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Automatic Enrollment and Default
Investment Features for 401(k) Plans:
Do They Work for You?

Anne E. Moran

Automatic enrollment features have been touted by retirement experts as a means lo
encourage savings Jor retivement “the easy way.” These plans automatically enroll
participants and contribute part of an employee’s pay to the plan unless the employee
opts out. Some employers hesitated to install those arrangements due to concerns
about payroll withholding laws and other potential fiduciary exposure if the plan
investment they chose for such contributions did not perform well. The Pension
Protection Act increased incentives for automatic enrollment arrangements, and
tried to eliminate potential liabilities. The Department o | Labor and the Treasury
Department have issued regulations implementing these changes. This column
discusses these incentives and the new regulations governing them.

ow that 401(k) plans are the only retirement vehicles offered by

many employers, both employers and policymakers are trying to
find ways to encourage more widespread use of these plans. It has been
suggested that an “automatic enrollment” feature is one of the best ways
to use the power of inertia to increase plan participation.

A program with an automatic enrollment feature withholds money
from an eligible employee’s pay and contributes it to a 401(k) plan
unless the employee opts out. The hope is that if an individual must
“elect out” of such a plan rather than “elect in,” he or she is likely to
stay in the plan and accrue retirement savings. However, state wage
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withholding laws that require employee consent to deduct amounts
from wages, plus concerns about fiduciary liability for the investment
of wages that were allocated to the 401(k) plan, made some employers
wary of implementing an automatic enrollment procedure. In response,
the Pension Protection Act of 2006 (the PPA)1 provides some relief and
incentives for employers to use automatic enrollment.

This column discusses the new incentives for automatic enrollment
features. First, the PPA provides an exemption from state wage garnish-
ment laws for automatic contribution arrangements. Second, eligible
automatic enrollment arrangements (EACAs) that meet certain require-
ments may provide a 90-day withdrawal window after contributions
have been made. Third, plans can avoid nondiscrimination testing of
contributions under a new 401(k) safe harbor alternative for a quali-
fied automatic contribution arrangement (QACA). Finally, “safe-harbor”
qualified default investment alternative (QDIA) arrangements are autho-
rized to provide fiduciary relief for plans that invest in such QDIAs in
the absence of an affirmative investment election by a participant.

The Internal Revenue Service (IRS) issued proposed regulations
implementing the new PPA rules on November 7, 2007, and those
regulations explained that the IRS was coordinating its guidance with
the Department of Labor (DOL) guidance on fiduciary issues affecting
default investment alternatives.2 In particular, attempts were made to
try to coordinate the required notice rules, but there are still distinctions
between the three incentives that may be tricky to harmonize.

Preemption of State and Wage Garnisbhment Laws
Jor Automatic Enrollment Arrangements

Some employers had not instituted automatic enrollment in the past
for fear that state wage garnishment laws might prohibit automatic
deductions from paychecks without an employee’s affirmative con-
sent. A violation of such a prohibition (if it existed) could result in a
double payment—the employer might have to pay the amount of the
withheld salary to the employee, even if the deducted amounts were
also contributed to that employee’s 401(k) plan account. Under the
PPA, effective immediately, ERISA preempts state wage and garnish-
ment laws for automatic contribution arrangements, making the state
rules inapplicable to plans subject to ERISA. (Plans subject to ERISA
include most qualified plans except government and certain church
plans.) It is not clear under the statute and current guidance whether
any notice has to be provided to participants in order to enjoy ERISA
preemption. (Most plans do give notice in any event.) Commentators
have noted the ambiguity in the statute and requested clarification
on this issue. The Department of Labor has clarified, however, that
automatic arrangements do not have to be invested in a qualified
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default investment alternative (QDIA, discussed below), in order to
have ERISA preemption.

Eligible Automatic Enrollment Arrangements (EACAs)

The PPA provides that automatic contribution arrangements that
met certain criteria—"“eligible automatic enrollment arrangements” or
EACAs—may give participants who are enrolled in this manner a 90-day
window to withdraw such contributions.

To use this withdrawal option, an EACA must meet the following
general requirements:

e A plan must make an automatic contribution of a stipulated
uniform percentage of pay for all employees that are eligible;

e The investment of the automatic contribution must meet the
DOL rules for qualified alternative default investments; and

e Notice of the eligible employee’s rights and obligations must
be provided within a stipulated timeframe.

EACA Operational Requirements

The EACA must deduct a specified uniform amount (e.g., 2 percent
of pay) from an employee’s salary and contribute that reduced amount
to a 401(k), 403(b), or 457(b) plan sponsored by the employer, unless
the employee affirmatively elects to contribute a different amount or to
invest nothing. EACA contributions are treated the same as other 401(k)
employee contributions. For example, they generally will be matched if
other contributions are matched.

90-Day Withdrawal Window

The law and regulations permit (but do not require) a plan to give
participants who are automatically enrolled a 90-day window after the
first deferral to withdraw the automatic enrollment contribution,3 even
if withdrawals are otherwise prohibited before age 592. Note that the
90-day period only begins on the date the deferred compensation would
be included in income and not on the date of the deemed election.

This 90-day withdrawal period is permitted but not required for an
EACA. For administrative reasons, employers may not wish to allow
withdrawals of such automatic contributions as this feature, and the tax
consequences, are not easy to communicate. But this feature does pro-
vide relief from participants who might object to the 401(k) contribution
only after they see their reduced paycheck. Moreover, as discussed
below, if the employer wants to take advantage of certain special rules
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for immediate contributions of default investments, this withdrawal
opportunity is required.

Automatic elective contributions that are withdrawn are treated as
compensation to the employee in the year of distribution and are not
subject to the 10 percent early withdrawal tax or to the otherwise appli-
cable nondiscrimination rules. They are not eligible for a rollover. The
withdrawal must be for 100 percent of amounts deferred (as well as
earnings) through the payroll period beginning before the effective date
of withdrawal election. Plans will have six months after the close of the
plan year to distribute excess contributions (e.g., matching contributions
on withdrawn amounts) resulting from automatic enrollment without the
employer being subject to the 6 percent penalty tax that would ordinar-
ily apply to excess contributions.

Investment Requirements

Since a participant who makes no election to contribute to a plan
generally does not select an investment for the deemed election, plan
sponsors also have had to choose how these amounts would be invest-
ed. An EACA must invest contributions in a “qualified default invest-
ment arrangement” (QDIA) specified by the DOL. This QDIA generally
protects plan fiduciaries from liability for the investment performance of
those contributions. The requirements for a QDIA are discussed under
“Default Investment Safe Harbors,” below.

Notice Requirement

EACAs must meet a notice requirement. The notice must explain the
right to direct investment of contributions and earnings, and describe
how contributions will be invested absent a participant’s election. On
November 15, 2007, the IRS issued sample notices on its Web site.4 The
IRS explained that these notices could be combined with other notices
(e.g., the notice of default investment, or the 401(k) nondiscrimination
safe harbor notice that is required to be distributed annually for plans
that use the safe harbor). But a mere discussion of the automatic enroll-
ment in an SDP will not suffice for this purpose.

The notice must be provided to all affected participants at least 30
days before the first elective contribution. This creates a problem for
plans with immediate eligibility. Although the DOL has informally stated
that they did not intend to prohibit immediate eligibility, as a practical
matter, the 30-day requirement is unworkable in that case. Absent further
guidance, plans with immediate eligibility may decide to take the posi-
tion that notice upon arrival at work is sufficient, but plans with eligibil-
ity periods of more than 30 days should design their notice procedures
to comply with the 30-day advance notice requirement. Commentators
have requested the DOL provide some relief in this case.
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For plan years beginning after December 31, 2007, an EACA must also
distribute a notice before the beginning of each plan year that advises
participants of the right to opt out or to defer at a rate other than the
default rate. These notice requirements cannot be satisfied by inclusion
in an SPD; they must be delivered each year. Electronic delivery may be
used to the extent the plan can use electronic delivery under DOL regula-
tions. The ability to use electronic notice beyond the scope of this article,
and depends on the specific circumstances of the employer, but generally
electronic delivery can be made if sufficient notice and monitoring is pro-
vided, and if the recipients have access to computers as part of the normal
course of their workday and can obtain paper copies upon request.

Note that the DOL can assess a heavy penalty for failure to provide
an automatic enrollment notice; the DOL has authority to assess a civil
penalty of up to $1,000 a day per participant. Recently, the DOL issued
proposed rules describing how that penalty and other PPA penalties
could be assessed and administered.5 While the penalty is not auto-
matic, the fact that the DOL quickly issued guidance on this issue could
be an indication that the DOL may monitor whether employers do in
fact comply with this notice requirements.

New Nondiscrimination Safe Harbor for Qualified
Automatic Contribution Arrangements (QACAs)

The PPA authorized a new safe harbor for 401(k) plans with an auto-
matic enrollment feature that avoids 401(k) nondiscrimination testing.
This safe harbor is potentially less costly than the currently permitted
nondiscrimination safe harbor under IRC Section 401(k), because the
amount of employer contribution required per participants is lower and
vesting in some cases is slower than under the current 401(k) nondis-
crimination safe harbor. However, if the “power of inertia” works to
encourage more participants, then the feature could increase the cost by
increasing the number of participants who receive contributions, even if
the per-participant contribution is smaller. This, however, may be desir-
able for employers who want to provide for greater retirement savings
by employees.

A QACA must:

e Provide a uniform increasing deferral percentage for eligible
employees;

e Provide for a minimum employer contribution for all eligible
employees that is vested after no later than two years of vest-
ing service; and

e Meet the other requirements of an EACA for automatic enroll-
ment (notice, invest in QDIA).
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Required Deferral Percentage

The required minimum automatic default deferral percentage must
be at least 3 percent in the first year of an employee’s participation,
4 percent in the second year, 5 percent in the third year, and 6 percent
in each year thereafter. The required percentage is determined on an
employee-by-employee basis. Plans may provide for higher automatic
increases in the default deferral percentage of up to 10 percent of pay.
These requirements may present a recordkeeping challenge for some
employers, since contributions can vary by a participant’s service.
Nonetheless, theoretically this provides an attractive savings program
that is enhanced for longer-term employees.

Required Employer Contribution

The required employer contribution must be either a 3 percent mini-
mum nonelective contribution for nonhighly compensated employees
(NHCESs) (like the current 401(k) safe harbor) or a matching contribution
of 100 percent of the first 1 percent of compensation and 50 percent of
the employee’s elective contributions that exceed 1 percent but do not
exceed 6 percent of compensation. (This is a lower matching percentage
than the current safe harbor matching contribution.)

Unlike the immediate vesting rule applicable to the current safe har-
bor plans, the employer contribution (nonelective or match) must vest
fully in two years, although faster vesting (e.g., immediate vesting or 50
percent in year one, 100 percent in year two) is not prohibited. For pur-
poses of measuring service, the first year ends on the last day of the first
full plan year following the participant’s eligibility date. The second and
subsequent plan years begin on the first day of each later plan year.

Eligible employees who must be automatically enrolled include all
employees eligible to participate in the plan other than employees
who were eligible to participate prior to the date a QACA becomes
effective and who had an affirmative election either to participate or
not to participate in effect. Thus, this feature can be offered for new
employees only, although the eligibility rules do not preclude inclusion
of current employees in automatic enrollment. In fact, many employers
may include current employees because it may be difficult to determine
which current employees made an election. It should be noted that the
QACA can require a waiting period of up to one year before an employ-
ee becomes eligible, similar to other 401(k) safe harbor plans.

QACA Notice Rules

Notice rules similar to those that apply to EACAs apply to QACAs. The
notice must explain the contribution schedule, vesting, and withdrawal
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limits. It must specify the level of default contributions and the right to
elect a different level or none at all, and explain how contributions will
be invested if no investment election is made.

Notice is generally required upon eligibility and once a year. The
initial eligibility notice must be provided at a time sufficient to give
the employee a reasonable period of time to make the opt out election.
The notice is deemed to meet this requirement if it is provided no later
than the date the employee is first eligible to participate in the plan (but
no earlier than 90 days before such date). The annual notice is required
to be sent at least 30 (but no more than 90) days before the beginning
of each plan year.

Default Investment Safe Harbors

The PPA provided fiduciary relief for plans that use a safe harbor
default fund (a so-called “qualified default investment alternative” or
QDIA) for participants who do not make an investment election. If the
requirements of the PPA are met and if the employer exercised fiduciary
prudence in selecting and monitoring the QDIA, an employer that uses
a QDIA will be protected from a participant’s argument that he or she
could have obtained better results with a different investment.

Although this column focuses on automatic enrollment deferral
options for 401(k) plans that allow salary deferral, it should be noted
that the QDIA protection can apply to plans other than ones with auto-
matic enrollment. For example, it can apply to a default fund used by a
plan sponsor that makes nonelective contributions, or that is used when-
ever a participant does not choose an investment fund for participant or
for employer contributions.

The DOL has issued final regulations defining the conditions for
a QDIA.6 Compliance will require some coordination with the entity
sponsoring the investments used by the plan. These conditions, dis-
cussed in more detail below, generally are as follows:

e The plan must use a qualified alternative investment defined
by the DOL;

e The plan must offer a broad range of investment alternatives;

e The participant must have the right to change the election
without charges or fees for at least 90 days, and the plan must
provide for the ability to elect out of the QDIA at least every
three months;

e The default applies only after the participant receives notice
and fails to make an election;
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e Investment materials describing the default option must be
provided to the participants; and

e An annual notice must be provided to participants about the
default investment.

Permissible Default Investment Products

The default investments that can be used, commonly referred to as
the QDIAs, are the following:

o “Life cycle” or “target retirement date” funds that provide for
a mix of income and equity investments based on the age or
retirement date of the participant, and which generally become
more conservative as participants get older;

e A single balanced fund that provides a mix of debt and equity
with a level of risk appropriate to the particular plan, as
determined by the plan fiduciary based on the ages and other
circumstances of the plan participants; or

e An individually managed account.

Unless the employer wants to undertake the responsibility for deter-
mining whether the mix of debt and equity for its plan participants is
appropriate, it is likely that many employers will use lifecycle funds if
they wish to meet the safe harbor. The DOL regulations make it clear
that even with the safe harbor, the plan sponsor remains responsible
for prudent fund selection procedures and for monitoring the funds
selected.

Despite requests from many commentators, neither “stable value
funds” nor money market funds were classified as QDIAs. This reflects
the policymakers’” decisions that such funds may not be appropriate for
all employees, particularly younger employees who have many years
until retirement and who “should,” in the view of policymakers, invest
in funds that have higher rates of return (but more risk). Plan sponsors
that currently use a fixed income or stable value fund as a default invest-
ment (on the theory that principal must be protected in all cases even
if increased earnings potential is sacrificed) will have to change if they
want to have QDIA fiduciary protection.

Some sponsors will be reluctant to invest a participant’s pay in a
fund, like the permitted QDIAs, that could lose money. The regula-
tions do allow stable value funds and money market funds to have a
limited period of QDIA status (so called “interim QDIAs”) for 120 days
after the first elective contribution, but only if the participant can opt
out and withdraw the deemed deferral from the plan within the 90-day
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withdrawal period described above, and if the funds must be reinvested
in one of the three permitted QDIAs after the 120-day period unless the
participant elects otherwise.

This option involves some considerable administrative activity with
respect to qualifying the permanent and interim QDIA. The theory is
that it is more likely a participant will pay attention to the pleas of a plan
administrator to make an election once his or her paycheck is reduced,
so that any unintended default in a low-earnings account (like a money
market or stable value fund) is likely to be short for many affected
participants.

Note too that the regulations do provide some grandfather relief for
default contributions to a stable value (but not money market) funds
prior to the December 24, 2007, effective date.

Investment Alternatives

A plan that wants to use a QDIA for fiduciary protection must also
offer participants a “broad range of investment alternatives” as defined
in ERISA Section 404(c). ERISA Section 404(c) provides detailed rules
defining what constitutes a broad range of investment alternatives that
must be offered by plans to obtain fiduciary protection for the choices
participants make under a participant account plan. These rules have
been in effect over 15 years and most individual account plans are
familiar with them.

Opportunity to Provide Investment Direction and Change

The QDIA protection only applies if the participant has the opportunity
to provide investment direction, but has failed to do so. Moreover, under
the plan, participants must have the opportunity to direct investments
out of the QDIA as frequently as they can from other plan investments,
and at a minimum once every three months.

Right to Change Investments Without Expense

No restrictions, fees, or expenses (including charges, liquidation, or
exchange or redemption fees) for a change of investment or withdrawal
may be imposed on participants who are defaulted into the safe harbor
for the first 90 days. Most plans will need to be reviewed and invest-
ment fund practices may need some modifications to implement this
“no-charge” requirement.

Notice and Disclosures

The regulations require that notice of the QDIA investment be pro-
vided to affected participants at least 30 days before the participant
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becomes eligible to participate in the plan, or at least 30 days before
the investment is made into a QDIA. Alternatively, a notice can be
given when the participant is eligible to participate in the plan if the
participant has an opportunity to withdraw his or her funds from the
plan during the 90-day period after the contribution is made. This may
force some plans to add the 90-day withdrawal features (which is per-
mitted but not required under the automatic enrollment rules) if a plan
wants to use a default QDIA immediately. Otherwise, a 30-day notice
is required. However, it appears that if a plan does not provide the
QDIA notice before the first investment in the QDIA, fiduciary relief is
permitted for later investments. (Note that this alternative timing relief
is not currently available for compliance with the EACA rules although
commentators have suggested that it be permitted so as to encourage
immediate enrollment.)

In addition to the initial notice, the regulations require that an annual
notice be provided to participants at least 30 days in advance of each
plan year. The regulations are not precise, but this notice apparently
must be given to all participants, not only those who have failed to
make an election, although it is unclear why this would be needed
for participants who made investment elections. As with the automatic
enrollment notices, this requirement is not satisfied by providing such
a notice in an SPD. It can be combined with other notices (such as the
required EACA and QACA notices and other safe harbor notices (e.g.,
the 401(k) year-end safe harbor notice required for safe harbor 401(k)
plans).

The notice must describe when an account will be invested in an
automatic default feature, the participant’s right to opt out of the default
investment, a description of the default investment fund, including
investment objectives, risk and return characteristics, and applicable
fees and expenses. It must also explain the participant’s right to change
to other alternatives and any restrictions on that right, and provide
a referral source for other additional information about investment
alternatives.

The regulations also provide that if a mutual fund is the QDIA,
the plan or third-party administrator must automatically provide all
participants with a copy of the most recent prospectus at the same time
they receive the notice. In response to comments, the DOL is reviewing
this particular requirement. As a practical matter, some of these notice
and distribution requirements are easy to meet if the plan is eligible to
disclose electronically, but compliance with these rules is more difficult
and expensive if hand delivery or mailing is needed.

Implementation and Transition

The final QDIA regulations were issued on October 24, 2007, with
an effective date of December 24, 2007. Thus, many plans that already
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had default investments and that wanted to comply with these regula-
tions fully would have had to provide a 30-day notice by November 24,
2007. Many plan sponsors found it impossible to digest the guidance,
make decisions, and implement the requirements of these regulations
within that timeframe. But, even if plan sponsors do not have complete
protection, the regulations do appear to provide that fiduciary relief is
provided for investments made after the requirements are met. Plans
with existing default investments that met the requirements of a QDIA
(e.g., a lifecycle fund) will have future relief once the notice is pro-
vided. Plans that have default investments that are not QDIAs (includ-
ing “grandfathered” stable value funds) must switch default investments
to QDIAs and provide the required notice. It may be difficult for plans
that have had a default fund for years to determine which participants’
investments were “default” investments and which were affirmative par-
ticipant choices. Thus, many plan sponsors may decide not to change
current investments in a non-QDIA fund without a clear participant
direction.

Conclusion

The PPA rules provide helpful incentives for automatic enrollment,
but the detailed rules leave room for compliance pitfalls, so they must
be reviewed and followed carefully.

Once employers establish systems to provide for automatic enroll-
ment and the default investment, additional challenges remain. There
will be logistical difficulties of providing notices and required disclo-
sure materials to employees in cases where electronic disclosure is not
feasible. Employers with workforces such as retail workers or sales
personnel who do not have computer access (the very employers who
are likely to offer only 401(k) plans and who should be encouraged to
provide automatic enrollment) and who cannot provide notices at the
click of a button will have to consider the compliance costs of such
requirements.

Ongoing communication of the goals of an automatic enrollment
program will be crucial, particularly if the “safe-harbor” QDIA funds
lose value in an economic downturn, since an employee may be angry
if the employee’s “paycheck” is automatically diverted to a 401(k)
account that is losing money. On the other hand, the fiduciary protec-
tion afforded a QDIA will be more valuable when the financial markets
are volatile.

Notes
1. Pub. L. No. 109-280.

2. See 72 Fed. Reg. 63144 (Nov. 8, 2007).
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3. See IRC § 414(w).
4. See Employee Plan News, Nov. 15, 2007, at www.irs.gov/pub/irs-tcgc.
5. See 72 Fed. Reg. 71842 (Dec. 19, 2007).

6. See 29 C.F.R. § 2530.404c-5 at 72 Fed. Reg. 60452 (Oct. 24, 2007).
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