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SAFE HARBOR PLANS

The background and benefits

Background
A 401(k) plan permits employees to contribute a portion

of their compensation, known as an elective deferro|, to
the emp|oyer's retirement p|omi Deicerring compensation
to the p|om postpones state and federal income tax on
the deferrals and permits them to grow on a pre-fax ba-
sis. 401(k) plans cannot discriminate in favor of Highly
Compensated Employees (HCEs)or employees who make
more than a certain amount in the prior year ($155,000 in
2024). To prove that it is not discriminatory, a 401(k) plan
must pass the Actual Deferral Percentage (ADP) test and
the Actual Contribution Percentage (ACP) test each year.

Benefits of a safe harbor plan

One of the main benefits of a safe harbor plan is it exempts employers from performing the ADP and ACP tests annu-

ally. In addition, the employer does not need to make an extra contribution to the Non-Highly Compensated Employees
(NHCEs) or refund some of the elective deferrals of HCEs, which must be done if a regular 401(k) plan fails these tests.
Consequently, HCEs, subject to certain limitations, may contribute the full 401(k) plan annual dollar amount without

regard to the amount any NHCE defers.

at each opftion.

plan year

Two alternative employer contribution options

To gain this automatic compliance with the ADP and ACP tests, employers
must provide a minimum contribution that is either:

A flat, non-elective contribution of 3% of pay for all participants, or

An emp|oyer moiching contribution

These minimum contributions may include the HCE group, but it is not re-
quiredi These contributions must also be 100% vested. Let’s take a closer look

The 3% non-elective contribution

«  Satisfies safe harbor by providing an emp|oyer—poid non-elective contribution of 3% for each
e|igib|e NHCE, regord|ess of whether ihey contribute or are emp|oyed on the last doy of the

+ Also satisfies the minimum contribution requirements in top-heavy plans

« Can be used to count towards a minimum amount required when using a cross-tested “new

comporobi|i‘ry" allocation formula for profir shoring




Employer safe harbor matching contribution
There are many occep’rob|e formula options

Must be as favorable as 100% match on the first 3% contributed, plus 50% on the next 2%
contributed by employees

« If the above mofching formula is chosen, an emp|oyee must defer 5% of pay to get the max-
imum emp|oyer mofching contribution of 4%

Alternatively, employers may make a 100% match on the first 4% of pay

Emp|oyees in these scenarios receive nofhing if fhey do not defer

Additional matching contributions

If the employer makes additional matching contributions over and above the safe harbor matching contribution above,
the following additional requirements apply:

e Match rate - The matching contribution for any HCE cannot exceed the rate for an NHCE making the same level
of employee deferrals.

. Emp|oyee deferral limit - No match can be made on emp|oyee deferral contributions greater than 6% of the partic-
iponf's compensation. The match can be more than 100%, such as $Q for each $1 of deferro|, but deferrals more than
6% of pay must be disregarded.

e Additionadl discreﬁonary match - Additional emp|oyer discrefionory mo’rching contributions can also be made.
Again, emp|oyee deferral contributions greater than 6% of pay may not be matched, and the overall amount of the
discretionary match must be limited to 4% of pay.

Timing of deposits

Safe harbor employer matching contributions done on a per
pay period basis must be deposifed at least quor‘rer|y during
the p|0n year. Specifico”y, the deposif should occur by the last
day of the next quarter. If the safe harbor contribution is made
late, this could jeopordize the safe harbor status, thus moking

the p|on subject to comp|icmce testing for that p|0n year.

If the safe harbor mofching is done ormuo||y after the p|on year,
the total amount is due for deposif by the date the emp|oyer

files its business income tax return.




Vesting and other safe harbor requirements

The safe harbor contributions described above must be 100% vested. They also must not be subjec’r to an hour of

service requirement or a last doy of the p|on year emp|oymenf requirement. However, the p|on may:

Implement a 21 years of age and a year of service (at least 1,000 hours in 12 months) requirement
Provide additional emp|oyer profif shoring contributions

Not allow for distributions of the emp|oyer's safe harbor contributions during emp|oymenf

Notice requirements

A safe harbor 401(k) arrangement cannot be added to an existing non-
401(k) plan unless the arrangement will be in effect for at least 3 months
of the p|cm year.

For exomp|e, suppose an emp|oyer maintains a co|endor—yeor profi‘r shoring
plan. That employer may add a safe harbor 401(k) arrangement as late as
October 1, 2023, so long as the safe harbor requirements are met from the
effective date of the 401(k) arrangement fo the end of that first year. The
safe harbor notice would have to be given fo emp|oyees no later than the
effective date of the 401(k) arrangement, that is, October 1in this example.

Qualified Automatic Contribution Arrangement (QACA)

Another option employers have is a qualified automatic contribution arrangement (QACA). It is an IRS safe harbor,
meaning certain required comp|icmce tests are deemed to pass. Participants must be auto-enrolled at a minimum

of 3% and deferrals must automatically increase by 1% each year, up to a minimum of 6% and a maximum of 15%.
It's important to note that in 2025, the minimum will increase to 10% for plans that are required to have automatic
enrollment. Plan sponsors then must make a safe harbor contribution of either:

a 100% matching contribution on the employee’s first 1% deferred, followed by a 50% matching contribution on
the emp|oyee's deferrals over 1%, but not exceeding 6% (The emp|oyer mc;’rching contribution is cgpped at 3.5%
vs. 4% in a traditional safe harbor p|on.)

a nonelective contribution of 3% of compensation fo all participants

The QACA safe harbor allows a fwo-year vesting schedule for the match and nonelective, specified above, instead
of the immediate vesting requirement for traditional safe harbor plans. If a QACA meets the requirements of an
EACA (which is typically the case), it will be eligible for the tax credit discussed below.

Tax credit for Eligible Automatic Contribution Arrangement (EACA)

Implemented by the SECURE Act, employers with no more than 100 employees earning $5,000 or more annually are
eligible for a $500 tax credit each of the first three years a plan offers an EACA (including a QACA). This credit is

available regardless of the plan's expenses.

Interested? Contact us to learn more
If you have any questions regarding the safe harbor 401(k) plan or QACA, please contact us.

This general information piece is distributed with the understanding that EGPS is not rendering any legal advice. Plan sponsors
should consult with their legal representatives about the application of any law pertaining to retirement plans.
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