Important Compliance Issues for your 401(k) Plan

Call Pension Performance, Inc. if you do not understand or need additional explanation on any of the below issues.

· Maximum Elective Deferral Contributions for 2005: The salary reduction amounts are known as Elective Deferrals. The amount of deferrals may not exceed the calendar year dollar limit set by the IRS of $14,000 for 2005.  Other plan limits may require that a lower maximum percentage be established by the employer.

· Maximum Individual Limit for each employee:  The maximum amount that can be contributed to a participant’s account in the limitation year is the lesser of 100% of compensation or $42,000.  This limit includes the amounts contributed due to elective deferrals, employer matching contributions and employer discretionary contributions.  Ie.  Participant A’s compensation is $42,000.  The maximum amount that can be allocated to her account in the limitation year would be $42,000 ($42,000)(1.00), including 401(k) deferrals, employer match and employer profit sharing.

· Limit of deductible contributions to a plan:  The maximum deductible amount in your fiscal year is 25% of eligible compensation.  Therefore, the maximum percent includes employer matching contributions and employer discretionary contributions.  Ie.  The average amount that the participants elect to defer is 8%, the matching formula is 4% and the employer asks Pension Performance, Inc what the maximum discretionary employer contribution can be for the year.  The employer would be able to put an additional 21% employer contribution to the plan without exceeding the deductible limits.  We can only use eligible employees compensation for the 25% deductibility test.

· Non-Discrimination Testing:

The elective salary reduction contributions are subject to (and must pass) an Actual Deferral Percentage Test (ADP Test) to qualify as before-tax contributions.

The non-discrimination test for 401(k) elective deferrals compares the Average Deferral Percent of the eligible highly compensated employees with the Average Deferral Percent of the eligible non-highly compensated employees. Highly compensated employees generally include the following:

1. An employee who received compensation in excess of $90,000 in the prior year.  With timely elections, the plan sponsor may choose to apply a limit (roughly 20% of all employees) to the number of employees considered Highly Compensated by application of this rule.

2. Any owner with an interest greater than 5% in the current or prior year. The spouse, children, parents and grandparents of a greater than 5% owner are also considered Highly Compensated.

ADP/ACP Ratios

To pass the ADP Test, the average deferrals of the Highly Compensated group must bear a specific relationship to the deferrals of the Non-Highly Compensated group. In general, the average deferrals of the Highly Compensated in the current plan year will be compared to the average deferrals of the Non-Highly Compensated group in the prior year.  With timely elections, the plan sponsor may choose to use the average deferrals in the current plan year for both groups. Also, for the first plan year and with timely elections, the plan sponsor may choose to use 3% as the average for the Non-Highly Compensated group instead of the actual average calculated. The relationship of the deferral averages between the groups must meet the following criteria:

1. If the average deferrals of the Non-Highly Compensated group is between 0-2% of compensation, then the deferral percentage for the Highly Compensated group may be twice as much;

2. If the average deferral percentage for the Non-Highly Compensated group is between 2-8%, then the Highly Compensated group's average may be two percentage points higher;

3. If the average deferral percentage of the Non-Highly Compensated group is 8% or more, then the Highly Compensated group's average percentage may be 1.25 times the percentage of the lower group.

IN CALCULATING THE ADP, ALL ELIGIBLE EMPLOYEES ARE INCLUDED NOT JUST PARTICIPATING EMPLOYEES. 

The Average Contribution Percentage (ACP) Test follows the same ratios but includes company matching contributions.

· Top Heavy Rules

A plan is Top-Heavy for the next plan year if at the close of the current plan year more than 60% of the value of the benefits or account balances are for key employees. In the event the Plan becomes Top-Heavy, a minimum contribution may be required for all eligible non-key employees. This contribution is in addition to the elective deferrals made for participants. In addition, a Top-Heavy vesting schedule is required.

· Maximum Compensation

The plan must limit the amount of annual compensation that may be counted for allocation and discrimination testing under the plan to $150,000.  This $150,000 limitation is indexed for cost-of-living increases in $10,000 increments.  The compensation limit for 2005 is $210,000.

· Coverage Tests

Qualified Retirement Plans must cover a certain minimum percentage of the employers “non-highly compensated employees”.  It may be necessary to allocate a contribution to an employee not eligible to benefit under the plan provisions in order to pass the minimum coverage rules.

· 401(K) Deposits

Salary Deferral Contributions must be deposited in trust at the earliest date they can reasonably be segregated from the employer’s assets, but no later than the 15 days after the end of the month in which the payroll deduction is made. 
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