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A 401(k) plan is one of the great em-
ployee benefits. Within a 401(k) 
Plan, some options are truly ben-

eficial to plan participants when it comes 
to increasing retirement savings or allow-
ing access for a participant’s benefit. The 
problem with these options is that if you 
and/or your plan provider keep your eye 
off the ball, then there may be a compli-
ance headache coming your way. The road 
to hell is paved with good intentions and 
certainly when 401(k) 
plan features that ben-
efit employees cause 
compliance grief. 
 
Automatic Enrollment

Automatic enrollment 
is one of the best fea-
tures of a 401(k) plan 
since it was added to 
the Internal Revenue 
Code in 2006. Previ-
ously called a Negative 
Election, it will with-
hold a percentage of a 
participant’s compensa-
tion as a salary deferral 
if the plan participant 
didn’t affirmatively 
opt-out of deferring by 
noting as such in their 
deferral election form. 
I like the automatic en-
rollment because it gets 
people to defer, which 
helps their retirement 
savings and may help 
the plan’s actual deferral 
percentage discrimina-
tion test. The problem with the automatic 
enrollment that could blow up in your face 
is when you fault to implement the auto-
matic enrollment feature and don’t take out 
the deferrals from participant’s paychecks, 
as mandated by the plan document. If you 
don’t fix the problem as soon as possible 
(and you likely won’t), you will have to 

fix the plan by making corrective contri-
butions out of your pocketbook. There 
is nothing worse than making a correc-
tive contribution instead of the partici-
pant making salary deferral contributions 
under an automatic enrollment feature.  
 
Matching Contributions

One of the best features for plan partici-
pants out there is a matching contribution 
where they get a contribution tied to the 

deferral they put in from their paycheck. 
What we call “free money” for deferring, 
it’s a great encouragement for participants 
to actively participate by deferring their 
salary. The problem with matching contri-
butions is based on the time of funding and 
any caps that you would place on matching 
contributions. The limit is the maximum 

you will match, which is limited to the per-
centage of deferrals you will match up to 
a specific percentage of compensation. An 
example is when you agree to match 50% 
of the salary deferrals up to 4% of compen-
sation. Where it causes problems is if you 
decide to match on a payroll period basis, 
but the limits on matching are tied to an 
annual amount. Why the problem? Match-
ing payroll by payroll will lead to one is-
sue, the issue that participants may change 

their deferral rate now 
and then. It may be due 
to fluctuation based on 
how much they could 
defer or the fact that they 
max out their salary de-
ferral before December 
31st. Whatever the rea-
son for the fluctuation, 
it’s a problem when the 
matching contribution is 
tied to an annual com-
pensation limit. Since 
payroll periods fluctuate 
and an annual limit does 
that, it may force you to 
make a true-up contribu-
tion to meet that annual 
match limit. The same 
could hold if you make 
the matching contribu-
tion on an end of year 
basis and your match-
ing contribution is tied 
to a compensation that 
isn’t annual, such as 
monthly or payroll pe-
riod. In English, the way 
you match should be the 

way you put in a match limit. It needs to be 
consistent, otherwise, you may have to fork 
over more money or make some correc-
tions to fit the terms of the plan document.
 
Participant direction of investments

Allowing participants to direct their in-
vestments within a 4 01(k) plan was done 
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to limit your liabil-
ity as a plan sponsor. 
The problem is you 
may not be aware 
of your require-
ments under ERISA 
§404(c) which re-
quires you to follow 
a fiduciary process to 
achieve that liability 
protection from par-
ticipant losses from 
their investment. As 
a plan sponsor, you 
must have a process 
to select and replace 
plan investments. 
You also need to 
provide enough in-
formation for par-
ticipants to make 
informed investment 
decisions, such as 
providing investment 
education. Without 
following a prudent 
fiduciary process, 
you will still end 
up being liable for 
something you were supposed to get liabil-
ity protection for losses sustained by par-
ticipants when they direct their investment.  
 
Loans

On paper, allowing participant loans is 
one of the beneficial participant features 
because it allows plan participants to ac-
cess their account balance for a loan when 
they need the money. Loans act as a partic-
ipant-directed investment if the plan offers 
participant investment direction. Loans 
are for a maximum five-year term (unless 
a home loan) and must receive payment 
at least quarterly. Otherwise, the loans de-
fault and the plan participant is supposed 
to receive a Form 1099 representing a tax-
able deemed distribution, In terms of plan 
error, errors resulting from plan loans are 
at the top of the list and these errors usu-
ally involve with the plan loan becoming 
defaulted because of the failure to prop-
erly make a payment towards the loan 
quarterly. Usually, it’s the fault of the plan 
sponsor and/or the TPA and it’s not fun to 
tell a participant that they have a taxable 
distribution for a loan default that wasn’t 
of their making, sometimes years after it 
happened. The reason this happens usually 
is when a plan offers unlimited plan loans. 
There might be plan participants with 7-10 

outstanding loans and the TPA may forget 
to make a payment to one or more loans, 
which may cause a default. The road to hell 
is paved with good intentions and there is 
nothing worse than having huge compli-
ance problems because you offered plan 
loans. As a plan sponsor, you should only 
offer one loan outstanding at a time. You 
can certainly allow participants with the 
right to refinance or reconsolidate plan 
loans, but there should be only one loan 
outstanding at a time. Also, you should 
require a $1,000 loan minimum. There is 
nothing worse than charging a participant 
$50 to $100 to take out a $500 loan. Offer a 
loan program, but don’t offer a payday loan 
program. Offer one loan outstanding and a 
$1,000 loan minimum to minimize the po-
tential for compliance errors. Also, make 
sure you have the backup from a participant 
to offer the 30-year home residence loan.
 
Hardship distributions

While many plan sponsors abhor the idea 
of hardship distributions, I see nothing 
wrong with allowing plan participants the 
opportunity to access their 401(k) account 
balance in times of heavy financial need. 
There are times such as medical expenses 
and funeral expenses where a participant 
may need quick access to large amounts of 
money. The problem with hardship distri-

butions is the com-
pliance end. There 
is a safe harbor cri-
terion for hardship 
distributions and 
it’s something you 
should follow. Also, 
you can’t take par-
ticipant’s words that 
they have a heavy 
and immediate fi-
nancial need for 
that hardship distri-
bution. They must 
provide written evi-
dence and you must 
vet that written 
evidence to make 
sure that the request 
meets a definition of 
hardship. For exam-
ple, you have to say 
no to the participant 
who just wants to 
replace their boiler 
because the old one 
died. Ove the past 
few years, the In-
ternal Revenue Ser-

vice (IRS) has advised their agents to re-
view hardship requests during a plan audit 
especially when a participant makes mul-
tiple hardship requests. There is nothing 
wrong with offering hardship distributions, 
what’s wrong if you don’t document these 
requests with written proof. Otherwise, 
you’re turning the 401(k) plan into an ATM 
and that won’t pass muster with the IRS.


