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Safe Harbor and Automatic Enrollment

The allure of a safe harbor plan is that it is exempt from the ADP and 
ACP tests which are two nondiscrimination tests that 401(k) plans 
must satisfy every year. Employers can avoid those unpalatable 
adjustments and refunds to the plan. In return, employers must 
make a minimum contribution to employees’ accounts. Even if a plan 
sponsor does not take advantage of safe harbor status for testing 
purposes, it may make sense to add just the automatic enrollment 
feature to the plan and take advantage of the extension of time for 
ADP/ACP testing and refunds.People driven. Outcome focused.

An automatic enrollment feature is a plan provision that automatically enrolls all eligible 

employees at a minimum deferral percentage set by the plan (e.g., 401(k), 403(b) or 457(b) plan). 

Th e features of

Automatic Enrollment Safe Harbor

Participants can opt out of or change their automatic enrollment feature at any time by making an election to 

not participate in the plan, or by selecting a different deferral percentage. In order to encourage employers 

to adopt the automatic enrollment feature, legislation has established another kind of safe harbor plan. 

Under current law, employers can avoid ADP and ACP testing by adopting certain safe harbor plan features. 

This legislation creates an alternate safe harbor that incorporates the automatic enrollment feature along 

with other specifi c plan features thereby giving employers another way to avoid ADP/ACP testing. 

A 401(k) plan with an automatic enrollment feature is eligible for safe harbor treatment (avoiding 

ADP/ACP testing, and in addition, deemed to satisfy top-heavy requirements) if certain plan features are 

utilized. (Similarly, a 403(b) plan can avoid ACP testing by adopting these plan features.) The required 

plan features are as follows: 

Plan sponsors must provide an annual 
notice to participants.

Vesting must be 100% after no more 
than two years of service.

The employer matching contribution 
must be no less than 100% of the fi rst 
1% deferred and at least 50% of the 
next 5% deferred, or at least a 3% 
nonelective contribution.

Deferral percentage:

» The automatic enrollment deferral percentage 
must initially be between 3% and 10%. 

» Thereafter, it must be no less than 4% in year 
two, 5% in year three, and no less than 6% in 
any subsequent year. 

» The automatic enrollment arrangement does not 
have to apply to employees already participating or 
those who have elected not to participate 
in the past.

If an employee wishes to opt out of the automatic enrollment feature but fails to do so, 

the law contains special rules permitting the employee to elect distribution, within the 

fi rst 90 days of participation. Th e amount distributed is not subject to the 10% premature 

distribution penalty and is treated as compensation in the year of distribution. Th is 

distribution feature applies to governmental 457 plans as well. 

People driven. Outcome focused.

Th e allure of a safe harbor plan is that it is exempt from the ADP and ACP tests which are two 

nondiscrimination tests that 401(k) plans must satisfy every year. 

Th e Safe Harbor Option

The ADP and ACP tests are designed to make sure higher-paid employees don’t contribute too much more 

than lower-paid employees. In effect, they limit the salary deferrals of all those who fi t the defi nition of highly 

paid (those who own more than 5% of the fi rm or had prior-year earnings over $115,000).

In past years, nearly one-half of all U.S. 401(k) plans have had to adjust the contributions of higher-paid 

employees. About 50% of the plans distributed taxable refunds to those who over-contributed, while the 

others limited the amount that highly paid employees could put into the plan in the fi rst place.

So it’s easy to see where safe harbor fi ts. Using this design, employers avoid those unpalatable adjustments 

and refunds. In fact, owners and highly paid employees can set aside up to $17,000 from their salary each 

year ($22,500 if age 50 or older (as indexed)), regardless of what other employees do. In return, employers 

must make a minimum contribution to employees’ accounts, which has the added appeal of being a great 

recruiting tool.

SAFE HARBOR PLAN OPTIONS
Employers establishing a safe harbor 401(k) have two options for making contributions to employees’ 

accounts. Under either option, the contributions are fully vested.

Matching option: The employer matches dollar for dollar the fi rst 3% of pay an employee defers, plus 50 

cents per dollar on the next 2% of pay the employee defers. 

An employee deferring 5% of pay receives a 4% match, while an employee making no deferrals 
receives no match.

Nonelective option: The employer contributes 3% of pay for all eligible employees whether or not they 

contribute themselves.

At least 30 days and not more than 90 days before each year begins, the employer must notify employees of 

their opportunity to participate in the plan and the type of employer contribution that will be provided. And, 

while the employer has the fl exibility to decide annually which contribution option to use, the plan must be 

amended for any changes before the year begins.

The Age-Weighted Profit Sharing Option

Profi ts shared with employees | Benefi ts highly compensated and older employees

If a profi t sharing plan is weighted by age and compensation, an older employee can obtain 
a larger share of allocated contributions. Each year, the amount can be determined by 
formula, Board of Directors, or similar entity. 

People driven. Outcome focused.

A profi t-sharing agreement is the agreement that establishes a pension plan maintained by the employer 

to share its profi ts with its employees, generally based on a “discretionary” contribution.  Th at is, as 

the employer, you do not have a set minimum dollar requirement that must be made each year. 

Th e Age-Weighted Profi t Sharing Option

PROFIT SHARING PLAN KEY FACTS
Profi t shared with employee | Elective contributions | Benefi ts younger employees
With a profi t sharing plan, an employer offers to share profi ts with employees by contributing a portion 

to a qualifi ed retirement plan. Each year, the amount contributed can be determined by formula, Board of 

Directors, or similar entity.

Funds contributed are allocated to the 
employee’s account and invested. Amounts 
are accumulated tax-free until retirement, 
providing a greater benefi t to younger 
employees. The employee will receive the 
value of his/her account at retirement. 

Profi t sharing plan contributions cannot 
exceed 25% of the payroll and the limited 
amount allocated to a participant’s account 
is $50,000 per year (as indexed).

Profi t sharing plans stipulate contributions 
under plan terms and benefi ts are not 
determinable until the retirement of the 

participant.

AGE-BASED AND CROSS-TESTED PROFIT SHARING PLAN KEY FACTS
Profi ts shared with employees | Benefi ts highly compensated and older employees
If a profi t sharing plan is weighted by age and compensation, an older employee can obtain a larger share of 

allocated contributions. These plans include limitations such as: plan contributions cannot exceed 25% of the 

payroll and the limited amount allocated to a participant’s account is $50,000 per year (as indexed).

Each year, the amount can be determined 
by formula, Board of Directors, or similar 
entity. Funds contributed are allocated to the 
employee’s account and invested.

Such allocation can result in a formula that 
suits the needs of a company enabling it to 
have fl exible contributions that favor older 
employees. The employee will receive the 
value of his/her account at retirement.
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RETIREMENT PLANS — DESIGN OPTIONS

The New Comparability Option

Profi ts shared with employees | Benefi ts a preferred group of employees

A new comparability plan can provide different benefi t levels to different groups of employees 
— employee groups that are defi ned by the plan sponsor. By adopting a new comparability 
plan or adding a new comparability formula to an existing 401(k), 403(b), etc., the company 
provides greater benefi ts to a specifi ed group of employees.

People driven. Outcome focused.

A new comparability plan can provide different benefit levels to different groups of your 

employees—employee groups that you define as the plan sponsor. 

Th e New Comparability Option

By adopting a new comparability plan or adding a new comparability formula to your existing plan, you will 

provide a greater benefi t to the preferred group of employees. Your new comparability plan can be either a 

standalone profi t sharing plan or the profi t sharing component of a 401(k) or 403(b) plan.

ANNUAL CONTRIBUTIONS
Up to 100% of compensation or $50,000 per employee (as indexed), whichever is less. Total 
deductible contributions cannot exceed 25% of total eligible compensation. (This does not account 
for 401(k) or 403(b) deferrals.)

Maximum eligible compensation: $250,000 (as indexed)

PLAN HIGHLIGHTS
Each year, at your discretion, your company can make a profi t sharing contribution for the benefi t 
of eligible employees. 

Your plan may be structured so that the non-preferred group receives a set percentage of their 
compensation, while the bulk of the contribution is allocated to your preferred group. 

ELIGIBILITY
Self-employed persons

Partnerships

Non-profi t organizations

S corporations

C corporations

Permitted Disparity Option

Greater gross contribution for higher-income workers

Permitted disparity takes into consideration the employer’s contributions with Social Security 
withholdings on behalf of the participant when allocating a nonelective contribution. It 
enables a greater gross contribution for higher-income workers that earn well above the 
Social Security wage base as well as allow the maximum difference under the Internal 
Revenue Code Section 401(1). 

CPI Qualifi ed Plan Consultants, Inc. is a member of CUNA 
Mutual Group, a leading insurance and fi nancial services 
organization based in Madison, WI.

For more information, or to discuss 

a retirement plan opportunity with 

one of our consultants, call today. 

800.279.9916 ext. 765

1809 24th Street | PO Box 1167
Great Bend, KS 67530-1167
www.cpiqpc.com®

800.491.7859 or 800.279.9916 ext. 765

PERMITTED DISPARITY VS. NEW COMPARABILITY
Age of target employees not pertinent

No minimum gateway contribution

No non-discrimination testing

No additional costs

May not provide as large of a disparity

Cannot use Safe Harbor to satisfy Permitted Disparity

Allows plan to target only those higher paid vs. lower paid. 

THE FACTS

It enables a greater gross contribution for higher-income 
workers that earn well above the Social Security wage base.

It allows the maximum difference under the Internal 
Revenue Code Section 401(1); in the case of excession, 
the allocation will be subject to 401(a)(4) testing. 

Permitted Disparity, or Integration with Social Security, 

takes into consideration the employer’s contributions 

with Social Security withholdings on behalf of the 

participant when allocating a nonelective contribution. 

Th e Permitted Disparity Option
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