BACK-TO-BASICS - MODULE 5

CONTROLLED GROUPS, 415 ANNUAL
LIMITATIONS, 404 DEDUCTIONS,
ANTIALIENATION AND BANKRUPTCY LAW.

PART ONE - CONTROLLED GROUPS

I INTRODUCTION

The controlled group rules were adopted as
nondiscrimination rules to insure that the pls

. mQry ofher businesses. A controlled
group can also exist in the service ind e~3 ent of control exists and two
or more entities are regularly ssogiated M\ proyidi rvices to third parties. Special
rules apply to employers who lease sdiue of thejr exgployees from a leasing organization.

e cases an employer may also be
fan purposes. The rules that follow are
es are for purposes of maintaining a

A.
includes a parent-subsidiary
ter controlled group or a combination of
B. igtQrships, Etc. Under Common Control - Code

{T-SUBSIDIARY GROUP

Such a controlled group exists if one corporation owns a controlling
itderest in another corporation. For example, if Company A owns 100%
the stock of Company B, a controlled group exists consisting of
Companies A and B. The situation is a bit more complex where a holding
company exists and the ownership interest varies down the line. A
controlled group exists to the extent that one or more chains of
organizations conducting trades or businesses connected through
ownership of a controlling interest by a common parent organization.
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B. Control is determined by the following two criteria:

1. at least 80% of each entity's interest must be owned by
the common parent or by one or more of the other
businesses, and

2. the common parent must own at least an 80% interest in
one or more of the other organizations.

The 80% ownership threshold is determined e
owning stock with 80% of the voting power gRall clag
entitled to vote or 80% of the total value of #ll ghares of a
classes of stock.

Example 1
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¢/ or fewer shareholders, who are individuals, estates or
sts, own at least an 80% controlling interest in each company, and

the same five or fewer shareholders have an identical ownership among
all companies which, in the aggregate, is more than 50%.

ample 2 (On next page.)
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Example 2
OWNERSHIP IN COMPANY

COMMO

Stockholder A B C Ownership
1. S50% 20% 10%
2. 25% 20% 15%

identical ownership of 15%. In the aggrega
an identical ownership of 25%.

Example 3

Stockholder Co A Co B
1. 100% 15%

15%

ies A, B and C since the

Co C Identical
15% 15%
50 40
_20 _20
85% 75%

a common parent corporation included in a parent/subsidiary group and
also

isYncluded in a brother/sister group of corporations.
Example 4
An individual stockholder owns 80% of Corporation X and 85% of

Corporation Y forming a brother-sister controlled group. Y owns 100% of
Corporation Z forming a parent-subsidiary controlled group. Since Y is
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the parent in a parent-subsidiary group and is also part of a brother-
sister group, a combined controlled group exists between X, Y and Z.

A" DETERMINATION OF OWNERSHIP
A. Parent-Subsidiary Controlled Group
1. Stock owned directly by a corporation
2. Stock for which the corporation has an option to purs
3 Stock owned by an estate or trust where thte peneficiary o estate or
trust has an actuarial interest of 5% or gfor# in suc The

percentage of such stock considered
equal to the beneficiary's interest in

Note: Such ownership does not owned by an
employees' trust described at i mpt from tax
under Code §501(a).

B. Brother-Sister Controlled Group

The special rules avoid a controlled group where one
¢/ for example, owns a dental practice and the other owns an
accounting firm.

7. Stock owned directly or indirectly by an  individual's children who have
not attained age 21. The children under age 21 would also be deemed to
own stock owned directly or indirectly by his or her parent.

Stock owned directly or indirectly by an individual's parents,
grandparents, grandchildren and children who have attained age 21
provided that the individual owns directly or indirectly (as provided at
sub-paragraphs f and g) more than 50% of the stock of the same
corporation. The principals of this paragraph are illustrated in the
following example:
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1.

2.

Example 5

The family ownership situation:

. Frank, the father, owns directly 40 shares o
Corporation Z stock.

= Frank’s son Mike, age 20, owns directly 30
of Corporation Z stock.

. Frank’s son Allan, age 30, owns dire
of Corporation Z stock.

What is the direct and indirect owners
and Allan?

a.

Include Nonstock Organizations or

tion 0ffhese control principles to nonstock entities. A controlling

erest exists if at least 80% of the directors or trustees of a nonstock

ation are either:
representatives of a controlling entity (which may be
another tax-exempt entity or a nonexempt for-profit

entity); or

are directly or indirectly controlled by a controlling entity.

A trustee or director is a representative of the controlling entity if he is a trustee,
director, agent or employee of the controlling organization.

©McKay Hochman Co., Inc.
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VI

MULTIPLE EMPLOYERS/ONE PLAN

A.

IRS Notice 89-23, defines an employer to include controlled group members of a
tax-exempt organization, applying these principles. A controlled group might
consist entirely of tax-exempt organizations or partly of tax-exempt
organizations and partly of nonexempt for-profit organizations. Notice 89-23
prescribes safe harbor nondiscrimination tests for §403(b) plans.

In IRS Notice 96-64, the IRS notes that, until further guidance is isstie
exempt organizations will be held to a good faith compliance stand
applying the controlled group rules. Any further guida
on a prospective basis.

1, 2007 provide that control group determinatio
based on more than 80% common directorshj
each organization.

A multi-employer plan is a single plan
collective bargaining agreement between

a prototype plan and would have to
plan. Generally, deductions for

otype plan. Though this Rev. Proc. ended the
related employers in the same plan unless the plan

A controlled group or affiliated service group, may adopt a prototype
plan. This is usually done through Board Resolutions and the signing of
\, additional signature page on the adoption agreement by each
Articipating employer. The plan is treated as one plan for testing and
filing purposes, but each employer generally takes its own deduction for
the contribution to its employees. For Profit-Sharing Plans only, an
affiliated employer, under the same plan and trust may make a
contribution for the employees of a non-profitable member of the plan.
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BACK-TO-BASICS - MODULE 5

PART TWO - SECTION 415

I ANNUAL ADDITIONS - CODE §415(c)

that could be earned under a qualified plan for an
contribution plan the limit is determined as an annus

A. Limitation

The history of the limit since 2002 is,
2004, $42,000 for 2005, $44,000 for 2 N
$46,000 for 2008. Thus, the amount that\ ma allocated to a
Participant for the year may/not-exceed thiy Nmitatid This is a per
o unrelated employers

<in a controlled group,
one 415 limit. Compensation

Excess elective deferrals timely
hed to a participant (i.e. by the next
il 15th) are not considered annual

dditions

b. Excess contributions recharacterized as
after-tax contributions or distributed to a
participant.

Employee after-tax contributions, voluntary or required,
including excess aggregate contributions representing
employer related matching or discretionary amounts
distributed to a participant.

2/08
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3. Employer discretionary and matching contributions
including excess aggregate contributions distributed to a
participant. Matching contributions that are forfeited by
failure to pass the ACP test are considered as annual
additions with respect to participants receiving th
forfeiture allocation and with respect to the participant to
whom the forfeiture is charged.

4. Forfeitures of employer related contributions

1. Returning after-tax contributions
earnings thereon to participants.

2 Returning employee pre-tax or RotR.el
earnings (if provided for in tRe
participants.

3. Holding employer coptribwti Ares in a
suspense account angd to the affected

plan document.

4. Reallocating the eXs annual\addjtion in the same
limitation year—in wt he exCeSs was created to
participas 8415 limit.

1. 4s excess annual additions plus
gs thereon (if distributed) are

is exempt since already taxed) in

ogarnings on excess employee after-tax
£ 4re included in income in the year

e Regulations nor the Revenue Procedure
¥ the timing of a distribution to correct an excess
annua! addition. It would appear, however, that the
distribution must be made prior to the end of the next
limitation year in order for the plan to maintain its
qualified status.

e The amount returned to the participant is not considered
when performing the ADP or ACP tests or when
determining the maximum elective deferral for the
calendar year.

S. The amount distributed is not subject to:

a. The notice and spousal consent or the joint
and survivor annuity rules,
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b. The 10% penalty on early distributions, and

C. The restrictions on in-service withdrawals.

6. The amount includable in income is subject to income tax
withholding under Code 83405 but is not an eligible
rollover distribution under Code §402(c)(4). Thus, income
tax withholding is voluntary.

7. The distribution is not considered for purpqses o
minimum distribution required under Code §40/1(a)(9).

E.
1.
2.
of elective deferrals and/or e
3 Return of elective deferrals

-Box 5= Blank

tbrrfions or designated Roth
contributions

ployers were able to use the post-severance definition contained in the proposed
lations until the final rules were issued. The final 415 regulations contained
gnificant changes to the proposed post-severance compensation rules, so both rules
are presented below.
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A. Post-Severance Compensation Definition

1.

2.

3.

©McKay Hochman Co.,

Inc

Paid by the later of 2% months or the end of the limitation
year after severance. For retirement plan purposes, post-
severance payments must be made by the later of 2!
months after severance from employment or by the end of
the limitation year that includes the date of severance
from employment.

2

Unlike in prior guidance where t
severance was optional, under the
now required.

Employer Optional Amounts:

purposes unless ths P i includes such
payments. Thus, an & 3 ‘a plan design,
exclude this type 3 ation from the

to an individual who is

£ extent such payments do not exceed the
/e individual would have received had the

d1ffere tial pay). Such payments are not limited to those
made by the end of the 2%-month period or the end of the
limitation year period.

Permanent Disability

Post-severance payments are also included in the
definition of Section 415 compensation for an individual
who terminates employment due to total disability. Such
payments are also not limited to those made by the end of
the 2%-month period or the end of the limitation year
period.

Back-to-Basics



©McKay Hochman Co., Inc.

Note: In addition, a governmental plan may provide that
the calendar year that includes the date of severance from
employment be substituted for the limitation year that
includes the date of severance from employment for this
purpose.

Plan Amendment Timing

Since the final regulations are effective for limitatjon years
beginning on or after July 1, 2007, calendar yea
must be amended by the end of the 2008 1i i
Since the timing will probably coincide
formal approval of the new preapy
contribution document, it appears thay
both a restatement onto the EGTRRA

EGTRRA restatements; because
the 2004 Cumulative List.
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BACK-TO-BASICS - MODULE 5

PART THREE - DEDUCTION LIMITS

I DEFINED CONTRIBUTION PLANS
A. 25% Deduction Limit (IRC §404)

Prior to 2002, there were different limits for
EGTRRA brought parity in the deduction limits fg
plans. The deductible limit for Defined Conty#

eligible participant’s compensation gross co
no need to have a Profit-Sharing plan and
order to achieve the 25%. However, some ®
the Money Purchase plan as it represe S
that the employees have come to expegf. 210N to the

B. Elective Deferrals
1. Elective deferrals ars
deduction iatit. BlectiveNd als areMestricted by either a

or by the need for

AMPLE
um Deductible Contribution

Actual Elective Compensation
mpensation Deferral for Deduction
$250,000 $15,500 $230,000
100,000 8,000 100,000
50,000 5,000 50,000
30,000 1,500 30,000
20,000 500 20,000
$30,500 $430,000
X.25
Maximum Contribution $107,500

Note: $107,500 is the maximum deductible employer
contribution (discretionary and match). This amount
excludes the $30,500 in employee elective deferrals that
are deductible separately.
2/08
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II

II1

C. Amounts paid into the Trust that are in excess of the compensation limit
can be carried over and deducted in the next year, as long as the
employer's deduction does not exceed the compensation limit in the next
year.

D. Any amounts that are not deductible are subject to a 10% excise tax raid
by the employer.

tied to profits. Neither the Profit Sharing nor the
subject to the minimum funding requirements.
contributions will be deducted in later years whg

DEFINED BENEFIT PLANS DEDUCTION LIMITS

The deductible amount for a defined benefit 3 € ig’ the minimum
funding standard requirement under §412(a) X o\

and a defined benefit plan, a
it is the greater of:
A. ¥ both plans, or

Code 8412 minimum funding
If this limit is applied, no

PPA Change Effective 2006 and 2007

e Pension Protect Act (PPA) modification of the 25% combined Defined

efit/Defined Contribution (DB/DC) limit allows for a potential
increased deduction by employers. Employers who sponsor both DB and
DC plans covering the same participants now may make an employer
contribution of up to 6% of their participants' compensation to the DC
plan in addition to the contribution necessary to fund their DB plan. This
will allow the total contribution to exceed the previous 25% combined
plan deduction limit.

Re
»lv,
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1. DC Deduction of 6% When DB Minimum Funding
Requirement Exceeds 25% of Compensation

For 2006 and 2007, the employer may make a
contribution of up to 6% of compensation to a DC pla
without the amount being counted towards the 25% limit.

For 2006 and 2007, there is no distinction necessary as to
whether a plan is subject to the PBGC or not.

Note: Since 2002, elective deferrals have been inde
the 25% of compensation DC limit, if the greater 4

made to the DC plan.
2. Example: A Doctor age 59 emploging twg

NHCEs has a defined benefit plan s
401(k) plan (since deferrals ag

Actual Actual

Deferral Match
Doctor 20,500 13,500
NHCE 1 2,700 2,700
NHCE 2 1,800 1,800
Totals 25,000 18,000

The plans in the above example are both top-heavy.
However, because the safe harbor plan only permits
deferrals and safe harbor matching contributions, it is
exempt from top-heavy requirements. Although the DB
plan would not similarly be exempt, in this fact set, the
amount of the enhanced match satisfies the DB top-heavy
benefit accrual requirement when contributed as an
allocation to the DC plan. Note that if participants did not
defer at least 5%, then they would have to receive a top-
heavy minimum under the DB plan.
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B. PPA Change Effective 2008

1. Plans not covered by the PBGC

It is important to note that DB plans that are not covered
by the PBGC will continue to be subject to the 25%
combined deduction limit but may still make a 6% of
compensation deductible contribution to the DC plan
without it applying towards the 25% limit in sfuations

from the deductible contribution
remaining fully deductible by the employe
2. Plans Covered by the PBGC

For employers with DB plans coveredN\Q
plans are no longer subject to the

PBGC may take a deduction
amount even when it exceeds 2

wve employer contributions are made. However, if a 401(k)
¢lective deferrals only, such a plan is excluded from the
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The notice contains two examples of this concept.

When calculating the deductible limit under the 2006 changes, the deductible limit is
determined as of the valuation date for the plan year, and it is adjusted for egxgings to the
earlier of the end of plan year or the end of taxable year of the employer. (This exa ¢ is found
in Treas. Reg. §1.404(a)-14(f)(3).)

VI AR'IN WHICH THE CONTRIBUTION IS DEDUCTIBLE

An employer contribution to a defined contribution plan must be made
byythe due date of the employer's tax return, plus extensions in order to
bé deductible for that year. Thus, for example, if a corporate employer's
fiscal year is the calendar year, the deadline for making a deductible
contribution to the 2007 calendar year plan would be March 15, 2008
(plus extensions if the employer has filed for an extension). The deadline
may be extended six months until September 15, 2008. The due date for
an individual whose tax year is the calendar year is April 15 (may be
extended to October 15).
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Note: A contribution is considered timely if it is mailed (with postage
mark) by the due date of the filing of the tax return. It may actually be
received after the due date. U.S. Postal Service or Private Dwlivery
Companies is acceptable.

B. In some cases, a contribution can be made to the plan after the tax fili
due date plus extensions, but it will have to be deducted in the following

to help pass the ADP/ACP tests can be made up to 12
the close of the plan year. However, the contributigr
deducted in the next year if it is made after the t4x A
that year.

If the employer's fiscal year is differg¢
Revenue Code §404 states that the co

Example: X June 30; however its

year. The employer

An employer ha

eduction for Matching Contributions May Be
Ohly for Matching Contributions Based on

phus, the IRS disallowed the deduction for the matching contributions
on compensation paid between July 1, 2007 and Dec. 31, 2007.

VII { FUNDING REQUIREMENTS

Both the money purchase plan and the target benefit plan are subject to
the Code §412 minimum funding requirements. Simply stated, this
means that the annual contribution is required and offers the employer
no flexibility in terms of a minimum or maximum. The contribution
formula stated in the plan must be followed. With the target benefit
plan, the rate of contribution for each participant will vary with age.
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B. Unlike the Profit-Sharing or stock bonus plans, the contribution for these
plans can be made up to 8% months following the close of the plan year.
However, only those contributions made by the due date of the tax return
plus extensions will be deductible for that plan year. If made afitqr the
due date of the tax return plus extensions, the contribution will havato
be deducted in the next year.

Example: Employer X has a calendar -year money purchase plan

2% months after the close of the plan yeéa
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BACK-TO-BASICS - MODULE 5

benefit.
A.
If the plan is covered by

des a nonalienation provision that is
an is excludable from a bankruptcy

Title I of ER]
enforceable

estment, cYeditors may then seek assignment of those assets.
IRS Tax Levy Exception

If an IRS tax levy is received on a participant of the plan,
the plan must honor the IRS tax levy. However, based on
guidance from the IRS, the plan may refuse to honor the
processing of a distribution to satisfy the levy if the
participant is not yet eligible to receive distributions from
the plan. If the participant is eligible to make a
distribution, the IRS levy may be processed either with or
without the participant’s consent after the plan’s

administrative policies for IRS levies have been completed.
2/08
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Rarely, in “flagrant and aggravated” cases, IRS policy does
provide for enforcement of the levy before the participant
is eligible for distribution. The IRS will make it clear if they
intend to treat the levy in this manner.

As to taxation of a distribution paid to the IRS via tax levy,
the individual will owe income tax on the taxable portion
of the distribution. If the individual is under age 59 %,
the 10% premature distribution does not apply.
comes to state tax levies, the states do not have
ERISA exception as the federal government, t
levies cannot be applied against a particip4
retirement plan balance.

QDRO Exception

As noted above, the Qualified Dome
(QDRO) is also an exception.
issued subsequent to a divorce

qualified, the
plan administratQr s i instructions and
i pay the designated

O. One of the things a
e a payment option that is not

an order providing for the offset of the
account pursuant to a judgment of
rime against the plan, a civil judgment or

Criminal Sentence or “Bad Boy” Clauses Not Permitted

Generally, the terms of a criminal sentence may not order
the plan to pay out a participant’s benefits to a third party
as restitution, even for a crime committed against the
employer.

Example - An employee embezzled $20,000 from the
employer. The employer is not permitted to recover the
$20,000 by taking the participant’s 401(k) plan assets
because of ERISA protection of retirement benefits. There
is a limited exception in cases where the crime was
committed against the plan. Had the employee stolen

5.20
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$20,000 from plan’s assets instead of from the employer,
then a Federal court or the U. S. Department of Labor
could order the plan administrator to offset the plan’s loss
against the participant’s account. In this case, the
participant is presumed to have already received
distribution from the plan for the amount embezzled from
the plan.

S. Using A One Time Distribution To Pay A Creditor

distribution, for example, due to
employment or the attainment of
participant requests this Voluntari b

6.
A participant who is/in
assign an amount installment or
annuity distributions. its no more
7.
II BANKRUPTC
(BAPCPA)

A.

setled A long-standing conflict between ERISA and the
BankMiptcy Courts by requiring that plan participant
must continue payments on their qualified plan loans
rather than suspending them.

2. BAPCPA states that the balance of participants in a plan
with its own determination letter is automatically exempt
from the bankruptcy estate. Otherwise, the plan must

show that:

a. The IRS or a court has not made a prior
determination that the plan is not qualified;
or
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b. The plan is in substantial compliance with
Code Section 401(a); or

C. If the Plan is not in substantial compliance,
the debtor is not responsible for the failure.

B. IRA Bankruptcy Rules

1. One Million Dollars in IRA Excluded

APCPA excludes traditional IRAs and Roth IRAs fro

plans separate from their
[RAs and to not commingle such

fas always been between $1,500 and the $5,000
i ke $1, 000 ,000 limit set by BAPCPA for IRA

etirement plan bankruptcy protection rules have changed, but the rules
in non-bankruptcy situations have not changed for sole proprietor plans
and IRAs.

hus, if creditors are seeking an IRA or a qualified plan not subject to
le 1 of ERISA (such as sole proprietor plans that cover no “common-
law-employees”) that has not filed for bankruptcy, they are only protected
to the extent provided by the applicable state law.
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D. State Law Versus Federal Law

State insolvency laws will still have a role to play in bankruptcy. Most
states require that debtors can only claim the state’s exemptions plus
those provided under other Federal laws, such as ERISA. Som& stx{es
permit debtors to choose between exemptions provided under theirNgq
and the Federal law. Therefore, in a situation where state law provides
full or greater protection in excess of $1 million for a traditional IRA
individual may still choose to apply the state bankry
Obviously, this is a decision that should only be made wik
legal counsel.
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PART FIVE - PLAN INVESTMENTS; EARNINGS & TH
FUND

I ALLOCATION OF INVESTMENT EARNINGS

Generally, the participa
valuation system.

Normally, investments are v
an asset list is tg \_Paxticipant records are maintained on

recent informgtig get accounting system. In some
cases, particips y updated on the anniversary date of
the plan |, plan asset lists may be prepared as

£s to a balance forward system:

kéeper can make valuation
dJustments to plan assets to reflect
accrued income and contributions received

C. Account balances and assets do not have to
settle daily.

d. The recordkeeper has flexibility in
scheduling workflow.

There are also disadvantages:

a. Participant statements are always prepared
after the date on which plan assets are
valued. An extended time period results in

outdated information.
2/08
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b. Any administrative activity requiring the
value of a participant's account balance
must be based on the last valuation of
account balances. This causes problems
with respect to participant loans and
distributions.

B. How Balance Forward Systems Work

Investment earnings must be allocated on the basi
account balances.

for purposes of allocation.

Example: The account balance may be de
beginning of the plan year plus 2 of t

Account Allocation of
balance a investment
of last location earnings
valuation ubrRoses

date \\

g

$37,500 $2,430.55

> 8,000 518.52
8,500 550.93
$54,000 $3,500.00

Employee A:
Employee B:
Employee C:

Allocations other employees are computed in the same manner.

Daily Valuation Systems

In a daily valuation environment, the cash and asset accounting system
{s combined with or linked to the participant recordkeeping system.
}der this arrangement, contributions and investment earnings are
ocated to participant accounts when they are credited to the asset
accounting system. Asset values are determined daily and are reflected
in the price of shares or units credited to participant accounts. This
procedure allows the system to determine the value of participant
accounts daily. This information can then be accessed daily for
administrative and statement purposes. Mutual funds are the preferred
investment vehicle in a daily valuation environment since they are valued
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daily and the plan can effectively limit the number of securities held
without giving up the need for diversification. A plan with many
individual holdings would not generally be a good candidate for a daily

system.
1. Advantages of a daily valuation system:

a. Provides immediate access to participant
account information.

b. Facilitates administrative activities sugh as
determining maximum loan amouy
determining account balangé
distributions.

C. Makes it possible for participg
from one investment option to™s
daily basis.

d.
statements at any time.

e.

inquiries by
by electronic

poses, plan investments
hay be limited [to] mutual funds. Thus,
daly valuation plgns usually do not offer

system must update participant
information daily in order to process
contributions and allocate funds to the
investment options selected by participants.

d. The benefits of a daily valuation system
may not out weigh the higher costs for a
small employer, and this type of system is
of less value to an employer who does not
offer participant directed investments.

Conversion to a Daily Valuation System

Converting to a daily system involves close cooperation between the plan
sponsor and the recordkeeper. Here are some of the things to consider:
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1. Assets

Will your current plan assets lend themselves to a daily
system or will you be required to invest in mutual funds?
Are there any special requirements for participant loans?

2. Documentation

in balance, account balances
adjusted simultaneously. To

business days
during which an ansactions may not be

done:

ponsor should provide participants with an
describing the change and the benefits

Assuming that the current trend to allow participants to select mutual
fund investments continues, the percentage of plans operating in a daily
environment will continue to increase. Other factors that will encourage
the adoption of daily systems will include:

Lower costs.

2. The growing need to access information daily.

3. Investment transfers.

4. Account inquiries via toll free numbers and by electronic
means.
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S. Paperless transactions.

Will plan sponsors continue to have the option to utilize a balance
forward system? Yes, but a growing number of financial institutid
recordkeepers are no longer accepting new balance forward clients®
costs continue to decrease, most plan sponsors will want to be in a daitk

environment.
II THE TRUST FUND
A.
B.
C.
D Exclusive Benefit Rule:
E The Trust is generally part of thy ph

the plan document.

III PLAN INVESTMENTS

A.

The Trustee may permit the employees to select the
allocation of the plan investments in their own account.

Investment Alternatives of the Custodian

()

The Custodian may invest the fund at the direction of the
employer in savings accounts, savings certificates and in
other savings instruments offered by the Custodian.

2. The Custodial arrangement may be designed for use by
the commercial departments of institutions who desire to

offer only savings products to retirement plan customers.
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C. Special Investment Options

Many plans contain language allowing the employer to offer parficigant
loans, the purchase of individual insurance policies and allow tt
employer or plan participants to direct investments.

Y
@§
&
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