4

l
COMPENSATION & BENEFTTS

JUNE 2001

Summary of Retirement-Related Provisions of the
Economic Growth and Tax Relief Reconciliation Act of 2001

The Economic Growth and Tax Relief Reconciliation Acenhance employee participation and retention, maximize
of 2001 (the “Act”), which was signed into law by deductions and other tax benefits of plan sponsorship
President Bush on June 7, 2001, contains significant and simplify plan administration, many impose potentially
changes to the federal income tax provisions applicabsibstantial and perhaps unexpected burdens on plan
to virtually every type of tax-qualified retirement sponsors and administrators.

arrangement, including qualified retirement plans (such

as 401(k), profit sharing, money purchase and definedlvI ost Of. these changes take .e ﬁ?C.t on Jan.uary 1, 2002. .
i . . Accordingly, employers and individuals will need to begin
benefit pension plans), employee stock ownership

plans (‘ESOPs”), 403(b) plans, state and local planning for these changes now. The Internal Revenue

. . ervice is considering whether to issue model
government deferred compensation plans establlsheg g

under Section 457 of the Internal Revenue Code (“457amendments for plar_15_ to use in adopting the A_Ct?
B L . . . changes, but no decision has been made at this time.
plans”) and individual retirement accounts (including

Traditional, Roth, SEP and SIMPLE IRAS) Notably, due to restraints imposed by prior budget
' ' ' resolutions, all of the changes included in the Act are

The Act’s retirement provisions include well-publicized scheduled to terminate on December 31, 2010 unless
increases in limits on benefits and contributions. Congress provides otherwise before that date.
However, several changes in the way retirement plan , ,

. g . y . P S\Ne have prepared a detailed plan-by-plan analysis of the
must be administered, designed and communicated to . .

- . . retirement-related provisions of the Act. Itis, of course,
participants were also included in the Act. Although a . -
- - not possible to capture in this summary all of the nuances

number of these less well-publicized provisions of the

S . reflected in the nearly 100 pages of the Conference Report
Act offer significant opportunities to employers to ) -
devoted to the retirement-related provisions of the Act.

Moreover, numerous questions regarding the scope and
implementation of these changes arise that do not
presently lend themselves to easy answers.
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A. Qualified Plans (General) apply to the plan. Generally, a plan is top-heavy if at
least 60% of the accrued benefits (in a defined benefit

1. INCREASE IN COMPENSATION LIMIT plan) or plan account balances (in a defined

The Internal Revenue Code limits the amount of a contribution plan) are allocated to a group of
participant’s annual compensation that may be takeparticipants known as the “key employees.” Currently,
into account for several purposes in a qualified plankey employees include (i) officers earning over $70,000,
The compensation limit applies to the level of (ii) five-percent owners of the employer, (iii) one-percent
contributions made to or benefits accrued under a owners of the employer earning over $150,000, or (iv)
plan, the amount that an employer can deduct for plarone of the 10 employees earning more than $35,000 with
contributions and certain nondiscrimination tests. the largest ownership interests in the employer. Family
Currently, the compensation limit is $170,000, which is ownership of the employer must be aggregated for
indexed to inflation in $10,000 increments. Under the purposes of determining who is a key employee. In

Act, the compensation limit is increased to $200,000 inaddition, distributions made to employees over the past
2002 and will be indexed to inflation in $5,000 incrementive years who were key employees when they

for subsequent years. The new compensation limit wilerminated employment are included in the calculation
have the effect of increasing permitted contributions, of whether the plan is top-heavy.

benefits and deductions, and further expands the tax
savings generated by corresponding increases in
employer and employee contribution limits for
retirement plans and arrangements (see Sections B
F(1), G(2) and G(3)) and employer deduction limits
(see Sections B(3) and C(2)).

The Act makes three primary changes to the top-
heavy rules. First, the definition of a key employee is
implified somewhat and its scope is narrowed.
nder the Act, key employees will include only (i)
officers earning over $130,000, (ii) five-percent
owners, and (iii) one-percent owners earning over
$150,000. The Act increases the compensation

2. PLAN LOANS . - “
L . threshold for officers and eliminates the “top-ten
The current prohibited transaction rules do not allow

o . owner” rule under (iv) above. In addition, key
loans from qualified plans to participants who are -
) ., employees will include only those employees who fall
owner-employees.” Plan loans to other plan

- . under one of the above categories in the preceding
participants are permitted under a regulatory

. o . . lan year, rather than over the last five years. Famil
exemption to the prohibited transaction rules, with plany y y

o attribution of ownership interests will continue to
certain limits on the amount and form of the loan. For

B - apply only to the determination of employees who

these purposes, an “owner-employee” includes a :
. _ are five-percent owners.

sole proprietor or a partner or S corporation
shareholder with a significant ownership interest in Second, the determination of the benefits included in
the partnership or corporation, as the case may bethe top-heavy calculation is modified. The
In addition, IRA owners are not permitted to take outalculation of whether the plan is top-heavy
loans on their IRA balances. The Act eliminates thegenerally will take into account only current benefits
prohibition on plan loans to owner-employees, but and distributions made in the one-year period ending
not with respect to IRA owners. Consequently, on the date the top-heavy determination is being
owner-employees will be eligible to receive plan loansade, instead of including distributions to key
subject to the same requirements and limits imposedmployees in the past five years. However, in-service
on other plan participants. While this change is  distributions made in the past five years will continue
effective beginning January 1, 2002, it will apply to ato be included in the top-heavy calculation. Further,
loan made prior to January 1, 2002 if the loan benefits attributable to former employees will not be
otherwise conforms to the regulatory requirements taken into account if the employee has performed no
for plan loans. This means that plan loans can be services for the employer in the one-year period
made available to owner-employees now. ending on the top-heavy determination date.

Third, the Act provides that a 401(k) plan meeting the
safe harbor nondiscrimination requirements of
Section 401(k)(12) of the Internal Revenue Code will

3. TOP-HEAVY RULES
If a plan is considered “top-heavy,” special increased
contribution and accelerated vesting requirements
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automatically avoid top-heavy status. The safe harboFhe Act expands the definition efigible rollover
under Section 401(k)(12) generally requiresthatan  distribution to include distributions attributable to
employer make either (i) a nonelective contribution for after-tax contributions. However, rollovers between
each eligible nonhighly compensated employee of 3%qualified plans of distributions attributable to after-
of the employee’s compensation, or (i) a matching  tax contributions may be accomplished only in a
contribution for each eligible employee (or just for eacluirect plan-to-plan transfer, and distributions of
eligible nonhighly compensated employee) equal to amounts attributable to after-tax IRA contributions
100% of the employee’s salary deferrals up to 3% of theay not be rolled over to a qualified plan, a 403(b)
employee’s compensation, plus 50% of the employee’plan or a 457 plan.
deferrals from 3% to 5% of his or her compensation. . . .
: . . In addition, the Act revises the requirement that a
The Act also provides that matching contributions used " o o
. o ) . participant must roll over a distribution within 60
to satisfy the minimum benefit requirements for top- o o
. . .. days after the distribution by giving the Internal
heavy plans may be taken into account in determinin

. S gRevenue Service authority to waive the 60-day
whether the plan satisfies the nondiscrimination rules, . . .
requirement in cases of casualty, disaster or other

thus overridingurrent Internal Revenue Service .
: events beyond the control of the participant.
regulations.

The changes to the top-heavy rules are effective fOIhese changes are effective for distributions

o occurring on or after January 1, 2002. These
plan years beginning on or after January 1, 2002. )
. Lo expanded rollover rules should generally increase the
These changes—yparticularly the elimination of the

five-year look-back rules—should substantially portability of tax-advantaged retirement assets

. . . . between employers. However, the rules contain
simplify administration of the top-heavy test. ploy

. . several traps for the unwary that could complicate
Moreover, the increase in the key employee P y P

. ) .. the rollover process. The expansion of the definition
compensation threshold for officers should make it o . .
f eligible rollover distribution to include amounts

easier for some plans to pass the top-heavy test. 'Phe

. attributable to after-tax contributions should be
top-heavy exemption for safe harbor 401(k) plans L .
. welcomed by individuals that wish to move
should increase the appeal of these plans.

retirement assets out of a former employer’s plan
while still preserving tax-deferred treatment of the

4. EXPANSION OF ROLLOVER PROVISIONS . . .
earnings on those contributions.

Currently, distributions from a tax-qualified defined
benefit or defined contribution plan that otherwise

meet the definition of an “eligible rollover o . . L
g A qualified plan is permitted to distribute a

distribution” can be rolled over only to an IRA or . ) L
o terminated employee’s plan benefit without the
another qualified plan. They cannot be rolled over to

2.403(b) plan or a 457 plan. Similarly, distributions employee’s consent if the present value of the benefit

does not exceed $5,000. The Act allows a plan to
from these other types of plans cannot be rolled over

o - disregard amounts that have been rolled over to the
to a tax-qualified plan. Also, surviving spouses

generally may only roll over a distribution to an IRA. plan in calculating whether the employee’s benefit

The Act removes these rollover restrictions and exceeds $5,000.

generally allows an eligible rollover distribution from In addition, the employee generally is permitted to
any of the above plans to be rolled over to anotherroll over the involuntary cash-out distribution to an
type of plan. However, a plan is not required to IRA or another qualified plan, but if the employee
accept such rollovers. Distributions for which capitaloes not elect this alternative, the distribution is paid
gains or averaging treatment are available and sought in cash. The Act requires that, for cash-out

may only be rolled over in accordance with existing distributions exceeding $1,000, the default option is a
rollover rules. direct rollover to an employer-established IRA. Of

. - course, the employee still has the option of
The Act also permits a surviving spouse of a deceaseégsi nating an IRA or other emplover plan to receive
participant to roll over distributions of the deceased 9 g ployer p

. , . o the distribution or taking a cash distribution.
participant's benefits to a qualified plan,  403(b) plan ?—r|owever the default ro?lover provision for cash-out

a 457 plan in which the surviving spouse patrticipates.

5. CHANGES TO INVOLUNTARY CASH-OUT RULES
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distributions could create significant administrative 8. LIMITATION ON ANTI-CUTBACK RULES
burdens for employers when employees do not make dntil recently, no qualified plan could adopt an
affirmative distribution election. First, the employer ~amendment that reduced or eliminated “protected
must seek out an IRA provider and establish an IRA ohenefits,” which are generally defined as accrued
behalf of the nonresponsive employee. Second, the Renefits, including an early retirement benefit or
specifies that the employer retains fiduciary retirement-type subsidy, or any optional form of
responsibility with respect to the assets in the IRA for Benefit, such as an annuity or installment form of
year (except to the extent that the participant moves tléstribution. The Internal Revenue Service recently
assets of the IRA to another IRA before then). This issued regulations permitting the elimination of
means, among other things, that the employer must certain forms of distribution in most defined
monitor the prudence of investments under the IRA  contribution plans, following notice to participants,
following the rollover. as long as the plan retains a lump sum form of
distribution that is equivalent in value to the other
forms of distribution. The Act largely parrots the
new Internal Revenue Service regulations. However,
the Act also directs the Internal Revenue Service to
issue regulations additionally excluding from the
. : anti-cutback rules any amendment that reduces or
The Act clarifies that effective for tax years . L )
eliminates any protected benefit if that benefit

beginning on or after January 1, 2002, qualified S .
; . . _ creates significant burdens or complexities for a plan
retirement planning services provided to an employee | . . .
) and its participants, but only if the amendment does
and his or her spouse by or at the expense of the

not adversely affect the rights of participants in more
employer are excluded from the employee’s wages

de minimis i benefit. Th lusi il not an a de minimis manner. While this provision
ade minimis ringe benetit. The exciusion witno opens up the possibility that the anti-cutback rules

app!y t(.) hlghly compensgted employee; gnless theWiII be further limited in the future, the language of
advice is provided in a uniform nondiscriminatory

. , the provision is so broad and undefined as to give no
manner. Advice covered by the exclusion may . .
. _ . real sense as to how the regulations may finally
include general retirement planning and how the

o apply.
employer’s plan fits into the employee’s overall PPY
retirement plan. However, it does not apply to other
services that may be related to retirement, such as tax

preparation, accounting, legal or brokerage service% Defined Contribution Plans

7. MODIFICATION OF MINIMUM REQUIRED 1. LIMIT ON ANNUAL ADDITIONS
DISTRIBUTION LIFE EXPECTANCY TABLES UNDER SECTION 415

In January 2001, the Internal Revenue Service issu&kction 415 of the Internal Revenue Code limits the
regulations modifying and largely simplifying the ~ amount of “annual additions” that can be contributed or
minimum distribution rules that apply to participants allocated to an individual participant’s plan account
who have not begun receiving distributions upon during the year. Amounts included in a participant's
reaching age 70% or, for certain participants, annual additions are generally any employer or
retirement, if later. The amount of a required minimummployee contributions and any forfeitures allocated to
distribution generally is determined by using life  the participant’s account. Currently, annual additions
expectancy tables established by the Internal are limited to the lesser of $35,000 or 25% of the
Revenue Service in its regulations. The Act directs participant's compensation for the year. Effective in
the Internal Revenue Service to revise the applicab2002, the Act raises this limit to the lesser of $40,000 or
life expectancy tables to reflect current life 100% of compensation. The $40,000 amount will be
expectancy rates. Since current life expectancies aindexed to inflation in $1,000 increments.

longer than the life expectancies used under the

existing life expectancy tables contained in the

regulations, this change should result in smaller

minimum required distributions for most individuals.

These changes are effective for distributions made
on or after January 1, 2002.

6. EXCLUSION FROM INCOME OF COST OF
EMPLOYER-PROVIDED RETIREMENT ADVICE
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2. INCREASE IN 401(k) ELECTIVE 3. EMPLOYER'S TAX DEDUCTION
DEFERRAL LIMIT/CATCH-UP CONTRIBUTIONS FOR PLAN CONTRIBUTIONS

FOR INDIVIDUALS AGE 50 OR OLDER Currently, employers sponsoring a profit sharing plan
Employees participating in a 401(k) plan may elect tayr 3 401 (k) plan are not permitted to take a tax
defer a portion of their salary to the plan on a pre-tajeduction for contributions to the plan in any year
basis. These elective deferrals are excluded from thgeater than 15% of the total compensation of the
employee’s income for federal (and often state) ~ plan’s participants during such year (subject to the
income tax purposes. Currently, an employee may compensation limit discussed under the General
not elect to defer more than $10,500 per year. The Qualified Plan section above). Employers sponsoring
Act raises this limit to $11,000 beginning in 2002 anda money purchase pian may take a tax deduction for
in $1,000 increments each year thereafter untilit  contributions up to the minimum funding cost of the
reaches $15,000 in 2006. Thereafter, the limit will be pian_ (|f the empioyer sponsors both a money

indexed for inflation in $500 increments. purchase plan and a profit sharing or 401(k) plan, the

In addition, the Act permits participants who are agepveia” dedlictlon limit is the greater of ;5% of
50 and older to make additional elective deferrals pairt_|C|pants tqtal plan year compensation or the
above the limit described above. These additional MNMUM funding cost for the year.)

deferrals are described as “CatCh-up Contributions,”Effective for tax years beginning on or after January
although they are not contingent on a participant's 1, 2002, the Act makes two important changes to an
prior level of deferrals. Beginning in 2002, the annuadmployer’s ability to deduct plan contributions to

limit on CatCh-up contributions is $1,000 This limit defined contribution pians_ First, for defined

will increase in $1,000 increments until itreaches  contribution plans (including money purchase plans),
$5,000in 2006. Thereafter, the limiton catch-up  the deduction limit is raised to 25% of participants’
contributions will be indexed for inflation in $500 total pian year Compensation_ Second, elective
increments. An individual’s catch-up contribution fogjeferrals by participants will not be taken into

a year may not exceed the difference between the account as part of the employer’s contributions to
individual's compensation for the year and the othethe plan. Nevertheless, the employer can still deduct
elective deferral contributions made by the indiVidUQhese amounts as business expenses under Section
for the year. Catch-up contributions generally are 162 of the Internal Revenue Code. Thus, the 25%
not subject to other compensation limitations and afignit on deductions will only apply to matching and
not taken into account for nondiscrimination testingother nonelective contributions made by the
purposes. Also, employers may make matching  employer to the plan. Consequently, subject to other
contributions relating to catch-up contributions, butjimitations on employer and employee contributions,
these matching contributions will be SUbjeCt to Otneé_n empioyer may permit empioyees to defer up to
limitations including the nondiscrimination rules. 100% of their compensation and can fully deduct
Consequently, a participant who is at least age 50 by(;ch employee elective deferrals, while also taking a

the end of 2002 can effectively elect to defer up to  deduction for any additional employer contributions
$12,000 of his or her salary ($11,000 regular deferral to the plan up to 25% of the total participant

and $1,000 catch-up contribution). A participant wh@ompensation for the plan year.

is at least age 50 by the end of 2006 will be able to

defer up to $20,000 of his or her salary ($15,000 Many 401 (k) plans impose a limit on a participant’s
regular deferral and $5,000 catch-up contribution). elective deferral contributions in the form of a
Further, if, due to other limitations on salary deferral§}@imum percentage of the participant's

the participant's regular elective deferral is limited to€0mpPensation—e.g., 18% of compensation—
for example, $7,000, an eligible participant would still Primarily to ensure compliance with the 15% of

be able to defer an additional $1,000 in 2002 or $5,00t#9r€gate compensation deduction limit imposed by
in 2006. the Internal Revenue Code and, occasionally, to

ensure compliance with the limit on annual additions
These limits are described in detail in Appendix A.  ynder Section 415 of the Internal Revenue Code. In

light of the Act’'s exemption of elective deferral

contributions from the deduction limit and the Act’s
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increase of the limit on annual additions under person who is claimed as a dependent cannot use the
Section 415 of the Internal Revenue Code, there  credit. The maximum credit is 50% of the taxpayer’s
should no longer be any need for employers to first $2,000 of eligible retirement plan contributions.
continue to impose compensation percentage limitsThe table below shows the credit rate for different

on 401(k) contributions (other than the 100% of levels of adjusted gross income:

compensation limitimposed by Section 415). Of

course, some employers may continue to limit

contributions by highly compensated employees to

. : A HEADS OF CREDIT
ensure compliance with nondiscrimination tests JOINTFILERS HOUSEHOLD ALLOTHERFILERS  RATE
under Section 401(k) of the Internal Revenue Code. $0-$30,000 $0-$22,500 $0-515.000 50%

4. ROTH 401(k) AFTER-TAX CONTRIBUTIONS $30,000-$32,500 $22,500-$24,375 $15,000-$16,250 20%

Currently, 401(k) plans may (but are not required t0) 435 500-§50,000 $24,375-§37,500 $16,250-$25,000 10%
allow employees to make both pre-tax salary deferrals

and after-tax salary deferrals. While the pre-tax ~ ©ver $50.000 Over $37,500 Over $25,000 0%
deferrals have the benefit of deferring current taxes

on the deferred amount and any earnings until they

are distributed, the only benefit of the after-tax The credit is reduced by the amount of any taxable
contributions is to defer tax on any earnings until  distributions received by the taxpayer and the
distribution. The Act permits (but does not require) taxpayer’s spouse during the tax year for which the
employers to allow employees to make after-tax credit is claimed or the two prior tax years and during
deferrals to 401(k) plans that will function in a similarthe period after the end of the tax year for which the
manner to Roth IRA contributions, meaning neither credit is claimed, but prior to the due date for filing
the deferrals nor the earnings will be subject to the taxpayer’s tax return for the year. Because the
federal income taxes when they are distributed. credit is nonrefundable, if the taxpayer does not have
These after-tax deferrals will be known as Roth 401(lgny tax liability prior to application of the credit, the
contributions. However, the Roth 401(k) contributiorredit is lost. The credit is effective for deferrals
provisions will not be effective until 2006, which made for plan years beginning on or after January 1,
gives Congress plenty of time to repeal or alter whaR002, but currently is set to expire after 2006.

could be a significant tax-savings opportunity.

6. FASTER VESTING OF

5. NONREFUNDABLE TAX CREDIT MATCHING CONTRIBUTIONS
FOR EMPLOYEE CONTRIBUTIONS Currently, employer matching contributions under a
Currently, the tax benefit of making employee 401(k) plan must vest under either a 5-year cliff

contributions to a 401(k) or other plan is the deferrakchedulei(e. 100% vesting after 5 years) or a 3-to-7-
of taxes on the earnings (and, in some cases, the year graded scheduleg(, at least 20% vested after 3
contributions themselves) until they are distributed years and increasing in at least 20% increments until
from the plan. The Act adds a new tax benefit that 100% vested after 7 years). The Act requires that
allows certain low income taxpayers to reduce their matching contributions vest under either a 3-year
current tax liability even further by taking a credit forcliff schedule or a 2-to-6-year graded schedule. The
their eligible retirement plan contributions. For this accelerated vesting schedule applies to matching
purpose, all elective deferral contributions under a contributions made for plan years beginning on or
401(k) plan, a 403(b) plan, a 457 plan, a SIMPLE IRAafter January 1, 2002, but requires service prior to the
or a SEP-IRA, all contributions to a Traditional IRA effective date to be taken into account.

or Roth IRA and all voluntary after-tax 401(Kk)

contributions are aggregated and eligible forthe 7. MODIFICATIONS TO HARDSHIP

credit. The credit is available to employees who have WITHDRAWAL RULES

adjusted gross income below $50,000 for joint filers, Elective deferrals in a 401(k) plan may be distributed
$37,500 for head of household filers and $25,000 forin the case of an employee’s financial hardship,

all other filers. However, full-time students and any meaning an immediate and heavy financial need
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where the distribution is necessary to satisfy the permitted to limit the definition of “severance from
heavy need. Internal Revenue Service regulations employment” such that the old same-desk rules

provide a safe harbor for making hardship would apply. Also, the Act does not change the rule
distributions which require, among other things, thathat no distribution is allowed if plan assets and
employees receiving a hardship distribution be liabilities relating to an employee’s benefit are

prohibited from making any elective deferrals to the transferred to the employee’s new employer as part of
plan for at least 12 months after the distribution. Thite corporate transaction. The elimination of the

Act requires the Internal Revenue Service to revisesame-desk rule is effective for distributions occurring
its regulations so that the prohibition on elective  on or after January 1, 2002, regardless of when the
deferrals after a hardship distribution will be limited severance from employment occurred. This change
to only 6 months. This revision must be effective foshould significantly simplify the treatment of 401(k)
distributions on or after January 1, 2002. plans in corporate mergers and acquisitions.

The Act also clarifies that any distribution
designated by a defined contribution plan as a
hardship distribution—even if the distribution is not
subject to the 401(k) hardship distribution
standards—is not an eligible rollover distribution.
For example, if a plan permits in-service distribution
of amounts attributable to employer matching )

- . . N test focuses on whether employer matching
contributions or profit sharing contributions only on

the basis of hardship, then such amounts would no%ontributions and after-tax employee contributions
be eligible rollover distributions. favor highly compensated employees. A plan

generally passes these tests by satisfying at least
one of two different calculations comparing, on a
separate basis, the deferral and contribution
percentages of the highly compensated employees
. L with those of the other employees. However, if the
attainment of age 59%2, death, disability or P y
y . o ﬁlan passes both tests by using only one of the two
separation from service.” Under the current Intern . .
. . .methods for comparing the percentages, it must also

Revenue Service interpretation of the term separation .

: ass another test, known as the multiple use test.
from service, a complex set of rules has developed for

- . . he multiple use test generally has been viewed as
determining whether a participant has incurred a

. . _ ) ?dding an unnecessary level of complexity to an
separation from service, particularly in the context o . . .
already unwieldy testing scheme. Effective for plan

a corporate merger or acquisition. Thus, an employee

. p . ﬁ/ears beginning on or after January 1, 2002, the Act
may experience a “severance from employment” wit .
repeals the multiple use test.

a particular employer maintaining a 401(k) plan due to
an acquisition of the employer’s business, but the

. “ . 10. EXCLUSION OF TAX-EXEMPT ENTITY'S
employee is not deemed to have a “separation from

N : EMPLOYEES FROM NONDISCRIMINATION
service” if the employee continues to work for the TESTING

acquiring employer at the same job, or the “same  pyjor to 1997, tax-exempt charitable entities were not
desk.” An exception to the same-desk rule prOVideSpermitted to sponsor 401(k) plans, but generally
that an employee has a separation from service if thg) g sponsor 403(b) plans under which employees
employee changes employers due to a sale of a  ou|d make elective salary deferrals. Internal
subsidiary or a sale of the employer’s assets, as lofgyenue Service regulations permitted a for-profit

transaction and certain other requirements are met.epgities including a tax-exempt organization to

The Act effectively eliminates the same-desk rule bySPONsor & 401(k) plan for its employees and exclude
providing that distributions may be made upon a (h€ tax-exempt entity’s employees when performing

participant's “severance from employment” rather nondiscrimination testing as long as at least 95% of
than a “separation from service.” However, plans aftle for-profit employees were eligible to participate in

9. REPEAL OF THE MULTIPLE USE TEST

Under current law, nondiscrimination testing rules
apply to various types of contributions to 401(k)
plans. One test, known as the ADP test, determines
whether elective salary deferrals discriminate in favor
of highly compensated employees. Similarly, the ACP

8. ELIMINATION OF THE SAME-DESK RULE
Currently, distributions from 401(Kk) plans are
permitted only in the event of the participant’s
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the 401(k) plan. Beginning in 1997, tax-exempt 170% for 2005 and thereafter. Notwithstanding the
employers were permitted to sponsor 401(k) plans féoregoing, sponsors of single employer plans with
their employees. The Act requires the Internal more than 100 participants may deduct up to 100% of
Revenue Service to revise its regulations to providethe plan’s unfunded current liability.
that employees of a tax-exempt employer may be . . .

e o _p p. y . y The Act modifies the deduction rules for qualified
excluded from nondiscrimination testing in a 401(k) i . .

- . defined benefit plans in several respects:

plan sponsored by an affiliated for-profit employer as
long as at least 95% of the for-profit employees are (i) The Actincreases the current liability full

covered under the 401(k) plan and the tax-exempt funding limit to 165% of current liability for 2002
employees are not eligible to participate in the 401(k)  and to 170% of current liability for 2003 and
plan, but are covered under the tax-exempt eliminates the current liability full funding limit
employer’s 403(b) plan. The revised regulationsare  for 2004 and subsequent years. Accordingly, in
to be retroactively effective to 1997. 2004 and thereafter, a plan’s full funding limit will

be the accrued liability of the plan over the value
of the plan’s assets. Since the accrued liability
. . funding limit is based upon projected benefit
C. Defined Benefit Plans liabilities (rather than current accrued benefit
liabilities), this change could provide sponsors
of defined benefit plans with an opportunity to
take larger deductions.

1. INCREASED INTERNAL REVENUE CODE
SECTION 415 LIMIT

Currently, the maximum annual benefit permitted
under a defined benefit plan pursuant to Section 416i) Effective for plan years beginning on or after
of the Internal Revenue Code is the lesser of 100% of January 1, 2002, the special rule permitting

a participant’s average compensation or $140,000. deductions of contributions up to 100% of a
The $140,000 limitis increased where benefit plan’s unfunded current liability is extended to
payments begin after Social Security normal plans with 100 or fewer participants and to
retirement age (currently, age 65) and decreased multiemployer plans (provided that the plan is
where benefit payments begin before Social Security  covered by the Pension Benefit Guaranty
normal retirement age. Effective for yearslingon Corporation termination insurance program).

or after January 1, 2002, the Act increases the dollar
maximum in this formula from $140,000 to $160,000.
This dollar amount will continue to be indexed to
inflation. In addition, adjustments to the $160,000
limit for early or later commencement will no longer

be tied to Social Security normal retirement age. 3
Rather, effective for yeaendingon or after January °-
1, 2002, the $160,000 figure will be reduced where NONDEDUCTIBLE CONTRIBUTIONS

. . . nder current law, a 10% excise tax is generally
benefit payments begin before age 62 and increase . LT
. . assessed on all nondeductible contributions to all
where benefit payments begin after age 65.

defined benefit and defined contribution plans. The
excise tax generally does not apply to (i)
contributions to certain terminating defined benefit
plans and (ii) employer matching and employee
elective deferral contributions to defined
contribution plans (up to 6% of compensation).
Effective January 1, 2002, an employer may elect to
exempt from the excise tax defined benefit plan

e -~ contributions in excess of the current liability full

of the plan’s assets. The current liability full fundmgrunding limit (but not contributions in excess of the

l'm'tols s;chedule? ubr.1|(.jerfcurrent Iav;to mcreadse to accrued liability full funding limit). To the extent the
165% of current liability for 2003 and 2004 and to employer makes such an election, the employer will

Effective for plan years beginning on or after
January 1, 2002, an employer may deduct
contributions up to 100% of a terminating plan’s
unfunded termination liability.

MODIFICATION OF EXCISE TAX RULES FOR

2. MODIFICATION OF DEDUCTION RULES

Under current law, an employer that sponsors a
qualified defined benefit plan may not deduct
contributions in excess of the full funding limit. The
full funding limitis, generally, the excess of (i) the
lesser of (A) the accrued liability of the plan or (B)
160% of the plan’s current liability over (ii) the value
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be unable to take advantage of the excise tax have known, that the failure existed. The total

exemptions for certain terminating defined benefit excise tax may not exceed $500,000 for a year if

plans and for defined contribution plans. the plan administrator exercised reasonable
diligence to meet the notice requirement.

4. MODIFICATION OF RULES REQUIRING
ADVANCE NOTICE OF CERTAIN AMENDMENTS

Under current law, an amendment to a defined benefit
plan or a money purchase pension plan that
significantly reduces the rate of future benefit accruahese modifications become effective with respect to

is not effective unless notice of the amendmentis amendments that are effective on or after June 7, 2001.
distributed to plan participants after the amendment

is adopted, but no later than 15 days priortothe 5 T/MING OF PLAN VALUATIONS

effective date of the amendment. FOR FUNDING PURPOSES

rE1|‘fective for plan years beginning on or after
j’;‘anuary 12002, the Act provides that an employer

(viy Any amendment for which a failure to comply
with the advance notice requirement is egregious
will not become effective.

The Act modifies these notice requirements in seve

respects: .
must value plan assets for funding purposes as of a
() The notice must also be distributed in date during the plan year for which the valuation is
connection with any amendment that eliminatesrequired or as of any date within the three-month period
or reduces an early retirement benefit or beginning prior to the plan year. In addition, an
retirement-type subsidy. employer may elect to value plan assets as of any date

. . . in the year preceding the year for which the valuation is
(i) The Internal Revenue Service has authority to S )
exempt plans with fewer than 100 participants Orrequwed if, as of the date of the valuation, plan assets
. . . . re not less than 100% of the plan’s current liability.
to impose less strict notice requirements on sugf . . Lo .
ctuarial adjustments to the valuation information are
plans. : - . .
required to reflect significant differences in plan
(i) The Internal Revenue Service has authority to participants. An employer may change its funding
exempt amendments if participants are given therethod to take advantage of the prior plan year rule
option to choose between benefits under the only if plan assets are at least 125% of the plan’s current
new plan formula or the old plan formula. liability. The Internal Revenue Service will automatically
approve changes in funding method to use a prior year

(v) The 15-day advance notice rule is replaced with Qaluation if the change is within the first three years that

requirement that the notice be distributed within a, e
i ) the plan is eligible to make a change. An employer may
“reasonable time” before the effective date of the

o not revoke a prior plan year election without the
amendment, except to the extent specified in .
: : consent of the Internal Revenue Service.
Internal Revenue Service regulations.

(v) A plan administrator that fails to provide proper 6. PURCHASE OF SERVICE CREDIT UNDER
notice is subject to an excise tax of $100 per day ~GOVERNMENTAL PENSION PLANS
per participant. However, the excise tax does néifective on or after January 1, 2002, a participant in a
apply during any period for which the plan defined benefit plan maintained by a state or local
administrator is not aware of the failure and government may use a rollover or direct transfer of

exercises reasonable diligence to meet the notigenefits from a 403(b) plan or a 457 plan to purchase
requirement_ The excise tax also does not app|§PermiSSive service credit” under the defined benefit
to any failure to satisfy the notice requirement ifPlan or to repay contributions and earnings with

the plan administrator exercised reasonable ~ respect to an amount previously refunded under a
diligence to meet the notice requirement and ~ forfeiture of service credit under the plan (or another
provides the notice during the 30-day period plan maintained by a state or local government
beginning on the first day the plan administratoeMployer within the same state).

knew, or exercising reasonable diligence, should
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D. Emp'oyee Stock right to acquire or receive stock in the future, as well
- as stock appreciation rights, phantom stock units or
OwnerShlp PIans similar rights to future cash payments based on the

1. EXCISE TAX ON PROHIBITED value of the corporation’s stock or appreciation in
ALLOCATIONS TO DISQUALIFIED PERSONS such value.
IN SUBCHAPTER S ESOPS
Effective for plan years beginning on or after
January 1, 2005, an S corporation that sponsors an
ESOP may be subject to a series of excise taxes for
any plan year during which disqualified persons ow
at least 50% of the outstanding shares of the
corporation. This provision is intended to encouragedisqualified persons own 50% or more of the
broad-based stock allocations in ESOPs sponsoregutstanding stock of an S corporation for a plan year,
by S corporations and to deter abusive exploitationthe corporation is subject to the following excise taxes:
of the 1996 law that allows subchapter S corporations

to adopt ESOPs. In determining whether an () 50% of the value of any allocation to any
individual is a disqualified person, generally, only disqualified person for the plan year. This excise

shares owned by the ESOP are taken into tax algo gpplies for any plan year during which
consideration. However, in determining whether the the principal substance Of. the owngrsh|p .
excise taxes are triggered—i.e., whether the 50% structure of an S cprporat|on con§t|tutes, |.n
ownership threshold is exceeded—all shares subs.ta.nce, an av.0|dance or evasion of this
attributable to an individual are generally taken into prohibited allocation rule.

For purposes of determining whether disqualified
persons own 50% of the outstanding shares of an S
corporation’s stock, share ownership and synthetic
ﬁquity ownership are attributed among specified
family members.

account, whether owned directly or indirectly (i) 50% of the value of the shares upon which any

through the ESOP. Special rules apply with respect  synthetic equity interest held by a disqualified

to “synthetic equity interests.” person is based—even if no shares are allocated

An individual is a disqualified person if the ulnder the ESOP to disqualified persons for that
plan year.

individual is a member of a “Deemed 20%
Shareholder Group” or is a “Deemed 10% (i) Solely with respect to the first plan year in which
Shareholder.” Anindividual is a member of a Deemed disqualified persons own at least 50% of the

20% Shareholder GrOUp if the individual and certain Outstanding stock of the Corporation, 50% of the

family members are deemed to own at least 20% of value of the deemed-owned shares of all

the outstanding deemed-owned shares of the disqualified persons for that plan year—even if
corporation. Anindividual is a Deemed 10% no shares are allocated to disqualified persons
Shareholder if the individual is deemed to own at for that year.

least 10% of the outstanding deemed-owned shares N _ -
of the corporation. For these purposes, an In addition, amounts allocated to disqualified persons

individual's deemed-owned shares include (i) the for any such plan year are treated as distributed to
shares allocated to the individual’s account under tH&™M-

ESOP, and (ii) the individual’s ratable share of the Although these excise taxes generally do not apply
unallocated shares held by the ESOP (based uponfor plan years beginning before January 1, 2005, they
the plan’s most recent allocation). apply to any ESOP established after March 14, 2001

Shares subject to synthetic equity interests are  ©F t0 any ESOP whose sponsoring employer elected

treated as outstanding shares and as deemed-owrisfpchapter S status after March 14, 2001 beginning
shares of the person holding the synthetic equity with the first plan year ending after March 14, 2001.

interest to the extent that it will result in any person

being treated as a disqualified person for the year. 2- DIVIDEND REINVESTMENT DEDUCTION
Synthetic equity interests include stock options, ~Under current law, dividends paid on employer
warrants, restricted stock, deferred issuance stock Securities held by an ESOP are deductible to the
rights or similar interests that give the holder the ~ employer only if (i) they are paid in cash to plan
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participants directly or within 90 days following the end  Elimination of the Same-Desk Rule ........... Section B(8)

of the plan year in which the dividends are paid or (ii)

they are used to repay the loan the proceeds of which, REPEAL OF EXCLUSION ALLOWANCE

were used to acquire the employer securities. Effectiveinder current law, a 403(b) plan participant’s

for tax years beginning on or after January 1, 2002,  contributions for a year are limited by an “exclusion
dividends paid on employer securities are deductible t@llowance,” which is 20% of the participant’s

the employer if, at the election of participants, they arecompensation for the year, multiplied by the

paid in cash directly or within 90 days following the engbarticipant’s years of service, less tax-excludable
of the plan year in which the dividends are paid or usasbntributions for prior years under qualified

to acquire employer securities. No deduction is allowea@tirement plans (including qualified defined benefit
with respect to any ESOP dividend if the Internal plans), 403(b) plans or 457 plans maintained by the
Revenue Service determines that the dividend same employer.

constitutes, in substance, the avoidance or evasion of ) o

taxes. This includes unreasonable dividends. The Effective for tax years beglr?nmg on or after )
conference agreement describing the final bill clarifies January 1, 2002, the exclusion allowance applicable to

that a dividend paid on common stock that is Iorimarily403(b) plans is eliminated. I.n addition, the exclus_,ion
and regularly traded on an established securities marlgélpwance rules a.lre .retroact|vely amended effective
is reasonable. For employers with non-publicly tradeofOr tE.lX years bgglnnlng_on F’r after Ja””a_r}’ L 20(_)0 to
stock, the reasonableness of a dividend is determine@rov'de that prior contributions to a qualified defined
by comparing the dividend rate on stock held by the benefit plan do not reduce a participant’s exclusion
ESOP with the dividend rate for common stock of allowance.

comparable corporations whose stock is publicly

traded. Comparability is determined by reference to

relevant corporate characteristics such as industry, E 457 Pl ans

corporate size, earnings, debt-equity structure and ™"

dividend history. 1. QUALIFIED PLAN CHANGES
THAT APPLY TO 457 PLANS

A number of changes that apply to qualified plans

generally or to defined contribution plans specifically
E. 403(b) PIans also apply to 457 plans. These changes are listed

below and are described earlier in this summary at the

1. UALIFIED PLAN CHANGES . -
Q locations indicated:

THAT APPLY TO 403(b) PLANS

A number of changes that apply to qualified plans Nonrefundable Tax Credit for
generally or to defined contribution plans specifically  gmpioyee Contributions ...........cccccoooriiiii.. Section B(5)
also apply to 403(b) plans. These changes are listed ogification of Minimum Required
below and are described earlier in this summary atthe pjsribution Life Expectancy Tables ........... Section A(7)
locations indicated: Elimination of the Same Desk Rule ........... Section B(8)
Increase in Compensation Limit ................ Section A(1)
Expansion of Rollover Provisions ................ Section A(4) 2. INCREASE IN ELECTIVE DEFERRAL
Modificati £ Mini Required LIMIT/CATCH-UP CONTRIBUTIONS FOR
odlfication of MinimUm Require INDIVIDUALS AGE 50 OR OLDER
Distribution Life Expectancy Tables ........... Section A(7)

Under current law, a participant’s annual elective

Limit on Annual Additions deferral contributions to a 457 plan may not exceed

Under Section 415 ... Section B(1) the lesser of $8,500 or 33-1/3% of the participant’s
Increase in Elective Deferral Limit/ annual compensation.

Catch-Up Contributions ..........cccocoeveiinn Section B(2)

Nonrefundable Tax Credit for The $8,500 limit will be increased in the same manner
Employee Contributions ............................ Section B(5)  as the limit on annual elective deferral contributions
Modifications to Hardship to 401(k) plans described above in Section B(2),
Withdrawal RUIES ..o, Section B(7)  including the rules for catch-up contributions by

JUNE 2001 Kirkpatrick & Lockhart e 1




individuals age 50 or older. However, in the three yeamhay elect not to have any amount withheld. Like
prior to retirement, the catch-up contribution rule doesqualified retirement plans and 403(b) plans, hardship
not apply to a 457 Plan but the otherwise applicable lindistributions from a 457 plan would not be

(for individuals less than age 50) is doubled. These considered eligible rollover distributions. Although
limits are described in detail in Appendix A. distributions from a 457 plan are not generally

subject to the 10% early distribution excise tax that
applies to qualified retirement plans, 403(b) plans and
IRASs, the excise tax does apply to amounts
distributed from a 457 plan that are attributable to
amounts rolled over from such plans. 457 plans must
separately account for these amounts.

In addition, effective for years beginning on or after
January 1, 2001, the compensation percentage
limitation is increased from 33-1/3% to 100%.

3. ELECTIVE DEFERRAL CONTRIBUTIONS
UNDER OTHER PLANS DO NOT COUNT
AGAINST DOLLAR LIMIT

Under current law, the dollar limit applicable to an 6. REPEAL OF SPECIAL MINIMUM REQUIRED
individual with respect to annual elective deferral DISTRIB UT|ONS_RU_LES_

contributions to a 457 Plan is reduced by the amount é;%”o!ef current law, d'St.”pUt'onS from a 457 [.)Ian. are
any elective deferral contributions made by the subject to the same minimum required distribution
individual under any 401(k) plan, 403(b) plan, salary rules_ f'is quahfled retlrement [_)Iar_13, V_\"th certam_
reduction SEP-IRA or SIMPLE IRA. Effective for years modifications. Effective for distributions occurring
beginning on or after January 1, 2002, elective deferral®" O_r after January 1, 2002, the_modlflcatlons
contributions under these plans will not count againsl‘s‘ppl'c"jlble t0 457 plans are eliminated.

the 457 plan annual elective deferral contribution limit.
7. CLARIFICATION OF RULES RELATING

4. BENEFITS NO LONGER TAXABLE To DOM.ESTIC RELAT.IONS ORDERS

PRIOR TO DISTRIBUTION The Act clarifies that, effective January 1, 2002,
distributions from a 457 plan pursuant to certain kinds
of domestic relations orders do not violate the
distributions requirements of Section 457 of the Internal
Revenue Code (e.g., the prohibition of distributions
prior to separation from service) and that distributions
pursuant to a covered domestic relations order are taxed
5 APPLICATION OF DIRECT ROLLOVER in the same m.an.nerlas qualified retirement plans. This

AND WITHHOLDING RULES means that distributions to a spouse or former spouse
j_qf the participant pursuant to a covered domestic

Under current law, benefits under a 457 plan are
taxable when they are “made available” to a
participant. Effective on or after January 1, 2001,
benefits under a 457 plan are taxable only when
distributed.

Effective for distributions made on or after January
2002, the direct rollover and withholding rules that  "élations order are taxable to the spouse or former

are generally applicable to qualified retirement plansSPoUSe and distributions to any other person pursuant
and 403(b) plans (as modified by the Act and to a.cgvered domestic relations order are taxable to the
described in Section A(5) above) are extended to 458articipant.

plans. As aresult, eligible rollover distributions from

a 457 plan may be rolled over to a qualified retirement

plan, a 403(b) plan, another 457 plan or an IRA. . .

Moreover, administrators of 457 plans must Witth|(]G - Ind“"dual Retirement

20% of any distribution from a 457 plan that is an Accounts

“eligible rollover distribution” and that is not rolled

over directly to another plan or IRA. Nonperiodic 1- INCREASE IN TRADITIONAL AND
distributions from a 457 plan that are not eligible ROTH IRA CONTRIBUTION LIMIT/CATCH-UP

o . . . CONTRIBUTIONS FOR INDIVIDUALS
rollover distributions are subject to 10% withholding  AGE 50 OR OLDER

and periodic distributions from a 457 plan that are n§f,e maximum annual contribution that may be made to
eligible rollover distributions are subject to normal any combination of Traditional and Roth IRAs will be
wage withholding and, in either case, the participaniyaqyally increased from $2,000 to $5,000 by 2008. After
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2008, the $5,000 contribution limit will be indexedto  Traditional and Roth IRAs, which is not indexed to
inflation in $500 increments. Individuals age 50 or oldeinflation). An individual's catch-up contribution for a

by the end of the taxable year for which a contributionyear may not exceed the difference between the

is made will be permitted to make additional catch-up individual's compensation for the year and any other
contributions—an additional $500 per year beginning mlective deferral contributions by the individual for the
2002 and an additional $1,000 per year beginningin  year. These limits are described in detail in Appendix A.
2006. Unlike catch-up contributions to 401(k) plans,

403(b) plans, 457 plans, SEP-IRAs and SIMPLE IRAS, 4. NONREFUNDABLE TAX CREDIT

(i) an individual’'s maximum Traditional and Roth IRA FOR IRA CONTRIBUTIONS

catch-up contribution for a year is not limited by the  Effective for the 2002 through 2006 tax years, the tax
individual’s compensation and other retirement-relateccredit described in Section B(5) above with respect to
contributions and (ii) the catch-up Traditional and Roti#01(k) plan elective deferral contributions by low

IRA is not indexed to inflation. These limits are income individuals is also available with respect to
described in detail in Appendix A. Although the Act  contributions to a Traditional, Roth, SIMPLE or SEP-
increases the limits on IRA contributions, the Act doedRA. This new tax credit is in addition to any

not change any of the rules applicable to Traditional oapplicable deduction.

Roth IRA eligibility or any of the rules applicable to

deductions for Traditional IRA contributions. 5. EXPANSION OF ROLLOVER PROVISIONS
The rollover changes described in Section A(5)
2. INCREASE IN ELECTIVE DEFERRAL above also generally apply to IRAs. Accordingly,
LIMIT FOR SALARY REDUCTION effective for distributions made on or after January 1,

SEP-IRAS/CATCH-UP CONTRIBUTIONS FOR 2002, any distribution from an IRA that is otherwise

INDIVIDUALS AGE 50 OR OLDER eligible for tax-deferred rollover treatment can be

The $10,§OO fimiton annual el_ectlve deferral .__rolled over to a qualified retirement plan, a 403(b)
contributions to salary reduction SEP-IRAs (sometimes

. ) : plan or a 457 plan. A distribution from an IRA that is
referred to as SARSEP-IRAS) will be increased in the

the limit | elective deferral attributable to after-tax IRA contributions (e.g.,
same manner as the imit on annual elective deterra nondeductible Traditional IRA contributions and

contributions to 401(k) plans described in Section B(Z)Roth IRA contributions) may not be rolled over to a

gbc_w_e including the rules for catchjup_) contrlbutlor_15 b ualified retirement plan, a 403(b) plan or a 457 plan.
individuals age 50 or older. These limits are described in

detail in Appendix A.
6. MODIFICATION OF MINIMUM REQUIRED

DISTRIBUTION LIFE EXPECTANCY TABLES
The modification to the life expectancy tables
described in Section A(8) above also applies to IRAs.

3. INCREASE IN ELECTIVE DEFERRAL
LIMIT FOR SIMPLE IRAS/CATCH-UP
CONTRIBUTIONS FOR INDIVIDUALS
AGE 50 OR OLDER

The maximum annual elective deferral contribution tha?. CONTRIBUTIONS TO SIMPLE IRAS FOR
may be made by an employee to a SIMPLE IRA will be ?8?35/“ %'Zgl;’\é(_)rRAf(ERs NOT SUBJECT
gradually increased from $6,500 to $10,000 by 2005. ’

After 2005, the $10,000 contribution limit will be indexedUnder current law, contributions to SIMPLE l_RAS on
behalf of household workers are not deductible

to inflation in $500 increments. Individuals age 50 or i i )
. . because they are not made in connection with a trade
older by the end of the tax year for which an elective _
or business expense of the employer and are,

deferral contribution to a SIMPLE IRA is made will be ) X
. " I therefore, subject to a 10% excise tax on

permitted to make additional catch-up contributions. ) L )

. . . nondeductible contributions. Effective for tax years
The catch-up contribution will be phased in gradually bedinni tter J 1.2002. the 10% .
and willulimately be $2,500 by 2006. After 2006, the egg‘”'”g O? or "‘} ‘fr Salrl\‘/l“;‘[é ot _E » 0 excise
$2,500 catch-up contribution will be indexed to inflation ax does hot apply to contribu IOI‘]S_ on
. . . I behalf of household workers. However, the excise tax
in $500 increments (unlike the catch-up contribution to i o

continues to apply to contributions made on behalf

of the employer or members of the employer’s family.
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H. Special Provisions l. Miscellaneous Provisions

for Small Emp'oyers The Act also contains several special rules that apply
in only limited circumstances. The Act limits
1. SMALL BUSINESS TAX CREDIT FOR NEW eligibility of nonresident aliens working in
PLAN ADMINISTRATIVE EXPENSES international shipping who might otherwise be

The Act gives certain small employers ageneral  geemed to have received U.S. income. The Act also
business tax credit equal to 50% of the employer's mogifies the maximum benefit rules for commercial
administrative and retirement-education expenses  ajrine pilots. The Act makes a technical correction
incurred in the first 3 years following the adoption ofi investment of employee deferrals in employer

a qualified defined benefit or defined contribution  stock or other property if the assets were acquired
plan, a simple IRA or a SEP-IRA. For purposes of thgrior to 1999. The Act further modifies certain rules

credit, a small employer means an employer with nogppiicable only to multiemployer plans.
more than 100 employees who earned $5,000 or more

in the preceding year. The maximum credit in any one
year is equal to $500. The 50% of expenses offset by
the credit are not deductible by the employer. The
credit is effective for costs paid or incurred in the 3
taxable years beginning after December 31, 2001 by a
plan established after that date.

If you have further questions about the Act or would like more
2. ELIMINATION OF INTERNAL REVENUE information about K&L's Employee Benefit Plans/ERISA practice,

SDEE}?r\éIRCI\EI IK%T}TSEEEE??E;“Q'EAL{-JESMTZLOYER please do not hesitate to contact any of our compensation and
Q benefits attorneys listed below.

Effective in 2002, the Act eliminates Internal Revenu

. L New York David E. Morse 212.536.3998 dmmse@kl.com
Service user fees for determination letter requests I
small employers as long as the request is submitte( L0S AngelesWilliam P. Wade
before the later of (i) the fifth plan year after adoptio Pittsburgh Linda B. Beckman 412.355.6528beckman@kl.com
of the plan or (i) the end of the applicable remedial LlER OIS Bt UL TRl e e
amendment period for the plan that begins before tl 3‘_’“5""‘7 i‘ EH"'S iijgigi;ﬁﬂ"s@ktrom
fifth year of the plan. For purposes of this provisior chael A Hart D it mon

I | . | ith th J. Richard Lauver 412.355.6454rlauver@kl.com
a small employeris any employer with no more than Charles R. Smith 412.355.6536csmith@kl.com

100 employees and at least one nonhighly Richard E. Wood  412.355.8676wood@Kl.com

compensated employee. The provision s no.t Washington Catherine S. Bardslef02.778.928%bardsley@kl.com
applicable to sponsors prototype plans seeking = Eee 202.778.9473berger@kl.com

Internal Revenue Service notification or opinion william A. Schmidt 202.778.9373william.schmidt@kl.com
letters, but does apply to employers who adopt
prototype plans.

310.552.507 lwwade@kl.com
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APPENDIX A

Economic Growth and Tax Relief Reconciliation Act of 2001
CONTRIBUTION LIMIT INCREASES

TAX 401(k), 403(b), 457*, AND SEP-IRA SIMPLE IRA TRADITIONAL AND ROTH IRA
YEAR UNDER AGE 50 AGE 50 OR OLDER UNDER AGE 50 AGE 50 OROLDER | UNDER AGE 50 AGE 50 OR OLDER
2002 $11,000 $12,000 $7,000 $7,500 $3,000 $3,500
2003 $12,000 $14,000 $8,000 $9,000 $3,000 $3,500
2004 $13,000 $16,000 $9,000 $10,500 $3,000 $3,500
2005 $14,000 $18,000 $10,000 $12,000 $4,000 $4,500
2006 $15,000 $20,000 Indexed to Base contribution $4,000 $5,000
$10,000 indexed to $10,000
Catch-Up contribution
is $2,500
2007 Indexed to Base contribution Indexed to Base contribution $4,000 $5,000
$15,000 indexed to $15,000 $10,000 indexed to $10,000
Catch-Up contribution Catch-Up contribution
indexed to $5,000 indexed to $2,500
2008 Indexed to Base contribution Indexed to Base contribution $5,000 $6,000
$15,000 indexed to $15,000 $10,000 indexed to $10,000
Catch-Up contribution Catch-Up contribution
indexed to $5,000 indexed to $2,500
2009 Indexed to Base contribution Indexed to Base contribution Indexed to Base contribution
and $15,000 indexed to $15,000 $10,000 indexed to $10,000 $5,000 indexed to $5,000
later Catch-Up contribution Catch-Up contribution Catch-Up contribution
years indexed to $5,000 indexed to $2,500 is $1,000 (not indexed)

* The higher limit for individuals age 50 or older does not apply to 457 plans during the three-year period prior to retirement, but the limit applicable
to individuals under age 50 is doubled during that period.
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APPENDIX B

Economic Growth and Tax Relief Reconciliation Act of 2001

PLAN LIMITS

PROVISION

CURRENT LAW

CHANGE UNDER EGTRRA

Limit on Participant Plan Year Compensation
Under Section 401(a)(17) (applies to defined
contribution plans, such as profit sharing and
401(k) plans, defined benefit plans, ESOPs,
403(b) plans, SIMPLE 401(k)s and SEP-IRAs)

$170,000 (indexed to inflation in $10,000
increments)

$200,000 (indexed to inflation in $5,000
increments)

Effective in 2002

Limit on Annual Additions to Defined
Contribution Plans, ESOPs and 403(b) Plans
under Section 415

Lesser of 25% of employee’s compensation
or $35,000

Lesser of 100% of employee’s compensation
or $40,000 (indexed to inflation in
$1,000 increments)

Effective in 2002

Limit on Annual Benefit from Defined Benefit
Plans under Section 415

Lesser of 100% of employee’s average
compensation or $140,000 (adjusted either
up or down if benefit commences after or
before Social Security normal retirement
age — currently age 65)

Lesser of 100% of employee’s average
compensation or $160,000 (adjusted up if
benefit commences after age 65; adjusted
down if benefit commences before age 62)

Effective for years ending on or after
January 1, 2002

Employer Deduction Limit for Plan
Contributions

Defined Contribution Plans: 15% of total
participant plan year compensation

Leveraged ESOPs: 25% of total
participant plan year compensation

Defined Benefit Plans: lesser of (i) plan‘s
accrued liability or (i) 160% of plan’s
current liability, minus value of plan assets

Employer Sponsoring Both a Defined
Contribution and Defined Benefit Plan:
deduction under all plans limited to greater
of 25% of total participant plan year
compensation or the amount of the defined
benefit plan’s minimum funding requirement

Defined Contribution Plans (including all
ESOPs): 25% of total participant plan year
compensation

Defined Benefit Plans: lesser of (i) plan’s
accrued liability or (i) 165% (170% in 2003)
of plan’s current liability, minus value of plan
assets; after 2003, plan’s accrued liability
minus value of plan assets

Effective in 2002

r
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