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CASH OR DEFERRED PLANS:
A CASE OF OVERREGULATION?

In 1978, Congress enacted new compliance standards relating to
the qualified status of cash and deferred and salary reduction plans.'
Additional rules have been recently promulgated in the form of proposed-
regulations2 which further detail the necessary requirements to obtain
qualified plan status. Together, these rules provide strict and exact
guidelines for satisfying the nondiscrimination rules3 in relation to
contributions.

The advantageous tax treatment of employer contributions to
qualified employee deferred compensation plans has always been a signifi-
cant factor encouraging the increased use of these plans. Employers are
permitted to contribute to these plans on a tax deductible basis as long
as the plan satisfies certain qualification rules. 4 Employees, however,
who make contributions to these same qualified plans, whether on a volun-
tary or mandatory basis, are denied a tax deduction thus requiring con-
tributions to be made with after-tax dollars, except under very limited
circumstances. 5 This dichotomy led many practitioners, prior to the enact-
ment of the Employee Retirement Income Security Act of 19746 (ERISA),
to establish qualified deferred compensation plans which permit an
employer to contribute to a plan on behalf ofan employee on a tax deduc-
tible basis in return for an agreement with the employee to accept a salary
reduction or to forego the acceptance of a salary bonus or other taxable
benefits. 7 These plans became known as cash or deferred arrangements
or salary reduction plans.

1. Revenue Act of 1978, Pub. L. No. 95-600, 92 Stat. 2763 (codified in scat-
tered sections of 26 U.S.C.).

2. Proposed Treas. Reg. § 1.401(k)-, reprinted in 46 Fed. Reg. 55,545 (Nov.
10, 1981).

3. I.R.C. § 401(a)(4) (Supp. IV 1980).
4. I.R.C. § 404(a) (1976); see Treas. Reg. § 1.404(a)-9 (1961), for applicable

rules defining limitations on employer contributions to an employee's profit-sharing
or stock bonus trusts. Similarly, employer contributions to a qualified deferred com-
pensation plan for the benefit of an employee are not includible in an employee's
gross income except for the years such contributions are distributed to him. Treas.
Reg. § 1.402(a)-1(a)(1)(i) (1981).

5. Employees may contribute money on a tax deferred basis to individual retire-
ment accounts, or to qualified deferred compensation plans which specifically provide
for voluntary deductable employee contributions, I.R.C. § 219 (1981).

6. Pub. L. No. 93-406, 88 Stat. 829 [hereinafter cited as ERISAJ. See also
29 U.S.C. §§ 1001-1381 (1976).

7. 4 FED. TAXEs (P-H) 19,157 (1982); H.R. RzP. No. 807, 93d Cong.,
2d Sess. 38, reprinted in 1974-3 C.B. 236, 273 (Supp.).
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A detailed background will be presented on the use of salary reduc-
tion and cash or deferred arrangements; the present viability of such
plans in light of rules enacted by the 1978 Revenue Act,8 as well as regula-
tions recently promulgated 9 pursuant to the 1978 amendments. Specific
emphasis will be placed on an analysis of the new regulations in relation
to the 1978 amendments and the legislative history of these amendments.
Further analysis will focus on the practical impact of these new regula-
tions on cash or deferred plans and the administrative problems they
have created.

I. BACKGROUND

Cash or deferred arrangements and salary reduction plans are very
similar in nature. The cash or deferred arrangement offers an employee
the choice between accepting deferred compensation in the form of
employer contributions to a qualified employee tax exempt trust, or elect-
ing to receive an equal or proportionate amount of the employer's con-
tribution as a currently taxable cash benefit. This is accomplished through
the use of either a defined benefit plan or, as is more common, through
a qualified profit sharing or stock bonus plan.' 0 The salary reduction
plan accomplishes the same purposes. However, contributions to a
qualified plan are made on the basis of the employee specifically agree-
ing to reduce his current compensation or to forego any increase in com-
pensation and have those amounts contributed to the plan."

The use of these plans became prevalent in the 1960s, after the
issuance of the 1956 Ruling 12 and the Hicks Ruling.' 3 These rulings
permitted the use of cash or deferred plans, provided that the plans
remained in compliance with specific nondiscrimination rules. 14 In ad-

8. Pub. L. No. 95-600, 92 Stat. 2763 (codified in scattered sections of 26
U.S.C.).

9. Proposed Treas. Reg. § 1.401(k)-I, reprinted in 46 Fed. Reg. 55,545 (Nov.
10, 1981).

10. Proposed Treas. Reg. § 1.401(k)-l(a), reprinted in 46 Fed. Reg. 55,545 (Nov.
10, 1981), would only permit these plans to be used in conjunction with profit-sharing
or stock bonus plans.

11. CONF. REP. No. 1280, 93d Cong., 2d Sess. 355 (1974), reprinted in 1974-3
C.B. 415, 516; H.R. REP. No. 807, 93d Cong., 2d Sess. 38 (1974), reprinted in 1974-3
C.B. 236, 273 (Supp.).

12. Rev. Rul. 56-497, 1956-2 C.B. 284, superseded by, Rev. Rul. 80-16, 1980-1
C.B. 82.

13. Rev. Rul. 63-180, 1963-2 C.B. 189, superseded by, Rev. Rul. 80-16, 1980-1
C.B. 82. This ruling construed the effect of Hicks v. United States, 205 F. Supp.
343 (W.D. Va. 1962), aff'd, 314 F.2d 180 (4th Cir. 1963), on the continued tax ex-
empt status of cash and deferred plans. See infra text accompanying notes 16 & 17.

14. In Rev. Rul. 56-497, supra note 12, a cash and deferred plan was deter-
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dition to the discrimination issue, there was a question of whether these
plans would violate the constructive receipt rules,' 5 thereby requiring
the amount which the employee had chosen to defer through employer
contributions to the qualified plan to be included in his gross income.
Further doubt about the viability of these plans arose after the United
States Court of Appeals for the Fourth Circuit, in Hicks, decided that
deferred benefits chosen by employee-participants in a cash or deferred
profit sharing plan were taxable as gross income to the employee. 6 The
terms of that plan specifically stated that all employee deferred contribu-
tions were to be characterized as employee contributions.' 7 Based on
this distinguishing factor, the Hicks Ruling continued to support the
qualified status of those cash and deferred plans which characterized con-
tributions as employer contributions.'"

The viability of cash or deferred plans was questioned once again
in 1972 when new regulations were proposed which would have revoked
the gross income exclusion previously given to employees for elected
employer contributions for salary reduction plans and called into ques-
tion the same treatment of contributions made to cash or deferred profit
sharing plans. 19 These proposed regulations proved to be too sweep-
ing for Congress. Consequently in the 1974 enactment of ERISA, Con-
gress prohibited the issuance of salary reduction regulations in final
form for a three year period. 20 Congress also provided that all employer
contributions made upon the option of the employee, or through a
salary reduction agreement, were to be treated as employee contribu-
tions and thus taxable gross income; however, this rule was only to
apply prospectively for plans established after the effective date of the

mined to be nondiscriminatory as to contributions and participation where over one-
half of the plan participants were among the lowest paid two-thirds of all eligible
employees. See Harwood Assoc., Inc. v. Commissioner, 63 T.C. 255 (1974).

15. See Hicks v. United States, 205 F. Supp. 343 (W.D. Va. 1962), af'd, 314
F.2d 180 (4th Cir. 1963); see also Treas. Reg. §§ .402(a)-1, 1.451-2(a) (1979).

16. Hicks v. United States, 314 F.2d 180 (4th Cir. 1963).
17. Id. at 181, 185.
18. Rev. Rul. 63-180, supra note 13, at 190; see Rev. Rul. 56-497, supra note

12. According to these rulings, characterizing contributions as employee contribu-
tions would require that these amounts be included in an employee's gross income.
The actual characterization of contributions made to a trust is still a relevant factual
issue for nonqualified plans under the newly proposed regulations. Proposed Treas.
Reg. §§ 1.402(a)-1(d)(1)-(2), reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981).

19. Proposed Treas. Reg. § 1.402(a)-1(a)(1)(i), reprinted in 37 Fed. Reg. 25,938
(Dec. 6, 1972).

20. When enacting this prohibition, Congress took no position on the tax treat-
ment of these plans. H.R. REP. No. 807, 93d Cong., 2d Sess. 144, reprinted in 1974-3
C.B. 236, 379 (Supp.).
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provision. 21 Plans in existence prior to the effective date were to be
governed by the law as it was administered prior to the issuance of
the 1972 regulations. 22

This status quo treatment of currently existing cash or deferred
and salary reduction plans was extended by Congress through December
31, 1979, by two statutory enactments. 23 Final disposition of the tax
treatment of these plans was made when Congress passed the 1978
Revenue Act. 24 The 1978 Act added new sections, 401(k) and 401(a)(8),
providing rules under which all cash or deferred and salary reduction
plans are to be administered. These sections permit cash or deferred
plans to be used only in conjunction with profit sharing or stock bonus
plans.25 This restriction also applies to the use of salary reduction
plans. 26 Administrators now have a choice of qualifying cash or deferred
and salary reduction plans by complying with the new strict mechanical
nondiscrimination rules as to contributions 27 or the rules normally ap-
plicable to section 401 qualified plans. In addition, these plans must
also satisfy the minimum participation rules generally applicable to
deferred compensation plans. 28 Recently, the IRS has proposed new
regulations which further detail the necessary requirements to obtain
qualified plan status. 29 These regulations represent a restrictive inter-
pretation of the 1978 amendments. Pending the final adoption of these
proposed regulations, the IRS has announced that it will use these
regulations as guidelines in issuing determination letters and rulings
and that they may be relied on in drafting plans to meet the re-
quirements of the 1978 amendments. 30

21. Id. Where shareholder approval is required for formal adoption of the plan,
such approval must have been obtained prior to the effective date of the Act. CONF.
REP. No. 1280, 93d Cong., 2d Sess. 355, reprinted in 1974-3 C.B. 516.

22. ERISA, § 2006(c)(2), Pub. L. No. 93-406, 88 Stat. 829 (1974). This sec-
tion requires these plans to be administered consistent with Rev. Rul. 56-497, supra
note 12, Rev. Rul. 63-180, supra note 13, and Rev. Rul. 68-89, 1968-1 C.B. 402.

23. Tax Reform Act of 1976, § 1506, Pub. L. No. 94-455, 90 Stat. 1525, and
the Foreign Earned Income Act of 1978, § 5, 26 U.S.C. § 61 (Supp. 11 1978).

24. Revenue Act of 1978, Pub. L. No. 95-600, 92 Stat. 2763 (codified in
scattered sections of 26 U.S.C.).

25. I.R.C. § 401(k) (Supp. IV 1980); § 401(a)(8) (1976).
26. Proposed Treas. Reg. § 1.402(a)-l(d)(2), reprinted in 46 Fed. Reg. 55,545

(Nov. 10, 1981).
27. I.R.C. § 401(k)(3) (1976). See infra text accompanying notes 46-60.
28. I.R.C. § 401(k)(3), (b)(1) (1976).
29. See generally The Proposed Treas. Regs., reprinted in 46 Fed. Reg. 55,545

(Nov. 10, 1981).
30. Rev. Rul. 82-2, 1982-1 C.B. 27.
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II. NEW CASH OR DEFERRED AND SALARY REDUCTION PLAN,
RULES, AND REGULATIONS

The provisions of the 1978 Revenue Act which effect the tax treat-
ment of cash or deferred and salary reduction plans reflect the hybrid
nature of contributions made to such plans. The employee election
provisions, inherent within these plans, give contributions the status
of employee contributions even though technically they are contributed
by the employer for the benefit of the employee. 31 This aspect of these
plans caused Congress to enact provisions which continued the prac-
tice of requiring employee elected contributions to remain
nonforfeitable.3 2 New provisions were added restricting the employee's
right to receive those benefits prior to retirement or on the occurrence
of specific events. 33

The 1978 amendments provide that an employee's right to his
accrued benefits, derived from employer contributions made pursuant
to the employee's election, are to be nonforfeitable. 34 In addition, these
same contributions may not be distributed from the trust to the
employee or other beneficiary, prior to the employee's death, retire-
ment, disability, separation from service, hardship, or the attainment
of age 59 2 .35 Similarly, a distribution may not be made merely by
reason of the completion of a stated period of participation, 36 nor by
the lapse of a fixed number of years. 37

The proposed regulations define new compliance standards for
permitting hardship distributions from the plan. Specifically, the regula-
tions define hardship distributions as those necessitated by an employee's

31. Proposed Treas. Reg. § 1.401(k)-l(c)(1), reprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981). See I.R.C. § 411(a)(1) (1976).

32. See Rev. Rul. 56-497, supra note 12, Proposed Treas. Reg. § 1.401(k)-1(c(l),
reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981).

33. See infra text accompanying notes 35-37.
34. I.R.C. § 401(k)(2)(C) (Supp. IV 1980); Proposed Treas. Reg. 5

1.401(k)-1(c)(i), reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981).
35. I.R.C. § 401(k)(2)(B) (Supp. IV 1980); Proposed Treas. Reg. 5

1.401(k)-l(d)(1)(i), (ii), reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981).
36. I.R.C. § 401(k)(2)(B) (Supp. IV 1980).
37. These restrictions do not normally apply to profit-sharing plans. Normally

these type of plans provide for distribution of funds "accumulated under the plan
after a fixed number of years, attainment of a stated age, or upon the occurrence
of some event . . . ." Treas. Reg. § 1.401-1(b)(1)(ii) (1976). These restrictions on
cash or deferred plans, however, are consistent with the goals of a pension plan which
seeks to guarantee the availability of funds upon retirement. &e Treas. Reg. S
1.401-1(b)(1)(i) (1976).
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immediate and heavy financial needs. 38 In addition, the amount to
be distributed cannot reasonably be available from other resources of
the employee. 39 This latter provision has been openly criticized due
to its vagueness and the substantial burden it places on administrators
by effectively requiring them to make a detailed investigation of a par-
ticipant's personal finances to determine what resources are reasonably
available to the participant. 40

This standard of hardship defined in the proposed regulation is
more restrictive and represents a substantial departure from the hard-
ship rules normally applicable to profit sharing plans. 41 The proposed
hardship rule focuses more on the timing and severity of the need
rather than on the more traditional approach that looks at the reason
for the requested distribution. 42 Defining "immediate" and "heavy
financial need," without further guidance, will likely be an uncertain
process leading to subjective plan administration. It is clear that the
IRS is seeking to prevent these employee elected contributions from
being accessible without penalty prior to retirement. This has been
accomplished by the creation of a more stringent standard which is
not clearly defined for purposes of day-to-day plan administration. The
lack of legislative history addressing this issue has made it difficult
to discern Congressional intent. It is clear, however, that in the past
when Congress desired to use a more stringent hardship standard,
it specifically knew how to provide for one.43

One of the most important changes in the regulation of cash or
deferred and salary reduction plans made by the 1978 Revenue Act
was the addition of comprehensive mechanical nondiscrimination tests. 44

These plans may obtain qualified status by satisfying one of two
mechanical nondiscrimination tests in addition to fulfilling the minimum

38. Proposed Treas. Reg. § 1.401(k)-l(d)(2), reprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981).

39. Id.
40. See Lipsig, Cash, Deferred Plans, L R. C. Requirements (Part II), Nat'l L.J., May

10, 1982, at 14, cols. 1 & 2 (1982) [hereinafter cited as Lipsig II], XIV TAX NOTES
486-87 (1982).

41. See Rev. Rul. 55-424, 1955-1 C.B. 42; Rev. Rul. 71-224, 1971-1 C.B. 124;
Rev. Rul. 71-332, 1971-2 C.B. 210; IRS Pub. No. 778, Part 2 (1972).

42. See generally Mazawey, Need for Certainty and Flexibility in Cash or Deferred
Arrangements- Comments on Proposed Regulations Under § 401(k), 8 J. PENSION PLAN.
& COMPLIANCE 90-95 (1982) [hereinafter cited as Mazawey].

43. I.R.C. § 457(b)(5) (Supp. IV 1980) (distributions from deferred compen-
sation plans for state and local governments permitted when a participant is faced
with an unforeseeable emergency).

44. I.R.C. § 401(k)(3) (1976).
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participation requirements. 45 The mechanical nondiscrimination tests
were enacted as a supplement to the already existing nondiscrimina-
tion rules generally applicable to all deferred compensation plans. Cash
or deferred and salary reduction plans may satisfy either set of rules
to qualify for tax exempt status. 46 The mechanical test's provisions,
however, offer administrators a more exact means of determining the
plan's qualified status and this will be the predominant method used
to qualify this type of plan as compared to the usual nondiscrimina-
tion rules which focus on the actual provisions and operation of the
plan to make this factual determination. 47

The two statutory mechanical discrimination tests are applied to
determine whether the highly compensated eligible employees actually
receive an impermissible percentage of the total elective benefits ac-
tually deferred by all employees. Highly compensated employees for
this purpose are all those eligible employees who receive compensa-
tion in amounts greater than two-thirds of all other eligible employees. 41

This determination of discrimination is made by comparing the ac-
tual deferral percentage (ADP) for all employees who are considered
highly compensated (top Y3) with the actual deferral percentage for
all other employees (lower 3). The actual deferral percentage is derived
by averaging the ratios of the amounts contributed by the employer
and elected by each employee to be deferred for each plan year, to
the employee's total compensation for the plan year calculated separately
for each employee. 49 An employee's total compensation is calculated

45. I.R.C. § 410 (1976).
46. I.R.C. § 401(K)(3) (1976); Proposed Treas. Reg. § 1.401(k)-l(b)(2)(i),

reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981); Treas. Reg. § 1.401-4(a)(2)(iii) (1976).
47. Treas. Reg. § 1.401-12()(1) (1979); see generally Comment, Catch 22 Vesting

Without a Safe Harbor, 7 DEL. J. CoRP. L. 278 (1982).
48. I.R.C. § 401(k)(4) (1978); Proposed Tres. Reg. § 1.401(k)-l(b)(8)(vii),

reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981).
49. I.R.C. § 401(k)(3)(B) (1978); Proposed Treas. Reg. § 1.401(k)-l(b)(8)(v),

reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981). Use of this test is illustrated in
the following example. In this example an employee has a choice under a cash or
deferred profit-sharing plan to elect to receive in cash up to 10% of his compensation
or to defer that amount or portion thereof into the plan.

Example:
Elected Contribution Cash

Employee Compensation to Plan Elected
A 30,000 1,500 0
B 15,000 300 450
C 10,000 300 300

The actual deferral percentage for each employee is calculated by comparing the share
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prior to the deferral of any elected contribution.50

Using the actual deferral percentages for both groups of employees,
the plan will not be considered to discriminate in favor of highly com-
pensated employees if the ADP for highly compensated employees does
not exceed the average ADP for all other employees multiplied by
1.5 51 The statue offers an alternative test which requires that the dif-
ference between the ADP for both groups not exceed three percentage
points,5 2 in addition to the requirement that the ADP for higher com-
pensated employees not exceed the average ADP for all other employees
multiplied by 2.5 53 A plan will be considered qualified if it satisfies
either of the tests enumerated above and the minimum participation
requirements .54

The proposed mechanical nondiscrimination rules are applied
somewhat differently depending on whether the cash or deferred plan
consists solely of employee elected contributions, or whether it com-
bines the elective option with additional employer contributions not
subject to a cash election option. Where a cash or deferred plan con-
tains provisions for nonelective employer contributions, the proposed
regulations would permit these contributions to be considered in the

elected by the employee to be deferred to the employee's total compensation before
any salary reduction.

Ratio of Contribution Actual Deferral
Employee to Compensation Percentage

A 1,500/30,000 .05
B 300/15,000 .02
C 300/10,000 .03

Applying the first test, this plan would not qualify because the ADP for highly com-
pensated employees (5%) is greater than the average ADP for all other employees
multiplied by 1.5 (( .02 + .0J) x 1.5 = 03.75).
However, applying the second nondiscrimination test, the plan would be qualified
because neither the ADP for highly compensated employees (5%) is greater than the
average ADP for all other employees multiplied by 2.5 (( .02 + .03 )x 2.5 = 6.25%),2
nor does the former exceed the latter by more than three percentage points. (2.5%
+ 3% / 5%).

50. Proposed Treas. Reg. § 1.401(k)-1(b)8(vi), reprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981).

51. Proposed Treas. Reg. 5 1.401(k)-1(b)(5)(ii), reprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981).

52. Proposed Treas. Reg. § 1.401(k)-1(b)(5)(iii), reprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981).

53. Id. This rule prevents a plan from permitting highly compensated employees
from electing 3% deferral benefits while all other employees elect to receive 100%
cash. See examples (2) and (3) Proposed Treas. Reg. § 1.401(k)-1(b)(9), reprinted in
46 Fed. Reg. 55,545 (Nov. 10, 1981).

54. I.R.C. § 410 (1976).
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calculation of the deferral percentages.5 5 This effectively creates a safe
harbor for employers who wish to make nonelective contributions for
the lower two-thirds compensated employees. Specifically, the non-
discrimination tests may be satisfied even if all highly compensated
employees defer 100 % of their elective shares and all other employees
elect to take 100% of their benefits under the cash option.5 6 The com-
putation of nonelective employer deferrals specifically excludes all
amounts contributed by employers57 under the Federal Insurance Con-
tribution Act.5 8 Use of this safe harbor, however, is specifically condi-
tioned on the requirement that these nonelective contributions used
to satisfy the discrimination tests must also satisfy the same nonfor-
feitable and withdrawal rules applicable to elective contributions.5 9 Nor-
mally, these nonelective contributions would be subject to a vesting
schedule permissible under the minimum vesting standards.6 0 Employers
subject to this vesting requirement are likely to respond by excluding
employees from participating in the plan prior to the completion of
their third year of service or attainment of age twenty-five whichever
occurs later, since this is already permissible under the minimum par-
ticipation standards when benefits are immediately 100% vested. 6t

The preamble to the proposed regulations states that the promulga-
tion of a fail-safe rule was never considered by Congress when it passed
the 1978 Revenue Act. 62 Applying the nonforfeitable and withdrawal

55. Proposed Treas. Reg. § 1.401(k)-l(b)(2), eprinted in 46 Fed. Reg. 55,545
(Nov. 10, 1981).

56. This fail-safe rule, however, cannot be used to justify discriminatory levels
of benefits by, for example, providing 10% nonelective contributions to the lower
one-third compensated group while providing 15% elective benefits to the higher com-
pensated one-third group. The proposed regulation requires the total amounts sub-
ject to deferral to be nondiscriminatory. Proposed Treas. Reg. § l.401(k)-I, reprinted
in 46 Fed. Reg. 55,544-45 (Nov. 10, 1981) (Supplementary Information: Scope of
Deferral Rules; Comments Accompanying Publication of Proposed Treas. Reg. §
1.401(k)-I). See infra text accompanying notes 72-76.

57. See 46 Fed. Reg. 55,545 (Nov. 10, 1981) (appearing in Supplementary
Background: New Law-In General). This statement, appearing in the preamble of
the new proposed regulations, raised an important issue of whether and to what ex-
tent may a cash or deferred plan be integrated with social security benefits. The IRS
has not taken a position on this issue as of the date of publication of this article.

58. 26 U.S.C. § 3101 (1954).
59. Proposed Treas. Reg. § 1.401(k)-l(b)(2)(iii), reprinted in 46 Fed. Reg. 55,545

(Nov. 10, 1981).
60. I.R.C. 5 411 (Supp. IV 1980).
61. I.R.C. S 410(a)(1)(B)(i) (1976); Treas. Reg. SS 1.401(a)-3(b)(1);

1.401(a)-3(B)(2) (1977).
62. See 46 Fed. Reg. 55,545 (Nov. 10, 1981).
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rules to nonelective employer contributions was considered consistent
with the 1978 amendments. 63 A closer look at the statute and its
legislative history, however, requires a different conclusion.

To calculate the actual deferral percentage, the statute requires
that "the amount of employer contributions actually paid over to the
trust on behalf of each such employee for such plan year" is to be
determined. 64 The statute implicitly requires that all employer nonelec-
tive contributions be included in the deferral percentage calculation
without any reference to whether those amounts are immediately 100 %
vested. Only employee elected contributions are explicitly required to
be immediately 100% vested.

The legislative history offers evidence which clearly supports this
conclusion. While the House and Senate Reports accompanying the
1978 Revenue Act are silent on this issue, the Joint Committee on
Taxation addressed the issue in a 1979 government publication ex-
plaining the general provisions of the 1978 Act. 65 The Joint Commit-
tee Print, in accord with the Senate66 and House67 Reports states that
"all amounts contributed by the employer pursuant to an employee's
election must be nonforfeitable at all times.' '68

Indeed, a footnote appearing in the Committee Print explains how
the actual deferral percentage should be determined. 69 The footnote
states that both mandatory and optional deferrals are intended to be taken
into account in determining the actual deferral percentage. 70 The Com-

63. Id.
64. I.R.C. § 401(k) (3)(B)(i) (Supp. IV 1980).
65. JOINT COMM. ON TAX., 95TH CONG., 2D SESS., GENERAL EXPLANATION OF

THE REVENUE ACT OF 1978 (Comm. Print 1978) [hereinafter referred to as Commit-
tee Print].

66. S. REP. No. 1263, 95th Cong., 2d Sess. 76, reprinted in 1978 U.S. CODE
CONG. & AD. NEWS 6841.

67. H.R. REP. No. 1445, 95th Cong., 2d Sess. 65, reprinted in 1978 U.S. CODE
CONG. & AD. NEWS 7101; H. CONF. REP. No. 1800, 95th Cong., 2d Sess. 206, reprinted
in 1978 U.S. CODE CONG. & AD. NEWS 7212.

68. Committee Print, supra note 65.
69. Id. Footnote two of the Committee Print states in full:

In determining the actual deferral percentage of a participant, it is intended
that both mandatory and optional deferrals are to be taken into account.
Thus, a plan could be assured of satisfying the nondiscrimination require-
ment as to contributions if the employer contributions are allocated to par-
ticipants in proportion to their base pay and at least two-thirds of the con-
tribution allocated to each participant has to be deferred. However, it is
not intended that a plan will be permitted to require a larger mandatory
deferral percentage for lower-paid participants than it requires for higher-
paid participants (e.g., it could not require 50-percent deferral for the lowest
paid two-thirds of the participants and permit the highest paid one-third
of the participants to defer whatever percentage they chose).

70. Id.
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mittee's explanation leaves out any mention of vesting requirements
in reference to employer nonelective contributions. This is significant
because the Committee Print requires these plans to satisfy all of the
usual profit sharing or stock bonus plan qualification rules in addition
to the formal requirements previously discussed. 71 The fact that the
1978 amendments did not change the vesting requirements applicable
to nonelective matching employer contributions would require, pur-
suant to the committee report, that the usual vesting rules applicable
to profit sharing and stock bonus plans be applied. There is no basis
upon which an immediate 100% vesting rule for these nonelective con-
tributions can be sustained. Instead, the minimum vesting standard
rules should be applied. Based on this analysis, this author recom-
mends that the 100% vesting rule for employer nonelective contribu-
tions be dropped from the proposed regulations and to continue to
permit the use of these contributions to satisfy the mechanical deferral
tests as long as they comply with the minimum vesting rules.

The new regulations differ from the Joint Committee's explana-
tion of the 1978 amendments in one other respect. In discussing the
scope of the deferral rules, the preamble to the regulations states that
the most important aspect of these plans is the total amount subject
to deferral. 72 Thus, the regulations would permit plans to require dif-
ferent mandatory contribution rates for the two classes of employees
as long as the total amounts subject to deferral is nondiscriminatory. 73

The Joint Committee Print, however, explicitly states that this type
of practice would not be permitted. 74 The use of nonelective employer
contributions to satisfy the deferral percentage tests is specifically con-
ditioned on the premise that a plan may not require a larger man-
datory deferral percentage for lower paid participants than for higher
paid participants. 75 Thus, a plan could not permit highly compensated
participants to elect any amount up to fifteen percent of salary while
requiring lower compensated employees to accept a contribution of
ten percent of salary without a right of election.76 The author suggests
that the new regulations be amended to comply with the intentions
of the Joint Committee on Taxation.

The use of nonelective employer contributions to satisfy the ac-
tual deferral percentage test is particularly useful where the cash or
deferred arrangement is built into a thrift plan. In a thrift plan, the

71. Id.-
72. See 46 Fed. Reg. 55,545 (Nov. 10, 1981).
73. Id.
74. Committee Print, supra note 65, at 83.
75. Id.
76. Id.

1983]



DELAWARE JOURNAL OF CORPORATE LAW

employee makes contributions (either voluntary or mandatory) to a
plan with after-tax dollars, thereby preserving the accessibility of his
contribution. These contributions are often made pursuant to a salary
reduction agreement between the employer and employee." The
employer, in return, makes contributions by matching, on a fixed
percentage basis, the employee's contribution. 78

Larger employers may find that they can circumvent the new cash
or deferred rules by having the built-in cash or deferred arrangement
qualify with the rest of the thrift plan according to the general non-
discrimination rules. 79 Care must be taken, however, to avoid
discrimination as to contributions and participation by requiring lower
compensated employees to make excessive mandatory contributions.
Generally, mandatory contributions not exceeding six percent of com-
pensation has been considered nondiscriminatory.80

Employers using thrift plans, as part of their total compensation
package, will find it increasingly advantageous to adopt a qualified
salary reduction or cash or deferred arrangement within their thrift
plan in order to offset any adverse effects that the new rules pertain-
ing to individual retirement accounts (IRA)81 may have on the plan's
qualified status. While thrift plans are often used by employers to en-
courage employee savings, they can easily and inexpensively be adopted
for retirement purposes by adding a qualified salary reduction or cash
or deferred arrangement. This not only will help prevent the outflow
of contributions into IRAs, but also will enable participants to enjoy
significant tax advantages otherwise unavailable with the use of IRAs.
Some of these advantages include $5,000 death benefit exclusion8 2

and lump sum income averaging.8 3 It must be noted that many of

77. Under the new proposed regulations, salary reduction plans may obtain
qualified plan status (thus avoiding the constructive receipt rules) only by complying
with the proposed cash and deferred plan regulations. Proposed Treas. Reg. §
1.402(a)-l(d), reprinted in 46 Fed. Reg. 55,545 (Nov. 10, 1981). See supra text accom-
panying notes 12-18.

78. See Abramowitz, Employee Benefits: Cash and Deferred Plans, PA. L.J. REP.,
Dec. 7, 1981, at 3, col. 1; Lipsig, Cash and Deferred Plans (Part I), NAT'L L.J., Apr.
5, 1982, at 23, col. 4 [hereinafter cited as Lipsig I, Lipsig H, supra note 40, at 14,
cols. I & 2.

79. Proposed Treas. Reg. § 1.402(a)-1(d)(2), (b)(3), reprinted in 46 Fed. Reg.
55,545, 55,548 (Nov. 10, 1981).

80. Rev. Rul. 80-307, 1980-2 C.B. 131, superseding Rev. Rul. 72-58, 1972-1
C.B. 111; Mazawey, supra note 42, at 93-95; Elkin, Employee Contributions to Qualified
Deferred Compensation Plans, 55 FLA. B.J. 398 (1981).

81. See Economic Recovery Tax Act of 1981, Pub. L. No. 97-34, 95 Stat. 172
(1981).

82. I.R.C. § 101(b) (1976).
83. Compare I.R.C. § 402(e) (1976); Treas. Reg. § 1.402(a)(1) (1966) (tax treat-
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these same benefits are also available to employee stock bonus plans.0 '
However, employer contributions made to a cash or deferred plan will
constitute taxable wages for purposes of FICA taxes after 1983 and
FUTA taxes after 1984. A special transition rule permits postponing
the operation of this provision provided that appropriate elections are
made by the employee prior to January 1, 1984.5

It should be noted that the Securities and Exchange Commission
has recently clarified its position concerning the issue of whether an
employee's interest in a cash or deferred profit sharing or stock bonus
plan constitutes a security, thus requiring registration of the plan under
the 1933 Securities Act. The Commission has recently issued two deci-
sions in the form of No-Action Letters setting forth its position that
a 1981 Securities Act Release which stated that cash or deferred profit
sharing and stock bonus plans are exempt from the registration re-
quirements of the 1933 Securities Act does not apply to cash or deferred
profit sharing or stock bonus plans with salary reduction provisions.
It is the Commission's view that cash or deferred profit sharing or
stock bonus plans with salary reduction provisions essentially permit
an employee to acquire an interest in the plan which is now considered
a security. 86

ment of distributions from I.R.C. § 401 qualified plans) with I.R.C. 9 408(d) (1976)
(tax treatment of IRA distributions).

84. A cash and deferred arrangement can be combined with an employee stock
purchase plan (a qualified stock bonus plan). Under I.R.C. § 423 (Supp. IV 1980),
employees have the right to purchase employer securities with after-tax dollars at
a modest discount without including the discount as gross income until the stock is
sold. The employer receives no tax deduction for the discount.

Using a qualified cash or deferred arrangement, an employer can contribute
funds to a tax exempt trust which purchases securities from the employer at a dis-
count. These purchases are made with employee pre-tax dollars and the employer
is allowed a deduction for the amount of the discount. When the employee receives
the stock as a distribution, he is taxed on the discount while gains are taxed as capital
gains.

85. Prior to March of 1983, such amounts would be excluded as FICA and
FUTA taxable wages. See Lipsig I, supra note 78, at 25, col. 1. The author states
that he has received two 1981 unpublished private rulings from the IRS to this effect.
On March 24, 1983, Congress passed the Social Security Amendments Act of 1983.
Section 324(a)1 and (b)l of the Act added to I.R.C. §§ 3121 and 3306 respectively
to provide that employer cash or deferred contributions to the extent excluded from
an employee's gross income pursuant to § 401(a)(8) or 5 414(h)(2) shall be included
as taxable wages for FICA and FUTA purposes. Section 203(b)(5)(C) of the Social
Security Amendments Act of 1983 provides a transition rule which postpones opera-
tion of the law with regard to cash or deferred plans for one year upon the proper
election to be made by an employee prior to January 1, 1984.

86. SEC No-Action Letter (Diasonics, Inc., Nov. 29, 1982), rtprinted in [Cur-
rent Transfer Binder] FED. SEC. L. REP. (CCH) 77,354, aff'd on reconsideration, SEC
No-Action Letter, (Diasonics, Inc., Dec. 23, 1982), reprinted in [Current Transfer
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Another alternative, most favored by practitioners, would permit
a withdrawal or recharacterization of excessive plan contributions."
This type of safe harbor rule would allow excessive tax deferred con-
tributions by highly paid individuals to be withdrawn or recharacterized
in the form of voluntary taxable contributions, thus enabling the plan
to satisfy the deferral tests.8 8 The IRS has responded to this sugges-
tion for an additional safe harbor with a formal notice. Specifically,
they stated that the proposed regulation does not permit the withdrawal
or recharacterization of contributions to avoid prohibited
discrimination.8 9 The recharacterization is the most favored safe har-
bor suggestion because it will not cost employers any money in the
form of guaranteeing a minimal level of contributions. However, it
is unlikely that such a safe harbor provision would be adopted because
employees would not receive any additional benefits over that which
is already required by the statute. 90 In addition, this type of safe har-

Binder] FED. SEC. L. REP. (CCH) 77,387. In the Diasonics, Inc. No-Action Letter,
the Commission's Division of Corporation Finance ruled on a plan with provisions
permitting investment of plan assets in employer securities, The distinction between
cash or deferred plans with and without salary reduction provisions was based on
the fact that such a plan without this provision provides a "bonus" to the employee.
It has been the Commission's view that bonus plans do not involve a registerable
event. Salary reduction plans do not provide a bonus and thus are treated as a
registerable event. &e SEC No-Action Letter (Analog Devices, Mar. 15, 1983), reprinted
in 10 PENS. REP. (BNA) 610 (Apr. 4, 1983) (Commission upheld the position it took
in Diasonics, Inc. and in addition stated that plans which have salary reduction provi-
sions and which also permit investments in employer securities would be exempt from
the reporting provisions of §§ 16(a) (assuming compliance with Rule 16(a)-8) and
16(b) of the 1934 Securities Act and the Rules thereunder, and compare with Securities
Act Release No. 6281 (Jan. 15, 1981)), 1 FED. SEC. L. REP. (CCH) 1052 (employee
interests in a cash or deferred profit sharing plan are securities but are exempt from
registration under § 3(a)(2) of the 1933 Securities Act).

87. See XIV TAX NcrrEs 486-87 (1982); Letter from Messrs. Miller & Chevalier
to the Commissioner of Internal Revenue (February 16, 1982) (unpublished letter
commenting on Proposed Treas. Reg. § 1.401(k)-I, reprinted in 46 Fed. Reg. 55,544
(Nov. 10, 1981).

88. See XIV TAX NOTES 486-87 (1982).
89. One practitioner has proposed a compromise solution which would permit

recharacterization of excess employee/employer contributions made on behalf of highly
compensated employees only if the plan limits such contributions for the present year
to the percentage which would have been permissible in the immediate preceding
year based on the actual deferral percentage of the lower two-thirds participants for
such prior plan year. Letter from Kirkland & Ellis to the Commissioner of Internal
Revenue (Feb. 12, 1982) (unpublished letter commenting on Proposed Treas. Reg.
§ 1.401(k)-l, reprinted in 46 Fed. Reg. 55,544 (Nov. 10, 1981)).

90. See Proposed Treas. Reg. § 1.411(d)-l, reprinted in 45 Fed. Reg. 24201 (April
9, 1980), amended by 45 Fed. Reg. 59,869 (June 12, 1980) (coordinating the minimum
vesting rules of I.R.C. 5 411 with the nondiscrimination rules of I.R.C. 5 401(a)(4)
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bor rule would create administrative difficulties in recomputing
employee tax returns if a plan failed to qualify. Finally, such a rule
would also require that the original employer contributions be fictionally
recharacterized into employee contributions to avoid the prohibition
of refunding employer contributions.9'

III. PLAN ADMINISTRATION UNDER THE NEw RULES

The proper administration of cash or deferred arrangements is
a vital aspect of a plan's continued qualified status. While this is true
for most deferred compensation plans, it is especially applicable to cash
or deferred plans due to additional administrative requirements
necessitated by the proposed regulation. Specifically, special considera-
tion must be given to accounting procedures, timing of contributions,
and employee deferral rates. These additional administrative
requirements 92 will have the effect of increasing the costs of creating
and maintaining such a plan. While these additional costs may be
substantial, they should not be considered prohibitive, especially in
light of the many benefits which can be derived from the use of these
plans.

The proposed regulations are effective for plan years beginning
after December 31, 1979. 93 Qualified plans which were in existence
prior to this date, pursuant to the rules enacted under ERISA, 94 are
specifically permitted to maintain separate accounts for each employee

has proposed a safe harbor for plans which provide for 100 % vesting after three years
of service) or (where the IRS proposed a vesting safe harbor rule for the purpose
of complying with I.R.C. § 41 1(d)(1) which would grant qualified plan status to those
plans providing 100% vested nonforfeitable benefits to employees after three years
of service).

91. See I.R.C. § 401(a)(2) (Supp. IV 1980); Treas. Reg. S 1.401(a)-2(a) (1980).
But see Proposed Treas. Reg. § 1.46-9(f)(3)(iv), reprin&-d in 47 Fed. Reg. 54,805 (Dec.
6, 1981) (Proposed TRASOP regulations which permit a plan to "provide for the
return of employee and employer contributions for a year to the extent that plan
operation would result in prohibited discrimination [under I.R.C. § 401(a)(4) (Supp.
IV 1980)]").

92. See infra text accompanying notes 93-103.
93. Proposed Treas. Reg. § 1.401(k)-l(O, rtprinted in 46 Fed. Reg. 55,545 (Nov.

10, 1981). Due to the additional requirements imposed by the new regulations, the
IRS is currently reviewing requests for an interim rule covering the time period bet-
ween January 1, 1981 and the final date the proposed regulation is adopted. See 47
Fed. Reg. 988 (Jan. 8, 1982). Such a rule is necessary for those plans which comply
with I.R.C. § 401(k) but not with the additional requirements instituted by the new
proposed regulation. Failure to adopt an interim rule will cause plans to lose their
qualified status, thus requiring a large number of employees to recalculate their federal
taxes for the interim tax years.

94. ERISA, § 2006(b) (1976).
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not subject to the restrictions enacted by the 1978 amendments to plan
years prior to January 1, 1980. 95

Additional accounting procedures must be adopted if the plan is
qualified through the use of the safe harbor rules. Employer nonelec-
tive contributions which are used to satisfy the deferral tests are re-
quired to be administered in separate accounts. All gains, losses,
withdrawals, and forfeitures and any other expenses experienced by
the plan must be allocated to each of these separate accounts. 96 Thus,
a cash or deferred plan may consist of four accounts for each employee.9 7

Plan administrators must also contend with the rules pertaining
to the timing of contributions. Both nonelective, nonvested, and
nonelective (100%) vested contributions are subject to the normal timing
rules applicable to employers.9 8 However, under the proposed regula-
tions, employee elected deferrals are required to be allocated to par-
ticipant accounts within thirty days after the end of the plan year. 99

This rule effectively treats employer contributions as employee
contributions.100 Such a rule will inevitably cause administrative prob-
lems in situations where the plan year coincides with the employer's
fiscal year. It is unlikely that thirty days after the close of the fiscal
year the employer will have sufficient information to calculate actual
profits. Furthermore, plan administrators are equally unlikely to have
completed a determination of which employees are eligible to participate
in the plan.

The timing of an employer's contribution also directly affects the
timing of the employee's receipt of any elected cash payments. This
affects further the timing of the inclusion of these payments in the
employee's gross income. Clearly, the IRS has an interest in requir-
ing an employer to account for these contributions prior to the nor-
mal limitation period in order to prevent elected cash deferrals from
being taxed in a subsequent year, despite the fact that even though
the money was earned in a prior tax year, it was not constructively
received. It is possible to settle these conflicting problems by changing

95. Rev. Rul. 80-16, 1980-1 C.B. 82.
96. Proposed Treas. Reg. § 1.401(k)-l(e)(2), reprinted in 46 Fed. Reg. 55,545

(Nov. 10, 1981).
97. Id. The four accounts would include the following: 1) an account for plan

years prior to January 1, 1981; 2) an account for employer nonelective, nonvested
contributions; 3) an account for employer nonelective, vested contributions; and 4)
employee elected, vested contributions.

98. I.R.C. § 404(a)(6) (1976).
99. Proposed Treas. Reg. § 1.401(k)-1(7)(iii), reprinted in 46 Fed. Reg. 55,545

(Nov. 10, 1981),
100. See Treas. Reg. § 1.415-6(b)(7)(ii) (1980).
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the timing rules to a sixty or ninety day period. This time limitation
would more reasonably reflect the administrative difficulties faced by
both employers and administrators in this area.

The use of cash or deferred plans requires that the deferral rules
be satisfied as a condition of obtaining qualified plan status.'10 Com-
pliance with these deferral rules, at a minimum cost, is one of the
most significant factors affecting the willingness of both employers and
employees to invest substantial amounts of money in this type of plan.
The compliance with these deferral rules can be accomplished by either
adoption of the safe harbor rules, or by closely administering and clearly
defining limitations on deferral rates for highly compensated employees.

When the safe harbor rules are not adopted, administrators must
concentrate on obtaining participation of lower compensated employees
early in the plan year since the new regulations do not permit
recharacterization of contributions made by highly compensated in-
dividuals at the end of the plan year. 0 2 By requiring the lower com-
pensated eligible group to elect an irrevocable cash or deferred benefit
early in the plan year, highly compensated employees will be able to
make a subsequent limited deferral election based on the percentage
deferred by the lower compensated group so that the deferral tests
will be satisfied. Limiting the deferral contribution of highly compen-
sated employees in this manner would not be discriminatory since the
end results would satisfy the nondiscriminatory deferral rules.

Another alternative, permissible under the current proposal, would
require employers to wait until the end of the plan year to determine
if the deferral tests have been satisfied. If the plan experience fails
to comply with these tests, the employer would then be required to
make additional contributions to employees in the lower paid group
to the extent necessary to satisfy the deferral tests. In larger plans
where there is substantial participation by the highly compensated
(top A) group, this contribution requirement may create a disincen-
tive to lower compensated employees to contribute to the plan due
to the fact that they will receive a minimum contribution regardless
of their failure to voluntarily elect plan contributions. This alternative
also would create a cash contingency which may be unacceptable to
employers since they may be required to make additional contribu-
tions over and above those provided for under the basic profit sharing
allocation formula.

Smaller employers, however, who wish to maximize contributions

101. I.R.C. § 401(a)(k) (1976).
102. See supra text accompanying notes 89-91.
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to the principles at a minimal cost of covering lower paid employees
will find this alternative more attractive. This is particularly true in
situations where there is a considerable difference between the salaries
of covered employees and principles who have an ownership interest
in the business. The mechanical nondiscrimination rules to not take
the discrepancies in salaries into consideration. This results in relatively
lower paid employees being included in the top one-third highly com-
pensated group by virtue of their earning more than two-thirds of all
other employees. These lower paid employees who are statutorily placed
into the top one-third group will rarely elect employer contributions
especially when they are required to be made on the basis of salary
reduction. This will have the effect of lowering the average deferral
percentage for the top one-third group, thus reducing the required
amount an employer must contribute on behalf of the lower two-thirds
compensated group for purposes of satisfying the fail safe rules. Hence,
the principle can enjoy the average of a maximum contribution 03 (when
combined with a seven percent excess only integrated profit sharing
plan104) at a very minimal cost.

CONCLUSION

The new proposed cash or deferred arrangement regulations repre-
sent a restrictive interpretation of the 1978 amendments which restored
qualified status to these plans. This restrictive approach may be reflec-
tive of the IRS' dislike for the partial removal by Congress of the
Service's discretionary power to make discrimination determinations.

This restrictive approach has had its greatest effect on the promul-
gation of a safe harbor rule. Failure to follow Congressional intent,
as expressed in the Joint Committee Print, has resulted in a more
costly safe harbor rule. This is significant because new plans will need
this certainty if employees are to be encouraged to invest in these types
of plans. An inability to guarantee tax-exempt deferral may result in
employees electing cash payments and depositing funds into IRAs.
To avoid this, employers must sell the plan to their employees by point-

103. I.R.C. § 415(c) (1982), amended by The Tax Equity and Fiscal Respon-
sibility Act of 1982 provides that contributions and other additions to a defined con-
tribution plan (profit sharing plan) may not exceed the lesser of 25% of compensa-
tion or $30,000 subject to the maximum deductable limitations of I.R.C. § 404(a)(3)
(1976) (maximum deductable contribution limited to 15% of compensation paid or
accrued during the taxable year to all employees).

104. See Rev. Rul. 71-446, 1971-2 C.B. 187. Section 249 of the Tax Equity
and Fiscal Responsibility Act of 1982 limits the excess integration percentage for plan
years beginning after January 1, 1984 to 5.4% (OASDI contribution rate).
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ing out the overall tax advantages as well as the risks of losing tax-
exempt status of employee deferrals if this risk is not administratively
eliminated.

Despite the additional administrative costs and restrictive rules,
cash or deferred arrangements should become more popular if used
in conjunction with thrift plans because of the minimal additional costs
incurred. To what extent these additional costs and restrictions affect
the more widespread adoption of these plans remains to be seen.
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