice 2010-84, Q&As-7 and -13.

" Notice 2010-84, Q&A-9.

28402 A(c)(4)(A)(i).

"% Notice 2010-84, Q&A-12.

1% 8402A(c)(4)(D), §408A(d)(3)(F); Notice 2010-84, Q&A-12.

"% Notice 2010-84, Q&A-8. See Notice 2013-74, Q&A-4.
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in-plan Roth direct rollover and any amount is taxable, the per-
son may have to increase the federal income tax withholding or
make estimated tax payments to avoid an underpayment of the
tax penalty."”

If an employee rolls over into a designated Roth account
all of his funds from other accounts in the same plan, and the
amount is later determined to be an excess amount (that is, an

"% Notice 2010-84, Q&A-8; IRS Retirement News for Employers (Jan.
2011). See Notice 2013-74, Q&A-4.
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excess deferral described in §402(g)(2)(A), an excess contri-
bution described in §401(k)(8)(B) or an excess aggregate con-
tribution described in §401(m)(6)(B)), and the excess amount
(plus applicable earnings) is to be distributed from the plan,
then the excess amount (plus applicable earnings) must be dis-
tributed from the designated Roth account, even if the amount
was an otherwise nondistributable amount at the time of the in-
plan Roth rollover."”

"7 Notice 2013-74, Q&A-11.
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VI. Eligible Automatic Contribution Arrangements

There are at least three types of automatic contribution
arrangements for tax purposes. The first is a general automatic
contribution arrangement that does not avail itself of any spe-
cial tax rules other than the “effective opportunity” requirement
described in II.B.2., above. The second is a qualified automatic
contribution arrangement, which is a type of safe harbor plan
described in §401(k)(13) and is discussed in IV.C., above. The
third is an eligible automatic contribution arrangement.

An eligible automatic contribution arrangement (EACA)
is a special type of automatic enrollment provision under
§414(w) that may be designed to allow one or both of the
following features: (1) eligible employees to withdraw certain
contributions to a CODA made on their behalf under a default
election without paying the early withdrawal tax if the with-
drawal election is made shortly after they have been automati-
cally enrolled; and/or (2) an extended period of six months af-
ter the end of the plan year, rather than 2% months, to correct
excess contributions under the ADP test and excess aggregate
contributions under the ACP test and avoid the related excise
tax on excess contributions. The extended correction period is
only available if the EACA covers all employees of the em-
ployer, while the permissible withdrawal rule has no such re-
quirement. In addition, the EACA must satisfy a uniformity re-
quirement, notice requirements, and a plan year requirement in
order to offer either of these features.'”® Qualification as an EA-
CA alone does not provide any relief from the ADP or ACP
tests or the top-heavy rules of §416, as an EACA is not a safe
harbor plan. However, an EACA may be part of QACA, anoth-
er safe harbor design under §401(k)(12) or §401(k)(13) or a ba-
sic CODA. It may also be part of a SIMPLE IRA."” The IRS
has provided sample plan amendments that may be used to add
an automatic contribution arrangement to a §401(k) plan or to
add an EACA to a §401(k) plan.""

A. Permissible Withdrawals Under an EACA

The eligible automatic contribution arrangement (EACA)
provisions were enacted as a means of facilitating automatic
enrollment arrangements, and the advantages associated with
EACAs were intended to address a perceived shortfall with au-
tomatic contribution arrangements. Automatic enrollment pro-
grams often involve employees that choose to discontinue elec-
tive contributions shortly after the default contributions have
commenced. These employees may complain that they did not
appreciate that they would be automatically enrolled absent an
affirmative election to the contrary and that they should be
able to “unwind” their automatic enrollment. As such, an EA-
CA may be designed to allow automatically enrolled partici-

"% As initially enacted in the 2006 PPA, default contributions under the
arrangement had to be invested in a qualified default investment alternative un-
der ERISA §404(c)(5). The Worker, Retiree, and Employer Recovery Act of
2008 (WRERA), however, eliminated this investment requirement retroactive-
ly. Pub. L. No. 110-458, §109(b)(4).

""®The IRS has requested comments on whether it should issue guidance
regarding SIMPLE IRA plans that include EACAs and, if so, what guidance is
needed for an EACA that is part of a SIMPLE IRA; Notice 2009-66. If such
guidance is ever issued, it may be instructive on applying the EACA provisions
of §414(w) to CODAs.

" Notice 2009-65.
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pants to unwind their enrollment by electing to withdraw con-
tributions shortly after they have been automatically enrolled,
notwithstanding the general prohibition against in-service with-
drawals.""

Further, a plan may become burdened by the adminis-
trative expense associated with numerous accounts with very
small account balances if employees frequently opt out shortly
after automatic enrollment. The permissible withdrawal feature
addresses these concerns by offering automatically enrolled
participants the opportunity to elect to withdraw the automatic
contributions that were made on their behalf plus earnings pro-
vided that the election is made within 90 days after the first de-
fault contribution is made on their behalf.

Except to the extent required under §414A, the EACA is
not required to cover all employees of the employer in order to
take advantage of the permissible withdrawal feature, but inclu-
sion of the extended correction period for ADP and ACP test-
ing in the EACA is conditioned upon the EACA covering all
employees."'”” As such, an EACA may be designed to provide
for permissible withdrawals without including, or being eligi-
ble for, the extended correction period provision. As discussed
below, however, it may be difficult to administer to the per-
missive withdrawals and satisfy the ADP and ACP tests with-
out the benefit of the extended correction period, given that the
timeframe for requesting a permissive withdrawal may extend
beyond the regular deadline for performing and correcting the
ADP and ACP tests for the plan year.

1. Timing of Elections and Withdrawals

A covered employee’s election to withdraw default elec-
tive contributions under an EACA must be made no later than
90 days after the date of the first default elective contribution
under the EACA."" A plan may impose an earlier deadline,
provided that the election period is at least 30 days."'* The date
of the first default elective contribution is not the date that the
contribution is made to the plan’s trust or other funding vehicle,
but rather is the date that such amount would have been paid to
the employee but for the negative election arrangement.'""

The election must be effective by no later than the earlier
of the pay date for the second payroll period that begins after
the date the election is made or the first pay date that occurs
at least 30 days after the election is made.""® In this regard, the
amount that must be distributed is the amount deferred prior to
the effective date of the permissible (or permissive) withdrawal

MS414(w)(2).

""Reg.  §1.414(w)-1(b)(1), §54.4979-1(c)(1). See Prop. Reg.
§1.414(w)-1(b)(1), REG-100669-24, 90 Fed. Reg. 3092 (Jan. 14, 2025), pro-
posed to apply to plan years beginning after the date that is six months after the
publication of a final rule.

138414(w)(2)(B). See Rev. Proc. 2018-58 (period may be postponed un-
der §7508A, as amended by Pub. L. No. 117-58, §80504, due to federally de-
clared disaster, a significant fire, or terroristic or military action, and is post-
poned under §7508(a)(1)(K) for qualifying individuals serving in the Armed
Forces in a combat zone or in a contingency operation). For further discussion
of plan-related postponements due to disaster situations (or service in the
Armed Forces), see 370 T.M., Distributions from Qualified Plans — Taxation
and Qualification, and 627 T.M., Limitations Periods, Interest on Underpay-
ments and Overpayments, and Mitigation.

Reg. §1.414(w)-1(c)(2)().

"5 Reg. §1.414(w)-1(c)(2)(ii).

'"SReg. §1.414(w)-1(c)(2)(iii).
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election."""”” This may require segregating amounts because an
employee that elects a permissible withdrawal may nonetheless
continue making elective deferrals.""” However, a plan may al-
locate gains and losses under rules similar to the rules that ap-
ply for the distribution of excess contributions." "

Presumably, most employees that elect permissible with-
drawals will discontinue elective deferrals as well, but there is
no rule requiring the discontinuance of elective contributions
simply because an employee elected a permissible withdrawal.
In fact, a plan may not condition a permissible withdrawal on
a discontinuance of elective contributions since such a rule
would violate the contingent benefit of §401(k)(4)(A), which is
discussed in ILF.1., above."* It is, however, permissible to pro-
vide that the default in the event of a permissible withdrawal is
a discontinuance of elective contributions."?'

It is implicit in the EACA timing rules that a participant
may make only one permissible withdrawal election. However,
a special rule provides that a rehired employee may make a sec-
ond permissible withdrawal election provided that the employ-
ee did not have default elective contributions made under the
EACA for an entire plan year."” This is a corollary to the rule
that allows a plan to disregard a rehired employee’s prior ser-
vice for uniformity rule purposes if the employee has an entire
year outside the automatic contribution arrangement.

The distribution amount may be reduced by generally ap-
plicable fees but a plan may not charge a higher fee for a per-
missible withdrawal than would be charged for other distribu-
tions of cash.'”

There is no special rule regarding when distributions must
be made in connection with a permissible withdrawal. The rules
that apply are the general rules for making distributions from
the plan, which are often described in the plan document."*
In the ordinary course, however, a distribution typically will
be made as soon as administratively practicable following the
effective date of the election since the participants who make
such an election will presumably be anxious to receive the dis-
tribution.

2. Tax Consequences of Permissible Withdrawals

The amount of a permissible withdrawal is generally in-
cluded in the gross income of the employee in the year of the
withdrawal."” Thus, even though the contribution may have
been made in a different tax year, the distribution is taxed in
the year of distribution. The basis recovery rules are modified
to provide that the portion of the distribution that is allocable
to basis is determined without regard to other after-tax contri-
butions."”* As a result, for example, a permissible withdrawal
attributable to Roth contributions will be received tax-free ex-
cept to the extent of gain attributable to such contributions.

""Reg. §1.414(w)-1(c)(3)(i).
'"$Reg. §1.414(w)-1(c)(3)().
"Reg. §1.414(w)-1(c)(3)(i).
2Reg. §1.414(w)-1(e)(1)(i).
12172 Fed. Reg. at 63,147-48 (preamble to proposed automatic contribu-
tion arrangement regulations).
"2Reg. §1.414(w)-1(c)(2Q)(v)(A).
B Reg. §1.414(w)-1(c)(3)(ii).
"Reg. §1.414(w)-1(c)(3)(iii).
" Reg. §1.414(w)-1(d)(1)().
"Reg. §1.414(w)-1(d)(1)().
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A permissible withdrawal is not subject to the additional
10% tax under §72(t) and is reported on the Form 1099-R, not
the Form W-2.""" In addition, a permissible withdrawal is not
considered an eligible rollover distribution'* and, correspond-
ingly, is not subject to mandatory 20% income tax withhold-
ing.] 129

The amount of a permissible withdrawal under §414(w) is
not taken into account in determining whether the plan has met
the applicable §402(g) limitations."* In addition, an amount
that is permissively withdrawn is not taken into account in per-
forming the ADP test."”' Consent is not required to a permis-
sible withdrawal even in a plan that generally requires spousal
consent to distributions.'*

Employer matching contributions attributable to an elec-
tive contribution that is later withdrawn must be forfeited'”
along with allocable gains and losses."** A matching contribu-
tion that is forfeitable as a result of a permissible withdrawal
does not fail to qualify as a qualified matching contribution.'*
A plan is also allowed to forgo the matching contribution on an
amount that is permissively withdrawn if the match is made af-
ter the withdrawal.'*

B. Extended Correction Period for Excess Contributions
Under the ADP and ACP Tests

The extended correction period for correcting excess con-
tributions under the ADP and ACP tests is a corollary of the
permissible withdrawal rule. As discussed below, permissible
withdrawals under an EACA are not taken into account in ap-
plying the ADP test. However, a plan will not know whether
a participant has made a permissible withdrawal for as long as
90 days after the first default contribution is made. Thus, in
the absence of an extended period to perform the ADP test, a
plan would otherwise run into a timing problem due to the fact
that excess contributions must ordinarily be corrected within
2% months of the end of the plan year. To address this issue, an
EACA is generally entitled to a six-month period, rather than a
2%5-month correction period.

An important limitation on an EACA is that the plan will
not be eligible for the extended correction period unless all
the eligible non-HCEs and eligible HCEs are covered employ-
ees under the EACA."" However, the arrangement would still
qualify as an EACA and, therefore, may offer the permissible
withdrawal feature, even if it covers fewer than all employees
eligible to participate.'” As such, it is possible for an EACA

"Reg. §1.414(w)-1(d)(1)(ii), §1.414(w)-1(d)(1)(iii).

' Reg. §1.402(c)-2(c)(3)(viii), pre-2025 Reg. §1.402(c)-2, Q&A-4(h).

'12983405(c)(1).

'1308414(w)(6); Reg. §1.414(w)-1(d)(1)(iv). WRERA retroactively amend-
ed §414(w)(6) to clarify that a permissible withdrawal is not taken into account
under §402(g). Pub. L. No. 110-458, §109(b)(6).

31 8414(w)(6); Reg. §1.401(k)-2(a)(5)(vi).

2Reg. §1.414(w)-1(d)(3).

'1338414(w)(1) (flush language).

"M Reg. §1.414(w)-1(d)(2).

" Reg. §1.401(k)-2(b)(4)(iii).

"Reg. §1.414(w)-1(d)(2).

TReg. §1.401(k)-2(b)(5)(iii), effective for plan years beginning on or af-
ter January 1, 2010; Reg. §54.4979-1(c)(1).

"Reg. §1.414(w)-1(b)(1), §54.4979-1(c)(1). In this regard, the applicable
regulations condition the extended coverage period upon the EACA covering
all employees of the employer while the permissible withdrawal rule has no
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to be designed not to offer permissible withdrawals but still en-
joy the six-month correction period. Notwithstanding the con-
nection between permissible withdrawals and the extended cor-
rection period, a plan sponsor may make such a choice due to
the administrative complexity associated with having to offer
permissible withdrawals, while still wanting to take advantage
of the option of additional time to satisfy the ADP and ACP
tests. Regardless of whether the EACA offers permissible with-
drawals, the extended correction period may still be beneficial
to a plan that is already deemed to have satisfied the ADP test,
such as by being a §401(k)(12) safe harbor plan or a §401(k)
(13), in circumstances where the plan is still subject to the ACP
test (i.e., the plan does not limit contributions to the extent nec-
essary to be deemed to have satisfied the ACP test).

C. Uniformity, Notice, and Plan Year Requirements

An EACA must satisfy the uniformity, notice, and plan
year requirements, regardless of whether it includes both the
permissible withdrawal and extended correction periods, or on-
ly one of these features.

1. Uniformity Requirement

In general, an EACA must provide that the default elective
contribution is a uniform percentage of compensation, pursuant
to §414(w) and the regulations thereunder."” The uniformity
requirement that applies to EACAs is essentially the same uni-
formity requirement that applies to QACAs."* The same four
exceptions to the uniformity requirement that apply to a QACA
also apply to an EACA, which are as follows:'*'

(1) The percentage may vary based on the number of years
(or portions of years) since the beginning of the “initial pe-
riod” for an eligible employee;

(2) The rate of elective contributions in effect for an em-
ployee under the CODA is not reduced below the rate im-
mediately in effect prior to the effective date of the EACA;

(3) The rate of elective contributions is limited in light of
the limits of §401(a)(17), §402(g), and §415; or

(4) The default election is not applied during a period
in which elective contributions must be suspended under
§414(u)(12)(B)(ii), which provides for distribution upon
a deemed severance from employment while performing
military service.

Practice Insight: The uniformity rules for EACAs are
somewhat surprising. Unlike a QACA, an EACA is not a safe
harbor plan and the advantages of EACA treatment are fairly
modest. Nonetheless, the applicable EACA requirements em-
ploy many of the rules that apply to a QACA.

In applying the uniformity requirement to an EACA, all
automatic contribution arrangements that are intended to be
EACASs within a plan are aggregated.'* Thus, for example, if

such requirement. See Prop. Reg. §1.414(w)-1(b)(1), REG-100669-24, 90 Fed.
Reg. 3092 (Jan. 14, 2025) (clarifying an arrangement would still qualify as an
EACA for covering less than all eligible employees except to the extent re-
quired under §414A), proposed to apply to plan years beginning after the date
that is six months after the publication of a final rule.

"98414(w)(3)(B); Reg. §1.414(w)-1(b)(2)(i).

""Reg. §1.414(w)-1(b)(2)(ii).

"1 Reg. §1.401(k)-3()(2)(ii).
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a single plan had an automatic contribution arrangement that
automatically enrolled employees in Division A at 3% and em-
ployees in Division B at 5%, the plan would not satisfy the uni-
formity requirement. The uniformity requirement applies to the
plan within the meaning of §414(1), but the uniformity require-
ment does not apply across portions of the plan that are subject
to mandatory disaggregation under the rules of §410(b), such
that collectively bargained employees may be covered by an
EACA with one contribution structure while non-collectively
bargained employees are covered by an EACA with a different
contribution structure."*’ Similarly, an employer may maintain
two or more §401(k) plans, each with a different automatic en-
rollment structure and still qualify each as an EACA.

It is unclear whether a default contribution feature that ap-
plies to some but not all eligible employees is subject to nondis-
crimination testing under §401(a)(4) as a benefit, right, or fea-
ture. The regulations provide that the right to make each rate
of elective contributions is an “other right or feature” subject to
testing but nothing in the regulations speaks to whether default
contributions are subject to testing.'* The regulations also in-
dicate that a feature is not considered an “other right or feature”
if it cannot be reasonably expected to be of meaningful value to
an employee,"* and it is arguable whether a negative election
feature is of meaningful value.

The uniformity requirement relates only to the percentage
of compensation for default elective contributions among em-
ployees who are, in fact, covered by the EACA, but it does not
require that automatic enrollment under the EACA cover all el-
igible employees. As such, it is permissible to apply an auto-
matic contribution arrangement that is intended to be an EA-
CA only to new hires after the date the arrangement is effective
or only to a particular division or subgroup of the employer."*
As discussed above, however, an EACA must cover all eligi-
ble employees in order for it to contain the six-month, extended
correction period for the ADP and ACP tests.

Practice Insight: Perhaps the most common automatic con-
tribution arrangement is one that covers new hires after the date
the arrangement is implemented.

For automatic contributions arrangements that include an
automatic escalation feature, the first exception discussed
above permits different default contribution rates to apply to
different employees without violating the uniformity rule if the
differences are based on the employee’s “initial period.” In the
EACA context, however, the reference to the term initial pe-
riod is a bit confusing because it is a term used only for QA-
CAs. Under the uniformity regulations, the initial period begins
when the employee first has contributions made pursuant to a
default election under an arrangement that is intended to be a
QACA for a plan year and ends on the last day of the following
plan year.""’ Presumably, the initial period in the EACA con-
text is based on the date the employee first has contributions
made pursuant to a default election under the EACA, rather
than a QACA or a general automatic contribution arrangement.

"2Reg. §1.414(w)-1(b)(2)(iii).

" Reg. §1.414(w)-1(b)(2)(iii).

"Reg. §1.401(a)(4)-4(e)(3).

'SReg. §1.401(a)(4)-4(e)(3)(ii)(C).

ST D. 9447, 74 Fed. Reg. at 8204. See Reg. §1.414(w)-1(b)(2)(iii).
TReg. §1.401(k)-3()(2)(ii)(A).
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The initial period is also relevant because this uniformity ex-
ception permits the default contribution rates to vary based on
the number of years, as well as portions of years, since the be-
ginning of the “initial period” for an eligible employee. The
phrase “portion of years” has been interpreted to mean that the
plan may specify a uniform date upon which the automatic es-
calation will become effective, such as the first day of the plan
year or on another specified date."*

Practice Insight: There is some question whether automat-
ic increases may be determined by the reference to the date of
hire or even initial eligibility to participate in the plan. The ref-
erence to an employee’s initial period suggests that the only
date that an automatic escalation may be implemented is the
anniversary of the date of the first contribution or a fixed date,
such as the first day of the plan year. It can be argued, however,
that the uniformity requirement would be satisfied if automatic
escalation occurs on the date of hire or the date of initial eligi-
bility because the date of the escalation would still bear a uni-
form relationship to the date of the first contribution assuming
that the plan has a uniform waiting period.

In addition, the regulations provide that for purposes of de-
termining the date of the first default elective contribution, a
plan is permitted to treat an employee who for an entire plan
year did not have default elective contributions made under the
EACA as if the employee had not had such contributions for
any prior plan year as well. In other words, an employee who
is rehired within one year of termination, during which no con-
tributions were made on his or her behalf, would be required to
have his or her deferral rate increased as if he or she had con-
tinued to be covered by the arrangement during the period of
termination."* Similarly, any period in which contributions are
suspended by reason of a hardship distribution would need to
be taken into account in applying the scheduled increases."”

2. Notice Requirements

The administrator of a plan containing an EACA must pro-
vide a notice of the employee’s rights and obligations under
the arrangement which is sufficiently accurate and comprehen-
sive to apprise the employee of such rights and obligations, and
the notice must be written in a manner calculated to be under-
stood by the average employee to whom the arrangement ap-
plies."*'Under proposed regulations, the EACA notice could be
consolidated with other required notices under §401(k)(12)(D)
or §401(k)(13)(E), as well as ERISA §404(c)(5)(B), §514(e)
(3), or §801(d)(3)(A). Such consolidated notices would be re-
quired to satisfy several conditions, including containing all re-
quired content, clearly identifying each issue addressed, adher-
ing to the timing and frequency requirements applicable to each
included notice, being understandable to the average plan par-
ticipant, and prominently highlighting critical information spe-
cific to each notice without obscuring it. In the case of unen-
rolled individuals, if the conditions for eliminating unnecessary
disclosures to an unenrolled participant under §414(bb) are sat-
isfied, the administrator would be relieved from the mandatory
requirement to provide the EACA notice to that participant.'*

% Rev. Rul. 2009-30.

" Reg. §1.401(K)-3(G)(2)(v).

"'Reg. §1.401(k)-3(G)(2)(iv).
1918414(w)(4)(A); Reg. §1.414(w)-1(b)(3)(D).
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The notice must be provided to each “covered employ-
ee.”"'” The regulations define the term “covered employee”
to include an employee who is covered under the automatic
contribution arrangement, determined under the terms of the
plan.""* The plan must provide whether an employee who
makes an affirmative election remains a covered employee. If a
plan provides that an employee who makes an affirmative elec-
tion (either to have no contributions made or to have contribu-
tions made in a different percentage of compensation) remains
a covered employee, then the employee must continue to re-
ceive the notice, and the plan may be eligible for the excise
tax relief with respect to excess amounts distributed within six
months after the end of the plan year under §4979(f)(1)."'> Such
an employee will also have the default election reapply if the
plan provides that the employee’s prior affirmative election no
longer remains in effect and the employee does not make a new
affirmative election.'”

As mentioned above, the regulations provide that the EA-
CA must apply to all employees who are eligible to make a cash
or deferred election under the plan in order for the arrangement
to obtain the benefit of the extended correction period for ADP
and ACP testing. Thus, in order for an EACA to obtain the ex-
tended correction period, the notice must be provided to all em-
ployees who are eligible to make a cash or deferred election,
regardless of whether the employees have made an affirmative
election. In contrast, an EACA that is merely availing itself of
the permissible withdrawal feature is only required to provide
the notice to all employees who are covered by the automatic
contribution arrangement, but not employees who must make
an affirmative election in order to participate."”’

Notwithstanding that an EACA does not have to qualify as
a QACA, the same notice requirements that apply to QACAs
generally apply to EACAs."* Thus, the notice will not be con-
sidered sufficiently accurate and comprehensive unless the no-
tice describes the level of default elective contributions which
will be made on the employee’s behalf if the employee does not
make an affirmative election, the right to elect not to have de-
fault elective contributions made to the plan on his or her be-
half or to have a different percentage of compensation or dif-
ferent amount of contribution made to the plan on his or her
behalf, how contributions made under the arrangement will be
invested in the absence of any investment election by the em-
ployee, and the right to make a permissible withdrawal, if ap-
plicable, and the procedures to elect such a withdrawal."” In
addition, the notice must include the provisions found in Reg.
§1.401(k)-3(d)(2)(ii) to the extent those provisions apply to the
arrangement.

The timing rules for providing EACA notices appear to
follow the same rules that apply to a QACA, although the regu-

52 Prop. Reg. §1.414(w)-1(b)(4)(d). For discussion of consolidated de-
fined contribution plan notices and the conditions for eliminating unnecessary
disclosures to unenrolled participants, see 361 T.M., Reporting and Disclosure
Under ERISA.

" Reg. §1.414(w)-1(b)(3)(i).

' Reg. §1.414(w)-1(e)(3).

Reg. §1.414(w)-1(e)(3).

'"Reg. §1.414(w)-1(e)(3).

""TReg. §1.414(w)-1(e)(3).

'8 Compare Reg. §1.401(k)-3(k)(4) with Reg. §1.414(w)-1(b)(3).

" Reg. §1.414(w)-1(b)(3)(ii).
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lations note that an employee who first becomes covered under
the automatic contribution arrangement as a result of a change
in employment rather than being newly hired may be treated
in the same manner as a new hire.""® Thus, the annual notice
must be given to covered employees at least 30 days (and no
more than 90 days) before the beginning of each plan year, and
to newly covered employees no more than 90 days before the
employee becomes eligible to make a cash or deferred election
and no later than the date that affords such employee a reason-
able period of time after receipt of the notice to make the an
election to have no contributions made or to have contributions
made in a different percentage of compensation than under the
EACA."

3. Plan Year Requirement

The EACA must be in place for the entire plan year in or-
der for a plan to avail itself of the extended correction period
for excess contributions, pursuant to the regulations under the
§4979 excise tax penalties.” As a result, an EACA may not
be added to a plan during a plan year and obtain the benefit
of the extended correction period. However, in subsequent plan
years, the extended correction period would be available, pro-
vided that the EACA otherwise satisfies the applicable rules,
including the requirement that the EACA cover all eligible em-
ployees.

Section 414(w) and the regulations thereunder do not have
an explicit plan year requirement, and the question of whether
an EACA could be implemented during the middle of a plan

"% Compare Reg. §1.401(k)-3(k)(4)(iii) with Reg. §1.414(w)-1(b)(3)(iii).
"Reg. §1.414(w)-1(b)(3)(iii).
"2 Reg. §54.4979-1(c).
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year with only a permissible withdrawal feature was a hotly
contested issue during the regulatory process.''” The preamble
to the final automatic contribution arrangement regulations in-
dicates that a mid-year EACA could not satisfy the notice re-
quirements, which generally require notice prior to the start of
the plan year."* Thus, it is apparent that a mid-year EACA with
only a withdrawal feature may not be implemented for current
employees.

The regulations are, however, less clear about whether an
EACA that only covers new hires after the effective date may
be implemented during a plan year. The basic problem is that
the statute requires that a notice be provided before the start
of the plan year. However, the notice timing rules are not a
problem if the EACA only applies to new hires. The regula-
tions provide that the notice only needs to be provided to par-
ticipants covered by the EACA, which could include only new
hires."” In addition, the notice must be provided within a rea-
sonable period before an employee becomes a covered employ-
ee if the employee is first eligible to make a cash or deferred
election during the year."® Taken together, it would appear that
the notice requirement is satisfied if notices are given to new
hires during the year, suggesting that a mid-year EACA for
new hires with only a withdrawal feature is permissible. How-
ever, the regulations provide that an EACA is an automatic
contribution arrangement “that is intended to be an eligible au-
tomatic contribution arrangement for the plan year,”"'”” which
suggests an implied plan year requirement.

""TD. 9447, 74 Fed. Reg. at 8205.
"“T.D. 9447, 74 Fed. Reg. at 8205.
5 Reg. §1.414(w)-1(b)(3)(iii).

1% Reg. §1.414(w)-1(b)(3)(iii).
"""Reg. §1.414(w)-1(b)(1).

08/01/2025 A-113






VII. Section 402(g) Limit on Elective Deferrals

Section 402(g) imposes a limit on the total elective defer-
rals that an individual can make in any tax year."*”

Practice Insight: For most individuals, the tax year is the
calendar year.

Practice Insight: The §402(g) limit was enacted as part of
the Tax Reform Act of 1986. The purpose of the limit was to
reduce the benefits of highly compensated individuals and limit
federal revenue loss resulting from qualified CODAs.

The §402(g) limit is both an individual limit, in that it has
tax ramifications for individuals, and a qualification require-
ment for plans.

A. Amount and Calculation of the §402(g) Limit

The §402(g) limit is $15,000,"” adjusted to reflect
changes in the cost of living."'” The §402(g) limit applies to the
tax year of the individual as opposed to the plan year or the cal-
endar year.

Practice Insight: It is possible that a participant in a non-
calendar year plan can defer as much as twice the §402(g) limit
in a given plan year, once in each tax year which overlap with
the plan year. Although this would preclude elective contri-
butions under the plan in the remaining portions of those tax
years.

Therefore, in applying the §402(g) limit, it is important to
know the tax year for which each elective deferral must be tak-
en into account. The elective deferrals are taken into account
for the tax year in which they would have been included in
the individual’s gross income, i.e., the tax year in which the
amounts would have been paid but for the deferral election.'”

Example: An elective deferral taken out of a December
2019 paycheck will be counted as an elective deferral for
2019, even if it is not paid by the employer to the trust un-
til January 2020.

The §402(g) limit applies to all §401(k) and similar
arrangements (including SIMPLE plans, SIMPLE IRAs,
SARSEPs, and 403(b) plans) that the individual defers
to during the tax year."”” The limit applies even if such
arrangements are maintained by unrelated employers.'”
An individual is responsible for monitoring the limit if the
individual defers to plans of unrelated employers. How-
ever, see “Section 402(g) Limit as a Qualification Re-
quirement” for a discussion of an employer’s responsibili-
ty with respect to the §402(g) limit.

119 8402(g).

118402(g)(1)(B).

"708402(g)(4). The $15,000 limit is adjusted to reflect changes in the
cost of living, determined at the same time and in the same manner as under
§415(d), except that the base period is the calendar quarter beginning July 1,
2005. Changes in the cost of living are based on changes in the Consumer
Price Index. See 1986 Conf. Rep. II-387; See Reg. §1.415(d)-1. For the indexed
amount, see the cost of living adjustments applicable to §401(k) plans in the
Worksheets.

1718402(2)(3)(A),  §402(g)(3)(B). See  Reg.
§1.402(g)-1(b)(2), §1.401(k)-1(a),§1.402(a)-1(d).

1728402(2)(3).

'"“Reg. §1.402(g)-1(e)(11) Ex. 1.

§1.402(g)-1(b)(1),
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The §402(g) limit is not prorated.'™

Example: An individual with a calendar year tax year be-
comes eligible for an employer’s §401(k) plan on July 1.
The individual has not made any other elective deferrals to
other retirement plans that year. Subject to plan provisions
which may limit deferrals to a selected percentage of com-
pensation, the individual may defer the full §402(g) limit
for that calendar year, notwithstanding that the individual
will only participate in the plan for five months.

Section 402(g) is to be applied “without regard to com-
munity property laws.”"'” This is apparently intended to
prevent the argument that, in community property states,
a married individual may elect to defer twice the §402(g)
limit, once for each spouse.

Practice Insight: Because of the §402(g) limit on elective
deferrals, some plans that provide for matching contributions
with respect to elective deferrals ensure that participants may
continue contributions beyond the §402(g) limit on an after-tax
basis in order to continue benefiting from the matching contri-
butions. After-tax contributions must be available to a nondis-
criminatory group of employees, however, and not merely to
employees who exceed the limit."” In addition, because after-
tax and matching contributions are aggregated for purposes of
ACP testing, the extra strain on the nondiscrimination test of
that section may result in some or all of the matching contri-
butions received on account of the after-tax contributions being
returned to the highly compensated employees or forfeited.

B. Elective Deferrals to Which §402(g) Applies

Elective deferrals that are subject to the §402(g) limit in-
clude:

(1) any employer contribution under a qualified CODA
to the extent excludible from gross income (see 1.D.3.,
above, for a discussion of the use of the term “employer
contribution”);

(2) any designated Roth contributions described in §402A;

(3) any employer contribution excludible from gross in-
come under §402(h)(1)(B), relating to certain simplified
employee pensions (SEPs) that operate like qualified CO-
DAs;

(4) any employer contribution toward an annuity contract,
mutual fund custodial account, or church-sponsored retire-
ment income account under §403(b) “under a salary reduc-
tion agreement”;

(5) any elective employer contribution under §408(p)(2)
(A)(i) relating to SIMPLE plans; and

(6) any deductible contribution under certain pre-June 25,
1959, trusts."”’

" Reg. §1.402(g)-1(f).

1738402(2)(5); Reg. §1.402(2)-1(D).

""" Reg. §1.401(m)-1(a)(2).

""778402(g)(3); Reg. §1.402(g)-1(b). Designated Roth contributions are
discussed in V., above.
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Detailed Analysis

Practice Insight: Pension-Linked Emergency Savings Ac-
count ("PLESA") contributions are treated as designated Roth
contributions for purposes of the limits under §402(g)."” Infor-
mal question and answer guidance supports this treatment.'”

Certain contributions which, though elective in form, are
not elective in substance, are excluded from the above defin-
ition of elective deferrals. Accordingly, contributions are not
elective deferrals if made pursuant to an employee’s one-time,
irrevocable election:

(1) in the case of an annuity contract under §403(b), at
the time of initial eligibility to participate in the employ-
er’s plans or a contribution made as a condition of employ-

ment;'"*

(2) in the case of a qualified CODA, upon commencement
of employment or initial eligibility for any plan of the em-
ployer to have contributions of any specific amount made
under the CODA or any other plan, for the duration of em-
ployment; or

(3) in the case of a pre-June 25, 1959, trust, at the time
of initial eligibility to have the employer contribute on the
employee’s behalf to the trust.'*'

In addition to the one-time irrevocable elections specified
in the statute and regulations, other types of contributions may
be elective in form but not in substance and presumably are not
included in the definition of an “elective deferral.” For exam-
ple, salary reduction contributions under a qualified retirement
plan may be required as a condition of employment, at least for
employees who have completed a specified period of service
or attained a specified age, or both. The 1986 TRA Conference
Report, in discussing the applicability of the §402(g) limit to
salary reduction contributions under §403(b), states that contri-
butions required as a condition of employment, or made pur-
suant to a one-time irrevocable election to participate in a pro-
gram requiring a fixed contribution rate, are not to be treated as
elective contributions subject to the §402(g) limit.""** The same
should be true of similar contributions made under a qualified
retirement plan instead of under §403(b).

Another example of a contribution that is elected but is
not an “elective deferral” is a contribution elected by the em-
ployee in lieu of another, non-taxable benefit. For example, the
IRS, in Rev. Rul. 2009-31 and Rev. Rul. 2009-32, concluded
that, where employees had the option of taking certain vacation
time in a year or having the company contribute the value of
that time to a qualified plan, and the vacation time would other-
wise have been forfeited, there was no choice between cash (or
any other taxable benefit) and the employer contribution to the
plan."® Accordingly, contributions to the plan were not made
under a cash or deferred arrangement. Presumably, the contri-

'"788402A(e)(9), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §127(e), effective for tax years beginning after December 31,
2023.

"DOL, Frequently Asked Questions: Pension-Linked Emergency Sav-
ings Accounts, Q&A-6 (released January 17, 2024).

80 Reg. §1.402(g)(3)-1. Oddly, such amounts are subject to employment
taxes, notwithstanding that they are treated as employer contributions. See Reg.
§31.3121(a)(5)-2.

'1818402(g)(3) (flush language); Reg. §1.402(g)-1(c).

821986 Conf. Rep. I1-405 and 420; see also PLR 8746080.

"% See PLR 201601012. See also TAM 9635002.
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butions were not elective deferrals under §402(g) for the same
reason.

Elective deferrals that are catch-up contributions are not
subject to the §402(g) limit ($15,000, as adjusted). For tax
years beginning after December 31, 2023, the SECURE 2.0 Act
of 2022 removes the paragraph in §402(g) that provides for this
exclusion."* Nonetheless, for tax years beginning after Decem-
ber 31, 2023, an applicable employer plan may continue to per-
mit an eligible participant to make elective deferrals under the
plan that exceed the §402(g) limit if those contributions satisfy
the requirements under §414(v) for catch-up contributions."*
The rules governing catch-up contributions are discussed in VI-
II., below.

Generally, matching contributions made on behalf of a
self-employed individual under a qualified CODA are not treat-
ed as elective deferrals, and therefore are not subject to the
§402(g) limit."*

C. Section 402(g) Limit as a Qualification Requirement

In addition to a limit that applies to individuals, a plan
must comply with the §402(g) limit to remain qualified."”’
Thus, a §401(k) plan must provide that the amount of elective
deferrals under the plan and all other plans maintained by
the same §414 control group, will be limited as required by
§402(g). If the limit is exceeded, the plan must correct excess
deferrals via distribution as described below in order to main-
tain qualification.

D. Reporting of Deferrals by Employer

Each employer must report to each employee, on Form
W-2 for a tax year, the total amount of elective deferrals de-
scribed in §402(g)(3) made on behalf of the employee under the
employer’s plan(s) for the tax year.'"*

E. Contributions in Excess of the §402(g) Limit

Contributions in excess of the §402(g) limit are referred to
as “excess deferrals.”

For purposes of the qualification requirements, elective
deferrals that exceed the §402(g) limit, and any allocable in-
come, must be distributed from the plan by April 15 following
the end of the tax year.""

Example: If an individual with a calendar year tax year
makes excess deferrals in 2020, the excess deferrals and
any income attributable to the deferral must be distributed
by April 15, 2021. This deadline is not postponed by ex-

'® See SECURE 2.0 Act of 2022, Pub. L. No. 117-328, Div. T, §603(b)
(1) (eliminating §402(g)(1)(C), effective for tax years beginning after Decem-
ber 31, 2023).

"% Notice 2023-62. For current and prior year §402(g) limits, see the cost
of living adjustments applicable to §401(k) plans in the Worksheets.

1186 §402(g)(8), effective for tax years beginning after December 31, 1997.
For tax years beginning before 1998, such matching contributions generally
were subject to the §402(g) limit on the theory that a self-employed individual
was effectively making a choice between cash or deferral when the individual
chose whether to make an elective deferral subject to a matching contribution.

'878401(a)(30); Reg. §1.401(a)-30.

"% $6051(a)(8); see Notice 89-32.

I Reg. §1.402(g)-1()(1)().
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tending the filing of the individual’s federal income tax re-
turn.

For purposes of the individual limitations, if the elective
deferrals of an individual exceed the §402(g) limit for his or
her tax year, the excess elective deferrals are included in that
individual’s gross income."” However, to the extent the excess
elective deferrals are Roth elective deferrals, they are not in-
cludible in gross income because they were, by definition, al-
ready included in gross income."” In addition, if the individual
is eligible for, and the plan permits, catch up contribution (see
VIII., below) then to the extent the individual can make catch-
up contributions, the excess deferral would not be included in
gross income and would remain in the plan.

1. Tax Treatment of Excess Deferrals Under §402(g)

Elective deferrals for a tax year in excess of the §402(g)
limit are included in the individual’s gross income for the
year."”” In addition, if the excess is not distributed by April 15
of the tax year following the tax year of the deferral, the indi-
vidual does not have basis in the excess.'"” In other words, the
excess will be subject to double taxation, once in the year of the
excess deferral and again when it is distributed from the plan.

Example: An individual with a calendar year tax year
makes excess deferrals in 2020. If the excess deferrals and
any income attributable to the deferral are not distributed
by April 15, 2021, the individual will be taxed on the de-
ferral in 2020 and taxed again in 2021. See VIL.E.2.e., be-
low, for rules on how income attributable to the deferral is
taxed.

Excess deferrals are to be treated as employer contribu-
tions for other purposes of the Code, including §401(a)(4),
§401(k)(3), §404, §409, §411, §412, and §416.""™ This is true
even if the excess deferrals are distributed from the plan on or
before the next April 15."” Excess deferrals are counted un-
der the ADP test, with the exception of excess deferrals of non-
highly compensated employees that are determined by the em-
ployer to be excess deferrals without taking into account any
deferrals through other employers.'** Finally, unless distributed
on or before the next April 15, excess deferrals count as em-
ployer contributions for purposes of the §415 limits on annu-
al additions and, if they are CODA contributions, become sub-
ject to the restrictions on distributions of elective deferrals un-
der §401(k)(2)(B)(1) (i.e., generally, a distribution may not be
made before severance from employment, death, disability, age
59Y5, hardship, or plan termination).""”’

Since elective deferrals through other employers will
count against the §402(g) limit, it is impossible for any one em-
ployer to know precisely when the limit has been exceeded, for

118402(2)(1)(A).

171 §402(2)(1)(A).

"928402(g)(1).

"1938402(g)(6); Reg. §1.402(g)-1(e)(8)(iii).

9 Reg. §1.402(g)-1(e)(1)(ii).

" Reg. §1.402(g)-1(e)(1)(ii).

11°§402(g)(2)(B); Reg. §1.402(g)-1(e)(1)(ii).
"TReg. §1.402(g)-1(e)(1)(ii), §1.402(g)-1(e)(8)(iii).
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purposes of withholding federal income tax from the excess de-
ferrals. Once the limit is exceeded by deferrals through a sin-
gle employer, however, that employer must begin withholding
federal income tax."* For this purpose, related employers must
be aggregated and treated as a single employer to the extent re-
quired by §414(b), §414(c), §414(m), or §414(0), so that elec-
tive deferrals through two or more such employers must be tak-
en into account in determining whether the §402(g) limit has
been reached.'”

2. Return of Excess Deferrals Under §402(g)

If an individual has made excess deferrals for a tax year,
the individual may, no later than March 1 following the end of
the tax year in which the excess deferrals were made, allocate
the excess deferrals among the plans under which they were
made and notify each plan of the portion allocated to it.”” The
notice must identify the extent, if any, to which the excess de-
ferrals include designated Roth contributions, if applicable."*”"

Each plan may then distribute to the individual, no later
than April 15 following the end of the tax year, the amount
of the excess allocated to it (and any income allocable to that
amount).””

Practice Insight: While a plan “may” distribute excess de-
ferrals that result because an individual participant contributes
to two or more plans of unrelated employers, the qualification
rules of §401(a)(30) effectively require that a plan distribute
excess deferrals at least with respect to excesses that occur as a
result of aggregating deferrals among an employer’s own plans.

a. Plan Terms Permitting Distribution of Excess
Deferrals Under §402(g)

A plan need not provide for the distribution of excess de-
ferrals, but the regulations require a plan to contain language
permitting distributions if distributions are to be made."”

Practice Insight: Practically speaking, a plan will want to
include terms that allow it to distribute excess deferrals so that
the plan may avoid disqualification by failing to meet the qual-
ification requirements of §402(g).

If a plan permits distributions, such a distribution may
be made notwithstanding any other provision of law,”** and
without regard to any consents by the participant or spouse
that might otherwise be required.”” The distribution may also
be made notwithstanding any contrary qualified domestic re-
lations order under §414(p),”” but is not counted toward any
minimum required distributions under §401(a)(9)."*”’

"% Notice 87-13, Q&A-10.

"9 Notice 87-13, Q&A-10.

205402(2)(2)(A)().

""Reg. §1.402(2)-1(e)(2)().

12028402(2)(2)(A)(ii). See generally Reg. §1.402(g)-1(e)(2).
"% Reg. §1.402(g)-1(e)(4).

1204 8402(g)(2)(A) (flush language).

"5 Reg. §1.402(g)-1(e)(7).

121986 Conf. Rep. 11-387.

27 Reg. §1.402(g)-1(e)(9).
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b. Notification of Plan Administrator Regarding
Excess Deferrals Under §402(g)

A plan may provide that an individual is deemed to have
notified the employer or plan administrator of excess deferrals
if the sum of the elective deferrals made under all plans spon-
sored by the employer exceeds the §402(g) limit.”* Alterna-
tively, a plan may provide that the employer may notify the
plan administrator on the individual’s behalf in this situation."”
This default notification system may include a designation of
the portion of excess deferrals that are designated Roth contri-
butions.””"’ Thus, a plan may provide that excess deferrals are in
the first instance comprised of designated Roth contributions if
an employee has made both pre-tax and Roth elective deferrals.
Notwithstanding the above, if excess deferrals under §402(g)
are distributed to a participant, such distributions must first
come from the participant’s pension-linked emergency savings
account ("PLESA") to the extent contributions were made to
the PLESA during the applicable tax year.""

Practice Insight: At least one of the alternative notification
methods described above is probably required as a practical
matter, since §401(a)(30) requires, as a matter of plan qualifi-
cation, that a plan not permit the §402(g) limits to be exceed-
ed. As compliance with §401(a)(30) is determined without re-
gard to excess deferrals distributed by April 15,"'* the burden of
monitoring its own plans for §402(g) excesses has been shifted
to the employer. Thus, while a plan need not provide for distri-
bution of excess deferrals where the individual participant con-
tributes to two or more plans of unrelated employers, the quali-
fication rules of §401(a)(30) effectively require that a plan have
adequate provisions allowing for distribution of excess defer-
rals at least with respect to excesses that occur as a result of ag-
gregating deferrals among an employer’s own plans.

c. Year of Inclusion of Excess Deferrals Under §402(g)

If the excess deferral is distributed by the April 15 dead-
line, it will not be included in gross income in the year it is dis-
tributed, and will not be subject to the 10% early distribution
tax if the individual is under age 59%2."*" Instead, the excess de-
ferral is included in gross income for the year of the deferral.
However, any income on the excess deferral is included in the
year of distribution. See VIL.E.2.e., below.

A plan may also provide that an individual who has excess
deferrals may receive a corrective distribution during the same
year in which the excess deferrals are made.”"* Both the plan
and the individual must “designate” the distribution as an ex-
cess deferral, (and the portion comprised of designated Roth
contributions) and the distribution must be made after the ex-
cess deferral has been received by the plan. A plan may provide
that an individual is deemed to provide the necessary designa-

2®Reg. §1.402(2)-1(e)(2)(i), §1.402(2)-1(e)(3)()(A).

PP Reg. §1.402(g)-1(e)(2)(0), §1.402(g)-1(e)(3)()(A).

120Reg. §1.402(g)-1(e)(2)(i).

"""Reg. §1.402(g)-1(e)(2)(i). For a discussion of PLESAs, see V.B.5.,
above.

"2 Reg. §1.402(g)-1(e)(1)(i). See Reg. §1.401(a)-30.

21 §402(2)(2)(C); Reg. §1.402(2)-1(e)(8)(i).

"?“Reg. §1.402(g)-1(e)(3)(i).
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tion or may itself designate the distribution on behalf of the in-
dividual.””

d. Limitations on Amount Distributed as an Excess
Deferral Under §402(g)

The amount of excess deferrals which may be distributed
for an employee’s tax year is reduced by any excess contribu-
tions caused by an ADP test failure previously distributed or
recharacterized for that employee for the plan year beginning
with or within such tax year.””'° Furthermore, an individual may
not receive more corrective distributions for a tax year than the
total amount of his or her elective deferrals under the plan for
that year (plus income).””"”

e. Income on Excess Deferrals Under §402(g)

In general, any income allocable to a distributed excess
deferral must be distributed with it."”'"* The allocable income is
treated as earned and received in the tax year of the distribu-
tion.””"”

The regulations set forth the method of computing income
on excess deferrals.”” As with distributions of excess contri-
butions caused by an ADP test failure, the plan may use any
reasonable method for computing the gain or loss allocable to
excess deferrals, provided that such method does not violate
§401(a)(4), is used consistently for all participants and for all
corrective distributions under a plan for that plan year, and
is used by the plan for allocating income to participants’ ac-
counts.”" A plan may also use an alternative method, under
which the allocable income is that portion of the income alloca-
ble to elective deferrals multiplied by the ratio of the amount of
excess deferrals for the tax year to the sum of those excess de-
ferrals plus the total account balance of the employee attribut-
able to elective deferrals as of the beginning of the tax year.””

Allocable income is only calculated through the end the
tax year and does not include income earned after the end of the
taxable period prior to the distribution.””’

Example: A participant’s tax year is the calendar year. The
participant’s elective deferrals exceed the §402(g) limit
in 2019. Excess deferrals are distributed April 10, 2020.
Income earned from January 1, 2020, through April 10,
2020, is not taken into account for purposes of calculating
allocable income that must be distributed.

Practice Insight: For tax years beginning before 2007, al-
locable income included only income earned through the end
of the tax year and, unless provided for by the plan, did not in-
clude income earned after the end of the tax year and prior to
the distribution.” Under amendments to the regulations effec-
tive for tax years beginning on or after January 1, 2007, allo-

2P Reg. §1.402(2)-1(e)(3)A)(A).

2Reg. §1.402(g)-1(e)(6).

278402(2)(2)(A)(ii); Reg. §1.402(2)-1(e)(6).

"8 Reg. §1.402(g)-1(e)(5).

" Reg. §1.402(g)-1(e)(8)().

0Reg. §1.402(g)-1(e)(5).

21 Reg. §1.402(g)-1(e)(5)(ii).

"2 Reg. §1.402(g)-1(e)(5)(ii).

22 §402(2)(2)(A)(i).-

24 Reg. §1.402(g)-1(e)(5), as it appeared in the pre-2007 regulations.
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cable income also includes the income earned after the end of
the tax year."”” This rule, however, was in tension with a provi-
sion of the 2006 PPA which eliminated income earned after the
end of the tax year from the definition of allocable income for
purposes of distributing excess contributions under the ADP
test."”* In response, Congress expressly limited distributable in-
come to income earned prior to the end of the tax year in the
Worker, Retiree, and Employer Recovery Act of 2008 (WR-
ERA), effective as if it were included in the 2006 PPA."** As
a result, the limitation to income earned through the end of the
tax year is effective for tax years beginning after 2007, leaving

""Reg. §1.402(g)-1(e)(5)(i), as amended by T.D. 9324, 72 Fed. Reg.
21,103 (Apr. 30, 2007).

"22°Pyb. L. No. 109-280, §902(e)(3)(B)(i).

"2 Pub. L. No. 110-458, §109(b)(3), amending §402(g)(2)(A)(ii).
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only the 2007 tax year as a year for which income earned after
the end of the tax year had to be distributed.

“Income” must take into account any allocable losses.

Practice Insight: The effect of this rule is that while an em-
ployee is taxable on the full amount of the excess in the year
in which the excess deferral was made, the actual amount re-
turned may be smaller if investment results produce a net loss.
If the excess deferral is returned during the year in which it
was made, the loss may be used to offset gross income for that
year.” If the corrective distribution is made by April 15 of the
following year, however, the loss is used to offset gross income
in the year of the corrective distribution.'”

1228

"% Reg. §1.402(g)-1(e)(5)(i).
' Notice 89-32.
20 Notice 89-32.
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VIIl. Catch-Up Contributions

A plan may allow an individual age 50 or older to make
additional elective deferrals in excess of the §402(g) limits, if
certain requirements are satisfied.””' These additional elective
deferrals are typically referred to as “catch-up contributions.”

Practice Insight: Although the additional amounts are re-
ferred to as ““catch-up contributions,” an individual’s ability to
make them is not conditioned upon any showing that the indi-
vidual previously undercontributed to the plan or did not con-
tribute the maximum.

Catch-up contributions are not subject to any otherwise
applicable limitations on elective deferrals, including the elec-
tive deferrals limit under §402(g) and the limit on annual con-
tributions under §415(c). Catch-up contributions are also not
subject to ADP testing, and are treated as meeting the nondis-
crimination requirements of §401(a)(4)," so long as catch-up
contributions are available to all eligible individuals who par-
ticipate under any plan maintained by the employer that pro-
vides for elective deferrals."”

A. Eligibility to Make §414(v) Catch-Up Contributions

A participant who is eligible to make elective deferrals un-
der an applicable plan is eligible to make catch-up contribu-
tions if he or she will be 50 or older before the end of his or her
tax year (almost invariably the calendar year). As a result, a
participant whose 50th birthday will occur at any time during a
calendar year is eligible to make catch-up contributions begin-
ning January 1 of that year.

B. Plans Eligible to Allow for §414(v) Catch-Up
Contributions

Catch-up contributions can be made to any §401(k) plan,
SIMPLE IRA, SEP, §403(b) plan, or a governmental §457(b)
plan that permits elective deferrals, and that allows for catch-
up contributions pursuant to its terms."” For this purpose, any
contribution to a governmental §457 plan is treated as an elec-
tive deferral.”*

C. Maximum Dollar Amount of §414(v) Catch-Up
Contributions

The maximum amount of annual catch-up contributions is
$5,000, as adjusted for inflation. In addition to the explicit
dollar limit, the catch-up contribution when added to all other
elective deferrals for the tax year cannot exceed the partici-

pant’s compensation (determined under §415(c)(3)) for the tax

1238
year.

A special dollar limit applies to SIMPLE 401(k) plans and
SIMPLE IRAs, which generally are subject to lower contribu-

1B18414(v).

1228414(v)(3).

1238414(v)(4)(A). See VIILH., below.

1248414(v)(5); Reg. §1.414(v)-1(g)(3).

28 8414(v)(1); §414(v)(6)(A); Reg. §1.414(v)-1(2)(1).

12Reg. §1.414(v)-1(g)(2).

278414(v)(2)(B)(i), §414(v)(2)(C). The limit is adjusted for inflation in
$500 increments in the same manner as the §402(g) limit. For the current and
previous dollar amounts, see the Worksheets.

8 $414(v)(2)(A) ().
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tion limits. The maximum amount of annual catch-up contribu-
tions in a SIMPLE 401 (k) or SIMPLE IRA is $2,500, as adjust-
ed for inflation.”™

However, effective for taxable years beginning on or after
January 1, 2025:

* For non-SIMPLE plans, the maximum amount of annual
catch-up contributions for a participant who would attain
age 60 but would not attain age 64 before the end of the
year (i.e., participants age 60-63), is the greater of (1)
$10,000, or (2) 150% of the standard catch-up contribution
amount set for the year 2024."** These amounts will be ad-
justed for inflation annually beginning in 2026."*"'

e For SIMPLE plans, the maximum amount of annual
catch-up contributions for a participant who would attain
age 60 but would not attain age 64 before the end of the
year (i.e., participants age 60-63), is the greater of (1)
$5,000, or (ii) 150% of the standard catch-up contribution
amount set for the year 2025."* These amounts will be ad-
justed for inflation annually beginning in 2026.*

According to the IRS, plans are not required to provide for
a higher applicable dollar catch-up limit for participants at age
60 through age 63.**

Practice Insight: The maximum amount of catch-up con-
tributions is not necessarily measured on the participant’s tax
year or the plan year, and instead is measured based on the ap-
plicable limit that the catch-up contribution exceeds. See VI-
ILE., below, for information regarding how to calculate the
catch-up contribution and apply the maximum dollar amount
each year.

D. Section 414(v) Catch-Up Contributions Interaction
with §457 and §403(b) Catch-Up Contributions

There are two “catch-up” contributions under the L.R.C.
other than the §414(v) catch-up: the §457 catch-up™” and the
§403(b) catch-up,** both of which apply to long-service em-
ployees. These other two catchups are true catch-ups in the
sense that they depend on whether the employee underutilized
the contribution limits in prior years. A participant is not enti-
tled to both the §414(v) and §457 catch-up in a single year, but

'298414(v)(2)(B)(ii), §414(v)(2)(C). The limit is adjusted for inflation in
$500 increments in the same manner as the §402(g) limit. For the current and
previous dollar amounts, see the Worksheets.

1208414(v)(2)(B)(i), as amended by the SECURE 2.0 Act of 2022, Pub.
L. No. 117-328, Div. T, §109(a)(1), applicable to taxable years beginning after
December 31, 2024. See §414(v)(2)(E), as added by Pub. L. No. 117-328, Div.
T, §109(b), applicable to taxable years beginning after December 31, 2024. See
also Prop. Reg. §1.414(v)-1(c)(2)(ii)(B), REG-101268-24, 90 Fed. Reg. 2645
(Jan. 13, 2025).

"*18414(v)(2)(C), as amended by Pub. L. No. 117-328, Div. T, §109(c),
applicable to taxable years beginning after December 31, 2024.

122 See §414(v)(2)(B)(ii), as amended by Pub. L. No. 117-328, Div. T,
§109(a)(2), applicable for taxable years beginning after December 31, 2024.
See also §414(v)(2)(E), as added by Pub. L. No. 117-328, Div. T, §109(b), ap-
plicable for taxable years beginning after December 31, 2024.

"238414(v)(2)(C), as amended by Pub. L. No. 117-328, Div. T, § 109(c),
applicable to taxable years beginning after December 31, 2024.

1 See REG-101268-24, 90 Fed. Reg. at 2649 n.6.

"8457(b)(3).

#05402(2)(7).
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rather is entitled to the greater of the two catch-ups."" In con-
trast, however, a participant may benefit from both the §414(v)
catch-up and the §403(b) catch-up in the same year, thereby
contributing the sum of the two catch-ups.”***

E. Determination of a §414(v) Catch-Up Contribution

A catch-up contribution is an elective deferral made by a
participant eligible to make catch-up contributions that exceeds
any of the limits described below.”” A catch-up contribution
is determined at the end of the calendar or plan year, whichev-
er is applicable to the limit which has been exceeded. In other
words, a contribution will not be considered a catch-up contri-
bution until it exceeds one of the applicable limits described be-
low.

(1) Statutory Limits. A catch-up contribution may be cre-
ated by exceeding any of the statutory limits on elective
deferrals or annual additions provided in §401(a)(30),
§402(h), §403(b), §408, §415(c), or §457(b)(2) (without
regard to §457(b)(3), which provides the §457 catch-
up).” This means that a catch-up eligible participant may
make elective deferrals that exceed the §402(g) limit. It al-
S0 means a participant may receive total contributions that
exceed the §415(c) limit.

(2) ADP Limit. A plan that provides for elective deferrals
must satisfy the ADP test. As further described in III.M.,
above, one way for a plan to correct an ADP test failure
is to distribute the excess contributions to highly compen-
sated participants according to §401(k)(8). Therefore, the
ADP limit is the highest amount of elective deferrals that
can be retained on behalf of a highly compensated employ-
ee, if the plan corrects an ADP test failure by distributing
excess contribution under §401(k)(8).”"'

The ADP test and catch-up contributions interact in two
ways. First, catch-up contributions are not taken into ac-
count in calculating an employee’s actual deferral ratio
(ADR)." That is, catch-up contributions are subtracted
from an employee’s elective deferrals before the ADR is
determined.

Practice Insight: All other limits should be applied to an
elective deferral prior to application of the ADP limit since
such catch-up contributions are not taken into account in
determining an employee’s ADR. Therefore, the applica-
tion of the ADP limit should be the final step in calculating
catch-up contributions.

In addition, the ADP test itself is an applicable limit, and
therefore, excess contributions may also be catch-up con-
tributions.””™ However, because catch-up contributions
may exceed the ADP limit, the excess contributions that
qualify as catch-up contributions do not need to be distrib-

1478414(v)(6)(C); Reg. §1.414(v)-1(a)(3).
"#Reg. §1.403(b)-4(c)(3)(iv).

" Reg. §1.414(v)-1(a)(1).

'20Reg. §1.414(V)-1(b)(1)(i).

"2 Reg. §1.414(v)-1(b)(1)(iii).

2Reg. §1.414(v)-1(d)(2).

" Reg. §1.414(v)-1(d)(2)(iii).
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uted in order for the plan to correct its ADP test failure via
distribution of excess contributions under §401(k)(8)."”*

Example: Catch-up eligible participant T is a highly com-
pensated employee (HCE) and makes elective deferrals of
$17,000 in a year in which the §402(g) limit is $15,000. Of
that amount, $2,000 is not taken into account in perform-
ing the ADP test. Assuming that the highest amount that
can be retained by T as an HCE under the ADP limit is
$12,000, the additional $3,000 would be treated as an ex-
cess contribution. However, it also is a catch-up contribu-
tion and therefore could be retained under the plan.

A matching contribution on an excess contribution that
is a catch-up contribution is subject to the permitted for-
feiture rules of §411(a)(3)(G), which allows for forfeiture
notwithstanding that the participant is fully vested under
the plan.” However, the plan terms dictate whether
matching contributions are made on excess contributions.

Practice Insight: The ADP limit is not relevant to a non-
highly compensated employee because the ADP test does
not limit the elective deferrals that a non-HCE may make.

(3) Plan Limit. The third limit is any limit imposed by
the terms of the plan but which is not required under the
Code."” The classic example of a plan-imposed limit is a
plan provision that restricts elective deferrals to no more
than 10% of compensation as a prophylactic measure in-
tended to head off ADP testing problems. Such a plan
may permit catch-up contributions in excess of the 10% of
compensation limit.

The regulations state that a plan limit must be “contained
in the terms of the plan” so that an administratively imposed
limit may not be considered a plan limit."”” The outer bounds of
this rule are not entirely clear, although it seems reasonable to
treat a limit declared by a plan administrative committee pur-
suant to an express delegation of authority under the plan doc-
ument as a plan limit, at least to the extent the declaration is in
writing.

As described further under VIIL.C., above, if a plan per-
mits catch-up contributions for any participants, they must be
available to all participants that are otherwise eligible. There is
some tension between this “universal availability” requirement
and the notion of an employer-imposed plan limit. However,
this is generally resolved by providing, for example, that elec-
tive deferrals may not exceed 10% of compensation but that
the plan permits catch-up contributions above and beyond such
limit.

Practice Insight: Taken literally, the universal availability
requirement applicable to catch-up contributions would disal-
low a plan from imposing an elective deferral limit of 0% on
highly compensated employees since such employees would
not be eligible to make elective deferrals and, therefore, could
not qualify as catch-up eligible participants. However, a plan
may impose a very low limit on HCE elective deferrals, in
which case virtually all elective deferrals of HCEs would not

24 Reg. §1.414(v)-1(d)(2)(iii).
"5 Reg. §1.414(v)-1(d)(2)(iii).
"6 Reg. §1.414(v)-1(b)(1)(ii).
'»TReg. §1.414(v)-1(b)(1)(i).
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be taken into account in applying the ADP test, thereby effec-
tively guaranteeing that the plan would pass the test, as well as
ensuring that such HCEs could qualify as catch-up eligible par-
ticipants.

The regulations accommodate plan limits that are imposed
for a portion of a year, for example, a plan that limits elective
deferrals on a payroll basis to 10% of compensation.” In such
a case, the limit applicable to the catch-up contributions is the
sum of the dollar amounts of the limits for the separate payroll
periods."”” There is also a special rule that allows a plan to de-
termine the plan limit that is imposed for a portion of a year
using the time-weighted average of the deferral limits."*®

Practice Insight: This rule may be useful where the em-
ployer changes a deferral limit during the year as it obtains pre-
liminary ADP test results.

Example: A plan limits HCE elective deferrals to 10% of
compensation for the first half of the year and 8% of com-
pensation for the second half of the year. In this case, the
plan may treat the plan limit for the year as 9% of com-
pensation.””'

Catch-up contributions are easily determined if the plan
uses the calendar year as its plan year and limitation year. The
applicable limits are applied at the end of the plan year by com-
paring the total elective deferrals for the plan year with the ap-
plicable limit for the plan year.”” However, the determination
of catch-up contributions is more complicated if the plan has a
non-calendar year plan year or limitation year. The basic rule is
that if an applicable limit applies on a basis other than the plan
year, then the determination of whether the limit has been ex-
ceeded is made on the basis of the other year."*

Example: If a plan has a July 1 to June 30 plan year, the
determination of whether elective deferrals are in excess
of the §402(g) limit is made at the end of the calendar year
since the §402(g) limit is generally a calendar year limit.

Practice Insight: One should not underestimate the com-
plexity associated with identifying catch-up contributions
where a plan has a non-calendar year plan year or limitation
year.

F. Treatment of Catch-Up Contributions as Elective
Deferrals

Catch-up contributions are elective deferrals.”*

There are two possible methods for making catch-up con-
tributions. A plan may provide for separate elections with re-
spect to “regular” elective deferrals and catch-up contributions.
Alternatively, a plan may prescribe a single election, with the
determination of whether a portion of the elective deferrals
are catch-up contributions being made under the terms of the
plan.”* The latter appears to be the norm.

128 Reg. §1.414(v)-1(b)(2)(Q)(A).

"Reg. §1.414(v)-1(b)(2)()(A).

0Reg. §1.414(v)-1(b)(2)()(B).

' Reg. §1.414(v)-1(b)2)H)(B)(1).

22Reg. §1.414(V)-1(b)(2)()(A), §1.414(v)-1(c)(3).
S Reg. §1.414(v)-1(b)(2)(ii).

M Reg. §1.414(v)-1(a)(2).
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As elective deferrals, catch-up contributions are subject to
the same general rules that apply to other elective deferrals, in-
cluding the distribution and vesting restrictions of §401(k)(2)
(B) and §401(k)(2)(C).” Catch-up contributions are not tak-
en into account in applying the limits of §401(a)(30), §402(h),
§403(b), §408, §415(c), or §457(b)(2) (without regard to
§457(b)(3)) to other contributions under the plan.””

For purposes of determining the account balance of a par-
ticipant for purposes of the average benefit percentage test un-
der §410(b) and top-heavy status under §416, catch-up contri-
butions are not taken into account with respect to the current
plan year, but are taken into account for prior years.”” Thus,
there is no separate accounting requirement for catch-up con-
tributions after such contributions have been made.

G. Roth Catch-Up Contributions for High-Earning
Participants

For tax years beginning on or after January 1, 2024, partic-
ipants with more than $145,000 in wages for the preceding cal-
endar year will be required to make any catch-up contributions
as Roth contributions under §414(v)(7).”” Notice 2023-62 pro-
vides a two-year administrative transition period, delaying the
Roth contribution catch-up requirement until tax years begin-
ning on or after January 1, 2026. During the administrative
transition period, catch-up contributions are treated as satisfy-
ing the Roth catch-up contribution requirements, even if con-
tributions are not designated as Roth contributions and a plan
does not provide for designated Roth contributions.'””” Under a
proposed rule issued in January 2025, regulations would apply
with respect to contributions in taxable years beginning more
than six months after the issuance of final regulations adding
rules for catch-up contributions that must be designated Roth
contributions under §414(v)(7). For applicable employer plans
maintained pursuant to collective bargaining agreements, the
regulations would apply with respect to contributions in tax-
able years beginning after the later of the first taxable year de-
scribed above or the first taxable year that begins after the date
on which the last collective bargaining agreement related to the
plan that is in effect on December 31, 2025, terminates (with-
out regard to extensions).”*”"

Participants exceeding the $145,000 income threshold will
not be able to make catch-up contributions as traditional pre-
tax contributions, but will instead be required to make catch-up
contributions as designated Roth contributions."””* This income

"5 Reg. §1.414(v)-1(a)(2).

12Reg. §1.414(v)-1(a)(2).

" Reg. §1.414(v)-1(d)(1).

"% Reg. §1.414(v)-1(d)(3).

298414(v)(7), added by the SECURE 2.0 Act of 2022, Pub. L. No.
117-328, Div. T, §603(a), effective for taxable years beginning after December
31, 2023. The rule does not apply to SEPs or SIMPLE retirement accounts.
§414(v)(7)(C).

" Notice 2023-62.

T'REG-101268-24, 90 Fed. Reg. 2645 (Jan. 13, 2025); see Prop. Reg.
§1.414(v)-2(e)(2). The definitions in Reg. §1.414(v)-1(g) (e.g., applicable em-
ployer plan, catch-up eligible participant) would apply to the rules for catch-up
contributions that must be designated Roth contributions under §414(v)(7). See
Prop. Reg. §1.414(v)-1(a)(1), REG-101268-24.

'228414(v)(7)(A). See Prop. Reg. §1.414(v)-2(a)(3), REG-101268-24, 90
Fed. Reg. 2645 (Jan. 13, 2025).
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threshold is indexed annually for inflation, rounded to the low-
est multiple of $5,000."*”

If an eligible participant received $145,000 or less in FICA
wages for the preceding calendar year, then any catch-up con-
tributions that are made to the plan on behalf of the participant
are not required to be designated as Roth contributions.”* Un-
der the proposed rule, the Roth catch-up wage threshold would
not be required to be prorated for the first year of employment
with the employer.”” Any catch-up contributions under
§414(v) that are made to the plan on behalf of the participant
that are not designated as Roth contributions are not includible
in the participant’s gross income under §402(g)(1)(A) because
the limitation on elective deferrals under §401(a)(30) do not ap-
ply to those catch-up contributions."””®

In 2023, the IRS indicated that it expected to issue addi-
tional guidance that, in part, would provide that the Roth catch-
up would not be required for a participant who does not have
FICA wages for the preceding calendar year from the employ-
er sponsoring the plan (for example, the individual had been
a partner receiving self-employment income or a nonfederal
government employee whose services were excluded from em-
ployment under §3121(b)(7)).””” Under the proposed rule is-
sued in January 2025, the Roth catch-up would not be applied
in a current year to participants with FICA wages not exceeding
$145,000 (as adjusted) from the employer sponsoring the plan
in the preceding calendar year.”” Thus, for example, the Roth
catch-up would not be required for partners receiving only self-
employment income, nor would it be required for individuals
whose compensation was taxed under FICA in an earlier year
because of the deferred compensation rules under §3121(v)(2).
The Roth catch-up also would not be required for state or local
government employees whose services are excluded from em-
ployment under §3121(b)(7), without regard to §3121(u) or for
individuals with wages subject to the Railroad Retirement Tax
Act under §3231(e)."””

In determining whether a plan participant meets the in-
come threshold, the employer sponsoring the plan would be the
participant's common law employer that is contributing to the
plan.””™ If multiple employers sponsor the plan (i.e., through ag-
gregation or it is a multiple employer plan or a multiemploy-
er plan), wages from each employer would not be aggregated
to determine whether the participant's wages for the preceding
calendar year exceeded the Roth catch-up wage threshold."”'

If a plan provides that additional elective deferrals for par-
ticipants whose FICA wages exceed the Roth catch-up contri-
bution wage threshold must be are designated Roth contribu-
tions, the plan must permit other catch-up eligible plan partic-
ipants to make their additional elective deferrals as designat-
ed Roth contributions in addition to traditional, pre-tax §401(k)

1773 8414(v)(7)(E). See Prop. Reg. §1.414(v)-2(a)(3). For the adjusted dol-
lar amount, see the Worksheets.

127 Notice 2023-62.

7 Prop. Reg. §1.414(v)-2(a)(2).

127 See §414(v)(3)(A)(i); Notice 2023-62.

127" Notice 2023-62.

"7 Prop. Reg. §1.414(v)-2(a)(2).

1% See REG-101268-24, 90 Fed. Reg. at 2649 (preamble).

" Prop. Reg. §1.414(v)-2(b)(3).

"1 Prop. Reg. §1.414(v)-2(b)(4); see Prop. Reg. §1.414(v)-2(d)(4) (exam-
ple).
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contributions.” Under the proposed rule issued in January
2025, a plan that does not have a qualified Roth contribution
program would not be precluded from permitting catch-up con-
tributions for eligible participants who are not subject to the
Roth catch-up requirement. The catch-up contribution for par-
ticipants subject to the Roth catch-up requirement would be
$0'1283

In 2023, the IRS also indicated that it expected to issue ad-
ditional guidance that, in part, would provide that, if the Roth
catch-up is required for a participant, the employer could treat
the participant’s election to make catch-up contributions on a
pre-tax basis as an election to make catch-up contributions that
are designated Roth contributions.”* Under the proposed rule
issued in January 2025, a plan would be permitted to provide,
for taxable years beginning after December 31, 2023, that a
participant who is subject to the Roth catch-up requirement
is deemed to have irrevocably designated catch-up contribu-
tions as designated Roth contributions. The plan's ability to pro-
vide for a deemed Roth catch-up election would not depend on
whether the plan requires separate elections for elective defer-
rals that are not catch-up contributions and for additional elec-
tive deferrals that are catch-up contributions, as long as the par-
ticipant would have an effective opportunity to make a new
election that differs from the deemed election.*

Questions have arisen as to whether the timing of desig-
nated Roth contributions would affect satisfaction of the Roth
catch-up contribution requirement. Under the proposed rule,
designated Roth contributions made during the year before a
limit is reached would be taken into account in determining
whether the Roth catch-up requirement is met. Thus, a partici-
pant would comply with the Roth catch-up requirement as long
as the participant’s total elective deferrals that are designat-
ed Roth contributions over the year equal or exceed the total
elective deferrals that are determined to be catch-up contribu-
tions."**

Practice Insight: Given the challenge and complexity in-
volved in tracking the pay of each participant, and to ease ad-
ministrative burdens, employers might consider requiring that
all catch-up contributions be made as Roth contributions.

If a catch-up eligible participant who is subject to the Roth
catch-up requirement makes a pre-tax elective deferral that ex-
ceeds an applicable limit, the plan must correct the failure to
avoid loss of the age 50 and older catch-up contribution for
that elective deferral and the plan's loss of qualified status. The
IRS proposed alternative correction methods that would permit
a plan to correct a failure to satisfy the Roth catch-up require-

'%28414(v)(7)(B). See Prop. Reg. §1.414(v)-2(a)(5)(i). If a dual-qualified
plan covers employees in the United States and in Puerto Rico and allows any
catch-up eligible participant in the United States who is subject to the Roth
catch-up requirement to make catch-up contributions as designated Roth con-
tributions for a plan year, the plan would be treated as satisfying §414(v)(7)
(B) for a catch-up eligible participant who is subject to Puerto Rico L.R.C.
§1081.01 if the plan permits the participant to make catch-up contributions as
after-tax contributions within the meaning of PRIRC §1081.01(a)(15). Prop.
Reg. §1.414(v)-2(a)(5)(ii).

1283 See Prop. Reg. §1.414(v)-2(b)(2).

"**Notice 2023-62.

"3 Prop. Reg. §1.401(k)-1(f)(5)(iii), REG-101268-24, 90 Fed. Reg. 2645
(Jan. 13, 2025).

6 prop. Reg. §1.414(v)-2(b)(1); see REG-101268-24, 90 Fed. Reg. at
2650-51 (preamble).
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ment under §414(v)(7) other than by distributing excess elec-
tive deferrals: the Form W-2 correction method; and the in-plan
Roth rollover correction method. A plan would be permitted to
apply either method, but would have to apply the same correc-
tion method for all participants with elective deferrals in excess
of the same applicable limit for the plan year.*’

H. Nondiscrimination and Universal Availability
Requirements for Catch-Up Contributions

Catch-up contributions are not subject to the general
nondiscrimination rules.” The regulations specify that the
class of participants who are eligible for catch-up contributions
need not be a class that would satisfy the nondiscriminatory
classification test of §410(b).”™ Similarly, the mere fact that
only catch-up eligible participants may make catch-up contri-
butions is not tested as a benefit, right, or feature under §401(a)
(4).” However, an employer that offers catch-up contributions
will be treated as failing to meet nondiscrimination require-
ments under §401(a)(4) unless the plan allows all eligible par-
ticipants the same effective opportunity to elect catch-up con-
tributions.'”" This is referred to as the “universal availability”
requirement. Put differently, an employer is not required to
provide for catch-up contributions in any of its plans. If, how-
ever, any plan of the employer provides for catch-up contribu-
tions, all plans of the employer that provide elective deferrals
must comply with the universal availability requirement."”

7prop. Reg. §1.414(v)-2(c); see Prop. Reg. §1.414(v)-2(d)(5),
§1.414(v)-2(d)(6) (examples).

12888414(v)(3)(B). See Reg. §1.414(v)-1(d)(3).

"% Reg. §1.414(v)-1(d)(4). In the case of a plan that does not include a
qualified Roth contribution program and that allows catch-up eligible partici-
pants who are not subject to the Roth catch-up requirement to make catch-up
contributions, Reg. §1.414(v)-1(d)(4) would not apply. If any non-highly com-
pensated employees are subject to the Roth catch-up requirement (because of
differences in the wage thresholds), this could impact the results for the nondis-
crimination test regarding the availability of catch-up contributions performed
under Reg. §1.401(a)(4)-4. If it would help it to satisfy this nondiscrimination
test, the plan would be permitted to preclude one or more catch-up eligible
participants who are highly compensated employees under §414(q) and who
are not subject to the Roth catch-up requirement from making catch-up contri-
butions. Prop. Reg. §1.414(v)-2(b)(2)(ii), REG-101268-24, 90 Fed. Reg. 2645
(Jan. 13, 2025), generally proposed to apply with respect to contributions in
taxable years beginning more than six months after final regulations adding
Reg. §1.414(v)-2 are issued, with a special applicability date for plans main-
tained pursuant to collective bargaining agreements.

" Reg. §1.414(v)-1(d)(4).

P1$414(v)(4)(A); Reg. §1.414(v)-1(e)(1)().

"2Reg. §1.414(v)-1(e)(1)(i). But see Notice 2002-4, §V (stating that an
employee plan that permits catch-up contributions will not fail to satisfy the
universal availability requirements solely because the employer maintains an-
other plan qualified under Puerto Rico law that does not provide for such con-
tributions). Under a proposed rule, a plan that covers employees in both the
United States and Puerto Rico would not fail to meet the §401(a)(4) nondis-
crimination requirement because the plan permits catch-up eligible participants
whose catch-up contributions are subject to the limit set forth in Puerto Ri-
co L.R.C. §1081.01(d)(7) to make catch-up contributions only up to that limit
(81,500 in 2025). The application of the limits for an employee who performs
service for an employer both in Puerto Rico and the United States in a year re-
mains under consideration. Prop. Reg. §1.414(v)-1(e)(1)(iii), REG-101268-24,
90 Fed. Reg. 2645 (Jan. 13, 2025), generally proposed to apply with respect to
contributions in taxable years beginning more than six months after final reg-
ulations adding Reg. §1.414(v)-2 (for catch-up contributions that must be des-
ignated Roth contributions under §414(v)(7)) are issued, with a special applic-
ability date for plans maintained pursuant to collective bargaining agreements.
See REG-101268-24, 90 Fed. Reg. at 2649 (preamble).
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For this purpose, all plans maintained by employers that
are treated as a single employer under the §414(b), §414(c),
§414(m), or §414(o) controlled group rules are treated as a sin-
gle plan under the universal availability requirement.” There
is no exception for a qualified separate line of business under
§414(1).

Plan-specific limits may not effectively prohibit a catch-up
eligible participant from making elective deferrals, and there-
fore catch-up contributions.” The mere fact, however, that an
employer-provided limit does not apply to all employees does
not create a universal availability problem.” A plan may not
provide a lower plan limit for catch-up eligible participants.'*

Practice Insight: An interesting question is whether a plan
limit that has a fixed-dollar cap would satisfy the effective op-
portunity requirement. In this regard, expressed as a percentage
of pay the applicable limit would be higher for lower paid em-
ployees relative to highly paid employees.

There are a number of clarifications and exceptions to the
universal availability rule:

* Collectively bargained employees and nonresident aliens
are disregarded for purposes of the rule.”””’

* A plan does not fail the universal availability require-
ment merely because it determines catch-up contributions
on a payroll period or other prorated basis."””*

* A plan may impose a cash availability requirement."*”

That is, a plan may restrict catch-up contributions to the
extent an employee does not have amounts available to de-
fer to the plan after payroll withholdings, including taxes
and benefit premiums. A plan may establish a simplified
limit of a percentage of compensation that can be deferred
under a plan. The regulations indicate that a limit of 75%
or more of compensation will not violate the rule.

* A governmental employer does not have to offer catch-
up contributions on a §457 plan merely because it offers
catch-up contributions on a grandfathered §401(k) plan or
a §403(b) plan.””

* There is an exception to the rule where an employer ac-
quires a plan in connection with a business acquisition or
disposition described in Reg. §1.410(b)-2(f).””" The ex-
ception extends to the end of the period under §410(b)(6)
©).

I. Catch-Up Contributions for Participants in Multiple
Plans

Unlike the §402(g) limit, the §414(v) catch-up limit does
not apply on a taxpayer-by-taxpayer basis, but rather on an

125 8414(v)(4)(B); Reg. §1.414(v)-1(2)(4)(i), referring to the definition of
employer under Reg. §1.410(b)-9.

" Reg. §1.414(v)-1(e)(1)(i).

"5 Reg. §1.414(v)-1(e)(1)().

2 Reg. §1.414(v)-1(e)(1)(i).

" Reg. §1.414(v)-1(e)(2).

"8 Reg. §1.414(v)-1(e)(1)(ii)(A).

" Reg. §1.414(v)-1(e)(1)(ii)(B).

B%Reg. §1.414(v)-1(e)(3).

B Reg. §1.414(v)-1(e)(4).
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employer-by-employer basis.”” As a result, a catch-up eligible
participant that works for two unrelated employers may make
catch-up contributions that in total exceed the general dollar
limit on catch-up contributions.

Note: The IRS intends to issue guidance that an eligible
participant's wages for the preceding calendar year from one
participating employer would not be aggregated with the wages
from another participating employer for purposes of determin-
ing whether the participant's wages for that year exceed
$145,000 for the Roth contribution catch-up requirement under
§414(v)(7)."”

If an employee is a participant in more than one plan of the
employer that permits elective deferrals, the catch-up limit ap-
plies as if all of the plans of the employer are a single plan.”*
Thus, an eligible participant’s elective deferrals made to more
than one plan during a tax year are aggregated and the total
amount of the catch-up contributions is limited to the annual

1302 §414(v)(2)(D); Reg. §1.414(v)-1(f)(1).
139 See Notice 2023-62.
¥ Reg. §1.414(v)-1(H)(1).
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maximum dollar amount under §414(v)(2)."” For this purpose,
the employer is the controlled group employer within the mean-
ing of §414(b), §414(c), §414(m), or §414(0)."" If participation
in two plans that are aggregated is sequential, the second plan
may only treat as catch-up contributions amounts deferred up
to the remaining limit.”” The applicable employer limit in such
circumstances may be determined in any manner that is not in-
consistent with the manner in which such amounts were actual-
ly deferred.””

J. Reporting of Catch-Up Contributions

Employers are required to report participants’ elective de-
ferrals on Form W-2 in box 12 using Codes D through H and S.
Catch-up contributions are reported in those totals.”

3% The SECURE 2.0 Act's elimination of §402(g)(1)(C) for taxable years
beginning after December 31, 2023, does not change this result. See Notice
2023-62.

B%Reg. §1.414(v)-1(g)(4).

B7Reg. §1.414(v)-1(H)(2).

"% Reg. §1.414(v)-1(H)(3).

3% Announcement 2001-93.
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IX. Nonqualified CODAs

A. Distinguishing a Qualified CODA from a Nonqualified
CODA

A cash or deferred arrangement does not have to be a qual-
ified CODA to be included in a profit-sharing, stock bonus,
pre-ERISA money purchase pension, or rural cooperative plan,
and the regulations specifically recognize this.”'* The regu-
lations define a nonqualified CODA as a cash or deferred
arrangement that:

* Provides for the same cash or deferred election as a qual-
ified CODA — a direct or indirect choice between hav-
ing the employer provide an amount to the employee in
cash (or some other taxable benefit) that is not currently
available and contributing the amount to a trust (or provide
an accrual or other benefit) under a plan that defers the
employee’s receipt of compensation”'" (except that in the
case of a qualified CODA, the choice cannot involve a tax-

able benefit other than cash (or its cash value));""

* Satisfies all of the same timing requirements for the elec-
tion that apply to a qualified CODA — amounts deferred
are not currently available, contributions do not precede
election to defer, and contribution does not precede ser-
vices for which contribution relates;"*" but

* Does not satisfy all of the other requirements that apply
to a qualified CODA under §401(k) — most notably, the
ADP test (or a safe harbor under §401(k)(11), §401(k)
(12), or §401(k)(13)), the nonforfeitability requirement,
the contingent benefit rule, and the distribution limitations,
and the limitations on years of service required for partici-
pation (see list in I.C., above)."”"

As discussed above, the regulations define a nonqualified
CODA by reference to the definition of a “cash or deferred
election” in the regulations and the failure of the arrangement
to satisfy the requirements for a qualified CODA under
§401(k). In contrast, the Code does not include a definition of a
nonqualified CODA or refer to the concept, other than by nega-

Pl0Reg. §1.401(k)-1(a)(5)(iv)(A).

BUReg. §1.401(k)-1(a)(3)(i), §1.401(k)-1(a)(5)(i).
B2Reg. §1.401(k)-1(e)(2)(i).

PP Reg. §1.401(k)-1(a)(3)(ii), §1.401(k)-1(a)(5)().
BReg. §1.401(k)-1(a)(5)(i).
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tive implication in limiting all of the tax benefits of a CODA to
an arrangement that is a qualified CODA under §401(k). Thus,
the concept of a nonqualified CODA could be viewed as regu-
latory in nature.

B. Effect of a Nonqualified CODA on Employees

Elective contributions under a nonqualified CODA are in-
cludible in an employee’s gross income at the time the cash or
other taxable amount the employee would have received would
have been includible in gross income (but for the election),”"
which is generally the tax year in which the amount would have
been paid directly to the employee. Thus, an employee’s elec-
tive contributions to a nonqualified CODA are not made on a
pre-tax basis and taxation cannot be deferred until distribution
from the plan.

The inclusion of elective contributions in income applies
to both highly compensated and non-highly compensated em-
ployees, even if the CODA fails to qualify solely because it
fails to satisfy the ADP test of §401(k)(3).

Subsequent distributions of elective contributions under a
nonqualified CODA are taxed under §72, either by §402(a) if
the plan remains qualified, or §402(b) if the plan loses its qual-
ification. In either case, an employee should not be taxed again
on amounts already included in income.

C. Effect of a Nonqualified CODA on the Tax-Qualified
Status of a Plan

A profit-sharing, stock bonus, pre-ERISA money pur-
chase, or rural cooperative plan does not fail to satisfy the qual-
ification requirements of §401(a) merely because the plan in-
cludes a nonqualified CODA."'* Whether or not such a plan
remains qualified will depend upon whether, after treating the
elective deferrals as nonelective employer contributions, any of
the various tax-qualification rules have been violated. In test-
ing whether the plan satisfies the nondiscrimination rules of
§401(a)(4), the plan may not use the ADP and ACP tests of
§401(k)(3) and §401(m)(2).”" However, if the CODA is non-
qualified because it is part of an ineligible plan, then the entire
plan will be disqualified for federal tax purposes.

BB Reg. §1.401(k)-1(a)(5)(ii), §1.402(a)-1(d)(1).

P15Reg. §1.401(k)-1(a)(5)(v).
BReg. §1.401(k)-1(a)(5)(iv).
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X. History of §401(k)
A. CODAs Before 1974
1. Legal Issues Presented

a. Coverage and Discrimination

Qualified pension, profit-sharing, and stock bonus plans
have historically been required to cover a broad group of em-
ployees. Before 1989, the Code’s minimum coverage rules re-
quired a qualified plan to benefit either:

(1) 70% or more of all employees, or 80% or more of all
the employees who were eligible to benefit under the plan
if 70% or more of all the employees were eligible to ben-
efit under the plan, excluding in each case employees who
had not satisfied the plan’s minimum age and service re-
quirements; or

(2) a classification of employees that was found not to be
discriminatory in favor of officers, shareholders, or highly
compensated employees."”"™

Qualified plans also historically have been prohibited from
discriminating in favor of officers, shareholders, or highly
compensated employees as to contributions or benefits provid-
ed under the plan.”" Discrimination for purposes of this provi-
sion was tested by looking only at contributions actually made
to the trust, and not the total amounts that employees could
elect to have contributed to the trust."”

CODAs originally raised questions under both the cover-
age and nondiscrimination requirements because of the elective
nature of contributions thereto. For example, if all employees
were eligible to participate in a qualified profit-sharing plan,
under which a bonus equal to 10% of pay would be contributed
to a trust, and if 50% of the employees elected not to participate
in the plan but to receive their 10% bonuses in cash instead, the
plan would fail to satisfy the percentage coverage tests. If the
50% who chose to participate and have contributions made to
the trust were predominantly shareholders, officers, and highly
compensated employees, the coverage of the plan would prob-
ably fail to satisfy the nondiscriminatory classification test as
well.

If all employees were included as participants and given
the choice between cash and a trust contribution within the plan
itself, the plan might be deemed to cover all employees and
thus to satisfy the 70% coverage test. If, however, contributions
were made to the trust only for the benefit of 50% of the partic-
ipants, and if those participants were predominantly sharehold-
ers, officers, and highly compensated employees, the contribu-
tions under the plan might well be deemed to discriminate in
favor of this prohibited group. Further, if the plan allowed all
employees to elect to have any part or all of their profit-shar-
ing allocation contributed to the trust, the contribution for each
employee might represent a different percentage of pay. If con-
tributions to the trust represented, on average, a significantly
higher percentage of pay for shareholders, officers, and highly

318 Former §410(b)(1), as in effect before the 1986 TRA.
13198401 (a)(4).
132 See former Reg. §1.401-4(a)(1)(ii); Rev. Rul. 56-497.
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compensated participants than for other participants, the plan
would again discriminate impermissibly in their favor.

b. Constructive Receipt

Under the doctrine of constructive receipt, amounts are in-
cluded in gross income not only if received by an employee
but also if made available to the employee.”" Since, under a
CODA, an employee could choose between current receipt of
cash and deferral under a qualified plan, the question originally
arose as to whether the cash was made available to the employ-
ee, and therefore currently taxable, even if the employee elect-
ed to defer it.

Amounts are not deemed to be made available if the em-
ployee has made a prior irrevocable election to defer them."”
It is often unclear when that election must be made to avoid
constructive receipt, however. The IRS will not rule on a non-
qualified deferred compensation arrangement unless the elec-
tion to defer is made before the period in which the amount
deferred is earned.”” For example, if the deferral involves an
annual bonus, the election must be made before the beginning
of the year for which the bonus is awarded in order to obtain a
ruling that the deferred bonus will not be currently taxable."**
On the other hand, some court decisions have been less restric-
tive."”

2. Revenue Ruling 56-497

The coverage and discrimination issues described above
were raised and answered in Rev. Rul. 56-497. That ruling dis-
cussed two profit-sharing arrangements under which employ-
ees could elect to take their share of profits in cash or have it
contributed to the trust under the profit-sharing plan. Under one
plan, employees had the additional option of taking one-half of
the allocation in cash and deferring the other half by having it
contributed to the trust. In applying the coverage requirements,
the ruling treated each plan as covering only those employees
who elected to have contributions made to the trust. The IRS
ruled that one of the plans satisfied the nondiscriminatory clas-
sification test (set forth at the time in §401(a)(3)(B)), observ-
ing that over half of the participants in the trust were among
the lowest paid two-thirds of all eligible employees. (The ruling

" Reg. §1.451-2(a).

2 See, e.g., Goldsmith v. United States, 586 F.2d 810 (Ct. Cl. 1978);
Oates v. Commissioner, 18 T.C. 570 (1952), acq., 1960-1 C.B. 5, aff’d, 207
F.2d 711 (7th Cir. 1953); Veit v. Commissioner, 8 T.C. 809 (1947), acq.,
1947-2C.B. 4.

B2 Rev. Proc. 92-64, Rev. Proc. 71-19. See Rev. Rul. 69-650 and Rev. Rul.
60-31.

2In at least one private letter ruling, the IRS allowed deferral elections
for annual bonuses to be made late in the year for which the bonuses would be
awarded, where the amount of the bonus (if any) for each employee was un-
certain at the time the elections were made, and the bonus would not be deter-
mined or paid until after the end of the year. See, e.g., PLR 8150075. The IRS
backed away, in general, from this ruling position and adhered more rigidly to
Rev. Proc. 71-19. See Rev. Proc. 92-64. The enactment of §409A, which es-
tablishes mechanical timing rules for elections to defer compensation under a
nonqualified deferred compensation plan, has largely mooted the issue in the
context of nonqualified deferred compensation plans.

13 See, e.g., Martin v. Commissioner, 96 T.C. 814 (1991); Oates v. Com-
missioner, 18 T.C. 570 (1952), acq., 1960-1 C.B. 5, aff’d, 207 F.2d 711 (7th
Cir. 1953); Olmsted Inc. Life Agency v. Commissioner, 35 T.C. 429 (1960),
nonacq., 1961-2 C.B. 6, aff’d, 304 F.2d 16 (8th Cir. 1962); Veit v. Commis-
sioner, 8 T.C.M. 919 (1949).
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gave half weight to those employees who elected to have half
of their profit-sharing allocation contributed to the trust.) More-
over, the plan was determined to be nondiscriminatory because
the participants who elected to have their full profit-sharing al-
locations contributed to the trust were allocated those contribu-
tions in proportion to their basic annual salaries, and similar al-
locations were made for those who participated to the extent of
half their allocations.

Note: The approval of the coverage of one of the profit-
sharing plans in Rev. Rul. 56-497 was tantamount to approving
a 2:1 ratio of discrimination in favor of the highest paid one-
third of the employees, as illustrated by the following example:

Example: If the total amount available under a cash or de-
ferred profit-sharing plan equals 10% of pay, and all of the
highest paid one-third of the eligible employees elect to
have their contributions made to the trust, the average con-
tribution for these employees will be 10%. If one-half of
the lowest paid two-thirds of the eligible employees take
cash and one-half elect contributions to the trust, the plan
will have adequate coverage under Rev. Rul. 56-497. The
average trust contribution for these lower paid employees
will be 5%. The higher paid employees are favored, on av-
erage, by a 2:1 ratio, 10% to 5%. Compare the 1.25-to-1
and 2-to-1 discrimination ratios permitted after 1986 by
§401(k)(3)."*°

Rev. Rul. 56-497 did not address the issue of constructive
receipt. The plan approved by the ruling, however, did require
an irrevocable election before the close of the calendar year
for which the profit-sharing contributions would be made. This
was evidently assumed to be sufficient to avoid constructive re-
ceipt, perhaps because the employer’s profits, and the portion
available to each participant, would not be determined or made
available to participants until after the end of the year.

3. Subsequent Cases and Rulings

In Hicks v. United States,”” involving a profit-sharing
plan similar to the plan approved in Rev. Rul. 56-497, a federal
district court held that amounts contributed to the trust were
currently taxable to the employees, to the extent the employees
could have elected to receive those amounts in cash. Under the
plan in question, 40% of the annual profit-sharing contribution
was automatically paid to the trust. The remaining 60% was
paid in cash, except that employees with two or more years of
service could elect by December 1 of the year for which the
profits were computed to have their shares paid to the trust. The
court applied the principle of Helvering v. Horst,”* and deter-
mined that employees had constructively received the 60% por-
tion of the profit-sharing contribution that they could have re-
ceived in cash.

In Rev. Rul. 63-180, the IRS reaffirmed Rev. Rul. 56-497,
distinguishing Hicks and confining it to its facts. The ruling
distinguished Hicks on the ground that the 60% portion of
the profit-sharing contribution was, if contributed to the profit-
sharing trust, expressly treated by the plan “as if it had been

1326 See I1.C.3.a., above.
7205 F.Supp. 343 (W.D. Va. 1962).
B%311 U.S. 112 (1940).
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paid by such employee.”*” This 60% portion was also reflected
in a separate account, and was subject to more liberal vesting
and withdrawal rules. Thus, the IRS concluded that the 60%
portion, when contributed to the trust, was an employee con-
tribution “both in form and in substance,” and therefore could
be currently taxed on that basis. Rev. Rul. 56-497 was distin-
guished on the ground that it involved only employer contribu-
tions, even though they were made to the trust only at the em-
ployee’s individual option.

Rev. Rul. 63-180 also squarely addressed the constructive
receipt question that was resolved only implicitly in Rev. Rul.
56-497. Rev. Rul. 63-180 stated that, in cases like that de-
scribed in Rev. Rul. 56-497, “the employer’s contribution on
behalf of an employee is not includible in the employee’s gross
income at the time the contribution is made.”**

In Rev. Rul. 68-89, the IRS reconfirmed Rev. Rul. 56-497
and Rev. Rul. 63-180, ruling that elective contributions under a
profit-sharing plan similar to that approved in Rev. Rul. 56-497
were employer contributions not only for federal income tax
purposes but also for federal estate tax purposes — in particu-
lar, for the exclusion from a decedent’s gross estate available
under former §2039(c) for qualified plan benefits attributable
to employer contributions.

Thus, until late 1972, the IRS’s position was clear that a
CODA could be established as part of a profit-sharing plan, un-
der which each eligible employee could elect to receive part or
all of his or her profit-sharing allocation in cash or have it paid
to the trust on a tax-deferred basis, provided the following con-
ditions were met:

(1) The election was irrevocable, and was made before the
end of the year for which the profits were to be deter-
mined;

(2) Over half of the participants in the trust were among
the lowest paid two-thirds of all eligible employees, giving
partial weight to those electing to defer only a portion of
the deferrable amount; and

(3) The elective contributions were treated by the plan as
employer contributions and subject to the same restrictions
on withdrawals or distributions as other employer contri-
butions under the plan (or under qualified plans generally).

While the foregoing rulings dealt only with CODAs in-
volving annual profit-sharing bonuses payable in addition to
normal salary, many employers instituted CODAs under which
employees could elect to reduce their normal salary and have
the amount of the reduction paid to the qualified trust. More-
over, the salary reduction arrangements were not limited to
profit-sharing plans, but were included in money purchase pen-
sion plans as well.

4. Proposed Salary Reduction Regulation

On December 6, 1972, the IRS issued a proposed regu-
lation which provided that a contribution to a qualified plan
would be treated as an employee contribution if it was made
at the election of the employee “in return for a reduction in
his basic or regular compensation or in lieu of an increase in

139 Rev. Rul. 63-180.
"¥0Rev. Rul. 63-180.
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such compensation.” ' The proposed regulation would there-
fore have taxed these salary reduction contributions as if they
had actually been received by the employee. While the pro-
posed regulation did not address CODAs involving bonuses or
other amounts paid in addition to normal salary, it cast doubt
on these arrangements because of the conceptual difficulties in
distinguishing between salary reduction elections and elections
as to other portions of an employee’s available cash compensa-
tion. According to a 1974 House Ways and Means Committee
report, there were indications that Rev. Rul. 56-497, Rev. Rul.
63-180, and Rev. Rul. 68-89 would be reconsidered in connec-
tion with the proposed salary reduction regulation."”

B. ERISA Moratorium

1. Plans in Existence on June 27, 1974

Section 2006(b) of the Employee Retirement Income Se-
curity Act of 1974 (ERISA)" prohibited the Treasury Secre-
tary from issuing any salary reduction regulations in final form
before January 1, 1977, with respect to any arrangement that
was in existence on June 27, 1974, and which provided for con-
tributions to a qualified trust described in §401(a), §403(a), or
§405(a), or which permitted an employee to elect to receive
part of his or her compensation in one or more alternative forms
if one of the forms resulted in the inclusion of amounts in in-
come under the Code. Moreover, when the regulations became
final, they could not have an effective date before January 1,
1977, for income tax purposes, or before the date of issuance in
final form for FICA and withholding tax purposes.”**

ERISA §2006(e) defined “salary reduction regulations” to
mean:

regulations dealing with the includibility in gross in-

come (at the time of contribution) of amounts con-

tributed to a [qualified] plan ... if the contribution is
made ... only if the employee elects to receive a re-
duction in his compensation or to forego an increase

in his compensation, or under an arrangement under

which the employee is permitted to elect to receive

part of his compensation in one or more alternative

forms (if one of such forms results in the inclusion of

amounts in income under the ... Code ...).””

Under ERISA §2006(c), the law with respect to the pro-
tected plans or arrangements in existence on June 27, 1974,
was to be administered in the same manner as before January 1,
1972, and without regard to the proposed salary reduction reg-
ulation issued by the IRS on December 6, 1972."*° With respect
to profit-sharing plans with cash or deferred features, ERISA
§2006(c)(2) mandated that the law be administered consistently
with Rev. Rul. 56-497, Rev. Rul. 63-180, and Rev. Rul. 68-89.

While the main thrust of ERISA §2006(b) was to prevent
the IRS from issuing its 1972 proposed salary reduction reg-
ulation in final form before the end of 1976, the language of

33! See former Prop. Reg. §1.402(a)-1(a)(1)(i), 37 Fed. Reg. 25,938 (Dec.
6, 1972).

2H R. Rep. No. 779, 93d Cong., 2d Sess. 141 (1974).

3 Pub. L. No. 93-406, §2006(b).

334 Pub. L. No. 93-406, §2006(d).

3 Pub. L. No. 93-406, §2006(e).

133 pyb. L. No. 93-406, §2006(c).
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ERISA §2006 and its legislative history clearly indicated that
the temporary moratorium was to protect CODAs involving
bonuses or other amounts payable in addition to normal salary,
as well as salary reduction plans. The purpose of the morato-
rium was to allow time for Congress to study these types of
plans.””

2. Plans Not in Existence on June 27, 1974

Under ERISA §2006(a), which applied to plans not in ex-
istence on June 27, 1974, any contribution during the tempo-
rary moratorium (i.e., before January 1, 1977) under a salary
reduction or other CODA forming part of a qualified plan, or
under a cafeteria plan, was to be treated as an employee con-
tribution, and therefore currently includible in the employee’s
income, “only if the employee [in making the contribution]
elect[ed] to receive a reduction in his compensation or to forego
an increase in his compensation.”** Thus, while ERISA §2006
protected plans in existence on June 27, 1974, from the impact
of the 1972 proposed salary reduction regulation, ERISA
§2006(a) actually gave that proposed regulation the force of
law with respect to new plans established after June 27, 1974.

3. Extension of Moratorium

The January 1, 1977, date on which the ERISA moratori-
um was to expire was extended twice; once to January 1, 1978,
by the Tax Reform Act of 1976, and then to January 1, 1980,
by the Tax Treatment Extension Act of 1978.°* In July 1978,
the IRS withdrew its 1972 proposed salary reduction regula-
tion."*"!

C. Enactment of §401(k) and §402(a)(8)

The congressional study envisioned by the ERISA mora-
torium on salary reduction and similar plans culminated in the
enactment of §401(k) and §402(a)(8) in the Revenue Act of
1978."*

Section 401(k) provides, in general, that a profit-sharing
or stock bonus plan will not fail to qualify under §401(a) mere-
ly because it includes a qualified CODA and sets forth the re-
quirements that apply to qualified CODAs. Section 402(a)(8)
(now §402(e)(3), as amended) provides that contributions to a
qualified trust at an employee’s election under a qualified CO-
DA will be treated as employer contributions and will not be
subject to federal income tax at the time the contributions are
made. Both provisions became effective for plan years begin-
ning after December 31, 1979."* For plan years beginning be-
fore January 1, 1980, Rev. Rul. 56-497, Rev. Rul. 63-180, and
Rev. Rul. 68-89 were to govern CODAs in existence on June
27, 1974.°* These rulings, however, were declared obsolete for
subsequent plan years.”*

TH R. Rep. No. 1280, 93d Cong., 2d Sess. 355 (1974).

138 pyb. L. No. 93-406, §2006(a).

¥ Pub. L. No. 94-455, §1506.

0Pyb. L. No. 95-615, §5.

134143 Fed. Reg. 30,308 (July 14, 1978).

B2Pyb. L. No. 95-600, §135(a). Section 402(a)(8) was later redesignated
§402(e)(3).

3 Pub. L. No. 95-600, §135(c)(1).

'3 Pub. L. No. 95-600, §135(c)(2).

" Rev. Rul. 80-16.
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