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Employee Benefits Briefing

A bulletin designed to keep clients and other friends
informed on employee benefits law matters

UPDATED 401(k) PLAN
REGULATIONS FINALIZED

Updated final regulationswere recently issued covering
401(k) plans. Pre-tax contributions made by 401(k) plan
participantsaretested for discrimination each year under
the actual deferral percentage (ADP) test under
Section 401(k) of the Internal Revenue Code of 1986, as
amended (the" Code”). Thecombined amount of employer
matching and empl oyeeafter-tax contributionsaretested
under the actual contribution percentage (ACP) test
under Section 401(m) of the Code.

These regulations update and revise regulations that
wereissuedin 1994 foll owingthecomprehensivechanges
made to 401(k) plans by the Tax Reform Act of 1986.
Since 1994, Congress has enacted many other changes
impacting 401(k) plans, such as: (a) revising the refund
method for highly compensated employees when the
ADP or ACP test is not met; (b) revising the highly
compensated employee definition; (c) permitting plans
to use the prior year ADP/ACP testing method; (d)
permitting plans to use fully vested safe harbor
contributions instead of testing (although the ACP test
must always be performed for after-tax contributions);
(e) permitting participants who are at least age 50 to
make catch-up contributions that are not subject to
testing or contribution limits; (f) permitting plans to
excludefrom ADP/ACPtesting nonhighly compensated
employeeswho are under age 21 or have not completed
oneyear of service; (g) eliminating themultiple-usetest
that often applied when there was both ADP and ACP
testing; (h) reducing the contribution suspension period
following a hardship withdrawal from one year to six
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months; and (i) requiring faster vesting for matching
contributions. Thefinal regulationsare updated to reflect
all these changes.

Thefollowingisasummary of key provisionsof the
new regulations:

1. Effective Date. Generally, the new regulations
are not effective until the plan year beginning in 2006.
However, for planyearsending after December 29, 2004,
an employer can elect to apply the new regulations. In
thiscase, theemployer must useall of thenew regul ations
fortheentireplanyear andfor all subsequent years. Thus,
an employer may not elect to use only part of the new
regul ationsbefore 2006. When conforming amendments
are made to an employer’'s 401(k) plan, they should
reflect when the employer started using the new
regulations.

2. Election Not to Participate in a Plan. The
regulations reiterate that a 401(k) plan is the exclusive
method by which an employee may elect to reduce hisor
her compensation on a pre-tax basis in exchange for a
contribution or benefit under aqualified retirement plan.
However, theregulations continueto allow an employee
tomakeaone-timeirrevocableel ectionnot to participate
in al of an employer’s tax-favored retirement plans or
arrangements (broadly defined) in exchange for higher
compensation payments. Such an election must be made
before the time that an employee is first eligible to
participate in any such plan or arrangement.

3. Automatic Enrollments. The regulations
incorporate prior |RS guidance allowing an employeeto
be automatically enrolled in a 401(k) plan, unless he or
she affirmatively elects not to participate and has an
effective opportunity to make the election. Employers
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have flexibility in establishing the pre-tax contribution
level under thetermsof the plan document for automatic
enrollments. Theregulationsreiteratethe Department of
Labor’s position that, unless a participant makes an
affirmative investment election, plan fiduciaries will
continueto beresponsiblefor theseinvestments, evenif
adefault investment is specified in the plan.

4. Testing Methods Must be Stated in Plan
Document. The regulations require that the ADP/ACP
testing method used—yprior year or current year testing—
bestatedintheplandocument. Prior year testing compares
the contributions made on behalf of nonhighly
compensated employees in the prior year against those
onbehalf of highly compensated employeesinthecurrent
year (often referred to as the testing year). A new plan
using prior year testing may state that an assumed 3%
average contribution rate for nonhighly compensated
employees for its first testing year will be used. Plans
may be aggregated for testing only if they use the same
testing method. A plan using one of the safe harbor
contribution methods must specifically state which
method isbeing used and satisfy participant notification
rules. Although a safe harbor plan is generaly not
permitted to fall back on ADP/ACPtesting for ayear, a
plan may be amended prospectively out of safe harbor
statusduringaplanyear if participantsareprovided with
30daysprior notice. Inthis case, the plan would haveto
meet the ADP/ACP tests for the entire year by using
current year testing.

5. Gap Period Income. Refunds required under a
401(k) plan generally must reflect investments for the
contribution year and, in a change from the prior
regulations, for a portion of the next plan year until the
refund ismade (for therefund year, thisisknown asthe
“gap period”). However, gap period income has to be
refunded only if the gap period encompasses a plan
valuation date (for example, the gap period includes a
daily, monthly or other plan valuation date) Also, gap
period income for a period of up to seven days before a
refund is made does not have to be included.

6. Hardship Withdrawals. The new regulations
reflect the statutory change reducing an employee's
contribution suspension period after a hardship

withdrawal to six months from twelve months. This
suspension encompasses all employee pre-tax and after-
tax contributions under qualified and nonqualified plans
and stock option, stock purchase or similar plans, but not
mandatory contributions under adefined benefit pension
plan. The requirement that a participant receive all
available plan loans and distributions before obtaining a
hardship withdrawal was modified to include ESOP
dividendsthat aparticipant may elect toreceiveunder the
plan. Funeral expensesand certain expensesfor therepair
of a participant’s principal residence were added to the
list of events that can be deemed to be hardships for a
participant, spouse or dependent without requiring actual
verification by the plan administrator. Also, the new,
morerestrictivedefinition of dependent under the Section
152 of the Internal Revenue Code does not apply here.

7. Elimination of ESOP Disaggregation Testing
Rule. When a 401(k) plan has an ESOP component, the
current regulations require that the ESOP component be
treated asaseparate plan for ADP/ACP testing purposes.
This may require two ADP and two ACP tests for each
year. The new regulations eliminate this rule once they
are effective.

8. Contributions Excluded From Testing. The
regulations were revised to reflect the rule excluding
catch-up contributions from the ADP test. Make-up
contributionswhen an eligibleemployeereturnsto active
employment after qualified military service are aso
excluded from ADP/ACP testing.

9. Participants Excluded From Testing. The new
regulations still allow employers to treat highly and
nonhighly compensated employeeswho areunder age21
or have not completed one year of service as a separate
group for ADP/ACP testing. Alternatively, an employer
canelecttoexcludefromtesting atogether thosenonhighly
compensated employees who have not met those
requirements.

10. Special Employer Testing Contributions. An
employer can make additional qualified nonelective
contributions, or QNECs, to satisfy theADPor ACPtests.
Also, matching contributions that are not needed for the
ACP test can be recharacterized as qualified matching
contributions, or QMACSs, and used for the ADP test.
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Thesecontributionsmust befully vested, only becounted
for oneof thetests, not bedistributedin-service(including
ahardshipwithdrawal) beforeage59%2and (asapractical
matter) only madefor nonhighly compensated empl oyees.
The new regulations significantly limit the “bottom-up
leveling method” where QNECs are made only for the
lowest paid nonhighly compensated employees until the
ADP or ACPtest ismet. Generally, QNECs may not be
included in ADP or ACP testing to the extent they
exceed, as a percentage of compensation, the greater of:
(a) 5% or (b) two timesthelowest amount of QNECsand
QMACsof any nonhighly compensated employeethatis
eitherinagroup comprising 50% of theeligiblenonhighly
compensated employees or (if greater) employed on the
last day of the plan year.

11. Timingof QNECs. When aplan usesthecurrent
year testing method, QNECs can be made up to 12
months after the end of thetesting year. However, when
a plan uses prior year testing, QNECs must be made
beforethelast day of thetesting year. For purposesof the
annual additions test under Section 415(c) of the Code,
QNECs are generally taken into account for the testing
year. However, QNECsmade morethan 30 daysafter the
employer’s income tax filing due date (including
extensions) areincluded under Section 415 for theactual
year made.

AUTOMATIC ROLLOVER OF
MANDATORY DISTRIBUTIONS

On March 28, 2005, €ligible rollover distributions in
excess of $1,000 but not more than $5,000 are subject to
the automatic rollover requirements.

BAckGROUND

Section 401(a)(31) of the Internal Revenue Code of
1986, as amended (Code), provides that an eligible
rollover distribution whose current value is $5,000 or
less may be cashed out as a mandatory distribution
without the participant’ sconsent. Theserulesapply toall

qualified plans including defined benefit pension plans,
aswell as 403(b) plans.

TheEconomicGrowthand Tax Relief Reconciliation
Act of 2001 (EGTRRA) amended Code Section
401(a)(31) by requiringmandatory distributionsinexcess
of $1,000 to berolled over to an IRA established by the
planadministrator unlessthepartici pant hasaffirmatively
elected a direct distribution or other rollover. Plan
administrators must notify participants that, absent an
election, eligible rollover distributions between $1,000
and $5,000 will automatically berolled over to an IRA.
Anexplanation of theautomaticrollover proceduresmay
appear in the summary plan description or in asummary
of material modifications.

DOL Sare HARBOR REGULATION

On September 28, 2004, theDOL issuedfinal regulations
establishing safe harbors for plan fiduciaries making
suchrollovers, asdescribedinour October 2004 Employee
BenefitsBriefing. Plansmust have proceduresin placeto
adequately process automatic rollovers made on and
after such date. The safe harbors established under the
regulations provide the conditions under which plan
administrators are deemed to satisfy their fiduciary
responsibilities when (i) designating an institution to
receivetheautomaticrollover and(ii) selecting theinitial
investment fund.

IRS GuibANCE

IRS Notice 2005-5 provides further guidance for
implementing automatic rollover procedures. Plan
administrators may execute, on behalf of the participant,
documentsnecessary to establishan IRA withafinancia
institution without violating the customer identification
programunder the USA Patriot Act. A graceperiod exists
until December 31, 2005 for plans which are unable to
process a mandatory distribution beginning March 28,
2005 due to a lack of administrative procedures. Plans
cannot make involuntary cashouts over $1,000 after
March 28, but do have until December 31 to implement
the automatic rollovers.
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In order to comply with the notice requirement,
either the standard notice of specia tax rules must be
revised or aseparate notice provided to the participant.
The IRS has not yet updated the standard notice.

If adistributionissubject tomandatory distribution
even though it is greater than $5,000 due to arollover
contribution, the entire amount is also subject to the
automatic rollover rules if the participant does not
provide other distribution instructions.

Notice 2005-5 also contains a “good faith”
amendment which must be adopted by the end of the
first plan year ending on or after March 28, 2005.
Alternatively, plans may be amended to avoid the
automatic rollover procedures without violating the
anti-cutback rulesunder Section411(d)(6) by reducing
the mandatory cash out amount to $1,000 or less.
However, thiswouldrequiretheplantoretainthesmall
accounts or benefits within the plan.

NEW HIPAA HEALTH CARE
PORTABILITY REGULATIONS

On December 30, 2004, the Departments of Treasury,
Labor and Health and Human Services jointly issued
final and proposedregul ationsregarding theportability
requirements under the Health Insurance Portability
and Accountability Act of 1996 (“HIPAA”). These
regul ations make certain changes and clarificationsto
theinterim regulationsissuedin 1997 and are effective
for plan years beginning on or after July 1, 2005.
Health administrators will need to review their forms
and procedures to ensure compliance with the final
regulations. The following is a brief summary of the
highlights.

Pre-ExistiNG ConDITION EXxcLUSIONS

The final regulations provide that any provision
excluding benefitsbased ontheexistenceof acondition
before the effective date of coverage will be subject to
the limitations on pre-existing condition exclusions
evenif itisnot designated assuch. For example, aplan

provision that excludes certain illnesses or injuries
incurred before becoming covered by the plan would
be subject to HIPAA’ s limits.

Theregulationsalso set forth certain requirements
forthenoticeof aplan’ spre-existing conditionexclusion
that must be provided with the enrollment material.
Sample language that will satisfy this requirement is
included in the final regulations.

Theregulationsal so clarify that aplan cannot limit
thetimeinwhichaparticipant may present acertificate
of creditable coverage to limit or reduce the pre-
existing condition exclusion time period.

CEeRTIFICATES OF CREDITABLE COVERAGE

Under thefinal regulations, thecertificatesmustinclude
an educational statement explaining certain aspects of
HIPAA, including pre-existing exclusion limitations,
special enrollment rights and health status
nondiscrimination restrictions. A “model” certificate
isincluded in the regulations.

The final regulations also require plans to have
written procedures for requesting certificates of
creditable coverage.

SpeciAL ENROLLMENT

The final regulations appear to expand prior
understanding regarding special enrollment rights,
primarily through examples clarifying that certain
events give rise to such rights, including: a dependent
reaching the age at which he/sheisno longer covered,
losing region-specific HMO coverage due to a
relocation, and reaching thelifetime maximum benefit
amount.

In addition, the regul ations provide that whenever
aparticipant adds a dependent or a dependent obtains
special enrollment rights, the participant and all
dependents have the right to enrall in any plan of the
employer, not just the plan covering the participant at
thetime. Special enrolleesmust be offered all options,
subject to the same conditions and costs, as all other
participants.
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ProposeD REGULATIONS

Theproposedregulationsclarify how HIPAA coordinates
with the Family and Medical Leave Act (“FMLA"). The
period of time apersonison FMLA leave, but does not
continue health coverage, is not taken into account in
determiningwhether asignificant (63-day or more) break
in coverage has occurred that would cause aloss of prior
creditable coverage.

In addition, the model certificate would be further
revised to include information on the interaction of
HIPAA with the FMLA. The 63-day break-in-coverage
wouldnot startfor any coveredindividual until acertificate
of creditable coverageisissued, but thistolling periodis
limited to a maximum of 44 days.

The proposed regulations also clarify special
enrollment rights procedures. A request for special
enrollment may be made orally or in writing, and the
deadline for completing enrollment material must be
extended for individuals making reasonable efforts to
obtain needed information (such as a newborn’s social
security number).

PHASED RETIREMENT
REGULATIONS PROPOSED

ThelRSrecently released proposed regulationsthat will
permit phasedretirement programsif certai nrequirements
are satisfied. A bona fide phased retirement program
would permit adefined benefit or money purchasepension
plan to make in-service distributions prior to normal
retirement age. Employers have long been advocating
thischangeinorder toavoidretirement-eligibleemployees
from terminating in order to receive a pension while
working full-time or part-time for another company. A
workable phased retirement program would enable
employers to retain experienced employees without
havingtoengageinthequestionablepracticeof “rehiring”
retirees as independent contractors.

However, the proposed regulationisvery restrictive
and imposes numerous administrative burdens upon
employersthat makeit unlikely that thisproposal will be

the solution to this problem. Below is a list of the
significant requirements that a phased-retirement
arrangement must satisfy under the proposed regulation:

e The arrangement must be voluntary and
only full-time and non-key employees who
are at least 59% years old may participate.
Thus, not all retirement-eligible employees
would be covered.

¢ An employee must reduce hig’her hours of
work by at least 20%.

* Benefits paid under a phased retirement
program cannot exceed an employee's
normal retirement benefit multiplied by the
percentagean employee’ shoursarereduced.
For example, an employee who reduces his
hours by 25% could receive 25% of his
normal retirement benefit. The Plan
Administrator must make an annual
determination to ensure that the work
schedule used to determine a participant’s
phased retirement benefit is not materially
different than the actual hours worked over
the course of the year. This will be very
difficultto calculatefor salaried employees.

* Retirement benefits could not be paid in a
lump sum. Sincethisisoftenthemost popular
option in plans that permit lump sums, this
will discourage participation.

*  Benefits must include applicable early
retirement subsidies.

*  An employee must be entitled to continue
participation in the plan.

*  The phased retirement program would be a
separate optional form of benefit, subject to
non-discrimination testing and protected by
the anti-cutback rule. Thus, eliminating the
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program, if determined nottobebeneficial,
would be difficult.

Plan sponsors may not rely on the proposed
regulations at thistime. Thisis a concept that islong
overdue, and it ishoped that final regulationswill ease

Contributing Authors: Paul F. Russell, Mark . Bogart, Christopher T.
Collins and Thomas G. Hancuch.

some of the unfortunate restrictions to make phased
retirement programs a more feasible option for all
employers. Wewill update you when further guidance
becomes available.

If you have any questions regarding material in this issue of
Employee Benefits Briefing, contact Paul F. Russell (practice leader)
at312/609-7740 or at prussell@vedderprice.com or any member of
the Employee Benefits Group.
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