401(k) ALERT

Some 401(k) participants will be required to get a refund of their deferrals!

The IRS limits the amount of compensation a Highly Compensated Employee (HCE) may defer when compared to Non-Highly Compensated Employees (NHCEs).  This “ADP Test” or Average Deferral Percentage Test specifies that HCE deferral percentages must be averaged and compared to the average deferral percentage of the NHCEs. Typically the HCE average may not exceed the NHCE average by more than 2%. 

Regulations contain very specific rules that pertain to refunding an HCEs deferrals.  No one loses any dollars.  The extra, disallowed deferral is given back to the participant.  Usually the refund will be added back to the taxable W-2 amount on the individual’s income tax return.  This is not a double taxation, but rather puts the income back to where it would have been had the deferral of those excess dollars not been made. 

If refunds are necessary they must be made prior to March 15 to avoid a 10% penalty on the refund amounts.  The refunds must still be made if the excise tax is paid.  Since most investment companies holding assets require processing time, refunds must be determined much sooner than March 15.  The input and analysis of plan data from many companies can take a lot of time.  It is for this reason we request payroll information to get to us as early as possible.

An exact determination of refund amounts cannot be made until the close of the year when all compensation and deferral information for the entire year is available.  Therefore, it is often not possible to avoid refunds if HCEs are attempting to maximize their deferrals.  HCEs should anticipate the possibility of refunds when preparing their income tax returns and find out if refunds are forthcoming before filing their tax returns.

Note:
  HCEs are  defined by IRS regulations:
 1) employees with more than 5% ownership   2) most family    members of owners, and 
   3) employees earning more than $95,000 in wages in the year prior to this testing year.                                           

Avoiding refund of deferrals:

As an option to refunds a company may subsidize deferrals to NHCEs by contributing amounts to all NHCEs.  This special employer contribution (a “QNEC”) is treated as if the amounts were deferred by the NHCEs.  These allocations are 100% vested as if they were deferrals.

Safe Harbor 401(k) Plans:

A 401(k) plan can install a “safe harbor design” and be exempt from this testing and thus avoid refunds no matter what disparity there may be between HCEs and NHCEs.  A safe harbor design requires by plan language employer contributions as follows:

1) 3% of pay to all eligible participants, OR

2) A 100% matching deposit up to the first 3% deferred, plus an additional  50% match up to the next 2% deferred.

Both contributions must be 100% vested.  The safe harbor design must be in place before the beginning of the year.

Please give us a call if you have any questions or concerns about this material.
