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The NDCC/SPARK Institute, Inc. (“SPARK”)1 announces its position regarding recent proposals 
that promote the use of “auto pilot” plans.  An auto pilot plan includes any defined contribution 
plan such as a 401(k) plan in which the employer adopts plan design features such as automatic 
enrollment, automatic deferral increases, and managed investing or default investment options 
that are intended to help long term employees save and invest for retirement.  These automatic 
features provide participants who are not otherwise inclined to actively save and prepare for their 
retirement a passive approach to retirement security.  This position paper will serve as the 
foundation for SPARK’s efforts to promote legislative and regulatory policy regarding auto pilot 
plans and features that accomplish the following goals:   
 

1. enable passive individuals to better save for retirement 
2. encourage employers to accept auto pilot plans and features so they adopt and continue to 

offer retirement savings plans to their employees 
3. provide a practical and understandable approach to remove existing barriers to better 

retirement saving  
4. create a cost effective and administratively feasible approach that will encourage 

retirement plan service providers to support auto pilot plans and features, which in turn 
should help drive employer and participant acceptance 

 
In order to further these goals SPARK urges Congress to pass legislation that: 
 

1. allows employers to automatically enroll new and existing employees 
2. promotes automatic savings increases 
3. protects employers and service providers from fiduciary liability for automatic or 

managed investing, and default investment options 
                                                 
1 In March 2005, The SPARK Institute, Inc. and the National Defined Contribution Council completed a merger of 
the two organizations.  The combined organization established a single voice for retirement plan services providers 
in Washington, D.C. 
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4. creates auto pilot plans that are voluntary and does not mandate plan design features that 
will discourage plan adoption and utilization 

5. creates auto pilot plans that are practical to administer by allowing small participant 
account balances to be returned to the participant 

6. provides plan sponsors with additional relief from existing compliance testing 
requirements (e.g., ADP, ACP and top heavy rules)  

7. preempts state laws that limit an employer’s ability to automatically deduct monies from 
employees’ pay for retirement plan savings purposes 

8. clarifies the issues relating to the inclusion of Roth 401(k) accounts in auto pilot plans 
 
Each of these proposals is discussed in greater detail below. 
 
SPARK represents the interests of a broad based cross section of retirement plan service 
providers, including banks, mutual fund companies, insurance companies, third party 
administrators and benefits consultants.  SPARK members include most of the largest service 
providers in the retirement plan industry and the combined membership services more than 95 
percent of all defined contribution plan participants.  Our members are the plan service providers 
that will be responsible for understanding and applying the auto pilot features for a substantial 
majority of retirement plans.2    
 
I.  Background 

 
Revenue Rulings 98-30, 2000-8 and 2000-35 have provided valuable guidance from the Internal 
Revenue Service (the “Service”) regarding automatic enrollment plan design.  Plan sponsors and 
service providers that set up and utilized automatic enrollment plans took comfort in these 
rulings as the Service sanctioned automatic enrollment features.  The adoption of plans that 
utilize automatic enrollment features, albeit in limited numbers, is a direct result of these rulings.  
However, significant barriers have discouraged broader adoption of automatic enrollment 
features and have also prevented service providers from increasing adoption rates.  According to 
a recent study only 15 percent of employers have adopted an automatic enrollment feature.3  For 
auto pilot plans to gain greater acceptance and utilization, they must meet the needs of 
employers, be understandable, be practical to administer, and be supported by retirement plan 
service providers.  As noted above, automatic enrollment is just one of many potentially 
beneficial automatic plan features.  Such other features have lower adoption and utilization rates 
because of additional barriers that exist. 
 
SPARK believes that in order to better encourage individuals to save for retirement and help 
them make better investment decisions, legislative and regulatory policy should harness the 
power of inertia that currently acts as a force that impedes retirement savings.  Many studies 
about individual behaviors regarding saving for retirement show that American workers take a 
passive approach towards saving and investing for retirement.  One such study shows that 
participation rates by employees hired after the adoption of auto pilot features were 30 percent 

                                                 
2 SPARK’s position stated herein represents the consensus position of the substantial majority of its members.   
 
3 Deloitte Consulting LLP 2004 Annual 401(k) Benchmarking Survey. 
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higher than among the employee population hired before such a feature was adopted.4  In 
addition, another recent study shows that during plan reenrollment approximately 90 percent of 
employees enrolled through an automatic enrollment feature either kept their deferral percentage 
the same or increased it.5   
 
SPARK members have significant experience with employee behavior in retirement plans 
because of our role in the industry.  Our members create the plan enrollment materials, create the 
retirement and investment education materials, create the managed and automatic investment 
products, conduct the employee meetings, and hear what employees are asking for and need.  It 
is clear that the current models to encourage plan participation and savings, and better plan 
investment decisions have failed despite the years of efforts and millions of dollars spent by 
employers and service providers to overcome employee inertia and propensity to do nothing.   
 
According to data from RG Wuelfing & Associates,6 this has resulted in too many employees 
that still do not participate, do not save enough, and invest poorly even when they do participate.  
Specifically, the RG Wuelfing data showed that participation rates for eligible employees have 
remained essentially unchanged over the past four years at 75 percent.  In addition, deferral rates 
have remained steady at six percent, regardless of any company matching contributions.  
Interestingly, as the RG Wuelfing data indicates, deferral rates remain stagnant even though 
participants indicate that they intend to increase their deferral rates in the coming year.  The net 
result of this low savings rate is that the average participant account balance at the end of 2004 
was about $40,000.  Even more alarming is that the median account balance (which is probably 
more representative of the typical participant) is less than $15,000. 
 
Based on the foregoing and the experiences of SPARK members it is reasonable to conclude 
that: 
 

• a substantial number of employees prefer automatic deferral rates, and managed 
investment accounts or other decision free investment options (e.g., target retirement year 
funds); 

• participants who are enrolled through an automatic enrollment feature are likely to 
continue to save under such auto pilot plans; 

                                                 

4
 James J. Choi, David Laibson, and Brigitte C. Madrian, “Plan Design and 401(k) Savings” National Tax Journal, 

vol. 52(2) (June 2004).  See also Brigitte C. Madrian and Dennis F. Shea, "The Power of Suggestion: Inertia in 

401(k) Participation and Savings Behavior", The Quarterly Journal of Economics (November 2001); Richard H. 
Thaler and Shlomo Benartzi, “Save More Tomorrow™: Using Behavioral Economics to Increase Employee 

Saving,” Journal of Political Economy, vol. 112(1) (February 2004); and Patrick Purcell, “Automatic Enrollment in 

Section 401(k) Plans - Congressional Research Service” The Library of Congress (October 14, 2004).  Many other 
studies by James Choi, David Laibson, Brigitte Madrian, Richard Thaler, Shlomo Benartzi and others support the 
notion that inertia and passive behavior can be captured to increase retirement savings.   

5 Deloitte Consulting LLP 2004 Annual 401(k) Benchmarking Survey. 
 
6 Robert G. Wuelfing, Marketplace Outlook, 2005 Marketplace Update. 
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• employers are willing to set up such plans and would be more likely to do so if legislation 
provided guidance and relief regarding some of their concerns and the risks they 
encounter; and  

• service providers would be more willing to develop and deliver needed products if 
legislative policy removed existing barriers and encouraged their use.   

 
Thus, it is SPARK’s position that auto pilot plans can be a valuable tool that will assist 
Americans in their preparation for retirement by harnessing passive behavior into savings for a 
more secure future.   
 
II. Existing Barriers Have Prevented Broad Adoption of Auto Pilot Plans  

 
There are several barriers that have prevented the wide spread adoption and utilization of 
automatic features in retirement plans.  Each of the barriers can be overcome by the combined 
efforts of legislators, employers and the service provider community to effectively enact 
thoughtful legislation that promotes auto pilot plan designs.  With appropriate legislation, the 
service providers will enthusiastically embrace auto pilot plans and carry the message to the plan 
sponsors and the plan participants.  However, legislation that is encumbered with unnecessary 
and burdensome provisions will greatly curtail their use and promotion.   
 
The following summary of the existing barriers includes a brief description of how they have 
prevented broad adoption of auto pilot plans:    
 
A. Fiduciary risk – Plan sponsors believe that they are at risk when they implement automatic 

plan features, especially with respect to (i) setting the initial deferral rate and any automatic 
increases to that rate, and (ii) selecting a default investment option for those deferrals.  With 
respect to setting the deferral rates, most employees that are automatically enrolled will 
remain at the default deferral rate.  Most employers that implement the automatic enrollment 
feature set the initial deferral rate at 3 percent in accordance with the example included in 
Revenue Ruling 98-30 assuming that this is an IRS sanctioned default deferral rate.7  
However, Revenue Rulings 2000-8 and 2000-35 made it clear that there is no fiduciary safe 
harbor applicable to the default deferral rate in plans utilizing the automatic enrollment 
feature.  As a result of this uncertainty, many employers are unwilling to utilize the automatic 
enrollment feature.   

 
With respect to the investment of automatically deferred amounts, employees that are 
automatically enrolled into a plan very often will not make any investment elections for their 
deferrals.  As a result, the amounts deferred are invested in the plan’s “default fund,” which 
is typically a money market or capital preservation fund.  Under generally accepted 
investment principles, this may not be the best investment choice for plan participants, 
especially for participants with long investment time horizons.  Employers are generally 
unwilling to direct the assets of an individual who becomes a participant through an 

                                                 
7 According to a recent study approximately 55% of employers set the default deferral rate at 3 percent, 
approximately 23 percent set the default deferral rate at 2 percent or less, and 22 percent set the default deferral rate 
at more than 3 percent.  Deloitte Consulting LLP 2004 Annual 401(k) Benchmarking Survey. 
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automatic enrollment feature into more appropriate investment options because the employer, 
by virtue of trying to help the participant, assumes greater fiduciary investment risk in so 
doing.  Under such circumstances employers are subject to claims for investing the deferral 
amounts either too aggressively or too conservatively.  Such claims will generally be made 
with the benefit of hindsight and puts employers in an unacceptable position.  In that regard, 
we note that ERISA Section 404(c)8 is generally not available with respect to automatic 
enrollment plans because, according to current regulatory guidance, under such 
circumstances the participant did not make an affirmative investment decision. 

 
B. Plan costs and administrative complexity – The service fees charged by many retirement plan 

service providers include a per-participant record keeping or administrative fee.  Such fees 
can be $50 per account per year or higher, and may be paid by either the plan sponsor or plan 
participants.  Numerous small participant account balances will either result in greater costs 
to the plan sponsor or waste away at participant account balances.  Many plans that have 
implemented automatic enrollment have been plagued with many very small account 
balances and abandoned accounts.  Generally, small account balances result when (1) an 
employee suspends their deferral contributions to the plan shortly after the contributions 
begin, despite having received prior notification of the automatic enrollment feature, and (2) 
a participant terminating employment shortly after becoming a plan participant.  Very often 
terminated employees with small account balances, particularly those who become 
participants through an automatic enrollment feature, abandon their accounts.  As a result, 
plan sponsors are faced with additional administrative burdens and costs associated with 
locating terminated employees in order to payout their account balances. 

 
 In addition, due to the higher number of participants in the plan as a result of automatic 

enrollment, plan sponsors are faced with making larger matching contributions thereby 
further increasing the costs associated with maintaining the plan.  This concern would be 
compounded if auto pilot legislation required mandatory matching contributions.   

 
C. ADP and ACP compliance testing issues – ADP and ACP non-discrimination rules are 

intended to ensure that highly compensated employees do not benefit from the plan 
significantly more than rank and file employees.  The ADP and ACP tests accomplish this by 
verifying that the deferral rates and matching contributions received by rank and file 
employees are not substantially different from those of highly compensated employees.  
Automatic enrollment plans, by definition, include all eligible rank and file employees and 
such employees receive the same employer contributions as other plan participants.  
Consequently such plans are by their very nature non-discriminatory.  However, there is no 
relief from the ADP and ACP rules for employers that are willing to adopt automatic 
enrollment plans.  In addition, other guidance, including guidance associated with safe harbor 
401(k) plans, has not been modified to take into account automatic enrollment plans.  

 

                                                 
8 ERISA Section 404(c) generally provides relief to plan fiduciaries for the investment decisions made by 
participants under a participant directed plan provided numerous conditions are met.  These conditions which 
include a requirement that participant be able to exercise independent control over the assets in their account, can be 
cumbersome and expensive to meet. 
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D. Top heavy relief – Many small employers are not willing to adopt a plan with auto pilot 
features unless they are provided with relief from the top heavy rules of Internal Revenue 
Code.  Top heavy rules, like ADP and ACP rules above, were implemented to ensure that 
both key employees and non-key employees broadly enjoy the benefits of a retirement 
program.  Again, automatic enrollment plans, by their all-inclusive nature, provide this broad 
benefit to all eligible employees. 

 
E. Conflicts with state laws – Many states have implemented labor and wage withholding laws 

that prevent employers from implementing automatic features due to anti-garnishment 
concerns, attachment, or reduction of employee’s payroll.  This places plan sponsors in a 
precarious position since the automatic enrollment feature permitted under ERISA may result 
in a technical violation of state law.  

 
As discussed in greater detail below SPARK urges Congress to remove these barriers in order to 
encourage greater adoption and utilization of auto pilot plans and features. 
 

III.  Legislation Should Encourage the Broad Adoption of Auto Pilot Plans  

 
A. Legislation Should Allow Employers to Automatically Enroll New and Existing 

Employees   

 

Rule: Most of the proposals regarding automatic enrollment contemplate automatic 
enrollment for both new employees as well as existing employees.  However, some of the 
proposals would require employers to include existing employees while one of the proposals 
would require that existing employees that opted out be automatically re-enrolled after a 
three year period.   
 
Issue: The decision to enroll existing employees is viewed differently by different plan 
sponsors.  Revenue Rulings 98-30, 2000-8 and 2000-35 appear to provide the appropriate 
level of flexibility regarding this issue.  Revenue Ruling 98-30 sanctioned automatic 
enrollment of new employees while Revenue Rulings 2000-8 and 2000-35 sanctioned the 
automatic enrollment of existing employees.  Plan sponsors have relied on these rulings 
separately with some plans automatically enrolling only new employees while others 
automatically enrolled both new and existing employees.  
 
Position: SPARK believes that Congress should adopt legislation that will continue to 
provide employers with the flexibility offered by the current Revenue Rulings.  Specifically, 
employers should be able to determine whether to automatically enroll existing employees or 
to exclude them from the automatic enrollment provisions of the plan.  Many employers are 
reluctant to impose change on existing employees, especially employees that have chosen not 
to participate in the plan over a long period of time.  In addition, application of the rule to 
existing employees can be administratively complex and cumbersome, especially with 
respect to employees that have affirmatively elected to participate in the plan but at deferral 
rates that are less than the automatic enrollment minimum.  As a result, SPARK opposes 
legislation that would mandate that all employees (both new and existing) be automatically 
enrolled in a plan.  Such a mandate will likely discourage the adoption of automatic 
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enrollment features, and possibly cause employers to terminate existing plans or to avoid 
adopting new plans.9  However, SPARK believes that legislation should also provide 
protection to plan sponsors in establishing the amount of the initial default savings rate by 
allowing plan sponsors to set the rate at a level they choose up to the higher of (i) three 
percent or (ii) the level of savings the plan sponsor is willing to match as stated in the plan 
document.  If the plan document has a discretionary formula that does not specify the level of 
deferrals that will be matched, then plan sponsors would be allowed to set the initial default 
savings rate at a level they choose up to three percent.  

 
B. Legislation Should Promote Automatic Savings Increases 

 
Rule:  Although Revenue Rulings 98-30, 2000-8 and 2000-35 provide for an initial default 
election for automatic enrollment, they do not address the need for increases to the default 
deferral rate at predetermined future dates (e.g., annual pay increases or participation 
anniversary dates).  Although plan sponsors have been able to find some comfort in setting 
the initial default deferral rate; they have been less willing to adopt automatic deferral rate 
increase features.    
 
Issue: Studies suggest that although participation rates increase with automatic enrollment, 
overall savings in a typical automatic enrollment plan may in fact be stagnated or lower than 
other similar plans that do not utilize automatic enrollment features.  The root cause of this is 
the fact that the typical employee that defaults into a 401(k), 403(b) or 457 plan will not 
increase his or her savings rate over time.  A recent study conducted by Deloitte Consulting 
showed that approximately 74 percent of employees remained at the deferral percentage rate 
at the time of reenrollment, and only 16 percent increased their deferral rates.10     
 
Position: SPARK believes that automatic increases are a critical aspect of auto pilot plans.  
In that regard, automatic enrollment without automatic increases may actually hinder rather 
than help the savings rates of plan participants.  In fact, a study conducted by Hewitt 
Associates showed that in an automatic enrollment plan nearly 40 percent of participants 
with two years of participation remained at the default savings rate.11  Accordingly, 
legislation should address this problem by specifically authorizing automatic increases in the 
default savings rate in increments of up to two percent of compensation at predetermined 
annual intervals at the employer’s election.  For example, an employer may want to increase 
the default savings rate by one percent of compensation annually at the beginning of the year, 
coincident with an employee’s hire date, coincident with a pay increase or other designated 
timeframe at the employer’s election.   
 

                                                 
9 SPARK is gathering additional information and conducting a study on plan sponsor attitudes regarding mandatory 
auto pilot features.  This information will be made available to legislators and regulators upon completion of the 
study.  
 
10 Deloitte Consulting LLP 2004 Annual 401(k) Benchmarking Survey. 
 
11

 “Time May Not Be On Automatically Enrolled Employees' Side,” Hewitt Associates Press Release (2001). 
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SPARK supports the need to provide an annual notice to participants regarding the increased 
deferral rate so that participants have an opportunity to opt out of the increased deferral rate 
or to change their deferral rate to a level that they believe is appropriate for their retirement 
goals.   

 
C. Legislation Should Protect Employers and Service Providers From Fiduciary Liability 

for Automatic or Managed Investing, and Default Investment Options 

 
Rule:  Under current law plan sponsors are potentially liable for investment losses suffered 
by participants invested in a default investment option (i.e., the investment option to which 
contributions received on behalf of automatically enrolled employees are invested).12 
 
Issue:  Plan sponsor concerns about potential liability for investment losses generally causes 
plan sponsors to avoid automatic enrollment features.  However, if a plan sponsor adopts an 
automatic enrollment feature, automatic enrollment contributions are often invested in a 
capital preservation fund in order to minimize the loss of principal and potential employer 
liability, regardless of whether such investment is the best investment choice for the 
participant.  In fact, the Hewitt Associates study discussed above also showed that in an 
automatic enrollment plan nearly 40 percent of participants with two years of participation 
remain in the conservative default investment option.  Simply stated, employees who are 
automatically enrolled do not actively engage in the selection of their investments and 
employers believe that by choosing the most conservative investment option they are 
protecting themselves from liability.  The ultimate result is long-term investments of 
retirement assets in a money market or other capital preservation fund. 
 
Plan sponsors and service providers can help participants make better investment choices for 
their retirement savings by utilizing automatic or managed investing, and default investing 
options.  Since, as discussed above, ERISA Section 404(c) is generally not available unless 
participants make an affirmative investment election, plan sponsors have been unwilling or 
unable to use these products.  Additionally, retirement plan service providers have been 
limited in their ability to create and offer automatic and managed investing products because 
of the cumbersome and arguably unnecessary product design requirements under the current 
regulatory structure.  Specifically, the conflict of interest rules under ERISA and guidance 
issued by the Department of Labor in the Sun America Advisory Opinion13 generally prohibit 
service providers from providing investment advice on their own investment products or 
products they manage.    
 
Position:   Plan sponsors should be protected from fiduciary liability for directing automatic 
enrollment contributions into a default investment option other than a capital preservation 
fund, including a managed investing and automatic investing account, provided that (i) plan 
sponsors act prudently in the selection of the default investment option, and (ii) the 
participant has the option to transfer the amounts so invested into another investment option 
upon request.  Among the investment options that could be used for default investments are 

                                                 
12 See Section II, A and footnote 8, supra. 
 
13 DOL Advisory Opinion 2001-09A (December 14, 2001). 
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lifestyle and retirement age based mutual funds.  Additionally, managed and automatic 
investing products that create customized investment allocations based on participant specific 
data have been developed by retirement plan service providers but are not widely utilized by 
plan sponsors as the default investment option.  Such fiduciary relief for plan sponsors with 
respect to the investment of automatic enrollment contributions should not be based or 
dependent upon ERISA Section 404(c).  As noted above, compliance with Section 404(c) is 
complex.  More importantly however is the fact that Section 404(c) and its requirements 
were designed for situations where participants take an active role understanding the 
investment options available to them and actively manage their account.  To impose such 
requirements on a plan sponsor as a condition for obtaining relief for directing automatic 
enrollment contributions into a more appropriate investment option for a participant is unduly 
burdensome and adds needless administrative expense.  Additionally, reliance on Section 
404(c) can rarely be a certainty for plan sponsors because of its complexity.  Plan sponsors 
who attempt to rely in good faith on Section 404(c) will potentially still find themselves 
defending against a claim for investment losses or inadequate savings under ERISA.  
Therefore, SPARK urges Congress to adopt legislation that protects plan sponsors from 
fiduciary liability for directing automatic enrollment contributions into a default investment 
option other than a capital preservation fund, including a managed investing and automatic 
investing account, provided that (i) plan sponsors act prudently in the selection of the default 
investment option or service provider, and (ii) the participant has the option to transfer the 
amounts so invested into another investment option upon request.  Alternatively, SPARK 
urges Congress to adopt legislation that, at the minimum, extends Section 404(c) relief to 
default fund investments for plans that are otherwise Section 404(c) compliant. 
 
Additionally, service providers should be permitted to provide managed and automatic 
investing products, including their own investment products or products that they manage, to 
plan sponsors and participants.  Although guidance issued by the Department of Labor in the 
Sun America Advisory Opinion has been helpful in facilitating the development of some 
managed investing products for employees, SPARK believes that Congress should enact 
legislation that goes further and provides plan sponsors greater ability to use such products.  
SPARK urges Congress to adopt legislation that is consistent with prior legislative proposals 
regarding this issue, namely the Retirement Security Advice Act of 2003 (S. 1698) and the 
Pension Security Act of 2003 (H.R. 1000).  We urge Congress to work with the Department 
of Labor to develop and enact legislation that: 
 

• allows retirement plan service providers who are investment advisers or who have 
investment adviser affiliates to provide managed and automatic investing products, and 
provide individualized investment advice to plan sponsors and plan participants, 
including advice about the providers’ own investment products; and 

• clarifies that plan sponsors are not responsible for the advice given by a service provider 
if the plan sponsor has exercised reasonable due diligence in selecting the service 
provider.   
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D. Legislation Should Create Auto Pilot Plans that are Voluntary and Do Not Mandate 

Plan Design Features that Will Discourage Plan Adoption and Utilization 

 
Rule: Some proposals would require the adoption of certain plan design features that will 
deter plan sponsors from adopting auto pilot features.  For example, one such proposal sets 
forth specific requirements with respect to employer contributions, vesting, default savings 
rate and opt out procedures.  Another proposal has contemplated the mandatory use of 
automatic enrollment for all 401(k) plans. Other proposals appear to require automatic 
enrollment after 90 days of employment while other proposals require accelerated vesting.   
 
Issue:  Auto pilot design features can be used to leverage employee passive tendencies 
toward retirement saving and investing.  However, imposing mandatory plan design features 
in connection with auto pilot plans will likely deter plan sponsors from adopting them, or 
cause employers to either terminate existing plans or avoid adopting new ones.  For example, 
the cost of providing a matching contribution to all eligible employees under an auto pilot 
plan may result in plan sponsors lowering the amount of matching contributions, making the 
matching contribution discretionary, or eliminating the matching contribution altogether.  In 
addition, forcing a plan sponsor to accelerate vesting will also be seen as another cost 
increase to plan sponsors.      
 
Position: Plan sponsors should have the flexibility to adopt auto pilot plans and features that 
best meet their needs and the needs of their employees.  SPARK believes that forcing a plan 
sponsor to accelerate vesting or adopt potentially expensive safe harbor matching 
contributions in order to utilize auto pilot plan features will severely restrict their use and 
have an adverse affect on the employees’ ability to save for retirement.  Thus, the adoption of 
a safe harbor contribution should be at the election of the plan sponsor and not mandated 
legislatively.  Likewise, if a plan sponsor can show non-discrimination through traditional 
means (i.e., passing the ADP and ACP tests) then the corresponding match formula, vesting 
schedule, eligibility period, withdrawal features, etc. should be designed only with respect to 
the needs of the plan sponsor and plan participants.   
 
As noted above, SPARK is gathering additional information and conducting a study on plan 
sponsor attitudes regarding mandatory auto pilot features.  This information will be made 
available to legislators and regulators upon completion of the study.  

 
E. Legislation Should Create Auto Pilot Plans that are Practical to Administer by 

Allowing Small Participant Account Balances to be Returned to the Participant 

 

Rule: Many plan sponsors closely follow the guidance provided in Revenue Ruling 98-30, 
which requires plan sponsors to provide a notice to employees upon hire that explains the 
automatic enrollment features of the plan and the employees’ ability to opt out of those 
features.  In addition, plan sponsors are required to provide an annual notice that indicates the 
applicable default deferral rate and the procedures for changing that deferral rate.  
 

Despite the communication and notification efforts made by plan sponsors, many participants 
do not realize that their paychecks will be reduced by the default deferral rate in an auto pilot 
plan.  Consequently, some participants decide to discontinue plan contributions shortly after 
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the first contribution is made to the plan on their behalf.  Some of these plan participants 
claim that they were unaware that they would be automatically enrolled into the plan and 
request that the amounts contributed to the plan be returned to them in cash.  However, due 
to the current legal restrictions on distributions and withdrawals from retirement plans, the 
employees’ requests to have the money returned to them cannot be accommodated.14  As a 
result, participants, service providers and plan sponsors are required to carry small account 
balances for many years.  Additionally, this situation creates an unnecessary strain and 
potential dispute between the employer and the employee.    
 
Issue:  Accounts that are created for participants through an automatic enrollment feature 
that have small balances because the participant suspends contributions result in unnecessary 
increased costs for plan sponsors and participants.  Such costs include the cost of producing 
and mailing quarterly participant statements, producing and mailing other participant notices 
and materials, including participant communications, prospectuses, summary annual reports, 
summary plan descriptions, and summaries of material modifications. 
 
Often participants with such small dollar balances do not request their distributions upon 
termination and eventually become “lost participants.”  Plan sponsors are then forced to 
spend time and resources to locate lost participants in order to make distributions.  In 
addition, small participant account balances may be eroded due to account based service fees 
charged by the record keeper.   
 

Position:  SPARK’s position is that plan sponsors should be permitted to return account 
balances to employees who become participants in a plan through an automatic enrollment 
feature, provided that the amount involved is $1,000 or less and the participant request is 
made within six months after the initial deferral is deposited into the plan.  Any amounts so 
returned, including investment earnings, should be reported on Form W-2 as employee wages 
in order to minimize the administrative complexity associated with their return.  More 
specifically, by returning these amounts as W-2 wages, such amounts will not be subject to 
ADP and ACP compliance testing requirements and early distribution penalties.  
Additionally, any amounts returned to participants should be reported in the year returned 
regardless of the year the deferrals were actually made.  This will further avoid 
administrative complexity by accommodating deferrals and distributions that cross calendar 
years. These provisions will ensure that employees who do not wish to participate in a plan 
will have ample opportunity to have their deferrals returned to them.  Plan sponsors will be 
more willing to adopt automatic enrollment features and service providers will be more 
willing to service such accounts if small dollar accounts can be returned in a practical 
manner.  

 

                                                 
14 Generally, distributions of 401(k) deferrals are not available until death, disability, or other termination of 
employment.  In some instances, plans may permit distributions prior to termination of employment after attainment 
of age 59 ½ or due to financial hardship. 
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F. Legislation Should Provide Plan Sponsors with Additional Relief From Existing 

Compliance Testing Requirements (e.g., ADP, ACP and Top Heavy Rules)  

 
Rule: Compliance testing requirements were enacted to ensure that retirement plans benefit 
highly compensated and rank and file employees equitably. 
 

Issue:  In order to meet the compliance testing requirements, employers are generally 
required to make plans available to all employees.  In addition, plans can only satisfy the 
requirements if the rank and file employees enroll in the plan and make adequate deferral 
contributions.  Automatic enrollment plans, by definition, include all eligible rank and file 
employees and such employees receive the same employer contributions as other plan 
participants.  However, there is no relief from the compliance testing requirements for 
employers that are willing to adopt automatic enrollment.     
 
Position:  SPARK believes that Congress should offer relief from the cost and administrative 
burdens of the compliance testing requirements for employers that are willing to adopt 
automatic enrollment.  One way to accomplish this objective would be to modify and expand 
the requirements applicable to safe harbor 401(k) plans (i.e., plans that are deemed to satisfy 
the compliance testing requirements) by reducing the contribution and vesting requirements 
for plans that also use automatic enrollment.15  SPARK believes that this will continue to 
ensure that retirement plans benefit highly compensated and rank and file employees 
equitably while providing significant incentives to employers who want to reduce the cost 
and administrative complexity of the compliance testing requirements. 
 

G. Legislation Should Preempt State Laws That Limit Employers’ Ability to 

Automatically Deduct Monies From Employees’ Pay for Retirement Savings Purposes 

 
Rule: Although automatic enrollment may help employees save for retirement, certain state 
laws deter plan sponsors from adopting such features.  Thirty-two states have labor laws that 
limit employers’ rights to deduct monies from their employees’ paychecks.  Some states, 
such as California, require an employer to get written consent from an employee before 
deducting money from the employee’s paychecks.  Fourteen states have anti-garnishment 
laws that may apply when employers consider automatic enrollment and various auto pilot 
features.  U.S. Representatives Emanuel (D-IL) and Bingaman (D-N.M.) have proposed bills 
to clarify that ERISA preempts state law in order to allow employers to set up automatic 
enrollment and automatic increases in contributions for employees unless individual 
employees affirmatively elect otherwise. 
 
Issue:  Plan sponsors are concerned about or unwilling to adopt automatic enrollment 
features in states that have restrictive laws about employee payroll deductions.  This problem 
is even more complex for employers that have employees in multiple states.   
 

                                                 
15 The safe harbor 401(k) plan requirements include mandatory employer contributions, such as (i) non-elective 
contributions of three percent, or (ii) matching contributions equal to 100 percent of the first three percent deferred 
and 50 percent of the next two percent deferred (or a formula at least as beneficial).  In addition, the contributions 
are required to be 100 percent vested.  These requirements can be an expensive deterrent to plan sponsors.  



 13 

Position:  Automatic enrollment and automatic deferral rate increases should be protected 
from state laws by federal legislation.  Plan sponsors are more likely to adopt automatic 
deferral features if this issue is resolved.   

 
H. Legislation Should Clarify the Issues Relating to the Inclusion of Roth 401(k) Accounts 

in Auto Pilot Plans 

 
Rule: Starting in 2006, plans will be permitted to allow participant contributions to qualified 
retirement plans to be designated as “Roth” contributions.  As such, these contributions will 
enjoy the same tax advantages as Roth IRAs.  Namely, the contributions will be made with 
after-tax dollars but earnings will accumulate tax-free assuming certain conditions are met.  
 
Issue:  Plans that offer both automatic enrollment and Roth 401(k) accounts will be faced 
with an additional complicating issue.  Guidance issued by the Service with respect to Roth 
401(k) accounts currently does not specifically address whether amounts deferred through 
automatic enrollment should be treated as traditional 401(k) deferrals or designated Roth 
contributions.  Absent specific guidance on the issue, employers may be placed in the 
precarious position of choosing which type of contribution (Roth vs. traditional 401(k)) is 
more appropriate for their participants.  
 

Position:  SPARK believes that auto pilot legislation should provide that a plan that offers 
both 401(k) deferrals and designated Roth contributions can limit the automatic enrollment 
feature to traditional 401(k) contributions.  In such a plan, designated Roth contributions 
would be available but would only be activated if a participant affirmatively elects to change 
his or her 401(k) deferrals to designated Roth contributions.  Employers should not be placed 
in a position to chose which type of contribution (Roth vs. traditional 401(k)) is more 
appropriate for the participants.  Rather, it is SPARK’s position that employers should be 
protected by legislation that mandates that automatic enrollment features use traditional 
401(k) deferrals.16  
 

Summary  

 

Auto pilot retirement plans and features are deigned and intended to leverage the inertia and 
passive savings behavior of many employees.  SPARK believes that auto pilot plan legislation 
that is well thought out, meets the needs of employers, is understandable and practical to 
administer, and supported by retirement plan service providers will result in greater acceptance 
and utilization.  Auto pilot retirement plans and features appear to be broadly supported by all 
segments of the retirement plan industry and most segments of the political spectrum.  SPARK 
urges Congress to adopt legislation that is consistent with the positions set forth herein this year 
and to do so on a fast track stand-alone basis. 
 
If you have any questions or comments regarding this material, please contact Jeff Close of 
SPARK at 860-658-5058. 

                                                 
16 SPARK included comments on this issue as part of SPARK’s broader comments regarding Roth 401(k) accounts 
submitted to the Service on May 31, 2005. 


