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By Ary Rosenbaum, Esq.

When asked by advisors on what 
401(k) plan sponsors should be 
aware of, I tell them that most 

small to medium-sized employers have far 
greater things to be worried about than a 
class action lawsuit. There are a whole host 
of compliance errors that plan sponsors 
should avoid or correct before an Internal 
Revenue Service (IRS) or Department of 
Labor (DOL) starts reviewing the plan. 
This article is about the plan errors that plan 
sponsors should be aware of and correct.

Late deferrals 
As an ERISA attor-

ney (and I play one 
on TV), I can attest to 
late deferrals being the 
most frequent and most 
avoidable plan error af-
flicting 401(k) plans. 
The late deferral prob-
lem is nothing new, but 
it’s something that has 
been growing until DOL 
reinterpreted the regu-
lations concerning late 
deferrals. The regula-
tions gave plan sponsors 
a safe harbor that gave 
them until the 15th day 
of the following month 
to get salary deferrals in. 
Thanks to technological 
breakthroughs and ease 
of using ACH, the DOL 
a few years ago decried 
that the regulation was just a maximum 
time amount, so that meant that plan spon-
sors needed to get those salary deferrals in 
as soon as possible. Some interpret that as 
by the next payroll date or as quickly as 3 
business days. Regardless, the day of wait-
ing weeks before depositing salary defer-
rals is over. Depositing salary deferrals after 
payroll should be a well-oiled machine be-
cause it should be a mechanized, automatic 
process. Yet, so many plan sponsors fail to 

properly remit deferrals in a timely fashion. 
It’s such a big problem and compliance is-
sue for the DOL, that they added a ques-
tion regarding salary deferrals on the Form 
5500 a few years back. There is a problem 
when you file that form under penalties of 
perjury and you have to say you have a 
late deferral issue. Not only must you cor-
rect the late deferral issues by depositing 
the deferrals and adjusting for earnings for 
holding on to the participant’s money, you 
also have to pay an excise tax when you 
file a Form 5330 and you do have to submit 

the plan to the DOL’s voluntary fiduciary 
compliance program. The IRS and/or DOL 
are very good at tracking plan sponsors and 
they certainly check for any plan sponsors 
that answer yes to the late deferral question 
on Form 5500. If there is no record of a 
Form 5330 filing and/or record of the plan 
submitting the plan to the DOL’s voluntary 
program, I know that plans have been au-
dited by the DOL for that reason. If the plan 
sponsor just filed a Form 5330 or submit-

ted the plan to the DOL voluntary program, 
they have been contacted by the DOL as to 
why they didn’t submit the other and they 
kindly ask the plan sponsor to do so. One 
would think that depositing deferrals into 
the 401(k) plan’s trust should be one of the 
easiest tasks for 401(k) plan sponsors, but 
yet it is the most frequent compliance mis-
take. Not only should a plan sponsor make 
sure that they’re on a regular schedule of 
timely deferral deposits and immediately 
identify when deposits fall outside that reg-
imen. Correcting errors early and correctly 

can avoid needless legal 
and compliance fees.

Incorrect/missing dis-
crimination testing

One of the biggest 
and costliest errors for 
a 401(k) plan sponsors 
deals with discrimina-
tion testing that is later 
found to be incorrect or 
was never done at all. A 
qualified plan such as a 
401(k) plan is required 
to abide by the Internal 
Revenue Code’s rules 
which include discrimi-
nation testing that makes 
sure that plan benefits 
don’t discriminate in 
favor of highly com-
pensated employees. 
These tests include test-
ing on plan coverage, 

salary deferrals, matching contributions, 
and something called Top-Heavy to ensure 
that a disproportionate amount of plan as-
sets belong to key employees. If the plan’s 
third party administrator (TPA) determines 
at the time of the test that the plan spon-
sor fails, there are options on how a plan 
sponsor can fix that testing failure.  The 
problem with the error is that it’s often de-
tected many years later, usually when there 
has been a change of TPA who discovers 
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the error of a predecessor. 
This late discovery forces 
the plan sponsor to make 
a contribution instead 
of other corrective mea-
sures they might have 
been allowed to make 
if the error was detected 
earlier. It will also force 
plan sponsors to seek ap-
proval by the IRS’ volun-
tary compliance program 
which costs thousands of 
dollars in legal fees and 
program fees. Recently, I 
represented a 401(k) plan 
sponsor where the new 
TPA detected that the 
predecessor TPA never 
bothered to do discrimi-
nation testing on salary 
deferrals. The problem 
with the late discovery is 
that it precluded the plan 
sponsor from issuing de-
ferral refunds to highly 
compensated employees. I had to submit 
the 401(k) plan to the IRS’ voluntary com-
pliance program and the 401(k) plan spon-
sor had to take out a loan for the $70,00+ 
in corrective contributions to non-highly 
compensated employees including former 
employees and participants who never 
made a deferral contribution to the Plan. 
While the previous TPA deserves the blame 
for not completing the testing, the plan 
sponsor was still on the hook financially 
to make these corrective contributions.

Forgetting to determine whether an 
employee is eligible

Another common and avoidable error 
these days with 401(k) plans is when the 
plan sponsor fails to identify who is eligi-
ble to participate in the plan and not allow-
ing that eligible employee the opportunity 
to participate and defer in the 401(k) plan.  
In the days of spreadsheets and recordkeep-
ing software, you would think that such er-
rors don’t happen, but they happen often. 
The problem with not allowing an eligible 
employee to participate in the plan, it may 
force plan sponsors to make a correc-
tive contribution to employees even if the 
employee never had the interest in defer-
ring. The missed deferral opportunity error 
which is what this error is called is one of 
the most frustrating errors because it’s a 
breakdown in regular plan administration 
and if not corrected quickly, forced the plan 

sponsor to make a corrective contribution 
to the affected participants whether they 
were going to defer or not. Simple record-
keeping would make these errors avoid-
able, but it happens more than I’d like. 

Compensation issues
I’ve seen of late, far too many issues 

dealing with compensation. The plan 
sponsor thinks that employees can defer 
and get a contribution on one definition 
of compensation even though their plan 
document and/or plan administration says 
differently. I was approached many years 
ago by a publicly traded bank that had ex-
cluded bonuses from the definition of com-
pensation in their practice, but their plan 
document had included it, which forced 
the plan sponsor to make up contributions 
for many years. What made it worse is 
that its well-known auditor and their TPA 
never bothered to pick up the error. It was 
only discovered after a change of TPA. 
Whether it’s the plan document, plan ad-
ministration, and plan sponsors practice, 
there has to be a uniform definition of 
compensation and it would make sense for 
the plan sponsor and their TPA to confirm 
what the definition of compensation really 
is, so there are no surprises that the plan 
sponsor contributed too much or too little. 

Loan issues
401(k) plan loans are one of the excep-

tions to the prohibited 
transaction rules, which 
allows participants to 
take out a loan against 
their account balance. 
While this is a feature 
that I do like, it does cre-
ate a lot of compliance 
problems, especially 
with repayment. In or-
der to avoid the prohib-
ited transaction rules, the 
loans are limited in their 
amount and against a 
limited percentage of the 
participant’s account bal-
ance. Most importantly, 
there are maximums on 
the length of a loan and 
the frequency of repay-
ment. Most plan errors 
with loans deal with the 
failure of a participant 
to make payments on 
the loan, which creates 
a default, often on a plan 

sponsor’s failure to properly remit loan 
repayments. This often happens when the 
plan’s loan policy allows for multiple plan 
loans and the plan sponsor and TPA neglect 
to direct payments towards the repayment 
of one or multiple loans, which creates a de-
fault and a taxable event to the participant.  
There is nothing wrong with a loan provi-
sion as long as it done correctly with the 
stated loan policy and it avoids the prohib-
ited transaction rules. Otherwise, the plan 
sponsor may have to make a submission to 
the IRS’ voluntary compliance program. 


