Time to change 401(k) plans before looming deadline
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If you are a business owner and you do not have a 401(k) plan, October 1 is a deadline you do not want to miss. For all other businesses, December 1 is your deadline. 

The 401(k) plan has been long-touted as one of the best ways to accumulate money for retirement. Unfortunately, many business owners and higher-paid employees have not been able to contribute as much as they would like to their 401(k) plans because of IRS-mandated testing requirements. 

The Safe Harbor 401(k) plan has eliminated this problem. To take the earliest possible advantage of the benefits of Safe Harbor 401(k) status, be mindful of the deadlines that are rapidly approaching. (Even if you currently have a Safe Harbor 401(k) plan, December 1 is an important deadline.) 

What are the benefits of Safe Harbor status? The primary benefit is the ability of a business owner or highly paid employee to maximize tax deductible contributions to a retirement plan, while at the same time minimizing the business' cost of funding contributions for other employees. With 401(k) deferral limits increasing annually from as much as $16,000 for some participants in year 2004 to $20,000 in year 2006, a plan "design" that allows the highly compensated employee to make these sizable contributions is extremely advantageous. 

A Highly Compensated Employee, or HCE, is any employee who owns or owned in the current or prior year more than 5 percent of the business; or who earned in the prior year more than $90,000. 

The Safe Harbor 401(k) plan eliminates the need to perform the average deferral percentage test. The need to pass this test limits the amount of compensation a highly compensated employee can defer. Traditional 401(k) plans must limit the deferrals of HCEs as a group to an average rate that is no more than two percentage points higher than the average deferral rate of all other eligible employees (the non-highly compensated employees, or NHCs). For example, if the average deferral rate of the rank and file is 2.6 percent, the highly compensated employees' average deferral rate cannot exceed 4.6 percent. Poor participation in a traditional 401(k) plan by NHCs means that HCEs on average cannot defer the maximum dollar amount they might wish to contribute or that the Internal Revenue Code would otherwise permit. 

With Safe Harbor 401(k) status, each HCE could defer the maximum dollar amount of compensation even if all of the non-highly compensated employees defer nothing! 

What price does the IRS extract for eliminating the need to pass the ADP test with Safe Harbor 401(k) status? First, written notice of the Safe Harbor status must be given by certain deadlines. Your business can establish a Safe Harbor 401(k) plan effective for calendar year 2004 if the business currently does not have a 401(k) plan and if the prescribed notice is given by October 1. If your business currently has a 401(k) plan, you can secure Safe Harbor status at the earliest for year 2005, but only if you give notice by December 1. Otherwise, the soonest you could put a Safe Harbor plan in place is for year 2006. 

If you currently have a Safe Harbor 401(k), you must give by December 1, 2004, notice of the continuation of the Safe Harbor status for year 2005. Failure to give the required notice by this date means you will be subject to the ADP test in year 2005. 

The second "price" for Safe Harbor status is that a business adopting a Safe Harbor 401(k) must commit to one of two mandatory employer contributions: a contribution equal to 3 percent of compensation to all eligible participants even if they do not defer into the plan, or a matching contribution up to 4 percent of compensation for only those who defer into the plan. 

The matching contribution formula might result in a larger total employer contribution if participation in the 401(k) is widespread. However if only the business owner defers, only he or she receives an employer contribution -- and all discrimination tests are passed. For businesses in which NHCs are less likely to defer, the matching contribution election usually results in the lowest amount of employer contribution. 

The third "price" is that an employer cannot impose allocation requirements, i.e., "last day of the year employment" or "hours of service," for receipt of the employer's Safe Harbor contributions to eligible participants. The employer can impose stringent conditions to determine which employees are eligible plan participants, but all such eligible participants must receive the Safe Harbor contributions. 

And fourth, participants are 100 percent vested in the employer's Safe Harbor contributions. A vesting rate determines the percentage of the employer's contribution the employee can keep upon retirement or termination of employment. 

The Safe Harbor 401(k) plan offers opportunities for additional types of matching contributions, including discretionary and fixed rate. These additional matching contributions can be subject to both allocation requirements and a vesting schedule. A Safe Harbor 401(k) plan design can result in a highly compensated employee receiving a total of $41,000 in deferrals and employer contributions to his Plan account -- and with non-deferring employees receiving no contributions whatsoever. 

Never have 401(k) regulations been more accommodative to the small-business owner. Safe Harbor 401(k) status deserves close scrutiny -- and quickly. 

