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On May 17, 2010, the Internal Revenue Ser-
vice, through its Employee Plans Compli-
ance Unit, initiated a 401(k) compliance
review by sending its 401(k) Compliance
Check Questionnaire to 1,200 plan spon-
sors.! The questionnaire is the result of an
IRS project to ensure that 401(k) plans are
being operated properly given the popular-
ity of these plans and their increased sig-
nificance in retirement planning.? The pro-
ject generated a random sample of 401(k)
plan sponsors that filed a Form 5500 for the
2007 plan year. The IRS intends to use the
information gathered to identify key com-
pliance issues for future guidance on, and
enforcement of, these issues.

Although the project is not an IRS audit or
investigation, failure to respond or provide
complete information will result in IRS en-
forcement action, which may include ex-
amination of the 401(k) plan.

We recommend that plan sponsors receiv-
ing the questionnaire carefully consider
Although the IRS has is-
sued similar questionnaires in the past, and

their response.

has subsequently opened audits based on
plan sponsor responses indicating areas of
noncompliance, the IRS has not imposed a
“self-audit” requirement on plan sponsors.
If a question highlights a plan failure, we
suggest you contact employee benefits
counsel to review any response relating to
such failure, and to consider appropriate
corrective action.

Also, all plan sponsors should review the
questionnaire to identify and address any
areas where their plan may have compli-
ance issues, regardless of whether the plan
is selected for formal participation in the
project. As the IRS intensifies its enforce-
ment of 401(k) plan compliance, plan
sponsors should conduct these “self-
audits” to proactively address any issues.
Plan sponsors that identify compliance
issues early may be able to take advantage
of the correction programs of the IRS and
significantly reduce fees and penalties that
would be imposed if the issues were dis-
covered on audit.

In this On Benefits, we review some of the
content of the questionnaire and how plan
sponsors may benefit from a due diligence
review of their 401(k) plan, regardless of
whether their plan is selected for formal
participation in the project.

The Questionnaire.

Developed by a team of agents from
across the IRS Employee Plans compliance
spectrum, the 401(k) Compliance Check
Questionnaire is designed to gather cur-
rent plan design and operations data re-
lated to the following broad compliance
topics:

e Plan Demographics

e 401(k) Plan Participation

e Employer and Employee Contri-
butions
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e Top-Heavy and Nondiscrimination
Rules

e Distributions and Plan Loans

e Plan Administration

e Automatic Contribution Arrange-
ments

¢ Designated Roth Features

e IRS Voluntary Compliance Pro-
grams

¢  Other Plan Operations

Within each broad topic, the plan sponsor
will find a significant range of questions.
The print copy of the questionnaire is 46
pages in length.

Comment. Due to the complexity and scope
of the questionnaire, plan sponsors should
carefully consider their responses and con-
tact their employee benefits counsel for as-
sistance.

The Due Diligence Review.

We often recommend to our clients that a
due diligence review, or a “self-audit”, be
performed at least every three years to en-
sure that the plan is operated in accordance
with its terms. We have been successful on
numerous occasions in identifying areas of
concern as well as operational failures that
we have corrected before they led to fees
and penalties.> However, the need to peri-
odically review a plan is now more evident
as a result of the 401(k) Compliance Check
Questionnaire and potential exposure for
plan sponsors.

For example, under the Plan Demographics
topic of the questionnaire, the IRS asks plan
sponsors to determine whether they are part
“affiliated group” or
“controlled group”. Although a full discus-
sion of these terms is beyond the scope of
this On Benefits, the general concepts pertain
to whether the plan sponsor is owned by
persons that own another company or
whether the plan sponsor provides a signifi-
cant amount of services to another com-
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pany. In both instances, the concepts re-
volve around whether the other companies
that have a connection to the plan sponsor
cover their employees under the plan of the
plan sponsor. Failures resulting from affili-
ated service groups and controlled groups
can have substantial consequences at the

plan sponsor level.

Under the Top-Heavy and Nondiscrimina-
tion Rules topic of the questionnaire, the IRS
asks plan sponsors to identify various cor-
rection methods they utilized resulting from
testing failures. If a plan sponsor does not
timely and properly correct testing failures,
the fees and penalties that may be imposed
can oftentimes exceed the correction.

Under the Distributions and Plan Loans
topic of the questionnaire, the IRS asks plan
sponsors whether a participant has ever
received annual additions in excess of the
applicable IRC §415 limits. Participants in a
401(k) plan are limited in the amount they
may defer and receive as employer contri-
Annual addi-
tions in excess of the limit is a disqualifying
defect that must be corrected under the IRS
correction programs.

butions on an annual basis.

Under the Other Plan Operations topic of
the questionnaire, the IRS asks plan spon-
sors to identify whether the plan has experi-
enced any losses due to fraud or theft. This
question is aimed at discerning the potential
for fiduciary breaches that often result from
prohibited transactions. Prohibited transac-
tions and the resulting liability to plan fidu-
ciaries makes for substantial fees and penal-
ties both to the plan sponsor and to the fidu-
ciary.

Also under the Other Plan Operations topic
of the questionnaire, the IRS asks plan spon-
sors whether any of the plan assets were
held in direct foreign investments. See our
September 2009 issue of On Benefits for a
discussion of the implications of a 401(k)
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plan holding direct foreign investments.

These are just a few of the many areas in
which we often find plan failures when per-
forming a due diligence review. The list is
not exhaustive but rather highlights those
areas in the questionnaire on which the IRS
can focus to more carefully examine at the
plan sponsor level to determine compliance.
In each instance, if discovered by the IRS,
the result will be fees and penalties that
could have been avoided.

Whether or not you received the 401(k)
Compliance Check Questionnaire, we rec-
ommend that you contact your employee
benefits counsel to discuss the topics of the
questionnaire and whether a due diligence
review of your plan is advisable. The fees
and penalties that may be avoided by per-
forming a due diligence review will cer-
tainly outweigh the costs of the review and
the cost of corrective action.

If you have any questions or would like to
discuss how Brucker & Morra, APC may
assist you with the 401(k) Compliance
Check Questionnaire or a due diligence re-
view, please contact any of our attorneys.

1 See Department of Treasury - Internal
Revenue Service Form 14146, Guide to Com-
pletion of the 401(k) Compliance Check Ques-
tionnaire,
http://www.irs.gov/pub/irs-
tege/epcu 401k questionnaire.pdf.

available at
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2 “401(k) plans represent the largest re-
tirement plan market segment and have
a significant impact on the health of the
private retirement system in America.
Employee Plans Examinations, previ-
ously conducted a baseline study of 79
market segments, and the findings indi-
cated that 401(k) plans are by far the
most non-compliant plan type in the
retirement plan universe. Since these
plans make up over 60% of the retire-
ment plan universe, it is important to
the future of the private retirement sys-
tem that these plans maintain the high-
est level of compliance possible.” See
Department of Treasury — Employee
Plans Compliance Unit available at
http://www.irs.gov/retirement/article/0,,
id=223440,00.html.

3 Gee the several Publications at
http://www.pensionlawyers.com/publica

tions/.
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