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PENSION PROTECTION ACT OF 2006
New Rules For Every Employer

On August 17, 2006, President Bush signed the 900-plus page Pension Protection Act of
2006 (“PPA”), putting in place many reforms to federal tax and employee benefit laws intended
to strengthen the nation’s private employer retirement system. Most of the popular press has
focused on the measures passed to encourage employers to adequately fund traditional defined
benefit pension plans. In addition, the PPA contains other provisions affecting the design and
operation of the increasingly popular defined contribution plans, such as 401(k) plans. We have
highlighted below some of the key provisions of this important new legislation.

Are you interested in a new safe-harbor, automatic enrollment alternative to
allow executives to maximize their 401(k) contributions and avoid the hassle
of annual year-end 401(k) plan testing?

The PPA may have your answer. Starting January 1, 2008, there is a new safe-harbor 401(k)
plan design option called a qualified “automatic enroliment arrangement.” Plan sponsors that adopt
this new plan design automatically pass the Actual Deferral Percentage (“ADP”) and Actual
Contribution Percentage (“ACP”) discrimination tests. Importantly, executives in a 401(k) plan with
an automatic enrollment arrangement likely will be able to defer more to the plan. Also, this new
type of safe harbor plan design is sure to improve employees’ retirement savings rate, a stated
goal of the PPA.

Here’s how it works. The plan would need to be amended to call for the automatic enrollment
of employees in the plan in scalable automatic enrollment percentages up to no more than 10%,
but no less 3% for the employee’s first year, 4% for the second year, 5% for the third year, and
6% for the fourth year. This means that employees would start out deferring, for example, 3%
of their pay into the plan, and would be bumped up to 4% in their second year of participation, 5%
the following year, and so on. Of course, an employee could opt out of participation or participate
at a different level by making an alternative election. Under this new safe harbor the employer is
required to make either a matching contribution to the plan that is at least as generous as 100%
on the first 1% contributed and 50% on the next 5% contributed, or an employer contribution without
regard to an employee’s contribution equal to 3% of compensation. The safe harbor contribution
must be 100% vested following 2 years of service. There also are important notice and other
requirements to qualify as a safe harbor automatic enrollment arrangement. The PPA also amends
federal law to confirm that automatic enroliment features do not violate state wage payment laws,
a concern many practitioners had under prior law.

Do you make employer contributions that vest according to a 7-year graded
or a 5-year cliff vesting schedule?

Current law requires tax-qualified plans with employer matching contributions to vest those
matching contributions on either a 3-year cliff vesting schedule or a 6-year graded vesting schedule.
Under a 3-year cliff vesting schedule, employees are not vested at all until they complete 3 years
of service when they vest 100 percent. Under a 6-year graded vesting schedule, employees must
vest 20% each year after their first year of service. Other employer contributions had to satisfy
either a 5-year cliff or a 7-year graded vesting schedule. Under the PPA, effective for contributions
made on and after January 1, 2007, ALL types of employer contributions made under defined
contribution plans are required to use the 3-year cliff or 6-year graded vesting schedule. Plan
documents will need to be amended to implement this new requirement.
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Do you offer employer stock as an investment option
under your retirement plan?

If so and if the employer stock is publicly traded, there are new diversification requirements
your plan will need to satisfy. Under the new rules, plans with employer publicly traded stock must
permit participants who have at least 3 years of service (and beneficiaries) to divest their employer
contribution accounts of employer securities and reinvest these funds in at least 3 other investment
options. These rules will be phased in starting in 2007 so that, of the employer securities that were
acquired prior to January 1, 2007, no more than 1/3 of the participant’s employer contribution
account may be divested of employer securities in 2007, up to 2/3 may be divested in 2008, and
as much as the entire account in 2009. There also are important notice requirements that correspond
with these rules.

Do you provide benefit statements to your employees at least annually or
quarterly in the case of participant-directed plans?

Starting January 1, 2007, employers who sponsor defined contribution plans are required
to provide participants and beneficiaries with benefit statements at least annually or quarterly in
the case of participant-directed plans, in addition to providing the statements upon request.
Traditional pension plan sponsors must either provide an annual benefit statement or notify
participants and beneficiaries annually about how they may obtain a statement. There are also
content rules governing what must be included in all types of benefit statements, such as the vested
percentage of the participant’s account, when full vesting will be achieved, the value of each
investment held in the participants account, and the value of employer securities held by the plan.
Model benefit statements are forthcoming from the IRS.

Do you currently have or wish to offer to your employees the services
of an investment advisor to assist them in making their
retirement plan investment decisions?

The PPA changes the law to encourage employers to offer professional investment advisory
services under defined contribution plans that allow or require participants to direct the investment
of their retirement account. If the advisory services are provided under a program using “fiduciary
advisors” and following other program requirements, then a plan sponsor will not have responsibilities
to monitor the participant-level advice. The Plan sponsor will be responsible for the selection and
monitoring of the fiduciary advisors on a program basis. This new rule applies for advisory services
rendered after January 1, 2007.

Do you wish to allow non-spousal beneficiaries to rollover their retirement
plan benefits to an IRA of their choosing?

Now you can. Effective for distributions made on and after January 1, 2007, plans may be
amended to allow non-spousal designated beneficiaries, such as children and parents, to rollover
benefits that they are entitled to receive from your plan. Previously, this rollover right was limited
to spousal beneficiaries. This is a valuable right that will allow non-response beneficiaries the
opportunity for greater tax-deferral opportunities. If you implement this change, you also will need
to update your distribution paperwork. We anticipate that the IRS will issue a new model “special
tax notice” that incorporates this change.

Do you wish to permit hardship distributions as a result of an immediate and
heavy financial need affecting non-participant plan beneficiaries?

Pursuant to the PPA, the IRS is directed to issue new rules to allow a participant to receive
a hardship distribution on account of a hardship event that occurs with respect to the participant’s
spouse or dependent. Plan sponsors who decide to allow these distributions will need to amend
their plan documents to incorporate this rule. Distribution paperwork also will need to be revised.
The IRS has 6 months from August 17, 2006 to issue these new rules.






