Is Your Plan Top
Heavy
In addition to the ADP and ACP
tests, plan sponsors need to
ensure that their plan is not
top heavy. The top-heavy rules
generally ensure that the lower paid employees receive a
minimum benefit if the plan is
top-heavy. A plan is top-heavy
when the total value of the plan
accounts of key employees is
more than 60% of the total value of the plan assets as of the
last day of the prior plan year.
If a 401(k) plan is top-heavy, the
employer must contribute up to
3% of compensation for all nonkey employees still employed
on the last day of the plan year.
This contribution is subject to
a vesting schedule requiring
participants to be 100% vested
after three years; or 20% after 2 years, 40% after 3 years,
60% after 4 years, 80% after
5 years and 100% after 6 years.
To determine if your plan is
top-heavy, you must first identify key employees - any employee (including former or deceased employees), who at any
time during the plan year was:
•

•

•

An officer making over
$180,000 for 2019;
($175,000 for 2018 and
$170,000 for 2015, 2016
and 2017);
A 5% owner of the business (a 5% owner is someone who owns more than
5% of the business), or
An employee owning
more than 1% of the
business and making over
$150,000 for the plan
year.

A non-key employee is everyone else.
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You Failed your Nondiscrimination Testing?
Now what?
Do you get the results of your nondiscrimination testing each year and do
not quite understand why you failed
or why refunds need to be issued to
certain employees? Each year, plan
sponsors must test traditional 401(k)
plans to ensure that the contributions
made by the nonhighly compensated
employees (NHCE) are proportional to
contributions made for highly compensated employees (HCE). The nondiscrimination tests include the Actual
Deferral Percentage (ADP) and Actual
Contribution Percentage (ACP) tests.
The ADP test counts elective deferrals
(both pre-tax and Roth deferrals, but
not catch-up contributions) of the HCEs
and NHCEs. Dividing a participant’s
elective deferrals by the participant’s
compensation gives you that participant’s Actual Deferral Ratio (ADR). The
average ADR for all eligible NHCEs (even
those who chose not to defer) is the
ADP for the NHCE group. Do the same
for the HCEs to determine their ADP.

Calculate the ACP the same way,
but instead divide each participant’s
matching and after-tax contributions
by the participant’s compensation.
The ADP test is met if the ADP for
the eligible HCEs doesn’t exceed
the greater of:
• 125% of the ADP for the group
of NHCEs, or
the lesser of:
• 200% of the ADP for the
group of NHCEs, or
•

the ADP for the NHCEs plus
2%.

The ACP test is met if the ACP for the
eligible HCEs doesn’t exceed
the greater of:
• 125% of the ACP for the group
of NHCEs, or
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You Failed your Nondiscrimination Testing? Now what? (continued)
the lesser of:
•

200% of the ACP for the
group of NHCEs, or

•

the ACP for the NHCEs
plus 2%.

You may base the ADP and ACP
percentages for NHCEs on either
the current or prior year’s contributions. The election to use current or
prior year data is in the plan document. Under limited circumstances, the election may be changed.
An important aspect of performing the ADP and ACP tests is to
properly identify the HCEs, who
are generally any employee who:
•

•

Was a 5% owner, directly
or by family attribution, at
any time during the current
or prior year (a 5% owner is
someone who owns more
than 5% of the employer), or
For the prior year, was paid
by the employer more than
$125,000 for 2019 ($120,000
for 2015-2018); subject to
cost-of-living adjustments in
later years) and, if the employer elects, was in the top-paid
(top 20%) group of employees.

There are two different methods to
correct ADP and ACP mistakes beyond the 12-month period. Both require the employer to make a qualified nonelective contribution to the
plan for NHCEs. A qualified nonelective employer contribution (QNEC)
is an employer contribution that is
always 100% vested and subject to
the same distribution restrictions
as elective deferrals. Forfeitures
can’t be used to pay for QNECs.
•

•
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Determine the amount
necessary to raise the
ADP or ACP of the NHCEs
to the percentage needed to pass the tests.
Make QNECs for the
NHCEs to the extent necessary to pass the tests.
•

•

•

•

You must generally
make QNECs for all
eligible NHCEs.

You should notify the
employee that the
excess contribution is
not eligible for favorable tax-free rollover.
The refunded excess
contribution is taxable to the HCE in the
year of distribution.
You should report the
refunded excess on a
Form 1099-R.

These contributions
must be the same
percentage for each
participant.

If the Plan provides for catchup contributions, the refund
may be recharacterized as a
catch-up contribution (up to
the catch-up limit) provided:
•

The affected HCE participant is age 50 or older,
and

•

The participant has not
already used up the
catch-up limit for the
year.

Count all eligible employees
in testing:
•

Method 2 – One-to-one
method under Revenue Procedure 2013-12, Appendix B,
section 2.0:
•

•

•

Be familiar with the terms
of your plan document
to ensure that you use
the proper definition of
compensation.

•

It’s important to know
whether compensation is:

Share information with
the plan administrator on
all employees eligible to
make an elective deferral (including all eligible
employees who terminated before the end of the
year).
Share information with the

•

•

Your plan document may
require these employees
to be eligible to participate in the plan, and,
therefore, included in the
tests.

Definition of compensation:

Matching contributions (and earnings)
related to the excess
contributions distributed to the HCEs are
forfeited.

There are a number of things you
can do to make sure the testing is
done correctly.
•

•

That same dollar amount
is contributed as a QNEC
to the plan and allocated
based on compensation
to all eligible NHCEs.
•

Method 1 – Revenue Procedure 2013-12, Appendix A,
section .03:
•

If your plan fails the ADP or ACP
test, you must take the corrective
action described in your plan document during the statutory correction
period to cause the tests to pass.

•

plan administrator about any
related companies with common ownership interests.

Excess contributions (adjusted for earnings) are
assigned and distributed
to the HCEs.
•

The tax doesn’t apply if the plan
sponsor makes corrective qualified
nonelective contributions within 12
months after the end of the plan year
if the plan uses current year testing.
However, if the corrective contributions are insufficient for the CODA to
pass the ADP test, the tax applies to
the remaining excess contributions.

Family attribution rules treat an
employee who is a spouse, child,
grandparent or parent of someone who’s a 5% owner, as a 5%
owner. Each of these individuals is an HCE for the plan year.

The plan has 2 ½ months after the
end of the plan year being tested
to correct excess contributions. The
plan can distribute excess contributions any time during the 12-month
period. If a correction is not made
before the end of the 12-month
correction period, the plan’s cash
or deferred arrangement (CODA) is
no longer qualified and the entire
plan may lose its tax-qualified sta-

•

tus. You may correct this mistake
through Internal Revenue Service
correction programs. If the employer doesn’t distribute/characterize
excess contributions by 2 ½ months
(six months for certain EACAs) after the plan year of excess, the
employer is liable for a 10 percent
excise tax on excess contributions.

•

Excluded for certain
purposes,

•

Limited for certain
purposes, or

•

Determined using a
different computation
period (for example,
plan year vs. calendar
year).

If the compensation
amounts sent to the plan
administrator don’t meet
the plan definitions, the
ADP and ACP tests will
be inaccurate and will
provide false results.

Identification of HCEs:
•

An important aspect
of performing the ADP
and ACP tests is proper-

ly identifying HCEs. It’s
especially important to
consider family members
of owners.
•

It is important to make sure you
understand the testing as well as
each component that goes into
the testing. Failure to properly
complete and correct testing can
have significant consequences for
both you and your employees.

Is Your Plan Too Top Heavy
When you are determining ownership interests, family aggregation
rules apply. These rules may affect
the treatment of stock owned directly or indirectly by family members. The rules treat any individual
who is a spouse, child, grandparent
or parent of someone who is a 5%
owner, or who, together with that
individual, would own more than 5%

Don’t assume: once a
nonhighly compensated employee, always a
nonhighly compensated
employee.

(continued)

of a company’s stock as a 5% owner.
As a 5% owner, the law considers
each of these individuals a key employee for the plan year.
It’s important to note the distinction between key employees, who
count for top-heavy purposes, and
highly compensated employees,
who count for the ADP and ACP

tests, but not the top-heavy tests.
It is important to make sure you review the top-heavy rules and definitions in your plan document. You
should determine if your plan is
top-heavy each plan year and be
careful to properly identify owners and their family members.
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Prevent Hackers from Wiping Out Your Employees’ 401(k) Accounts
News of commercial database
hackings may seem commonplace in 2019. But while many
of these stories focus on hacked
bank and credit card accounts,
401(k) plan sponsors and participants probably don’t realize that
their plan assets also are at risk.
Employers who offer 401(k) plans
to their employees need to take
precautions against identity
theft. Part of this is educating
participants.
Role of sponsors
If your organization sponsors a
401(k) plan, it’s essential that you
assess plan service providers’
protection systems and policies.
Most providers carry cyberfraud
insurance that they extend to
plan participants. But there may
be limits to this protection if,
for example, the provider determines that you (the sponsor) or
employees (participants) opened
the door to a security breach.
Your plan’s documents may say
that participants must adopt the
provider’s recommended security
practices. These could include
checking account information
“frequently” and reviewing correspondence from the administrator “promptly.” Make sure you
and your employees understand
what these terms mean — and
follow them.

What participants can do
Traditionally, 401(k) plan participants have been discouraged
from worrying about short-term
fluctuations and volatility in their
accounts, and instead encouraged to focus on the long run.
However, lack of regular monitoring can make these accounts
vulnerable. Instruct employees to
periodically check their account
balances and look for signs of
unauthorized activity.
Employees also should take the
same steps they follow to protect
other online accounts. For example:
•

Use strong passwords and
change them regularly.

•

Take advantage of two-factor authentication.

•

Don’t use the same login ID
and passwords for multiple
sites.

•

Don’t allow a browser to
store login information.

•

Never share login information.

Such precautions can foil some
of the most common retirement plan thieves — relatives
and friends — from using their
knowledge to gain account
access. In one real-life case, a
plan participant divorced his
wife and moved out of the
house. However, he didn’t update his address with his plan
provider, change his password
or review his balance regularly. His ex-wife cleaned out his
more than $40,000 balance.
A few clicks
Without adequate vigilance,
anybody can be a few clicks away
from cleaning out your employees’ 401(k) accounts. Review your
plan documents carefully and
educate participants about their
responsibilities for monitoring
their accounts. Contact us for
more information on identity
theft.

Contact Us
Kimberly joined the firm in 1998 and became a principal in 2007. She oversees our Employee Benefit Plan Audit
Division and has almost 20 years of experience auditing employee benefit plans. She is responsible for managing
accounting, auditing and tax services for a wide range of clients and has extensive experience in our automobile
division. If you are in need of an audit or have any related questions, contact Kimberly Reed, Audit Principal, by
phone at 617-471-1120 or via email at kreed@ocd.com.

About Us
O’Connor & Drew, P.C., founded in 1949, is one of the most well-respected, full-service accounting, tax and business
consulting firms in New England that thrives on fostering close business and individual client relationships.
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