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Five Easy Pieces on Section 401(k) Plans
IRS Issues Final 401(k] Regs

Late last year, the Department of Treasury and IRS issued the final version of
new comprehensive regulations for 401(k) plans. These regulations, which
replace the original 1981 401(k) regulations, were first proposed in mid-2003.
Effective for plan years beginning on or after January 1, 2006, the regulations
cover both section 401(k) and section 401(m), which
sets rules for matching contributions.

The regulations have two purposes: 1) to update
the regulations to reflect legislative changes and
administrative rulings since 1991, and 2) to resolve
some outstanding 401(k) issues. This article focuses ;
on regulatory provisions that effect the second pur- |
pose, since these are the provisions that will affect
administration of 401(k) plans and the tax treatment
of their sponsors and their participants.

The regulations are complex and long, well over
100 pages in the Federal Register. This article cov-
ers the regulations’ highlights.

Effective for plan
years beginning on or
after January 1, 2006,
the regulations cover

both section 401(k) and

section 401(m), which

sets rules for matching
contributions.

Wringing the QNEC. 1In the proposed regula-
tions, the IRS addressed what it perceived to be an
abusive practice among some 401(k) plans: giving
qualified non-elective contributions ("QNECs") or
qualified matching contributions ("QMACs") to the
lowest-paid employees to satisfy the actual deferral
percentage ("ADP") or actual contribution percent-
age ("ACP") tests at minimal cost.

How did this work? Suppose that a firm’s highly compensated employees had
an ADP of 10%, which means that the ADP for the other employees would have
to be at least 8%. Suppose that there were three other employees, as follows:

Employee  Compensation Deferral Percentage
Abigail $50,000 5%
Bob $40,000 5%
Carol $ 2,000 0%
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The group’s ADP is 5%, but can be increased to 8% if the
firm makes a 14% QNEC for Carol. The cost of that 14%
QNEC? $280. A not-too-expensive fix.

The proposed regulations decided to curb (but not end)
this approach to satisfying the ADP test. In a test that the
final regulations adopt, QNECs higher than 5% of compen-
sation cannot be used to satisfy the ADP test to the extent
the QNECs exceed something called the "representative
contribution rate." A plan’s representative contribution rate
is twice the average QNEC made
on behalf of at least half of all the
non-highly compensated employ-
ees. The same approach is used for
QMAGC:s.

It should be said that the
Regulations place limitations on,
rather than prohibit, the use of
these "bottom-up" QNECs in satis-
fying the ADP and ACP tests.

Pre-fund Hardly Ever. The
final Regulations by and large pre-
serve a proposed rule that prevents
a plan from treating an employee
deferral as a qualified elective
deferral if it is prefunded, i.e.,
funded before the employee has
earned the wages from which the
deferral is made. A similar rule
applies to prefunded matching con-
tributions. Many commentators on
the proposed regulations sharply
criticized these rules, which
reverse a prior IRS administration
position, but the Department of

the IRS with

The final regulations arm

authority to police 401 (k)
plans for abuse in the
non-discrimination rules,
even in situations in
which a plan satisfies all
specific statutory and
regulatory requirements.

Restricting the Meaning of Medical Hardship. The
Regulations take the position that "hardship" medical
expenses will not include nonprescription drugs or medi-
cine (other than insulin), even though a cafeteria plan can
now reimburse such expenses.

Non-applicability of New Definition of Dependent.
Last year Congress amended the Internal Revenue Code to
add residency requirements for claiming a full-time student

as a dependent. The regulations provide that a
plan may continue to use the earlier, broader def-
inition of dependent for purposes of the educa-
tional and medical expense hardship safe harbors.

Caution Signs for Non-discrimination Safe
Harbor. The regulations make clear that plan
features that qualify a plan for safe-harbor testing
must be adopted by the start of the plan year and,
with only limited exceptions, the safe harbor pro-
visions must be active during the entire year.

Anti-abuse Police Power. The final regula-
tions arm the IRS with authority to police 401(k)
plans for abuse in the non-discrimination rules,
even in situations in which a plan satisfies all spe-
cific statutory and regulatory requirements. In
other words, 401(k) plans must now meet both
the letter and, as the IRS sees it, the spirit of the
law. The anti-abuse rule will apply when repeat-
ed changes to plan testing procedures or plan pro-
visions have the effect of distorting the ADP or
otherwise manipulate the 401(k) nondiscrimina-
tion rules, if the plan sponsor has a principal pur-
pose of achieving such a result.

Constructive  Receipt and Elective

Treasury and IRS stood firm.

There are, however, a few exceptions to the rules, including
an exception when the employer pre-funds for bona fide
administrative reasons rather than for the purpose of accel-
erating deductions.

Aggregating ESOP and Non-ESOP Plan
Components. The Regulations reverse a prior regulatory
position and generally permit an ESOP component of a
401(k) plan to be aggregated with the non-ESOP compo-
nent for ADP and ACP testing.

Easing the Meaning of Hardship. The Regulations
expand the circumstances under which a participant can
take a hardship withdrawal, by adding two new hardship
safe harbors, one for funeral expenses for certain close rel-
atives and the other for repairs to homes that are damaged
by fire, storm or other casualty.
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Deferrals. The regulations "clarify" that elective
contributions to a qualified plan other than a qualifying sec-
tion 401(k) plan will result in an employee’s constructive
receipt of income.

Effective Date. The Regulations become effective for
plan years beginning on or after January 1, 2006. A firm,
however, can opt to apply the regulations to a plan in 2005,
which might be beneficial if a plan participant wants a hard-
ship distribution under one of the liberalized safe-harbor
exceptions or if the plan wishes to aggregate an ESOP and
non-ESOP component for purposes of ADP testing. But the
Regulations’ effective date provisions make plain that the
Regulatory provisions are not a Chinese menu of choices,
and that a plan sponsor that wishes to use the Regulations’
liberalizing provisions must also accept the Regulations’
new limitations.






