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Adp	acp	testing

The	ADP	(Actual	Deferral	Percentage)	and	ACP	(Actual	Contribution	Percentage)	tests	are	nondiscrimination	tests	that	traditional	(non-safe	harbor)	401(k)	plans	must	pass	annually	meet	IRS	qualification	requirements.	Approximately	30%	of	small	business	401(k)	plans	subject	to	ADP/ACP	testing	fail	one	or	both	of	the	tests.	When	a	test	fails,	business
owners	often	bear	the	brunt	of	the	consequences.	Here's	what	you	need	to	know	about	the	ADP	and	ACP	nondiscrimination	tests.	What	is	ADP/ACP	Testing?	The	ADP	and	ACP	tests	compare	the	contributions	made	to	a	401(k)	plan	by	Highly	Compensated	Employees	(HCEs)	and	Non-Highly	Compensated	Employees	(NHCEs)	to	ensure	they	do	not
disproportionately	favor	HCEs.	Who	is	Considered	a	Highly-Compensated	Employee	(HCE)?	For	2025,	an	HCE	is	defined	as	an	individual	who	meets	one	of	the	following	two	criteria:		They	own	more	than	5%	of	the	employer	(directly	or	by	family	attribution)	at	any	time	during	2025	or	2024	They	received	compensation	in	excess	of	$155,000	during
2024.	A	plan	can	limit	this	group	to	the	top	20%	of	employees,	ranked	by	compensation	The	Actual	Deferral	Percentage	(ADP)	Test	The	ADP	test	compares	the	salary	deferrals	made	by	HCEs	and	NHCEs	(both	pre-tax	and	Roth,	not	including	catch-up	contributions).	To	pass	the	ADP	test,	the	average	deferral	rate	of	HCEs	cannot	exceed	the	greater	of:
125%	of	the	non-HCE	average	rate,	or	the	lesser	of:		200%	of	the	non-HCE	average	rate,	or	the	non-HCE	average	rate	plus	2%.	The	non-HCE	average	can	be	based	on	current	or	prior	year	contribution	rates.	Test	Example:	NHCEs:	Employee	A:	compensation	=	$50,000,	deferral	=	$2,500	(deferral	percentage	=	5%)	Employee	B:	compensation	=
$40,000,	deferral	=	$2,000	(deferral	percentage	=	5%)	Employee	C:	compensation	=	$30,000,	deferral	=	$1,500	(deferral	percentage	=	5%)	NHCE	average	deferral	percentage:	(5%	+	5%	+	5%)	/	3	=	5%	HCEs:	Employee	D:	compensation	=	$200,000,	deferral	=	$20,000	(deferral	percentage	=	10%)	Employee	E:	compensation	=	$180,000,	deferral	=
$15,000	(deferral	percentage	=	8.33%)	HCE	average	deferral	percentage:	(10%	+	8.33%)	/	2	=	9.165%	Results:	125%	of	NHCE	ADP	=	6.25%	(5%	*	1.25)	Lesser	of:	200%	of	NHCE	ADP	=	10%	(5%	*	2)	NHCE	ADP	+	2%	=	7%	(5%	+	2%)	The	test	fails	because	the	HCE	ADP	(9.165%)	exceeds	the	7%	limit.	The	Actual	Contribution	Percentage	(ACP)	Test
The	ACP	test	uses	the	same	methodology	as	the	ADP	test	to	compare	the	employer	matching	contributions	and	voluntary	after-tax	contributions	of	HCEs	and	NHCEs	for	nondiscrimination.	How	to	Correct	a	Failed	ADP/ACP	Test	The	most	common	correction	method	is	refunding	the	contributions	made	to	HCEs	in	the	amount	necessary	to	pass	the	ADP
or	ACP	test	(as	applicable).	A	10%	excise	tax	will	usually	apply	to	contribution	refunds	made	later	than	2	1/2	months	following	the	close	of	the	year	(March	15	for	calendar-based	401(k)	plans).	The	final	deadline	for	refunding	excess	contributions	is	12	months	following	the	close	of	the	year.			Thanks	to	the	SECURE	Act,	a	401(k)	plan	can	adopt	safe
harbor	status	up	to	the	last	day	of	plan	year	following	the	year	in	which	the	plan	failed	the	ADP	test	by	making	a	4%	nonelective	contribution.	How	to	Avoid	Future	ADP/ACP	Test	Failures	Become	a	Safe	Harbor	401(k)	Plan	Safe	harbor	401(k)	plans	automatically	pass	ADP/ACP	testing	when	certain	contribution	and	participant	notice	requirements	are
met.	To	meet	the	contribution	requirement,	an	employer	must	make	one	of	the	following	three	contributions	to	participants:	Safe	harbor	match	–	The	employer	may	select	a	“basic”	or	an	“enhanced”	match.	The	basic	match	equals	100%	of	401(k)	on	the	first	3%	of	compensation	plus	50%	of	401(k)	on	the	next	2%	of	compensation	(4%	total).	The
enhanced	match	must	be	at	least	as	generous	as	the	basic	match	at	each	%	of	compensation.	Safe	harbor	nonelective	–	The	contribution	must	be	3%	(or	more)	of	compensation	and	be	made	to	all	eligible	non-HCEs,	regardless	of	whether	they	made	a	401(k)	contribution	to	the	plan.	QACA	match	–	if	a	plan	meets	certain	automatic	enrollment
requirements,	a	less	costly	safe	harbor	match	can	be	made,	equal	to	100%	of	401(k)	on	the	first	1%	of	compensation	plus	50%	match	of	401(k)	on	the	next	5%	of	compensation	(3.5%	total).	Safe	harbor	401(k)	plans	must	also	distribute	a	notice	to	employees	that	explains	their	plan	rights	and	obligations.	Participants	must	receive	this	notice	within	90
days	of	their	plan	eligibility	date	and	30-90	days	before	the	start	of	each	new	plan	year	thereafter.	Increase	NHCE	Participation	401(k)	plans	fail	ADP/ACP	testing	when	the	average	contribution	rate	of	the	HCE	group	exceeds	the	average	of	the	NHCE	group	by	more	than	the	legal	limit.	A	way	to	decrease	this	margin	is	by	increasing	NHCE
participation.	This	can	be	done	using	two	methods:	Participant	education	-	Many	workers	are	intimidated	by	401(k)	participation	or	don’t	fully	understand	its	benefits.	Often,	non-HCEs	are	the	most	confused	–	which	can	lead	to	low	participation	by	this	group.	Enrollment	meetings	or	other	education	initiatives	can	help	increase	the	non-HCE	group’s
401(k)	knowledge,	and	in	turn,	spur	their	participation.	Participant	education	does	not	need	to	be	costly.	Both	the	IRS	and	DOL	offer	free	401(k)	education	for	workers	on	their	websites.	Automatic	enrollment	–	When	a	401(k)	plan	includes	an	automatic	enrollment	feature,	employees	are	automatically	enrolled	in	the	plan	at	a	default	deferral	rate
(specified	in	the	plan	document)	if	they	fail	to	make	an	affirmative	deferral	election.	An	automatic	enrollment	feature	can	improve	non-HCE	participation	because	inaction	results	in	automatic	401(k)	participation.	Employer	match	–	When	an	employer	matches	401(k)	contributions,	workers	are	more	likely	to	participate	in	order	to	receive	the	match.
Unlike	a	safe	harbor	match,	discretionary	matching	contributions	can	be	subject	to	up	to	a	six-year	vesting	schedule.	A	vesting	schedule	allows	a	plan	to	recover	non-vested	match	amounts	when	an	employee	terminates	and	then	use	these	forfeitures	to	offset	future	contributions.	Take	Advantage	of	your	Testing	Options	401(k)	plans	have	ADP/ACP
testing	options.	Changing	one	or	more	of	them	can	help	a	plan	pass	testing,	or	at	least,	mitigate	corrective	returns.	Top-paid	group	(TPG)	election	–	401(k)	plans	are	permitted	to	limit	the	HCE	group	to	employees	that	rank	in	the	top	20	percent	of	all	employees	based	on	compensation.	Making	this	election	moves	non-TPG	HCEs	to	the	NHCE	group.	If
the	moved	HCEs	have	high	contribution	rates,	they	can	help	increase	the	NHCE	average.	Permissive	disaggregation	–	When	a	401(k)	plan	has	more	liberal	eligibility	requirements	than	the	law	requires	–	1	year	of	service,	age	21,	semi-annual	entry	dates	–	it	has	the	option	to	ADP/ACP	test	the	participants	that	met	the	plan’s	eligibility	requirements,
but	not	the	legal	limits,	separately.	This	disaggregation	often	helps	ADP/ACP	test	results	because	newly-eligible	employees	(who	are	almost	always	non-HCEs)	are	the	least	likely	to	participate.	When	an	ADP/ACP	test	fails,	the	plan	sponsor	should	always	ask	their	401(k)	provider	if	they	tried	disaggregation	to	improve	test	results.	Don’t	Settle	for	a
Failed	ADP/ACP	Test!	If	you	are	a	business	owner,	you	don’t	need	to	settle	for	annual	ADP/ACP	test	failures	–	there	are	steps	you	can	take	to	avoid	or	mitigate	returns.	You	just	need	to	know	your	options.	Once	you	do,	you’ll	be	ready	to	discuss	these	options	with	your	401(k)	provider.	The	Motorsport	Images	Collections	captures	events	from	1895	to
today’s	most	recent	coverage.Discover	The	CollectionCurated,	compelling,	and	worth	your	time.	Explore	our	latest	gallery	of	Editors’	Picks.Browse	Editors'	FavoritesExperience	AI-Powered	CreativityThe	Motorsport	Images	Collections	captures	events	from	1895	to	today’s	most	recent	coverage.Discover	The	CollectionCurated,	compelling,	and	worth
your	time.	Explore	our	latest	gallery	of	Editors’	Picks.Browse	Editors'	FavoritesExperience	AI-Powered	CreativityThe	Motorsport	Images	Collections	captures	events	from	1895	to	today’s	most	recent	coverage.Discover	The	CollectionCurated,	compelling,	and	worth	your	time.	Explore	our	latest	gallery	of	Editors’	Picks.Browse	Editors'
FavoritesExperience	AI-Powered	Creativity	Designing	better	ways	to	work	through	cutting-edge	products,	premium	services	and	exceptional	experiences	that	enable	people	to	reach	their	full	potential.	HR,	Talent,	Time	Management,	Benefits	and	Payroll.	Informed	by	data	and	designed	for	people.	Primary	1	ADP	Blvd	Roseland,	New	Jersey	07068,	US
Get	directions	1100	René-Lévesque	Ouest	Montreal,	Québec	H3B4N4,	CA	Get	directions	Viale	Giulio	Richard	5/A	20143	Milano,	IT	Get	directions	ADP	Employer	Services	GmbH	Frankfurter	Straße	227	Neu-Isenburg,	63263,	DE	Get	directions	9	rue	de	la	Gabelle	Carouge,	GE	1227,	CH	Get	directions	6500	River	Place	Blvd	Austin,	TX	78730,	US	Get
directions	Fursungi	Road	Haveli,	Maharashtra	412308,	IN	Get	directions	6200	Kenway	Dr	Mississauga,	ON	L5T	2N3,	CA	Get	directions	Raj	Bhavan	Road	Hyderabad,	TS	500082,	IN	Get	directions	100	NW	Point	Blvd	Elk	Grove	Village,	IL	60007,	US	Get	directions	1599	W	Escuda	Rd	Phoenix,	AZ	85027,	US	Get	directions	60	Albert	Rd	Melbourne,	VIC
3205,	AU	Get	directions	1214	Flowing	Wells	Rd	Augusta,	GA	30909,	US	Get	directions	4125	Hopyard	Rd	Pleasanton,	CA	94588,	US	Get	directions	105	Gay	St	Manchester,	NH	03103,	US	Get	directions	135	W	18th	St	New	York,	NY	10011,	US	Get	directions	6	Nexus	Ct	Melbourne,	VIC	3170,	AU	Get	directions	2	Causeway	Park	The	Causeway	Staines-
upon-Thames,	England	TW18	3BF,	GB	Get	directions	15	Jefferson	Rd	Parsippany,	NJ	07054,	US	Get	directions	7474	W	Chandler	Blvd	Chandler,	AZ	85226,	US	Get	directions	Rua	Joao	Tibirica,	1112	Sao	Paulo,	SP	05078-030,	BR	Get	directions	3436	Toringdon	Way	Charlotte,	NC	28277,	US	Get	directions	31,	Avenue	Jules	Quentin	Nanterre,	Île-de-
France	92000,	FR	Get	directions	15	Waterview	Blvd	Parsippany-Troy	Hills,	NJ	07054,	US	Get	directions	1	Adp	Blvd	Roseland,	NJ	07068,	US	Get	directions	Lylantse	Baan	1	Capelle	a/d	IJssel,	2908	LG,	NL	Get	directions	Thomas	R.	Malthusstraat	Amsterdam,	North	Holland	1066JR,	NL	Get	directions	Southgate	Centre	One	319	Wilmslow	Road	Heald
Green	Cheadle	Manchester,	SK8	3PW,	GB	Get	directions	Camí	Antic	de	València,	54,	Sant	Martí,	Barcelona,	Barcelona	08005,	ES	Get	directions	The	ADP	(Actual	Deferral	Percentage)	and	ACP	(Actual	Contribution	Percentage)	tests	are	nondiscrimination	tests	that	traditional	(non-safe	harbor)	401(k)	plans	must	pass	annually	meet	IRS	qualification
requirements.	Approximately	30%	of	small	business	401(k)	plans	subject	to	ADP/ACP	testing	fail	one	or	both	of	the	tests.	When	a	test	fails,	business	owners	often	bear	the	brunt	of	the	consequences.	Here's	what	you	need	to	know	about	the	ADP	and	ACP	nondiscrimination	tests.	What	is	ADP/ACP	Testing?	The	ADP	and	ACP	tests	compare	the
contributions	made	to	a	401(k)	plan	by	Highly	Compensated	Employees	(HCEs)	and	Non-Highly	Compensated	Employees	(NHCEs)	to	ensure	they	do	not	disproportionately	favor	HCEs.	Who	is	Considered	a	Highly-Compensated	Employee	(HCE)?	For	2025,	an	HCE	is	defined	as	an	individual	who	meets	one	of	the	following	two	criteria:		They	own	more
than	5%	of	the	employer	(directly	or	by	family	attribution)	at	any	time	during	2025	or	2024	They	received	compensation	in	excess	of	$155,000	during	2024.	A	plan	can	limit	this	group	to	the	top	20%	of	employees,	ranked	by	compensation	The	Actual	Deferral	Percentage	(ADP)	Test	The	ADP	test	compares	the	salary	deferrals	made	by	HCEs	and
NHCEs	(both	pre-tax	and	Roth,	not	including	catch-up	contributions).	To	pass	the	ADP	test,	the	average	deferral	rate	of	HCEs	cannot	exceed	the	greater	of:	125%	of	the	non-HCE	average	rate,	or	the	lesser	of:		200%	of	the	non-HCE	average	rate,	or	the	non-HCE	average	rate	plus	2%.	The	non-HCE	average	can	be	based	on	current	or	prior	year
contribution	rates.	Test	Example:	NHCEs:	Employee	A:	compensation	=	$50,000,	deferral	=	$2,500	(deferral	percentage	=	5%)	Employee	B:	compensation	=	$40,000,	deferral	=	$2,000	(deferral	percentage	=	5%)	Employee	C:	compensation	=	$30,000,	deferral	=	$1,500	(deferral	percentage	=	5%)	NHCE	average	deferral	percentage:	(5%	+	5%	+
5%)	/	3	=	5%	HCEs:	Employee	D:	compensation	=	$200,000,	deferral	=	$20,000	(deferral	percentage	=	10%)	Employee	E:	compensation	=	$180,000,	deferral	=	$15,000	(deferral	percentage	=	8.33%)	HCE	average	deferral	percentage:	(10%	+	8.33%)	/	2	=	9.165%	Results:	125%	of	NHCE	ADP	=	6.25%	(5%	*	1.25)	Lesser	of:	200%	of	NHCE	ADP	=
10%	(5%	*	2)	NHCE	ADP	+	2%	=	7%	(5%	+	2%)	The	test	fails	because	the	HCE	ADP	(9.165%)	exceeds	the	7%	limit.	The	Actual	Contribution	Percentage	(ACP)	Test	The	ACP	test	uses	the	same	methodology	as	the	ADP	test	to	compare	the	employer	matching	contributions	and	voluntary	after-tax	contributions	of	HCEs	and	NHCEs	for
nondiscrimination.	How	to	Correct	a	Failed	ADP/ACP	Test	The	most	common	correction	method	is	refunding	the	contributions	made	to	HCEs	in	the	amount	necessary	to	pass	the	ADP	or	ACP	test	(as	applicable).	A	10%	excise	tax	will	usually	apply	to	contribution	refunds	made	later	than	2	1/2	months	following	the	close	of	the	year	(March	15	for
calendar-based	401(k)	plans).	The	final	deadline	for	refunding	excess	contributions	is	12	months	following	the	close	of	the	year.			Thanks	to	the	SECURE	Act,	a	401(k)	plan	can	adopt	safe	harbor	status	up	to	the	last	day	of	plan	year	following	the	year	in	which	the	plan	failed	the	ADP	test	by	making	a	4%	nonelective	contribution.	How	to	Avoid	Future
ADP/ACP	Test	Failures	Become	a	Safe	Harbor	401(k)	Plan	Safe	harbor	401(k)	plans	automatically	pass	ADP/ACP	testing	when	certain	contribution	and	participant	notice	requirements	are	met.	To	meet	the	contribution	requirement,	an	employer	must	make	one	of	the	following	three	contributions	to	participants:	Safe	harbor	match	–	The	employer	may
select	a	“basic”	or	an	“enhanced”	match.	The	basic	match	equals	100%	of	401(k)	on	the	first	3%	of	compensation	plus	50%	of	401(k)	on	the	next	2%	of	compensation	(4%	total).	The	enhanced	match	must	be	at	least	as	generous	as	the	basic	match	at	each	%	of	compensation.	Safe	harbor	nonelective	–	The	contribution	must	be	3%	(or	more)	of
compensation	and	be	made	to	all	eligible	non-HCEs,	regardless	of	whether	they	made	a	401(k)	contribution	to	the	plan.	QACA	match	–	if	a	plan	meets	certain	automatic	enrollment	requirements,	a	less	costly	safe	harbor	match	can	be	made,	equal	to	100%	of	401(k)	on	the	first	1%	of	compensation	plus	50%	match	of	401(k)	on	the	next	5%	of
compensation	(3.5%	total).	Safe	harbor	401(k)	plans	must	also	distribute	a	notice	to	employees	that	explains	their	plan	rights	and	obligations.	Participants	must	receive	this	notice	within	90	days	of	their	plan	eligibility	date	and	30-90	days	before	the	start	of	each	new	plan	year	thereafter.	Increase	NHCE	Participation	401(k)	plans	fail	ADP/ACP	testing
when	the	average	contribution	rate	of	the	HCE	group	exceeds	the	average	of	the	NHCE	group	by	more	than	the	legal	limit.	A	way	to	decrease	this	margin	is	by	increasing	NHCE	participation.	This	can	be	done	using	two	methods:	Participant	education	-	Many	workers	are	intimidated	by	401(k)	participation	or	don’t	fully	understand	its	benefits.	Often,
non-HCEs	are	the	most	confused	–	which	can	lead	to	low	participation	by	this	group.	Enrollment	meetings	or	other	education	initiatives	can	help	increase	the	non-HCE	group’s	401(k)	knowledge,	and	in	turn,	spur	their	participation.	Participant	education	does	not	need	to	be	costly.	Both	the	IRS	and	DOL	offer	free	401(k)	education	for	workers	on	their
websites.	Automatic	enrollment	–	When	a	401(k)	plan	includes	an	automatic	enrollment	feature,	employees	are	automatically	enrolled	in	the	plan	at	a	default	deferral	rate	(specified	in	the	plan	document)	if	they	fail	to	make	an	affirmative	deferral	election.	An	automatic	enrollment	feature	can	improve	non-HCE	participation	because	inaction	results	in
automatic	401(k)	participation.	Employer	match	–	When	an	employer	matches	401(k)	contributions,	workers	are	more	likely	to	participate	in	order	to	receive	the	match.	Unlike	a	safe	harbor	match,	discretionary	matching	contributions	can	be	subject	to	up	to	a	six-year	vesting	schedule.	A	vesting	schedule	allows	a	plan	to	recover	non-vested	match
amounts	when	an	employee	terminates	and	then	use	these	forfeitures	to	offset	future	contributions.	Take	Advantage	of	your	Testing	Options	401(k)	plans	have	ADP/ACP	testing	options.	Changing	one	or	more	of	them	can	help	a	plan	pass	testing,	or	at	least,	mitigate	corrective	returns.	Top-paid	group	(TPG)	election	–	401(k)	plans	are	permitted	to	limit
the	HCE	group	to	employees	that	rank	in	the	top	20	percent	of	all	employees	based	on	compensation.	Making	this	election	moves	non-TPG	HCEs	to	the	NHCE	group.	If	the	moved	HCEs	have	high	contribution	rates,	they	can	help	increase	the	NHCE	average.	Permissive	disaggregation	–	When	a	401(k)	plan	has	more	liberal	eligibility	requirements	than
the	law	requires	–	1	year	of	service,	age	21,	semi-annual	entry	dates	–	it	has	the	option	to	ADP/ACP	test	the	participants	that	met	the	plan’s	eligibility	requirements,	but	not	the	legal	limits,	separately.	This	disaggregation	often	helps	ADP/ACP	test	results	because	newly-eligible	employees	(who	are	almost	always	non-HCEs)	are	the	least	likely	to
participate.	When	an	ADP/ACP	test	fails,	the	plan	sponsor	should	always	ask	their	401(k)	provider	if	they	tried	disaggregation	to	improve	test	results.	Don’t	Settle	for	a	Failed	ADP/ACP	Test!	If	you	are	a	business	owner,	you	don’t	need	to	settle	for	annual	ADP/ACP	test	failures	–	there	are	steps	you	can	take	to	avoid	or	mitigate	returns.	You	just	need	to
know	your	options.	Once	you	do,	you’ll	be	ready	to	discuss	these	options	with	your	401(k)	provider.	The	ADP	(Actual	Deferral	Percentage)	and	ACP	(Actual	Contribution	Percentage)	tests	are	nondiscrimination	tests	that	traditional	(non-safe	harbor)	401(k)	plans	must	pass	annually	meet	IRS	qualification	requirements.	Approximately	30%	of	small
business	401(k)	plans	subject	to	ADP/ACP	testing	fail	one	or	both	of	the	tests.	When	a	test	fails,	business	owners	often	bear	the	brunt	of	the	consequences.	Here's	what	you	need	to	know	about	the	ADP	and	ACP	nondiscrimination	tests.	What	is	ADP/ACP	Testing?	The	ADP	and	ACP	tests	compare	the	contributions	made	to	a	401(k)	plan	by	Highly
Compensated	Employees	(HCEs)	and	Non-Highly	Compensated	Employees	(NHCEs)	to	ensure	they	do	not	disproportionately	favor	HCEs.	Who	is	Considered	a	Highly-Compensated	Employee	(HCE)?	For	2025,	an	HCE	is	defined	as	an	individual	who	meets	one	of	the	following	two	criteria:		They	own	more	than	5%	of	the	employer	(directly	or	by	family
attribution)	at	any	time	during	2025	or	2024	They	received	compensation	in	excess	of	$155,000	during	2024.	A	plan	can	limit	this	group	to	the	top	20%	of	employees,	ranked	by	compensation	The	Actual	Deferral	Percentage	(ADP)	Test	The	ADP	test	compares	the	salary	deferrals	made	by	HCEs	and	NHCEs	(both	pre-tax	and	Roth,	not	including	catch-
up	contributions).	To	pass	the	ADP	test,	the	average	deferral	rate	of	HCEs	cannot	exceed	the	greater	of:	125%	of	the	non-HCE	average	rate,	or	the	lesser	of:		200%	of	the	non-HCE	average	rate,	or	the	non-HCE	average	rate	plus	2%.	The	non-HCE	average	can	be	based	on	current	or	prior	year	contribution	rates.	Test	Example:	NHCEs:	Employee	A:
compensation	=	$50,000,	deferral	=	$2,500	(deferral	percentage	=	5%)	Employee	B:	compensation	=	$40,000,	deferral	=	$2,000	(deferral	percentage	=	5%)	Employee	C:	compensation	=	$30,000,	deferral	=	$1,500	(deferral	percentage	=	5%)	NHCE	average	deferral	percentage:	(5%	+	5%	+	5%)	/	3	=	5%	HCEs:	Employee	D:	compensation	=
$200,000,	deferral	=	$20,000	(deferral	percentage	=	10%)	Employee	E:	compensation	=	$180,000,	deferral	=	$15,000	(deferral	percentage	=	8.33%)	HCE	average	deferral	percentage:	(10%	+	8.33%)	/	2	=	9.165%	Results:	125%	of	NHCE	ADP	=	6.25%	(5%	*	1.25)	Lesser	of:	200%	of	NHCE	ADP	=	10%	(5%	*	2)	NHCE	ADP	+	2%	=	7%	(5%	+	2%)	The
test	fails	because	the	HCE	ADP	(9.165%)	exceeds	the	7%	limit.	The	Actual	Contribution	Percentage	(ACP)	Test	The	ACP	test	uses	the	same	methodology	as	the	ADP	test	to	compare	the	employer	matching	contributions	and	voluntary	after-tax	contributions	of	HCEs	and	NHCEs	for	nondiscrimination.	How	to	Correct	a	Failed	ADP/ACP	Test	The	most
common	correction	method	is	refunding	the	contributions	made	to	HCEs	in	the	amount	necessary	to	pass	the	ADP	or	ACP	test	(as	applicable).	A	10%	excise	tax	will	usually	apply	to	contribution	refunds	made	later	than	2	1/2	months	following	the	close	of	the	year	(March	15	for	calendar-based	401(k)	plans).	The	final	deadline	for	refunding	excess
contributions	is	12	months	following	the	close	of	the	year.			Thanks	to	the	SECURE	Act,	a	401(k)	plan	can	adopt	safe	harbor	status	up	to	the	last	day	of	plan	year	following	the	year	in	which	the	plan	failed	the	ADP	test	by	making	a	4%	nonelective	contribution.	How	to	Avoid	Future	ADP/ACP	Test	Failures	Become	a	Safe	Harbor	401(k)	Plan	Safe	harbor
401(k)	plans	automatically	pass	ADP/ACP	testing	when	certain	contribution	and	participant	notice	requirements	are	met.	To	meet	the	contribution	requirement,	an	employer	must	make	one	of	the	following	three	contributions	to	participants:	Safe	harbor	match	–	The	employer	may	select	a	“basic”	or	an	“enhanced”	match.	The	basic	match	equals
100%	of	401(k)	on	the	first	3%	of	compensation	plus	50%	of	401(k)	on	the	next	2%	of	compensation	(4%	total).	The	enhanced	match	must	be	at	least	as	generous	as	the	basic	match	at	each	%	of	compensation.	Safe	harbor	nonelective	–	The	contribution	must	be	3%	(or	more)	of	compensation	and	be	made	to	all	eligible	non-HCEs,	regardless	of	whether
they	made	a	401(k)	contribution	to	the	plan.	QACA	match	–	if	a	plan	meets	certain	automatic	enrollment	requirements,	a	less	costly	safe	harbor	match	can	be	made,	equal	to	100%	of	401(k)	on	the	first	1%	of	compensation	plus	50%	match	of	401(k)	on	the	next	5%	of	compensation	(3.5%	total).	Safe	harbor	401(k)	plans	must	also	distribute	a	notice	to
employees	that	explains	their	plan	rights	and	obligations.	Participants	must	receive	this	notice	within	90	days	of	their	plan	eligibility	date	and	30-90	days	before	the	start	of	each	new	plan	year	thereafter.	Increase	NHCE	Participation	401(k)	plans	fail	ADP/ACP	testing	when	the	average	contribution	rate	of	the	HCE	group	exceeds	the	average	of	the
NHCE	group	by	more	than	the	legal	limit.	A	way	to	decrease	this	margin	is	by	increasing	NHCE	participation.	This	can	be	done	using	two	methods:	Participant	education	-	Many	workers	are	intimidated	by	401(k)	participation	or	don’t	fully	understand	its	benefits.	Often,	non-HCEs	are	the	most	confused	–	which	can	lead	to	low	participation	by	this
group.	Enrollment	meetings	or	other	education	initiatives	can	help	increase	the	non-HCE	group’s	401(k)	knowledge,	and	in	turn,	spur	their	participation.	Participant	education	does	not	need	to	be	costly.	Both	the	IRS	and	DOL	offer	free	401(k)	education	for	workers	on	their	websites.	Automatic	enrollment	–	When	a	401(k)	plan	includes	an	automatic
enrollment	feature,	employees	are	automatically	enrolled	in	the	plan	at	a	default	deferral	rate	(specified	in	the	plan	document)	if	they	fail	to	make	an	affirmative	deferral	election.	An	automatic	enrollment	feature	can	improve	non-HCE	participation	because	inaction	results	in	automatic	401(k)	participation.	Employer	match	–	When	an	employer
matches	401(k)	contributions,	workers	are	more	likely	to	participate	in	order	to	receive	the	match.	Unlike	a	safe	harbor	match,	discretionary	matching	contributions	can	be	subject	to	up	to	a	six-year	vesting	schedule.	A	vesting	schedule	allows	a	plan	to	recover	non-vested	match	amounts	when	an	employee	terminates	and	then	use	these	forfeitures	to
offset	future	contributions.	Take	Advantage	of	your	Testing	Options	401(k)	plans	have	ADP/ACP	testing	options.	Changing	one	or	more	of	them	can	help	a	plan	pass	testing,	or	at	least,	mitigate	corrective	returns.	Top-paid	group	(TPG)	election	–	401(k)	plans	are	permitted	to	limit	the	HCE	group	to	employees	that	rank	in	the	top	20	percent	of	all
employees	based	on	compensation.	Making	this	election	moves	non-TPG	HCEs	to	the	NHCE	group.	If	the	moved	HCEs	have	high	contribution	rates,	they	can	help	increase	the	NHCE	average.	Permissive	disaggregation	–	When	a	401(k)	plan	has	more	liberal	eligibility	requirements	than	the	law	requires	–	1	year	of	service,	age	21,	semi-annual	entry
dates	–	it	has	the	option	to	ADP/ACP	test	the	participants	that	met	the	plan’s	eligibility	requirements,	but	not	the	legal	limits,	separately.	This	disaggregation	often	helps	ADP/ACP	test	results	because	newly-eligible	employees	(who	are	almost	always	non-HCEs)	are	the	least	likely	to	participate.	When	an	ADP/ACP	test	fails,	the	plan	sponsor	should
always	ask	their	401(k)	provider	if	they	tried	disaggregation	to	improve	test	results.	Don’t	Settle	for	a	Failed	ADP/ACP	Test!	If	you	are	a	business	owner,	you	don’t	need	to	settle	for	annual	ADP/ACP	test	failures	–	there	are	steps	you	can	take	to	avoid	or	mitigate	returns.	You	just	need	to	know	your	options.	Once	you	do,	you’ll	be	ready	to	discuss	these
options	with	your	401(k)	provider.


