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Final 401(k) Regulations: Confirming a lot, Changing a Little

January 2005

On December 29, 2004, the IRS issued final regulations governing
401(k) plans (the “Regulations”).  The Regulations set forth a com-
prehensive revision of the rules applicable to 401(k) plans and
reflect statutory changes since 1994, when the IRS last issued final
regulations.  For the most part, the Regulations follow guidance
contained in proposed regulations issued in 2003, but do contain
some modifications.  The purpose of this Management Alert is to
re-cap the significant provisions of the proposed regulations and
summarize the changes made to these provisions by the
Regulations.  Our summary of the proposed regulations can be
viewed by clicking here. 
The Regulations are effective for plan years beginning on or after
January 1, 2006.  However, plan sponsors may elect to apply the
new regulations for plan years ending after December 29, 2004
(generally, plan years 2004 or 2005), if all the provisions of the
Regulations are applied to the plan, to the extent applicable.   
Prefunded  and  Targeted  Contributions  Banned

As with the proposed regulations, the Regulations eliminate two
practices that the IRS views as “abusive” - prefunding and targeted
contributions.  “Prefunding” involves making contributions to a
401(k) plan before the employee earns the compensation, in order
to accelerate the employer’s tax deduction and permit more
employee tax-deferred earnings.  The Regulations retain the pro-
posed rule that contributions may not be deposited into the plan
before the employee has earned the underlying compensation.  At
the request of several commentators, however, the Regulations
include an exception for the occasional bona fide administrative
consideration, as long as the early contributions are not made for
the principal purpose of accelerating deductions.  The Regulations
also include an exception to the prefunding restriction for forfei-
tures and for certain contributions that result in a matching alloca-
tion of employer securities released from encumbrance under a
securities acquisition loan in a leveraged employee stock owner-
ship plan (ESOP).  The Regulations also clarify that the new rules
regarding the timing of contributions are not intended to prevent
self-employed individuals from deferring amounts that are paid to
the individuals throughout the year on account of services per-
formed during the year.
“Targeted” (or “bottom-up”) contributions are often used by plans
that fail the nondiscrimination test as an alternative to distributing
the excess to highly compensated employees (HCEs).  In particu-
lar, they are additional employer contributions made first to the
employees with the lowest compensation.  Under this method,
small contributions result in a large percentage of deferrals for such
employees, enabling the plan to pass the nondiscrimination test at
a relatively small cost.  The Regulations continue to provide that

employer contributions can only be used if they are made on a uni-
form basis to all non-HCEs (NHCEs).  There is an exception for
employer contributions to an NHCE that do not exceed 5% of com-
pensation.  Employer contributions to an NHCE that do exceed 5%
of compensation can be taken into account under the actual defer-
ral percentage test only if additional requirements are met.
New  Guidance  on  Safe  Harbor  Plans

The Regulations contain the detailed guidance on safe harbor plans,
which require a minimum level of either matching or nonelective
contributions to exempt the plan from nondiscrimination testing.
The guidance generally makes safe harbor plans more attractive to
employers by providing more flexibility.  For example, the
Regulations clarify that a plan that begins the year as a safe harbor
plan can be amended to eliminate the safe harbor match if neces-
sary, and conversely that a plan can, in some cases, be amended to
add a safe harbor provision up to 30 days prior the end of the year.
The proposed regulations, however, did not specify whether an
exception to the requirements for safe harbor matching contribu-
tions with respect to catch-up contributions.  Upon consideration,
the IRS determined that such exception would be inappropriate,
and, thus, no exception is provided under the Regulations.
Distributions  and  Withdrawals

The Regulations conform to the EGTRRA rule for hardship distri-
butions by shortening the period of employee suspension from
making contributions from one year to six months.  The
Regulations also make it clear that the plan may rely upon the
employee’s written representation that he or she has no other
sources of funds to meet the hardship, unless the plan administra-
tor has actual knowledge that the representation is false.  In addi-
tion, the employee need only represent that he or she cannot obtain
a commercial loan in the full amount necessary to meet the hard-
ship, and need not agree to obtain such a loan if one is not available
on reasonable commercial terms.  
The Regulations provide significant modifications to the proposed
regulations on hardship distributions.  In order to receive a hardship
distribution, a participant must have obtained all distributions cur-
rently available under all qualified plans of an employer, including
distributions of dividends from an ESOP that allows a dividend
pass-through election.  The Regulations adopt the provisions in the
proposed regulations that clarify certain ambiguities, such as those
relating to what constitutes an immediate and heavy financial need,
but add funeral expenses and certain expenses relating to the repair
of damage to the employee’s principal residence to the list of events
that constitute immediate and heavy financial needs.
The Regulations address the recent narrowing of the definition of

http://www.seyfarth.com/db30/cgi-bin/pubs/072103.pdf


ATLANTA 
One Peachtree Pointe 
1545 Peachtree Street , N.E., Suite 700
Atlanta, Georgia  30309-2401
404-885-1500
404-892-7056 fax

BOSTON 
Two Seaport Lane, Suite 300
Boston, Massachusetts  02210-2028
617-946-4800
617-946-4801 fax 

CHICAGO 
55 East Monroe Street, Suite 4200
Chicago, Illinois  60603-5803
312-346-8000
312-269-8869 fax 

HOUSTON 
700 Louisiana Street, Suite 3700
Houston, Texas  77002-2797
713-225-2300
713-225-2340 fax 

LOS ANGELES 
One Century Plaza
2029 Century Park East, Suite 3300
Los Angeles, California  90067-3063
310-277-7200
310-201-5219 fax 

NEW YORK 
1270 Avenue of the Americas, Suite 2500
New York, New York  10020-1801
212-218-5500
212-218-5526 fax 

SACRAMENTO 
400 Capitol Mall, Suite 2350
Sacramento, California  95814-4428
916-448-0159
916-558-4839 fax

SAN FRANCISCO 
560 Mission Street, Suite 3100
San Francisco, California  94105
415-397-2823
415-397-8549 fax 

WASHINGTON, D.C. 
815 Connecticut Avenue, N.W, Suite 500
Washington, D.C.  20006-4004
202-463-2400
202-828-5393 fax 

BRUSSELS 
Boulevard du Souverain 280
1160 Brussels, Belgium
(32)(2)647.60.25
(32)(2)640.70.71 fax 

This newsletter is a periodical publication of Seyfarth Shaw LLP and should not be construed as legal advice or a legal opinion on
any specific facts or circumstances. The contents are intended for general information purposes only, and you are urged to con-
sult a lawyer concerning your own situation and any specific legal questions you may have. For further information about these
contents, please contact the firm’s Employee Benefits Practice Group.

SEYFARTH SHAW LLP     MANAGEMENT ALERT

“dependent” under the Internal Revenue Code, which, for example, requires dependents to be
unmarried and not have any dependents of their own.  Briefly, the Regulations disregard the
narrowed provisions of the revised definition and, thereby, allow medical expenses and post-
secondary educational expenses for an employee, spouse, or dependent (even if, for example,
the dependent is married or has dependent children) to be treated as a heavy financial need
for hardship distribution purposes.  The Regulations also expand the definition of dependent
for medical expenses (other than for nonprescription drugs or medicine) to include certain
non-custodial children.
As with the proposed regulations, the Regulations eliminate the “same desk rule” that restrict-
ed employees from receiving distributions upon termination of employment if they continued
to work for a successor to the business.  The proposed regulations, however, left open whether
the same desk rule would continue to apply to employees who are converted to leased
employees through outsourcing.  After consideration, the IRS determined a common law
employee who becomes a leased employee should not be considered to incur a severance from
employment and, thus, such a change in status is not included in the list of distributable
events.
Automatic  Enrollment  Plans

The Regulations explicitly approve the use of automatic enrollment in a plan and allow the
plan to treat participants as having elected a basic contribution level, unless they affirmative-
ly opt out.  However, the Department of Labor has taken the position that an employee will
not be treated as having chosen the default investment option under a plan just because the
employee does not make a different election.  This underlines the necessity of providing for
prudent investment of the accounts of employees who do not make their own investment elec-
tion.
Miscellaneous  Changes

The following is a summary of other changes made by the proposed and final regulations:
Inclusion of ESOPs.  The Regulations provide that a plan which includes an ESOP will com-

bine the ESOP and non-ESOP portions for nondiscrimination testing purposes.  This is use-
ful for KSOPs in which HCEs tend to invest more heavily in employer stock.  The class of
employees eligible to participate in the ESOP and non-ESOP portions, however, must still
be nondiscriminatory.

Distributions Upon Plan Termination.  The Regulations add to the list of plans that an
employer may maintain following the termination of a 401(k) plan and still permit distri-
butions from the 401(k) plan to include ESOPs, SEPs, SIMPLE IRAs, Code Section 403(b)
plans and Code Section 457 plans.

Contingent Benefit Rule.  The Regulations allow an employer to restrict elective contribu-
tions to amounts available to a participant after withholding for income and employment
taxes.

Highly Compensated Employees (HCEs) who Participate in More than One Plan.   The actu-
al deferral ratio for each HCE who participates in more than one cash or deferred arrange-
ment is determined by aggregating the HCE’s elective contributions that are within the plan
year of the cash or deferred arrangement being tested.

Recharacterization of Excess Contributions.  If excess contributions of less than $100 are
recharacterized as after-tax contributions rather than being distributed, it may be reported
as taxable income in the year of the correction, so that an amended Form W-2 is not
required.  

Prior Year Testing.  The Regulations permit a plan to be inconsistent with the choice of test-
ing methods (i.e. current year or prior year) for ADP and ACP purposes.  However, if a plan
does not use the same method for both ADP and ACP purposes, contributions may not be
moved between the ADP and ACP tests.

Changing Nondiscrimination Testing Methods.  The Regulations contain an anti-abuse rule
preventing plans from making repeated changes to testing procedures or plan provisions
that have the principal purpose of distorting or manipulating the nondiscrimination testing
under Code Sections 401(k) and 401(m).

If you have any questions about 401(k) plans, please contact the Seyfarth Shaw Employee Benefits Group attorney
with whom you work or any employee benefits attorney listed on the website at www.seyfarth.com.
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