
401(k) Strategies – Reducing Refunds to Executives
In order to maximize the benefits of 401(k) deferrals to business owners and their Highly Compensated Employees (HCEs), employers should consider certain options to minimize potential refunds of 401(k) deferrals.  To accomplish this goal, employers should consider limiting the percentage of compensation their HCEs contribute to the plan.

Annual 401(k) test requirements – ADP test

To demonstrate the 401(k) salary deferrals do not favor HCEs, 401(k) plans must perform and satisfy an Annual Deferral Percentage (ADP) test each plan year.  This test compares the deferral percentage of the HCEs to the Non-Highly Compensated Employees (NHCEs).  HCEs are generally those earning over $95,000 in the prior year or are the business owners or family members of business owners.  Plans that do not satisfy the requirements of this ADP test are required to: 1. Refund a portion of the HCEs Salary Deferrals until the requirements are satisfied, or 2. Provide a fully vested contribution to each NHCE until the requirements are satisfied.

401(k) refunds to HCEs begin with those with the largest salary deferral amounts (rather than the highest percentage of compensation).  Refunds therefore typically affect the highest paid executives.

Limiting Deferral Percentages to HCEs

The key to reducing 401(k) refunds to HCEs without providing an employer QNEC contribution to the NHCE participants is to limit the percentage of compensation that HCEs can defer.  As an example, two HCEs each defer (contribute) $15,000 into the company 401(k) plan. HCE #1 earns $100,000 and HCE #2 earns $200,000.  The deferral percentage (of compensation) for HCE #1 is 15% but only 7.5% for HCE #2.  For this example, let’s assume the Average Deferral Percentage (ADP) for the NHCEs is 5.5%.

The ADP test requires that the HCEs, on average, defer no more than the lesser of the NHCE deferral percentage + 2% or the NHCE deferral percentage * 200%.  For this example the ADP for the HCEs is 11.25% ((15% + 7.5%) / 2).  First, the plan administrator calculates the deferral percentage to HCE #1 to be greater than the 7.5% allowed (NHCE percentage of 5.5% + 2%) and calculates a total refund of $7,500.  Next, the plan administrator allocates the refund to those with the highest deferral amount first until all participants have been reduced to equal deferral amounts.  In this case, since both participants have deferred equal $15,000 amounts, the total refund of $7,500 is allocated equally to each HCE or $3,750 each.  It would appear that the ADP test is still not satisfied but IRS Notice 98-1 advises us that the plan is now in compliance with the required ADP test because the required total refund has been allocated.

If this plan had limited HCE salary deferrals to 7.5%, HCE would have been limited to a deferral of $7,500 (7.5% of pay) while HCE #2 would have allowed to salary defer the entire $15,000 (7.5% of pay).

Limiting Salary Deferral Percentages to is just one strategy to avoid refunds. Another alternative strategy includes the aforementioned employer fully vested QNEC contribution to all NHCEs; this may be particularly useful when limiting HCE deferrals is not enough.  Ultimately, increasing the deferral percentages of the NHCEs is the best solution.  More frequent enrollment presentations of “Automatic Enrollment” may be another viable solution.  Ask Innovative Pension for more information on these and other strategies.

This is provided for information only.  Your results may vary.  See Innovative Pension for details.
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