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By MEeLeTI0S (GOLEMATIS

Introduction

When compared to the relative complexity of drafting
judgment language to divide a defined benefit plan (traditional
monthly pension) family law attorneys crafting language to di-
vide a defined contriburtion plan such as IRC §401(k), 403(b)
and 457 plans may not always appreciate the potential pitfalls.
This article will highlight some of the most common issues that
arise when dividing a defined contribution plan. For illustrative
purposes, we will assume the example of the apparently straight-
forward judgment whose operative language dividing a 401(k)
consists solely of: Alternate Payee is awarded 50% of the value of
Participant’s 401(k) as of the date of divorce.

Gains and Losses

Ideally a Qualified Domestic Relations Order (QDRO)
dividing the Participant’s 401 (k) is entered on or shortly after
the date the judgment is entered, after which it is sent to the
plan administrator to be formally qualified as a QDRO and
implemented according to its terms. This process generally
takes 30-90 days which results in a time differential between
the date of divorce (usually the valuation date) and the date
the plan administrator transfers the awarded funds from the
Participant’s account to the Alternate Payee (segregation date).
During this interim period, the funds remain in the Partici-
pant’s name and account and are subject to earnings (gains and
losses) based on the Participant’s investment holdings within
the account. The question, then, is whether the Alternate
Payee’s assigned share should likewise be subject to adjustment
for gains and losses from the valuation date to the segregation
date.

The most common justification for the position that the
Alternate Payee’s share should be adjusted by gains and losses
is that it is fair and equitable for each party to bear the gain
or loss as to their respective shares of the plan. If not adjusted
by gains and losses, the Alternate Payee will receive a flat sum
equal to half the plan value on the valuation date, regardless
of investment performance from such date until segregation.
Under this scenario, if the plan loses investment value before
the segregation date the Participant alone will bear the loss and
must cover the difference from the Participant’s share of the
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plan. Conversely, if the plan appreciates in value during this
time, the Participant alone will reap the gain. Failure to ad-
dress this issue in the judgment may lead to further litigation,
especially when the difference in value of the award adjusted
by gains and losses versus a flat sum is large due to a volatile
market or to the all-too-often case of a QDRO entered long
after the divorce judgment. The QDRO must likewise address
gains and losses or it will be rejected by the plan administrator
unless the plan has a default presumption when the QDRO is
silent (some plans apply gains and losses in this situation while
others will not). In this writer’s opinion is a worse outcome
since the result is left subject to the random whim of plan
policy.

While evident that a well-drafted judgment must address
whether the Alternate Payee’s award is to be adjusted by gains
and losses, there is no definitive Michigan statute or case law
governing this issue. MCL 552.101(5) is occasionally cited
to support the assertion that when the judgment is silent the
Alternate Payee is entitled to a proportionate share of gains
and losses. This statute, however, does not contemplate the
division of defined contribution plans. Except where expressly
excluded in the judgment the statute awards “a proportion-
ate share of all components of the pension, annuity, or retire-
ment benefits” The examples of components found in the
statute are applicable only to defined benefit plans. More to
the point, earnings on a defined contribution plan are not a
component of the plan but rather the result of fluctuations in
the market value of the account investments.

Loans

Most defined contribution plans allow the Participant to
take a loan against the plan. Treatment of outstanding loans
on the valuation date will affect the calculation of the amount
being divided and should, therefore, be addressed in the judg-
ment. Loan balances are deemed an asset of the plan by the
plan administrator, who treats it as an account receivable, and
may be included in, or excluded from, the portion of the ac-
count being divided. In our example, let’s assume that just
prior to the date of divorce, the Participant had $100,000 in
his or her 401(k) but then borrowed $20,000. If the loan
balance is included in determining the amount being divided
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the Alternate Payee will receive $50,000 (50% x $100,000)
which means the Alternate Payee’s awarded share will be unaf-
fected by the existence of the loan. If the loan balance is in-
stead excluded the Alternate Payee will receive $40,000 (50% x
$80,000) which has the effect of reducing the Alternate Payee’s
share by half the loan balance.

As with gains and losses, there is no definitive Michigan
statute or case law governing the treatment of loans when di-
viding a defined contribution plan. As such, the parties should
discuss and incorporate into their judgment their intent. Gen-
erally speaking, if the Joan was taken for the sole benefit of the
Participant it is usually included when dividing the plan while
the loan is typically excluded if it was used for the benefit of both
parties. The liability for a loan from a defined contribution plan
is unassignable. Therefore, the Participant will remain obligated
to repay the loan regardless of the inclusion or exclusion for pur-
poses of calculating the award to the Alternate Payee. For this
reason, the only way for the parties to share the loan burden is
to exclude the loan, thereby reducing the Alternate Payee’s share
by half the loan balance while allowing the Participant to retain
an equal amount in the Participant’s account.

Vesting

Many defined contribution plans require the Participant
to remain employed by the plan sponsor for a specified period
in accordance with the plan’s vesting schedule before acquiring
full ownership of the benefit. The Participant is always 100%
vested in his or her own contributions (usually elective salary
deferrals) whereas employer contributions like profit sharing
and marching contributions are often subject to vesting re-
quirements. While some plans offer immediate vesting of em-
ployer contributions most have some sort of vesting schedule.

Family law attorneys should pay careful attention to
whether the Participant is fully vested in the plan on the date
of divorce or other valuation date. Though a Participant who
is not fully vested on the valuation date may have accrued both
the vested and unvested portions during the marriage, the plan
will not honor a QDRO which attempts to award an amount
in excess of what is vested on the specified valuation date. This
may come as a surprise to an Alternate Payce who has reviewed
a recent plan statement and is expecting a larger award than
what is ultimately received. Using our judgment example, let’s
assume that on the date of divorce the Participant’s total plan
value was $10,000 bur that only $4,000 was vested. A QDRO
drafted to award, or interpreted by the plan as awarding, 50%

of the total plan value of $10,000 will likely be rejected as this
would require the assignment of $5,000, which exceeds the
vested balance on the date of divorce. If, instead, the QDRO is
not rejected because the particular plan has a default presump-
tion that the award be applied only to the vested balance, the
Alternate Payee will be assigned $2,000. Each of these outcomes
is undesirable if the intended result was to assign half of the toral
account balance, both vested and unvested (i.c., $5,000).

If the intent is for the Alternate Payee to also reccive half
the unvested balance—if and when—the Participant vests,
then the divorce judgment should so provide. Even when this
intent is clear, it is often difficult to effectuate as an increasing
number of plan administrators require a single valuation date
and, will therefore, reject 2 QDRO which assigns a portion
of the award now and the potential remainder in the future if
the Participant vests. In such cases a creative solution may be
required such as drafiing two QDROs; one now to award a
portion of the vested balance and one in the future to award a
portion of what is currently unvested.

For the above reasons, family law attorneys should always
consider potential issues related to gains and losses, loans and
vesting when negotiating the division of a defined contribu-
tion plan. To avoid post-judgment litigation over what was
intended the judgment should clearly address these subjects
when applicable. The separate matter of drafting a QDRO
which both comports with the parties’ stated intent and com-
plies with the plan’s QDRO policies and procedures is fraughe
with its own potential pitfalls and should be handled only by
someone with exrensive experience. The second (and final)
part of this article will examine issues which often arise when
defining and calculating the marital portion of a defined con-
tribution plan as well as the “equalization” of multiple plans.
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