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It's a Simple 401(k) QDRO, What Could Go Wrong?
JOHN MADDEN
Although a qualified defined contribution plan QDRO is generally less complicated than a defined benefit
plan QDRO, there are still areas which should not be overlooked if you are preparing your own QDRO or
outsourcing to your preferred QDRO provider. The purpose of this article is to explain why an account
tracing may still be "best practice" even if the 401(k) plan is entirely community property on the date of
separation.
Example: Assume participant and alternate payee separated in 2012 and are now just getting around to
dividing the account by QDRO. (Yes, this should have been done years ago but we all know that is rarely
the case). The company outsources their QDRO administration to a third party administrator (TPA) such
as Fidelity, Vanguard or Schwab, and the QDRO procedures say the order may use an award date in 2012.
On the surface this would seem like an easy enough QDRO with alternate payee receiving 50% of the
account balance on the date of separation, adjusted by investment experience from 2012 through the
date the funds are distributed to alternate payee. However, it is worth looking more deeply at how the
TPA actually calculates the gains/losses on alternate payee's award.
Account balance on Date of Separation is $600,000, split equally between parties
Total employee/employer contributions of $20,000/yr:

Fig.-1

As you can see from the illustration above (Fig-1), the TPA adds up all contributions between 2013 and
2019 and allocates the total $140,000 in contributions to participant's date of separation balance. This
immediately reduces the alternate payee's awarded interest from 50% on the date of separation to
40.54%, with a final payout of $689,986. This is an error in the TPA's methodology for allocating
investment return.
"Best Practice" would be to have a more detailed calculation prepared based on the periodic statements
from 1/1/2013 through 12/31/2019 as follows:

Fig.-2
Allocating participant's separate property contributions over time as they were actually contributed,
instead of all $140,000 on 1/1/2013, along with more frequent reconciliation of investment return,
yields alternate payee a final payout of $740,766 (which is $50,780 MORE than alternate would have
received had there been no tracing).
It should be understood that alternate payee is not "reaching over the fence" into participant's portion
of the account as a result of this calculation, merely alternate payee is receiving one-half of the
community interest correctly calculated.
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The methodology used by many TPAs can also unintentionally benefit the alternate payee instead of the
participant, typically in periods of negative investment returns. Had the account lost value during the
2013-2019 period, participant would have received a disproportionate share of such losses to the
benefit of alternate payee.
Practice Tip: When there have been post-separation separate property contributions by participant,
consider having the community and separate property interest calculated through a current date prior
to entering the QDRO.
We recommend discussing the need for an account tracing with your preferred QDRO provider.
Moon, Schwartz & Madden (MSM) is a valuation consulting firm specializing in assisting family law
attorneys and other divorce professionals in valuing and dividing community property interest in
retirement benefits. We are members of the “QDRONEs” which is a national educational society of
lawyers, actuarial consultants, and other QDRO professionals, as well as co-founders of QDROCounselTM,
a legal services company providing online preparation of QDROs and valuation reports.
www.msmqdros.com
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