
401(k) Plan Sponsor Issues During 
This Coronavirus Pandemic 

By Ary Rosenbaum, Esq.

The business around COVID-19 has 
been mostly negative. However, as 
Billy Joel would say: “We Didn’t 

Start The Fire.” There have been plenty of 
economic crises over the years since the 
Great Depression. As a 401(k) plan spon-
sor, it’s more likely than not that this pan-
demic has been negative to your business 
and probably your retirement plan. As a 
business owner, there are some tough de-
cisions that you’ve had to 
make or will make concern-
ing your business that will 
also affect your 401(k) plan. 
This article is all about im-
portant considerations con-
cerning your 401(k) plan 
as it relates to Coronavirus.

You still have a job to do
No matter the pandem-

ic, you still have a job as 
a 401(k) plan fiduciary. 
That means all your acts 
must still be prudent and 
you still need to make sal-
ary deferral deposits as soon 
as possible. Times have 
changed, but your job as a 
401(k) plan sponsor hasn’t.

Your most important asset
I’ve been using the same 

mechanic shop for the past 
22 years. Ralph runs the shop 
and he’s one of the sharpest 
business people I know, I 
wrote a chapter about him in my last book. 
When Hurricane Sandy decimated where I 
live, Ralph’s business was hurt as he didn’t 
have electricity for two weeks and a third 
of his customers were forced to get new 
cars because of flooding. Ralph made a 
choice to dip into his savings, rather than 
terminating any of his mechanics because 
he realized he couldn’t afford to lose such a 
great staff. You may not realize it, but your 
most important asset is your employees. 

If you can hold on to them, you should. 

Furlough vs. Termination
If you have to let go of your employees, 

there is a big difference between furlough 
vs. terminating them. Furloughed employ-
ees aren’t paid, but there is no severance 
from employment that would allow them 
to receive a full distribution of their 401(k) 
account balance. If you decide to terminate 

your employees, there is a magic number 
of employees being terminated and that 
number is 20%. The reason why 20% is 
the magic number because it might cause a 
partial termination. Your 401(k) plan might 
have a partial termination if more than 20% 
of your total plan participants were laid off 
in a particular year. The law requires all 
“affected employees” to be fully vested in 
their account balance as of the date of the 
partial plan termination. These participants 

must become 100% vested in all employer 
contributions (including matching contri-
butions) regardless of the plan’s vesting 
schedule. So keep in mind that when it 
comes to the furlough vs. termination ar-
gument, there might be a negative conse-
quence if too many employees terminate.

Severance pay
If you offered severance pay to your 

terminated employees, there 
might be an issue as to wheth-
er that pay should be consid-
ered compensation for 401(k) 
plan purposes in terms of sal-
ary deferrals and employer 
contributions. Your 401(k) 
plan may provide that sever-
ance pay is considered plan 
compensation if the severance 
pay would have been made to 
the employee if the employee 
had continued in employ-
ment, provided that (1) the 
amounts are paid by the later 
of 2 ½ months after sever-
ance from employment or the 
end of the plan’s limitation 
year that includes the date of 
severance from employment; 
and (2) the amounts would 
have been included in the 
plan’s definition of “compen-
sation” if they had been paid 
before the employee sepa-
rated from employment. So 
before or after paying sever-

ance pay, find out whether it needs to be 
included for plan compensation purposes.

The CARES Act
As part of the Federal Government’s re-

sponse to the pandemic, the CARES Act 
was signed into law. The CARES Act has 
some important changes to 401(k) plans, 
which mainly are optional. The CARES 
Act allows for in-service distributions of 
up to $100,000 that won’t be subject to that 
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10% early distribution 
penalty under Internal 
Revenue Code Section 
72(t) for those under age 
59 1/2. The early distribu-
tion penalty won’t attach 
to any distribution from a 
qualified retirement plan 
that is made on or after 
January 1, 2020, and be-
fore December 31, 2020, 
to qualifying individuals 
who either has/had Coro-
navirus, had a spouse or 
dependent who had it, 
or they were negatively 
impacted in their job as 
a result of the pandemic. 
Normal income tax on 
these distributions would 
still apply. The CARES 
Act also expanded access 
to plan loans for “qualify-
ing individuals,” a group 
defined to include only 
those individuals who 
qualify for a Coronavi-
rus-Related Distribution 
( as described above). The maximum loan 
that can be taken is increased to the lesser 
of $100,000 or 100% of an individual’s 
vested account balance. This Coronavirus 
related limit is double the current limit un-
der the law (which is the lesser of $50,000 
or 50% of an individual’s vested account 
balance.) Also, affected individuals with 
outstanding loan balances on or after the 
date of the enactment of the CARES ACT 
may be allowed to delay their loan repay-
ments for up to one year regardless of the 
five-year repayment period. So that means 
that future payments (after the year suspen-
sion) would be adjusted to reflect interest 
accrued for the period of delay and the term 
of the length of the loan will be extended. 
The thing about the CARES Act is that the 
provisions are optional. If your business 
and your staff haven’t been negatively im-
pacted by Coronavirus, you may not want 
to offer these optional provisions under the 
CARES Act. Most 401(k) plan sponsors 
have opted for these provisions because 
most businesses have been impacted by 
Coronavirus, so that means participants 
as well have been impacted. Even if your 
business hasn’t been negatively impacted, 
you don’t know every participant’s finan-
cial situation and home life to determine 
whether the distributions should be al-
lowed. In addition to assuming that your 

business and your employees haven’t been 
negatively impacted by Coronavirus, an-
other reason you may not want to imple-
ment the optional provisions of the CARES 
Act is that you don’t want participants to 
tap their retirement plan assets. ”Leakage” 
from your 401(k) plan negatively impacts 
the retirement of your employees and may 
also negatively impact the pricing on your 
401(k) plan for plan expenses as plans 
with fewer assets pay more in expenses as 
a percentage of assets. So while there are 
many reasons you should opt for the op-
tional provisions of the CARES Act, there 
are several reasons why you shouldn’t. 

Terminating the 401(k) plan? Think 
again.

With business being bad, you may con-
sider terminating your 401(k) plan. As an 
ERISA attorney, I think you should re-
consider that idea if you have any thought 
that your business will continue for the 
foreseeable future. The reason is what we 
call the successor plan rule. The successor 
plan rule would prohibit you from termi-
nating the 401(k) plan and, then, starting a 
new plan within 12 months after the origi-
nal plan is terminated. The rule was put in 
place to restrict a plan sponsor from termi-
nating a 401(k) plan, just so participants 
could have immediate access to their retire-
ment plan assets since 401(k) distributions 

are only allowed for 
hardship, after attain-
ing age 59 ½, or termi-
nation of employment. 
So if your business will 
go on, terminating your 
401(k) plan isn’t a deci-
sion you should make.

Paycheck Protection 
Program

The CARES Act also 
created the Paycheck 
Protection Program 
(PPP) to help businesses 
like yours by covering 
your near-term operat-
ing expenses and pro-
viding incentives to 
retain employees. PPP 
loans will be fully for-
given when used for cer-
tain expenses, including 
payroll costs. Payroll 
costs include “payment 
of any retirement bene-
fit”. While payroll costs 
only apply to annual sal-

aries up to $100,000; the Treasury Depart-
ment has stated the $100,000 annual limit 
on compensation applies only to cash com-
pensation. The limit does not include em-
ployer contributions to your 401(k) Plan. 
So the PPP offers help with you in mak-
ing employer contributions to your 401(k) 
plan for those making less than and more 
than $100,000 and maybe a great feature if 
your plan already has a mandatory contri-
bution (such as a safe harbor contribution).


