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Is Your Retirement Plan In Jeopardy Of Losing Prior Years Tax Deductions?

The word “prior” is not a
typo. Prior years’ tax deduc-
tions can indeed be in jeop-
ardy. In fact, given the
amount of company contri-
butions and employee defer-
rals that get deposited into
companies’ retirement plans
each year, you could argue
that the danger of the retire-
ment plan losing its special
tax benefits represents one
of the greatest threats facing
your company. Why your
company and not the plan?
Because if issues arise sur-
rounding the qualification of
a retirement plan, it is the
company and not the plan
that will need to pay any ad-
ditional income taxes, penal-
ties and interest. Previous
articles that | have written
have focused on things that
you and your professional
advisors can do to avoid or
reduce a liability precipitated
by your qualified retirement
plan that might exist out in
the future. One of our arti-
cles discussed the Plan
Sponsor’s personal or com-
pany liability that is tied to
their fiduciary obligation to
properly monitor the invest-
ment choices in a company’s

401(k) plan. Another talked
about the need to remit all
employee deferrals within 7
business days of separating
that money from their em-
ployees’ paycheck and the
penalties associated with
not doing that. In all in-
stances, we recommended
policies and/or procedures
that could be put into place
that would protect your com-
pany and you personally on
a going forward basis. That
is excellent advice and | still
stand by that advice.

But what about prior tax
years? If those tax years are
exposed, in a very real
sense, they can represent a
larger liability to your retire-
ment plan than anything
that might occur out in the
future.

What exactly could ever oc-
cur to put these prior years
in jeopardy and how many
open years might there be?
It is the qualified status of
your retirement plan that
could be at risk. Remember
that it is the retirement
plan’s qualified status that
allows for all of the following
special tax benefits:

1. Contributions from either
the employer or the em-
ployee are tax deductible

2. Contributions to the retire-
ment plan do not get in-
cluded in the current income
of either the employer or the
employee

3. No current income tax is
due on interest, dividends or
any realized gains from any
security transactions that
the retirement plan engaged
in

One of two things can cause
a retirement plan to lose its
qualified status. The plan
can experience an opera-
tional failure or there may be
a disqualifying defect in the
plan document and/or
amendments.

(Operational Failures Pg. 2)
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Operational Failures

Think that an operational
failure needs to be pretty
serious to cause the plan to
lose its qualified status?
Think again! One opera-
tional failure that will auto-
matically disqualify the plan
is failing to operate the plan
in accordance with its
terms. So let’s say that at
one time your company’s
401(k) plan had a one year
wait to enter the plan. At

Document Related Defects

The second and by far the
majority of plan disqualifica-
tion defects that we see are
deficiencies in the plan
document. These defects
almost always take the form
of a failure to properly sign
and date the original plan
and trust, a failure to timely
restate the plan for new tax
laws or (and this is the one
we see most often) a failure

some point, it was deter-
mined that you wanted to let
folks in much sooner than
that. So you switched the
eligibility to let your employ-
ees enter the plan on the
first day of the month follow-
ing their date of hire. Sim-
ple right? Well, if the plan
had not been amended to
change the eligibility, and if
that amendment was never
signed and/or dated then

to timely execute one of the
many amendments that the
IRS mandated be adopted
as each year passed by. |
would say that 75% - 80% of
all of the retirement plans
that we take over have
some sort of document or
amendment related defects.
These defects cause the
plan to lose its special tax
treatment. Also, remember

The Closing Agreement Program (CAP)

If an operational failure
and/or a document related
defect is discovered upon
audit, the IRS will put you
into something called the
Closing Agreement Program
(CAP) and they will:

1. Assess additional income
tax resulting from the loss of
employer deductions for
possibly as many as 3 pre-
ceding tax years. Think
about it. If you filed your
retirement plan’s Form

5500 for the 2006 plan year
on October 15, 2007, then
by simply counting back 3
years 2008, 2007 and
2006 are all open years!

2.The trust would owe in-
come tax on any interest,
dividends or realized gains
that the plan may have re-
ceived during the course of
these open tax years.

Under CAP, the IRS will then
calculate the “Maximum
Payment Amount.” The
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you are running the plan
contrary to its terms.

If the way that you operate
your plan is not supported
by language in the plan
document, then you have
inadvertently disqualified
the plan. So if making the
plan more liberal puts you at
risk, imagine how making
the plan provisions stricter
might be viewed?

that your company is the
Plan Sponsor. It is your re-
sponsibility to have all of the
properly dated documents
and/or amendments avail-
able at all times. How many
of you actually know where
these documents live in your
office and whether they are
properly signed and dated?

Maximum Payment Amount
is basically the additional
taxable revenue that (1) and
(2) above would generate.
At that point, they will apply
a discount of about 30% to
that amount and request
that the plan sponsor write
a check to the IRS for the
remaining 70%.

Continued on Pg. 3
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The Closing Agreement Program (CAP): COMPANY ‘A’ EXAMPLE

Example: Company A’s retire-
ment plan has 25 partici-
pants, wins the IRS “audit
lottery” and is examined for
the 2006 plan year. The cli-
ent failed to timely adopt the
final 401(k)/ (m) amendment,
which needed to have been
executed no later than De-
cember 31, 2006. Let’s fur-
ther say that the company put
$100,000 per annum into the
plan for 2006, 2007 and
2008. Also, while 2008 was
not a good year for the mar-
ket, 2007 and 2006 were. So
let’s also say that for those 3

years, the plan had, in the
aggregate, interest, dividends
and realized gains from the
sale of securities of $50,000.
The Maximum Payment
Amount would therefore con-
stitute income tax on:

1. ($100,000 X 3) + $50,000
= $350,000

2. Discount by 30%:
$350,000 X 70% = $245,000

3. Estimated income tax on
$245,000 = $73,500*

*assumes a melded corporate rate
of 30%

What is The Voluntary Corrections Program (VCP) ?

VCP is an extremely valuable
IRS program that is little
known outside of the pen-
sion community. It was the
result of a joint effort be-
tween various pension or-
ganizations and the IRS to
find a way to have retire-
ment plans that had inad-
vertently wandered “off the
reservation” recapture their
qualified status and retain
their special tax bene-

fits. Since the pension divi-
sion of the IRS is primarily
compliance driven, they wel-
comed the opportunity to
find a solution that would
allow plans to self-correct
themselves. Thus was born
VCP.

The first thing you need to
know about VCP is that the
operative word here is volun-
tary. The decision to avail
yourself of VCP must come
from the client or be given to
the client as an option by
one of their professional

advisors. Once the audit
notice from the IRS shows
up, your ability to use VCP is
gone. The process of utiliz-
ing VCP is fairly simple. The
defect is identified, correc-
tive action is taken and the
package with the proposed
corrective action is submit-
ted to the IRS, along with a
check that corresponds to
an IRS schedule based on
the number of participants
in the plan. Normally, failure
to adopt an amendment for
a 25 participant plan carries
with it compliance/fee is
$1,000. However, because
in this particular case the
defect was caused by a fail-
ure to timely adopt an in-
terim amendment, the IRS
compliance/filing fee would
only be $375.

A fairly long amount of time
may pass from when you
make your submission to
the IRS to the time you hear
back from them that your

Late payment penalties and/
or interest would also apply.

Of course, you still need to
correct any and all of the de-
fects that have been identi-
fied by the IRS, which may
include making additional
contributions for employees
that terminated years ago
and/or adopting any amend-
ments which cannot be lo-
cated or were never adopted
in the first place.

correction has been ac-
cepted. However, once you
place the plan into VCP, you
have now walled the plan off
from CAP. If you were to re-
ceive an audit notice the day
after your submission to
VCP, the IRS auditor would
need to back off, even
though your correction had
not yet been formally ac-
cepted.

Note that it is important to
identify and correct all plan
defects. VCP will only protect
you for the defects that you
identify and submit for. If the
IRS finds another defect that
you did not correct, they can
still put you into CAP, where
the financial sanctions are
clearly much harder.

(continued page 4)
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“VCPis an
extremely
valuable IRS
program that
is little known
outside of the
pension

community.”

L
Let us help
you build a
safe road to
retirement.




Cost Of Living Adjustments to dollar Limits under Employee Benefit Plan are status-quo for 2010 (see chart below).
[tem 2009 2010

Defined Contribution £49.000 549,000

Defined Benefit 195,000 195,000

Maximum Compensation 245,000 245,000

401(k) - SARSEP - 403(b) — 457:
Deferrals/Catch-up contributions

16.500 / 5,500

16.500 /5,500

Simple Deferrals/Catch-up Contributions

11,500 /2,500

11.500 /2,500

IRA Limit / catch-up 5,000/ 1,000 5,000/ 1,000
Highly Compensated Employee 110,000 110,000
Key Employee-Officer 160,000 160,000

Superior Designs

Passion-for!

Social Securiti Taxable Waie Base 106,800 106,800

Superior Plans

I
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(Continued) The Voluntary Corrections Program (VCP)

For 401(k) plans, the follow-
ing is a list of the documents
that need to have been
adopted prior to the time of
the current round of restate-
ments:

eThe Gust Restatement

eThe EGTRRA Amendment
(not the restatement)

oThe 401(k) Amendment

eThe Automatic Rollover
Amendment

eThe Final 401(k)/(m)
Amendment

eThe Final Regulations
Amendment

By the way, fixing a missing or
undated amendment is not
as simple as “finding” and
dating the amendment. Many
of these amendments have
different dates that they
needed to have been exe-
cuted by. Making a mistake
and use the wrong date (and
that has happened) or use a
date after the language in the
amendment would now be
part of the overall language
in the body of retirement plan
(and that has also happened)
and the “f” (fraud) starts to
get used by the IRS. They
take back dating very seri-
ously. You never want to put
yourself in that position.

If you would like to have your
plan reviewed to ensure that you
are not exposed, or if you would
like to discuss these or any other
issues that might concern you in
confidence, please contact:

David I. Gensler, MSPA, MAAA, EA
Madison Pension Services, Inc.
2500 Westchester Avenue.

Suite 106

Purchase, NY 10577

Telephone (914) 251-0099 x202
Fax (914) 251-1922
dgensler@madisonpension.com

Madison offers continuing
education classes for
professional service firms.

Contact us to learn more!




