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Automatic Enrollment
An unintended consequence of the shift from defined benefit pensions to defined contribution retirement plans 
has been that many employees who are eligible for retirement plans do not make use of them. These employees 
are not saving for retirement simply because they have not affirmatively elected to participate in the defined 
contribution plans available to them. Congress, the White House and many employers have been anxious to close 
this participation gap. One increasingly popular means to this end has been the adoption of automatic enrollment 
provisions in defined contribution plans. Under such provisions, employees are automatically enrolled as retirement 
plan participants unless they affirmatively elect not to participate. Saving for retirement becomes the default 
action.

In order to encourage employers to adopt automatic enrollment provisions, Congress, in 2006, created two types 
of automatic enrollment with special features beneficial to both employers and participants. These arrangements, 
known as Eligible Automatic Contribution Arrangements (“EACAs”) and Qualified Automatic Contribution 
Arrangements (“QACAs”), are discussed below.

Eligible Automatic Contribution Arrangements
A plan can qualify as an EACA if it automatically enrolls employees to make contributions at a specified percentage 
of compensation. This percentage must generally be the same for all employees covered by the EACA, a 
requirement known as the uniformity rule. However, the regulations provide several exceptions to the uniformity 
rule for both EACAs and QACAs (discussed below): (1) the percentage of compensation at which participants 
automatically contribute may vary based on number of years (or portions of years) of participation in the automatic 
contribution arrangement; (2) the rate of elective contribution in effect immediately prior to the effective date of the 
default percentage need not be reduced; (3) the rate of elective contributions may be restricted to avoid violating 
legal limits; (4) the default election need not be applied during the suspension period following a hardship 
distribution (note, however that automatic contribution apparently must be resumed after such periods at the 
appropriate percentage based on the employee’s years of participation in the automatic contribution arrangement); 
and (5) separate EACAs may be established for different groups of collectively-bargained employees or for 
different groups of employees in a multiple-employer plan. Employees who are absent from the plan for at least 
one full plan year and subsequently are rehired can apparently be treated as new employees for purposes of 
determining the proper contribution percentage.

The plan must notify participants of the automatic election, their right to elect a different contribution percentage, 
their option not to participate, any right they may have to make a permissible withdrawal (discussed below), and 
how contributions will be invested. Generally, the notice must be provided to a newly eligible employee no more 
than 90 days before the employee becomes eligible, and sufficiently in advance of the first automatic contribution 
to allow the employee to opt out of automatic enrollment. All employees covered by the automatic enrollment 
provisions must also receive an annual notice at least 30 days (and no more than 90 days) before the beginning 
of each plan year.

A plan seeking to qualify as an EACA thus is subject to more specific rules than a plan that includes a non-EACA 
automatic contribution arrangement, particularly with respect to contribution rates. The primary motivation for a 
plan to accept these additional obligations is the “permissible withdrawal” feature available only to EACAs. When 
plans first began to institute automatic enrollment arrangements, employers had to contend with employees who 
failed to file a timely election to opt out of automatic enrollment, but who then complained about the deductions 
taken from their paychecks and halted future deductions. This left the plan with a number of tiny accounts that 
added to the plan’s recordkeeping fees. In addition, employees often demanded refunds, but funds contributed 
to a retirement plan can only be distributed under certain limited circumstances. Even when distribution is 
permissible, tax penalties are often imposed.

The permissible withdrawal feature allows employees to withdraw the automatic contributions made under an 
EACA without penalty. The decision to make a permissible withdrawal must be made during the first 90 days 
following the date the initial automatic contribution would have been included in the employee’s income if not 
contributed to the plan. 
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The feature allows employers to adopt automatic enrollment with less worry about employee relations issues. 
If an employee is automatically enrolled and objects, he or she may undo the enrollment without adverse 
consequences, and the plan avoids the expense and administrative burden of small account balances. 
An employee is not entitled to matching contributions on withdrawn deferrals.

EACAs also generally offer employers additional time to distribute contributions in excess of the ADP or ACP 
testing limits without incurring an excise tax on the distributed amounts.  Specifically, an EACA allows employers 
6 months instead of the standard 2 ½ months to correct such issues. However, this feature is only available if an 
EACA covers all eligible employees.

Current IRS regulations give an employer a reasonable amount of flexibility in designing an EACA to meet its 
specific needs. For example, an EACA may be designed to cover newly hired employees only, leaving existing 
employees undisturbed.  Additionally, employers are free to choose the percentage of compensation that is 
automatically contributed to the plan, and may choose to have this percentage increase over time. There are 
drawbacks to some design choices under an EACA, however, and these should be carefully considered prior 
to implementing or changing an EACA.

Qualified Automatic Contribution Arrangements
QACAs are similar to EACAs on a number of points, but are subject to additional requirements.  A QACA’s 
automatic enrollment feature generally must cover all current and subsequent employees not already contributing 
to the plan, although employee groups subject to separate nondiscrimination testing (most notably, union 
employees) are treated as if they were in separate plans for this purpose as well. Accordingly, an employer could 
establish a QACA for non-union employees and not for union employees, or vice versa. QACAs also must comply 
with specific requirements when establishing the automatic contribution rate, and must provide for specified 
employer contributions. Additionally, the regulations raise two points worth noting in connection with the general 
requirement that a QACA cover all employees not already contributing to the plan. First, employers may provide 
that participants’ affirmative elections expire after a set amount of time. In order to avoid being automatically 
enrolled under such an arrangement, a participant would have to repeatedly act to opt out. Also, the regulations 
note that if a participant with an affirmative election in place takes a hardship distribution and fails to reinstate 
deferrals at the end of the suspension period, the participant must be automatically enrolled under the QACA. 
Both of these points would, presumably, apply to an EACA as well, unless the EACA were specifically designed 
otherwise.

The primary benefit of a QACA is to provide employers a less expensive means of including a “safe harbor” feature 
that exempts plans from annual ADP and ACP testing. Under traditional safe harbor arrangements, employers 
are required either to match 100% of an employee’s contributions up to 3% of compensation, and 50% on 
contributions that exceed 3%, but do not exceed 5% of compensation, or to make nonelective contributions 
equal to at least 3% of compensation. These safe harbor contributions must be fully vested when made.  

Under a QACA, in contrast, an employer may either match 100% of an employee’s contributions up to 1% of 
compensation, and 50% on contributions that exceed 1%, but do not exceed 6% of compensation, or make 
nonelective contributions equal to at least 3% of compensation. Like a traditional safe harbor plan, the QACA must 
use a non-discriminatory definition of “compensation” for calculating contributions. These contributions must be 
fully vested after two years of service.  

Accordingly, while the nonelective contributions required under either safe harbor are the same, if an employer 
elects to meet the safe harbor requirements with matching contributions, the employer will be required to 
contribute a maximum of 3½% of compensation under a QACA, compared with a maximum of 4% of compensation 
under a traditional safe harbor. In addition, the matching contributions required under a QACA are spread out over 
6% of compensation, rather than only 5% of compensation under a traditional safe harbor. The employer also has 
the ability to impose a two-year vesting schedule under a QACA if it wants to do so, in contrast to the immediate 
vesting required under a traditional safe harbor plan. Of course, as is the case for traditional safe harbor plans, an 
employer can opt to make more generous contributions, although restrictions apply to matching contributions, 
and likewise is free to forego the vesting schedule and provide safe harbor contributions which vest immediately, 
or after only one year of service.
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Participants automatically enrolled under a QACA must generally be enrolled at a uniform automatic contribution 
percentage (subject to the exceptions discussed above with respect to EACAs) of at least 3% during the time from 
automatic enrollment to the end of the first full plan year of participation, at least 4% during the second year of 
participation, at least 5% during the third year, and at least 6% during later years. The percentage can continue to 
increase in subsequent years. However, the automatic contribution percentage under a QACA cannot exceed 10% 
of compensation. When instituting a QACA, the employer can decide whether or not to extend automatic enrollment 
to employees who are contributing but at less than the automatic rate.  In addition, the employer has the option of 
treating rehired employees who have not made contributions under the QACA for a full plan year as if they had never 
contributed under the QACA. Accordingly, the employer could apply the QACA’s first year default percentage to such 
employees.

QACAs must comply with the same notice requirements applicable to traditional safe harbor plans, and must also 
explain the automatic enrollment rules. Thus, eligible employees must be provided with an annual notice no more than 
90 days and no less than 30 days before the beginning of the plan year. The notice must explain the plan’s definition 
of compensation, the plan’s safe harbor contribution structure, other contributions made to the plan, the plan’s vesting 
provisions, the plan’s withdrawal provisions, the plan’s automatic contribution rates and the schedule on which they 
take effect, the plan’s rules for making and changing deferral elections (including the right to opt out of automatic 
contributions), and information on how contributions will be invested. The notice must provide the participant with 
instructions on how to obtain more information. Newly eligible employees must receive the notice sufficiently early 
to permit the employee to make a deferral election or opt out of automatic enrollment. In this regard, the employer 
needs to bear in mind that the automatic enrollment must take effect no later than (i) the earlier of the pay date 
for the second payroll period after the notice is provided or (ii) the first pay date that occurs at least 30 days after 
the notice is provided.

The requirement that a QACA cover all employees who have not filed deferral elections is the main drawback for 
employers.  An employer who wants to restrict the coverage of its automatic enrollment arrangement can instead 
opt to use a traditional safe harbor design with an EACA or an automatic contribution arrangement that is neither 
a QACA nor an EACA.

Automatic Enrollment Under Other Arrangements
The Internal Revenue Service has made clear that the existence of these two statutory forms of automatic enrollment 
does not affect the permissibility of other types of automatic enrollment arrangements. Arrangements established 
under prior IRS guidance may be continued, and new arrangements may be established that are not intended to be 
EACAs or QACAs. Accordingly, employers who wish to automatically enroll their employees in a retirement plan have 
some flexibility to go beyond the requirements and restrictions of EACAs and QACAs.

Conclusion
Automatic enrollment can provide benefits to employers and employees alike. As with any change to a retirement plan, 
however, there are many issues for an employer to consider before adopting an automatic enrollment provision. 
Please feel free to contact a member of the Harter Secrest & Emery LLP Employee Benefits Practice Area to discuss 
issues specific to your plan. Bear in mind that an EACA or QACA generally must commence on the first day of the plan 
year. Notices must be provided and your plan documents must be updated before automatic enrollment can begin.

If you have any questions regarding this LEGALcurrents, please do not hesitate to contact any member of our 
firm’s Employee Benefits Practice Area at (585) 232-6500.  n


