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MONEY
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Under the latest tax rules, profit-sharing plans have a comparative advantage over money

purchase pension plans both with respect to flexibility and contribution limitations .

FALLS OUT
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JOSEPH H . POZZUOLO and LISA M . LASSOFF, Attorneys

In n 6/7/01, President Bush signed
The Economic Growth and Tax
Relief Reconciliation Act of
2001 (EGTRRA). EGTRRA sig-
nificantly changed the laws gov-

erning defined contribution plans, including
increases in contribution and deduction lev-
els to these plans. These changes have arguably
eliminated the need for one type of defined con-
tribution plan, the money purchase pension
plan, and have enhanced the business, tax, and
retirement savings opportunities offered by
another type of defined contribution plan, the
profit-sharing plan . As a result, many employ-
ers may either convert or merge their money
purchase pension plans into their profit-shar-
ing plans, thereby eliminating the business risks
associated with a money purchase pension plan
as well as the additional costs of maintaining
and administering two plans .

Money purchase pension plans
A money purchase pension plan is a "defined
contribution plan ." Under a defined contri-
bution plan, participants have individual
accounts that hold annual contributions and
earnings thereon . Employer contributions are
mandatory, and employee contributions are not

required . Money purchase pension plans pro-
vide for a fixed annual percentage rate of
employer contributions up to a maximum of
25% of the employee's eligible compensation .
Contributions are not based on the employer's
profits and must be made even if the employer
has no profits ; otherwise the employer could
be subject to an excise tax .' Money purchase
pension plans are also subject to minimum
funding rules .' Once the employer establishes
the contribution level, the employer must
maintain the same percentage level or rate in
subsequent fiscal years, and the employer may
decrease or discontinue the amount only by a
formal, prospective pronouncement under
ERISA section 204(h) .

Profit-sharing plans

A profit-sharing plan is also a defined con-
tribution plan . In contrast to a money purchase
pension plan, however, a profit-sharing plan
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gives the employer discretion to determine the
amount of its contributions each fiscal year .
Generally, contributions vary with the
employer's profits ; however, the employer
does not need to make a contribution for a year
even if it has profits, provided the plan has a
"discretionary" formula allocating both the con-

tributions and distributions for each partic-
ipant . In any event, recurring and substantial
contributions are required, and contribu-
tions cannot be made in such amounts and at
such times that the plan in operation dis-
criminates in favor of highly compensated
employees.' Each employee generally receives
the same contribution under the fixed per-
centage level or rate unless the plan is designed
to take advantage of the permitted disparity
rules . Unlike a money purchase pension plan,
a profit-sharing plan is not subject to mini-
mum funding rules .'

Tax consequences
The employer's contributions to money pur-
chase pension plans and profit-sharing plans
are not considered taxable income to the
employees for the contribution year. Contri-
butions are tax-deductible to the employer .
Earnings accumulate on a tax-deferred basis
until they are withdrawn . At withdrawal, the
money is taxed as ordinary income . The dis-
tribution, however, may be rolled into an IRA
to continue the tax-deferral benefit .

EGTRRA changes
The EGTRRA provisions discussed below are
effective for plan years beginning after 2001 .
This means 1/1/02 for plans that operate on a
calendar year.

Section 4011a)117) maximum plan compen-
sation. The Section 401 (a)(17) compensation
dollar limit is used to perform nondiscrimi-
nation and coverage testing and to determine
deduction limits for defined contribution
plans, as illustrated in Exhibit 1 . Under
EGTRRA, the maximum compensation that can
be taken into account under Section 401(a)(17)
in computing deductible contributions to
defined contribution plans increased from
$170,000 in 2001 to $200,000 in 2002 .' This lim-
itation is indexed for future cost of living
increases in $5,000 increments, rather than the
$10,000 increments prior to EGTRRA . The
adjusted amount for 2004 is $205,000 .
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In addition, the definition of "compensation"
for deduction purposes has changed . "Com-
pensation" for tax years beginning in 2002
means "gross pay," i .e., before amounts are
deducted from participants' pay for elective
deferrals, cafeteria plan contributions, and tax-
free transportation fringe benefits . Prior to
EGTRRA, "compensation" was calculated after
such amounts were deducted . This change will
increase the contributions plan sponsors can
make and still stay within deduction limits, as
explained further below .

Section 415 annual addition limitation . Under
EGTRRA, the "annual additions" (Section
415) limitation, which sets forth the amount
of contributions that can be allocated to a par-
ticipant under a defined contribution plan, was
relaxed . In 2001, the limitation was limited to
the lesser of (1) $35,000 or (2) 25% of the par-
ticipant's compensation .

Commencing in 2002, the limitation
increased to the lesser of (1) $40,000 or (2)
100% of the participant's compensation . The
dollar limitation is indexed for future cost of
living increases in $1,000 increments, rather
than the $5,000 increments prior to EGTRRA .
The limitation is $41,000 in 2004 . For purposes
of applying the annual addition limitation, all
of the employer's defined contribution plans
are treated as a single plan .' The smaller
increment for inflation adjustments means that
the defined contribution limit will increase
sooner than it would have prior to EGTRRA .

As illustrated by Tables A and B of Exhibit
1, the increase in the contribution limitation
has enabled the employer to increase its annual
contributions to highly compensated employee
Fred and non-highly compensated employee
Lou to $40,000 each .

Section 401(k) elective deferral limitation .
EGTRRA has increased the Section 402(g) limit
on elective deferrals to a 401(k) plan from
$10,500 in 2001 to $11,000 in year 2002 . This
limit on elective deferrals increases in $1,000
increments each year thereafter through year
2006 (indexed after year 2006) . Thus, the
limit is $13,000 in 2004. This increase in the
elective deferral limit is significant for purposes
of the new deduction rules enacted under
EGTRRA, as explained immediately below.

Deduction limitations
Deduction limitations have also been relaxed
under EGTRRA . Prior to EGTRRA, the
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deductibility of contributions to profit-shar-
ing plans was limited to 15% of all plan par-
ticipants' compensation.' Many employers
used money purchase pension plans to con-
tribute and deduct up to an additional 10% of
an employee's compensation . This combination
of plans enabled employers to provide their
highly compensated employees with the con-
tribution necessary to reach the annual max-
imum additions limitation of $35,000 in 2001
and to avoid an excise tax on plan contribu-
tions that exceeded the 15% profit-sharing plan
deduction limit. Under EGTRRA, deduction
limits for profit-sharing plans increased from
15% of participants' compensation to 25% .° In
addition, as shown below, participants' 401(k)
elective deferral contributions are now
deductible separately from the 25% limit and
do not reduce the 25% limit . 9

Example . The aggregate compensation of all
participants in a 401(k) plan is $1 .5 million
(before compensation is reduced for elective
deferrals), and the participants defer a total of
$100,000 under the 401(k) arrangement . The
employer matches the participants' deferrals
100% and makes a profit-sharing contribution
of $200,000. The entire $400,000 (i .e ., $100,000
401(k) deferrals, $100,000 matching contri-
butions, and $200,000 profit-sharing contri-
butions) is fully deductible. As a result of
EGTRRA, the 25% deduction limit is $375,000
(i .e ., 25% of $1 .5 million), which supports the
deduction for the matching contributions and
profit-sharing contributions . The $100,000
of contributions to the 401(k) plan is deductible
as an ordinary and necessary business expense,
without regard to the 25% deduction limit as
a result of EGTRRA, and does not reduce the
$375,000 deduction limit applicable to the
matching contributions and profit-sharing
contributions .

Section 404(a)(3)(A)(v) provides that a
money purchase plan is to be treated like a
profit-sharing plan for purposes of the deduc-
tion rules. Therefore, the maximum deductible
contribution that can be made to a money pur-
chase plan is also limited to 25% of aggregate
participant compensation . However, unlike a
profit-sharing plan, money purchase plans are
precluded from containing a 401(k) feature .
Therefore, the available deduction under a
profit-sharing plan with a 401(k) feature now
exceeds the maximum deductible contribution
that can be made to a money purchase pension
plan. As a result, employers should take advan-
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tage of the additional retirement savings
opportunities offered by 401(k) plans by con-
verting their money purchase pension plans to
profit-sharing plans .

As illustrated by Tables C and D of Exhibit
1, the increase in the profit-sharing plan
deduction limit has allowed employers to
increase annual contributions to highly com-
pensated employees Fred and Betty, to main-
tain the same contribution level for non-highly
compensated employees Lou and Sally, and not
to use the money purchase pension plan to reach
the maximum deduction limit . The increase in
the profit-sharing plan deduction limit elim-
inates the need for businesses with cyclical prof-
its, such as construction and related companies
or automobile dealers, of having a mandatory
plan in place to reach the maximum contri-
bution limit in profitable years . In addition,
employers may eliminate the additional costs
of maintaining both a money purchase pen-
sion plan and a profit-sharing plan, such as fees
for record keeping, auditing, and return prepa-
ration. As a result, employers will need to deter-
mine whether they should convert or merge
their money purchase pension plan .

Merger or conversion into profit-sharing
plan

In Rev. Rul .2002-42, 10 the IRS determined that
the conversion or merger of a money purchase
pension plan into a profit-sharing plan does
not result in a partial termination of the
money purchase pension plan under Section
411 (d)(3) and does not require the full vest-
ing of benefits . Several factors are considered
in determining whether there is a partial ter-
mination of a defined contribution plan :
1 . The exclusion of a group of employees

who were previously covered under the
plan due to a plan amendment or sever-
ance of employment ."

2. Whether the possibility for prohibited
discrimination has increased .

3 . Whether the potential for reversion has
been created or increased ."
If the money purchase pension plan is

merged or converted into the profit-sharing
plan, the employees who were covered by the
money purchase plan will remain covered
under the continuing profit-sharing plan . In
addition, the possibility for prohibited dis-
crimination will not have increased . All assets
will be allocated to participants' accounts, with
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the exception of amounts held in a Section 415 then only to the extent those amounts are not
suspense account, in a defined contribution required to be allocated to participants'
plan . The only amounts that may revert to the accounts ." Therefore, the cessation or reduc-
employer with a defined contribution plan are tion of benefit accruals does not create or
those in the Section 415 suspense account, and increase the potential for reversion in a defined
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contribution plan . As these factors do not indi-
cate a partial termination, the plan participants
do not become 100% vested upon the con-
version or merger .

Although there is no partial termination
upon the conversion or merger of the money
purchase pension plan, the cessation or reduc-
tion of benefit accrual under the money pur-
chase pension plan requires a notice to plan
participants of such cessation or reduction of
benefit accrual . According to ERISA section
204(h), as amended by section 659(b) of
EGTRRA, a money purchase pension plan can-
not be amended to provide a significant
reduction in the rate of future benefit accrual
unless the plan administrator provides a
notice explaining the reduction to the par-
ticipant and the employee organization rep-
resenting the participant and allowing a
reasonable time before the amendment's effec-
tive date. In addition, Section 4980F, as
amended by section 659(a) of EGTRRA, pro-
vides for an excise tax if a money purchase pen-
sion plan is amended to provide a significant
reduction in the rate of future benefit accrual
and the plan administrator does not provide
a notice describing the reduction to the par-
ticipant and the employee organization rep-
resenting the participant .

Example . "An employer's money purchase
pension plan provides that participants become
100% vested in their account balances on a ter-
mination or partial termination of the plan . The
employer converts the money purchase pen-
sion plan into a profit-sharing plan that cov-
ers the same employees as the money purchase
pension plan and contains the same vesting
schedule . It also provides that assets and lia-
bilities in the profit-sharing plan that originated
in the money purchase plan retain their money
purchase pension plan attributes ."

Therefore, the employees who are covered
by the converted money purchase plan remain
covered under the profit-sharing plan . The
money purchase plan assets and liabilities
retain their characterization under the profit-
sharing plan for purposes of the survivor ben-
efit requirements, distribution restrictions,
and limitations . The employees vest in the
profit-sharing plan under the same vesting
schedule that existed under the money pur-
chase plan. Based on the above facts, there is
no partial termination . The significant reduc-
tion in the rate of future benefit accrual under
the money purchase pension plan requires that
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notice be given to the employee under Sec-
tion 4980F and ERISA section 204(h))°

Example." An employer maintains a profit-
sharing plan and a money purchase pension
plan under which participants vest 100% in
their account balances on a termination or par-
tial termination of the plan . The employer
amends the money purchase pension plan to
cease future employer contributions and to
merge it into the profit-sharing plan . (This
transaction satisfies the requirements of Sec-
tion 414(1) .) After the merger, the profit-
sharing plan covers the same employees and
contains the same vesting schedule as the
money purchase pension plan . The employer
amends the profit-sharing plan to provide that
assets and liabilities transferred from the
money purchase pension plan to the profit-
sharing plan retain their money purchase
pension plan attributes"

As a result, the employees who are covered
by the merged money purchase plan remain
covered under the continuing profit-sharing
plan . The money purchase plan assets and lia-
bilities retain their characterization under the
profit-sharing plan for purposes of the sur-
vivor benefit requirements, distribution
restrictions, and limitations . The employees
vest in the continuing profit-sharing plan
under the same vesting schedule that existed
under the money purchase plan . Based on the
above facts, there is no partial termination .
The significant reduction in the rate of future
benefit accrual under the money purchase pen-
sion plan requires that notice be given to the
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employee under Section 4980F and ERISA sec-
tion 204(h) ."

Merger or conversion vs . termination

The merger or conversion of an employer's
money purchase plan is preferable to the ter-
mination of the plan . As mentioned above, when
a plan terminates, plan participants become
100% vested in their plan assets and can take
an immediate distribution from the plan . The
participant could roll over the distribution into
his or her IRA or into a profit-sharing plan .
However, participants are not required to roll
the money purchase pension plan funds into
a profit-sharing plan and could actually take
the money in cash . Therefore, a merger or con-
version of the money purchase plan gives the
employer greater control over the retirement
funds than a plan termination .

Minimum funding requirements
The plan sponsor should be aware of minimum
funding requirements before merging or con-
verting its money purchase pension plan into
a profit-sharing plan . In order to avoid a min-
imum funding deficiency, the plan sponsor
should determine whether its money pur-
chase pension plan will be funded for the year
of the contemplated merger or conversion . Rev.
Rul. 79-237 20 provides that the minimum
funding requirements apply to a plan through
the end of a plan year even if the plan termi-
nates before the last day of the plan year .

Conclusion
EGTRRA has made it unnecessary for busi-
nesses with cyclical profits to have a manda-
tory money purchase pension plan in place to
reach the maximum contribution limit in
profitable years and has eliminated the admin-
istrative burden and significant costs associ-
ated with the maintenance of both a money
purchase pension and a profit-sharing plan. For
instance, EGTRRA raised the deductible con-
tribution limit from 15% to 25% for profit-shar-
ing plans and has eliminated the use of a money
purchase plan to reach the 25% limit . In addi-
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tion, money purchase plans are precluded
from containing a 401(k) feature as com-
pared to profit-sharing plans . Therefore, the
available deduction under a profit-sharing plan
with a 401(k) feature now exceeds the maxi-
mum deductible contribution that can be
made to a money purchase pension plan .

Furthermore, retirement savings opportu-
nities have been enhanced with a profit-shar-
ing plan because employee elective deferrals are
no longer treated as employer contributions for
purposes of the deductible contribution limit .
The conversion or merger of the money pur-
chase plan into the employer's profit-sharing
plan will eliminate some of the rigid require-
ments of the money purchase pension plan, such
as the minimum funding rules and the
employer's need to make required contributions
even if there are no profits or the business suf-
fers temporary financial or cash-flow problems .
The conversion or merger will also eliminate
the administrative burden and significant costs
associated with the maintenance of two sepa-
rate plans, such as record keeping, auditing fees,
and return preparation fees, and avoid the costs
of doing a plan termination . Employers should
take advantage of these changes under EGTRRA
to maximize business, tax, and retirement sav-
ings opportunities. ∎
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•

	

See EGTRRA section 614 ; Section 404(n) .
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