Morgan Lewis

employee benefits lawflash

www.morganlewis.com

September 15 Deadline for Final 401(k) Plan Regulation Amendments
September 7, 2007

As discussed in a prior Morgan Lewis LawFlash, the Internal Revenue Service and Treasury
Department previously released final regulations governing 401(k) plans. The regulations were
generally effective for plan years beginning after January 1, 2006, but could be adopted as early as any
plan year that ended after December 29, 2004. All 401(k) plans are required to be amended to comply
with the mandatory portions of the final regulations. The deadline for such amendments depends on a
number of factors, but generally the amendments must be adopted no later than the employer’s income-
tax filing due date for the 2006 income tax return (plus extensions). Thus, for calendar-year taxpayers,
the amendment due date is September 15, 2007.

Summary of Significant Changes

The final 401(k) regulations implemented a number of mandatory and discretionary changes. Some
significant changes include:

Mandatory Changes

ADP/ACP Nondiscrimination Testing Clarifications. The final regulations clarified several issues
relating to ADP/ACP nondiscrimination testing, including (i) the elimination of “bottom-up” QNECs to
satisfy the ADP test; (ii) the requirement that 401(k) plans specifically state which testing method
(current-year or prior-year) will be used to satisfy the ADP/ACP test; (iii) the requirement that gap
period income (income from the end of the plan year in which the excess occurred through date of
distribution) be included in any distribution of excess contributions or excess aggregate contributions;
(iv) the ability to disaggregate the employee stock ownership (ESOP) portion and non-ESOP portions
of a single plan for ADP/ACP testing; and (v) changes relating to safe harbor plans, including
provisions permitting short plan years due to plan terminations, business hardship, mergers, and
acquisitions.

Elective Deferrals Included for Vesting Break-in-Service Rules. The final regulations require that
elective deferrals, which are immediately nonforfeitable, be included for purposes of determining
whether a participant is vested under the break-in-service rules. This generally means that prior service
will never be disregarded after a break in service for any participant who made elective deferrals to a
401(k) plan prior to such break. It also means that the deemed cash-out rules will not apply to any
portion of a participant’s nonvested account if the participant made elective deferrals to the 401(k) plan.




Discretionary Changes

Hardship Distributions. The list of safe harbor hardship events has been expanded to include burial or
funeral expenses for a participant’s parent, spouse, or child or dependent, as well as expenses for the
repair of damage to a participant’s principal residence that would qualify as deductible casualty
expenses. Additionally, the definition of “dependent” was expanded to include noncustodial children
for hardships relating to medical expenses.

Deadline for Amendments

Employers that were subject to the January 1, 2006 effective date for compliance with the final 401(k)
regulations generally have until the due date (plus extensions) for the employer’s 2006 tax-return filing
deadline to make any such necessary mandatory amendments, to the extent applicable to the plan. For
calendar-year taxpayers, this deadline is September 15, 2007. For fiscal-year taxpayers, the deadline
may have passed. Non-amender correction opportunities are available.

This amendment deadline assumes, however, that employers did not make discretionary plan changes,
such as the implementation of the expanded hardship distribution provisions. If discretionary changes
were implemented, plan amendments relating to such amendments would have been required prior to

the 2007 deadline. However, the exact due date of such amendments would depend on the timing and
type of discretionary amendment that was made.

Next Steps

Employers who are unsure whether or not their plans have been properly amended to incorporate the
final 401(k) regulations should immediately complete such evaluation and make any necessary
amendments prior to September 15, 2007 (if an extension was obtained). As noted above, however,
under some circumstances, the deadline for amendments may already have passed.

If you would like assistance evaluating your plan or making any necessary amendments, please contact
your regular Morgan Lewis attorney or any of the following:

Chicago

Brian D. Hector 312.324.1160 bhector@morganlewis.com
Dallas

Riva T. Johnson 214.466.4107 riva.johnson@morganlewis.com
Heath Miller 214.466.4118 hmiller@morganlewis.com

New York

Craig A. Bitman 212.309.7190 cbitman@morganlewis.com
Philadelphia

Robert L. Abramowitz 215.963.4811 rabramowitz@morganlewis.com
1. Lee Falk 215.963.5616 ilfalk@morganlewis.com

Vivian S. McCardell 215.963.5810 vmccardell@morganlewis.com
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Steven D. Spencer 215.963.5714 sspencer(@morganlewis.com

Pittsburgh

John G. Ferreira 412.560.3350 jferreira@morganlewis.com
Lauren Bradbury Licastro 412.560.3383 llicastro@morganlewis.com

R. Randall Tracht 412.560.3352 rtracht@morganlewis.com
San Francisco

Mark H. Boxer 415.442.1695 mboxer@morganlewis.com
Eva P. McComas 415.442.1249 emccomas(@morganlewis.com
Washington, D.C.

Althea R. Day 202.739.5366 aday(@morganlewis.com
Margery Sinder Friedman 202.739.5120 mfriedman@morganlewis.com
Gregory L. Needles 202.739.5448 gneedles@morganlewis.com

About Morgan, Lewis & Bockius LLp

Morgan Lewis is a global law firm with more than 1,300 lawyers in 22 offices located in Beijing,
Boston, Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles,
Miami, Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco,
Tokyo, and Washington, D.C. For more information about Morgan Lewis or its practices, please visit
us online at www.morganlewis.com.

IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be
used, and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or
(i1) promoting, marketing or recommending to another party any transaction or matter addressed herein.
For information about why we are required to include this legend in emails, please see
http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any
specific matter, nor does this message create an attorney-client relationship. These materials may be considered ATTORNEY ADVERTISING in some states.
Please note that the prior results discussed in the material do not guarantee similar outcomes.
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