
 

 

   
 

Actual Deferral Percentage Test (ADP) 
 
This IRS-required test is applied to your 401(k) plan to make sure the Highly 
Compensated Employees (HCE) never get a benefit of a certain percentage greater than 
the average percentage of the Non-highly Compensated Employees (NHCE). This test 
is normally performed within the first two months after the plan year ends.  Any ADP 
test failures may result in corporate penalties if the adjustments are not made prior to 2½ 
months following the plan year end.   
 
All employees who meet the eligibility requirements of the plan are included in the test 
whether or not they are actually deferring.   
 
The census information we requested and you provided was first sorted to determine 
which employees satisfied the eligibility requirements to participate in the plan during the 
plan year being tested. The eligible employees are then sorted into two groups:  the HCE 
group and the NHCE group.  Each eligible employee’s compensation for the plan year is 
then divided by the deferral amount to determine the employee’s deferral “rate”.  
Additional calculations may be necessary for employees who were only eligible a portion 
of the plan year.    
 
Next, the deferral percentage rates of the HCE group and NHCE group are calculated to 
determine the “average” rate of deferral for each group.  If the NHCE’s “average” 
deferral rate is less than 2%, the HCE’s can have an “average” deferral rate of 2 times 
that rate (ex: NHCE average rate is 1.54%, HCE’s can defer an average of 3.08%).  If 
the NHCE’s average deferral rate is greater than 2%, but less than 8%, the HCE’s can add 
2% points (ex: NHCE average rate is 3%, HCE’s can defer an average of 5%).  If the 
NHCE’s average deferral rate is greater than 8%, the HCE’s can defer an average of 1.25 
times that amount (ex: NHCE average rate is 8%, HCE’s can defer an average of 10%).  
 
The IRS requires that the plan document specify whether the NHCE rate for the current 
or prior year will be used.  Your PBS restated plan document will specify your choice. 
Using the prior year is the most common method for the ADP test.  If this is the first 
year for your plan, the IRS will allow you to use a “prior year” default average NHCE 
rate of 3% (a NHCE ratio of 3% would allow the HCE group to defer an average of 5%).   
 
If your ADP test fails, additional instructions will be given.  There are basically two 
avenues available to correct the failure. The first is to adjust the HCE’s deferrals down 
until the average percentage passes the test.  The second solution would involve the 
employer making additional employer contributions into the plan for participants.  At the 
time of testing, PBS will automatically adjust the HCE’s contributions down rather than 
recommend additional employer contributions.  
 


