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A. INCREASED CONTRIBUTION AND BENEFITS LIMITS

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

Employee Benefit Provisions Affected
by the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA)
as modified by the Job Creation and Workers Assistance Act of 2002 (JCWAA)

by Jeffery Mandell

1. Compensation limit for
qualified plans and
SEPs
The compensation
plans may consider in-
creases from $170,000
to $200,000

2. 401(k) contribution and
other elective deferral
limit
Allowable 401(k) and
403(b) employee contri-
butions increase gradu-
ally beginning in 2002

3. SIMPLE IRA or 401(k)
plan limit (these de-
signs are only available
to small employers)
Employee SIMPLE
contributions increase
gradually beginning in
2002

4. 457 (tax-exempt and
governmental) plan lim-
its
The 457 employee de-
ferral limit  is the same
as the 401(k) limit, with
certain exceptions

The law limits the amount of
compensation that may be
used to determine benefits,
to test for discrimination,
and for deductibility.  The
current limit is $170,000, as
adjusted  for inflation in
$10,000 increments.

The law limits the amount
employees may contribute
on a before-tax basis to
401(k) and 403(b) plans.
The limit is $10,500 in
2001.

In 2001, the maximum be-
fore-tax employee contribu-
tion is $6,500.

For 2001, 457(b) plans limit
the additions to an
employee’s accounts to
lesser of $8,500 or 33 1/3%
of includable compensa-
tion.  Amounts the em-
ployee contributes under a
401(k) or 403(b) plan count
against this limit.

The $170,000 limit is increased to
$200,000.  Limit will be adjusted for infla-
tion in $5,000 increments.  Effective for
years beginning after Dec. 31, 2001.

Limit increases over a period of years, as
follows:
2002-$11,000
2003-$12,000
2004-$13,000
2005-$14,000
2006-$15,000, which will be adjusted for
inflation after 2006 (also see A.5.).

Limit increases over a period of years, as
follows:
2002-$7,000
2003-$8,000
2004-$9,000
2005-$10,000, which will be adjusted there-
after for inflation.

Limit is now the lesser of a higher dollar
amount or 100% of compensation.  The dol-
lar amounts are as follows:
2002-$11,000
2003-$12,000
2004-$13,000
2005-$14,000
2006-$15,000, which will be adjusted for
inflation after 2006.  Amounts deferred un-
der a 401(k) or 403(b) plan no longer count
against the 457 limit.  Effective for years
beginning after Dec. 31, 2001.

Employers are not required to make this
change, although most will and should.  This
might increase required funding or benefits
for higher paid employees, and/or decrease
benefits for lower paid employees.  Will also
make ADP/ACP and 401(a)(4) testing easier
to pass.

The new limit applies to highly compen-
sated and nonhighly compensated employ-
ees alike.  However, HCE deferrals are still
limited by NHCE deferrals for most plans.

SIMPLE plans sometimes make sense for
small employers; this increase makes them
a bit more attractive.  The limit is not as
high as with 401(k)s.

The same limit now applies to 401(k),
403(b), and 457 plans.  However, several
differences remain.  For example, the 457
limit applies to employee and employer
contributions, and 457 plans are not sub-
ject to nondiscrimination testing.  The
change from 25% to 100% is a significant
increase.  An employee might be able to
fully contribute to a 457 and 401(k) plan.
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A. INCREASED CONTRIBUTION AND BENEFITS LIMITS (continued)

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

5. Catch-up elective defer-
rals for individuals 50
and older
For plans that permit
elective deferrals, age
50 and older partici-
pants may contribute
an extra $1,000 in 2002.
The $1,000 increases
in future years.

To administer catch-
ups, plans must ad-
dress numerous details.

Nongovernment tax-ex-
empts may not allow
the new catch-ups in
their 457(b) plans

6. Per participant annual
addition limit (415) for
defined contribution
plans
The per participant con-
tribution limit is now the
lesser of $40,000 or
100% of compensation,
plus catch-ups.

7. Per participant defined
benefit plan limits
The annual benefit pay-
able from defined ben-
efit plans increases dra-
matically, making these
plans more attractive for
high earners.

For those age 50 or older before the close
of the calendar year, the maximum elective
deferral is increased as follows.  For 401(k),
403(b), government 457, and SARSEPs, by
an additional $1,000 in 2002, $2,000 in
2003, $3,000 in 2004, $4,000 in 2005, and
$5,000 in 2006.  For SIMPLE plans, by an
additional $500 in 2002, $1,000 in 2003,
$1,500 in 2004, $2,000 in 2005, and $2,500
in 2006.  After 2006, these amounts will be
adjusted for inflation.

The prior 403(b) provision is eliminated in
its entirety.  The prior 457 specific catch-up
remains intact, but modified:  for the last 3
years preceding retirement, the contribu-
tion limit is twice the normally applicable
limit [for example, the catch-up is $22,000
($11,000 x 2) in 2002] and only this catch-
up, not the new catch-up provision, is per-
mitted for such three years for 457 plans.

The $35,000 limit increases to $40,000 in
year 2002.  The limit will thereafter be ad-
justed for inflation in $1,000 increments.
The 25% of compensation limit increases
to 100% of compensation.  Effective for
years beginning after Dec. 31, 2001.

$140,000 limit increases to $160,000 in
year 2002 (as adjusted thereafter for infla-
tion in $5,000 increments).  The actuarial
reduction applies to benefits payable be-
fore age 62, instead of SSRA.  Effective for
limitation years ending after Dec. 31, 2001.

Only plans that allow employees to make
elective deferrals may allow catch-ups.  In
order to permit these contributions, the plan
must be amended to allow them.  Although
plans are not required to be so amended,
many employers will want to do so.  The
catch-ups are exempt from most all limita-
tions, including ADP/ ACP, §§415, 404, 457,
and 402(g) testing.  Detailed requirements
are set forth in proposed Treasury Regula-
tions.

Only 457 plans maintained by govern-
ments, not other tax-exempts, may allow
these new catch-up provisions.  Govern-
ment 457(b) plans thus have two different,
mutually exclusive catch-up provisions.
Tax-exempts only may allow the 457 spe-
cific catch-up.

The change from 25% to 100% of pay is a
significant increase.  Note the plan’s over-
all contributions/deduction limit is 25% of
pay (see B.1.), thus limiting the increase
for small employers.  Catch-ups are not
subject to the 415 limits.

These and other changes allow for signifi-
cantly greater benefits.  High earners in
their mid- to late-40s should now consider
defined benefit plans if large tax-deferred
accumulations are desired.  Add a 401(k)
plan also, now that those are separately
deductible (see B.2.).

For most plans, no special
contribution provisions ex-
ist for older employees.
457 and 403(b) plans have
their own special catch-up
provisions.

The sum of employer and
employee contributions
and forfeitures allocated to
a participant is limited to
the lesser of $35,000 or
25% of compensation.

The law limits the annual
lifetime annuity to the
lesser of $140,000 or 100%
of the participant’s highest
average pay.  Benefits pay-
able before Social Security
Retirement Age are actu-
arially reduced.

1. Deduction limit for de-
fined contribution plans
and SEPs
The overall deductible
contribution limit for
profit sharing and
401(k) plans increases
to 25% of aggregate
pay, plus catch-ups,
making profit sharing
and pension plans
more similar

The overall employer limit for both money
purchase pension plans and profit sharing
plans is 25% of aggregate participant com-
pensation. Effective for years beginning af-
ter Dec. 31, 2001.

Many employers that had a money pur-
chase pension plan, either alone or in com-
bination with a profit sharing plan, will no
longer need the money purchase plan
(which required annual funding). Eliminat-
ing the pension plan involves several sig-
nificant issues and must be carefully
handled.

B. DEDUCTION IMPROVEMENTS

The employer’s deduction
limit for SEPs, 401(k), and
profit sharing plans was
15% of aggregate compen-
sation of all participants.
The limit for money pur-
chase plans was the fund-
ing limit under Code §412.
To obtain the 415 limit for
employees (see A.6.),
many employers main-
tained both a pension and
profit sharing plan.
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B. DEDUCTION IMPROVEMENTS (continued)

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

2. Elective deferrals sub-
ject to limits
Employee 401(k) con-
tributions are deductible
over and above the
25% of pay limit

3. Change in definition of
compensation
The 25% of pay deduc-
tion limit is now based
on gross compensation
(inclusive of employee
retirement and cafeteria
plan deferrals)

Employee before-tax con-
tributions to 401(k)s,
SARSEPs, 403(b)s, and
SIMPLEs were treated as
employer contributions
subject to the 15% (or
other) deduction limit. This
sometimes limited the de-
sired contribution amounts.

Deductible employee con-
tributions to §§401(k),
403(b), and 457(b) plans,
and also to SIMPLE, 132(f)
transportation, and cafete-
ria plans, are excluded
from the definition of com-
pensation for purposes of
calculating the employer
contribution deduction limit
(now 25%).

Employee contributions no longer are sub-
ject to the deduction limit (now 25%). Ef-
fective for years beginning after Dec. 31,
2001.

Such elective deferrals (including
SARSEPs) are now included in the defini-
tion of compensation for purposes of cal-
culating the deduction limit. Effective for
years beginning after Dec. 31, 2001.

The amount of allowable contributions will
increase. Employer’s desired match and
profit sharing contributions will not be af-
fected by amount of employee contribu-
tions. 401(k) contributions, although not
subject to any deduction limit, are still sub-
ject to the 402(g) limit and the 415 limit (see
A.2. and A.6.).

The deductible limitation in a defined con-
tribution plan depends directly on compen-
sation. Because the definition of
compensation for deduction purposes now
includes elective deferrals, the maximum
deductible amounts will increase.

C. VESTING

1. Vesting of employer
matching contributions
Matching contributions
are now subject to a
faster schedule

Currently, matching contri-
butions may vest either un-
der a five-year cliff or
seven-year graded sched-
ule for non-top-heavy plans.

Matching contributions must vest either un-
der a three-year cliff, or six-year graded,
schedule.  Generally effective for years be-
ginning after Dec. 31, 2001.

The law applies the top-heavy schedule to
matching contributions for most plans.  Em-
ployers must decide whether the new
schedule will apply just to new contribu-
tions, or also to existing accounts.

D. ROLLOVERS – PORTABILITY

1. Rollovers among vari-
ous types of plans
Employees may move
much more easily mon-
ies between different
types of plans.

Employers are sup-
posed to change opera-
tions on January 1,
2002

2. Rollovers of IRAs into
qualified plans
Rollovers between
plans and IRAs are now
generally allowed

3. Rollovers of after-tax
contributions
After-tax monies may
be rolled over

Rollovers to or from 457
plans to non-457 plans not
allowed.  Rollovers from
403(b) plans only allowed
to another 403(b) plan or
IRA, not a qualified plan.
Rollovers from qualified
plan to 403(b) plan not al-
lowed. Rollover from quali-
fied to qualified plan
allowed.

IRA money generally could
not be rolled into qualified
plans.  (An IRA with only
qualified plan money,  a
“conduit IRA,” could be
rolled from an IRA back to
a plan.)

Rollovers of after-tax con-
tributions are not permitted.

Rollovers to and from 403(b) plans to other
plans or IRAs permitted.   Rollovers to and
from  government 457 plans to other plans
or IRAs permitted (although 10% additional
tax on early distributions may now apply to
such amounts rolled into 457 plans.  457
plans accepting rollovers must separately
account for non-457 plan rollovers into such
plans.)  20% mandatory withholding applies
to distributions not rolled over.  A new notice
to employees describing the expanded
rollover/withholding provision is required.
Effective for distributions after Dec. 31, 2001.

IRAs may now be rolled over to a qualified
plan, governmental 457(b) plan or 403(b)
plan. Portability not extended to tax-exempt
457(b) plans. Effective for distributions af-
ter Dec. 31, 2001.

Rollovers of after-tax contributions from a
qualified plan are permitted either to a de-
fined contribution plan (if the plan agrees to
separately account for the after-tax amounts)
or to an IRA.  Effective Dec. 31, 2001.

Much of the confusion and antiquated barriers
to rollovers among different types of plans is
removed.  However, §457(b) plans maintained
by nongovernment tax-exempts are left out of
the enhanced portability picture.

Plan operations must change effective January
1, 2002 to permit distributions from plans to
comply with the expanded rollover options.
Plans still are not required to accept any
rollovers, including the new types, although
most employers will choose to accept rollovers.

Although qualified plans are not required to ac-
cept IRA rollovers into it, many will.  After-tax IRA
money may not be rolled into plans.  High earn-
ers in particular may benefit from rolling over their
IRAs into plans.  Tax exempt non-government
457(b) plans are again left out of the picture, and
are not allowed to accept IRA rollovers.

Employees might want to do this to shelter from
tax the earnings on the after-tax monies. Em-
ployers might not want to hassle with after-tax
accounting for these sums.
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D. ROLLOVERS – PORTABILITY (continued)

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

4. Spousal rollovers
Spouse beneficiaries
may now roll over
amounts into plans, not
just IRAs

5. Rollover of hardship
distributions
All kinds of hardships
are ineligible for rollover

6. Automatic rollovers of
certain distributions
Unless par ticipants
elect otherwise, in sev-
eral years plans will
place small distribu-
tions into default IRAs
the plan will select

If spouse received distribu-
tion after death of em-
ployee, rollovers permitted
only to IRA, not to a plan.

Hardship distributions of
401(k) contributions are in-
eligible for rollover. Other
hardships were eligible for
rollover or 20% mandatory
withholding.

In most instances plans
may distribute vested ben-
efits that do not exceed
$5,000 to the recipient,
without the participant’s
consent to the payout.

Spouse rollovers to a qualified plan, 403(b)
plan and government 457(b) plan also now
permitted.  Effective for distributions after
Dec. 31, 2001.

All hardship distributions, whether from
401(k) sources, profit sharing, or other
sources, are ineligible for rollover to another
plan.  Effective for distributions after Dec.
31, 2001.

Generally for  benefits that do not exceed
$5,000 but are over $1,000, plans must se-
lect and roll the benefits over to an indi-
vidual retirement account unless the
distributee elects to receive the distribution
directly or to roll it over to another account.
This provision is not effective until the De-
partment of Labor  issues final regulations.

Spouse beneficiaries now treated like
spouse QDRO alternate payees. Non-
spouse beneficiaries still may not rollover
to either plan or IRA.

The new rule applies to qualified, 403(b)
and government (not nongovernment)
457(b) plans. 10% voluntary withholding
applies to these distributions.

Fiduciary and practical issues arise with
this new requirement. For example, the em-
ployer has fiduciary responsibility to select
the default IRA investment, and also small
IRA accounts may be eaten away by fees.
Congress has given the Department of
Labor until June 7, 2004, to address these
concerns.

E. OTHER DISTRIBUTION ISSUES

1. Disregarding rollovers
for cash-out determina-
tion
Employers will not be
penalized for accepting
rollovers in small ac-
counts

2. Anti-cutback rules
401(k) and profit shar-
ing plans that are
saddled (often mistak-
enly) with annuities
may, and likely should,
remove them. Merged
plans also will become
more efficient

3. Loans for self-em-
ployed
Partners, LLC mem-
bers, S owners, and
sole proprietors may
now borrow from plans

If a distributable event oc-
curs, plans generally may
provide that vested benefits
of $5,000 or less may be
distributed (“cashed out”)
without the participant’s
consent. See D.6.

A plan which eliminated a
payment option with re-
spect to previously accrued
benefits was prohibited.

Owners of businesses who
were self-employed were
not allowed to borrow from
plans.

Rollover contributions may be disregarded
when determining whether a vested ben-
efit is $5,000 or less.  Effective for distribu-
tions after Dec. 31, 2001.

The anti-cutback rules, especially for
merger situations, are relaxed.  The IRS
will issue appropriate regulations. Effective
for years beginning after Dec. 31, 2001.
Now, also, plans not subject to the joint and
survivor rules may eliminate those features.

Subchapter S shareholders, partners in
partnerships, or LLCs, and sole proprietors
may take plan loans.  Effective after Dec.
31, 2001.

This provision is supposed to encourage
plans to accept rollovers, by allowing them
to ignore rollovers when applying the cash-
out rules. Under JCWAA, this provision now
also applies to pension and other plans
subject to the annuity rules of Code §417.

The relaxed rules will considerably ease
plan administration, reduce legal fees and
confusion. Allowing 401(k) and profit shar-
ing plans to eliminate annuities is a great
development.

This change is welcome. It removes an-
other distinction between Keogh plans and
other plans.
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F. 401(k) SPECIFIC CHANGES

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

1. Hardship distributions

2. Same desk rule
Finally! Employers in-
volved in restructuring,
mergers, and sales will
now be able to more ap-
propriately deal with
their plans1

3. Multiple use test for
401(k) and 401(m) test-
ing repealed

To meet the safe harbor,
regulations provide that
participants must be pro-
hibited from making
§401(k) contributions for 12
months after the hardship
distribution.

401(k) plan distributions are
permitted only under certain
circumstances, one of
which is “separation from
service.” Under the IRS
“same desk” rule, an em-
ployee performing the same
job for a new employer in the
same location (for example,
when the employer is sold)
generally did not have a
“separation from service”,
and therefore could not re-
ceive a distribution.

The multiple use test pre-
vents employers from using
more than once the alterna-
tive limitation (two times or
plus two) to pass the 401(k)
Actual Deferral Percentage
and 401(m) Actual Contri-
bution Percentage tests.

IRS is directed to revise regulations to pro-
vide that safe harbor elective deferral pro-
hibition period is reduced to six months.
Effective for years after Dec. 31, 2001.

Severance from employment replaces
“separation from service”, thus removing
the considerable obstacle to paying ben-
efits when businesses are sold or restruc-
tured. Effective Dec. 31, 2001, even for
transactions occurring before then.

The multiple use limit has been removed.
Effective for years beginning after Dec. 31,
2001.

IRS guidance has been issued.  It gives
employers options to deal with this matter.

Very often, when a business changed
hands, the seller could not pay 401(k) ben-
efits to the employees, even though the
employees were then working for a new,
different employer. This frustrated and com-
pletely vexed the seller, buyer, and employ-
ees, since often the seller had to keep those
plan benefits of its former employees. The
new rules will in many (but not all!) situa-
tions avoid this result, overturning the IRS’s
longstanding and often criticized same
desk rule policy.

This change is welcome and may allow
HCEs to contribute and receive greater
contributions.

G. NEW TAX INCENTIVES FOR RETIREMENT PLANS

1. Tax Credit for Lower In-
come Savers
A new tax credit is in-
tended to encourage
lower paid employees
to make §401(k) contri-
butions

2. Credit for plan start-up
costs of small employ-
ers

New provision.

New provision.

Certain individuals can receive a tax credit
equal to a percentage of the individual’s con-
tribution to an IRA, 401(k), 403(b), SIMPLE,
SARSEP, or government §457(b) plan.  Maxi-
mum credit is $1,000, and phases out to $0
if adjusted gross income is over $50,000 for
joint filers, $37,500 for head of household,
or $25,000 for others.  Effective for years be-
ginning after Dec. 31, 2001, and ending in
years beginning after Dec. 31, 2006.

Smaller employers that first establish a re-
tirement plan can receive a credit of up to
$500 per year for the first three years for plan
costs. Employers eligible for the credit are
those with 100 or fewer employees who re-
ceived at least $5,000 of compensation from
the employer the preceding year.  Effective
for costs after Dec. 31, 2001, with respect to
plans first effective after such date.

In addition to the credit, the contributions are
deductible (excludable from income). The IRS
has issued two model notices; one in English
(Announcement 2001-106) and another in
Spanish (Announcement 2001-120). Employ-
ers are encouraged to use these notices.

Unlike the credit in G.1., this is an employer
tax credit.

1 The author, Jeff Mandell, feels some personal satisfaction from this.  He was one of the earliest vocal critics of the same desk rule, railing against its logic.  See The Distribution of §401(k) Benefits in
a Corporate Transaction: A Call for Reconciliation of the §401(k) Regulations, the Same Desk Rule and GCM 39824 – Tax Management Compensation Planning Journal, BNA, 1995.
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H. TOP-HEAVY IMPROVEMENTS

1. Top-heavy rules
The top-heavy rules
and the new changes
are important, which
small employers in par-
ticular must consider

A top-heavy plan is one in
which the employer’s own-
ers and officers have 60%
or more of the plan’s ben-
efits. A top-heavy plan must
provide minimum employer
funded contributions and
faster vesting.

The top-heavy requirements are complex,
which the new law has simplified.  Match-
ing contributions may now help satisfy the
employer contribution requirements. Cer-
tain 401(k) plans with employer contribu-
tions are now exempt from the top-heavy
rules.  Effective for years beginning after
Dec. 31, 2001.

Employers and their advisors must con-
sider the changes.  Small employers might
want to redesign their 401(k) plans.

I. INDIVIDUAL RETIREMENT ACCOUNTS

1. IRA contribution limit
The IRA limits have in-
creased and catch-ups
for persons age 50 and
over are allowed

The pre-tax IRA contribu-
tion maximum limit is
$2,000 per year.

The limit increases as follows:
2002 through 2004 $3,000
2005 through 2007 $4,000
2008 and thereafter $5,000, as adjusted

for inflation.

For individuals age 50 or older, the
maximum is increased to an additional
amount, as follows:
2002 through 2005 $500
2006 and thereafter $1,000.

The IRS and pension increases reflect
Congress’ desire to increase America’s re-
tirement savings.

The information in this chart does not cover all of the EGTRRA employee benefit and IRA provisions.  The
EGTRRA provisions expire after year 2010; however, the government and practitioners believe such sunset will
be lifted and the provisions will not be rolled back.

Jeffery Mandell is founder and President of The ERISA Law Group, P.A. in Boise, Idaho. Since 1982, he has
concentrated his practice solely in retirement plans, welfare plans, and other ERISA and deferred compensation
matters.

Jeffery is a nationally recognized practitioner, speaker, and author on ERISA topics, and has been voted by his
peers to be listed in the Best Lawyers in America since 1995.  He is an Adjunct Professor at the University of Idaho
College of Law, and previously was an Adjunct Professor at the University of Wisconsin Law School.  He authored
a textbook regarding ERISA plan administrative and legal matters that was published in 1998 by Panel Publishers.
Jeffery is the founder of Employee Benefit Publications and Seminars.

Jeffery graduated from the University of Texas School of Law in 1982 and received his B.A. with high distinction
in 1977 from the University of Virginia.  He is an affiliate member of the American Society of Pension Actuaries
(ASPA), the National Institute of Pension Administrators (NIPA), and The Group.

G. NEW TAX INCENTIVES FOR RETIREMENT PLANS (continued)

Provision and Key Explanation
EGTRRA Change and Prior Law New Law Comments

3. ESOP dividend rein-
vestment

4. Employer-provided re-
tirement advice

C corporations may deduct
ESOP dividends if paid in
cash to participants or used
to pay a loan associated
with the ESOP.

No specific exclusion has
existed for employer-pro-
vided retirement planning
services to employees.

C corporations that reinvest the dividends
in employer stock or give participants the
option to reinvest the dividends in employer
stock or to receive the dividends in cash
may receive the deduction.  Effective for
years beginning after Dec. 31, 2001.

Qualified retirement planning services are
now a fringe benefit an employer may provide
tax-free to employees.  Such services must be
available in a non-discriminatory manner.

This change further enhances ESOPs.

Congress wants to encourage plan sponsors
to educate employees with respect to their plans
and investments.


