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Can The Plan Pay This Expense?

The  answer  to  th i s 
question is, like many 
others . . . it depends.

We recently worked with 
a client on a situation 
involving the payment 
of expenses from plan 
assets. The expenses at 
issue were very large, 
and not all of them were 
eligible for payment 

from the plan. So, our task was not only 
to correct the violations of law, but also 
to fi nd a way to mitigate the prohibited 
transaction impact and potentially severe 
excise tax consequences. 

Before getting into the specifi c facts of the 
case, let’s examine generally whether an 
expense can be paid from plan assets. The 
fi rst step is to verify whether the plan ─ by 
its written terms ─ permits the payment 
of expenses from plan assets. A typical 
plan expense provision will permit “all 
reasonable administrative expenses” to be 
paid from the plan. The quoted language 
raises the second point in the analysis. 
That is, is the expense reasonable? If the 
answer to either one of these questions is 
no, the plan cannot pay the expense. If, 
however, the plan document permits the 
payment of expenses from plan assets and 
the expense is reasonable, the analysis is 
still not complete.

The next step in the analysis involves how 
to categorize the expense. DOL guidance 
on the subject divides expenses into two 

types. The fi rst is “settlor expenses,” which 
must be borne by the employer. In general, 
settlor expenses include the cost of any 
services provided to establish, terminate 
or design the plan. The second category is 
administrative expenses, which ─ if they 
are reasonable under all the relevant facts 
and circumstances ─ may be paid from the 
plan. Administrative expenses include fees 
and costs associated with (i) amending 
the plan to keep it in compliance with 
tax laws, (ii) nondiscrimination testing, 
(iii) obtaining an IRS determination letter 
ruling and (iv) providing plan information 
to participants. 

Now, with that background in hand, let’s 
move on to the next step in the analysis 
of whether an expense can be paid from 
plan assets. That is, who is being paid? 
In general, if it is non-fiduciary (i.e., a 
third-party service provider), then the 
expense can be paid from the plan. This 
is true notwithstanding ERISA’s rule that 
“parties-in-interest” may not engage in 
self-dealing with respect to a plan. There 
is a specifi c exception for the payment of 
expenses associated with the provision 
of reasonable and necessary services to 
the plan. If, however, the expense relates 
to services provided by a plan fi duciary, 
the payment of that expense will more 
likely result in a prohibited transaction 
(PT) and the imposition of excise tax. 
This is because there is no reasonable-
and-necessary-services exception under 
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It’s November, which means our ERISA 
Department is entering another busy holiday 
season of helping plan sponsors and their 
advisors wrap up their employee benefi t 
and welfare plan issues for 2007, and 
fi nalize their plans for 2008.  It also means 
that I will soon complete my fi rst year as 
the Contributing Editor for the Pension Plan 
Fix-it Handbook, published by Thompson 
Publishing.  This has been a rewarding 
experience thus far for our entire ERISA 
Department.  This is because it provides us 
with an even greater opportunity to refl ect 
upon compliance issues and the various 
government remedial programs, both of 
which we believe make us better advisors 
to our clients.  I look forward to continuing 
in this position for 2008.        

Our ERISA attorneys continue to assist plan 
sponsors and their advisors with IRS audits, 
Department of Labor investigations and 
correction of compliance defects.  In our fi rst 
article, Stephanie Bennett and I discuss the 
issue of whether plan expenses can be paid 
from plan assets.  To provide a practical 
context for addressing this important 
issue — and to highlight the complexities 
(including prohibited transaction issues) that 
can be involved — we focus on a recent 
situation involving one of our large-plan 
clients.  The total amount of the expenses 
at issue was enormous.  We discuss how 
we analyzed the expenses to mitigate 
the cost of correction and used the DOL’s 
Voluntary Fiduciary Correction Program 
(VFC) to obtain a “no-action” letter and, 
thus, avoid the imposition of substantial 
civil penalties.

Nick White (NickWhite@Reish.com)
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favor of a fi xed fee schedule which ranges 
from a low of $2,500 to a maximum of 
$80,000, depending on the numbers of plan 
participants. 

Second, if a document failure is discovered 
as part of a routine audit, there is a new 
over riding factor for determining the 
sanction amount. Specifi cally, the sanction 
must be significantly greater than the 
fixed sanction amount described above. 
The only discretion the agent has in this 
situation is to decide, using the otherwise 
applicable factors, how much in excess of 
the amount on the chart the sanction will be 
in any particular case. One would assume 
by the plain language of the procedure 
that this additional factor would only be 
important to determine the percentage 
of the Maximum Payment Amount. Not 
so. The IRS has interpreted the section to 
mean that the sanction applies even if the 
Maximum Payment Amount is zero. The 
IRS has essentially rewritten the language 
of the procedure without publishing the 
change, and it refuses to be swayed from 
its interpretation. Moreover, the Rev. Proc. 
says it is expected that the sanction will be 
greater than the amount listed in the above 
chart. In practice, the IRS has interpreted 
this to read must be signifi cantly greater 
than the amount in the Section 14.04 
chart.

Let’s look at an example:

Employer X terminated its business in 1990 
and paid out plan benefi ts to all employees 
except the owner. He kept the plan open 
because he had some real property in his 
account that he was hoping would increase 
in value in the future. He terminated his 
third party administrator and continued to 
fi le a Form 5500 EZ each year. However, 
he never amended the plan for any of the 
laws after TRA 86. His Plan was audited by 
the IRS in 2006. Because the plan had no 
earnings and had no employer contributions 
in open tax years, the IRS agreed that the 

Audit CAP – Some Nasty Surprises! 

By Marty Heming, Esq. (MartyHeming@Reish.com)

I n  2 0 0 6 ,  t h e  I R S 
released Rev. Proc. 
2006-27, which contains 
the Employee Plans 
Compliance Resolution 

System (EPCRS) for  f ixing plan 
qualifi cation defects. One of the EPCRS 
programs is the correction procedure for 
plans subject to an IRS audit. The purpose 
of this article is to focus on the new audit 
CAP provisions and how the IRS has 
decided to interpret them. 

Under EPCRS, plan qualifi cation failures 
can be corrected voluntarily, with or without 
IRS involvement, depending on the timing 
of correction and the nature of the defect. 
If corrected through an IRS filing, the 
employer pays a fi ling (or “compliance”) 
fee based on a fee schedule. If the IRS fi nds 
the defect on audit, the defect may still be 
corrected if the employer pays a “sanction,” 
which is generally signifi cantly higher than 
the compliance fee.

A signifi cant change in the new procedure 
involves the determination of the sanction 
amount. In the past, the IRS determined the 
audit CAP sanction based on a percentage 
of the Maximum Payment Amount (that 
is, the hypothetical tax liability if the plan 
were disqualifi ed) that was negotiated with 
the IRS based on a series of 12 factors. 
The total sanction was required to bear a 
reasonable relationship to the nature, extent 
and severity of the failures. These factors 
covered a wide range of possible mitigating 
factors that could be argued by the taxpayer 
and considered by the IRS agent. 

However, the IRS has signifi cantly modifi ed 
the general rule for determining the sanction 
in two ways:

First, if a Plan is submitted for a favorable 
determination letter and one or more 
document failures are discovered by 
the IRS as part of such a request,  the 
Maximum Payment Amount is ignored in 

Maximum Payment Amount was zero. 
Accordingly, under the rules prior to Rev. 
Proc. 2006-27, a token sanction could have 
been negotiated.

However, based on the new rules, the IRS 
initially demanded a sanction of $9,000, 
more than 2 1/2 times the dollar number 
required by the chart. According to the IRS, 
this proposed sanction took into account 
the other mitigating factors from the list 
but still was required to be significantly 
more than the $3,500 listed on the chart. 
Faced with this, we didn’t give up, and after 
lengthy negotiation, we were able to get the 
sanction reduced to $5,000.

Firm Message
continued from page 1

In our second article, Marty Heming discusses 
how the rules under the Audit Closing 
Agreement Program (Audit CAP) have 
changed.  These changes can result in some 
“nasty surprises” for plan sponsors that have 
failed to keep their plan documents up-to-
date with law changes!  The changes also 
highlight the need for skillful negotiation in 
the event the IRS discovers plan document 
defects in the course of either a favorable 
determination letter review or an examination 
of the plan.

In our third article, Heather Bader-Abrigo 
discusses an all-too-frequent mistake—the 
failure to follow through on investment 
instructions as described in participant 
enrollment forms.  Since this involves a failure 
to follow the terms of a document other than 
the plan document, is it a tax-qualifi cation 
failure?  If so, why?  And, if so, what type of 
violation?  Why does it matter?  And, how 
should it be fi xed?  Heather addresses all 
of these questions and more with reference 
to a case she recently handled for one of 
our clients.

As always, we welcome your comments and 
questions.  Please let us know if we can be of 
assistance to you and/or your clients.

Nick White
NickWhite@Reish.com
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Failing to Adhere to Enrollment 
Form Designations- How Should 
This be Fixed?

By Heather Bader-Abrigo, Esq. (HeatherAbrigo@Reish.com)

IRS Provides New Guid-
ance on How to Correct 

401(k) Plan Defects

The IRS website now includes tips on how 
to identify, correct, and avoid common 
errors in §401(k) plans.  Currently, the 
following eleven errors are addressed: 

Failure to update plan documents to 
refl ect recent law changes. 
Failure to operate the plan document 
in accordance with its written terms. 
Failure to follow the plan’s defi nition 
of compensation for all deferrals and 
allocations. 
Failure to make employer matching 
contributions in accordance with plan 
terms. 
Failure to satisfy the ADP and ACP 
tests.
Fai lure to ident ify al l  e l igible 
employees. 
Failure to limit elective deferrals 
under Code §402(g) for the calendar 
year; failure to distribute any excess 
deferrals. 
Failure to timely deposit elective 
deferrals. 
Failure to make required minimum 
contributions to top-heavy plans. 
Failure to make hardship distributions 
properly. 
Failure to file a Form 5500 and to 
properly distribute a Summary Annual 
Report (SAR). 

The IRS website also explains how to 
correct each of these types of mistakes 
using the Employee Plans Compliance 
Resolution System’s (EPCRS) Self-Correct 
Program (SCP), Voluntary Correction 
Program (VCP), and/or Audit Closing 
Agreement Program (Audit CAP).  For 
more information, link to the following 
address:  http://www.irs.gove/pub/irs-
tege/401k_mistakes.pdf

1)

2)

3)

4)

5)

6)

7)

8)

9)

10)

11)

Re c e n t l y,  a  4 01( k) 
plan trustee requested 
our advice regarding 
a failure of the plan 

service provider to allocate participant 
accounts in the manner described in 
par t icipant enrollment forms. The 
service provider invested participant 
accounts in the plan’s default fund, rather 
than in the various funds selected by 
the participants. This “misdirection” of 
funds had been going on for a number 
of months. The plan trustee wanted our 
advice on how to fi x this problem. 

Generally speaking, the first step in 
any correction analysis is to determine 
the type of problem. Does the error 
impact the plan’s qualifi ed status? Is it a 
prohibited transaction? Is it a fi duciary 
breach? This is important because the 
IRS’ remedial program known as the 
Employee Plans Compliance Resolution 
System or “EPCRS” can only be used to 
fi x certain types of defects. 

For 401(k) plans, EPCRS is available 
to correct only defects amounting to 
“qualifi cation failures” ─ that is, defects 
that jeopardize the tax-qualifi ed status 
of the plan. Qualification failures fall 
into three categories: (1) “plan document 
failures” ─ failures to keep the plan 
document up-to-date with the law and 
the current requirements of Internal 
Revenue Code (“Code”) qualifi ed plan 
rules; (2) “demographic failures” ─ 
failures to satisfy the non-discrimination, 
participation and coverage rules; and 
(3) “operational failures” ─ failures to 
operate the plan in accordance with its 
written terms. In addition, depending 
on the type of defect(s) at issue, EPCRS 
may prescribe a specif ic correction 
methodology. Finally, not all types of 
defects are eligible for correction under 

each of EPCRS’ component programs. 

So what did we have here? In our case, 
plan document and demographic failures 
were clearly not at issue. But did this 
case involve a failure to operate the plan 
in accordance with its written terms? 
It could be logically argued that the 
answer is no. This is because the defect 
involved the failure to follow the terms of 
participant enrollment forms, which are 
─ arguably ─ documents separate and 
distinct from the plan document. Thus, 
the failure to follow the forms could not 
result in an operational failure, which 
only occurs if there is a failure to follow 
the plan document. 

However, we also believed it could be 
reasonably argued that the enrollment 
forms were extensions of the plan 
document. And, in fact, the plan document 
specifi cally required investments to be 
made in accordance with the directions 
specifi ed in participant enrollment forms. 
This language, in effect, incorporated 
the enrollment forms into the plan 
document. Therefore, any failure to 
follow the terms of the enrollment forms 
was a failure to follow the terms of the 
plan document and, thus, an operational 
failure as defined under EPCRS. We 
believed this analysis to be a more 
reasonable interpretation of the defect 
and, ultimately, the IRS agreed with our 
position.

Now that we had our operational failure 
and, thus, our ticket into EPCRS, it was 
time to move on to the second step of 
our analysis ─ determining the proper 
method of correction.

To accomplish this, we looked to what 
is arguably the cardinal correction 
principle under EPCRS: the corrective 

action should put the plan in the position 
it would have been in absent the defect. 
This principle is spelled out in Section 
6.02 of Rev. Proc. 2006-27 as follows:

Continued on page 5
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Expense
continued from page 1

ERISA when it comes to situations in 
which a fi duciary uses its power to cause 
itself to be paid additional money. In 
effect, there is an absolute prohibition 
against the payment of expenses in this 
case, unless the expense is approved by 
another fi duciary unrelated to the fi duciary 
providing the service. This is especially 
the case where the employer pays itself 
or an affi liated entity out of assets of the 
plan it sponsors for service rendered to 
that plan. 

 Now let’s turn to the case of our client 
(the “Client”), which was part of a large 
controlled group of companies sponsoring 
a number of retirement plans. The Client, 
through its related companies, provided 
a number of administrative services 
to the various plans of the controlled 
group. The Client paid the fees for these 
administrative services out of its corporate 
assets and then reimbursed itself out of the 
assets of the plan to which the particular 
service was rendered. Thus, ultimately, 
the administrative expenses were all paid 
from plan assets. The Client was aware 
of ERISA’s rules against self-dealing, but 
believed all the expenses at issue were 
eligible for payment from plan assets 
based on the exception for reasonable 
and necessary administrative expenses. 
The Client was unaware, however, that 
this exception doesn’t apply in the case 
of a plan fiduciary using its power to 
cause itself to be paid additional money. 
In addition, the Client had not otherwise 
understood that in exercising this type of 
discretion, it had made itself a fi duciary of 
each of the plans at issue. 

We were engaged to help not only with 
correcting the PTs, but to also determining 
whether anything could be done to reduce 
the potentially enormous amount of excise 
tax due. 

Relying on the rule that permits a fi duciary 
to reimburse itself for its out-of-pocket 

expenses ─ that is, its direct costs incurred 
in performing services for a plan ─ we 
engaged in a sophisticated analysis to 
determine the extent to which the amounts 
reimbursed to the Client represented 
direct costs. Our task was diffi cult due to 
the absence of records clearly indicating 
how much of the expense represented 
actual cost, as opposed to overhead and 
profi t. Therefore, it was necessary for us 
to develop a set of assumptions, which we 
believed were reasonable in making this 
determination. 

To gain a sense of comfort regarding those 
assumptions, we approached Department 
of Labor (DOL) offi cials on a no-names 
basis, and reviewed the assumptions 
with them. While those communications 
were non-binding on the government, 
they did enable us to gain confi dence that 
our correction methodology would be 
acceptable under any remedial program. 
Ultimately, we determined the amount 
of the direct costs to be substantial. This 
had the effect of significantly reducing 
the amount that had to be repaid to the 
plans, as well as the amount of the related 
excise taxes. We fi led an application with 
the DOL under its Voluntary Fiduciary 
Correction Program (“VFC”). 

Under VFC, individuals who could be 
liable for a fiduciary breach can avoid 
a DOL civil investigation or other 
DOL action with respect to that breach. 
Ultimately, we obtained a “no action” 
on behalf of our Client, which protected 
it from penalties under ERISA section 
502(1) (which imposes a 20% penalty 
on the “applicable recovery amount” in 
a civil action or settlement involving the 
DOL), and the civil penalties under ERISA 
Section 502(i).

Even after the favorable result we 
obtained under VFC, the Client still faced 
substantial excise taxes for engaging 
in PTs that involved large amounts and 
spanned multiple years. Unfortunately, 
there is not a mechanism under VFC or 
the IRS’ Employee Plans Compliance 
Resolution System (EPCRS) to mitigate 
excise taxes. However, we were aware of a 

seldom-used program that permits the IRS 
to enter into closing agreements regarding 
issues that can’t be addressed under other 
correction programs. We will discuss this 
program, as well as the application we 
fi led on behalf of the Client to resolve the 
excise tax issues, in a subsequent issue of 
this newsletter. 

What this means is that if a plan document 
is defective and is audited by the IRS, it will 
take a skillful negotiator to get the lowest 
possible sanction from the IRS using the 
new rules.

The audit CAP rule changes have an 
additional and unanticipated consequence.

For those plans submitted for a favorable 
determination letter that can’t prove that 
the plan was qualifi ed from its inception by 
having in their possession prior favorable 
determination letters, the cost in potential 
liability for malpractice for a practitioners 
may be very painful indeed. This means that 
any TPA submitting for a letter had better be 
sure he has the appropriate proof.

For example, if the Plan was restated timely 
for GUST using a prototype but the TPA 
can’t produce the prior plan with either 
a determination letter or a prior signed 
prototype, adequate proof doesn’t exist and 
the sanction will be imposed. Moreover, if 
the TPA is relying on a series of prototypes 
without individual determination letters, he 
must have all documents since inception. If 
the client has lost its original document and 
it can’t be produced, the sanction will be 
imposed. There are no exceptions. 

Finally, as it becomes more common to rely 
on prototype and/or volume documents 
instead of individual determination letters, 
any TPA who takes over a case without all 
of the prior signed prototype documents 
must explain to the client as part of the 
take-over process that it can’t submit for 
a determination letter without paying the 
required sanction. 

Audit CAP
continued from page 2
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The cor rect ion method should 
restore the plan to the position it 
would have been in had the failure 
not occurred, including restoration 
of current and former participants 
and benefi ciaries to the benefi ts and 
rights they would have had if the 
failure had not occurred. 

Using this correction principle as our 
guide, we determined that the proper 
method of correction was to credit 
each affected participant’s account 
with the difference between what the 
participant would have received had the 
account been invested in accordance 
with enrollment form instructions, as 
opposed to what was actually received 
in the default fund, plus earnings. We 
assisted the plan trustee in drafting a 
notice to affected participants advising 
them of the error, how it was corrected 
and the amount that their accounts would 
be credited as a result of the error. 

Once we determined the method of 
correction, we moved on to the last step 
in our analysis, which was to determine 
whether to formally submit the plan to 
the IRS under VCP or self-correct under 
SCP.

By submitting an application to the IRS 
under VCP, the Plan would received a 
compliance statement. A compliance 
statement provides formal confi rmation 
that the IRS will not treat the plan 
as failing to satisfy the applicable 
requirements of the Code on account of 
the failures described in the compliance 

statement, if the condit ions of the 
compliance statement are satisfi ed. 

Under SCP, the plan is not submitted 
to the IRS for review and supervision, 
but  may nonetheless  rely  on t he 
same assurances and protections as 
provided under VCP, so long as certain 
requirements are met. However, in order 
to correct under SCP, as distinguished 
from VCP, the operational failure must 
be corrected within the first two plan 
years after the failure occurred, or it must 
be insignifi cant. The Revenue Procedure 
outlines factors to be considered in 
deter min ing whether a  fa i lu re is 
insignifi cant. Those factors include but 
are not limited to the following:

(1) whether other failures occurred 
during the period being examined 
(for this purpose, a failure is not 
considered to have occurred more 
than once merely because more than 
one participant is affected by the 
failure); (2) the percentage of plan 
assets and contributions involved 
in the failure; (3) the number of 
years the failure occurred; (4) the 
number of participants affected 
relat ive to the total number of 
participants in the plan; (5) the 
number of participants affected as 
a result of the failure relative to the 
number of participants who could 
have been affected by the failure; (6) 
whether correction was made within 
a reasonable time after discovery of 
the failure; and (7) the reason for 
the failure (for example, data errors 
such as errors in the transcription of 
data, the transposition of numbers, 
or minor arithmetic errors). 

By using these factors as a guide, 
we determined that the er ror was 
insignificant. How did we reach this 
determination? First, this was the fi rst 
time this error had occurred and the 
service provider had subsequently 
placed safeguards in its administrative 
procedures to make sure it would 
not happen again. Second, very few 
participants were affected relative to 
the numbers of participants in the plan. 
Third, the error was identifi ed soon after 
it occurred, and correction would be 
made within six months after discovery 
of the error.

Finally, we advised the plan trustee that 
in order to complete correction, it was 
necessary to memorialize how the failure 
occurred and how it was corrected. We 
advised the trustee of the importance 
in preparing plan committee minutes 
detailing not only how the error occurred 
and how it was corrected, but also how 
the plan committee now had practices 
and procedures in place to ensure that 
this error would not occur again.

Why is this case important to you? 
Failing to follow the terms of ancillary 
plan documents, such as participant 
enrollment forms, can result in serious 
v iolat ions af fect ing a plan’s t ax-
qualified status. However, all hope is 
not necessarily lost  in these situations. 
Through proper analysis, it may be 
possible to correct these types of errors 
under EPCRS, provided it  can be 
established that the defect meets the 
EPCRS eligibility requirements, and the 
proposed method of correction adheres 
to EPCRS’ correction principles and 
specifi c rules 

Failing to Adhere
continued from page 3
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Speeches: Fred Reish presented “The Direction of 401(k) Plans: Present, Future & Beyond” at the Center for Due Diligence 
Conference in Scottsdale, AZ on October 3rd. Bruce Ashton and Joe Faucher co-presented “ERISA Litigation: What is the 
Nature of Recent Lawsuits, Who Are the Named Defendants & What Safeguards Minimize Your Exposure?” at the Center 
for Due Diligence Conference on October 2nd. Our ERISA attorneys made the following presentations at the ASPPA Annual 
Conference in Washington, D.C.:  Bruce presented a workshop on “Fees & Expenses Post PPA – Litigation, Disclosure, Revenue 
Sharing” on October 21st. Fred co-presented a workshop on “Remaking 401(k) Plans into Retirement Plans – What Should 
be Incorporated? A Debate on Transferring the Burden to the Employee” on October 23rd. 

Quotes: Fred was quoted in the article “Stable-Value Funds Don’t Get 401(k) Nod” published in the October 23rd issue of The 
Wall Street Journal Online.

Articles: Fred’s column in the October issue of the Plan Sponsor magazine addressed the topic of “Meeting Expectations.” Nick 
White wrote articles entitled  “Reliance On Inaccurate Benefi t Estimates- Do Plan Participants Have A Remedy” and “Varying 
Partner Contributions: A Trap For The Unwary,” published in the October issue of the Pension Plan Fix-It Handbook. Our ERISA 
attorneys wrote the following articles in the Autumn issue of Journal of Pension Benefi ts: “The Unintended Consequence of 
Providing Employee Benefi ts for Domestic Partners,” by Heather Bader-Abrigo, “Revenue Sharing Litigation: A Threat to 401(k) 
Plans,” by Fred and Bruce, and “Designing Benefi ts for Domestic Partners,” by Debra Davis.
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Any tax advice contained in this communication (including any attachments) is neither intended nor written to be used, and cannot 
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addressed herein. 


