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Agenda

Testing Failures and Corrections

Testing Failures and Plan Design:
Helping Find Opportunities

Advantages of Adding Non-Qualified Plans

Questions

Newport Group and its affiliated companies do not render tax or legal advice, and the material contained in this presentation should not be interpreted 
or relied upon as constituting tax or legal advice. Opinions with respect to tax or legal questions invariably turn upon facts and circumstances of a 
particular case or matter. Accordingly, you should consult tour tax or legal advisor with respect to specific tax or legal decisions.
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TESTING FAILURES 
AND CORRECTIONS
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Testing Requirements

Coverage Test
Plan must cover a minimum number of employees

Identify non-excludible employees as highly Compensated Employees (HCE) 
and Non-Highly Compensated Employees (NHCE)

Determine which non-excludible employees are benefiting under the plan

• Consider document provisions

• Include all employees in determination (part time, seasonal)

• Controlled group and affiliated service group considerations

Non-Discrimination Test
IRC 401(k) – Actual Deferral Percentage (ADP) Test

IRC 401(m) - Average Contribution Percentage (ACP) Test
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Actual Deferral Percentage (ADP) Test

The ADP test compares the average deferral rate (ADR) of non-highly compensated employees 
(NHCEs) to the average deferral rate of highly compensated employees (HCEs) in the Plan

The deferral rate equals the total annual deferral (excluding catch-up contributions) divided by the 
annual compensation

Must use the compensation as defined in the Plan document for testing purposes

The NHCE average deferral percentage (ADP) is the total of all the deferral rates for NHCEs divided 
by the number of NHCEs who could have deferred for the plan year

The HCE average deferral percentage (ADP) is the total of all the deferral rates for HCEs divided by 
the number of HCEs who could have deferred for the plan year

Document will dictate whether to use current year or prior year testing

To pass the ADP Test requires that either 

• The HCE rate be no more than the lessor of 2 times the NHCE ADP or the NHCE ADP plus 2 OR

• The HCE ADP be no more than 1.25 times the NHCE ADP for the plan year
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Actual Contribution Percentage (ACP) Test

The ACP test compares the average contribution rate (ACR) of non-highly compensated employees 
(NHCEs) to the average contribution rate of highly compensated employees (HCEs) in the Plan

The contribution rate equals the total annual match and voluntary employee after-tax contributions 
divided by the annual compensation

Must use the compensation as defined in the Plan document for testing purposes

The NHCE average contribution percentage (ACP) is the total of all the contribution rates for NHCEs 
divided by the number of NHCEs who could have made an after-tax contribution or could have 
received a match for the plan year if a deferral election had been made

The HCE average contribution percentage (ADP) is the total of all the contribution rates for HCEs 
divided by the number of HCEs who could have made an after-tax contribution election or could 
have received a match for the plan year if a deferral election had been made

Document will dictate whether to use Current year or Prior year testing

To pass the ACP Test requires that either 

• The HCE rate be no more than the lessor of 2 times the NHCE ACP or the NHCE ACP plus 2 OR

• The HCE ACP be no more than 1.25 times the NHCE ACP for the plan year
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ADP/ACP Testing

NHCE ADP/ACP PASSING HCE ADP/ACP

Less Than 2.0% <= 2 x NHCE ADP/ACP

2.0% - 8.0% <= 2 + NHCE ADP/ACP

Above 8.0% <= 1.25 x NHCE ADP/ACP

Examples:
NHCE ADP/ACP = 1.50%, HCE ADP/ACP <= 3.00% (using 2 times test)

NHCE ADP/ACP = 2.50%, HCE ADP/ACP <= 4.50% (using 2 plus test)

NHCE ADP/ACP = 8.00%, HCE ADP/ACP <= 10.00% (using 2 plus test)

NHCE ADP/ACP = 9.00%, HCE ADP/ACP <= 11.25% (using 1.25 times test)
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Testing Failures

Failed ADP or ACP Test – Alternative Testing Methods
Statutory exclusion of otherwise excludible employees

Use net compensation for testing

Re-characterize excess contributions

Plan imposed deferral limit

All failures create an opportunity to help improve the plan design!
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Testing Failures

Failed ADP or ACP Test
If this test fails, there are some options for passing:

» Qualified non-elective employer contribution (QNEC) to non-highly compensated to increase ADP

» Refund to HCE 

Must be corrected no later than the end of the plan year following the plan year the test is for

Corrective distributions create 10% excise tax payable by the employer if not distributed within 2 ½ 
months after the end of the plan year the test is for (Form 5330 required)

Self-correction permitted within the two plan years following the end of the initial testing period 

All failures create an opportunity to help improve the plan design!
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Avoiding Testing Failures

Automatic Contribution Arrangements (ACA)
Traditional 

• Least regulated

• Requires reasonable notice before withholding defaulted amount

• Permissible withdrawal not allowed

Eligible Automatic Contribution Arrangement (EACA) 

• Has more regulatory governance

• Requires initial notice and annual notice at least 30 days before year end

• Permits withdrawal of defaulted amounts within 90 days of initial withholding

• Permits up to 6 months for corrective distributions to cure ADP/ACP failure  

Qualified Automatic Contribution Arrangement (QACA) 

• Combination of a Safe Harbor and ACA (deemed to pass ADP/ACP)

• Requires an escalation feature or a 6% automatic deferral AND a modified safe harbor contribution
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Avoiding Testing Failures
Safe Harbor Plan Design

Basic Safe Harbor Match
• 100% of the first 3% of compensation deferred PLUS 50% of the next 2% of Compensation deferred

• Contributions must go to all employees who defer with NO allocation conditions

• SH match must be 100% vested so no forfeitures available to reduce other contributions

• For plans with low participation this may be significantly less costly than the SH non-elective contribution

Enhanced Safe Harbor Match
• 100% of the first 4% (or more) of compensation deferred

• Same restrictions as Basic SH match

Safe Harbor Non-Elective (SHNE)
• Contribution must be at least 3% of compensation for any eligible to defer whether or not deferring – No Allocation 

conditions

• Also must be 100% vested so no forfeitures to reduce other contributions

• Works well with a cross tested / group allocation profit sharing contribution

• May be more cost effective in a plan that has high levels of employees deferring into the plan
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Comparison
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Comparison
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Comparison
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The Power of Plan Design

Utilize ACA and/or SH plan features to help maximize HCE deferral contributions:

• Traditional 401(k) plans can limit HCE contributions.

• Refunds cause HCE to not meet retirement contribution objectives.

• Cost vs benefit

Exclude HCE from the 401(k) Plan

• Avoid the ADP/ACP test completely 

• Add a Non Qualified Plan help to meet HCE’s retirement plan objectives 
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ADDING 
NON-QUALIFIED PLANS
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What is a Non-Qualified Deferred 
Compensation Plan (NQDCP)?

A “qualified” plan meets the requirements of Code Section 401(a)
• Covers broad, nondiscriminatory group of employees

• Employer receives tax deductions for plan contributions, but employees don’t include balances as income until 
payments are made

• Subject to substantive provisions of ERISA including fiduciary rules and requirements that all assets be held in trust

A “non-qualified” plan does not meet the requirements of Code Section 401(a)

• Covers corporate executives or highly compensated employees

• No employer deduction until employees recognize income at distribution

• Must satisfy Code Section 409A rules

• Generally exempt from most provisions of ERISA

• Assets may not be held in trust unless trust assets remain subject to company’s creditors (so-called “rabbi trust”)

• May be established for one individual (e.g., under an employment agreement), or for a group of highly 
compensated executives
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Differences Between Qualified 
401(k) Plan and Non-Qualified DCP

NQDCP

• Employee deferrals are limited only by plan 
design (can be up to 100% of compensation)

• Company contributions are optional and can 
discriminate by employees

• 401(k) make-up match

• Independent match

• Discretionary (non-matching) contribution

401(k)

• Employee deferrals are limited to $18,500 for 
2018 ($24,500 if catch-up eligible) and may be 
further reduced due to discrimination testing

• Company contributions must be 
nondiscriminatory and cannot be based on 
compensation above $275,000
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Differences Between Qualified 
401(k) Plan and Non-Qualified DCP

NQDCP

Trust
Rabbi Trust assets can be claimed by creditors of 
the company in bankruptcy

Rollover
Not permitted – this is a non-qualified plan

In-Service Distributions
Permitted

• Without penalty if scheduled at the time of initial 
enrollment or re-deferral

• Without penalty for unforeseeable financial hardship

Loans are not permitted

401(k)

Trust
Qualified Trust assets are protected from participant 
and company creditors

Rollover
Permitted within 60 days of receipt of account balance

In-Service Distributions
Permitted for hardship and following attainment of age 
59-½

Withdrawals prior to age 59-½ are generally subject to 
early withdrawal penalties

Loans are permitted
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Why Deferred Compensation?

Employee Perspective
• Supplement 401(k) retirement savings/wealth 

accumulation

• Reduce current taxable income

• Tax deferred capital accumulation

• In service distributions for planned or 
unplanned events without penalty
• Child college expenses (planned)
• Medical emergency (unplanned)

• Personalize retirement goal

• Tax deferred earning potential

• Greater planning flexibility – short and long 
term goals

• Estate planning tool – supplemental survivor 
benefits available

Employer Perspective
• Recruit, reward, retain, retire

• Can provide additional benefits for selected 
groups within the plan

• Proper funding strategy can have positive 
effect on P&L

• Stay competitive – executives have come to 
expect these plans – 92% of companies 
surveyed have true DCPs*

• Enhances employee benefit program

• Golden handcuffs – provide credits subject to 
a vesting schedule to incent executives to 
remain in employment

• A properly designed program gives ABC 
Company a cost-efficient result

*Source: Newport Group Executive Benefit Survey 2017 Edition
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Types of Non-Qualified 
Deferred Compensation Plans

Elective Deferral Plans
• Employee defers compensation (salary, bonus, commissions, etc.) on a pre-tax basis

Supplemental Benefit Plans
• Company-provided benefits (not derived from employee deferrals)

• Often referred to as Supplemental Executive Retirement Plans or “SERPs”

• Frequently designed as defined benefit/defined contribution plans, either as a stand-alone plan or 
paired with a qualified pension plan
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Tax Consequences

Employee

• All deferrals are income tax-deferred

• No current tax to the participant

• FICA is withheld at the time of deferral or vesting

• All distributions are taxed as ordinary income to the participant 

• Survivor benefits are taxed as ordinary income and are included in the participant’s estate and are 
tax-deductible to the corporation

Employer

• Grantor trust rules

• No deduction for funding of trust

• Benefit payments are tax deductible to the corporation

• Treated as owner of trust

• Pays tax on trust assets



26 newportgroup.com
For Informational Purposes Only

FUNDING
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How the Plan Works

The account balance is indexed to the asset allocation from a 
‘menu’ of investment portfolios or a fixed rate 

Deferred 
Compensation
(FICA withheld)

Account BalanceDeferrals

Investment 
Options

(Participant 
Asset 

Allocation)
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How the Plan Works

Distributions are taxed as ordinary income to the participant with a 
corresponding tax deduction to the corporation.

Deferred 
Compensation
(FICA withheld)

Account BalanceDeferrals Payments
Benefits

(Income Taxes 
Withheld)
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How the Plan Works

Companies often invest deferred compensation in insurance / mutual 
funds owned by the Rabbi Trust

Deferred 
Compensation
(FICA withheld)

Deferrals

Rabbi 
Trust
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How the Plan Works

Mutual fund investment gains are taxable to the plan sponsor.  
The insurance company charges fees and expenses which includes the cost of 
insurance.

Mutual Funds/COLI

Deferred 
Compensation
(FICA withheld)

Deferrals

Rabbi 
Trust

Insurance 
Company
/Mutual 
Funds

Investment 
Portfolio

Investment 
Portfolio
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Funding of Deferred Compensation Plan Liabilities

Non-Tax Managed Assets

Taxable Returns
Familiar vehicle

Funds similar to 401(k) plan or may be enhanced by 
additional funds

Benefit of simplicity

The Company pays taxes on earnings (150~250 bps)

Cost of money on taxes adversely affects P&L

Potential adverse accounting treatment

Tax Managed Assets 
(Corporate Owned Life Insurance)

Tax Deferred Returns
Investment funds similar to those available in 401(k)

Requires some understanding of the funding vehicle

The Company pays insurance expense, but defers tax 
(50-70 bps vs. 250 bps)

Reduces plan costs

Favorable accounting treatment

Tax arbitrage flows to P&L
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Implementation Milestones

1. Kick-off meeting

2. Document design and execution

3. Communication planning 

4. Systems and website configuration

5. Data transfer from prior recordkeeper

6. Funding/asset transfer

7. Plans go live

8. Monitoring and benchmarking
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Thank you for attending today’s presentation!
A very brief survey follows the webinar – tell us what you think!

If you have additional questions please contact your 
Newport Group Relationship Manager or email: 

newportgroup@newportgroup.com

For more information please visit newportgroup.com

Questions?
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The attached material was prepared by Newport Group. The format and substance of the material contained in this report were d eveloped by and 
constitute the confidential work product of Newport Group. This report is provided solely for the use of the recipient and any other use, dissemination or 
distribution of such, including dissemination or distribution to outside consultants or advisors, without the prior written consent of Newport Group is 
prohibited.

Newport Group Securities, Inc. is both a broker -dealer and registered investment adviser. When utilizing mutual funds as investment vehicles, Newport 
Group Securities may act in either its registered investment adviser or broker-dealer role. When offering variable insurance products, Newport Group 
Securities acts solely in its capacity as a broker-dealer.

When acting as broker -dealer, Newport Group Securities receives compensation for the sale of mutual funds and/or variable life insurance products, 
including commissions, asset-based compensation, expense allowances and other distribution-related payments. The method and amount of 
compensation may vary depending upon which mutual fund or insurance carrier is selected. Certain third party institutions may provide financial support 
to Newport Group on a voluntary basis to offset certain of the costs of marketing, educational and sales meetings. No such support is based upon any 
sales or distribution quotas or other such metrics. Additional information may be found at newportgroup.com.

A detailed explanation of all charges associated with mutual funds and variable life insurance products is contained in eithe r a prospectus or a private 
placement memorandum (PPM). Newport Group Securities will provide prospectuses or PPMs for the mutual funds and/or insurance products selected 
prior to purchase. Newport Group Securities will provide detailed information regarding mutual fund charges, insurance product charges and 
broker-dealer compensation upon request. Investment in securities involves risks, including possible loss of principal. 

Newport Group and its affiliated companies do not render tax or legal advice, and the material contained in this report shoul d not be interpreted or relied 
upon as constituting tax or legal advice. Opinions with respect to tax or legal questions invariably turn upon facts and circumstances of a particular case 
or matter. Accordingly, you should consult your tax or legal advisors with respect to specific tax or legal decisions.
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Newport Group, Inc. © 2018. All Rights Reserved 

Notice of Confidentiality and Disclosure
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