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Retirement Plan Pitfalls 
(Use IRS Fix-It Guides to Keep 
Your Clients Out of Trouble) 

(This slide will be up while people are entering the room for the workshop.) 
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Construction Worker 
Video 

2
RETIREMENT PLAN PITFALLS 

Video plays automatically at the beginning of the Workshop. After the video 
is completed: 

Instructors welcome the attendees to the Workshop and introduce 
themselves. 

The Pension Protection Act of 2006 requires us to reach out more to small 

business employers and make the IRS Correction programs more available to 

them. We are asking you to be our advocates and take this information back to 

your clients to help us help them keep their plans in compliance. 

Instructors will then ensure everyone has a binder and any other materials 
needed to begin. 

Walk through contents of binder with audience. 

http://www.stayexempt.org/ep/maintaining_plan.html
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Objectives 
Be able to: 

• Recognize benefits of a retirement plan for an 
employer and its employees 

• Assist your clients in choosing the right 
retirement plan for their business 

• Find, fix, and avoid common plan mistakes 
• Locate and utilize retirement web-based 

resources to help maintain plan qualification 

3
RETIREMENT PLAN PITFALLS 

Many of you have clients who are setting money aside in retirement plans. 

Many of you have clients who don’t have retirement plans, but should. For 

the next couple of hours we will be talking about the pitfalls that plan 

sponsors sometimes encounter when sponsoring a retirement plan. At the 

end of today’s session, you will be able to: 

• Recognize benefits of a retirement plan for an employer and its 


employees. 


• Assist your clients in choosing the right retirement plan for their 


business.
 

• Find, fix, and avoid common plan mistakes. 

• Locate and utilize retirement web-based resources to help maintain 


plan qualification. 


To get a little information on where you all are with retirement plan 


experience, let me see a show of hands – 


How many of you have clients with retirement plans? 
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How much experience do you have with the operation of 401(k) plans? A 

lot? Moderate amount? Little or none? 

How many of you have ever tried to fix a mistake in the operation of a 

plan? 
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What are the Benefits of Setting 

Up a 401(k) Plan…
 

…For an Employer?
 

…For an Employee?
 

4
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Why have a retirement plan? What are the benefits of setting up a 401(k) plan? 

We just listened to a segment that discussed some of these benefits.   

What are the benefits for employers? [Let participants raise their hands and 
offer suggestions.] 

What are the benefits for employees? [Let participants raise their hands and 
offer suggestions.] 

Please look at the Lots of Benefits publication in your binder under tab 1. 

http://www.irs.gov/pub/irs-pdf/p4118.pdf
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Benefits for Employers 

•Tax deductible employer 
contributions 

•Tax deferred asset growth 
•Tax credits for starting a plan 
•Attract and retain better employees 
•Reduce new employee costs 

5
RETIREMENT PLAN PITFALLS 

Business benefits include: 

•	 Employer contributions are tax deductible within the limits of the Code. 

•	 Assets in the plan grow tax-deferred. 

•	 Businesses may receive tax credits and other incentives for starting a plan. 

•	 A retirement plan may attract and retain better employees and, consequently, 

reduce new employee training costs. 
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Benefits For Employees 

• Tax on employee contributions is deferred 
• Increased contribution amounts 
• Earnings grow tax free 
• Portability of retirement assets 
• Saver’s Credit may be available 
• Contributions can be made through payroll 

deductions 
• Better financial security 

6
RETIREMENT PLAN PITFALLS 

Employee benefits include:   

•	 Tax on employee contributions is deferred until distributed. 

o	 Exception is Roth 401(k) contributions, which are after-tax 

contributions. 

•	 Recent tax law changes have increased the amounts that an employee can 

contribute, including “catch-up” contributions for employees age 50 or over.   

•	 Earnings grow tax-free, until distributed. (Time value of money. [Point out 
“Future Retirement Savings Value” chart in pub (page 4).]) 

•	 Roth 401(k) earnings are tax-free if part of a qualified distribution. 

•	 Retirement assets can be carried from one employer to another. 

•	 Saver’s Credit may be available. 

•	 Contributions can be made easily through payroll deductions. 

•	 Better financial security is available upon retirement.  

•	 401(k) – Employees may share in saving for their own retirement. 

http://www.irs.gov/pub/irs-pdf/p4118.pdf
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What’s at Stake?
 
Consequences
 

• If tax-qualified status is lost 
– Contributions includible in income of
 

participants to extent vested
 

– Employer loses tax deduction for contributions 
– Earnings on accounts are taxed immediately 
– Distributions are not eligible for roll over
 

treatment
 

7
RETIREMENT PLAN PITFALLS 

There are certain rules that plans must follow in order to reap these benefits. If 

these rules aren’t followed, then these tax benefits may be lost. The 

consequences of violating the rules may include: 

•	 The contributions made to the plan are includible in the income of the 


participants to the extent they are vested,  


•	 the employer loses its tax deduction,  

•	 the earnings on the accounts are taxed immediately, and 

•	 any distributions are not eligible for roll over treatment.   

That’s harsh. We will be talking about the different rules that 401(k) plans must 

follow and common mistakes that we see made in the operation of 401(k) 

retirement plans. We will provide you with tools to help you find when mistakes 

are made in plans, how to fix those mistakes, and how to avoid them in the future 

so your clients can maintain their retirement plans and their tax-favored 

treatment. 
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The Navigator 

The Navigator 
Video 

8
RETIREMENT PLAN PITFALLS 

Saving for retirement is not a one-size-fits-all solution. What works for your 55-

year-old high-income plastic surgeon client may not meet the needs of your 30-

year-old client who opened an art gallery last year. 

In the previous slides, we learned the benefits of individuals actively participating 

in saving for their own retirement. To meet your clients’ retirement needs (and 

the needs of their employees) it’s important to understand what each type of plan 

offers. The right plan allows your client to save the most for retirement, while 

minimizing the costs and administrative requirements associated with sponsoring 

a retirement plan. 

Show the Navigator Video. (Three minutes) 

http://www.stayexempt.org/ep/navigating_plans.html
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EPCRS Overview 

•SCP – Self-Correction 

•VCP – Voluntary Correction 

•Audit CAP – Closing Agreement 

14
RETIREMENT PLAN PITFALLS 

If your clients make mistakes with respect to their 401(k) plans, they may use the 

IRS’s Employee Plans Compliance Resolution System (EPCRS) to remedy the 

mistakes and avoid the consequences of plan disqualification.  

Tab 2 contains an overview outline of the EPCRS. 

There are some general principles to follow under EPCRS: 

•	 The plan and participants should be made whole; in other words, placed in a 

position they would have been in had the failures not occurred. 

•	 A correction for a mistake should be reasonable and appropriate.  

•	 The correction methodology should resemble one already provided for in the 

Code and all applicable facts and circumstances should be considered.  

Rev. Proc. 2008-50 provides the rules that govern EPCRS.  

There are three components of EPCRS. 

http://www.irs.gov/pub/irs-tege/epcrs_outline2006.pdf
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The first is the Self-Correction Program (SCP) – If eligible, this will permit a 

plan sponsor to correct certain plan failures without contacting the IRS. This is 

the most popular component of EPCRS, for good reason. This is similar to when 

your car has a flat tire and you change it yourself.   

The second is the Voluntary Correction Program (VCP) – This component 

permits a plan sponsor to, any time before audit, pay a limited fee, and receive 

the Service's approval for correction of plan failures. Think of this as taking your 

car to the shop to have the brakes fixed. 

The final program is where you generally do not want to go - the Audit Closing 

Agreement Program (Audit CAP) – This component permits a plan sponsor to 

pay a sanction and correct a plan failure while the plan is under audit. Envision 

your car dying on the freeway and a tow truck driving it away.   

We will briefly cover the highlights of each of these three EPCRS programs. 
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Self-Correction (SCP) 

•No fee 
•Established 

practices/procedures 
•Operational problems only 
•Significant vs. Insignificant 

failures 
15

RETIREMENT PLAN PITFALLS 

SCP: 

There is no fee for self-correction. 

If utilized prior to being under exam, the plan sponsor identifies the failures. 

In order to be eligible for SCP, the plan sponsor or administrator of a plan must 

have established practices and procedures (formal or informal) reasonably 

designed to promote and facilitate overall compliance with IRS requirements. For 

example, the plan administrator of a qualified plan may include in its plan 

operating manual specific steps to determine when new employees are eligible to 

enter the plan so that the eligibility rules of the Code are satisfied. Please 

remember that a plan document alone does not constitute evidence of 

established procedures. 

SCP is available for correcting operational problems only – that is, the failure to 

follow the terms of your plan. SCP is not available for other types of problems, 
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such as the failure to keep your plan document up to date to reflect changes in 

the law. We will talk about this in more detail later in the presentation. 

Under SCP, the plan sponsor makes correction using the General Correction 

Principles set forth in the EPCRS Rev. Proc. A plan sponsor that corrects a 

failure listed in, and in accordance with, the correction methods included in the 

Rev. Proc. may be certain that the correction made is reasonable and 

appropriate for the failure. 

If needed, the plan sponsor makes changes to its administrative procedures to 

ensure the failures do not recur. 

Significant or Insignificant, that is the question 

How do you decide if a mistake is significant or insignificant? Look at the facts 

and circumstances. The Revenue Procedure lists some facts and circumstances 

to consider. The list is not all-inclusive. Examples include the percentage of plan 

assets involved in the failure, the number of years the failure occurred and 

whether correction was made within a reasonable time after the discovery of the 

failure. If you determine the failure is insignificant, then document how you came 

to that decision. 

A plan sponsor may correct Significant Operational Failures within two years of 

the end of the plan year in which the Operational Failures occurred.  

If a plan sponsor does not correct Operational Failures in its plan(s) within the 

two-year self-correction period, the Self-Correction Program may be used if, 

considering all of the facts and circumstances, the failures, in the aggregate, are 

Insignificant Operational Failures. 
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Insignificant Operational Failures can be corrected at any time. The program 

is available even if the Operational Failure is discovered by an agent on 

examination. 

When using SCP, the plan sponsor should maintain adequate records to 

demonstrate correction in the event of an audit of the plan. 

[Refer to eligibility chart for SCP that are the last two pages of tab 2] 

http://www.irs.gov/pub/irs-tege/scp_qual_403b_flowchart.pdf
http://www.irs.gov/pub/irs-tege/scp_sep_simple_flowchart.pdf
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Voluntary Correction (VCP) 

•The plan sponsor: 
–Identifies the failure 
–Proposes correction 
–Proposes administrative 

procedure changes
 

–Pays a compliance fee
 

16
RETIREMENT PLAN PITFALLS 

VCP: 

The plan sponsor identifies the failures – the failure does not have to be limited to 

operational errors, as was the case with the SCP program.   

The plan sponsor proposes correction using the General Correction Principles 

set forth in the EPCRS Rev. Proc. 

The plan sponsor proposes changes to its administrative procedures to ensure 

the failures do not recur. 

The plan sponsor pays a compliance fee according to the chart from the EPCRS 

Revenue Procedure that generally is based on the number of plan participants as 

reported on the most recently filed Form 5500 series return. The fee runs from 

$750 for plans with 20 or fewer participants to $25,000 for plans with over 10,000 

participants. Generally, there is a set $250 fee for SEPs and SIMPLE IRA plans.   

Typically, this fee is equal to only a small fraction of the amount of tax benefit 

preserved, which makes entering the program worthwhile for the plan sponsor. 
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Voluntary Correction (VCP) 

•The IRS issues a Compliance 
Statement 

•Plan sponsor makes correction 
•Plan will generally not be 

examined while in VC process 

17
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The IRS issues a Compliance Statement with respect to the plan detailing the 

qualification failures identified by the plan sponsor and the applicable correction 

methods approved by the IRS. 

The plan sponsor corrects the identified failures within 150 days of the issuance 

of the Compliance Statement. 

While the submission is pending, Employee Plans will not examine the plan, 

except under unusual circumstances. 
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Audit CAP 

•Plan under examination 
•Plan Sponsor 

–Enters into closing agreement 
–Makes correction 
–Pays negotiated 

sanction 
RETIREMENT PLAN PITFALLS 

18 

Audit CAP: 

•	 The plan sponsor or plan is Under Examination. 

•	 The plan sponsor enters into a Closing Agreement with the IRS. 

•	 The plan sponsor makes correction prior to entering into the Closing 


Agreement. 


•	 The plan sponsor pays a sanction negotiated with the IRS. This sanction is 

based on a negotiated percentage of the Maximum Payment Amount, which 

is the income tax that would be due if the plan was disqualified. 

While the sanction paid under Audit CAP should be greater than the fee paid 

under VCP, the sanction is a lot cheaper than the result from plan 

disqualification, and the benefits of the participants are preserved.  

Now that we have done an overview of EPCRS, we will look at some of the 

common mistakes that occur in a 401(k) plan and how to find, fix, and avoid 

these mistakes. 



 

 
 

 
 

 

 

 

Retirement Plan Pitfalls Workshop 10/21/2008

Slide 19 

Let’s Meet Our Client!! 

Video 

19
RETIREMENT PLAN PITFALLS 

We will look at some common mistakes that an employer may make in the 

course of maintaining a 401(k) plan. Specifically, we will be looking at a case 

study that you will find in tab 3 of your binder involving Jack’s PickleWorks 

Company, where not only the pickles are sour, but its 401(k) plan is too. Marisha 

Ward is the owner of Jack’s. She has asked you to help with her 401(k) plan. 

She’s someone you can’t refuse…someone you must help. She’ll tell a little 

about her business and her 401(k) plan. 

Let’s meet our client! 

Marisha: Hi, my name is Marisha Ward, and I own and operate Jack’s 

PickleWorks – we’re a small, regional company that provides pickles to 

retailers in the restaurant industry throughout the southeastern United 

States. Currently, I have 14 full-time employees and one-part time employee 

who are responsible for every step involved in the process of transforming 

the humble cucumber into the crunchy delicacy that Jack’s PickleWorks is 

known for. 
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I wanted to reward and retain my employees, and a friend of mine told me 

about a 401(k) plan that she got from the financial institution that handles 

her investments, so I contacted her agent and bought a plan, too. This lets 

my employees save for retirement, and I help, too. 

I’m in a pickle. Austin Pension Services was hired to perform the 

accounting services for our plan and prepare the annual valuation, Form 

5500 return, and all necessary reports. I went to drop off the information for 

them to file our 2007 return and the doors were locked and there was no 

forwarding address. I have all of the information from the 2006 files. Can 

you look it over and let me know what I need to do? 

Workshop Instructor:  So, you have a new, nervous client. And you know that we 

are going to have to find some mistakes in Jack’s PickleWork’s 401(k) plan. 

Together we are going to work to help Marisha find, fix, and avoid mistakes in her 

plan. 



 

 

 

 

 
 

 

 

 

 

 

 

Retirement Plan Pitfalls Workshop 10/21/2008

Slide 20 

Issue #1: Compensation Definition
Objectives 

• Determine if elective contributions were 
based on the proper definition of 
compensation 

• Employ the applicable correction programs to 
correct a mistake 

• Describe the methods to avoid the mistake 

20
RETIREMENT PLAN PITFALLS 

Let’s take a look at our first issue: 

At the end of this portion of the workshop, you will be able to: 

•	 Determine if elective contributions were based on the proper definition of 

compensation. 

•	 Employ the applicable correction programs to correct a mistake. 

•	 Describe the methods to avoid the mistake. 
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Issue #1: Compensation Definition
Background 

•Elective contributions 
–Pre-tax basis 
–Example 

•Employee salary of $30,000 
•Employee defers 10%, or $3,000 
•Only $27,000 is recognized as taxable 

income 
21

RETIREMENT PLAN PITFALLS 

First, let me give you some background. Section 401(k) of the Code permits an 

employee to elect to have his/her employer contribute a portion of the 

employee’s wages to a 401(k) plan on a pre-tax basis. These elective 

contributions are not subject to income tax at the time of the deferral and they are 

not reflected as taxable income on the employee’s Form 1040. So, if a worker 

earns $30,000 in a year and elects to defer 10% of his/her compensation, only 

$27,000 is recognized as taxable income on that year’s return.  
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Issue #1: Compensation Definition
Find the Mistake 

•Plan Document 
–Definition of compensation 
–Plan document may use different
 

definitions for different purposes
 

•Payroll records 
•Nondiscrimination testing records 

22
RETIREMENT PLAN PITFALLS 

An important aspect of operating a 401(k) plan is determining the proper 

compensation. The plan may use different definitions of compensation for 

different purposes. For example, contributions may be based on a definition that 

includes or excludes certain types of compensation such as bonuses, overtime, 

car allowances, etc., while the ADP testing uses a definition that includes all 

taxable wages. 

The plan document determines what compensation amounts are available for 

elective contributions. 

Now that we have the background of the law, let’s see what we need to 

determine if your client is using the proper definitions of compensation.   

Let’s take a look at the case study located in tab 3 and briefly go through the 

sections dealing with compensation.  
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(Have the attendees pull out the case study plan. Ask them what we need 
the client to provide us to verify compensation is correctly determined for 
each elective deferral. 

Where can you find these definitions in the plan? Discuss. Show where to 
find matching language in the adoption agreement; same for contributions, 
compensation… 

Adoption agreement sections #9 and #10 on page 4. 

To ensure the plan is using the correct compensation, you’ll need to start with the 

plan document. Review the definition of compensation and compare it to the 

definition used in operation to determine elective contributions. Most mistakes in 

this area occur because no one consulted the plan document. 

OK, Marisha, what can you tell us about how your employees are paid and how 

is the compensation information shared with your Pension Service? 
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Part 3 - Compensation Definitions 
(See Sections 22.102 and 22.197 of the BPD) 

9. 	 Definition of Total Compensation:

 [ X] a. W-2 Wages. 


[ ] b. Withholding Wages. 


[ ] c. Code §415 Safe Harbor Compensation. 


[Note: Each of the above definitions is increased for Elective Deferrals (as defined in Section 22.61 of the BPD), for
 
pre-tax contributions to a cafeteria plan or a Code §457 plan, and for qualified transportation fringes under Code 
§132(f)(4). See Section 22.197 of the BPD.] 

10. 	 Definition of Included Compensation for allocation of contributions or forfeitures: [Check a. or b. for those 
contributions the Employer elects under Part 4 of this Agreement. If b. is selected for a particular contribution, also 
check any combination of c. through j. for that type of contribution. See Section 22.102 of the BPD for determining 
Included Compensation for Employee After-Tax Contributions, QNECs, QMACs and Safe Harbor Contributions.] 

(1) (2) (3) 
§401(k) Employer Employer 


 Deferrals Match Nonelective 


a. [X] [X] [ ] Total Compensation, as defined in #9 above. 

b. [ 	 ] [ ] [ ] Total Compensation, as defined in #9 above, with the following exclusions: 

c.	 N/A [ ] [ ] Elective Deferrals, pre-tax contributions to a cafeteria plan or a Code 
§457 plan, and qualified transportation fringes under Code §132(f)(4) are 
excluded. See Section 22.102 of the BPD. 

d. 	[ ] [ ] [ ] Fringe benefits, expense reimbursements, deferred compensation, and 
welfare benefits are excluded.

 e. [ 	 ] [ ] [ ] Compensation above $  is excluded.

 f. [ 	 ] [ ] [ ] Bonuses are excluded. 

g. [ 	 ] [ ] [ ] Commissions are excluded. 

h. [ 	 ] [ ] [ ] Overtime is excluded. 

i.	 [ ] [ ] [ ] Amounts paid for services performed for a Related Employer that does 
not execute the Co-Sponsor Adoption Page under this Agreement are 
excluded. 

j. [ 	 ] [ ] [ ] (Describe modifications to Included Compensation) 

[Note: Unless otherwise provided under j., any exclusions selected under f. through j. above do not apply to Nonhighly 
Compensated Employees in determining allocations under the Permitted Disparity Method under Part 4C, #21.b. of 
this Agreement or for purposes of applying the Safe Harbor 401(k) Plan provisions under Part 4E of this Agreement.] 

[ ] 11. 	 Special rules. 

[ ] a.	 Highly Compensated Employees only. For all purposes under the Plan, the modifications to Included 
Compensation elected in #10.f. through #10.j. above will apply only to Highly Compensated Employees. 

[ ] b.	 Measurement period (see the operating rules under Section 2.2(c)(3) of the BPD). Instead of the Plan 
Year, Included Compensation is determined on the basis of the period elected under (1) or (2) below.  

[ ] (1)	 The calendar year ending in the Plan Year. 

[ ] (2)	 The 12-month period ending on _________________________ which ends during the Plan Year. 

[Note: If this selection b. is checked, Included Compensation will be determined on the basis of the period 
designated in (1) or (2) for all contribution types. If this selection b. is not checked, Included Compensation 
is based on the Plan Year. See Part 4 for the ability to use partial year Included Compensation.] 

[Practitioner Tip: If  #11.b is checked, it is recommended that the Limitation Year for purposes of applying 
the Annual Additions Limitation under Code §415 correspond to the period used to determine Included 
Compensation. This modification to the Limitation Year may be made in Part 13, #69.a. of this Agreement.] 

NonStandardized 401(k) Adoption Agreement 
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How are the Employees Paid? 

Video 

23
RETIREMENT PLAN PITFALLS 

Marisha: We use total pay – that includes overtime – we give a lot of 

overtime, because we’re a growing business and that’s a very effective 

inducement. Our salespeople work on commission. We have a contest 

every year to see who has the highest sales. The winner gets a bonus at 

the end of the year. It is a huge motivator. Lucy Dade was the winner in 

2006. She got a $12,000 bonus. Our salespeople work hard and spend a lot 

of time on the road. We need to keep them happy. 
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RETIREMENT PLAN PITFALLS 
24 

What Documents Do We Need? 

Ask participants what documents we need to determine if there is an error. 
Under #1 – Plan 
Under #2 – Payroll Data 
Under #3 – Allocation Schedule 

  (Assist participants in locating all documents noted by client in tab 3.) 

We now have the tools we need to find the mistake. Review the adoption 

agreement and applicable plan provisions, along with the payroll data and 

allocation schedule. Take a few minutes to look over the information. If you have 

any questions, contact one of the instructors. 

(Ask the attendees what problems, if any, they see with regard to the 
client’s comments and/or the spreadsheet and discuss.)  
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Jack's PickleWorks Company Forms W-2 For the Year Ended December 31, 2006 

Social 
Social Wages, Tips Federal Social Security Medicare Medicare 

Record Security Middle and Other Income Tax Security Tax Wages & Tax 
Identifier Number First Name Initial Last Name Compensation Withheld Wages Withheld Tips Withheld 401(k)) 
1 000008219 MARY  B ALPINE 31,500.00  6,300.00  35,000.00  2,170.00 35,000.00 507.50 3,500.00 

2 000004778 WILLIAM Q  BENNETT 25,186.00  4,626.00  25,700.00  1,593.40 25,700.00 372.65 514.00 

3 000004256 JAY  P COLE 25,500.00  4,590.00  25,500.00  1,581.00 25,500.00 369.75 0.00 

4 000001952 LUCY E DADE 55,200.00  8,640.00  60,000.00  3,422.40 60,000.00 870.00 4,800.00 

5 000002265 ROBERT N DANE 43,200.00  12,600.00  45,000.00  2,790.00 45,000.00 652.50 1,800.00 

6 000007717 PINCUS  H DUVAL 58,500.00  11,700.00  65,000.00  4,030.00 65,000.00 942.50 6,500.00 

7 000003819 CHARLES R FURMAN 20,710.00  3,924.00  21,800.00  1,351.60 21,800.00 316.10 1,090.00 

8 000001237 BONNIE  L  GLYNN 50,000.00  9,000.00  50,000.00  3,100.00 50,000.00 725.00 0.00 

9 000002358 SUSAN G  HOOD 19,530.00  3,906.00  21,700.00  1,345.40 21,700.00 314.65 2,170.00 

10 000003954 JAMES  A JASPER  27,645.00  5,130.00  28,500.00  1,767.00 28,500.00 413.25 855.00 

11 000004158 JOHN F  PACE 28,880.00  5,472.00  30,400.00  1,884.80 30,400.00 440.80 1,520.00 

12 000006812 SARAH O  PRATT 30,500.00  5,490.00  30,500.00  1,891.00 30,500.00 442.25 0.00 

13 000009841 BLANCHE J SCOTT 93,100.00  21,600.00  94,200.00  5,840.00 95,000.00 1,305.00 1,900.00 

14 000001961 DANE  C STORY 17,000.00  3,060.00  17,000.00  1,054.00 17,000.00 246.50 0.00 

15 000007177 HAROLD D SUMTER 20,500.00  3,690.00  20,500.00  1,271.00 20,500.00 297.25 0.00 

16 000007193 JOHN M  TATE 122,000.00  26,400.00  94,200.00  5,840.00 140,000.00 2,030.00 18,000.00 

17 000003846 MARISHA  I  WARD 203,000.00 60,200.00  94,200.00  5,840.00 225,000.00 3,262.50 22,000.00 

18 000009137 RENEE'  K WORTH 41,760.00  7,830.00  43,500.00  2,697.00 43,500.00 630.75 1,740.00 

913,711.00  204,158.00  802,700.00 49,468.60 980,100.00 14,138.95 66,389.00 
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Jack's PickleWorks Company 
401(K) Plan 

Allocation Report 
2006 Plan Year 

PLAN BALANCE EMPLOYEE EMPLOYER EARNINGS BALANCE 
PARTICIPANT COMP 1/1/2006 DEFERRAL MATCH ALLOCATION 12/31/2006 

Mary Alpine 35,000.00$ 6,300.00$ 3,500.00$ 875.00$ 533.75$ 11,208.75$ 
Bill Bennett 25,700.00$ 3,650.00$ 514.00$ 128.50$ 214.63$ 4,507.13$ 
Jay Cole 25,500.00$ 4,590.00$ -$ -$ 229.50$ 4,819.50$ 
Lucy Dade 48,000.00$ 57,600.00$ 4,800.00$ 1,200.00$ 3,180.00$ 66,780.00$ 
Bob Dane 45,000.00$ 10,800.00$ 1,800.00$ 450.00$ 652.50$ 13,702.50$ 
Pincus Duval 65,000.00$ 15,600.00$ 6,500.00$ 1,625.00$ 1,186.25$ 24,911.25$ 
Charles Furman 21,800.00$ 3,370.00$ 1,090.00$ 272.50$ 236.63$ 4,969.13$ 
Susan Hood 21,700.00$ 16,926.00$ 2,170.00$ 542.50$ 981.93$ 20,620.43$ 
James Jasper 28,500.00$ 8,550.00$ 855.00$ 213.75$ 480.94$ 10,099.69$ 
John Pace 30,400.00$ 9,120.00$ 1,520.00$ 380.00$ 551.00$ 11,571.00$ 
Sarah Pratt 30,500.00$ 3,660.00$ -$ -$ 183.00$ 3,843.00$ 
Blanche Scott 95,000.00$ 81,000.00$ 1,900.00$ 475.00$ 4,168.75$ 87,543.75$ 
John Tate $ 140,000.00 6,600.00$ 18,000.00$ 4,500.00$ 1,455.00$ 30,555.00$ 
Marisha Ward $ 220,000.00 $ 104,000.00 22,000.00$ 5,500.00$ 6,575.00$ $ 138,075.00 
Renee' Worth 43,500.00$ 7,830.00$ 1,740.00$ 435.00$ 500.25$ 10,505.25$ 

TOTALS $ 875,600.00 $ 339,596.00 $ 66,389.00 $ 16,597.25 $ 21,129.11 $ 443,711.36 
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Jack's PickleWorks Company 401(k) Plan 
2006 Plan Census 

DATE OF DATE OF DATE OF DATE OF HOURS OF ANNUAL 
EMPLOYEE BIRTH HIRE PLAN ENTRY TERM SERVICE COMP STATUS HCE 
Alpine, Mary 09/05/53 02/08/03 07/01/04 2000 $ 35,000.00 Active 
Bennet, William 05/17/72 07/15/95 01/01/97 2000 $ 25,700.00 Active 
Cole, Jay 07/31/60 03/05/03 07/01/04 08/07/06 1133 $ 25,500.00 Terminated 
Dade, Lucy 12/08/42 09/05/87 01/01/89 2000 $ 48,000.00 Active 
Dane, Robert 06/02/53 03/27/96 07/01/97 05/03/06 900 $ 45,000.00 Terminated Yes 
Duval, Pincus 06/21/68 10/23/02 01/01/04 2000 $ 65,000.00 Active 
Furman, Charles 09/08/74 01/09/94 07/01/95 2000 $ 21,800.00 Active 
Glynn, Bonnie 05/07/75 09/22/04 1250 $ 50,000.00 Ineligible 
Hood, Susan 05/11/60 03/05/93 07/01/98 2000 $ 21,700.00 Active 
Jasper, James 05/12/67 03/06/97 07/01/98 2000 $ 28,500.00 Active 
Pace, John 08/13/78 02/13/97 07/01/98 2000 $ 30,400.00 Active 
Pratt, Sarah 07/10/70 08/02/03 01/01/05 10/17/06 1452 $ 30,500.00 Terminated 
Scott, Blanche 05/24/67 03/05/92 07/01/93 2000 $ 95,000.00 Active Yes 
Story, Dane 11/28/55 04/17/06 1480 $ 17,000.00 Ineligible 
Sumter, Harold 02/23/71 05/15/06 1320 $ 20,500.00 Ineligible 
Tate, John 03/08/52 06/24/04 07/01/05 2000 $140,000.00 Active Yes 
Ward, Marisha 08/19/66 06/07/86 07/01/87 2000 $225,000.00 Active Yes 
Worth, Renee' 01/10/77 01/02/03 07/01/04 2000 $ 43,500.00 Active 
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Slide 25 

Issue #1: Compensation Definition
Fix the Mistake 

•Lucy Dade’s total pay is $60,000.  
Comp used for contribution and 
allocation purposes was $48,000.  
(Bonus excluded) 

•Discovered by comparing W-2 to 
Allocation Schedule. 

25
RETIREMENT PLAN PITFALLS 

How many of you found a problem? 

Compensation – Lucy Dade elected to defer 10% of her total compensation. In 

2006, Lucy received a bonus that was not included on the census report sent to 

Austin. 

The adoption agreement indicates the definition of compensation is all-inclusive – 


it does not exclude bonuses, commissions, or fringe benefits.   


It also indicates the plan will provide a 25% match of elective contributions. 


Lucy’s W-2 shows her total compensation, including the bonus, is $60,000. 


The allocation report indicates Lucy’s deferral of $4,800, or 10% of $48,000 (her 


compensation, excluding the bonus) and that she received a 25% match of her 


10% deferral. 


As you notice, Lucy’s deferral was based on $48,000 compensation instead of 


her total compensation of $60,000. Therefore, her deferral election was not 


applied to her $12,000 bonus. What are your thoughts on how to correct this 


error? 
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Slide 26 

Issue #1: Compensation Definition
Fix the Mistake 

•Lucy should receive a corrective 
contribution for the missed deferral 
–$12,000 x 10% x 50% = $600 correction 
–Adjust the $600 correction for earnings 

26
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Correction is based on the premise of a missed deferral opportunity. This means 


that correction is equal to 50% of the missed deferral, adjusted for earnings. For 


plans with a corresponding match, the match would be based on 100% of the 


original missed deferral. Correction is 50% of the missed deferral, rather than 


100%, because remember, one of the basic premises of the correction program 


is to put the participant in the position they would have been if the mistake had 


not occurred. In this case, Lucy was not given the opportunity to defer any of her 


$12,000 bonus. 


For our example: 


Lucy Dade should receive a corrective contribution for the missed deferral. 


$12,000 x 10% x the missed deferral opportunity of 50% = $600 correction.  


Adjust the $600 correction for earnings based on the amount Lucy earned in her 


account. Base earnings on when missed contributions occurred, in this case on 


the end of the year bonus. The corrective contribution and earnings must be 


immediately vested. 
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Slide 27 

Issue #1: Compensation Definition
Fix the Mistake 

• Lucy should also receive a corrective 
contribution for the match on the missed 
deferral: 
–$12,000 x 10% = $1,200 x 25% match = 

$300 correction 
–Adjust the $300 for earnings 

27
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In addition, Lucy should receive a corrective contribution for the match on the 


missed deferral: 


$12,000 x 10% = $1,200 x 25% match = $300 correction. 


Again, adjust the $300 for earnings. 


Base earnings on when the matching contribution was made. This could be each 


pay period or after the end of the plan year, depending on when the matching 


contributions were made. 


It isn’t necessary to rerun the nondiscrimination tests if the correction is made in 


this manner. 
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Slide 28 

Issue #1: Compensation Definition
Correction Programs Available 

SCP
 

VCP
 

Audit CAP
 

28
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We have an operational mistake that we need to correct. We have several 

options for correction. We’ll go through each one and determine the proper fit.   

Do you think SCP would apply to this mistake? Discuss. 

SCP would apply in this situation: This mistake illustrates an operational problem, 

in that the employer failed to follow the terms of the plan by failing to include 

Lucy’s bonus in the compensation used to determine her allocation under the 

plan. Therefore, if the other eligibility requirements of SCP are satisfied, Marisha 

may use SCP to correct the failure. 

No fees or forms to file for self-correction. 

Practices and procedures must be in place. 

Marisha would be able to correct even beyond the two-year correction period, 

assuming the mistake is considered insignificant.  
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What about VCP? Discuss 

VCP could also apply: 

If it’s determined that Jack’s PickleWorks did not have the proper practices and 

procedures in place, correction could occur using VCP.   

Correction would require the filing of an application with the IRS, along with the 

payment of a fee. This fee would, in all cases, be significantly less than 

correction occurring on audit. 

In addition, the practices and procedures need to be revised so that the mistake 

will not recur in the future. 

Audit CAP: Discuss 

If this mistake is not corrected using SCP or VCP, but instead is discovered on 

an audit of the plan, a closing agreement may be the only solution to the 

problem. 

The sanction amount is always higher than would be available under SCP or 

VCP. 

Even if a mistake is uncovered under audit, it can be corrected under SCP if 

insignificant.   

The actual correction would be the same under all three programs and the tax-

favored status of the plan would be maintained.   
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Slide 29 

Issue #1: Compensation Definition
Avoid the Mistake 

• Perform annual review of the plan’s 
operations 

• If plan document is amended 
– check new definitions against old plan, noting 

any differences 
– communicate any changes to everyone involved 

in the plan’s operations 

• If how employees are compensated is 
changed, review plan definitions of 
compensation 

29
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There are a number of ways to avoid this mistake: 

•	 Perform annual reviews of the plan’s operations by using the 401(k) checklist 

that you will find in tab 5. 

•	 If the plan document is amended, check the definitions against the old plan 

document, noting any differences. 

•	 If the plan document is amended, communicate those changes to everyone 

involved in the plan’s operations. 

•	 If how employees are compensated is changed (providing a taxable car 


allowance or bonus, for example) review the plan to determine how that 


compensation fits into the definitions of compensation. 


http://www.irs.gov/pub/irs-tege/pub4531.pdf
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Slide 30 

Issue #1: Compensation Definition
Avoid the Mistake 

• Make sure the person in charge of 
determining compensation knows the plan 
document and its changes 

• Know what third-party administrators have 
agreed to provide. They may be relying on 
the employer for all information 

• If possible, simplify the plan’s definition of 
compensation and use the same definition 
for multiple purposes 

30
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•	 Make sure the person in charge of determining compensation is properly 


trained to understand the plan document. 


•	 Know what third-party administrators have agreed to provide. They may be 

relying on the employer for all information, such as compensation and deferral 

amounts, used in their own work. 

•	 If possible, simplify the plan’s definition of compensation and use the same 


definition for multiple purposes.
 

Questions? 
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Slide 31 

RETIREMENT PLAN PITFALLS 
31 

Issue #1: Compensation Definition
Recap 

This slide shows the portion of the 401(k) Fix-It Guide relating to the 

compensation definition issue. It is the third item on the Guide.   

Go over the objectives again and review: 

•	 Determine if elective contributions were based on the proper definition of 

compensation. 

•	 Employ the applicable correction programs to fix a mistake. 

•	 Describe the methods to avoid the mistakes.  



 

 

  

 
 

                              

 

 

 

 

 

 

 

 

Retirement Plan Pitfalls Workshop 10/21/2008

Slide 32 

Issue #2: Employees Participating
Objectives 

• Identify the portions of a plan document 
and/or adoption agreement that pertain to 
the eligibility and participation requirements 

• Determine whether the plan meets these 
requirements in operation 

• Employ the applicable correction program 
• Describe the methods to avoid the mistakes 

32
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The next mistake that we will focus on in today’s discussion will provide you with 

the following information: 

•	 Identify the portions of a plan document and/or adoption agreement that 


pertain to the eligibility and participation requirements. 


•	 Determine whether the plan meets these requirements in operation. 

•	 Employ the applicable correction programs to this type of mistake. 

•	 Describe the methods to avoid this operational error from occurring in the 


plan. 
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Slide 33 

Issue #2: Employees Participating
Background 

•Plan language 
–Definition of “Employee” 
–Eligibility requirements 

•Age (21) 
•Service (1 year)
 

–Participation dates
 
•January 1 and July 1 

•Accurate employee data 
33
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Pages 2 and 3 of the adoption agreement state the Eligibility Requirements: 

The adoption agreement item #4 shows excluded categories of employees. 

Jack’s PickleWorks, as you can see, does not exclude any employees, but you 

see a list of employees who could be excluded if the employer chose those 

options. 

Item #5 is the minimum age and service conditions for eligibility purposes. The 

PickleWorks plan chose age 21 and a year of service, which is the minimum 

required by the Code. There are options available to be more liberal than the 

minimum as you can see. 

Item #7 talks about the entry date and Jack’s chose the entry date next following 

meeting the age and service requirements.   

Item #8 gives the definition of the entry date, which has been selected as the first 

day of the plan year and the first day of the seventh month of the plan year, in 
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this case, January 1st and July 1st. As you can see, quicker entry into the plan is 

available, if chosen.   
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Part 1 - Eligibility Conditions 
(See Article 1 of the BPD) 

4. 	 Excluded Employees. [Check a. or any combination of b. - f. for those contributions the Employer elects to make 
under Part 4 of this Agreement. See Section 1.2 of the BPD for rules regarding the determination of Excluded 
Employees for Employee After-Tax Contributions, QNECs, QMACs and Safe Harbor Contributions.] 

(1) (2) (3) 
§401(k) Employer Employer 


 Deferrals Match Nonelective 


a. [X] [X] [ ]	 No excluded categories of Employees. 

b. [ 	 ] [ ] [ ] Union Employees (see Section 22.202 of the BPD). 

c. [ 	 ] [ ] [ ] Nonresident Alien Employees (see Section 22.124 of the BPD). 

d. [ 	 ] [ ] [ ] Leased Employees (see Section 1.2(b) of the BPD). 

e. [ 	 ] [ ] [ ] Highly Compensated Employees (see Section 22.99 of the BPD). 

f. [ 	 ] [ ] [ ] (Describe Excluded Employees) 

5. 	 Minimum age and service conditions for becoming an Eligible Participant. [Check a. or check b. and/or any one of 
c. – e. for those contributions the Employer elects to make under Part 4 of this Agreement. Selection f. may be checked 
instead of or in addition to any selections under b. – e. See Section 1.4 of the BPD for the application of the minimum 
age and service conditions for purposes of Employee After-Tax Contributions, QNECs, QMACs and Safe Harbor 
Contributions. See Part 7 of this Agreement for special service crediting rules.] 

(1) (2) (3) 
§401(k) Employer Employer 


 Deferrals Match Nonelective 


a. [ 	 ] [ ] [ ] None (conditions are met on Employment Commencement Date). 

b. [X] [X] [ ]	 Age ____21___ (cannot exceed age 21). 

c. [X] [X] [ ]	 One Year of Service.

 d. 	[ ] [ ] [ ] _________ consecutive months (not more than 12) during which the 
Employee completes at least ___________ Hours of Service (cannot 
exceed 1,000).  If an Employee does not satisfy this requirement in the 
first designated period of months following his/her Employment 
Commencement Date, such Employee will be deemed to satisfy this 
condition upon completing a Year of Service (as defined in Section 1.4(b) 
of the BPD). 

e.	 N/A [ ] [ ] Two Years of Service. [Full and immediate vesting must be selected under 
Part 6 of this Agreement.] 

f. [ 	 ] [ ] [ ] (Describe eligibility conditions)  

[Note: Any conditions provided under f. must be described in a manner 
that precludes Employer discretion, must satisfy the nondiscrimination 
requirements of §1.401(a)(4) of the regulations, and may not cause the 
Plan to violate the provisions of Code §410(a).] 

[X] 6. Dual eligibility. Any Employee (other than an Excluded Employee) who is employed on the date designated under a. 
or b. below, as applicable, is deemed to be an Eligible Participant as of the later of the date identified under this #6 or 
the Effective Date of this Plan, without regard to any Entry Date selected under Part 2. See Section 1.4(d)(2) of the 
BPD. [Note: If this #6 is checked, also check a. or b. If this #6 is not checked, the provisions of Section 1.4(d)(1) of the 
BPD apply.] 

 [X] a.	 The Effective Date of this Plan. 

[ ] b.	 (Identify date) ___________________________ 

[Note: Any date specified under b. may not cause the Plan to violate the provisions of Code §410(a). See Section 1.4 of 
the BPD.] 

NonStandardized 401(k) Adoption Agreement 
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(See Section 1.5 of the BPD) 

7. 	 Entry Date upon which participation begins after completing minimum age and service conditions under Part 1, 
#5 above. [Check one of a. - e. for those contributions the Employer elects to make under Part 4 of this Agreement. See 
Section 1.5 of the BPD for determining the Entry Date applicable to Employee After-Tax Contributions, QNECs, 
QMACs and Safe Harbor Contributions.] 

(1) (2) (3) 
§401(k) Employer Employer 


 Deferrals Match Nonelective 


a. [ 	 ] [ ] [ ] The next following Entry Date (as defined in #8 below). 

b. 	[X] [X] [ ] The Entry Date (as defined in #8 below) coinciding with or next following 
the completion of the age and service conditions. 

c. N/A [ ] [ ]	 The nearest Entry Date (as defined in #8 below). 

d. N/A [ ] [ ]	 The preceding Entry Date (as defined in #8 below). 

e.	 [ ] [ ] [ ] The date the age and service conditions are satisfied. [Also check #8.e. 
below for the same type of contribution(s) checked here.] 

8. 	 Definition of Entry Date. [Check one of a. - e. for those contributions the Employer elects to make under Part 4 of this 
Agreement. Selection f. may be checked instead of or in addition to a. - e. See Section 1.5 of the BPD for determining 
the Entry Date applicable to Employee After-Tax Contributions, QNECs, QMACs and Safe Harbor Contributions.] 

(1) (2) (3) 
§401(k) Employer Employer 


 Deferrals Match Nonelective 


a.	 [X] [X] [ ] The first day of the Plan Year and the first day of 7th month of the Plan 
Year. 

b. [ 	 ] [ ] [ ] The first day of each quarter of the Plan Year. 

c. [ 	 ] [ ] [ ] The first day of each month of the Plan Year. 

d. 	 [ ] [ ] [ ] The first day of the Plan Year. [If #7.a. or #7.b. above is checked for the 
same type of contribution as checked here, see the restrictions in Section 
1.5(b) of the BPD.] 

e.	 [ ] [ ] [ ] The date the conditions in Part 1, #5 above are satisfied. [This e. should be 
checked for a particular type of contribution only if #7.e. above is also 
checked for that type of contribution.]

 f. [ 	 ] [ ] [ ] (Describe Entry Date)  

[Note: Any Entry Date designated in f. must comply with the requirements 
of Code §410(a)(4) and must satisfy the nondiscrimination requirements 
under §1.401(a)(4) of the regulations. See Section 1.5(a) of the BPD.] 

NonStandardized 401(k) Adoption Agreement 
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Slide 34 

Issue #2: Employees Participating
Find the Mistake 

•Plan document language 
•Personnel records 
•Payroll records 

34
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We have already reviewed the plan document concerning the language on 

eligibility and participation. Now let’s check the personnel and payroll records to 

find out which employees are eligible. 
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What is the Process for Determining When 
Employees Become Participants? 

Video 

35
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Let’s check back with Marisha to find out if all eligible employees are participating 

in the plan. 

Marisha: We are a small company. Mary Alpine is our Office Manager. She 

handles the personnel functions. We hired Payroll, Inc. to handle our 

payroll. When a new hire starts, they meet with Mary for a company 

orientation including a review of the company benefits. She gives the new 

hire the Employee Package with written details of the company, benefits, 

and 401(k) plan. She provides Payroll with the new employee’s name, 

deductions, date of hire, marital status, and social security number.   

As I said earlier, Austin Pension Services did all of the administration of 

our 401(k) plan. They sent Mary a form to fill out twice a year and she filled 

it out and sent it back to them. They let Mary know when folks were eligible 

to be in the plan. Our plan has two entry dates – January 1 and July 1. We 

give an election form at the end of the employee’s first anniversary of 

working with us. We sort of have a little party and celebrate and this is one 

of our “gifts.” It’s a big morale booster. All full-time employees are eligible 




